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The United States economy continues to grow, though at a slower
pace than last year. Jobs continue to be available. Unemployment at 3.9
percent lies well below the long-run average. Disposable income in the
aggregate has increased 1.4 percentage points faster than inflation over
the last 12 months.
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Yet many consumers and business leaders lack enthusiasm for the
economy, with inflation cited as the key problem. A person who received
an average pay raise last year, 4.6 percent, saw most of it—but not
all—eaten up by higher prices. The worker probably felt the pay raise was
deserved and the inflation was a rip-off, though the economist shrugs
shoulders and says the pay raise is part of the inflation story. Similarly,
business leaders smile at revenue gains but feel frustrated by rising costs.
Still, the overall result is that business and consumers are doing a little
better. (Graph note: Light blue bars indicate quarterly forecasts.)

Inflation has dropped from its highs of 2022 but remains above the Federal
Reserve target of two percent. The stubborn inflation, along with the
strong performance of the economy in 2023, suggests that the Fed’s
tightening was overwhelmed by stimulative fiscal policy: federal
expenditures well above tax revenue. Both of the presidential candidates
have a history of big spending, and Congress seems inclined to go along
with that. Limiting inflation, then, falls entirely on the Fed’s shoulders.
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Given the current strength in the economy, inflation still above target, and
continuing high federal speeding, the Fed will drag their feet on interest
rate cuts, though they will lower rates somewhat late in the year. In 2025
the Fed will continue with very gradual interest rate reductions. Long-term
interest rates will drop at an even slower pace.

Mortgages will be particularly sluggish in the falling interest rate
environment. Long-term investors, such as life insurance companies and




charitable endowments, want to lock in current interest rates. They
compare treasury and corporate bonds to mortgage-backed securities,
which are the bundles that most home mortgages wind up in. The
prepayment option in most mortgages means that homeowners will
refinance when rates drop. So mortgage-backed securities are not a
good way to lock in today’s high interest rates. With long-term
investors shunning mortgage-backed holdings, interest rates on
mortgages have to remain high.
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(Graph note: Lines after the break are forecasts.) Housing markets will
gradually improve, moving roughly at the pace of mortgage rate
declines. New home construction has increased to serve first-time
home buyers, as existing homeowners refuse to move up to larger
houses when it means getting a new, high-rate mortgage. This
rebound will level off, though.

Multifamily construction will
continue to decline, leading to
firming of rents.

Business capital spending is strong in the computer chip sector but
other companies limit expenditures due to caution about the economic
forecast as well as higher borrowing costs. This should improve
gradually next year.

International trade has slowed for both exports and imports. Many
businesses are trying to shorten their supply chains, while several
countries that had been good export customers have slow growth,
including China. The world economy is not booming but should avoid
recession in the near future.

In the Pacific Northwest, economic growth lags the U.S., as measured
by job gains. Most of the region is growing just a hair slower here than
the national average, but the Portland-Vancouver metropolitan area
has lost jobs. The data are preliminary, subject to revision when more
complete surveys come in, but the trend justifies worry. Fortunately,
most of the rest of Oregon is doing better.
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Housing markets in Washington and Oregon roughly reflect the
national pattern, which is largely driven by interest rates. House
prices have increased by one to three percent over the past four
quarters, just a little under the national pace. But local variations are
substantial, especially in less populated regions.
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Apartment rents turned up slightly in Washington, though they
continued to edge down in Oregon. Vacancy rates are generally
moderate. With high borrowing costs for real estate developers,
multifamily construction will continue to decline, leading to firming
of rents.

In commercial real estate, most categories enjoy a good balance
between landlord and tenant strength. However, office vacancy
continues to rise, and some loans coming due may not be repaid in
full.

Economic growth in the Pacific Northwest in 2024 and 2025 will be
decent but not booming.

Dr. Bill Conerly is a business economist and Forbes senior contributor with a Ph.D. in economics from Duke University. Learn more at www.ConerlyConsulting.com
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