REGIONAL HIGHLIGHTS

Third Quarter2001

A ready Véak Regional Econony Hurt by Terrorist Atacks

* Region’s Economy Weak Prior to
September11

* Effectsof Terrorist Attacks Most
Pronounced in Retail and Travel-Related
Industries

* Continued Weakness in Region Expected
Through Mid-2002

Economic indicators before September
11 pointed tolittle, if any, growth in the tri-
state area since spring. Following modest
growthin thefirst quarter, employmentin
the tri-state area declined in the second
quarter,and preliminary data suggest that
employmentwillhave declined in the third
quarter. Theregion's manufacturing sector
was declining prior to September 11, and
manufacturingemploymenthasbeen either
flator declining for the past 14 months. The
pace of residential construction rebounded
fromaweak firstquarter, butnonresidential
construction activity has declined in recent
months. Retail sales were mostly flat prior to
September11,andretailand travel-related
industries in the region suffered setbacks
following the terrorist attacks. Many area
retailersindicated thatthey donotexpecta
fullreboundinsalesin the near future. Area
bankers reported modest increases in
lending before September 11, and they
expected overallloan growth toremain slow
for the balance of this year. Looking ahead,
the pace of growth of theregional economy

will continue to be weak for the balance of
thisyearand during the firsthalf of next year.

Employment Declined This Year and the
Unemployment Rate Moved Up

Data released prior to September 11
alreadyindicated that payrollemployment
in the tri-state region would decline in the
third quarter. Payroll employment in the
regiondecreased 0.2 percent during the first
two months of the third quarter, after
decreasing 0.2 percentin thesecond quarter
(Figure 1). Declines in employment in the
third quarter were broad based, with the
relatively largest declines recorded in
manufacturing and in transportation,
communication, and public utilities.
Employment decreased 0.2 percent in all
three states during the first two months of
the third quarter. The region's un-
employmentratewas4.4 percentduring the
first two months of the third quarter, the
samerateasin the second quarter.

Manufacturing Output Continues to
Decline

Although the Third District's manu-
facturing sector continues to decline, there
were signs prior to September 11 that the
worst may have been behind us. The main
index of current activity from the Business
Outlook Survey (BOS) remained negativein
September, but improved from -23.5 in
August to-7.3. Other indicators of current
activity, suchas theindexesfornew orders,
shipments, and orderbacklogs, continued
toshowweaknessin September. However,
theseindexes have significantly improved

from low levels recorded earlier this year.
Themajority ofareamanufacturerscontacted
during the week of September 17 indicated
thatthey did notexperience disruptions to
their operations on September 11; less than
10 percent of firms contacted indicated a
cancellation of employment shifts. Those
manufacturers that did experience
disruptions on September 11indicated that
any lost production and deliveries were
made up during the remainder of the week
and early the following week. Few area
manufacturers indicated any major
disruptions to their supplier and
transportation and communication
networks, and those experiencing delays
described them as temporary and minimal.

Despite the weakness in current
conditions, area manufacturers were more
optimisticaboutconditionsin thenearfuture
priortothe September11attacks. The future
indexof generalactivity from the September
BOSincreased from 33.1in August to 51.3.
September marked the fifth consecutive
month thisindexwasabove30.0,and thelast
negativereadingwasrecorded in January of
this year. Still, a survey conducted in early
Septemberindicated that55 percentofarea
manufacturers thatexperienced adeclinein
activity did not anticipate a recovery in
activity before the second quarter of next
year.Morerecently, manufacturersindicated
that it's too early to evaluate the possible
losses in business because of changes in
customer expectations following theattacks,
although some firms expect slower sales
over the next several months. Several
manufacturers expressed concern that the

RESEARCH DEPARTMENT FEDERAL RESERVE BANK OF PHILADELPHIA

Ten Independence Mall, Philadelphia, PA 19106-1574 * 215-574-6428 * www.phil.frb.org



3-STATE TOTAL
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** Based ontwo months of data.

Figure 1
UNEMPLOYMENT RATES AND EMPLOYMENT GROWTH*
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recentimprovementexperienced indemand
for their products may now be lost.

Construction Has Slowed
Afterdecreasing 8.5 percentin the first
quarter, the value of residential construction
contracts rebounded to the average level
achieved during the fourth quarter of last
year. Despite this rebound, residential
construction contracts in the region are
downonayear-over-yearbasis. Contractsin
theregion decreased 6.4 percentfor the first
eight months of 2001 compared with the
same period in 2000, while increasing 4.5
percentnationally. Residential construction
fell 6.8 percentin New Jersey and 6.6 percent
inPennsylvania, whileincreasing 1.6 percent
inDelaware. According toreal estate agents
contacted prior to September 11, sales of
existinghomeshadbeenrunningatasteady
paceinrecentmonths, although sales were

down on a year-over-year basis. Still, real
estate contactsreport that priceappreciation
continued forexistinghomes. Local builders
described sales of new homes as steady in
July and August, at around the same rate
during the same monthslastyear.

The value of nonresidential construc-
tion contracts decreased 4.0 percentin the
tri-state region for the first eight months of
2001 compared with the same period in 2000,
while falling 4.2 percent nationally. All of
theweaknessinnonresidential construction
hasbeenin Pennsylvania, where contracts
decreased 11.1 percent. Contractsincreased
5.6 percentin New Jersey and 43 percentin
Delaware during the first eight months of
2001 compared with the same period last
year. The nonresidential construction
industry in Delaware is so small that
individual projects can havelarge effectson
thenumber.

Accordingtoreal estateagentscontacted
priortoSeptember 11, the demand for office
and commercialspacesoftened in theregion
this year. The office vacancy rate has risen
one to two percentage points in the
Philadelphia region since spring. In the
Philadelphia CBD, the vacancy rate has
moved above 9 percent. The vacancy rate
wasunder 8 percent during the first quarter
ofthisyear. Insuburban markets, thevacancy
rate hasrisentoanaverage of 12 percent, up
from11 percentduring the firstquarter. Lack
of office construction has kept the vacancy
raterelativelylowin the CBD. Insuburban
markets, however, theamountofnew space
added recently has exceeded demand,and
more spaceis expected tobecomeavailable
during the rest of this year and into next.

Consumer Sector Is the Key to Growth
Local retailers contacted prior to the



attacksindicated thatsales during theback-
to-school shopping period were up from
relatively flatsalesin July and early August,
although theincrease wasless thanexpected.
Salesof women'sapparelrose, and a tax-free
shopping period for personal computersin
Pennsylvania boosted sales of computers
and peripheral equipment. Reflecting the
lackluster performance in retail, sales tax
collectionsin Pennsylvania through August
(which reflect sales through July) have
shown some weakness in recent months.
Local dealersindicated thatautosalesslowed
prior to September 11 and inventories had
increased. Manufacturers'incentives were
extensive,and dealersnoted thatrebatesand
low-cost financing were necessary to
maintain a relatively high sales rate.
Pennsylvania's sales tax collections for motor
vehicles confirmreports of slow autosalesin
theregion priorto September11.

Nearly all major retail stores and
shopping mallsin theregion closed by mid-
afternoon on September 11. And retailers
report that sales were extremely slow the
week following September11. Retailershave
seen a resumption of consumer spending,
butstore trafficand saleshave notreturned
tolevelsexperienced priorto September11.
Mostretailers expectsales torise only slowly
intheweeksimmediately ahead, buttheydo
not expect a full rebound in the sales rate.
Retailersindicated that theirinventories of
falland winter merchandisearealready set
and are subject to only minor adjustments,
butsomeretailers whoneed to place orders
now forspring merchandise are considering
reducing them fromlevels planned earlier.
Auto sales in the region in the days after
September 11 were down 20 to 40 percent
below the same days last year. Although
sales have picked up some since Friday,
September 14, dealers donotexpectsales to
regain the pace set prior to September11and
they are reducing their orders to
manufacturers.

Theerosionin consumer confidencein
September is a further cautionary sign for
retail sales. The Conference Board'sindex of
consumer confidence for the mid-Atlantic
states (Pennsylvania, New Jersey,and New
York)fellsharply from 103.1in Augustto85.0
inSeptember, thelargest declinein theindex
sinceJuly 1992. The nationalindex fell from
114.0in Augustto 97.6in September. About
85 percentof the householdsin the national
sample were surveyed before theattacks,so
the decline in the index reflects weak

economic conditions prior to the attacks
and, tosome extent, the uncertainty about
the future course of the economy after
September11.

Hotel Occupancy Falls Amid
Travel Anxiety

Areahoteliershad been experiencing
relativelylow-occupancyratesevenbefore
theterroristattacks, expecting the citywide
average occupancy rate for the year tobe
only around 60 percent; 65 percent is
considered the break-even point. Area
hoteliers are now expecting at least a 5-
percentage-point drop in the occupancy
ratefortheyear, toabout55 percent. Nearly
all Philadelphia hotel operations have
reduced the hours of hourly workers.
Hotels in Center City employ over 8,000
workers, and about two-thirds are paid
hourly wages. Still, the blow is expected to
belessseverein Philadelphia thanin other
cities, since Philadelphia tends to host a
relatively large share of association and
regional meetings. Other cities are more
oriented toward corporate business.

Bank Lending Improved Slightly

Area bankers reported a modest
increaseinloandemand, priortoSeptember
11, withsmall gainsinmosttypesoflending.
Consumer lending was boosted by
increasesin credit card loans. Other types
of consumer lending, such as auto loans
and home improvement loans, have
declined. Residential real estate lending
increased for both refinancings and new
mortgages,and businesslendingincreased
marginally. Prior to September 11, bankers
expected overall loan growth to increase
slightly during the remainder of the year.

estate lending to moderate, but they
anticipated steady gains in personal and
businessloans.

Outlook: Downturnin Region's Economy
Will Continue

Ourregional forecastsindicate that the
region'seconomy is projected to declineon
asecond-quarter over second-quarterbasis
(Figure2). From the second quarter of2001 to
the second quarter of 2002, payroll
employmentis projected todeclineatarate
of 0.6 percentin Pennsylvania, 1.0 percentin
New Jersey, and 0.4 percent in Delaware.
Initial unemployment claims—another
indicator of futureemployment—haverisen
steadily over the past year. The
unemploymentratesin Pennsylvania, New
Jersey,and Delawareare expected tocontinue
to move up over the year. By the second
quarter of 2002, Pennsylvania's
unemployment rate is expected to be 6.0
percent, New Jersey's 5.4 percent, and
Delaware's4.4 percent.

In summary, there was little, if any,
growthin theregional economy priortothe
terroristattacks. Employmentdeclined,and
the region's unemployment rate, while
remaining at relatively low levels, had
moved up. Manufacturing continued to
decline, and nonresidential construction
appeared tohaveslowed since spring. Retail
sales were flatand banklending increased
modestly. The tragicevents of September11
have negatively impacted the retail and
travel-related sectors and have increased
uncertainty aboutthe future. We expectthat
the region's economy will continue to be
weak for thebalance of this yearand during
the firsthalf of next year.

Mostbankers expected the growth of real Gerald Carlino
Figure2
STATEFORECASTS
PA NJ DE
Job Growth (2001:2 to 2002:2) -0.6 -1.0 -0.4
UnemploymentRate (Level 2002:2) 6.0 54 44
Housing Permits (Annual Growth 2001-2002)
Buildings of Less than 5 Units -5.8 -15.0 50




Federal Reserve Bank of Philadelphia
Research DepartmentPublications

BankingBrief
Analyzes recent trends in the tri-state region of Pennsylvania, New Jersey, and Delaware. Quarterly.

Banking Legislation & Policy
Summarizes and updates pending banking and financial legislation, regulation, and judicial activity at the federal level and for the
Third District states. Published four times a year.

Business Outlook Survey
A survey of manufacturers located in the Third Federal Reserve District and having 100 employees or more. Monthly.

Business Review
Presents articles written by staff economists and dealing with economic policy, financial economics, banking, and regional economic
issues. Quarterly.

Livingston Survey
A summary of forecasts from business, government, and academic economists. Published in June and December.

Regional Highlights
Analyzes recent economic activity in the Third Federal Reserve District. Quarterly.

Research Rap
Presents summaries of recent Philadelphia Federal Reserve Bank Working Papers.

South Jersey Business Survey
A survey of business establishments located in the South Jersey region. Quarterly.

Survey of Professional Forecasters
Contains short-term forecasts of major macroeconomic data, plus long-term forecasts of inflation. Quarterly.

For subscriptions to Research Department publications, call (215) 574-6428.
All of these publications can be found on the Federal Reserve Bank of Philadelphia’s web site, http://www.phil.frb.org.




