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U.S. Economic Report 2H-2006

(Source: Board of Governors of the Federal Reserve System’s Monetary Policy
Report to the Congress, February14, 2007)

Summary

The U.S. economy turned in another solid performance in 2006, although the
pattern of growth was uneven. After rebounding in the early part of the year from
hurricane-related disruptions in the autumn of 2005, the pace of expansion during
the remaining three quarters averaged somewhat below that of the preceding two
years, responding in part to the removal of monetary policy accommodation since
2004. The housing market cooled substantially, and, in the latter part of 2006, the
production of light motor vehicles also stepped down. Elsewhere in the economy,
activity remained strong. Consumer spending increased vigorously in 2006 as
households' real income made strong gains. Business investment rose at a solid
rate for the year as a whole, although it decelerated late in the year in part
because of some softening in purchases of equipment related to construction and
motor vehicle manufacturing. Demand for U.S. exports rose at a robust pace in
2006, supported by strong economic activity abroad. Against this backdrop,
businesses continued to add jobs at a steady rate, and the unemployment rate
decreased further.

Gross Domestic Product

The especially brisk pace of economic activity in early 2006 primarily reflected a
rebound after hurricane-related disruptions in the autumn of 2005. During the
rest of the year, however, economic activity slowed to a pace somewhat below the
average rate of recent years. Real GDP is reported to have increased at an average
annual rate of 2-3/4 percent over the final three quarters of 2006, down from the
average 3-1/4 percent pace in 2004 and 2005. The slowdown principally was the
result of the contraction in residential construction, which intensified later in the
year, and the marked decline in production of light motor vehicles in the second
half of the year as manufacturers took steps to trim dealers' inventories.
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Consumer Spending

The rapid increase in consumer spending in 2006 was supported by rising
employment, gains in real income, increases in household wealth, and favorable
financial conditions. Over the four quarters of 2006, real PCE rose 3-3/4 percent--
faster than in 2005 and at roughly the same rate as in 2004. The rise in consumer
outlays was particularly robust in the first quarter of 2006 but then moderated in
the middle of the year, when households' gains in real income slowed and
consumer sentiment softened. Consumer spending rose briskly again in the fourth
quarter of the year as gains in real income picked up and consumer confidence
improved.

Inflation

Consumer price inflation, as measured by the rise in the PCE price index, moved
down in the second half of 2006 after having stepped up in the first half. Energy
prices, which rose during the first half and turned sharply downward later in the
year, played an important role in shaping the contour of total consumer price
inflation. In addition, core PCE price inflation eased modestly over the second half
of 2006. Apparently influenced by incoming data on inflation and economic
activity, measures of long-term inflation expectations rose early in the year but
ended the year slightly lower than at the beginning. Nonetheless, core PCE price
inflation for the year as a whole--at 2-1/4 percent--was a bit higher than in the
preceding year, which perhaps reflected in part the high level of resource
utilization.

Financial Markets

Financial market conditions were generally supportive of economic expansion in 2006.
Equity markets recorded sizable gains, and long-term interest rates rose only modestly
from historically low levels. Risk spreads on corporate bonds remained narrow or declined
further.

Job Markets

Labor markets remained strong in 2006. Nonfarm payroll employment increased 186,000
per month, on average, during the second half of 2006, a rate essentially the same as in
the first half of the year. Employment rose 111,000 in January of 2007. The
unemployment rate in the fourth quarter of last year--4-1/2 percent--was at its lowest
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quarterly level since 2001, and it was little changed in January 2007.




