REGIONAL HIGHLIGHTS

Second Quarter 2004

Business Conditions Continue to Improve;
Regional Employment Advances

Business conditions in the tri-state region improved in
the second quarter, building on first-quarter gains. The
manufacturing sector continued its expansionary trend.
Consumer spendingrose. Housing marketsremained strong,
but demand for commercial real estate continued to be slack.
Employment in the three states of the region increased
significantly in the second quarter. The Philadelphia Fed
is forecasting further gains in employment during the next
four quarters in the three states and further declines in
unemployment rates.

Manufacturing Activity Continues to Expand

Activityintheregion’smanufacturing sector continued to
expand in the second quarter at about the same rate as in the
firstquarter. As of June, manufacturing firms participatingin
thePhiladelphia Fed’s Business Outlook Survey havereported
advances in activity for 13 consecutive months (Chart 1).
The area’s manufacturers are still seeing increased demand
for their products, as the number of firms reporting gains
in shipments and new orders exceeds the number of firms
reporting declines (Chart2). During the second quarter, four
outof 10 of the manufacturerssurveyedreported experiencing
shortages or delayed deliveries of raw materials. More than
half of those faced with supply difficulties indicated that
their production rates had been adversely affected. Supply
interruptions contributed to a rise in local firms’ backlogs of
unfilled orders and slower delivery times (Chart 3).

With the continuing growth in output, manufacturers
participating in the survey indicated that they are operating
at fairly high rates of capacity utilization. Many of the firms
surveyed are planning to expand. The survey’s index of
future capital spending was higher during the first half of
this year than it was throughout last year.

Area manufacturers continued to report rising prices
for industrial commodities in the second quarter, and
they raised prices for their own products as well. The
widespread price increases noted by survey participants
reflect a growing demand for many types of raw materials

and finished products as manufacturing activity expands
locally, nationally, and in many foreign countries.
Areamanufacturers expectcontinuedincreasesin activity
during the next six months. Although the number of firms
predicting gains declined somewhat from the first to the
second quarter, more firms still expect improvement than
expect a decline. Around six out of 10 of the firms polled in
the June survey forecast that business will rise further, as
opposed to around two in 10 that expect business to slow.

Consumer Spending Gains

Retailersin theregion generallyindicated thatsales moved
up in the second quarter compared with the same period a
year ago. The year-over-year increase was about the same
as in the previous quarter. Most retailers said there has not
been a noticeable drop in store traffic or sales that could be
attributed to a consumer reaction to higher gasoline prices.
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Chart 2
Business Outlook Survey
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Chart 3
Business Outlook Survey
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Summerapparelstyles have proven popular with consumers,
and retailers have had less need for price markdowns to
move merchandise this year than they did last year. Store
executives also noted that stronger growth in the overall
economy, especially the improving employment situation,
has boosted sales of luxury goods.

Some seasonal slowing in the sales rate is expected in late
Juneand July as the summer vacation season movesinto high
gear.If the national and regional economicrecovery remains
inforce, retailers expectafairly good seasonal pickup in sales
in August and September for back-to-school and other fall
merchandise.

Auto sales in the region during the second quarter were a
bit higher than in the second quarter of last year. However,
dealers observed a slowing rate of sales as the quarter came
to an end. Sales of larger sport-utility vehicles have sagged,
but demand for smaller, more fuel-efficient versions has
increased. Dealers in the region expect unit sales for the
second half of the year to be close to unit sales in the second
half of last year, although some believe that smaller vehicles
will make up a greater portion of total sales this year.

Residential Real Estate Markets Remain Active

Residential real estate activity continued at a high pace
during the second quarter in the region, as it did throughout
the nation. Residential real estate agents and home builders
generally reported that sales were steady during the spring
months and above the pace set in the same period last year.
However, several real estate agents observed that homes are
taking longer to sell than they did earlier this year. Some
believe thisis due tosellers setting unrealistically high asking
prices, rather than to a slackening in demand.

Residential building activity remains high. Through May,
building permits rose in Pennsylvania and New Jersey but
declined in Delaware (Chart 4). Recent data indicate that
regional and national growth in permit issuance appears to
be slowing. Rising mortgage interest rates have heightened
concern that both new and existing home sales will slow.
Although further increases in the rate of sales are not widely
anticipated, home builders and residential real estate agents
in the region generally expect sales of new and existing
homes to be steady in the second half of the year at around
the current rate.

House price appreciation has eased somewhat but
remains high. The latest data (first quarter 2004) from the
Office of Federal Housing Enterprise Oversight (OFHEO)
indicated year-over-year price increases for existing houses
of 11 percent in New Jersey, 10 percent in Delaware, and
just under 8 percent in Pennsylvania. These increases rank
New Jersey eighth, Delaware ninth, and Pennsylvania 19th
among the 50 states and the District of Columbia in house
price appreciation.

Commercial Real Estate Markets Are Slack

Commercial real estate firms in the region reported that
leasing activity increased recently as many office tenants
renewed expiringleases. However, there hasbeennoincrease
in space rented. The overall office vacancy rate actually rose



slightly in most parts of the region as new buildings came
on-line. Most of the increased vacancies have been in older
buildings, as a large number of companies have moved
into new buildings. The vacancy rate in the Philadelphia
central business district edged up to around 14 percent,
and the suburban vacancy rate remained above 20 percent.
Commercial real estate firms expect construction activity to
slow as a number of new buildings are completed this year.
They also expect the additional space to keep vacancy rates
from dropping quickly.Industrial building vacancy ratesand
rents have been nearly steady. There are signs of increased
demand for industrial space, especially for warehouse and
distribution facilities, but commercial real estate firms forecast
only a minimal amount of new construction this year.

Employment Trends Up

Employment grew in the second quarter in each of
the states, as it did in the nation (see Table 1 on page 4).
Employment hasbeen moving up for approximately the past
three quartersnationally, the pastfour quartersin New Jersey
and Delaware, but for only the past quarter in Pennsylvania.
The rebound in employment since the end of the recession
in November 2001 has been slight, both nationally and in
New Jersey and Delaware, although it has finally risen to
levels above the recession trough nationally and in those
two states. Pennsylvania has yet to regain the employment
lost during the recession.

Nationally, the biggest recovery in employment has been
in the education and health sector. The same is true in
Delaware. In Pennsylvania and New Jersey, the leisure and
hospitality services sector has made the best gains (Charts
5-7). This sector is recovering from the sharp drop that
followed the September 11, 2001, terrorist attacks as well
as experiencing its typical correlation with the overall eco-
nomic recovery. (Nationally, it has been the second fastest
recovering sector in the current expansion.) The sector that
has been lagging furthest behind in employment nation-
ally is the information services sector. Information services
employment has also been the weakest sector in New Jer-
sey and Delaware. Employment in this sector remains well
below the level it was when the recession ended, although
there have been slight gains in recent months nationally
and in New Jersey. Employment in information services
has been roughly steady in recent months in Pennsylvania
and Delaware. The weakest sector in Pennsylvania has
been manufacturing, although the decline in manufactur-
ing employment in Pennsylvania (and nationwide) appears
to be ending.

Further Gains Are Forecast

The outlook for the region’s economy is positive.
Manufacturers forecast increases in shipments and orders
over the next six months. Retailers expect sales in the second
half of the year to exceed sales in the same period last year.
Auto dealers are less optimistic, but they still expect this
year’s sales to be close to last year’s. Real estate agents
and home builders expect continued strong demand for
homes, but contacts in commercial real estate see few signs
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Chart 7

Change in Employment in DE and US
End of the Recession to May 2004*
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*Owing to industry reclassification in Delaware, separate employment data for financial and
business services are not available on a consistent historical basis. We have combined
these two sectors to produce a consistent series.




Table 1
Unemployment Rates and Employment Growth*

Seasonally Adjusted
2003 2004
I 1 11 v [
3-STATE TOTAL
Unemployment Rate 59 5.7 5.6 5.4 5.2 5.1
Payroll Employment Growth -0.3 0.0 0.1 0.0 0.0 0.6
PENNSYLVANIA
Unemployment Rate 5.9 5.7 5.5 5.3 5.2 5.2
Payroll Employment Growth -0.3 0.0 -0.2 -0.2 -0.1 0.6
NEW JERSEY
Unemployment Rate 6.0 5.9 59 5.6 54 51
Payroll Employment Growth -0.2 0.0 0.5 0.3 0.2 0.6
DELAWARE
Unemployment Rate 4.3 4.3 4.5 4.4 3.5 3.8
Payroll Employment Growth -0.7 0.4 0.3 0.4 -0.1 0.5
UNITED STATES
Unemployment Rate 5.8 6.1 6.1 59 5.6 5.6
Payroll Employment Growth -0.2 -0.1 0.0 0.1 0.3 0.6
* Percent change from previous quarter.
** All numbers reflect two months of data.
that demand for space will strengthen
appreciably this year. The employment
pictureisbrightening; many firms expect . Table 2
to add workers in the third quarter. The Regional Forecast
Philadelphia Fed is forecastingincreases
in employment in each of the three
states during the next four quarters of Forecast Actual
1.6 percent to 2.1 percent, which would 2004:1 - 20051 2003:1 - 2004:]
be the best annual gains since the final PA NJ DE | PA NJ DE
year (2000) of the previous expansion
(see Table 2). Employment 16 21 21 ]-05 10 10
Timothy Schiller Unemployment Rate 4.7 4.6 33 | 52 54 3.5
Senior Economic Analyst
. * Unemployment rate forecasts represent the expected unemployment rate in 2005:1,
Shannon Mail while the actual unemployment rate represents 2004:1.
Research Associate




