2018 Strategic Financial Plan Economic Forecast

Economic Forecast

Introduction - General Economy

The 2018 Strategic Financial Plan economic forecast is informed primarily by research
shared by Chapman University, California State University Fullerton, and University of
California Los Angeles (UCLA). In this brief overview, a sampling of key economic
indicators impacting Orange County are reviewed; they include: gross domestic product,
consumer price index, consumer confidence, personal income, employment, housing,
and taxable sales.

While the United States economy has continually improved since the end of the Great
Recession in late 2009, Gross Domestic Product (GDP) growth is anticipated to slow from
3.1% this year to 1.9% and 1.0% in 2019 and 2020, respectively, based on the September
2018 UCLA Anderson Forecast. The forecast also projects that the unemployment rate
will drop to 3.5% in the beginning of 2019 and then steadily increase to approximately 4%
in 2020; inflation, as measured by the Consumer Price Index (CPI), will remain flat at
2.6% in 2019 and increase to 2.8% in 2020; and the federal funds rate will reach 3.3% to
3.5% by the end of 2019 or beginning of 2020. In the near-term, the economy displays
strength in consumption, investment, and defense with housing lagging. However, in light
of an economy that is performing at full employment and enjoying the benefits of spending
increases and the Tax Cuts and Jobs Act (2017 tax act), UCLA forecasts that this growth
is not sustainable and is assumed to decline to a near recession level of 1% growth in
2020.

Consumer sentiment, also known as consumer confidence, is a statistical measurement
and an indicator of consumers’ perceived overall health of the economy. Both the
University of Michigan and the Conference Board survey consumers and report findings
about their expected level of spending. Survey results are used by news and investment
outlets to report on economic conditions. October updates from these sources suggest a
mixed outlook. The University of Michigan’s preliminary October 2018 results note that
the Index of Consumer Sentiment declined slightly from 98.3 in second quarter to 98.1 in
third quarter 2018. The same survey indicates a month-over-month drop from 100.1 in
September 2018 to 99 in October 2018. The decrease is attributable to consumers’ less
than favorable evaluations of their personal finances. On the other hand, the Conference
Board’s Consumer Confidence Index reflects an increase to 137.9 in October 2018, a
gain of 12 points year-over-year and 2.6 points from the prior month; the October index
stands at levels last observed in September 2000. Consumers assess current conditions
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favorably due to strong job gains and anticipate continued economic growth in the near-
term.

The Federal Reserve Board, as of September 2018, expects that “further gradual
increases in the target range for the federal funds rate will be consistent with sustained
expansion of economic activity, strong labor market conditions, and inflation.” Key
economic indicators reflect low unemployment, and strong gains in jobs, household
spending, and business fixed investment.

National Economy

The Congressional Budget Office (CBO) in its September 2018 Monthly Budget Review
estimates that the fiscal year 2018 federal budget deficit is $782 billion, an increase of
$116 billion from fiscal year 2017. Viewed as a percentage of the national GDP, the deficit
is projected to rise from 3.5% in 2017 to approximately 3.9% in 2018. The major sources
of government revenues, individual income taxes and social insurance taxes, is
anticipated to increase by 4% in 2018. Total federal outlays are assumed to increase by
3%.

Based on the CBO September 2018 Monthly Budget Review, the budget deficit as a
percentage of GDP is projected to continually rise from 4.2% this year to 5.1% in 2022,
and plateau through 2025 before dropping to 4.8% in 2028. Forecasted deficits average
4.9% of GDP over the 2021-2028 period; the only time since World War Il when this was
the case was following the 2007-2009 recession. Federal deficits are attributable to tax
and spending legislation since June 2017 and reflect increased federal government
borrowing and increased lending by foreign investors to the nation. The CBO anticipates
that outlays will remain approximately 21% of GDP for the next three years, which is
greater than the 20.3% average over the last 50 years. Thereafter, the CBO predicts that
outlays will exceed the growth in the economy and rise to 23.3% of GDP by 2028.
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The CBO forecasts that the 2017 tax act and the legislation involving discretionary
spending will drive household and business spending for the next two years. The following
table provides forecasts by the CBO of key national indices.

National Indices § Annual Average
] 2019 2020 2021-2022 2023-2028

Real GDP 1 2.4% 1.7% 1.6% 1.7%
CPI 1 2.3% 2.5% 2.5% 2.4%
Unemployment 2 3.4% 3.8% 4.6% 4.8%
3-Month Treasury Bill 3 2.8% 3.1% 3.2% 2.8%
10-Year Treasury Note | 3 3.6% 3.9% 3.9% 3.7%
Deficit 4 4.6% 4.6% 5.2% 4.9%

Sources: Congressional Budget Office The Budget and Economic Outlook: 2018 to 2028, April 2018; Congressional
Budget Office An Update to the Economic Outlook: 2018 to 2028, August 2018

Notes:

1 — Fourth Quarter to Fourth Quarter, Percentage Change

2 — Fourth Quarter Level, Percent (Annual averages reflect value for last year in the range)
3 — Annual Average, Percent

4 — Gross Domestic Product, Percentage Of
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California Economy
On June 27, 2018, the Governor signed the 2018-19 State Budget, which projects total

reserves of $15.9 billion, including $2 billion in the Special Fund for Economic
Uncertainties and $13.8 billion in the Budget Stabilization Account (100% of its
constitutional target). The 2018-19 Budget Act assumes an increase in General Fund
revenues and transfers in of $3.5 billion, or 3%, over the prior year, and a fund balance
carryover of $8.5 billion. The state budget also outlines $138.7 billion in General Fund
expenditures. Overall General Fund spending is projected to grow 9%, with the majority
in health and human services and general government. The largest one-time actions
include approximately $700 million for universities, $630 million to replace the State
Capitol Annex, $500 million for emergency homeless aid block grants, and $280 million
to repay counties for debt related to repealed mandates owed for almost ten years.

Local economists at UCLA and Chapman University predict that the California economy
will experience slowing growth through 2020. The September 2018 UCLA Anderson
Forecast projects employment growth at 1.2% in 2018, 1.5% in 2019, and 0.5% in 2020
with the unemployment rate at 4.4% in 2020.

The following table provides forecasts by local economists of key state indices.

z | Chapman UCLA
California Indices 8 2018 2018 2019 2020
CPI 1 N/A 3.5% 2.9% 3.0%
Taxable Sales 1 3.1% 4.1% 3.7% 2.5%
Personal Income 1 4.9% 5.0% 6.8% 5.8%
Payroll Employment 1 2.3% 1.2% 1.5% 0.5%
Unemployment Rate 2 N/A 4.3% 4.2% 4.4%

Sources: Chapman University Economic & Business Review, June 2018; UCLA Anderson Forecast, September
2018

Notes:

1 - Percentage Change
2 — Not Percentage Change

24



2018 Strategic Financial Plan Economic Forecast

Orange County Economy

In Orange County, Chapman University forecasts that growth will continue to be
moderate. When compared to the nation, State, and surrounding counties, Orange
County economic indicators perform relatively well. Payroll employment in 2018 is
projected to increase by 2.4% for Orange County, in comparison to 2.3% for the state,
with most jobs created in the construction, professional & business, education & health,
and leisure & hospitality sectors.

Two of the County’s major funding sources are property taxes and sales taxes, which
commonly rise and fall in connection with changes in the housing sector and taxable sales
activity. Both housing and sales trends have exhibited growth since 2012. Chapman
University forecasts taxable sales to increase by 2.6% in 2018. The price for existing
single-family homes is forecasted to grow 7.1% in 2018.

Overall, Orange County economic recovery has been steady. The following table
provides trends in key local indices, followed by a discussion of the economic indicators.

g:gr?'?o?sggrtéégig:si 2014 2015 2016 2017 Fozr(()eiist
Payroll Employment 2.3% 3.2% 2.6% 2.1% 2.4%
Total Personal Income 4.9% 8.0% 4.5% 4.3% 4.9%
Taxable Sales 4.4% 2.1% 1.9% 2.4% 2.6%
Residential Permits 1.8% 2.5% 11.4% (20.9)% 16.8%
e anrtonse ven - ooy | 0% | 24 | ams | ezm | 7Tam

Source: Chapman University Economic & Business Review, June 2018

Employment — According to the California Employment Development Department, the
highest payroll employment year-over-year growth in Orange County were in the
educational & health services (3.7%), leisure & hospitality (3.0%), construction (2.0%),
and professional & business services (1.2%) sectors. As of September 2018, Orange
County’s unemployment rate was 2.8%, which remains below that of the nation at 3.7%,
the State at 4.1%, and all surrounding Southern California counties as shown in the
following table.
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The following table provides key employment indices for Orange County and surrounding
Southern California counties.

COMPARATIVE EMPLOYMENT STATISTICS
County Total Labor Force Total Employment Unemployment Rate
Los Angeles 5,168,400 4,920,700 4.8%
Orange 1,627,700 1,582,000 2.8%
Riverside 1,091,000 1,043,600 4.4%
San Bernardino 966,200 929,400 3.8%
San Diego 1,601,800 1,551,300 3.2%
Ventura 462,400 410,800 3.7%

Source: State of California Employment Development Department, September 2018 preliminary

Based on Chapman University’s June 2018 Economic & Business Review, job growth of
2.1% in Orange County has marginally surpassed the State’s 1.9%. The construction
sector generated the most new jobs, with an annual average growth of 6.9% between
2013 and 2017 in Orange County. This, combined with the robust multiplier effects that
building activity has on other employment industries, highlights the relative importance of
construction in the Orange County economy. In 2017, the County’s proportional job
growth matched or exceeded that of the State in most general categories with the
exceptions of trade, transportation and utilities; other services; and government.
Employment declined from 2016 to 2017 in only the utilities and other services sectors in
the County.
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*Reflects change between 2017 annual employment and 9-months average ending September 30, 2018.

Source: State of California Employment Development Department
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Unemployment Rate
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*Reflects 9-months average unemployment rate.

Sources: U.S. Bureau of Labor Statistics (National); State of California Employment Development Department (State
and County); Annual average for the calendar year.

Housing — Growth in the Southern California and Orange County housing sales has
slowed compared to recent post-recessionary years primarily due to higher home prices
and increasing mortgage rates. The price and rate increases have, in turn, led to further
decline in housing affordability. Nonetheless, home price growth is tempered by slower
sales and additional listings. September 2018 Southern California sales totaled 17,369
units, the lowest volume for a September since 2007. Southern California’s median home
sales price in September 2018 increased 3.6% year-over-year to $523,000, reflecting the
lowest gain in any month in approximately three years.

As reported by CoreLogic for September 2018, the median home sales price increased
by 4.2% and unit sales decreased by 23.6% year-over-year in Orange County. In
comparison to surrounding counties, Orange County exhibited the largest decrease in
unit sales year-over-year.

Residential Building Permit Valuation is an estimate of the total cost of residential building

construction. In Orange County, it is expected to increase by 17.7% in 2018 to $3.9
billion, which is higher than the 5.1% growth in 2017 (Chapman University).
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The following table provides key housing indices for the Southern California region.

COMPARATIVE HOUSING STATISTICS

Median Home Price Unit Sales Median
Household
County (as of September) (as of September) Income
2017 2018 % 2017 | 2018 % 2017
Change Change

Los Angeles | $575,000 | $595,000 | 3.5% | 6,964 | 5621 | (19.3%) | $65,006
Orange $710,000 | $740,000 | 4.2% | 3,344 | 2,555 | (23.6%) | $86,217
Riverside | $360,000 | $389,000 | 8.1% | 3,476 | 3,125 | (10.1%) | $63,944
San Bernardino | $325,000 | $330,000 | 1.5% | 2,853 | 2,385 | (16.4%) | $60,420
San Diego | $535,000 | $575,000 | 7.5% | 3,568 | 2,942 | (17.5%) | $76,207
Ventura $550,000 | $590,000 | 7.3% 895 741 | (17.2%) | $82,857

Southern
California Total $505,000 | $523,000 3.6% 21,100 | 17,369 | (17.7%) N/A

Sources: CorelLogic (Housing); U.S. Census Bureau, 2017 American Community Survey 1-Year Estimates

Real-estate owned (REO) properties consist of foreclosed real estate that lenders sell on
the open market. September 2018 REO sales accounted for 1.1% of total home sales in
Southern California, remaining flat from the prior month and dropping 1.4% year-over-
year.

Foreclosure rates are calculated by dividing total County housing units per the U.S.
Census Bureau by the total number of properties that received notices of default (new
filings, foreclosure in process, not yet recorded) within the month. The lower the second
number is in the ratio, the higher the foreclosure rate (e.g. 1 in 100 is higher than 1 in
1,000). RealtyTrac, Inc. reports that 1 in 3,094 Orange County homes received a
foreclosure filing in September 2018. Based on County of Orange Clerk-Recorder’s
Office data, 2,302 notices of default were issued and 424 trustee deeds were filed
(completed and recorded) for the first nine months of 2018, which decreased by 16.4%
and 3.2%, respectively, from the same period in 2017.

Foreclosures
Los Angeles County 1in 2,665
Orange County 1lin 3,094
Riverside County 1in 1,648
San Bernardino County 1in 1,570
San Diego County 1in 3,285
Ventura County 1in 2,476

Source: RealtyTrac, Inc., September 2018
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Taxable Sales — Taxable sales represent consumer spending transactions that are
subject to sales and use taxes. Taxable sales provide an indication of economic activity
and contribute to County funding sources such as General Purpose Revenue sales taxes
and General Fund department sources such as Public Safety Sales Tax and Realignment

Revenue. General Fund sales tax receipts typically trend with taxable sales.

After drops in 2008 and 2009, Orange County’s taxable sales increased annually from
2010 through 2017 with growth projected at 2.6% for 2018. The following table provides

annual taxable sales for Orange County.

Orange County Annual Taxable Sales
Year Taxable Sales (Billions) | % Change
2018 Forecast $65.6 2.6%
2017 $64.0 2.4%
2016 $62.5 1.9%
2015 $61.4 2.1%
2014 $60.1 4.4%
2013 $57.6 4.3%
2012 $55.2 6.8%
2011 $51.7 8.5%
2010 $47.7 4.3%
2009 $45.7 -14.7%
2008 $53.6 -6.4%

Sources: Board of Equalization for 2008-2012; Chapman University Economic & Business
Review, June 2018, for 2013-2017 and 2018 forecast

Taxable sales tend to increase when personal income increases. Chapman University’s
June 2018 Economic & Business Review forecasts a 4.9% increase in total personal

income for Orange County in 2018.
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Summary
The national, state, and local economies are expected to experience slowing growth in

the next few years. Through diligent departmental endeavors and deliberate and timely
action by the Board of Supervisors, the County is committed to continue delivering high
quality public services, leveraging limited resources for one-time projects and priorities,
and seeking creative alternatives and partnerships for expanding or establishing new
programs and services.

The County will continue to ensure that measures taken now do not create long-term,
unintended consequences. It is a County priority to judiciously plan for today and the
future in an effort to achieve the goal of enriching the lives of Orange County residents
and visitors.
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