EGIONAL HIGHLIGHTS

Third Quarter 2003

Overall Economy Improves, But Labor Markets Remain Weak

The region’s economy expanded in the third quarter,
although the labor market has not improved. The
manufacturing sector advanced in the third quarter after
bottomingoutinthesecond quarter. Consumerspendingwas
up modestly,and the pace of residential salesand construction
accelerated. Commercial real estate markets are still soft but
appear tobestabilizing. Employmentin the threestatesof the
region has not picked up, although labor market conditions
in the region are still somewhat better than in the nation as
a whole. The outlook is for continued moderate expansion
of business activity in the region and modest growth in
employment during the next four quarters.

Manufacturing Begins to Recover

The region’s manufacturing sector picked up in the third
quarter after a weak second quarter. Manufacturing firms
participatingin the Philadelphia Fed’s Business Outlook Survey
reported advancesinactivity each month of the third quarter,
a notable improvement from the predominantly negative
reportsin the previous quarter (Chart1). InJuly, August,and
September the number of firms posting gains in shipments
and new orders exceeded the number experiencing declines
in these measures (Chart2). Improving business conditions
spread to more major manufacturingindustriesin theregion
in the third quarter. Earlier in the year, business conditions
were consistently good only for firms that make products
used in housing construction. Over the summer demand
began to grow at firms that produce industrial equipment
and supplies, primary and fabricated metals, machinery,and
electrical equipment.

The region’s manufacturers have continued to reduce
employment, as have manufacturers throughout the nation.
However, local firms extended working hours slightly in
each month of the third quarter, marking the first quarterly
increase in the manufacturing workweek since the start of
the March 2001 recession. Generally, increases in working
hours precede increases in employment, so the modest gain
in manufacturing working hours in the third quarter could

signal an improvement in the employment situation.

Manufacturers anticipate some acceleration in sales
growth during the rest of this year and into the next. If
these expectations prove correct, area manufacturing firms
plansomeincreasesinemploymentbeginningin the current
quarter and continuinginto 2004. They also plan toincrease
outlays for new capital equipment in the next two quarters.
The number of firms increasing their planned expenditures
for new plant and equipment now exceeds the low levels
recorded during the recession, although the number of
firms scheduling increases now is less than the number that
boosted capital spending in the recovery after the 1990-91
recession (Chart 3).

Consumer Spending Rises

Retailers in the region generally posted increased sales
duringthe third quarter, although most merchantsindicated
their gains for the period compared with the same period
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Business Outlook Survey
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a year ago were slight. Weather was an important factor in
the sales pattern this summer. Periods of unseasonably cool
and rainy weather held down sales of seasonal merchandise.
There was a silver lining in the clouds for some merchants,
however, asconsumersshopped forhome furnishingsinstead
of outdoor items. And although rainy days occasionally
emptied the region’s beaches, they filled the movie theaters
in many locations. Sales of seasonal merchandise picked up
in mid-summer, when hot weather took hold in the region,
but the late surge failed to meet most retailers’ expectations,
and many stores stepped up discounting to clear summer
merchandise ahead of the back-to-school sales season. That
season got off to a good start in August with an upturn in
sales as many stores offered early promotions on back-to-
school supplies and apparel. Sales also got a boost in late
summer from the federal income-tax rebates.

Retailers reported that sales during the third quarter
were relatively strong for furniture, home furnishings, and
itemsrelated to home improvement and remodeling. On the
other hand, sales of women'’s apparel were relatively weak.
Discount stores continued to fare better than other types
of stores, and lower-priced brands continued to gain favor
among shoppers.

Auto sales in the region rose in the third quarter from
the second quarter as manufacturers and dealers stepped
up promotions to clear out 2003 model-year vehicles. Sales
of luxury imports have been strong, and some of the newly
introduced cars and trucks have had brisk sales. It appears
that manufacturers’ incentives for new models will be less
generous than they were on last year’s models, and dealers
expect some easing of the sales pace as a result.

Tourist and vacation locations had mixed results
this summer. Lodging and other business activity at beach
resorts suffered during periods of cool and rainy weather. In
contrast, thenumber of visitorsat urban touristareas was fairly
high. Several museums and historical sites broke attendance
records, and many summer entertainment programs and
performing arts festivals had high attendance.

Residential Real Estate Activity Increases

Residential real estate agents and home builders reported
that sales accelerated in late summer, and housing permits
have risen in all three states of the region (Chart 4). The
recent upturn in mortgage interest rates prompted a rush
to complete sales of both new and existing homes. Home
builders generally expect sales to remain strong, although
some indicate that their backlogs appear to have peaked.
Nevertheless, real estate agents expect a strengthening job
market to support a fairly good rate of home sales despite
higher mortgage rates.

Prices for existing homes continue to appreciate in the
region, butataslower pace thanlast year (Chart5). Thelatest
data (second quarter) from the Office of Federal Housing
Enterprise Oversight (OFHEO)indicate year-over-yearhome
priceincreases of almost 6 percentin Pennsylvania and nearly
8 percent in New Jersey and Delaware, compared with an
increase of a bit under 6 percent nationwide. In the region as
well asin the nation, the trend of price appreciation hasbeen
slowing. While there hasbeen some concern thathome prices



could reverse course and move lower, the OFHEO expects
only a further slowdown in the rate of price appreciation
rather than a decline in prices.

Commercial Real Estate Remains Soft

There has been little change in office vacancy rates in the
region in the past few months (Chart 6). The office vacancy
rate has remained around 13 percent for the Philadelphia
metropolitan area as a whole. The vacancy rate in the
Philadelphia central business district is estimated at 11
percent, and the rate in the Wilmington central business
district is estimated at nearly 20 percent. Vacancy rates
in suburban markets vary substantially, with a high of
25 percent in some Pennsylvania suburbs and a low of 11
percentin southern New Jersey. The higher vacanciesin the
Pennsylvania suburbs are due to large amounts of space in
recently completed buildings that have yet to be leased.

Effective office rental rates have been flat to down as
landlords offer improvement allowances and rent-free
periods to retain and attract tenants. Many current leases
expire this year and in the next few years. With demand for
space remaining soft and new supply coming on the market,
ithas been possible for tenants to renew leases early at lower
rental rates. Commercial real estate agents believe office
vacancy rates will probably edge down and rents will firm
up near the end of this year and the beginning of next as
the number of new buildings declines.

Employment Lags

Employment edged down in the region in the third
quarter (see Table 1 on page4). So farin the current recovery,
employmentin theregionand the nation haslagged measures
that indicate that economic activity is expanding. From the
officially designated trough of the recession at the end of
2001 to the middle of this year, gross domestic product
has increased 4 percent. However, in the same period,
nonfarm payroll employment has declined nearly 1 percent.
Employment in the region has been mixed. There has been
a very slight gain in New Jersey, a decline in Pennsylvania
that has been smaller than in the nation, and a decline in
Delaware that has exceeded the nation’s (Chart 7).

The industry breakdown of employment reveals some
interesting features of the difference in employment growth
between the statesin ourregion and the nation. New Jersey s
the only oneof the three statesin the region withemployment
gains since the end of the recession. There has been stronger
job growth in New Jersey than in the nation in nearly all of
the majorserviceindustries: business services, educationand
health services, leisure and hospitality services,and personal
services. There hasalsobeenstronger growthin construction
employment in New Jersey than in the nation. The
employment decrease in Delaware, which is proportionally
greater than the nation’s, can be mainly accounted for by
relatively large declinesin manufacturing, businessservices,
and government employment. Pennsylvania’s employment
situation is not much different from the nation’s in total or
across industries.
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Chart 7
Nonfarm Payroll Employment
Since End of the Recession (November 2001)
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Table 1
Unemployment Rates and Employment Growth*
Seasonally Adjusted
2002 2003
Il 11 v Il 1]
3-STATE TOTAL
Unemployment Rate 5.6 5.7 5.9 5.8 5.7 5.6
Payroll Employment Growth -0.1 -0.1 0.0 -0.3 0.4 -0.1
PENNSYLVANIA
Unemployment Rate 5.6 5.7 59 6.0 5.7 54
Payroll Employment Growth 0.1 0.0 -0.2 -0.4 0.2 -0.2
NEW JERSEY
Unemployment Rate 5.8 6.0 6.0 5.7 5.7 6.0
Payroll Employment Growth -0.3 -0.1 0.2 -0.1 0.6 -0.1
DELAWARE
Unemployment Rate 4.3 4.3 4.3 3.7 3.9 4.4
Payroll Employment Growth -0.3 -0.1 0.7 -1.1 0.1 -0.5
UNITED STATES
Unemployment Rate 5.8 5.8 59 5.8 6.2 6.2
Payroll Employment Growth -0.1 -0.1 0.1 -01 -0.2 -0.1
* Percent change from previous quarter.
** State and U.S. numbers reflect two months of data.
Modest Growth on the Horizon
Areabusiness firms expectsomeimprovementinbusiness Table 2
conditions this fall. Manufacturers have seen increases in Regional Forecast
orders, and they anticipate some quickening of growth in
sales. Retailers expectsalestorise during the fourth quarter of . . Actual
. . . . orecas ctual
this year, although mostbelieve the year-over-year gains will 2003:2 - 2004:2 2002:2 - 2003:2

be modest. Commercial real estate markets may firm up as
thenumber of newbuildingsbecomingavailable declines,and
residential builders willremain busy. The Philadelphia Fed’s

PA NJ DE PA NJ DE

forecasting model for employment predicts a turnaround Employment 1216 11| -03 06 04

in employment in the three states, although the forecasted

increase is Slight (see Table 2). Unemployment Rate* | 5.9 5.8 3.8 57 57 3.9
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