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ECONOMIC OVERVIEW 
 

 
As we had anticipated, hurricane Katrina took a significant toll on U.S. economic 
activities in the fourth quarter of 2005.  In addition to the physical and psychological 
damage, the loss of port facilities as well as refineries in the Gulf area led to a major short 
term escalation in oil prices, affecting consumers at the gasoline pumps as well as in 
home heating costs.  At the same time, in order to contain inflationary pressures, the 
Federal Reserve continued to maintain a steady course of rate hikes which placed upward 
pressure on bond yields and commercial interest rates.  The combination of both higher 
inflation and interest rates dampened both consumer enthusiasm as well as business 
sentiment. 
 
To make matters worse, automotive OEM’s and dealers eliminated the aggressive 
financing programs of the summer as we entered the fourth quarter.  Lack of incentives 
combined with an erosion in consumer confidence in both September and October led to 
a sharp drop in auto purchases, a key consumer product segment.  The business sector 
also paused in the fourth quarter as higher inflation and interest rates combined with a 
sluggish consumer placed some investment plans on the back burner. 
 
Based on a slowing in consumer and business spending, coupled with a surge in imports, 
we expect GDP to advance 2.3% in the fourth quarter, significantly below the robust 
4.3% rate of the third quarter.  However, we believe that the U.S. economy is now poised 
to exhibit stronger growth as we proceed through 2006 and into 2007. 
 
Consumer confidence rebounded sharply in November and December, worker 
productivity has escalated, labor costs are trending down, and the job markets are 
expanding.  At the same time, energy prices are receding, and long term interest rates are 
easing.  These factors should stimulate stronger consumer spending in the quarter ahead.  
Manufacturing activities and business investment will follow the stronger activities of 
consumer purchases while the rebuilding efforts in the Gulf area provide extra impetus to 
GDP growth. 
 
Following the sub-par fourth quarter growth, our GDP will advance at about 3.0% during 
the first two quarters of 2006 and then escalate to a 3.5% rate of growth in the second 
half.  In 2007, GDP is expected to advance 3.6%.   
 
Consumer:  Thanks to a red hot housing market and aggressive discounting by the 
automotive manufacturers and dealers, consumer spending advanced at a healthy clip 
through the first three quarters of 2005.  Due to the physical and psychological effects of 
Katrina, a significant slowing in income growth in the South, sharply higher energy 
prices during October and November, rising interest rates, the collapse of auto sales as 
incentives were removed in October and November, and a downturn in consumer 
sentiment in September and October, we are estimating a very modest 1.5% advance in 
consumer outlays in the fourth quarter.  However, the news in December has been 
upbeat.  Consumer sentiment has rebounded, retail sales have improved, energy prices 
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are receding, and inflation has moderated.  Long term rates which had been rising 
through early December, are now showing signs of easing. And the latest indications are 
that the November rebound in consumer sentiment carried into December.  After the 
dismal fourth quarter results, we look for consumer spending to advance at the rate of 
approximately 3.5% during each quarter of 2006 and 2007. More importantly, we expect 
this growth to be well balanced with demand for autos, household equipment, nondurable 
goods, and services advancing in tandem.  
 
Housing:  The pre-Katrina housing market was robust through August.  And, indications 
are that demand continued at strong levels for the next three months, although momentum 
in housing starts is slowing.  In the September through November period, housing starts 
continued at levels above 2.0 million units, marking eight consecutive months at this 
lofty level.  While we expect continued healthy levels of housing demand into 2006, we 
believe that builders will be hard pressed to maintain continued upward expansion in new 
home construction.  According to the NAHB, concerns about rising interest rates down 
the line, some buyer resistance to the strong house price appreciation we have seen for 
several years, higher gas prices, and other factors such as lot shortages and high impact 
fees for development, are all contributing to take a bite out of builder optimism looking 
forward.  After both home sales and housing starts set record levels in 2005, we expect 
gradual moderation in the housing market in 2006 before housing starts stabilize in 2007.  
After rising 5.6% to an estimated 2.06 million units in 2005, we look for housing starts to 
ease 6.7% to 1.92 million units in 2006 before leveling off at 1.94 million units in 2007.  
It should be noted that the period of 2005 through 2007 still represents extremely high 
levels of housing activities which will support the purchase and production of a wide 
variety of household goods during the next two years. 
 
Business Investment:  While fourth quarter spending will slow due to the expiration of 
aggressive financing discounts on autos and light trucks as well as a pause in purchases 
of industrial equipment, we anticipate a resumption of stronger growth in business 
investment beginning in the opening quarter of 2006 and extending through 2007.  
Beginning in early 2006 and continuing through the year, we expect oil and construction 
material prices to recede from current levels, the reconstruction efforts in the Gulf coast 
to rejuvenate economic momentum, stronger corporate profits, and still moderate interest 
rates to all provide stimulus to faster growth in business investment. Due to the slow 
start, full year 2006 business investment will amount to $1,359 billion, a 5.6% hike over 
2005. Due to the stronger start in 2007, full year business outlays will advance 6.8% in 
2007. During both these years, the expansion in investment will be lead by equipment 
categories such as computers and peripheral equipment, construction machinery, 
electrical equipment, and scientific instruments and devices. 
 
Construction:  During the first half of the year, the growth in the private segment far 
outpaced public expenditures.  In the third quarter, private construction exhibited a 
marked slowing in momentum while public outlays accelerated.  In October, both private 
and public construction activities picked up.  After both home sales and housing starts 
reach record levels in 2005, we expect gradual moderation in the housing market in 2006 
before housing starts stabilize in 2007.  While the residential sector moderates in 2006 
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and 2007, we look for a rebound in both industrial and commercial activities during the 
next two years to support some improvement in total private outlays.  After an estimated 
8.6% advance to $864.3 billion in 2005, we expect private construction outlays to 
increase a modest 2.1% in 2006 before gaining 3.2% in 2007.  With the concerted effort 
to rebuild the areas affected by Hurricane Katrina, the new aggressive highway program 
in place, efforts by the government to curtail terrorism, stronger defense outlays, and 
further improvements in state and local revenues, 2006 public construction outlays will 
advance to $269.3 billion, a 9.1% hike over 2005 while in 2007, we look for further 
growth of 6.2% in public construction outlays. 
 
Manufacturing:  With strength in consumer spending, a revival in business investment, 
and an expansion in exports, manufacturing activities have been in a general uptrend 
throughout 2005.  During the next two years, we envision a broad based advance in 
industrial production involving consumer products, both durable and nondurable, for the 
housing market, capital goods such as transportation equipment for the steady expansion 
of traffic volumes, earthmoving equipment for the construction markets, hi-tech 
equipment, and a wide variety of exported products ranging from chemical products to 
farm equipment.  Rebuilding efforts in the Gulf area will also stimulate increased demand 
for a variety of manufactured goods both in 2006 and 2007.  After an estimated         
3.8% advance in 2005, we look for manufacturing activities to expand approximately  
3.0-3.5% in both 2006 and 2007. 
 
Foreign Trade:  In spite of an increase in exports, imports in October reached the record 
level of $176.4 billion, taking our trade deficit from $66.0 billion in September to     
$68.9 billion in October.  Based on the recent surge in imports, it now appears that our 
trade deficit will widen once again in the fourth quarter of 2005.  While a strong run up in 
exports and a flattening in imports during the second quarter led to a narrowing in our 
deficit, a resumption of strong import growth in the third quarter expanded our deficit.  
Even though the dollar has strengthened in recent months as the Fed continued to raise 
rates, our constructive outlook for global economies and the improved competitiveness of 
our manufacturers should lead to an expansion in exports during the next two years.  The 
possibility that the Fed may be nearing the end of its rate hikes while the European 
Central Bank is poised to raise rates would serve to ease the value of the dollar, leading to 
better price competitiveness in foreign markets.  Due to our outlook for global economic 
activities, we look for exports to expand some $50 billion in 2006.  At the same time, our 
robust economy will lead to import growth of about $60 billion, leading to a further 
modest widening of our trade deficit.  In 2007, a somewhat weaker U.S. dollar and 
stronger overseas economic activities will lead to a $70 billion growth in exports.  
However, we also expect imports to advance $85 billion, which will lead to another 
modest widening of our deficit. 
 
Government:  After hitting a record level of $412 billion in FY 2004, the Federal 
government deficit receded last year. Even the disastrous effects of hurricanes Katrina 
and Rita had little effect on the budget since they occurred at the end of FY 2005.  As a 
result, significant growth in Federal revenues last year shaved $96 billion from the 
deficit.  However, in the current fiscal year, underway since October, government outlays 
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are up significantly from year ago levels.  Through the first two months of FY 2006, 
spending for homeland security, defense, Medicare and Medicaid, and hurricane disaster 
relief are far outpacing government receipts and are widening the deficit from year ago 
levels.  Latest estimates from the Congressional Budget Office are outdated and do not 
reflect the sharp runup in spending in recent months.  As such, the latest CBO estimates 
of a $314 billion deficit in FY 2006 and $324 billion in FY 2007 will be hiked 
significantly in the coming months.  Given our extensive military presence in Iraq and 
Afghanistan, the continued thrust to ensure domestic homeland security, and the 
rebuilding efforts in the Gulf area, our Federal deficit could exceed $400 billion during 
the next two years. 
 
Inflation:  Due to a sharp reversal in energy prices, the consumer price index (CPI) 
decreased 0.6% in November, its largest decline since a 0.9% drop in July 1949.  The 
Producer Price Index (PPI) for finished goods declined 0.7% in November, after a 0.7% 
increase in October.  These benign price reports will no double soothe many inflation 
hawks at the Federal Reserve.  We are now back to pre-Katrina lows and receding energy 
prices, productivity increases, and abundant industrial capacity worldwide should serve to 
diminish the growth in product prices in quarters ahead.  Due to the sharp decline in 
energy prices, we look for producer price growth to subside as we proceed through 2006 
and into 2007.  After a 4.7% estimated advance this year, we expect the PPI to increase 
2.8% in 2006 and a far more modest 2.1% in 2007.  Likewise, consumer prices are also 
expected to moderate.  While gasoline and heating oil prices are higher than the year ago 
levels, we anticipate a slowing in the growth of these prices during the next two years.  
After a 3.4% increase in 2005, we look for CPI growth of 2.8% in 2006 and 2.1% in 
2007. 
 
Financial Environment:  The Federal Reserve raised interest rates 25 basis points on 
December 13, the 13th consecutive rate hike, bringing the Federal Funds rate to 4.25%.  
On a positive note, the minutes of the meeting indicated that the Fed was less concerned 
about the prospects of inflation than they had been in the last year or so.  While this is no 
guarantee that rate hikes will cease in the next set of meetings, we are taking the latest 
comments as good news.  And, it appears that the financial markets are fully cognizant of 
these developments.  Long term interest rates have moved in a fairly narrow range during 
the last month with little change in the market’s view on Fed policy (looking for another 
25 basis point up-tick on January 31), slightly lower inflation expectations, and continued 
economic growth of 3.0-3.5%.  Short-term rates remain fairly stable as the market 
correctly assesses the amount of Fed tightening which has and probably will occur at the 
next meeting.  The acceleration in economic activity anticipated during the first half of 
2006 will continue to pressure interest rates.  At the same time, we expect the Fed to 
boost short-term rates into the range of 4.50-5.00% by mid or late 2006.  Nonetheless, we 
continue to believe that these rate increases, along with other commercial and consumer 
interest rate advances, will not be of the magnitude that would dampen our expansion 
through the end of 2006 and into 2007. 
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 CONSUMER SPENDING 
 

Thanks to a red hot housing market and aggressive discounting by the automotive 
manufacturers and dealers, consumer spending advanced at a healthy clip through the 
first three quarters of 2005.  
 
In spite of a sub par year in income growth, consumer spending recorded good gains as 
individuals delved into the readily available credit from their homes.  Rising home values 
coupled with modest interest rates and ingenious financial programs enabled many 
consumers to tap into their accumulated wealth via home equity lines of credit.  
 
Not to be outdone, automotive dealers and OEM’s, dissatisfied with the lackluster pace of 
first quarter light vehicle sales, instituted extremely generous financial incentives, 
including offering employee discount prices to all.  As a result, light vehicle sales jumped 
from 16.5 million vehicles (seasonally adjusted annual rate) to 17.2 million units in the 
second quarter and 17.9 million units in the third quarter.  
 

Personal Income vs.
Consumer Spending

Year Over Year Percent Change of 3 Month Moving Average
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While we remain constructive on the outlook for consumer spending during the next two 
years, we look for a slowing in consumer purchases in the fourth quarter before growth 
resumes at a faster pace in early 2006. 
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Due to the physical and psychological effects of Katrina, a significant slowing in income 
growth in the South, sharply higher energy prices during October and November, rising 
interest rates, the collapse of auto sales as incentives were removed in October and 
November, and a downturn in consumer sentiment in September and October, we are 
estimating a very modest 1.5% advance in consumer outlays in the fourth quarter. 
 
However, the news in December has been upbeat.  Consumer sentiment has rebounded, 
retail sales have improved, energy prices are receding, and inflation has moderated.  Long 
term rates which had been rising through early December, are now showing signs of 
easing. And the latest indications are that the November rebound in consumer sentiment 
carried into December. 
 
The reconstruction and rebuilding efforts during the fourth quarter will stimulate 
employment and income, repairs to ports and refineries should continue to ease energy 
prices, especially if OPEC maintains its current posture to increase production, and the 
psychological impact of Katrina should begin to fade. Accordingly, we look for an 
acceleration in first quarter consumer spending which should carry throughout 2006 and 
into 2007. After the dismal fourth quarter results, we look for consumer spending to 
advance at the rate of approximately 3.5% during each quarter of 2006 and 2007. More 
importantly, we expect this growth to be well balanced with demand for autos, household 
equipment, nondurable goods, and services advancing in tandem.  
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HOUSING 
 

The pre-Katrina housing market was robust through August.  And, indications are that 
demand continued at strong levels for the next three months, although momentum in 
housing starts is slowing.  In the September through November period, housing starts 
continued at levels above 2.0 million units, marking eight consecutive months at this 
lofty level. 
 
In November, housing starts were at a seasonally adjusted annual rate of 2.12 million 
units, 5.3% above the October level and 17.5% above the November 2004 rate.  
However, some forward indicators for the housing market are now signaling that a 
slowing in this red-hot market is forthcoming  

Housing Starts
Three Month Moving Average
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Building permits in November were running 2.5% above the October rate and 3.0% 
higher than the year ago level. Both of these measures are now expanding at a far slower 
rate than earlier this year.  At the same time, then National Association of Home 
Builders’ index dropped to 57 in December from 61 in November.  Taking a long view 
on this index, even at 57 it still remains high, but the downward move from the high of  
72 in June cannot be ignored.  Within the details the big decline came in prospective 
buyer traffic, which fell 7 points.  This would seem to confirm the concern of many 
homebuilders who recently cut sales forecast for next year. 
 
The slowing in home price appreciation also concerns us even though we do not 
anticipate any significant downturns in home prices.  Still modest mortgage rates, 
expansion of consumer income, and the added impetus of the post- Katrina build up in 
the Gulf Coast should support both new home demand and housing prices in the 
foreseeable future.  
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While we expect continued healthy levels of housing demand into 2006, we believe that 
builders will be hard pressed to maintain continued upward expansion in new home 
construction. The Federal Reserve has once again raised short-term rates and is indicating 
that more hikes are forthcoming. The latest survey of homebuilders shows some erosion 
in confidence with regard to further construction of single family homes.  
 
According to the NAHB, concerns about rising interest rates down the line, some buyer 
resistance to the strong house price appreciation we have seen for several years, higher 
gas prices, which not only drive up the cost of doing business but also cause some people 
to rethink their decision to live in further out communities, and other factors such as lot 
shortages and high impact fees for development, are all contributing to take a bite out of 
builder optimism looking forward.  
 
From this point on, we continue to expect healthy levels of housing demand especially as 
the Gulf area is rebuilt. However, we expect some moderation in the monthly pace of 
starts as an improved economic environment in 2006 and 2007, and stronger demand for 
funds place upward pressures on interest rates.  
 
After both home sales and housing starts set record levels in 2005, we expect gradual 
moderation in the housing market in 2006 before housing starts stabilize in 2007.  After 
rising 5.6% to an estimated 2.06 million units in 2005, we look for housing starts to ease 
6.7% to 1.92 million units in 2006 before leveling off at 1.94 million units in 2007.  It 
should be noted that the period of 2005 through 2007 still represents extremely high 
levels of housing activities which will support the purchase and production of a wide 
variety of household goods during the next two years. 
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BUSINESS INVESTMENT 
 

Bolstered by a surge in corporate profits, continued expansion of factory output, tightening 
capacity utilization, and still moderate interest rates, business investment in 2005 is on track 
to record an 8-9% advance over the robust level of 2004. 
 
However, the quarterly pattern of investment has been erratic.  After a strong second half in 
2004 as business scrambled to purchase equipment ahead of the end of year expiration in 
generous depreciation schedules, business investment moderated in the opening quarter of 
2005. 

Business Investment
(Equipment and Structures)
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In the second quarter, higher levels of production runs, tightening capacity, and sharply higher 
corporate profits and cash flow revitalized business outlays. From a 5.7% annualized pace in 
the first quarter, business investment expanded at an 8.8% pace in the second quarter as 
purchases of capital equipment jumped 11.4% while spending on structures moved from a 
2.0% drop in the first quarter to a 2.7% gain in the second quarter.  
 
The strong momentum in spending continued into the third quarter.  Even the negative effects 
of Hurricane Katrina could not dampen corporate investment as spending for both equipment 
and structures advanced at healthy paces.  As a result, business investment grew at the rate of 
8.7% in the third quarter. 
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While fourth quarter spending will slow due to the expiration of aggressive financing 
discounts on autos and light trucks as well as a pause in purchases of industrial equipment, we 
anticipate a resumption of stronger growth in business investment beginning in the opening 
quarter of 2006 and extending through 2007. 
 
Beginning in early 2006 and continuing through the year, we expect oil and construction 
material prices to recede from current levels, the reconstruction efforts in the Gulf coast to 
rejuvenate economic momentum, stronger corporate profits, and still moderate interest rates to 
all provide stimulus to faster growth in business investment. Due to the slow start, full year 
2006 business investment will amount to $1,359 billion, a 5.6% hike over 2005. Due to the 
stronger start in 2007, full year business outlays will advance 6.8% in 2007. During both these 
years, the expansion in investment will be lead by equipment categories such as computers 
and peripheral equipment, construction machinery, electrical equipment, and scientific 
instruments and devices. 
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CONSTRUCTION 
 

Construction activities began 2005 at a robust pace.  First quarter spending was 12.4% 
ahead of the prior year.  Second quarter momentum moderated to an 8.4% year over year 
gain while third quarter activities were 7.1% higher than the similar period of 2004. 
 
While September activities were dampened by the effects of Katrina and Rita, October 
construction outlays rebounded as rebuilding activities in the Gulf Coast commenced.  
The October level of construction spending was running 7.9% above the 2004 October 
level. 

U.S. Construction Spending
Year-Over-Year Percent Change of the 3 Month Moving Average
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During the first half of the year, the growth in the private segment far outpaced public 
expenditures.  In the third quarter, private construction exhibited a marked slowing in 
momentum while public outlays accelerated.  In October, both private and public 
construction activities picked up. 
 
Led by residential (+8.3%), healthcare (+11.0%), manufacturing (+10.6%) and 
commercial (+7.0%), private construction in October was running 6.9% ahead of the year 
ago level.  Not to be outdone, public construction in October was 11.7% above October 
of 2004.  Strong gains in this category were recorded in educational facilities (+10.9%), 
highway and street (+14.0%), sewage and waste (+15.5%), and public safety (+25.4%). 
 
In the private segment, residential activities continue to be vibrant as housing starts 
remain above the 2.0 million seasonally adjusted annual rate through November marking 
eight consecutive months at this lefty level. 
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While we expect continued healthy levels of housing demand in 2006 and 2007, we 
expect some moderation in the monthly pace of starts as an improved economic 
environment and continued rate hikes by the Federal Reserve place upward pressures on 
interest rates. 
 
After both home sales and housing starts reach record levels in 2005, we expect gradual 
moderation in the housing market in 2006 before housing starts stabilize in 2007.  After 
rising 5.6% to an estimated 2.06 million units in 2005, we look for housing starts to ease 
6.7% to 1.92 million units in 2006 before leveling off at 1.94 million units in 2007.   
 
While the residential sector moderates in 2006 and 2007, we look for a rebound in both 
industrial and commercial activities during the next two years to support some 
improvement in total private outlays.  After an estimated 8.6% advance to $864.3 billion 
in 2005, we expect private construction outlays to increase a modest 2.1% in 2006 before 
gaining 3.2% in 2007. 
 
Public outlays have been running at a healthy pace throughout 2006 and our latest 
estimates call for expenditures to reach $246.8 billion in 2005, a 7.8% hike over the 
previous year. 
 
With the concerted effort to rebuild the areas affected by Hurricane Katrina, the new 
aggressive highway program in place, efforts by the government to curtail terrorism, 
stronger defense outlays, and further improvements in state and local revenues, 2006 
public construction outlays will advance to $269.3 billion, a 9.1% hike over 2005 while 
in 2007, we look for further growth of 6.2% in public construction outlays. 

U.S. Total Construction Spending
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MANUFACTURING 
 

With strength in consumer spending, a revival in business investment, and an expansion 
in exports, manufacturing activities have been in a general uptrend throughout 2005. 
 
Even with the drop in September output, third quarter manufacturing activities rose at a  
2.6% annualized rate over the previous quarter.  And, the rebound in the fourth quarter 
was quite pronounced.  Output as measured by the Federal Reserve Board amounted to                  
111.4 (2002=100), in October and 111.8 in November.  Both levels are significantly 
higher than the third quarter average of 109.7. 

Industrial Production vs. 
Capacity Utilization      
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Through the first two months of the closing quarter of 2005, the growth in output has 
been dominated by the durable goods segment.  Hi-tech equipment has been at the 
forefront of the rejuvenation of demand for capital equipment throughout 2005.  Output 
of semiconductors, computers, peripherals, and communications equipment has shot up 
25% during the past year and the fourth quarter was no exception as the production of 
business equipment climbed over the third quarter level due to ongoing strength in 
information processing equipment as well as a rebound in aircraft production. At the 
same time, the index for construction supplies also expanded in the fourth quarter. The 
Institute for Supply Management (ISM) survey also indicated strength in November, as 
the manufacturing index expanded for the 30th consecutive month.  And, we expect 
further good growth in manufacturing activities as 2005 ends and 2006 unfolds. 
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Consumer spending will remain on track, a somewhat weaker dollar value and some 
improvements in the economic activities of our major trading partners will lift exports, 
and a long neglected capital goods segment will continue expanding during the forecast 
horizon.  The growth in these major sectors will promote further gains in factory output. 
 
Pipeline inventories involving manufacturers, wholesalers, and retailers are relatively 
lean so we would expect some inventory building throughout the system as we proceed 
through the next few quarters. 
 
We envision a broad based advance in industrial production involving consumer 
products, both durable and nondurable, for the housing market, capital goods such as 
transportation equipment for the steady expansion of traffic volumes, earthmoving 
equipment for the construction markets, hi-tech equipment, and a wide variety of 
exported products ranging from chemical products to farm equipment.  Rebuilding efforts 
in the Gulf area will also stimulate increased demand for a variety of manufactured goods 
both in 2006 and 2007. 
 
After an estimated 3.8% advance in 2005, we look for manufacturing activities to expand 
approximately 3.0-3.5% in both 2006 and 2007. 

ISM Business Survey 
Institue for Supply Management
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FOREIGN TRADE 
 
In spite of an increase in exports, imports in October reached the record level of $176.4 billion, 
taking our trade deficit from $66.0 billion in September to $68.9 billion in October.  The expansion 
in our deficit is noteworthy in that it occurred even as the cost of imported oil was declining.  It 
now appears that lower priced oil as well as a need to replenish crude inventories drove oil exports 
up 9.3% to $17.1 billion, the second highest level on record. 
 
As a result of our apparent insatiable appetite for a number of foreign products, especially oil and 
its derivatives, our trade deficits with china, Canada, the European Union, Mexico, and OPEC 
reached record levels in October. 

U.S. Foreign Trade Deficit
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Based on the recent surge in imports, it now appears that our trade deficit will widen once again in 
the fourth quarter of 2005.  While a strong run up in exports and a flattening in imports during the 
second quarter led to a narrowing in our deficit, a resumption of strong import growth in the third 
quarter expanded our deficit. 
 
Even though the dollar has strengthened in recent months as the Fed continued to raise rates, our 
constructive outlook for global economies and the improved competitiveness of our manufacturers 
should lead to an expansion in exports during the next two years.  The possibility that the Fed may 
be nearing the end of its rate hikes while the European Central Bank is poised to raise rates would 
serve to ease the value of the dollar, leading to better price competitiveness in foreign markets. 
 
Our exports will benefit from the continuing economic expansions among our NAFTA partners.  In 
Canada, the pace of economic activities has quickened to the extent that inflationary pressures are 
rising and the Bank of Canada is mulling rate hikes to reduce future inflation potential.  During the 
first three-quarters, domestic demand has advanced at a strong clip.  Consumer spending is 
expanding, the construction and energy sectors are robust, and capital investment is rising.  High 
capacity utilization rates are being noted in the energy and mining sectors and companies are 
reporting labor shortages.  Even the prospect of a softening housing market is being offset by a 
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rejuvenation in the commercial residential sector.  With the U.S. purchasing 85% of all Mexican 
exports, our expanding economy continues to support rising Mexican exports and production.  At 
the same time, direct foreign investment in that country continues to advance, leading to more 
industrial capacity and increased job opportunities.  In addition, the sharp jump in oil prices and 
revenues is supporting major construction projects involving the improvement and expansion of 
infrastructure in that country. 
 
In Europe, France and Germany are rebounding after shaking off the effects of sharp energy price 
escalations in recent months.  France’s industrial production is poised to expand once again while 
Germany has seen both exports and domestic demand improve in October and November.  The 
U.K. economy is sluggish but industrial production is set to advance as North Sea oil production 
picks up in the coming months. 
 
In the Far East, China’s economic expansion is completely off the radar screen.  After finding an 
extra $278 billion of GDP that was hiding somewhere earlier this year, full year 2005 GDP growth 
has been raised to an estimated 16-17%.  If this isn’t explosive enough, China is reporting that 
industrial production in November was running 16.6% ahead of the previous year.  And, all this 
news comes from a country still striving to contain its growth.  It’s only a matter of time before the 
industrial world once again calls for a revaluation of the Yuan.  Japan’s economy continues to 
track a modest expansion path while Korean production for both domestic demand and exports is 
improving. 
 
Based on ten months of data, we expect exports of $1191 billion and imports of $1818 billion to 
raise our 2005 deficit to $627 billion from the previous year’s level of $601 billion. 
 
Due to our outlook for global economic activities, we look for exports to expand some $50 billion in 
2006.  At the same time, our robust economy will lead to import growth of about $60 billion, leading 
to a further modest widening of our trade deficit.  In 2007, a somewhat weaker U.S. dollar and 
stronger overseas economic activities will lead to a $70 billion growth in exports.  However, we also 
expect imports to advance $85 billion, which will lead to another modest widening of our deficit. 

Value of the U.S. Dollar
Real Trade-Weighted Exchange Value
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GOVERNMENT 
 

After hitting a record level of $412 billion in FY 2004, the Federal government deficit 
receded last year. Even the disastrous effects of hurricanes Katrina and Rita had 
 little effect on the budget since they occurred at the end of FY 2005.  As a result, 
significant growth in Federal revenues last year shaved $96 billion from the deficit. 
 
However, in the current fiscal year, underway since October, government outlays are up 
significantly from year ago levels.  Through the first two months of FY 2006, spending 
for homeland security, defense, Medicare and Medicaid, and hurricane disaster relief are 
far outpacing government receipts and are widening the deficit from year ago levels. 
 

U.S. Federal Budget
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Latest estimates from the Congressional Budget Office are outdated and do not reflect the 
sharp runup in spending in recent months.  The outdated projections by the CBO which 
called for another reduction in the Federal deficit in FY 2006 will certainly be reversed 
when the next set of estimates are made available (late January).  In the meantime, we 
fear that the President’s long term vision of reducing the Federal deficit as a percent of 
Gross Domestic Product is in jeopardy.  Last year, the $317 billion deficit amounted to 
only 2.6% of GDP, down from 3.6% in FY 2004.  However, we believe that the 
rebuilding effort in the Gulf Coast as well as further expansions in military and homeland 
security will once again boost the federal deficit. 
 

 
Economic Outlook – Economic Planning Associates, Inc. – December 2005 

17 



As such, the latest CBO estimates of a $314 billion deficit in FY 2006 and $324 billion in 
FY 2007 will be hiked significantly in the coming months.  Given our extensive military 
presence in Iraq and Afghanistan, the continued thrust to ensure domestic homeland 
security, and the rebuilding efforts in the Gulf area, our Federal deficit could exceed     
$400 billion during the next two years.  Still, with the domestic economy anticipated to 
continue expanding at a 3.0-3.5% pace, we look for the deficit to begin declining once 
again after FY 2007.  In fact, after the initial loss of corporate and consumer income due to 
the devastation, the rebuilding efforts in the Gulf could lead to somewhat stronger 
economic performance and government revenues during the years after 2007. 
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INFLATION 
 

Due to a sharp reversal in energy prices, the consumer price index (CPI) decreased 0.6% 
in November, its largest decline since a 0.9% drop in July 1949.  The index for energy 
declined for the second consecutive month, down a record 8.0% in November.  Within 
the energy sector, a 15.2% decrease in the index for petroleum-based energy more than 
offset a 2.1% increase in the index for energy services.  At the same time, the index for 
food rose 0.3% and core inflation (less food and energy) advanced a modest 0.2% in 
November, largely as a result of a 1.3% increase in the index for lodging away from 
home.  As of November, consumer prices were up 3.5% compared to the year ago level 
while the core inflation rate was running 2.1% ahead of its year ago level. 

Consumer Price Index 
Year-over-Year Percent Change
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The Producer Price Index (PPI) for finished goods declined 0.7% in November, after a 
0.7% increase in October.  The down turn in the finished goods index was a result of 
prices for energy goods, which fell 4.0% in November after increasing 4.1% a month 
earlier.  At the earlier stages of processing, prices received by manufacturers of 
intermediate goods fell 1.2%, following a 3.0% rise the prior month. The crude goods 
index moved down 1.2% in August, after advancing 6.7% in October. 

 
These benign price reports will no double soothe many inflation hawks at the Federal 
Reserve.  We are now back to pre-Katrina lows and receding energy prices, productivity 
increases, and abundant industrial capacity worldwide should serve to diminish the 
growth in product prices in quarters ahead.   
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Due to the sharp decline in energy prices, we look for producer price growth to subside as 
we proceed through 2006 and into 2007.  After a 4.7% estimated advance this year, we 
expect the PPI to increase 2.8% in 2006 and a far more modest 2.1% in 2007. 
 
Likewise, consumer prices are also expected to moderate.  While gasoline and heating oil 
prices are higher than the year ago levels, we anticipate a slowing in the growth of these 
prices during the next two years.  After a 3.4% increase in 2005, we look for CPI growth 
of 2.8% in 2006 and 2.1% in 2007. 

Producer Price Index 
Year-over-Year Percent Change

-4

-2

0

2

4

6

8

99 00 01 02 03 04 05 06

Source: Department of Labor, EPA, Inc.  



 
 Economic Outlook – Economic Planning Associates, Inc. – December 2005 
 21 

FINANCIAL ENVIRONMENT 
 
The Federal Reserve raised interest rates 25 basis points on December 13, the 13th 
consecutive rate hike, bringing the Federal Funds rate to 4.25%.  On a positive note, the 
minutes of the meeting indicated that the Fed was less concerned about the prospects of 
inflation than they had been in the last year or so.  While this is no guarantee that rate 
hikes will cease in the next set of meetings, we are taking the latest comments as good 
news. 
 
Indeed, with oil prices receding, the latest statistics on both producer prices and consumer 
prices indicate a subdued inflation environment.  At the same time, the Bureau of Labor 
Statistics is reporting sharp increases in worker productivity and falling labor costs.  
Along with reports of ample industrial capacity world wide, inflationary pressures should 
continue to subside.  

Government Interest Rates
1 Year, 10 Year, & 30 Year Treasury Bonds
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And, it appears that the financial markets are fully cognizant of these developments.  
Long term interest rates have moved in a fairly narrow range during the last month with 
little change in the market’s view on Fed policy (looking for another 25 basis point uptick 
on January 31), slightly lower inflation expectations, and continued economic growth of 
3.0-3.5%.  Yields on 10-year treasury notes have moved between 4.40-4.65% during the 
past month and were around 4.50% at the time of this writing.  Yields on 30 year fixed 
rate mortgages have also moved in a narrow range (6.26-6.37%). 
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Short-term rates remain fairly stable as the market correctly assesses the amount of Fed 
tightening which has and probably will occur at the next meeting. 
 
The acceleration in economic activity anticipated during the first half of 2006 will 
continue to pressure interest rates.  At the same time, we expect the Fed to boost short-
term rates into the range of 4.50-5.00% by mid or late 2006. 
 
Nonetheless, we continue to believe that these rate increases, along with other 
commercial and consumer interest rate advances, will not be of the magnitude that would 
dampen our expansion through the end of 2006 and into 2007. 

S&P 500 vs. NASDAQ
Year-Over-Year % Change
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