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Domestic Nonfinancial Developments

Overview

Although the data have been uneven, the economy appears to have been expanding at a
moderate pace in recent months. Manufacturing production posted a solid gain in May.
Consumer spending is on track for another moderate gain in the current quarter, and the
housing market remains strong: Home sales have been brisk, and residential construction
activity remained at a high level in May. Labor demand continued to expand, albeit
erratically, in April and May, and the unemployment rate edged down further. Core CPI
inflation slowed in April and May.

Labor Market Developments

Labor demand has increased at a moderate pace, on balance, in recent months. Private
nonfarm payrolls rose 73,000 in May following an increase of 261,000 in April; the
average monthly gain of 153,000 jobs over the past three months is on par with the
average for the six months before that. Among major industries, construction,
transportation and utilities, and nonbusiness services have been expanding payrolls in line
with their recent trends, while hiring in financial activities and professional and business
services has slowed a bit. The manufacturing sector has posted further small job losses.

The average workweek of production or nonsupervisory workers moved up 0.1 hour in
April to 33.8 hours and remained at that higher level in May. After having surged

0.6 percent in April, aggregate hours of production or nonsupervisory workers rose just
0.1 percent in May to reach its highest level since March 2001.

The unemployment rate dipped to 5.1 percent in May and now stands "4 percentage point
below its average in the fourth quarter of 2004. Meanwhile, the labor force participation
rate moved up, to 66.1 percent. The increase in participation between March and May
suggests that the labor market has strengthened enough to attract some individuals back
into the workforce. Indeed, the percentage of household employment made up of
individuals unemployed less than five weeks who are new entrants and reentrants to the
labor market has moved up noticeably over the past several months.

Other indicators of labor market activity also imply that slack is diminishing gradually.
The share of individuals working part-time for economic reasons has drifted lower since
the fourth quarter of 2004. The four-week moving average of new claims for
unemployment insurance, at 335,000 in the week ending June 11, remains in the narrow
range that has prevailed since the start of the year. The exhaustion rate—the proportion
of workers leaving the unemployment insurance rolls after using their entire period of
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Changesin Employment
(Thousands of employees; seasonally adjusted)

2004 2005
Measure and sector 2004 Q3 Q4 Q1 Mar. | Apr. | May
Average monthly change Monthly change
Nonfarm payroll employment
(establishment survey) 183 134 190 182 122 274 78
Private 171 98 182 172 124 261 73
Previous 171 98 182 179 147 256
Manufacturing 3 3 -6 -6 -6 -9 -7
Construction 23 14 29 24 26 48 20
Wholesale trade 7 6 4 6 14 7 10
Retail trade 13 -8 13 17 3 27 11
Transportation and utilities 9 8 5 18 12 17 9
Information -2 -8 0 2 7 15 -8
Financia activities 12 11 15 13 2 14 4
Professional and business services 45 33 53 41 21 33 -1
Temporary help services 15 18 14 9 -2 11 -4
Nonbusiness servicest 59 37 67 51 38 107 33
Total government 12 35 8 10 -2 13 5
Total employment (household survey) 146 123 210 115 357 598 376
Memo:
Aggregate hours of private production
workers (percent change)? 2.4 24 24 2.3 A .6 A
Average workweek (hours)3 337 337 337 337 337 33.8 33.8
Manufacturing (hours) 40.8 40.8 40.6 40.6 404 40.5 404

1. Nonbusiness services comprises education and health, leisure and hospitality, and "other."
2. Establishment survey. Annual data are percent changes from Q4 to Q4. Quarterly data are percent changes from preceding
quarter at an annual rate. Monthly data are percent changes from preceding month.

3. Establishment survey.
... Not applicable.
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Selected Unemployment and Labor Force Participation Rates
(Percent; seasonally adjusted)

2004 2005
Rate and group 2004 Q3 Q4 Q1 | Mar. | Apr. | May
Civilian unemployment rate
Total 55 55 5.4 53 5.2 5.2 51
Teenagers 17.0 171 171 16.9 16.9 17.7 17.9
20-24 yearsold 9.4 9.3 9.3 9.5 9.0 8.9 8.8
Men, 25 years and older 4.4 4.4 4.3 4.1 4.0 3.8 3.8
Women, 25 years and older 4.4 4.3 4.2 4.1 4.0 4.2 41
Labor force participation rate
Total 66.0 66.0 66.0 65.8 65.8 66.0 66.1
Teenagers 43.8 43.9 4.1 435 44.0 43.8 44.0
20-24 yearsold 75.0 74.9 75.3 744 74.2 74.0 74.3
Men, 25 years and older 75.3 75.4 75.3 75.2 75.3 75.5 75.6
Women, 25 years and older 59.3 59.3 59.2 59.1 58.9 59.3 59.3

Labor Force Participation Rate
and Unemployment Rate
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Labor Market Indicators

Unemployment Insurance
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eligibility—edged down in May and has fallen by approximately 'z percentage point over
the past year. In May, 23 percent of firms reporting to the National Federation of
Independent Businesses said that they had a hard-to-fill position, down 1 percentage
point from February and March, but 1 percentage point above the average reading in the
second half of last year. Households’ assessments of job availability rose gradually
through the first quarter and have remained near their recent high since then. Similarly,
job openings as a percent of private employment, as measured by the JOLTS, rose from
2.5 percent last summer to 2.8 percent in February, and the reading has remained steady
in recent months. At the same time, the help wanted index is currently above the level
posted at the end of last year, although it receded a bit in April and May from February’s
recent high.

Looking ahead, hiring plans of small businesses popped up in May from their depressed
levels in March and April. Meanwhile, the third-quarter net hiring plans of participants
in the Manpower survey are unchanged at the relatively high level that has prevailed
during the first half of the year. Coinciding with the relatively positive hiring indicators,
households’ views of the future have brightened a touch in recent weeks. Household
expectations of the labor market, as measured by the Michigan survey, bounced back to
first-quarter levels in June following weak readings in April and May. The Conference
Board measure of expected labor market conditions also improved a bit in the most recent
reading for May but has moved little on balance in recent months.

Labor Output per Hour
(Percent change from preceding period at an annual rate;
seasonally adjusted)

2004 2005 | 2003:Q1f 2004:Q1
to to
Sector 2003 2004 Q3 | Q4 Qle | 2004:Q1 2005:Q1e
Nonfarm business
All persons 54 2.8 9 23 35 55 2.7
All employeest 6.0 2.7 2.2 19 3.9 55 29
Nonfinancial corporations? 54 4.5 49 9.0 3.0 51 5.0

Note. Annual changes are from fourth quarter of preceding year to fourth quarter of year shown.

1. Assumes that the growth rate of hours of non-employees equals the growth rate of hours of
employees.

2. All corporations doing business in the United States except banks, stock and commodity brokers,
and finance and insurance companies. The sector accounts for about two-thirds of business employment.

e Staff estimate.
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Selected Components of Industrial Production
(Percent change from preceding comparabl e period)

Proportion 2004 2005 2005
2004 20041
Component (percent) Q4 Q1 Mar. | Apr. | May
Annual rate Monthly rate
Total 100.0 4.3 45 35 2 -3 4
Previous 100.0 43 45 3.6 a1 -2
Manufacturing 81.9 51 4.6 39 -2 -1 .6
Ex. motor veh. and parts 74.7 53 35 4.0 A A .6
Ex. high-tech industries 70.2 4.4 2.8 24 a .0 .5
Mining 8.3 -2.0 -3.6 8.4 -1 A A
Utilities 9.8 2.7 104 -3.2 3.6 -24 -7
Selected industries
High technology 45 18.7 145 29.8 8 13 2.3
Computers 10 6.9 138 14.7 10 9 9
Communications equipment 12 9.6 13.2 23.6 -1.2 1 3.6
Semiconductors? 23 29.9 154 40.0 17 21 23
Motor vehicles and parts 7.2 29 16.3 2.7 -3.1 -2.0 .0
Market groups excluding
energy and selected industries
Consumer goods 22.0 37 34 2.3 .0 -3 5
Durables 43 13 -1.0 4 -2 -9 .6
Nondurables 17.7 4.3 45 27 .0 -2 5
Business equipment 7.7 9.3 19 6.6 v 15 7
Defense and space equipment 1.9 6.1 5.0 9.3 .8 21 1.1
Construction supplies 4.3 38 A 44 -1 A4 2
Business supplies 8.1 3.2 9 4.7 3 2 5
Materials 25.2 39 3.0 2 .0 -5 .5
Durables 13.9 4.6 4.2 A 2 -6 .6
Nondurables 11.3 29 15 2 -3 -3 A4
1. From fourth quarter of preceding year to fourth quarter of year shown.
2. Includes related electronic components.
... Not applicable.
Capacity Utilization
(Percent of capacity)
1972- 1990- 2004 2005
2004 1982 1991
Sector average low low Q3 Q4 Q1 Apr. May
Total industry 81.0 70.8 78.6 782 788 79.3 791 794
Manufacturing 79.8 68.5 77.2 770 776 781 77.9 78.2
High-tech industries 78.3 74.1 74.3 699 698 719 720 729
Excluding high-tech industries 79.9 68.2 77.3 77.8 78.5 79.0 78.7 79.1
Mining 87.1 78.6 835 863 856 875 883 885
Utilities 86.8 7.7 84.2 837 854 844 841 834
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We now estimate that productivity in the nonfarm business sector rose at an annual rate
of 3.5 percent in the first quarter, following an increase of 2.3 percent in the fourth
quarter. Over the four quarters ending in 2005:Q1, productivity increased 2.7 percent by
our estimate—half the blistering pace recorded during the preceding four quarters but
close to the average rate of increase since 1995. We also estimate that output per hour in
the nonfinancial corporate sector rose 3 percent in the first quarter to a level 5 percent
higher than a year earlier—the latter rate is only a shade below the 5.1 percent increase
recorded over the four quarters ending in 2004:Q1."

Industrial Production

Industrial production increased 0.4 percent in May after having declined 0.3 percent in
April. The increase in May was led by a gain of 0.6 percent in manufacturing output.
Production in mining edged up 0.1 percent last month, while the output of utilities fell
0.7 percent. Excluding motor vehicles and parts, manufacturing production expanded
0.6 percent in May after having advanced little during the preceding three months.

The production of motor vehicles and parts was unchanged in May after a cumulative
decline of 5.1 percent in March and April. Manufacturers continued their efforts to work
off inventories of light trucks by holding down light vehicle assemblies in May to an
annual rate of 11.0 million units, the slowest pace since October 2001. However, despite
the lower assembly rates recently, days’ supply edged down to only 71 days in May from
an average of 74 days in the first quarter. The pace of assemblies of medium and heavy
trucks has also come down in recent months, but this decline is from a level in January
that was the highest since February 1980.> For June, total motor vehicle assemblies are
set at an 11.9 million unit pace reflecting a sizable step-up in light truck production.
Third-quarter schedules currently point to a pace of 11.8 million units.

" Output for the nonfinancial corporate sector, used in construction of the output per hour measure
shown in the table, is measured on the income side of the national accounts, while output in the nonfarm
business sector is measured on the product side of the accounts.

2 Moreover, at a recent symposium, an industry expert from the Americas Commercial Transportation
Research Company suggested that the recent slackening in production reflected, at least in part, delayed
delivery of selected parts and that replacement demand for heavy trucks was still strong.
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Production of Domestic Light Vehicles
(Millions of units at an annual rate except as noted; FRB seasonals)

2005 2005
Item 2004 Q1 Q21 Q3t Apr. May Junet
U.S. production 11.7 11.6 11.2 11.4 11.1 11.0 11.5
Autos 43 44 41 41 4.1 41 41
Light trucks 7.4 7.2 7.1 7.3 6.9 6.9 7.3
Days' supply? 74 74 n.a n.a 70 71 n.a
Autos 59 57 n.a n.a 51 53 na
Light trucks 83 86 na n.a 84 83 n.a
Inventoriesd 3.22 3.15 n.a n.a 3.14 3.05 n.a
Autos 1.02 .99 n.a n.a .96 .92 n.a
Light trucks 2.20 215 n.a n.a 218 212 n.a
Memo: U.S. production,
total motor vehiclest 12.0 12.1 11.6 11.8 115 11.4 11.9

Note. Components may not sum to totals because of rounding.

1. Production rates for June and the second and third quarters reflect the latest schedules from Ward's Communications.
2. Quarterly and semiannual values are calculated with end-of-period stocks and average reported sales.

3. End-of-period stocks.

4. Includes medium and heavy trucks.

n.a. Not available.

Elsewhere in the transportation sector, production has been buoyant. The IP index for
commercial aircraft jumped at an annual rate of 25 percent in the first quarter, and robust
output gains in April and May have put the industry on track for another significant
increase in the second quarter.

In the high-tech sector, recent news about semiconductor production has been mostly
positive. Shipments of semiconductors in the first four months of the year exceeded
industry expectations, and the Semiconductor Industry Association (SIA) raised its
forecast of worldwide nominal shipments for 2005 from no change to an increase of

6 percent.’ Nonetheless, this forecast, coming on the heels of the solid output gains early
in the year, actually implies some decline in the rate of increase in the near-term.
Similarly, although Intel upgraded its revenue guidance for the second quarter, that
guidance still shows some slowing in the seasonally adjusted rate of increase relative to
the first quarter. Orders for semiconductor manufacturing equipment, which are heavily
influenced by the introduction of each new generation of semiconductor chips, have been

3 Other outside forecasts of semiconductor shipments have been revised up similarly in recent weeks.
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Indicators of High-Tech Manufacturing Activity

Microprocessor Unit (MPU) Shipments Semiconductor Manufacturing
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about flat in recent months; moreover, industry observers have suggested that orders will
fall a bit further in 2005 and 2006 before picking up again in 2007 and 2008.

Elsewhere in the tech sector, computer production has been increasing roughly 1 percent
per month, a pace that is well below the average gain in the latter half of the 1990s. Unit
sales of personal computers (PCs) moved down in the first quarter, while the latest
outlook from Gartner suggests that unit sales may edge up in the second quarter. Within
total PC sales, the increase in desktop sales continues to lag the more rapid sales pace for
mobile PCs, of which fewer are domestically produced. Unit sales of computer servers
continue to trend up steadily, but some industry reports suggest these gains may start
slowing. Indeed, diffusion indexes of future business spending plans for computers and
data networking equipment, though volatile, have edged down over the past year. In
contrast, the production of communications equipment, which has trended up since its
trough in late 2002, may receive some added impetus from the continued rollout of new
products designed for telecommunications service providers and other enterprises.*

Excluding energy, motor vehicles and parts, and high-tech products, production gains
were widespread in May. The output of equipment—both for business and for defense
and space—has continued to trend upward, and the production of consumer goods, which
had been moving sideways of late, increased /2 percent in May. Among upstream market
groups, the combined output of business and construction supplies increased at an annual
rate of 4.6 percent in the first quarter and has been rising in the second quarter. In
contrast, the output of materials designated for further processing in the industrial sector
increased in May but has been little changed, on balance, since October 2004. Within
this grouping, the production of iron and steel was curtailed sharply in April, as
inventories at steel service centers continued to rise in response to relatively flat
shipments.

Overall, the manufacturing utilization rate in May, at 78.2 percent, was 1.6 percentage
points below its 1972-2004 average.” Although the factory operating rate changed little

* Examples include equipment that better handles the complex routing requirements of voice traffic
over the Internet and products that bundle functions such as data, security, and voice handling into a single
piece of equipment.

> Industries whose utilization rates remain below their long-run averages include, among others,
textiles and apparel; converted paper product; printing and related support activities; fabricated metal
product; furniture and related product; and communications equipment. Industries with above-average
rates of utilization include motor vehicles and parts as well as several upstream industries such as
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Sales of Light Vehicles

(Millions of units at an annual rate; FRB seasonals)

2004 2005
Category 2004 Q3 Q4 Q1 Mar. Apr. May
Tota 16.9 171 17.2 16.4 16.8 17.4 16.6
Autos 75 7.3 7.7 75 7.7 8.2 7.6
Light trucks 9.4 9.7 9.5 8.9 9.1 9.2 9.1
North American? 135 138 13.6 131 134 13.8 13.2
Autos 5.4 5.3 5.4 5.4 55 5.8 5.3
Light trucks 81 85 8.2 7.7 7.9 8.0 7.8
Foreign-produced 34 3.3 3.6 3.3 34 3.6 34
Autos 21 2.0 23 21 2.2 23 2.2
Light trucks 12 12 13 12 12 13 12
Memo:
Big Three market share (percent) 58.7 59.9 56.9 57.7 57.8 56.4 57.4

Note. Components may not sum to totals because of rounding. Data on sales of trucks and imported autos for the most

recent month are preliminary and subject to revision.

1. Excludes some vehicles produced in Canada that are classified asimports by the industry.

Average Value of Incentives on Light Vehicles

Ratio scale, current dollars per vehicle
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between February and May, it has risen fairly steadily over the past two years. In
contrast, the Institute for Supply Management (ISM) supplier deliveries diffusion index
has fallen sharply; this index had jumped in 2004 in response to tight conditions in the
freight transportation sector. The recent behavior of these two series resembles the
experience of the early 1980s.

Recent indicators of industrial activity have been mixed but are generally consistent with
modest near-term gains. Thus far in June, the available weekly indicators of production
have been positive: The pace of motor vehicle assemblies has picked up; electricity
generation has risen because of unseasonably warm weather in June (following a cooler-
than-usual May); and other weekly physical product data, with the exception of that for
steel, have risen, on balance, relative to May. Looking ahead, indicators of new orders
activity have been less upbeat. Although the new orders diffusion index from the New
York Fed’s Empire State Survey in June partly reversed its recent string of declines, the
Philadelphia Fed’s Business Outlook Survey posted a sizable drop after having edged
down in May; that said, both series were above 50 in June. In addition, the three-month
moving average of the staff’s series on real adjusted durable goods orders was unchanged
in March and April.

Motor Vehicles

Light vehicle sales fell 800,000 units in May to an annual rate of 16.6 million units.
Nonetheless, the average pace of sales in April and May still exceeded the first-quarter
average, despite the fact that incentives were a little less rich, on average, over the period
than they were in the first quarter. Confidential reports from vehicle manufacturers
suggest that sales are rebounding in June primarily in response to temporary price cuts by
General Motors (GM).

To clear out inventories of its 2005 model-year vehicles, GM made its generous
employee discount on new vehicle purchases available to the general public through
July 5.° The price cut, which may be combined with other incentives, shaves 17 percent

petroleum and coal products; pulp, paper, and paperboard; and cement and concrete product.

In addition, the publication of industrial production for May included updated estimates of industrial
capacity for 2005. The increase in total industrial capacity from the fourth quarter of 2004 to the fourth
quarter of 2005 was revised down 0.1 percentage point, to 1.2 percent; manufacturing was revised down
similarly, to 1.4 percent.

% The offer applies to all 2005 model-year cars (except the Corvette) and to most light trucks. The
price cut is not included in J.D. Power’s estimate of incentives, which includes only cash rebates and
interest subvention.
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Retail and Food Services Sales
(Percent change from preceding period, unless otherwise noted; seasonally adjusted current dollars)

2004 2005
Category Q3 Q4 Q1 Mar. Apr. May
Annual rate Monthly rate

Total sales 6.7 10.2 6.0 3 15 -5

Retail control® 6.6 10.6 7.3 .0 14 -3

Previous estimate 6.6 10.6 7.3 .0 11

Ex. sdles at gasoline stations 6.1 8.3 7.0 -3 13 -1

GAF 4.7 7.2 7.3 -8 13 -1
Memo: Rea PCE goods ex.

autos and trucks? 5.4 6.7 6.5 -7 6 0

1. Total saleslessoutlays at building material and supply stores and automobile and other motor
vehicle dedlers.
2. Q1, March, and April are staff estimates. May is a staff forecast.

... Not applicable.
Real PCE Goods Excl. Autos and Trucks Real PCE Services
Billions of chained (2000) dollars Billions of chained (2000) dollars
— — 3030 — — 4500
@ Quarterly average May ® Quarterly average
()
L — 2975 L APt ) 4440
- — 2920
- — 4380
= — 2865
- — 4320
- — 2810
= — 2755 B —] 4260
| RSN B B AN B AN BT RS SR AR | 2700 [ENENEN BN BTAE S EN TR BT A B AT BTRT | 4200
2003 2004 2003 2004

Note. March, April, and 2005:Q1 are staff estimates;
May is a staff forecast.

Change in Real DPIl and Real Wages and Salaries

Percent, annual rate

— — 10
Bl Real DPI

. [ ] Real wage and salary disbursements g
- de
- — 4
.—\ -—\ 1.
0
- 42
1 | 1 | 1 W

H1 H2 H1 H2 Q1 Mar.Apr.

2003 2004 2005

* 2004:H2 and 2005:Q1 values exclude the effect on income of the one-time Microsoft dividend payment in December.
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from GM’s suggested retail prices of the targeted vehicles.” Information from J.D. Power
and Associates through June 12 suggests that the program appears to have significantly
boosted sales of GM’s sport utility vehicles and pickups. Perhaps because other
manufacturers expect GM’s unusually large price cut to be short-lived, they have not yet
moved aggressively to compete by enriching their own incentives.

After an abrupt drop in April, the market share of domestically produced vehicles edged
up to 80.3 percent in May but remained below its level a year earlier. That modest
slippage masks a more serious erosion of market share for the Big Three nameplates,
particularly GM, whose market share has tumbled 1.5 percentage points since May 2004.°
The winners have been the domestic transplant firms and Chrysler.’

Consumer Spending

Real personal consumption expenditures are on track to increase at a moderate pace in the
current quarter, albeit at a bit less than the 3’2 percent (annual rate) rate posted in the first
quarter. Purchases of motor vehicles have more than recovered from their decline in the
first quarter. At the same time, however, real outlays for goods excluding cars and trucks
seem to have decelerated this quarter against a backdrop of somewhat lackluster
fundamentals.

Nominal retail sales at the control group of stores, which excludes automotive dealers and
building materials and supply stores, fell last month, as did spending at most categories of
retail outlets. However, with prices of non-auto consumer goods having fallen in May,
we estimate that real spending on goods excluding cars and trucks was unchanged after a
jump of 0.6 percent in the previous month. Real spending on services was flat in April,
the most recent month for which data are available. Expenditures on energy services
dropped because of cooler-than-normal temperatures; outlays for non-energy services
were also tepid.

As a result of rising energy prices and only moderate improvements in the labor market,
the rate of increase in real disposable income slowed this spring after strong gains (even
abstracting from the extraordinarily large dividend payment by Microsoft) in late 2004

" Because vehicle prices tend to drop over a model-year’s selling season, the impact of GM’s program
on the actual transactions price of GM vehicles is less than the employee discount.

¥ Domestic market share excludes foreign-produced vehicles (such as Saab, which is sold by GM).

’ The manufacturers other than the Big Three with light vehicle production capacity in the U.S. are
BMW, Honda, Hyundai, Mazda, Mercedes-Benz, Mitsubishi, Nissan, Subaru, and Toyota.
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Household Indicators

Household Net Worth and Wilshire 5000

Index Ratio
15000 — — 7.0
13000 — 6.5
May
11000 [~ Wilshire 5000 — 6.0
(left scale)
9000 [~ Q1 — 55
7000 [~ — 5.0
Ratio of household net worth to DPI*
(right scale)

5000 — 45
3000 1 1 11 | 11 1 I 11 1 11 | 11 | 11 1 I 11 | I 11 | I 11 1 I 11 1 I 1 11 I 4.0
1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

* December 2004 value excludes the effect on income of the one-time Microsoft dividend payment in that month.
Personal Saving Rate
Percent
— — 7
— 6
— 5
- 4
- 3
- 2
—H41
- Apr. 4 o
P | 11 1 11 1 I 11 1 11 1 11 1 11 1 I 11 1 I 11 1 I 11 1 I 11 1 I 11 1 I -1
1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Note. December 2004 value excludes the effect on income of the one-time Microsoft dividend payment in that month.
Consumer Confidence
1985 = 100 1966 = 100
160 — — 120
Michigan SRC*
140 (right scale) - 110
120 — 100
June
100 May — 90
80 — 80
60 |~ — 70
Conference Board (left scale)
20 | | | | U 6o

PR T Y Y N T T T T T N T N T T T ST T S N N S T T T ST T T A N T T IS T Y
1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

* June 2005 value is preliminary.
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and early this year. With spending outpacing income thus far this year, the personal
saving rate has moved down, to only 'z percent in April (its most recent reading). The
stock market has been about flat, on net, since the start of the year, but house prices have
continued to appreciate rapidly; we estimate that overall household net worth has
increased roughly in line with income over the course of the first two quarters.

The Michigan Survey Research Center (SRC) index of consumer sentiment rebounded in
early June after having declined noticeably in April and May. The Conference Board
index of consumer confidence moved up in May (the most recent reading). Both indexes
appear to have been held down in April by the jump in energy prices but have moved
back up recently as gasoline prices fell for a time.

Housing

Activity in the housing sector remains strong. Single-family starts were at an annual rate
of 1.70 million units in May, in line with their first-quarter average and about 5 percent
above the average pace last year. Permits for single-family homes—after adjusting for
activity in areas where permits are not required—were issued at an annual rate of

1.65 million units in May, a little above the first-quarter pace, and the backlog of unused
permits edged down. Starts of multifamily dwellings fell to an annual pace of

305,000 units in May, a rate well below the average pace over the past year. Altogether,
the permits data suggest that total starts may decline slightly in June but remain at a
robust level.

Sales of both new and existing homes climbed to record highs in April. Sales of single-
family existing homes were at an annual rate of 6.28 million units in April, while new
homes sold at a 1.32 million unit pace. Housing demand is undoubtedly receiving
considerable support from favorable financing conditions. The thirty-year fixed
mortgage rate has declined in recent weeks, and the mid-June level of 5.6 percent is at the
low end of the range observed since the spring of 2004. In addition, the one-year
adjustable mortgage rate has risen only about 35 basis points during the past year. The
four-week moving average of mortgage applications to purchase homes has been at an
elevated level in recent weeks, suggesting that home sales will remain strong in June and
July.

Prices of existing homes continue to increase rapidly, while prices of new homes appear
to have decelerated. In the market for existing homes, the OFHEO purchase-only repeat-
sales index—which measures changes in the sale price of the same house over time and
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Private Housing Activity
(Millions of units; seasonally adjusted annual rate except where noted)

2004 2005

Sector 2004 Q4 Q1 Mar. Apr. May
All units
Starts 1.96 1.97 2.08 1.83 2.01 2.01
Permits 2.05 2.09 2.08 2.02 2.15 2.05
Sngle-family units
Starts 161 1.62 171 155 1.63 1.70
Permits ) 1.60 1.60 1.60 155 1.64 1.62
Adjusted permitst 164 164 1.63 158 1.67 1.65
Permit backlog? 150 150 150 .150 154 152
New home sales 1.20 1.24 1.25 131 1.32 n.a
Existing home sales 5.96 6.05 5.98 6.01 6.28 na
Multifamily units
Starts .35 .35 37 .28 .38 31
Permits 46 49 A48 47 51 43
Permit backlog? .075 .075 .068 .068 .063 .062
Mobile homes
Shipments 31 138 138 124 na n.a
Condos and Co-ops
Existing home sales .82 .83 .85 .86 .90 n.a

1. Adjusted permits equal permit issuance plustotal starts outside of permit-issuing areas.

2. Number outstanding at end of period. Seasonally adjusted by Board staff. Excludes permits that have
been canceled, abandoned, expired, or revoked. Not at an annual rate.

n.a. Not available.

Private Housing Starts

(Seasonally adjusted annual rate)
Millions of units

[ 1 24
— 22
May — 2.0
— 18
May
— 16

— 14

— 12

Single-family

Multifamily

— — 4
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- — .2

11 1 l 11 1 l 11 1 l 11 1 l 11 1 l 11 1 l 11 1 l 11 1 l 11 1 l 11 1 l 11 1
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Indicators of Single-Family Housing

Existing Home Sales

Thousands of units
6500

Apr.
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Source. National Association of Realtors.
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Source. Freddie Mac.
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Ordersand Shipments of Nondefense Capital Goods
(Percent change; seasonally adjusted current dollars)

2004 2005
Indicators Q4 Q1 Feb. | Mar. | Apr.
Annual rate Monthly rate

Shipments 9.7 128 -2.7 11 2.0

Excluding aircraft 9.6 14.0 -2.6 -1 1.0

Computers and peripherals 40.3 33.9 -1.6 2.3 5.8

Communications eguipment -17.1 16.2 -2.2 34 -10.7

All other categories 8.6 10.0 -2.8 -1.0 16

Orders 47 7.6 -4 -3.2 41

Excluding aircraft 6.3 21.8 -2.1 -1.6 17

Computers and peripherals 34.6 18.0 A4 -5.4 15.7

Communications equipment -23.0 99.3 -4 -8.2 -35

All other categories 59 14.9 -2.9 A -3
Memo:

Shipments of complete aircraft! 271 23.9 184 27.9 34.7

1. From Census Bureau, Current Industrial Reports; billions of dollars, annual rate.

Computers and Peripherals

Billions of dollars, ratio scale
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excludes appraisals from refinancings—was 10% percent higher in the first quarter than a
year earlier, continuing the steep climb that has prevailed since late 2003. The average
sales price of existing homes has shown a similar pattern. In contrast, in the market for
new homes, the constant-quality price index—which controls for changes in the
geographic composition of sales, home size, and a few other readily measurable
attributes—was up about 4’ percent in the first quarter from a year earlier, noticeably
slower than the gain of more than 7 percent during the previous four-quarter period.
Average sales prices of new homes have also decelerated.

Equipment and Software

After having climbed at a heady annual rate of 18 percent in the second half of last year,
real outlays for equipment and software increased at a more-moderate 7 percent pace in
the first quarter. Although business purchases of high-tech goods surged last quarter,
spending on transportation equipment and other equipment fell back following large
gains in 2004. Available data for the current quarter suggest that equipment and software
expenditures will likely register another moderate increase. More broadly, the
fundamentals remain supportive of business investment: The user cost of capital is low,
business output is rising briskly, and corporate balance sheets are healthy. In addition,
surveys of business leaders indicate that capital spending sentiment remains relatively
favorable.

Real business spending on transportation equipment stumbled in the first quarter.
Although we expect a rebound in deliveries of aircraft to domestic purchasers in the
current quarter, investment in motor vehicles appears set for another quarterly decline.
Business purchases of light vehicles are estimated to have edged down in May, and sales
of medium and heavy trucks also declined. Net new orders for medium and heavy trucks
ticked up in May but have moved lower, on balance, since the turn of the year—signaling
that demand may ease a bit further in coming months, albeit from an elevated level.
Order backlogs are still at high levels, and industry reports point to rising prices as
evidence that overall demand (particularly for class-8 heavy trucks) remains strong."

Real outlays for high-tech equipment and software increased at a robust annual rate of
28 percent in the first quarter, but the recent orders and shipments data paint a mixed
picture of spending in this category in the current quarter. Nominal shipments of
computers rose 6 percent in April, and orders leaped 16 percent. Coupled with ongoing

' Freightliner has reported that it expects its revenue to increase this year to a record level.
Freightliner, a unit of DaimlerChrysler, is the largest heavy-truck maker in North America.



11-22

Equipment and Software Investment Fundamentals

Real Business Output

4-quarter percent change
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Nonresidential Construction and Indicators

Real Construction
(Seasonally adjusted, annual rate; nominal CPIP deflated by
BEA prices through Q4 and by staff projection thereafter)
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retail, National Council of Real Estate Investment Fiduciaries. Source. DOE/Baker Hughes.
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Changesin Manufacturing and Trade I nventories

(Billions of dollars; seasonally adjusted book value; annual rate)

2004 2005
Sector B | QL | Feb. | ma. | Apr.
Manufacturing and trade 86.5 84.6 98.8 81.2 754 494
Ex. wholesale and retail
motor vehicles and parts 77.6 101.8 102.2 83.6 80.2 40.8
Manufacturing 32.3 35.9 52.8 35.2 39.2 7.3
Ex. aircraft 339 33.2 46.4 26.8 34.7 15.3
Wholesale trade 38.3 36.7 305 26.0 23.8 32.2
Motor vehicles and parts 38 -2.4 -11 -2.8 -8.6 5.7
Ex. motor vehicles and parts 345 39.1 316 28.8 324 26.5
Retail trade 15.8 12.0 155 20.0 124 9.9
Motor vehicles and parts 5.0 -14.8 -2.3 4 38 29
Ex. motor vehicles and parts 10.8 26.8 17.7 195 8.6 7.0

Book-Value Inventories Relative to Shipments and Sales

Wholesale trade ex. motor vehicles and parts

Retail trade ex. motor vehicles and parts

Ratio
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rapid price declines, real spending for computers is poised to increase appreciably this
quarter. In contrast, a plunge of 11 percent in shipments of communications equipment
and a drop of 4 percent in orders in April suggest that real outlays in this category
arelikely to fall in the current quarter. Although most large software vendors have not yet
released earnings updates for the second quarter, surveys of CIOs indicate that
replacement purchases of software should continue to support strong gains in real
spending.

Real outlays for non-high-tech, nontransportation equipment declined at an annual rate of
2 percent in the first quarter. The source of this weakness is unclear. Indeed, some of the
softness in the first quarter occurred in subcategories such as construction machinery and
mining and oilfield machinery, in which final users clearly face favorable economic
conditions. The first-quarter decline may have reflected, in part, the expiration of the
partial-expensing allowances at the end of 2004, or it may have represented a pause
following a spurt in spending that was unrelated to partial expensing. In either case, the
downturn appears to have been short lived: Shipments of non-high-tech,
nontransportation equipment rose 1.6 percent in April, and the level of new orders
remained well above the level of shipments.

Nonresidential Construction

Real outlays for construction of nonresidential structures have remained at a low level so
far this year. Although spending on commercial structures has moved up in recent
months, outlays for office buildings have remained at a depressed level despite a small
decline in the elevated vacancy rate for that sector. In addition, spending for
manufacturing structures still is less than half the level seen in 1999 despite some uptrend
over the past year, and other construction has continued to fall. The number of rigs
drilling for natural gas still is moving up, but drilling for petroleum has remained weak.

Business Inventories

The book value of manufacturing and trade inventories excluding motor vehicles
increased at an annual rate of $100 billion in the first quarter. However, the pace of
stockbuilding cooled off some in April—firms added about $41 billion in book value to
their inventories in that month. The large buildup of inventories in the first quarter raised
inventory-sales ratios a little from their very low levels of last year. In the manufacturing
sector, respondents to the ISM survey report that they now view their customers’
inventory positions as roughly appropriate after having seen them as too lean last year.
Data from the staff's flow-of-goods inventory system indicate that inventories declined



II-26

Federal Government Outlays and Receipts
(Unified basis; hillions of dollars except as noted)

12 months ending
April-May in May
Percent Percent
Function or source 2004 2005 change 2004 2005 change
Outlays 380.4 407.9 7.2 22409  2402.0 7.2
Financial transactions! -7 -.8 -2.2 -.8
Payment timing? .0 .0 -119 -1
Adjusted outlays 381.1 408.8 7.3 2255.0 24029 6.6
Receipts 335.5 430.3 28.3 18084  2063.2 14.1
Payment timing .0 .0 .0 .0
Adjusted receipts 3355 430.3 28.3 18084  2063.2 14.1
Surplus or deficit (-) -44.9 224 -4325  -338.8
Selected components
of adjusted outlays
and receipts
Adjusted outlays 381.1 408.8 7.3 2255.0 24029 6.6
Net interest 314 36.5 16.4 153.2 172.9 12.8
Non-interest 349.8 372.3 6.4 21017 2230.1 6.1
National defense 75.1 79.4 57 441.2 476.0 7.9
Social Security 83.9 87.7 4.6 489.3 512.6 4.8
Medicare 44.5 48.9 9.8 259.0 286.0 10.5
Medicaid 29.6 30.4 2.6 172.9 180.3 4.3
Income security 54.3 575 5.8 339.0 3424 1.0
Agriculture -14 14 19.0 26.2 38.0
Other 63.8 67.0 5.1 381.4 406.5 6.6
Adjusted receipts 335.5 430.3 28.3 18084  2063.2 14.1
Individual income and
payroll taxes 262.7 340.2 29.5 14558 1627.1 11.8
Withheld + FICA 220.6 237.9 7.8 13738  1460.0 6.3
Nonwithheld + SECA 1194 1721 44.2 284.0 345.4 21.6
Less: Refunds 77.3 69.8 -9.7 202.0 1805 -10.7
Corporate 28.7 41.6 44.7 162.3 234.7 44.6
Gross 354 45.3 28.1 208.0 265.4 27.6
Less: Refunds 6.7 3.8 -43.3 45,7 30.7 -327
Other 44.1 48.6 10.1 190.3 201.5 59
Adjusted surplus or deficit (-) -45.6 21.6 -446.6  -339.7

Note. Components may not sum to totals because of rounding.

1. Financia transactions consist of deposit insurance, spectrum auctions, and sales of major assets.

2. A shift in payment timing occurs when the first of the month falls on aweekend or holiday, or
when the first three days of a month are nonworking days. Outlays for defense, Social Security,
Medicare, income security, and "other" have been adjusted to account for these shifts.

... Not applicable.
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for a second month in April and that days’ supply edged down. Apart from the high
levels of stocks at motor vehicle dealers and steel service centers noted earlier,
inventories appear elevated relative to consumption only for paper and, to a lesser degree,
for food and chemicals (excluding pharmaceuticals).

Federal Government Sector

According to recent monthly Treasury statements, individual and corporate income tax
receipts have surged over the past few months. In response, the Congressional Budget
Office reduced its projection for the baseline unified deficit (adjusted for spending on
Iraq) in the current fiscal year from around $400 billion as of the beginning of the year to
roughly $350 billion currently.

Receipts during the April-May tax season, which were nearly 30 percent higher than
year-earlier levels, were boosted by a jump in individual nonwithheld income taxes that
mostly reflected final payments on 2004 income tax liability. Roughly one-third to one-
half of the surge in individual nonwithheld taxes (net of refunds) reflected a recovery
from the temporarily depressed level last year associated with the effects of the 2003 tax
bill."" In addition, individual withheld and FICA taxes increased at a robust pace during
the first five months of this year. On the corporate side, income taxes were up markedly
during the April-May period relative to year-earlier levels because of the strength in
corporate income and, likely to a lesser extent, the expiration of the partial-expensing
provision at the end of last year. Further, daily data for June indicate a substantial
increase in corporate declarations relative to last year’s level.

Outlays, after adjusting for financial transactions and payment timing shifts, have picked
up a bit of late, outpacing their increase of about 6’ percent in the year ending this May.
Net interest and Medicare continued to post sizable gains. In contrast, the pace of
defense spending has cooled off a bit recently.

" The 2003 tax act was passed in midyear but was made retroactive to the beginning of 2003.
However, because tax withholding rates were lowered to their new permanent levels in July of that year,
the reduction in liability exceeded the reduction in withheld taxes in 2003. Thus, some of the reduction in
2003 liability showed up as lower final payments and higher refunds during the tax season in 2004. In
addition to the effects of the 2003 tax act, this year’s surge in net final payments likely reflects a host of
other factors that could include faster gains in labor and capital income, higher capital gains realizations,
and a shift in the distribution of taxable income toward the higher end. Given the available data, their
relative contributions are difficult to quantify.
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State General Funds Ending Balances
(Fiscal years)

Percent of general fund expenditures
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State and Local Governments

Recent indicators suggest that the fiscal situation of state and local governments
continues to improve and that real spending is back on a gradual uptrend. Although
nominal construction spending has continued to trend up recently, rapid increases in the
costs of construction have held down real outlays in recent quarters. In April, nominal
construction spending rose 0.2 percent (monthly rate) to a level 1.1 percent above its
first-quarter average, a performance consistent with a modest real gain this quarter.
Much of the April increase was in outlays for public safety and sewer facilities, while
outlays for highways have fallen back from highs reported during the first quarter.
Hiring by state and local governments has been on an upward path for almost a year;
however, the April-May average rise of 12,000 was toward the low end of the range seen
since last summer.

Meanwhile, recent reports corroborate earlier signs of strengthening state government
finances. Tax collections have been quite strong this spring, and personal income tax
collections in April and May appear to have been coming in above expectations in many
states. In addition, most states seem likely to finish the current fiscal year, which ends
June 30 in all but four states, with solid surpluses in their general fund accounts.”” This
would follow a year of rising balances: The National Conference of State Legislatures
recently reported that aggregate general fund year-end balances—which include both
cash on hand and rainy-day funds—rose in fiscal 2004 for the first time since 2000.
However, even with relatively strong collections in hand, some states still have concerns
about Medicaid and about the need to restore funding to programs that were pared back
earlier in the decade.

Prices

As energy prices reversed part of their earlier run-up, consumer prices were about
unchanged in May after having posting large increases in the previous few months.
Excluding food and energy, the rise in inflation in the first part of the year—noted in the
April Greenbook—appears to have moderated a touch in April and May. Despite the
moderation, core PCE prices are still estimated to have increased at an annual rate of
2.5 percent in the three months ending in May; they are up 1.8 percent since May of last
year, a little above the rise of 1.5 percent in the comparable period one year earlier.”

12 Fiscal 2005 ended March 31 in New York, and it will end August 31 in Texas and September 30 in
Alabama and Michigan.

" This Greenbook was published before the BEA released its initial estimate of PCE prices for May.
As aresult, all references in this section to PCE prices including that month represent<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>