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PRESIDENT’S PERSPECTIVE

s a member of the Federal Open Market Commit-
tee, I am particularly focused on monetary policy 
and achievement of the Fed’s dual-mandate ob-
jectives of full employment and price stability. In 

the pursuit of these objectives, I voted in March and again 
in June of this year to increase the federal funds rate. I also 
supported the September decision to begin the process of 
gradually reducing the size of the Federal Reserve balance 
sheet. 

The decision to remove monetary policy accommo-
dation is, at least in part, based on my judgment that the 
U.S. economy is at or near full employment. The headline 
unemployment rate and other measures of labor market 
utilization are at or below prerecession lows. In addition, 
the Texas unemployment rate has now slipped below 4 
percent, a level we have not experienced in several decades. 

Cleanup and rebuilding after Hurricane Harvey is add-
ing to job growth and tightening labor markets in Texas. As 
Jesse Thompson writes in this issue of Southwest Economy, 
the storm should not materially reduce the rate of Houston 
job growth, which is expected to reach 2 percent in 2018.

The economy can grow through increased employ-
ment and also by making the workforce more productive. 
While education is a key driver of worker productivity, 
a healthier workforce can also play an important role in 
increasing productivity. In this issue’s cover article, Anil 
Kumar discusses Texas’ experience with the Affordable 
Care Act. Although Texas opted out of the Medicaid expan-
sion, the state’s insured rate still jumped 6 percentage 
points from 2013 to 2016—a development that, if sustained, 
should have positive consequences for the productivity of 
the Texas workforce.

Federal Reserve Bank of Dallas economists are actively 
doing research that gives us greater insight into economic 
conditions in this district and the nation. We actively dis-
seminate this research in publications such as Southwest 
Economy in order to inform policymakers and the public. 
The work of our economists suggests that, even though 
Harvey dealt a severe blow to the state, we will rebound 
from this storm and should resume strong growth in the 
years ahead. I am very optimistic about the future prospects 
for the region in 2018.  

}The headline 
unemployment rate  
and other measures of 
labor market utilization 
are at or below 
prerecession lows. 

Robert S. Kaplan
President and Chief Executive Officer
Federal Reserve Bank of Dallas
December 11, 2017
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exas, with one of the nation’s 
most vibrant economies, has 
historically ranked among 
the states with the highest 

uninsured populations.
The gap between Texas and other 

states had narrowed steadily until the 
Affordable Care Act (ACA) took effect 
in 2014. After the state decided to opt 
out of the ACA’s far-reaching Medic-
aid expansion, the gap again widened 
(Chart 1).

A closer look at the data before 
and after ACA implementation reveals 
that the uninsured rate declined sig-
nificantly in Texas due to an increase 
in private health insurance coverage. 
Nationally, however, the rate reduction 
was larger. 

The Texas uninsured rate remains 
elevated among several key demo-
graphic groups, and increases in cover-
age could have been larger had the 
state opted to expand Medicaid.

Assessing the ACA’s relative im-
pact in Texas provides useful insights 
into the insurance market, even amid 

Texas Sees Coverage Gains 
Under Health Care Act 
By Anil Kumar

T 
continuing attempts in Washington to 
repeal the health care law and roll back 
the Medicaid expansion.  

Qualifying for Medicaid
Medicaid is a means-tested public 

health insurance program for low-
income individuals—mainly families 
with children, pregnant women, the 
elderly and the disabled. The program 
is jointly funded by federal and state 
governments but administered by the 
states under federal rules.1 It is the 
largest means-tested transfer program 
in the U.S. and has experienced rapid 
long-term expenditure and enrollment 
growth.

Medicaid expenditures account 
for about 10 percent of federal spend-
ing, up from 2.4 percent in 1980.2 
Following the program’s inception in 
1965, eligibility was traditionally tied 
to receipt of welfare assistance. The 
program covered mainly single women 
with children on cash assistance, and 
low-income elderly people receiving 
Supplemental Social Security Income.

}

ABSTRACT: While Texas was 
among the states choosing 
not to participate in the 
Medicaid expansion under 
the Affordable Care Act, 
it nonetheless has seen 
improvement in the share of 
the population with health 
insurance coverage. Gains 
are notable among the non-
college-educated working-
age population in Texas, a 
state that has long ranked 
near the bottom in health 
care coverage nationally. 

Chart

1 Uninsured Rate Declines Under ACA; U.S.–Texas Gap Widens

Percent                                                                                                                                 

U.S.

Texas25.7 26.3 26.2
25.4 25.0 24.6

21.3

19.1 18.6
16.5 17.2 17.7 17.3 16.9 16.7

13.5

10.9 10.0

5

10

15

20

25

30

2008 2009 2010 2011 2012 2013 2014 2015 2016

NOTES: Data reflect the percentage of the civilian noninstitutionalized population under 65 that is uninsured. ACA refers 
to the Affordable Care Act.

SOURCE: Census Bureau, American Community Survey one-year estimates. 



Southwest Economy • Federal Reserve Bank of Dallas • Fourth Quarter 20174 Southwest Economy • Federal Reserve Bank of Dallas • Fourth Quarter 20174

with 50 or more full-time-equivalent 
workers offer affordable health insur-
ance to employees (or pay a fee).

The “dependent-care mandate,” 
a provision that took effect in 2010, 
compelled health insurance companies 
to allow parents to obtain coverage for 
dependents up to age 26. Another provi-
sion enabled workers without access 
to qualified employer-provided health 
care coverage to purchase insurance 
through an ACA-sponsored market-
place. Consumers with incomes of 100 
percent to 400 percent of the FPL are eli-
gible for a tax credit on health insurance 
plan premiums (premium subsidy), and 
those with incomes of 100 percent to 
250 percent of the FPL are additionally 
eligible for assistance with out-of-pock-
et costs (cost-sharing subsidy).

Lesser Benefits in Texas 
Even before the ACA’s arrival, 

Texas tightly limited Medicaid eligibili-
ty for most demographic groups. While 
income thresholds for children and 
pregnant women to qualify are close 
to the national average, the eligibility 
standards for nonelderly parents have 
lagged significantly behind the rest of 
the nation.

In 2013, before the ACA took full 
effect, a nonelderly parent with a fam-
ily of three in Texas needed a family 
income less than 25 percent of the FPL 
to qualify for Medicaid. The national 
average was 87 percent.6 

With the ACA’s Medicaid provi-
sions, the eligibility cutoff rose to 138 
percent of the FPL. But the cutoff fell to 
just 18 percent of the FPL in Texas after 
the state opted out of the expansion. 
The national average rose to almost 100 
percent of the FPL.7

Texas’ eligibility qualifications 
for children and pregnant women 
are much more generous relative to 
those for parents and are closer to the 
national average. 

Like other states, Texas is required 
to extend Medicaid coverage to low-
income elderly people who also are 
eligible for the Supplemental Social 
Security Income program, which has 
an income eligibility limit of 74 percent 
of the FPL. Unlike 33 other states, Texas 

does not have a medically needy pro-
gram for elderly people with incomes 
higher than the Medicaid eligibility 
limit. The medically needy program al-
lows seniors with high medical expens-
es, but with income above Medicaid 
eligibility limits, to qualify for Medicaid 
by spending down their household 
resources on medical expenses. 

Medicaid Changes Under ACA
The Medicaid coverage rate for the 

nonelderly population in Texas was 
relatively high prior to the ACA—17.6 
percent in Texas versus 18.6 percent for 
the nation.

 In addition to differences in de-
mographics and income distribution, 
higher Medicaid coverage among Texas’ 
children kept the gap with the U.S. 
small, despite Texas’ near-bottom rank-
ing among states in Medicaid generosity 
for key demographic groups. The share 
of children on Medicaid was 39 percent 
in Texas versus 37 percent for the U.S. 

Enrollment in Medicaid and the 
Children’s Health Insurance Program 
(CHIP) rose 38 percent in Medicaid-ex-
panding states between July–Septem-
ber 2013 and July 2017. Nonexpanding 
states also experienced a 12 percent 
enrollment increase, partly due to the 
ACA raising awareness of the program 
among Medicaid-eligible households 
that hadn’t previously participated. 
Enrollment rose 6.9 percent in Texas, 
compared with 29 percent nationally.8 

Not surprisingly, a significant U.S.–
Texas gap in Medicaid coverage of the 
nonelderly population emerged after 
the ACA. While coverage remained 
largely flat in Texas at about 18 percent 
of the nonelderly population, it rose 3 
percentage points nationally. Roughly 
22 percent of all nonelderly Ameri-
cans had received health care cover-
age through Medicaid as of late 2016 
(Chart 2). 

More Private Coverage in Texas 
As the U.S.–Texas gap in Medic-

aid coverage widened, the state and 
national gap narrowed for those with 
insurance, largely due to the ACA’s 
overhaul of the private insurance mar-
ket that applied to all states (Chart 3).

A series of expansions in the late 
1980s and the 1990s extended Med-
icaid to other low-income individu-
als who did not meet more stringent 
requirements for traditional cash 
assistance—pregnant women, and 
parents with children. But Medicaid 
eligibility remained strongly linked to 
family structure, with the program in 
most states out of reach for nondis-
abled, nonelderly adults without minor 
children, regardless of income. 

Medicaid differs from Medicare—
the health insurance program, financed 
by federal payroll taxes, for all senior 
(65 and older) and disabled people who 
are eligible for Social Security benefits. 
Medicare beneficiaries with low income 
are additionally eligible for Medic-
aid for some health care services not 
covered under Medicare—for example, 
long-term nursing home care beyond 
the 100 days covered by Medicare.3 

Changes Under ACA
In the most sweeping Medicaid 

expansion since the program’s incep-
tion, the ACA as signed into law in 2010 
required states to extend Medicaid eli-
gibility to all nonelderly adults—regard-
less of disability or family structure—
whose incomes were up to 138 percent 
of the federal poverty line (FPL). (In 
2017, the FPL for determining Medicaid 
eligibility was $20,420 for a family of 
three, increasing by about $4,200 for 
each additional family member.)

However, after a 2012 Supreme 
Court ruling made additional Medicaid 
coverage optional for states, only 32 
states (and the District of Columbia) 
opted in.4 Texas was one of the 18 states 
to opt out and, thereby, forego more 
generous federal matching of state 
costs to cover additional beneficiaries 
under the ACA expansion. The expan-
sion called for a 100 percent match 
from 2014 to 2016, gradually declining 
to 90 percent in 2020 and beyond.5 

The ACA also dramatically over-
hauled the private insurance market. 
The law instituted an “individual man-
date” requiring that most Americans 
have health care coverage (or face a tax 
penalty). It also established an “employ-
er mandate” stipulating that employers 
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Individuals with employer-based 
coverage increased 3 percentage points 
from 2013 to 2016 in Texas—from 51 to 
54 percent. By comparison, that share 
nationally rose about 1 percentage 
point, to 59 percent. 

Employer-based insurance remains 
the mainstay of the U.S. health insurance 
system because the workplace provides 
an efficient mechanism to pool health 
insurance risk. If health insurance is op-
tional, individuals with high health risks 
are more likely to purchase coverage.

When insurers are unable to 
determine the exact health status of 
individual prospective policyholders, 
they tend to charge high premiums for 
directly purchased insurance or may 
not cover preexisting conditions—an 
attempt to minimize potential losses. 
Thus, the cost of private, nongroup in-
surance is substantially higher than for 
employer-based group plans. Through 
the individual mandate and the health 
insurance marketplace, the ACA at-
tempted to create a diversified risk pool 
for nongroup private insurance. 

About 1.2 million Texans were 
enrolled in an ACA marketplace health 
insurance plan during 2017, with 
83 percent eligible for premium tax 
credits and 61 percent qualifying for 
cost-sharing subsidies.9 Insurance from 
all private sources (including employ-
ers) increased 7 percentage points in 
Texas—compared with a 4-percentage-
point gain nationally. 

Increases in both Medicaid and 
private insurance coverage at the 
national level suggest that the Med-
icaid expansion didn’t simply crowd 
out private insurance. A substantial 
crowd-out can neutralize much of the 
gain from increased Medicaid coverage 
if beneficiaries drop private coverage in 
favor of Medicaid.

Significant declines in the unin-
sured rate among the nonelderly sug-
gest that the crowd-out was small. The 
uninsured rate fell 7 percentage points 
to 10 percent nationally and 6 per-
centage points to 19 percent in Texas. 
The nonelderly population includes 
children and people below age 26 who 
benefited from the dependent care 
mandate of the ACA. 

Non-College-Educated Groups
Focusing on the nonelderly 

population over age 26 with no college 
education can provide more precise 
estimates of the effects of broadening 
Medicaid eligibility. The non-college-
educated population would have 
been more intensely affected by the 
Medicaid expansions. Previously, the 
uninsured rate among this group was 
43 percent in Texas and 29 percent 
elsewhere in the U.S.10

Comparing the states that ex-
panded Medicaid and those that did 
not also helps in the analysis. Medicaid 
coverage among those without college 

increased 8 percentage points in states 
that expanded Medicaid but just 2 
percentage points in states that did not 
expand (Chart 4A). Assuming other 
factors followed similar trends, the dif-
ference of 6 percentage points can be 
largely attributed to the expansion. 

While employer-provided cover-
age remained virtually unchanged in 
both groups of states, private coverage 
increased almost 5 percentage points 
in expanding states and 6 percentage 
points in nonexpanding states.

Thanks to negligible crowd-out 
from Medicaid expansion, the unin-
sured rate for the non-college group 

Chart

2 Medicaid Coverage Jumps in U.S. as ACA Takes Effect
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3 Private Health Insurance Coverage Climbs Under ACA
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simply to maintain employer-based 
health insurance. Medicaid eligibility 
may prompt these people to give up 
full-time jobs and opt for lighter and 
more flexible schedules with fewer 
hours. Some could retire early if Medic-
aid were available before age 65. 

Such behavioral effects suggest 
that Medicaid expansion should lower 
labor force participation, employment 
and hours worked. The CBO estimates 
that various provisions of the ACA 
would lower total hours worked 1.7 
percent and total earnings about 1 
percent by 2025; there would be 2 mil-
lion fewer full-time-equivalent workers 
in 2025 than would be the case without 
the ACA.12

At a time when labor force growth 
is already projected to slow due to an 
aging population and retiring baby 
boomers, ACA-related employment 
declines could be a further drag on 
growth. Nevertheless, some positive 
spillovers from increased health care 
coverage helped limit the CBO’s esti-
mate of reduced employment. 

First, some individuals stay with 
their employers simply to maintain 
insurance even though they could 
be more productive elsewhere, and 
quitting could render them uninsured 
until they find another job. Availability 
of public insurance coverage through 
Medicaid should reduce such an 

dropped 11 percentage points in 
expanding states, compared with 7 per-
centage points in nonexpanding states 
(Chart 4B). Thus, the additional decline 
of 4 percentage points in the uninsured 
rate in the expanding states could po-
tentially be tied to the expansion.

Texas, without broader Medicaid 
coverage, benefited from changes in the 
private insurance markets through the 
ACA. While Medicaid among non-col-
lege-educated adults increased about 
2 percentage points, private insurance 
coverage jumped 7 percentage points. 
The uninsured rate for this group fell 7 
percentage points to 36 percent.

Despite improvements, the un-
insured rate remains elevated across 
key demographic groups in Texas and 
elsewhere in the nation (Table 1). The 
gap is particularly wide among the 
non-college educated. Lower Medicaid 
coverage across the board in Texas is a 
primary reason.

Law’s Economic Impact
Medicaid expansions and the 

ACA’s subsidies, which led to increased 
health care coverage, came at a cost to 
taxpayers. The Congressional Budget 
Office (CBO) projected a net price 
tag of $1.4 trillion between 2017 and 
2026.11 An important component of 
that is the negative impact on work ef-
fort, namely employment and hours.

Researchers have understood that 
expanding entitlement programs such 
as Medicaid can have important impli-
cations for the labor market. The most 
basic effect on such outcomes—em-
ployment, work hours and earnings—is 
similar to increasing wealth or income. 
If eligible low-income individuals 
value Medicaid and think of it as more 
income, they tend to work less, just like 
anyone else who feels wealthier. 

Besides income effects, the 
income eligibility cutoffs create other 
incentives for changing the employ-
ment and work hours of those who are 
close to benefit thresholds. Those just 
above the limit might reduce earnings 
to qualify for Medicaid; those below 
the new limit would be open to work 
more and increase earnings because 
they can still qualify for Medicaid. 

Availability of ACA marketplace 
subsidies for nonelderly adults starting 
at 100 percent of the FPL and gradually 
phasing out at 400 percent of the FPL 
widens the scope of workers that might 
adjust their incomes to maintain eligi-
bility for those subsidies. The reduction 
in subsidies with higher earnings acts 
as an effective tax on additional work. 
Also, the ACA’s employer mandate may 
induce some employers to rely more 
on part-time workers.

Moreover, many low-income indi-
viduals may hold regular full-time jobs 

Chart

4 Affordable Care Act’s Expansion Boosts Coverage for Non-College-Educated Individuals

A. Medicaid Coverage Among Non-College Educated Increases                 B. Uninsured Rate Among Non-College Educated Drops More 
     More in Medicaid-Expanding States                                                             in Medicaid-Expanding States                                                              
Percent                                                                                                                                                   Percent

NOTES: The sample was restricted to 27–64-year-olds with no college education. Expansion states include those that expanded Medicaid coverage effective Jan. 1, 2014.

SOURCES: Census Bureau, CPS-IPUMS, March supplement; author’s calculations.
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1
Health Insurance Coverage Lags in Texas,  
Especially Among the Non-College Educated

“employment lock” and make the labor 
market more efficient. 

Second, Medicaid expansion 
through increased income eligibility 
limits could lead to reduced welfare 
caseloads among individuals who 
maintained welfare eligibility simply to 
qualify for Medicaid. With enhanced 
limits, they may be drawn into the 
labor market because they could still 
qualify for Medicaid. Previous research 
has found compelling evidence of the 
positive effects of Medicaid expansions 
on the “welfare lock.”

Employment, Consumer Spending
Employment data before and dur-

ing the ACA that compares Medicaid-
expanding and nonexpanding states 
suggests the employment rate was little 
changed even for the most-affected 
individuals—non-college-educated 
adults—in the two groups of states. Oth-
er detailed research has reached similar 
conclusions.13 Except for select groups, 
such as childless adults and dependents 
who benefited from the dependent care 
mandate, the Medicaid expansions 
have largely been neutral with respect 
to key labor market outcomes.

Other ripple effects of more widely 
held insurance also help offset the cost 
to taxpayers. Lack of health insurance 
is a key driver of financial distress for 
those without coverage. Not surpris-
ingly, increases in Medicaid coverage 
are strongly associated with lower per-
sonal bankruptcy rates.14 The Medicaid 
expansions and ACA’s marketplace 
subsidies should ease financial stress 
among low-income people who obtain 
health care coverage. 

Without such coverage, the unin-
sured can’t pay for their hospital stays 
and emergency room visits, shifting 
the cost to the insured through higher 
insurance premiums and to taxpayers 
through higher levies. Such uncom-
pensated care costs have declined 
following ACA implementation.15 

Expanded health care coverage 
also boosts consumer spending by 
limiting the need for precautionary 
saving to meet the out-of-pocket costs 
of unforeseen medical expenses among 
potentially eligible households.16 
Increased spending among those with 
health coverage could be partly offset 
by reduced consumption among those 
facing higher taxes to fund the ex-

panded coverage. Because low-income 
individuals spend a relatively larger 
share of additional income than higher-
income households do, the net effect of 
the redistribution on consumer spend-
ing could be modestly positive.17 

Remaining Challenges
Although Texas opted out of the 

Medicaid expansion, the uninsured 
rate in the state fell among major de-
mographic groups because of sharply 
higher private insurance coverage. 
Challenges remain, however, as the un-
insured rate for some groups remains 
elevated and the gap between Texas 
and the nation has increased.

Thus far, there appears little 
evidence of negative effects on the 
labor market in states that participated 
in Medicaid expansion. Whether the 
large gains in health coverage are 
worth the budgetary cost remains an 
open question.

Kumar is an economic policy advisor 
and senior economist in the Research 
Department at the Federal Reserve 
Bank of Dallas.

Notes
1 The federal share of state Medicaid costs is governed 
by the federal matching assistance percentage—a 
formula based on a state’s per-capita personal income 
relative to the nation—and ranges from 50 percent to 74 
percent, with lower per-capita income states receiving a 
higher share.
2 See “Trends in Medicaid Spending,” Medicaid and 
CHIP Payment and Access Commission, June 2016, 
www.macpac.gov/wp-content/uploads/2016/06/Trends-
in-Medicaid-Spending.pdf.
3 See Centers for Medicare and Medicaid Services for 
more details on the Medicare-Medicaid relationship, 
www.cms.gov/Research-Statistics-Data-and-Systems/
Statistics-Trends-and-Reports/CMSProgramStatistics/
index.html.
4 See “Status of State Action on the Medicaid Expansion 
Decision,” Kaiser Family Foundation, Nov. 8, 2017, www.
kff.org/health-reform/state-indicator/state-activity-around-
expanding-medicaid-under-the-affordable-care-act.
5 For further details on the fiscal impact of the decision 
on Texas, see “Texas Health Coverage Lags as Medicaid 
Expands in U.S.,” by Jason Saving and Sarah Greer, 
Federal Reserve Bank of Dallas Southwest Economy, 
Fourth Quarter, 2015.
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A. Percent with Medicaid Coverage Before and After the ACA, by Race and College

White Black Hispanic All

Pre-ACA Post-ACA Pre-ACA Post-ACA Pre-ACA Post-ACA Pre-ACA Post-ACA

College

  U.S. (ex. Texas) 4.9 7.8 11.2 14.2 10.3 15.4 6.2 9.4

  Texas 2.5 3.8 5.3 7.9 3.7 4.6 3.1 4.4

Non-college

U.S. (ex. Texas) 13.2 17.8 24.6 29.1 18.8 26.6 16.5 22.1

  Texas   7.0   8.9 17.4 21.0   8.3   9.9   8.7 10.8

B. Percent Uninsured Before and After the ACA, by Race and College

White Black Hispanic All

Pre-ACA Post-ACA Pre-ACA Post-ACA Pre-ACA Post-ACA Pre-ACA Post-ACA

College

U.S. (ex. Texas) 12.8 9.5 20.5 15.1 24.5 14.9 14.8 10.7

  Texas 16.2 12.3 23.4 17.6 28.6 21.9 20.4 15.1

Non-college

U.S. (ex. Texas) 22.1 15.6 30.2 19.6 44.3 29.2 28.7 19.6

  Texas 28.2 24.2 34.3 27.2 53.7 44.2 43.3 35.5

NOTES: Sample restricted to those 27–64 years old. ACA refers to the Affordable Care Act.

SOURCES: Census Bureau, CPS-IPUMS, March Supplement; author’s calculations.

(Continued on back page)



ON THE RECORD

Southwest Economy • Federal Reserve Bank of Dallas • Fourth Quarter 20178

A Conversation with Judge Ed Emmett

Harris County Faces 
Challenges Following 
Hurricane Harvey Deluge

Edward M. Emmett became Harris County judge in 2007. He 
is the chief administrative officer and director of emergency 
management in the county, which includes most of the city of 
Houston. He recently released a 15-point plan to prevent future 
flooding disasters. Harris County is the third-most populous U.S. 
county, accounting for two-thirds of the Houston metropolitan 
statistical area’s population of 6.8 million people. 

Q. How did Hurricane Harvey’s af-
termath compare to previous severe 
weather events in the region?

There is no comparison—Harvey 
is by far the worst storm to hit Harris 
County. Unlike past events such as Hur-
ricane Ike, Harvey was a rain and flood-
ing event that affected a much greater 
number of people and businesses.    

Over 50 inches of rain fell in parts 
of the county; there is very little you can 
do to prepare for that amount of rain in 
a short period of time. With a hurricane, 
there is a storm surge that is localized 
and more predictable, which allows you 
to better prepare and evacuate people. 
What many people don’t understand is 
that Harris County has good drainage—
that’s why most of the water was gone 
within a week. It was just too much rain 
in a very short period of time, and for 
homeowners, it has been a much more 
difficult event to deal with than busi-
nesses since homeowners don’t have the 
resources to rebuild. Going forward, the 
biggest challenge is finding the money 
to rebuild and beef up infrastructure to 
reduce the impact of the next big flood.

Q. What do you see as key differ-
ences in the response to Harvey 
compared with Superstorm Sandy 
and Hurricane Katrina?

Katrina was a game changer in 
terms of how large a political event it 
was and how governmental entities 
reacted in the aftermath. There was a 
lot of criticism of federal, state and lo-
cal governments. What a lot of people 
remember is the disjointed response.

By the time I had become county 
judge in 2007, the precedent had already 
been set in our region that during these 
kinds of crises, the city, county and state 
need to work together. We don’t get 
caught up in who is in charge of what, 
we simply do what needs to be done to 
make sure everyone is safe.

Hurricanes didn’t used to be politi-
cal events. As an example, I was in the 
Houston area when Hurricane Alicia hit 
us in 1983, and it wasn’t an event that 
came into the political realm. Nobody 
talked about the government’s response 
or how FEMA (the Federal Emergency 
Management Agency) managed the 
aftermath. That first changed with the 
politicization of Hurricane Andrew [in 
South Florida] in 1992—an election 

year—when President [George H.W.] 
Bush was judged by how he responded. 
Since then, these storms have become 
political in the sense that the response 
to the event is judged and used as am-
munition in the next election cycle.

Q. Businesses have told us that 
Harvey did not cause as much busi-
ness disruption as it did residential 
disruption. How does this impact 
the recovery?  

Businesses have the resources 
to start the repairs right away, and 
most were back on their feet relatively 
quickly. Even a small restaurant I know 
of in Meyerland, one of the hardest-hit 
areas in the county, took on five feet of 
water but was back in operation within 
three weeks. Once the water was gone, 
businesses had the wherewithal to begin 
rebuilding and get back into operation. 

The issue with homeowners is 
that most people have a significant 
money shortage and don’t have the 
funds to rebuild. Many homeowners 
were not insured, and even those who 
were are waiting a long time for FEMA 
to send them checks. Even then, often 
the amount received doesn’t cover the 
cost to rebuild. So, many have been left 
waiting for additional aid or hoping for 
a buyout.

Q. What do you see as the most 
important points of your recently 
announced flood control proposal?  
What are the biggest challenges?

The most important element of the 
plan is the overall vision. We need to 
acknowledge that we live in a flood-
prone area and take action to reduce 
the impacts of future floods. Rather than 
fighting with our watersheds, we need to 
use them as assets and turn as many of 
them as possible into recreational areas 
and green spaces. It is a different kind of 
mindset that we need to adopt.  

Beyond that, we need to recognize 
that lakes Houston and Conroe need 
to be designated as flood-control lakes 
rather than water supplies. We need to 
change our thinking and think of every-
thing as a flood-control effort.  
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The biggest challenge is finding 
the money. The federal dollars will 
flow sooner or later, but they won’t be 
enough. Everyone agrees we need a third 
reservoir on the west side, but the esti-
mated cost is $500 million. With just 5 
percent of the rainy-day fund [the Texas 
Economic Stabilization Fund] balance, 
the state could cover the cost and protect 
a huge number of Texas residents with-
out waiting for federal funding.  

An important use of funds would 
be to buy out homes in true flood plains. 
If people have been allowed to build 
in flood-prone areas, where they really 
shouldn’t have built, we need to buy 
them out so that we don’t keep paying 
out insurance. 

Q. How does the governmental struc-
ture of the region impact its infra-
structure planning to prevent dam-
age during future severe weather?   

We need a long-term revenue 
source that encompasses unincorpo-
rated Harris County to finance these 
infrastructure projects.

A huge number of people live 
outside of incorporated areas of Harris 
County. Compared with Dallas County, 
where there are about 6,000 people in 
unincorporated areas, there are almost 
2 million in Harris County—nearly the 
same as the city of Houston’s popula-
tion. We have more than 1,000 differ-
ent municipal utility districts in Harris 
County. Because of (state) legislation, 
the city of Houston can’t annex these ar-
eas. So, we have an area with a growing 
urban population that expects the same 
services as the city but limited avenues 
for obtaining revenue to provide them. 

At the county level, we only have 
access to property taxes and not sales 
taxes. There is a lot of pressure at the 

state level to not only keep property 
taxes from increasing but to reduce 
them. The county government is an arm 
of the state—we can only do what the 
state tells us to do. But this pressure to 
maintain services, including flood con-
trol to a large and growing population, 
while at the same time facing cuts to our 
revenues makes it a difficult balance.

A state Senate bill considered in the 
last legislative session proposed restrict-
ing county revenue to the pace of popu-
lation growth and inflation. While this 
might sound good, this doesn’t realisti-
cally work for a place like Harris County 
where most of the growth is in unincor-
porated areas. On top of that, the county 
government’s responsibilities include 
indigent health care, criminal justice, 
roads and bridges, and flood control, 
which aren’t well-tied to any measures 
of inflation that I know of. 

Ultimately, we need some way to 
find a more sustainable source of rev-
enue, such as sales taxes, to help fund 
some of these projects. 

Q. What are the main issues impact-
ing the region’s future? 

Transportation is key going for-
ward. The Houston region is the gateway 
of North America for international trade. 
We need to find a way to move freight 
more efficiently throughout the state. 
The highways in and around Harris 
County are getting very congested, and 
improvements need to be made if we 
are to capitalize on our advantages in 
this arena.

In terms of Harris County, mass 
transit will come since simply adding 
more and more highways is not a viable 
long-term solution. However, the way 
the area has developed over time means 
that traditional fixed commuter rail isn’t 

a very practical solution. Harris County 
is big but not nearly as dense as many of 
the other large cities in the U.S. This re-
gion is very large and as population has 
grown, people moved into the suburbs 
for schools and affordable housing. In 
general, rail is not flexible to move with 
the demand as workers and companies 
relocate and evolve in the region. 

That said, I think whatever solution 
ultimately evolves will include some 
commuter rail, and there have been 
opportunities missed in the past. In par-
ticular, the old Missouri–Kansas–Texas 
Railroad included a rail line coming 
from Katy directly to downtown, which 
would have been a great piece to in-
clude in a broader mass transit solution. 

Q. How do you see the aftermath of 
Harvey affecting the future regional 
economy? Has it been traumatic 
enough to hamper medium- to long-
term growth? 

I think it is too early to tell. There 
have been three 500-year floods in the 
past two years. Obviously, we have a 
problem with what our definition of 
a 500-year flood is, because we can’t 
assume we’ll go another 1,500 years 
without a significant flood. We need to 
start over and redefine our flood plains.  

The bigger issue facing the econo-
my here in terms of future growth is the 
national and global perception of Hous-
ton and Harris County. How do people 
outside of Houston perceive the area as 
a place to live? While only about 5 to 7 
percent of Harris County homes were 
damaged, there is a narrative out there 
that the area was totally inundated and 
that homes and businesses are likely 
to flood. A lot of our conversations are 
about how to counteract that narrative 
and push the positives of the region.

SPOTLIGHT}If people have been allowed to build in flood-
prone areas, where they really shouldn’t have 
built, we need to buy them out so that we don’t 
keep paying out insurance.



surging energy sector helped 
Houston metropolitan 
employment expand at an an-
nual rate of nearly 4 percent 

from 2011 through 2014—the equiva-
lent of 325,000 jobs over the period. 
But in the subsequent two years, job 
growth stalled as rising crude produc-
tion drove down oil prices. 

A recovering energy industry 
helped propel Houston to above-trend 
growth in the first half of 2017 before 
Hurricane Harvey walloped the region 
in late August. The destructive storm 
disrupted economic activity, bring-
ing with it a challenge for economic 
forecasters. 

Businesses rely on job growth 
projections to plan for capital expen-
ditures as well as more basic require-
ments such as office space, staffing 
and vehicle demand. Four economic 
models have been developed that rely 
on past job growth and leading indica-
tors to forecast Houston employment 
growth, including a new experimental 
leading index.

Incorporating the dollar cost of 
direct storm damage improves model 
accuracy, and averaging the indepen-
dent model forecasts tends to produce 
more accurate longer-term predictions. 
These models taken together anticipate 
that after three months of rapid recov-
ery from Hurricane Harvey, Houston 
will grow near its historical average rate 
of 2 percent in 2018.

High Growth, Volatility
The Houston metro area was the 

second-fastest growing of the nation’s 
20 largest metros from 1990 to 2016, 
adding jobs at an annual rate of 2.2 
percent, just behind Dallas–Fort Worth 
at 2.3 percent. That compared with a 
national average growth rate of 1 per-
cent during the period.

Leading Indicators, Storm Data 
Guide Houston Economic Forecast
By Jesse Thompson 

A
Houston had more than 3 mil-

lion jobs in 2016, accounting for 2 
percent of all U.S. payroll jobs, and a 
gross domestic product of $478.6 bil-
lion, amounting to 2.6 percent of U.S. 
output. Houston is home to about one-
fourth of all Texas jobs, nearly a third of 
the state’s output and almost a quarter 
of the state’s population.

Despite the metro area’s heft, 
Houston’s high growth comes with 
volatility. The area experienced the 
most volatile job growth of the eight 
largest U.S. metros from 1990 to 2016. 
It was also the nation’s fifth-most-
populous metro area in 2016, with 6.8 
million inhabitants (Table 1).

Oil prices are responsible for much 
of Houston’s volatility. They affect oil 
producers’ revenues and future drilling 
activity. The supply chains for most U.S. 
oil and gas operations have connections 
to Houston—an industry headquarters 
city—although little oil is being pro-
duced in the immediate area. Houston 
retains the title “energy capital of the 
world,” despite diversification and 
deepening connections to the broader 
U.S. economy over the past 30 years.1 

Additionally, many local busi-
nesses and residents also own mineral 
rights and receive royalty payments 
from oil and gas production.2 Industries 
not generally associated with the energy 
sector, such as business and profes-
sional services, have direct and indirect 
connections to energy. Thus, Houston’s 
service sector employment (excluding 
government) is the second-most vola-
tile among the largest U.S. metros.

Forecasts by their very nature as-
sume that the behavior of data in the 
recent past will carry into the future. 
How can businesses plan ahead given 
recent volatility? Tools are needed that 
help capture the sources of that volatil-
ity and identify underlying trends.

ABSTRACT: A forecasting 
model for Houston that 
incorporates storm damage 
data and leading economic 
indicators can help project 
post-Hurricane Harvey 
employment growth. The 
forecast indicates that 
Houston’s economy will grow 
near its 2 percent historical 
average in 2018. 

}
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Data and Leading Indicators 
The Bureau of Labor Statistics 

(BLS) produces the most commonly 
used measure of regional employment 
growth. The Current Employment 
Statistics (CES) jobs data are generated 
from a national survey of 634,000 work-
sites, covering about one-third of total 
nonfarm civilian jobs. Smaller sample 
sizes at the metro level can result in 
significant changes when the BLS an-
nually revises its estimates based on 
unemployment insurance data, which 
are comprehensive but have lagged 
availability.

The Federal Reserve Bank of Dal-
las works to improve the accuracy of 
recent employment data in Texas and 
its major metros through a quarterly 
early benchmarking process and a 
two-step seasonal adjustment.3 These 
processes help make the Dallas Fed’s 
local employment data more accu-
rate in real time than unrevised CES 
estimates while taking into account 
seasonal variations (like more retail 
workers before Christmas) that can 
obscure trends.

Recent job growth numbers set the 
trend for most forecast models, so boost-
ing the accuracy of those data should 
improve ensuing predictions. Leading 
economic indicators when combined 
with improved employment data pre-
sumably better capture the cyclicality 
and volatility of future job growth. 

Among the useful indicators that 
contain information about Houston’s 
near-future job growth and likely 
business-cycle changes are the Houston 
Purchasing Managers Index (HPMI) 
produced by the Institute for Supply 
Management (ISM) and the Texas Lead-
ing Index (TLI) from the Dallas Fed. 
Both are powerful barometers of im-
pending changes in the local economy. 

The HPMI is a monthly diffu-
sion index that is similar to the ISM’s 
national purchasing managers index. 
Supply managers from a broad group 
of industries, including health, manu-
facturing, oil and gas, and services 
answer questions seeking to ascer-
tain whether business conditions are 
improving, worsening or unchanged 
relative to the prior month. Responses 

Chart

1 Job Growth Tracks the Houston Purchasing Managers Index

Percent                                                                                                                                                                Index value

NOTES: Employment growth is the three-month percent change in the centered moving average. The  
Houston Purchasing Managers Index (HPMI) is depicted as a centered three-month moving average where values >50 
indicate expansion.

SOURCES: Institute for Supply Management; Bureau of Labor Statistics; adjustments by the Federal Reserve Bank of Dallas. 

Table

1 Houston Job Growth Volatile Relative to Other Large Metros

Total 
nonfarm 

jobs

Service-providing 
nonfarm jobs 

(ex. government)

Population
in 

2016

Rank Volatility Rank Volatility Millions

United States 0.96 1.03 323.1

Houston-The Woodlands-Sugar Land 1 1.45 2 1.43    6.8

Miami-Fort Lauderdale-West Palm Beach 2 1.43 1 1.44    6.1

Los Angeles-Long Beach-Anaheim 3 1.31 5 1.14 13.3

Dallas-Fort Worth-Arlington 4 1.27 3 1.37   7.2

Washington-Arlington-Alexandria 5 1.05 4 1.24   6.1

New York-Newark-Jersey City 6 1.03 6 0.94 20.2

Chicago-Naperville-Elgin 7 1.02 7 0.92   9.5

Philadelphia-Camden-Wilmington 8 0.93 8 0.89   6.1

NOTES: Volatility is calculated as the standard deviation of the absolute 12-month log-change in employment from January 
1991 through December 2016. A larger standard deviation means the 12-month growth rate is more variable.

SOURCES: Bureau of Labor Statistics; Census Bureau.

are compiled into eight component 
indexes—sales, production, employ-
ment, purchases, prices paid, lead 
times (from sellers), purchased inven-
tory and finished goods in inventory. 
The responses are then combined into 
an index in which a value above 50 
indicates an expanding economy and a 
value below 50 suggests contraction. 

Since its inception in early 1995, the 
index has consistently provided an early 

indication of changes in employment 
growth rates and turning points in the 
broader regional economy. It is also very 
timely, typically available on the 10th 
day following the measured month. 
Whenever the HPMI strengthens or 
weakens, job growth over the next few 
months most likely follows (Chart 1).

The Dallas Fed’s TLI is a different 
kind of leading index. It combines eight 
separate indicators associated with 
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An index constructed to help fore-
cast the Texas economy should have 
predictive power for Houston. Analysis 
suggests that the TLI is significantly cor-
related with Houston job growth one to 
six months into the future (Chart 2). 

Houston Leading Index 
The TLI and the sales and pro-

duction components of the Houston 
Purchasing Managers Index are sub-
sequently combined with data cover-
ing additional metrics to produce an 
experimental index of leading indica-
tors for Houston (HLI). 

The additional data are: Help-
Wanted OnLine advertising, single-
family housing construction permits, 
existing-home sales, the American 
Chemistry Council’s U.S. chemical pro-
duction index, the Bloomberg Houston 
150 stock market index, the average 
monthly price of West Texas intermedi-
ate crude oil, the U.S. rig count and the 
Conference Board’s U.S. index of lead-
ing economic indicators.6,7 

The new index’s construction 
resembles the TLI and the U.S. lead-
ing index. Changes in each of the 11 
components are divided by a mea-
sure of their own volatility to prevent 
the effects of inherently more noisy 
components—such as oil prices—from 

overwhelming the effects of the others. 
These adjusted changes are then aver-
aged to produce a Houston index of 
leading indicators.8 Much like the TLI, 
the HLI is significantly correlated with 
Houston employment growth one to 
six months out (Chart 3).

Improving Accuracy
Four different employment fore-

casting models—three of them based 
on measures of ongoing activity in 
Texas and Houston—were developed 
for Houston. The HLI, the HPMI and 
the TLI were each incorporated in 
models using two simultaneous equa-
tions, where the first equation forecasts 
employment growth based on past 
changes in employment and the lead-
ing indexes, and the second equation 
forecasts growth in the leading index 
based largely on lagged values of itself.9  

A fourth model produced a fore-
cast by averaging the predictions of 
many ARIMA (autoregressive integrat-
ed moving average) forecasts. These 
ARIMA forecasts use only combina-
tions of past job growth to predict fu-
ture job growth.10 The HLI-based model 
tended to be more accurate at charting 
the course of employment growth over 
the year ahead.11 It did particularly well 
at forecasting four to 11 months out.12 

Frequently, averaging predictions 
from different models can provide 
better forecasts than the individual 
models. An average of all four of the 
models tested tended to be the most 
accurate when forecasting 12 months 
ahead, reducing forecast error—the 
extent to which predicted job growth 
differed from actual job growth—by 
15.6 percent relative to the ARIMA 
model (Table 2). 

Including estimates of the direct 
cost of damage from major storms over 
the past 26 years in the forecast models 
improved the accuracy of the forecast 
predictions and, in the most recent 
instance, provided estimates of Hur-
ricane Harvey’s employment impact.13 

Resurgent Economy Anticipated
The average of the four forecast 

models predicted a net drop of 30,000 
Houston jobs from August to Septem-

Chart

2
Texas Leading Index Correlated with Houston Job Growth 
Up to Six Months into Future

Percent                                                                                                                                                         Percent change
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NOTE: Employment growth and the Texas Leading Index (TLI) are the three-month percent change in a centered moving 
average.

SOURCES: Bureau of Labor Statistics; Federal Reserve Bank of Dallas. 

future business activity that typically 
change direction three to nine months 
before the rest of the economy does.

For example, rising initial claims 
for unemployment insurance suggest 
firms believe they may be unable to 
support staffing levels; individuals 
losing their jobs will likely scale back 
consumption in the months ahead. 
When help-wanted advertisements 
rise, employers are more confident 
about their outlook and plan to hire 
more staff. As those positions are filled, 
new employees are likely to increase 
consumption in future months.

Both indicators are included in the 
TLI. Other items are the Texas value of 
the dollar, a trade-weighted index that 
accounts for inflation; the U.S. lead-
ing index from the Conference Board; 
the real (inflation-adjusted) price of 
West Texas Intermediate crude oil; oil 
and natural gas well permits; a Texas 
stock index representing the 100 largest 
publicly traded companies based in 
the state, and average weekly hours 
worked in manufacturing.4 

The TLI is the main component 
of the Dallas Fed’s Texas forecasting 
model, which has consistently outper-
formed other state-level employment 
forecasts tracked by the Western Blue 
Chip Economic Forecast.5 
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ber, assuming that Harvey caused $70 
billion in direct damage. Initial esti-
mates put the number at around 22,000 
lost jobs. The impact was also likely to 
be short lived, corroborating an earlier 
Dallas Fed analysis that suggested the 
Texas Gulf Coast would recoup jobs 
lost due to the storm as recovery efforts 
boosted year-end growth.14

(See “On the Record,” a conversa-
tion with Harris County Judge Ed Em-
mett, page 8.)

In short, a host of leading indica-
tors suggest that Hurricane Harvey, 
while devastating to many homeown-
ers and small businesses, likely caused 
only one month of net job losses in 
Houston. Despite slower growth in the 
second half of 2017, the region’s long-
run economic momentum is unlikely 
to be derailed. 

Thompson is a business economist 
in the Research Department at the 
Federal Reserve Bank of Dallas, 
Houston Branch.

Notes
1 “Diversified Houston Spared Recession … So Far,” 
by Jesse Thompson, Federal Reserve Bank of Dallas, 
Southwest Economy, Third Quarter, 2015, www.dallasfed.
org/assets/documents/research/swe/2015/swe1503f.pdf.
2 “Asset Ownership, Windfalls, and Income: Evidence 
from Oil and Gas Royalties,” by Jason P. Brown, Timothy 

Fitzgerald and Jeremy G. Weber, Federal Reserve Bank 
of Kansas City, Research Working Paper no. 16-12, 
November 2016, www.kansascityfed.org/publications/
research/rwp/articles/2016/asset-ownership-windfalls-
income-oil-gas-royalties.
3 See definitions of early benchmarking at www.dallasfed.
org/research/basics/benchmark.cfm and two-step 
seasonal adjustment at www.dallasfed.org/research/
basics/twostep.aspx.
4 Texas Employment Forecast, Federal Reserve Bank 
of Dallas, Nov. 17, 2017, www.dallasfed.org/research/
forecast.aspx. 
5 “Revising the Texas Index of Leading Indicators,” by 
Keith Phillips and José Joaquín López, Federal Reserve 
Bank of Dallas, Southwest Economy, November/
December, 2007, http://dallasfed.org/assets/documents/
research/swe/2007/swe0706b.pdf.
6 The Houston 150 stock index is produced by 

Bloomberg. It is a price-weighted index composed of 
major companies based in Houston and significant 
employers in the area. The U.S. chemical production 
index is produced by the American Chemistry Council 
to track chemical production activity in the United States 
based on industrial production data from the Federal 
Reserve. Help-Wanted OnLine data are produced by 
the Conference Board from online job postings for 
employment in the Houston metropolitan area. 
7 Details of the Conference Board methodology can be 
found at www.conference-board.org/data/bci/index.
cfm?id=2161.
8 Component series are also seasonally adjusted where 
appropriate. Due to limitations in some of the component 
data, the Houston index begins in June 2005.
9 Each system of two equations was estimated using 
seemingly unrelated regressions.
10 The ARIMA forecast was a weighted average of 
many models automatically selected for each of the 84 
iterations over the sample period and weighted based on 
goodness-of-fit measures. 
11 Each model was used to calculate 84 out-of-sample 
forecasts beginning in January 2010 and rolling forward 
to December 2016. The overall prediction error was 
tabulated for the 12-month forecasts, as well as the 
prediction error for each step-ahead. 
12 The HLI model was specified as follows:
(Equation No. 1) Dln (emp) = b11 Dln (emp)t-3 + b12 Dln 
(emp)t-4 + b13 Dln (emp)t-6 + b14 Dln (HLI)t-1 + b15 Dln 
(HLI)t-3 + b16 storms + b17 stormst-1 + b18 stormst-2 + b19 
recessions + e.

(Equation No. 2) Dln (HLI) = b21 Dln (emp)t-1 + b22 Dln 
(HLI)t-1 + b23 Dln (HLIt-2) + b24 stormst-1 + b25 recessions 
+ b26 + e.
13 Tropical Storm Allison in 2001 and the 1994 floods 
occurred before the HLI model sample period. 
14 See “Short-Term Job Growth Impacts of Hurricane 
Harvey on the Gulf Coast and Texas,” presentation by 
Keith Phillips and Christopher Slijk, Federal Reserve 
Bank of Dallas, San Antonio Branch, Sept. 5, 2017, http://
files.constantcontact.com/668faa28001/d7cdfcae-b861-
4bb2-9cb7-a1f8e361a878.pdf?ver=1505446495000.
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Houston Leading Index, Future Job Growth 
Significantly Correlated
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Table

2 Forecast Averaging Produces Better Long-Term Predictions

Percent improvement 
in accuracy over ARIMA

Average 15.6

Houston leading index 14.8

Houston Purchasing Managers Index 12.7

Texas Leading Index  6.7

ARIMA –

NOTES: Data are the percent reduction in the 12-month-ahead root-mean-squared forecast error relative to the ARIMA 
(autoregressive integrated moving average) model.

SOURCE: Author’s calculations.
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exicans increasingly rely on 
regulated nonbank finance 
companies for their credit 
needs. Assets at these firms—

known by the Spanish shorthand as 
SOFOM ER—have more than doubled 
amid a regulatory effort to formalize 
and consolidate the industry or sector 
beginning in 2013.1 Meanwhile, the 
finance companies’ share of the lend-
ing market has grown, driven by new 
market entrants (Chart 1). 

SOFOM ERs specialize in credit, 
lease financing and financial factor-
ing services. They offer auto, per-
sonal and department store credit and 
commercial financing for small- and 
medium-sized enterprises. Some serve 
as captive finance companies—insti-
tutions providing customer credit for 
purchases of parent company prod-
ucts—at stores and dealerships.

Others operate as independent 
lenders or as off-balance sheet ve-

Mexico’s ‘SOFOM’ Finance Firms 
Attempt to Broaden Loan Availability
By Michael Perez and Kelsey Reichow 

M
hicles for larger banks. A total of 49 
SOFOM ERs operated in Mexico as of 
August, with about 614 billion pesos 
($33 billion) in loans outstanding.2 
Not all Mexican finance companies 
are SOFOM ERs. There are also more 
than 1,500 lesser-regulated companies 
(SOFOM ENRs in Spanish). 

Mexico’s regulated and lesser-
regulated finance companies are col-
lectively known as SOFOMES. As the 
country’s financial system continues 
to develop and its commercial banks 
cater to more traditional established 
markets, regulators view SOFOMES 
as a means of addressing basic credit 
needs while providing an important 
source of liquidity to chronically un-
derserved markets.

SOFOMES are not allowed to ac-
cept deposits. Instead, they raise capi-
tal from banks, government-sponsored 
financial corporations, venture capital 
entities or through debt issuance. To 

ABSTRACT: The market 
presence of Mexican 
finance companies 
known as SOFOMES has 
expanded rapidly since the 
global financial crisis. The 
firms largely operate as 
independent outlets and 
provide financing to small- 
and medium-sized companies 
as well as to consumers for 
larger purchases. Authorities 
see SOFOMES as a way to 
expand credit to Mexico’s 
informal economy.

}
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comply with money laundering rules, 
SOFOMES must register with Mexico’s 
banking and securities commission, 
the national financial consumer watch-
dog agency, the central bank and the 
finance ministry. They must comply 
with anti-money-laundering measures 
and report borrower credit profiles to a 
private credit bureau.

SOFOM ERs are subject to 
relatively light capital requirements 
and accounting standards.3 Mexico’s 
commercial banks must maintain a 
capital adequacy ratio (total capital to 
risk-weighted assets) of 10.5 percent, 
while SOFOM ERs must maintain an 8 
percent ratio. Moreover, SOFOM ERs 
must follow additional regulatory re-
quirements as a result of linkages with 
other regulated financial institutions, 
such as commercial banks’ community 
financing firms.4 

Filling Lending Gaps 
Mexico is Latin America’s second-

largest economy, bolstered by strong 
fundamentals, reform initiatives and 
stable institutions.5 Still, financial sys-
tem development remains a challenge, 
especially financial inclusion. Credit 
to the private sector and households’ 
use of deposit accounts are low, new 
loan origination by commercial banks 
has remained sluggish, and long-term 
financing is scarce (Chart 2). Instead of 
extending new lines of credit, com-

mercial banks often consolidate their 
financial service offerings, choosing 
to improve their existing infrastruc-
ture and make larger loans to existing 
customers. As a result, a majority of 
Mexican adults don’t use the country’s 
financial system. The unbanked pro-
portion is greatest in rural areas, where 
71 percent of working-age residents 
lack access to formal financial services, 
far exceeding Mexico’s Latin American 
peers (Chart 3).6   

Micro-, small- and medium-sized 
enterprises also struggle to obtain 
credit. A study by the National Statistics 
Institute found that only 11 percent of 
microenterprises (those with up to 10 
employees) have access to financing, 
compared with 28 percent for small 
enterprises (11–49 employees) and 
40 percent for medium-sized entities 
(50–250 employees).7 Moreover, when 
receiving offers of formal financing, 
67 percent of all these businesses turn 
them down primarily because of high 
borrowing costs, including lenders’ 
fees, and minimum balance and col-
lateral requirements. 

Many of these businesses and 
individuals lack established credit his-
tories and operate in Mexico’s large in-
formal sector—the part of the economy 
where activity is not reported to the 
government and whose participants do 
not pay employment taxes or receive 
government-mandated benefits and 

pensions. The informal sector accounts 
for a quarter of Mexico’s gross domes-
tic product, according to the National 
Statistics Institute.8  

The inability to access credit 
through a bank has considerable 
economic consequences. Credit-con-
strained individuals and firms often 
can’t take advantage of growth op-
portunities or absorb financial shocks. 
Families are unable to invest in educa-
tion and health; businesses struggle to 
expand and create jobs. 

The SOFOMES offer an alternative 
borrowing channel. Specifically, be-
cause they do not face the same restric-
tions as banks, SOFOMES can more 
easily serve marginalized consumers 
without imposing credit, balance and 
collateral requirements. SOFOMES un-
dertake higher-risk lending by charging 
higher loan interest rates. The average 
interest rate on a personal loan taken 
at a Mexican commercial bank in April 
2017 was 31 percent while at a SOFOM 
ER, it was 39 percent. Nevertheless, the 
benefits of having access to high-inter-
est financing often outweigh the costs 
of being denied credit by a commercial 
bank. 

Mexico hopes that by striking a 
balance between formalization and 
innovation within the SOFOME sector, 
it can bolster credit, increase inves-
tor confidence and encourage new 
business formation while discouraging 

Chart

2 Loan Issuances and Deposit Volume in Mexico Lag Latin American Peers

Outstanding Loans with Commercial Banks                                                    Outstanding Deposits with Commercial Banks
Percent of gross domestic product                                                                                                            Percent of gross domestic product

SOURCE: International Monetary Fund Financial Access Survey—2017 Edition.
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reliance on costlier and less reliable, 
unregulated alternatives.9 

Balancing Regulation, Innovation
Mexico has struggled to strike an 

optimal regulatory balance. The pre-
decessors to SOFOMES, known as SO-
FOLES, first appeared in the mid-1990s 
after a sharp peso devaluation and 
political instability spawned the Tequila 
Crisis of 1994—both events disrupting 
banking activity. Banks struggled to 
rebuild their balance sheets, and the 
Mexican government sought to stimu-
late the credit market.

Nondeposit-taking finance com-
pany lending was authorized in the 
housing, consumer, small-business and 
automobile finance markets.10 Initially, 
the finance companies, backed by the 
federal government, issued loans for 
low-income housing and real estate 
development.11

By the mid-2000s, nonbank lending 
was common, accounting for nearly half 
of Mexican mortgage loan originations. 
Commercial banks, operating in a less 
stringent regulatory environment before 
the 2007–08 global financial crisis, were 
drawn to the finance companies and 
their mortgage business with the infor-
mal workforce. 

As the financial crisis unfolded, 

delinquency rates soared and SOFOLES 
struggled to maintain operations. Total 
loans issued by SOFOLES fell 69 percent 
between their peak in September 2007 
and December 2009, drying up credit 
available to individuals and small- and 
medium-sized enterprises (Chart 4). 

The stress spread to banks that had 
purchased finance companies before 
the crisis. The downturn exposed fraud-
ulent practices, loose lending standards 
and inadequate servicing procedures in 
the nonbank financial sector.12  

The SOFOLES’ struggles in the 
wake of the crisis prompted regulatory 
change. Registration of the finance com-
panies was required under laws passed 
in 2013, under which SOFOLES were 
required to convert into SOFOM ERs or 
SOFOM ENRs or dissolve. This led to the 
consolidation in the SOFOMES sector. 
Regulators also adjusted their oversight 
strategy, boosting protection for con-
sumers, mitigating SOFOMES’ lending 
risks and scrutinizing the firms for fraud 
and money laundering. 

SOFOMES in the Future
SOFOMES’ future growth may 

come via financial technology (fintech) 
companies, which leverage online, 
mobile and information technologies 
to deliver financial services. Fintechs in 

Chart

3 Financial Inclusion in Mexico Trails Latin America
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developing countries such as Mexico 
have objectives similar to SOFOMES, 
making financial products, including 
loans, available to underserved markets. 
To meet this goal, they rely on mobile 
device-based transactions and data 
analytics.

While regulatory constraints limit 
banks’ adoption of these technologies, 
fintechs can register and become  
SOFOMES. Some existing SOFOMES 
have acquired equity stakes in fintech 
startups or have developed fintech busi-
ness lines, technological tools, mobile 
apps and other electronic products; oth-
ers are collaborating with fintech firms.13 

The government’s approach to 
fintechs appears in line with that of  
SOFOMES; regulators seek to balance 
innovation with oversight to allow 
growth and monitor for fraud. 

Still, a large proportion of Mexico’s 
population remains without access 
to credit, and the SOFOMES, perhaps 
with the fintech sector, may increase 
financial inclusion. 

Perez and Reichow are financial 
industry analysts in the Financial 
Industry Studies Department at the 
Federal Reserve Bank of Dallas.
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Fabrizio López Gallo and Ana Mier y Terán, Instituto 
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mx/sites/default/files/nonbank_credit_crunch_mexico_
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ispanic household income 
has grown considerably in real 
(inflation-adjusted) terms in 
Texas and the U.S. during re-
cent years. Household income 

is calculated by adding each household 
member’s total income from all sources, 
including wages, public and private 
pension benefits, and financial assets. 

Hispanics’ real median household 
income grew 13 percent in Texas from 
2011 to 2016, compared with 11 percent 
nationally and 7 percent for house-
holds overall in the state (Chart 1). 
Hispanic households make up almost 
one-third of all Texas households. 

Despite rapid growth, the Texas 
Hispanic median household income of 
$44,579 in 2016 trails the state median 
income of $56,565. The gap is narrower 
nationally; the U.S. Hispanic median 
household income is $46,882 com-
pared with $57,617 for the U.S. overall.

In Texas, the share of Hispanics 
who are college educated is lower than 
it is for the total adult population. Nearly 
20 percent of all people age 25 and over 
hold college degrees; the attainment 
rate drops to 10 percent for Hispanics.

Moreover, many Hispanics are im-
migrants whose wages are lower due to 
factors such as limited English profi-
ciency and lack of legal status. Median 
household income rises to $49,900 for 
Hispanic households headed by a U.S. 
native, from $38,580 when the head of 
household is foreign born.

Educational Attainment Gains
Greater education is likely driving 

the Hispanic income increases. The 
share of Hispanics age 25 and older 
with a high school diploma increased 
1.6 percentage points to 28 percent 
from 2011 to 2016, while the share with 
bachelor’s degrees rose 1.5 percentage 
points to 10 percent. The share without 
a high school diploma dropped 4.5 
percentage points to 35 percent. 

Rising Education Helps Explain Hispanic 
Household Income Growth in Texas
By Alexander T. Abraham and Amy Jordan

H

At the same time, the Hispanic 
dropout rate reached a national low. 
This development may partly reflect a 
shift in the composition of the popula-
tion, with slowing immigration of Mexi-
can citizens—individuals less likely to 
have a high school diploma than other 
Hispanic immigrants—and some emi-
gration back to Mexico.1

Between 2005 and 2010, about 1.4 
million Mexican immigrants and their 
children (including some from Texas) re-
turned to Mexico. The U.S. Mexican-born 
population stopped growing in 2007 at 
the onset of the Great Recession and 
amid tighter immigration enforcement.2

At the same time, violence in 
northern Mexico likely contributed to 
an influx of relatively highly educated 
Mexicans into Texas, although the ex-
tent of that migration is unknown.

Economic Conditions Also Improve
The shale oil boom also supported 

improved economic conditions for 
Hispanics.3 The Hispanic population in 
Texas, which stands at nearly 11 mil-
lion, rose 11 percent in 2011–16. The oil 

boom resulted in more blue-collar jobs 
in high-paying energy and manufactur-
ing sectors. Hispanic wages, which in 
Texas accounted for slightly more than 
75 percent of average Hispanic house-
hold income in 2016, spiked 6.5 percent 
around the time of the boom.

While Hispanic households have 
made economic advances, income 
inequality remains a concern. A greater 
share of Hispanics live below the pov-
erty line (22 percent) than the overall 
share of the state population in poverty 
(16 percent). Furthermore, 27 percent 
of Hispanics in Texas lack health insur-
ance; the overall state uninsured rate is 
17 percent.

Notes
1 See “A Look at Immigrant Youth: Prospects and 
Promising Practices,” by Ann Morse, National 
Conference of State Legislatures Children’s Policy 
Initiative, March 2005.
2 See “Net Migration from Mexico Falls to Zero—and 
Perhaps Less,” by Jeffrey Passel, D’Vera Cohn and Ana 
Gonzalez-Barrera, Pew Hispanic Center, April 23, 2012.
3 See “The Texas Energy Industry: From Boom to Gloom,” 
by Michael D. Plante and Mine K. Yücel, Federal Reserve 
Bank of Dallas Annual Report 2015.
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