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STATE OF THE ECONOMY
A'" Quarter 2006

| nt roducti on

Real gross donestic product (GDP) showed sone inprovenent in the
fourth quarter of 2006 with an increase of 3.5%at an annual rate as
conpared to a 2.0%increase in the third quarter. Real GDP increased
by 2.5%in the second quarter and 5.6% during the first quarter of
2006. Real GDP increased by 1.8%in the fourth quarter of 2005 and
at an annual rate of 3.2%for the full year 2005 on a revised basis.
For 2006, real GDP increased at an annual rate of 3.4% The advance
inreal GDP during the fourth quarter was hel ped by gains in personal
consunption expenditures, exports, and governnent spending. The
increase in real CGDP during the last quarter of 2006 cane despite
conti nued weakness in the housing markets and still el evated energy
prices.

Gross Donestic Product

Advance estinmates' rel eased by the Bureau of Econom c Anal ysis
(BEA) indicate that real GDP increased at an annual rate of 3.5%
during the fourth quarter as conpared to a 2. 0% increase during the
third quarter. This follows a revised increase of 2.6%in the second
quarter and 5.6% in the first quarter. This increase in CGDP was
hi gher than the 1.8% increase in real GDP in the fourth quarter of
2005''.  Economic growth during the quarter was above the consensus
forecast of 2.5% annual growth in real GDP (down from 2. 9%
anti ci pated when surveyed during the previous quarter) anticipated by
fifty-one forecasters surveyed by the Federal Reserve Bank of
Phi | adel phia'''. For 2006, real GDP increased at an annual rate of
3.4% as conpared to 3.2%in 2005, 3.9%in 2004, and 2.5%in 2003'".

Real personal consunption expenditures, which accounts for about
two-thirds of economic activity, continued to show favourabl e signs
of strengthening during the fourth quarter with an increase of 4.4%
as conpared to increases of 2.8%in the third quarter, 2.6%in the
second quarter, and 4.8%in the first quarter. Follow ng an increase
of 19.8%in the first quarter, purchases of durable goods decreased
by 0.1%in the second quarter. Durable goods expenditure increased
6.4% and 6.0%in the third and fourth quarters, respectively. This
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i ncrease in purchases of durable goods during the third and fourth
quarters was fueled in part by large increase in expenditures on
furniture and househol d equipnent. This nay reflect consuners’

W llingness to invest in their hones as opposed to acquiring newer
homes, as evidenced by the slowdown in the real estate markets.
Personal consunption expenditures on nondurabl e goods i ncreased by
6.9% during the fourth quarter as conpared to a 1.5% i ncrease during
the third quarter. Nondurable goods expenditures increased 1.4%
during second quarter and 5.9%during the first quarter.

Real nonresidential fixed investnment decreased 0.4%in the
fourth quarter as conpared to an increase of 10%in the third
gquarter. Real nonresidential fixed investnent increased at a 4.4%
rate in the second quarter and a 13.7%rate in the first quarter.
Equi prrent and software investnent activity, which increased by 15.6%
inthe first quarter and decreased by 1.4%in the second quarter,
rebounded during the third quarter with an increase of 7.7%

Equi prent and software investnent declined in the fourth quarter by
1.8%

Foll owi ng increases of $41.2 billion in the first quarter and
$53.7 billion in the second quarter, private businesses increased
inventories by $55.4 billion in the third quarter, perhaps in
antici pation of increased demand for the holiday shopping season in
the fourth quarter. Private businesses increased inventories by a
| ower rate of $35.3 billion in the fourth quarter, which subtracted
0.71% point fromthe real GDP figures. The second quarter real
change in inventories added 0.44%to the change in real GOP. The
third quarter real change in inventories added 0.06%to the change in
real GDP. The slower pace of inventory production may suggest that
busi nesses require a period of decelerated production to allow for a
draw down to levels nore in line with actual and projected demand for
the fourth quarter and first quarter 2007.

Following a revised increase of 14%in the first quarter and
6.2%in the second quarter, real exports of goods and services for
the third quarter increased at a rate of 6.8% and at a rate of 10%in
the fourth quarter. Inports, a subtraction from GDP, increased 5.6%
in the third quarter followi ng an increase of 1.4%in the second
gquarter and an increase of 9.1%in the first quarter. The third
guarter increase in inports subtracted 0.93% fromthe change in rea
GDP as conpared to subtracting 0.24% and 1.46% fromthe second and
first quarter changes in real GDP, respectively. 1In the fourth
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quarter, inports decreased 3.2% which added 0.56%to the fourth
gquarter change in real GDP

After increasing by 8.8%in the first quarter, real federal
gover nment consunption expenditures decreased by 4.5%during the
second quarter. For the third and fourth quarters, real federal
gover nment consunption expenditures increased by 1.3% and 4. 5%
respectively. National defense spending, which increased by 8.9%in
the first quarter, decreased 2.0%in the second quarter and 1.2%in
the third quarter. During the fourth quarter, national defense
spendi ng i ncreased 11.9% Nondef ense spendi ng, which decreased 9.3%
in the second quarter after an increase of 8.5%in the first quarter,
increased 6.5%in the third quarter. Nondefense spendi ng decreased
9.3%during the fourth quarter 2006.

Real residential fixed investnment, which decreased in the first
and second quarters of 2006 by 0.3% and 11.1% respectively,
continued a decreasing trend in the second half of the year. Real
residential fixed investnment decreased in the third quarter by 18. 7%
and by 19.2%in the fourth quarter. This further highlights the
continued deflating of the real estate bubble that previously existed
and is consistent with the conti nued weakness in general real estate
mar ket s.

Data on new residential construction fromthe U S. Census Bureau
and U. S. Departnent of Housing and Urban Devel opnent indicated that
activity during the fourth quarter 2006 showed conti nued weakness as
conpared to the prior year. For the first quarter, new privately-
owned housing units authorized by building permts advanced in
January to 2,195,000 before falling to 2,147,000 in February and
2,085,000 in MarchY. For the second quarter, new privately-owned
housi ng units authorized by building permts continued to decline,
falling to 1,973,000 in April, 1,946,000 in May, and 1,869,000 in
June. For the third quarter, new privately-owned housing units
aut hori zed by building permts declined to 1,763,000 in July,
1,727,000 in August, and 1,638,000 in Septenber. 1In the fourth
quarter, new privately-owned housing units authorized by buil ding
permts declined to 1,553,000 in October and to 1,513,000 in Novenber
bef ore rebounding slightly to 1,613,000 in Decenber. On a year-over-
year basis, these figures represent a decline of 27%in October, 31%
in Novenber and 23% i n Decenber.
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Privatel y-owned housing starts, which ended the fourth quarter
of 2005 at 1,989,000, 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 Apri
to 1,832,000, rebounded to 1,953,000 in May, then declined again in
June to 1,833,000. In the third quarter, privately-owned housing
starts decreased to 1,760,000 in July and to 1,674,000 in August
before rebounding to 1,772,000 in Septenber. Privately-owned housing
starts showed m xed activity during the fourth quarter, decreasing in
Cctober to 1,478,000 then increasing to 1,565,000 in Novenber and
1,643,000 in Decenber. On a year-over-year basis, these figures
represent a decline of 28%in October, 27%in Novenber, and 18%in
Decenber .

Sal es of existing homes, which had decel erated during the first
hal f of the year, continued to exhibit weakness during the third and
fourth quarters of 2006. Data fromthe National Association of
Realtors (NAR) indicates that, after endi ng Decenber 2005 at 6, 750, 000
units on a seasonally adjusted annualized basis, existing hone sales
continued to decline in January, falling to 6,570,000. Existing hone
sales rose to 6,900,000 in March. For the second quarter, existing
home sal es declined to 6,710,000 in April, 6,680,000 in My, and
6,490,000 in June. For the third quarter, existing hone sales
continued to decline, falling to 6,320,000 in July, 6,310,000 in
August, and 6,230,000 in Septenber, a year-over-year decline of
roughly 14% During the fourth quarter, existing honmes sales were
stagnant at 6,270,000 in Cctober, 6,250,000 in Novenber, and
6,270,000 in Decenber. For 2006, existing honme sal es averaged
6,478,000 as conpared to 7,076,000 in 2005, representing a year-over-
year decline of roughly 8. 5% The inventory of existing hones
continued to increase in 2006, ending the year at 3,450,000 or a 6.6
nmont hs supply as conpared to 4.5 nonths supply for 2005.

The national nedian sales price of all existing hones fell from
$222,000 i n Decenber 2005 to $218,000 in March, |ower than the high
of $229,000 first set in June 2005. For the full year 2005, the
medi an price was $219,600. By June 2006, the national nedian sales
price of existing honmes had trended upwards to roughly $230,000". At
the end of the third quarter, the national nedian sales price of
exi sting hones had fallen to $220,000. The nedian price of existing
homes was $220, 900 i n Septenber and $221, 600 i n Decenber 2006,
showi ng very little price appreciation. For 2006, the nedian price
of existing hones was $221, 900 as conpared to $219, 600 for 2005.
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~Thirty-year conventional nortgage rates, according to Freddie
MacY'', rose slightly during the first quarter from®6.27% at the end
of 2005 to end the quarter at 6.35% Thirty-year rates continued to
clinb during the second quarter, reaching a high of 6.78% on June 29,
2006. During the third quarter, thirty-year nortgage rates briefly
touched 6.80%in |late July before falling to roughly 6.31% by the end
of the quarter. During the fourth quarter, thirty-year rates
continued to fall, bottomng out at 6.11%in early Decenber before
rebounding to end the year at approximately 6.18%

After ending the fourth quarter 2005 at approximately 5.82%
fifteen-year nortgage rates increased to 6.00% by early March. By
the end of the second quarter, fifteen-year rates had risen to 6.43%
During the third quarter, fifteen-year rates declined steadily to end
the quarter at roughly 5.98% Fifteen-year rates held fairly steady
during the fourth quarter 2006, rising to above 6% in early Novenber
before retrenching to end the quarter at 5.93%

The Federal Reserve

The Federal Reserve’s gradual renobval of nonetary policy
acconmodat i on ended during the third quarter with the Federal Open
Mar ket Committee (FOMC) holding the federal funds rate to 5 ¥24''' at
t he August 8, 2006 neeting. In its press release follow ng the
nmeeting, the FOMC indicated that econom c growth had noderated froma
strong pace evident earlier in the year due in part to a gradual
cooling of the housing market and | agged effects of higher interest
rates and energy prices. The Commttee al so recogni zed that core
inflation readings had increased and that high resource utilization
and higher cormodities prices may continue to fuel inflation
pressures. The statenent indicated that additional firmng in
nonetary policy would depend on the outl ook for inflation and
econom c growh in comng nonths. As an interesting note, the
decision to keep rates on hold was not unani nous with one vote (by
Jeffrey M Lacker) to increase the target federal funds rate by
twenty-five basis points.

The FOMC held rates steady again at its neeting on Septenber 20,
2006. Again at this neeting, one nenber of the FOMC voted agai nst
hol ding rates steady, preferring a twenty-five basis point increase
in the target federal funds rate. This trend continued at the FOMC s
Cct ober 25, 2006 and Decenber 12, 2006 neeti ngs.
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In press rel ease fromthe Decenber 12, 2006 neeting, the FOMC
statenment included the follow ng:

Econom ¢ grow h has sl owed over the course of the year, partly
reflecting a substantial cooling of the housing market. Although
recent indicators have been m xed, the econony seens |likely to
expand at a noderate pace on bal ance over com ng quarters.

Readi ngs on core inflation have been el evated, and the high

| evel of resource utilization has the potential to sustain
inflation pressures. However, inflation pressures seemlikely to
noderate over tine, reflecting reduced inpetus from energy
prices, contained inflation expectations, and the cunul ative
effects of nonetary policy actions and other factors restraining
aggr egat e denand.

Nonet hel ess, the Comm ttee judges that sonme inflation risks
remai n. The extent and tim ng of any additional firmng that may
be needed to address these risks will depend on the evolution of
the outl ook for both inflation and economc growh, as inplied
by incom ng information.

To be sure, the inpact of sustained el evated energy prices is
likely to continue to manifest for quarters to cone. Inflation may
wel | feel continued upward pressures, placing the FOMC in a
precarious position of confronting higher inflation during a period
of slowi ng economc growth. Though the base of economc growh in
Anmerica remains solid, economc activity is unlikely to continue
running at a robust pace in the short-term particularly under the
burden of slowing real estate activity, higher energy prices, higher
interest rates, nmounting inflationary pressures and the attending
i npacts these factors have upon consumer sentinment and consunpti on.

The Federal Reserve Bei ge Books'* rel eased on Cctober 12, 2006
and Novenber 29, 2006 indicated m xed results in economc activity
t hroughout the twelve Districts® during the fourth quarter. The Beige
Book concl usi ons included the foll ow ng:

e Mst Districts reported increased consuner spending overall.
However, there was sone regional variation in the rate of
i ncrease. For instance, solid increases were reported by Kansas
Cty and Richnond, while nodest inprovenents in retail spending
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were noted in the Atlanta, Chicago, M nneapolis, New York, and
St. Louis Districts. Meanwhile, sales softened in the Boston
District and were bel ow expectations in the Dallas District.
Strong selling products varied by region, but nost Districts
reported that sales of hone-related itens remai ned weak. Several
Districts noted a cautiously optimstic outlook for the holiday
season...Mbst Districts reported continued softness in vehicle
sales, led by weaker sales for the Big Three U. S. auto makers.

e Manufacturing activity was generally positive in nost Districts.
New York said manufacturers noted brisk growh in activity.
Boston, Dallas, Kansas City, and San Franci sco reported that
production trends in high-tech industries were positive.

Cl evel and reported that durable goods production was up slightly
on a year-over-year basis, although demand for steel products
continued to soften. Manufacturing in the Chicago District
expanded at a nodest pace, with manufacturers of nachine tools
and equi pment reporting strong demand outsi de of the notor
vehicle industry. Dallas noted that energy-rel ated manufacturing
activity remained strong. In the Phil adel phia region,

manuf acturers posted small increases in shipnments, but there
were al so margi nal declines in new orders. Mdst Districts
reported that orders for honebuilding materials and rel ated

equi pnent have trailed off substantially. In addition, sone
softness in auto and auto-rel ated producti on was noted by

Atl anta, Chicago, C evel and, Kansas City, and St. Louis.

e Alnost all Districts reported that overall housing market
activity continued to slow, especially in the single-famly
segnent. Most Districts cited declining sales and rising hone
inventories. There were al so scattered reports of price
reductions, while the use of non-price sales incentives was
reported in the C evel and, Dallas, New York, Philadel phia, and
San Francisco Districts. Mdst Districts reported declines in
residential construction.

e Reports suggest that | abor nmarkets remained tight since the | ast
report, especially for high-skilled occupations. Ri chnond
reported strong demand for workers with sales, life sciences,
engi neering, and financial skills. Boston said that there was
strong demand in industries such as health care, biotechnol ogy,
and engi neeri ng.\\age growm h remai ned general |y noderate, but
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Boston, New York, and San Francisco reported faster wage growh
for sone specialized professions. San Franci sco noted conti nued
rapid wage gromh for health care, finance, and construction

wor kers. According to Boston, pay |levels for professional and
techni cal jobs were being boosted in order to recruit new

wor kers and reduce staff turnover. Enployers in the Phil adel phia
District indicated that wages have been rising nore rapidly in
the past few nonths than earlier in the year, whereas the pace
of wage increases was steady according to Chicago.

Consuner Confi dence

The Conference Board s Consuner Confidence | ndex* ended 2005 at
103. 8 and continued the strengthening trend in the first quarter,
rising to 106.8 in January, falling to 102.7 in February, and
rebounding to 107.5 in March. During the second quarter, the
Consuner Confidence Index rose slightly in April to 109.8, declined
significantly to 104.7 in May, and inproved nodestly to 105.4 in
June. During the third quarter, the Consuner Confidence |ndex gai ned
slightly in July to 107.0 before plummeting in August to 99.6, the
| onest | evel of the year, before rebounding sharply in Septenber to
105.9. During the fourth quarter, the Index fell to 105.4 in Cctober
and 105.3 in Novenber before rebounding to 109.0 in Decenber.

Lynn Franco, Director of The Conference Board s Consuner
Research Center offered the followng in the Decenber 2006 press
rel ease:

Despite the |latest inprovenent in the Index, there is little to
suggest that the pace of economc activity in the final quarter
of 2006 is anything but noderately better than its uninspiring
performance earlier this year. Gven the see-saw pattern in
recent nonths, it is too soon to tell if this boost in
confidence is a genuine signal that better tines are ahead.

After ending 2005 at 92.6, the Expectations Index declined to
92.1 in January and 84.2 in February before rising to 90.3 in March.
During the second quarter, the Expectations Index rose slightly in
April to 92.3, fell to 85.1 in May and inproved slightly to 87.5 in
June. The Expectations Index increased to 88.9 in July, declined to
83.8 in August, and rebound to 91.0 in Septenber. For the fourth
quarter, the Expectations Index increased to 92.6 in Cctober, fell to
91.9 in Novenber, and inproved to 95.1 in Decenber. The Expectations
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| ndex has shown marked i nprovenent since the second quarter, perhaps
i ndicating a favorabl e but guarded outl ook for the com ng quarters.

The Busi ness Sect or

| ndustrial production, as conpiled by the Federal Reserve*'',
increased at a revised annual rate of 5.3%during the fourth quarter
of 2005 and by 5.0%for the first quarter of 2006*''. For the second
quarter, industrial production increased at an annual rate of 6.5%
For the third quarter, industrial production increased at an annual
rate of 4.0% Industrial production declined by 0.5%in the fourth
quarter 2006. During the third quarter of 2006, industrial
production increased by 4.9% 4.7% and 5.6%for the twelve nonths
ending in July, August, and Septenber, respectively. For the fourth
quarter, industrial production increased by 4.9% 3.8% and 3.0% for
the twel ve nonths ending in Cctober, Novenber, and Decenber. For the
fourth quarter 2006, industrial production increased by 3.7% as
conpared to the fourth quarter of 2005.

Manuf act uri ng producti on, which increased at an annual rate of
5.5%in the first quarter, 5.5%in the second quarter and 4.4%in the
third quarter, decreased by 1.4%in the fourth quarter of 2006.
Surprisingly, the decline in manufacturing in the fourth quarter is
contrary to anecdotal evidence contained in The Bei ge Book rel eases
fromthe Federal Reserve, which indicated generally favorable
manuf acturing activity throughout the twelve Districts. During the
third quarter, manufacturing production increased by 5.6% 5.4% and
5.9% for the twelve nonths ending in July, August, and Septenber,
respectively. During the fourth quarter, manufacturing production
increased 4.1% 2.4% and 3.3% for the twelve nonths endi ng Cctober,
Novenber, and Decenber.

Dur abl e consuner goods production, which declined at an annual
rate of 2.3%in the first quarter, advanced at an annual rate of 1.0%
in the second quarter but declined again in the third quarter by
4.6% declined again in the fourth quarter by 3.8% Nondurabl e
consuner goods production, which decreased by 0.8%in the first
guarter, advanced at an annual rate of 3.7%in the second quarter and
by 5.0%in the third quarter, increased at an annual rate of 0.1%in
the fourth quarter.

On a quarterly basis, capacity utilization increased to 82.3%
for the third quarter but declined to 81.7%in the fourth quarter.
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This level is slightly above the 1972 to 2005 average of 81% For
the third quarter, manufacturing capacity utilization increased to
80.9% before falling back to 80.2%in the fourth quarter. At this

| evel, capacity utilization is still slightly above the 1972 to 2005
average of 79.8% At these |levels of resource utilization, there is
still slack in the productive capabilities of factories throughout

the United States. As such, capacity utilization rates should not
pose a significant threat to rising inflationary pressures, even

t hough the utilization rates are slightly above the historical norns.
However, the Federal Reserve has nentioned that high resource
utilization rates nmay stoke inflationary pressures in the future.

The Departnent of Commerce’ s*V advance nonthly sales for retai
trade and food services increased from $365.3 billion in Septenber to
roughly $369.9 billion in Decenber*. Total retail sales increased

fromthe Septenber |evel of $329 billion to $332.4 billion in
Decenber. For the fourth quarter, advance nonthly retail and food
service sales increased 0.1% fromthe prior quarter and by 4.9% over
the fourth quarter of 2005. For the third quarter, advance nonthly
retail and food service sales increased 1% fromthe prior quarter and
by 5.6% on a year-over-year basis. On a year-over-year basis,
advance sales for retail trade and food services increased 8.3%in
the first quarter. |In the second quarter, sales for retail trade and
food services increased 6.8% on a year-over-year basis.

Retail sales declined 0.2%in the fourth quarter as conpared to
the third quarter but increased by 4.6% over the fourth quarter of
2005. Total sales excluding notor vehicles and parts declined 0.3%
in the fourth quarter over the prior quarter but increased 4.6% over
the fourth quarter 2005. Third quarter 2006 retail sales increased
5.3% as conpared to the third quarter of 2005; total sales excluding
not or vehicles and parts increased 7.2% on a year-over-year basis.
During the fourth quarter, sales of notor vehicles and parts
increased 1.3% as conpared to the third quarter and by 6.2% as
conpared to the fourth quarter 2005.

I nfl ati on

Following a 4.3% i ncrease in the consumer price index (CPl) *V
for the first quarter of 2006 at a seasonally adjusted annual rate
and a 5.1% i ncrease for the second quarter, the CPl increased by a
conpound annual rate of 0.8%for the third quarter 2006 and by 0.2%
for the fourth quarter. For the twelve nonths ending in March, the
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CPl increased at an annual rate of 3.4% For the twelve nonths
ending in June, the CPl increased at an annual rate of 4.3% For the
twel ve nonths ending in Septenber, the CPl increased at an annual
rate of 2.1% For the twelve nonths ending in Decenber, the CP

i ncreased at an annual rate of 2.5% For the six nonths ending in
June and Decenber, the CPl increased 4.7% and 0.5% respectively.

The CPI increased by 3.3%and 3.4%in 2004 and 2005, respectively.

For the first quarter of 2006, the energy index increased by
21.8% as a result of continued el evated energy prices. For the
second quarter, the energy index increased 23.8% For the third
quarter, the energy index declined 15.6% as a result of declines in
oil prices. For the fourth quarter, the energy index declined by
11.2% For the twelve nonths ending in March and June, the energy
i ndex advanced by 17.3% and 23. 3% respectively. For the twelve
nmont hs ending in Septenber, the energy index declined 4.3% However,
for the twelve nonths ending in Decenber, the energy index increased
2.9% For the first, second, and third quarters of 2006, the food
i ndex advanced at an annual rate of 2.5% 1.7% and 3.5%
respectively. For the fourth quarter, the food index increased 1.0%
For the twelve nonths ending in March, June, and Septenber, the food
i ndex increased by 2.6% 2.2% and 2.5% For the twelve nonths
ending in Decenber, the food index increased 2.1%

Renoving the effects of food and energy, the core CPl increased
by a seasonally adjusted annual rate of 2.8%in the first quarter and
by 3.6%in the second quarter, perhaps indicating a pass through of
hi gher costs by businesses to consunmers. For the third quarter, the
core CPl increased by 2.7% For the fourth quarter, the core CP
advanced 1.4% For the twelve nonths ending in Decenber, the core
CPl increased 2.6% The core CPI advanced at a rate of 2.2%for both
2004 and 2005. For the twelve nonths ending in Septenber 2006, the
core CPl increased 2. 9%

In addition to the CPl, the price index for personal consunption
expenditures (PCE) fromthe Bureau of Econom c Anal ysis*'' rose by
0.1%in the fourth quarter as conpared to an advance of 2.2%in the
third quarter, 4.0%in the second quarter and 2.0%in the first
guarter. On a year-over-year basis, the PCE price index rose by 3.0%
inthe first quarter, 3.3%in the second quarter, 2.8%in the third
gquarter, and 1.9%in the fourth quarter. The price index for PCE
excl uding food and energy prices increased 2% 2.2% 2.4% and 2.3%
on a year-over-year basis in the first, second, third, and fourth
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gquarters of 2006. The price index for PCE increased 2.6%in 2004,
2.9%in 2005, and 2.8%in 2006.

It appears that the acceleration in the increase in core
inflation in the second quarter may have been pronpted by a
w || ingness of businesses to begin passing increased costs onto the
consuners. The slowdown in the increase in inflation during the
third and fourth quarters was |ikely pronpted by less firmconditions
in energy prices. Energy costs increased 22.8%in the first half of
2006 but declined by 13.4%in the second half of the year. Overal
energy prices advanced by 2.9% for 2006. However, further rises in
energy prices may ultimately pronpt further upward inflationary
pressures at a nore rapid rate in the com ng nonths. The core
inflationary pressures could be further pronounced shoul d busi nesses
be successful in continuing to pass along cost increases to
consuners. An unexpected increase in core inflation may result in
hi gher inflation premuns in the markets that would tend to suppress
econonm ¢ grow h.

Labor WNar ket

The unenpl oynent rate fell to 4.7%in the first quarter and held
steady at that rate for the second and third quarters®™'''. The
unenpl oynent rate fell to 4.5%for the fourth quarter of 2006. On a
nmont hl y basi s, unenploynent was 4.4% 4.5% and 4.5%in Cctober,
Novenber, and Decenber, respectively.

For the third quarter, total nonfarm payroll enploynent
i ncreased by 372,000 or a nonthly average of roughly 124,000. During
July, August, and Septenber, total nonfarm payroll enploynment
i ncreased 133,000, 188,000, and 51, 000, respectively.

For the fourth quarter, total nonfarm payroll enploynent
averaged 136.051 mllion as conpared to an average of 135.595 mllion
for the third quarter. During Cctober, Novenber, and Decenber, total
nonf arm payrol | enploynent increased 86,000, 154,000, and 167, 000,
respectively, for a total quarterly gain of 407,000 jobs.

Manuf act uri ng enpl oynent retrenched in the third and fourth
quarters with | osses of roughly 46,000 and 65, 000 jobs, respectively.
Construction enploynent | ost roughly 44,000 on average in the fourth
quarter as conpared to the prior quarter. Professional & business
services, education & health services, leisure & hospitality, and

Thi nki ng Qut si de t he Boxe
A Division of G obal Financial Analysts, Inc.
PO Box 6895

Mrtl e Beach, SC 29572
www. Thi nki ngQut si deTheBoxe. com

Copyri ght 2006/ 2007 Thi nki ng Cutsi de the Boxe



State of the Econony

,_ ﬂ] 4'™" Quarter 2006
_ Publ i cation Date: January 2007
SOUTnES Faoe 23

r theZ Do xce

government saw payroll gains in the fourth quarter over the prior
guarter with average increases of 98,000, 120,000, 120,000, and
88, 000, respectively.

The sl owdown in economic activity that continued to manifest
during the third and fourth quarters may result in | ower payrol
enpl oynment gains in the comng nonths. This may be nore pronounced
shoul d busi nesses and manufacturers continue to adjust payrolls to
conpensate for |ower demand expectations. Gven a slowing in
econom ¢ activity, further drops in the unenploynent rate are
unlikely and would, in all likelihood, be tenporary. A rising
unenpl oynment rate would |likely ease the shortages of skilled workers
t hat have been noted throughout the nation. As a result, any wage
pressures that may have attended the shortage of skilled workers
woul d al so |ikely ease.

Equity Markets

The Dow Jones Industrial Average (DJIA) ended 2005 at roughly
10, 718**. The S&P 500 and the NASDAQ conposite ended 2005 at 1,248
and 2,205, respectively. During the first quarter, the DJI A gained
roughly 4.7% (through March 29'") to 11,216. The NASDAQ and the S&P
500 gained 6.0% and 4.4% respectively, ending the quarter at roughly
2,338 and 1,303. The second quarter’s weak economi c activity
acconpanied a downturn in the markets with the DJIA falling roughly
2%to end the quarter at roughly 11,000. The NASDAQ conposite and
the S& 500 also fell during the quarter by 9.7% and 4. 4%
respectively, to roughly 2,100 and 1,250. By the end of the third
quarter, however, the markets had regai ned ground | ost during the
previous quarter with the DJI A gaining roughly 6.5%to end the
quarter at nearly 11, 700. The S&P 500 and t he NASDAQ conposite each
gai ned roughly 7% to finish the third quarter at 1,330 and 2, 260,
respectively. The markets continued to performwell in the fourth
quarter with the DIIA S&P 500, and the NASDAQ conposite gai ning
roughly 7%to 12,475, 6%to 1,417, and 7%to 2,423, respectively.

The rebound in the equity markets during the third and fourth
gquarters may be the result of continued optimsmregarding the
strength of the holiday season shopping, strength in corporate
profits, record nerger and acquisition deals, and a perceived val ue
of equity prices relative to other risky asset classes, particularly
in light of the significant slowdown in the real estate markets.

Thi s di m ni shing opportunity for superior returns in the real estate
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mar kets may have pronpted investors to return to the equity markets
and ot her asset classes.

Gl Prices

West Texas Internediate (W) oil prices, which fluctuated in a
band from $60 to $66 per barrel during the first quarter, renmained at
el evated | evel s during the second quarter of 2006 ranging from $66 to
$75 per barrel. For the third quarter, oil prices traded in a band
fromroughly $61 to $77 per barrel. During the fourth quarter 2006,
WIl oil prices renmained in a relatively tight band between $58 and
$64 per barrel, rising during early Decenber before retrenching to
end the year under $61 per barrel.

OPEC nenbers nmade no production cuts or increases at its 142"
(Odinary) neeting in Vienna, Austria on Septenber 11, 2006**.
However, in his opening remarks to the neeting, Dr. Edmund Maduabebe
Daukoru, President of the OPEC Conference and M nister of State for
Pet rol eum Resources of Nigeria indicated the follow ng regarding the
oil markets and the inpact that events and specul ators nmay have upon
price volatility:

The specific reasons for the recent price peaks were the
out break of hostilities in Lebanon in the mddle of July
and fears of hurricanes in the US Gulf closely foll owed by
t he sudden shutti ng-down of the Prudhoe Bay field in Al aska
inthe first half of August. However, this nust be set

agai nst the backdrop of volatility that has prevailed in
the market for the past two and half years, due principally
to concern over the |ack of effective global oil refining
capacity, anxiety about the ability of oil producers to
nmeet anticipated future oil demand, geopolitical

devel opnents in sone producing countries and speculation in
the oil futures markets.

Crude oil volatility appears to have subsi ded over the past
year, due to anple supply, rising OPEC spare capacity,
plentiful strategic reserves and abundant conmercial crude
inventories, which are now at their highest |evels since
1998. On the other hand, the increasing volatility of
gasoline can be attributed, for exanple, to higher demand,
I ncreasingly stringent product specifications and, nore
recently, the issue of the adequacy of ethanol supplies. In
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particular, the relatively Iow | evel of gasoline
inventories, in terns of days of forward cover, coupled
with the | ack of spare refinery capacity, has left an
unconfortably thin cushion of spare supply. Hence, the
growing volatility reflects an increased sensitivity to
devel opments in the product markets, such as unexpected
out ages or even planned refinery shutdowns.

This |l eads nme onto the issue of specul ati on, which has been
inflating prices far above market fundanental |evels during
the present unstable period. Not only is this high |evel of
specul ati on, which has been spurred on by non-comerci al s,
di sruptive to the oil industry itself, but it is also
havi ng serious knock-on effects further afield in the

gl obal econony, with potentially serious repercussions for
hi ghly i ndebted devel opi ng countries. It is essential,
therefore, that this issue is addressed effectively soon,
once and for all, particularly where it involves parties
far renoved fromthe day-to-day affairs of the industry.

OPEC nenbers cut production by 1.2 mllion barrels per day
effective Novenber 1, 2006 at a consultative neeting in Doha, Qatar
on Cctober 20, 2006'. Menbers cited crude oil supplies that were in
excess of actual demand as the rationale for the cut in output from
27.5 mllion barrels per day (nb/d) to 26.3 nb/d. OPEC nenbers cut
production by an additional 500,000 barrels per day effective
February 1, 2007 at the 143" (Extraordi nary) meeting in Abuja,
Federal Republic of Nigeria on Decenber 14, 2006™''. The OPEC press
rel ease follow ng the neeting indicated the foll ow ng:

Having revi ewed the oil narket outl ook, including the
overal | demand/supply expectations for the year 2007, in
particular the first and second quarters, as well as the
outl ook for the oil market in the nediumterm the
Conf erence observed that market fundanmentals clearly
indicate that there is nore than anple crude supply, high
stock |l evel s and increasing spare capacity. The Conference
noted that, although the global econony is forecast to
continue to grow, economic growth is expected to sl ow down
in 2007. Moreover, while world oil demand is estimated to
increase by 1.3 nb/d in 2007, the Conference observed that
this is likely to be nore than offset by a projected
i ncrease of 1.8 nb/d in non-OPEC supply, its highest rise
since 1984.
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The Conference also noted, with satisfaction, that the
decision it had taken in Doha to reduce production by 1.2
nb/d as of 1 Novenber 2006 had succeeded in stabilizing the
mar ket and bringing it into balance, although prices remain
vol atile, reflecting the continuing supply overhang in the
mar ket .

In view of the above, the Conference decided to reduce OPEC
production by a further 500,000 b/d, with effect from1
February 2007, in order to balance supply and denmand. The
Conference further reiterated the Organi zation's

determ nation to take all neasures deened necessary to keep
mar ket stability through the mai ntenance of supply and
demand in bal ance, for the benefit of producers and
consuners alike.

The coments and actions from OPEC officials continue to suggest
that the cartel is confortable with an oil price in excess of $60 per

barrel (WIl). It seens likely that OPEC does not intend to take any
actions that would intentionally | ower prices below a suitable |evel
at or near $60 per barrel. Continued sharp rises in demand from

rapidly grow ng econom es such as China and India could place further
upward pressure on already high oil prices.

G ven this and OPEC s recent production cuts, it is likely that

energy prices will remain at el evated | evel s throughout 2007, which
could further tenper economc growh. Continued geopolitical risks
could create an additional premumin the price of oil. Furthernore,

continued speculative activity in the oil markets, which has been
ongoi ng since 2004, is likely to continue to inflate the price of
oil. Therefore, the risks to economc activity stemm ng from hi gher
energy prices remain wei ghted towards conditions that nay perpetuate
further econom ¢ weakness in the com ng quarters.

Econom ¢ Cut | ook

Though we still do not believe that the preponderance of
evi dence points to a recession, we maintain that economc gromh wll
likely be at a much nore tenpered pace in the first half of 2007
For now, however, we contribute a higher probability that the U S
econony will likely continue to exhibit | ow growth and hi gher
inflationary pressures.
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Qur assessnent of the current state of the econony indicates the
fol |l ow ng:

e Interest rates are likely to remain steady in the com ng
quarters, with the Federal Reserve’s next nove |likely to be an
easi ng of nonetary policy towards the end of the year.

e QO prices are expected to renmain at el evated | evels throughout
2007, which could pronpt slower economc growmh globally and in
the U S.

e Inflation has remni ned at | evels above recent trends, which is
consistent wwth slower economc gromh, and is likely to remain
above trend |l evels for the foreseeabl e future.

Qur expectations for the econony i ncl ude:
e Real GDP growth of 2 ¥ - 3 Y2 for 2007.

e The Federal Reserve is likely to hold rates steady for nost of
2007. The next likely nove by the Federal Reserve is an easing
of nonetary policy. The federal funds rate should end 2007 at
roughly 5%

e Inflationis likely to increase in 2007 with the core CPI
i ncreasing by roughly 2 %

e Continued geopolitical concerns and specul ation in the oi
markets may result in sustained elevated oil prices. Q1 prices
(West Texas Internediate) are |ikely to average $70 per barrel
for 2007.

e As economi c activity becones nore tenpered, payroll enploynents
are likely to increase at a lower rate. Unenploynent is |likely
to range fromroughly 4 ¥ - 5% for 2007.

Concl usi on

Based on our current assessnent of a nunmber of econom c factors,
econonmi ¢ growt h appears to have been threatened predom nately by the
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adverse system c inpact of elevated energy prices, higher interest
rates, and the bursting of the bubble in the real estate markets.
Despite an end to the tightening of nonetary policy by the Federal
Reserve, these factors translated into nodest economc growth in 2006
with real gross donestic product expanding by 3.5%in the fourth
quarter (follow ng an increase of just 2% in the third quarter) and
by 3.4%for the full year 2006 as conpared to 3.2%growth in 2005.
Continued el evated energy prices and further weakness in the housing
mar kets coul d have a further toll on economic activity in the com ng
gquarters of 2007. These factors suggest that the risks to the
econony are wei ghted heavily towards weaker econom c activity in the
com ng quarters.

' The BEA press rel ease on January 31, 2007 states the following with respect to
advance estinmates: The Bureau enphasized that the fourth-quarter “advance”
estimates are based on source data that are inconplete or subject to further
revision by the source agency. The fourth quarter “prelimnary” estinmates, based
on nore conprehensive data, will be released on February 28, 2007.
'"" Quarterly data is expressed at a seasonally adjusted annual rate. Real estinates
are in chained (2000) doll ars.
" survey of Professional Forecasters, Research Departnent Federal Reserve Bank of
Phi | adel phi a, Novermber 13, 2006.
'Y For exanple, fromthe 2005 annual |evel to the 2006 annul |evel.
V' Wth respect to trends in housing data, the U S. Departnent of Commerce/U.S.
Census Bureau and the U S. Departnment of Housing and Urban Devel opnent state in the
new residential construction press rel eases
In interpreting changes in the statistics in this release, note that nonth-
to-nmonth changes in seasonally adjusted statistics often show novenents which
may be irregular. It may take 4 nonths to establish an underlying trend for
buil ding permt authorizations, 6 nonths for total starts, and 6 nonths for
. total conpletions.
V' Data from Nati onal Association of Realtors, Existing Hone Sales statistica
rel eases.
V'' Data from Freddi e Mac Weekly Mortgage Market Survey
Vil The Board of Governors al so held the discount rate at 6 Y%
'X The press rel ease on Cctober 12, 2006 states the follow ng: This docunent
sunmari zes comments received from busi nesses and ot her contacts outside the Federa
Reserve and is not a comentary on the views of Federal Reserve officials.
* The Twel ve Districts of the Federal Reserve systeminclude: Boston, New York,
Phi | adel phia, Cevel and, Richnond, Atlanta, Chicago, St. Louis, M nneapolis, Kansas
Cty, Dallas, and San Francisco.
X' The Consunmer Confidence Survey is based on a representative sanple of 5,000 U.S.
househol ds. The monthly survey is conducted for The Conference Board by TNS. TNS
is the world' s |argest custom research conpany.
Xl | ndustrial production data fromthe Federal Reserve's Industrial Production and
Capacity Utilization statistical rel ease.
Xl Quarterly industrial production figures based on data fromthe Federal Reserve’s
I ndustrial Production and Capacity Utilization statistical release.
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XIv Press rel ease fromthe Department of Commerce.

*¥ Adj usted for seasonal, holiday, and trading day differences but not for price
changes. Renoving the inpact of prices changes/inflation, the growth figures would
be lower. For exanple, total retail sales increased by 6.2% on a year-over-year
basis during the fourth quarter. The twelve nmonth inflation rate, based on the
CPl, was 3.4% for the twelve nonths endi ng Decenber 2005. This would inply a real
growth in total retail sales of 2.8%

*¥!' Based on data fromthe Consuner Price Index press releases by the Bureau of Labor
Statistics, United States Departnment of Labor.

xil Bureau of Econonmic Analysis, Gross Domestic Product: Fourth Quarter 2006
(Advance) .

*VITT Bureau of Labor Statistics, United States Departnent of Labor, The Enpl oynent
Situation press rel ease.

Xix Based on data from The Econoni st.

XX OPEC press rel ease followi ng the 142" Meeting of the OPEC Conference in Vienna,
Austria on Septenmber 11, 2006.

*>*I' OPEC press release follow ng the Consultative Meeting of the OPEC Conference in
Doha, Qatar on Cctober 19-20, 2006.

il OPEC press release followi ng the 143'% (Extraordi nary) Meeting of the OPEC
Conference in Abuja, N geria on Decenber 14, 2006.
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