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Slow Recovery for Houston:
Better Late Than Never

The job creation
engine in Houston
has been started but
has thus far been
unable to shift

into high gear.

Employment growth in

Houston turned the corner this
year, beginning the process of
reversing the past two years’
job losses. Momentum in the
economy—both nationally and
locally—turned positive in the
summer of 2003 after major
combat operations began to
wind down in Iraq and busi-
ness investment resumed.
Growth at the national level, in
fact, was the last piece in
Houston’s economic forecast
puzzle. It joined already ele-
vated energy prices, a depreci-
ated dollar and low interest
rates to complete what had
been expected to be a picture-
perfect recovery for this region.
Although employment
growth increased over the past
year, the rate of job growth has
not been consistent with what
fundamentals would suggest. In
past business cycles, Houston
has typically reacted vigorously
to a growing national economy,

reviving energy demand and a
weaker dollar relative to our
major trading partners. Conse-
quently, what started out as a
perfect opportunity has turned
into positive but mild growth.
The factors ailing Houston’s
return to job growth this year—
uncertainty about the Middle
East, tremendous productivity
growth, the election cycle and
a surge in energy prices—are
akin to those slowing growth at
the national level.

This article addresses these
issues by examining the current
business cycle with an eye
toward the factors that are
dampening growth in the U.S.
and Houston economies.

Another False Start?

Since the recovery’s onset
in November 2001, both the
national economy and Houston
have experienced periods of
growth followed by reemerging
weakness. Figure 1 shows an-
nualized employment growth
rates for Houston and the
United States. At the recession’s
trough, it appeared that employ-
ment growth would pick up,
but by the summer of 2002 any
positive trends gave way to con-
tinued job losses that lasted
another full year.




Figure 1

Total Employment Growth in Houston and the United States
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tion has climbed
from 74 percent
to nearly 77
percent. U.S.
GDP continued
to increase at
an average
annual rate of
nearly 4 percent
during the first
two quarters of

* Three months, annualized.
NOTE: Data are through July 2004.

SOURCES: Bureau of Labor Statistics; Federal Reserve Bank of Dallas.
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By summer 2002, the post-
9/11 environment had led to a
security debate that introduced
great uncertainty about terror-
ism and economic growth. As
this debate heated up, the
economy swooned and any
momentum was drained. Most
national production and invest-
ment indicators performed like-
wise, but by the following
summer the U.S. economy was
again poised for real recovery.
Business investment returned,
job growth turned positive and
gross domestic product (GDP),
the broadest measure of eco-
nomic activity, accelerated sig-
nificantly through the remain-
der of the year.

What is different about this
latest expansion is its length
and the fundamentals that back
it up. Figure 2 shows the coin-
cident indexes for the U.S. and
Houston economies. It is easy
to see the sideways movement
prior to the summer of 2003.
After then, however, the move-
ment is in one direction—up.
Other important indicators
were advancing as well. The
national purchasing managers
indexes—for both manufactur-
ing and nonmanufacturing—
have increased 26 percent and
22 percent, respectively, since
. last year, and capacity utiliza-

retail sales

growth has
been solid, and
other indicators, such as auto
sales, home sales and rig
count, have continued to rise.

Yet, this summer saw

another period of weakness,
where many indicators again
began to swoon. Employment,
which grew rapidly during the
first five months of 2004, was
revised downward at the
national level and fell flat in
Houston. In fact, many indica-
tors softened, including indus-
trial production and retail sales,
two that had seen steady gains
since last year. As the second
half of 2004 commenced, how-
ever, the same factors that
slowed recently
were once again

Houston mirrors the nation-
al economy in that economic
growth is moving in the right
direction, just not at a pace
one might expect. Regional
indicators such as retail sales
growth, wages and manufactur-
ing hours are all unmistakably
positive, and Beige Book
respondents are optimistic
going into the second half.
Consequently, like the funda-
mentals that back a national
expansion, local fundamentals
are pointing to continuing
regional growth rather than
another period of weakness.

Slow hut Steady Growth

Recovery at the national
level and for Houston has
taken a long time for several
reasons. The first is unprece-
dented productivity growth.
Defined as output per hour,
trend productivity has increas-
ed at a rate of just over 3 per-
cent since 1996 and nearly 4
percent since 2000, compared
with the long-term average
growth rate of 2 percent. In-
vestment in technology and
other efficient methods of
delivering products is spurring
this increase. Higher productiv-
ity generally slows employment

gaining ground.
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Table 1
Federal Reserve Economic Projections

Percent change

2004 2005
Real GDP growth 45-475 34-5
Inflation 1.75-2 1.5-2
Unemployment rate 5.25-55 5-5.25

NOTE: Changes are fourth quarter to fourth quarter. The central
tendency is reported here. Inflation figures are based on the
personal consumption deflator.

SOURCE: Monetary Policy Report to the Congress, July 20, 2004.

growth in the short run—im-
mediately following a recession,
for instance—but as demand
increases along with expansion,
job gains will eventually catch
up to accommodate growing
profits and wages, partly driven
by productivity itself.

Increased business uncer-
tainty about security, geopoliti-
cal tensions and consumer de-
mand is a second and equally
important reason for the slow
recovery since the recession’s
end. Business investment, a
key to this recovery, has been
slow to resume its pre-reces-
sion track. Finally, everyone
from businesses to consumers
has had to learn how to oper-
ate in this new environment of
more complicated air travel,
national terror alert levels and
security awareness.

Another important reason
for slower growth during this
stage of the U.S. recovery is
the aggressive interest rate cuts
the Federal Reserve imple-
mented in early 2001 and con-
tinued until the summer of
2003. As interest rates dropped,
the housing market surged,
new housing starts peaked at
an annual rate of over 2 million
in the first months of this year.
Refinancing also became a
large fee-income generator for
the finance industry, somewhat
compensating banks for lower
interest rates on their loan
portfolios. The housing boom’s
spillover into consumer goods

. spending also helped minimize

the effects on manufactur-
ing job losses. The in-
creased buying in housing
and goods essentially bor-
rowed future consumer
demand, thereby reducing
the surge that would nor-
mally accompany an eco-
nomic recovery.

Although Houston
experienced this interest
rate effect along with the

nation, the effect was height-
ened when Tropical Storm Alli-
son destroyed roughly 75,000
vehicles in June 2001. Auto
buying in Houston increased
significantly following that
storm, slowing growth in auto
sales today because the strong
but temporary surge in auto
demand shifted the typical
replacement cycle.

In spite of these weak peri-
ods, driven by factors that con-
tinue to slow the potential
growth rate, economic funda-
mentals stack up overwhelm-
ingly on the side of expansion,
albeit at a slightly slower pace.
Table 1 shows the Federal
Open Market Committee’s pro-
jections for GDP, inflation
based on personal consumption
expenditures prices—prices
paid for consumer goods in the
economy—and the U.S. unem-
ployment rate for
the remainder of

return to long-term trend job
growth next year.

Energy’s Contribution

Robust energy demand and
increased oil and natural gas
prices are positives for Hous-
ton, but significant price vola-
tility and structural shifts in the
industry are muting the response
during this latest cycle.

There has always been a
strong relationship between
energy prices, the rig count
and total employment growth
in Houston. The 1990s saw the
link weaken between rig count
and jobs. Today, it appears that
the relationship between energy
prices and rig count is also de-
teriorating to a degree. Conse-
quently, oil and natural gas
prices that have been elevated
for more than two years, with
oil peaking at over $40 per
barrel and natural gas at $6.30
per thousand cubic feet early
this summer, have not created
the boomtown mentality that
shaped Houston’s reputation
decades ago. This is especially
true for oil-directed drilling
(Figure 3).

Several factors are causing
this structural shift, and a con-
fluence of events in recent
years has accelerated it. Pro-

this year and
next year. Even
with the modest
retreat by eco-
nomic fundamen-
tals this summer,
the projections
point to stronger
second-half
growth. We
should also see
relatively mild in-
flation and con-
tinuing improve-
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Figure 4

0il- and Gas-Directed Drilling in the United States
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current gas
prices of $5 per
thousand cubic
feet, this tech-
nique of cooling
natural gas to a
liquid state for
transport offers
a viable solu-
tion to shrink-
ing domestic
supplies. For

* Seasonally adjusted.
NOTE: Data are through July 2004.
SOURCE: Baker Hughes.
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' Houston, this

could translate
into a lower
total rig count
and lower

ductivity has shaped oil and
gas exploration; new seismic
and drilling techniques have
equated into fewer employees
and rigs providing increased
production at lower cost. Thus,
the number of employees in
the energy services sector—
those actively staffing and ser-
vicing rigs—has declined from
over 3.5 percent to around 3
percent of the region’s total
employment over the last dec-
ade. This is despite the fact
that the current rig count is
only about 50 rigs shy of its
July 2001 peak, the highest
since 1986.

Declining U.S. oil reserves
and the availability of cheap
imports led to a significant shift
during the 1990s from oil- to
natural gas-directed drilling in
this country (Figure 4). In less
than 10 years, rigs searching
for oil declined from over 50
percent to under 20 percent of
the total rig count. Today a
mere 14 percent of rigs are
drilling for oil.

Natural gas now faces a
similar threat. Industry percep-
tion that new gas fields will be
smaller, deeper and harder to
reach has companies looking
to new natural gas sources.
Liquefied natural gas (LNG)

. enjoys the most support. At

energy service
employment as foreign supply
becomes necessary to satisfy
U.S. demand, exactly as it has
for oil. Oil services companies,
watching this trend unfold, also
have been reluctant to make
their own investments in a
potentially declining U.S.
drilling market.

Several other factors have
accelerated these long-term
changes. Energy company con-
solidation is the first. Mega-
mergers that combine not only
balance sheets but also drilling
philosophies have made the
industry less reactive to price
changes. Further, bigger com-
panies, with greater overhead
costs, generally need larger
producing fields to meet
return-on-investment require-
ments. Consequently, the major
oil companies have announced
decisions to spend exploration
dollars in foreign regions rather
than in heavily explored dom-
estic fields. A similar philoso-
phy is evolving among larger
independent producers, who
have traditionally picked up
the developed fields of major
companies as they pull out. For
example, drilling in the shallow
Gulf of Mexico seems to be
winding down after many years
of changing hands, and activity
in the North Sea is just begin-

ning the transition away from
major company ownership.

Capital spending this year is
also not increasing much
because of uncertainty about
the future direction of energy
prices. Oil’s price has moved
from an average of just under
$30 per barrel in 2000 to nearly
$50 just a few weeks ago—well
above what industry participants
believe reasonable. Natural gas—
the main driving force of the
domestic rig count—has also
seen recent highs near $7 per
thousand cubic feet, although
these prices have since soft-
ened to the $5.25 range. This
discipline in the industry has
actually led to a capital invest-
ment rate that is slightly below
the average depreciation rate,
even with fundamentals dictat-
ing continued high prices. How-
ever, past price swings, geopo-
litical uncertainty, the looming
elections and financial market
speculation have made the in-
dustry less willing to take on
new exploration projects. With
domestic investment unattrac-
tive and foreign investment
often perceived as subject to
unacceptable political risk, vir-
tually every major oil company
is using current high cash flows
to buy back their own stock
instead of investing in explo-
ration.

For Houston, long-term
energy industry consolidation
probably means more white
collar workers and office jobs.
Recent examples include
CITCO Petroleum Corp.’s relo-
cation to Houston from Okla-
homa and Chevron Texaco
Corp.’s reorganization into new
office space, which included
employment transfers from out
of state. At the same time,
however, a slow degradation of
the domestic rig count means a
restructuring and shrinking of
the energy service sector.
Added to short-term instability




Table 2
Employment Growth in Houston

Percent job growth

Scenario 2004 2005
1 (20 percent improvement) 2.0 4.0
2 (maintain current levels) 1.7 34
3 (20 percent weakening) 13 2.7

NOTE: Changes are fourth quarter to fourth quarter.
SOURCE: Author’s calculations.

Total new jobs

2004 2005
41,000 86,000
35,000 73,000
27,500 57,500

in energy-producing regions
and political uncertainty,
energy’s impact on Houston is
more mixed than would other-
wise be the case.

Looking Forward

By examining the forces
that most impact growth in
Houston, it is possible to deter-
mine the most likely path of
future employment gains. We
constructed a model using the
U.S. unemployment rate, the
domestic rig count and the
trade-weighted value of the
dollar to predict this path.

The first possible outcome
describes the upper bound of
possibilities: a 20 percent im-
provement in all major varia-
bles that drive the forecast. In
this scenario, the U.S. economy
continues to strengthen and the
national unemployment rate
continues to fall, even beyond
what might be currently ex-
pected. Energy markets would
also improve, driving the rig
count to new highs. The dollar
would weaken further, stimu-
lating export demand and man-
ufacturing employment growth.

The second scenario repre-
sents the median set of assump-
tions, where all variables re-
main at their current levels.
The third scenario assumes a
20 percent weakening of all
explanatory variables. This is
the lower bound; the U.S. eco-
nomy would see higher unem-
ployment rates, the rig count
would falter and the dollar
would strengthen against our
major trading partners.

Table 2 shows the outcomes
of the three scenarios. The first
provides job growth rates near
2 percent, or 41,000 net new
jobs, in the metro area for all
of 2004. This would represent a
return to levels of employment
gains seen at the beginning of
the year rather than during the
summer slowdown. If these fact-
ors stayed in place through 2005,
job growth could exceed 4 per-
cent by the end of next year.

Scenario 2, representing the
status quo, would see little
change in momentum. The
model projects 1.7 percent
growth, or 35,000 net new jobs,
this year and nearly 3.4 percent
growth next year.

Scenario 3 predicts 1.3 per-
cent growth this year and more
than twice that in 2005. Even
this lower-bound scenario pre-
dicts a return to at least long-
term trend growth for this re-
gion by the end of next year.
This is because momentum has
built up in the economy at this
stage in the recovery. Conse-
quently, even dampening forces
going forward will only affect
employment growth in the
longer term, rather than today.

On the other hand, these
forecasts are lower than those
made earlier this year, primarily
because of the economy’s sum-
mer swoon. It would also be
reasonable to assume that job
growth may underperform the
most recent forecast because of
further strong productivity
growth and continued uncer-
tainty, two factors this model
does not consider.

Conclusion

The job-creation engine in
Houston has been started but
has thus far been unable to
shift into high gear. However,
in time this region will return
to trend growth rates.

Although we can expect the
Houston economy to advance
steadily, there are risks to the
forecast. Strong productivity
gains and continued uncertain-
ty have been the main culprits
thus far in restraining momen-
tum. Uncertainty has not disap-
peared with the approaching
elections and continued fight-
ing in Iraq, and high energy
prices—still good for Hous-
ton—-could yet take a toll on
the U.S. economy. Globally,
production capacity is also
barely meeting growing energy
needs, leaving the United States
vulnerable to price spikes due
to supply outages or strong
economic growth. Finally, the
duration of this price cycle is
exceptionally long and is be-
coming a factor in economic
decisionmaking.

—Timothy K. Hopper
Hopper is a senior economist at the

Houston Branch of the Federal
Reserve Bank of Dallas.
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he Houston economy con-
tinues to move ahead, despite
some signs of a slower expan-
sion over the summer. Retail
and auto sales have lagged,
and job growth has been below
expectations. Autumn improve-
ment is widely expected. Per-
haps the best news in this Beige
Book survey is that plans are
beginning to move forward for
petrochemical expansion on
the Gulf Coast.

Retail and Auto Sales

Houston retailers continued
to report soft sales, ahead of
last year but generally behind
this year’s projections. All retail
categories were off, but espe-
cially big-ticket items. Several
respondents mentioned the
possibility that high gasoline
prices were taking a toll on
consumers.

Auto sales remained 7 per-
cent behind last year through
July. The forced purchases fol-
lowing Tropical Storm Allison
disrupted the normal replace-
ment cycle, and sales have
been depressed since peaking
in November 2001.

Real Estate

The weak pockets of Hous-
ton real estate remain in the
multifamily and office sectors.
Apartments are still waiting for
help from more robust job
growth. Overall occupancy
ticked up slightly in the second
quarter, and the depressed
class A units showed notable
improvement. Rental rates
remain flat, but more product
is in the pipeline.

The downtown office mar-
ket got good news in the sec-
ond quarter from the CITGO

headquarters relocation and
Chevron Texaco’s purchase of
the new Enron headquarters
building. Downtown lease
rates, near six-year lows, ticked
up slightly. Lease rates across
the city remain unchanged.

0il and Natural Gas Prices

Crude prices have stolen
the headlines in recent weeks,
rising steadily from $41 per bar-
rel in mid-July to $48 in the
third week of August. Price has
since fallen back to near $43.
Strong demand from China and
the United States is seen as an
important driver of the price in-
creases, along with a “fear pre-
mium” caused by fighting in Iraq,
the bankruptcy of Russian pro-
ducer Yukos, recall elections in
Venezuela and tropical storms.

While crude continued to
rise, other energy prices mod-
erated. Gasoline prices peaked
in mid-July at the wholesale
and retail levels and then de-
clined. Gasoline demand mod-
erated in the second half of the
summer in response to higher
prices, refined product imports
surged and gasoline inventories
moved off the bottom of the
five-year range. Natural gas
prices trended downward from
near $6 per thousand cubic feet
in mid-July to near $5 in late
August. Mild summer weather
and ample inventories were
responsible. Heating oil prices
rose seasonally, but the inven-
tory of distillates has now re-
turned to its five-year average.

Refiner margins were hurt
by the combination of rising
crude prices and falling gaso-
line prices. Refinery capacity
utilization in Louisiana and
Texas averaged 98 percent in
late July and August.

0il and Gas Services

Drilling activity continues
to improve slowly in response
to higher oil and gas prices. It
is now within 50 rigs of the 2001
peak, the highest level since
the 1986 oil bust. The North Sea
and Gulf of Mexico—normally
high-revenue areas—continue
to disappoint service compa-
nies. It is hoped that as the
2001 peak is approached again,
capacity shortages could emerge
in some lines of business and
help service-company pricing.

Petrochemicals

Chemical demand remains
very strong for most products,
and price increases are wide-
spread. Nitrogen, polypropyl-
ene, PET bottle resin and caus-
tic soda are among the chemicals
showing recent demand-driven
price increases. Sharply higher
benzene prices—double last
year’s on contract basis—pro-
vided cost-push increases for
ABS, styrene, polystyrene, phe-
nol, cumene and other prod-
ucts. Industry suppliers report
high capacity utilization and—
for the first time in several
years—strong interest in chem-
ical and plastic capacity expan-
sion on the Gulf Coast.
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