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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 October 1, 2016.
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Executive Summary

= Although the national economy continued its weak pace of growth in the first
half of the year, we believe the economic recovery will continue at a moderate
pace.

= Employment growth has been inconsistent the past few months, but on average
has been weaker than last year. Unemployment remains low, but wage growth
has slowed.

» The Federal Reserve is gradually tightening monetary policy, but recent
weakness in the economy has caused them to delay raising interest rates.

= The Blue Chip Consensus GDP forecast calls for real GDP growth of 1.5% in 2016,
down from 1.8% in the previous forecast. After increasing to 2.2% in 2017, we
expect growth to moderate as the recovery matures.

» The forecasts for Washington employment and income are higher than in the
June forecast.

= Washington exports continue to decline and manufacturing continues to
struggle.

= Seattle home prices are rising rapidly but new home construction has slowed.

= Revenue collections since the June 2016 forecast have come in $225 million over
the forecasted amount.

= Over half of the surplus collections were due to large one-time payments of past-
due taxes

= Real estate excise tax collections were $41 million higher than forecasted and
are expected to remain strong in the near future.

= The forecast of General Fund-State (GF-S) revenue for the 2015-17 biennium
was increased by $334 million, the forecast for the 2017-19 biennium was
increased by $125 million, and the forecast for the 2019-21 biennium was
increased by $55 million.

= Forecast increases were almost entirely in retail sales and real estate excise
taxes.

= The substantial changes in the Washington state recreational cannabis market
since July 2014 mean that we have yet to observe “typical” market conditions.

= After adjusting for number of retail stores, sales in border counties are
significantly higher than in non-border counties.

= Legalization of recreational cannabis in Oregon appears to have reduced sales in
counties on the Oregon border.

Economic and Revenue Forecast Council 1



U.S. Economic Forecast

The national
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anticipated in
June

The outlook for
employment is
only minimally
changed

The Fed has
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Executive Summary

The national economy continued its weak pace of growth in the
second quarter of 2016. Even with the slowdown, however, we
believe the recovery will continue at a moderate pace. Job gains
have slowed this year, although the unemployment rate is now
at pre-recession levels. The housing market continues to improve
at a slow pace. Oil prices have remained low, freeing up
resources for consumers. Federal fiscal policy is stable in the
near term although the uncertainty surrounding monetary policy
remains. Global economic growth remains weak, and geopolitical
events have added to risks abroad. As the current recovery
approaches the seven-year mark, the duration alone has caused
doubts as to whether the recovery will continue.

The economic outlook is slightly weaker since the June forecast.
U.S. real GDP rose 1.4% (SAAR) in the second quarter of 2016
after growing 0.8% (SAAR) in the first quarter. The Blue Chip
Consensus GDP forecast, our starting point each forecast cycle,
calls for real GDP growth of 1.5% in 2016, down from 1.8% in
the June forecast. Real GDP growth is expected to be 2.2% in
2017, down slightly from the 2.3% growth expected in the
previous forecast. We expect growth to moderate as the
recovery matures. The forecast calls for growth to remain in the
2.1% to 2.2% range for 2018 through 2021, unchanged from the
June forecast.

The forecast for employment is only minimally changed since the
June forecast. Growth in payrolls is expected to be 1.8% this
year after growing 2.1% in 2015. The forecast then calls for job
growth to average 0.7% through 2021 as the economy nears full
employment. As a result of the steady job growth, we expect the
unemployment rate to average 4.8% in 2016, down from 5.3%
the year before. We expect the unemployment rate to average
4.7% for the rest of the forecast.

The Federal Reserve is gradually tightening monetary policy after
years of measures aimed at supporting the economy. Recent
weakness in the economy has caused the Federal Reserve to
keep this process slow. We are now assuming the Federal
Reserve will raise the Federal funds rate only once this year, in
December. Recent data point to a possible weakness in the labor
market that is giving policymakers pause. The Fed’s preferred
measure of inflation remains below its target rate of 2% but has
been slowly trending upward. While the forecast assumes
inflation will be low, it is still anticipated that the Fed will be
comfortable raising rates. We expect rates to rise gradually
before leveling off in the fourth quarter of 2019.



Washington Economic Forecast

The
Washington
economy is
expanding at
a solid pace

The forecasts
for
Washington
employment
and income
are higher
than in the
June forecast

The Washington economy is expanding at a solid pace. In recent
months, Washington employment has grown faster than
expected in the June forecast and historical estimates were
revised higher. Washington exports continue to decline and
manufacturing activity is struggling. Home prices are rising
rapidly in the Seattle area but home construction has weakened
in recent months. Seattle area consumer price inflation is well
above the national average due to shelter cost inflation.

Overall, our forecast for Washington State is stronger than we
expected in June mainly as a result of higher employment and
income. Washington employment growth in 2015 was 2.8%
which was the highest rate since 2006. Washington employment
is expected to grow 2.8% this year as well, better than the 2.4%
growth rate in the June forecast. We expect employment growth
to average 1.3% per year in 2017 through 2021, which is the
same rate assumed in June. Our forecast for nominal personal
income growth this year is 4.8%, up sharply from 4.1% in the
June forecast. Our new forecast for nominal personal income
growth in 2017 through 2021 averages 4.9% per year, down
slightly from the June forecast of 5.0%. We expect total housing
units authorized by building permits to rise 1.5% this year to
41,000 units which is close to the 40,600 units in the June
forecast. We expect permits to average 43,800 during the
remainder of the forecast, which is also very close to the 43,900
expected in June. The forecast for Seattle area inflation is also
very similar to the June forecast. We expect the all-items Seattle
CPI to rise 2.3% this year compared to 2.2% in the June
forecast. As in June, we expect Seattle area inflation to average
2.3% per year in 2017 through 2021.

Revenue Forecast

Small
increases in
forecasted
personal
income and
stronger-than-
expected real
estate activity
were the main
drivers of the
increase in
forecasted
revenue

GF-S forecast
changes

Executive Summary

While revenue collections since the June 2016 forecast have
been higher than expected, much of the extra revenue came
from large one-time payments of past-due taxes rather than
taxes collected on current economic activity. Excluding these
payments, collections were much closer to their forecasted
amounts, with the exception of real estate excise taxes, which
came in much higher. The strengthening real estate market has
prompted another increase in forecasted real estate excise taxes.
Forecasted retail sales tax collections have also been increased,
due to both stronger-than-expected collections and a slight
increase in forecasted state personal income. Changes in
forecasted revenue from other sources were slight, reflecting the
small changes in the September economic forecast relative to the
June forecast.

Since the June forecast, revenue sources that are tracked
monthly came in $224.7 million higher than forecasted. There



were no non-economic changes in expected revenue. Changes to
the economic forecast resulted in an $109.7 million increase to
projected collections for the rest of the biennium. The total of
these components was a $334.4 million increase in projected
revenue for the current 2015-17 biennium. The forecast for the
2017-19 biennium has been increased by $125.4 million, and the
forecast for the 2019-21 biennium has been increased by $55.1
million. GF-S revenue is now forecasted to total $37,765.1
million in the 2015-17 biennium, $40,377.1 million in the 2017-
19 biennium, and $43,630.0 million in the 2019-21 biennium.

Preliminary Analysis of the Washington Recreational Cannabis

Market

A preliminary
analysis of
recreational
cannabis at the
county level

Initiative 502
passed in
November 2012

Prior to July
2016, a total of
334 retail
licenses were
available

The
Washington
cannabis
market has
changed
enormously

Executive Summary

Recreational cannabis has now been legal in Washington State
for just over two years. This chapter will provide a preliminary
analysis of this new market through June 2016. The analysis will
focus on county level impacts on the sale of recreational
cannabis. The end date for the analysis was selected because,
starting in July 2016, the medical and recreational cannabis
markets were merged. With very little data available since that
merger, it seemed wise to focus solely on the recreational
market now and follow up on the merged system in the future.

Following passage of Initiative 502 in November 2012, the newly
renamed Washington State Liquor and Cannabis Board entered
into a rulemaking process to implement the initiative and create
a legal recreational cannabis market in the state. This included
licensing cannabis producers (growers), processors and retail
outlets.

The initial rules placed no limits on the number of producer or
processor licenses, but the total amount of space for cannabis
production was set at two million square feet. An entity could
hold both a producer and a processor license, but no entity with
either a producer or processor license was eligible for a retail
license. A total of 334 retail store licenses were available,
distributed across the state based on population but with a
maximum number of stores per county. Some cities and
counties banned or placed moratoria on cannabis businesses, so
that some areas eligible for retail licenses do not have operating
retail outlets.

The last two years have witnessed an enormous change in the
market for cannabis in Washington. In July 2014, the first month
of legal recreational sales, statewide sales were $1.8 million at
18 licensed retail outlets. By June 2016, statewide sales
exceeded $54 million at 267 licensed retail outlets. In that time
period, recreational cannabis prices dropped by over 160%, a
wide variety of new cannabis products have been licensed for
sale, and Oregon legalized recreational cannabis sales.



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

= Although the national economy continued its weak pace of growth in the first
half of the year, we believe the economic recovery will continue at a moderate
pace.

= Employment growth has been inconsistent the past few months, but on average
has been weaker than last year. Unemployment remains low, but wage growth
has slowed.

= Construction remains weak, but continues to improve slowly.

= The manufacturing sector has returned to growth, although measures are mixed.
= Consumer and business confidence indices continue to express uncertainty.

= Weak foreign GDP growth and an appreciating U.S. dollar have hurt U.S. exports.
= Qil prices have increased since the June forecast but remain low.

= The Federal Reserve is gradually tightening monetary policy, but recent
weakness in the economy has caused them to delay raising interest rates.

= The Blue Chip Consensus GDP forecast calls for real GDP growth of 1.5% in 2016,
down from 1.8% in the previous forecast. After increasing to 2.2% in 2017, we
expect growth to moderate as the recovery matures.

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

Current Conditions

The national economy continued its weak pace of growth in the

The national second quarter of 2016. Even with the slowdown, however, we

economy has

slowed but believe the recovery will continue at a moderate pace. Job gains
we expect have slowed this year, although the unemployment rate is now
the recovery at pre-recession levels. The housing market continues to improve
to continue at a slow pace. Oil prices have remained low, freeing up

resources for consumers. Federal fiscal policy is stable in the
near term although the uncertainty surrounding monetary policy
remains. Global economic growth remains weak, and geopolitical
events have added to risks abroad. As the current recovery
approaches the seven-year mark, the duration alone has caused
doubts as to whether the recovery will continue.

Economic and Revenue Forecast Council 5
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Chapter 1

U.S. real GDP rose 1.4% (SAAR) in the second quarter of 2016
after growing 0.8% (SAAR) in the first quarter. Residential
investment was particularly weak in the second quarter,
declining 7.7% (SAAR) and subtracting 0.31 percentage points
from overall growth. Inventory growth declined for the fifth
consecutive quarter and brought growth down by 0.23
percentage points. Government spending declined 1.7% (SAAR)
with decreases in national defense spending and spending by
state and local governments. The reduction in government
spending subtracted 0.30 percentage points from GDP growth.
Business investment was positive, growing 1.0% (SAAR) and
adding 0.12 points to growth due to a strong quarter of spending
on intellectual property. Softening of the U.S. dollar recently has
helped U.S. exports. Export growth turned positive in the second
quarter, growing 1.8% (SAAR) and outpacing import growth of
0.2% (SAAR). Net exports added 0.18 points to overall growth.
Consumer spending accounted for the largest positive
contribution to growth in the quarter, increasing 4.3% (SAAR)
and contributing 2.88 percentage points to overall GDP growth.
Spending was stronger on the goods side, increasing 7.1%
(SAAR) compared to 3.0% (SAAR) growth for services.

Rising personal income is essential for consumer spending to
continue improving. Personal income growth slowed to 3.0%
(SAAR) in August after growing 5.1% (SAAR) the month before.
Personal income is now up 3.9% from a year ago. Much of the
slowdown in personal income was due to a sharp slowdown in
wages and salary growth. Wages and salaries grew only 1.6%
(SAAR) in August after growth above 6% (SAAR) in each of the
previous two months. Wages in the private sector slowed to just
1.0% (SAAR) while public sector wages grew 3.1% (SAAR). Over
the past few years, private sector wages have increased faster

Figure 1.1: Private and Public Sector Wage and Salary
Growth

Percent, Y-0-Y
w

Jan-15 Jul-15 Jan-16 Jul-16
Private = Public

Source: Bureau of Economic Analysis; data through August 2016
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Chapter 1

than wages in the public sector. However, while government
wage growth has hovered around 3% on an annual basis, private
sector wage growth has slowed (see Figure 1.1). In 2015,
private wage and salary growth averaged 5.5% on an annual
basis, compared to 3.1% for the public sector. So far this year,
private sector wage and salary growth has averaged 4.2% year-
over-year compared to 2.8% for government workers.

Personal income growth in August was led by growth in rental
income and income from assets. Rental income grew 8.8%
(SAAR) in August after growing 6.5% (SAAR) the month before.
Rising home prices have enabled landlords to increase rent,
boosting their income. Income from assets grew 5.9% as
dividend income grew 9.9% (SAAR) and interest income grew
3.1% (SAAR). Proprietors’ income grew just 0.4% (SAAR) as
farm income declined sharply and nonfarm proprietors’ income
growth was weak. Transfer payment growth was also strong,
increasing 4.6% (SAAR), with the largest increase coming from
Medicaid benefits, up 8.8% (SAAR). Unemployment insurance
benefits reversed a two-month decline growing 8.3% (SAAR).
Real disposable income grew just 0.1% (SAAR) in August and is
now up 1.6% over the year.

Employment growth has been inconsistent the past few months,
but on average has been weaker than last year. Nonfarm
payrolls increased by 151,000 in August after gains of over
270,000 in each of the prior two months. In May, job gains
totaled only 24,000, although this was partially due to a strike
that reduced employment by 34,000. Monthly employment gains
averaged 182,000 per month so far this year, the weakest
growth since 2012. The August employment situation showed
gains in private services and government employment while
goods producing employment fell. The goods-producing sector
declined 24,000 jobs. Mining employment fell 4,000, construction
was down 6,000, and manufacturing declined 14,000. The
service sector showed strong gains in education and health, up
36,100, and leisure and hospitality, up 29,000. Professional and
business services gained 22,000 even as temporary help declined
3,100. Retail trade was up 15,100 jobs with half the gains
coming from building and garden supply stores. Government
employment increased 25,000 in August, mostly due to a 24,000
job increase in local government, split evenly between education
and non-education.

The labor market recovery is beginning to slow as the economy
moves closer to full employment. The unemployment rate has
held steady in recent months at 4.9%. This is down from 5.1%
last year and 6.0% in 2014. The current unemployment rate is
now equal to the average rate of the decade preceding the 2007-
09 recession. Joblessness continues to fall but at a much slower
pace than earlier in the recovery. The number of unemployed
people has dropped 169,000 since last year. The number of
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people no longer in the labor force continues to increase, but this
rate has slowed as well. Over the past year the labor force has
declined by 356,000 people. The labor force participation rate
has slowly started to increase over the past year after steadily
falling since the onset of the 2007-09 recession. Labor force
participation for August was 62.8%, up from 62.6% a year ago.
The most comprehensive measure of underemployment, which
includes those marginally attached to the labor force plus
workers employed part time for economic reasons, has declined
from 10.3% to 9.7% since last year.

Improvement in consumer attitudes has been sporadic over the
past few years and reflects continued uncertainty over the
economy. The University of Michigan Consumer Sentiment Index
increased 1.4 points to 91.2 in September, the first increase
since May. Consumers were increasingly pessimistic regarding
their current conditions, but expressed more optimism on future
economic expectations. The index is 1.7 points below the
average for all of 2015. The Conference Board Consumer
Confidence measure increased 2.3 points in August, the highest
reading in 9 years. Income and business expectations fell but
were more than offset by increased labor market optimism.

Small business confidence has slowly improved the past few
months, but remains lower than a year ago. After reaching a
post-recession high of 100.3 in December 2014, the National
Federation of Independent Business (NFIB) Index of Small
Business Optimism declined to 92.6 in March 2016. In August
the index declined 0.2 points, but at 94.4 points remains higher
than the trough reached in the spring. The level of the index is
consistent with a slowly expanding economy. Of the ten index
components, five improved, four declined, and one was
unchanged. Expected business conditions accounted for the
entire gain in the index, gaining five points. Firms cut their hiring
plans in August. According to the NFIB, 15% of respondents said
finding qualified workers was their biggest problem and 30% said
they had job openings that they couldn't fill. Taxes and
government regulation remain the largest concern for small
businesses while financing is the least cited concern.

Oil prices have risen since reaching a trough in January. West
Texas Intermediate (WTI) crude was $45 per barrel in August
and Brent oil was $46. In January, prices were $32 per barrel for
WTI and $31 per barrel for Brent. With weak global demand and
strong supply, prices are still below year-ago levels. U.S. crude
production has fallen as prices have remained low. In June, U.S.
field production of crude oil was 8.701 million barrels per day,
down from 9.320 million barrels per day in June of last year.
Internationally, OPEC appears to have given up the fight against
U.S. production. Previously, OPEC had hoped that some of the
more expensive drilling techniques being deployed in the U.S.
would no longer be profitable and shut down. However, U.S.
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shale has become more economical to produce, with costs
coming down to below $40 per barrel in some cases. In
September, OPEC agreed to modest output curbs for the first
time since 2008. Member countries are under financial strain due
to low global oil prices. However, the limit in output probably
won't significantly raise prices. OPEC controls less of the supply
than they did decades ago. Any upward movement in prices
would result in an increase in U.S. and Canadian shale
production. The increase in North American oil production would
likely offset the OPEC decline, mitigating any price increase.

Headline inflation has been very low the past two years as
energy prices have fallen and remained low. In August the
Consumer Price Index (CPI) increased 0.2% over the month,
resulting in an increase of 1.1% since last year. Energy prices
were flat and remain 9.2% lower than a year ago. Gasoline
prices declined 0.9% in August and are 17.8% lower than last
year. Food price inflation is nonexistent with prices not moving
this month and remaining the same as last year. Shelter costs
have been the primary driver of higher overall prices. Shelter
costs increased 0.3% in August and are now up 3.4% year over
year. Medical care has also increased, up 0.9% in August and up
5.1% for the year. Core inflation, which excludes food and
energy, increased 0.3% in August. On an annual basis, core
inflation remains moderate at 2.3%.

New home construction has continued to limp along at about the
same pace for the past year. Housing starts declined in August to
1.142 million units (SAAR) from 1.212 million units (SAAR) in
July. Starts are now up 0.9% since last August, but down 1.2%
over the average of the previous twelve months. Both the single-
family and the multi-family segments declined in August. Single
family starts were down 6.0% while multi-family starts were
down 5.4%. Housing permits show a similar trend as starts.
Total permits were up 0.7% in August although they are down
1.2% from a year ago. Single-family permits are up 3.7% while
multi-family permits are down 8.8% since last year. Despite the
tepid pace of residential construction, homebuilder confidence
has improved in recent months (see Figure 1.2). The National
Association of Homebuilders (NAHB) Housing Market Index,
which measures confidence of homebuilders, increased 6 points
to 60 in September (readings above 50 indicate a positive view
of conditions). Homebuilder confidence is now equal to the
highest reading in over a decade.
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Figure 1.2: NAHB Housing Market Index
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Source: National Association of Home Builders; data through September 2016

Home prices have dipped in recent months but remain on an
upward trend. The seasonally adjusted Case-Shiller 20-city Home
Price Index decreased just barely at 0.01% over the month in
July. This was the fourth consecutive month of decline, however,
we believe this is at least in part due to a seasonal adjustment
issue. Home prices are now 5.1% higher than a year ago. Home
prices appear to be settling into a consistent growth pattern,
averaging 5.1% annual growth over the past two years. Prices
have increased 33.3% since the trough of the recession, and are
now only 9.2% below their previous peak. Rising prices
encourage new construction and are contributing to the increase
in homebuilder confidence. Home price appreciation also enables
previously underwater homeowners to sell their homes and trade
up for more expensive houses. Mortgage rates have remained
low and credit standards are beginning to ease leading to
increased mortgage demand. Continued positive wage growth
should also help going forward.

The manufacturing sector is once again expanding, although
measures of strength are mixed. The Institute of Supply
Management (ISM) Report on Business indicated that activity in
the manufacturing sector improved in September to 51.5 from
49.4 (index levels above 50 indicate expansion). Manufacturing
activity has been weak for the past year, with the ISM averaging
50.4 and hovering around the 50 point break even mark (see
Figure 1.3). Both the new orders and production components
increased and are no longer indicating contraction. The
employment component increased as well but remains below 50
at 49.7. The latest G-17 report from the Federal Reserve, which
measures manufacturing output, indicated a decline in August of
0.4%, reversing the previous month’s 0.4% gain. The decline in
output was led by a 2.1% drop in textile and product mills and a
1.9% drop in machinery. Manufacturing output is now 0.4%

10
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lower than last year. New orders for core capital goods
(nondefense capital goods excluding aircraft) increased 0.6% in
August after increasing 0.8% the month before. Even with the
increase, new orders are now 4.0% below year-ago levels.

Figure 1.3: The Institute of Supply Management (ISM)
Report on Business

Index, 50+ = Growth
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Source: The Institute of Supply Management (ISM) Report on Business; data
through September 2016

Weak global economic growth, combined with a strong U.S.
dollar, has caused U.S. exports to fall. Measured against major
U.S. trading partners, the value of the U.S. dollar has come
down since peaking in January, but remains elevated compared
to the past decade. The appreciation of the dollar is due to the
U.S. economy leading other major economies in growth and a
flight to safety due to ongoing global uncertainty. Global growth
remains sluggish and many of our largest trading partners are
hovering near recessionary territory. U.S. exports have declined
in each of the past six quarters on an annual basis. In the second
quarter of 2016, exports were down 6.1% year over year. The
total value of U.S. exports is the lowest since 2010 on a
seasonally adjusted basis. Declines were present in almost all
sectors, although transportation equipment export growth was
slightly positive at 0.4% on an annual basis.

The economic forecast was based on a modified version of Global
Insight's September 2016 Control forecast for the U.S. economy.
Consistent with our standard practice, the U.S. real GDP forecast
was adjusted to match the September Blue Chip Consensus GDP
forecasts for 2016 and 2017. We also incorporated the latest

long-term Blue Chip GDP forecast for 2018 through 2021. Our oil

11
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price forecast was adjusted to incorporate futures prices for both
Brent crude oil and for West Texas Intermediate crude.

The economic outlook is slightly weaker since the June forecast.
The Blue Chip Consensus GDP forecast, our starting point each
forecast cycle, calls for real GDP growth of 1.5% in 2016, down
from 1.8% in the June forecast. Real GDP growth is expected to
be 2.2% in 2017, down slightly from the 2.3% growth expected
in the previous forecast. We expect growth to moderate as the
recovery matures. The forecast calls for growth to remain in the
2.1% to 2.2% range for 2018 through 2021, unchanged from the
June forecast (see Figure 1.4).

Figure 1.4: Real GDP Growth

Percent
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Source: BEA, September 2016 forecast; historical data through 2015

The positive GDP growth throughout the forecast will make the
recovery from the 2007-09 recession the longest on record.
From the second quarter of 2009 through the end of our forecast
in 2021, the recovery is forecasted to be at least 150 months.
Prior to this, the longest recovery was from the 1990-91
recession and lasted 120 months. The primary reason for the
exceptional length of the current recovery was the depth of the
recession. Despite positive GDP growth, the labor market
remained weak for an extended period. It took 58 months of
recovery just to reach the previous peak in employment. When
comparing the duration of recoveries from the point at which the
previous employment peak was reached, this expansion appears
more in line with other long post-war expansionary periods. The
two longest post-war expansions had 96 and 95 months of
additional employment growth after reaching the previous peak.
We expect growth to continue through the end of the forecast in
2021, which would result in 92 months of employment gains
after reaching the previous peak.

12
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The forecast for oil prices has been minimally lowered compared
to the June forecast. The refiner acquisition price of crude oil
increased to $42 per barrel in the second quarter of this year
from a trough of $31 in the first quarter. The forecast expects
the increase in oil prices to continue. We expect prices to reach
$46 per barrel by the first quarter of next year. In June, we had
expected prices to initially rise more rapidly and reach $50 at the
beginning of 2017. By the end of 2021, oil prices are expected to
reach $55 per barrel. In June we expected prices to reach $56 by
the end of the forecast. While oil prices are expected to continue
to rise, they will remain well below the levels seen earlier in the
recovery. Low oil prices continue to affect U.S. oil production. Qil
production was down another 193,000 barrels per day in June
from the month before and down 619,000 barrels per day from a
year ago. There are indications that the decline in output may be
nearing an end. The Baker Hughes rig count hit a modern low of
404 at the end of May and has since climbed by 14. A year ago
the rig count was at 641. Weak economic growth in China and
Europe has lowered the demand for oil. The strong dollar has
also kept downward pressure on oil prices recently. With oil
prices declining, inflation (as measured by the implicit price
deflator) was just 0.4% in 2015. While energy prices are low,
they are no longer declining and pulling inflation down. We
expect low to moderate inflation throughout the forecast.
Inflation is expected to be 1.1% this year and then range from
1.6% to 2.0% per year from 2017 through 2021.

Real consumer spending was stronger than expected in the
second quarter of 2016, growing 4.4% (SAAR) compared to
2.6% (SAAR) expected in the previous forecast. We now expect
real consumer spending to grow 2.7% this year compared to
2.5% in the June forecast. Low energy prices will continue to
help consumers’ purchasing power, although the impact so far
has been low. Consumers remain more optimistic than earlier in
the recovery. There are indications that wage growth is
increasing. Unemployment continues to fall and more part-time
workers are finding full-time jobs. We expect real spending
growth to continue to slightly outpace overall real GDP growth
next year. The forecast calls for real consumption growth of
2.6% in 2017 compared to 2.5% growth expected in June.
Consumer spending growth is then expected to slow to 2.3% in
2018 and 2.2% in 2019 through 2021, unchanged since the June
forecast. We expect consumer spending to contribute 1.8
percentage points to real GDP growth on average for each year
of the forecast through 2021.

Real disposable personal income growth is expected to slow in
2016 to 2.5% after growing 3.5% in each of the previous two
years. The boost to real incomes from falling energy prices has
ended. We expect growth to dip further to 2.2% in 2017. Growth
is expected to remain moderate through 2019, averaging 2.6%
per year. We then expect growth to slow in 2020 and 2021 to
2.3% per year. Nominal disposable income is expected to grow

13
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3.7% this year, led by strong growth in fringe benefits of 4.3%
and government transfer payments of 3.9%. Private sector
wages and salaries are expected to grow 3.8%. Wage growth in
the public sector will again lag, with growth of 2.8% in 2016.
Total wages and salaries are expected to grow 3.6% this year
after increasing 5.1% in 2015. The forecast then calls for growth
in wages and salaries to average 4.0% in 2017 through 2021.
Growth in government transfer payments is expected to increase
throughout the forecast. We expect growth of 4.8% next year,
and then average 5.2% in 2018 through 2021 as demographics
shift to an older population and Medicare and Social Security
payments increase. Income will also be boosted in the latter part
of the forecast by rising interest income, as interest rates return
to pre-recession levels, as well as by dividend income.

The forecast for employment is only minimally changed since the
June forecast. Growth in payrolls is expected to be 1.8% this
year after growing 2.1% in 2015. The June forecast had
expected 1.7% growth for 2016. We expect employment growth
to slow to 1.2% in 2017, down from the 1.3% growth forecasted
in June. The forecast then calls for job growth to average 0.7%
through 2021 as the economy nears full employment. As a result
of the steady job growth, we expect the unemployment rate to
average 4.8% in 2016, down from 5.3% the year before. We
expect the unemployment rate to average 4.7% for the rest of
the forecast. The continued strengthening of the labor market
and corresponding fall in the unemployment rate will create an
incentive for more and more marginally attached workers to
begin looking for a job. We expect the decline in the labor force
participation rate to end, with a trough of 61.2% in 2015. The
labor force participation rate will grow as the economy reaches
full employment, reaching a peak of 61.7% in 2018 through
2020. Going forward, the participation rate will resume its long
term secular decline, and trend down for the remainder of the
forecast.

Employment growth in nonfarm payrolls has been led by private
sector hiring throughout the recovery as the public sector has
been weighed down by budget concerns. While state and local
governments have largely worked through their budgetary issues
and have started hiring again, the pace of hiring has been slow.
We expect the drag from weak government job growth to
continue through 2017. Private sector employment is estimated
to have reached 116.0 million in the first quarter of last year,
making up all of the jobs lost during the recession. We do not
expect the job losses in the public sector to be made up until the
second quarter of 2020. Federal government employment will
continue to trend downward throughout the forecast. This will be
more than offset by modest gains in state and local government
employment, keeping total government employment growth
positive. The forecast calls for total government employment to
increase another 0.6% this year after growing 0.6% in 2015.
Growth in government payrolls is expected to be uneven through
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2021, averaging just 0.5%. We expect private sector job growth
of 2.0% this year, after growing 2.4% in 2015. The forecast calls
for private sector job growth of 1.4% in 2017 and then an
average growth of 0.8% through 2021.

Real nonresidential fixed investment is expected to fall 0.1% this
year, the first decline since the recovery began. The drop in oil
prices, which is good for overall growth, lowers the incentive for
additional investment by energy companies. The strong U.S.
dollar has resulted in a drop in exports and brought the capital-
intensive manufacturing sector to a standstill. The weak
economic outlook abroad has also given businesses pause. On
the plus side, service sector businesses are expanding and filling
up office buildings. Vacancy rates for office buildings fell to
16.0% in the second quarter, down from 16.5% last year. While
vacancy rates are declining, it hasn’t been enough to spur on
new construction. We expect real nonresidential construction to
contract this year by 3.6%, after falling 4.4% in 2015. The
slowdown is due to a decline in mining and petroleum structures
caused by still low oil prices. The forecast calls for growth to be
positive in 2017 at 5.8% as the drag of low oil prices diminishes.
The forecast then calls for growth to average 2.4% per year
through 2021. Real equipment investment is expected to decline
1.8% this year. Starting in 2017, we expect positive growth
throughout the forecast as businesses expand and improve
productivity. Although we do not expect to see the double-digit
growth experienced early in the recovery, we do expect capital
equipment to remain an important driver of GDP growth after
this year. Real investment in equipment and software is expected
to grow 1.9% next year. The forecast then calls for growth to
average 4.6% through 2021. We expect overall real
nonresidential fixed investment to grow 1.9% next year and
accelerate to 4.6% in 2018 and 5.6% in 2019. We then expect
growth to average 4.1% through 2021.

The forecast calls for growth in housing starts of 6.3% this year,
reaching 1.178 million units. This would make 2016 the best full
year of the recovery. Most of the barriers facing the housing
sector have receded. Continued improvement in the housing
market remains dependent on job growth and access to
financing. There is still a considerable amount of pent-up
demand for new housing. Household formation had been delayed
by the depth of the recession and initial slow recovery. The
forecast expects the robust growth in housing starts to continue
in 2017 at 14.3%. Growth in single-family starts is expected to
be 9.2% this year, down from 10.2% in 2015. Growth will
accelerate to 19.8% in 2017 before moderating through the
remainder of the forecast. The forecast calls for growth of just
0.9% in the multi-family housing segment this year after
growing at double-digit rates in each of the past five years. We
then expect multi-family housing unit growth to average 6.1%
through 2021. The forecast calls for total housing starts to
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continue to grow throughout the forecast and reach 1.656 million
in 2021, still 20% below the peak in 2005.

Weak foreign Economic growth of major foreign economies remains weak. The
demand has Canadian economy shrank 1.6% on an annual basis in the
weighed second quarter. Canadian GDP is likely to remain constrained
Zgo""v";'tﬁxﬁ’ort due to low oil and other commodity prices. The latest Blue Chip

forecast expects growth of just 1.3% this year in Canada
followed by 2.0% growth in 2017. The Mexican economy has
been hurt by low oil prices which have taken an enormous toll on
government revenues. The country has also been restrained by
tight fiscal and monetary policy. GDP growth is expected to slow
to 2.2% this year from 2.5% in 2015. The recovery in the
Eurozone is again faltering with real GDP increasing 0.3% in the
second quarter compared to the previous quarter. The latest Blue
Chip forecast calls for 1.5% growth this year for the Eurozone
followed by 1.3% growth in 2017. China, which is the largest
U.S. export market outside of North America, continues to slow.
Export demand for Chinese goods has weakened and the Chinese
have had difficulty transitioning to a more domestic consumer
driven economy. Chinese GDP growth in 2015 was 6.9%, well
below the 2005-11 average of 11%. The most recent Blue Chip
forecast calls for Chinese growth to slow further, with growth of
6.5% this year and 6.2% in 2017. Japan continues to struggle to
grow, expanding 0.7% (SAAR) in the second quarter. The most
recent Blue Chip forecast expects slow growth in the near term
of 0.5% this year followed by 0.8% in 2017.

Due to the modest economic growth of U.S. trading partners and

Foreign trad . . . . .
oreign rade strong dollar, foreign trade is not likely to provide a substantial

is not likely

to provide a boost to the U.S. economy. Since the June forecast, the outlook
boost to the for foreign economic growth has deteriorated. GDP growth in
U.S. U.S. trading partners is the weakest since the recession (see
economy Figure 1.5). After growing 2.2% in 2015, the forecast calls for

GDP growth in U.S. trading partners to grow 2.0% this year. The
forecast then calls for GDP growth in U.S. trading partners to
grow 2.4% in 2017 before averaging 2.9% growth through 2021.
We expect real U.S. exports to decline 0.3% this year due both
to weak economic growth abroad and a strong U.S. dollar. The
forecast calls for real export growth to improve and average
1.3% through 2021. Export growth is more than offset by
increased imports in the forecast. Net exports are expected to
reduce GDP growth by 0.3 percentage points on average through
2021.
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Figure 1.5: Real GDP Growth of Important U.S. Trading
Partners

Percent, Y-o-Y

2008 2010 2012 2014 2016 2018 2020
EGDP Growth Forecast

Source: NBER, ERFC September 2015 forecast; historical data through August
2015

Near term uncertainty surrounding fiscal policy remains low
without any real push for dramatic deficit reduction or significant
spending increases. Congress must pass a continuing resolution
next month to continue uninterrupted government operations.
This will likely occur and the risk of another government
shutdown is low. Neither party wants to be the cause of a
shutdown right before the November elections. The federal
budget deficit has shrunk each year after peaking at $1,329
billion in 2010. The forecast calls for 2015 to be the trough in the
deficit at $570 billion. We believe the cuts in real defense
spending that started in 2011 will continue throughout the
forecast. The forecast calls for real defense spending to decline
0.5% this year and then average a 0.3% decline through 2021.
Real nondefense purchases are expected to grow the next two
years before declining slowly through 2021. Combined federal
government spending will peak in 2017 then decline slowly
throughout the forecast. State and local governments, having
worked through the majority of their budget difficulties, will more
than offset the decline in spending at the federal level. The
forecast assumes 2014 was the trough in total real government
purchases. We expect total real government spending to grow
1.1% this year and 0.9% 2017. We then expect growth to
average 0.1% per year from 2018 through 2021.

The Federal Reserve is gradually tightening monetary policy after
years of measures aimed at supporting the economy. Recent
weakness in the economy has caused the Federal Reserve to
keep this process slow. We are now assuming the Federal
Reserve will raise the Federal funds rate only once this year, in
December. The forecast of the Federal Funds rate has been
revised over the past couple of years consistently showing a
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delay in the timing and speed of rate increases (see Figure 1.6).
Recent data point to a possible weakness in the labor market
that is giving policymakers pause. The Fed’s preferred measure
of inflation remains below its target rate of 2% but has been
slowly trending upward. Federal Reserve policymakers remain
data driven, and there are a number of risks that could delay the
rise in rates. They have avoided committing to any particular
timing or pace of rate increases in order to maintain as much
flexibility as possible. At their most recent meeting, Federal
Reserve Chair Janet Yellen said the case to raise interest rates is
getting stronger. While the forecast assumes inflation will be low,
it is still anticipated that the Fed will be comfortable raising
rates. We expect rates to rise gradually before leveling off in the
fourth quarter of 2019.

Figure 1.6: Federal Funds Rate

Percent
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Source: Federal Reserve, ERFC September 2016 forecast; historical data through
2016Q2

Table 1.1 provides a fiscal year summary of the U.S. economic
indicators. For calendar year tables, see the appendix.
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Our view of the risks to the forecast is unchanged since the June
forecast. The recovery is forecasted to be the longest on record,
creating some concern. The outlook for Chinese economic growth
continues to be revised down and other U.S. trading partners
continue to have weak or negative growth. The level of
uncertainty in the baseline remains elevated, and downside risks
once again outweigh upside risks.
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Downside Risks

Chinese economy experiences a “hard landing” (annual
growth under 5%); growth is weaker in emerging market
economies

Weaker than expected employment growth

Real wage growth stagnates, leading to slower consumer
spending

Slower household formation

Breakdown in Greek debt, budget negotiations leads to
default and exit from Eurozone

Slowdown in economic growth and negative effects to
financial markets due to Brexit

Increasing geopolitical tensions negatively impact
consumer confidence

U.S. dollar appreciates further against other currencies,
limiting exports

Weak global growth persists, further impacting exports

Upside Risks

The housing sector improves faster than anticipated
Oil prices decline further than expected

Labor productivity returns to the higher levels seen in
1995-2005

Employment growth expands faster than in the baseline
China successfully transitions to a more consumption
based economy

European and emerging market economies grow faster
than expected

Decline in U.S. dollar continues, making U.S. exports
cheaper abroad
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Table 1.1
U.S. Economic Forecast Summary
Forecast 2017 to 2021
2014 2015 2016 2017 2018

2019

Real National Income Accounts (Billions of Chained 2009 Dollars)

Real Gross Domestic Product 15,770.8 16,231.1 16,510.2 16,836.8 17,207.4
% Ch 2.1 2.9 1.7 2.0 2.2
Real Consumption 10,690.4 11,058.2 11,357.0 11,674.3 11,945.2

% Ch 2.0 3.4 2.7 2.8 2.3
Real Nonresidential Fixed Investment 2,090.3 2,188.0 2,192.7 2,235.3 2,305.2
% Ch 4.9 4.7 0.2 1.9 3.1
Real Residential Fixed Investment 495.1 531.0 588.2 601.8 650.2
% Ch 6.3 7.2 10.8 2.3 8.0

Real Personal Income 13,282.5 13,862.8 14,287.0 14,589.6 14,964.9
% Ch 1.2 4.4 3.1 2.1 2.6

Real Per Capita Income ($/Person) 41,728 43,226 44,198 44,776 45,560
% Ch 0.4 3.6 2.2 1.3 1.8

Price and Wage Indexes

U.S. Implicit Price Deflator, PCE (2009=1.0) 1.084 1.093 1.100 1.117 1.136
% Ch 1.4 0.9 0.7 1.6 1.6

U.S. Consumer Price Index (1982-84=1.0) 2.350 2.367 2.383 2.432 2.484
% Ch 1.6 0.7 0.7 2.1 2.1

Employment Cost Index (Dec. 2005=1.0) 1.193 1.221 1.248 1.282 1.321
% Ch 1.9 2.3 2.2 2.8 3.0

Current Dollar National Income (Billions of Dollars)

Gross Domestic Product 17,015.0 17,760.9 18,270.7 18,991.9 19,804.6
% Ch 3.8 4.4 2.9 3.9 4.3

Personal Income 14,394.7 15,155.4 15,721.6 16,303.9 16,998.1
% Ch 2.6 5.3 3.7 3.7 4.3

Employment (Millions)

U.S. Civilian Labor Force 155.5 156.6 158.0 160.2 162.2

Total U.S. Employment 145.0 147.7 150.1 152.6 154.5
Unemployment Rate (%) 6.77 5.70 4.99 4.73 4.65

Nonfarm Payroll Employment 137.56 140.43 143.13 145.42 146.70
% Ch 1.7 2.1 1.9 1.6 0.9
Manufacturing 12.09 12.28 12.31 12.32 12.35

% Ch 0.9 1.6 0.3 0.1 0.3
Durable Manufacturing 7.60 7.74 7.73 7.70 7.74
% Ch 1.1 1.9 -0.2 -0.3 0.5
Nondurable Manufacturing 4.49 4.54 4.58 4.62 4.61
% Ch 0.5 1.0 1.1 0.7 -0.2
Construction 5.99 6.31 6.57 6.74 6.97
% Ch 4.4 5.4 4.1 2.7 3.4
Service-Providing 118.61 120.97 123.51 125.68 126.66
% Ch 1.7 2.0 2.1 1.8 0.8

Miscellaneous Indicators

Oil-WTI ($ per barrel) 101.3 69.3 41.7 47.3 51.1

Personal Saving/Disposable Income (%) 5.3 5.6 5.9 5.5 5.5

Auto Sales (Millions) 7.6 7.7 7.2 7.1 7.1
% Ch 2.3 0.8 -5.6 -2.3 0.2

Housing Starts (Millions) 0.955 1.055 1.150 1.248 1.433
% Ch 8.9 10.5 8.9 8.5 14.8

Federal Budget Surplus (Billions) -612.0 -592.4 -625.3 -676.4 -717.6

Net Exports (Billions) -489.5 -513.7 -511.8 -492.4 -498.7

3-Month Treasury Bill Rate (%) 0.04 0.02 0.18 0.53 1.22

10-Year Treasury Note Yield (%) 2.71 2.23 2.02 1.91 2.61

Bond Index of 20 G.O. Munis. (%) 4.55 3.83 3.51 3.15 4.11

30-Year Fixed Mortgage Rate (%) 4.33 3.92 3.80 3.73 4.52
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17,571.5
2.1
12,215.4
2.3
2,400.9
4.2
672.5
3.4
15,378.2
2.8
46,447
1.9

1.156
1.7
2.535
2.1
1.362
3l

20,618.3
4.1
17,770.3
4.5

163.9
156.2
4.63

147.82
0.8
12.45
0.8
7.82
1.0
4.63
0.4
7.19
3.2
127.44
0.6

52.8
5.9
7.1
0.7

1.530
6.8
-808.0
-502.0

2.04
3.18
4.82
5.18

Fiscal Years
2020 2021
17,954.4 18,340.5
2.2 2.2
12,480.8 12,757.0
2.2 2.2
2,511.0 2,609.9
4.6 3.9
691.8  706.7
2.9 2.1
15,805.1 16,211.8
2.8 2.6
47,361 48,202
2.0 1.8
1.177  1.200
1.9 2.0
2.591  2.651
2.2 2.3
1.406  1.452
3.2 3.3
21,492.9 22,397.3
4.2 4.2
18,603.5 19,455.0
4.7 4.6
165.5  166.8
157.7  158.7
4.67 4.74
148.95 149.94
0.8 0.7
12.61  12.73
1.3 0.9
7.97 8.10
2.0 1.6
4.64 4.63
0.3 -0.2
7.38 7.55
2.6 2.3
128.21 128.90
0.6 0.5
54.0 55.0
6.2 6.2
7.2 7.2
1.3 0.4
1.618  1.652
5.7 2.2
-808.0 -797.4
-504.1 -496.3
2.76 2.81
3.69 3.70
5.21 5.21
5.76 5.78
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Table 1.2
Forecast Analysis
Comparison of Forecasts for 2015-17

u.s. Average Annual Rate of Growth (Percent) Average Rate (Percent)
2015:2-2017:2 2015:3 to 2017:2
Real GDP Implicit Price Deflator 3 Month T-Bill Rate Mortgage Rate
2012
September 2.9 1.9 2.17 5.92
November 2.9 1.6 2.56 6.08
2013
March 2.9 1.6 1.71 5.68
June 2.8 1.5 1.98 5.63
September 2.9 1.5 2.13 5.66
November 2.7 1.5 2.12 5.67
2014
February 2.7 1.3 2.13 5.75
June 2.8 1.4 2.13 5.78
September 2.8 1.5 1.96 5.59
November 2.8 1.6 1.72 5.48
2015
February 2.8 1.7 1.69 5.19
June 2.8 1.7 1.29 4.73
September 2.7 1.5 0.84 4.38
November 2.5 1.6 0.82 4.35
2016
February 2.2 1.1 0.56 4.09
June 2.0 1.5 0.43 3.91
September 1.8 1.4 0.36 3.76
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Table 1.3

Forecast Analysis
Comparison of Forecasts for 2017-19

uU.S.

2014
February
June
September
November

2015
February
June
September
November

2016
February
June
September
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Average Annual Rate of Growth (Percent)
2017:2-2019:2
Implicit Price Deflator
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Average Rate (Percent)
2017:3 to 2019:2
3 Month T-Bill Rate

3.72
3.73
3.51
3.53

3.53
3.48
2.66
2.67

2.28
2.09
1.63

Mortgage Rate

6.57
6.63
6.15
6.14

5.71
5.75
5.16
5.23

5.02
4.97
4.85
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Table 1.4

Forecast Comparison
Forecast 2016 to 2021

U.S.

Real GDP
September Baseline
% Ch
June Baseline
% Ch

Implicit Price Deflator
September Baseline
% Ch
June Baseline
% Ch

Unemployment Rate
September Baseline
June Baseline

Mortgage Rate
September Baseline
June Baseline

3 Month T-Bill Rate
September Baseline
June Baseline
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2015

16231.1
2.9
16182.8
2.7

1.093
0.9
1.092
0.8

5.70
5.70

3.92
3.92

0.02
0.02

2016

16510.2
1.7
16494.4
1.9

1.100
0.7
1.100
0.7

4.99
4.96

3.80
3.80

0.18
0.19

2017

16836.8
2.0
16832.2
2.0

1.117
1.6
1.118
1.7

4.73
4.63

3.73
4.02

0.53
0.67

2018

17207.4
2.2
17209.5
2.2

1.136
1.6
1.139
1.8

4.65
4.52

4.52
4.49

1.22
1.62

2019

17571.5
2.1
17575.9
2.1

1.156
1.7
1.160
1.9

4.63
4.52

5.18
5.45

2.04
2.55

2020

17954.4
2.2
17956.6
2.2

1.177
1.9
1.183
1.9

4.67
4.59

5.76
5.69

2.76
2.81

Fiscal Years

2021

18340.5
2.2
18343.7
2.2

1.200
2.0
1.205
1.9

4.74
4.66

5.78
5.65

2.81
2.81
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Chapter 2: Washington Economy - Current Conditions and
Forecast

» The forecasts for Washington employment and income are higher than in the
June forecast.

= Recent Washington employment and income growth have also been stronger
than expected in June and historical estimates for both were revised higher.

= Washington exports continue to decline and manufacturing continues to
struggle.

= Seattle home prices are rising rapidly but new home construction has slowed.

= Seattle area consumer price inflation is above the national average due to higher
shelter cost inflation.

= As in June, we expect the Washington economy to continue to outperform the
U.S. economy.

Current Conditions

The The Washington economy is expanding at a solid pace. In recent
Washington months, Washington employment has grown faster than
economy Is expected in the June forecast and historical estimates were
ggﬁj’;‘ggg ata revised higher. Washington exports continue to decline and

manufacturing activity is struggling. Home prices are rising
rapidly in the Seattle area but home construction has weakened
in recent months. Seattle area consumer price inflation is well
above the national average due to shelter cost inflation.

Employment We have three months of new Washington employment data
growth has since the June forecast was released. Total nonfarm payroll

been stronger employment rose 15,300 (seasonally adjusted) in June, July, and
than expected August which was 7,800 more than the 7,500 expected in the

June forecast. The manufacturing sector accounted for much of
the variance in job growth with a reduction of only 1,400 jobs in
the three-month period; the June forecast expected a reduction
of 3,900 jobs. The reason was mostly the aerospace industry,
which was expected to lose 3,900 jobs but instead lost only
1,500 jobs. Construction employment increased 1,300 and
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government payrolls expanded by 3,200 jobs. As is usually the
case, the bulk of the job growth was in private, service-providing
sectors which added 12,200 jobs in the last three months.

We have also incorporated another quarter of benchmark
employment data from the Quarterly Census of Employment and
Wages (QCEW). The new QCEW data and other revisions raised
the estimated level of total employment in May 2016 by 14,900
jobs. As a result of the upward revision to history and stronger-
than-expected growth, the total effect is 22,600 (0.7%) more
jobs in August 2016 than expected in the June forecast.

Washington initial claims for unemployment insurance reached a
new post-recession low in the most recent four-week period. The
four-week moving average of seasonally adjusted claims
decreased to 6,500 in the week ending October 15t from 7,000 in
the previous week. The current level of claims is not only a new
post-recession low, but is also below the minimum level reached
during the last expansion (see Figure 2.1). Claims have fallen
61% since the peak in early 2009.

Figure 2.1: Initial Claims for Unemployment Insurance

Thousands

4 I T T T T
2007 2009 2011 2013 2015

Source: Washington State Employment Security Department; data through
October 1, 2016

Recent average weekly earnings growth for Washington private
sector employees has declined due to slower average hourly
earnings growth. Private sector average weekly hours in the
twelve months ending in August 2016 were up 0.5% over the
twelve-month period ending in August 2015. In the previous
twelve-month period, average weekly hours were unchanged
over the year. However, average hourly earnings were up 3.2%
in the most recent twelve-month period. One year ago average
hourly earnings increased 4.0%. As a result of the decline in
average hourly earnings growth, and despite the improvement in
average weekly hours growth, average weekly earnings growth
declined to 3.7% from 3.9% a year ago.
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Second quarter 2016 Washington exports were down 8.3% from
the second quarter of 2015. Transportation equipment exports
(mostly Boeing planes) declined 9.5% over the year. Exports of
agricultural products increased 3.8% over the year but exports
of all other commodities declined 9.1% over the year. The drop
likely reflects the negative influence of a stronger dollar and
weak economic growth abroad.

Washington housing construction was stronger than expected in
the second quarter. Washington housing units authorized by
building permits averaged 45,300 units (SAAR) in the second
quarter of 2016, up from 37,600 in the first quarter. The June
forecast expected an average rate of 42,600 units in the second
quarter. Multi-family permits averaged 22,700 units in the
second quarter, up from 15,300 units in the first quarter and
higher than the 20,100 expected in the June forecast. Single-
family permits averaged 22,600 units in second quarter, up from
22,300 units in the first quarter and slightly higher than the
22,500 units forecasted for the second quarter. The third quarter
of 2016 got off to a weak start with an average of 34,400 units
(SAAR) permitted in July and August of which 21,000 were single
family and 13,500 were multi-family.

Seattle home prices continue to rise rapidly. According to the
S&P/Case-Shiller Home Price Indices, seasonally adjusted Seattle
area home prices rose 0.3% in July following increases of 0.4%,
0.2%, and 0.5% in April, May, and June. While the last four
months have exhibited weaker growth than in earlier months, we
believe this is due to problems with the seasonal adjustment
process. A more reliable measure is the over-the-year growth
which shows an 11.2% increase in prices since the previous July
which is more the double the 5.1% increase in the Composite-20
index (see Figure 2.2). Seattle home prices are up 50.5% since

Figure 2.2: Home Price Appreciation

Percent Change, Y-0-Y

Jan-15 Jul-15 Jan-16 Jul-16
H Seattle mU.S.

Source: S&P/Case-Shiller; data through July 2016
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the November 2011 trough and prices now exceed the May 2007
peak by 4.6%.

The Institute of Supply Management - Western Washington
Index (ISM-WW) edged back into positive territory in September
after a negative reading in August. The index, which measures
conditions in the manufacturing sector, increased from 47.7 in
August to 51.4 in September (index values above 50 indicate
positive growth while values below 50 indicate contraction). The
production, orders, employment, and deliveries components all
increased in September while the inventory component declined.
Manufacturing has fluctuated around the 50 mark since mid-
2015.

Washington car and truck sales rebounded in September but
remain below the post-recession peak. Seasonally adjusted new
vehicle registrations rose 3.9% in September following declines
of 0.9% in July and 0.3% in August. Car and truck sales are
down 7.6% since the post-recession peak in January but are up
3.5% over the year.

In September, the U.S. Department of Commerce, Bureau of
Economic Analysis (BEA) released state personal income
estimates for the second quarter of 2016. According to these
estimates, Washington personal income rose to $388.0 billion
(SAAR) in the second quarter of 2016 from $383.9 billion in the
first quarter. The reported 4.4% growth rate (SAAR) in
Washington personal income was the 19 largest among the
states and District of Columbia and only slightly exceeded the
4.1% growth rate for the U.S. as a whole. However, the reported
second quarter earnings growth was severely distorted by a
change in the way Microsoft stock awards vest during the year.
The result of the change is higher reported earnings growth in
each fourth and first quarter and lower reported earnings growth
in each second and third quarter. Excluding earnings from the
information sector, Washington personal income grew at a 6.0%
rate in the second quarter which puts it 1st among the states and
District of Columbia and well above the national average rate of
4.0%.

The September personal income release also incorporated the
impact of the annual revision to the national income and product
accounts. The revisions covered the period from 1998 through
the first quarter of 2016. The estimate for 2015 personal income
was revised up $5.029 billion (1.4%) compared to the June BEA
release. Increases of $3.416 billion and $2.777 billion in the
estimates for earnings by place of residence and property income
(dividends, interest, and rent) were partially offset by a $1.164
billion reduction in the estimate for transfer payments (see Figure
2.3). The upward revision to earnings is nearly entirely due to
new estimates for proprietors’ income while the downward

28



The September
personal
income release
incorporated
the impact of
the annual
revision to the
national
income and
product
accounts

Seattle area
consumer
price inflation
is well above
the national
average

revision to transfer payments is more than accounted for by a
lower estimate for Medicaid payments.

Figure 2.3: Washington Personal Income Revision
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Source: Bureau of Economic Analysis; data through 2015

Seattle area consumer price inflation is well above the national
average. Over the last year, from August 2015 to August 2016,
consumer prices in the Seattle area rose 2.1% compared to 1.1%
for the U.S. city average. Lower energy costs this year are
helping to keep the headline rate down both nationally and in the
Seattle area. Core prices, which exclude food and energy, were
up 3.3% in Seattle compared to 2.3% for the nation. The higher
Seattle inflation is due to more rapid growth in shelter costs.
During the year, shelter costs in Seattle rose 6.1% compared to
3.4% for the nation. With shelter excluded, Seattle inflation was
the same as the U.S. city average at 0.0% over the year.

Washington State Forecast

The new
national
forecast is
very similar to
the forecast
adopted in
June
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The September Washington State forecast is based on a new
national forecast that is very similar to the forecast adopted in
June. The new national forecast reflects the impact of the annual
revision to the national income and product accounts (NIPA)
which raised the level of real GDP in 2015 by 0.3%. However,
the forecast for this year’s growth was revised down from 1.8%
to 1.5% with the result that the level of GDP in 2016 is virtually
unchanged. Similarly, the NIPA revision also raised the level of
real personal income in 2015 by 0.6% but the forecast for growth
in 2016 was revised down from 2.7% to 2.2%, almost exactly
offsetting the historical revision. Real personal income does grow
slightly faster from 2017 through 2021 than expected in June due
to a slightly lower inflation forecast. The new forecast for GDP
growth in 2017 through 2021 is also virtually unchanged since
June. Real personal income ends up 0.3% higher in 2021 than
expected in the June forecast but the implicit price deflator for
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personal consumption expenditures is 0.4% lower. As a result,
nominal personal income ends up just 0.1% lower in 2021. The
employment forecast is also essentially unchanged since the June
forecast. These relatively minor revisions in the national forecast
feed through to the state economic forecast.

Overall, our forecast for Washington State is stronger than we
expected in June mainly as a result of higher employment and
income. Washington employment growth in 2015 was 2.8%
which was the highest rate since 2006. Washington employment
is expected to grow 2.8% this year as well, better than the 2.4%
growth rate in the June forecast. We expect employment growth
to average 1.3% per year in 2017 through 2021, which is the
same rate assumed in June. Our forecast for nominal personal
income growth this year is 4.8%, up sharply from 4.1% in the
June forecast. Our new forecast for nominal personal income
growth in 2017 through 2021 averages 4.9% per year, down
slightly from the June forecast of 5.0%. We expect total housing
units authorized by building permits to rise 1.5% this year to
41,000 units which is close to the 40,600 units in the June
forecast. We expect permits to average 43,800 during the
remainder of the forecast, which is also very close to the 43,900
expected in June. The forecast for Seattle area inflation is also
very similar to the June forecast. We expect the all-items Seattle
CPI to rise 2.3% this year compared to 2.2% in the June
forecast. As in June, we expect Seattle area inflation to average
2.3% per year in 2017 through 2021.

Washington Payroll Employment
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Washington employment growth in 2015 was 2.8% which was
the highest rate since 2006. Washington employment is expected
to grow 2.8% this year as well, better than the 2.4% growth rate
in the June forecast. The higher projected growth this year is
based on revisions to historical growth and stronger actual
employment growth through August 2016. We expect the
employment growth rate to slow in the coming years as the
economy approaches full employment. Employment growth will
also be constrained by baby boomers leaving the work force,
further reducing labor force growth. We expect 1.6%
employment growth in 2017, 1.4% growth in 2018, 1.3% in
2019, 1.2% growth in 2020, and 1.0% growth in 2021. We
expect employment growth to average 1.3% per year in 2017
through 2021 which is the same rate assumed in June.

Aerospace employment has been gradually declining since a
cyclical peak in 2013. In June we incorporated Boeing'’s stated
intention to reduce its commercial airplane division employment
by 4,000 by the middle of the year which we assumed would be
by July. The actual decline, as of August, was still much smaller
than this announcement implied. In the September forecast we
have retained the overall decline implied by the announcement

30



The software
employment
forecast is
higher

Nonresidential
construction is
expected to
slow

Retail trade
employment
is benefitting
from strong
growth in
electronic
shopping

Employment
services is a
leading
indicator

Chapter 2

but have spread it over the remaining four months of 2016. In
2017 through 2019 we expect a more gradual decline in
aerospace employment similar to the assumption made in June.
We project no change in aerospace employment in the final two
years of the forecast. On an annual average basis we expect
aerospace employment to decline 4.1% in 2016, 6.3% in 2017,
2.2% in 2018, 2.0% in 2019, and 0.8% in 2020 with no change
in 2021.

Software employment grew only 0.7% in 2015 after absorbing a
series of Microsoft layoffs during the latter part of 2014. We
expect growth to rebound to 5.7% in 2016 on data revisions and
strong monthly hiring through August 2016. We expect more
moderate growth through the remainder of the forecast. Software
employment is expected to grow 2.4% in 2017, 0.8% in 2018,
1.0% in 2019 and 2020, and 1.1% in 2021.

Construction employment growth surged in the first quarter of
2016 but has slowed down in recent months. Our forecast for
growth in 2016 is now 5.7%, up slightly from the 5.6% rate
expected in the June forecast. We expect much slower growth
next year, particularly in nonresidential construction.
Construction employment is expected to slow to 1.6% in 2017
before picking up to 4.3% in 2018, 2.7% in 2019, 1.5% in 2020,
and 1.1% in 2021. Even after ten years of growth, construction
employment will still be 4,700 below its previous peak at the end
of 2021.

Washington retail trade employment growth has been much
stronger than the national average during the last four years
thanks largely to our outsized and rapidly growing electronic
shopping sector. Retail trade employment grew at an average
rate of 3.2% per year between 2011 and 2015 compared to 1.6%
for the U.S. as a whole. Without the electronic shopping sector,
which added an estimated 17,600 jobs in the four-year period,
Washington retail trade employment would have grown at a
2.0% average annual rate. Even in Washington, retail
employment growth is expected to slow due to technology and
slower overall economic growth. Retail trade employment growth
is expected to slow to 3.2% this year, 1.9% in 2017, 0.5% per
year in 2018 and 2019, and 0.1% per year in 2020 and 2021.

Early in recoveries, employment services, which is mainly
temporary help services, tends to grow rapidly. As businesses
gauge whether the increase in demand will continue, they
typically hire temporary staff before they hire permanent
employees. The converse is true late in expansions. It is less
expensive to reduce temporary help than permanent employees
and employers may be reluctant to cut back until they are sure
the decline in demand is permanent. Employment services
employment may have peaked for this cycle. Employment
services employment reached 52,900 in January 2016 but
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declined 2,600 by August (see Figure 2.4). It should be noted
that most of the decline is in recent months and is subject to
revision, but this is an indicator to watch.

Figure 2.4: Employment Services Employment
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Source: Washington State Employment Security, ERFC; data through August
2016
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In June, the Bureau of Economic Analysis released estimates for
state personal income through the first quarter of 2016. We have
incorporated the new BEA estimates as well as additional
Washington Quarterly Census of Employment and Wages
(QCEW) and other wage data also through the first quarter. Our
current estimate of Washington personal income in the first
quarter of 2016 is $380.6 billion, which is $3.5 billion (0.9%)
higher than assumed in the June forecast. Wages and salaries
were $4.5 billion higher than believed in June but other sources
of personal income were $1.0 billion lower.

Our forecast for nominal personal income growth this year is
4.8%, up sharply from 4.1% in the June forecast (see Figure
2.5). The higher growth this year is mainly due to the QCEW
data for the first quarter which indicates that wages are higher
than previously believed. Our new forecast for nominal personal
income growth in 2017 through 2021 averages 4.9% per year,
down slightly from the June forecast of 5.0%. On an annual
basis, we expect personal income to grow 4.4% in 2017, 5.0% in
2018, 5.2% in 2019, 5.1% in 2020, and 4.9% in 2021.
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After 2016, Figure 2.5: Washington Personal Income Forecast
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Washington Building Permits

Multi-family housing recovered from a low of only 4,000 units in

We expect

single-family 2009 to 20,600 in 2015. We believe 2015 was the peak in multi-

construction family construction in this cycle and that permits will decline to

to continue 15,500 by 2021. The recovery in single-family construction has

to strengthen been less robust, from 13,000 units in 2009 to 19,800 in 2015.
We expect single-family construction to continue to strengthen
with the number of units rising to 22,600 this year and 28,500 by
2021. Unlike the national housing construction, overall
Washington housing construction has largely recovered since the
recession (see Figure 2.6). We expect total housing units
authorized by building permits to rise 1.5% this year to 41,000
units, 3.1% to 42,300 units in 2017, 4.4% to 44,100 units in

Washington Figure 2.6: Housing Construction Comparison
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2018, and 0.7% to 44,400 units in 2019. We expect no change in
total permits in 2020 and a 0.9% decline to 44,000 in 2021.

Seattle Consumer Price Index
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Rents are
driving
Seattle core
inflation
higher

The outlook for Seattle area inflation is essentially the same as in
June. While energy costs have risen since earlier this year, they
are still down compared to last year. While the over-the-year
decline in energy costs will reduce inflation in 2016, rising energy
costs will add to inflation in 2017 through 2021. We expect the
Seattle CPI to rise 2.3% this year, 2.5% in 2017, 2.1% in 2018,
2.2% in 2019, 2.3% in 2020, and 2.4% in 2021.

Core inflation (excluding food and energy) in Seattle was 2.6% in
2015 while national core inflation was 1.8%. The reason for the
difference was shelter costs which were rising much faster in
Seattle. Recent data show that shelter costs continue to rise
much faster in Seattle than in the U.S. city average. Inflation
data so far this year indicate core inflation will rise this year to
2.2% nationally and 3.0% in the Seattle area. We expect core
inflation in Seattle will moderate as shelter costs stabilize. Our
forecast for core Seattle inflation is 2.4% in 2017, 2.0% in 2018,
2.1% in 2019, 2.2% in 2020, and 2.3% in 2021.

Table 2.1 provides a fiscal year summary of the state economic
indicators. For calendar year tables, see the appendix.
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In accordance with state law, the Washington State Economic
and Revenue Forecast Council adopted a forecast based on
optimistic assumptions and a forecast based on pessimistic
assumptions.

Optimistic

In the optimistic scenario, real GDP grows faster than the
baseline throughout the forecast period as an explosion of new
technologies encourages more investment, leading to stronger
productivity growth. With higher business investment increasing
productivity, wage gains accelerate. A tightening labor market
gives wages an extra boost, however, causing inflation to pick
up. With a stronger outlook, both consumer and business
confidence improve, and the stock market sees strong gains.
Thanks to healthy income gains and increased household
formation, consumer spending and housing continue to fuel
growth. Housing starts climb rapidly and real consumer spending
growth accelerates. Meanwhile, economic conditions in the rest of
the world begin to improve with the help of struct