The Outlook for 2005
By Dr. John A. Tuccillo with Dr. Frederick E. Flick

On this page, you will see our forecast for 2005. In its entirety, it's a bit more
pessimistic than the normal run of forecasts. We are less optimistic than the
mainstream because we feel that if there are any surprises to be had this year,
they will be unpleasant surprises. In other words, there is considerable downside
risk in this economy this year. Most forecasters look to the declining price of
energy, rising corporate profits, expansion plans by American business and the
continued stimulus of tax cuts to pull the economy out of the doldrums.

Well, here we are at the dawn of that deadline year and very little of the above
has come true. The growth rate of GDP, the yardstick of good times has declined
and shows no real sign of turning up. Employment is spotty with each month’s
number seeming to be the reverse of the previous one. The Federal deficit
continues to grow, the trade deficit shows no let up and increasingly, American
debt—dollars and securities—appears to be less welcome in foreign portfolios.
This will inexorably lead to higher rates. Oil prices are not cooperating and may
pass $60 a barrel this summer. That would have major negative impact on the
growth rate of GDP. So, what gives?

| think there are three issues that are holding back the economy.

e Income is polarized. The gains in income that we have seen have been
largely concentrated among upper income individuals. By and large, middle
class (and lower) workers have shared little in the growth that has occurred.
This has a dampening effect on economic growth since the higher your
income, the less of that extra dollar you will spend. Since consumption is two-
thirds of the economy, distribution of income will affect growth. Part of the
reason for this has been technological; change that has provided greater
rewards for more highly skilled workers, but part of the responsibility lies with
the 2003 tax cuts which disproportionately favored upper income households.
In any case, we have seen a polarization of income and thus less GDP bang
from the income growth buck.

e Productivity is declining. The boom of the Nineties was largely fueled by the
tremendous gains in productivity generated by new technologies. More output
per worker led to more growth in income led to more growth in GDP. This
phenomenon has carried over into the new century but is beginning to tail off.
With productivity growing more slowly, we become less competitive in the
world economy and lose jobs to emerging economies like China and India.
This means slower employment growth and economic stagnation.

e The twin deficits are killing us. The terrible fiscal condition of the United
States government has driven down the value of the dollar abroad. The lack
of competitiveness of the United States economy has led to the outsourcing




of numerous functions and the persistence of a large trade deficit. Between
the two of these, growth in the United States economy has been dragged
down and the potential most experts feel the economy does have has been
largely unfulfilled. The result is slow growth.

Can any of these retarding elements be removed from the economic environment
during this year? The short answer is “no”. The declining value of the dollar will
make American products cheaper abroad, travel to the U.S. more attractive and
investment in the United States more profitable. All these will help ameliorate the
trade deficit. Technological change is likely to slow and higher paying, more
skilled jobs will continue to be lost to countries with populations more
technologically skilled.

The tricky part is the Federal budget deficit. It will get worse if the 2003 tax cuts
are made permanent. On top of this, the administration’s proposals to divert part
of Social Security taxes into private accounts will balloon the deficit over the next
five years. Under these circumstances, our public finances will resemble those of
the most comical banana republic imaginable.

With all this in play, | fail to see how 2005 (and 2006) can be anything but a
mediocre year. We will grow, but not by much. We will create more jobs, but not
many and not very attractive ones. In short, we're stuck in a rut that is neither
terrible nor satisfying. This is not a very good place to be. And why are the
experts singing the same tune? Even a stopped clock is right twice a day!



The National Economic and Real Estate Forecast

Annual History Forecast Annual
Indicator 2003 2004 200401 200402 200403 200404 200501 200502 200503 200504 2005
Real GDP (% change,saar) 3.0 4.4 4.5 3.3 4.0 3.8 3.4 3.0 3.2 3.2 3.2
Employment (% change in
nonfarm payrolls) -0.30 1.14 0.34 1.15 1.42 1.64 1.75 2.00 2.00 2.10 1.96
CPI (% change*) 1.9 3.4 3.6 4.7 1.9 3.4 2.0 2.2 2.0 2.0 2.1
Consumer Confidence Index 77 96 92 94 100 96 98 100 98 97 98.3
30-Year Mortgage (%) 5.8 5.8 5.6 6.1 5.9 5.7 5.8 6.1 6.8 7.2 6.5
1-Year ARM (%) 3.8 3.9 3.6 3.9 4.1 4.1 4.3 4.8 54 55 5.0
Home Resales (000s,saar) 6,183 6,784 6,203 6,787 6,678 6,995 6,400 6,200 6,000 5,900 6,125
% change* 9.8 9.7 5.7 16.5 -1.6 4.7 3.2 -8.6 -10.2 -15.7 -9.7
New Home Sales (000s,saar) 1,089 1,178 1,197 1,206 1,155 1,153 1,100 1,150 1,000 950 1,050
% change* 11.6 8.2 22.1 10.1 0.0 3.4 -8.1 -4.6 -13.4 -17.6 -10.9
Med. Resale Price $169,500 $185,200| $170,800 $183,500 $189,300 $189,300 [ $195,000 $199,000 $198,000 $197,000 | $197,250
% change* 8.5 9.3 6.0 9.0 7.0 9.9 14.2 8.4 4.6 4.1 6.5
Avg. Resale Price $215,000 $236,600| $219,000 $237,000 $240,300 $241,700 [ 244,500 263,000 262,500 250,000 | $255,000
% change* 7.9 10.0 7.3 10.2 7.7 10.7 11.6 11.0 9.2 3.4 7.8
Med. New Home Price $195,000 $219,600( $212,900 $216,600 $214,000 $226,500 | $226,000 $243,000 $240,000 $235,000 [ $236,000
% change* 4.0 12.6 15.3 12.9 12.7 19.3 6.2 12.2 121 3.8 7.5
Avg. New Home Price $246,300 $273,500| $262,400 $264,300 $273,500 $284,300 | $289,000 $298,500 $298,000 $297,000 | $295,625
% change* 8.5 11.0 12.6 9.7 10.6 15.6 10.1 12.9 9.0 45 8.1
Housing Starts (000s,saar) 1,853 1,952 1,943 1,920 1,969 1,959 1,960 1,950 1,850 1,800 1,890
% change* 8.4 5.3 11.2 10 4.5 -3.5 0.9 1.6 -6.0 -8.1 2.0

*Comparison with same period in previous year. Real GDP, home sales/starts are at seasonally adjusted annual rates (saar).
Sources: Bureau of Economic Analysis, Bureau of Labor Statistics; Conference Board; Freddie Mac;
Housing indicators: National Association of Realtors; Census Bureau.




