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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 20, 2011.
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Executive Summary

= We are in the fragile aftermath of the Great Recession where a return to
normalcy seems like a mirage in the desert - the closer we get to it, the further it
moves away. Fear and uncertainty have overwhelmed consumer and business
behavior. The risk of a recession has increased significantly.

= Revisions to U.S. real Gross Domestic Product show a much deeper recession
than previously estimated, and a U.S. economy close to stall speed in the first
half of this year.

= Our previous forecast prior to these data revisions had expected growth
regaining momentum in the second half of 2011 as oil prices stabilized, and
supply chains were restored with Japan rebuilding. Now that it turns out that
there was no growth momentum in the first half of the year, a second half return
to momentum seems unlikely.

= The likelihood of a full-blown European debt crisis, and the consequent ripples
across the global economy have increased.

= Washington’s economy is not immune to national and global economic
developments. Like the nation, the outlook for the Washington economy has
weakened since June.

* The employment recovery in Washington this recession has been the weakest of
any post-war recovery. Labor market conditions since the June forecast have
been worse than anticipated.

* The recovery in state housing and construction will be later than previously
expected. New construction faces headwinds from rising foreclosures and falling
home prices.

= Washington is still expected to outperform the nation in employment and
personal income growth, although the outlook for both has been lowered
substantially.

= General Fund-State revenue for the 2011-13 biennium is now forecasted to be
$1.4 billion less than forecasted in June.

= The preliminary General Fund-State total for the 2009-11 biennium came in
$24.9 million below the June forecast

= The downside risks to the outlook have risen and exceed the upside risks by a
wide margin.

Economic and Revenue Forecast Council Page 1
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U.S. Economic Forecast

The outlook
weakened
over the
summer

A recovery in
the second
half of the
year is no
longer likely

The
September
forecast is
based on the
latest Blue
Chip
Consensus
GDP forecast

Executive Summary

At the time of the June revenue forecast, the economy was
experiencing a slowdown after moderately strong growth in the
spring. The forecast assumed the slowdown would continue
through June, with improvement beginning in July and then
accelerating. Our guarded optimism about the second half has
given way to pessimism. The national economic outlook has
weakened significantly since our last forecast. Instead of growth
momentum in the first half of the year, restrained by temporary
factors, data revisions show an U.S. economy on the verge of
stalling. The European economy is in no better shape as its
sovereign debt problems have now spread beyond Greece to
Italy and Spain. The countries in the periphery need a real
devaluation to become competitive but since they are stuck with
the Euro, the only way to achieve this is through painful
deflation. Congress was able to lift the federal debt ceiling in
time to avoid a default on U.S. Bonds but that was not enough to
prevent a debt rating downgrade by Standard & Poor’s (S&P).
Bond, equity and commodity markets are now all pointing to a
economic slowdown ahead. Consumer confidence is in the tank,
and employment growth has slowed to a crawl. The risk of the
national economy slipping back into recession has increased
significantly.

In June our view was that temporary factors such as the spike in
energy prices and natural disasters in Japan were holding back
growth and that activity would bounce back in the second half of
the year. This no longer appears likely. The GDP revisions
showed that growth in the first half of the year was already much
weaker than we thought at the time. Growth in the first two
quarters of the year was revised down sharply to 0.4% and 1.0%
(SAAR). After strong growth earlier this year, job growth has
slowed to an average of only 40,000 per month during the last
four months including zero net new jobs in August. Consumer
confidence plummeted in July and August to the lowest level
since late 2008 and early 2009. The Institute for Supply
Management’s purchasing manager indexes are also signhaling
slow growth for the third quarter. The manufacturing index fell in
August to 50.6, barely staying above the 50 level that indicates
growth. The business activity index for services, which tends to
lag in downturns, also fell to 55.6.

The September 2011 economic forecast was based on a modified
version of Global Insight's September 2011 Control forecast for
the U.S. economy. As in June, the U.S. forecast was adjusted in
two ways. We adjusted real GDP to match the Blue Chip
“Consensus” GDP forecasts for 2011 through 2013. We also
adjusted our oil price forecast to match the New York Mercantile
Exchange (NYMEX) futures prices for West Texas Intermediate
crude. We modified the Global Insight forecast in one additional
way. We removed their assumption that the 2% payroll tax cut

Page 2
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The Blue
Chip panel
has become
more
pessimistic
since June

September 2011

would be extended by another year. As per current law, the
payroll tax cut is due to expire at the end of this year. That had
been our assumption in the June forecast as well.

The Blue Chip Consensus real GDP growth forecasts, our
objective starting point each forecast cycle, are now down to
1.6% and 2.2%, for 2011 and 2012, respectively. At the time of
the revenue forecast in June those forecasts were: 2.6% real
GDP growth this year, and 3.1% in the next. The Blue Chip
forecast for 2013 is unchanged at 3.2% only because the 2013
forecast has not been revised since last March. We expect a
lower Blue Chip forecast for 2013 when the long-term forecast is
updated in October. It appears that we are at best in for an
extended period of muddle-through - slow economic and job
growth, high unemployment, and weak confidence. The risk of a
double-dip recession too has increased.

Washington Economic Forecast

The
aftermath of
the Great
Recession
has been
worse than
expected

Labor market
conditions
have been
worse than
anticipated

The
construction
sector
remains
weak

Executive Summary

In normal times, it would be hard to find a reason to explain the
distress in Washington’s economy; given all that it has going for
it. Aerospace manufacturing and software publishing are in good
health; as are the state’s farming and export sectors. But these
are not normal times. We are in the fragile aftermath of the
Great Recession where a return to normalcy seems like a mirage
in the desert - the closer we get to it, the further it moves away.
Fear and uncertainty have overwhelmed consumer and business
behavior. Political gridlock in the nation’s capital gives little hope
that the full toolkit of policy options will be acted on. In an
increasingly interconnected world we are not immune to Europe’s
problems either, as they struggle with fiscally imprudent states
on the periphery, trapped in a structurally dysfunctional union.
Every time our state has looked like it would break out of the
malaise, it has been sucked right back in.

Washington employment grew less than expected in the three
months since the June forecast was released. The economy
added 8,300 net new jobs from June through August. Over the
three months, we had expected 13,600 jobs in our June forecast.
This expansion has been characterized by the slowest jobs
recovery in recent memory. Other labor market indicators have
been weak in recent months. Both the average weekly hours
worked and average hourly earnings in the private sector have
flattened out and are beginning to decline.

With excess inventory, and depressed home prices, single-family
housing continues to languish. We believe the trend is positive in
multi-family housing due to rising rents and declining apartment
vacancies, but multi-family permits are likely to retreat from the
very high level reached in the second quarter. Single-family
construction in Washington is in competition with a stream of
foreclosures so it will likely stay weak for some time. Housing
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Washington
job growth
will gradually
improve in
2012

September 2011

prices are in double-dip mode. It appears both Seattle and the
nation have further to drop before home prices stabilize. We are
unlikely to see a strong recovery in housing construction until
home prices begin rising again.

We expect job growth to remain anemic through the remainder of
this year before gradually improving in the beginning of 2012.
Boeing and Microsoft are expanding, but these two sectors alone
are not enough to counteract the drag from the weakening
national and global economies. Washington State will outperform
the U.S. economy in both employment and personal income
growth, although the outlook for both has been substantially
lowered. The state’s trade intensity should help boost activity,
although there is an increasing threat of a global economic
slowdown.

Revenue Forecast

The
slowdown in
taxable
activity
forecasted in
June is now
expected to
be more
prolonged

GF-S forecast
changes
($millions):

2009-11: -
$24.9

2011-13: -
$1,413

Executive Summary

National economic forecasts were revised sharply downward in
August and September, with the Washington forecast following
suit. The June forecast had recognized the slowdown that had
occurred in the spring and summer, but had followed the national
consensus that the slowdown was due largely to temporary
factors which would begin to be resolved in the fall. Lack of
progress in the European debt crisis, continued uncertainty in the
fiscal policies of the U.S., low job growth and other problems,
however, have caused the consensus outlook to switch to a more
prolonged period of slow growth. As a result, forecasted revenue
has been reduced considerably for the remainder of the current
biennium.

The preliminary total of General Fund-State (GF-S) revenue for
the 2009-11 biennium was $24.9 million below the June forecast.
By the time of the September forecast, revenue for the 2011-13
biennium was $26.3 million below its forecasted value. Weaker
forecasted revenue growth subtracted $1,400.5 million in
collections for the remainder of the biennium. Non-economic
factors added $13.6 million in revenue to current biennium. The
net forecast change for GF-S revenue in the current biennium is a
reduction of $1,413.2 million.
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Chapter 1: U.S. Economy - Current Conditions and Forecast

= We are in the fragile aftermath of the Great Recession where a return to
normalcy seems like a mirage in the desert - the closer we get to it, the further it
moves away. Fear and uncertainty have overwhelmed consumer and business
behavior. The risk of a recession has increased significantly.

= Revisions to U.S. real Gross Domestic Product show a much deeper recession
than previously estimated, and a U.S. economy close to stall speed in the first
half of this year.

= Our previous forecast prior to these data revisions had expected growth
regaining momentum in the second half of 2011 as oil prices stabilized, and
supply chains were restored with Japan rebuilding. Now that it turns out that
there was no growth momentum in the first half of the year, a second half return
to momentum seems unlikely.

= We have now had two full years of GDP growth since the recession ended in June
2009. However, real GDP is yet to get past its previous peak.

= After modest job gains early this year - private sector gains, offset partly by
public sector job losses, job growth slowed around May. There were zero net new
jobs in August.

= Construction remains a significant drag on the economy. Housing prices are
going through a double-dip and do not appear to have hit bottom yet. A
meaningful recovery will not happen until 2013, and only after home prices start
to rise again.

= GDP growth will have to rely on private demand that is starting to falter again.
Strain on state and local government budgets and the winding down of federal
stimulus will act as a drag on the recovery.

= The likelihood of a full-blown European debt crisis, and the consequent ripples
across the global economy have increased.

= The downside risks to the outlook have risen and exceed the upside risks by a
wide margin.

Current Conditions

The outlook At the time of the June revenue forecast, the economy was
weakened experiencing a slowdown after moderately strong growth in the
over the spring. The forecast assumed the slowdown would continue
summer through June, with improvement beginning in July and then

Economic and Revenue Forecast Council Page 5
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accelerating. Our guarded optimism about the second half has
given way to pessimism. The national economic outlook has
weakened significantly since our last forecast. Instead of growth
momentum in the first half of the year, restrained by temporary
factors, data revisions show an U.S. economy on the verge of
stalling. The European economy is in no better shape as its
sovereign debt problems have now spread beyond Greece to
Italy and Spain. The countries in the periphery need a real
devaluation to become competitive but since they are stuck with
the Euro, the only way to achieve this is through painful
deflation. Congress was able to lift the federal debt ceiling in
time to avoid a default on U.S. Bonds but that was not enough to
prevent a debt rating downgrade by Standard & Poor’s (S&P).
Bond, equity and commodity markets are now all pointing to a
economic slowdown ahead. Consumer confidence is in the tank,
and employment growth has slowed to a crawl. The risk of the
national economy slipping back into recession has increased

significantly.

GDP Revisions to U.S. real Gross Domestic Product (GDP) by the

revisions Bureau of Economic Analysis (BEA) show a much deeper

show a much recession than previously estimated, and a U.S. economy close

deeper to stall speed in the first half of this year (see Figure 1.1). The

recession BEA revised real GDP estimates back to 2003, but the largest
revisions were 2008 onward. The peak to trough change in real
GDP was revised from minus 4.1% to minus 5.1%, indicating a
deeper recession than previously measured. The fourth quarter
of 2008, right after the Lehman failure, now shows an 8.9%
(SAAR) decline in GDP (revised from a 6.8% decline). Personal
income estimates were revised as well and also show a more
severe decline. The peak to trough change in personal income
was revised to minus 6.1% from the minus 3.8% that was
previously reported.
Figure 1.1: Real GDP Growth

GDP growth

IS

dangerously

close to stall

speed

Pecent Change, SAAR

2007 2008 2009 2010 2011

—0Id —Revised

Source: Bureau of Economic Analysis; data through 2011 Q2
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Several
factors are
slowing the
recovery -
weak
construction,
the European
debt crisis,
and political
dysfunction
in
Washington
DC

But, there
are some
upside risks
as well

Headline
inflation is
higher, but
core inflation
remains
benign

Chapter 1

September 2011

There are several factors slowing down the economic recovery.
Construction remains a significant drag. It is clear that
nonresidential construction will continue to decline for some
more time. On the residential side, the federal homebuyer tax
credits of late 2009 and early 2010 only temporarily propped up
activity. Housing stumbled after this support ended. The financial
system remains at risk due to falling home prices. Fear of
European sovereign debt contagion is still simmering a year after
first appearing on the radar. Apart from potentially causing
financial markets to seize up, the sovereign debt problems also
threaten U.S. exports in two ways - by weakening European
growth, and strengthening the dollar via a “flight to safety.”
Although the federal debt ceiling was finally raised, the political
brinkmanship leading up to it damaged business and consumer
confidence and led to a downgrade of U.S. sovereign debt.
Failure by the Congressional Super Committee to agree upon a
deficit reduction deal that can pass both houses of Congress
would be another blow to an already weak economy. Meanwhile
cutbacks at the state and local level as well as the winding down
of federal stimulus measures are creating a substantial fiscal
drag. Growth must now rely on private demand that is only
slowly recovering.

While downside risks to the recovery predominate, there are
some upside risks as well. The sustained growth in payroll
employment, while weak, has been a positive. Personal income is
also showing modest growth. The payroll tax cut may be
extended beyond the end of this year and expanded to
employers. The U.S. dollar remains relatively weak and is helping
U.S. products be more competitive in overseas markets.

Oil prices have retreated since the spring but remain elevated.
After peaking at over $110 per barrel in late April and early May,
the price of West Texas Intermediate has fallen to below $90 per
barrel. Gasoline prices have also retreated from just over $4 per
gallon to $3.66 in late September but still remain 32% higher
than a year ago. Higher food and energy prices have led to a
strengthening of headline inflation. The consumer price index
(CPI) was up 3.8% in August from a year ago. This was fueled
primarily by energy price inflation, which was up 18.4%. Food
prices also rose 4.6% year-over-year in August. Headline
inflation has accelerated in recent months. After declining 0.2%
in June, the CPI rose 0.5% in July and 0.4% in August. These
large increases were driven primarily by energy cost increases.
Core inflation, which excludes food and energy, rose 0.2 % in
each of July and August, down from 0.3% per months in May
and June. The core CPI is up 2.0% over the year, about half the
headline rate of 3.8%.

In June our view was that temporary factors such as the spike in
energy prices and natural disasters in Japan were holding back
growth and that activity would bounce back in the second half of
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A recovery in the year. This no longer appears likely. The GDP revisions

the second showed that growth in the first half of the year was already much
half of the weaker than we thought at the time. Growth in the first two
year is no quarters of the year was revised down sharply to 0.4% and 1.0%
longer likely (SAAR). After strong growth earlier this year, job growth has

slowed to an average of only 40,000 per month during the last
four months including zero net new jobs in August. Consumer
confidence plummeted in July and August to the lowest level
since late 2008 and early 2009. The Institute for Supply
Management’s purchasing manager indexes are also signaling
slow growth for the third quarter. The manufacturing index fell in
August to 50.6, barely staying above the 50 level that indicates
growth. The business activity index for services, which tends to
lag in downturns, also fell to 55.6 (see Figure 1.2).

Figure 1.2: Institute of Supply Management Indexes

Growth

Index 50+

2001 2003 2005 2007 2009 2011

= Manufacturing —=Services

Source: Institute of Supply Management; data through August 2011

Job growth What appeared to be a sustainable level of job growth stalled
has slowed to abruptly in May. Growth in the first four months of the year
a crawl! averaged nearly 180,000 net new jobs per month, enough to

start making a dent in the unemployment rate. Then growth
slowed in the in the next four months to an average of only
40,000 per month including exactly zero net new jobs in August.
About 45,000 workers in the telecommunications industry were
not counted as employed in August due to a labor dispute while
government employment growth included 22,000 workers
returning to work following a partial government shutdown in
Minnesota. Excluding these transitory impacts, payroll
employment would have been up a still anemic 23,000 in August.
Including the telecommunications workers, the private sector
added 62,000 jobs in August, the weakest showing since May
2010. Government employment, excluding the impact of the
Minnesota government shutdown, fell 39,000 in August.
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In spite of the slow payroll employment growth, the
unemployment rate remained steady at 9.1% in August as both
the number of employed and unemployed rose. The labor force
increased by 366,000, and the participation rate inched up to
64.0% from 63.9% in July which was the lowest participation
rate in nearly 30 years. The U-6 measure of unemployment,
which counts discouraged workers and those compelled to work
part time, ticked up to 16.2% in August from 16.1% in July. The
number of new unemployment insurance applicants increased by
11,000 (seasonally adjusted), to 428,000, in the week ended
September 10th. The four-week moving average of initial claims,
a more stable measure, increased 4,000 to 419,500. While this is
down slightly from the spike in May, it is not below the 400,000
level that is typically consistent with job creation.

Consumer spending growth almost came to a halt in the second
quarter (just 0.4% SAAR). The slowdown was most severe in the
supply-constrained vehicles sector, but even excluding new
vehicles, spending growth slowed to 1.1% from 1.8% in the first
quarter. Consumers have been squeezed by the commodity-
price-driven increase in inflation, which has reduced the benefit
of the payroll tax cut. Gasoline prices are now off their peak (but
still high), while the debt-ceiling debacle and steep losses in
equity wealth have undermined consumer sentiment. Nominal
consumer spending increased 0.8% in July after a slight decline
in June due to more spending on autos and electricity as well as
higher food and gasoline prices. In real terms (adjusting for
inflation) consumer spending was up 0.5%. Light-vehicle sales
improved to a 12.2-million unit seasonally adjusted annual rate
(SAAR) in July, as the supply-chain disruptions emanating from
the mid-March earthquake in Japan have started to ease.
However, August light vehicle sales were sluggish at 12.1 million
units, and are still below their February peak. Retail sales were
unchanged in August after increasing 0.3% in July. Real retail
sales were revised down for July and stayed flat in August,
leaving them basically unchanged for 4 months.

In order for personal consumption expenditures to continue to
improve, disposable personal income needs to rise and the
personal saving rate needs to moderate. Both personal income
and disposable personal income have grown 0.2% to 0.3% per
month for the last three months ending in July. These rates
correspond to average annual growth rates of only 3.3% for
personal income and 2.8% for disposable personal income. After
adjusting for inflation, disposable personal income growth is even
weaker at just 1.2% on an annual basis. While the savings rate
declined to 5.0% in July from 5.5%; this was more likely due to
higher prices and the improvement in auto sales than to
consumers easing up.

Consumer confidence, which never really got out of recessionary
territory, has plummeted in recent months to levels not seen
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since the worst of the recession in late 2008 and early 2009. The
Conference Board's consumer confidence index dropped 14.7
points (down 24.8%) in August to reach 44.5, the lowest level
since April 2009 while the University of Michigan’s sentiment
index fell 8 points (12.8%) to 55.7 which was the lowest level
since November 2008 though the preliminary reading for
September was up slightly. The turmoil during the last half of the
summer over raising the debt ceiling, the S&P downgrade, the
stock market decline, and the weak job market are all combining
to undermine consumer confidence. The recent drop means
consumer spending growth in the third quarter will likely be
weak.

Figure 1.3: Consumer Confidence

=100
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Source: University of Michigan; Conference Board, data through August 2011

Credit market conditions have improved since the meltdown that
followed the collapse of Lehman Brothers in September 2008.
The Federal Reserve Board’s survey of senior loan officers shows
that banks are no longer tightening standards on loans. In the
July survey, as in April, standards on commercial real estate
loans eased slightly. Prior to April, standards had tightened in
every quarterly survey since the fourth quarter of 2005. Demand
for commercial real estate loans increased as well. Loan officers
also continue to report expanding demand and easier standards
for commercial and industrial loans. At the household level, the
banks report a loosening of standards for credit card loans and
other consumer loans as well as strengthening demand.
Standards for residential mortgage loans were essentially
unchanged in the July survey while the demand for loans
continues to decline.

While large national banks are returning to profitability and their
lending standards appear to be easing, regional and local banks
across the country have lagged behind. The latter saw a rapid
deterioration in their asset quality, because of their
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disproportionately high exposure to commercial real estate. This
has limited their ability to lend, as they divert cash to reserves.
The asset quality of regional and local banks is improving, but
the overall quality is still poor. Small businesses, which get a
major portion of their loans from local and regional banks, are
disproportionately hurt when these banks are unable to lend. The
National Federation of Independent Business, which reports on
small business activity across the country, indicates that loans
still remain somewhat hard to get. However, the proportion
saying conditions are getting worse has declined in recent
months and is now closer to a level considered normal.

The global recovery is sputtering. The fiscal austerity measures
being undertaken in Europe will act as a drag on global growth.
Credit tightening and fears of inflation in China will also slow
global growth. The global recovery that started in the second
quarter of 2009 has slowed in the second quarter of 2011. Real
trade-weighted foreign GDP rose at an estimated 1.8% rate
(SAAR) in the second quarter of 2011, down from 5.0% in the
first quarter. The trade-weighted dollar inched up 0.1% in the
second quarter of 2011 and appears headed for another small
increase in the third quarter of this year.

Recent single family housing data have remained in neutral at
depressed levels. Single-family housing starts in August fell
1.4% to 417,000 units (SAAR). Total housing starts fell 5.0% to
571,000 units as multi-family starts reversed a gain in July.
Building permits were up 3.2% to a still very depressed 620,000
units. Single-family and multi-family permits were up 2.5% and
4.5%, respectively. Existing home sales jumped 7.7% in August,
to a seasonally adjusted annual rate of 5.03-million units, the
best reading in five months. The supply of homes available fell a
full month, from 9.5 months to 8.5 months. Sales to investors
accounted for most of the increase in August but sales to non-
investors were also up.

Housing activity will not start to recover until there is a recovery
in home prices. Potential buyers are reluctant to enter the
market when home values are declining. Banks are also less
willing to lend against depreciating collateral. Unfortunately,
home prices are experiencing a double-dip decline after
increasing in the early part of last year. The Case-Shiller 10-city
home price index was essentially unchanged in May and June
after increasing 0.3% in April. The index is still down 3.9% from
the year-ago level (see Figure 1.4). It remains to be seen
whether the recent flattening is a turning point or merely a
pause in the downturn. We believe prices have not hit bottom
quite yet. Prices will continue to be weighed down as foreclosed
properties are put back on the market. Longer-term equilibrium
will also depend on how the federal government unwinds its
ownership of Fannie Mae and Freddie Mac, the largest players in
the secondary mortgage market.
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Figure 1.4: Case-Shiller Home Price Indexes

Percent Change (Y/Y)

2001 2003 2005 2007 2009 2011
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Source: S&P/Case-Shiller; data through June 2011

The manufacturing sector continues to grow but at a slower
pace. According to the Federal Reserve’s latest G-17 report,
manufacturing output rose 0.4% (SA) in each of July and August.
Durable goods orders rose 4.0% in July, with aircraft, primary
metals, and motor vehicle orders improving. Almost everything
else was flat. There was a whopping 100-unit 737 order late in
July to bloat aircraft orders that month. Core capital goods
orders fell 1.5%. Inventories rose 0.8%. Shipments firmed by
2.5%, but most of the gain was because motor vehicles operated
more than normal in a month when it is traditionally on vacation
half of the time. The Institute of Supply Management (ISM)
Purchasing Managers Index for manufacturing is flashing yellow.
The overall index declined to 50.6 in August, just barely above
the 50 mark that signals expansion. Even more worrisome, the
new orders and production components have both dropped below
50. The employment component remained barely above 50 but it
is hard to see how or why manufactures would continue to hire in
the face of slowing demand for their products. More likely,
employment is lagging the other components.

Our national economic forecast was made in early September
when some of the data referred to in the current conditions
section above were not available to us.

The September 2011 economic forecast was based on a modified
version of Global Insight's September 2011 Control forecast for
the U.S. economy. As in June, the U.S. forecast was adjusted in
two ways. We adjusted real GDP to match the Blue Chip
“Consensus” GDP forecasts for 2011 through 2013. We also
adjusted our oil price forecast to match the New York Mercantile
Exchange (NYMEX) futures prices for West Texas Intermediate
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crude. We modified the Global Insight forecast in one additional
way. We removed their assumption that the 2% payroll tax cut
would be extended by another year. As per current law, the
payroll tax cut is due to expire at the end of this year. That had
been our assumption in the June forecast as well.

The Blue Chip Consensus real GDP growth forecasts, our
objective starting point each forecast cycle, are now down to
1.6% and 2.2%, for 2011 and 2012, respectively. At the time of
the revenue forecast in June those forecasts were: 2.6% real
GDP growth this year, and 3.1% in the next (see Figure 1.5).
The Blue Chip forecast for 2013 is unchanged at 3.2% only
because the 2013 forecast has not been revised since last March.
We expect a lower Blue Chip forecast for 2013 when the long-
term forecast is updated in October. It appears that we are at
best in for an extended period of muddle-through - slow
economic and job growth, high unemployment, and weak
confidence. The risk of a double-dip recession too has increased.

Figure 1.5: Blue Chip Real GDP Forecast Revision
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Source: September 2011 and June 2011 Blue Chip Economic Indicators

Consumer spending growth came almost to a halt in the second
quarter (just 0.4%). The slowdown was most severe in the
supply-constrained vehicles sector, but even excluding new
vehicles, spending growth slowed to 1.1%, from 1.8% in the first
quarter. Consumers have been squeezed by the commodity-
price-driven inflation creep, which has partly wiped out the
benefit of the payroll tax cut. Gasoline prices are now off their
peak (but still high), while the debt-ceiling debate debacle and
steep losses in equity wealth have undermined consumer
confidence. The expiration of the payroll tax cut in January 2012
will reduce personal income by nearly a percentage point, further
reducing the spending power of consumers. Overall, we expect
consumer spending growth of 2.1% in 2011 and 2012, up
slightly from 1.7% in 2010, but still not a powerful driver of the
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recovery. Consumer spending growth is expected to improve to
2.5% in 2013. Our light-vehicle sales forecast for 2011 is 12.5
million units, rising to 13.6 million in 2012 and 15.2 million in
2013 (see Figure 1.6).

Figure 1.6: Light Vehicle Sales

Millions
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Source: Bureau of Economic Analysis; data through 2011 Q2, ERFC forecast

There is still no sign yet of a pickup in housing. Improvement is
dependent on stronger job growth, access to financing, and a
firming of home prices. Hopes have faded as the outlook for
employment has worsened. We anticipate gradual improvement
beginning in the fourth quarter of this year as the market sheds
excess inventory, some of which is still on the sidelines. A
meaningful recovery will not happen until 2013. The forecast
expects a 2.5% decline in housing starts this year to 570,000
units. We see a modest improvement in 2012 to 632,000 units
followed by a larger increase in 2013 to 922,000 units. In the
near term the growth will be concentrated in the multi-family
segment, since rental demand, unlike homeownership demand,
is starting to move higher.

Capital equipment remains an important driver of GDP growth.
Business equipment and software spending growth eased to
7.9% in the second quarter, from 8.7% in the first. Businesses
remain flush with cash and will want to address replacement
needs neglected during the recession. But slow growth in end-
markets means slower growth going forward. We expect
equipment and software spending to slow down from a blistering
14.6% growth rate in 2010 to 9.8%, 7.8%, and 8.0% in 2011,
2012, and 2013. Investment in nonresidential structures grew at
an 11.3% annual rate in the second quarter. We do not believe
that this marks the beginning of a revival. The architects’ billings
index, a useful leading indicator, has fallen back below the
breakeven mark in recent months. We do not expect sustained
improvement nonresidential structures before 2013.
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Export growth has returned due to the global recovery that is
now under way. Real exports rebounded 11.3% in 2010 after
falling 9.4% in 2009. While global GDP growth is predicted to
slow from last year, exports will continue to contribute to U.S.
GDP growth. A combination of growth in emerging markets and a
weak dollar should mean that export growth will continue to
support GDP growth, at 6.9% this year and next year and 9.9%
in 2013. Even though these gains have been scaled back from
previous forecasts on a more cautious global outlook, trade will
be an important net contributor to GDP growth (see Figure 1.7).

Figure 1.7: Contribution of trade to GDP growth

Percentage Points

1993 1997 2001 2005 2009 2013

Source: Bureau of Economic Analysis; data through 2010, ERFC forecast

Federal fiscal policy is tightening as the temporary stimulus
spending runs out and the focus shifts to deficit reduction.
Declining federal support is also affecting state and local
governments. State and local administrations are relying more
on spending cuts than tax increases to close budget gaps for
fiscal 2012, which began July 1. We expect government
purchases to decline 2.4% this year, 2.5% in 2012, and 1.1% in
2013. These declines in government purchases will subtract 0.5
percentage points from overall GDP growth in each of the next
two years and another 0.2 percentage points in 2013.

The sharp drop in employment during the recession coupled with
one of the weakest jobs recoveries in memory have left a huge
hole to fill in the number of unemployed workers. More than two
years into the recovery we are still over six million jobs below
the pre-recession peak. After strong growth earlier this year, job
growth has slowed to an average of only 40,000 per month
during the last four months including zero net new jobs in
August. Our current forecast expects significantly slower job
growth for the remainder of this year through 2012 than did our
June forecast. We now expect job growth of only 1.0% this year
and 1.2% in 2012 which is barely enough to keep up with labor
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force growth. As a result, we expect an unemployment rate of
8.9% at the end of 2012, barely lower than the current 9.1%
rate. Finally in 2013 we get an above average growth rate of
1.8% which lowers the unemployment rate to 8.0% by the end
of the year.

The outlook for personal income growth has also weakened since
June. Income growth this year should come in slightly higher
than expected in June (5.3% vs. 4.9%) but this is due entirely to
an upward revision to the data for the first half of the year. The
growth going forecast is universally slower. In 2012 we expect
only 2.9% growth. The slowdown is largely due to the expiration
of the payroll tax credit. Since the employees’ portion of payroll
taxes is a deduction from personal income, an increase in the
rate reduces personal income growth. The expiration of the
payroll tax cut reduces personal income growth by about 0.9
percentage points in 2012. If the payroll tax cut is extended,
personal income growth will be stronger in 2012. The forecast
expects personal income growth of 4.1% in 2013.

Oil prices have come down from their peaks but remain high.
This, combined with rising food prices, has sent headline inflation
higher. However core inflation remains tame (see Figure 1.8) and
wage inflation is low. We expect the CPI to rise 3.0% this year,
up from 1.6% in 2010 but core inflation will remain moderate at
1.5% compared to 1.0% in 2010. We don’t believe the rise in
headline inflation will pass through to the core given the
considerable slack in the economy. We expect headline inflation
to fall to 1.2% in 2012 on lower energy prices while the core
remains at 1.5%. Both headline and core inflation will edge up in
2013 to 1.5% and 1.7% respectively as economic growth
revives.

Figure 1.8: Inflation
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N
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Source: Bureau of Labor Statistics; data through Quarter 2, 2011; ERFC forecast
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U.S. economic growth improved to a moderate 2.6% in fiscal
2011 from and anemic 0.3% in 2010 and a 3.4% decline in
2009. Much of the recovery in GDP was due to the inventory
cycle and federal stimulus spending. The inventory cycle is now
complete and federal fiscal policy as well as state and local
government fiscal policy is now contractionary. With consumer
spending growth slowing again, private spending will not improve
enough to pick up the slack. We expect real GDP to grow 1.7% in
FY 2012, improving to 2.7% in FY 2013.

Consumer spending also improved by 2.6% in fiscal 2011 from
an anemic 0.3% in fiscal 2010 and a 2.3% decline in 2009.
Consumer spending was never expected to be a strong driver in
this recovery but the recent decline in consumer confidence
portends an even weaker outlook. Consumers are also rebuilding
wealth lost in the housing and stock markets, which has raised
savings rates at the expense of consumption. The forecast
expects consumer spending growth to slow to 1.8% in FY 2012,
improving to 2.6% in FY 2013.

Housing starts fell 4.0% to just 569,000 in FY 2011 which was
the fifth consecutive decline since the peak of 2.036 million in
2006. The forecast calls for a slight 2.4% increase in FY 2012 to
583,000 units followed by a 26.5% increase to 0.738 million
units in FY 2013. While the percentage increase in 2013 is large,
it is off a very low base. The FY 2013 level is still only about half
it's the long-run trend.

Businesses are willing to invest again, at least in equipment and
software. On a fiscal year basis, real business spending on
equipment and software turned around in FY 2011, rising 14.1%.
Growth in equipment spending will moderate but remain strong
in FY 2012 and FY 2013 at 7.9% per year. However, the
correction in real nonresidential construction still has a long way
to go. Real nonresidential investment in structures fell 2.8% in
FY 2011 after declines of 7.4% and 25.1% in FY 2009 and FY
2010. We expect slight growth of 3.1% in FY 2012 before again
declining 4.2% in FY 2013.

Real exports returned to growth in FY 2010 with a 2.7% increase
following a rare 6.0% decline in FY 2009. Export growth
accelerated to a strong 9.3% in FY 2011 as global trade
rebounded. Export growth will slow to 5.9% in FY 2012 on
weaker global economic growth, improving to 8.9% in FY 2013

Payroll employment turned positive in FY 2011 for the first time
in three years but the increase was only 0.6% following declines
of 2.8% and 3.1% in the previous two years. Recent experience
indicates that the growth in FY 2012 will be weaker than we had
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previously expected. We now expect 1.0% growth in FY 2012
improving to 1.5% in FY 2013.

With unemployment stubbornly high and so much excess
capacity in the economy, inflation is expected to remain subdued
for some time. The consumer price index rose 2.0% in FY 2011,
up from 1.0% in FY 2010 on higher energy costs. The core CPI
rose only 1.0% in FY 2011, down from 1.4% in FY 2010. The
inflation rate is expected to rise next fiscal year to 2.4% on
higher energy costs before moderating to 1.1% in FY 2013.
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The level of uncertainty in the baseline is high. Downside risks
are still elevated, and considerably higher than upside risks.

Downside Risks (40% Probability)

The Congressional Super Committee could fail to agree upon a
deficit reduction deal that can pass both houses of Congress.

The peripheral countries that are presently over-leveraged are
looking at years of painful deflationary structural adjustment in
their economies. Germany and France are reluctant to pay the
price for other countries’ lack of fiscal discipline. Yet the
alternative - dismantling the Euro, or a sovereign debt default by
one of the countries at risk, seems even more dire.

Consensus Blue Chip GDP forecasts are revised further
downward, especially 2013.

Inflationary pressures from rising wages in India and China.

Unexpected events - natural disasters, political upheaval, etc

Upside Risks (10% Probability)

Pent-up demand could boost consumer spending after years of
economizing.

Hiring could pick up, triggering a virtuous cycle of jobs, income
spending and yet more jobs.

The baseline forecast assumes the 2% payroll tax cut expires at
the end of 2011. It is possible that it may be extended and
expanded in 2013.
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Table 1.1 Fiscal Years

U.S. Economic Forecast Summary

Forecast 2012 to 2013

2006 2007 2008 2009 2010 2011 2012 2013
Real National Income Accounts (Billions of Chained 2005 Dollars)

Real Gross Domestic Product 12,812.8 13,054.6 13,293.3 12,843.7 12,876.1 13,211.0 13,430.0 13,791.2
% Ch 3.0 1.9 1.8 -3.4 0.3 2.6 1.7 2.7
Real Consumption 8,928.4 9,171.5 9,293.2 9,077.9 9,104.6 9,334.7 9,505.0 9,750.8

% Ch 3.0 2.7 1.3 -2.3 0.3 2.5 1.8 2.6
Real Nonresidential Fixed Investment 1,401.7 1,494.7 1,583.2 1,388.0 1,260.9 1,376.5 1,467.8 1,537.5
% Ch 6.7 6.6 5.9 -12.3 -9.2 9.2 6.6 4.7
Real Residential Fixed Investment 770.5 650.1 509.6 380.7 343.0 322.3 329.6 363.8
% Ch 2.2 -15.6 -21.6 -25.3 -9.9 -6.0 2.3 10.4

Real Personal Income 10,719.8 11,152.6 11,427.6 11,189.2 10,936.1 11,324.4 11,537.9 11,799.7
% Ch 3.3 4.0 2.5 -2.1 -2.3 3.6 1.9 2.3

Real Per Capita Income ($/Person) 35,975 37,062 37,614 36,508 35,354 36,257 36,587 37,058
% Ch 2.4 3.0 1.5 -2.9 -3.2 2.6 0.9 1.3

Price and Wage Indexes

U.S. Implicit Price Deflator, PCE (2005=1.0) 1.015 1.040 1.074 1.089 1.104 1.123 1.144 1.158
% Ch 3.2 2.4 3.2 1.5 1.3 1.8 1.9 1.2

U.S. Consumer Price Index (1982-84=1.0) 1.989 2.041 2.117 2.146 2.168 2.211 2.263 2.289
% Ch 3.8 2.6 3.7 1.4 1.0 2.0 2.4 1.1

Employment Cost Index (Dec. 2005=1.0) 1.005 1.038 1.072 1.096 1.112 1.130 1.151 1.173
% Ch 2.5 3.3 3.2 2.3 1.4 1.7 1.8 1.9

Current Dollar National Income (Billions of Dollars)

Gross Domestic Product 13,030.5 13,688.1 14,267.2 14,056.2 14,188.4 14,806.3 15,303.1 15,890.4
% Ch 6.5 5.0 4.2 -1.5 0.9 4.4 3.4 3.8

Personal Income 10,887.3 11,598.8 12,270.8 12,190.5 12,068.9 12,718.2 13,204.5 13,659.8
% Ch 6.6 6.5 5.8 -0.7 -1.0 5.4 3.8 3.4

Employment (Millions)

U.S. Civilian Labor Force 150.4 152.4 153.7 154.6 153.9 153.7 153.6 154.5

Total U.S. Employment 143.1 145.5 146.1 142.8 138.9 139.4 139.6 141.0
Unemployment Rate (%) 4.83 4.52 4.93 7.60 9.74 9.30 9.12 8.74

Nonfarm Payroll Employment 135.01 136.97 137.72 133.88 129.67 130.39 131.75 133.72
% Ch 1.9 1.4 0.6 -2.8 -3.1 0.6 1.0 1.5
Manufacturing 14.20 14.03 13.71 12.66 11.53 11.62 11.84 12.06

% Ch -0.6 -1.2 -2.3 -7.7 -8.9 0.8 1.9 1.9
Durable Manufacturing 8.98 8.91 8.69 7.90 7.05 7.17 7.39 7.63
% Ch 0.2 -0.8 -2.5 -9.0 -10.9 1.8 3.0 3.2
Nondurable Manufacturing 5.23 5.12 5.02 4.75 4.48 4.45 4.45 4.43
% Ch -2.0 -2.1 -1.9 -5.4 -5.7 -0.8 0.1 -0.4
Construction 7.56 7.69 7.46 6.61 5.66 5.51 5.38 5.20
% Ch 6.0 1.7 -2.9 -11.4 -14.5 -2.6 =235 =313
Service-Providing 112.59 114.54 115.81 113.86 111.80 112.52 113.75 115.73
% Ch 1.9 1.7 1.1 -1.7 -1.8 0.6 1.1 1.7

Miscellaneous Indicators

Oil-WTI ($ per barrel) 64.2 63.4 97.0 69.8 75.2 89.4 90.5 92.0

Personal Saving/Disposable Income (%) 2.0 2.6 3.8 5.8 4.8 5.3 4.8 3.7

Auto Sales (Millions) 7.8 7.7 7.6 5.4 5.8 6.0 6.5 7.7
% Ch 2.3 -1.1 -1.7 -28.3 7.0 3.7 7.2 18.8

Housing Starts (Millions) 2.036 1.546 1.132 0.646 0.593 0.569 0.583 0.738
% Ch 1.0 -24.1 -26.8 -42.9 -8.2 -4.0 2.4 26.5

Federal Budget Surplus (Billions) -248.0 -204.4 -423.8 -899.4 -1,281.2 -1,252.6 -1,079.8 -783.8

Net Exports (Billions) -770.1 -743.7 -721.5 -518.1 -467.8 -554.0 -563.7 -504.4

3-Month Treasury Bill Rate (%) 4.07 4.88 2.84 0.54 0.12 0.12 0.06 0.08

10-Year Treasury Note Yield (%) 4.59 4.76 4.14 3.29 3.55 3.08 2.60 3.42

Bond Index of 20 G.O. Munis. (%) 4.45 4.30 4.56 4.97 4.37 4.56 4.36 4.96

30-Year Fixed Mortgage Rate (%) 6.21 6.35 6.19 5.57 5.00 4.59 4.28 4.94
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Table 1.2
Forecast Analysis

Comparison of Forecasts for 2011-13

Forecast Date

U.S.

Percent Growth, 2011:2-2013:2

Real GDP
Implicit Price Deflator

Average Rate, 2011:3 to 2013:2

3 Month T-Bill Rate
Mortgage Rate

Chapter 1

2010
Feb. June Sept. Nov.
6.9 6.8 6.8 6.4
3.7 3.7 3.1 3.3
3.57 290 1.62 1.66
6.26 5.82 4.88 5.13

2011 2012
Mar. June Sept. Nov. Feb. June Sept. Nov.
6.6 6.5 5.3
3.6 3.2 2.4
1.69 1.26 0.07
5.53 5.13 4.61

September 2011

2013
ar. June

<
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Table 1.3 Fiscal Years

Forecast Comparison
Forecast 2012 to 2013

2009 2010 2011 2012 2013
uU.S.
Real GDP
September Baseline 12843.7 12876.1 13211.0 13430.0 13791.2
% Ch -3.4 0.3 2.6 1.7 2.7
June Baseline 12965.0 13053.4 13407.4 13801.2 14233.5
% Ch -2.8 0.7 2.7 2.9 3.1
Implicit Price Deflator
September Baseline 1.089 1.104 1.123 1.144 1.158
% Ch 1.5 1.3 1.8 1.9 1.2
June Baseline 1.091 1.104 1.122 1.146 1.164
% Ch 1.5 1.3 1.6 2.1 1.6
U.S. Unemployment Rate
September Baseline 7.60 9.74 9.30 9.12 8.74
June Baseline 7.60 9.74 9.26 8.49 7.83
Mortgage Rate
September Baseline 5.57 5.00 4.59 4.28 4.94
June Baseline 5.57 4.99 4.61 4.88 5.37
3 Month T-Bill Rate
September Baseline 0.54 0.12 0.12 0.06 0.08
June Baseline 0.56 0.12 0.13 0.39 2.14
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Chapter 2: Washington Economy - Current Conditions and
Forecast

= Washington’s economy is not immune to national and global economic
developments. Like the nation, the outlook for the Washington economy has
weakened since June.

= The employment recovery in Washington this recession has been the weakest of
any post-war recovery. Reduction in government jobs has offset much of the
meager private sector gains. Employment in the state is not expected to regain
its pre-recession peak until after 2013.

= The recently released national income and product accounts (NIPAs) showed a
much more severe recession than was previously believed. According to our
current estimates, the peak-to-trough decline in Washington real personal
income during the recession was actually 4.0% rather than the 1.6% we had in
the June forecast.

= The outlook for the state’s aerospace and software sectors remains positive.
Boeing’s order book is full and the current backlog of over 3,500 planes
represents more than eight years of production at current rates. Microsoft
experienced record revenue last year and its balance sheet remains healthy.

= The recovery in housing and construction will be later than previously expected.
New construction faces headwinds from rising foreclosures and falling home
prices.

Current Conditions

In normal times, it would be hard to find a reason to explain the

;ZZrmath of f:listress in Washington'’s economy; given all th:_:\t i_t has gqing for
the Great it. Aerospace manufacturing and software publishing are in good
Recession health; as are the state’s farming and export sectors. But these
has been are not normal times. We are in the fragile aftermath of the
worse than Great Recession where a return to normalcy seems like a mirage
expected in the desert - the closer we get to it, the further it moves away.

Fear and uncertainty have overwhelmed consumer and business
behavior. Political gridlock in the nation’s capital gives little hope
that the full toolkit of policy options will be acted on. In an
increasingly interconnected world we are not immune to Europe’s
problems either, as they struggle with fiscally imprudent states
on the periphery, trapped in a structurally dysfunctional union.

Economic and Revenue Forecast Council Page 23



Economic and Revenue Forecast Council

Employment
in Washington
grew less than
expected in
the June
forecast

The recovery
in jobs has
been the
slowest since
the Great
Depression

Hours and
earnings data
show further
labor market
weakness

Chapter 2

September 2011

Every time our state has looked like it would break out of the
malaise, it has been sucked right back in.

Washington employment grew less than expected in the three
months since the June forecast was released. The economy
added 8,300 net new jobs from June through August. Over the
three months, we had expected 13,600 jobs in our June forecast.
This expansion has been characterized by the slowest jobs
recovery in recent memory (see Figure 2.1). 45 months after the
recession started, and over 2 years since it ended, there are still
over 140,000 fewer jobs in the state than there were at the start
of the recession. Weighing down the recovery in jobs are
cutbacks due to budget concerns in the public sector. While the
private sector added 8,600 jobs in June, July, and August, state
and local government employment declined by 1,600 jobs.
Federal government employment made up some of the losses,
increasing by 1,300 since May. Construction employment
continues to bump along the bottom and is up 600 over the last
three months. The manufacturing sector, which has been the
bright spot in the employment recovery, added 4,200 of which
3,500 were in the aerospace sector. Private service-providing
industries, which account for two out of three jobs in
Washington, have been weak adding just 3,800 jobs.

Figure 2.1: Washington Employment after Business Cycle
Peak

Thousands

0 5 10 15 20 25 30 35 40 45
1981-82 1990 Months
— — 2001 2007-09

Source: WA State ERFC Kalman Filtered Data; data through August 2011

Other labor market indicators have been weak in recent months.
Both the average weekly hours worked and average hourly
earnings in the private sector have flattened out and are
beginning to decline. In the most recent three months (June,
July, and August) private sector average hours are down to their
lowest level since the end of last year. In addition, private sector
average hourly earnings are flat over-the-year and have declined
in each of the last three months on a seasonally adjusted basis.
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The combination of fewer hours worked and lower hourly
earnings means that the average weekly paycheck was 2.0%
lower in August than the same period last year.

The number of people filing for unemployment insurance
compensation has been drifting down in recent months after
trending upward in the first half of the year. As of September 3,
the four-week moving average of initial claims was 10,700. This
was the seventh consecutive week the average has been below
11,000 in the state, the longest period since 2008. This also
tends to be the level where job growth picks up. Initial claims are
now 35% below the peak reached in March 2009. While claims
have come down, job growth has been slow, keeping the
unemployment rate elevated. During the previous year
Washington’s unemployment rate fell nearly a full percentage
point from a 10.0% rate in February 2010 to 9.1% in February
2011 and again in May 2011. Since then however, it was crept
back up to 9.3% in each of the last three months.

With excess inventory, and depressed home prices, single-family
housing continues to languish. The 12,600 seasonally adjusted
annualized single-family permits in the second quarter of 2011
were the fewest since the second quarter of 2009. However
multi-family permits came in at a relatively strong 13,400 units
in the quarter. We believe the trend is positive in multi-family
housing due to rising rents and declining apartment vacancies,
but multi-family permits are likely to retreat from the very high
level reached in the second quarter. Single-family construction in
Washington is in competition with a stream of foreclosures so it
will likely stay weak for some time.

Figure 2.2: S&P/Case-Shiller Home Price Index, SA

Percent Change (Y/Y)

2001 2003 2005 2007 2009 2011
—=Seattle == Composite 20

Source: S&P/Case-Shiller; data through June 2011

Housing prices are in double-dip mode. The Case-Shiller Home
Price Index for Seattle declined 0.1% in June after posting small
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increases in each of the last three months. Prior to that, prices
had declined for ten consecutive months beginning in June 2010.
On an annual basis, Seattle continues to underperform the
nation in house prices (see Figure 2.2). Over the last year,
Seattle area prices have fallen 6.4% compared to the 4.6%
decline in the U.S. 20-city index. Foreclosures continue to put
downward pressure on prices. It appears both Seattle and the
nation have further to drop before home prices stabilize. We are
unlikely to see a strong recovery in housing construction until
home prices begin rising again.

Contract data for new construction projects, which gives an
indication of the level of activity roughly six months in the future,
does appear to have stabilized, although at very low levels.
Residential contract square footage reached a trough in January
2009 and is up 42% since then. This growth, however, is off a
depressed level and square footage under contract is still down
72% since the height of the housing boom in 2005. The recovery
in nonresidential contract square footage has been even weaker,
and is only now beginning to bottom out. We do not expect to
see any improvement in nonresidential construction until 2012.
This sector is considered a “late cycle” industry and growth does
not typically return until at least two to three years after a
recession has ended.

Manufacturing, which has been the bright spot in the recovery,
continues to expand in Washington according to local purchasing
managers. The Institute of Supply Management - Western
Washington Index, which measures strength in the
manufacturing sector, has now indicated growth since August
2009 (index readings above 50 indicate expansion). While the
index has declined from the 65.9 average in the first half of the
year, the 57.8 August reading remains solidly in positive
territory. The production component has been particularly strong
coming in at 68.2 in August. The main reason for the recent
decline in the composite index was the inventory component,
which fell to 41.7.

Manufacturing employment has been rising for more than a year
now - the trough was March 2010 - and has accelerated in the
past ten months. This was because the upturn in aerospace
employment lagged the upturn in other manufacturing by six
months. Over the last year the aerospace sector has been
responsible for 7,700 of the 12,800 net new manufacturing jobs
in Washington. Boeing built up a huge backlog of orders in 2005,
2006, and 2007. This enabled Boeing to ride out the recession
with only minimal production and job cuts. We believe the
outlook for Boeing remains positive. Worldwide air traffic, both
passenger and cargo, recovered surprisingly quickly from the
recession. As a result, Boeing was able to add to its backlog in
2010. The current backlog of over 3,500 planes represents more
than eight years of production at current rates (see Figure 2.3).
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This is higher than Boeing would like it, so production needs to
grow.

Figure 2.3: Boeing Commercial Orders

Orders & Deliveries
Backlog

03 04 05 06 07 08 09 10 11

I Net Orders Deliveries —— Backlog

Source: Boeing, data through September 2011

Purchases of new vehicles in Washington began to recover in the
first four months of 2011. Except for August 2008, which was
boosted by “Cash for Clunkers, April’s reading of 18,000 new
vehicle registrations (SAAR) was the highest since July 2008.
Washington new car registrations dipped in May to 16,800 and
have continued to fall. The 15,900 new vehicle registrations in
August were the lowest since November 2010. This was due to
the tragedy in Japan which disrupted automotive supply chains
and production schedules. The fleet of cars and trucks currently
on the road is the oldest on record, with data going back to
1982. The tragedy in Japan has exacerbated this problem. As
supply chains are restored in the second half of this year, we
should see an improvement in car sales. The longer new car
sales remains depressed, the greater the pent-up demand for
vehicles in the future.

Washington State exports rose 31.5% in the second quarter of
2011 compared to the second quarter of 2010. Exports of
transportation equipment (mostly Boeing planes) were up 17.8%
compared to the previous year. Transportation equipment
exports normally account for about 50% of our exports.
Excluding transportation equipment, exports were up 44.2%
over the year. Growth of over 50% was achieved in several
major manufacturing sectors: petroleum and coal, machinery,
forestry products, and printing products. The earthquake and
tsunami in Japan occurred mid-March and we should see a boost
to some Washington exports as reconstruction unfolds later this
year.
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This The recently released national income and product accounts
recession has (NIPAs) showed a much more severe national recession than was
b:e” worse previously believed. We expect to see similar downward revisions
than

at the state level and have therefore made adjustments to our
historical personal income data in anticipation of the upcoming
revision. According to our current estimates, the peak-to-trough
decline in Washington real personal income during the recession
was actually 4.0% rather than the 1.6% we had previously
believed. As of the second quarter of 2011, our new estimate of
Washington personal income is $4.6 billion (1.5%) lower than we
thought it was when we made the June forecast. Our estimate
for second quarter growth is 3.6% (SAAR), down from 5.5%
(SAAR) in the first quarter. Personal income growth was boosted
in the first quarter by the temporary 2 percentage point
reduction in the Social Security contribution rate for employees.
Since employee contributions for government social insurance
are a subtraction in the calculation of personal income, a
reduction in contributions increases personal income. Growth in
wages and salaries increased from 0.8% (SAAR) in the first
quarter to 2.3% (SAAR) in the second. This trailed overall
personal income growth which was boosted by strong growth in
proprietors’ income (5.8% SAAR) and income from dividends,
interest and rent (6.8% SAAR).

originally
thought

Inflation in Seattle has been steadily increasing since briefly

Core Seattle turning negative in the middle of 2010. As measured by the

inflation
remains Consumer Price Index for Seattle, year-over-year inflation in
moderate June of 3.2% was the highest since October 2008. This increase

has been driven by rising energy costs. Overall inflation dropped
to 2.7% in August as increases in energy prices moderated
somewhat. Core inflation, which does not include volatile energy
and food prices, has also been increasing slowly, although it
remains a benign 1.2%. With energy costs easing since May, we
expect more moderate Seattle headline inflation going forward.

Washington State Forecast

The Washington State forecast is based on a new national

I h . . -
t appears the forecast that is weaker than the forecast adopted in June. This is

economy is in

for an reflected in the forecasts for employment and income as well as
extended GDP. In the first half of 2011 the state’s economic recovery was
period of held back first by the turmoil in the Middle East and North Africa
weakness which raised energy costs and sapped consumer confidence and

spending power, and then by the tragedy in Japan which
disrupted global supply chains as well as economic activity in that
country. Going forward, we had previously expected a rebound in
growth as these impacts dissipated in the second half of 2011.
Now, however, it appears that we are at best in for an extended
period of muddle-through - slow economic and job growth, high
unemployment, and weak confidence.
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We expect job growth to remain anemic through the remainder of
this year before gradually improving in the beginning of 2012.
Boeing and Microsoft are expanding, but these two sectors alone
are not enough to counteract the drag from the weakening
national and global economies. Construction employment is
bottoming out so that sector will cease to be a drag on growth
after this year. However, state and local governments will
continue to cut back. We continue to expect that Washington
State will outperform the U.S. economy in both employment and
personal income growth, although the outlook for both has been
substantially lowered. The state’s trade intensity should help
boost activity, although there is an increasing threat of a global
economic slowdown.

Washington Payroll Employment

We have
lowered our
employment
growth
forecast
since June

Washington
employment
won't reach
its previous
peak until
after 2013
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The Washington labor market has been in recovery for more than
a year now but the improvement has been disappointing.
Employment in the state has grown at an average annual rate of
1.2% since the employment trough in February 2010. The 40,500
jobs gained over this period represent less than one-fourth of the
jobs lost in the downturn. Our forecast for employment growth in
calendar 2011 is weaker than in June, due to the deteriorating
national economic outlook (see Figure 2.4). We now expect
Washington employment will grow 1.1% in 2011 compared to the
1.2% expected in June. We have also lowered our forecasts for
2012 and 2013 to 1.4% and 2.1% respectively compared to
2.2% per year in the June forecast. Washington is no longer
expected to regain its previous peak until after 2013, beyond our
forecast horizon. Private sector job growth has also been
reduced, although it will do better than state and local
government employment which is declining. We expect growth of
1.7% this year, improving to 2.1% in 2012, and 2.5% in 2013.

Figure 2.4: Washington Payroll Employment

Thousands, sa

2,750 T T T )
2006 2008 2010 2012

September - - - peak

June
Source: ERFC September 2011 forecast, WA ESD; actual through August 2011
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Boeing is growing again after layoffs in 2009 and early 2010. The

Boeing will aerospace sector has added 8,100 employees since May 2010,

increase

production more than the 5,800 jobs lost from February 2009 through May
more than 2010. We expect the job growth to continue. Over the next

40% during couple of years as Boeing plans significant production increases
the next two in all five models of commercial aircraft. Between early 2011 and
years early 2013, total production will rise from 42 planes per month to

60 planes per month, an increase of more than 40%. Boeing’s
order book remains full and it will take several years to work
through the backlog. We expect aerospace employment growth
to improve to 6.7% this year after declining 2.5% in 2010. Job
growth will slow as production nears its peak. We expect
aerospace employment to grow 5.1% in 2012 and 1.8% in 2013.

Mi . After unprecedented layoffs in 2009, software employment

icrosoft will . - .

enhance continues to grow in Washington. As of August 2011, the

employee software sector has recovered all of the jobs lost (peak to trough)

compen- in the recession. In April, Microsoft announced a plan to increase

sation and restructure employee compensation. Microsoft called it "the
most significant investment in overall compensation we have
ever made." The higher wages will help Microsoft attract and
retain top talent and the spending out of those higher wages will
have a positive impact on the Washington economy. Microsoft
also just released a preview of its next generation operating
system, which should be available in late 2012. Early indications
suggest that this latest version of Windows will be successful. It
is expected to make inroads in the expanding tablet and touch
screen market due to its ability to run on these as well traditional
desktop and non-touch devises. Microsoft’s balance sheet
remains healthy as well. According to Microsoft’s latest quarterly
report, the company reported record revenue for both the
quarter and the recently completed fiscal year. We expect
software employment to grow 2.7% this year, improving to 4.2%
in 2012 and remaining strong at 4.0% in 2013.

C . Construction employment finally reached a trough in early 2011

onstruction . )

employment after huge declm_es over the previous thre_:e years. We expe(;t

declines are overall construction employment to remain flat this year. With a

leveling off stream of foreclosures becoming available and prices continuing
to fall, there is little incentive to buy a new home in today’s
market. Therefore, we expect residential construction
employment to remain flat in 2012 and finally show improvement
on an annual basis in 2013. Nonresidential construction
employment will remain flat through the rest of this year before
starting to recover in early 2012. Though nonresidential
construction lagged residential construction in the downturn, we
think it will return to growth sooner. In spite of a recovery in
2012 and 2013, construction employment at the end of 2013 will
still be 63,700 below its previous peak.
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We expect the fourth quarter of 2011 will be the trough in
financial activities employment after more than five years of
decline. Next to construction, the financial activities sector
experienced the most severe employment reductions during the
recession. Employment in credit intermediation and related
activities, a victim of the meltdown in financial markets, accounts
for most of the decline. Like construction, the recent declines are
much more moderate than the earlier cuts. We expect positive
growth beginning in the first quarter of 2012.

Retail trade employment grew rapidly during the first half of last
year but faltered in the third quarter when consumer confidence
sank in response to the threatened European debt crisis. Growth
resumed in the fourth quarter of 2010 averaging a healthy 2.3%
(SAAR) through the second quarter of 2011. Consumer
confidence is again suffering due to Congressional wrangling over
the debt ceiling and renewed fears of an economic slowdown.
These hindrances have begun to weigh on the recovery in retail
trade employment in Washington. Preliminary monthly data
through August suggest a modest slowdown to about 1.4%
(SAAR) growth in the third quarter of 2011. The forecast
assumes growth will stall in the fourth quarter before resuming
again in early 2012. However, this could again be undermined by
a new slump in consumer confidence and spending. On a
calendar year basis, the forecast calls for growth rates of 1.6%,
1.5%, and 2.1% in 2011, 2012, and 2013.

As is typical during recoveries, we expect the professional and
business services to be one of Washington’s fastest growing
sectors. This sector was helped early on in the recovery from
growth in employment services, which is largely temporary help.
As businesses gauge whether the increase in demand will
continue, they typically hire temporary staff before they hire
permanent employees. We expect growth to continue throughout
the forecast, although it will remain modest through 2012. We
expect growth to pick up in this highly pro-cyclical industry in
2013. Professional and business services also benefitted from the
federal stimulus. The forecast expects an annual average growth
rate of 3.0% this year, slowing to 2.7% in 2012, before picking
up to 4.7% in 2013.

State and local Government employment tends to be more stable
than other sectors of the economy. It also tends to lag other
sectors through the business cycle. Private sector employment
peaked in the first quarter of 2008 but state and local
government employment continued to rise for three more
quarters. Now private sector employment growth has turned
positive but state and local government employment continues to
decline. State and local government job cuts are expected to
continue through the second quarter of 2012. We expect a loss of
another 8,700 state and local government jobs from the third
quarter of 2011 to the second quarter of 2012 in addition to the
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8,800 lost so far. This results in a 17,500 (3.6%) job loss from
the peak in the fourth quarter of 2008. We do not expect
government employment to reach the previous peak until after
2013.

Washington Personal Income
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Washington personal income growth is expected to outperform
the nation in the recovery, although the outlook for both has
been lowered substantially. One of the primary reasons for the
state’s outperformance is growth in our high-wage industries,
aerospace and software (see Figure 2.5). These jobs pay
significantly more than the statewide average and will continue to
put upward pressure on personal income. The resurgence of the
Pacific Rim economies, which are important trade partners, will
also boost personal income in the state. This will
disproportionately help the state economy due to our high
reliance on exports, although weaker global growth outside this
area will mitigate this somewhat. Total wage and salary
disbursements increased in 2010 as healthy growth in average
wages overcame another decline in employment. Going forward,
we expect stronger wage growth as employment growth turns
positive and average wage growth strengthens.

Figure 2.5: Washington Aerospace and Software wages

Billions of Dollars

2001 2004 2007 2010 2013

= Aerospace
Source: ERFC September 2011 forecast, WA ESD; actual through 2011 Q2

- Software

The payroll tax cut enacted in December 2010 adds nearly 1% to
disposable personal income in 2011. The payroll tax cut was only
for one year so its absence in 2012 will be a drag on growth in
that year. As the economy continues to recover this year, most
other components of personal income will also grow, the main
exception being unemployment compensation, which should
come down as the job market slowly improves. The forecast
expects 4.9% personal income growth this year, slowing to 3.0%
in 2012, and then improving to 4.5% in 2013.
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Housing activity in Washington, as measured by building permits,
reached a trough in the second quarter of 2009. Since then,
growth has been sporadic at best. We will not see a recovery in
single-family construction until home prices start to rise. That will
get fence sitters back into the market, as well as give banks
confidence to lend against appreciating collateral. Unfortunately,
home prices are headed downward again, both nationally and in
Seattle. We expect prices will remain soft this year as more
foreclosures and dumped back on the market. There is support
for multi-family construction. Migration into Washington is picking
up, which tends to increase the demand for multi-family housing.
Rental vacancy rates are falling and apartment rents are firming.

We have pushed out the recovery in housing construction (see
Figure 2.6). We now expect the total number of units to decline
0.5% this year to 20,600 units. Single-family construction will
decline another 4.9% in 2012 reaching a trough of 12,000 units.
This will be offset by growth in the multi-family segment of
16.2% to 9,300 units. Combined, overall housing units will pick
up gradually in 2012, increasing 3.3% to 21,300 units. Both
single-family and multi-family construction are expected to pick
up steam in 2013, with single-family increasing 33.6% to 16,000
units and multi-family increasing 24.5% to 11,600 units. Even
with the strong growth, the 27,600 housing units in 2013 will still
be 48% below the previous peak in 2005.

Figure 2.6: Washington Building Permits, SAAR

Thousands, SAAR
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EEN Single . Multi —Total

Source: ERFC September 2011 forecast, Census Bureau; actual data through
2011 Q2
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Seattle Consumer Price Index

Inflation, as measured by the Seattle Consumer Price Index, has

High _ been less than one percent per year for each of the last two
unemploy . .. .

ment will years. This has been due to declining shelter costs, which are
keep inflation measured by rents in the CPI. Rents have been firming recently
benign and energy costs have risen sharply. We expect the Seattle CPI

to jump 2.2% this year compared to only 0.3% last year. We
don't believe the increase in energy costs will cause inflation to
get out of control. Continuing high unemployment will prevent a
wage-price spiral. Seattle inflation will decline to about 0.9% in
2012 and 1.5% in 2013.

Core inflation Core i_nflation (gxcluding foo_d and energy) in Seattle came in at a

is expected negative 0.5% in 2010. Falling shelter costs were the main

to remain reason for the decline but rents have since turned around. As the

low slow economic recovery continues, Seattle core inflation will
remain low but will gradually increase. We expect the core
Seattle CPI to rise 0.7% in 2011, 1.2% in 2012, and 1.7% in
2013.

Forecast by Fiscal Year

Nominal personal income grew by an estimated 4.7% in FY 2011,

personal up from -0.9% in FY 2010. The growth in FY 2011 was still low by
growth will historical standards and much lower than the 7.4% average

slow in FY growth rate from 2006 through 2008. The slowdown in growth is
2012 mostly due to declining employment but average wage growth

has also slowed as has income from non-wage sources such as
dividends, interest, and rent. The forecast expects a slowdown in
FY 2012 with nominal personal income growth of 3.6%. Growth is
expected to increase slightly to 3.7% in FY 2013 as the economy
continues its tepid recovery.

Job growth is Washington non-farm payroll employment rose 0.5% in FY 2011

expected to after falling 4.0% in FY 2010. We expect nonfarm employment to

be weak increase slowly in FY 2012 with just 1.2% growth. Manufacturing
is expected to grow 4.3% while construction continues to fall,
declining another 0.5%. The service-providing sector should
continue its slow recovery with 1.0% growth in FY 2012. As the
economic recovery continues, we expect employment growth to
improve to 1.8% in FY 2013. On an end-of-period basis (second
calendar quarter of 2010 to second calendar quarter of 2011)
employment increased 0.9% during FY 2011. Employment is
expected to increase by 1.3% this fiscal year on an end-of-period
basis, and then grow 2.0% during FY 2013.

Housing The number of housing units authorized by building permits in
permits will Washington increased 12.3% to 21,500 in FY 2011 after declining
continue to 3.2% in FY 2010. Single-family permits decreased 10.2% in FY
grow in FY 2011 to 13,700 units while multi-family units doubled to 7,800
2012 units, although this was coming off the lowest multi-family count
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Seattle
inflation will
remain low
due to slack
in the labor
market

in at least 40 years (our data begin in FY 1969). We expect
multi-family permits to increase 7.3% this year to 8,400 units.
Single-family construction will experience continued weakness in
FY 2012, falling 14.0% to 11,800 units. Overall permits are
expected to drop 6.3% this fiscal year to 20,100 units. Housing
construction should improve in FY 2013 with the forecast calling
for an increase of 17.9% to 23,700 units.

Inflation in the Seattle metropolitan area, as measured by the
consumer price index for all urban consumers, increased to 1.2%
in FY 2011 from 0.3% in FY 2010. Energy costs, which increased
just 2.1% in FY 2010, increased 12.2% in FY 2011. Core inflation
(excluding food and energy) decreased from 0.5% in FY 2010 to
0.0% in FY 2011. Inflation will remain low given the slack that
has built up throughout the economy. The recent rise in energy
costs will show up mostly in fiscal 2012 when the Seattle CPI is
expected to increase 1.7%. Seattle inflation will moderate to
1.1% in FY 2013.

Table 2.1 provides a fiscal year summary of the state economic
indicators.

Alternative Scenarios

Alternate
forecasts are
prepared in
accordance
with state
law

In the
optimistic
scenario,
fears of
another
slowdown
prove short-
lived

This scenario
also
assumes...

Chapter 2

In accordance with state law, the Washington State Economic
and Revenue Forecast Council also prepared an optimistic and a
pessimistic forecast in September 2011. In addition to the official
optimistic and pessimistic forecasts, the staff has prepared a
forecast based on the opinions of the Governor’s Council of
Economic Advisors (GCEA).

Optimistic

In the optimistic scenario, the economy quickly gets back on
track. Business and consumer confidence improve leading to
more spending and investment, while better news from across
the Atlantic calms equity markets. Credit channels are also
functioning normally. This scenario also assumes a stronger rate
for global GDP, as Europe moves toward a longer-term solution
to its sovereign debt issues. U.S. businesses continue to take
advantage of growing demand in emerging markets resulting in
higher exports. The optimistic scenario also sees a quicker,
sustained recovery in residential construction. GDP picks up
significantly, reaching 4.0% (SAAR) by the end of 2013. More
demand translates into more jobs and the unemployment rate
falls to 7.1% by the fourth quarter of 2013. In short, the
optimistic scenario sees a quick rebound from the soft patch of
mid-2011 and stronger, more stable growth than the baseline.

In addition to reflecting the impact of the stronger U.S. forecast
on the state economy, the optimistic Washington forecast
assumes that the recovery in aerospace employment is stronger
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...higher
growth in key
Washington
industries

In the
pessimistic
scenario, the
economy
falls back
into
recession

This scenario
also assumes
lower growth
in key
Washington
industries
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September 2011

than assumed in the baseline forecast. Software employment
growth is also stronger than in the baseline forecast. Along with
higher oil prices in the optimistic scenario, the Seattle inflation is
higher than in the baseline forecast due to the stronger regional
economy. Wage growth is also faster than in the baseline
forecast. Both Washington personal income and population
growth are stronger throughout the forecast. Finally, construction
employment returns to sustained growth in the second quarter of
2011, three quarters earlier than in the baseline forecast and the
subsequent recovery is stronger. By the end of 2013, Washington
nonagricultural employment is higher by 104,500 jobs than in the
baseline forecast and Washington personal income is $19.8 billion
higher.

Pessimistic

In the pessimistic scenario, the U.S. economy falls back into
recession as all growth engines fail. With the federal government
unable to provide significant support for growth, households and
business are left to fend for themselves. In this scenario,
consumers have no incentive to spend as incomes and wealth
remain depressed. Weak job prospects put downward pressure
on incomes, while stock market losses and declining housing
prices reduce household net worth. The European debt crisis goes
from bad to disastrous. Overall, world growth slows lowering
demand for U.S. goods. A loss of confidence in government
policymaking combines with a poor growth outlook to deter any
business enthusiasm. On the housing front, increased
foreclosures, weak sales and starts, and heightened uncertainly
continue to push home prices down. In this scenario, real GDP
growth flattens in the third quarter before turning negative in the
fourth quarter of 2011 and the first quarter of 2012. The ensuing
recovery is weak, with growth not surpassing 2.0% (SAAR) until
the second quarter of 2013. The unemployment rate rises above
10% in the second quarter of 2012 and remains there through
most of 2013.

At the state level, the aerospace employment recovery is short-
lived and employment begins to decline again in early 2012.
Software employment also declines beginning in the second half
of 2012 as the economy sinks back into recession. The recovery
in personal income is also weaker than was assumed in the
baseline. Population growth is also weaker than in the baseline
forecast as migration into Washington drops. Construction
employment continues to fall throughout the forecast. The
Seattle CPI is lower than in the baseline forecast, as are
Washington wages. By the end of 2013, Washington non-
agricultural employment is 148,900 lower than in the baseline
forecast and Washington personal income is $23.3 billion lower.

Table 2.2 compares the optimistic and pessimistic forecasts with
the baseline forecast.
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The GCEA
scenario
expects less
real growth
and higher
inflation

For
Washington,
the GCEA
scenario is
slightly
weaker
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Governor’s Council of Economic Advisors (GCEA)

In the GCEA scenario, the U.S. and state forecasts were adjusted
to match the average view of the Council members.

At the national level, the GCEA outlook for the real economy was
weaker than the baseline forecast. The Governor’s Council
members expect less real GDP growth and real consumer
spending growth throughout the forecast than does the baseline.
However, they expect more inflation in 2012 and 2013, making
the scenarios nominal forecast only slightly weaker. The Council
members predicted similar mortgage rates to the baseline in both
2012 and 2013, while their forecast for oil prices was slightly
lower.

The GCEA scenario for Washington is also weaker than the
baseline forecast. The council members are more pessimistic in
their outlook for manufacturing in 2011 and 2012, although they
expect slightly higher growth in 2013. Their forecast for
construction employment is weaker through 2013. The GCEA
overall employment forecast is weaker, remaining below 2%
through 2013. The council members are more pessimistic on
average in their housing forecast than we are but the difference
is small. The Council members’ real personal income forecast is
also weaker than the baseline, particularly in 2013. However, this
combined with their expectation of higher inflation produces a
nominal income forecast that is very close to the baseline. By the
end of 2013, the GCEA forecast for Washington nonfarm
employment is 9,300 lower than in the baseline forecast and
personal income in the state is $65 million higher.

Table 2.3 compares the Governor’s Council of Economic Advisors
forecast with the baseline forecast.

Baseline B

At the request of the Economic and Revenue forecast council, we
have developed an alternative baseline with the assumption that
real Gross Domestic Product (GDP) grows at 2.7% in 2013
instead of 3.2%.

Because this occurs near the end of the forecast horizon, this has
little effect on the overall forecast. By the end of 2013, the
Baseline B forecast for Washington nonfarm employment is 9,600
lower than in the baseline forecast and personal income in the
state is $1.6 billion lower.
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Table 2.1
Washington Economic Forecast Summary
Forecast 2012 to 2013
2006 2007 2008 2009 2010
Real Income (Billions of Chained 2005 Dollars)

Real Personal Income 237.490 251.569 263.730 262.071 256.380
% Ch 2.3 5.9 4.8 -0.6 -2.2
Real Wage and Salary Disb. 127.971 134.582 139.382 136.716 132.788

% Ch 3.6 5.2 3.6 -1.9 -2.9
Real Nonwage Income 109.519 116.987 124.426 124.420 122.744
% Ch 0.7 6.8 6.4 0.0 -1.3

Real Per Capita Income ($/Person) 37,336 38,861 40,117 39,369 38,122

% Ch 0.4 4.1 3.2 -1.9 -3.2
Price and Wage Indexes

U.S. Implicit Price Deflator, PCE (2005=1.0) 1.015 1.040 1.074 1.089 1.104
% Ch 3.2 2.4 3.2 1.5 1.3

Seattle Cons. Price Index (1982-84=1.0) 2.035 2.116 2.205 2.257 2.263
% Ch 3.2 4.0 4.2 2.4 0.3

Average Nonfarm Annual Wage 44,150 46,424 48,534 49,150 50,257
% Ch 3.7 5.2 4.5 1.3 2.3

Avg. Hourly Earnings-Mfg. ($/Hour) 19.32 20.22 20.90 22.03 23.53
% Ch 4.0 4.7 3.4 5.4 6.8

Current Dollar Income (Billions of Dollars)

Personal Income 241.200 261.634 283.188 285.521 282.922
% Ch 5.5 8.5 8.2 0.8 -0.9

Disposable Personal Income 212.731 229.558 249.127 255.241 256.147
% Ch 4.6 7.9 8.5 2.5 0.4

Per Capita Income ($/Person) 37,918 40,415 43,075 42,892 42,068
% Ch 3.6 6.6 6.6 -0.4 -1.9

Employment (Thousands)

Washington Civilian Labor Force 3,290.2 3,352.2 3,436.3 3,521.2 3,531.6

Total Washington Employment 3,120.0 3,193.0 3,271.3 3,257.3 3,185.7
Unemployment Rate (%) 5.17 4.75 4.80 7.49 9.79

Nonfarm Payroll Employment 2,820.6 2,896.7 2,960.1 2,899.8 2,784.6
% Ch 3.0 2.7 2.2 -2.0 -4.0
Manufacturing 279.2 289.7 295.5 278.9 258.4

% Ch 4.3 3.8 2.0 -5.6 -7.4
Durable Manufacturing 197.6 208.1 214.5 201.5 184.5
% Ch 5.8 5.3 3.1 -6.1 -8.4
Aerospace 69.0 76.7 83.1 82.9 81.1

% Ch 8.8 11.1 8.3 -0.2 -2.2
Nondurable Manufacturing 81.6 81.6 81.0 77 .4 73.8
% Ch 0.7 0.0 -0.7 -4.5 -4.7
Construction 186.6 202.8 207.8 181.2 146.5
% Ch 9.7 8.7 2.5 -12.8 -19.1
Service-Providing 2,346.0 2,395.7 2,449.0 2,432.9 2,373.9
% Ch 2.4 2.1 2.2 -0.7 -2.4
Software Publishers 42.8 46.5 48.8 52.1 50.8
% Ch 6.7 8.8 4.9 6.8 -2.6

Nonfarm Payroll Employment, EOP* 2,852.8 2,928.8 2,969.6 2,826.9 2,784.9
% Ch* 3.1 2.7 1.4 -4.8 -1.5

Housing Indicators (Thousands)

Housing Units Authorized by Bldg. Permit 53.834 50.628 38.102 19.749 19.117
% Ch 3.9 -6.0 -24.7 -48.2 -3.2
Single-Family 40.408 34.072 23.059 13.016 15.230
% Ch 5.1 -15.7 -32.3 -43.6 17.0
Multi-Family 13.425 16.557 15.043 6.734 3.888
% Ch 0.4 23.3 -9.1 -55.2 -42.3

30-Year Fixed Mortgage Rate (%) 6.21 6.35 6.19 5.57 5.00

*End of Period, for use in the Budget Stabilization Account calculation
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Fiscal Years

2011 2012 2013
263.804 268.146 275.017
2.9 1.6 2.6
134.663 136.141 140.550
1.4 1.1 3.2
129.141 132.005 134.467
5.2 2.2 1.9
38,835 39,080 39,634
1.9 0.6 1.4
1.123  1.144  1.158
1.8 1.9 1.2
2.290 2.328  2.355
1.2 1.7 1.1
51,627 52,585 54,063
2.7 1.9 2.8
23.76  24.18  24.36
1.0 1.8 0.8
296.255 306.879 318.371
4.7 3.6 3.7
265.896 273.421 281.434
3.8 2.8 2.9
43,611 44,725 45,882
3.7 2.6 2.6
3,511.7 3,471.3 3,506.5
3,185.9 3,148.1 3,193.5
9.28 9.31 8.93
2,798.0 2,831.9 2,882.5
0.5 1.2 1.8
261.7 272.8 281.0
1.3 4.3 3.0
187.3  198.0  206.1
1.5 5.7 4.1
82.5 89.3 91.7
1.7 8.2 2.7
74.4 74.8 74.8
0.8 0.5 0.1
138.8 138.1  140.4
-5.2 -0.5 1.7
2,391.5 2,414.7 2,454.5
0.7 1.0 1.6
51.3 53.6 55.6
1.0 4.4 3.9
2,810.9 2,848.0 2,905.5
0.9 1.3 2.0
21.466 20.116 23.707
12.3 -6.3 17.9
13.682 11.764 13.318
-10.2  -14.0 13.2
7.785  8.352 10.389
100.2 7.3 24.4
4.59 4.28 4.94
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Table 2.2

Comparison of Alternative Forecasts

U.S.

Real GDP
%Ch

Implicit Price Deflator
%Ch

Mort