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During the Economic Forecast Conference a year ago I discussed the increasing concern among business cycle analysts of the threat of an economic recession centered on increased instability in financial markets brought on initially by the subprime mortgage crisis.  The potential impact of falling housing prices on consumer spending was viewed as the critical determinant of whether or not an economic slowdown would lead to an official recession.  It is now evident that the subprime mortgage crisis grew to a full blown financial crisis that can influence spending by not only consumers but also by business firms needing to borrow to facilitate short term inventories and payrolls.

The collapse in residential construction and slowing of consumer spending late last year resulted in real U.S. gross domestic product falling drastically from an annual growth rate of 4.8% in the third quarter to negative 0.2% decline in the fourth quarter of 2007.  Over the first quarter of 2008 U.S. real GDP growth increased only 0.9%, barely enough to escape an official recession.  Second quarter growth in export demand brought about by the declining dollar enabled real GDP to increase 2.8%, but domestic demand remained sluggish even with the government’s tax rebate program as consumers and businesses felt the burden of higher inflation rates on real disposable incomes and costs of production.  

On Monday, September 15, 2008 the U.S. stock market suffered its worst daily point decrease since the September 11, 2001 terrorist attacks.  Financial markets were rattled by the rushed sale of Merrill Lynch & Co. and the bankruptcy court filing of Lehman Brothers when the U.S. Treasury refused a bail-out.  A liquidity crisis emerged that threatened to dry up credit markets without direct intervention by the U.S. Treasury.  The U.S. Congress passed a $700 billion ‘bail-out’ or ‘rescue’ plan depending upon your perspective, but now attention is shifting to whether or not the plan will work to break the logjam in credit markets.  Economic reports released in late September compounded market concerns, especially the reduction in payroll employment of 159,000 that marked the ninth consecutive month of employment losses.  At this point it is difficult to determine when the crisis will subside, but it is evident that the asset value of workers’ retirement packages has been severely reduced.  It’s no wonder that consumer confidence plummeted, and there is growing concern that fourth quarter retail sales will plummet.

As a result of the financial crisis a new paradigm is emerging on Wall Street.  At the top this financial paradigm is the replacement of unregulated investment firms with “old school” banks that are subject to oversight and regulation and are in the business of chasing customer bank deposits and building branch networks with the backing of federal deposit insurance to keep depositors from pulling out in masse.  Waco is fortunate in that local banks are “old school.”  Waco banks have not been engaged in the practice of securitization of mortgage assets or in excessive lending of subprime mortgage loans that characterize lenders in many parts of the country.  On Wall Street former executives are looking for a job.  But, in Waco financial sector employment is stable and bank credit is available to qualified borrowers.  


Looking forward, the greatest near term concerns for the local economy are the impact of inflation on real purchasing power and the loss in value of retirement portfolios on the willingness and ability of households to spend.  As national recessionary forces increase Waco will experience downward pressure on industrial production and demand for business and professional services.


The impact of inflation has been most visible in the price of gasoline that reached over $4 per gallon in mid July (nearly double the price in January 2007), but since that period the price of gasoline has fallen with the global price of oil, except during the temporary supply restriction associated with Hurricane Ike.  Food price inflation also seems to have reached a mid-year peak and has slowed somewhat with the reduction in transportation costs and lower cost pressures from falling commodity prices.  Nevertheless, food prices have not decreased and average about 5 percent higher than a year ago, and inflation rate that is more than double the average annual rate of the previous 10 years.  Both higher food and energy prices have cut into discretionary income used to buy everything from computers to movie tickets.  

The sharp hikes in food and energy prices are shocks to the economy that do not by themselves lead to permanently higher inflation rates unless fueled by continued expansion in the money supply.  A similar combination of a weak dollar and soaring energy prices occurred in the 1970s, when retail food prices increased an average of nearly 9 percent a year as energy prices soared.  New data on players in the commodities markets reported by the Wall Street Journal on August 15th show that speculators are a larger piece of the oil market than previously known, accounting for 49 percent of oil price bets on the New York Mercantile Exchange.  The influence of price expectations can change rapidly and be self-reinforcing in a downward direction if speculators bet on falling future oil prices as the global economy slows and the dollar gains strength.  In early August the price of oil began to fall primarily in response to slower global demand forecasts and stabilization of the dollar as the Fed stopped lowering domestic interest rates.  Following the Olympic Games there is expectation of slower growth in China as it struggles with inflation and environmental pressures, helping to reduce demand for oil and other commodities.  Some analysts are predicting that the price of a barrel of oil could fall by year’s end to as low as $60 per barrel.  Falling crude prices will lead to lower prices for transportation and production and continued reduction in the rate of inflation from its July peak of 5.6 percent.  
The Central Texas Inflation Rate


The inflation rate in Central Texas mirrored the national rate that increased substantially from the fourth quarter of last year through the first half of this year, reaching a peak of 6% in July.  Table 1 shows the percent change in the consumer price index for Central Texas on a bi-monthly basis since 1999.  The increase in inflation that began in the fourth quarter of last year gathered momentum in 2008, reaching a peak rate of 6.0% in July before easing in September as fuel prices fell and food prices slowed their rate of increase.  
 Table 1

Central Texas Inflation Rate

	
	JAN
	MAR
	MAY
	JUL
	SEP
	NOV

	Yearly %
	
	
	
	
	
	

	Change
	
	
	
	
	
	

	1999
	1.5
	1.7
	2.3
	2.6
	3.4
	3.3

	2000
	3.4
	4.3
	3.8
	4.7
	4.3
	4.2

	2001
	4.0
	3.8
	3.6
	3.2
	3.4
	2.7

	2002
	2.0
	1.9
	2.4
	1.1
	0.7
	1.4

	2003
	2.3
	2.3
	2.0
	2.0
	2.6
	1.9

	2004
	1.5
	1.6
	2.1
	1.8
	1.8 
	2.4 

	2005
	2.7
	2.3
	2.5
	2.7
	4.8
	4.1

	2006
	4.7
	3.8
	4.3
	3.7
	2.1
	1.2

	2007
	1.6
	1.8
	1.7
	2.0
	2.0
	4.5

	2008
	4.5
	4.5
	4.9
	6.0
	5.4
	 


Source:  Baylor Center for Business and Economic Research

Inflation has a universal effect on household real income, so the issue regarding per capita purchasing power is the relationship between changes in average pay per worker compared with changes in the rate of inflation.  While the rate of increase in prices is expected to decrease in the second half of 2008, achieving a slower inflation rate may be more difficult than the pace of increase beginning late last year.  However, unless there is a major shock affecting energy supplies I expect the rate of inflation to decrease to below 2% by the middle of next year as the slower global economic growth puts downward pressure on oil and other commodity prices.
Waco Employment Performance and Outlook

Historically, there are two characteristics that I have observed regarding Waco’s employment performance in response to the nationwide business cycle.  First, with increasing diversification among industries making up Waco’s economic base, the Waco economy has exhibited greater business cycle stability over time relative to the national economy.  Second, a Waco business cycle downturn has frequently lagged the national business cycle downturn.  
Waco MSA, Texas, and U.S. Unemployment Rates

The unemployment rate is probably the most watched single statistic to measure the cyclical performance of an economy.  It is based on a monthly household survey that determines if respondents are in the labor force and whether or not they are employed.  It includes self-employed persons as well as persons employed by an establishment and may be useful in comparing performance among geographic areas that experience similar cyclical changes in the labor force and percentages of full versus part time workers.  However, it does not fully reflect the influence of recession if workers become discouraged in finding employment and drop out of the labor force.  Geographic comparisons also suffer from differences in the migration rates of workers that influence the change in the number of persons seeking employment.  Nevertheless, it does shed some light on the degree of “tightness” in the labor market in terms of the number of workers available to meet changes in labor demand.  The chart below compares the monthly unemployment rates through mid year 2008 for the Waco MSA, the State of Texas, and the United States since January 2006 based on the BLS monthly survey of households.  
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Source:  Texas Workforce Commission

Seasonal influences increase the monthly unemployment rate during January, June, and July and reduce the unemployment rate during the late fall, but the important observation is that over the past three years the monthly unemployment rate for Waco has trended downward, and since late 2006 both Texas and Waco are below the U.S. average.  Also, since late last year Waco’s unemployment rate has been lower than the State average, although the gap has recently narrowed.

The Waco MSA unemployment rate in September 2008 was unchanged from August at 4.8% as 146 fewer jobs reported by households was matched by a proportional decline in the labor force.  Compared with September 2007 Waco added 896 additional jobs over the year, but the labor force increased by 1620 persons resulting in an 0.6% increase in the Waco metro area unemployment rate from 4.2% a year ago.  
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Source:  Texas Workforce Commission

In addition to household survey data used to determine the unemployment rate, the Texas Workforce Commission reports employment by nonfarm establishments classified by industry.  The chart above compares the annual percentage change in employment by Waco firms with employment by all establishments in the State of Texas.  Although the annual rate of change in employment slowed in 2005, it gained momentum over the past two years, reaching a peak growth rate of 4% by January of this year.  However, during the first two quarters of 2008 the annual rate of employment growth slowed, reaching a growth rate of 1.45% in September compared with the same month a year ago, an annual growth rate that coincides with the annual growth rate based on the household survey.  

Even though the pace of job growth has slowed recently, higher average wage rates have enabled aggregated wage income to grow at a 4% rate.  Unfortunately (as shown in the chart below), while nominal income exhibits positive growth, rising price inflation has squeezed out aggregate real purchasing power.  The continued erosion of local real income is made even more worrisome because of the erosion of household wealth invested in equity markets.  
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Sources:  Texas Workforce Commission and Baylor Center for Business and Economic Research
Retail Trade Outlook

As shown in the chart below, growth in Waco MSA fourth quarter retail sales in 2007 compared with the same quarter of the previous year increased by 5.4% compared with 5.9% for the entire State of Texas.  Local households are entering the fourth quarter of this year faced with considerable uncertainty from unstable and declining stock prices and growing reports of a national recession.  We know from experience that consumers will spend during the holiday period as they follow the tradition of sharing gifts and sharing Thanksgiving and Christmas with friends and family.  But, retailers are bracing for a difficult period in which store promotions and price competition are expected to be fierce.
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Source:  Windows on State Government

Table 3
Fourth Quarter 2007 Waco MSA Sales by Category
	Industry
	Gross Sales
	Gross Sales
	Percent

	
	2007 4th Qtr
	2006 4th Qtr
	Change

	Motor Vehicles
	$193,160,560 
	$209,702,644 
	-7.9%

	Home Furnishings
	$18,351,807 
	$17,875,039 
	2.7%

	Electronics/Appliance
	$32,479,448 
	$26,786,616 
	21.3%

	Building Materials
	$49,507,323 
	$57,266,549 
	-13.5%

	Food and Beverage
	$111,896,235 
	$109,532,234 
	2.2%

	Health and Personal
	$39,392,473 
	$35,794,475 
	10.1%

	Gasoline Stations
	$142,146,855 
	$112,234,616 
	26.7%

	Clothing Stores
	$33,941,061 
	$34,093,841 
	-0.4%

	Sport/Hobby/Books
	$37,901,865 
	$37,506,415 
	1.1%

	General Merchandise
	$153,571,981 
	$144,973,439 
	5.9%

	Miscellaneous Stores
	$47,217,942 
	$47,843,095 
	-1.3%

	
	
	
	

	TOTAL RETAIL TRADE
	$892,960,131
	$846,994,561
	5.4%


Source:  Texas Comptroller of Public Accounts

Table 3 shows that most of the slower growth in retail sales during the fourth quarter a year ago compared with the previous year occurred in a few sectors that are particularly sensitive to discretionary spending by households.  Negative growth occurred in the annual rate of fourth quarter sales compared with the previous year for motor vehicles, building materials, and apparel.  The pace of growth in home furnishings sales also fell below normal, and food and beverage sales slowed as households prepared more meals at home.  Sports and hobby are also discretionary items that experienced slower than average sales.  Higher dollar sales by gasoline stations reflected the increased price with fourth quarter prices averaging 70 cents per gallon higher in 2007 than the previous year, amounting to an increase of 32% even before the significant increase in gasoline prices that occurred during the first half of 2008.  The good news is sales by electronics and appliance stores were brisk a year ago.  

Table 4 shows that August 2008 year-to-date unit sales tax rebates received by Waco MSA jurisdictions were up only 2.7% compared with the same period a year ago in indicating a slower rate of growth in retail sales as the year has progressed.  The results are particularly disheartening in that they failed to keep pace with the average rate of inflation over the period.  Based on projected slower consumer spending over the next several quarters Waco metro area unit sales tax rebates are likely to have relatively low nominal growth rates that reflect higher prices more than increases in real spending.  Households are also likely to spend a higher proportion of their budgets on nontaxable items, including food and drugs, rather than discretionary items that are subject to sales taxes.  It is also apparent from table 4 that a significant redistribution of taxable sales has occurred among various jurisdictions in the county.  It is interesting to note the decrease in year-to-date sales tax receipts for Crawford due to fewer visits by the President or interested tourists.
Table 4
August Year-to-date Sales Tax Rebates Received by Waco MSA Jurisdictions
	City
	2008 Aug. to date 
	2007 Aug. to date
	’07-’08 % Chg.

	Bellmead
	2,015,122.08
	1,948,469.12
	3.42%

	Beverly Hills
	407,160.35
	355,961.18
	14.38%

	Bruceville Eddy
	49,249.23
	46,328.12
	6.30%

	Crawford
	30,461.65
	36,279.31
	-16.03%

	Gholson
	15,254.78
	14,818.14
	2.94%

	Hallsburg
	2,299.57
	3,026.37
	-24.01%

	Hewitt
	865,474.84
	821,152.05
	5.39%

	Lacy Lakeview
	421,295.14
	415,797.97
	1.32%

	Leroy
	2,730.66
	3,083.14
	-11.43%

	Lorena
	168,600.30
	143,392.91
	17.57%

	Mart
	71,943.63
	67,642.36
	6.35%

	McGregor
	382,421.43
	398,983.82
	-4.15%

	Moody
	22,559.45
	29,918.38
	-24.59%

	Riesel
	131,640.25
	38,721.92
	239.96%

	Robinson
	577,260.04
	572,638.59
	0.80%

	Ross
	2,431.68
	2,739.24
	-11.22%

	Waco
	18,811,042.87
	18,526,394.72
	1.53%

	West
	246,537.67
	248,952.86
	-0.97%

	Woodway
	1,238,350.97
	1,149,334.63
	7.74%

	County Total
	25,461,836.59
	24,823,634.83
	2.57%


 Source:  Texas Comptroller of Public Accounts

Many local households are already feeling the strain of higher consumer prices and the sudden loss in value of their financial wealth due to falling stock prices.  Rising local property taxes to finance school bonds, high home utility and insurance rates, and higher food and energy prices are not only straining household budgets but they are limiting the willingness and ability of consumers to take on additional debt.  The U.S. economic stimulus rebate program has been insufficient to sustain household spending with much of the funds used to repay debts or increase rainy-day savings.  Sales of big ticket items will continue to suffer despite significant price discounting of inventories.  The silver lining is that slower global demand is helping to bring down the price of oil and other commodities that will offer relief to consumers and to some companies’ cost pressures.  Over the next several quarters an optimistic forecast of Waco retail sales is an annual rate of increase about 4 percent in nominal terms.  However, this pace of growth will be difficult to sustain if credit markets dry up adding to the severity of an economic downturn in the U.S. economy.  
Construction Outlook


Most of the talk regarding the outlook for construction employment has centered on the housing sector.  Analysts place the blame of the current financial crisis on excessive home mortgage debt that for many persons was ill advised.  However, as Table 5 shows, Waco housing construction is a relatively minor component of total construction employment and income that also includes nonresidential construction, heavy and civil engineering construction, and other construction jobs for maintenance and remodeling.  

Table 5
Average Quarterly Employment in Waco MSA for All Construction Industries
	 
	2007
	2007
	2007
	2007
	2008

	 
	1st Qtr
	2nd Qtr
	3rd Qtr
	4th Qtr
	1st Qtr

	Total Construction 
	  5,755  
	  6,109  
	  6,028  
	  5,981  
	  6,089  

	     Residential Building  
	  305  
	  303  
	  317  
	  322  
	  345  

	     Nonresidential Building 
	  521  
	  573  
	  557  
	  520  
	  500  

	     Heavy and Civil Engineering 
	  1,050  
	  1,082  
	  1,091  
	  1,115  
	  1,064  


Source:  Texas Workforce Commission

Construction in educational, retail, industrial, and tourism facilities in the greater Waco area is largely responsible for the 7.5% growth in employment and 17% growth in worker income in the first quarter of 2008 compared with the first quarter of last year.  Recently completed and announced construction in downtown Waco alone amounts to almost $150 million with many of projects “waiting in the wings” to continue to support projected strong growth in Waco construction jobs and income in 2009.  
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Source:  Texas Comptroller of Public Accounts

The chart above shows the annual percent change in average quarterly sales by construction establishments in the Waco MSA from the first quarter of 2003 through the first quarter of 2008.  The Waco economy is in the midst of a construction boom that began a year ago.  It should be recognized that one reason for the substantial percentage increase over the past three quarters is the initiation of new projects following the completion of others.  Construction has an inherent building cycle around what has been positive trend growth since early 2004.  Construction of new facilities funded by bonds recently passed by the City of Waco, McLennan Community College, Waco ISD, and Midway ISD will support continued growth in construction income.  New private commercial and manufacturing investments will also add to construction jobs next year.  
The Housing Market

Waco total construction employment and output will remain strong next year, but perhaps the question that I am asked most frequently is my assessment of the Waco housing market in light of the housing boom and recent bust that has occurred in the United States.  The good news is that the U.S. is not one housing market, but consists of many different markets in different parts of the country.  Like many other cities that did not experience speculative housing price booms, Waco housing prices have been closely tied to construction costs.  Consequently, while housing construction is currently below levels reached a year ago, the Waco housing sector is projected to begin to recover by mid-year as inventories are reduced.
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Source:  Texas A&M Real Estate Research Center

The chart above shows the cumulative number of single family housing permits issued by area jurisdictions in the Waco MSA during the previous 12-month period ending with each month from January 2002 through June 2008.  Although it does not include some houses in unincorporated areas, the trend in housing permits reflects local housing market.   Beginning in early 2002 residential construction increased rapidly and new subdivisions were developed in response to pent-up demand conditions.  Following a peak rate of housing starts at the end of 2004 the rate of new housing permits fell and stabilized at about 600 units in early 2006 before increasing again to a peak in mid-year 2007.  

Table 6
New Single Family Residential Building Permits among 
McLennan County Jurisdictions, January 2007 – June 2008
	Date
	Number of Dwelling Units
	Average Value per Dwelling Unit ($)

	
	Units
	12 Month
	 
	12 Month

	
	
	 
	% Change
	Value
	 
	% Change

	2007-Jan
	36
	598
	3
	210,100
	161,600
	4

	Feb
	53
	605
	4
	180,800
	162,500
	4

	Mar
	88
	642
	13
	99,400
	153,600
	1

	Apr
	55
	652
	15
	172,000
	154,000
	-1

	May
	67
	665
	13
	205,700
	158,200
	1

	Jun
	48
	666
	13
	147,900
	156,400
	0

	Jul
	34
	658
	11
	157,900
	156,800
	1

	Aug
	47
	664
	13
	161,200
	156,200
	0

	Sep
	38
	647
	8
	203,000
	158,400
	0

	Oct
	37
	611
	-3
	156,900
	160,300
	2

	Nov
	36
	574
	-13
	193,300
	165,900
	7

	Dec
	41
	580
	-10
	162,800
	166,100
	9

	2008-Jan
	22
	566
	-5
	175,300
	163,700
	1

	Feb
	55
	568
	-6
	161,500
	161,900
	0

	Mar
	75
	555
	-14
	143,700
	169,300
	10

	Apr
	55
	555
	-15
	135,100
	165,600
	8

	May
	41
	529
	-20
	132,800
	158,000
	0

	Jun
	29
	510
	-23
	144,400
	158,200
	1


Source:  U.S. Bureau of Census and Real Estate Center at Texas A&M University 

Over the most recent four quarters through August 2008, the annual rate of housing starts decreased.  Table 6 shows that the number and the average value per dwelling unit of new building permits issued monthly by McLennan County jurisdictions since January 2007.  Also included are cumulative 12-month totals and the percent change in these 12-month totals from the previous month.  Beginning in the fourth quarter of last year the annual rate of new single family housing permits issued in McLennan County turned negative.  

Table 6
New Single Family Residential Building Permits among 
McLennan County Jurisdictions, January 2007 – June 2008
	Date
	Number of Dwelling Units
	Average Value per Dwelling Unit ($)

	
	Units
	12 Month
	 
	12 Month

	
	
	 
	% Change
	Value
	 
	% Change

	2007-Jan
	36
	598
	3
	210,100
	161,600
	4

	Feb
	53
	605
	4
	180,800
	162,500
	4

	Mar
	88
	642
	13
	99,400
	153,600
	1

	Apr
	55
	652
	15
	172,000
	154,000
	-1

	May
	67
	665
	13
	205,700
	158,200
	1

	Jun
	48
	666
	13
	147,900
	156,400
	0

	Jul
	34
	658
	11
	157,900
	156,800
	1

	Aug
	47
	664
	13
	161,200
	156,200
	0

	Sep
	38
	647
	8
	203,000
	158,400
	0

	Oct
	37
	611
	-3
	156,900
	160,300
	2

	Nov
	36
	574
	-13
	193,300
	165,900
	7

	Dec
	41
	580
	-10
	162,800
	166,100
	9

	2008-Jan
	22
	566
	-5
	175,300
	163,700
	1

	Feb
	55
	568
	-6
	161,500
	161,900
	0

	Mar
	75
	555
	-14
	143,700
	169,300
	10

	Apr
	55
	555
	-15
	135,100
	165,600
	8

	May
	41
	529
	-20
	132,800
	158,000
	0

	Jun
	29
	510
	-23
	144,400
	158,200
	1


Source:  U.S. Bureau of Census and Real Estate Center at Texas A&M University 

In August only 20 new single family permits were issued compared with 47 new permits in August a year ago.  The annual rate of new housing permits in August fell to 483 units, a negative rate of 27%.  The annual rate of 483 new single family housing permits is the lowest annual rate in the past five years, and it amounts to a 38.8% decline from the peak annual rate of 739 new housing permits in December 2004.  Last year 64.5% of new housing starts in the county received building permits, so that based on the same percentage annual rate of new housing starts in McLennan County for the 12-month period ending in August was numbered 749.  Next year population growth is projected to increase by 0.8% adding about 2000 persons and 870 additional households.  The current annual rate of new housing starts is about 150 units less than the projected increase in area housing units demanded.  


It is important to note that direct spending on new residential construction is sensitive to demand conditions that also affect sales of existing homes.  Slower demand for new housing is generally coupled with slower sales and downward pressure on the selling price of existing homes, and some households are selecting to buy existing housing rather than contract for new housing.  The slower overall demand for housing is reflected in the rate of MLS sales of existing housing in McLennan County shown in Table 7.  The good news is that housing units sold in the first half of this year were down less only 1.2% from the same period a year ago, but at a slightly lower average price per unit sold and slightly longer average length of time on the market.  


As I reported last year, the Waco housing market has been relatively stable compared with many parts of the country, and to date continues to demonstrate orderly movement without speculative forces.  Slower existing housing sales and new housing starts have not lead to excessive inventories that could significantly slow longer term housing starts in response to growth in area population and number of households.  While housing prices reflect construction costs without speculation, some area residents have traded up to bigger houses under the reasoning that home purchases is a preferable method of “forced savings” that not only provides more housing services but also increases home equity that could be realized in the future.
Table 7
Waco MLS Single Family Housing Sales, January 2007 – June 2008
	Date
	Sales
	Dollar
	Average
	Median
	Total
	Months

	
	
	Volume
	Price
	Price
	Listings
	Inventory

	2007-Jan
	132
	15,155,000
	114,800
	103,500
	-
	-

	Feb
	175
	22,115,000
	126,400
	115,400
	-
	-

	Mar
	227
	28,080,000
	123,700
	104,100
	-
	-

	Apr
	193
	24,615,000
	127,500
	113,200
	1,599
	7.5

	May
	239
	33,495,000
	140,100
	119,600
	1,634
	7.7

	Jun
	237
	32,955,000
	139,100
	122,400
	-
	-

	Jul
	244
	33,640,000
	137,900
	124,600
	1,783
	8.6

	Aug
	240
	32,070,000
	133,600
	122,200
	1,837
	8.9

	Sep
	152
	20,485,000
	134,800
	117,600
	1,818
	9

	Oct
	183
	24,835,000
	135,700
	107,600
	-
	-

	Nov
	169
	23,400,000
	138,500
	112,900
	1,750
	8.8

	Dec
	158
	21,040,000
	133,200
	110,500
	-
	-

	2008-Jan
	152
	18,655,000
	122,700
	101,200
	1,782
	9

	Feb
	157
	19,535,000
	124,400
	110,000
	1,736
	8.9

	Mar
	205
	26,230,000
	128,000
	115,200
	1,795
	9.2

	Apr
	207
	25,555,000
	123,500
	111,200
	1,827
	9.4

	May
	242
	31,330,000
	129,500
	109,100
	1,843
	9.4

	Jun
	226
	30,010,000
	132,800
	116,800
	1,765
	9.1


  Source:  Texas A&M Real Estate Research Center and Waco Board of Realtors

Table 8 shows the housing affordability index for first time homebuyers during the first quarter of 2007 for Waco compared with other Texas cities, the state of Texas, and the United States.  The affordability index is the ratio of median family income to the income required to qualify for an 80 percent, fixed-rate mortgage to purchase the median-priced home in the area.  First time homebuyers generally represent the group of buyers with the greatest default risk and account for the highest percentage of foreclosures.  The rate is likely to be highest for households facing resets of variable rate mortgages, but fixed rate homeowners may also experience an unexpected loss of projected household income, contributing to an August 2008 year-to-date increase in Waco metro area home foreclosures of 12% compared with the same period in 2007.  This local rate of increase is well below average increase in the U.S foreclosure rate of 27% over the same period. 
Table 8
Housing Affordability Index for First Time Homebuyers, 1st Quarter 2007

	MLS Area
	First Quartile Median Price
	HUD Median Family Income
	Required Income to Qualify at .25
	First Time Buyer HAI1

	
	
	
	
	

	Abilene
	57,300
	26,950
	16,519
	1.63

	Amarillo
	66,300
	28,750
	19,113
	1.50

	Arlington
	99,200
	35,900
	28,396
	1.26

	Austin
	131,900
	40,750
	38,024
	1.07

	Beaumont
	81,300
	27,500
	23,437
	1.17

	Bryan-College Station
	101,700
	26,400
	29,318
	0.90

	Dallas
	108,200
	35,500
	30,972
	1.15

	Fort Worth
	81,500
	35,900
	23,329
	1.54

	Houston
	106,300
	30,950
	30,583
	1.01

	Killeen-Fort Hood
	82,500
	30,900
	23,783
	1.30

	Longview-Marshall
	70,700
	27,150
	20,382
	1.33

	Lubbock
	72,300
	27,650
	20,843
	1.33

	Lufkin
	55,600
	26,500
	16,028
	1.65

	San Antonio
	100,100
	30,250
	29,617
	1.02

	San Marcos
	84,500
	39,016
	24,360
	1.60

	Sherman-Denison
	63,400
	31,050
	18,148
	1.71

	Temple-Belton
	79,400
	30,900
	22,890
	1.35

	Tyler
	89,100
	29,550
	25,686
	1.15

	Victoria
	81,300
	27,600
	23,437
	1.18

	Waco
	75,400
	28,850
	21,736
	1.33

	Wichita Falls
	59,800
	29,950
	17,239
	1.74

	Texas
	99,200
	29,765
	28,598
	1.04

	USA Total
	180,500
	33,386
	51,407
	0.65

	Source:  Texas A&M Real Estate Research Center



Waco’s median family income in the first quarter of 2007 for first time homebuyers was $28,850 compared with a first quartile median housing price of $75,400.  The affordability index for first time home buyers purchasing entry priced housing is below that for all homebuyers in the Waco area.  The resulting affordability index of 1.33 for Waco exceeded the State average of 1.04 and is more than double the national average of 0.65.  
Table 9
Historic Housing Affordability Indexes for Selected MLS Areas
	MLS Area
	2002
	2003
	2004
	2005
	2006
	2007

	Abilene
	2.40
	2.83
	2.71
	2.32
	1.90
	1.78

	Amarillo
	2.00
	2.25
	2.21
	2.01
	1.81
	1.70

	Austin
	1.87
	1.89
	1.90
	1.80
	1.62
	1.53

	Beaumont
	2.11
	2.16
	2.10
	2.03
	1.75
	1.62

	Bryan-College Station
	1.62
	1.88
	1.90
	1.80
	1.55
	1.50

	Dallas
	1.87
	1.94
	1.89
	1.83
	1.68
	1.59

	Denton
	1.96
	2.17
	2.08
	2.05
	1.87
	1.54

	Fort Worth
	2.62
	2.72
	2.69
	2.43
	2.19
	2.10

	Houston
	1.87
	1.95
	1.99
	1.87
	1.65
	1.54

	Killeen-Fort Hood
	1.97
	2.33
	2.20
	2.03
	1.78
	1.74

	Longview-Marshall
	-
	2.28
	2.21
	2.05
	1.74
	1.57

	Lubbock
	2.10
	2.19
	-
	2.06
	1.93
	1.91

	Lufkin
	2.07
	2.96
	2.17
	2.09
	1.86
	1.83

	San Antonio
	1.77
	1.92
	1.87
	1.63
	1.50
	1.47

	Temple-Belton
	-
	2.11
	2.08
	2.66
	1.70
	1.71

	Tyler
	1.88
	1.93
	1.83
	1.77
	1.61
	1.55

	Victoria
	2.18
	2.39
	2.34
	2.25
	1.88
	1.66

	Waco
	-
	2.02
	2.10
	1.89
	1.80
	1.78

	Wichita Falls
	2.15
	3.59
	2.46
	2.17
	2.06
	2.06

	Texas
	1.68
	1.81
	1.77
	1.68
	1.52
	1.45

	USA Total
	1.43
	1.61
	1.34
	1.23
	1.09
	1.11

	Note: "-" represents unreported data or nonparticipation in our survey.

	Source: Real Estate Center at Texas A&M University



The higher affordability rate for Waco area first time home buyers compared with the national rate explains to a large extent the relative stability of the Waco housing market compared the national average.  Table 9 shows trends in Waco’s housing affordability index for all buyers over the five-year period from 2003 to 2007.  Growth in population and housing demand in Texas cities has increased housing costs faster than median incomes, so that the affordability index for Waco and other cities decreased over the 2002-07 period.  Over the five-year period Waco’s median household income increased 11.3% while the median MLS home price increased 23.2%.  This amounts to an annual average growth rate of 2.2% in median income compared with an average growth rate 4.3% in median housing price.  Over the past five years median housing prices increased 1.8% faster per year than the average rate of inflation for all goods, including housing.  


Quarterly data for the 4th quarter of 2007 shows that Waco’s nominal median family income continued to increase at the about the same annual rate but a lower average median housing price during the quarter increased the Waco quarterly average affordability rate from 1.64 to 1.89.  In the first half of 2008 the median price of MLS sales is 2.5% below the median price for the same period in 2007.  The shift down in median sales prices is continuing to sustain a higher housing affordability this year compared with a year ago.  However, while housing may be more affordable based on current income, potential buyers may find mortgage credit more difficult to obtain, or they may be delaying home purchases under the expectation of even more market choices and lower prices in the future, or they may be face uncertainty about the stability of their future incomes.  Housing sales will remain relatively slow until all of these concerns by potential homebuyers are satisfied. 
Manufacturing Outlook


Growth in U.S. exports to the rest of the world due to the falling dollar and higher relative income growth abroad have been largely responsible for keeping the economy from experiencing an official recession.  The state of Texas produced $153.2 billion worth of manufactured goods in 2007, 9.5 percent of the U.S. total.  Texas ranks second behind California in factory production and first as an exporter of manufactured products.  The Waco metro area has a higher share of employment in manufacturing than the state average, accounting for 13.8% of total non-farm employment compared with 8.7% statewide.  Waco manufacturing is also diversified which helps it maintain relative stability in the face of the business cycle forces that affect industrial production in some industries but not in others.
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Source:  Texas Workforce Commission


The chart above shows negative growth in manufacturing employment during and following the 2001 recession until the first quarter of 2004.  New and existing firms expanded employment rapidly in 2004 and 2005.  More recently, the Waco manufacturing sector has experienced conflicting influences that include both closings and layoffs and announced addition of new firms and expansion.  
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Source:  Texas Comptroller of Public Accounts


The chart above shows that, on an annual rate basis, Waco metro area dollar sales in manufacturing has experienced steady growth over the past 5 years.  The survey of Texas manufacturers by the Dallas Fed reports concern about the impact of inflation on material and other resource costs of producers compared with the ability to pass these increases into the price of finished goods.  There is also concern over whether export generated demand will slow as foreign demand slows due to slower global growth and a stronger dollar.  Hopefully slower inflation will reduce the pressure on manufacturers to increase wage income.  But, if output lowers there will be a strain on labor productivity that increases labor costs.  The U.S. consumer has in many ways been the engine of economic growth in the global economy.  A nationwide recession led by slower consumer spending that will significantly reduce industrial production, especially in cyclically sensitive industries, such as automobiles.  Waco’s manufacturing base is diversified and has been relatively stable during the past two recessions, but it is not totally immune to national and global cyclical influences that could slow manufacturing employment in 2009.  Manufacturing sales will be more stable than employment, however, as firms have historically been able to reduce costs by increasing labor productivity.
Service Industry Outlook

Table 10 below shows the average number of jobs in the Waco metro area among various service industries in the first quarter of 2008 and the percent change from the same quarter of 2007 in Waco compared with the State of Texas.  Employment performance among the various local service providers is mixed.  
Table 10

Average First Quarter 2008 Employment in Waco MSA Service Industries and 

Percent Change from Previous Year for Waco and the State of Texas
	Service Industry
	Waco Employment
	% Change Previous
	from Year

	 
	1st Qtr. 2008
	Waco MSA
	Texas

	Information 
	1,680
	-1.52
	-0.35

	Real Estate and Rental and Leasing 
	1,634
	9.15
	3.03

	Management of Companies and Enterprises 
	387
	-10.21
	9.41

	Administrative and Waste Services 
	5,894
	2.99
	3.16

	Educational Services 
	11,965
	3.61
	2.29

	Health Care and Social Assistance 
	14,277
	-4.99
	3.48

	Finance and Insurance 
	4,946
	1.37
	0.92

	Leisure and Hospitalities 
	9,771
	3.04
	3.46

	Professional and Technical Services 
	2,473
	8.75
	6.55

	Other Services, Ex. Public Admin 
	2,928
	-1.74
	3.32

	Public Administration
	4,205
	7.65
	1.96

	           Total Employment All Industries
	102,086
	1.26
	2.99


Source:  Texas Workforce Commission

The strongest annual growth rate among various local service industries occurred in real estate and rental and leasing and in professional and technical services, significantly exceeding the statewide average rate of growth.  On the other hand, consolidation of management of companies and enterprises into larger metropolitan areas is a national trend that has adversely affected local employment compared with the State average.  Educational services, the second largest service industry in Waco, expanded at a faster rate than the State average from 1st quarter 2007 to 1st quarter 2008.  

Healthcare, Social Assistance and Education

Data in table 10 include healthcare and social assistance employment reported by the Texas Workforce Commission.  The loss of a reported 1,838 jobs obviously caught my attention and led to discussion with an economist at the Texas Workforce Commission.  They subsequently determined that 1st quarter 2008 data reflected 1,204 fewer federal healthcare jobs due to a noneconomic correction by the Texas Workforce Commission for employment by a federal healthcare establishment located in Bell County that was previously coded for McLennan County.  This still resulted in 634 fewer private establishment jobs reported in 1st quarter 2008 compared with 1st quarter 2007.  Further conversation with economists at the Texas Workforce Commission revealed that the number of private hospital workers were not reported due to public disclosure requirements, although data for 1st quarter 2007 private hospitals in Waco totalled 4,016 workers.  While there may have been some temporary change in healthcare employment early in the year, local hospital officials are predicting higher healthcare employment next year, especially in light of expanding medical facilities along the Highway 6 corridor.  

Education service employment in Waco increased 3.61% in 1st quarter 2008 compared with 1st quarter 2007 compared with 2.29% statewide.  Local public school enrollment and higher education enrollment are projected to expand even further next year to at least twice the rate of total employment growth in the area.  Over the year ending in 1st quarter 2008 total employment increased 1.26% compared with the long run trend rate of 1.43%.  Even as the economy slows over the next few quarters, education employment will increase at least 2.5% next year.
Financial Activities

Employment of all workers engaged in financial activities totaled 6,564 in the 1st quarter 2008 compare with 6,028 in 1st quarter 2007, an annual increase of 8.89 percent.  Real estate finance was largely responsible for the increase.  The tightening of the credit markets is making borrowing more difficult for potential home buyers and consumers.  Fewer transactions are projected to slow the pace of growth in financial industry employment over the next several quarters.  
Leisure and Hospitality

Employment by all Waco MSA leisure and hospitality establishments, including lodging as well as arts and entertainment, averaged 9,771 workers in 1st quarter 2008, an increase of 3.04% from the same quarter in 2007.  
Table 11

Waco MSA and State of Texas Hotel Occupancy Rates and

Percent Change in Revenue from Previous Year

	 
	                Waco Metro Area
	            State of Texas Average

	Period
	Occupancy Rate
	% Chg. In Revenue
	Occupancy Rate
	% Chg. In Revenue

	 
	%
	 from Previous Year
	%
	 from Previous Year

	Year of 2006
	60.6
	1.8
	61.1
	13.2

	1st Q '07
	56.0
	1.0
	62.3
	9.2

	2nd Q '07
	62.2
	8.1
	62.9
	9.4

	3rd Q '07
	63.2
	10.8
	62.3
	8.0

	4th Q '07
	58.7
	11.8
	57.5
	8.6

	Year of 2007
	60.1
	7.8
	61.4
	8.9

	1st Q '08
	57.3
	8.2
	62.1
	7.1

	2nd Q'08
	62.7
	4.3
	63.6
	9.0

	Source: Texas Travel Research Center
	
	
	



Table 11 shows quarterly hotel occupancy rates and percentage change in room revenue from the previous year for the Waco Metro Area and the State of Texas average.  Looking first at the average annual occupancy rates, the 2007 rate fell in 2007 fell slightly from 60.6% to 60.1% compared with 2006.  New hotel construction in 2007 added an additional 2,000 rooms to the Waco metro area compared with the previous year, showing that additional room nights demanded generally supported the increase in area room capacity.  A more telling measure of the growth in visitor spending is the increase in hotel revenue in 2007 by 7.8% compared with 2006.  

In 1st quarter 2008 the occupancy rate was 57.3% compared with 56.0% in 1st quarter 2007.  A similar increase occurred in 2nd quarter 2008 compared with 2nd quarter 2007.  The higher occupancy rate during the same quarter of 2008 compared with a year ago reflects favorable trend growth with no indication of a cyclical downturn.  The average room rate in 2nd quarter 2008 in Waco was $68.08 compared with $66.08 dollars in 2nd quarter 2007.  Of the 4.3% increase in room revenue, 1.4% is due to the percent change in occupancy and the other 2.9% due to higher average room rates.  In general, Waco’s hotel accommodations are keeping pace with demand and prices remain a bargain when compared with the State average.  However, the annual rate of growth in hotel room revenue is expected to average less than 4% over the next several quarters.  
Business and Professional Services

In 2005 I was concerned over potential outsourcing of profession and business service employment from Waco to larger Texas cities.  However, as shown in the chart below my concern was short lived as local sales by professional and business service firms recovered in late 2005 and has continues to exhibit strong positive growth into 2008.  September 2008 Waco MSA employment of business and professional services amounted to 9,400, up 400 since September 2007 and the beginning of the year.  Professional and business service jobs are derived from the overall strength of the economy, so that the projected slowing of the economy in 2009 is expected to slow the growth rate in business and professional services employment next year.
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Summary and Conclusions

Over the last year employment in the Waco economy grew at a faster pace and exhibited greater stability in the housing and financial sectors than the U.S. economy.  Waco metro area employment growth reported by households has remained positive, increasing by 886 jobs in September 2008 from September a year ago.  But, growth in the local labor force outstripped employment growth so that the September 2008 unemployment rate increased to 4.8% compared with 4.2% in September 2007.  Wage and salary employment reported by establishments increased by 1,600 jobs in September compared with a year ago.


Relatively more stable and affordable housing prices enabled Waco to escape the extremely high loan default and foreclosure rates experienced in some other parts of the country.  However, Waco foreclosure rates have increased recently as some area households have experienced unexpected declines in income that prevented them from keeping pace with rising taxes, insurance, or mortgage payments due to resets of variable mortgage rates.  

Among all area households the average housing affordability rate for Waco in averaged 1.78 in 2007, well above the State of Texas average of 1.45 and the national average of 1.11.  Beginning in the fourth quarter last year housing prices began to fall along with the pace of new housing starts.  For the first time since 2004 area home prices failed to rise faster than average median income.  A two percent decrease in average home prices was coupled with four percent growth in nominal median household income resulting an increased the average affordability rate to 1.89, the highest in four years.  However, buyers are more hesitant to buy homes in the face of increased uncertainty regarding future income and the knowledge that housing prices are unlikely to appreciate in the near future.  


After four straight record years of home building from 2003 through 2006, McLennan County housing starts fell by 28% in 2007 and have continued to fall in 2008.  In 2009 the pace of new housing starts will remain slow as available credit options for potential buyers remain strict and even credit worthy households are reluctant to take on debt, however the downturn should begin to stabilize by the middle of the year.  On the positive side, commercial and public construction employment growth will remain strong as new and existing projects will continue to create jobs and income in the construction sector.  

Historically, Waco has been influenced by national recessions, often with a slight time lag, but with lesser magnitude.  In many parts of the country falling home prices have substantially reduced household wealth from home equity, but the instability on Wall Street has affected Waco through rising credit standards for potential borrowers and wealth effects from declining retirement accounts.  The financial crisis is causing American consumers to pull back on their spending, all but guaranteeing that the economy will get worse before it gets better.  While more stable food and falling gasoline prices are beginning to restore some of the lost discretionary income that occurred through mid-year, fear and uncertainty regarding the future will cause households to slow consumer spending even more going forward.  Automobile sales are falling, restaurants are facing fewer customers, and retailers are already advertising price reductions to attract more store traffic.  While the global economic slowdown is already reducing the inflation rate, job growth is projected to slow locally, especially among retail trade and home construction related establishments, even though education and public administration and health care jobs will continue to add stability to the area.  So far, manufacturing output has been steady, but slower domestic demand and foreign export demand will eventually reduce industrial production.

In Waco, while fourth quarter consumer spending is projected to show positive growth from a year ago, the rate of growth will decrease except for favorable seasonal influences.  Of course, the economic decline has not yet hurt all businesses and might even be good for some.  Despite higher prices, food is flying off the shelves of grocery stores and DVDs have been brisk as households turn to affordable home entertainment rather than travel vacations.

During the 1991 and 2001 recessions, local employment and income continued to increase but at a decreasing rate as the national economy decreased and the local impacts of the national recessions were relatively modest.  At that time the global influences on the economy were less and more predictable than today, and the Fed had more leeway in their ability to lower interest rates to encourage recovery.  It is now evident that fear and the need for deleveraging among economic agents (mortgage firms, households, and the U.S. government) will have a stronger adverse business cycle effect than the two prior recessions.  It is also difficult to determine when the downturn of the national housing cycle will be reached that is a basic fundamental cause of the loss of liquidity and solvency of financial institutions on Wall Street and loss of household wealth and confidence on Main Street.

The task the U.S. Treasury and Federal Reserve are using to stabilize global financial markets that involve a combination of private sector deals and government programs will take time to take effect.  Warren Buffet type rescue measures, FDIC intervention, Wachovia sales to Wells Fargo are examples of restructuring already underway.  The doom & gloom scenario seems universal, a condition that perhaps indicates that the worst has already been discounted in the stock market.  But, most investors are expecting more volatility until the dust settles and investors begin looking past the devastation to the inevitable economic and market recovery.  Historical experience tells me that I will live that long, but for many of us the real question may be whether or not we will be able to work that long.  
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