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STATE OF THE ECONOMY
2nd Quarter 2006

Introduction

Economic activity finally began to exhibit additional signs of
significant slowing in the second quarter after mixed signals from
various economic data indicators and strong economic growth during
the first quarter. Real gross domestic product (GDP) increased at an
annual rate of 2.5% in the second quarter following an increase of
5.6% at an annual rate during the first quarter of 2006. These
figures compare to an increase of 1.8% in the fourth quarter of 2005
and an increase of 3.2% for the full year 2005 on a revised basis.
The slowdown in real GDP comes at a time of continued high energy
prices and further tensions stemming from geopolitical risks. These
factors likely weighed on consumers who reigned in spending during
the second quarter. In addition, economic activity was restrained
due to decreases in federal spending and real residential fixed
investment as well as significant slowdowns in real nonresidential
fixed investment and exports of goods and services.

Higher energy prices, which likely had an adverse impact upon
consumer sentiment and which contributed to increased inflationary
pressures, continue to be a trend that may contribute to further
economic softening in the coming quarters. To be sure, the economy
in the remainder of 2006 is likely to exhibit signs of slowing, with
growth advancing at a rate below the long-term sustainable rate of
growth for the economy.

Gross Domestic Product

Advance estimatesi released by the Bureau of Economic Analysis
(BEA) indicate that real GDP increased at an annual rate of 2.5%
during the second quarter following a revised increase of 5.6% in the
first quarter. This increase in GDP is lower than the 3.3% increase
in real GDP in the second quarter of 2005ii. Economic growth during
the quarter was below the consensus forecast of 3.4% (unchanged from
3.4 % anticipated when surveyed during the first quarter) annual
growth in real GDP anticipated by fifty-three forecasters surveyed by
the Federal Reserve Bank of Philadelphiaiii. The consensus forecast
is for a 3.1% increase in real GDP in the third quarter and an
increase of 3.4% for the full year. Real GDP increased at an annual
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rate of 3.2% in 2005 as compared to an increase of 3.9% in 2004 and
2.5% in 2003.

Real personal consumption expenditures, which accounts for about
two-thirds of economic activity, weakened in the second quarter of
2006, increasing by 2.5% as compared to a 4.8% increase in the first
quarter and a 0.8% increase in the fourth quarter. This advance in
real personal consumption expenditures in the first quarter is the
slowest pace of increase since the first quarter of 2005 during which
real personal consumption expenditure increased by 2.7%. Following
an increase of 19.8% in the first quarter, purchases of durable goods
decreased by 0.5% in the second quarter. This decrease in purchases
of durable goods was due to a roughly 1% decrease in expenditure on
motor vehicles and parts as compared to a 5% increase in the first
quarter. This decrease in purchases of motor vehicles may be
attributed to weakened consumer sentiment and restrained spending in
light of generally tepid economic conditions. This slowdown in
purchases of motor vehicles comes despite reintroduction of sales
incentives by automobile manufacturers. Purchases of furniture and
household equipment decreased by roughly 0.1% in the second quarter
as compared to a 4.2% increase in the previous quarter.

Data from the Federal Reserve Beige Books released in the second
quarter indicated that several of the Federal Reserve Districts noted
that retail sales had been disappointing overall during the
observation period. Sales were characterized as weak amongst the big
box retailers, restrained by continued elevated gasoline prices. The
trend towards more fuel efficient vehicles in light of the elevated
energy prices and preference for foreign brands over domestic
automobiles continued during the second quarter.

Personal consumption expenditures on nondurable goods increased
by 1.7% during second quarter as compared to 5.9% during the first
quarter and 5.0% during the fourth quarter. After showing signs of
strength during the first quarter, retail sales weakened during the
second quarter, increasing at a modest pace over the prior year.
Some retailers characterized the growth in sales as disappointing or
below expectations, according to the Beige Book reports. The
strength in retail sales during the first quarter may have been a
result of the redemption of holiday gift cards. The weakness in
retail sales during the second quarter may have been the result of
continued high energy prices and gasoline prices that served to
squeeze household finances and restrain spending.
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Real nonresidential fixed investment increased at a 2.7% rate in
the second quarter as compared to a 13.7% rate in the first quarter
and a 4.5% increase in the fourth quarter. Equipment and software
investment activity, which increased by 5% in the fourth quarter and
by 15.6% in the first quarter, decreased by 1.0% in the second
quarter.

Following increases of $43.5 billion in the fourth quarter and
$41.2 billion in the first quarter, private businesses increased
inventories by $52.6 billion in the second quarter. The second
quarter real change in inventories added 0.4% to the change in real
GDP as compared to subtracting 0.03% from the first quarter change in
real GDP. This increase in inventories may tend to suggest that
businesses continued to increase inventory stocks that had been drawn
down during the fourth quarter holiday season and during the first
quarter. Businesses may also have increased inventory levels in
anticipation of increased demand in coming quarters. With the
slowing in consumer spending that began to emanate during the second
quarter, businesses may begin to cut back production and reduce
inventory build-ups in order to allow inventory levels to come in
line with reduced demand expectations.

Real residential fixed investment which increased by 2.8% in the
fourth quarter of 2005, decreased in the first and second quarters of
2006 by 0.3% and 6.3%, respectively. This lower growth rate is
likely indicative of a continued slowing in real estate activity,
consistent with the deflating of the real estate bubble that existed.
This decrease in real residential fixed investment is likely the
result of continued removal of accommodative monetary policy by the
Federal Reserve and a subsequent increase in mortgage rates along
with more cautious lending by financial institutions for real estate
transactions and adverse pressures on consumer finances due to
continued high energy prices.

Data on new residential construction from the U.S. Census Bureau
and U.S. Department of Housing and Urban Development indicated that
activity continued to weaken in the second quarter. Privately-owned
housing units authorized by building permits ended the fourth quarter
at 2,075,000. For the first quarter, new privately-owned housing
units authorized by building permits advanced in January to 2,195,000
before falling to 2,147,000 in February and 2,085,000 in March. For
the second quarter, new privately-owned housing units authorized by
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building permits continued to decline, falling to 1,973,000 in April,
1,946,000 in May, and 1,862,000 in June. As a result, new privately-
owned housing units authorized decreased on a year-over-year basis by
8.5% in April, 7.8% in May, and 14.9% in June.

Privately-owned housing starts, which ended the fourth quarter
at 1,989,000 (below the 2,160,000 level at the end of the third
quarter), increased in January to 2,265,000 then declined in February
and March to 2,132,000 and 1,972,000, respectively. In the second
quarter, privately-owned housing starts decreased in April to
1,832,000, rebounded to 1,953,000 in May, then declined again in June
to 1,850,000. On a year-over-year basis, housing starts declined in
April by 11.9%, 4% in May, and by 11% in June.

Sales of new and existing homes, which had decelerated during
the first quarter, continued to slow during the second quarter of
2006. Data from the National Association of Realtors (NAR) iv

indicates that, after ending December at 6,750,000 units on a
seasonally adjusted annualized basis (down from 7,200,000 in
September), existing home sales continued to decline in January,
falling to 6,570,000. Existing home sales rose to 6,900,000 in
February and 6,900,000 in March. On a year-over-year basis, sales of
existing homes decreased 1% in March and by 8.9% in June. The
inventory of existing homes on the market continued to increase
during the second quarter to 3,730,000 as compared to 3,194,000 in
March. As a result, the backlog of existing homes increased further
from 5.1 months in December to 5.5 months in March to 6.8 months in
June. New home sales also declined in the first quarter of 2006,
falling in January to 1,197,000, in February to 1,038,000, and
increasing sharply in March to 1,121,000. On a year-over-year basis,
however, new home sales in March declined roughly 7%. For the second
quarter, new home sales remained steady at 1,121,000 in April,
1,130,000 in May, and 1,120,000 in June. Through the end of the
first half of the year, new home sales were roughly 14% lower on a
year-over-year basis. The inventory of new homes also continued to
increase to 6.5 months supply in June as compared to a 5.5 months
supply in March. This is a sharp increase from the prior year’s
level of 4.3 months.

The national median sales price of all existing homes fell from
$222,000 in December to $218,000 in March, lower than the high of
$229,000 first set in June 2005. For the full year 2005, the median
price was $219,600. The median price of new homes was $224,000 in


