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First the numbers, then the story
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Are we there yet? For anyone taking a long trip with children in the back seat, that may sound like a
familiar, if annoying, refrain. But children aren’t the only ones repeatedly asking that question. Many
economic pessimists are also wondering when the economy will finally arrive at that long-awaited
destination known as a recession. After all, with the housing slump sapping growth for more than a year,
business investment failing to pick up the slack and consumers showing signs of fatigue, the expansion
would seem to be perilously close to running out of fuel. Speaking of fuel, climbing gasoline prices,
now approaching an historic record in inflation-adjusted dollars, puts another weight on the economy’s
shoulders that some feel could be the final brake stalling the growth engine.

But like the energizer bunny, the driver keeps going and going, leading us to wonder what fumes the
economic machine is running on. Take the manufacturing sector, which was left for dead some months
ago as the housing slump tightened its grip on producers of construction machinery, cement makers and
other goods used by homebuilders and ancillary industries. And, indeed, the housing downturn did take
a toll on the industrial sector, as virtually all key measures of factory activity slumped from mid-2006
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through the end of last year. But like Phoenix rising from the ashes, the smokestack companies have
emerged from the doldrums in recent months. As reported several weeks ago, the ISM index of
manufacturing activity increased in two of the past three months, jumping by a surprisingly large 4.8
points in April to the highest level in a year.

While the ISM index tracks the percentage of industries that are expanding or contracting rather than
measuring the absolute gains or losses in activity, the latter is provided by the Federal Reserve’s
industrial production index. This week, the Fed essentially corroborated the reawakening of the
industrial sector, reporting a sizeable 0.7 percent increase in industrial output in April. As is the case
with the ISM index, factory output has increased in two of the past three months, and only a decline in
utility usage in March prevented three consecutive monthly increases.

Production Rehounds
15

Bdustrial Production - Pevcent Change
1n

EE'HJ’WH [nm%mﬂmﬂhhﬂﬂr
PRIELBLL

-10

=%

=

-15

=20

a9 an o1 02 03 04 (1] 06 o7

Simply put, instead of rolling over, manufacturing companies are enjoying a respectable recovery,
powered by strong export orders as well as a sustained demand for high-tech equipment and machinery
by companies striving to improve productivity. Auto companies are also getting into the act, revving up
output in April, following increases in both February and March. It is not that auto sales have suddenly
taken off, which they obviously haven’t; rather, automakers have apparently worked off the excess
supplies of unsold vehicles that had suppressed production throughout the second half of last year. It
remains to be seen if the latest spike in gasoline prices, which have risen in 15 of the past 16 weeks and
are now up 42 percent since the end of January, will cause another dearth of buyers in showrooms, once
again bloating inventories to unwelcome levels.

What also remains to be seen is how long the housing downturn will continue and whether we have
only seen the tip of the iceberg regarding its spillover effects on the rest of the economy. So far, these
effects have been modest, confined mainly to the industries that are directly impacted by housing
activity. Indeed, while overall economic growth has receded to 2.1 percent over the past year from a 3.7
percent annual pace one year ago, virtually the entire slowdown has been caused by the housing sector.
Take out housing and the rest of the economy has expanded at a 3.4 percent pace, which is close to the
average of the previous three years. The pessimists, of course, assert that the fallout is yet to come,
citing the barrage of layoffs in the construction industry that will occur in coming months as
homebuilders complete current projects. However, the housing slump has been ongoing for more than a
year now, and the lagged response in the job market has been exceptionally long, suggesting that the
eventual wave of layoffs may not reach tidal proportions.

Indeed, the muted response of construction layoffs may reflect a broader trend that is permeating the job
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market. One of the more perplexing issues facing policy makers is why the marked slowdown in
economic growth over the past year has not produced a corresponding weakening in job creation..
Although the net increase in nonfarm payrolls has downshifted this year, the slowdown has been much
less than would be suggested by the economy’s sluggish performance. What’s more, the unemployment
rate continues to hover at the lowest level in seven years. What seems to be happening is that the
economic slowdown is discouraging companies from hiring new workers, but not encouraging them to
fire existing workers.

If companies were responding to the slowdown by stepping up firings, it would show up in the
unemployment lines. But that’s hardly been the case. Instead, initial applications for jobless benefits
have stayed exceptionally low this year. In fact, the 5000-drop in filings in the latest week brought the
total down to a four-month low. On a four-week moving average basis, which smoothes out weekly
fluctuations, the number of applicants shrank to 305 thousand in the week of May 18, which is the
lowest in more than a year. As the chart shows, the unemployment lines are far shorter than was the case
during the 2001 recession. There is no easy explanation for this trend, but one compelling interpretation
is that companies are simply holding on to workers longer because of a scarcity in many professions,
particularly those that require more than just a modest skill level.
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Whether that is also the case in the construction industry is unclear. Undoubtedly, many homebuilders
fear that they will not be able to recapture laid-off workers when the next housing upturn occurs. But in
fact, there may have been more firings of hardhats than the official data reveal. That’s because this
industry retains a higher proportion of undocumented workers than most others, workers who never
show up in the Labor Department’s monthly tally of nonfarm payrolls. These are likely to be the first
workers to be laid off when business softens and, since they do not appear on official payroll records
when they are working, they are not counted among the unemployed when they are fired. In other
words, the ranks of unemployed construction workers may have swelled by much more than is
recognized. This shadow trend not only obscures actual labor market trends, it may also be inflaming the
immigration debate, as many of these undocumented workers are illegal immigrants. The headlines are
filled with local skirmishes involving out-of-work hardhats visibly seeking jobs in hard-hit residential
markets.
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Significantly, a slew of recent data suggests that the low unemployment rate, as officially defined, is
overstating the tightness in the labor market. Even the net change in nonfarm payrolls reported this year
may exaggerate hiring trends, as the recent release of more comprehensive quarterly data based on state
uninsurance records indicate that there will be a downward revision of previously-reported nonfarm
payroll data. If that’s the case, there may well be more slack in the job market than is currently
perceived, something that could sway the Federal Reserve to lean more towards a rate cut if the
economy continues to languish at its slower pace. Keep in mind that a major reason the Fed is holding
firm to its current stand-pat policy, and retaining an inflation bias in its official statements, is the belief
that resource utilization is high, a code phrase that alludes mostly to the low unemployment rate. That,
in turn, is keeping upward pressure on wages and labor costs, a major contributor to higher inflation. But
if the official data overstate the labor market tightness, they may also overstating the decline in
productivity and increase in unit labor costs.

Still, the burden of proof that the housing-led slowdown will gain traction in coming months and
require rate-cutting measures to revive growth rests with the doomsayers. Their argument will only
mobilize support at the Fed if signs of contagion to the rest of the economy multiply. While nascent
signals are flashing more frequently, they have yet to reach alarming levels. Most economists, in fact,
believe that the worst of the slowdown is now behind us, with the first-quarter’s growth rate — expected
to be revised down to below 1 percent—marking the low point for the cycle. Even the slumping housing
sector may be showing signs of stabilizing. Mortgage loan applications have recently firmed, new home
sales strengthened in March and sales in the much larger market for existing homes actually increased in
the first quarter from the previous quarter.

True, the jury is still out on housing prospects. A wildcard in the mix is how lenders respond to the
subprime mortgage meltdown. Financial institutions have tightened underwriting standards, but mainly
for the less creditworthy borrowers. That may be the reason mortgage applications are rising; potential
homebuyers may simply be filing multiple applications because they fear being rejected by a given
lender. But if sales do not take another nosedive, the inventory of unsold homes may soon be brought
down to manageable levels, fostering a quicker homebuilding recovery than is generally expected. As it
is, the ballooning of unsold units appears to have been arrested. Since reaching a peak of 573 thousand
last summer, the inventory of unsold single-family homes has slowly receded, hitting a low of 536
thousand this January before edging up to the March level of 545 thousand units.

To be sure, that is still a high 7.8 months supply on the market at the current sales pace, which does not
exactly portend a quick rebound in homebuilding activity. Indeed, builders filed the fewest number of
permits for new housing units in ten years in April. But at the same time, they also broke ground for
more homes during the month, as starts jumped to a four-month high of 1.528 million housing units in
April. That spike was likely an aberration, but it was the third consecutive monthly increase in starts,
which does suggest that the long slump in housing construction may have bottomed out. If so, that tidal
wave of layoffs may not occur as expected, keeping the recession-worriers asking “are we there yet?”
for at least a while longer.

file://C:\Documents and Settings\nicolat\Local Settings\Temporary Internet Files\OLK10A... 8/17/2007



WEEKLY ECONOMIC COMMENTARY Page 5 of 5

Homebuilling Shimp Continues
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