EGIONAL HIGHLIGHTS

Fourth Quarter 2005

Business Conditions Improve;
Employment Growth Continues

Economic activity in the tri-state region (Pennsylvania, New
Jersey, and Delaware) continued to expand in the fourth quarter,
and employment rose steadily. Manufacturing continued to im-
prove, although growth in the sector fluctuated month-to-month.
Retail sales of general merchandise rose slowly during the quarter,
as unseasonably mild weather deterred purchases of fall merchan-
dise, but sales picked up during the holiday shopping period. Auto
sales were choppy during the fourth quarter and ended the year on
a weakening trend. Residential building activity continued to be
strong, but demand for homes moderated. Commercial real estate
markets tightened as the amount of leased space increased. Em-
ployment in the three states of the region rose but varied consider-
ably among the three states. The Philadelphia Fed is forecasting
continued job growth in each of the three states and some im-
provement in the region’s overall unemployment rate.

Manufacturing Advance Continues

Manufacturing activity in the region increased in the fourth
quarter. Manufacturers participating in the Philadelphia Fed’s
monthly Business Outlook Survey reported improving conditions in
the last three months of 2005, following a few months of volatility
around the middle of the year (Chart 1). On balance, manufactur-
ers in the region posted increases in new orders and shipments dur-
ing the last quarter of 2005 (Chart 2). During the quarter, makers
of food products, furniture, and electrical equipment saw increases
in demand for their goods. In contrast, producers of chemicals and
transportation equipment experienced falling demand.

Firms participating in our Business Outlook Survey reported
fewer instances of price increases in the final months of 2005 than
they did in the summer. However, the number of survey partici-
pants who continued to report increases remained relatively high
(Chart 3). Manufacturers expect further increases during 2006 in
the cost of energy, raw materials, and intermediate goods, and they
expect higher charges for employee health benefits.

Looking ahead, more manufacturers in the region expect busi-
ness to improve than expect it to decline during the next six
months (Chart 4). Area manufacturers anticipate spending more
on capital equipment in 2006 than in 2005. The increased outlays

are necessitated mainly by expansion in business activity, but a
large percentage of manufacturing firms in the region intend to
invest in energy-saving equipment. In fact, high energy costs have
prompted firms in a wide range of industries in the region to ex-
plore energy-saving investments and energy-reducing changes in
their business operations.

Retail Sales Move Up

Retail sales in the region followed national trends during the
fourth quarter. Mild weather held back sales of outerwear and
other fall merchandise during much of the period, limiting overall
sales growth. Sales picked up during the holiday shopping season,
although the extent of the gains varied among stores. In a continu-
ation of the year-long trend, luxury-goods retailers posted strong
annual increases, while mid-price department stores and discount
stores had slight increases. Specialty stores had mixed gains. Sales
increased in line with expectations at stores selling electronics and
teen apparel, but for home furnishing stores, sales were virtually
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level with a year ago. Sales increased at adult apparel and acces-
sory stores, although the gains were strong at only a few chains.
Area retailers had stocked conservatively for the holiday season,
and while some early discounting was implemented to spur sales,
unplanned price reductions were not widespread.

The outlook for retail sales during the winter is positive but
not strong. Personal spending in the region is being supported by
a steady improvement in employment, but the impact of higher
gasoline and home heating costs could limit consumers’ willing-
ness and ability to make discretionary purchases. This downward
pressure on sales was apparent in the fourth quarter, when store
traffic declined at many retail venues in the region as consumers
curtailed shopping trips and reined in impulse-buying in response
to higher energy costs compared with a year ago.

Auto sales in the region fluctuated during the fourth quarter.
Sales slipped in October, increased somewhat in November, but
eased again in December. Manufacturers’ discounts and incentives
appear to have lost some of their impact after supporting stronger
sales during the first three quarters of 2005.

Residential Building Remains Strong,
But Demand for Homes Moderates

Residential building continued at a strong pace in the fourth
quarter. On a seasonally adjusted basis, the number of housing
permits issued in each of the three states increased in November
(latest available data), as it did in the nation. The three-month
moving average (to smooth monthly volatility) reflects a gain in
Pennsylvania and relatively steady building in New Jersey and Del-
aware (Chart 5). Although permit issuance was brisk in the last
quarter of 2005, as the year came to a close, sales of new homes
appeared to be decreasing.

Sales of existing homes slowed in the fourth quarter compared
with the pace set earlier in the year. The inventory of existing
homes for sale rose, the average amount of time homes are on the
market increased, and the number of offers per house declined—all
indications that the demand for homes has slackened. A decline
in the number of buyers bidding more than the asking price for
houses for sale, noted by real estate agents in the region, is another
sign of ebbing demand for homes.

A pullback in demand for homes is also evident in actual sale
prices, which have not been rising as rapidly in recent months as
in the first half of 2005. The Office of Federal Housing Enterprise
Oversight (OFHEQO) reported a slowing in the rate of price in-
creases for existing houses in the three states and throughout the
country during the third quarter (latest available data). Although
still high by historical standards, the OFHEQO data indicate an
easing in the upward momentum of house prices. Price apprecia-
tion was more rapid in New Jersey and Delaware than in the na-
tion during the third quarter, as it was in the first half of 2005, and
price appreciation in Pennsylvania remained near the national
rate (Chart 6). In the third quarter, the year-over-year increase was
15 percent in Delaware, 14 percent in New Jersey, and 12 percent
in Pennsylvania. The national increase was 12 percent. Delaware
ranked 11th in house-price appreciation among the 50 states and
the District of Columbia, New Jersey ranked 13th, and Pennsylva-
nia ranked 21st. During 2005 the three states slipped somewhat in
their ranking relative to other states.



Commercial Real Estate Markets Tighten

Commercial real estate firms reported that vacancy rates in
the region’s office markets have declined in the past few months.
Rental rates have edged up, and in some local markets landlords
have reduced concessions. New buildings recently completed or
under construction in Philadelphia’s central business district were
being leased quickly, and the net increase in the amount of avail-
able office space in the city has been limited by the conversion of
older office buildings to residential use. For the region as a whole,
demand for space has been rising somewhat faster than supply. Al-
though the amount of space newly leased edged down each quarter
through 2005, the total amount of space under lease moved up,
bringing markets closer to a balance between supply and demand.
Commercial real estate agents expect a further tightening of the
region’s office markets in 2006. As office markets move into bal-
ance, a pickup in construction becomes more likely, and a few
speculative buildings are already under construction in suburban
markets. Demand for industrial space has also been on the rise,
especially for warehouse and distribution space, which constitute
a large part of the region’s industrial facilities.

Employment Grows

Employment has been growing steadily in the region as a whole
(see Table 1 on page 4). In the three months through November
(latest data), employment increased in each of the states. In Penn-
sylvania there were gains in all of the major industry supersectors
defined by the U.S. Bureau of Labor Statistics except construction,
manufacturing, and information services, in all of which employ-
ment declined. In New Jersey, there were gains in all but two su-
persectors: manufacturing and information services. In Delaware,
there were increases in most supersectors, but there were decreases
in manufacturing and government. The decline in manufacturing
employment in the three states parallels the national decline, and
in both the region and the nation, manufacturing employment
has been waning for years. In contrast, the decline in informa-
tion services employment in Pennsylvania and New Jersey during
2005 occurred while information services employment rose in the
nation.

The unemployment rate in the three states as a whole, like the
national rate, has shown little change in recent months. The rate
has been roughly steady in Pennsylvania but increased in New Jer-
sey and Delaware. Nevertheless, the unemployment rates in New
Jersey and Delaware were below the national rate in November,
while the rate in Pennsylvania was marginally above the national
rate.

Moderate Growth Is Forecast

The consensus view of the region’s business community is that
economic conditions will improve modestly in early 2006. Manu-
facturers look for further growth in business during the next two
quarters. Retailers expect slow growth, and many are concerned
that high home-heating bills this winter will limit consumers’ dis-
cretionary spending. Auto dealers expect sales in 2006 to be below
those in 2005. Commercial real estate agents expect tightening
in the region’s office markets during the year, but residential real
estate agents and homebuilders generally believe sales will be lower

in 2006 than in 2005.
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The employment outlook is positive; comments from employers
throughout the region indicate that more plan to increase than
plan to reduce staffing levels in the first quarter. However, hiring
intentions do not appear to be strong, so a quickening of employ-
ment growth is not expected. The Philadelphia Fed is forecasting
increases in employment in each of the three states from the third
quarter of 2005 to the third quarter of 2006. Growth is projected
to be 1.2 percent in Pennsylvania and New Jersey and 1.1 percent
in Delaware. This represents a steady pace of job growth compared
with the previous four quarters for Pennsylvania and New Jersey,
but slower growth for Delaware (see Table 2).
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Table 1
Unemployment Rates and Employment Growth

Seasonally Adjusted
Monthly* Annual
Jan Feb Mar | Apr May Jun Jul Aug  Sep Oct  Nov 2005  Last 12
2005 2005 2005 | 2005 2005 2005 | 2005 2005 2005 | 2005 2005 | YTD** Months
3-State Total
Unemployment Rate 4.6 49 49 4.6 4.4 4.6 4.7 4.6 4.6 43 4.8 4.6 4.7
Payroll Employment Growth 1.3 1.0 0.9 1.3 1.5 1.6 1.0 0.9 1.0 1.0 1.0 1.1 1.1
Pennsylvania
Unemployment Rate 5.1 5.3 5.4 4.9 4.8 5.0 5.1 5.0 4.9 4.6 5.1 5.0 5.1
Payroll Employment Growth 1.1 0.8 1.0 1.2 1.7 1.7 1.0 1.1 1.3 1.4 1.2 1.2 1.2
New Jersey
Unemployment Rate 3.9 4.4 43 4.2 3.9 4.0 4.1 4.2 4.4 3.9 4.6 4.2 4.2
Payroll Employment Growth 1.3 0.9 0.6 1.7 1.5 1.9 0.8 0.6 0.8 0.5 0.6 0.9 0.9
Delaware
Unemployment Rate 43 4.1 3.9 3.9 4.1 4.1 4.1 4.0 4.1 4.2 4.4 4.1 4.1
Payroll Employment Growth 4.8 5.4 33 -5 0.1 -0.8 1.6 -0.1 0.1 | -0.2 1.6 1.3 1.7
United States
Unemployment Rate 5.2 5.4 5.2 5.2 5.1 5.0 5.0 4.9 5.1 5.0 5.0 5.1 5.1
Payroll Employment Growth 1.2 1.8 1.7 2.2 1.6 1.8 1.7 1.8 1.3 0.6 0.8 1.5 1.5
*Payroll Employment Growth: monthly numbers represent three-month growth at an annualized rate.
**Growth rates for 2005 Year to Date (YTD) are annualized.
Table 2
Regional Forecast
Forecast Actual
2005:111 - 2006:111 2004:111- 2005:111
PA NJ DE PA NJ DE
Employment 1.2 1.2 1.1 1.2 1.2 1.7
Unemployment Rate* 4.7 3.8 4.1 5.0 4.2 4.1

*Unemployment rate forecasts represent the expected unemployment rate in 2006:111, while the actual

unemployment rate represents 2005:I11.




