l. ECONOMIC FORECAST
July 2009

This edition of the National Economic Review and Forecast contains excerpts from Nigel
Gault, U.S. Economy: Current Situation: Forecast Flash, Global Insight, July 2009. This
publication summarizes Global Insight’s baseline national forecast that OEA incorporates
into the Oregon economic and revenue models. Editorial comments written by OEA staff
are enclosed in [ ]. In addition, Table N.1 provides a quick look at the annual rates.
Table N.2 provides a look at the forecast change from the last forecast. Graph N.1
provides a graphic U.S. history and forecast. A full version of Global Insight’s U.S.
Executive Summary can be found at our website.
http://www.das.state.or.us/DAS/OEA/docs/economic/nationalfull.pdf.

A. National Economic Review and Forecast

Forecast Flash

The Road to Recovery

The road to recovery will be a long one, but the first steps are being taken. We expect the
rate of contraction in GDP to have slowed in the second quarter to minus 2.1%, from
minus 5.5% in the first quarter. Absent the continuing, severe inventory adjustment,
growth would be only just below zero. In the second half of the year, the inventory cycle
will begin to turn and we expect to see GDP moving higher. But a rapid recovery is not in
prospect, after so extreme a financial shock. The unemployment rate is not likely to peak
until some time in the first half of 2010, at around 10.3%.

Transition to Growth. As is characteristic of a turning point in the economy, the
incoming indicators are a mixed bag, and it is getting harder for them to beat
expectations. Up to now, indicators have mostly pointed to an economy contracting, but
less sharply than before. As we move into the second half of the year, indicators should
increasingly point to growth. The latest manufacturing ISM report for June shows both
orders and production indicators at around the breakeven 50 mark. It also shows a very
severe contraction in inventories. This combination is setting the stage for an upturn in
manufacturing production during the third quarter, as some industries (notably
automobiles) will need to increase production to prevent inventories from running down
too far.

Consumer Spending Has Flattened Out. Consumer spending essentially moved
sideways in the second quarter, edging down an estimated 0.3% from the first quarter.
Reduced tax withholding and one-time payments to Social Security recipients have
boosted incomes, but that has gone into saving rather than spending. And rising gasoline
prices have squeezed spending power. Given reduced household wealth, debt overhangs,
and still-tight credit, it is hard to make a case for a robust consumer recovery, but we do
expect spending to gradually improve over the rest of the year as the labor market
deterioration becomes progressively less severe.
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Housing Is Bottoming Out. Most key indicators of housing activity (home sales,
housing starts and permits) are showing signs of stabilization, at least for single-family
units, based upon dramatically improved affordability—for those who can qualify for
credit. Even though there will be a delay after housing starts hit bottom until residential
construction spending starts to rise, the latter should occur by year-end.

Business Equipment Spending to Turn by Year-End. We expect second-quarter
business equipment spending to drop 12.2%, about one-third the rate of decline seen in
the first quarter. The bellwether demand indicator—nondefense capital equipment orders
excluding aircraft—appears to have stabilized. We expect equipment spending to begin
its recovery in the second half of the year.

Business Construction Spending Has a Long Way to Fall. Nonresidential construction
spending, in contrast to equipment spending, probably rose in the second quarter. But the
gains are narrowly based in oil refining and power generation, and are unsustainable. The
trend for commercial construction such as retail developments, offices, and hotels
remains downwards. Business construction spending has much further to fall.

Foreign Trade Will Become a Drag. The United States is likely to lead rather than lag
the global recovery, and we therefore expect imports to move up earlier and more sharply
than exports. Foreign trade has cushioned the U.S. downturn, but in a similar fashion we
expect it to act as a brake on the recovery, at least in its initial phases, as imports revive.

Inflation Threat Not Immediate. We think that some commaodity prices—notably oil—
have moved up in advance of the fundamentals, and see some correction as likely. But
even without such a correction, we see too much excess capacity in product markets and,
especially, in the labor market for an inflation spiral to take hold any time soon. Inflation
is a real long-term threat, and will require "exit strategies” from both monetary and fiscal
stimuli. But there is sufficient time available to plan a way out. We do not expect the
Federal Reserve to begin to raise interest rates until the second half of 2010.

—Excerpted from Nigel Gault, U.S. Economy: Current Situation: Forecast Flash, Global Insight, July 2009

Figure N.1*
Quarterly Annual

1Q09 2Q09 3Q09 4Q09 2008 2009 2010 2011 2012
Real GDP (Percent change) 55 21 0.6 11 1.1 -28 15 31 338
Federal Funds Rate (Percent) 018 0.18 0.13 0.13 193 0.16 0.24 1.70 3.34
Ten-Year Treasury Yield (Percent) 274 332 357 365 3.67 3.32 3.72 391 450
Oil Prices, WTI (Dollars/barrel) 43 60 59 60 100 55 64 73 79
Consumer Price Index (Percent change) 0.2 -10 -20 0.6 38 -06 18 24 22
Housing Starts (Millions) 053 051 0.57 062 0.90 0.56 0.87 1.29 1.56
Consumer Sentiment (Univ. of Michigan) 58 68 67 68 64 65 72 73 76
Unemployment Rate (Percent) 8.1 9.3 9.8 10.1 58 9.3 10.2 9.7 838

* Figure N.1 was taken from Nigel Gault, U.S. Economy: Current Situation: Forecast Flash, Global Insight, July 2009.
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Graph N. 1

U.S. ECONOMIC HISTORY AND FORECAST
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