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I. INTRODUCTION AND BACKGROUND TO REVENUE FORECAST

This report represents the conclusion to the fall forecast for the December 1st statutory reporting
deadline of the Revenue Forecasting Committee (RFC). A description of the revenue forecasting
process is provided in Appendix F. This report and appendices provide a description of all the
key elements of the General Fund and Highway Fund revenue forecasts. In addition to the
statutorily required updates of General Fund and Highway Fund, the RFC also includes forecasts
of revenue accruing to the Fund for a Healthy Maine and the dedicated revenue from the
Medicaid/MaineCare provider taxes. This forecast updates the revenue forecasts through the
fiscal year ending June 30, 2011. This forecast also reflects all legislative changes through the
1% Regular Session of the 123" Legislature and incorporates the revised economic forecast
presented by the Consensus Economic Forecasting Commission (CEFC) for its November 1%
reporting deadline. The RFC met on November 19" to deliberate and discuss the
recommendations of Maine Revenue Services and other revenue analyses.

A. Economic Forecast Update

The December 2007 revenue update began with the fall economic forecast in October. The
Consensus Economic Forecasting Commission (CEFC) met on October 16th to review and
update its February 2007 forecast. Based on economic data available through the first nine
months of 2007, the commission made slight adjustments to its previous forecast. Table I-A
below summarizes the incremental change of the CEFC forecast. The full report of the CEFC is
included in Appendix E.

TABLE I-A

Consensus Economic Forecasting Commission
Comparison of February 2007 and November 2007 Economic Forecasts

Calendar Years 2006 2007 2008 2009 2010 2011
* Wage & Salary Employment (Annual Percentage Change)
> Consensus 2/2007 0.5 0.7 0.8 0.8 0.7 0.6
> Consensus 11/2007 0.5 0.5 0.3 0.6 0.7 0.7
Difference -0.2 -0.5 -0.2 0.0 0.1
« Personal Income (Annual Percentage Change)
> Consensus 2/2007 52 4.3 4.5 4.5 4.3 4.2
> Consensus 11/2007 3.9 4.9 4.4 4.5 45 4.6
Difference 0.6 -0.1 0.0 0.2 0.4
» Consumer Price Index (Annual Percentage Change)
> Consensus 2/2007 35 2.5 2.2 2.2 2.2 2.2
> Consensus 11/2007 3.2 2.8 25 25 25 25
Difference 0.3 0.3 0.3 0.3 0.3
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B. Capital Gains Forecast

A major variable that is not included in the economic forecast is a projection of net capital gains.
Maine’s exceptional capital gains growth during the stock market “bubble” of the late 1990’s (in
excess of 20% annual increases for 5 consecutive years through tax year 2000) came to an abrupt
end in tax year 2001, plummeting 54.3%, resulting in a very unpleasant April surprise in 2002.
Based on realizations in tax year 2004, Maine received an opposite surprise in April 2005. It is
estimated that net capital gains realizations increased by nearly 43% that year, whereas the RFC
had assumed they would grow by only 5.5%.

The RFC and Maine Revenue Services, like their counterparts in other states and the federal
government, have had much difficulty trying to accurately forecast this variable. Maine data is
not captured at the state level and may only be accessed through federal tax data. That
information is shared with Maine Revenue Services, but it lags by as much as 2 years. Since
November 1999, Maine Revenue Services has been required to provide a report on the net capital
gains and losses realized by taxpayers filing Maine individual income tax returns. That report is
provided to the Legislature through the RFC and is included in Appendix G of this report. Table
I-B on page 3 summarizes the current assumptions. The differences from the assumptions
included in the March 2007 report are:

e 2005 data have been updated to reflect actual data;

e 2006 projections (note they are still projections due to filing extensions that will change
the data) have been increased from 9.9% growth to 24.4% growth as a result of
preliminary data from the IRS;

e 2007 projections have been increased from no growth to 10% growth based on the
strong performance of the stock market during 2007; and

¢ Negative annual growth in capital gains realizations beginning in 2008 is increased to a
15% decline each year through 2011.

With the bursting of the stock market “bubble,” in 2001 the extent of the Maine resident
individual income tax liability derived from net capital gains had dropped from its peak in 2000
of 17.3% to a level more in line with historical patterns before the “bubble,” in the range of 6%
to 7% of tax liability. The recent double-digit growth in capital gains realizations is estimated to
have returned that ratio back to over 10%; peaking in 2007 at 14.3%. Starting with the March
2006 forecast, the RFC has assumed capital gains liability will return to its historical average of
approximately 6% of total tax liability for Maine residents by the end of the forecast period (see
far right column in Table 1-B below). This assumption requires the 15% decline noted above and
pulls roughly $30 million per year out of the individual income tax liability. Beginning in 2001,
it took only 2 years and a drop of 54.3% in 2001 to get to the longer term assumption. The RFC
assumes that this decline will happen gradually over 4 years, thereby reducing the extent of the
risk to the forecast by a major downward correction in the markets. This assumption will require
adjustment each forecast as new federal data becomes available.
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Table I-B
Maine Resident - Net Capital Gains

Capital Capital Capital
Capital Gains Capital Gains Tax | Gains % of
Gains Realizations | Gains Tax Liability Resident
Tax | Realizations | Annual % Liability Annual % Tax
Year | ($ Millions) Change ($ Millions) Change Liability
1995 $551.7 $38.3 6.2%
1996 $799.7 45.0% $57.3 49.6% 8.4%
1997 $1,218.7 52.4% $104.5 82.4% 13.6%
1998 $1,551.0 27.3% $120.0 14.8% 13.9%
1999 $1,867.2 20.4% $141.7 18.1% 15.5%
2000 $2,360.4 26.4% $179.6 26.7% 17.3%
2001 $1,079.3 -54.3% $74.1 -58.7% 7.6%
2002 $908.8 -15.8% $59.1 -20.3% 6.1%
2003 $1,069.4 17.7% $69.4 17.4% 6.8%
2004 $1,526.9 42.8% $104.9 51.2% 9.2%
2005 $1,960.3 28.4% $137.0 30.6% 11.3%
2006* $2,439.4 24.4% $174.7 27.5% 13.4%
2007* $2,683.4 10.0% $194.6 11.4% 14.3%
2008* $2,280.9 -15.0% $161.3 -17.1% 11.6%
2009* $1,938.7 -15.0% $134.9 -16.4% 9.5%
2010* $1,647.9 -15.0% $111.1 -17.6% 7.7%
2011* $1,400.7 -15.0% $94.3 -15.2% 6.3%

* Represents Projections

C. Corporate Profits

A major variable of the tax models that drives the corporate income tax forecast is corporate
profitability. Again, this forecast is not part of the CEFC economic forecast. The RFC used
Global Insight’s November 2007 forecast of pre-tax corporate profits. Table I-C below presents
a comparison of Global Insight’s forecasts used in the March 2007 forecast and the current
national forecast, which calls for a 4.8% increase in calendar year 2007, then a decline in
profitability in calendar year 2008, a rebound in 2009 and then slight declines in 2010 and 2011.
The dominant taxpayers in Maine’s corporate income tax liability mix have shifted to national
retailers and energy companies. As a result, Maine is insulated from significant regional
variances in corporate profitability as a result of Maine’s method of corporate income taxation.
For national companies operating in Maine, the amount of corporate income tax due to Maine is
calculated by apportioning total profits earned in the continental United States by the amount of
business that they conduct in Maine based on sales, payroll and property. Maine’s
apportionment formula was modified during the 123 Legislature, 1% Regular Session to be
based solely on sales. This legislative change results in a substantial increase in budgeted
revenue within the corporate income tax (also see section on Legislative Changes).
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Table I-C
Corporate Profit Growth (Percentage Annual Change)
2006 2007 2008 2009 2010 2011

March 2007 Forecast 19.4% 3.5% 21% 0.1% -1.1% -0.2%
December 2007 Forecast 14.3% 4.8% 21% 33% -05% -0.1%
D. Oil Prices

Recent experience in Maine’s sales tax collections seems to demonstrate a substantial effect from
variations in oil prices. Sales tax collections dropped below budgeted projections at about the
same time as energy prices began their steep ascent in the spring of 2005. With the recent tax
model updates, Maine Revenue Services has added this variable to the sales and excise tax model
so that the model might better capture the effect that oil and fuel price changes have on taxable
sales and fuel purchases. Relying on Global Insights’ November 2007 US economic forecast,
the RFC used the assumption that oil prices, which are currently in the $90 per barrel range and
had nearly reached the $100 per barrel mark, will average out to $72.15 for calendar year 2007.
The assumption is that oil prices will stay in roughly the $75 per barrel range for the remainder
of the forecast period. This is roughly $10 per barrel higher than the previous forecast’s
assumptions.

Table I-D
Oil Price Assumptions
(West Texas Intermediate - Price per barrel — Calendar Year Average)
2006 2007 2008 2009 2010 2011
March 2007 Forecast $66.12 $64.44 $64.75 $63.88 $63.39 $61.78
December 2007 Forecast $66.12 $72.15 $75.66 $74.33 $74.02 $73.42

E. Legislative Changes

The RFC bases the revenue forecast on current law. This forecast includes all legislative
changes through the 123" Legislature’s 1% Regular Session. Table I-E on the next page
summarizes the adjustments to budgeted revenue from legislative changes during the 1% Regular
Session. The table provides total annual changes in each of the major revenue categories. These
changes recorded through the fiscal note process were incorporated into budgeted base revenue
when signed into law.

The 2 largest changes to revenue were in the Corporate Income Tax with the change of the
apportionment formula as noted in the previous section and in Other Revenue with the repeal of
the annual transfers to the Fund for the Efficient Delivery of Educational Services. The change
in the corporate income tax apportionment formula to be based solely on sales is projected to
increase corporate income tax by roughly $10 million per year (see Appendix A for additional
detail). This apportionment change had a net negative effect on individual income tax revenue.
The repeal of the transfers to the Fund for the Efficient Delivery of Education Services
eliminated a negative revenue transfer of $14.9 million in FY08 and $21.5 million in FY09.
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As with some previous forecasts, the RFC was forced to make adjustments to offset budgeted
revenue recorded through the budget and fiscal note process. The legislative revenue change that
is reversed in this forecast was enacted during the 1% Regular Session of the 122" Legislature in
Part GG of PL 2005, c. 12, the General Fund Current Services Budget. At that time, the
Legislature approved a change in the policy regarding the treatment of stored value cards also
known as gift cards and recorded revenue equal to $5,738,200 in FY07, $15,835,500 in FY08
and $18,210,825 in FY09. This forecast reverses most of this additional revenue (see discussion

in Appendix A).

Table I-E

Summary of Legislative Changes - 123rd Legislature, 1st Regular Session
General Fund

FYQ7 FYO08 FY09 FY10 FY11
Sales Tax $0 | $1,062,256 | $3,258,048 | $2,610,573 | $2,669,366
Individual Income ($109,129) | $2,046,817 | $1,614,879 | ($569,562) | ($3,680,938)
Corporate Income $148,386 | $16,842,405 | $16,395,494 | $16,708,797 | $15,932,049
Cigarette Tax $0 $0 $0 ($69,240) | ($108,423)
Estate Tax $0 $285,000 $570,000 $593,750 $618,688
Prop. Tax - UT $0 $305,768 $321,057 $337,109 $353,965
Investment Earnings $0 $0 | ($4,926,253) $0 $0
Revenue Sharing ($2,002) | $1,604,674 | $1,629,127 | ($974,991) | ($775,865)
Other Revenue $211,770 | $27,577,850 | $35,317,026 | $29,765,640 | $30,701,183
Totals $211,770 | $27,577,850 | $35,317,026 | $29,765,640 | $30,701,183

Highway Fund

FYO07 FYO08 FYQ09 FYO09 FYQ09
Motor Vehicle Reg. & Fees $0 $382,005 $361,475 $361,475 $361,475
Other Revenue $0 $5,000 $500 $500 $500
Totals $0 $387,005 $361,975 $361,975 $361,975

1. OVERVIEW OF REVENUE PROJECTIONS

This section provides a summary of the revenue projections in this forecast. These summaries
are supplemented by additional detail in 4 corresponding appendices, which provide descriptions
of the major revenue categories. Appendix G contains the materials presented by Maine
Revenue Services on November 19" to support the forecast recommendations for the major tax
categories.

A. General Fund

For the General Fund, revenues were revised downward by $95.2 million over the 2008-2009
biennium, led by Sales and Use Tax revenues with downward adjustments of $21 million in FY
2008 and $19.6 million in FY 2009. Exceptionally high oil prices were thought to be a major
drag on the economy and a main reason for the drop in this category, with consumer confidence
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as a contributing factor. Corporate Income Tax was revised downward by $7.5 million in FY
2008 and $7.3 million in FY 2009. Cigarette and Tobacco Tax revenue was reduced by $6.1
million in FY 2008 and $6.4 million in FY 2009. The only major tax line to show improvement
in FY 2008 was the Individual Income Tax which was raised by $18,165,000 largely on the basis
of a year-to-date positive variance thought to be caused by higher than expected capital gains in
2006 and 2007. However, the RFC continued to assume that capital gains will return to its long-
term historical trend of just over 6% of tax liability by the end of the forecast period. This
assumption significantly reduces Individual Income Tax revenue growth in FY 2009 through FY
2011 by reducing capital gains liability by roughly $30 million per year.

More than one-half of the downward adjustment to General Fund revenue during the 2008-2009
biennium resulted from non-economic related revenue adjustments. Unclaimed Property
Transfers were reduced by $13.1 million in FY 2008 and $15.5 million in FY 2009 because out-
of-state corporations have refused to comply with Maine’s unclaimed gift card statutes.
Although enforcement action is under review by the Attorney General, it is clear that no
revenues from this source will be forthcoming until the issue is resolved. The other major non-
economic related revenue adjustments were in the Targeted Case Management and DHHS
Services Rendered revenue categories collected by the Department of Health and Human
Services. These categories were adjusted downward by $10.9 million each year.

Table I1-A - General Fund Summary

FYO07 Actual FYQ08 FY09 FY10 FY11

Current Forecast $3,019,595,389 | $3,105,693,525 | $3,193,917,944 | $3,291,745,050 | $3,354,444,227
Annual % Growth 3.0% 2.9% 2.8% 3.1% 1.9%
Net Increase (Decrease) ($37,773,087) | ($57,388,283) | ($85,352,276) | ($117,577,887)
Revised Forecast $3,019,595,389 | $3,067,920,438 | $3,136,529,661 | $3,206,392,774 | $3,236,866,340
Annual % Growth 3.0% 1.6% 2.2% 2.2% 1.0%

Summary of Revenue Revisions by Major Revenue Category
Sales and Use Tax ($21,066,117) | ($19,584,072) | ($10,640,919) ($5,264,777)
Individual Income Tax $18,165,000 ($338,000) ($32,618,000) | ($52,051,000)
Corporate Income Tax ($7,452,405) ($7,281,196) ($10,903,484) | ($32,732,049)
Cigarette and Tobacco Tax ($6,068,061) ($6,409,223) ($6,620,207) ($6,751,011)
Estate Tax $0 ($1,715,301) | ($2,877,102) ($244,373)
Prop. Tax - Unorganized Territory $348,000 ($300,000) ($300,000) ($300,000)
Income from Investments ($522,429) ($522,429) ($522,429) ($522,429)
Transfer to Municipal Rev. Sharing $528,030 $1,387,367 $2,816,445 $4,682,487
Other Revenues ($21,705,105) | ($22,625,429) | ($23,686,580) | ($24,394,735)
Total Revisions - Increase (Decrease) ($37,773,087) | ($57,388,283) | ($85,352,276) | ($117,577,887)

Appendix A provides additional explanations and detail of the General Fund revenue changes
recommended in this forecast.

B. Highway Fund

For the Highway Fund, revenues were projected lower by $10.6 million in FY 2008 and $5.5
million in FY 2009. High oil prices, which had been expected to return to more normal (lower)
levels sooner than what is now expected, lower Fuel Taxes revenue by decreasing demand for
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gasoline and diesel fuel. Lower motor vehicle registration fees also contributed to lower revenue
projections in FY 2009 and beyond. See Appendix B for additional detail of the Highway Fund

revenue changes recommend below.

Table 11-B - Highway Fund Summary

FYO07 Actual FY08 FYQ09 FY10 FY11
Current Forecast $330,821,083 | $339,283,065 | $344,645,761 | $347,617,154 | $353,213,511
Annual % Growth 1.3% 2.6% 1.6% 0.9% 1.6%
Net Increase (Decrease) ($10,645,188) | ($5,471,900) | ($3,638,965) | ($4,279,731)
Revised Forecast $330,821,083 | $328,637,877 | $339,173,861 | $343,978,189 | $348,933,780
Annual % Growth 1.3% -0.7% 3.2% 1.4% 1.4%
Summary of Revenue Revisions by Major Revenue Category
Fuel Taxes ($10,940,953) | ($4,665,240) | ($2,538,878) | ($3,360,750)
Motor Vehicle Registration & Fees $480,000 ($484,115) ($777,542) ($596,436)
Income from Investments $205,000 $205,000 $205,000 $205,000
Other Revenues ($389,235) ($527,545) ($527,545) ($527,545)
Total Revisions - Increase (Decrease) ($10,645,188) | ($5,471,900) | ($3,638,965) | ($4,279,731)

C. Fund for a Healthy Maine (FHM)

The Fund for a Healthy Maine (FHM) revenue forecast was revised upward for the 2008-2009
biennium primarily based on increased tobacco settlement payments and improved racino
revenue projections. The net result for the 2008-2009 biennium is an upward revision of $1.6
million. See Appendix C for the additional explanations of the changes summarized below.

Table 11-C - Fund for a Healthy Maine Summary

FYO07 Actual FY08 FYQ09 FY10 FY11
Current Forecast $50,950,512 | $61,193,656 | $64,160,177 | $69,384,772 | $73,292,290
Annual % Growth 8.6% 20.1% 4.8% 8.1% 5.6%
Net Increase (Decrease) $159,415 | $1,466,401 | $1,182,733 | ($3,624,473)
Revised Forecast $50,950,512 | $61,353,071 | $65,626,578 | $70,567,505 | $69,667,817
Annual % Growth 8.6% 20.4% 7.0% 7.5% -1.3%
Summary of Revenue Revisions by Major Revenue Category
Base Payments $152,776 $1,016,647 $947,895 | ($3,866,136)
Racino Revenue $16,639 $459,754 $244,838 $251,663
Income from Investments ($10,000) ($10,000) ($10,000) ($10,000)
Total Revisions - Increase (Decrease) $159,415 | $1,466,401 | $1,182,733 | ($3,624,473)

D. MaineCare Dedicated Revenue Taxes

In aggregate, Medicaid/MaineCare Dedicated Revenue Taxes were revised upward by $5.3
million in the 2008-2009 biennium and by $5.4 million in the 2010-2011 biennium. The
increases came after review of recent actual experience. The higher base from this review
increased projections for future years assuming the same future growth assumptions. Appendix
D provides additional detail of the changes in these revenue sources.
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Table 11-D - Medicaid/MaineCare Dedicated Revenue Taxes Summary

FYO07 Actual FYO08 FY09 FY10 FY11
Current Forecast $125,704,185 | $127,070,482 | $128,760,211 | $130,192,181 | $132,267,451
Annual % Growth 6.4% 1.1% 1.3% 1.1% 1.6%
Net Increase (Decrease) $2,556,670 $2,620,587 $2,686,100 $2,753,252
Revised Forecast $125,704,185 | $129,627,152 | $131,380,798 | $132,878,281 | $135,020,703
Annual % Growth 6.4% 3.1% 1.4% 1.1% 1.6%
Summary of Revenue Revisions by Major Revenue Category
Nursing Facility Tax $207,736 $212,928 $218,252 $223,708
Residential Treatment Facilities Tax ($53,127) ($54,455) ($55,816) ($57,212)
Service Provider Tax (PNMIs) $2,402,061 $2,462,114 $2,523,664 $2,586,756
Total Revisions - Increase (Decrease) $2,556,670 $2,620,587 $2,686,100 $2,753,252

111. CONCLUSIONS

General Fund and Highway Fund downward revisions for the current 2008-2009 biennium are
relatively small at 1.5% and 2.4%, respectively. However, any downward revision is difficult for
the Legislature particularly after establishing the biennial budget. With the exception of the
adjustment to reverse the legislative initiative related to gift cards, the warning signs of the tax
adjustments in this forecast were evident in each of the monthly revenue reports since the
beginning of the fiscal year if not sooner. The changes to tax receipts are a reflection of a
national and state economy that has been significantly impacted by a tightening in credit markets
as the correction in the residential housing market continues to unfold, and high volatile energy
prices that are putting considerable burden on low and middle income households, particularly
here in Maine. Combined, these two factors are limiting household borrowing and drawing
disposable income away from taxable goods and services and toward non-taxable energy
products. This effect is most notable in the taxes driven by consumption decisions: sales tax, gas
tax and the cigarette tax.

As we have warned in previous forecasts, there is a substantial amount of economic risk
surrounding this forecast. These are very volatile times and the timing of the CEFC, in late
October, may not have fully captured recent events. The RFC found itself, particularly with
respect to the Sales Tax estimates, trying to force the tax model outputs to match actual
experience. When the CEFC meets in late January for the February 1% economic update,
there is a greater downside risk for the underlying economic forecast. Maine, unlike several
other states, has not been as severely affected by the sub-prime mortgage crisis. That crisis
along with the weakening US dollar and oil prices, now in excess of $90 per barrel, present
substantial downside risk to this current forecast, particularly if Maine has a cold winter.
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APPENDIX E

Consensus Economic Forecasting Commission
Report




Report of the
CONSENSUS ECONOMIC FORECASTING COMMISSION
November 1, 2007

Commissioners

Charles Colgan, Chair
Professor of Public Policy and Management
University of Southern Maine

Eleanor Baker
Managing Principal
Baker Newman Noyes, LLC

John Davulis
Chief Economist
Central Maine Power Co.

Michael Donihue
Professor of Economics
Colby College

Charles Lawton
Senior Economist
Planning Decisions, Inc.



Summary

The Maine Consensus Economic Forecasting Commission (CEFC) convened on Tuesday, October 16, to
refine its February 2007 forecast. The CEFC expects annual employment growth of 0.3% to 0.7% over
the next five years. Compared to their previous forecast, the commission decreased 2007’s expected
growth by 0.2 percentage points and 2008 by 0.5 percentage points. The continued weakness in the
housing and financial sectors and the increase in energy prices are likely to limit future job growth.

The CEFC increased its estimate of 2007 income growth from 4.3% to 4.9% based on information for the
first six months of 2007. Future years were adjusted in correspondence with the revisions to employment
growth.

In response to higher than expected price increases in the first eight months of 2007 (2.4% compared to
the previous forecast of 2.1%), the CEFC increased the inflation forecast, as measured by the Consumer
Price Index (CPI), to 2.8% for 2007 and 2.5% for 2008 to 2011. The table below outlines the forecast’s
major indicators.

Calendar Years 2007 2008 2009 2010 2011

Wage & Salary Employment (Annual Percentage

Change)
CEFC Forecast 2/2007 0.7 0.8 0.8 0.7 0.6
CEFC Forecast 10/2007 0.5 0.3 0.6 0.7 0.7

Personal Income (Annual Percentage Change)
CEFC Forecast 2/2007 43 45 45 4.3 4.2
CEFC Forecast 10/2007 49 44 45 4.5 4.6

CPI (Annual Percentage Change)
CEFC Forecast 2/2007 21 22 21 2.1 2.1
CEFC Forecast 10/2007 28 25 25 2.5 2.5

In making these adjustments, the CEFC drew upon information presented by several state agencies. The
following sections summarize their reports.

Maine Department of Labor

Labor market indicators show that employment in Maine has grown since last year, although preliminary
recent data suggest potential softening in the market. Average residential employment through September
rose 2,800 over the first nine months of 2006. Over the same period, non-farm wage and salary jobs
increased by 3,100. However, seasonally-adjusted non-farm wage and salary jobs for the third quarter
were below the second quarter average. Through the first nine months of 2007, the average
unemployment rate was 4.5%. For the same period in 2006, the unemployment rate was also 4.5%. The
seasonally-adjusted unemployment rate for both July and August was 4.8%.

The breakdown of non-farm wage and salary jobs by industry reflects the long-term trend of contraction
in manufacturing and the short-term impact of a weak housing sector. The fall in home sales and new
residential construction reduced employment in construction and financial services. However, an increase
in non-building and commercial construction absorbed some of the residential construction jobs.



Education and health services and the professional and business services experienced modest job gains.
The Department of Labor noted that these are preliminary figures, subject to revision, but the trends are
likely to continue.

The development of a modular construction facility in Brewer by Cianbro Corp. is projected to create 470
jobs by 2009. The commission considered this development in their forecast.

Maine Revenue Services

Retail sales at building supply stores, general merchandise stores, and specialty retail establishments,
were weak in August, all well-below August 2006 levels. Restaurant, lodging and automobile sales were
up, but overall sales were 2% below August 2006. For the first eight months of 2007, total retails sales
have been flat, with gains in restaurant, lodging, and autos countered by losses in building supplies and
general merchandise.

General fund revenue for the current fiscal year through September 2007 is 0.8% below projections.
Corporate income tax and cigarette and tobacco tax were short by 6.8% and 16%, respectively. Estate
tax, which is historically volatile, was also below projections.

Highway fund revenue for the current fiscal year was 6.5% below projections through September 2007.
This is largely from fuel taxes being 7.0% below projections in the first three months of the fiscal year.

Growth in individual income tax withholdings for 2007 may be slowing. Compared to the previous year,
withholdings grew 3.8% in the first quarter of 2007 and 5.3% in the second (higher growth than in 2006).
However, in third quarter, growth slowed to 2.3%, which was a lower year over year increase than in
2006.

Maine State Planning Office

The most recent economic indicators available through the end of September present a similar view of the
economy suggested by the labor figures. The year over year retail sales and income indicators are higher
than they were in 2006, but more recent data suggests a slowdown in growth. The coincident economic
activity index, a broad measure of the state economy that approximates growth in the State Gross
Domestic Product, rose 2.0% in the first eight months of 2007. Growth was slower in the last three
months than in the first half of the year.

Revised personal income data from the Bureau of Economic Analysis indicate that income is likely to
finish 2007 above the January forecast. Total personal income in the first half of 2007 was 4.9% higher
than in the first half of 2006. The largest income component, wage and salaries, increased 4.7% over the
same time period. Other areas of higher than expected growth included transfer payments and the
residence adjustment. Non-farm proprietor’s income was slightly lower than the earnings reported in the
first half of 2006.

In the first eight months of 2007 inflation, as measured by the Consumer Price Index for All Urban
Consumers (CPI-U), increased 2.4%. This is less than the 3.2% average for 2006, but remains above the
CEFC’s January 2.1% forecast. The recent price increase in oil is not currently reflected in consumer
prices.

High energy prices and weakness in the housing and financial services sectors are potential areas of
concern for future growth. According to the National Association of Realtors, Maine existing home sales
were 13% less in the first six months of 2007 than they were in 2006. The number of residential housing
permits also dropped, with 18% fewer permits being issued through August 2007 than in the first eight
months of 2006. The price of existing single family homes, as measured by the Freddie Mae
Conventional Housing Price Index, increased 3.9% in the first six months of 2007 compared to the same
period in 2006.



At the national level an increase in the default rate of sub-prime mortgages is reducing the availability of
credit and impacting financial institutions outside the housing market. Maine has a similar percentage of
outstanding loans that use the sub-prime market as the national rate with 15% (although lower percentage
of adjustable-rate mortgages). Continued problems in the sub-prime market are likely to lead to weakness
in the housing sector.

In the energy market, the average monthly price of oil increased from $54.51 in January 2007 to $79.91 in
September 2007. During the same period, the price of regular gasoline has trended lower. Current retail
gasoline prices do not reflect recent oil price increases. The price of home heating oil is starting the
winter heating season 20% higher than in October 2006. The Energy Information Agency projects the
higher price to be sustained through the winter.

The U.S. foreign exchange rate trended downward over the first eight months of 2007. The Canadian
dollar is now trading at parity with the US dollar for the first time since 1976. This is important for
Maine because it will encourage Canadian visitors to spend money in Maine while reducing the price of
Maine exports compared to other countries in the global market. It may also increase the cost of foreign
imports.

Consensus Forecast

The Consensus Economic Forecasting Commission made a number of adjustments to its January 2007
forecast. The commission lowered near-term estimates for wage and salary job growth and increased the
estimates for inflation and personal income. The following outlines their discussion while making these
changes.

Short- and near-term changes in wage and salary employment are likely to be driven by fallout from the
housing sector, both in Maine and nationally. The unwillingness of investors to purchase securities
backed by mortgages may limit the credit available for new mortgages. At the same time, falling housing
prices may reduce the use of equity credit. However, compared to other areas of the country Maine
housing prices might not be considered as significantly overpriced. The draw of Maine for second homes
and relocating retirees may sustain housing prices.

Charlie Colgan modeled two forecast scenarios for the New England Economic Partnership. If the
housing and financial services sectors recover in early 2008, the forecast shows only a limited short-term
impact. The economy would recover jobs in construction and financial sectors (which includes realtors,
bankers, mortgage brokers, etc.). If fallout from the housing sector decline is more pervasive, then job
growth will be reduced through 2011.

Charles Lawton suggested that any job losses in the financial sector in Maine would likely occur in large
blocks rather than gradually, as shown in some models. He added that without advance, inside
knowledge, it would be impossible to predict whether that will happen and to incorporate it into the
forecast.

The commission reduced its January wage and salary employment growth forecast in 2007, 2008 and
2009 to 0.5%, 0.3% and 0.6% respectively and adjusted it to 0.7% for 2010 and 2011.

Wages and salary income, and transfer payments, exceeded the CEFC’s forecast in the first half of 2007.
With the exception of the Global Insight forecast, all the economic models suggested a downward growth
trend in later years. Based on that information, the CEFC increased its forecast for 2007 growth in total
personal income from 4.3% to 4.9%. It projected annual growth for 2008 to 2011 to be 4.4% to 4.6%.

The softening labor market will hold down growth in the wage and salary income component. Income tax
returns suggested that some of the recent income growth has been driven by bonuses and growth at higher
income levels. Income growth at lower levels has been modest. The CEFC increased its forecast for



wage and salary income to 4.3% for 2007, based on actual data for the first half of 2007, and lowered it to
3.7% in 2008. Growth in wages for the 2009 to 2011 was reduced from the 4.2%-4.0% to 3.8%- 3.9%.

Dividend interest and rent, and transfer payments, are two income components that are likely to sustain
growth in coming years. Profits by publicly traded companies in the last year have been strong
suggesting continued growth in investment income. The aging of the population likely contributes to the
increase in transfer payments, which includes social security payments and Medicare benefits.

High oil prices and a weak dollar increased the inflation forecast. Current retail gasoline prices do not
reflect recent price increases in oil. As refiners start to pass the higher prices on to retailers, gasoline
prices for consumers and businesses will rise. The extra cost of transportation will also be added to
consumer good prices. The depreciation of the U.S. dollar is contributing to the increase in oil prices.
Furthermore, if the dollar continues to depreciate, foreign companies will be under pressure to increase
prices. So far, most foreign companies have chosen to maintain U.S. market share rather than increase
prices. The higher energy prices and a weak dollar added an extra 0.3 points to the January 2007 forecast.

In 2007 the Consumer Price Index is forecast to end the year up 2.8% and continue to increase 2.5%
through 2011.



Maine Consensus Economic Forecasting Commission

November 2007 Forecast

CPI-U* (Annual Change)
Maine Unemployment Rate**
3-Month Treasury Bill Rate**
10-Year Treasury Note Rate**

Maine Wage & Salary Employment*
Natural Resources
Construction

Manufacturing
Trade/Trans./Public Utils.
Information

Financial Activities

Prof. & Business Services
Education & Heath Services
Leisure & Hospitality Services
Other Services

Government

Agricultural Employment

Maine Wage & Salary Employment*
Natural Resources
Construction

Manufacturing
Trade/Trans./Public Utils.
Information

Financial Activities

Prof. & Business Services
Education & Heath Services
Leisure & Hospitality Services
Other Services

Government

Agricultural Employment

Personal Income*
Wage & Salary Disbursements*
Supplements to Wages & Salaries*
Non-Farm Proprietors' Income*
Farm Proprietors' Income
Dividends, Interest, & Rent*
Dividends
Interest
Rent
Transfer Payments*
Less: Contributions to Social Ins.
Residence Adjustment
Farm Income

Personal Income*
Wage & Salary Disbursements*
Supplements to Wages & Salaries*
Non-Farm Proprietors' Income*
Farm Proprietors' Income
Dividends, Interest, & Rent*
Dividends
Interest
Rent
Transfer Payments*
Less: Contributions to Social Ins.
Residence Adjustment
Farm Income
*CEFC Forecast

History Forecast

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
1.6% 2.3% 2.7% 3.4% 3.2% 2.8% 2.5% 2.5% 2.5% 2.5%
4.4% 5.0% 4.6% 4.8% 4.6% 4.6% 4.8% 4.7% 4.6% 4.5%
1.6% 1.0% 1.4% 3.1% 4.7% 4.7% 4.6% 4.7% 4.7% 4.4%
4.6% 4.0% 4.3% 4.3% 4.8% 4.7% 5.3% 5.7% 5.7% 5.5%
606.5 606.8 611.7 611.7 614.7 618.0 619.9 623.7 628.0 632.3
2.6 25 2.6 2.7 2.8 2.7 2.7 2.7 2.7 2.7
29.4 30.5 30.8 30.7 31.4 31.6 30.8 30.8 31.2 315
68.0 64.1 63.0 61.4 60.2 59.4 59.1 58.9 58.5 58.2
123.2 123.2 125.2 125.2 1255 1254 125.1 1254 126.1 126.8
11.6 11.4 11.2 11.2 11.2 11.4 11.7 11.8 11.9 12.0
35.1 35.1 34.9 34.2 33.6 33.9 33.9 34.4 35.0 35.5
514 50.3 49.6 50.3 51.7 53.2 54.0 54.9 554 56.5
104.9 107.3 110.9 112.2 114.0 115.4 116.4 116.9 1185 120.0
57.3 58.5 58.8 59.2 59.7 60.0 60.5 61.7 62.6 63.1
19.8 20.3 20.0 20.0 19.6 19.9 20.3 20.6 20.7 21.0
103.1 103.7 104.7 104.8 105.0 105.1 105.4 105.5 105.4 105.3
18.0 17.8 17.1 16.8 17.1 17.1 17.1 17.1 17.1 17.1
-0.3% 0.0% 0.8% 0.0% 0.5% 0.5% 0.3% 0.6% 0.7% 0.7%
-3.7% -3.8% 4.0% 3.8% 3.7% -2.0% -0.9% -0.4% 0.0% -0.2%
-1.3% 3.7% 1.0% -0.3% 2.3% 0.6% -2.5% 0.0% 1.3% 0.8%
-8.8% -5.7% -1.7% -2.5% -2.0% -1.3% -0.5% -0.3% -0.7% -0.6%
-0.4% 0.0% 1.6% 0.0% 0.2% -0.1% -0.2% 0.2% 0.6% 0.5%
-4.1% -1.7% -1.8% 0.0% 0.0% 1.8% 2.6% 0.9% 0.8% 0.4%
0.0% 0.0% -0.6% -2.0% -1.8% 0.9% 0.0% 1.5% 1.7% 1.4%
-0.8% -2.1% -1.4% 1.4% 2.8% 2.9% 1.5% 1.7% 0.9% 2.0%
4.1% 2.3% 3.4% 1.2% 1.6% 1.2% 0.9% 0.4% 1.4% 1.2%
1.6% 2.1% 0.5% 0.7% 0.8% 0.5% 0.8% 2.0% 1.5% 0.8%
3.7% 2.5% -1.5% 0.0% -2.0% 1.5% 2.0% 1.5% 0.2% 1.7%
1.1% 0.6% 1.0% 0.1% 0.2% 0.1% 0.3% 0.0% 0.0% -0.1%
1.3% -1.0% -4.2% -1.5% 1.8% 0.0% 0.0% 0.0% 0.0% 0.0%

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
35998.8 37532.8 39510.5 40634.0 42199.5 | 44267.3 46204.0 48271.6 50443.8 52739.0
18551.8 19277.0 20211.3  20608.5 21427.3 | 22337.9 23164.4 24062.0 25006.5 25966.7
44225  4711.3 4902.5 5107.0 5286.3 5448.0 5591.5 5777.9 5997.4 6246.3
2630.8 2704.0 3092.3 32715 3395.5 3477.0 3639.3 3833.3 4032.7 4234.3
-36.0 -0.3 14.8 5.0 245 255 26.5 27.5 28.6 29.7
6089.3 6048.0 6144.8 5928.8 6295.0 6745.7 7258.4 7788.3 8317.9 8839.1
1673.7 1878.2 2233.3 2009.1 2200.7 2420.8 2660.4 2907.8 3157.9 3385.3
3797.6 3623.3 3416.6 3676.3 3895.1 4144.4 4426.2 4709.5 4987.3 5281.6
618.0 546.5 494.9 2435 199.1 180.2 171.2 171.2 172.1 172.9
6477.5 7030.8 7488.3 8132.5 8294.0 8799.9 9195.9 9582.2 9984.6  10413.9
2846.5 2936.8 3083.3 3184.0 3334.8 3452.8 3577.6 3735.3 3895.4 4072.7
709.8 698.3 740.0 764.8 812.3 864.2 905.7 948.3 992.9 1039.5
71.0 91.5 105.8 80.5 103.5 107.9 111.9 116.2 120.8 1254
2.5% 4.3% 5.3% 2.8% 3.9% 4.9% 4.4% 4.5% 4.5% 4.6%
3.2% 3.9% 4.8% 2.0% 4.0% 4.3% 3.7% 3.9% 3.9% 3.8%
9.0% 6.5% 4.1% 4.2% 3.5% 3.1% 2.6% 3.3% 3.8% 4.2%
-5.0% 2.8% 14.4% 5.8% 3.8% 2.4% 4.7% 5.3% 5.2% 5.0%
N/A N/A N/A -66.1% 390.0% 4.3% 3.7% 3.9% 3.9% 3.8%
-3.9% -0.7% 1.6% -3.5% 6.5% 7.2% 7.6% 7.3% 6.8% 6.3%
8.8% 12.2% 18.9% -10.0% 9.5% 10.0% 9.9% 9.3% 8.6% 7.2%
-6.9% -4.6% -5.7% 7.6% 6.0% 6.4% 6.8% 6.4% 5.9% 5.9%
-14.4%  -11.6% -9.4% -50.8% -18.2% -9.5% -5.0% 0.0% 0.5% 0.5%
7.6% 8.5% 6.5% 8.6% 2.0% 6.1% 4.5% 4.2% 4.2% 4.3%
1.2% 3.2% 5.0% 3.3% 4.7% 3.5% 3.6% 4.4% 4.3% 4.5%
-2.3% -1.6% 6.0% 3.3% 6.2% 6.4% 4.8% 4.7% 4.7% 4.7%
-36.3% 28.9% 15.6% -23.9% 28.6% 4.3% 3.7% 3.9% 3.9% 3.8%

**Maine Unemployment Rate, and 3-month Treasury Bill and 10-year Treasury Bond rates from Moody's Economy.com - September 2007

Remaining lines derived from the CEFC forecast by CEFC staff and reviewed by the CEFC.
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APPENDIX F

Historical Background and Methodology of Maine’s Revenue Forecasting Process

History

The Revenue Forecasting Committee was established by Governor John R. McKernan,
Jr. on May 25, 1992 by Executive Order 14 FY91/92 in order to provide the Governor,
the Legislature, and the State Budget Officer with an analysis and recommendations
related to the projection of General Fund and Highway Fund revenue. Its creation was in
response to a recommendation by the Special Commission on Government Restructuring.
Committee membership originally included the State Budget Officer, the State Tax
Assessor, the State Economist, the Director of the Office of Fiscal and Program Review,
and an economist on the faculty of the University of Maine System selected by the
Chancellor.

The original Executive Order called upon the Revenue Forecasting Committee to submit
recommendations for State revenue projections for the upcoming fiscal biennium, as well
as adjustments to current biennium General Fund and Highway Fund revenue estimates.
In accomplishing its task, the Committee was directed to utilize the economic
assumptions developed by the Consensus Economic Forecasting Commission.

In 1995, Public Law 1995, c. 368 enacted in statute the Consensus Economic Forecasting
Commission and the Revenue Forecasting Committee, adopting both the structure and the
intent of the original Executive Order.

Public Law 1997, chapter 655 enacted a number of changes to Title 5, chapter 151-B.
There were three major changes: first, the revenue projections developed by the
Committee would no longer be advisory but would be used by the Executive Branch in
setting budget estimates and out-biennium forecasts; second, the State Budget Officer
was empowered to convene a meeting of the Committee to review any new data that
might become available; and third, the Committee was expanded from five to six
members, with the sixth member being an analyst from the Office of Fiscal and Program
Review designated by the Director of that office.

Public Law 2001, chapter 2, enacted a further change to the appointment process of the
sixth member making that appointment less specific by requiring that member to be non-
partisan staff appointed by the Legislative Council.

Methodology

Both the General Fund and the Highway Fund revenue projections are actually an
aggregation of several individual revenue source forecasts. For the General Fund, many
departments and agencies collect revenue under different authority. Highway Fund
revenue, although more limited in the number of sources, also has multiple revenue
sources. Since each of these individual revenue sources is distinctly different in terms of
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size (and thus relative importance to total revenue) and factors that influence growth
(such as tax law, economic growth, interest rates, size of lottery jackpots, number of
patrolmen, etc.), the Committee uses different approaches for evaluating various revenue
source forecasts.

In order to ensure that the Committee's review process is as efficient and effective as
possible, it divides its revenue line review into three parts:

-Major revenue sources directly tied to economic activity

-Major revenue sources tied to other "non-economic” factors

-Minor revenue sources

Major revenue sources tied to economic forecast

In general, major revenue lines directly tied to economic activity are forecast using
econometric equations. These equations define a mathematical relationship between
historical revenue growth and relevant economic trends, then project revenue growth
based on the defined relationship and expected future performance of the economic
variable chosen. For example, revenues derived from the collection of individual income
tax are very closely tied to growth in Maine personal income. Thus, an equation is
estimated that defines income tax revenue in terms of personal income (and other
relevant variables), then the forecast of personal income growth in Maine is used to
estimate future income tax collections. The Revenue Forecasting Committee then
reviews the equation, the underlying economic assumptions, and the overall revenue
forecast level to ensure that they are logical and plausible given our knowledge of current
economic conditions and revenue growth. It is the Committee’s understanding, and truly
the spirit of “consensus forecasting”, that model results need not be blindly accepted and
should be closely examined.

Maine Revenue Services is instrumental in the development of the forecast for the major
taxes, the major revenue sources tied to economic activity. The Research Division
maintains the econometric models that are used to develop the forecast. Maine Revenue
Services also has access to a tax “data warehouse” in order to query tax data and refine
the model outputs and equations. The economic variables forecast by the CEFC are fed
into the models.

Major revenue sources tied to “non-economic” factors and Other Minor Revenue
Sources

Both the major revenue sources tied to other "non-economic” factors and the other minor
revenue sources are generally prepared by the department or agency responsible for
collecting the particular revenue stream. Their experience with and expertise in tracking
revenue growth is used in place of an equation to project future revenue activity. For
example, the level of participation in Maine's lottery is not easily or clearly tied to any
particular economic indicator, like income or employment. Revenue derived from lottery
ticket sales can, however, be projected based on past lottery sales, the likelihood of a
large jackpot occurring within a twelve month period and planned changes in product
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mix or marketing strategy. Therefore, the Department of Administrative and Financial
Services reviews past lottery trends and evaluates any changes in marketing strategy and
estimates the lottery's revenue performance over the upcoming biennium. Additional
factors reviewed by the Committee include the projected Cost of Goods Sold and
Administrative Expense to arrive at an estimated Net Profit to be transferred to the
General Fund. The Revenue Forecasting Committee then reviews their forecast to ensure
that their logic is sound and to ensure that this particular line forecast is consistent with
expectations for other revenue lines.

To further streamline the review of the hundreds of minor revenue sources, the committee
has employed a strategy that has the analysts of the Office of Fiscal and Program Review
and the Bureau of the Budget work with the “collecting” agencies to develop the forecast
for each of the hundreds of minor revenue sources. This review is particularly
concentrated in even numbered years before the beginning of the 1% Regular Session of
the Legislature when the biennial budget for the upcoming biennium is first considered.
Agencies are required to submit their estimates to the Bureau of the Budget as part of the
biennial budget development process in the fall of even number years. Every revenue
source is reviewed by the Office of Fiscal and Program Review and the Bureau of the
Budget with the agencies for consistency with the economic forecast, historic trends and
enacted law changes that may affect future revenue rates, bases or flows.

When preparing a formal review of the biennial budget in odd numbered years to decide
if revisions are necessary, the Revenue Forecasting Committee uses a similar, though
streamlined, process. The major tax models are re-estimated using any updated economic
and capital gains assumptions as well as current baseline data. The budget to actual
performance of the other revenue lines is examined by a subcommittee of the Budget
Office and the Office of Fiscal and Program Review and, when significant variances
exist, the subcommittee recommends to the full Committee which agencies should
develop and present new projections for the Committee’s consideration.

Length of Forecast

By statute, the revenue forecast must project revenue for the upcoming biennium and the
subsequent biennium. For the start of a biennium, December of even numbered years,
this forecast will encompass a span of 5 fiscal years — the current fiscal year, the next
biennial budget to be approved in the upcoming legislative session and a projection of the
following biennium. This projection for the following biennium was added as a long-
range planning tool to help establish a look at the health of the next biennial budget to be
developed 2 years later and adopted by a new Legislature. This projection of revenue is
combined with projections of expenditures for the General Fund and Highway Fund to
develop estimates of the “structural gap” or “structural surplus” of each fund.

Current Tax Law

The Revenue Forecasting Committee bases all revenue projections on current state tax
law and other state laws with future effective dates that affect state revenue sources. The
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Committee is careful to watch for sunsets and future effective dates of laws that will
affect revenue and build those enacted law changes into the forecast. The Committee
does not attempt to second-guess how the law may be changed during the upcoming
Legislative session. The Fiscal Note Process overseen by the Office of Fiscal and
Program Review establishes and tracks the revenue effects associated with legislative
changes. These legislative revenue changes are then included in the base revenue
forecast. The Revenue Forecasting Committee at its next meeting then adopts or amends
those estimates of the legislative revenue changes.

Forecast Schedule

The Revenue Forecasting Committee has 2 statutory reporting dates each year: December
1% and March 1%. The timing of these reports is based on the schedule of the budget
process and the Legislature’s session schedule. The Governor is required to submit a
biennial budget during the first regular session of each Legislature. That process begins
in even numbered years with agencies submitting budget requests by September 1%,

That process concludes with when the Governor submits his budget proposals to the
Legislature by a statutory deadline, the first Friday after the 1* Monday in January
(approximately one month later for a newly elected Governor). The revenue forecasting
fall forecast begins with the economic forecast by the Consensus Economic Forecasting
Commission that must report by November 1%. The December 1% deadline of the
revenue forecast provides the Governor with an update of the revenue forecast that the
Governor must use as the basis for submitting balanced General Fund and Highway Fund
budgets. That 1% forecast of the biennium updates the current projections for the
upcoming budget biennium and it provides the 1% projections of the following biennium.

In December of odd-numbered years, the forecast is updated for the next legislative
session (the 2™ Regular Session of the Legislature) that begins in January of even-
number years. The annual March 1% reporting deadline is scheduled to provide the
Legislature with a “mid-session” update so that they might have the most up-to-date
forecast for the conclusion of their budget decisions.
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APPENDIX G

Materials Distributed by

Maine Revenue Services
on November 19, 2007

Maine Revenue Services
Economic Research Division
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Assumptions Used in Sales & Excise Model

(1) Total Personal Income
(2) Inflation (CPI-U)

(3) Total Employment Growth
(a) Growth by Sector

(4) Forecast of CPI for Energy Prices (Global Insight — Nov. 2007)
(5) Forecast of new passenger car & light truck registrations in Maine (Global Insight — Fall 07)

(6) Forecast of average price of new vehicle (Global Insight — Nov. 2007)

‘Assumptions Used in Individual Income Tax Model

{7y I‘ otal Personal Income
(a) Growth by Component

(8) Inflation (CPI-U)

(9) Total Employment Growth
(10) Unemployment Rate

(11) 3-Month Treasury Bill Rate

{12) 10-Year Treasury Note Rate

Assumptions Used in Corporate Income Tax Model

(13) Inflation (CPI-U)

(11) Total Employment Growth
(a) Growth by Sector

(12) Forecast of Before-Tax Corporate Book Profits (Global Insight - Nov. 2007)
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U.S. Macro Outlook: Still Moving, but Vulnerable

By Mark Zandi in West Chester - _

November 7, 2007

View Moody's Economy.com Macro Forecast here.

&

Faliout from the subprime financial shock has been surprisingly modest so far.

&

Solid business balance sheets and a falling dollar are holding the expansion together.

The financial turmoil isn't over, however; moreover $100 oil, if sustained, will be a problem,.

Policymakers have more work to do.

The economy remains surprisingly resilient to the ongeing subprime financial shock. Growth is
slowing, but the sturdy 166,000 October payrolf job gain suggests threats to the expansion are
receding. Recession odds have fallen to less than one in three, from a peak above 40% during the
height of the financial turmoil.

Recent confidence surveys indicate that businesses are nervous, and hiring less aggressively (see
chart). Yet aside from those in housing-related sectors they aren’t worried enough to iay off
workers. Investment is also sturdy, particularty in commercial structures such as office buildings
and hotels. Businesses are ioath to cut expansion plans given record profit margins and healthy
balance sheets. Earnings growth has slowed sharply, but at least so far, firms are gracefully
weathering the financial turmoil.

Business Confidence Slumps
L5, business confidence, diffusion index

.
£
50

% positive less % negative responses
Source; Moodv’sjEs:Dnomy.com
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The economy is alsc receiving a lift from the quickly narrowing trade deficit, Import growth has
slowed, but most of the improvement in the trade balance comes from exports, which are
increasing at a robust double-digit pace. Big export gains are occurring most notably in
aerospace, technology, and agriculture,

itp://www.economy .com/dismal/profarticle.asp?cid=101063 &p=1 1177/7200°
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Unusually strong and broad-based growth overseas is helping, but the weaker U.S. dollar is even
more important (see chart). The broad trade-weighted dollar is down some 20% from its peak
early in the decade. Against the euro, the dollar is at a record jow of $1.45; a British pound
fetches more than $2, and the Canadian loonie is worth more than a U.S. doilar for the first time
in 35 years, Given the long lags between doliar moves and their impact on trade the benefits of
the currently lower dollar will extend through the rema;nder of the decade.

Lower $, Improving Trade

?5 ‘4;’2 D
= 17 N SNa Nt trade deficit Lo
= LAY 6l 20008 (%)
- A + 200
£ Broad irade-weighted §,
mvermd scale, T -300
10T index, 3-year iag (Ly 4
¥ LS T =400
115 1 =
125 TSources: FRB, + &0
Census
135 D I e B o S e e S B O et st S R o |

95 97 @ 01 03 05 W 09

Concern that the falling dollar will fan inflation is overdone. Gverseas producers and U.S. retailers
are shouldering most of the financial burden, and up to half the cost of imported goods is in
transportation, storage and marketing, which are unaffected by the dollar’'s moves. Chances that
the doflar’s decline will become a rout, as investors sell dollar assets en masse, are even more
remote. There is just as much evidence that investors are coming to view the extraordinarily
cheap dollar as a buying opportunity.

Financial storms continue

There remains much to worry about, however, The subprime financial shock continues to
reverberate throughout financial markets. Commercial paper markets remain fragile, the Libor’

market is unsettled, and bond issuance in the mortgage securities and high-yield corporate
market is far from normal,

Global investors are correctly fearful that there are more losses to come in the U.S. residential
mortgage market, and that financial institutions have still not fuily accounted for the losses to
date. Commercial bank credit-default swap spreads—a measure of the cost of insuring against

losses on bank-issued securities—have ballooned in recent days and are about five times as wide
as prior to the crisis.

Of most concern is the self-reinforcing quality of the financial crisis. With investors shunning
mortgage securities, credit-starved mortgage lenders have no choice but to tighten their
underwriting standards. This in turn undermines housing demand and lowers home prices, igniting
more mortgage defauits as borrowers facing payment resets are unabie to refinance their loans.
Investor confidence is further undermined, and the negative cycle is renewed.

Credit tightening is not simply confined to mortgages. According to the Federal Reserve’s October
survey of senjor loan officers at major commercial banks, a net 19% of lenders said they were
raising-standards on loans to large and medium-sized commercial and industrial borrowers {see
chart). As recently as the April survey, more banks ware easing C&I loan standards than

tightening. Banks are similarly raising standards for commercial mortgage ioans and consumer
lcans other than cradit cards.

ittp://www.economy .com/dismal/pro/article. asp?¢id=101065 &p=1 117772007
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Bank Lenders Batten Down Standards
Net % of banks tightening loan standards
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Credit could flow even iess freely if the bankingksystem is unable to manage the iosses that are
coming from exposure to housing and mortgage markets. The threats to business investment and
hiring, consumer spending, and thus the economic expansion remain substantial.

The $100 barrel

There is also the specter of $100 oil. Crude prices have risen nearly fivefold in five years, and
while the fallout to date has been modest, this will not be the case much longer.

The recent spurt in oil prices is aggravated by the falling dollar and heightened financiai
speculation. Since oil is priced in dollars, a falling dollar means that global demand and supply can
only halance if the dallar price of oil rises, Of the $30 per barrel increase in the cost of West Texas
Intermediate crude during the past year, approximately half is due to the slumping dollar.

The other half of the increase in price is due o financial speculation. Investors have focked to oil
and other commodity markets as stocks and bonds have become more volatile and risky.
Investors are also playing on the wafer-thin margin between global oil production and demand,
and betting that geopolitical strife will lead to price spikes.

Pain at the pump

So far there has been no discernible economic damage from higher oil prices, thanks to a
seasonal lult in demand for gasoline and home heating fuel. This is changing fast, however. Winter
is approaching in the Northeast, the principal consuming region for heating oil. Still more
disconcerting would be the prospect of oil staying at $100 per barrel as refiners gear up for the
2008 driving season. U.S. gasoline prices could conceivably rise near $4 per gallon (see chart).
This would put an overwhelming strain on household finances as negative housing wealth effects
are at their most intense and the job market is at its weakest.

ittp://www.economy.com/dismal/pro/article. asp?cid=101065&p=1 117772007
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The ili effects of the subprime financial shock will become maore proncunced in coming months,
Rzal GDP growth, which expanded nearly 4% in the third quarter (annualized), will be less than
half that in the current quarter and well into 2008. Growth during this period will fall short of the
economy’s estimated potential of 2.75%; unemployment is thus expected to rise over 5% by next
summer. Job growth, which has averaged 125,000 jobs per month since the beginning of the
yvear, will average closer to 85,000 jobs per month in the coming vear.

One misstep away

The economy will avoid recession, but it will be especiaily vulnerable through next spring. If the
financial turmoil boils over again; if oil prices don’t recede from $100 per barrel; or if anything
else doesn‘t go exactly right, then the expansion will unravel.

It is also likely that policymakers will have to do more to forestall 2 downturn. While the baseline
outlook is for a 4.5% federal funds rate target through 2008, odds are very high that more
monetary easing will be necessary. Congress and the administration will also likely have to
interject more forcefully in the mortgage market to ensure that the lcoming surge in foreclosures
doesn't overwhelm the housing and financial markets and the broader economy.

This commentary is produced by Moody's Economy.com, Inc. (MEDC), a subsidiary of Moody's Carporation (MC0)
angaged in economic research and analysis. MEDC's commentary 1s independent and does not reflect the opinions
of Moody's Investors Service, Inc., the credit ratings agency which is also a subsidiary of MCO.
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Units 06Q4  07Q1  07Qz2 O7Q3E O7Q4F 08QIF 0BQIF 2008 2007E 2008F
somposition of Economic Activity, SAAR '
Sross Domestic Product bow$ 11,3955 11,412.6 11,520.1 11,609.7 11,652.2 11,708.5 11,776.0  11,319.4 11,548.7 11,819.2

Change YeAR 2.1 0.6 3.8 3.1 1.5 1.9 2.3 2.9 2.0 2.3
ersonsi Expenditures _
Sonsumption bow$ 8,141.2 82157 82443 83045 8,333.8 8,362.2 8,3%7.0 8,044.0 82746 84174
Change YAR 3.9 37 . 14 3.0 1.4 1.4 1.7 31 - 28 1.7
Durables bow$ 1197.6 1.223.2 12284 12317 12308 12307 1,2335 1,180.5 1,228.5 1,237.1
Change %AR 3.9 8.8 1.7 1.1 -0.3 0.0 1.0 3.8 4.1 0.7
Motor Vehicles bow$ 4396 4B15 4482 4411 4378 43RBT 4349 437.3 4447 4353
Change %AR 0.1 11.3 2.9 -6.2 -2.9 -2.0 -0.7 -3.1 1.7 -2.1
Nondurables bow3 2,368.8 2386.6 2,383.8 2,397.1 24016 24050 24104 2,3378 23823 24135
Changs %AR 4.3 30 -0.5 2.3 0.8 0.6 0.9 37 23 0.6
Services bow$ 4,595.5 46307 4,658.7 4,700.2 4726.1 4,751.0 4,777.4 45455 46784 47913
Change %AR 3.7 3.1 2.3 3.8 2.2 2.1 2.2 - 2.9 24
rrvestinent
~ixed Investment bew§ 1,835.,5 18152 18293 1,838.0 18315 18348 18406 1,874.7 1,828.0 18522
Change %AR -7.1 -4.4 3.2 1.5 -1.0 0.7 1.3 2.4 -2.5 1.3
Nonrasidential bow$ 1,314.7 13217 13566 13862 14032 14188 14332 1,306.7 1,367.0 1438.2
Change %AR -1.4 2.1 71.0 9.0 50 45 4.9 6.6 4.6 52
Structures bow$ 2783 2827 2895 3076 3174 3257 3314 288.6 301.8 3309
Change %AR 7.4 8.5 26,1 11.3 13.3 10.9 7.2 8.4 12.3 9.6
Equipment bows 1.044.4 10452 1,057.4 10824 10766 10839 10828 1,050.6 1,082.2 1,098.1
Change SAR -4.9 0.3 4.7 4.6 27 2.7 3.3 5.9 1.1 3.4
Residential bew$ 53204  508.3 4908 4677 4463 4340 4253 5695  477.7 4320
Change %AR -17.2 183 118 <174 172 -10.6 -7.7 -4.6  -16.1 -8.86
Single Family hew$ 2624 2402 2312 2137 1883 1891 1819 302.7 2208 18643
Change %AR -34.0 268 142 270 -259 173 -14.3 -7.§ 270 157
Multifamily bow$ 39.7 384 36.7 353 336 318 07 391 36.0 317
Change %AR 13.1 -12.5  -166 -14.2  -185 193  -13.8 34 -7.8  -11.8
Other bew$ 2284 2294 2245 2205 216 2147 214.4 2279 2226 2158
Change %AR 4.7 1.8 -8.3 -7.0 -7.6 -2.8 -0.7 -1.1 -2.3 -3.2
nventory Change bow$ 17.4 0.1 5.8 16.4 22.8 27 4 33.9 40.3 11.8 33.8
NeonFarm bowd 13.6 .m5.8 1.3 17.4 218 26.4 32.9 41.7 8.7 32.8
Farm bew$ 3.8 5.6 36 1.0 1.G 1.0 1.0 -1.0 27 1.0
Trade
Jet Exports bew$ -587.3  -6121 -573.9 -5BO98 -568.4 5606 5542 -624.4 -581.0 -549.0
ttp://www.economy.com/dismal/pro/data/outlook.asp?type=1 V772007
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Forecast Flash
The Last Hurrah?

The backward-looking evidence may suggest that the economy is doing just fine, but the storm clouds are gathering.
Growth in the third quarter was robust, spurred by scaring exports, and the fourth quarter did begin with a solid increase in
payroll employment in October, But the danger is that this good news will represent the "last hurrah™ for an expansion that
is about o slow sharply,

Major Headwinds for the Economy. The economy is now facing & potential double shock. The first shock is from
housing and the credit crunch, Housing remains in free fall, and the Fed's latest bank survey shows credit also tighiening
in commercial real estale and consurmer loans. On top of the housing and credit problems, the sconomy is now facing a
second shock from oil, where prices are approaching $100/barrel, squeezing consumer spending power as gascline and
heating oil both rise above $3/galion.

Growth to Slow in the Fourth Guarter. Third-quarter GDP growth may have beaten our expectations, at 3.9% (and it is
Iikely 1o be revised up yet higher), but the threat from the double shock means that we have becoma more pessimistic
about the immediate outiook. The period of greatest risk lies in the current quarter and the first haif of 2008, Over that
period, we expeact growth 1o run at an annual average rate of just 1.2%, revised down from 1.5% in our Oclober forecast,
And we have raised the odds that the economy siips into recession from 30% to 35%.

Housing Plunges, Consumption Growth Slows. All housing indicators are pointing steeply down, and we expect
housing starts to drop to a low of lust below 1.0 million units in the first quarter of 2008, And as slowes amployment growth,
falling home prices, tighter credit avaitabitity, and higher energy prices squeeze the consumer, we see consumsr spending
growth running at less than 2% annualized over the next three quarlers. In furn, siower growth in final demand will make
businesses more cautious about capital spending.

Qi Is a Key Risk. Our baseline forecast assumes that the current oif price has avershot the fundamentais of demand and
supply, and that there is a major speculative/geopelitical risk component, which will come out of the price. We assume that
oll witi slide back down to 375/barrel by the secand quarter of 2008. A key downside risk to economic growth would atise if
this does not materialize.

Exgort Surge Supports Growth. Falling interest rates and slowing U.S. growth are giving the rest of the world "dollar
indigestion,” and the greanback is hitting new lows. This is bad news for U.S. consumers, but it is dramatically improving
the competitiveness of U.S. producers. Sirong improvements in foreign trade are a crucial part of the story for 2008-—and
2 key reason why our baseline shows just weak growth, rather than a recession. We expsci domestic spending growth of
Just 1.2% in 2008, but GDP growth is much stronger than that, at 1.9%, heiped by export growth of almost 10%.

Inflation Becomes More Comfartable. Headling inflation figures will look nasty over the next couple of months, with CP
inflation spiking above 4% year-on-year as higher energy prices feed through. The key question is whether this will spark &
broader outbreak of inflation, but we do not think the economy is strong snough to allow that. We expect core PCE
inflation {o average 1.8% in 2008, which is right where it stands now (September).

Fedsral Reserve Expected to Loosen Further, The Fed shifted into neutral after its interest raie cut on October 31. We
believe that GDP growth will be weak enough o persuade the Fed to raduce rates again, although perhaps not as soon as
its December meeting. We assume one more 25-basis-point cut in the federal funds rate, to 4.25%, in January 2008,

by Nige! Gauit
A Quick Look at the Numbers
(Annuai rates)
Quiarterly Annuat’

07:3 07:4 08:1 2006 2007 2008 2009 2010 2011

Real GDP (Percent change) 3.9 L3 07 2% 2.1 1.9 29 2.8 2.8
Federal Funds Rate (Percent) 5.07 4.59 4.33 4,96 5.04 4.27 4.57 475 4.75
Ten-Year Treasury Yield {Percent) 4.73 4,48 4.41 4,79 4.68 4,53 5.02 527 5.27
Oil Prices, WYI (Dollars/barrel) 75.19 90.38 80,00 66.12 72.15 75.66 74,33 74.02 73.42
Consumer Price Index (Percent change) 1 43 08 32 2% 20 16 1.9 1.8
Housing Starts {Millions} 1.3¢ 1.16 097 1.81 1.33 1.02 1.30 1.55 1.72
Consumer Sentiment (Univ, of Michigan} 86 79 84 87 85 86 88 90 g1

Unempioyment Rate (Percent) 4.6 48 49 46 46 50 50 4.8 4.6

© 2007 Global Insight. All rights reserved. Wednesday, November 07, 2007. Page 2 of 3.
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Forecast Summary

Executive Summary, November 2007

« We expect GDP growth to slip to an average of just 1.2% over the next three quarters.

Housing and the credit crunch, plus oil near $100/barrel, threaten a "double shock™ to the economy.

¢ The housing downiurn has much further to go, and a slowdown in consumer spending growth is under way. If oll
stays near $100, the outiook will worsen.

e The export outiook still looks good, and must remain so if the economy is to avoid recession.

e The Fed cut the federal funds rate to 4.5%, but has now moved to a neutral stance. We believe it has more work to
do.

;]

The Forecast in Brief

The backward-looking evidence may suggest that the economy is doing just fine, but the storm clouds are gathering-
GDP growth was robust in the third guarter, spurred by soaring exports, and the fourth quarter opened with a solid October
increase in payroll employment, But the danger is that this good news represents the “last hurrah” for an expansion that is
about to cool abruptly.

The economy now faces a potential double shock. The first shock s from housing and the credit crunch. Housing
remains in free fall, and the Federal Reserve's latest bank survey shows credit also tightening in commaercial real estate
and consumer loans. Looming is a second shock from oll, where prices are approaching $100/barrel. Our baseline forecast
assumes that the oil price has overshot, and will slide back down 1o $75/barrel by the second quarter of 2008. Already-high
recession risks would rise sharply if this retreat does not materialize.

Third-quarter GDP growth may have beaten our expectations, at 3.8% {and it is likely to be revised yet higher), but the
threat from the double shock means that we have become more pessimistic about the immediate outlook. The period of
greatest risk lies in the current quarter and the first nalf of 2008. Over that period, we expect growth 1o run at just 1.2%
{annual rate), revised down from 1.5% in our October forecast. And we have raised the odds that the economy slips
into recession,from 30% to 35%. '

Growth Wit Slow Sharply
(Feal GDP, percert chargs, annual rate)
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Growth dips to 1.3% in the fourth guarter, as the decline in residential construction accelerates and consumer spending
growth slows. GDF growth remains in the 1-2% range until the third quarter of 2008 (the first quarter of 2007 is the
waakest, at 0.7%). The average growth rate for 2008 comes in at 1.9%, which does not ook shockingly low, butitis
heavily "back-loaded," and the major risks fie just ahead.

Heousing remains the biggest drag on growth. Existing and new horne sales are falling faster, inventories of homes for sale
keep climbing, and builder sentiment has now dropped below its all-time low. The dramatic tightening of conditions in the
morigage market (not confined to the subprime sector) maans that on the supply side of the housing market, foreclosures
are rising, white on the demand side, there are fewsr qualified buyers. Further steep declines are likely in existing and new
home sales and housing starts over the next faw months. For example, we expect housing starts to fall another 25% (from
1.30 million to .97 miilion) between the third quarter of 2007 and the first guarter of 2008. On an annual basis, staris
should drop to a low of 1.02 million in 2008. Home prices will react more siowly than starts, but are heading lower too. We'
expact an unprecedentad decline in national nominal home prices during 2007, of 1.9% for the OFHEQ index on a fourth
quarter-to-fourth quarier basis, followed by a deeper 7.4% decline in 2008.

The housing downturn wili spill over to the consumer sector. Slower empioyment growth, falling house prices, tighter
credit availability, and a renewed surge in gasoling and heating ofl prices (above $3/gallon) are increasing consumer
caution. We see spending growth slowing to 1.9% in the fourth quarier, and averaging less than 2.0% in the first half of
2008.

© 2007 Global Insight. All rights reserved. Friday, November 09, 2007. Page 2 of 5.
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Employment growth Is siowing, although the deterioration has been gradual. We do believe, however, that employers
are becoming more cauticus about hiring—after a long period when hiring was surprisingly strong relative to the growth of
output—which will weaken a key support for consumer spending. We expect payroll employment gains 1o slip to an
average 75,000 per month over the next six months.

Consumers are also facing declining home prices, which are removing the fuel that has allowed spending growth to
outpace real income gains. Indeed, 2007 is iikely to be the first year since 2002 in which consumer spending growth falls
short of income growth (at 2.9% versus 3.5%). Next year, we see consumer spending growth slipping to 2.0%, well beiow
the 3.1% gain in incomes. Light-vehicle sales fali to 15.7 million units in 2008, their worst year since 1998,

Slower growth in consumer and housing demand will make businesses more cautious about capital spending. Businesses
are still flush with cash—but if their end-markets are not growing, there is no need to spend. Eqguipment spending has
struggled this year, although it is now showing some improvement afler a weak first half, We do not think this improvement
will fast. Equipment spending growth is running around a 5.8% average pace in the second half of 2007, but should slow o
just 2.0% in the first half of 2008. The incentive to spend will be greatest for businesses who are selling into export rather
than domestic markets.

Nonresidential construction boosted GDP growth in the first half of 2007, Although the decline in home-building and the
recent sharp tightening in credit conditions will begin to weigh on commercial construction, that impact will come through
only with a lag. Thus, nonresidential construction spending shouk! increase a very strong 12.1% this year and then just
0.6% in 2008, before falling 4.0% in 2009, Spending declines in all four quarters of 2008,

Growth in the economy has had a very benaficial impact on the federal budget deficit. The deficlt narrowed—again—in
fiscal year 2007, hitting $163 biliion (1.2% of GDP). Sharp revenue gains, fuelad by surging profits and bonuses, have
driven the improvement, buf the good news is now coming to an end. We expect faster spending growth and slower
revenue growth to raise the deficit to $2886 bitlion in fiscal year 2008,

Robust giobal growth and a weakening deilar are supporting U.8. growth. Growth in Asia still looks solid, although
there are signs that European growth is losing steam, partly because U.S. goods are gaining at Europe's expense as the
doliar slides. Falling inferest rates and slowing U.S. growth are giving the rest of the world "dollar indigestion,” and the
greenback is hitting new lows. This is bad news for U.S. consumers, but it is dramatically improving the compsatitiveness
of U.S. producers. Strong improvements in foreign trade are a crucial part of the story for 2008—and a key reason why aur
baseline shows just weak U.S. growth, rather than a recession. We expect domestic spending growth of just 1.2% in 2008,
but GDP growth is much stronger than that, at 1.9%, helped by export growth of almost 10.0%.

The current-account deficit is likely to have peaked at $811 billion (6.1% of GDP) in 2008. This year should see the first
narrowing of the gap (to $774 billion) since the recession year of 2001, as exports gain on imports, in both real and
nominal terms.

Headiine inflation figures will lock nasty over the next coupie of months, with CP1 inflation spiking above 4% ysar-on-year
as higher energy prices feed through. The key question is whether this will spark a broader outbreak of inflation—but we
da not think the economy is strong enough to allow that. Increasing slack in product and labor markets should offset the
pressure from high energy prices and the weakening dollar. We expect core PCE infiation 1o average 1.8% in 2008,
which is right where it was in September. That would keep it within the Fed's 1-2% comfort zone.

The Federal Reserve probably has more work to do, sven though it shifted into neutral after its interest rate cut on
October 31. We believe that GDP growth will be weak enough to persuade the Fed to reduce rates again, although
perhaps not as soon as its December meeting. The more hawkish elemenis on the Fed will be reluctant to cut rates amid
an energy-related surge In headline inflation. Global Insight assumes one more 25-basis-point cut in the federal funds rate,
to 4.25%, in January 2008. Faster growth in late 2008 and early 2008 forces the Fed to partially reverse its cuts in 2009,
taking the funds rate back up to 4.75%.

The Double-Shock Economy is Here

© 2007 Global Insight. All rights reserved. Friday, November 09, 2007. Page 3 of 5.
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For the past two years, as part of our Top-10 Predictions, Global Insight has been saying that it would take at least two
shocks fo bring a resitient U.S. economy to its knees. Unfortunately, that may be precisely the situation we find ocurselves
in now. Not only is the housing downturn bad and getting worse, but if oif prices stay at currant tevels for iong or keep
rising, a fragile and vulnerable expansion could come to an untimely end. Even assuming oil prices ease in the next few
maonths, the outlook for 2008 is weaker and the risks of a recession are greater now than they were just a month ago. With
inflation not a serious threat and the economic risks overwhelmingly on the downside, the Federal Reserve will cut rates—
the anly question is when and by how much. '

Shock One: Housing and the Credit Crunch. As large financial institution after large financial institution reporis
significant subprime-related losses, it has become guite clear that—at best—we are only about halfway through the current
financiat crisis. To put things in perspective, Global Insight has estimated that roughly $600 billion in securitized subprime
loans reside somewhere in the U.8. financial system. i the losses on these securities amount to 10-20% of the total, then
the write-downs on portfolios will have to be in the $ 80-120 billion range. This Is equivalent to around 6-12% of U.S. bank
capitat-not a trivial amount, but not a disaster either. However, only about $50 billion in losses has been reajized so far.
This means that we can expect more bad news in the weeks and months ahead. The good newsfoad news is that both the
financial markets and the Fed are more aware of the problem now than they were three or four months ago—and hopefully
better prepared.

Biggest Shump in Housing Stats Shce 1970s
(Million urits)
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Nevertheless, the implications for the U.S. housing market are even more dire than before—if that's possible. We now
expect housing starts to fall below 1 millions units in the first two quarters of next year. The peak-to-trough drop in starts
will be the steepest since the 1974-75 recession. The drop in residential fixed invesiment as a share of GDP, from 8.2% in
2005 to 3.5% next year, is likely to be aven more pronounced—and the most precipitous since the Second World War.
Likewise, the sxpected cumulative 11% drop in house prices by mid-2009 will be the first since the 1830s.

By itself, shock one is set to push real GGP growth down to levels not seen since 2002-—when the economy expanded at
an anemic 1.6% rate.

Shock Two: Record High Oif Prices. The seemingly inexorable rise in ol prices is due to both fundamental and
“tamporary” factors. According to Global insight's Energy Group, market fundamentals support a price of $75-80 per
barrel. However, hecause inventories are low and energy demand in many parts of the emerging world is very strong
{thanks to robust growth and pervasive fuel subsidies), market conditions remain exiremely tight. This means that any
geopolitical or weather-related event will be magnified. Unfortunately, there has been no shortage of such events: threats
by Turkey to invade Kurdish rebel stronghaolds in northern Irag, anxiety cver the declaration of martial law in Pakistan, the
bombing of a pipeline in Yemen, bad weather in the North Sea and the Gulf of Mexico, and on and on.

Speculation is another factor that is alsc at play in oil and other commodity markets. There is still a lot of liquidily in many
parts of the world {especially Asia and the Middle East). Some analysts have speculated that this is the cause of the latest
global "bubble” in oil, gold, silver, and other commodities.

Globatl insight projects that oil prices will fall inte the range supported by fundamentals early next year. However, if oil
prices stay in the neighborhood of $100/barrel or rise even higher {either because of speculation or geopolitical events),
then a recession may be unavoidable.

The Outlook Keeps Weakening and the Risks of Recession Keep Rising. Compared with last month, Global insight
has lowered the 2008 growth rate from 2.0% fo 1.9% and raised the recession probability from 30% to 35%.

The third guarter's 3.9% growth rate (which Global Insight expects will be revised upward) and October's robust
employment report are likely to have been the last good economic news for some time. We now expect very weak growth
this quarter and through the first half of next year, with the nadir occurring in the first quarter of 2008, when we only predict
a paltry growth rate of 0.7%. This will increase the vuinerabiiity of the economy fo further bad news on oil.

An economy growing af 3.0-3.5% is much better able fo absorb any shock (including higher oil prices) than an economy
growing only 1.0-1.5% or even less. If oil prices remain at current levels for an extended period of time, the economy wil
iikely suffer much weaker growth and possibly a mild recession. If oil prices climb above $100/barrel and keep rising, then

© 2007 Global Insight. Ail rights reserved. Friday, November 09, 2007. Page 4 of 5.
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the downturn could be more pronounced.

The Fed Will Cut Rates—But When and How Much? While some analysis have started io fret.about the possibis
inflationary threats from $100/barrel oil, paradoxically, the squeeze from oil is more deflationary than inflationary. So far,
there has been very little spillover from ol prices to other parts of the economy. Ultimately, the Federal Reserve is most
concerned about core inflation and its key drivers—especially wage inflation. Not only is core PCE infiation now within the
Fad's comfort zone, but recent data on the employment cost index and unit labor costs suggest that wage inflation is not a
problem. Moreover, as the economy weakens, disinflationary forces will strengthen.

Global Insight predicts that the Fed will lower the federal funds rate sither at the December or January FOMC meetings.
However, if the economic engine starts to sputter, then the Fed will undoubtedly cut some more,

ey Forecast Assumptions

Qil Price Projection Raised Temporarily. Ol prices have reached close to $100 per barrel, pushed up in part by the
declining doilar. Our forecast assumes that oil has overshot its supply/demand fundamentals. We still expect to see prices
soften later this year, but have raised our fourth-quarter price assumption to $90.38/barrel (West Texas Intermadiate), up
from $77.00 in the October forecast. We now expect $75.66/barre! in 2008 (up from $74.25). Thereafter, prices should
remain in the low $70s for the next 10 years. Higher olf prices mean higher gasoline prices, and we have raised the
average retail gasoline price to $3.01/gallon in the fourth quarter, up from $2.77 in the October forecast.

Natural Gas Prices to Rise. As winter demand kicks in, we expect natural gas prices to reach $8.32 per million Bl
(Henry Hub cash price} in the first quarter of 2008, up from $6.18 in the third quarter. That would put the first-quarter price
17.3% above its year-earlier level. We expect the price to run within the $8-8 range over the rest of the decade.

Federal Reserve Expected to Loosen Further. We assume that the Fed will cut the target federal funds rate by 25 basis
peints at its January 2008 meeting, taking the rate down to £4.25%, where it stays throughout 2008.

Bollar Decline to Continue. Slower U.S, growth and falling interest rates are 2 recipe for a weaker dollar. The doilar
dropped about 5% against major currencies during 2008 (fourth quarter-to-fourth quarter basis), and should fall about 11%
over the course of this year. We have assumed end-2007 values of $1.46/euro, 111 yen/doilar, and C$0.94/doliar, which
imply little change from early-November values. We expect a further decline against the eurc and the yen in 2008, We
expect China to allow the pace of renminbi revaluation to accelerate, helping to cool the country's rapidly expanding
economy. We assume that the Chinese currency will appreciate 9.3% against the doliar over the next 12 months.

Forgign Growth Is Cooting. We project GDP growth in the United States' major-currency trading pariners at 2.6% in
2007, down from 2.8% in 2008, then siiding furthar to 2.3% in 2008.

Productivity Growth Has Slowed. We expect productivity gains to average just 1.4% for 2007 and 1.6% for 2008,
Average productivity growth over the next 10 years {2007-17) is projected af 2.0%, below the 2.5% average since 1997,

Tax Burden to Rise. The forecast assumes that Congress will not allow ail of the Bush administration's personal fax
reductions io expire as scheduied at the end of 2010. But we expact some Increase In the income-tax burden, whether
through the capricious impact of the Altsrnative Minimum Tax (AMT) or through some kind of tax reform that raises a
similar amount of revenues. We do not anticipate any major tax Initiatives before the 2008 presidential elections, though,
and assume that temporary "fixes” will prevent the AMT from kicking in violently under this Congress.

Defenise Spending Growth Guickens. Spending for the wars in Irag and Afghanistan continues to climb. We expect real
federal defense purchases to rise 3.1% in calendar 2007 and 4.2% in calendar 2008 (up from 1.9% growth in 2008).
Overall federal purchases will rise 1.9% In 2007, down from 2.2% growth in 2008.

by Nariman Behravesh and Nigel Gault
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Employment in 2007: Maine's employment performance for all of 2007 will remain consistent with its July year-over-year
fyfy) growth rate of 0.7%. Financial activities and manufacturing will continue to struggie, posting losses of 1.1% and 1.4%,
raspectively. We expect manufacturing o register another positive growth rate in real gross state produdt (1.2%),
indicating that productivity gains continue to accompany job losses. Meanwhile, the damaging effects of high business
oparating costs will not abate any tima soon, and financial firms will become increasingly more willing to teave the state.
Professional and business services (up 2.5%) as well as education and health services (up 2.0%) will continue fo be at the
forefront of the state’s rather disappointing employment growth. The profassional and business services industry in Maine
is largely following the national trend of strong growth in the industry, but it provides only a small boost to the overall
sconomy bacause of iis small size. Health services wilf be the strongest parformer in 2007 as demand for servicss
continues o grow and the state government pours large sums of money into the system.

Total Employment

{Percent change, annual ratej

T DU U
2900 04 Oz 03 04 0508 07 02 08 10 11 42 13

—ldFine — .5,

Employment Through the Next Five Years: Over the next five years, Maing's total employment growth will improve
rejative to its current state, expanding at a slow, but steady, annual average pace of 0.8%. Professional and business
services and education and health services will lzad the siate's economic development once again, growing at 3.0% and
1.2%, respactively, Naverthelass, the health-care employmant growth rate will gradually slow down as the size of the
system ultmatefy reaches its equilibrium. Part of this slowdown may e attributable to industry-wide budget cuis and
financial constraints almed at controfling the rapidly rising costs of heaith care. On a positive note for the economy,
employment in leisure and hospitality services is expected to grow at an annual average rate of 1.1% over the next five
years. As many of Maine's traditional industries {manufacturing, logging, and fishing} decline in importance, the siate is
relying more and more on its jandscapes 1o attract tourists,
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Heating oil prices continue to climb

By The Associated Press wire report E-mait this page A Cusrent
November 14, 2007 05:31 AM Reader Comments (balow)

Recent Updates £400 01

) AUGUSTA - Heating oil prices in Malne rose by 2 cents a gailon on 3 $300,80

New call center to open in . . . el

Calais 11:16 AM average last week as crude oil prices continue to hover at more S200 5

than $90 a barrel.

e

Convicted killer held in purse Tetng & Dot

snatching 11:09 AM

The average price for heating oil was $3.11 a gailon on Tuesday,

Women argue at Indian Ridge or 92 cents higher than a year ago, according to a weekly heating
10:22 AM fuel price survey by the Maine Office of Energy Independence and
Security.

The average price ranged from $3.06 a galion in southern Maine to $3.15 in the eastern region.

Kerosene was averaging $3.51 gallon, whichis 11 cents higher than a week ago and 89 cents
higher than last year atf this time.

Reader comments
ScottTopsum of Topsham, ME
Nov 14, 2007 11:32 AM

reader,

That is 90 minutes of run time for the burner. Burners do not run continuousiy. A typical house
(obviously there is a wide range of difference in house sizes, insulation, etc, making the *typical*
house rather an academic concept)in this climate uses approximately five gallons of heating oil a
day.

Disiflusioned Voter of Millinocket, ME
Nov 14, 2007 11:30 AM

Brian,
Good for you, T just paid $302.00 for 100gal. Quch!

Anyone know how many BTU's I'd get if I droppad a NIMBY into my woodstove?

ttp://news.mainetoday.com/updates/018537.htmi 1171472007
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Monthly Distribution of MRS Recommendation v. Model

FY07 FY08 -R FY08 - M

July $97.636 $100.695 3.1% $100.695 3.1%
Aug $1.233 -$2.249 -282.4% -$2.249  -282.4%
Sep $99.371 $102.885 3.5% $102.885 3.5%
Oct $96.838  $97.816  1.0%  $97.816 1.0%
Nov $80.635  $81.442  1.0%  $82.248 2.0%
Dec $78.391 $79.175  1.0%  $79.959 2.0%
Jan $102.401  $103.425  1.0% $104.449 2.0%
Feb $66.604  $67.569 1.5%  $67.936 2.0%
Mar $64.710  $65.806  1.7%  $66.502 2.8%
Apr $75.103  $76.479  1.8%  $77.356 3.0%
May $73.481  $74.833 18%  $75.685 3.0%
Jun $84.527  $86.295 2.1%  $87.063 3.0%
Accryal $99.926  $102.075 2.2% $102.624 3.0%
Total  $1,020.856 $1,036.247  1.5% $1,043.269 2.2%
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