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It’s Been a Challenging Year

The economy is now in recession. Although an official recession
call” has not yet been made by th
Research (anindepend ent “t hink tank” charged
cycles), there appears to be enough evidence of a broad-based decline
in economic activity as to qualify for a recession. Even the stricter
standard of two consecutive quarters of decline in real gross domestic
product (the value of economic production in the nation, adjusted for
inflation) will likely be met by the end of the year with contractions in
both the third and fourth quarters.

The decline in economic activity can be most vividly seen by job
losses posted at both the national and North Carolina levels since the
beginning of 2008 (Figure 1). Most forecasters expect the recession to
continue well into 2009 with a slow recovery afterward. The recovery
will be held back as a result of the deleveraging by households caused
by the tremendous loss of wealth (approaching $3 trillion) in the
housing and stock markets. Households will be motivated to
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Figure 1. U.S. and N.C. Employment Trends
(nonfarm employ, mils, seas.-adjusted)
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Source: U.S. Department of Commerce, Employment Security Commission of North Carolina

reduce debt and increase saving in order to rebuild net worth. Consequently,

even when job growth returns, consumer spending will increase at much slower

rates than in previous recoveries, and
economic growth.

However, as reported in the Summer 2008 edition of The North Carolina
Economic Outlogkhe recession to date in North Carolina has been milder than in
past downturns. Since the cyclical peak in North Carolina employment in January
2008, jobs through September are down by 0.7%, only slightly higher than the
national reduction of 0.6%. During a comparable period in the 2001 recession,
the North Carolina job base had shrunk by 1.9%, much higher than the 1.2% loss
in the nation. The greatest improvement has been in the slower reduction in
manufacturing jobs, down 4% in 2008 compared to an 8% loss in 2001.



Figure 2. Existing Home Sales as a Proportion of
Previous Year’s Sales
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Source: National Association of Realtors, North Carolina Association of Realtors

Other indicators suggest a softening North Carolina economy, although a
state economy that is holding up reasonably well compared to the nation. Real
(inflation-adjusted) retail sales are down 2.9% for the first six months of 2008
relative to the same period in 2007, compared to a 3.1% reduction for the nation.
Similarly, real (inflation-adjusted) total personal income in North Carolina was off
1.8% in the January through June period, but the loss was 2.1% for the nation
over the same time period.

Of course, weakness in the housing market has been the driver of the
recession. The “housing bubble” built

“housing bust” of plunging sales and we
both the nation and North Carolina there are some beginning signs of a

turnaround. In the nation, existing housing sales relative to a year earlier have



Figure 3. Annualized Percentage Change in House Price
Index, U.S. and N.C.
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risen since March and for the first time in over two years hit a level above 1 in

September 2008 (meaning sales in September 2008 were above sales in

September 2007 —see Figure 2). Such progress has not yet been made in North

Carolina, but existing home sales in September 2008 relative to sales in

September 2007 did move above 0.8, a much stronger showing than the 0.69

reading i n August. Since North Carolina’s
than the national housing market, the rebound may come later in our state.

I n terms of prices, North Carolina’s
better than the national market. Based on the OFHEO (Office of Housing
Enterprise Oversight) price index of repeat sales, average house prices in North
Carolina continued to rise through the second quarter of 2008 (the latest data
available), whereas national housing prices fell (Figure 3). A major reason is that
North Carolina housing prices didn’t de



Table 1. Annualized Increase in House Prices, North Carolina Regions

Region 2008, I 2007, 11
Asheville 3.84% 10.8%
Burlington 3.15% 0.88%
Charlotte 5.24% 8.89%
Durham 4.09% 6.48%
Fayetteville 4.97% 4.86%
Greensboro-High Point 2.81% 4.56%
Hickory 3.24% 5.95%
Raleigh-Cary 4.84% 6.81%
Norfolk (includes -0.70% 5.40%
Currituck County)

Wilmington 0.17% 7.64%
Winston-Salem 3.11% 1.88%

Source: Office of Federal Housing Enterprise Oversight

nati onal prices in 2005 and 2006.
far for North Carolina prices to drop.

In addition, housing prices have also been rising in all North Carolina
regions for which OFHEO data are available except one, the Norfolk area that
includes Currituck County in northeast North Carolina (Table 1). However,
comparing price appreciation in 2008 Il to 2007 I, the rate of increase dropped in
eight of the regions and increased in only three (Burlington, Fayetteville, and
Winston-Salem).

The Challenges Will Continue

As forecasters | ook ahead to 2009
the economy. As indicated earlier, household finances have been shocked by the
simultaneous decline in wealth and deterioration in the job market. Most think
the recession of 2008-2009 will be one of the worst in depth and duration since
World War Il. In addition to household finances needing to be mended, the
banking system must be repaired and restored. This will take time.

He n



Government anti-recessionary policies are already being fully deployed.
On the fiscal policy side, there has been one stimulus spending package, and
another is being considered. On the monetary policy side, the Federal Reserve
has been working to improve the balance sheets of financial institutions by either
purchasing non-performing securities or increasing loans to the institutions.
Recently the Federal Reserve has taken the additional important step of
dramatically increasing the money supply. The Fed decided it could do this given
the improved inflationary environment with the recent plunge in commodity
prices.

Inflation has abated, in part, due to the tremendous plunge in oil and gas
prices. While these price declines will help the economy, they have been
associated with a rise in the value of the dollar. The higher valued dollar,
although good for domestic inflation, importers, and foreign travelers, will
adversely impact the sale of U.S. exports in foreign markets. The increase in
export sales has been one of the few bright parts of the recent economy, and any
slowdown in exports will partly counteract the positive impacts of lower oil and
gas prices.

What will it take for the economy to recover from the recession?
Fundamentally, consumer and business confidence about the economic future
must return. In the current environment, such an improvement would result
from a reduction in the excess inventory of unsold homes and a stabilization of
home prices. So-cal | ed “contrarians are al so cr
These are investors who perceive “barga
environment and purchase assets, thereby providing price stability and enhanced
confidence about the economic future.

However, our current forecasts reflect the expectation that positive trends
intheeconomywon’t return i n thesesndyalfof2009cnt wa
the national level, the first two quarters of 2009 are expected to register a
contraction in the broadest measure of economic activity —real Gross Domestic
Product. In the third and fourth quarters, only modest improvements in real
Gross Domestic Product are likely to occur. But because the labor market is a
lagging indicator, the total number of jobs will decrease and the unemployment
rate will increase for the entire year.



Forecasts

This section presents forecasts for the upcoming year for the state as well
as for each of the seven economic development regions. The forecasts reflect
the rather gloomy assessment for activity in 2009.

Table 2. North Carolina Forecasts

2007 2008 forecast | 2009 forecast
Employment, % change 1.4% -1.8% -1.2%
Unemployment rate 4.7% 6.1% 7.2%
Real retail sales, % change 4.7% -8.2% -2.5%
Real wages per employee, % change | 1.1% -3.1% -2.5%
Existing home sales, % change -11% -26% 7.5%

(see notes at end for definitions of the measures)

The forecasts for the entire state suggest a continuation in the
deterioration of the job market through 2009. After falling by almost 2% in 2008,
the number of jobs will further drop another 1.2% in the new year. The
unemployment rate will also continue to climb, from an annual average of 6.1% in
2008 to 7.2% in 2009. Recognize these values are yearly averages. By the end of
2009 the statewide unemployment rate could be close to 8%.

The forecasts for retail sales reflect the spending cutbacks that consumers
are expected to make in light of higher unemployment and reductions in wealth.
For the entire year of 2008, real (inflation-adjusted) retail sales are projected to
be down a staggering 8.2%, with another drop of 2.5% forecasted for 2009.
Likewise, there will be disappointments in the real (inflation-adjusted) wages
earned by workers. These wages will be off by over 3% in 2008 and another 2.5%
in 2009.

One semi-bright spot will be the housing market. After double digit
percentage declines in both 2007 and 2008, the housing market is expected to
“bottom out” in 2009 and register an
the stage for positive economic growth in late 2009 and into 2010.



Advantage West (Alleghany, Ashe, Avery, Buncombe, Burke, Caldwell, Cherokee,
Clay, Graham, Haywood, Henderson, Jackson, McDowell, Macon, Madison,
Mitchell, Polk, Rutherford, Swain, Transylvania, Watauga, Wilkes, and Yancey

counties)

2007 2008 forecast | 2009 forecast
Employment, % change 1.7% -1.8% -1.1%
Unemployment rate 4.6% 6.1% 7.1%
Real retail sales, % change 3.7% -9.0% -3.5%
Real wages per employee, % change | 0.5% -3.1% -2.5%
Existing home sales, % change -19% -30% 8%

The housing bust continued to adversely impact the Advantage West
economy in a major way during 2008. Existing home sales are expected to be
down 30%, tying the region with the Research Triangle for the largest housing
slump in the state. The retreating economy also resulted in a 9% drop in real
retail sales as well as falling employment and declining real wages.

Home sales should rise off their | ow
to offset other negative trends in the regional economy. The job market will
continue to weaken, as will real retail sales and real wages. On the positive side,
most of these “negatives” wil/ be | ess
stage for positive economic numbers in 2010.
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Charlotte Region (Alexander, Anson, Cabarrus, Catawba, Cleveland, Gaston,
Iredell, Lincoln, Mecklenburg, Rowan, Stanly, and Union counties)

2007 2008 forecast | 2009 forecast
Employment, % change 1.5% -1.8% -1.5%
Unemployment rate 4.8% 6.3% 7.4%
Real retail sales, % change 1.9% -12.5% -5.5%
Real wages per employee, % change | 0.2% -2.1% -3.5%
Existing home sales, % change -11% -29% 5.0%

The economic bombshell that hit the Charlotte regional economy was the
sale of Wachovia to Wells-Fargo. Although the deal was viewed as perhaps the
best that the managers of Wachovia could engineer, it will still likely result in job
losses in the most important economic sector in the region —financial services.

Consequently, the Charlotte regional economy is expected to be in the
unusual situation in 2009 of posting poorer economic numbers than the state.
Jobs will decline more, the unemployment rate will rise more, and both real retail
sales and real wages will drop to a greater degree in Charlotte than in the state.
Home sales are projected to register a gain in 2009, but even here, the increase
will be well under the expected statewide increase. Unfortunately, Charlotte is
being hit by the double-whammy of a recessionary general economy and an even
greater contraction in the sector that has been at the center of the recession —

financial services.
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Piedmont Triad (Alamance, Caswell, Davidson, Davie, Forsyth, Guilford,
Montgomery, Randolph, Rockingham, Stokes, Surry, and Yadkin counties)

2007 2008 forecast | 2009 forecast
Employment, % change -1.0% -2.1% -1.5%
Unemployment rate 4.9% 6.4% 7.6%
Real retail sales, % change 2.6% -5.5% -3.5%
Real wages per employee, % change | 0.3% -2.2% -2.5%
Existing home sales, % change -9% -19% 7.5%
As North Carolina’s most industrial

presence in the traditional manufacturing sectors of tobacco, textiles, and
furniture, the Piedmont Triad region usually sees bigger jumps in unemployment
during economic downturns than in other North Carolina regions. This pattern
will continue during the 2008-2009 recession. The average unemployment rate
will rise to 7.6% in 2009, almost a half percentage point higher than the state
average. The region will also experience a larger decline in real retail sales during
the year.

On the plus side, the Piedmont Triad has had a more stable housing sector
than most other regions. In 2007 it had the second smallest decline in existing
home sales, and this ranking is forecasted to continue in 2008. The competitive
price and cost factors possessed by the region, combined with its excellent
transportation accessibility, will serve the region well when economic growth
returns in 2010.

10
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Research Triangle (Chatham, Durham, Franklin, Granville, Harnett, Johnston, Lee,
Moore, Orange, Person, Vance, Wake, and Warren counties)

2007 2008 forecast | 2009 forecast
Employment, % change 1.9% -1.4% -1.0%
Unemployment rate 3.9% 5.2% 6.3%
Real retail sales, % change 11.4% -6.0% 2.0%
Real wages per employee, % change | 1.7% -1.7% -1.5%
Existing home sales, % change -6% -30% 12.5%

The Research Triangle economy will experience something it rarely sees in
2008 and 2009 — back-to-back years of falling employment and rising
unemployment. The Research Triangle unemployment rate is expected to
average over 6% in 2009, a rate rarely seen in this dynamic, fast-growing region.
It s an indication of how deep and
Research Triangle downturn is not of its own making. The typical in-migration of
workers to the region is being held back by the inability of households to sell their
homes in other states.

On the “up” side, the Research
the best among all regions and are much better than the state average. Indeed,
the rebound in home sales in 2009 is projected to be the strongest among all
region s . Further mor e, this *
will only be temporary. By 2010, the area will likely to be back to its usual place
as one of the nation’
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Southeast (Bladen, Brunswick, Columbus, Cumberland, Hoke, New Hanover,
Pender, Richmond, Robeson, Sampson, and Scotland counties)

2007 2008 forecast | 2009 forecast
Employment, % change 2.0% -1.3% -1.3%
Unemployment rate 5.1% 6.5% 7.5%
Real retail sales, % change 0.0% -9.5% -1.5%
Real wages per employee, % change | 1.8% -1.6% -2.0%
Existing home sales, % change -18% -10% 6.5%

The Southeast has a wide mix of economic sectors —tourism, second

homes, and manufacturing along the coast, the military in Fayetteville, and
agriculture and food processing in the interior counties. Each of these sectors
has been affected differently by the recession, but the net result is a contracting
economy that still has reason for optimism. The region will not escape the
decline in employment and the rise in unemployment in both 2008 and 2009. Yet
in 2009 the drop in real retail sales and real wages will be slower than in the state.
Also, the regional housing market held up relatively well in 2008, with sales falling
only 10%. Consequently, the housing market rebound in 2009 will be somewhat

milder than in other regions.
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Eastern (Carteret, Craven, Duplin, Edgecombe, Greene, Jones, Lenoir, Nash,
Onslow, Pamlico, Pitt, Wayne, and Wilson counties)

2007 2008 forecast | 2009 forecast
Employment, % change 2.8% -1.2% -1.3%
Unemployment rate 4.9% 6.6% 7.4%
Real retail sales, % change 1.7% -2.5% -1.5%
Real wages per employee, % change | 1.3% -2.5% -2.7%
Housing permits, % change -11% -17% 4.5%

The Eastern region is an area in transition —with its traditional industries of
tobacco and textiles downsizing and new industries centered around education,
the military, and health care upsizing. However, overlaid on this structural
change is the recession of 2008-2009, which will push the regional unemployment
rate above the state average and mean a larger than statewide drop in real

employee wages.

But like the rest of the state, the regional housing market should improve in
2009 and the reduction in real (inflation-adjusted) retail sales should be milder.
Yet more than most other regions, the East will be fighting a two-front war in
2009 —the short-term battle against the recession and the long-term struggle to

remake its economy.
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Northeast (Beaufort, Bertie, Camden, Chowan, Currituck, Dare, Gates, Halifax,
Hertford, Hyde, Martin, Northampton, Pasquotank, Perquimans, Tyrrell, and

Washington counties)

2007 2008 forecast | 2009 forecast
Employment, % change 3.6% -1.5% -1.5%
Unemployment rate 5.2% 6.7% 7.5%
Real retail sales, % change 0.1% -3.5% -2.5%
Real wages per employee, % change | 0.4% -0.5% -1.0%
Existing home sales, % change -11% -17% 10.0%

The Northeast region is really composed of two economies — coastal
counties catering to tourism and second homes, and interior counties focused on
agriculture, some manufacturing, and with ties to southeast Virginia.
Unfortunately, both economies are being hit by the recession, and the result is
economic indicators that are moving in the wrong direction in both 2008 and
20009.

After strong employment growth in 2007, the region will experience job
declines in both 2008 and 2009. Likewise, the regional unemployment rate will
rise to an annual average of 7.5% in 2009, and real retail sales and real wages will
fall in both years. However, the continuing attractiveness of the region to
tourists and retirees will mean a strong uptick in home sales in 2009, particularly
I n the newly developing Il nner banks
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Measures and Sources

Employment: percentage change in household employment, from the
Employment Security Commission of North Carolina

Unemployment rate: change in the unemployment rate (percentage points) from
the Employment Security Commission of North Carolina

Real retail sales: percentage change in taxable retail sales adjusted for retail
inflation, from the North Carolina Department of Revenue and the
U.S. Bureau of Labor Statistics

Real wages per employee: percentage change in wages per employee adjusted
for retail inflation, from the Employment Security Commission of North
Carolina and the U.S. Bureau of Labor Statistics

Existing home sales: percentage change in residential housing sales from the

North Carolina Association of Realtors
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