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Our fiscal authorities must
not only figure out a way to
contain the nation’s run-
away deficits and bulging
debt, but also overbaul our
current tax, spending and
regulatory regime in a way

that induces businesses to

invest here.

As we enter an election year, much of the
focus will be on creating jobs for American
workers. And rightfully so. Far too many re-
main unemployed and underemployed.

To ensure long-term, sustainable job
growth, we need to pay heed as a nation to
the more encompassing goal of ensuring U.S.
economic competitiveness. In a world driven
by rapid technological change and globaliza-
tion, job-creating capital flows readily to the
most welcoming, competitive economies.

This was underscored in a recent Harvard

Business School survey authored by Jan Rivkin
and Michael Porter, one of the world’s leading
authorities on national competitiveness and
economic development. The results were star-
tling. The survey of school alumni found that
more than 70 percent of respondents expect
U.S. competitiveness to decline over the next
three years. The greatest impediments to in-
vesting and creating jobs in the United States,
the survey found, are the U.S. tax code, work-
force skills, regulatory burdens and uncertain-
ty. When asked to suggest how government
officials can improve competitiveness, some 30
percent cited tax-related issues.
While not the purview of the Federal Reserve, tax, regulatory and education
policy all have significant implications for our long-term well-being. The Federal
Reserve has done much to put our country back on the path to economic expan-
sion, but it cannot do the job alone. Our fiscal authorities must not only figure out
a way to contain the nation’s runaway deficits and bulging debt, but also overhaul
our current tax, spending and regulatory regime in a way that induces businesses
to invest here. Only then will jobs be created for Americans in an increasingly com-
petitive and interdependent global economy.

Rebooting an entire system of economic incentives is a daunting task. For-
tunately, as American Enterprise Institute resident scholar and former Dallas Fed
economist Alan Viard demonstrates in his “On the Record” interview in this issue
of Southwest Economy, there are many good ideas on how to contain our deficits
and revamp our outdated tax system. The sooner our fiscal authorities get to it, the
better. Our nation’s future depends on it.
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Richard W. Fisher
President and CEO
Federal Reserve Bank of Dallas




Leading economic

indicators have increased in
recent months, suggesting
growing momentum

going info 2012.

lexas Eeonomy Moves from
Recovery o Expansion

By Keith R. Phillips and Jesus Caiias

The Texas economy, which moved from 2.5 percent the year before. A sharp
from recovery to expansion in 2011, ap- 3.3 percent decline (53,700 jobs) in state
pears poised for another year of moderate and local government jobs offset private
growth. Employment in December edged sector expansion.
0.1 percent above its prerecession peak, Leading economic indicators have in-
reached in August 2008. The nation, mean-  creased in recent months, suggesting grow-
while, remains 4.4 percent below its high ing momentum going into 2012. Housing
point. continues to mend and construction activity
If the U.S. follows its average annual- may improve slightly. Additionally, steep
ized employment growth rate since 1980 cuts to state and local government spend-
(1.2 percent), the country will need about ing over the past 12 months probably won't
46 months—or close to four years—to be repeated. Conversely, weaker growth in
match the state’s accomplishment. exports and a slowdown in the rapid ex-
Last year, the Texas economy grew pansion of oil and gas extraction curb 2012
at about the same pace as in 2010. Em- expectations, leading to anticipated overall
ployment increased by about 2 per- job growth of close to 2 percent again this
cent—212,000 jobs—compared with 1.3 year.
percent nationally. Led by a boom in the
energy sector and strong growth in ex- 2011 Ends Sluggishly
ports, particularly in petrochemicals and Employment expansion started 2011
high tech, Texas private sector employment  strongly and slowed as the year progressed
growth accelerated to 3.3 percent in 2011 (Chart 1). Texas outperformed the U.S.
Chart 1
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during the first three quarters but fell to
the national rate during the fourth quarter.
Growth sectors in order of strength were
oil and gas, professional and business ser-
vices, leisure and hospitality, manufactur-
ing, educational and health services, trade
and transportation, and financial activities.
Government, information and construc-
tion closed 2011 with employment losses,
with the largest declines in state and local
government jobs (Chart 2). Since peaking
in June 2010, Texas state and local govern-
ment employment has dropped 4 percent,
most of it occurring near the start of the
2011-12 school year. Nationally, state and
local government jobs fell 3.3 percent from
a peak in August 2008.

Oil Prices and Technology

A source of Texas economic strength,
oil and gas extraction recorded a 25 per-
cent increase in the number of drilling rigs
in 2011, almost reaching its mid-2008 peak
(Chart 3). Strong oil prices and new tech-
nology—the use of hydraulic fracturing to
reach deep pockets of energy resources not
previously attainable—propelled the gain,
which produced a 15 percent rise in mining
employment last year. The Eagle Ford shale
region, a 24-county area in South Texas
extending eastward from Webb County
(county seat: Laredo) on the Texas-Mexico
border to Brazos County (county seat: Bry-
an), is one area benefitting from hydraulic

Chart 2
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fracturing. Area oil production increased to
21.8 million barrels in 2011 (through No-
vember) from 4.4 million barrels in 2010,
and gas production rose to 221 billion cu-
bic feet in 2011 from 108 billion cubic feet
in 2010, according to the Texas Railroad
Commission. Employment and wages in
the mostly rural Eagle Ford counties have
grown sharply in the past few years.
Exports are an important driver of the
economy. Texas ranked ninth among the
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states in the percentage of civilian jobs tied
to exports (8.2 percent) in 2008, accord-
ing to the Census Bureau. Since hitting a
trough in early 2009, Texas exports have
grown at a faster pace than in the rest of
the U.S.—surpassing the previous monthly,
inflation-adjusted peak of $16.2 billion by
about 11 percent last year (Chart 4). State
exports increased at a 12.3 percent annual
rate from December 2010 through April
2011, declining through July and bouncing
back in the following three months. The
value of exports in October nearly equaled
April’s total.

Texas felt the impact of distant world
events. Economic growth began the year
strongly in the U.S. and internationally,
but the earthquake and tsunami in Japan
in March slowed global manufacturing as
industries struggled with parts shortages.
Although the shortages eased in the second
half, the euro-zone debt crisis and resulting
slowing economic expansion suppressed
Texas” export recovery. Additionally, the
euro-zone crisis increased the value of the
U.S. dollar—the result of a financial flight
to quality that sought the dollar’s relative
safety. U.S. goods sold abroad became more
expensive because of the stronger currency.
The increase in the Texas value of the dol-
lar, an aggregate exchange-rate measure
that weights real exchange rates based on
the shares of Texas exports, is depicted in
Chart 4.!

The summer export slowdown likely
damped manufacturing activity in the sec-
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Chart 4
Texas Exports Outpace Rest of U.S.
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will be sustained. Increasing online and
print advertising for job openings reflects
employers’ desire to hire in coming months.
And finally, declining initial claims for un-
employment insurance are a sign that fewer
workers are being laid off.

The only negative TLI indicators were
well permits and the Texas value of the dol-
lar, which increased toward the end of the
year, reflecting more expensive state ex-
ports, which tend to suppress manufactur-
ing sector growth. The well permits decline
indicates a slowing of the rapid expansion
of oil and gas extraction at the end of 2011.

A forecasting model based on the re-
cent momentum in job growth and the TLI
suggests that employment expansion will
gradually pick up from the weak pace in the
fourth quarter to reach the 2 percent projec-
tion, the third consecutive year of that rate.

Housing and Government Improving

ond half of 2011, as reflected in the Dallas
Fed’s Texas Manufacturing Outlook Survey.
The survey’s index of new orders posted
negative readings in November and De-
cember 2011 before rebounding in January.
Slowing total nonfarm and private sector
job growth in fourth quarter 2011 reflected
the year’s second-half export lull and the
sharp decline in government jobs.

2012: Momentum Picking Up

Despite the July-to-December slow-
down, leading economic indicators
increased as the year closed. The gains sug-
gested that the economy should improve
in the first half of 2012. Changes in many
of the key economic indicators that led
movements in the broader economy are
aggregated into the Texas Leading Index
(TLD (Chart 5). 1t is composed of indica-
tors that tend to turn up prior to recoveries
and down before recessions. In the three
months ended in December 2011, six of the
eight components of the TLI increased, re-
sulting in an index increase.

Gains in the Texas stock index and in
the U.S. leading index paced the advance.
The increase in stock prices of Texas-
based companies is a reflection of earnings
growth and a positive outlook for business-
es. The increase in the U.S. leading index
suggests that the recovery in the national
economy will continue in the short run,

a positive sign for Texas growth. Real oil
price, average weekly hours (of production

workers in manufacturing), help-wanted
advertising and initial claims for unemploy-
ment insurance also contributed to the in-
dex’s rise.

Generally, hours worked pick up be-
fore job gains because employers respond
to increased demand by using current
employees for more hours, waiting to add
new personnel until they are sure demand

While job growth will be little changed
this year, underlying economic strengths
and weaknesses will likely differ. The World
Bank forecast in January that real global
GDP growth would slow slightly to 2.5
percent this year from 2.7 percent in 2011.
Weaker expansion, particularly in Europe,
could soften Texas exports. And Texas’ larg-
est export customer, Mexico, anticipates
growth slowing to 3.2 percent from 3.9 per-
cent in 2011, according to Mexico’s Central

Chart 5
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Taken together, the data

on construction seem to
suggest that Texas will
experience gradual
improvement in residential
and nonresidential

building activity in 2012.
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Thousands*
30

25

Texas existing-home sales
20

Texas Existing-Home Sales Tick Up as Inventories Fall

Months supply of inventory
_—

15 \ A

10

2000 2001 2002 2003 2004 2005

* Seasonally adjusted.

SOURCES: Census Bureau; Multiple Listing Service; Federal Reserve Bank of Dallas.

Healthy inventory level ¥

Single-family permits
«—

2006 2007 2008 2009 2010 2011

Bank Survey of Economic Forecasters.

The energy sector is expected to con-
tinue expanding, but its growth is unlikely
to match 2011 levels. Oil prices were high
at year-end, while natural gas dropped to
relatively low levels (see Chart 3). A decline
in natural gas drilling is anticipated because
of depressed gas prices. Energy prices are
difficult to predict, but if they remain stable
near current values, the relatively high price
for oil and the continued interest in hydrau-
lic fracturing may result in a flat to slightly
increased rig count that’s unlikely to match
the 25 percent rise in oil and gas drilling and
the 15 percent employment gain recorded
during 2011.

Meanwhile, the homebuilding and gov-
ernment jobs sectors are showing strength.
Existing-home sales rose in November and
are up 9.4 percent from a year ago in Texas.
Anecdotal reports confirm stabilization of
new-home sales, with modest growth in De-
cember. Prices remain down 3 percent from
their peak in first quarter 2009, though ex-
isting-home inventories were at 6.6 months
of supply in December, down from a peak
of 8.1 months in December 2010 (Chart 6).
Historically, six months of supply is seen
as healthy, although with elevated rates of
mortgage foreclosures and delinquencies of
90 days or more, current inventories may
not represent as much market tightness as in
previous periods because continued foreclo-
sures could add to inventory levels.

The construction sector and single-

family building in particular typically grow
briskly in the early stages of recovery. But
after two years of the economic rebound,
single-family housing has yet to strongly
bounce back. Although contract values and
the number of single-family permits (which
precede construction of new houses) have
risen slightly in recent months, only multi-
family permits (for apartment complex con-
struction) have increased significantly.

There are many reasons why people
may favor renting over buying. Elevated fore-
closure rates have reduced the credit scores
of many individuals and, at the same time,
resulted in increased credit standards among
lenders. The sharp declines in home prices
over the past several years may make many
individuals question if prices have hit bot-
tom. While only about 10 percent of mort-
gages in Texas are underwater—with more
owed than the value of the property—as of
third quarter 2011, many potential homebuy-
ers may fear getting trapped in their homes
without the flexibility to move if their eco-
nomic situation changes. The Texas figures
compare with 22 percent of mortgages un-
derwater nationally and a high of 58 percent
in Nevada.

However, in recent months there have
been signs that most real estate markets are
recovering. Vacancy rates in industrial, office
and apartment markets all fell in the third
quarter, and Texas existing-home sales gen-
erally have risen in recent months. Signs of
bottoming out in the single-family housing
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Chart 7

-5

SOURCE: Bureau of Labor Statistics; authors’ calculations.

December 2011 jobs as percentage change from previous peak in jobs

Texas Is One of Few States Moving from Recovery to Expansion

us.

ND DC AK TX SD LA NE WV OK NY VT MA PA NH AR |A MD VA KY UT WY MT MN ME U.S.KS CO CT HI WA MS NJ IL NM WI TN MO IN SC OH OR CA ID AL DE NC RI GA FL Ml AZ NV

sector, along with decreases in the mortgage
delinquency and foreclosure rates in the
third quarter, indicate less bad news ahead.
Taken together, the data on construction
seem to suggest that Texas will experience
gradual improvement in residential and non-
residential building activity in 2012.?

State and local government is a major
employment sector, accounting for about 15
percent of all jobs in the state. Thus, what
happens in this sector will affect overall job
growth this year. Texas state government
bases much of its budget on retail tax col-
lections, representing about 60 percent of
revenue. Sales and use tax revenue grew
strongly in 2011, resulting in a state comp-
troller’s announcement that Texas’ finances
are in better shape than previously antici-
pated, with $1.6 billion more in tax revenue
than projected early last year. This increase,
along with an expected slight rise in home
values and continued strong levels of en-
ergy exploration in 2012, suggests that ad-
ditional state and local government job cuts
may not occur in 2012. Even if a reduction
is undertaken, it would probably be much
smaller than in 2011. In December 2011,
government employment grew for a second
consecutive month, a possible sign that
state and local government employment has
bottomed.

Texas: A National Leader
Even with a moderate rate of growth
in 2011, Texas has moved into expansion

mode. Texas ranks fourth nationally in
terms of jobs recovered relative to those
lost during the recession (Chart 7). Only
North Dakota, Alaska and Washington,
D.C., have done better, according to data
comparing the change from peak employ-
ment levels.

The Texas economy should continue
growing at about the same rate as last year,
although the factors affecting the expansion
may change. Slower growth in exports and
energy likely will be offset by a gradual
improvement in construction and fewer cuts
in state and local government jobs. Many
factors could speed or slow activity. For
example, as of early 2012, most analysts
expected a mild euro-zone downturn. If it
becomes more pronounced, Texas growth
will be slower than anticipated; conversely,
better-than-expected activity abroad would
aid the state’s prospects. Oil prices are an-
other variable—a sharp decline could nar-
row Texas growth to less than the 2 percent
forecast, while a rise would increase that
projection only slightly.

Phillips is a senior research economist and advisor
at the San Antonio Branch of the Federal Reserve
Bank of Dallas, and Cafias is an associate econo-
mist at the Federal Reserve Bank of Dallas.

Notes

The authors thank Linda Bi for her research assistance and Mine
Yiicel and Pia Orrenius for helpful comments and suggestions.

' For more information on the Texas real trade-weighted value of
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the dollar and other similar measures for other states, see “New
Tool Gauges Impact of Exchange Rates on States,” by Keith R.
Phillips, Steve Brzezinski and Barbara Davalos, Federal Reserve
Bank of Dallas Southwest Economy, Fourth Quarter, 2010,
www.dallasfed.org/research/swe/2010/swe1004b.pdf.

2 For more information on Mexico's Central Bank Survey of
Economic Forecasters, see www.banxico.org.mx/informacion-
para-la-prensa/comunicados/resultados-de-encuestas/
expectativas-de-los-especialistas/index.html.

% For a more-detailed ook at the Texas and U.S. housing
markets, see “Texas Housing on Bumpy Road After Stimulus
Effects Fade,” by D'Ann Petersen and Adam Swadley, Federal
Reserve Bank of Dallas Southwest Economy, Second Quarter,
2011, www.dallasfed.org/research/swe/2011/swe1102b.pdf,
and “When Will the U.S. Housing Market Stabilize?" by John V.
Duca, David Luttrell and Anthony Murphy, Federal Reserve Bank
of Dallas Economic Letter, vol. 6, no. 8, 2011, www.dallasfed.org/
research/eclett/2011/e11108.pdf.
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A Conversation with Alan D. Viard

Benefits of a Progressive Consumption Tax

Alan D. Viard, a resident scholar af the American Enterprise Institute, reviews the
budget outlook, the need for tax reform and the benefits of moving fo a progressive
consumption tax. He also discusses his forthcoming book, Progressive Consumption
Taxation: The X Tax Revisited, which he coauthored with Robert Carroll of Ernst & Young.
The book will be published by AEI Press in the spring.

Q. What is the long-term budget outlook?

A. If current tax and budget policies are
maintained, spending on Medicare, Medi-
caid and other health programs and, to a
lesser extent, Social Security will grow much
more rapidly than federal revenue during
the upcoming decades. The Congressional
Budget Office (CBO) laid out the grim arith-
metic in its June 2011 analysis of the long-
term budget outlook.

In its “alternative fiscal scenario,” which
reflects a continuation of current policies,
CBO projects that spending on federal
health programs will soar from 5.6 percent
of GDP in 2011 to 10.4 percent in 2035.
The increase will be driven by rising health
care costs, reinforced by the aging of the
population and health care reform provi-
sions that expand Medicaid and offer new
subsidies for private health insurance. CBO
also projects that Social Security spending
will rise from 4.8 percent to 6.1 percent of
GDP over this period, due to population ag-
ing. Total federal spending will persistently
exceed revenue, which CBO assumes will
hold steady at 18.4 percent of GDP, its aver-
age in recent decades. The resulting deficits
will steadily add to the government’s debt.
The federal debt, which has typically been
below 40 percent of annual GDP and has
reached 69 percent due to the recent reces-
sion, will rise to 187 percent of annual GDP
in 2035.

Q. How are Congress and the president likely
to ward off the projected shortfalls? What is
the role of tax reform in addressing these fiscal
imbalances?

A. Due to the political obstacles that either
p
party would face acting alone, the fiscal im-

balance is most likely to be addressed in a
series of bipartisan agreements. These will
include both tax increases and cuts to enti-
tlement spending, particularly Social Security
and Medicare benefits. Federal tax revenue
will rise above its 18.4 percent average share
of GDP. Although entitlement spending will
increase as a share of GDP, it will grow
more slowly than CBO current-policy pro-
jections. A key part of the entitlement cuts
will involve requiring recipients of Medi-
care and the other health programs to pay a
larger share of their own health care costs;
schemes to reduce the overall level of health
care costs are unlikely to yield big results.
Although the richest 2 or 3 percent of
the population, those with incomes above
$250,000 or so, have a large share of the
nation’s income, it will not be possible to
close the fiscal gap solely by raising their

taxes. People at more modest income levels,
including the broadly defined middle class,
will end up bearing part of the tax increases
and nearly all of the entitlement cuts.

As federal revenue becomes a larger
share of GDP, there will be pressure to re-
form the tax system to make it less eco-
nomically inefficient. Because consumption
taxation is less inefficient than income taxa-
tion, the federal tax system is likely to move
toward consumption taxation, in some form
and to some extent, over the upcoming de-
cades.

Income taxes are more inefficient than
consumption taxes because they penalize
saving and investment. Under an income tax,
a worker who spends his wages immediately
is taxed only once—he pays tax on his wag-
es. But, the income tax metes out harsher
treatment to a worker who saves her wages
and then spends her savings and interest at
a future date. This worker pays tax on her
wages and also pays tax on the interest she
earns on her savings. As a result, she gets
hit with a bigger percentage tax burden than
the worker who spends his wages up front.
In contrast, a consumption tax puts the same
percentage burden on both workers, provid-
ed that the tax rate stays the same. Although
consumption and income taxes both penal-
ize work, the income tax is more inefficient
because it also penalizes saving.

Q. What are the different ways that our
tax system could move toward consumption
taxation?

A. The most likely, although not the most
desirable, would be to adopt a value-added
tax (VAT) alongside the individual and cor-
porate income taxes. The VAT is essentially
the same as a retail sales tax but is collect-
ed in installments at each stage of business
production. Many countries, including most
of the European democracies, have VATs
alongside income taxes.

It would be better to completely replace
the income tax system with a consumption
tax, which would fully eliminate the income
tax’s penalty on saving and investment. That
approach would also avoid the temptation
for increased federal spending that might
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“Switching from the income tax to the X tax is likely
10 boost saving and investment, which are key factors

driving long-run growth.”

arise if the government had access to both
an income tax and a consumption tax. But,
it's hard to imagine that the income tax sys-
tem should, or ever would, be completely
replaced by a VAT or a sales tax. The prob-
lem is that VATs and sales taxes are regres-
sive, meaning that they impose heavier tax
burdens on people who are less well off.

The best approach is the complete re-
placement of the income tax by a progressive
consumption tax, one that imposes heavier
tax burdens on people who are better off.
There’s nothing impossible or self-contradic-
tory about a progressive consumption tax,
although it requires the use of an unfamiliar
tax system. One type of progressive con-
sumption tax is the personal expenditures
tax (PET). Under the PET, households would
file annual tax returns on which they would
compute their consumer spending by sub-
tracting their net saving from their income.
Households would be taxed on their spend-
ing, with higher tax brackets applying to
those with higher spending.

Although the PET has some advantages,
I view the “Bradford X tax” as the best way to
implement progressive consumption taxation.

Q. What is the X tax and how is it different
from the current tax system?

A. The Bradford X tax was proposed by Da-
vid Bradford of Princeton University in 1986.
It is a modification of the “flat tax” proposed
by Robert Hall of Stanford University and
Alvin Rabushka of the Hoover Institution in
1983. The tax has two components, a house-
hold tax on wages and a business-firm tax
on business cash flow.

Households are taxed only on their
wages, not on any income from saving, such
as interest, dividends or capital gains. Higher
tax brackets apply to workers with higher
wages. Workers with the lowest wages pay
no tax and may receive cash from tax cred-
its. If desired, it would be possible to allow
some deductions on tax returns, such as
charitable contributions, medical expenses,
and state and local taxes.

Businesses, regardless of whether they
are corporations, partnerships or sole pro-
prietorships, are taxed on their business cash

FEDERAL RESERVE BANK OF DALLAS ¢ FIRST QUARTER 2012

flow at a high flat rate
equal to the tax rate
paid by the highest-
wage workers. Firms
are allowed to im-
mediately deduct all
business  expendi-
tures, including pur-
chases of equipment
and buildings, rather
than depreciating
them over a period of
years. Firms do not deduct interest expense
or any other financial outlays.

Although the X tax may look like an
income tax, its economic properties make
it a consumption tax. The wages on which
workers are taxed plus the business cash
flow on which firms are taxed add up to
consumption. Two key features of the X tax
guarantee that it imposes no saving and in-
vestment disincentives. First, households are
not taxed on income from saving. Second,
firms immediately deduct their investment
costs, which cancels out, on the margin, the
tax later imposed on the proceeds of those
investments.

The X tax is progressive because it
imposes the highest tax rates on high-paid
workers and on people who consume from
business cash flow while imposing lower tax
rates on lower-paid workers.

Q. What are the advantages of the X tax?

A. Switching from the income tax to the
X tax is likely to boost saving and invest-
ment, which are key factors driving long-run
growth. Based on economic simulations, a
reasonable middle-ground estimate is that
the switch may boost long-run output by
about 5 percent. The increased output will
show up only gradually; in the short run, liv-
ing standards will decline as households cut
back on consumer spending and increase
saving.

The X tax is also simpler than today’s
individual and corporate income taxes. Un-
der the X tax, households report only their
wages on their tax returns. Wages are gen-
erally the easiest type of income to report,
as the necessary information can be taken

9

directly from the W-2 form. Business firms
can immediately deduct all of their business
costs, so they can avoid the complexities of
depreciation, amortization and inventory ac-
counting.

Q. Are there any disadvantages to the X tax
that critics might seize upon?

A. As Bob Carroll and I discuss in our book,
the X tax faces some challenges with respect
to the taxation of business firms, internation-
al transactions and financial institutions. We
outline ways in which these challenges can
be addressed. We also discuss transitional is-
sues and the tax treatment of housing, pen-
sions and fringe benefits, and other special
topics.

The biggest problems, though, may re-
late to popular perceptions of the X tax. The
fact that the household component of the X
tax applies to workers’ wages, but not to in-
vestors’ interest, dividends and capital gains,
may pose political problems. Also, because
the X tax looks like an income tax, it may be
difficult to explain to Congress and to the
public that it is a consumption tax.
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The Hispanic population’s
well-being plays an
increasingly important role
in regional and national
economic prosperity. Hispanic
workers’ skills and education
will help determine the future
productivity of the labor force
and competitiveness

of U.S. industry.

Limited English Skills,
Relative Youth Contribute
to Hispanic Poverty Rates

By Yingda Bi, Pia Orrenius and Madeline Zavodny

Hispanic poverty rates are high com-
pared with other major demographic
groups and have improved little in the
past four decades. In 2010, 26.4 percent of
Texas Hispanics fell below the poverty line
versus 9.2 percent of non-Hispanic whites
(Chart 14); nationally, 24.6 percent of His-
panics and 10.5 percent of non-Hispanic
whites were poor (Chart 1B).!

Hispanic performance has also been
disappointing when compared with other
minorities nationally. Hispanic poverty rates
have fallen 12 percentage points in Texas
but less than 1 percentage point in the
U.S. over the past 40 years. Black poverty
declined 12 percentage points in Texas
and 9 percentage points in the U.S. during
the same period. Although Hispanics have
logged much greater improvement in Texas
than in the U.S. since 1970, their poverty
rates remain higher here.

In the U.S. Census and the American
Community Survey, Hispanic is an ethnicity
that can fall into any race category and is
based on self-identification. A total of 50.5
million people—16.3 percent of the U.S.
population—consider themselves Hispanic,
according to the 2010 census. Of those,

9.5 million reside in Texas, representing
37.6 percent of the state population. In
Texas, the Hispanic population grew 42
percent between 2000 and 2010; nation-
ally, it increased 43 percent. As a result,
the Hispanic population’s well-being plays
an increasingly important role in regional
and national economic prosperity. Hispanic
workers’ skills and education will help de-
termine the future productivity of the labor
force and competitiveness of U.S. industry.

Immigrant-Native Differences
Rapid immigration could explain
why Hispanic poverty rates have not kept

pace with improvements realized by other
relatively poor minorities that experienced
much less influx from abroad—such as
non-Hispanic blacks. Hispanic immigrants
tend to have low levels of English fluency
and education, which are correlated with
poverty. Indeed, overall poverty statistics
(depicted in Charts 1A and 1B) mask con-
siderable progress among Hispanics born in
the U.S., the native born.

The poverty rate of native-born His-
panics has declined over the past four
decades and was 7 percentage points less
than that of foreign-born Hispanics in 2010
(Chart 2). The native born benefit from
more education, better English proficiency
and U.S. citizenship.? Growth in the num-
ber of native-born Hispanics—accounting
for more than 46 percent of the nation’s
Hispanics age 16 and older—has outpaced
immigrant inflows since 2000.?

The poverty rate of native-born His-
panics was still 10 percentage points higher
than that of non-Hispanic whites in 2010,
even with Hispanics’ improved economic
state. One contributor is Hispanic house-
hold heads’ relative youth—poverty tends
to be more pervasive among younger
families and declines over time. Because
earnings rise with age at a decreasing rate,
poverty will fall faster for Hispanics than for
non-Hispanic whites, narrowing the gap in
coming years.

Poverty Rates Fall with Time in U.S.
Although Hispanic immigrants have the
highest poverty rates, these rates fall as immi-
grants spend more time in the U.S. (Chart 3).
The Hispanic immigrant cohort that arrived
in 1965-70 experienced a poverty rate of 24.7
percent in 1970, 17.5 percent in 1980 and 16
percent by 2010. Hispanic immigrants arriving
in 1975-80 initially had a 31.6 percent poverty
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rate, which fell to 25 percent a decade later
and to 17.2 percent by 2010.

Every immigrant cohort pictured experi-
enced sharp poverty rate declines during the
first two decades following arrival. However,
the chart reveals that the initial poverty rate
has increased across cohorts. For immigrants
who arrived in 196570, 24.7 percent lived
in poverty in 1970; for arrivals in 1975- 80,
31.6 percent lived in poverty in 1980. Rising
immigration from Mexico and Central Amer-
ica accounts for much of the trend. Those
groups have less education on average than
earlier waves of Hispanics from places such
as Cuba and Puerto Rico.*

What Contributes to Poverty?

Among household heads, the poverty
gap between Hispanics and non-Hispanic
whites was 13 percentage points in 2010.
The gap can be decomposed into two sets
of contributing factors—the differences in
characteristics between the two groups, and
the differences in labor market rewards (or
penalties) for those characteristics.’ The fo-
cus here is on the former, the contribution
of the two groups’ differing attributes to the
poverty gap. Age is one factor—Hispanics
are younger than non-Hispanics, on average,
and younger people tend to be poorer. The
poverty rate among Hispanics would drop
if their average age were the same as that
of non-Hispanic whites. We also examined
the importance of the household head’s im-
migrant status, education, English ability and
year-round employment.® We note whether
the household head is a single female, in
addition to household characteristics such as
the number of children, family size and resi-
dential location.

Poor English-speaking ability makes
the largest contribution to the poverty gap,
explaining 6.1 percentage points of the 13
percentage-point poverty gap between His-
panics and non-Hispanic whites (Chart 4).
In other words, absent the language barrier,
the poverty gap would be 6.9 percentage
points.

Differences in educational attainment
explain 1.3 percentage points of the gap.
This number probably understates the im-
portance of schooling since it assumes both
groups received the same quality of instruc-
tion. In reality, studying in the U.S. provides
higher returns than learning abroad. Whether
the head was employed year-round accounts
for 1.7 percentage points of the poverty gap;
the household head’s age accounts for an-
other 1.8 percentage points of the gap.

Chart 1

Poverty a Persistent Problem for Hispanics

A. Texas Gap Remains Wide
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SOURCES: Authors’ calculations based on Integrated Public Use Microdata Series data from the 1970-2000 census and 2010 American Com-
munity Survey (ACS). Census data reflect income during the previous calendar year; ACS data reflect income during the previous 12 months.

The number of children in the house-
hold—which is larger (by 0.6 children) for
Hispanics than for the non-Hispanic white
group—is responsible for 1.1 percentage
points of the gap. After controlling for the
number of children, other differences in
family size actually reduce the poverty gap
by 0.7 percentage points, probably because
Hispanic households include more adults
than do non-Hispanic white families. The
number of female-headed households does
not significantly affect the poverty gap, even
though half of all Hispanic children are now
born to unmarried women, most of whom
are themselves U.S. born.”
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The choice of urban-area location and
state of residence decreases the gap by 0.7
percentage points. This may be surprising
since many Hispanics live in areas with
low-income housing and underperforming
schools.® However, these circumstances are
offset by Hispanics living in or moving to
parts of the country with strong economic
growth, such as the Southwest (including
Texas), the South and the Mountain West.

Meanwhile, the household head’s im-
migrant status contributes 0.5 percentage
points to the poverty gap, a comparatively
small number. This effect is so small because
English ability and education capture much
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Chart 2
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of the difference between Hispanic natives
and immigrants.

Differences in characteristics cannot
explain 1.8 percentage points of the pov-
erty gap. This portion of the gap is due to
differences in how the labor market values
characteristics among Hispanics and non-
Hispanic whites. For example, non-Hispanics
may earn a higher return on education than
Hispanics, on average, because they are

Chart 3
Hispanic Immigrant Cohorts: Poverty Drops with Time in U.S.
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more likely to be U.S. educated. However,
discrimination can also play a role.

This decomposition of the poverty
gap doesn’t consider such factors as com-
paratively less work experience, living in
states with low minimum wages and lower
rates of unionization. More importantly, the
lack of legal status and the Great Recession
are key contributors to Hispanic poverty.
About half of foreign-born Hispanics are
undocumented immigrants. They earn less,
change jobs more frequently and receive
less government aid. As a group, Hispanics’
relatively lower educational attainment and
their employment concentration in econom-
ically sensitive sectors such as construction
increase their vulnerability to the economic
downturn.’

The Outlook for Hispanics

The future of the U.S. Hispanic popu-
lation depends on its rapidly growing
native-born segment. Improving education
is crucial to closing the poverty gap, a goal
helped by new generations that assimilate
and attain higher education levels."® Al-
though 49 percent of Hispanic immigrants
don’t have a high school degree, only 20
percent of the second generation and 18
percent of the third generation and beyond
lack one. While that is impressive improve-
ment, it compares with just 8 percent of
non-Hispanic whites who lack high school
completion.

Ironically, while Hispanic natives
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acquire far more education than their im-
migrant parents, they lose some positive
attributes of the first generation as they
assimilate. Hispanic immigrants have high
labor force participation rates, high geo-
graphic mobility, high marriage rates and
low nonmarital birth rates. Their children are
less geographically mobile and are experi-
encing rising out-of-wedlock births, a trou-
bling trend given that households headed by
women tend to have elevated poverty rates.
Other concerns include the growing elderly
Hispanic population, which is less likely to
receive pension or Social Security benefits,
contributing to a high poverty incidence.

Bi is a research analyst and Orrenius is an as-
sistant vice president and senior economist in the
Research Department at the Federal Reserve Bank
of Dallas. Zavodny is a professor of economics at
Agnes Scott College.

Notes

This article is based on “Trends in Poverty and Inequality Among
Hispanics,” by Pia Orrenius and Madeline Zavodny, in The
Economics of Inequality, Poverty and Discrimination in the 21st
Century, Robert S. Rycroft, ed., Santa Barbara, Calif.: ABC-CLIO,
Praeger, forthcoming 2012.

" The Census Bureau uses money income thresholds that vary
by family size and composition to determine poverty. If a family's
total income is less than the family's threshold, that family

and every individual in it is considered in poverty. The poverty
rate is the percentage of people below poverty. In this article,
income measures in the decennial census data are based on
incomes during the previous calendar year, while 2010 American
Community Survey (ACS) data are based on income over the

12 months prior to the interview. Decennial census and ACS
data are both from the Integrated Public Use Microdata Series
database (“Integrated Public Use Microdata Series: Version 5.0,
by Steven Ruggles, J. Trent Alexander, Katie Genadek, Ronald
Goeken, Matthew B. Schroeder and Matthew Sobek, University of
Minnesota, 2010).

2|n the comparison of native and immigrant households,
immigrant status is based on the birthplace of the head of
household; native-born children with immigrant parents are
classified as immigrants. Were these children classified as
natives, native-born Hispanic poverty rates would be much
higher. Children are more likely than adults to be poor, and
Hispanic children are especially likely to be poor. More than a
third of all Hispanic children lived in poor families in 2009.

% See “U.S. Population Projections: 2005-2050,” by Jeffrey S.
Passel and D'Vera Cohn, Pew Hispanic Center, Washington,
D.C., 2008.

“For purposes of this paper, Puerto Ricans—even though they
are U.S. citizens—were grouped with Hispanic immigrants.

5 This technique is called the Blinder—Oaxaca decomposition,
and we use the 2010 American Community Survey.

8 Education is measured in four categories: no high school
diploma or equivalent, high school diploma or equivalent, some
college and college graduate. English ability is measured using
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Chart 4
What Explains the Poverty Gap? Hispanics vs. Non-Hispanic Whites
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SOURCES: Authors’ calculations based on Integrated Public Use Microdata Series data from the 2010 American Community Survey.

the five categories for self-reported English ability: speak English
only and speak English very well, well, not well and not at all.

7 See “Births: Preliminary Data for 2009,” by Brady E. Hamilton,
Joyce A. Martin and Stephanie J. Ventura, National Vital Statistics
Reports, vol. 59, no. 3, Hyattsville, Md.: National Center for
Health Statistics, 2010.

8 See “Nowhere Near the Same: The Neighborhoods of Latino
Children,” by Richard Alba, Nancy A. Denton, Donald J.
Hernandez, Ilir Disha, Brian McKenzie and Jeffrey Napierala, in
Growing Up Hispanic: Health and Development of Children of
Immigrants, Nancy S. Landale, Susan McHale and Alan Booth,
eds., Washington, D.C.: The Urban Institute Press, 2010,

pp. 3-48.

9 See “Mexican Immigrant Employment Outcomes over the
Business Cycle,” by Pia M. Orrenius and Madeline Zavodny,
American Economic Review Papers and Proceedings, vol. 100,
no. 2, 2010, pp. 316-20.

10 See “Assimilation Across the Latino Generations,” by James P.
Smith, American Economic Review Papers and Proceedings, vol.
93, no. 2, 2003, pp. 315-19; also see “Immigrants and the Labor
Market,” by James P. Smith, Journal of Labor Economics, vol.
24, 0. 2, 2006, pp. 203-34.
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QUOTABLE: 77 regional economy remains in expansion, buoyed in
part by strong energy activity.”

— Jesus Caias, Associate Economist

AGRICULTURE: Pecan Prices Remain Strong, but Drought Hurts Production

Pecan prices remained high in Texas last year, reflect-
ing a drought-restrained harvest, growers say. Nationally,
prices rose to $2.30 per pound in 2010 from $1.34 two
years earlier.

The U.S. is the world’s top pecan producer, and among
the states, Texas has the second-largest harvest after Geor-
gia. Texas’ 70-million-pound production in 2010 was valued
at $159 million. Pecan trees produce in two-year cycles that
lead to heavy production one year (called the “on year”)
and light production the next year (the “off year”). On years
in Texas yield around 70 million pounds, off years about 40
million pounds. Though 2010 was a historically established
off year, production was more in line with an on year.

Asian demand and industry marketing efforts high-
lighting pecans’ health benefits have helped boost prices.
U.S. pecan exports to China, Hong Kong and Vietnam have
increased 13-fold over five years.

Texas growers couldn't take full advantage of high
prices in 2011, an on year, because of production lost to
the drought. The 2011 crop likely totaled about 40 mil-
lion pounds, the U.S. Department of Agriculture estimat-
ed. The extent of damage remains unknown; production
from damaged and distressed trees in 2012 will reveal the
drought’s lasting effects.

—Yingda Bi

POPULATION GROWTH: Texas’ 10-Year Increase Leads the States

Texas’ population reached nearly 25.7 million in July
2011 after gaining 4.3 million, or 20.4 percent, in the past
decade, according to Census Bureau population estimates.
Texas has again posted the largest population increase
over a 10-year period among the states. In terms of percent
growth, Texas advanced one spot to fourth place, trailing
Nevada, Utah and Arizona.

Over the past decade, net domestic and international
migration have accounted for roughly 45 percent of growth
in Texas. In the early 2000s, this increase was largely due
to high international migration, but as the recent financial
crisis unfolded, the amount of net international migration
was halved in Texas and nationally.

Texas has been the No. 1 destination for domestic mi-
grants since 2000. Between July 2010 and July 2011, Texas
gained more than 115,000 new residents from other states,
net of those who left the state. This represents a doubling
of the average net domestic movement from the rest of the
U.S. to Texas over the past 10 years.

Many of these arrivals were likely drawn by the
strength of the Texas economy. Texas metros occupy four
of the top five slots in the Milken Institute’s 2011 rank-
ings of U.S. metropolitan areas by economic growth and
job creation, and Houston was first among the 10 largest
metros.

—Christina Daly

VENTURE CAPITAL: Texas Spending Rebounds from Recession Low

Venture capital spending in Texas increased during third
quarter 2011 by more than 100 percent on a quarter-over-
quarter basis, to almost $600 million. The figure was 59 per-
cent more than the year-earlier period. The activity, marking
the single strongest quarter for Texas since 2001, continues a
recovery from recession lows reached in 2009.

Texas’ share of total U.S. venture capital rose to 8.6 per-
cent, above its long-term average of about 5 percent. The only
states receiving a greater share were perennial leaders New
York and California. However, Texas’ share measured on a
trailing four-quarter basis remained at its long-term average.

Biotechnology-focused investment drove the Texas in-
crease, accounting for 52 percent of all funds invested, above

the usual range of 0-15 percent. Industrial and energy invest-
ment fell slightly from the second quarter but remained near
the highest levels seen since 2008, likely driven by elevated
oil prices. Media and entertainment spending declined, while
medical device and equipment expenditures rebounded to a
more normal level from virtually zero in the second quarter.
Given the third quarter’s unusually high level of bio-
technology investment, a falloff might be expected in both
biotechnology and total venture capital spending during the
fourth quarter. However, that wouldn’t necessarily be a nega-
tive indicator, since quarterly spending has significantly re-

bounded from early 2009.
—Jackson Thies

SOHIh\\’&)SlI‘:(‘()II()I]]\' m FEDERAL RESERVE BANK OF DALLAS * FIRST QUARTER 2012



Health Care Reform
Reducing Ranks of Uninsured Texans Comes at a Price

Texas has the highest percentage of residents
without health insurance in the nation. About
27 percent of nonelderly Texans, or 6.1 mil-
lion people, don't have coverage (Chart 1).
The rest of the population is insured through
an employer, private individual insurance or
a public plan such as Medicaid. Congress ap-
proved health care reform, known as the Af-
fordable Care Act, in March 2010 in part to
reduce the ranks of the uninsured.

While most of the act’s spending and
new regulations begin in 2014, some provi-
sions have already taken effect. The federal
government created the Pre-Existing Condi-
tion Insurance Plan for people with chronic
illnesses who cannot obtain insurance in the
private market.! This high-risk pool offers sub-
sidized premiums so individuals pay only the
average rates charged for similar coverage. As
of November 2011, only 3,600 Texans were en-
rolled—out of an estimated 700,000 uninsured
with a preexisting condition—perhaps be-
cause of entry requirements, lack of publicity
or affordability. Texas is allotted $493 million
for the risk pool over 3.5 years.

Other regulations already in place allow
young adults under age 26 to remain on their
parents’ plans, ensure that most children can-
not be denied coverage due to preexisting
conditions and require new plans to cover

Chart 1
Number of Uninsured in Texas
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SOURGE: State Health Access Data Assistance Center using
2011 Current Population Survey data.
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Chart 2

Uninsured Population Dominated
by Poorest Texans
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SOURCE: State Health Access Data Assistance Center using
2011 Current Population Survey data.

preventive care without copayments.

Starting in 2014, insurance companies
can't reject enrollees or charge different rates
based on preexisting conditions, health history
and gender. In return, most people will be re-
quired to have health insurance or pay a fine.”
Health insurance exchanges will be formed as
a marketplace for plans and consumers.

To assist with the cost of buying insur-
ance, subsidies will be given to citizens and
legal permanent residents with incomes be-
tween 133 percent and 400 percent of the
federal poverty level (FPL). Those percentages
equate to yearly incomes between $30,657 and
$92,200 for a family of four in 2012. In addi-
tion, Medicaid will be expanded to nearly all
nonelderly citizens below 138 percent of the
FPL? In Texas, 44 percent of the uninsured fall
between 139 percent and 400 percent of the
poverty line, and 46 percent are at or under
138 percent of the poverty line (Chart 2).4

The act also requires employers with
more than 50 employees to make “meaningful”
contributions to health insurance or pay an an-
nual fine of $2,000 per full-time employee (mi-
nus the first 30 employees).” Those with fewer
than 25 employees may qualify for tax credits
for their insurance contributions (those with 25
to 49 receive neither a tax credit nor fine).

Federal health reform is funded through
three main avenues: expected savings to the

Medicaid and Medicare programs; new taxes
on the medical industry, individuals with in-
comes of more than $200,000 ($250,000 for
couples) and high-cost insurance policies
(dubbed “Cadillac” plans); and tax penalties on
individuals and companies that don’t purchase

or provide insurance.®
Consumers may face higher premiums,
which tend to increase annually as health care
costs rise. The new regulations may also play
a role in higher premiums. Average premiums
increased 9 percent in 2011 for employer-
based family coverage across the nation, com-
pared with 3 percent in 2010 and 5 percent
in 2009, according to the Employer Health
Benefits survey.” Aggregate health spending in
2010 increased 3.9 percent, 0.1 to 0.2 percent-
age points of which were attributed to the act.®
—Yingda Bi

Notes

1 The federal high-risk pool was established in addition to the
Texas Health Insurance Pool created by the state before federal
health reform.

2AU.S. Supreme Court decision is pending about the
constitutionality of the so-called individual mandate.

3 The law specifies Medicaid expansion to 133 percent of federal
poverty level based on modified adjusted gross income with a
special adjustment of 5 percentage points.

* An estimated 1.7 million unauthorized immigrants live in the
state. They are ineligible to participate in Medicaid, insurance
exchanges and federal subsidies.

5 For more detailed information, see the Congressional Research
Service’s summary of potential penalties at www.ltgov.ri.gov/
smallbusiness/employerprovisions.pdf.

5 Some observers question whether projected cost savings will
be realized. See “Federal Health Care Law Promises Coverage
for All, But at a Price,” by Jason Saving, Federal Reserve Bank of
Dallas Economic Letter, vol. 6, no. 2, 2011, www.dallasfed.org/
research/eclett/2011/e11102.html.

7 “Employer Health Benefits,” the Kaiser Family Foundation and
Health Research and Educational Trust annual survey, 2011,
http://ehbs.kff.org/pdf/2011/8225.pdf. Premium growth is not
adjusted for inflation.

8 “Growth in U.S. Health Spending Remained Slow in 2010;
Health Share of Gross Domestic Product Was Unchanged

from 2009,” by Anne B. Martin, David Lassman, Benjamin
Washington, Aaron Catlin and the National Health Expenditure
Accounts Team, Health Affairs, vol. 31, no. 1, 2012, pp. 208-19.

m SouthwestEconomy



Federal Reserve Bank of Dallas PRSRT STD

U.S. POSTAGE
P0. Box 655906 PAID
Dallas, TX 75265-5906 DALLAS, TEXAS

PERMIT NO. 151

ECOHO]HV is published

quarterly by the Federal Reserve Bank of Ballas. The views
expressed are those of the authors and should not be at-
tributed 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; by fax at 214-

922-5268; or by telephone at 214-922-5254. This publication
is available on the Dallas Fed website, www.dallasfed.org.

Stay (Better) Connected e
at the New DallasFed.org

Executive Editor
Pia Orrenius

Editor
Michael Weiss

Associate Editors
Jennifer Afflerbach
Kathy Thacker

Graphic Designers
Samantha Coplen
Ellah Pifia

The Federal Reserve Bank of Dallas website—an essential tool for
keeping tabs on the Eleventh District economy—just got better.

Go to www.dallasfed.org and discover a newly redesigned home
page with greater functionality and a bold new look. Navigate
within the robust new site to find regional, national and international
economic research and reports, community development programs,
economic education events, banking information, monetary policy
developments and much more.

Stay current on economic issues. Stay connected at DallasFed.org.



