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Over the years that I have followed performance of the economy I have reached two fundamental observations that invariably characterize central Texas.  First, local economic performance is influenced by many of the same economic forces that affect other parts of the country with respect to household and business investment behavior.  Second, the local economy has become more stable with greater diversification and less dependence on the performance of a single manufacturing industry.  For these reason, I always begin with a “top down” forecast that links the central Texas economy to global, national, and statewide influences.  I have often found that the local economy mirrors the national economy more closely than the statewide economy, although the differences are becoming less obvious as the Texas economy is becoming more diversified.


The U.S. economy has been going through what Alan Greenspan has called a “soft patch.”  Employment and sales gains have slowed, corporations have issued profit warnings, and auto makers have announced production cuts.  The momentum created by tax cuts and mortgage refinancing is lost and consumer confidence has dipped with higher gasoline prices and uncertainty created by the war in Iraq.  Many economic forecasters have revised downward their expectations for GDP growth.  But, all is not lost. Payrolls increased at a faster pace in August, measures of business expectations remain relatively high, and housing sales continue their record performance.  The Fed’s targeting federal funds rate is still below the rate of inflation, reflecting a step toward normalcy that has been favorably received by financial markets. 

The risk of inflation remains very low, although it fluctuates with energy prices.  As energy prices moderated in August producer prices fell and the consumer price index increased only 0.1 percent.   However, gasoline prices are on the rise again in response to Gulf Coast hurricanes that have caused producers to dip into inventories.  While there has been hope for better wage gains to boost spending, the modest pace of recent pay raises has helped to hold back inflation.  With the price level well behaved future credit tightening by the Fed is expected to remain gradual.  Also, without relatively low expectation for higher inflation rates, long term interest rates are not increasing significantly.  Curiously, this has been a boon to home sales as households rush to buy before mortgage rates rise. 

Waco MSA Income Per Capita


As I mentioned previously, the relatively diversified Waco economy exhibits more stability than other parts of the State.  The 2001 recession in Texas had a greater impact on larger cities in Texas, especially Dallas, Houston, and Austin, than on Waco.   Unfortunately, economic stability does not guarantee economic growth.  Rather, economic growth occurs because of relatively high levels of concentration in fast growing industries.  Localization agglomeration economies in high growth industries fuel faster rates of new business formations and expansion that become the basis for more specialized and higher paying occupations.  Currently, Waco’s average per capita income is estimated to be about $25,600 or about 83.3 percent of the State average.   
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Figure 1 shows that despite steady growth during the decade leading up to the 2001 recession income per capita in Waco failed to keep pace with the state average.  However, the gap narrowed during 2001 - 2002 due to stronger recessionary forces in higher growth industries that developed in Texas’ larger cities during the latter 1990s. 
	
 Table 1

      Percent Change in Per Capita Income for Texas Metro Areas
	

	Texas MSA
	95-96
	96-97
	97-98
	98-99
	99-00
	00-01
	01-02

	
	
	
	
	
	
	
	

	Amarillo
	4.1
	7.4
	5.2
	3.2
	6.7
	1.1
	3.6

	Austin-Round Rock
	9.0
	11.5
	17.5
	13.0
	10.0
	4.8
	-1.1

	Beaumont-Port Arthur
	2.5
	8.4
	6.7
	0.1
	6.0
	2.2
	3.4

	Brownsville-Harlingen
	5.6
	6.9
	7.0
	4.0
	8.1
	6.3
	6.7

	College Station-Bryan
	5.1
	9.8
	7.8
	5.3
	7.7
	4.6
	3.5

	Corpus Christi
	7.4
	5.1
	5.0
	2.9
	5.4
	4.5
	4.0

	Dallas-Fort Worth-Arlington 
	8.7
	9.7
	10.4
	7.1
	11.7
	3.2
	1.6

	El Paso
	3.6
	7.5
	5.8
	3.0
	7.7
	5.2
	5.1

	Houston-Sugar Land
	8.7
	10.1
	9.7
	6.2
	11.5
	5.7
	1.9

	Killeen-Temple-Fort Hood 
	6.3
	4.0
	5.3
	7.1
	5.8
	4.9
	5.2

	Laredo
	7.9
	9.3
	6.4
	5.3
	9.4
	9.6
	6.9

	Longview
	6.0
	6.6
	4.6
	3.0
	9.0
	3.3
	2.6

	Lubbock 
	5.6
	4.0
	6.2
	2.7
	7.9
	0.9
	4.2

	McAllen-Edinburg-Pharr
	7.6
	7.9
	7.5
	6.2
	8.9
	8.3
	7.3

	Midland
	6.9
	13.8
	3.5
	-2.6
	13.8
	-4.1
	0.8

	Odessa
	4.1
	9.7
	7.7
	-4.7
	8.8
	4.4
	2.8

	San Angelo
	3.9
	5.9
	5.9
	2.4
	5.7
	4.0
	2.3

	San Antonio
	6.4
	7.0
	7.0
	6.9
	10.6
	2.9
	3.3

	Sherman-Denison
	7.1
	7.3
	5.9
	5.2
	8.6
	2.0
	1.3

	Tyler
	6.2
	7.6
	8.2
	4.5
	11.5
	0.5
	4.0

	Victoria
	5.1
	5.0
	8.0
	3.6
	8.6
	2.3
	1.2

	Waco
	4.5
	6.2
	5.8
	5.1
	4.5
	3.0
	4.1

	Wichita Falls
	4.5
	5.6
	4.7
	4.1
	6.3
	3
	4.2

	Texas Metro Portion
	7.7
	9.1
	9.4
	6.4
	10.5
	4.1
	2.2

	Texas Non metro Portion
	5.1
	8
	5.1
	5.2
	4.6
	4.6
	2.5

	Source:  U. S. Bureau of Economic Analysis 
	
	
	
	
	
	



Table 1 compares the relative growth performance in per capital personal income in the Waco MSA with other metro areas of the State from 1995 through 2002.   Dallas-Fort Worth, Houston, and Austin dominated Texas growth during the latter half of the decade, led by growth in high tech industries and consolidation and growth of the energy industry.   Although Waco experienced steady growth, it failed to keep pace with the average of all metropolitan areas in the State including many of its peer cities.  The good news is that Waco barely felt the sting of the 2001 recession that affected many of the previous growth centers of the State.  Waco’s 2001-02 growth rate substantially exceeded the average of  all metro areas in the State and attracted the attention of a number of outside investors who recognized its cyclical resiliency and relative economic performance.   


Waco shows signs of building on recent growth momentum based on its cyclical stability that has attracted outside investors like the Central Texas Marketplace, but we continue to face the challenge of competition from other areas of the country as we seek to achieve some of the agglomeration economies that are driving metro areas toward higher rates of growth in per capita income.


Waco MSA Employment


As I mentioned at last year’s Economic Forecast Conference, economists have long contended that non-farm employment growth from the BLS establishment survey understates the strength of the labor market.  Specifically, sole proprietorships and new businesses that contract with local establishments to provide services are included in the survey of establishments reporting the number of persons on their payrolls.  I can’t completely buy into the stronger employment figures from the BLS household survey, but I generally agree with Alan Greenspan that the truth is somewhere in between recent trends in the two series.  

Figure 2 shows the annual percent change in total employment reported by non-farm business establishments in the Waco MSA (McLennan County) each month from January 2001 through July 2004.  In early 2004 (except for April) it appeared that the “jobless” recovery had given way to healthy employment gains.  However, employment growth slowed before turning negative in June and July as the local economy mirrored the economic slowdown experienced nationwide.    
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Source:  Texas Workforce Commission


Figure 3 reports total employment for the Waco MSA based on the household survey that is used to determine the local unemployment rate.  While the BLS household survey includes sole proprietors its primary shortcoming is that it does not provide information on various sectors of the economy nor the extent of the work effort.   According to the household survey, Waco MSA employment has increased every month since April 2002.   The household survey reports an increase of almost 2,500 jobs in the Waco MSA from June 2001 to June 2004, including 1,132 jobs over the most recent year.  This represents a percentage increase of 2.5 percent over the three year period and a 1.1 percent increase from June 2003 to June 2004.  The establishment survey shows an increase of only 600 jobs (0.6 percent) over the same three-year period and a loss of 100 jobs (0.2 percent decrease) over the past year.  


It is most likely that total Waco MSA employment over the past three years has increased somewhere between the low estimate based on the establishment survey and the high estimate based on the household survey.  The average of the two series over the three-year period amounts to 1,280 jobs which amounts to a 1.5 percent increase.  Over the past year, the average of the two series is approximately 500 jobs.  This estimate is closer to reality than either of the two published measures based on establishment and household surveys.

[image: image3.emf]Figure 3:  Annual Percent Change in Waco 
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  Source:  Texas Workforce Commission

The Waco MSA Unemployment Rate


The unemployment rate based on the BLS household survey may be used to compare the relative strength of labor market supply and demand forces as well as the stability of the labor market in response to the 2001 business cycle recession.  Figure 4 compares non-seasonal adjusted unemployment rates for Waco, the state of Texas, and the nation.  

The unemployment rate for the Waco metro area has been continuously below the national average during recession and recovery.  However, the recession impacted more fully on Texas’ largest metro area causing the statewide unemployment rate to move above the national rate in March 2001.  Relatively strong growth in Texas in early 2004 closed the gap between the U.S. and Texas unemployment rates and further lowered the Waco rate relative to the U.S. average rate.   The larger gap between Waco’s unemployment rate and both U.S. and Texas rates is more significant when favorable seasonal forces exist, suggesting that the Waco labor market is more sensitive to seasonal forces that both the state and the nation. 
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The non-seasonally adjusted unemployment rate for the Waco MSA in July 2004 was 4.8 percent, down 1.2 percent from a 6.0 percent rate in July 2003.   The Texas seasonally adjusted unemployment rate of 5.7 percent in July 2004 was down 1.1 percent from 6.8 percent in July 2003.  The U.S. unemployment rate fell 0.7 percentage points to 5.5 percent, down from 6.2 percent in July 2003.  In 2005 the local unemployment rate will continue below national and statewide rate and maintain the same percentage differential.   However, the unemployment rate is not projected to lower as fast next year as the economy gets closer to its potential rate of output and the labor force expands in response to additional employment opportunities. 
The Central Texas Inflation Rate

The annual rate of inflation in Central Texas, shown in figure 5, fell in response to the 2001 cycle downturn, but more recently it has fluctuated close to 2 percent based primarily on changes in energy costs.   Energy price pressures have certainly not abated. The price of crude could still push upward, and the translation of raw fuel prices through the production chain is still gaining steam. Productivity growth is moderating.

The big question is how the Fed might respond to inflation that is due primarily to higher energy costs.  Monetary policy has its primary influence on aggregate demand rather than forces that limit production.  Restrictive Fed policy to slow aggregate demand in response to slower output would add to recessionary pressures that are already being created by the “tax” on consumers in the form of higher energy prices.  However, if monetary policy is eased, the Fed is risking higher inflation (and also higher long-term interest rates) down the road.


The most likely outcome is for inflation to increase slightly but average less than 2.5 percent next year as projected higher energy costs are reflected in the prices of other components that make up the core inflation rate.
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Waco Manufacturing Outlook

Manufacturing employment in Waco in 2004 has significantly improved, averaging 4 percent higher than a year ago, although it has not fully recovered numerically to levels reached prior to the 2001 recession.   (See figure 6.)
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Following the sharp decrease in manufacturing employment and output in response to the 2001 recession (that actually began in late 2000), figure 7 shows that local manufacturing output increased through much of 2002 even though manufacturing employment continued to decrease.  A second slump in local manufacturing output beginning in the third quarter of 2002 lasted until the middle of 2003 leading to more manufacturing layoffs.  However, beginning in the third quarter of 2003 local manufacturing output began to increase.  After a six month lag manufacturing employment also began to increase.  


The ability of manufacturing firms to squeeze additional output from workers has resulted in higher rates of labor productivity.  Firms have been reluctant to hire permanent workers as they face uncertainty about the pace of recovery.  Firms also can save on the rising costs of fringe benefits, such as medical insurance and pension funds, if they employ contract workers.  A principal reason for the slow pace of employment following the 2001 recession is that, unlike earlier recoveries, workers laid off during the business cycle downturn are often faced with finding a new job that is in another industry or occupation.  This rising “structural” component of reemployment is especially apparent in the manufacturing sector.  As industry demand increases and labor shortages become more critical, firms to add more to their “core” labor force made up of “permanent” employees with fringe benefits.  [image: image7.emf]Figure 7:  Annual Percent Change in Waco 
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Waco is characterized by the diversity of its manufacturing sector that adds to its aggregate stability.  All areas of the country suffer from local plant closings, such as Tyco Healthcare’s decision to close its Waco diaper-making plant and consolidate elsewhere; but, economic studies show that high growth areas are characterized by clusters of new and expanding firms in a high growth industry.  Waco is beginning to realize this potential in the aircraft technology.  Government contracts at L-3 Communications are generating manpower linkages with TSTC to provide technically trained workers that are essential to meet contracts, such as the a bid to build the next fleet of presidential helicopters. 

Waco’s central location with excellent highway access along Interstate 35 also attracts manufactured housing and distribution and warehousing firms. Manufactured housing is expected to increase in response the relatively strong demand for affordable housing in the growing Texas economy as well as the need for housing to meet the demands of areas devastated by recent hurricanes.   

The future of manufacturing output and employment is clearly dependent on the particular industry, but the national outlook is more favorable today than it was a year ago.  Local manufacturing output is projected to continue to grow next year although the pace of growth will be below it recent performance that reached a level of more than 15 percent in the fourth quarter last year.  Similarly employment will grow slower than the 4 percent rate recently experienced.  A more likely scenario is growth in manufacturing output of about 5 percent and employment growth of about 1 percent.  However, even at this slower pace, the manufacturing sector will continue to provide momentum to the economy that until recently has been sorely missed since the 2001 recession. 
Outlook for Professional and Business Services


Historically, the demand for professional and business services is derived from growth in goods-producing sector.  More recently the increase in outsourcing by goods-producing firms has further increased the demand for professional and business service establishments.  As a result professional and business service employment has responded more directly (a smaller time lag) to recovery in the manufacturing sector than has direct employment reported by manufacturing establishments.  

Figure 8 shows that business and profession service employment increased substantially during the last half of 2003 as manufacturing output increased while manufacturing employment fell (Figure 6).   Improvement in manufacturing output next year is expected to have a more balanced effect on employment in both the producer goods sector and the business services sector than Waco has experienced over the past two years.   Hence, the predicted multiplier effect on business service employment will be more stable with respect to growth in manufacturing employment.   

Employment in finance, insurance, and real estate is projected to remain relatively stable in 2005 with sufficient demand from businesses, consumers, and home buyers to support current employment.  In general, employment growth of business professionals will grow at the same pace as total households, or about 0.5 percent. 
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Outlook for Education and Health Service Industries

Waco is characterized by a large number of education and health care employees due to the presence of one university, two colleges, two full service hospitals, and several clinics and medical offices.  Employment in education and health services in Waco continues to increase but figure 9 shows that the pace of expansion has been slower in 2004 compared with a year ago.  The rate of growth in education and health care service employment has stabilized since July 2003 at about 2 percent, which is less than one-half the rate in growth in the three quarters beginning in fourth quarter 2002 through second quarter 2003.

Slower employment growth in education and health services is not a reflection of slower demand but, rather, a reflection of the shortage of available personnel and the need to increase worker productivity in the face of rising costs and budget constraints.  Employment in healthcare and education will rise faster than projected population growth of 0.5 percent in 2005, but the pace of growth is unlikely to increase faster than 2 percent or about 220 additional jobs.     
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Outlook for Leisure and Hospitality Industry


 One of the lessons that many successful communities are learning is that local amenities are an important component of economic development.  Not only do they bring visitor income into the community, but they are an important “trump card” in the competition with other cities for new “footloose” industries that can be choosy about their choice of location.   

Figure 10 shows the recent upsurge in local employment in the leisure and hospitality industry.  After stable or slightly negative growth in 2001 until July 2002 local leisure and hospitality employment surged upward and has increased in nearly every month.  Waco has reached the point that employment in the hospitality industry is becoming one of its most important components, reaching over 9 thousand jobs.  While the average wage per job is below that of manufacturing it provides an important component of household income to many of the more needy families in Waco.  It is also an important contributor to the decision of outside investors in the consumer sector, including restaurants and retail trade establishments. 
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Waco’s year-to-date hotel occupancy rate through the second quarter 2004 averaged 64.2 percent compared with the average of all Texas metro areas of 56.7 percent.  The Waco hotel occupancy rate was the third highest among the 27 metro areas in Texas, led only by El Paso and Laredo, despite recent expansion in area hotel investment.   Year-to-date 2004 occupancy rates of higher-priced chain hotels in Waco averaged 68.4 percent compared with 66.7 percent over the same period a year ago.   Year-to-date occupancy rates of lower-priced independents averaged 51.3 percent compared with 52.7 percent a year ago.   The bottom line is that year-to-date 2004 Waco hotel revenue of $2,375.8 million is up 7.0 percent from a year ago.

The outlook for the hospitality and leisure industry in Waco is increasingly positive with the Zoo addition, the potential addition of a four-star hotel and conference center, Waco Convention Center renovations, and development of activities and properties in Downtown Waco and the Lake Brazos Corridor.  
Construction and Housing Outlook

The demand for housing is essentially a derived demand that is dependent on the rate of growth in the number of area households and average household income.  However, the unit price and timing of new housing starts is also significantly influenced by mortgage interest rates.  From December 2000 to January 2001 the federal funds rate targeted by the Federal Reserve fell from 6.5 percent to 1.75 percent.  In July 2003 the federal funds rate reached 1 percent.  Only recently has the Federal Reserve increased its targeted rate to 1.5 percent.  The increase in bank credit and lower expected inflation rates had the effect of lowering conventional mortgage rates to below 6 percent by January 2003.  
Although the Federal Reserve recently increased their targeted federal funds rate, the average interest rate on conventional mortgages did not increase appreciably and, in fact, fell slightly to an average of 5.87 percent for the month of August.  With employment growth and projected higher family income, local housing demand has remained especially strong over the past year, reaching a 12-month cumulative total of almost 700 new single family units in July 2004, which is 37 percent higher than the 12-month cumulative total in July 2003.  


Households used the historically lower mortgage rates to purchase higher priced housing with a lower than proportional increase in monthly payments.  Table 2 shows the trend toward higher priced housing began in May 2002 as lower interest rates offset the effect of higher prices on housing affordability.  From August 2002 through July 2003 the average price of new housing constructed over the previous 12-month period increased at a double digit rate.  The higher price of new housing is largely responsible for the increase in local appraised property values that average about 10 percent higher this year than a year ago.  Much of this higher priced housing was in the form of new housing located on the outskirts of Waco, especially in Waco’s recently annexed westward corridor beyond Woodway.   

The present average annual rate of new housing units of 682 units over the last five months is exceeding the pace of new area households. The rate of increase in the average price of new housing has slowed considerably over the past year, a force that should slow the rate of increase in taxable homeowner property values next year.   As the mortgage rate increases the pace of new housing starts next year is likely to fall to an annual rate of between 500 and 550 units, matching the rate of new households expected to locate in the area.

 



Table 2
Single Family Building Permits in Waco, Texas
	Date
	Number of Dwelling Units
	Average Value per Dwelling Unit ($)

	
	Units
	12 Month
	Average
	12 Month

	
	
	Total
	Percent
	Value
	Average
	Percent

	
	
	
	Change
	 
	
	Change

	2002-Jan
	36
	476
	2
	109,800
	111,800
	-17

	Feb
	41
	443
	-9
	134,700
	117,800
	-9

	Mar
	23
	410
	-18
	139,900
	120,400
	-6

	Apr
	45
	400
	-23
	125,800
	123,300
	-2

	May
	46
	393
	-26
	119,500
	123,000
	2

	Jun
	33
	399
	-19
	155,700
	125,500
	5

	Jul
	49
	424
	-13
	129,400
	126,800
	8

	Aug
	52
	424
	-16
	161,500
	131,100
	12

	Sep
	41
	423
	-17
	138,500
	133,200
	14

	Oct
	42
	443
	-11
	148,200
	135,700
	17

	Nov
	30
	454
	-7
	135,200
	135,800
	19

	Dec
	24
	462
	-4
	136,100
	136,300
	19

	2003-Jan
	44
	470
	-1
	159,600
	140,500
	26

	Feb
	37
	466
	5
	130,600
	140,200
	19

	Mar
	59
	502
	22
	101,700
	135,700
	13

	Apr
	42
	499
	25
	156,400
	138,300
	12

	May
	41
	494
	26
	138,800
	140,100
	14

	Jun
	58
	519
	30
	147,900
	140,000
	12

	Jul
	40
	510
	20
	153,900
	142,100
	12

	Aug
	52
	510
	20
	137,000
	139,600
	6

	Sep
	55
	524
	24
	150,100
	140,800
	6

	Oct
	53
	535
	21
	156,000
	141,700
	4

	Nov
	46
	551
	21
	123,700
	140,600
	4

	Dec
	32
	559
	21
	146,800
	141,100
	4

	2004-Jan
	73
	588
	25
	143,700
	140,100
	0

	Feb
	68
	619
	33
	160,400
	142,900
	2

	Mar
	105
	665
	32
	133,100
	145,000
	7

	Apr
	50
	673
	35
	164,000
	145,700
	5

	May
	54
	686
	39
	118,800
	144,000
	3

	Jun
	60
	688
	33
	177,700
	146,600
	5

	Jul
	49
	697
	37
	171,500
	147,900
	4


Source:  Texas A&M Real Estate Research Center

The increase in new housing starts is providing sufficient supply to support record-breaking demand for existing housing.  Waco Multiple Listing Service reports growth in home sales beginning in 2001 as the Fed lowered interest rates, reaching 2,371 in 2003 with no evidence of letting up in 2004.    A segment of the market that has been less influenced by mortgage rates has been affordable housing in the range of moderate income households.  However, government sponsored assistance programs and renewing interest by developers is increasing both the supply of and demand for affordable housing in the Waco market.


Since 2001 there has been an increase in multiunit housing construction.  New campus dorms have negatively impacted the apartment market around Baylor University.   However, multiunit housing construction is still active in the lower priced segment of the market, with almost 400 units at an average price below $40 thousand per unit constructed in June and July 2004.

Commercial construction has been led by the development of the multimillion dollar Central Texas Marketplace and spending on new facilities at Baylor University.   The new Brazos River exhibit at Cameron Park Zoo is being completed and several other public projects are on the drawing board, although there is talk of a bond election to determine their priorities. Spending on Baylor facilities will decrease next year as several projects have been completed, but private construction is expected to continue at its current pace.  There is hope for a new luxury convention hotel on the Brazos River that could become a major catalyst for additional investment in the area.  Construction in the Public Sector on a new library and renovation of the convention center could begin sometime next year.
Retail Trade Outlook


Consumer spending is crucial to continued growth in the economy.  Some analysts believe that the consumer is “maxed out” and are forecasting slower growth by consumers in 2005.  Their reasoning is based on the impacts of higher energy prices and inflation with lower public policy the stimulus from lower interest rates and tax cuts.   Household buying power from mortgage refinancing will also decrease in 2005.  


Figure 11 shows that the Waco metro area retail sales as a percent of Texas retail sales decreased in all but two years over the years from 1990 through 2003.  There are two ways of interpreting this declining share: (1) Waco has been increasingly underserved by retailers and offers strong sales potential for new investors, or (2) Waco suffers from a rising rate of retail leakage to other parts of the State because of its inability to compete with other large and growing cities; namely Austin and Dallas-Ft Worth.   
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 The rate of retail leakage to larger metropolitan areas is partly illustrated by figure 12 that shows the share of Texas retail sales in the Austin-San Marcos and Dallas metro areas.   Although both areas increased their share in the early 1990s, Dallas’ share of retail sales peaked in 1998 and has decreased since that period.  Austin’s share of Texas retail sales increased until 2002 but fell slightly in 2003.  

There is no evidence that Dallas and Austin increased their retail trade sector any faster than the amount predicted by their own population and income over the past five years.  In fact, Dallas and Austin appear to have moved closer to saturation while Waco’s retail sector has lagged in new development as population and income have increased. 
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Outside developers have taken note of Waco’s lagging retail sector and have interpreted its declining relative position as an indicator of its potential.   Developers of the Central Texas Marketplace have capitalized on the lack of retail representation in Waco as well as its location on Interstate 35 in its efforts to attract additional retail establishments into Waco.  
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Although Waco’s share of Texas retail sales has fallen, local retailers have experienced positive growth in sales that exceeds the rate of inflation.  Figure 13 shows actual and seasonally-adjusted retail sales in Waco since 2001.   Fourth quarter 2003 retail sales increased 2.5 percent compared with the rate of sales during fourth quarter 2002.   Over the same period retail sales for all 27 metro areas in Texas increased 8.7 percent.

Quarterly retail sales for Waco are currently reported only through the fourth quarter of 2003, but sales tax rebates may be used as a proxy measure to reflect more current performance.   Table 3 shows that year-to-date sales tax receipts by McLennan County incorporated cities are up 5.86 percent over the same period last year.
Table 3
September 2004 Year-to-date Sales Tax Rebates for Area Cities

	City
	Rate
	2004 Payments
	2003-04 
	2004

	 
	 
	To Date
	% Change
	% of County

	Bellmead
	1.50%
	$1,787,322
	5.74%
	7.54%

	Beverly Hills
	1.50%
	$366,173
	5.04%
	1.54%

	Bruceville Eddy
	1.00%
	$41,442
	7.52%
	0.17%

	Crawford
	1.50%*
	$39,504
	50.57%
	0.17%

	Gholson
	1.50%
	$14,191
	-1.09%
	0.06%

	Hallsburg
	1.00%
	$3,067
	3.45%
	0.01%

	Hewitt
	1.50%
	$664,771
	8.55%
	2.80%

	Lacy Lakeview
	1.50%
	$394,027
	2.14%
	1.66%

	Leroy
	1.00%
	$3,767
	20.92%
	0.02%

	Lorena
	1.50%
	$122,179
	0.28%
	0.52%

	Mart
	1.00%
	$62,110
	34.24%
	0.26%

	McGregor
	1.50%
	$319,857
	13.50%
	1.35%

	Moody
	1.00%
	$36,030
	7.33%
	0.15%

	Riesel
	1.25%*
	$36,068
	91.90%
	0.15%

	Robinson
	1.50%
	$527,825
	40.39%
	2.23%

	Ross
	1.00%
	$4,641
	64.11%
	0.02%

	Waco
	1.50%
	$18,088,342
	4.86%
	76.29%

	West
	1.50%
	$214,866
	-4.28%
	0.91%

	Woodway
	1.50%
	$984,241
	2.78%
	4.15%

	County Total
	 
	$23,710,423
	5.68%
	100.00%

	*Payments reflect recent increase in sales tax rate.
	
	

	Source:  Texas Comptroller of  Public Accounts
	
	



The City of Waco has received $18.09 million in year-to-date tax rebates through September 2004, up 4.86 percent from the same period in 2003.  Among larger incorporated cited showing faster gains this year than the City of Waco are Robinson, Bellmead, Hewitt, McGregor, and Beverly Hills.  The large gain in Crawford is partly due to an increase in the rate by 0.5% effective in October 2003.  Riesel increased its rate by 0.25% on the same date.  Without the higher effective tax rate Crawford’s tax rebate would have increased only 0.38 percent.  Without he higher rate Riesel’s tax rebate would still have increased 53.5 percent.


New housing starts over the past year have resulted in substantial sales of big-ticket items, including furniture, appliances, and high-definition television sets.  However, the consolidation of retail sales into larger more self-service stores has resulted in fewer local retail trade employees over the past several years.   Figure 14 shows the ratcheting downward of local retail trade employment following each seasonal peak of the previous year.  It also shows less seasonal hiring at the end of last year than expected due to seasonal demands. 
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The increase in household debt, higher property tax assessments, higher  gasoline prices, the playing out of Federal tax reductions, a slightly higher inflation rate, and higher interest rates are expected to slow the pace of consumer spending next year.  Although net households will increase locally next year, the effective purchasing power per household will show only modest improvement.  But, the addition of additional retail sales by visitors generated by the Central Texas Marketplace and the expanding hospitality industry and a lower rate of retail trade leakage as more consumers stay at home to shop will result in 2005 retail sales that will average about 4.5 percent higher than in 2004.   

Table 4 shows that there is considerable variance in the rate of change in retail sales among various retailers.  The largest and generally most volatile sector is automotive.  Fourth quarter 2003 sales were negatively influenced by the previous quarter sell off of automobile inventories fueled by dealer rebates and zero interest rate financing.  Sales of home furnishings are another component of sales that vary cyclically based partly on housing starts and interest rates both favorable influences that have added to home furnishing and building products sales since 2002.  


Apparel sales are also subject to cyclical influences and higher leakage of sales into larger surrounding markets as well as catalog and Internet sales.  In fourth quarter of last year, however, they rebounded from the previous year with a growth rate of 4.2 percent that exceeded the average for all goods.   The most stable sector has been food stores that continue to increase their sales partly because of the expansion as Super stores that sell more than just food products.   


 Many of the same influences that occurred a year ago will affect fourth quarter 2004 sales, including recent automobile sales rebates.  Building material sales will continue to rise along with home furnishings, but their rate of increase is expected to slow slightly.  Food store sales will continue to expand and apparel sales will moderately increase.  General merchandise sales by discount centers will increase, and restaurant sales should pick up with new establishments in the area.  Unless there is a major event affecting consumer confidence this should be a relatively good holiday sales period, exceeded the 2.5 percent growth rate of a year ago by at least 1.5 percent, or an average increase of about 4 percent.

Table 4
Fourth Quarter 2003 Waco Metro Area Retail Sales, the Percent Change from the Previous Year, and Business’ Share of Total Retail Sales 
	Retail Business 
	4th Q 2003 
	% Change From
	Share of Total

	 
	Sales
	Previous Year
	Retail Sales

	Building Materials
	$48,288,448
	4.0%
	6.5%

	General Merchandise
	$103,247,197
	-1.3%
	14.0%

	Food Stores
	$142,153,581
	11.1%
	19.2%

	Automotive
	$171,022,774
	-4.1%
	23.1%

	Clothing
	$29,256,226
	4.2%
	4.0%

	Home Furnishings
	$48,134,991
	10.7%
	6.5%

	Restaurants
	$73,906,408
	1.0%
	10.0%

	Drug Stores
	$28,141,520
	30.3%
	3.8%

	Liquor Stores
	$4,644,436
	2.8%
	0.6%

	Miscellaneous 
	$90,669,692
	-2.8%
	12.3%

	Total Retail Trade
	$739,465,273
	2.5%
	100.0%


Source:  State of Texas Comptroller of Public Accounts

Summary and Conclusions


Inflation-adjusted gross output in Waco has increased an estimated 5 percent over the past three quarters and is projected to increase about 4 percent in 2005.  About 0.5 percent of next year’s growth will come from additional workers and 3.5 percent will be generated by higher worker productivity.  There are obviously a number of forces that could affect this rate, especially the influence of higher energy prices.  Questions also exist about the effect of higher interest rates and consumer debt loads that reflect recent purchases of big ticket items.  Higher property tax rates, rising healthcare costs, and overall inflation are also likely to slow the economy to a more sustainable level.

As the local economy picked up steam following a relatively poor showing in third quarter 2003, the unemployment rate for the Waco metro area (McLennan County) beginning in January 2004 decreased compared with the same period in 2003.  July’s unemployment rate in the Waco metro area is 4.8 percent compared with 6.2 percent for Texas and 5.5 percent nationwide.  Relatively strong regional growth in 2004 enabled Waco’s unemployment rate to decrease 1.2 percent compared with July a year ago compared with a 0.8 percent decrease in the national average unemployment rate over the same period.  

Growth in the local economy has occurred without a significant increase in the rate of inflation, although higher energy prices in May increased the annual rate of inflation to 2.1 percent before falling slightly in July to 1.8 percent.  Inflation means rising prices not high prices; indeed, as the higher gasoline price takes hold inflation slows until prices are further increased.  However, higher transportation prices are eventually reflected in other prices and will have a ripple effect on inflation next year although the effect is likely to result in an inflation rate that is no higher than 2.5 percent.   

Output in manufacturing is expected to increase in 2005, but manufacturing employment will grow less than one-fourth that rate due to rising labor productivity of production workers and outsourcing of profession and business services to firms that are not classified as manufacturers.   Employment in professional and business services will continue to increase as aggregate business activity increases, but at a slower pace than total output growth.

Employment in health care and educational services will rise by about 2 percent next year compared with 0.5 percent growth in the population.  Limits to employment growth are not due to a lack of demand but rather from the need by employers to increase labor productivity due to budget constraints.  


The leisure and hospitality industry will continue to grow faster than the area average growth rate in 2005 due to the expansion of visitor attractions, like the Zoo expansion, and events, such as horse shows by the HOT Coliseum.  Waco is developing sufficient family based tourist attractions to encourage more overnight stays at local hotels.  As the convention industry continues to rebound from recession and travelers are seeking closer leisure trips Waco hotel occupancy rates are strong, ranking 3rd among the twenty-seven metro areas in the State. 

Homebuilding and construction will continue to be strong in 2005 despite the projected increase in short term rates.  Long term mortgage rates will not move as much as long as inflation remains under control.  However, average home prices are projected to increase much slower in 2005 as they have in 2004 compared to their double digit rate of increase in 2003.  Property tax reappraisals should fall next year to reflect these market forces helping to increase the affordability of housing. 


The pace of economic activity next year is still in the hands of consumers.  Demands for automobiles, furniture, high definition television, and other big ticket items have increased substantially.  Apparel sales are improving and sporting goods equipment sales are remaining in the area.  More than 600 additional households will locate in Waco next year and local retail sales will helped by less sales leakage into other nearby cities and higher sales to visitors.  A cautiously optimistic outlook is for retail sales in the Waco metro area to rise by about 4.5 percent next year.

Retail sales in the important four quarter should certainly exceed the anemic 2.5 percent increase in fourth quarter of last year.   Last year consumers were extremely cautious “bargain hunters” during the holiday buying period.  I suspect they will still look for bargains, but consumer confidence is generally higher this year than a year ago.    I will follow retail trade reports carefully over the next few months as an important indicator of the pace of local economic growth over the next year.  

My current projection is 4 percent growth in total area spending next year with more balanced growth among spending by consumers, homebuilders, and industrial and business service producers with less dominance by a single sector.  The rate of growth in Central Texas will be sufficient to maintain its share of gross national product and maintain its relatively low unemployment rate compared with U.S. and statewide totals.  
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