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PRESIDENT'S PERSPECTIVE

s someone who spent his childhood in Mexico

City, I find the growing prominence of Texas’

southern neighbor and largest trading partner

one of the most gratifying developments of my
lifetime. Structural reform in Mexico—handled judiciously,
especially as U.S. economic growth accelerates and Europe
recovers—can pay off handsomely for its population and
those who work and invest there.

Mexico’s Congress approved a dozen reform bills that
became law in 2013, five requiring constitutional amend-
ments. To put that in perspective, the current government
accomplished more in the past year than the three preced-
ing administrations combined. Mexico has revamped its
education and telecommunications systems, amended its
labor laws and liberalized its financial and energy sectors—
including a plan to open up the oil and gas sector to private
investment.

Mexico'’s long-awaited energy reform should, if care-
fully and deliberately implemented, increase oil and gas
production and reverse a nine-year trend of declining
output that has constrained Mexican exports, industrial
production and gross domestic product and adversely
impacted government revenues.

My colleagues and I at the Federal Reserve Bank of
Dallas visited with our counterparts at Mexico’s central

bank, Banco de México, in March. We were impressed by
} Mexico’s lon g-awa ited the optimism these reforms have inspired, and we would
encourage others to pay close attention as Mexico's oil and
gas industry, in particular, is opened to outside investment
carefull y a nd deliberatel y and expertise. Michael Plante and Jesus Canas explain in
this issue of Southwest Economy the potentially far-reach-
ing effects Mexico'’s energy reform could have on future
and gas production and prosperity.

Unlike many emerging-market nations, Mexico has
seized the opportunity to make some tough decisions
of declinin g output. during a difficult period in the past few years and is more
resilient and globally competitive as a result. Macroeco-
nomic stability, openness to trade and a unified com-
mitment to confront rather than run from market forces
indicate that the Mexican economy is no longer emerging;
ithas emerged.
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Richard W. Fisher
President and CEO
Federal Reserve Bank of Dallas

energy reform should, if
implemented, increase oil

reverse a nine-year trend



} An unemployment rate

with a persistent long-
term component can
be more detrimental to
the economy than the
same jobless rate with
a smaller share of long-
term unemployed.

By Anil Kumar

sharp rise in the U.S. unem-

ployment rate was a defining

feature of the Great Recession.

The rate more than doubled,
from 4.5 percent in prerecession 2006-07
to a postrecession peak of 10 percent in
2009

The increase in the percent of long-
term unemployed—those jobless for
more than six months—was even more
compelling. The 12-month moving aver-
age of the long-term unemployment rate
rose more than fourfold, from 1 percent
before the recession to a postrecession
peak of 4.1 percent, a level unprecedent-
ed in the postwar United States.

While the overall unemployment
rate is of central concern for policymak-
ers, its composition has important policy
implications. An unemployment rate
with a persistent long-term component
can be more detrimental to the economy
than the same jobless rate with a smaller
share of long-term unemployed. Very

long durations off the job can lead to
considerable skill depreciation, perma-
nently limiting productivity. Moreover,
the relative effectiveness of Federal
Reserve monetary policies and federal
government fiscal policies differs when
the long-term component of unemploy-
ment is high.

Increases in the Texas unemploy-
ment rate, reflecting a shorter reces-
sion and stronger job growth during
the recovery, were somewhat subdued
relative to those of the nation. Similarly,
the spike in long-term unemployment
was comparatively limited in Texas,
although the state still experienced a
surge.

From prerecession long-term rates
similar to the nation’s 1 percent of the
labor force, the Texas rate almost tripled
to a high of 2.9 percent in 2011 (Chart 1).
The average period that a Texas worker
was unemployed doubled from 15 weeks
before the recession to a high of 30 weeks
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in 2011; nationally, it increased from 16
to 37 weeks.

Long-term unemployment in
Texas—along with headline unemploy-
ment—continues to be below national
levels across almost all major demo-
graphic and industry groups, though
it remains higher than prerecession
averages, the Bureau of Labor Statistics’
monthly Current Population Survey data
show. Differences in demographic and
industrial composition account for only
a small portion of Texas’ lower incidence
and duration of unemployment vis-a-vis
the nation.

Those out of work in Texas continue
to enjoy a higher job-finding rate than
their counterparts nationally, whether
they are unemployed short term or long
term. The state’s higher job-finding
rate has resulted from a combination of
factors that include greater job growth,

a strong energy sector and a milder
housing market downturn. During much
of the recession and recovery, a some-
what greater percentage of unemployed
Texans left the labor force—where they
were no longer counted among the job-
less—relative to their counterparts across
the nation. Both the greater ability to find
work and higher incidence of dropping
out of the labor force helped keep long-
term unemployment lower in Texas than
intheU.S.

Long- and Short-Term Unemployment
During the recovery, the headline
unemployment rate and the ranks of the
long-term unemployed have decreased
slowly but steadily in the state and na-
tion. The Texas unemployment rate has
declined 3.1 percentage points from its
peak of 8.3 percent in 2011 and stood at
5.2 percent in April 2014, approaching its
prerecession average of about 5 percent.
Meanwhile, long-term unemploy-
ment is less improved. The 12-month
moving average of the long-term rate
in Texas has declined a percentage
point since 2011 to 1.9 percent of the
labor force in February 2014. The share
of the long-term unemployed among
all jobless workers is 30 percent—14
percentage points higher than the
prerecession share, suggesting that
improvement within this group hasn’t

kept pace with advances for the short-
term unemployed.

Tepid gains among the long-term
unemployed are a key reason the head-
line rate remains high relative to prere-
cession levels four years after the Great
Recession ended. The overall unem-
ployment rate in Texas is broken down
into short term (less than 15 weeks),
medium term (15 to 26 weeks) and long
term (27 weeks or more) in Chart 2. The
short-term rate is already back to pre-
recession levels, and the medium-term
rate is not far behind. But the long-term
unemployment rate remains well above
prerecession levels.

However, Texas’ long-term unem-

ployment rate remains lower than the
nation’s across virtually all demographic
groups (Chart 3). The rate for most de-
mographic groups in Texas was about the
same as the national average before the
recession. Thus, almost the entire differ-
ence among groups between Texas and
the nation emerged after the recession.

Prerecession differences in long-
term unemployment between Texas and
the U.S. were significant only in the con-
struction and manufacturing industries
(Table 1), and the gap widened after the
recession. The construction sector was
the hardest hit of all sectors in the Great
Recession’s sharp housing downturn.

At the national level, long-term un-
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Long-Term Unemployment Rate Varies Across Industries,

Lower in Texas

u.s. u.s. U.s. U.S.

Texas minus Texas minus Texas minus Texas minus

Texas Texas Texas Texas

2004-07 | 2004-07 | 2008-09 | 200809 | 2010-11 | 2010-11 J2012-13| 2012-13

Mining 0.6 05 1.6 17 3.8 35 1.3 16
Construction 0.7 11 15 35 3.2 7.6 25 46
Manufacturing 0.8 1.2 15 2.8 29 54 22 3.1
Wholesale/retail 09 1.0 12 2.1 26 42 21 33
Transportation 0.6 0.7 1.1 1.7 2.1 3.7 15 2.6
Information 0.8 11 17 22 43 41 23 3.1
Financial activities 0.6 0.6 11 1.7 19 35 1.8 2.2
Professional and 12 14 14 23 29 44 21 34

Jbusiness services L e e

04 05 0.6 1.0 14 2.1 14 19
12 12 13 24 3.7 44 2.3 35

SOURCES: Bureau of Labor Statistics’ Current Population Survey; author’s calculations.

employment in construction increased
from about 1 percent before the recession
to 7.6 percent in 2010-11, before declin-
ing to an average of 4.6 percent over
2012-13. Texas, benefiting from a milder
housing downturn and stronger recovery,
experienced much smaller swings, with
long-term unemployment in the sector
standing at 2.5 percent in 2012-13.

Persistently High Rate

Economists and policymakers have
been puzzled about the headline unem-
ployment rate’s slow decline following
the Great Recession. Recent research
shows that structural factors involving
age, education, industry or occupation
are relatively less important than other
supply- and demand-side explanations.!

The extension of unemployment
benefits may have boosted the supply of
individuals looking for work, reducing
their job search costs and possibly con-
tributing to the higher unemployment
rate. On the demand side, recruiting
intensity declined as employers less ag-
gressively filled vacancies after the Great
Recession, a recent paper found.?

Supply and demand factors affect
the transition of workers in and out of
unemployment. Joblessness rises if the
“inflow” rate—employed workers leav-

ing jobs, or people out of the labor force
seeking to reenter it—exceeds the “out-

flow” rate—individuals finding employ-
ment or dropping out of the labor force.

The outflow rate is a key determi-
nant of the extent of long-term unem-
ployment. The part of the outflow rate
measuring the proportion of individuals
moving from unemployment to em-
ployment—known as the job-finding
rate—plunged nationally from 28 percent
in prerecession 2006 to an average of
17 percent during the downturn. It
remained sluggish during the recovery
from the 2007-09 slump (Chart 4A).3

The rate at which unemployed
individuals dropped out of the work-
force also declined dramatically during
the recession and, along with the lower
job-finding rate, contributed to the ris-
ing unemployment rate (Chart 4B). The
number of unemployed people quitting
the labor force has slowly increased dur-
ing the recovery.

The Texas job-finding rate has
exceeded that of the nation since the
recession—helping tamp the state’s un-
employment rate increase. Additionally,
because relatively more people in Texas
dropped out of the workforce, the state’s
unemployment rate increase wasn'’t as
great as in most of the U.S. The higher

rate of labor force exits in Texas could be
in part because the duration of unem-
ployment benefits was, on average, lower
and eligibility for benefits more limited
than elsewhere in the country.

Nationally, the entry of those who
had been outside the labor force also
helps explain the rising unemployment
rate during the Great Recession.* More-
over, the rate at which people returned
to the workforce and managed to find a
job declined significantly across the U.S.
The figure in Texas was smaller—indica-
tive of people finding jobs in a relatively
healthier economy.

Duration Dependence

Economic job search models dur-
ing times of unemployment show that
the length of joblessness is negatively
correlated with the likelihood of landing
work—a phenomenon also known as
duration dependence. In other words,
the longer someone is away from the
workplace, the less likely he or she is to
find a job (Chart 5A).

There are several potential expla-
nations for this. First, skills and pro-
ductivity are lost over time. Employers
subsequently question why no one else
has hired the long-term unemployed,
inferring that the candidate has negative
qualities. Recent research shows that
exiting unemployment becomes particu-
larly difficult if joblessness lasts longer
than nine months; there is no significant
duration dependence for lesser periods.®

Nationally, someone just out of
work has a 30 percent chance of find-
ing another job, on average, in the next
month, while a person whose joblessness
has lasted more than 26 weeks has about
a 14 percent probability of finding a job
in the next month, as seen in Chart 5A.
Due to stronger job growth and shorter
unemployment-insurance benefit dura-
tion, an average worker in Texas is more
likely than someone in the rest of the
nation to exit joblessness and find a job
at all durations of unemployment.

There doesn’t appear to be a similar
relationship involving time without
work among the unemployed who
subsequently drop out of the labor force
(Chart 5B). Additionally, the likelihood
that an unemployed individual will

Southwest Economy © Federal Reserve Bank of Dallas © Second Quarter 2014



Fewer People Find Jobs, Drop Out of Workforce

During Recession

A. Job-Finding Rate for Unemployed Higher in Texas than Nation

Percent, annual average*
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B. Some Unemployed Exit Labor Force During Weak Recovery
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leave the labor force is somewhat higher
in Texas than in the rest of the nation,
regardless of unemployment length.

A slightly higher transition rate from
unemployment to nonparticipation,
particularly among Texans off the job
for longer periods, could be partly due
to a two-week shorter average potential
duration of unemployment insurance
benefits in the state. A longer period
of benefits in the rest of the U.S. likely
prompted the unemployed to keep look-
ing for jobs and remain in the labor force.

Extended Unemployment Benefits
Generous unemployment benefits
subsidize the cost of a lengthy job search
and have long been linked to longer
joblessness periods. Although enhanced

benefits can lengthen duration by lower-

ing job search intensity, they also provide

fiscal stimulus by increasing consump-
tion among the unemployed who are
otherwise credit constrained. Recent
studies regarding the impact of benefit
generosity on unemployment duration
and the jobless rate find only modest
positive effects.

The average period of unemploy-
ment nearly doubled, from 18 weeks to
35 weeks, during the Great Recession.
The increase was larger for those eligible
for unemployment benefits, whose dura-
tion rose by more than 20 weeks.® This
longer length of joblessness is equivalent
to a 0.8 percentage point increase in
unemployment that can be attributed
to unemployment benefit extensions.

Estimates in the literature indicate that
the impact of extended benefits on the
unemployment rate in the postrecession
period was likely less than 1 percentage
point. To be sure, part of the increase in
the unemployment rate was due to the
unemployed either reducing job search
efforts or declining some job offers in or-
der to prolong benefit receipt—economi-
cally, not a desirable outcome.

But some of that increase was also
due to individuals prolonging their job
searches—to qualify for unemployment
insurance—rather than dropping out of
the labor market. As much as half the im-
pact of extended benefits on the unem-
ployment rate can be traced to increases
in the labor force participation rate,
according to a recent study. The remain-
ing half was attributable to the benefits’
disincentive effects on reemployment.”

Texas historically has had fewer
unemployment benefit recipients as a
percent of the total unemployed than the
nation (Chart 6).

This is partly due to the shorter dura-
tion of unemployment benefits in Texas.
Data from the U.S. Department of Labor’s
Employment and Training Administra-
tion indicates that the average potential
duration of unemployment benefits—the
maximum entitled benefit divided by the
weekly benefit amount—reached a high
of 22.2 weeks in 2009 in Texas, about two
weeks less than the national average.

Regular unemployment compensa-
tion is a state-funded, federally adminis-
tered program that provides a maximum
of 26 weeks of benefits and is designed to
replace, on average, 50 percent of wages
for individuals who are involuntarily
dismissed from jobs without cause. Once
regular unemployment is exhausted, and
if a state’s unemployment rate is high,
benefits can be extended 13 to 20 weeks
under the permanent Extended Benefits
program, which the federal and state
governments fund equally.

Additionally, Congress can au-
thorize 100 percent federally funded
temporary unemployment insurance
during national recessions. Congress
last created such a temporary Emer-
gency Unemployment Compensation
program in July 2008; it expired last
Dec. 31 after several extensions. The
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program provided 47 to 63 weeks of
additional benefits in 2012 and 2013,

the exact length of payments dependent
on the jobless rate in individual states.
In states with persistently high rates of
unemployment, the maximum potential
duration of benefits under the three
programs reached 99 weeks.?

The duration of extended benefits
under the Emergency Unemployment
Compensation program was relatively
short in Texas, whose unemployment
rate was lower than most other states!
Benefits were further limited by the
state’s milder downturn, as well as by lay-
offs and permanent job losses that were
significantly lower than in the nation.

Policy Implications

The extent of long-term unemploy-
ment has important implications for
Federal Reserve monetary policy, whose
goals are price stability and low unem-
ployment. A higher unemployment rate
typically depresses wages and prices. A
relatively higher proportion of long-
term unemployed among the jobless
can dilute this influence on wages and
prices, and implies a diminished impact
of monetary policy on the unemploy-
ment rate.

While chronic long-term unem-
ployment potentially weakens the
case for monetary policy intervention,
it raises the stakes for fiscal policy. If
workers are potentially exposed to long
periods off the job, they may start saving
more money when they do work, simply
to get by when they are unemployed.
Such savings most immediately slows
consumer spending and impedes short-
term economic growth.

Moreover, the long-term unem-
ployed may have considerable difficulty
finding jobs. If employers have inade-
quate information about worker quality,
they may use length of unemployment
as an indicator. Workers also are wary of
investing in their own skill improvement
if they think they will be unemployed
for along time and, thus, become even
more unmarketable to employers.

(Continued on back page)

Length of Unemployment Affects Job Finding,
Influences Labor Force Departures

A. Job-Finding Rate Declines with Length of Joblessness
Percent*
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B. The Unemployed Exit the Labor Force at All Lengths of Joblessness
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SOURCES: Bureau of Labor Statistics’ Current Population Survey; author’s calculations.

Texas Has Fewer Unemployment Insurance Claimants
than Nation

Percent unemployed claiming unemployment insurance
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ON THE RECORD

A Conversation with Jeff Webster

Texas Students Often Lack
Skills, Financial Knowledge
for College Success

Jeff Webster is assistant vice president for research and analytical

services for TG (Texas Guaranteed Student Loan Corp.), a nonprofit

that promotes educational access and administers the Federal Family

Education Loan Program. He has studied student loan default, debt

burden and student retention.

When it comes to college en-
roliment, education funding and
graduating on time, how do Texas
students fare?

Unfavorably, if you are concerned
about college attainment and timely
repayment of student debt.

Among all U.S. ninth graders, 21 per-
cent will go on to graduate high school
on time, enroll in college the next fall
and graduate within 150 percent of the
program length. Only 14 percent of Texas
ninth graders managed to do the same.
The difficulties begin early.

Based on 2012-13 Preliminary SAT
(PSAT) scores, only 37 percent of Texas
high school juniors who took the test are
college ready, compared with 49 percent
nationally. Texas students’ SAT scores
in critical reading, math and writing
trail national averages, reflecting a lack
of preparation for college. Regardless
of income level, taking a college pre-
paratory curriculum greatly enhances
your odds of going to college. Without a
college-prep high school diploma, many
will forgo or delay college enrollment. If
they do enroll, nearly all will do so in an
open-admission community college.

The readiness gap partially explains
why Texas students choose community
college at higher rates. Community
colleges account for 45 percent of Texas
postsecondary students, compared with
32 percent for the nation. Community
colleges are also the lowest-cost option
for students—and this matters to Texas
students. One’s ability to pay for college
shapes his/her educational experience in

important ways.

Since community college students
tend to be more cost sensitive and debt
averse, they often delay enrollment,
attend part time and work full time.
While this strategy limits out-of-pocket
expenses, it disengages students from
campus life and can lower their odds
of completion. Although less than 27
percent of Texas undergraduates at four-
year colleges enroll part time, 64 percent
of Texas community college students do.

This large group drops out at higher rates.

What are the biggest barriers
to bachelor’s degree attainment in
Texas?

It's a combination of low academic
preparedness and inability to afford col-
lege. The two interact in interesting ways.
Texas has pockets of high poverty where
underfunded school districts often lack
the resources to adequately prepare their
students for college. While polls indi-
cate that American parents want their
children to go to college, low-income
families are far less confident in their
ability to pay. When college isn’t finan-
cially viable, few students will commit to
a challenging high school curriculum. In
2011-12, Texas provided only a quarter
of the college grant aid that California
did. Student aid has always held out the
promise of removing financial barriers
and, for many, it has been crucial to their
access and success in college. But each
year that federal and state governments
reduce their commitment to college af-
fordability, more students are unable to

earn a college degree.

My team conducted a study in 2009
that estimated that Texas loses about
52,000 bachelor’s degrees per year due
to financial barriers. If students from
the bottom three quartiles of earnings
enrolled and graduated at the same rates
as students from the top quartile, our
state’s workforce would be the envy of
the country. What makes the college ex-
perience different for the upper income
quartile? They are far more likely to en-
roll at a four-year college straight out of
high school, attend college full time and
work manageable hours that comple-
ment their academics. This makes for an
enriching college experience that is far
from the norm in our state.

How much student loan debt do
Texas college students have, and
how does that compare with stu-
dents in the rest of the nation?

Texas students borrowed about
$5.5 billion in 2011-12. Cumulatively,
current and former Texas students have
about $70 billion in outstanding student
loans. The national figure is $1.2 tril-
lion, so per capita, Texas students have
borrowed less than students in other
states. Most of this borrowing is from the
federal government. Because of inad-
equate grant aid, 60 percent of direct aid
awarded annually in Texas is through
loans, compared with 51 percent nation-
ally, so loans remain especially impor-
tant here.

Why do Texas college students
take on less debt?

Texas students are more likely to en-
roll in short-term, low-cost community
colleges, so borrowing is less frequent
and loan amounts are lower. It is also
more common for Texas student borrow-
ers to fail to complete their programs of
study; these students borrow less than
the graduates.

Low-income students, especially
those who have had negative experi-
ences with debt, usually fear debt. They
pursue strategies to limit their need to
borrow—such as enrolling part time at
community colleges and working full
time. This comes at a greater risk of drop-
ping out of college.
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Default rates on student loans
are high and rising. Why do students
take on more debt than they can
repay?

Texas students gravitate to short-
term programs, whether at community
colleges or at for-profit career colleges,
where default rates are more than twice
as high as at four-year schools. But we
need to think carefully about that com-
parison. Remember, these schools serve
a different population than four-year
schools. Their students are more likely to
be from low-income families and need
developmental education. While Texas
short-term programs generally offer
quality education at affordable prices,
they serve a population at much higher
risk of dropping out and defaulting on
their student loans.

Students want to graduate, but
whether due to financial or academic
circumstances, some will not. Without
that credential, and the skills acquisi-
tion it represents, students rarely get the
income boost they were expecting when
they borrowed. Those who fail to earn
their degrees are about three times more
likely to default than those who gradu-
ate. But they aren’t the only ones who
struggle to repay their loans.

TG and other large student loan
guarantee agencies participated in
a study with the Institute for Higher
Education Policy, which resulted in the
report “Delinquency: The Untold Story of
Student Loan Borrowing.”

Researchers learned that even stu-
dent borrowers who graduate encounter
repayment difficulties. Thirty-eight
percent of such graduates either became

} Our message to students should adjust to a new

understanding: Go to college with a plan for what

you will study and how you will use that education

in a career.

delinquent or defaulted on their loans
within five years of graduation. Many

in higher education are familiar with
U.S. Census Bureau data showing that
bachelor’s degree recipients earn about
$1 million more over their lifetimes than
those with only a high school diploma.

Typically, this is depicted with an
upward-slanting line showing greater
lifetime earnings with higher levels of
education. Many use this iconic chart to
tell students, “Just go to college”” But if
one digs deeper into the data, one sees
a different picture that requires a more
nuanced message.

The deeper dive reveals substantial
variance in earnings outcomes, especial-
ly for the highest levels of education. By
looking at the 25th and 75th income per-
centiles by level of education, we learn
that significant percentages of people
with “lower” levels of education out-earn
many people with advanced degrees.
From National Center for Education Sta-
tistics data, we discovered that students’
choice of major explains much of this
variance, along with how they apply their
training to an occupation.

Our message to students should
adjust to this new understanding: “Go
to college with a plan for what you will
study and how you will use that educa-
tion in a career” Granted, this is a more
complex message to deliver, but by heed-
ing this advice, students will see more
favorable debt-to-income ratios and
have a more realistic expectation of their
future standard of living.

With rising college tuition and
relatively flat income growth, what
are the alternatives to debt?

The state should view student grant
funding as the valuable investment it is.
Otherwise we will continue with more
part-time enrollment leading to lower
graduation rates and higher default
rates. Clearly, more high school students
taking more rigorous classes, especially

advanced placement credit courses,
would ease the debt burden of students,
but this is unlikely to happen without a
clear sense that college will be afford-
able. So, debt will remain a necessary
evil to students with financial need. This
makes more thoughtful and directive
counseling of students crucial.

What does your work suggest is
the biggest problem with student
loan debt in Texas? How do we fix it?

Students seldom understand the
commitment they've made when they
take out a student loan. Required loan
counseling occurs twice, once when
students are still figuring out college
life—and are unlikely to contemplate the
importance of their debt—and then at
the time they leave school. Those most
in need of loan counseling have already
dropped out of college, and they seldom
bother to complete the exit counseling.

Students participating in both of
these federal online counseling ses-
sions often report that the experience is
complex, legalistic, unintuitive and often
irrelevant to their individual circum-
stances. These online tools need to be
fundamentally revised to make them
more user-friendly and comprehensible.
Students also need access to compre-
hensive counseling on an as-needed
basis.

The state of Texas will soon launch
a pilot program that will provide critical
consumer information for students,
especially as it relates to borrowing and
career planning. The pilot will include
financial literacy training, annual loan
counseling, college-going tips and access
to a contact center with expertise on a
wide range of financial and student aid
topics. This pilot will also convene prac-
titioners and experts from financial aid,
academic advising and career counsel-
ing to explore ways of better coordinating
counseling messages to students.
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By Kenneth J. Robinson

fter being hit hard by the
financial crisis and resulting
recession, the banking industry
is bouncing back amid a pro-
longed low-interest-rate environment.
Still, even as profitability rose last year
and asset quality problems continued
to recede, questions remain about what
will happen when interest rates return
to more normal levels, challenging bank
performance.

The traditional business of banking
can result in a mismatch in the maturity
structure of assets and liabilities. For
example, banks may offer 30-year mort-
gages or long-term loans to businesses
and fund these loans with short-term
deposits that either have no explicit
maturity, such as savings accounts, or
maturities that might last five years or
less, such as certificates of deposit. This
type of asset and liability structure exists
because customers often want long-term
loans but relatively quick access to their
savings.

Because of this mismatch, banks
are exposed to what is known as interest
rate risk. In particular, an institution with
more long-term assets than liabilities is
vulnerable to rising interest rates. In this
scenario, the earnings on assets—gener-
ally loans—may not respond as rapidly
as the cost of funds—deposits—leading
to declining profits. Banks can cushion
the impact of rising rates in several ways,
including with various hedging strate-
gies.

Available data on banks’ balance
sheets indicate that the maturity struc-
ture of assets has lengthened consid-
erably and has not been offset with a
corresponding lengthening among
liabilities. As such, the “gap” facing banks
has increased. The good news is that
banks appear to have sufficient capital to
mitigate the potential impact of higher
interest rates.

The Recovery Continues

In 2013, banks based in the Fed-
eral Reserve’s Eleventh District earned
areturn on assets of 1.14 percent, up
from 1.09 percent in 2012.! Across the
U.S., banks recorded a return of 1.09
percent in 2013, up from 1.01 percent the
previous year. Eleventh District banks
continued their recent performance
trend, outperforming their counterparts
across the nation, although the dif-
ferential narrowed (Chart 1). Since the
financial crisis, the biggest contributor to
profitability gains has been a reduction
in provision expense—the amount banks
set aside to cover potential bad loans.

Asset quality, as measured by the
noncurrent loan rate, also strengthened.
After peaking in 2009 across the country
and in 2010 in the district, the noncur-
rent loan rate has declined steadily and
now stands at 2.6 percent for banks
nationwide and 1.3 percent at district
banks. The largest category of noncur-
rent loans has been residential real estate
nationally, while commercial real estate
made up the largest group in the Elev-
enth District.>

Despite the good news regarding
profitability and asset quality, banks have
struggled with a traditional core ele-
ment of their business. Their net interest
margin—the interest earned on assets
minus the interest paid on deposits—has
continued to decline (Chart 2). As a
result, banks face the challenge of finding
alternative sources of revenue.?

Reaching for Yield?

One potential strategy to boost
revenue is lengthening the maturity
structure of assets. Bonds and loans with
longer-term maturities tend to offer a
higher return to compensate for less
liquidity and greater risk. The current
low-interest-rate environment could
make such a “reach for yield” particularly
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Bank Profitability Continues to Improve
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Downward Trend in Net Interest Margin Persists
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appealing. In fact, it appears that banks
have lengthened the maturity structure
of their asset portfolios.

In the Eleventh District, holdings
ofloans and securities that mature or
reprice in five years or more stand at
almost 27 percent of assets (Chart 3).
This is up from the recent low of 15 per-
cent before the onset of the crisis and 21
percent in 2003, when interest rates were
also quite low.*

However, U.S. banks as a group have
not lengthened their maturity structure
appreciably. This is because the larg-
est institutions heavily influence the
national figures. The biggest institutions
often turn to alternative sources of rev-
enue that preclude the need to reach for

yield. Nationally, those banks with less
than $60 billion in assets—a group that
resembles the makeup of the industry in
the Eleventh District—recorded a signifi-
cant increase in the maturity structure of
their asset portfolios.

On its face, this lengthening could
indicate a significant increase in interest
rate risk. However, institutions have also
recorded a large increase in nonmaturity
deposits, defined as checking accounts,
other types of transactions accounts,
savings deposits and money market
deposit accounts (Chart 4). These “core”
deposits, as they are sometimes known,
represent a typically stable source of
funds, suggesting there may not be a
mismatch between assets and liabilities.

} Nationally, those banks
with less than $60 billion
in assets—a group that
resembles the makeup
of the industry in the
Eleventh District—
recorded a significant
increase in the maturity
structure of their asset
portfolios.
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Banks Increase Their Long-Term Assets
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Banks’ Nonmaturity Deposits Also Increase
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The low-interest-rate environ-
ment gives rise to uncertainty about the
stability of these deposits, however. The
2002-03 period was also a time of very
low interest rates. When rates began
rising in 2004, banks experienced a mild
decline in nonmaturity deposits relative
to assets.® If banks lose nonmaturity
deposits when rates begin increasing,
institutions’ earnings could be squeezed
as they attempt to replace these funds
while maintaining asset portfolios that
don’t adjust as rapidly.

The Gap Measure

The structure of assets and certain

deposit liabilities at community and
regional banks suggests that exposure to
interest rate risk might have increased.
The extent of the maturity mismatch
between assets and liabilities offers a
clearer picture.

The gap measure that banks report
is a “net over three-year position”—de-
fined as loans and securities that reprice
in more than (over) three years minus
their liabilities that reprice in more than
(over) three years, expressed as a percent
of assets. A positive value indicates a
greater proportion of long-term assets
than long-term liabilities. When interest
rates increase, a bank with a positive gap

would see its liabilities reprice faster than
its assets, contributing to losses.

What is not captured by the gap
measure is a bank’s ability to offset its in-
terest rate risk through hedging activities.
Institutions can use instruments such as
interest rate swaps and other derivatives
to counteract exposure to rising rates.

To ascertain the possible extent of
interest rate risk, it’s useful to concentrate
on community banks, those institutions
with assets of less than $10 billion. Com-
munity banks are less likely to engage
in hedging activity than their larger
counterparts, reflecting the less-complex
structure of the smaller entities’ balance
sheets as well as the costs associated with
hedging. Thus, the gap measure can be
amore meaningful indicator of interest
rate risk for community banks than for
larger institutions.®

The gap measure for community
banks nationally and in the Eleventh
District indicates that banks’ exposure to
increases in interest rates rose from 2003
to 2013 (Chart 5).

During the period of low rates in
2003, community institutions nationwide
and those based in the district experi-
enced similar patterns of repricing their
assets and liabilities. By the end of last
year, the gap measure increased for every
decile, and every grouping of community
banks in the Eleventh District recorded
alarger gap than their counterparts
nationwide. In other words, the gap in-
creased across the industry, and district
banks were more mismatched in 2013
than were their peers nationally, leaving
them potentially more exposed to rising
interest rates.

Cushion Against Losses

While rising rates are a concern for
bankers and supervisors alike, certain
factors can mitigate the impact. Apart
from hedging, retaining capital as a
cushion against losses is another way to
offset rate risk.

Community banks generally hold
sufficient capital, and 98 percent of them
were classified as well capitalized at year-
end 2013.” Well-capitalized institutions
recorded equity capital ratios—capital as
a percentage of assets—of 11.2 percent
nationally and 10.4 percent districtwide.
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A pronounced negative relationship
between capital and the gap measure
could provoke some notice. In other
words, are those banks that are the most
mismatched in terms of their gap mea-
sure also those with the lowest capital
ratios? A comparison of equity capital ra-
tios at community banks nationwide and
the gap measure at year-end 2013 reveals
that this was not the case (Chart 6).

Community banks nationwide had
a slightly negative and statistically signifi-
cant relationship.® The good news is that
equity capital ratios at the end of last year
were relatively robust across the distribu-
tion of banks. Those in the decile with

the largest gap recorded average equity
capital to asset ratios of 9.8 percent in the
Eleventh District and 10.4 percent in the
U.S. Those in the decile with the small-
est gap recorded capital ratios of 10.8
percent in the district and 11.1 percent
nationally.

On the Radar

The banking industry’s recovery
from the financial crisis continues apace.
Profitability and asset quality have
steadily improved.

The long-run decline in net inter-
est margins coupled with the current
low-interest-rate environment has likely
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Gap and Capital not Closely Related at U.S. Community Banks
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contributed to banks seeking out higher
returns by lengthening the maturity
structure of asset portfolios and, thus,
often boosting exposure to rising interest
rates. This exposure appears to be greater
than what was observed in the prior peri-
od of low interest rates but is mitigated by
sufficient amounts of capital. So in spite
of the relatively good banking industry
news over the past few years, supervisors
remain vigilant to potential risks.

Robinson is an assistant vice president
in the Financial Industry Studies De-
partment at the Federal Reserve Bank
of Dallas.

Notes

' The Eleventh Federal Reserve District consists of Texas,
northern Louisiana and southern New Mexico.

2 See “Bank Performance Strengthens,” by Kelly Klemme,
Federal Reserve Bank of Dallas Financial Insights, vol. 3,
no. 1, 2014, for more evidence on the role of provision
expense in earnings. Noncurrent loans are loans past due
90 days or more and loans on nonaccrual status. Data are
adjusted for structural changes involving recent relocations
of banks into the district.

3 Banks were able to maintain strong levels of profitability
before the crisis despite continued declines in the net
interest margin mostly by lowering their noninterest
expense.

#1n 2003, the federal funds rate fell to 1 percent.

5 From the end of 2004 until 2007, banks nonmaturity
deposits increased 11.4 percent while their assets increased
33.1 percent. Some of this relative decling in nonmaturity
deposits to assets could have found its way into money
market funds. Over this same period, retail money market
funds grew 20.5 percent while institutional money market
funds increased 41 percent.

6 See “Interest Rate Risk Management at Community
Banks,” by Doug Gray, Federal Reserve System Community
Banking Connections, Third Quarter, 2012. In addition to
concentrating only on community banks, also excluded were
credit card banks and bankers’ banks, newly chartered banks
(those less than five years old) and banks with equity capital
ratios greater than 40 percent.

"To be classified as well capitalized, a bank must have a
total risk-based capital ratio of at least 10 percent, a tier 1
risk-based capital ratio of at least 6 percent and a leverage
ratio of at least 5 percent.

8 In regressions of the equity capital ratio on the gap
measure, the coefficient is small and negative (—0.009) but
statistically significant at the 1 percent level for U.S. banks.
This estimated relationship implies that a 1 percentage
point increase in the gap is associated with a 0.9 basis
point decline in the equity capital ratio. (100 basis points
equal 1 percentage point.) The relationship is statistically
insignificant when considering only Eleventh District banks.
In 2003, the relationship is statistically insignificant for both
bank groups.
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AGRICULTURE: Texas to Avoid Worst of Projected Farm Income Drop

.S. farm income is expected to plummet 27 percent this year, driven largely by lower cash receipts
from crops, according to an initial outlook from the U.S. Department of Agriculture (USDA). But
the decline will be less substantial in Texas, where livestock dominates the agriculture sector.

Texas ranks No. 1 in livestock production among the states, and livestock and related products ac-
count for two-thirds of Texas’ agriculture cash receipts. Those receipts will increase slightly in 2014, the
USDA predicts, likely allowing Texas farm income to dodge the steep national decline.

New Mexico will also avoid the bulk of the downturn, as livestock composes 80 percent of that state’s
agriculture sector. Within the New Mexico livestock segment, dairy production accounts for half. Dairy
cash receipts will increase 7 percent in 2014, the USDA forecasts.

Besides the national double-digit decline in crop cash receipts, sharply reduced government pay-
ments resulting from the 2014 farm bill also contribute to the anticipated drop in U.S. farm income. The
USDA expects a $5.1 billion decline in government farm payments this year, partly due to the legislation
repealing the direct payments program. The law, however, exempts growers of cotton—Texas’ primary
crop—who will receive direct payments in 2014 at a reduced rate.

—Emily Kerr

MEXICO: New Pipeline May Reduce Reliance on Overseas LNG Imports

exico has been importing increasing amounts of liquefied natural gas (LNG) to meet growing de-
mand for natural gas, particularly for power generation. Now, new U.S.-Mexico gas pipelines could
help Mexico scale back costly overseas LNG imports.

The majority of Mexico’s natural gas imports come via pipeline from the United States, which ac-
counted for about 80 percent of Mexico’s overall gas imports in 2012, according to the Energy Information
Administration (EIA). About 75 percent of these 2012 imports originated in Texas. LNG imports from
countries such as Nigeria, Qatar and Peru fulfilled the remaining imported natural gas needs.

Mexico could reduce these costly, distant imports in favor of cheaper pipelined supplies when the
additional capacity from the U.S. comes online later this year. Three cross-border pipeline projects—two
from Texas and a third from Arizona—under construction could boost capacity by 2.44 billion cubic feet
per day (bcf/d). Pemex, Mexico’s state-owned oil and gas company, is adding pipeline capacity from
these border crossings to power plants and industrial customers in northern and central Mexico.

Mexico’s natural gas consumption totaled 6.6 bef/d in 2012, up almost 3 percent from 2011, EIA data
show. Domestic production, which fell more than 3 percent in 2012, totaled just 4.6 bcf/d.

—Amy Jordan

AIR TRAFFIC: DFW Passenger, Cargo Growth Lags Other Major Airports

allas/Fort Worth International Airport grew less than other comparable airports from 2002 to 2012,
according to the U.S. Bureau of Transportation Statistics (BTS). The number of enplaned passen-
gers at DFW Airport increased 14.3 percent, compared with an average 18.4 percent among the
nation’s top 50 airports and 21.2 percent at the busiest airport, Hartsfield-Jackson Atlanta International.
Declining domestic market share at American Airlines may be a factor. Along with its American
Eagle affiliate, American accounted for 81 percent of DFW Airport passenger traffic in the year ended in
January, BTS data show. American’s U.S. market share based on revenue passenger miles—one passenger
flown one mile—fell from 20.4 percent in 1992 to 12.9 percent in 2012, a Hofstra University report found.
DFW Airport passenger and cargo traffic remain below peak levels reached in 2000, before 9/11 and
the dot-com bust, though the total number of passengers had nearly rebounded by 2013. Particularly
large declines in passenger traffic occurred from 2000 to 2002—only Los Angeles International Airport
(LAX) experienced a bigger drop among the top five airports for passenger traffic. On the cargo side, DFW
Airport volumes in 2013 were 28.8 percent below 2000 levels. The overall air cargo industry stagnated over
the period, with growth concentrated at hub airports for major freight carriers such as FedEx and UPS.
—NMelissa LoPalo
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SPOTLIGHT

Would a Texas Central Bank Set Rates Higher?

By Janet Koech and Mark A. Wynne

he Texas economy has outper-

formed the rest of the nation

on several fronts—it did not

experience as big a house price
run-up prior to the economic crisis, nor
was the subsequent housing bust dur-
ing the crisis as big. Texas entered the
recession later than most other states,
experienced a milder downturn and
recovered its precrisis level of employ-
ment and economic activity sooner than
most other states.

With such relative economic
strength, it is interesting to speculate
how interest rates in Texas would differ
if the state had its own central banking
system. In fact, if Texas were a stand-
alone nation, it would rank as the world’s
13th-largest economy.!

Stanford University economist John
Taylor has posited that the appropri-
ate monetary policy rate depends on a
region’s economic output relative to its
potential (popularly known as the output
gap), and the deviation of inflation from
the central bank’s inflation target (usu-
ally assumed to be 2 percent). The Taylor
rule prescribes higher interest rates
when inflation is above target and output
is above potential—and lower interest
rates when output is below potential and
inflation is below target.

Computing a Taylor rule rate for
Texas offers possible insight into the
interest rate path a central bank of Texas

Texas Taylor Rule Rate Differs from U.S. Rate
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might set in response to regional eco-
nomic conditions. The implied monetary
policy rate for Texas (Chart 1) shows a
very different path than that set by the
Federal Reserve’s rate-setting Federal
Open Market Committee (FOMC).

While the federal funds rate has
been near zero for several years, a
monetary policy calibrated to Texas’
economic conditions would have called
for an interest rate of zero for at most one
year and rates of about 2 to 3 percent
in 2011 and 2012. Indeed, for the entire
period since the mid-1990s, economic
conditions in Texas would have called for
interest rates higher than the prevailing
monetary policy rates. Conversely, as
Texas recovered from the 1980s reces-
sion, it would have preferred interest
rates lower than those set by the FOMC
through the early 1990s.

The smaller deviation of Texas’
actual output from its potential relative
to the nation’s performance corroborates
the state’s better economic performance
over the past few years—economic
activity in Texas did not fall as far below
potential during the recent crisis as it did
in the U.S. (Chart 2).

However, Texas inflation has been
closely correlated with overall U.S. infla-
tion, with an even higher correlation
in recent years.? The patterns of these
two components of the Taylor rule—the
output gap and inflation—suggest that

Percentage points

the preferred path of interest rates in
Texas shown in Chart 1 is driven mainly
by output gap differences.

The Taylor rule rate implies that
a higher interest rate would be more
appropriate for Texas than the current
federal funds rate and, thus, the pre-
vailing lower rate might lead to locally
higher inflation. But inflation in Texas is
broadly similar to inflation in the rest of
the U.S. This is largely because the state
is fully integrated into the broader U.S.
economy. Wage and price pressures are
kept in check by the movement of goods
and especially workers.

Texas has been the No. 1 destina-
tion for domestic migrants—U.S. natives
and immigrants relocating to Texas from
other states—since 2006.% In the euro
area, the absence of such labor mobil-
ity makes living with a one-size-fits-all
monetary policy comparatively much
more challenging.

Notes

1 Texas’ gross domestic product (GDP) was $1.48 trillion
in2013. See “If Texas Were a Nation 2013,” Texas
Comptroller of Public Accounts, March 2014,

2 The correlation between U.S. and Texas consumer price
inflation is 0.90 for the 1987—2012 period and 0.99 for
2009-12. The output gap correlation for 1987-2012 is
0.79, compared with -0.61 for 2009-12.

% See “Gone to Texas: Immigration and the Transformation
of the Texas Economy,” by Pia M. Orrenius, Madeline
Zavodny and Melissa LoPalo, Federal Reserve Bank of
Dallas Special Report, 2013.
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By Michael D. Plante and Jesus Cafias

} The fiscal health of the
Mexican government
and the living standards
of Mexico’s citizens
are inextricably tied to
that of Pemex, making
declining crude oil
production over the past
decade a particularly
troubling sign for many
in Mexico.

he Mexican oil sector is at a

critical juncture. Output from

state-run Petréleos Mexica-

nos (Pemex) has declined
more than 25 percent since peaking in
2004, despite increased investment in
production and exploration for new oil
(Chart I1). Mexico now produces less oil
than Texas, and forecasts in recent years
point to further declines.

The ramifications of falling produc-
tion extend well beyond Pemex. The oil
and gas sector alone accounts for about
5 percent of Mexican gross domestic
product (GDP). Pemex also provides 25
to 30 percent of government revenue;
the company’s tax payments have been
so substantial that they have exceeded
operating income in recent years, caus-
ing Pemex to incur losses (Chart 2).

Put in perspective, the size of
Pemex’s remittance exceeds total gov-
ernment spending on social programs,
education, and public health and
safety. As a result, the fiscal health of
the Mexican government and the liv-

ing standards of Mexico’s citizens are
inextricably tied to that of Pemex (see
box, page 19), making declining crude
oil production over the past decade a
particularly troubling sign for many in
Mexico.

Politicians in Mexico have been
aware of these problems for some time.
In 2008, the administration of then-
President Felipe Calder6n announced
plans to resuscitate Pemex, offering
reforms that would give the company
greater budgetary autonomy and opera-
tional flexibility. But political opposi-
tion diminished most of the proposed
changes, and the measures that passed
failed to stem production declines.

Against this background, Mexican
President Enrique Pefia Nieto sought
to turn the tide of falling production,
recently pushing through a comprehen-
sive reform of the oil and gas industry,
or reforma energética. It will affect every
aspect of the sector, from Pemex’s role to
new opportunities for foreign invest-
ment. Although lawmakers haven’t yet

Pemex Investment Hasn’t Reversed
Mexican Crude Oil Production Decline
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Pemex Tax Payment Exceeds Operating Income
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set the details, a framework has been
putin place, leading to newfound opti-
mism about the nation’s energy future.

Mandated Involvement

The government is engaged in all
aspects of Mexico’s oil and gas sector.
This involvement is mandated in the
national constitution and in support-
ing laws, which together spell out rights
regarding ownership of crude oil and its
production.

Article 27 of the constitution stipu-
lates that the state is the sole owner of all
oil and other minerals found under the
ground. Thus, the Mexican government
determines where and when oil is pro-
duced and by whom. By comparison, in
the U.S,, private citizens may own oil and
minerals found beneath their property.

Although Articles 25 and 28 grant
the Mexican government direct control
over the production of any oil it owns,
foreign oil companies played a promi-
nent role in extraction during the early
1900s. The impact of the constitutional
articles was not significantly felt until
1938, when President Lazaro Cardenas
partially nationalized the industry and
created Pemex.

Even after the nationalization,
Mexico continued to rely on private
contractors until the Petroleum Law of
1958 prohibited their participation. The
law installed Pemex as the monopoly
producer of oil, natural gas and refined

2010 2011 2012

petroleum products such as gasoline
and diesel and as operator of related
sectors such as petrochemicals.!

Geology’s Blessings (and Curses)

Pemex was initially blessed by favor-
able geology and could produce abun-
dant oil at minimal cost and effort. In the
1970s, a supergiant oil field, Cantarell,
was discovered in the shallow waters of
the Bay of Campeche west of the Yucatan
Peninsula (see map, page 18). The dis-
covery dramatically increased Mexican
oil production, yielding enormous
amounts of low-cost crude for decades.

As oil fields get older, their produc-
tion declines. For Cantarell, the peak
occurred in 2004 when production
averaged 2.1 million barrels of oil per
day (mb/d), accounting for 63 percent of
Mexican oil output that year. Cantarell’s
output has slipped precipitously since
then, falling in 2011 to 0.5 mb/d, or just
20 percent of Mexican production.

Pemex attempted to offset Can-
tarell’s decline by trying to increase
production at several other fields, some
more successfully than others. The most
notable triumph came from fields known
collectively as Ku-Maloob-Zaap (KMZ),
located in the same general area as Can-
tarell. KMZ'’s 2011 production was more
than 0.8 mb/d, a 177 percent gain from
2004. Despite this increase, Mexico’s
overall production has fallen in the past
decade.

Technology, Investment Required

Mexico still has oil underground
and likely has other yet-to-be-discov-
ered sources of both oil and gas. The
Chicontepec field, north and northeast
of Mexico City, contains large reserves,
though recovery is complicated by dif-
ficult geology. After billions of dollars
of development, the field produces a
relatively small amount of oil, roughly
equal to 2 percent of total Mexican
output.

There is consensus among geolo-
gists that Mexico probably has a signifi-
cant amount of oil in deepwater areas
of the Gulf of Mexico, though there
has been little exploration to date. This
contrasts with the U.S. side of the Gulf,
which has routinely produced more
than 1 mb/d of crude oil for many years.

Moreover, there are locations
containing varying amounts of shale
oil, shale gas or both. These include the
Burgos, Sabinas and Veracruz basins, as
seen in the map. The prospects for shale
are much more speculative than those
for the Gulf of Mexico because shale
development is expected to be relatively
expensive and risky. Nevertheless, it
is possible that at least some of these
resources could be harnessed to boost
production.

Successful development of these
areas will require technology that Pe-
mex does not possess. The company’s
payments to the Mexican treasury have
left it short of cash for developing tech-
nologies. The state-owned firm could
seek joint ventures with foreign oil
companies. However, before the recent
reform, outside concerns were permit-
ted to collaborate with Pemex only
through contracts in which they pro-
vided specific services to Pemex. These
agreements have not been conducive to
technology transfer.

Constitutional Reforms

President Penia Nieto signed into law
last December changes to the Mexi-
can Constitution that set the stage for
a dramatic alteration of the oil and gas
sector. While questions remain about
the details—most requiring additional
legislation—the law spells out key points
of the plan.

Southwest Economy © Federal Reserve Bank of Dallas © Second Quarter 2014

17



Major Mexico Oil and Gas Fields Where Production Occurs, Development Likely

T T,
La Paz
P a3 e
O £ e a n

ﬁtihb.wm
W cisan

Under the new system, the state
will retain ownership of any hydrocar-
bons found underground, allowing the
government to remain in control of
which resources will be pursued and
when and to decide who produces the
oil.

In a major break from the past, the
government will allow both Pemex and
private firms to produce oil and gas in
the country. The companies, both for-
eign and domestic, can work indepen-
dently or jointly with Pemex.

How private participation will work
in practice will depend greatly upon
the nature of the contracts Mexico’s
government offers. The reform is car-
ried out through at least four types of
arrangements—profit sharing, produc-
tion sharing, licensing and service con-
tracts—each with its own risk/reward
trade-off:
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o Profit-sharing envisions govern-
ment payment to oil companies based
on a percentage of the revenue gener-
ated after exploration and production
costs are recovered. The outside firms
would not own any of the oil produced.

 Production sharing will provide for
participating companies to be compen-
sated based on a percentage of produc-
tion, after cost recovery.

« Licensing will allow companies to
acquire possession of hydrocarbons
at the wellhead, upon the payment of
taxes, if commercial production occurs.

e Service contracts will remain part
of the Mexican system. Companies
receive cash payment for performing
specific activities for Pemex and are
paid even if production never occurs.

At least some of the contracts will
allow foreign companies to book re-
serves for U.S. Securities and Exchange
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Commission accounting purposes—a
necessary provision if Mexico wants to
attract private investment.

Round Zero Begins

While Pemex will lose its mo-
nopoly on producing oil, the company
will choose geographic areas in which it
wants to operate—subject to government
approval—before outside companies can
enter the country. This selection process,
known as Round Zero, began in late
March when Pemex submitted its official
list of areas to the secretary of energy.

Pemex seeks to retain all of the
areas where it already produces, includ-
ing low-cost fields such as the KMZ and
more complicated areas in the Chicon-
tepec. Pemex has also sought to retain
access to areas where it has no produc-
tion in the Gulf of Mexico, including
some deepwater tracts. However, the
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company has not sought to become
heavily involved in areas with shale oil
or gas, most likely because of cost and
risk.

Regulators must decide by Sept.
17 the areas over which Pemex will
retain full control, those Pemex will
jointly develop with private companies
and the ones where private companies
will operate independently of Pemex.
Sometime in 2015, regulators will allow
bidding by domestic and international
oil companies.

Optimism for the Future
While the exact outcome of the
reforms and their impact on economic

activity in Mexico aren'’t clear, the out-
look is upbeat.

The government forecasts that
oil production could increase to more
than 3 mb/d by 2018, a 25 percent
jump from 2013, significantly reversing
the recent 10-year decline. Indepen-
dent research analysts estimate the
reform could add 1 to 1.5 percentage
points to Mexico’s long-term GDP
growth.

The change should also strongly
benefit the economy of Texas, home to
many companies likely to participate in
the oil and gas sector’s opening.

The outcome will, of course,
depend crucially upon the still-to-be-

Government Payments Hobble Pemex

On the face of it, Pemex appears to be an extremely successful company.
Based on annual revenue of $125.2 billion in 2013, it is one of the largest firms
in Mexico, and it ranked 36th in the Fortune Global 500 that year. But size
masks performance; the company has routinely lost money in recent years.

The shortfall reflects Pemex’s large payments to the government, which in
2012 totaled almost $70 billion (roughly 25 percent of government revenue).
With no Pemex revenues and no change in expenditures, the government defi-
cit as percent of GDP would have been much larger (see chart). For example,
in 2013, the deficit would have been almost 9 percent of GDP instead of 1.7

percent.

Mexico has recently enacted fiscal reform, changing the taxation of
corporations and individuals. Specifics of how the new law will affect Pemex
and other oil companies haven't been released. While the government needs
the revenue, it is also aware that the energy tax regime has to be attractive to
private investors and less punitive to Pemex for the sector to flourish.

Mexico’s Relative Deficit Would More than Triple Without Pemex

Percent of gross domestic product

W Gov. deficit

W Gov. deficit without Pemex

2007 2008 2009

2010 2011 2012 2013

SOURCES: Secretary of Housing and Public Credit; authors’ calculations.

resolved reform details. The overhaul, if
effective, should entice private compa-
nies to invest in the oil sector and allow
Pemex to become a more efficient and
effective company. The benefits of this
would include greater oil production
and positive spillovers into other parts
of the economy. All are benefits that
states such as Texas and North Dakota
are experiencing as a result of their
ongoing energy booms.

Plante is a senior research economist
and Carias is a business economist
in the Research Department of the
Federal Reserve Bank of Dallas.

Note

! For further details on the Petroleum Law of 1958,
see “The Prospect for Further Energy Privatization in
Mexico,” Ewell E. Murphy Jr., The Texas International
Law Journal, vol. 36, no. 1, 2001, and “Energy Reform
and the Future of Mexico's il Industry: The Pemex
Bidding Rounds and Integrated Service Contracts,” by
Tim R. Samples and José Luis Vittor, Texas Journal of
0il, Gas and Energy Law, vol. 7, no. 2, 2012.
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Texas Economic Influences

Demographic influences explain
neither the postrecession rise in unem-
ployment duration in Texas nor the lower
long-term unemployment rate in the
state vis-a-vis the nation.

Lower long-term unemployment
in Texas likely results from two factors.
First, unemployed Texans experienced
a higher job-finding rate because of the
state’s stronger job growth, booming
energy sector and milder housing market
downturn. And second, a somewhat
higher percentage of the unemployed in
Texas exited the labor force relative to the
nation, in part due to their shorter aver-
age duration of unemployment benefits
and lower eligibility relative to their
counterparts nationally.

DALLAS

Kumar is a senior research economist
and advisor in the Research Depart-
ment at the Federal Reserve Bank of
Dallas.
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