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Texas Economy Stalled

*
by Recession

Texas followed the nation into recovery at the
beginning of the year, but the state’s job losses
resumed in May, even as the nation continued its
anemic recovery. The current Texas recession is
shallower than previous ones but will probably
last longer. The extent to which Texas remains in
recession depends greatly on the strength of the
national and global economies.

If we define recession as two consecutive
quarters of negative employment growth coinci-
dent with gross state product (GSP) declines in at
least one quarter, Texas went into recession in
April 2001. Employment declined in the last three
quarters of 2001, picked up in first quarter 2002,
then declined again in the second and third quar-
ters (Chart 1). The September employment num-
bers (the latest data available) show a slight
decline of 0.4 percent (annualized) for total em-
ployment and a greater drop of 1.1 percent for pri-
vate employment. Employment is down 1.7 per-
cent (annualized) for the quarter and 0.2 percent
(annualized) year-to-date.

Looking at output, the Dallas Fed’s estimate
of Texas GSP growth looks similar to U.S. GDP

(Continued on page 2)

The National Economy:
Heading for a Dip?

The recession began in March 2001 and despite the events of September
11, appears to have ended the following November. How far have we come
since November 2001? And where are we headed?

The key features of the apparent expansion have been slow growth in
output and almost nonexistent growth in employment. The former is unsur-
prising, given the mildness of the 2001 recession. The latter, however, contrasts
sharply with the usual pattern of post—World War II expansions. In terms of
employment growth, the recovery from the 2001 recession is shaping up to
be a repeat of the jobless recovery that followed the 1990-91 recession.

Troubling as the lack of job growth has been, more worrisome still is
evidence that the pace of the expansion has cooled, beginning around July.

(Continued on page 9)



Texas has not
yet emerged
from recession.

Employment Falls in Third Quarter
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growth (Chart 2). Texas slipped into
recession with the nation, registering
negative GSP growth in the first quarter
of 2001. However, in contrast to the
United States as a whole, Texas contin-
ued with negative growth in the fourth
quarter. Like the nation, Texas GSP grew
in the first quarter of 2002.

The Dallas Fed’s coincident index
is a more general indicator than either
employment or GSP growth. It tracks
current economic activity by combining
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changes in employment, output and the
unemployment rate. Chart 3 shows the
index, along with the current and two
previous Texas recessions.! When the
index turns negative, it signals recession.
As can be seen, the index is still in nega-
tive territory, implying that Texas has not
yet emerged from recession.
Anecdotally, the most recent Beige
Book—the Fed’s survey of business con-
ditions—suggests that economic growth
declined in September and early October

Texas Output Recovery Lags the United States
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Texas Coincident Index Signals Continuing Recession

Monthly change (percent)*
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and that Texas’ economy is slightly
weaker than the nation’s. Texas seems to
be lagging the nation in recovery be-
cause we have a larger concentration of
industries that suffered during this reces-
sion: transportation (effects of Septem-
ber 11), high tech (the telecom bust and
beyond) and energy (weak oil and gas
prices in fourth quarter 200D).

At the national level, the question is
whether the U.S. economy will double-
dip. However, in Texas a more relevant
query is whether the state has even
come out of recession. Given the unim-
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proved employment situation, weak state
output and negative index of coincident
indicators, Texas is still in recession. The
extent and pace of the national recovery
will largely determine the rate of re-
bound in Texas economic activity.

What Are the
Current Conditions?

The Texas economy is bouncing
along the bottom with slightly negative
employment growth. Since April 2001,
total Texas employment is down 1 per-
cent and private employment down 1.7
percent. The downturn is broad-based
across sectors. Manufacturing and min-
ing have been hardest hit, with TCPU
(transportation, communication and pub-
lic utilities) following suit. Looking at
more detailed data, the high-tech, trans-
portation and construction industries de-
clined most (Chart 4).

Transportation. The transportation sec-
tor was already in bad shape before Sep-
tember 11 and went into a tailspin after.
Since April 2001, this sector has lost about
4 percent of its employment (15,300
jobs). Although the sector stabilized in
2002 as the national economy gathered
strength, it is still weak and a long way
away from prerecession levels.

Energy. The Texas oil and gas
extraction sector has lost 4,900 jobs (3.2
percent of employment), and the Texas
rig count has declined 28 percent—Dby

The Texas economy is
bouncing along the
bottom with slightly
negative employment

growth.
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Overall conditions
in high tech
remain bleak.

Drilling Follows
Natural Gas Prices
Rig count
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136 rigs—since April 2001 (Chart 5).
This may seem surprising, given the cur-
rent strength of oil prices. After hovering
around $27 per barrel in the first eight
months of 2001, oil prices fell nearly
30 percent at year-end. Prices climbed
back after the first quarter of 2002 and
reached $30 in August, largely because
of rumblings of war with Iraq.

Drilling activity is following the nat-
ural gas market rather than the oil mar-
ket these days; 86 percent of domestic
drilling is for natural gas. The high levels
of natural gas in storage (7 percent more
than the five-year average for this time

of year) have put downward pressure
on drilling. After rising in September, the
rig count declined again in October.
Although natural gas prices have firmed
up, the industry is afraid prices will col-
lapse if we have a mild winter. The Beige
Book has been reporting that weak bal-
ance sheets are keeping some producers
from drilling aggressively. Overall, the
price and investment picture remains
murky in the energy sector.

High Tech. Overall conditions in
high tech remain bleak, and employment
continues to drop. Texas’ high-tech sec-
tor has lost 45,300 jobs since April 2001,
about 11 percent of total high-tech em-
ployment. High-tech manufacturing jobs
have declined 4.4 percent year-to-date
(Chart 6). The outlook seems to be
softer rather than firmer, according to in-
dustry contacts. Activity is not expected
to improve in the next six months, and
recovery in telecom won’t come until
after 2003. Prospects for earnings growth
are poor, keeping sales activity and
equity prices in the cellar.

Going forward, several factors pre-
sent downside risks for recovery. First,
overcapacity continues to discourage in-
vestment in new equipment. Relatively
new hardware available through bank-
ruptcies and shutdowns is being sold
at fire-sale prices, competing with sales
of new equipment. Second, purchasing
managers are still cautious about invest-

Texas High-Tech Bust in Manufacturing Employment
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ment, and spending budgets for new
technology are constrained. This phe-
nomenon has given rise to longer sales
cycles and purchases in smaller incre-
ments. Finally, venture capital is still
declining; venture capital funding to
Texas firms in the second quarter of
2002 was down 73 percent from year-
earlier levels.

Telecom employment, so vital to
North Texas, has continued to drop. Jobs
in telecom equipment manufacturing and
telephone communications are down 6.6
percent and 5.4 percent, respectively, for
the year. The Dallas/Fort Worth Metro-
plex Technology Business Council esti-
mates that companies in the Richardson
Telecom Corridor, which at the peak of
the high-tech boom employed 80,000 tech
workers, have shed 10,000 to 15,000 jobs
in the downturn. Firms that recently laid
off workers are reluctant to take on over-
head but still have work outstanding,
providing short-term (three to six months)
contract work for displaced workers.
Other laid-off workers have been ab-
sorbed by small and midsized companies
that previously couldn’t compete with
exorbitant compensation packages.

The AeA Texas Council reports that
while reductions in Texas high-tech manu-
facturing have been severe during the
high-tech bust, software and computer
services have not been as hard hit.*> On

the other hand, there are also reports
that conditions among software compa-
nies in Austin have turned very weak in
recent weeks.

Although global chip sales rose in
August, they fell in the Americas, mainly
because of weak computer and tele-
communication equipment sales. New
orders for computers and communica-
tions equipment were down in the
Census Bureau’s latest advance durable
goods report, which does not bode well
for the industry. The semiconductor
equipment book-to-bill ratio fell below
unity for the first time since February,
signaling that new orders are not as
strong as shipments.

Construction and Real Estate. Over-
all construction and real estate conditions
have deteriorated in the past few months.
The commercial situation remains weak,
and previously strong sales in low-priced
homes are softening. Strength in single-
family housing held up the construction
sector fairly well in 2002; the large em-
ployment losses came mainly in 2001.
Construction employment is down 0.6
percent (annualized) for the year and
down 1.3 percent since April 2001. About
10,000 jobs have been lost.

Nonresidential construction and real
estate markets continue to decline. Office
vacancy rates stand at 25 percent in
Austin (up from 8 percent in first quarter

Residential Construction Strong, Office Segment Still Weak

Texas construction contract values
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2001) and 26 percent in Dallas (up from
18 percent). Landlords are scrambling to
land solid tenants in Houston, where the
vacancy rate, currently around 16 per-
cent, is expected to rise to the mid-20s
within a year. Construction contract val-
ues for office, industrial and commercial
properties have been falling since the
end of 2001 (Chart 7). Rent concessions
in commercial properties have persisted,
and real estate contacts don’t expect a
turnaround anytime soon.

In reaction to the events of Septem-
ber 11, insurance premiums on some
commercial real estate assets have risen
50 percent in the past year, exacerbating
the negative environment in nonresiden-
tial real estate. In addition, hoteliers are
still feeling the crunch of decreased busi-
ness travel. Texas has the second-most
delinquent hotel loans in the country—
about $85 million. Three North Texas
hotels have already closed in the past
year, and industry observers expect more
to follow. With new capacity brought on
by recent hotel development, recovery
in the sector won'’t be easy.

Despite weakness in the fundamen-
tals, secondary real estate markets are
abuzz with activity, and capital abounds
for buying opportunities in commercial
and multifamily space. After repeated
pummeling in equity markets, investors
seeking stability now welcome the pre-
dictable rental payments of strong tenants.

Texas single-family construction was
held up by strength in the lower priced
segment throughout the year. Construc-
tion contract values for residential prop-
erties shot upward in 2002 (Chart 7),
and single-family permits trended up
throughout the year because of very strong
sales of homes priced below $150,000.
However, some weakness has appeared
in the past month. The lower-end market
has attenuated in recent weeks, despite
low mortgage rates. Some contacts have
noticed a significant change in momen-
tum in the Dallas/Fort Worth metroplex,
and cancellations have increased in
Houston.

Exports. Exports picked up in the
first quarter of this year for the first time
since mid-2000. Total exports were flat
in the first quarter but rose 10 percent
in the second. Exports were up for all
trading partners except Latin America
(excluding Mexico). Exports to Asia were
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Three Texas Recessions

1982 Recession 1985 Recession 2001-02 Recession
Duration 12 months 17 months 18 months and going
Change in employment -3 percent -3.1 percent -1 percent (September)
Change in gross state product —-1.1 percent -5.9 percent —2.3 percent

Change in unemployment rate 2.8 percentage points 2.1 percentage points 1.7 percentage points

Labor Markets

Employment Decline in Current Recession Not as Severe
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particularly strong, increasing 17 percent.
Exports to Canada and Mexico increased
7 percent. (See “Beyond the Border” on
page 19 for details.)

How Does This Recession
Compare with Previous Ones?
Using changes in employment and
GSP to date recessions, we compare the
current recession with those of 1982
(lasting from April 1982 to March 1983)
and 1985 (November 1985 to March 1987).
The current Texas recession started in
April 2001 and is not over yet. Table 1
compares key characteristics of these three
recessions. Other differences between
the current and previous recessions are
seen in various economic indicators.
Employment. The current recession
has been shallower than the previous two

Real Estate Conditions

in terms of employment (Chart 8). Initial
unemployment insurance claims are also
at a relatively lower level in the current
recession, and the unemployment rate
has not climbed as much.

Gross State Product. GSP growth
became positive after three negative
quarters in this recession; it took longer
to turn during previous recessions. GSP
has dipped 2.3 percent in the current
recession but fell almost 6 percent in
1985. Although the 1982 recession was
more severe in all other aspects, GSP
growth did not suffer as much.

Construction. Chart 9 shows that the
office and industrial construction sector
has declined substantially in the current
recession, although not as severely as in
the real estate bust of the mid-1980s. The
nonresidential sector held up pretty well

The current Texas
recession started

in April 2001 and

1s not over yet.

Nonresidential Contract Values Still Declining
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Energy

0il Prices High but Still Below 1982 Levels
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during the 1982 recession because of
the Economic Recovery Tax Act of 1981,
which gave favorable tax treatment to
commercial property.

Single-family housing has kept the
construction sector going in this recession.
Housing also continued strong during the
1982 recession. This was part of what some
academics called “the lending frenzy,”
spurred by several events that gave finan-
cial institutions a large pool of available
funds to lend to real estate investors.?

Energy. Although prices dipped to
$19 per barrel at the end of 2001, they
have been relatively stable near $26 per
barrel since April (Chart 10). In real terms,
current prices are near the 1985 oil-bust
levels. Oil prices were relatively stable
during the 1982 recession after falling from
highs of $37 per barrel to around $30 per
barrel. Prices remain about half what they
were during the 1982 recession (about
$55 per barrel in today’s dollars).

T
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Month

T T T T T T T 1
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The rig count fell 53 percent with the
collapse of oil prices in 1985. It fell 36
percent in the 1982 recession. Although
oil prices have been relatively strong in
this recession, the rig count has declined
about 32 percent from its peak.

In sum, this Texas recession is shal-
lower but will probably last longer than
previous ones. Even though the energy
sector has fared poorly, it has still bested
its performance in earlier recessions. It
didn’t help Texas, but it didn’t hurt the
state either.

Where Do We Go from Here?

The general consensus is that the
nation came out of recession at the end
of 2001. It is hard to reach such a con-
sensus for Texas. Employment growth
has been negative since May, but the rate
of decline has been very close to zero.
The Fed’s most recent survey of business
conditions notes that economic growth

declined in the region in September and
early October. The leading index, which
forecasts economic activity in Texas three
to six months ahead, has been on a
downward trend since April 2002, imply-
ing weakening economic activity. Texas
fared somewhat worse than the nation in
employment losses because the state has
a larger share than the national average
of the industries hit in this recession,
such as high tech and transportation.

The outlook for Texas depends very
much on the health of the national econ-
omy. If the U.S. economy double-dips,
the Texas economy will be stalled in re-
cession for some time. If the U.S. econ-
omy picks up, however, we could see
Texas also turning the corner early next
year.

— Mine K. Yticel
John Thompson

Yiicel is a senior economist and assistant
vice president and Thompson is an assistant
economist in the Research Department of the
Federal Reserve Bank of Dallas.

Notes

" The Texas Coincident Index was developed and is maintained by Keith
R. Phillips of the San Antonio Branch of the Federal Reserve Bank of
Dallas.

2 Texas Council AeA, News Release, Dallas, June 26, 2002.

® QOne such event was passage of the Depository Institutions Deregu-
lation and Monetary Control Act of 1980, which phased out interest
rate ceilings on time and savings deposits. The second was the
Garn—St. Germain Depository Institutions Act of 1982, which created
the money market deposit account.
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The National Economy: Heading for a Dip?

(Continued from front page)

This evidence, which has come primarily
from measures of production, has raised
fears of a double-dip recession.

Over the same period, though,
barometers of the state of demand have
remained generally positive. Obviously,
production and demand cannot go in
opposite directions for long—particularly
since inventories have been pared down
at all stages of the economy’s supply
chain. At some point, either production
will have to pick up or demand growth
will have to slow. Which side will win
this tug-of-war is unclear. At the time this
article was written, the available data were
not signaling an imminent second dip.

Another notable feature of the on-
going expansion has been the falling
rate of inflation the economy has experi-
enced over the past year. Since mid-2001,
what had been a marked acceleration in
inflation has turned, suddenly, into a
marked deceleration, to the point where
concerns about deflation are surfacing.

This article presents a status report
on the health of the apparent recovery
and discusses some of the factors influ-
encing the economy’s near-term direction.
It also looks at the economy’s recent
inflation performance and the deflation
concerns it has engendered.

A Weak Expansion

While the National Bureau of Eco-
nomic Research is the final arbiter of the
dates of U.S. recessions and expansions—
and a determination from them is still
probably months away—every indica-
tion is that the 2001 recession ended last
November.

Chart 1 shows three coincident in-
dexes of economic activity—from the
Conference Board, the Economic Cycle
Research Institute and economists James
Stock and Mark Watson of Harvard and
Princeton universities, respectively. Coinci-
dent indexes amalgamate a large number
of economic variables in an attempt to
measure the overall level of economic
activity. All three indexes hit bottom in
November 2001—shown by the vertical
line in the chart—after which they begin
to rise.

The pace of output growth in this
expansion, though, has been slow. GDP
grew 3 percent in the year after its third
quarter 2001 trough. By comparison, out-
put growth over the first year of the
average post—World War II expansion is
closer to 6 percent. The slow output
growth in the current expansion is, how-
ever, consistent with the mildness of the
2001 downturn.

Coincident Indexes Point to Trough in November 2001
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The Milder the Recession,
the Weaker the Recovery
Growth in GDP, first year after GDP trough (percent)
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The Guitar String Theory of
Business Cycles

As a rule, mild recessions make for
weak recoveries and, conversely, deep
recessions make for strong recoveries.
Milton Friedman dubbed this the guitar
string theory of business cycles: The
smaller the pluck downward, the weaker
the snap back. By most measures, the 2001
recession was a very small pluck; hence,
we shouldn’t expect a sharp snap back.
Measuring a recession’s severity by the
percentage decline in GDP from its peak
to its trough ranks the 2001 recession as
nearly the mildest of the postwar period.

The scatter plot in Chart 2 illustrates
the guitar string theory. Each point cor-
responds to a recession/expansion epi-
sode. Points further to the right corre-
spond to deeper recessions, and those
higher up correspond to stronger recov-
eries. The star represents the most recent
episode. While the guitar string relation-
ship is looser for milder recessions, out-
put growth following the 2001 recession
has not deviated greatly from the histor-
ical pattern.

Another Jobless Recovery?

What has been surprising has been
the sluggish employment growth. Private
payrolls continued to fall for several
months after the overall economy began
to recover and are still below their Novem-
ber 2001 level. Since April—the point
when employment appears to have turned
the corner—the economy has gained a
mere 83,000 jobs.



Financial market
indicators are
sending mixed
signals about the

future pace of
economic growth.

Jobless Recovery Redux?

Growth in employment, first 11 months
of NBER-dated expansion (percent)
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Could this simply be the guitar string
theory again? The answer is no; employ-
ment growth has been slow, even after
accounting for the mildness of the
downturn. The scatter plot in Chart 3 is
similar to the one in Chart 2 except that
it measures severity of recession and
strength of rebound in terms of employ-
ment’s percentage decline during the
recession and percentage growth over
the first 11 months of expansion. Clearly,
the two most recent episodes are not
like the others, and our current experi-
ence is nearly a repeat of the 1990-91
recession and the jobless recovery that
followed.

Cooling Production Since July

While the slow pace of output
growth so far is probably not cause for
concern, evidence of a recent cooling in
the pace of the expansion certainly is.
This evidence, which began to accumu-
late in late summer, has come primarily
from the economy’s production side.

For example, surveys of firms’ pur-
chasing managers conducted by the Insti-
tute for Supply Management (formerly
the National Association of Purchasing
Management) indicate a significant de-
celeration in both the manufacturing and
service sectors since July. Industrial pro-
duction, measured by the Federal Reserve
Board, fell in August and September
after having registered seven consecutive
monthly increases. Aggregate weekly
hours worked, measured by the Bureau
of Labor Statistics, also dipped in late
summer.

Are We Headed for a
Second Dip?

Is the economy tipping back into
recession? While concern is definitely
warranted, the data do not—so far—
point to a double-dip scenario. First, while
most indexes of leading indicators show
declines over the past few months, those
declines have been small. Meanwhile,
financial market indicators are sending
mixed signals about the future pace of
economic growth.

On the plus side, the yield spread—
the difference between interest rates of
long-maturity and short-maturity bonds
—remains high. Economic theory tells us
that when interest rates on long bonds
exceed interest rates on short bonds,
markets are expecting short rates to rise,
something generally associated with more
rapid economic growth. Thus, a high yield
spread generally signals a faster pace of
economic activity down the road.

On the other hand, the junk-bond
spread—the difference between interest
rates paid by issuers of junk bonds and
issuers of high-quality corporate debt—
has widened since spring. A bigger junk-
bond spread indicates tighter credit con-
ditions for below-investment-grade firms,
and, while this indicator has a short track
record, increases in it have generally por-
tended slower economic growth.

A final factor to consider when
weighing the possibility of a second dip
is the position of inventories. The great
inventory reduction that began in early
2001 seems to have run its course, with

Inventory Reduction in
Manufacturing Seems
Nearly Complete
Inventory-to-sales ratio
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inventories bottoming out at all stages
of the economy’s supply chain. At the
manufacturing stage, the ratio of inven-
tories to sales—currently around $1.30
in inventories for every $1 in sales—is
back to its prerecession level (Chart 4).

With inventories stripped down, pro-
duction will have to increase if demand
growth continues.

The Health of Demand

Hence, we turn to demand. It is
from here that most of the good news
has been coming lately. Firms' invest-
ment in capital has recently shown some
spark of life, while consumer spending
continues to grow at a moderate pace.

The 2001 downturn was, if not an
investment-led recession, certainly an in-
vestment-fed recession. The declines in
just fixed investment—Ilet alone inven-
tories—more than accounted for all the
GDP decline in the three quarters in which
output fell.

Investment has begun to rebound—
at least somewhat. Business fixed invest-
ment fell in the second quarter of 2002,
though by a much smaller amount than
in prior quarters. Within fixed investment
—which includes equipment, software
and structures—investment in equipment
and software grew in the second quarter
for the first time since mid-2000. Within
equipment and software, the information-
processing, or high-tech, portion regis-
tered growth in both the first and second
quarters. These components are not grow-
ing at nearly their prerecession rates, but
they are growing nonetheless.

Can investment growth be main-
tained? The outlook here is unclear. On
the plus side, corporate net cash flow
over the past few quarters has been up a
bit relative to its level of the past few
years. On the other hand, Census Bureau
data on shipments of capital goods and
orders for new capital show little evidence
of forward momentum. In particular, the
value of new orders has generally been
below the value of shipments through-
out 2002—that is, manufacturers of cap-
ital goods have been getting slightly less
than a dollar in new machinery orders
for every dollar’s worth of machinery they
ship. This would seem to portend slower
future growth in capital goods shipments.

What about consumers? Thus far in
the expansion they are a bit bowed, but

unbroken. After slowing late last year,
growth has rebounded in both consump-
tion spending and income. Retail sales
have been characterized by large boom-
to-bust swings owing to the on-again,
off-again incentive programs of auto
manufacturers. However, monthly sales
measures that exclude motor vehicles
have shown a much steadier, moderate
rate of growth since late last year, though
with some evidence of slowing in August
and September.

Will consumers continue to spend?
The picture here is probably brighter
than it is for firms. First, disposable in-
come has been growing faster than con-
sumer spending for most of 2002. As a
result, households’ savings rates have
risen considerably. Consumers, like firms,
have been repairing their balance sheets.
Also, while consumer indebtedness re-
mains high, so, too, does household net
worth—historically so, despite the stock
market’s recent woes. Finally, while the
unemployment rate has not yet begun
to fall, its recession peak was at a level
below most of the nonrecession rates
experienced since the mid-1970s. To the
extent that joblessness affects consumer
spending, this could be a source of strength
going forward.

The Inflation Picture

Finally, we turn to inflation. Since
the middle of last year, what had been a
significant acceleration in the rate of

consumer price inflation has turned into
a sharp deceleration. The September Con-
sumer Price Index (CPD) registered a 12-
month inflation rate of 1.5 percent; most
core, or trend, measures of CPI inflation
are hovering near 2 percent (Chart 5).
Very low rates of measured inflation, to-
gether with falling prices in some CPI com-
ponents, such as commodities and durable
goods, have led to concerns that overall
deflation may now be a real danger.
While falling commodity and durable
goods prices are not, in themselves, evi-
dence of deflation—and may, in fact,
have reasonable explanations in terms of
productivity growth—very low overall
inflation rates may still warrant concern.
Why should we worry about the
possibility of deflation? Economic theory
is divided in its view of the consequences
of deflation. Many economic models sug-
gest that deflation should be actively pur-
sued, while others suggest that it should
be strenuously avoided. Real-world ex-
perience seems to favor the latter view.
The Japanese experience since the early
1990s, for example, vividly demonstrates
the difficulties that can arise in a defla-
tionary environment. As nominal interest
rates reach zero, the traditional stimulative
tools used by central banks—interest
rate cuts—become unavailable, and ex-
pansionary policy can only be conducted
through extraordinary measures. An econ-
omy may find itself mired in a deflation-
ary trap that monetary policy is power-

Consumer Price Inflation Shifts into Low Gear
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The U.S. economy is,
by some measures,
as close to price
stability as it has
been at any time

in five decades.

GDP Inflation Near 50-Year Lows

Four-quarter inflation rate (percent)

6 Price index for GDP.

Price index for GDP less
government, housing and farms
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SOURCE: Bureau of Economic Analysis.

less to break. Some caution would thus
appear warranted.

But how close are we? With core CPI
inflation around 2 percent, it may seem
that we’re not really that close. However,
there may be good reason to view that
2 percent figure as an overestimate of
the economy’s actual rate of inflation.
First, in spite of the many technical im-
provements made to the CPI over the
past several years, it's likely that the
index is still biased upward—that is, that
it overstates the rate of consumer price
inflation. Also, the CPI focuses solely on
goods and services purchased by con-
sumers. If one looks at broader inflation
gauges—for example, the price indexes
for all of GDP or some of its major com-
ponents—one finds inflation rates near
50-year lows. Those inflation rates are
also quite a bit closer to zero, though still
positive.

As seen in Chart 6, the current annual
inflation rate for GDP less government,
housing and farms—at a little over 0.04
percent—is below all but one observa-
tion in the past 50 years. The U.S. econ-
omy is, by these measures, as close to
price stability as it has been at any time
in five decades.

What's the bottom line on inflation?
By most measures, the economy’s over-
all inflation rate is quite low, but still
positive. Given the possible consequences
of deflation, though, further declines in
inflation may be undesirable. For the past

0.79
9.04

50 years, price stability—understood as
a low, stable rate of inflation—has been
pursued by restraining inflation from
above. In the current environment,
maintaining price stability may entail
supporting inflation from below.

Conclusions

Clearly, the presumptive expansion
is at a delicate stage. Some of the weak-
ness observed so far is to be expected
given the mildness of the 2001 recession,
but evidence of recent cooling is a cause
for concern. Nevertheless, the data sug-
gest that it is premature to conclude the
economy is facing a double-dip reces-
sion. Demand has held up thus far and—
given the stripped-down state of inven-
tories—may yet carry the day. Finally,
the reversal of fortune on the inflation
front has put us in a position where
maintaining price stability may—for the
first time in decades—mean boosting
inflation rather than containing it.

James F. Dolmas

Dolmas is a senior economist in the Research
Department of the Federal Reserve Bank of
Dallas.
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Have REITs Helped Tame
Texas Real Estate?

exas is known for its turbulent

real estate cycles. More than once,

a run-up in the sector has sud-
denly reversed course, stranding invest-
ors with massive amounts of overvalued
but underoccupied real estate. Newfound
wealth has often vanished nearly as fast
as it appeared. However, despite Texas’
propensity for cyclical extremes, evidence
suggests its real estate markets may now
be less volatile than in the past.

The Texas real estate landscape has
changed considerably in the last two
decades. Some changes have been unmis-
takable. For example, gone are the days
of misguided tax policy, which granted
investors large tax breaks for develop-
ing real estate. Gone also are the days
when unbridled savings and loans could
throw money at virtually any project.
Such notable changes have added sta-
bility to Texas real estate markets.

Other changes have been more subtle
but not without effect. Of particular in-
terest has been the shift of ownership
from private hands to publicly held real
estate investment trusts (REITs). REITs are
real estate companies that own and man-
age properties and whose shares are
traded on a public stock exchange. In
general, REITs can enhance market dis-
cipline by improving efficiency, in-
creasing liquidity and discouraging un-
justified lending. They do this, in part, by
facilitating improved information gather-
ing and sharing. While the proportion
of total real estate owned by REITs is still
modest, economic intuition suggests that
the increased number of REITs might help
moderate market volatility.

This article discusses REIT activity
and trends at the national level. It then
explores the growth of REITs in Texas
and analyzes Texas REIT performance
against the overall equity market. Finally,
it enumerates some of the differences
between the current Texas real estate
environment and that of the 1980s and
examines REITs’ effect on the state’s real
estate markets.
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REITs in the United States

A REIT engages in some combina-
tion of buying, selling, operating or
financing income-producing properties.
Such properties can include apartments,
retail establishments, office buildings,
hotels and warehouses.

REITs differ from traditional real
estate companies—which are often pri-
vate partnerships—because their shares
are publicly traded. Additionally, REITs
are required by law to pay at least 90
percent of taxable income to sharehold-
ers in the form of dividends.! In return,
REITs can deduct dividends from their
corporate tax bill. As a result, most REITs
distribute all of their taxable income
as dividends, avoiding corporate income
taxation. (They are still required to pay
property tax.)

Congress established REITs in 1960
to enable a wider segment of the invest-
ing public to own income-producing real
estate. In effect, REITs make real estate
ownership more accessible by breaking
large fixed assets into bite-size shares and
lowering other barriers to investment.
With the advent of REITSs, shareholders
are able to extract the benefits of own-
ing professionally managed real estate
without being subject to the risks of just
a single property. REITs also provide
liquidity to their investors. In contrast to
private partnerships, REIT investors can
quickly dump real estate holdings by
selling their shares in the market.

REITs fall into three functional cate-
gories. Equity REITs acquire and operate
income-producing properties. Mortgage
REITs lend money to real estate opera-
tors. And hybrid REITs do some of both.
In theory, a management team carries
out the REIT’s daily operations, and a
board of directors makes investment
decisions.? However, in practice, direc-
tors often just sign off on investment
decisions already made by management.

Even though REITs emerged over 40
years ago, it was some time before the
industry picked up steam. Early growth

was limited because REITs were only
allowed to own real estate, not manage
it. This arrangement curtailed growth be-
cause investors were reluctant to entrust
property operations to a third party with
possibly misaligned incentives. Also, in-
terest in REITs stumbled initially because
private real estate investors could exploit
a tax shelter not available to REITSs; con-
sequently, REITs were less able to com-
pete for capital.

With passage of the Tax Reform Act
of 1986, the picture changed. The legis-
lation boasted a two-pronged adjustment
to real estate investment, opening up
the sector to brisk growth. First, it cur-
tailed opportunities for tax shelters in
private real estate investment. Second, it
expanded REITs’ autonomy by permit-
ting them to manage and operate prop-
erties, not just own them. When the fall-
out from the 1980s real estate depression
and the savings and loan crisis finally
began to clear, REITs were poised for
rapid growth.?

Starting in the mid-1980s, the num-
ber of REITs trading on the New York,
American and Nasdaq exchanges began
a steady upward trend, peaking at 226 in
1994, then scaling back to 180 by 2002.1
The increase in REITs was followed by a
dramatic upsurge in the sector’s overall
market capitalization. Between 1992 and
2002, total REIT market capitalization in-
creased more than eightfold (Chart 1).
Growth was so dramatic that by 2001,
REITs controlled roughly 15 percent of
the $2 trillion worth of investment-grade

REIT Growth over
Three Decades
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Historically,

real estate supply
and demand have
often marched to
their own drummer.

U.S. Real Estate, Then and Now

1981-90 1991-2000
Inventory added (million square feet) 1,319.7 406.7
Increase in inventory 98% 15%
Absorption (million square feet) 887.3 647.9
Inventory added/absorbed 149% 63%
Rental rate increase in nominal dollars 7% 51%
Occupancy change -13% 11%

SOURCES: Torto Wheaton Research; Crescent Real Estate Co.

commercial properties in the United
States.® In fact, by 2001 REITs controlled
40 percent of the equity portion (as
opposed to debt) of institutional real
estate, up from around 1 percent in
19937

The REIT Modernization Act of 1999
gave REITs new opportunities to increase
earnings. The act enabled REITs to offer
more sophisticated services, thus help-
ing them maintain a competitive stance
in the marketplace. The progression of
legislation since REITS’ inception in 1960
has helped the industry flourish.

Coincident with REIT growth was a
more controlled real estate environment
throughout the 1990s. New inventory rel-
ative to absorption was more measured
in the 1990s than the 1980s, and rent
growth was more robust (7able 1).

Some observers have argued that dur-
ing the 2001-02 downturn, REITs helped
prevent a return to the overcapacity
problems that plagued the 1980s.* As the
industry matured, improved information
flow and transparency helped discourage
inordinate construction. Despite stratos-
pheric stock market hype during the
1990s, new office construction never
reached the excesses of the '80s. In fact,
during the recent weakness in national
real estate markets, new completions
dropped off before vacancy rates even
started edging upward. During the ’80s,
vacancy rates shot up over 20 percent
before completions ever began to
decline (Chart 2).

Sharp corrections are still possible,
however. Real spending on U.S. nonresi-
dential building has already declined 26.8
percent since peaking in 2001 (and will
likely decline more before bottoming
out), just below the total decline of 33.3

percent during the 1990-91 recession.’
While this reversal has damaged the real
estate sector, it is also a sign of increased
market nimbleness and improved ability
to react to changing conditions. Much of
the run-up in spending in the late 90s
was driven by stock market hype. That
the industry has been able to retrench so
quickly helped avert a more severe over-
building problem.

Historically, real estate supply and
demand have often marched to their
own drummer. However, as REITs own
and manage more real estate, there is
likely to be a tighter alignment between
supply and demand. REITs raise much of
their capital through equity markets,
making it more difficult for them to pur-
sue irrational investment plans. In addi-
tion, REITs must always act to preserve
stock value and eschew activities that
might undermine it. Analyst and investor

Office Vacancy Rates
and Completions
Sum of U.S. metropolitan markets
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Top 10 REIT Markets

Total market cap

(millions of Number of

dollars) REITs
1 lllinois 27,676 11
2 California 24,197 29
3 New York 24,158 25
4 Maryland 9,831 13
5 Texas 8,413 10
6 Massachusetts 7,939 5
7 Pennsylvania 5,559 10
8 Tennessee 4178 7
9 Georgia 4,077 7
10 Florida 3,843 8

Average annual Average
Total dividend per dividend yield

employment  share (dollars) (percent)
15,083 1.65 6.5
9,375 1.51 6.6
5,975 1.29 71
7,913 .87 4.2
3,067 1.86 8.4
925 1.46 6.3
1,881 1.46 7.7
15,834 1.60 7.5
3,123 1.38 7.4
1,129 1.09 6.0

NOTE: Tennessee’s unusually high REIT employment is attributable to a single company, National Health Reality, which owns 23 health care

facilities.
SOURCE: Bloomberg.

scrutiny of REITs has given the market
the ability to quickly punish firms with
investment agendas that aren’t justified
by the fundamentals. While REITs won’t
erase the sector’s cyclical makeup, their
presence may be contributing to increased
market solidity.

REITs in Texas
REITs are playing an increasingly
important role in Texas real estate as

well. The state is ranked fifth in the nation
in total number of operating REITs, fifth
in combined REIT market capitalization
and seventh in total REIT employment.
The biggest REIT markets are Illinois,
California and New York (7able 2).
Texas-based REITs are all headquar-
tered in either the Dallas/Fort Worth or
Houston metropolitan areas, though
their real estate holdings may be located
anywhere in the country. Some REITSs

Some Large Texas REITs

with operations and headquarters in
Texas are actually incorporated in Mary-
land because of its more favorable tax
and regulatory environment for REITS.
Most Texas REITs own and operate vari-
ous types of real estate, including office,
retail, multifamily, restaurant and hotel
properties. One Texas REIT, Capstead
Mortgage Corp., is a mortgage REIT that
loans money to real estate owners and
operators. (See the box titled “Some Large
Texas REITs.”)

The effect of growing REIT numbers
in Texas has not been trivial. For one,
the sector has made efficiency gains.
Because shares are traded on public ex-
changes, investors receive real-time feed-
back on the sector’s relative well-being.
Any negative information, such as over-
supply risks, gets factored into equity
prices, helping safeguard against unreal-
istic zeal and lessening the chance of
the kind of market blindsiding that has
afflicted Texas real estate in the past.

The growing incidence and size of
REITs have also helped the Texas real
estate sector capture economies of scale.
Such economies occur when the average
cost of a firm’s product declines as the
firm expands the size of its operations.

The following list provides a snapshot of some prominent REITs based in Texas. Size and core business strategy were the basis for selection to the list.

Name Location
Camden Property Trust Houston
Capstead Mortgage Corp. Dallas
Crescent Real Estate Equities Co. ~ Fort Worth
FelCor Lodging Trust Irving
Prentiss Properties Trust Dallas
U.S. Restaurant Properties Dallas
Weingarten Realty Investors Houston

Market cap
Employees Investment strategy (October 2002)
1,750 Mid- to upper-market multifamily properties in nine Sunbelt $1.26 billion
and Midwestern states.
16 Real estate-related assets such as single-family residential $290 million
mortgage-backed securities issued by government-sponsored
entities. Does not have a core geographic focus.
794 Office, resort/hotel, residential development and temperature- $1.62 billion
controlled warehouses. Holdings concentrated in Dallas/Fort Worth
and Houston.
61 Hotel properties in the United States, mainly Texas, California, $582 million
Florida and Georgia, and in Canada.
650 Office and industrial properties in the Midwest, Southwest, $1.04 billion
Northern Virginia, Northern and Southern California.
181 Operates 811 restaurant and service station properties in 48 states. $257 million
265 Retail properties and, secondarily, industrial holdings in the
southern half of the United States. $1.95 billion

NOTES: Technically, La Quinta Corp. of Irving and Wyndham International of Dallas are REITs because their primary Standardized Industrial Code is 6798-01, or “real estate investment trust.” However, these two companies
were excluded because their operations differ substantially from the REITs mentioned. The REITs above have holdings in one or more of the office, industrial, retail, multifamily or hotel market segments. In contrast,
La Quinta and Wyndham focus exclusively on hotel ownership and management, effectively operating as large national and international hotel chains. As such, they fall outside the scope of this article. Relatively
small REITs were also excluded, including Transcontinental Realty Investors, Dallas; PMC Commercial Trust, Dallas; Income Opportunity Realty Investors, Dallas; FFP Real Estate Trust, Fort Worth; Liberté Investors,
Dallas; Texas Pacific Land Trust, Dallas; and AMRESCO Capital Trust, Dallas.

SOURCES: Bloomberg; Yahoo! Finance; Multex.com, Inc. Market Guide.
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Market Capitalization of

Texas REITs

Billions (real September 2002 dollars)
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REITSs capture economies of scale through
brand imaging, access to lower-cost cap-
ital, management productivity and in-
creased bargaining power with customers
and suppliers.” For example, Texas REITs
can spread out insurance costs by pur-
chasing umbrella insurance for multiple
properties. Such risk mitigation isn’t gen-
erally feasible for firms with relatively
small numbers of properties.'

Another effect of higher REIT num-
bers in Texas has been added discipline
through improved monitoring of capital
flows to real estate. Historically, lending
institutions such as savings and loans,
insurance companies and banks commit-
ted a pool of money to real estate at the
beginning of each year, regardless of any
changes that might take place in overall
real estate conditions. Such dedicated
lending was unresponsive to swings in
the marketplace and often led to over-
investment. Real estate companies still
get loan commitments that can be insen-
sitive to changing real estate conditions;
however, this kind of lending is less
prevalent than it used to be."

With REITs, when real estate indica-
tors signal weakness in the fundamentals,
equity markets adjust and capital shifts
away from the industry. Thus, money is
free to flow to the most promising oppor-
tunity, not some predetermined invest-
ment. This phenomenon has helped fill
the long-standing demand for liquidity
in what has otherwise been an illiquid
industry. Texas REITs have helped im-
prove market sensitivity to changing con-
ditions, as shown by capital flight from

REIT stocks in 1998 when real estate
markets weakened (Chart 3).

Finally, the requirement that REITs
distribute 90 percent of income through
dividends builds in an added measure
of discipline because they can only accu-
mulate a limited amount of income to
fund future growth. The result is that
REITs must appeal to capital markets
whenever they want to raise more debt
or equity funding. They can’t fund their
future investments with internal sources.”

Over the last few years, stock prices of
Texas REITs have fared relatively well com-
pared with the overall market (Chart 4).
From January 2000 to June 2002, stock
price appreciation of the largest Texas

REITs easily outperformed the Standard
& Poor’s 500. However, extending the
horizon back to January 1997, only Cam-
den Property Trust, Weingarten Realty and
Prentiss Properties Trust outperformed the
S&P index. Texas REITs outperformed the
market during the tech bust but under-
performed it in the boom years.

Total returns to REIT shareholders
are a combination of stock price appre-
ciation or depreciation and dividends
paid out. Table 3 shows a variety of vari-
ables used to measure REIT perfor-
mance. Dividend vyields for the largest
Texas REITs have been strong in the past
year. Total returns for Texas REITs have
been mixed but trending downward.

Texas REITs and the Standard & Poor’s 500
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Texas REIT Performance

Name Ticker
Camden Property Trust CPT
Capstead Mortgage Corp. CMO
Crescent Real Estate Equities Co. CEl
FelCor Lodging Trust FCH
Prentiss Properties Trust PP
U.S. Restaurant Properties usv
Weingarten Realty Investors WRI

* As of October 25, 2002.

Funds from
Total return Dividend operations
Stock (vear-to-date, yield (2002E)
price* percent) (percent) ($/share)
31.3 -95 8.0 34
20.5 — 25.3 5.3
15.6 -7.8 9.6 2.0
111 -31.1 5.4 2.1
26.6 2.8 8.4 34
12.9 -4.7 10.2 1.4
37.2 215 6.0 3.2

Net asset
Multiple value Prem/(Disc)
(stock 2002:2 to NAV
price/FF0) ($/share) (percent)
9.2 33.3 -5.9
4.0 = =
7.8 20.8 -25.1
5.2 18.4 -40.0
7.9 324 -17.9
9.2 13.3 -2.9
11.5 30.9 204

NOTES: Total return includes stock price appreciation and reinvested dividends. Dividend yield is annualized, year-to-date dividends divided by stock price; this variable effectively gives an interest rate yield on a stock pur-
chase. Funds from operations (FFO) is analogous to corporate earnings but excludes gains or losses from sales of property or debt restructuring and adds back depreciation of real estate. Multiple is analogous to
corporate price/earnings ratio, or what the market is paying for $1 of earnings. Net asset value (NAV) is a per share measure of the market value of a REIT’s net assets. Prem/(Disc) to NAV [(stock price/NAV—1) x 100]
is the premium or discount of the current share price associated with the net asset value of the company.

SOURCES: Salomon Smith Barney; Yahoo! Finance.

During an economic downturn, high-
dividend stocks are generally favorable
for a portfolio. However, the current data
point to a rather weak REIT market going
forward. Fundamental real estate condi-
tions in Texas have grown increasingly
tenuous in recent quarters. vVacancy rates
are up everywhere in Texas since last
year, and rental rates have fallen. Until
job growth returns, signaling an increase
in demand for space, excess capacity will
continue to exert downward pressure on
Texas REIT returns.

This Time It Really Is Different

Still, the current weakness in Texas
real estate is relatively benign by histori-
cal measures. Even though commercial
and residential markets have both taken
hits in the past 18 months, the situation
is less extreme than the 1980s increase
and subsequent derailment (Chart 5).
During those years, investors watched in
dismay as bloated commercial contract
values collapsed, office rents gave back
half their peak value and residential mar-
kets took on a burdensome two-year in-
ventory of homes."

The environment is less severe now.
Present weakness, while keenly felt in
some sectors, isn’t nearly as encompass-
ing as the pall that settled on Texas two
decades ago. Much of this is due to the
fact that Texas real estate markets haven’t
had as far to fall this time. In the 1970s,

a run-up in oil prices cast a rosy hue on
the energy-dependent state economy, and
many assumed—unrealistically—that ro-
bust energy markets were here to stay.
The optimism spilled over to real estate
markets, and construction crews kicked
into gear.

Later, in the 1980s, federal policy
gave tax advantages to investors willing
to finance real estate projects, feeding
the building frenzy. At the same time,
deregulation freed savings and loans to

invest in service corporations, disregard
geographical considerations in loan deci-
sions and lend up to 40 percent of assets
in commercial real estate. But the new
legislation failed to implement higher
deposit insurance premiums for savings
and loans with precarious loan port-
folios.” Exacerbating the problem was
the failure of federal and state regulators
to shut down insolvent thrifts, which
were financing real estate projects that
would have otherwise gone unfunded.

Real Texas Construction Contract Values and Real Rents

Contract values*

Rents (real 2002 dollars per square foot)
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SOURCES: McGraw Hill Construction/F.W. Dodge; Torto Wheaton Research.
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The combination of these forces
rocketed Texas real estate markets to
dizzying heights. But the fundamentals
were never in place to support the rapid
growth. Eventually the party ended
(helped by the Tax Reform Act of 1986),
leaving in its place a huge disequilibrium
between supply and demand. The con-
sequent imbalance sent property values
and rents to damaging lows and dealt
massive losses to real estate institutions.*

In contrast to the overhyped '80s, a
speculative building free-for-all didn’t
occur in the late '90s, and the current
downturn has been far less pronounced.
Recent jumps in subleasing and vacancy
rates, along with liberal rent concessions,
have been somewhat isolated, materializ-
ing in tech-laden areas—such as Austin,
the Dallas suburb of Richardson and Irv-
ing’s Los Colinas business center—and
not as much in the overall marketplace.

Even though excessive growth ex-
pectations seduced equity markets in the
late 1990s and an office glut resulted, the
memory of the ’80s real estate meltdown
helped curb Texas builders. What’s more,
significant changes in the way real estate
gets funded helped control the recent
buildup. During the 1980s, Texas lending
institutions loaned money to practically
anyone with a hammer and saw. This
time, regulatory fixes prompted tighter
scrutiny of capital flows, increased disci-
pline and more transparency. Also, in
reaction to 1980s abuses, banks now re-
quire a higher equity stake from poten-
tial loan recipients. Such hurdles have
curbed frivolous lending.

In addition to these changes, the in-
creased prominence of REITs in Texas
may have helped contribute to a less fre-
netic buildup. Markets can punish REITs
for ill-advised investment strategies by
shunning REIT stocks. This dynamic was
not available in the 1980s because REITs
had not yet become a material part of
the real estate market; they didn’t really
take off until the early 1990s. The gradual
shift of real estate assets from private
partnerships to public REITs has increased
the sector’s transparency, discipline and
sensitivity to market conditions.

Still, the extent to which REITs foster
increased discipline is contingent on
whether markets function correctly in the
first place. Accurate information (not cor-
porate book cooking), rule of law (not

executive malfeasance) and transparency
(not covert and obscure business deal-
ings) are essential to well-functioning
markets. Without these, any positive
effects from REITs would be negligible.

REITs’ Continuing Influence

That the recent boom and bust in
technology markets has not yielded a
1980s-like crash in real estate markets
suggests some things have changed in
Texas in the last two decades. The '90s
boom never matched the skyscraping
’80s, and it is unlikely the current down-
turn will be as protracted as the one that
gripped the state from 1985 through the
early 1990s. Rolling back perverse tax
incentives and fixing the savings and
loan problem were largely responsible
for the improvement. Additionally, the in-
creased incidence of REITs owning and
managing real estate in Texas and the
subsequent availability of more timely in-
formation may be having a positive effect.

REITs are not a fail-safe mechanism
to avert irrational run-ups in real estate
markets. If nothing else, the 1990s tech
boom illustrated that investors still get
caught up in bubble markets. It's too
early to tell what ultimate effect REITs
will have on the marketplace. Evidence
in their favor is insufficient, and more
research is needed; plus, they still make
up a relatively small part of the overall
market. But REITs have the potential to
enhance the role of market discipline in
real estate finance. They can also help
improve funding and investment con-
trols and add efficiencies and liquidity to
the market.

Historical examples of misalignment
between fundamental real estate condi-
tions and investor decision-making
abound. Significant improvements in real
estate markets over the past 20 years
have contributed discipline to the real
estate sector, however. As part of these
changes, restraint imposed on REITSs
through the threat of punishment in the
equity market has likely contributed to
increased discipline in the industry.

—John Thompson
Thompson is an associate economist in the

Research Department of the Federal Reserve
Bank of Dallas.
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Beyond the Border

Texas Exports Finally Pick Up but Have Far to Go

exas exports bottomed out at the

end of last year. Since then, they

have been growing steadily. But
the news still isn’t very positive.

Texas exports (adjusted for seasonal
variation and inflation) peaked in the third
quarter of 2000 and fell almost 22 percent
over the next five quarters. After bottom-
ing out in the fourth quarter of 2001, ex-
ports rose strongly during the first half of
2002 but are still 14 percent below their
peak (Chart 1). Although the turnaround
has only just begun and the state’s export
upturn has varied greatly across geo-
graphic markets, performance has been
positive for most country groupings.

Texas exports to Mexico have started
to rebound, but they have farther to go
for complete recovery than exports gen-
erally. Mexico is easily Texas’ principal
export market. A slow turnaround in Mexi-
can trade means a slow turnaround over-
all. Many of Texas’ exports to Mexico
are re-exported to the United States after
processing. Many of these re-exports are
in cyclical durable goods categories.

While Texas exports overall fell for five
straight quarters, the state’s exports to Mex-
ico fell for six. The decline was slightly
greater, at 24 percent, than the 22 percent
overall drop. Even though Texas exports
to Mexico finally turned up in second
quarter 2002, they remain 19 percent be-
low the 2000 peak. Second quarter 2002
Mexican GDP was up over its year-earlier
figure for the first time since early 2001.
Mexico’s non-oil exports to the United
States have already begun to show signs
of a turnaround with the U.S. recovery;
hence, the increased Texas exports.

In contrast, exports to the rest of Latin
America have not recovered at all. Unlike
other geographic categories, exports to
other Latin American countries show no
evidence of slowing their drop-off. These
exports have plummeted 35 percent from
their peak, which occurred in second
quarter 2001. With Argentina in depres-
sion, Uruguay in profound recession and
Brazil in soft economic circumstances,
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weak Texas exports to these countries
ought not be surprising, especially since
all three have endured strong de-
valuations this year. Meanwhile, industrial
production in Chile and oil output in
Venezuela are both down from a year
earlier. Texas exports to Latin America are
typically only about 4 percent of total
state exports, so if some market has to
falter, this one is not the worst.

Texas exports to Asia also plunged
35 percent before hitting bottom. After a
turnaround, however, this year’s exports
have climbed back to 15 percent below
peak. How this pattern plays out in Asia
is a subject of much interest. It will reflect
not only continued recovery in Asian
demand—and in U.S. demand for prod-
ucts exported to Asia for further assembly
and re-import—but also global cost fac-
tors. For example, over the last year and
a half, a number of Mexican maquiladora
plants have moved to China, only to re-
turn to Mexico when they discovered that
other costs of doing business more than
offset China’s lower wages. Meanwhile,
as China makes the adjustments that its
accession to the World Trade Organiza-
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tion requires, exports for final consump-
tion will increase.

No major geographic category of Texas
exports has fully recovered. Exports to
Europe remain 23 percent below their
peak, though they have turned up a little.
Exports to Canada are 14 percent below
peak, despite a turnaround. For now,
there is little evidence a sudden burst of
growth will quickly return Texas sales
abroad to previous levels.

However, if the U.S. economy contin-
ues to recover—and to purchase more
from foreign countries such as Mexico
that buy inputs from Texas—an impor-
tant component of Texas exports will
continue to expand. The same applies to
Texas’ important Asian exports. Neverthe-
less, Texas is a high-tech state in a world
in which high technology led the slow-
down. A full recovery in many of the
state’s export sectors will take time.

—William C. Gruben

Gruben is a vice president in the Research
Department of the Federal Reserve Bank of
Dallas.
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from the Dallas Fed

In the latest issue of Economic and
Financial Policy Review, John Duca
and Mine Yiicel summarize presenta-

tions from the Dallas Fed’s recent con-
ference on biotechnology. The authors
give the highlights of such conference

topics as research, funding, location,
recent advances, future applications
and legal issues confronting the bio-
tech industry.

Read the article, “Science and Cents: Exploring the Economics of Biotech-
nology,” online at dallasfedreview.org.
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available free of charge by
writing the Public Affairs
Department, Federal Reserve
Bank of Dallas, P.O. Box 655906,
Dallas, TX 75265-5906, or by
telephoning (214) 922-5254.
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on the Internet at
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