U.S. Economy: Manufacturing Grows Less Than Forecast (Update2) 
By Joe Richter

Oct. 2 (Bloomberg) -- Manufacturing in the U.S. expanded less than forecast last month as factories cut payrolls and reduced inventories, contributing to a slowdown in the economy. 

The Institute for Supply Management's manufacturing index dropped to 52.9, the lowest since May 2005. A separate report from the Commerce Department showed that spending on home construction fell for a fifth straight month. 

Manufacturers are throttling back as housing and consumer spending slow, giving the economy little momentum heading into the fourth quarter. The report also showed price increases moderated, bearing out the Federal Reserve's forecast that slower growth will help control inflation. 

``There has been a rise in business caution in the last couple of weeks,'' said Gary Bigg, an economist at Banc of America Securities LLC in New York. ``We see the economy growing below average.'' Fed policy ``will be unchanged at least through the middle of next year,'' he said. 

An ISM index reading higher than 50 signals expansion, and the index has averaged 54.9 this year. The gauge was expected to fall to 53.5 from 54.5 the prior month, based on the median of 64 forecasts in a Bloomberg News survey. 

The ISM, based in Tempe, Arizona, surveys more than 400 companies in 20 industries including clothing, printing, transportation, furniture and plastics to compile its index. 

Private residential construction spending fell 1.5 percent in August after a 2.1 percent decline, today's Commerce Department report said. More investment in office buildings, factories and hospitals allowed for a 0.3 percent increase in total construction spending during the month. 

Pending Home Sales 

The National Association of Realtors reported today that contracts to buy previously owned homes unexpectedly rose in August, suggesting the slowdown in housing will be gradual. Pending sales are still down 14 percent from August 2005. 

Treasury securities remained higher after the reports, with the benchmark 10-year Treasury note rising 1/8, pushing down the yield 2 basis points to 4.61 percent at 3:41 p.m. in New York. 

The ISM's manufacturing employment index declined to 49.4 from 54 in August. The group's index of inventories fell to 46.4 from 50.2. 

Other components showed little change. The production index, a measure of work being performed, eased to 56.1 from 56.6 the month before. The supplier deliveries gauge, a measure of how long it takes companies to receive goods, fell to 54.1 from 55. The index of orders in backlog dropped to 46.5, the lowest since March 2003.

New Orders 

Today's U.S. purchasing managers group's gauge of new orders, which makes up about a third of the total index, held at 54.2 in September. 

``New orders and production are really the heart of the index,'' said Norbert J. Ore, chairman of the supply management's survey committee, in an interview. ``When I see new orders at 54.2, this is reassuring for the balance of this year. We see new orders remaining strong enough to carry the index through the end of the year.'' 

The group's gauge of prices paid decreased to 61 last month, the lowest since July 2005, from 73 in August. Crude oil futures contracts averaged about $64 a barrel on the New York Mercantile Exchange in September, down from $73 the month before. 

A combination of easing inflationary pressures and slower economic growth suggests Fed policy makers made the right decision when they ended two years of interest-rate increases in June. 

Economic Growth 

The economy expanded at an annual rate of 2.6 percent in the second quarter after a 5.6 percent pace in the first three months of 2006, the government reported last week. Economists surveyed by Bloomberg in early September estimated the economy will expand through the first half of 2007 at about the same pace as it did in the second quarter. 

Falling sales of cars and light trucks spurred plans for second-half production cuts at Ford Motor Co., General Motors Corp. and DaimlerChrysler AG's Chrysler unit. These cutbacks will limit manufacturing and the economy, economists said. 

Manufacturers tied to the housing industry are also feeling the pinch. The residential market for air conditioners has been hurt by a slowdown in home construction, Greg Hayes, the vice president for finance at United Technologies Corp. told investors Sept. 28 at a conference sponsored by Prudential. 

Air Conditioners 

Carrier, the world's biggest air-conditioner maker is a unit of the Hartford, Connecticut-based company. Carrier accounted for about $12.5 billion of United Technologies' $42.7 billion in annual sales last year. 

Still, more corporate equipment purchases are cushioning the blow from the weakening housing market. Companies including FedEx Corp. are investing to upgrade with more efficient equipment. Memphis-based FedEx will spend $2.6 billion to buy and upgrade almost 90 used Boeing 757-200s to replace its aging fleet of smaller Boeing 727s. 

Business investment this year will grow 7.8 percent, up from 6.8 percent in 2005, according to a survey of economists by Blue Chip Economic Indicators. 

While a weakening U.S. housing market will be a ``significant drag'' on growth this quarter, that weakness ``does not seem to be spreading to other sectors of the economy,'' Edward Lazear, chairman of the White House's Council of Economic Advisors said last week. 

Today's national factory data followed several recent regional reports that sent mixed signals about manufacturing for September. The National Association of Purchasing Management - Chicago said on Sept. 29 that manufacturing and other business activity in the region accelerated last month. 

A Fed report on Sept. 21 showed manufacturing in the Philadelphia area contracted for the first time since April 2003. Manufacturing in New York State expanded at a faster pace in September, according to a Sept. 15 report from the Fed. 
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