EGIONAL HIGHLIGHTS

Fourth Quarter2001

Turnaround in the Region’s Economy Expected by Mid-2002

*  Manufacturing Sector Hit Hard in the
Recession

*  Decline in Business Investment a Major
Factor in the Economic Downturn

*  Housing Investment Holding Up Much
Better in This Recession Than in Earlier
Ones

*  The Consumer Will Lead Recovery

*  Recoveryin Region’s Economy Expected
by Mid-2002

The nation has been in recession for
ninemonths.Since U.S.employment peaked
in March 2001, the nation has lost about 1
percent of its nonfarm jobs, and the
unemploymentratehasincreased about1.5
percentage points. Theonsetof the recession
inPennsylvania and NewJersey coincided
closely with the beginning of the national
recession. But job losses in the two states
havebeenlessseverethaninthenationasa
whole, and the unemployment rates in
Pennsylvania and New Jersey have not
increased asmuchas thenationalaverage.In
October New Jersey actually gained some
jobs that were displaced from Manhattan
because of the terroristattacks of September
11. Delaware’s employment peaked in the
fourth quarter of 2000, and thestatehaslost
ahigher percentage of its jobs than thenation
in the current downturn. However,

Delaware’s unemployment rate has
remained verylow (Figure 1).

Both the national and regional
economies are expected to come out of
recession in 2002. But the reverberations
from theterroristattacks havemadeitdifficult
to gauge when the recovery will begin.
Forecast models and survey responses
suggest that economic activity and
employmentin the tri-state region will pick
up by mid-year 2002. Increased consumer
spending will lead the recovery. Housing

investmenthas held up wellin this recession,
soanalystsarenotlooking toanyincreases
in housing construction to help jump start
the economy. And significant increases in
business investment willhave to wait until
capacity utilizationimproves.

Manufacturing Has Borne the Brunt of the
Recession

Manufacturingjobs in the nationand
the region have been declining since mid-
year 2000, long before the onset of the

Figure 1
UNEMPLOYMENT RATES AND EMPLOYMENT GROWTH*
Seasonally Adjusted
2000 2001
111 1\ 1 11 111 V==
3-STATE TOTAL
Unemployment Rate 4.0 41 4.1 44 45 4.8
Payroll Employment Growth 0.3 0.4 0.2 -0.2 -0.2 0.0
PENNSYLVANIA
Unemployment Rate 4.2 4.3 4.5 4.6 4.7 5.0
Payroll Employment Growth 0.4 0.3 0.2 -0.2 -0.2 -0.2
NEW JERSEY
Unemployment Rate 3.8 3.8 37 43 43 4.8
Payroll Employment Growth 0.1 0.5 0.2 -0.1 -0.3 0.2
DELAWARE
Unemployment Rate 41 3.9 3.7 3.3 3.3 3.0
Payroll Employment Growth 0.5 1.1 -0.4 0.0 -0.3 -0.2
UNITED STATES

Unemployment Rate 4.0 4.0 4.2 45 4.8 5.6
Payroll Employment Growth 0.1 0.3 0.2 -0.1 -0.1 -0.6
*  Percent change from previous quarter.

** Fourth-quarter average reflects October and November data.
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recession. Monthly job losses in
manufacturing increased dramatically,
however, in January 2001. And since the
recessionbegan, morethan halfthejoblosses
inthe U.S.and thetri-stateregion havebeen
in the manufacturing sector. According to
the Philadelphia Fed’s Business Outlook
Survey, overall activity at the region’s
manufacturing plants has declined for 13
consecutivemonths. Although thesurvey’s
index of current activity is still negative, it
improved in December2001 fromitsreadings
in Octoberand November,and theindexof
future activity remained high by historic
standards (Figure2). The currentindexes for
newordersand shipmentsalsoimproved in
December, but there wasnoimprovementin
theindexesofemploymentoraveragehours
worked.

BusinessInvestment Has Fallen Sharplyin
This Recession; Likely to Pick Up Only
Slowly

The decline in business investment
spending wasa major factorin pushingthe
economy into recession. Nationally,
nonresidential fixed investment slowed
significantly in the last quarter of 2000 and
declined in the first three quarters of this
year. (Fourth-quarter data are not yet
available.) Respondents to the Philadelphia
Fed’s South Jersey Business Survey reported
declinesinspending forbothnewspaceand
equipmentin thethird quarterof2001 (Figure
3). This was thesecond consecutive quarter
inwhichspendingforadditionalspace had
declined. Office vacancy rates haverisenin
the Philadelphia metro area since the first
quarter of the year, and contracts for
commercial officebuildings havebeendown
sharplysincemid-yearin thetri-stateregion.
Capital expenditure plans by the
respondents to our Business Outlook Survey
of manufacturers havebeen weaksince the
beginningof the year. Nationally, capacity
utilizationin the manufacturingsectorisat
itslowestlevelsince 1983, and this number
willhavetorisesignificantly before thereare
any large increases in capital spending in
themanufacturingsector.

Housing Has Held Up Wellinthe Recession

One of the differences between the
currentrecessionand pastones hasbeen the
resilience of the housing market. Typically,

Figure 2
BUSINESS OUTLOOK SURVEY
General Outlook
Index*
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* Index represents percentage of respondents reporting an increase minus percentage reporting a decrease.

Figure 3
SOUTH JERSEY BUSINESS SURVEY
Changein Spending for New Space and Equipment
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Figure 4

HOUSING PERMITS
Index*
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Data based on a three-month moving average.

Figure 5

PENNSYLVANIA SALES AND USE TAXREVENUE
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housing permits decline sharply several
months before or at the beginning of a
recession; thatdid nothappenin thecurrent
recession. Permits in the tri-state region
drifted down slightly between early 2000
and spring 2001, but they picked up in the
summer. Unfortunately, themomentumin
housing construction seems to havestalled
after the Septemberattacks. But permits in
the threestateshavenotfallenback to their
levelsin thespring (Figure4). Theresilience
of the housing market bodes well for a
recoveryin the first half of 2002. Because we
havenotseen the typicaldrop in permitsin
thisrecession, housingis notlikely to provide
an engine of growth as we come out of
recession. But housing should provide a
base on which the economy can build.
Purchases of new and existing homes are
generally followed inaboutsixmonths with
the purchase of home furnishings and
appliances.

The Consumer Will Lead the Recovery
The consumer willlead thenationand
the region out of the current recession.
Consumer spending in the region slowed
prior to the recession, and general
merchandiseretailers havebeenreporting
flatsales formostof the year. Sales declined
sharply in the weeks after the September
terroristattacks buthaverecovered gradually
since then. Sales in general have not been
robust, however, and most of the sales
increases have been in motor vehicles. This
patternisreflected in the Pennsylvaniasales
and use tax revenues (Figure 5). These
revenues increased substantially on the
strength of new car sales in October and
November. Thenon-motor-vehicle portion
of thesales taxrevenues remained basically
tlat,however. The prospects of recovery will
depend onhow wellcarsales hold upin the
newyearand whetherretailsales pickupin
otherareas.
Theholidayshoppingseason hasbeen
mixed. As of mid-December, sales at
traditionaldepartmentstores were generally
lower on a year-over-year basis while
discounters had respectable increases. In
recent years, holiday purchases havebeen
pushed later in December, and last year
someof thebiggestyear-over-yearincreases
intheregion wererecorded in the post-New
Year sales period. If the same pattern is



Figure 6
SPECIAL QUESTION
Business Outlook Survey and South Jersey Business Survey

If you experienced a downturn in activity before or after September 11,
when do you expect to see a turnaround?
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Figure 7
STATE FORECASTS
PA NJ DE
Job Growth (2001:I1I to 2002:11I) 02% 03% -0.1%
Unemployment Rate 2002:1I11 57% 54% 3.7%

repeated this year,a considerableamountof
inventory willberemoved from theshelves,
paving the way for growthlaterin the year.

The OutlookIsforthe Region’s Recoveryto
BeginbyMid-year2002

A recovery in the first half of 2002
dependsupon thecontinuationofa healthy
housing market,a pickupinsalesin thenon-
auto sector, and a pullback, rather than a
collapse, ofautosalesafter therobustsalesin
the fourth quarter. This is the most likely
scenariointhemonthsahead.

Most respondents to our regional
surveysagreethattherecovery willbeginby
the middle of 2002. In early October the
respondents to the Philadelphia Fed’s
Business Outlook Survey and the South Jersey
Business Survey were asked when they
expected toseea turnaround. Inbothsurveys
about75percentoftherespondents reported
that they expected a turnaround before or
during thesecond quarter of 2002 (Figure6).

ThePhiladelphia Fed's forecastmodels
forthethreestatesalsoindicatethebeginning
ofarecovery for theregionin the firsthalf of
theyear. Because of further joblosses in the
fourth quarterof 2001 and the firstquarterof
next year, total job gains from the third
quarter 2001 to the middle of 2002 will be
meager atbest. But each of the states in the
regionshould begin to experiencesustained
jobgrowthbythesecond quarterofnextyear
(Figure7).Job growthin theearly stages of
the recovery will probably not be strong
enough to keep the unemployment rates
from rising, however. These rates are
projected to continue increasing at least
through the third quarter of next year.

Ted Crone



