REGIONAL HIGHLIGHTS

Second Quarter 2001

Region’s Economic Growth Ebbed in the Second Quarter

= Job Growth Slows in the Region, and
Unemployment Rate Rises

e Slowdown Is Most Pronounced in
Manufacturing

e Compensation Costs Rise Less Rapidly

Growthinthe tri-state economy stalled
inthe second quarter. Preliminary datafor
thesecond quarter suggestthatemployment
in the tri-state area will decline, after
increasing modestly in the first quarter.
Consistent with weakness in the region's
labor markets, the unemployment rate
moved up in the second quarter. Much of
theregion'sweaknessinthefirsthalfofthe
year can be attributed to the weak
performance of major goods-producing
sectors — manufacturing and residential
construction. Growth in the region's
manufacturing sector continuestodecline,
and manufacturingemploymentcontinues
toshrink. Residential constructionisbelow
lastyear's levels, and housing permits—a
future indicator of residential construction
— have recently declined. Nonresidential
construction has increased modestly in
recent months. The retail trade sector has
been mostly flat, held back by a slowing
economy and unseasonably cool weather
in May. Area bankers report modest
increases in consumer and real estate
lending; however, the demand for business

loans has slowed. Bankers expect overall
loan growth toremainslowfor the balance
ofthisyear. Consumer price inflationinthe
regionisrunning atasomewhat faster pace
than in the nation. Consistent with slower
growth, there appearsto be somewhat less
upward pressure on employment costs in
the Northeast and the nation over the past
six months. Looking ahead, growth of the
regional economy is likely to rebound
during the second half of the year but
probably at a less rapid pace than during
the second half of last year.

Employment Is Flat During First Half of
Year and Unemployment Rises
Payrollemploymentfiguresshownojob
growth in the tri-state area's labor market
thisyear. Payrollemploymentintheregion
decreased 0.2 percent during the first two
months of the second quarter, offsettingan
increase of 0.2 percent in the first quarter
(Figure 1). Declines in employment in the
second quarter were broad-based, with the
largest declines in manufacturing; trans-
portation, communications and public
utilities; and construction; even the sectors
that grew (services and government) did
so at a slower pace than in the previous
guarter. Payrollemploymentdecreasedin
Pennsylvania and New Jersey during the
second quarter while increasing in
Delaware. Although Delaware managed a
slightgaininjobsinthesecond quarter,the
gain was more than offset by losses
sustained during the first quarter. The
region'sunemploymentrate was4.4 percent

duringthe second quarter, up fromitsfirst-
guarter average of 4.1 percent. The
unemploymentrate increased innearlyall
of the District's 16 labor markets in April,
over April of lastyear. (The lone exception
is Dover,where theunemploymentratefell
0.4 percent.)

More Upward Pressure on Consumer
Prices Recently; Less Upward Pressure
on Compensation Costs This Year

The region, like the nation, has seen
somewhat more upward pressure on
consumer prices this year than last. After
increasing at an annual rate of 2.4 percent
in 2000, the Philadelphia-area Consumer
Price Index (CPI) increased 5.8 percent on
anannual basisduring thefirstfour months
of 2001, compared with 3.8 percent
nationally. The mostrecentreading (April)
showed a sharp increase in the bimonthly
Philadelphia CPl, reflecting increasesinall
categories. Apparel and housing showed
the biggestincreases. For the Philadelphia
area, core measuresofinflationthatexclude
the volatile food and energy components
increased 3.8 percent during the first four
monthsof2001afterincreasingatanannual
rate of only 1.9 percent in 2000. For the
nation, core measuresof inflationincreased
3.3 percent during the first four months of
this year after increasing atan annual rate
of 2.5 percent last year.

Wages and salaries in the Northeast
increased at a rate of 3.5 percent in the
previous 12 monthsthrough March, slightly
less than the increase of 3.8 percent for the
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Figure 1
UNEMPLOYMENT RATES AND EMPLOYMENT GROWTH*
Seasonally Adjusted
2000 2001
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3.9 4.0 4.0 4.1 4.1 4.4
0.8 0.5 0.3 0.4 0.2 -0.2
4.1 4.1 4.2 4.3 4.5 4.6
0.9 0.5 0.4 0.3 0.2 -0.2
3.7 3.7 3.8 3.8 3.7 4.3
0.8 0.7 0.1 0.5 0.2 -0.1
3.9 4.0 4.1 3.9 3.7 3.4
0.1 0.1 0.5 1.1 -0.4 0.1
4.0 3.8 3.8 3.9 4.2 3.9
0.9 0.5 0.0 0.2 0.4 -0.2
4.0 4.0 4.0 4.0 4.2 4.5
0.9 0.7 0.1 0.2 0.2 -0.1

* Employmentgrowth is percentchange from previous quarter.
** Based on April and May. Philadelphia MSA data based on April.

nation. Inthe Northeast, total employment
costs including benefitsincreased atarate
of 3.6 percentcompared with anincrease of
4.2 percent nationally. In the Northeast, as
in the nation, the 12-month increases for
total compensationand wages and salaries
were somewhat lower inthefirstquarter of
2001 than in the same period last year.
The Federal Reserve Bank of
Philadelphia's Business Outlook Survey
(BOS) yieldsamixed picture forindustrial
prices (Figure 2). Twenty-seven percent of
firms responding to the June survey
reported increasesininputprices, up from
15percentreporting increasesin April. The
diffusion index for prices paid, which
measuresthe difference inthe percentage of
firmsexperiencingincreasesininputprices

andthe percentage experiencing decreases,
stood at 18 in June, up sharply from 1.5in
April. This marks the highest level for the
indexsince November 2000. Still, until June,
this index had steadily declined from a
reading of40inFebruary of lastyear. Recent
readings on the expected path of future
industrial prices have not increased in
recent months, however, suggesting that
the spike in the prices paid index in June
may reflecttemporary factors. Incontrastto
the currentprices paid index, the diffusion
index for prices received remained in
negative territory in June; it has been
negativefor nine ofthe past 10 months. And
the largest percentage of firms reported no
changeineitherinputprices (62 percent) or
output prices (72 percent). Takentogether,

theindexesshow little evidence of upward
pressure on industrial prices.

Manufacturing Output Continuesto
Decline

Although growthinthe Third District's
manufacturing sector continuestodecline,
therearesignsthat theworstmay be behind
us. TheBOS'smainindexofcurrentactivity
remains negative, butitincreased from-8.8
inMay to-3.7 inJune and has been steadily
improving from a low reading of -31 in
January (Figure 3). Other indicators of
currentactivity, suchasthe indexes for new
orders, shipments, and employment
deteriorated inJune; however, these indexes
havesignificantly improved fromlow levels
recorded earlier thisyear. Bureau of Labor
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BUSINESS OUTLOOK SURVEY
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Statistics (BLS) employment dataindicate
the manufacturing sector continuedtolose
jobsthisyear. Manufacturingemployment
in the tri-state region declined 2.0 percent
(over 29,000 jobs) during the first five
months of this year, compared with a
decline of 2.6 percent for the nation.

Construction Is Mixed

After decreasing almost 3.2 percent
during the first four months of this year,
residential construction, as measured by
the value of contractsawarded, rebounded
strongly in May. Despite May's increase,
residential construction decreased 12.6
percent for the first five months of 2001
compared with the same period in 2000,
while increasing 2.7 percent nationally.
Residential construction declined in all
three states for the five months ending in
May of this year, compared with the same
period last year. Residential construction
was weakest in New Jersey, where it
declined almost 15 percent, followed by
Pennsylvania, down 11.6 percent, and
Delaware, down 6.4 percent. A similar

decline is evident in housing permits and
existing home sales. The issuance of
housing permits decreased almost 5.0
percentduringthe firstfour months of this
year, compared with an increase of 5.2
percentnationally. The recentdownturnin
permits—a future indicator of residential
construction—suggeststhattheimprove-
ment in residential construction in May
mightbe temporary in nature. Permitsare
down in all three states for the first four
monthsofthe year. Accordingto local real
estate contacts, sales for both existing and
new homeshave slowed in recent months.
Theslowdown has been most pronounced
for higher priced homes. Still, real estate
agents and builders indicate that the
inventory of homes for sale has been
runningcloseto orslightly below demand.

After declining in the fourth quarter of
2000, nonresidential construction contracts
in the tri-state region increased modestly
during the first five months of this year.
Compared with the same period last year,
the value of nonresidential construction
contracts increased 2.4 percent in the tri-

state region for thefirst five months of2001
whileincreasing 5.2 percent nationally. All
oftheweaknessinnonresidential contracts
is in Pennsylvania: contracts there fell 7.0
percentduring thefirst five monthsof2001
compared withthe same period lastyear. In
contrast, nonresidential contractsincreased
12.2 percent in New Jersey. Although
nonresidential contractsmore than doubled
in Delaware, the industry in the state is so
small that individual projects can have
large effects on the number.

Constructionemploymentinthetri-state
area increased 0.9 percent (almost 4000
jobs) during thefirstfive monthsoftheyear,
following an increase of 0.6 percent in the
fourth quarter. However, construction
employment fell in two of the past three
months, suggesting that the general
weakness observed this year in housing
permitsand residential contractsawarded
may be showing up in activity and
employment.

The demand for office space softenedin
theregioninthefirstquarter. Althoughthe
office vacancy rate was mostly steady in
Philadelphia's central business district, it
has moved up in some suburban markets,
where an increasing amount of space has
been offeredfor sublease mainly by Internet-
related firms. The biggest jump in office
space offered for sublease has been in
Philadelphia'sPennsylvaniasuburbs. The
rise in sublease space — much of it offered
at 10 percent to 15 percent below market
rates — has not slowed the rise of rental
rates. Rents for Class A space in the
Philadelphia region moved up in the first
guarter atratesconsistentwith increases of
recentyears.

Retail Sales Are Mostly Flat and Bank
Lending Improves Slightly

Retail sales in the region have
moderated. According to local retailers, a
period of cool, wetweather hampered sales
of summer clothing and other seasonal
merchandise, such as lawn and garden
supplies. Sales of big-ticketitems have been
slow as well. Several retailers indicated
theyare preparedtocutorreduceordersif
salesdonotturnup. Reflectingthe lackluster
performance in retail, sales tax collections
in Pennsylvania through May (which
include sales through April) declined in



recent months. Auto dealers inthe region
reported that the pace of sales has been
steady, but below year-ago levels.
Pennsylvania's sales tax collections for
motor vehiclesconfirm reportsof slowauto
sales in the region this year.

Areabankersreportamodestincrease
in loan demand, with most of the increase
inconsumer lending, boosted by increases
increditcard loans. Other typesof consumer
lending, such as auto loans and home
improvement loans, have declined.
Mortgage refinancing continues to grow,
but some bankers report that the pace of
growth has recently slowed. Although
commercial lending has been weak, some
bankers noted a recent pickup in business
loan demand, mainly from existing
customers. Still,areabankersexpectoverall
loangrowthtoincreaseonlyslightly during
the second half of the year. They anticipate
that commercial and industrial loan
volumes outstanding will remain near
currentlevels.

Outlook: Growth in Region's Economy
WillResume

Growthinthetri-stateeconomyshould
resume in the second half of this year, but
the pace of growth will be slower than that
experienced during the second half of last
year. Our regional forecasts indicate that
the region should grow modestly in the
nearterm (Figure4). Fromthe firstquarter
of 2001 to the first quarter of 2002, payroll
employmentwill grow atarelatively slow
rate of 0.5 percent in Pennsylvania and
about 1.0 percent in New Jersey and
Delaware. These forecasted employment
growth rates are lower than the previous
year's growth. And initial unemployment
claims — another indicator of future
employment—haverisensteadily overthe
past year. The unemployment rates in
Pennsylvania, New Jersey, and Delaware
are expected to move up over the year. By
the first quarter of 2002, Pennsylvania's
unemployment rate is expected to be 5.0
percent, New lJersey's 4.3 percent, and
Delaware's 4.1 percent.

Despite recent declines in current
activity, manufacturers'expectationsabout
the near future have improvedsignificantly
inrecentmonths. Thefutureindexofgeneral
activity fromthe June BOS increased from
33.1linMayt058.2. June marks the fifthcon-
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Figure4
STATEFORECASTS
PA NJ DE
Job Growth (2001:1 to 2002:1) 0.5 1.1 1.0
Unemployment Rate (Level 2002:1) 5.0 4.3 4.1
Housing Permits (Annual Growth 2001-2002)
Buildings of Less than 5 Units -5.3 -6.7 -1.7

secutive month during which this index
hasincreased. The last negative readingon
the index was recorded in January of this
year. Asimilar patternisseeninindexesfor
both future new orders and shipments in
June:thefuture newordersindeximproved
from -4 in January to 55.8 in June, and the
futureshipmentsindeximprovedtoalmost
48inJune. Consistent with the anticipated
improvement in future activity, manu-

facturers' responses indicated plans to
maintain or increase payroll levelsover the
next six months. The index for future
employmentimproved from 1.5in May to
15.0inJune. Despite June's improvement,
the index has been either negative or at
relatively low levels since the beginning of
last year.

Gerald A. Carlino



