EGIONAL HIGHLIGHTS

Second Quarter 2005

Business Expansion Eases;
Employment Growth Continues

Businessactivity in the tri-state region (Pennsylvania, New Jersey,
and Delaware) expanded moderately in the second quarter amid
signs that the pace of growth has eased in some sectors. Growth
in the manufacturing sector slowed. Sales of general merchandise
rose slightly, but auto sales declined. Residential building activity
strengthened, and commercial real estate markets improved
slightly. Employment in the three states of the region increased in
the second quarter. The Philadelphia Fed is forecasting continued
job growth in each of the three states and further declines in each
stateis unemployment rate.

Manufacturing Advance Slows

Growth in manufacturing activity in the region slowed
considerably as the second quarter came to a close. Manufacturers
participating in the Philadelphia Fedis monthly Business Outlook
Survey indicated that in June overall business conditions were
at best flat (Chart 1). Although manufacturers reported that
business conditions had weakened in their respective industries,
more firms reported increases in their own business than reported
decreases; however, the positive margin was slight. The number of
manufacturers posting gains in shipments and new orders in June
barely exceeded the number reporting declines (Chart 2). Among
the major manufacturing industries in the region, business was
still moving up for producers of apparel, electrical machinery, and
instruments. Some weakening was noted among makers of food
products and metals. In most other industries conditions were
about steady.

Despite the slowdown in growth in the manufacturing sector,
firms participating in the Business Outlook Survey continued to
report plans to increase capital spending (Chart 3). Continued
strength in capital spending reflects optimism and is matched by
largely positive forecasts of future activity among survey participants
(Chart 4). Despite the lull in activity, area manufacturers expect
growth in shipments and new orders and plan to increase working
hours during the next six months.

Retail Sales Move Up Erratically

Retail sales of general merchandise followed a choppy patternin
the second quarter. Sales of spring apparel and other seasonal items
rose in April, and retailers generally posted year-over-year gains for
the month. A period of rainy and cooler than normal weather set
in during May, and sales growth faded, especially for warm-weather
merchandise. Some stores failed to meet the sales levels recorded
in May of last year. A return to more seasonable temperatures in
June lifted sales, the warmer weather boosting sales of fans, air
conditioners, and outdoor items. Besides seasonal goods, retailers
reported that jewelry continues to be in strong demand. Thus, the
national and regional trend toward stronger sales growth for luxury
items appears to be continuing.

Retailers expect sales growth to be modest through the rest of
the year. Although national measures of consumer confidence have
shown some improvement lately, merchants in the region continue
to be concerned that consumers are limiting their buying of general
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merchandise as they cope with high gasoline prices. With respect
to costs, most retailers in the region experienced little change in
wholesale prices. Operating costs are rising, however, and many
retailers are now paying fuel surcharges for goods shipped to
them.

Auto sales in the region followed the national pattern in the
second quarter. Sales were generally strong in April, especially
for foreign makes, but subsequently there was a broad downturn.
Inventories have risen, and a large number of dealers have boosted
leasing promotions to move cars off their lots. Some auto makers
announced new price promotions in June, and dealers anticipate
some improvement in sales as a result. However, dealers do not
expect the sales rate to move up substantially over the summer,
and they anticipate that sales for the year as a whole will be below
those of last year.

Residential Building Gains;
House-Price Appreciation Continues

Residential building increased in the region during the second
quarter, in contrast to a slight decline nationally. On a seasonally
adjusted basis, the number of housing permits issued in each of the
three states rose in the first two months of the second quarter (latest
data) compared with the first quarter (Chart 5). The upturn was
due to an increase in multifamily units in each state. Permits for
single-family units actually declined from the first quarter.

Residential real estate agents in the region reported that sales
of existing homes picked up seasonally in the spring and that the
pace of sales was brisk. Although many real estate agents anticipate
that sales for this year will not match those of 2004, they generally
believe a high sales rate is likely this summer as long as mortgage
interest ratesremain near current levels. Homebuilders in the region
reported continuing high demand for new homes and large backlogs,
which could indicate that the decline in single-family permits in the
spring might be halted or reversed during the summer.

The latest data from the Office of Federal Housing Enterprise
Oversight show a continuing high rate of increase in the prices
for existing houses in the three states and throughout the country
during the first quarter (latest available data). The rate of price
appreciation remains historically high in the nation and the region.
Price appreciation has been more rapid in New Jersey and Delaware
than in the nation; in Pennsylvania it has been nearly on par with
the nation (Chart 6). Inthefirst quarter, the year-over-year increase
was 16 percent in New Jersey, 15 percent in Delaware, and 12
percent in Pennsylvania. The national increase was 13 percent.
New Jersey ranked 10th in house-price appreciation among the 50
states and the District of Columbia, Delaware ranked 12th, and
Pennsylvania ranked 19th.

Some Signs of Improvement in Commercial Real Estate
Commercial real estate firms reported that leasing activity has
been fairly strong in the past few months, although many tenants
were signing for shorter terms on new or renewed leases. However,
some tenants have signed for more space than they currently need
in anticipation of growing business. Despite the increase in leasing
activity, commercial real estate firms reported that vacancy rates
in the regionis office markets have been steady during the past
few months and that rental rates have eased slightly. Nonetheless,
commercial real estate agents expectatightening in the regionis office



markets during the rest of the year. Industrial building vacancy rates
have risen slightly in recent months as speculative buildings have
come on the market, but commercial real estate contacts believe
demand for space will grow during the rest of the year.

Nonresidential construction activity showed some signs of an
upturn in the second quarter. After following a generally downward
path since early 2004, both public and private nonresidential
construction have turned up somewhat recently. In the public
sector, construction of educational facilities and roads and bridges
has been relatively strong. In the private sector, there has been a
slight increase in the construction of distribution facilities, retail
space, and office buildings.

Rise in Employment in Pennsylvania and New Jersey,
Decline in Delaware

Employment rose in the second quarter in Pennsylvania and
New Jersey but edged down in Delaware (see Table 1 on page 4).
Growth in employment in Pennsylvania and New Jersey was faster
in the second quarter than in the first. In Pennsylvania there were
gains in all of the major industry supersectors defined by the U.S.
Bureau of Labor Statistics except manufacturing and information
services.* The largest percentage increase in Pennsylvania was in
construction, followed by leisure and hospitality services. In New
Jersey there were increases in all supersectors except construction,
manufacturing, and information services. The greatest gain was in
other services (repair and personal services), followed closely by
professional and business services. In Delaware, there were declines
in about half of the supersectorsii construction, manufacturing,
trade-transportation-utilities, financefi and increases in about
halffi information services, leisure and hospitality, other services,
government. The industry mix of employment growth in the three
statesasawhole generally paralleled national growth, except for the
decline in employment in the regional information services sector;
nationally there was an increase in this sector.

Theunemploymentrate in each of the three states decreased from
thefirstquarter to the second, asit did nationally. The improvement
in the unemployment rate was better in Pennsylvania and New
Jersey than in Delaware. The unemployment rate in each state is
below the national rate.

Moderate Growth Is Forecast

The consensus view of the regionis business community is that
business activity will continue to expand at about its current growth
rate in most sectors and accelerate in manufacturing. Retailers
expect sales growth to resume in the months ahead, but most look
for only modest gains, as consumers remain cautious. Auto dealers
do not expect the sales rate to improve substantially in the second
half of the year, and they anticipate that sales for 2005 as a whole
will be below those of 2004. Commercial real estate agents expect
a tightening of the regionis office markets during the rest of the
year. Residential real estate firms generally believe a high sales rate
is likely during the summer, although many agents anticipate sales

* The supersectors are natural resources, construction, manufacturing, trade-
transportation-utilities, information services, finance, professional and business
services, education and health services, leisure and hospitality services, other
services (mainly repair and personal services), and government.
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for the year as a whole will not match those of last year. Looking
beyond the current slowdown, manufacturers forecast increases in
shipments and orders during the next six months.
Theemploymentoutlookis positive, ascomments fromemployers
throughout the region indicate that more plan to increase than plan
to reduce staffing levels in the third quarter. The Philadelphia Fed
is forecasting increases in employment in each of the three states
from the first quarter of 2005 to the first quarter of 2006. Growth
is projected to be 1.1 percent in Pennsylvania, 1.5 percent in New
Jersey,and 1.9 percentin 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

Quarterly* Annual**
2004 2005 2003:11- | 2004:11 -
1 Il v | 1> 2004:11 2005:11
3-STATE TOTAL
Unemployment Rate 5.2 5.2 51 4.8 4.5 5.5 5.0
Payroll Employment Growth 1.3 1.2 14 11 1.2 0.6 1.2
PENNSYLVANIA
Unemployment Rate 55 5.6 5.6 5.3 49 5.6 5.4
Payroll Employment Growth 14 0.8 1.2 1.0 1.3 0.5 11
NEW JERSEY
Unemployment Rate 4.9 4.7 4.4 4.2 41 55 4.5
Payroll Employment Growth 14 1.6 1.6 0.9 14 0.6 14
DELAWARE
Unemployment Rate 41 4.1 4.1 4.1 4.0 4.0 4.1
Payroll Employment Growth 0.3 2.3 24 4.5 -1.0 2.2 2.0
UNITED STATES
Unemployment Rate 5.6 54 5.4 5.3 5.2 59 54
Payroll Employment Growth 2.4 1.2 1.7 1.6 15 11 15
*  Payroll employment growth is annualized change from previous quarter.
** Quarter Il 2005 values are calculated with two months of data.
Table 2
Regional Forecast
Forecast Actual
2005:1 - 2006:1 2004:1 - 2005:1
PA NJ DE PA NJ DE
Employment 11 15 1.9 11 14 2.4
Unemployment Rate* 5.0 3.9 3.5 5.3 4.2 41

* Unemployment rate forecasts represent the expected unemployment rate in 2006:1,
while the actual unemployment rate represents 2005:1.




