ECONOMIC OUTLOOK

Economic Summary

As the U.S. economic expansion approaches its eighth year, it appears to be on solid and stable footing.
Thankfully, expansions do not die of old age and the current one appears to be free of imbalances so far. Most
encouragingly, it seems that the manufacturing sector is pulling through its malaise of recent years. Combined
with better-than-expected data in recent months and expectations that federal policy is likely to at least be
somewhat expansionary, the U.S. macroeconomic outlook is modestly brighter today than three months ago.
The expansion still has legs and room to run. What can drive recessions, however, are policy mistakes and/or an
event that coordinates growing pessimism in the economy. Given the large uncertainty regarding specific federal
policies, all eyes are on Washington D.C. at least until better clarity is given.

Oregon’s labor market continues to outperform the typical state, even as growth rates have slowed since last
summer. Regional job gains continue to be more than enough to keep pace with a growing population, and all
parts of the state are seeing growth. In fact, rural Oregon is adding jobs at a stronger pace than the nation
overall. While federal policy uncertainty is not weighing on the outlook today, the range of possible outcomes is
large. The most-discussed options generally fall into two camps when estimating their impact on Oregon. Some,
like tax cuts, deregulation and infrastructure spending are likely to impact Oregon to the same degree as most
states. However, others possible policies like rolling back the Medicaid expansion, worsening trade relations and
federal land policy changes are likely to have an outsized impact in Oregon relative to the typical state.

U.S. Economy

Don’t look now but as the U.S. economy approaches its eighth year of expansion, signs are pointing toward
continued growth that may even be a bit stronger. The recovery has been slow and steady for a number of
reasons including the fallout of a financial crisis, demographics and temporary headwinds. However as credit
availability improves, the working-age population grows, and temporary drags abate, the U.S. economy appears
to be on a stable and sustainable path for the time being. Economists are not yet pointing to any clear
imbalances or bubbles in the economy. The expansion still has room to run.

For economic growth, the most encouraging signals are Manufacturing Slowdown Over?
coming from business investment and of all places the Values Indexed to Dec'07 = 100
manufacturing sector. As oil prices have stabilized and 120

rebounded somewhat from their lows a year ago, 110

investment and capital expenditures for the industry

have picked up. Furthermore, the headwinds created by

the strong U.S. dollar appear to have worked their way 90
through the manufacturing industry. The dollar remains

100

Manufacturers’
New Orders for

S . . g0 .
strong, which is a risk to growth, however it has stopped Nondefense Capital
L. . . . Goods ex Aircraft

appreciating in recent months. Both overall industrial 70
production and new orders for capital goods are showing

. . - 60
signs of life after languishing for much of the past two Jan-00 Jan-05 Jan-10 Jan-15
years Latest Data: Dec'16 | Source: Census, Federal Reserve, Oregon Office of Economic Analysis

Additionally the labor market remains strong. Job growth continues to outpace population gains. Wage growth
continues to accelerate and is now approaching 3 percent annually, which is the strongest seen since the Great
Recession. As such, consumer spending remains relatively robust.
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The good news is that economic expansions do not die of old age. There is no real mathematical relationship

between the length of an expansion and the probability of falling into recession®. Typically expansions end and
recessions begin due to a mistake, or some sort of event that coordinates the growing pessimism in an economy

that is overheating, or has a growing imbalance.

Today most economists and forecasters are pointing toward potential policy mistakes at the federal level as

likely causes of the next recession. This could be monetary policy in which the Federal Reserve tightens too

quickly, thus chocking off the recovery, or tightens too late, thus allowing the economy to overheat. However, as
discussed last quarter, the uncertainty surrounding federal fiscal policy and the new administration is worrisome

from a forecasting perspective.

While there has been no real clarity on fiscal policy in recent months, admittedly the new administration has
only officially been in office for one month so far, the consensus of economic forecasters appears to have settled

on a slightly expansionary outlook. This is due to some level of tax cuts, both corporate and personal, some

loosening of regulations, and possibly increased infrastructure spending. As such, most forecasters have
increased their near term outlook a couple tenths of one percent for GDP growth and a few thousand additional
jobs per month. This represents a very modest improvement relative to recent forecasts and effectively matches

their outlook from last summer.

One reason is that the U.S. economy is somewhere near full employment today. Fiscal policy, at least in the
standard Keynesian sense, has less of a direct economic impact during strong economic periods than during
weak economic periods. This is because during recessions there are clearly many underutilized resources and
unemployed workers. Tax cuts and increased spending help put these resources to use and boost growth. In a
stronger economy, the impact of expansionary fiscal policy may be more inflationary due to the lack of

underutilized resources and fewer unemployed workers.

That said, the set of policies currently being discussed have some pros and cons and potential to impact some

industries or regions of the country more than others.

Manufacturing is one sector that may see negative impacts.
Should international relations be more than just saber-
rattling and turn into outright trade barriers, if not a trade
war, then expect the impact to be broadly felt across the
country. The biggest potential issue lies not with specific
bilateral trading patterns — the vast majority of states have
very little direct trade exposure to China or Mexico, for
example — but with global supply chains overall. In fact 20%
of all intermediate goods used in the manufacturing process
here in the U.S. are imported from abroad. It may be one
particular valve used in an appliance factory in the Midwest
or one machine used in a paper mill here in the Northwest,
but every manufacturing subsector imports some materials
or parts. To the extent that deteriorating trade relations
impact these global supply chains, then the impact will be
felt broadly across the entire economy. The disruption will
be felt immediately when firms must find new suppliers in

Share of Intermediate Goods
Imported by Manufacturers, 2014
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Petroleum and Coal

Other Transport Equipment 25.8%
Computers and Electronics 24.5%
Motor Vehicles and Parts 23.2%

Machinery 21.5%
Electrical Equipment 20.9%
Total Manufacturing | 20.3%
Primary Metals 19.4%
Apparel 18.2%
Plastics and Rubber 17.7%
Furniture 17.5%
Textiles 17.3%
Paper 15.7%
Fabricated Metals 13.9%
Chemicals 12.9%
Wood Products 11.0%
Nonmetallic Minerals 8.6%
Food, Beverage, Tobacco 8.5%

Source: BEA, Oregon Office of Economic Analysis

1 https://oregoneconomicanalysis.com/2017/01/26/expansions-dont-die-of-old-age/
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different countries or adjust their pricing structure to account for new taxes, regulations or policies. For more on
state level impacts and trading patters see State Comparisons on pg. 20.

All told the U.S. economy appears to be on solid footing today, as the expansion’s eighth birthday approaches.
That is not to say there are not ongoing economic issues, like the loss of middle-wage jobs and stagnant
household incomes. However many of these longer-run issues have shown improvements in recent years and
are likely to continue to do so until whenever the next recession comes. That said, expansions do not die of old
age and so far the current one appears to be bubble-free. While there is always a risk of recession, economic
forecasters are fairly sanguine today based on recent data.

Oregon Economic
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slowdown has matched the timing of our office’s forecasts fairly closely. While one can point to sharp
slowdowns in a few large sectors like retail and professional and business services, in addition to some
manufacturing losses, the broader story behind the slowdown is brighter. As the regional labor market becomes
tight, it is harder to find available workers. As such job gains slow as there is not a large pool of unemployed
individuals looking for work. A tight labor market, like Oregon’s today, has a few big implications for the outlook.

Oregon Employment Department, Oregon Office of Economic Analysis

First, it is great news for workers who see their wages Oregon Job Openings and Available Labor
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Currently, Oregon’s economy is experiencing all four of these stages. In fact, based on the stronger population
gains seen in recent years, and the demographics and age structure of those population gains, our office’s
estimate of the state’s full employment labor force participation rate is higher than in recent years. This means
the productive capacity of the Oregon labor force is larger in the coming years than previously assumed.
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