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The Sales Tax Crunch

Like many others in these turbulent economic
times, the state of Texas is short on cash. Chang-
ing economic conditions have forced the comp-
troller to revise downward her revenue estimate
for the 2003 fiscal year, which ends August 31,
2003. Where the state once expected to raise $29.5
billion in general revenue funds, it now expects to
raise only $27.9 billion.

The revenue shortfall is largely attributable to
an unanticipated decline in revenues from the
sales tax and its economic twin, the motor vehicle
sales tax (Chart 1). Over the 2002—03 budget cycle,
sales tax receipts are running more than $1.8 billion
(6 percent) below original expectations; tax receipts
on motor vehicle sales are running almost $0.3
billion (5 percent) below expectations. Between
them, these two taxes account for more than $1.5
billion of the state’s $1.66 billion revenue shortfall
for 2003.

Where Texas once anticipated a 5 percent in-
crease in tax revenue from sales and motor vehicle
sales between 2002 and 2003, it now projects a
1 percent decrease. Furthermore, even the revised
forecast is proving a tad optimistic. Through the
first half of fiscal year 2003, revenues are down
3 percent year-over-year.

(Continued on page 2)

New Economy Myths and Reality

In the late 1990s, some economists announced that the American econ-
omy had fundamentally changed. According to this “New Economy” view,
technological advances had brought on a higher sustained level of produc-
tivity growth, which allowed faster economic growth with less inflation. But
given events since 2000—the long, steep stock market downturn, the falloff
in business investment and the subsequent recession—many question
whether anything in the New Economy view is valid.

Although those who hold this view consider accelerated productivity
growth fundamental to the late '90s boom, other forces were also at work.
These include the earlier deregulation of key U.S. industries, financial inno-

(Continued on page 5)



Texas receives more
than 70 percent of
general fund revenues
from general and
selective sales taxes.
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SOURGCE: Texas state comptroller.

A number of factors could underlie
the shortfall in sales tax receipts. Some
of them are clearly transitory. However,
others represent long-run trends that are
likely to persist well into any economic
recovery. Therefore, a closer examina-
tion of the sales tax decline can give
insight into the prospects for continued
fiscal distress in Texas.

Misery Loves Company

Texas is not alone in facing a sales
tax revenue shortfall. Revenues have
slowed nationwide (Chart 2). Nationally,
sales tax revenue growth has dropped
more than a percentage point since the
recession started in the spring of 2001.

Slowing sales tax revenues are typi-
cal of recessions. During the 1990-91
recession, the sales tax revenues of state
and local governments dropped precipi-
tously before bouncing back. However,
this time around the slowdown has been
remarkably persistent. Two years after
the start of the 1990-91 recession, cumu-
lative sales tax revenues were only 1.3
percent below trend. Today, cumulative
sales tax revenues are 2.6 percent below
trend. (In each case, the trend presumes
tax receipts had continued to grow at the
same rate as in the five years prior to the
recession.) In other words, despite solid
consumer sales during this recession, sales
tax revenues have taken twice the hit
they did during the 1990-91 recession.

Texas has been hit especially hard by
the sales tax slump. Not only are reve-
nues falling in Texas rather than merely

growing more slowly, but also Texas is
much more dependent on sales taxes
than the average state. Only Nevada gets
a larger share of its tax revenues from
sales taxes, and only three states—
Nevada, Florida and Washington—get a
larger share of general revenues from
sales taxes.! As Chart 3 illustrates, Texas
receives more than 70 percent of general
fund revenues from general and selec-
tive sales taxes (such as taxes on the sale
of motor vehicles, motor fuels, tobacco
and alcoholic beverages, and insurance
premiums). The lottery and other nontax
revenues provide 15 percent of general
revenue-related funds. The corporate
franchise tax raises 7 percent of general
revenues, and taxes on oil and gas ex-
traction raise 3 percent. Severance taxes
(taxes on oil and gas extraction) raise
less revenue than sin taxes (sales taxes
on tobacco and alcoholic beverages).
On the other hand, by relying so
heavily on sales taxes, Texas has avoided
the greater fiscal distress experienced in
states that rely heavily on income taxes.
Nationwide, state and local government
revenues from the individual income tax
have fallen 7 percent since peaking in
the fourth quarter of 2000. More prob-
lematic, cumulative revenues from the
individual income tax are 19 percent
below the level a trend-based forecaster

Nationally, Sales Tax Shortfall
More Persistent than After
Last Recession
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NOTES: Projections assume that receipts continued to grow
at the same rate as experienced in the five years prior
to the recession. The shaded areas represent national
recessions.

SOURCES: National Income and Product Accounts; author’s
calculations.
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would have projected at the start of the
recession. (For a discussion of the factors
behind the income tax declines, see the
box titled “The Income Tax Crunch.”)

Possible Explanations

A number of factors could explain
the slowdown in sales tax revenues.
First, personal income growth slowed
during the recession. Low interest rates
and mortgage refinancing have kept
consumers from cutting back spending
as they did during the 1990-91 reces-
sion, but growth in real consumption
spending has dropped nationally by
about a percentage point.

Second, consumers aren’t the only
ones who pay sales taxes. Taxes on busi-
ness purchases account for one-third to
one-half of the total revenue from sales
taxes. The slump in sales tax revenue
could reflect well-documented weakness
in the business sector.

Third, falling prices for goods may
have contributed to the slowdown in
sales tax revenues. While consumer
prices in general continued to rise, the
price increases were driven largely by
services. Prices for most consumer goods
have been falling (Chart 4). Taxable sales
tend to be of goods rather than services.

Fourth, a shift in buying habits could
drag down sales tax revenues. With
mortgage rates the lowest in a genera-
tion, many consumers are buying houses
rather than taxable items like cars and
clothes. Furthermore, consumers spend
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more on services (which, as noted above,
are generally tax-exempt) than they do
on goods (which are generally subject to
sales taxes), and the services share is ris-
ing. Sales tax revenues are lost when
consumers treat themselves to a week at
the spa rather than a diamond ring.
Finally, consumers could be avoiding
sales tax on their purchases altogether.
During 2001 and 2002, sales tax reve-
nues nationwide were $16 billion lower
than expected, given the prior rate of

Goods Prices Have Been
Falling
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growth. One estimate puts the tax reve-
nue lost to increased Internet sales dur-
ing 2001 and 2002 at $14 billion.? If this
estimate is in the ballpark, then much of
the sales tax revenue shortfall could be
attributed to rising Internet sales.

Implications for Texas

The drop in sales tax revenues is a
symptom of a general economic slump
in Texas. The state’s unemployment rate
has risen 2.5 percentage points since the

The Income Tax Crunch

State and local government revenues from the
individual income tax have fallen sharply since the
national recession began. The dramatic decline has
at least three causes. The economic downturn is
clearly part of the explanation. Personal income
growth slowed markedly during the recession.
Lower income growth easily translates into lower
tax revenue growth.

Another contributor is the popping of the
stock market bubble. All that irrational exuberance
generated a lot of income tax revenue for states.
Based on cumulative deviations from trend, the
states received at least a $50 billion income tax
windfall between 1997 and 2001 (see chart). Shortly
after the stock market bubble burst, so did the tax
revenue bubble.

Finally, changes in the federal income tax code
took a modest toll on state and local income tax
revenues. The Economic Growth and Tax Relief

Twin Bubbles Bursting?
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SOURCES: National Income and Product Accounts; author’s
calculations.

Reconciliation Act of 2001 (EGTRRA) increased the standard deduction, changed rules for individual
retirement accounts and introduced an above-the-line deduction for higher-education expenses. The
National Conference of State Legislatures estimates that EGTRRA reduced state tax revenues by at least

$1.5 billion.
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start of the national recession (Chart 5).
Employment has fallen by 1206,000.
Texas real personal income, which was
growing at a 4 percent annual rate when
the national recession began, has slowed
to an average annual growth rate of less
than 1 percent (Chart 6). Only a handful
of states have seen a comparable slow-
down in economic activity. Most econo-
mists attribute the slump to the national
recession, weakness in the high-tech
sector (on net, Texas has lost more than
100,000 high-tech jobs since March 2001),
and travel and tourism declines follow-
ing September 11, 2001.

Chart 7 compares actual sales tax
receipts with the level that would have
been expected, given the historical rela-
tionship between tax receipts, the unem-

Texas Personal Income Growth
Slowest Since the Bust

Percent change (1996 dollars)*
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* Year-over-year.
SOURCE: Bureau of Economic Analysis.

Economic Fundamentals Largely Explain Revenue Decline
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NOTE: The analysis presented here uses sales tax data for 1982—-2000 to estimate the relationship between the log of tax receipts and the log
of real personal income, the log of the implicit personal income deflator, the unemployment rate and a nonlinear time trend.

ployment rate, real personal income and
prices. Most of the slowdown in Texas
sales tax revenues can be attributed to
the weak economy. Historical patterns
imply sales tax revenues for the first five
quarters of the 2002-03 biennium of
$18.1 billion; in actuality, they were $18
billion.?

Because economic fundamentals can
explain so much of the revenue slump,
there is little left to be explained by
other factors. Consumers are clearly
spending an increasing share of their
income on services and doing an
increasing share of their buying online,
but such behaviors have yet to have a
significant impact on Texas' tax reve-
nues. There is no evidence that the slow-
down in revenues is caused by leakage
from the tax system.

Conclusions

Like many other states, Texas is in a
revenue squeeze. A decline in sales tax
revenues has cut more than $1.5 billion
from the current fiscal year budget.
However, the loss in revenues is largely
attributable to an unusually weak econ-
omy. As the economy recovers, revenue
growth is also likely to recover.

It would take a powerful economic
rebound, however, to put the state back
on its prior fiscal trajectory. Had revenues
from the sales tax and the motor vehicle
sales tax continued to grow at the 6 per-

cent annual rate experienced during the
2000—-01 biennium, Texas would have $8
billion more revenue during the 2004-05
biennium than the comptroller now pro-
jects. To reach that level, taxable sales
would need to grow by more than 27
percent over the next two years (13 per-
cent per year). Few forecasters anticipate
such a surge in purchasing. Therefore,
the recession’s impact on the Texas bud-
get is likely to persist far longer than the
recession itself.

—Lori L. Taylor

Taylor is a senior economist and policy
advisor in the Research Department of the
Federal Reserve Bank of Dallas.

Notes

These estimates come from the Census Bureau's 2000 Survey of
Governments. The sales tax category includes both general sales taxes
and selective sales taxes.

Author’s calculations from “State and Local Sales Tax Revenue Losses
from E-Commerce: Updated Estimates” by Donald Bruce and William
F. Fox, Center for Business and Economic Research, University of
Tennessee, September 2001, and “E-Commerce in the Context of
Declining State Sales Tax Bases,” part 3, by Donald Bruce and William
F. Fox, National Tax Journal, vol. 53, no. 4 (December 2000), pp.
1373-88.

The predictions cover the last quarter of 2001 and all of 2002, a period
that roughly corresponds to the first five quarters of the 2002—03
biennium. An exact correspondence is impossible because the Texas
fiscal year starts in the middle of a calendar quarter and the analysis is
based on quarterly data. Also, for purposes of estimation, sales tax
receipts are lagged one month so that they are matched to the period
in which the sale takes place rather than the period in which the state
receives the revenue.
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New Economy Myths and Reality

(Continued from front page)

vation and freer trade in many parts of
the world. Despite this, the flood of
Internet-related businesses and the spec-
tacular rise in their stock valuations led
some to see the New Economy as solely
an Internet phenomenon.

Is the New Economy view simply
Pollyanna economics? Or is it rooted in
reality? An analysis of several myths
shows that recent advances in informa-
tion technology have, in fact, helped
transform the U.S. economy. While such
technology effects are an old story, the
evidence suggests that the current situa-
tion differs significantly. The New Econ-
omy has not produced ever-increasing
stock prices or tamed the business cycle.
But it has accelerated productivity growth,
making the economy more resilient and
flexible, with less volatile growth rates and
fewer and milder recessions, thereby im-
proving living standards.

What Is the New Economy?

Many use the term New Economy to
refer to events expected to result in
always-rising corporate revenues, higher
sustainable corporate valuations and the
end of business cycles. We define the
New Economy as one that employs
technology to substantively alter produc-
tion or consumption processes or both.!

Other periods also experienced new
economies. The years 1750 to 1850—the
heart of the Industrial Revolution—saw
a thirtyfold increase in British textile pro-
duction. Whereas it took about 500 hours
to hand spin a pound of cotton in the
mid-18th century, 50 years later technol-
ogy had reduced that time to about three
hours. In the 50 years after harnessing
electricity in 1880, U.S. industry in-
creased mechanical horsepower by an
estimated 100 times, an annual increase
of nearly 10 percent.

These technological transformations
ultimately created new economies that
changed valuations, production processes,
and how and where people worked.
They resulted in a general improvement
in living standards and a dramatic shift in
the organization of production and mar-
kets. As economist Joseph Schumpeter

noted in the late 1930s, there is nothing
new about technology transforming eco-
nomic outcomes on both the supply and
demand sides. Railroads, steam power,
illumination, cable lines, electricity, air-
conditioning and other innovations had
profound consequences for what was
produced, where it was produced and
the product mix consumers demanded.

Further, these inventions seem to
have followed a path similar to that of
the computer and its spillovers. An initial
boom is followed by saturation and then
shakeout. Next comes a period when
firms learn how best to utilize the new
invention for long-term, stable growth,
which is followed by a period of prob-
lem solving, social dislocation, and con-
sumer and worker resistance to techno-
logical change.

New Economy Benefits

While innovation is always trans-
forming our economy, the current situa-
tion appears to differ significantly:

e Technological change has acceler-
ated not only the pace of innovation but
also the pace at which new products
gain widespread use and produce signif-
icant sales.?

Inventory/Sales Ratio Falls
All Manufacturing Except Semiconductors

Ratio

2.1 7

e Consumer information has ex-
ploded, weakening producer pricing
power and making markets more closely
resemble the perfectly competitive model,
in which all participants have complete
information.

e Supply chain management, just-
in-time inventory, rapid production and
delivery systems, and the like are now
proven business practices given momen-
tum by new information technology. In-
ventories have grown increasingly smaller
in relation to sales since the early 1990s
(Chart 1). Evidence at the individual firm
level and statistical analysis of GDP com-
ponents suggest that applying the tech-
nology has produced a leaner supply
chain that can better match inventories
with sales. Better inventory manage-
ment, in turn, has been largely responsi-
ble for the decline in the volatility of
GDP growth, say some economists.?

e Customer service is often avail-
able around the clock. Many companies
now deliver and process information
and help customers via voice mail, the
Internet and call centers. We take for
granted service that is far better than that
of a decade ago.

e Productivity growth has increased
in recent years, with the rate about 1
percentage point higher in the post-1994
period than in 1973-94 (Chart 2). Many
studies attribute this to the effective use
of new information technologies.® More-
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Excitement over
new technology’s
potential for

lowering expenses,

boosting profits
and expanding

market share
sometimes leads
analysts and

investors to believe

the good times
will never end.

over, productivity growth, coupled with
falling pricing power, has raised real
income across all income groups.

e Information technology has trans-
formed our workplaces, production facil-
ities, homes, schools and hospitals. The
microchip has created a world character-
ized by better, faster and cheaper. Infor-
mation technologies have changed
where we work, how we work and what
kind of work we do.

New Economy Costs

These changes, while positive, none-
theless come with costs. Replacement of
existing capital is expensive, in terms of
both outlays and personnel retraining.
Newer equipment tends to be more
complex, and technology often moves
faster than some people can master it.
Time that had been spent on other
things is now devoted to maintaining
technology-dependent environments, and
learning to use the technology may take
several hours, days or even weeks.

There are other trade-offs as well.
Consumers’ desire to stay connected to
family, friends and businesses leads to
continual hardware and software up-
grades and has generated virtual monop-
olies for some providers. And increased
identity theft and credit card and ATM
fraud are directly linked to the commer-
cial application of the Internet.

Productivity Growth Rises
5-Year Moving Average
One quarter percent change, annualized
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The New Economy has also created
or exacerbated some medical conditions,
such as carpal tunnel syndrome. But
medical negatives always accompany
change, even as people live longer,
healthier lives. The good news is that the
negative effects have been few and
insignificant compared with those of past
changes. And on the benefit side, medi-
cal breakthroughs from technological
advances have become commonplace.

Dispelling the Myths

The differences between the benefits
and costs of technological change, dis-
cussed above, have sometimes resulted
in confusion over what the New Economy
is really about. For example, do declin-
ing stock prices and rising corporate
shutdowns— particularly among Internet-
related firms—mean the New Economy
is smoke and mirrors? Here are six New
Economy myths, many of them closely
linked to the rise of the Internet.

Myth 1: The Business Cycle Is Dead.
Unfortunately for investors, this myth
often gets dusted off and sold as a new
idea. It emerges as a boom matures and
is about to end. Excitement over new
technology’s potential for lowering ex-
penses, boosting profits and expanding
market share sometimes leads analysts
and investors to believe the good times
will never end. In the midst of the 1990s
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Real GDP Growth Becomes More Stable

One quarter percent change, annualized
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boom, well-known MIT macroeconomic
theorist Rudi Dornbusch proclaimed,
“This expansion will run forever; the U.S.
economy will not see a recession for
years to come.”’

Of course, less than three years later
the expansion did end. Business cycles
are not dead and never will be. The best
we can hope for is that new technology
will allow firms to better use informa-
tion, thereby reducing output volatility
and the frequency and severity of reces-
sions. As Chart 3 shows, GDP growth
since 1984 has been less than half as
volatile as in 1959-83, with only two
mild recessions.®

Myth 2: Faster Productivity Growth
Permanently Lowers Unemployment
and Inflation Rates. Faster productivity
growth is one of the New Economy’s
defining features. As long as growth
rises, the economy can enjoy both low
unemployment and low inflation. In
other words, rising productivity growth
counterbalances the inflationary effects
of tight labor markets.

Unfortunately, productivity growth
can’t rise forever. Once growth stabilizes,
even at a high level, the possibility of
low unemployment with simultaneous
low inflation ends. For inflation, whether
the productivity growth rate is changing
is more important than its level. As pro-
ductivity growth levels off, policymakers
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face a sharper trade-off between infla-
tion and unemployment.”

Myth 3: The Internet Changes Every-
thing About Business Valuation. Like
many technological innovations—elec-
tricity, air transportation and wireless
communications, for example—the Inter-
net has, in a sense, “changed everything.”
But does this make Internet-related firms
more valuable than other businesses?
Some economists and analysts claimed
that productivity growth would boost

future profits and that lower and more
stable inflation and a more stable econ-
omy justified a lower equity premium.

Chart 4 shows the dollars that
poured into Internet-related TPOs. The
rapid rise during the late 1990s and in
2000 suggests investors thought business
valuation rules had changed. Now, many
entrepreneurs longingly recall the days
of so-called drive-by venture capital, when
money was often thrown at those pro-
posing a new use for the Internet, with no
regard for how profits might be made.

The fact is, business fundamentals
are the bedrock of success. Information
technologies allow firms to conduct
business faster, cheaper and more accu-
rately while also expanding potential
markets. But that's no reason for busi-
ness enterprises (and investors) to for-
sake business models designed primarily
to generate profits and maximize share-
holder wealth.

Myth 4: Customers Matter More than
Profits. During the late 1990s, Internet
start-ups frequently reported large quar-
terly losses but noted that their web
traffic and accounts had increased at an
astonishing rate and that further in-
creases were expected. Following such
announcements, investors often boosted
the firm’s share price to astronomical
levels.®

Nothing in a market economy mat-
ters more to stockholders than profits.
Without profits, share prices eventually

Initial Public Offerings: Boom and Bust
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fall, as subsequently happened to many
high-tech stocks.

Looking back, it's easy to see how a
speculative bubble could have formed.
Investors came to believe Internet-related
firms moving into new markets could
quickly secure a large and loyal customer
base with ever-expanding revenues. But
instead, new information technology has
likely increased competition and reduced
profit margins. In a world of fierce com-
petition, fast-moving information and low
barriers to entry, a dominant market posi-
tion can evaporate quickly.

Myth 5: Internet Traffic Doubles Every
100 Days. Linear extrapolations always
make for easy, and wrong, predictions.
At first, growth rates in both absolute
and percentage terms can be very high,
but eventually they decline. Internet traf-
fic never doubled in 100 days, except for
perhaps one brief period in 1995-96.
This widely circulated myth likely began
with a Commerce Department report.’

Actual growth rates for Internet traffic
are considerably more modest but still
high. Some think Internet traffic has
probably doubled annually for the last
several years." Unfortunately, exaggerated
beliefs about growth rates have led to
massive overcapacity and poor planning.

Myth 6: Manufacturing Is Old Econ-
omy, and It Is Disappearing. Manufactur-
ing remains important and is being re-
invented through Internet-enabled supply
chain, production and performance man-
agement systems. There is no set number
of manufacturing jobs needed to ensure
good economic growth. As productivity
increases in the manufacturing sector,
fewer workers are needed to produce
goods. More service jobs—such as engi-
neering, design, sales, marketing and
logistics—are created. The fact is, Old
Economy companies, particularly the
largest U.S. manufacturers, may be the
biggest users of New Economy informa-
tion technology. While some manufac-
turing jobs are disappearing, sector out-
put remains steady.

The Reality

The 1990s stock market boom and
record economic expansion led to the
view that something fundamental had
changed in the U.S. economy. The era
featured rapid economic growth and low
inflation and unemployment, a combi-

nation unseen in decades. This New
Economy view was often confused with
assertions that the commercial applica-
tion of the Internet had changed basic
business fundamentals and valuations,
that the business cycle was dead and
that Old Economy firms were doomed.

Many of these myths were dispelled
when the stock market decline began in
early 2000 and the economy slipped into
recession in March 2001. Business cycles
are alive and well. Profits matter. And
Old Economy firms are not going away
anytime soon.

Nevertheless, the development and
adoption of new information technology
appears to have brought on an era char-
acterized by higher sustainable produc-
tivity growth. While the stocks of many
high-tech firms are gone, many of the
productivity benefits remain. Accelerating
productivity ultimately leads to higher
living standards and fewer and milder
periods of declining output, making our
economy more resilient and flexible.

That’s the reality of the New Economy.

— Robert L. Formaini
Thomas F. Siems

Formaini is a senior economist and public
policy advisor and Siems a senior economist
and policy aduvisor in the Research Depart-
ment of the Federal Reserve Bank of Dallas.

Notes
The authors thank John Duca, Mark Wynne and Alan Viard for insight-
ful comments and suggestions and Dan Lamendola for excellent
research assistance.

" J. Bradford DeLong and Lawrence H. Summers, “The ‘New Economy’:
Background, Historical Perspective, Questions, and Speculations,”
Federal Reserve Bank of Kansas City Economic Review, Fourth Quar-
ter 2001, pp. 29-59.

* For example, it took 46 years for a quarter of American homes to be

wired for electricity. Getting phones to a fourth of America took 35

years; cars, 55. More recently, the personal computer required only 16

years to penetrate a quarter of American homes, cellular phones took

13 years and the Internet seven. The rapid diffusion might be partly

because these innovations built upon earlier ones. See W. Michagl

Cox and Richard Alm, “The Economy at Light Speed: Technology and

Growth in the Information Age—and Beyond,” Federal Reserve Bank

of Dallas 7996 Annual Report.

Owen Irvine and Scott Schuh, “Inventory Investment and Output

Volatility,” Federal Reserve Bank of Boston Working Paper no. 02-6,

December 2002.

Among the studies are those by Stephen Oliner and Daniel E. Sichel,

“The Resurgence of Economic Growth in the Late 1990s: Is Informa-

tion Technology the Story?” Journal of Economic Perspectives 14, Fall

2000, pp. 3—22; and Dale W. Jorgenson and Kevin J. Stiroh, “Raising

the Speed Limit: U.S. Economic Growth in the Information Age,”

Brookings Papers on Economic Activity, 2000, pp. 125—211. In con-

trast, Robert J. Gordon questions information technology’s importance

to the recent productivity rise, concluding that the New Economy’s
effects are largely confined to durable goods manufacturing in “Does
the ‘New Economy’ Measure Up to the Great Inventions of the Past?”
Journal of Economic Perspectives 14, Fall 2000, pp. 49-74.
“Recession—No, Thank You!" Wall Street Journal, July 30, 1998.
Margaret M. McConnell and Gabriel Perez-Quiros identify the first
quarter of 1984 as a statistically significant break date in the reduction
of GDP volatility in “Output Fluctuations in the United States: What
Has Changed Since the Early 1980's?” American Economic Review
90, December 2000, pp. 1464—76. In addition to new technology,
better monetary policy, increased globalization and deregulation of key
industries have also likely helped improve the economy’s stability.
Evan F. Koenig, “Productivity, the Stock Market and Monetary Policy
in the New Economy,” Federal Reserve Bank of Dallas Southwest
Economy, January/February 2000, pp. 6—12.
For example, on July 21, 1999, Amazon.com reported a substantial
second quarter operating loss (roughly five times higher than the same
period in 1998) but also announced that customer accounts had
increased by more than 220 percent over the past year. Over the next
six months—after more operating losses—the company’s stock
price rose by more than half.
Commerce Department, The Emerging Digital Economy, April 1998,
citing a 1997 white paper by Inktomi Corp.
' Andrew Odlyzko, “Internet Growth: Myth and Reality, Use and Abuse,”
iMP: The Magazine on Information Impacts, November 2000.

FEDERAL RESERVE BANK OF DALLAS SOUTHWEST ECONOMY  MAY/JUNE 2003



Beyond the Border

Falling Crime and Rising Border Enforcement:

he U.S.-Mexico border has typi-

cally been regarded by outside

observers as crime ridden. From
familiar scenes in cowboy movies where
the bad guys make a run for the border
to more contemporary images of the
border as a staging area for illegal immi-
grants and drug smugglers, the South-
west border is often characterized as
lawless and out of control.

Falling Crime

These stereotypes may be based on
what has been true in the past, but they
have not kept up well with recent devel-
opments. Official crime statistics show a
dramatic drop in border crime rates in
the 1990s. While the border crime rate
was 30 percent higher than the national
crime rate in 1990, the difference was
only 12 percent in 2000. The bulk of the
improvement came in property-related
crimes (such as auto theft, larceny and
burglary), which dropped 40 percent
between 1990 and 2000. Violent crimes
(including assault, robbery, rape and
homicide), while representing only 12
percent of total crime, also dropped
sharply, falling 29 percent over the
decade.

Improvements in the crime rate dur-
ing the 1990s were not restricted to the
Southwest border (Chart 1). National
crime rates declined right along with
border rates. This phenomenon has re-
ceived much attention among researchers
trying to understand the reasons under-
lying these changes. The consensus
attributes the downward trend to several
factors at the national level: the end of
the crack epidemic, a growing prison
population, changing demographics and
rapid economic growth. Higher imprison-
ment rates and demographic change re-
duced the size of the population most at
risk for committing crime. Tougher laws
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Is There a Connection?

kept more criminals in jail for longer
sentences, while demographic change
resulted in fewer people in the highest-
risk group (males ages 14—24).

These factors, especially the pace of
economic growth, have likely had a sub-
stantial impact on the border as well.
Most border areas grew quickly in the
1990s. Job creation outpaced population
growth in many border cities, and most
areas experienced large drops in the
unemployment rate. Research has shown
that when faced with more labor market
opportunities, individuals are less likely
to resort to crime.

Rising Border Enforcement
Another factor—one unique to the
border region—has also played a role
in lowering crime rates. In the 1990s,
the U.S.—Mexico border experienced a
resurgence in illegal immigration and, as

a result, an unprecedented buildup of
border enforcement. While some might
expect illegal immigration to be corre-
lated with higher crime rates, mostly
indirectly through the role of smugglers,
border enforcement should be work-
ing in the opposite direction. In this case
the end result, falling aggregate crime
rates, suggests that border enforcement
and the other factors discussed above
won out.

Border enforcement along the U.S.—
Mexico border consists predominantly of
the Border Patrol. Over 9,000 Border
Patrol agents currently man the border
with Mexico. At the same time, enforce-
ment has increasingly come to rely on
technological advances and other hard-
ware in locating and apprehending un-
documented immigrants. Today’s Border
Patrol uses everything from remote video
surveillance, motion detectors, mobile

Border Crime Rates Fell Faster Than National Rates
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Property Crime Rates Fell When Border Enforcement Rose
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infrared nightscopes and helicopters to
old-fashioned barriers such as walls,
floodlights and road checkpoints. Al-
though the Border Patrol does not typi-
cally apprehend criminals who commit
nonimmigration offenses, like the ones
we are considering here, the Border
Patrol's visibility and the omnipresent
monitoring devices and checkpoints
throughout the border region deter all
forms of crime.

This point is best illustrated by look-
ing at the impact on crime of two major
border enforcement offensives in the early
to mid-1990s: Operation Hold-the-Line in
El Paso in 1993 and Operation Gatekeeper
in San Diego in 1994. As Chart 2 shows,
in the year following the introduction
of Hold-the-Line in El Paso, property
crime rates fell 17.6 percent (the national
rate declined only 1 percent). In the year
after Gatekeeper was introduced, prop-
erty crime rates in San Diego fell 16 per-
cent (the national rate declined only 2.3
percent).

Given this preliminary evidence of a
possible causal relationship between
enforcement and crime, we tested this in
an econometric model where we con-
trolled for economic conditions, the vol-
ume of immigration and other variables.
We found that a 10 percent increase in
monthly linewatch hours (equivalent to
adding about 515 full-time agents) leads
to a 0.3 percent fall in the monthly prop-

erty crime rate (equivalent to about 862
fewer property crimes per year).

Redistributing Crime

Despite this good news about border
crime rates and the role of the Border
Patrol, a set of second-order effects de-
serves attention. The overall border
crime rate has fallen substantially from
its 1990 peak, but the bulk of the im-
provement has been concentrated, not
surprisingly, in the communities targeted
for early border enforcement initiatives,
namely San Diego and El Paso. Most
border counties, albeit much smaller than
San Diego and El Paso, did not experi-
ence declines as steep as the national
drop and thus have become relatively
more crime ridden in 2000 compared
with the nation.

The lesson in this analysis is that
until border enforcement initiatives im-
pact the entire Southwest border, crack-
downs in one area may result in fewer
crimes in that vicinity but also in a redis-
tribution of crimes to other areas. For
example, in the years that Hold-the-Line
and Gatekeeper were introduced, the
neighboring counties of Hudspeth, Texas,
and Imperial, Calif., both experienced
relatively large increases in their crime
rates. These second-order effects have
already been apparent in the changing
geographic pattern of illegal immigration.
The traditional migrant gateways of

Tijuana—San Diego and Juarez—El Paso
have been replaced by migrant flows
through smaller, less patrolled towns in
Arizona and South Texas.

Getting tough on the border has had
positive spillovers on border crime rates.
The border has realized marked declines
in the incidence of crime. However, the
crime that is occurring has become more
equally distributed across border coun-
ties. Less populated counties are con-
tending with a greater share of border
crimes, a development that likely stems
in part from the launching of the border
offensives Gatekeeper and Hold-the-Line.
This may not be a significant problem
as long as crime rates continue to fall,
but that trend may already have been
reversed. Since mid-1999, the downward
trend in border crime has flattened con-
siderably.

— Pia M. Orrenius
Roberto Coronado

Orrenius is a senior economist in the
Research Department of the Federal Reserve
Bank of Dallas. Coronado is an economic
analyst in the Research Department of the
Bank’s El Paso Branch.

Magquiladora Downturn

Structural Change or
Cyclical Factors?

Is the maquiladora industry ready
to face rising global competition,
or is it the beginning of a long-
term decline? This conference will
offer answers to these questions
and more.

November 21, 2003
Sheraton Hotel
South Padre Island, Texas

Conference hosted by the
El Paso and San Antonio Branches
Federal Reserve Bank of Dallas

Watch for details on our web site
www.dallasfed.org
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he Texas economy is sending mixed signals. The

Texas Coincident Index, which gauges current eco-

nomic conditions, suggests that Texas has emerged
from recession. Yet the Texas Leading Index declined during
the first quarter, implying that near-term gains in economic
activity are unlikely.

In comparison with the overall leading index, the compo-
nents offer a more optimistic outlook. Variables that depend
more on a national recovery, such as the U.S. leading index,
Texas Stock Index and Texas value of the dollar, weakened,
while more Texas-specific components—real oil price, well
permits and average weekly hours worked—increased. The
boost in the latter component offers strong evidence that a
pickup in Texas manufacturing could be in the works.

State employment growth provides further evidence that
the Texas economy is accelerating. During the first quarter,
Texas employment grew at an annualized rate of 0.7 percent,
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while U.S. employment contracted by 0.8 percent. Service-
producing sectors accounted for the mild increase in employ-
ment. Goods-producing sectors continued to shed jobs, but at
a more moderate pace.

Although Texas employment growth has outperformed the
nation’s, the state’s unemployment rate remains high. The
Texas unemployment rate climbed to 6.7 percent in March,
while the nation’s jobless rate was 5.8 percent in March and
6 percent in April. The Texas unemployment rate has escalated
because new job creation is failing to keep up with the con-
tinued strong growth of the Texas labor force.

Texas is still waiting for an acceleration of the U.S. econ-
omy to bolster some of the state’s key industries—air travel,
telecommunications services, high-tech products and energy
production. Until the U.S. economy improves, the Texas econ-
omy is likely to remain sluggish.

—Priscilla Caputo

Texas Nonfarm Employment Growth on the Rise
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THE FRUITS OF FREE TRADE

Federal Reserve Bank of Dallas
2002 Annual Report

The key to America’s high living standards
is specialization and trade, according to
the Dallas Fed's 2002 annual report
essay. Gonsumers benefit from foreign
trade by having a larger selection of
goods to choose from at lower prices.
Protectionism harms consumers by
restricting competition, raising prices
and limiting choice.

Free trade allows countries to
specialize in the goods they produce most
efficiently: Do what you do best. Trade for the rest. The essay points out that

nations open to the world economy prosper, while those that hide behind trade barriers
do not. International trade and investment are essential components of national prosperity.

You can find the 2002 annual report on the Dallas Fed web site, www.dallasfed.org.
To order a copy by phone, call the Dallas Fed's publications service desk at 214-922-5254
or 800-333-4460, ext. 5254.

Southwest
Economy

Southwest Economy is
published six times annually
by the Federal Reserve Bank of
Dallas. The views expressed
are those of the authors and
should not be attributed to the
Federal Reserve Bank of Dallas
or the Federal Reserve System.

Articles may be reprinted
on the condition that the
source is credited and a copy
is provided to the Research
Department of the Federal
Reserve Bank of Dallas.

Southwest Economy is
available free of charge by
writing the Public Affairs
Department, Federal Reserve
Bank of Dallas, P.0. Box 655906,
Dallas, TX 75265-5906, or by
telephoning (214) 922-5254.
This publication is available
on the Internet at
www.dallasfed.org.
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