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SUBJECT:
A briefing on the local and national economy and implications for King County and the 2008 and 2009 budgets.
BRIEFING:
Introduction

Recent news from the Executive and the Office of Management and Budget has warned of deteriorating economic conditions that are having significant adverse impacts on County finances.  This briefing centers on three areas of the economy that generate a significant portion of the revenues for various funds:

· Retail sales

· Investment earnings

· Real estate, including construction

In addition, this report summarizes the recent action taken by the federal government with regard to Fannie Mae and Freddie Mac and the possible implications of that action on the national economy.  And, basic information is provided on the sale of Merrill Lynch to Bank of America and the troubles of Lehman Brothers.
Retail Sales

King County Sales Taxes:

Retail sales in King County generate sales taxes that three County funds rely on as major revenue sources.  The County’s current expense (general fund) receives sales taxes from a 1% local sales tax levied in unincorporated King County plus 15% of the local 1% sales tax levied in King County cities.  In addition, the current expense fund receives sales taxes from a County-wide 1/10% sales tax that is dedicated to criminal justice.  This criminal justice sales tax is shared with all cities in the County with King County receiving 10% of the total plus a proportionate share of the other 90% based on population.
King County Transit receives sales tax from a 9/10% County-wide tax.  Of this 9/10%, 8/10% is for Transit general purposes and 1/10% is for Transit Now.  The Mental Illness and Drug Dependency (MIDD) fund receives sales tax from a 1/10% County-wide tax.

Sales taxes account for about 18% of total general fund revenues, about 61% of Transit revenues and nearly 100% of MIDD revenues.

Projecting Retail Sales:

In the state of Washington, the retail sales tax does not apply to food, prescription drugs, gasoline and some types of personal or professional services.  In the Puget Sound region, retail sales account for nearly one-half of total consumer expenditures and the course of consumer spending often determines the fate of the economy.
  Retail sales are therefore a good indicator of the health of the economy.

There are several factors that affect the total amount of retail sales and the total amount of sales taxes generated by those sales.  The following section explores the impacts of the following factors:

· Employment Growth

· Inflation

· Unemployment

· Housing
In their quarterly report, The Puget Sound Economic Forecaster, Dick Conway and Doug Pedersen review and project many economic indicators.  In the June 2008 issue, they noted that employment growth in Puget Sound has declined steadily from 2.9% in the second quarter of 2007 to 2.1% in the first quarter of 2008, an “unhealthy trend.”  A sector to watch, they said, is construction.  This sector accounted for one-fifth of the gain over 2003-07 but appeared to be ready to eliminate 5,000-10,000 jobs in 2008.  This is what happened during the last recession.
The huge run-up in the price of oil over at least the past twelve months and the increases we are seeing in food costs are other factors that influence retail sales/sales taxes.
 The overall rate of inflation for the Seattle area, as measured by the consumer price index, is likely to be around 5.1% for 2008.  Consumers have had to devote more of their income to food and gasoline compared to this time last year.  And, they are then paying more for all other purchases due to higher inflation.  Since neither food nor gas are subject to sales taxes, this trend has had a dampening effect on sales tax collections.  In order to have the cash to spend on food/gas, consumers have cut back on durable goods purchases, such as furniture, appliances, automobiles, and electronics.
Unemployment also impacts retail sales/sales taxes because unemployed persons have less to spend.  Unemployment in the Puget Sound region is expected to increase from 3.9% in the fourth quarter of 2007 to about 4.5% in the fourth quarter of 2008
.  These projections could be low due to a recent development.  The Boeing machinist strike, if it lasts long enough, would likely lead to layoffs at companies in the region who are suppliers to Boeing.  In turn, Boeing’s airplane delivery rate will drop.  Conway Pederson noted in their June report that drops in airplane deliveries by Boeing coincided with higher average unemployment rates going back as far as 1970.

What has been referred to as the housing correction is having a strong negative impact on retail sales.  In their June report, Conway and Pederson forecast that housing permits would drop from an annualized 24,600 in the fourth quarter of 2007 to 17,300 in the fourth quarter of 2008.  Their outlook was for some recovery in 2009 to about 19,000.  Not only does this slowing down affect sales taxes through lower sales of building materials, there is an accompanying decline in furnishings and fixtures.  They, Conway and Pederson, are likely to adjust not only their 2008 estimate but 2009 as well when they issue their September report.  Both adjustments will be downward.
The overall impact of the above factors is for a decline in retail sales and a decline in sales taxes.  At the Operating Budget, Fiscal Management and Select Issues Committee meeting last week, the Office of Management and Budget presented details of their sales tax forecast.   Here is their updated growth forecast.
	
	August 2007
	August 2008

	
	Annual Growth
	Cumulative From 2008
	Annual Growth
	Cumulative From 2008

	2007
	7.0%
	
	8.3%
	

	2008
	6.4%
	6.4%
	1.0%
	1.0%

	2009
	6.3%
	13.1%
	1.5%
	2.5%

	2010
	5.9%
	19.7%
	4.1%
	6.7%

	2011
	5.7%
	26.5%
	5.7%
	12.7%

	2012
	5.5%
	33.5%
	5.7%
	19.2%

	2013
	5.3%
	40.6%
	5.7%
	26.0%

	2014
	5.3%
	48.0%
	5.7%
	33.1%


Note that the August 2008 forecast is for 1% growth in sales taxes in 2008 compared to 2007.  The forecast one year ago was 6.4%.  They remain very pessimistic into 2009 with a forecast of 1.5% growth.  By comparison, for the Puget Sound region, Conway Pederson expects retails sales to increase at roughly 5% in both the second and third quarters, spurred in part by the federal government’s economic stimulus package.  They believe the growth rate will drop to about 1% in the fourth quarter.  They conclude that the rate for the year will be 1.5%.  These estimates appear to be slightly more optimistic than those of OMB.  However, keep in mind that their forecast is for the entire Puget Sound region while OMB forecasts only for King County.  
The General Fund sales tax revenue estimate for 2007 was $99.2 million while actual collections amounted to $106.1 million.  The estimate on which the 2008 budget was adopted was $108.9 million.  Based on 1% growth over the 2007 budget, 2008 taxes would amount to $100.2 million.  Compared to the 2007 actual, 2008 at 1% growth would yield $107.2 million.  OMB has indicated that 2008’s collections would fall $4.7 million short of the budgeted amount.  If that is the case, not only would 2008 collections be below budget but would also be less than collections in 2007.  It is not clear how the 1% growth forecast translates into a dollar amount of revenue.

The overall conclusion, based on what we know now, is that sales tax growth in 2008 will be minimal and significantly lower than the estimate on which the 2008 budget was based.  Sale tax growth will continue to be flat in 2009.
Investment Earnings
One year ago, the King County Investment Pool’s average rate of return was 5.21%.   In the August 2008 report on the investment pool, the average rate of return was 2.88%.  The second quarter budget report shows that actual 2007 earnings for the Current Expense Fund amounted to a net of $11.9 million.  OMB’s revised forecast as reflected in that report is for interest earnings of $7.2 million compared to the original estimate for 2008 of $16 million.
The financial markets continue to be in turmoil.  The investment pool is invested at 75% in securities maturing in one-year or less (about $3.1 billion out of total investments of about $4.1 billion).  These investments are yielding from a low of 2.13% to a high of 2.72%.  Longer term investments (2 to 5 years) are yielding over 5% but these account for only 13.7% of the total pool or about $568 million.  The amount invested at the higher yields is just enough to bring the average yield to the 2.88% noted above.

Some industry analysts believe that the Federal Reserve should increase rates in order to stimulate the investment markets while others believe the opposite.  For the near term, the County is not likely to see much of an increase; in fact, yields could go lower.

Commercial paper investments, the category in which the impaired investments
 fall, have been curtailed by the County.  This category tended to produce somewhat higher returns than other short-term securities.  Without commercial paper, short-term investments are being made in federal agency obligations (Fannie Mae, Freddie Mac, and the Federal Home Loan Bank).  (See the section on Fannie Mae and Freddie Mac later in this report.)  These investments are not considered to be at risk at this time due to the federal bailout of Fannie and Freddie.  The looming losses will be to equity investors rather than creditors.  King County is a creditor.
The new lower estimate combined with lower fees for the investment pool create about $9.5 million of OMB’s projected 2008 revenue shortfall.

Real Estate and Construction

Real estate transactions and new construction are important to the County’s finances in several ways.  First, real estate transactions generate real estate excise taxes.  The County levies two ¼ percent real estate excise taxes, referred to typically as REET 1 and REET 2.  These taxes are restricted by State law to capital expenditures and within certain parameters.
REET 1 is used to “meet the capital needs” of unincorporated King County. Revenues may be used to fund a variety of capital projects. However, in practice, REET 1 revenues are used to fund planning, acquisition and development of parks and recreation facilities in the unincorporated area.  REET 2 is limited by Ordinance 10455 to funding park planning, repair and construction (not for acquisition) in unincorporated King County and in cities as long as the project benefits unincorporated area residents.
The problems with the credit markets have limited mortgage availability.  Major mortgage lenders, such as Washington Mutual, are experiencing significant financial problems.  Countrywide Financial, the nation’s largest mortgage lender, was taken over by Bank of America.  Even though real estate prices have come down, the volume of sales is still low compared to last year.  Fewer transactions at lower prices lead to lower REET collections.
Construction aids the County in at least two ways.  First, the purchase and construction of new commercial and residential structures as well as infrastructure produces sales taxes.  Second, the County’s property tax levies are boosted by the value of new construction added to the tax rolls.

Under the State property tax system, King County like other taxing districts is limited to a levy increase of 1% over the prior year plus the amount of property tax produced by multiplying the prior year’s levy rate times the value of the new construction added to the property tax rolls.  As residential and commercial construction has slowed, less value is being added; this will lead to a lower property tax levy in 2009 and beyond than had previously been expected.  Last year, OMB estimated that new construction would amount to 2.01% for 2009.  With the 1% limit plus 2.01% for new construction, it was expected that the 2009 levy would be 3.01% higher than 2008, about $11.9 million.  An updated estimate for 2009 will be provided as part of the budget submission in October.  Until then, it is safe to assume that new construction next year will be less than the 2008 budget estimate.
Fannie Mae and Freddie Mac

Both Fannie Mae and Freddie Mac are government “sponsored” home loan banks.  Fannie Mae (short for Federal National Mortgage Association) was created by the federal government in 1938 to guarantee mortgage loans made by private banks.  Fannie Mae was a federal government agency at that time and remained so until 1968.  It then became a private institution with a Congressional charter.

In 1970, Freddie Mac (short for Federal Home Loan Mortgage Corporation) was created by the federal government, also with a Congressional charter.  This second basically identical agency was created because Fannie Mae was becoming too large. 

Fannie Mae and Freddie Mac are privately owned, not government owned.  Their capital is provided by individual stockholders.  They issue bonds just like other corporations.  They also package some of the mortgages to create marketable securities known as mortgage backed securities or MBS.  Their main business is to buy mortgages from private banks.  The federal charter amounts to an implicit guarantee that the federal government would not allow these institutions to fail.   

On September 7, 2008 the government announced that Fannie Mae and Freddie Mac were being placed into conservatorship.  Speculation about what this means and what the results might be is getting into full swing.  Both the short and long term results are unknown of course.  Following is a brief summary of what we do know.
First, the federal government by this action is taking an equity (ownership) position in the two companies.  This is being accomplished by Fannie Mae and Freddie Mac issuing a new class of preferred stock to the tune of $1 billion each.  This preferred stock will be owned by the US government and will carry a guaranteed ten percent rate of return.  This stock will be senior to all current stock, both preferred and common.  

Second, the government intends to “infuse” up to $100 billion in each institution to further the institutions’ mission of purchasing mortgages.  Both Fannie Mae and Freddie Mac have sustained significant losses in two major ways.  First, they have had to make good on the MBS that they sold because they guaranteed these securities against loss.  As the mortgages packaged into the MBS have suffered significant losses due to defaults and foreclosures, the mortgage payments have dried up and Fannie Mae and Freddie Mac have had to step in and pay.  Second, for the mortgages that they have held in their own portfolios that are non-performing, they have had to set aside reserves.  The act of setting aside these reserves has meant that Fannie Mae and Freddie Mac have had less money to purchase additional mortgages from the private banks.  Thus, the private mortgage lenders have had to curtain their mortgage activities.
The government infusion of capital is designed to put Fannie Mae and Freddie Mac back in business.

The underlying problem appears to have come primarily from the private banks and their lending practices.  Fannie Mae and Freddie Mac did not impose on the private banks the normal guidelines that the banks would have to follow in order to have Fannie Mae and Freddie Mac buy the mortgages.  These private banks earn their profits not from the interest payments made by the mortgagees but from fees and commissions they charge for making the loans in the first place.  These banks knew that Fannie Mae and Freddie Mac would have to buy the mortgages up to the government-set cap of $417,000.

The lenders, in order to generate their fees and commissions, relaxed their requirements for making the mortgages.  This relaxation took the form of not requiring borrowers to submit all of the information that would be prudent or by making loans to borrowers who would not normally qualify on, for example, an income test.  Real estate prices were going up and lenders were offering adjustable rates that would start out low and would adjust higher typically in three years.  As long as the economy was good, employment was strong and real estate prices were escalating, the lenders rationalized that borrowers would realize equity gains simply from real estate appreciation.  At the time of adjustment, their homes would be worth more and they would thus be able to refinance to an affordable mortgage payment even if the new fixed rate would be higher than their initial rate.
Everyone pretty well knows what happened.  The economy slowed down, the cost of living in terms of certain necessities went up, the real estate market plummeted, and real estate values fell.  Thousands of homeowners faced with adjustment of their mortgages found that they could not refinance because they had not made equity gains.  In fact, many found that their homes were now worth less than what they had paid.  Without the ability to refinance, they were faced with two options:  sell or default.  The sell option was problematic because they had little equity and the market was soft.  If they could find a buyer, the price they could command would likely not cover what they owed.
Henry Paulson, Secretary of the Treasury, in announcing the “takeover” of Fannie Mae and Freddie Mac, said that there were three objectives for the federal government in this circumstance.

· Market stability 

· Mortgage availability 

· Taxpayer protection

Other options such as simply taking an equity position in Fannie Mae and Freddie Mac without a change in the structure of the companies would not accomplish these three objectives.  

The actions taken by the three agencies, Treasury, the Federal Housing Finance Agency
, and the Federal Reserve, are as follows:
· To promote stability in the secondary mortgage market and lower the cost of funding, Fannie Mae and Freddie Mac (the government sponsored enterprises or GSEs) will modestly increase their MBS portfolios through the end of 2009.  In 2010, they will begin to gradually reduce their portfolios at 10% per year.  This will lower their risk to an acceptable level.

· Treasury and FHFA will establish the aforementioned preferred stock program.  This will assure that the GSEs maintain a positive net worth.  This will lead to additional confidence for GSE debt holders, both senior and subordinated by providing additional security and clarity.
  This preferred stock will be issued to the federal government only as needed.  The guaranteed return of 10% and the positioning of this stock as senior to all other equity will protect the American taxpayers by putting current shareholders of both common and preferred stock in position to absorb losses before the government.
· A new secured credit facility will be created which will be available to the GSEs.  In lay terms, the US Treasury/Federal Reserve will provide a source of liquidity to the GSEs.  This will guarantee that the GSEs will have access to the cash they need to operate and meet their obligations, supplementing their current credit facilities of bonds and MBS.  Another aspect of the GSEs difficulties has been an increase in the interest rate they have had to pay on bonds that they issue.  This has led to a narrowing of the spread between the interest rates they receive on the mortgages they hold and what they have to pay to borrow.  This narrowing has further reduced their profits.  While Paulson did not say so, presumably this credit would be at a rate sufficiently below what the GSEs are having to pay in the market that the rate spread would be widened enough to allow for profitability for the GSEs.
· To further support the availability of mortgage financing for millions of Americans, the Treasury will initiate a temporary program under which it will purchase GSE MBS.  This will complement the first step identified above whereby the GSEs will over the next fifteen months increase the MBS that they offer to the investment community.

The jury is out on how these actions will play out.  Fundamentally, this strategy was developed by the top officials of the government’s financial institutions.  They believe this approach is the best from the standpoint of achieving the objectives noted earlier.  What is likely is that Fannie Mae and Freddie Mac will be forever changed from their status prior to September 7 as government sponsored enterprises.  Instead, we may see a return to the condition that existed prior to 1968 where these two entities are federal government agencies rather than private enterprises.  The ambiguity in the Congressional charters of the two, as noted by Paulson, will be jettisoned.    For years this ambiguity has led investors around the world to view investments in Fannie Mae and Freddie Mac as being virtually risk-free.  In the future, the safety of investments in the two will be explicit rather than implied.

As Paulson noted, there will be differences of opinion about the role of the federal government in supporting housing.  The federal government already supports housing through such facilities as the income tax deduction for home mortgage interest and the tax free status of capital gains from sales of personal residences.  Paulson says, however, that there are ways to structure these entities in order to address market stability, limit the systemic risk that they have faced, and limit the conflict of purposes of the agencies where they are trying to serve the interests of their owners while at the same time serving the interests of the taxpayers.  He believes “we will make a grave error if we don’t use this time out to permanently address the structural issues presented by the GSEs.”

Merrill Lynch and Lehman Brothers
Merrill Lynch has offices all over the United States and an army of brokers – some 17,000 - serving all types of investors from individuals to large institutions.  Lehman Brothers on the other hand serves only the very largest customers.  On Sunday, a global consortium of banks, working with government officials, announced that a pool of funds amounting to $70 billion would be amassed to lend to troubled financial companies.  Presumably, Lehman Brothers will be at the top of the list.  Meanwhile, Merrill Lynch agreed to sell itself to Bank of America for $50 billion.
Bank of America will take over the Merrill Lynch army of brokers and will operate as Merrill Lynch Wealth Management.  Combined with Bank of America’s earlier buyout of Countrywide Financial, Bank of America will become the biggest brokerage house and consumer banking franchise in the country.
Lehman, on the other hand, was unable to find a buyer.  And, the government over the weekend said that it would not bail out Lehman.  Barclays, the large British bank, backed out of takeover talks.

What does this mean for the economy and investors?  First, for equity investors in Lehman Brothers, it is very bad news.  As happened last week for investors in Fannie Mae and Freddie Mac, share prices tumbled.  Lehman reached a 52-week high of $67.73 on November 14, 2007.  Today (September 15), it was trading for as little as 15¢.
Eleven banks have failed since August 2007, the largest being IndymacBank of Pasadena, California.  Indymac had assets of $32 billion.  The cost of the failure to the Federal Deposit Insurance Corporation (FDIC) will range from $4 to $8 billion.  When a giant like Lehman declares bankruptcy, the natural progression is to expect more bank failures.  King County should be reviewing its portfolio for investments in any institutions that could be on shaky ground.  The County Investment Pool does not hold any securities from Lehman Brothers, Merrill Lynch or Washington Mutual.  The pool was invested in certificates of deposit in Bank of America, U.S. Bank, Washington Federal Savings and Loan, Sterling Savings Bank and Homestreet Bank.
At November 30, 2007 Lehman reported total assets of $689 billion, total liabilities of $666 billion, and a net worth of $23 billion.  It is unlikely that all creditors will get paid in full, considering that it is those bad mortgages and real estate holdings, counted by Lehman as assets, which are bringing them down in the first place.
The outlook with regard to Merrill is much better.  The deal with Bank of America will not close until the first quarter of 2009 and is subject to various government approvals.  For equity investors in Merrill Lynch, the stock was up at the close of trading today by about 8.6%, closing at $18.51.  Bank of America stock on the other hand tumbled by 20.4% to $26.85 per share.  These are likely short term changes and both will likely even out.  For creditors, Merrill should continue to be a relatively safe investment.
Going forward, it is difficult to predict how this will all look a few weeks, a few months or a few years from now.  Just when it looked like things couldn’t’ get worse, they got worse.  Extreme caution is likely the best course of action in the short term because there are too many unknowns.
INVITED:

· Bob Cowan, Director, Office of Management and Budget

· Hall Walker, Chief Economist, Office of Management and Budget

ATTACHMENTS:


None
� Conway Pederson Economics, Inc. September 2008


� Oil-price.net reported the price of oil at $94.12 today, down from a high of $146.50.


� The Puget Sound Economic Forecaster, June 2008.


� It should be noted, however, that the Conway Pederson data was for 5-year periods of time and the low levels of airplane deliveries and consequence high unemployment rates likely were due to more fundamental factors such as periods of recession or economic stagnation.


� Clarification from OMB was requested but not received in time for this report.


� Beginning in August 2007, four Pool investments in Structured Investment Vehicles became impaired when they were unable to pay off securities at their maturity date.  The County continues to participate in efforts to restructure two of the four while having realized about 61¢ on the dollar on the two that have already been restructured.


� Mortgages above $417,000 are called “jumbo” mortgages and are not purchased by Fannie Mae or Freddie Mac.  Other institutions such as insurance companies and banks purchase jumbo mortgages from the mortgage lender.  Temporary rules are in place in 2008 that allow for a higher threshold in certain circumstances.


� The Federal Housing Finance Agency is a new regulatory body created by the federal government in response to the mortgage crisis.


� The King County Investment Pool is a senior debt holder of both Fannie Mae and Freddie Mac in the approximate amount of $1.77 billion.
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