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o Texas factory activity grew slower in November.
¢ The Texas jobless rate fell to 6.6% in October.
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¢ The Federal Reserve promised to keep interest rates exceptionally low as long as the national unemployment rate stays

above 6.5%.
Executive summary

The national economic outlook remains weak as the
main components of domestic demand, namely personal
consumption and business investments, struggle to
regain firmer footing. In fact, recent revisions to third
quarter GDP growth showed that consumer spending,
or over 70% of the U.S. economic output, grew by only
1.4%, while business investments fell by 2.2%. Spending
on equipment and software (or over 71% of all business
capital outlays) dropped for the first time since the start
of the recovery in the second quarter of 2009. On the
bright side, residential investments continued to add to
economic expansion for the sixth straight quarter.

Above all, it appears that weaker sales may be forcing
business to stockpile unsold merchandize. In particular,
in October the inventories to sales ratio for all businesses
increased to 1.29 in October, compared to 1.26 during the
first months of 2012 and a year ago. More importantly,
this involuntary uptick in inventory accumulation may
foretell future economic weakness as businesses lower
production to adjust to reduced demand. In fact, national
factory activity resumed its downtrend in November after
two consecutive months of moderate gains and is now at
its weakest point since mid-2009.

Meanwhile, personal expenditure on durable goods,
including cars, which has been propping up retail sales,
appears to be cooling. First, a modest recovery of the
national labor marketas wellasthe slow growth of personal
incomes is depressing households’ buying power. Second,
consumer confidence, which has recently recovered back
to its post-crisis highs, is starting to weaken on growing
pessimism about future economic conditions. After all,
fears of impending tax hikes are becoming a formidable
obstacle to the sustained growth of consumer spending.

More importantly, policy uncertainties are a serious drag
on business confidence nationwide. Indeed, November
readings on business sentiment indicate that business
owners are becoming increasingly concerned with the
hostility of government policies and regulations, which
are perceived as a potent deterrent to private investments.

Texas, which faces broadly similar economic headwinds,
saw slower growth of business activity in November as
well. In addition, weaker activity in the mining industry is
exerting a toll on the states’ largest metro — in November,
manufacturing activity in Houston registered its lowest
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reading in two years, although it still remained in
expansionary mode for the 39th consecutive month.

On top of that, fading foreign demand is creating some
headwinds for the Texas economy. Indeed, in January-
October, the state’s exports grew at the slowest pace
compared to the same ten months of the previous two
years. In particular, local exporters have to deal with a
tougher external environment due to slowing economic
growth in Latin America and China.

Still, faster recovery of the regional jobs market is helping
to sustain growth momentum in the largest Texas metros.
And a strong rebound in the residential construction
industry is an important factor that helps offset a less
favorable external environment both in the U.S. and
worldwide. In fact, in October, the Texas construction
industry saw a record monthly jobs gain. As a result, it
is now the biggest source of new private jobs accounting
for over a fifth of all new private sector jobs created
this year in Texas. Meanwhile, construction jobs are still
disappearing nationwide.
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Economic output

The national economy appears to be stuck in low gear. Indeed, despite an upward revision
of third quarter GDP growth to 2.7%, personal consumption, which accounts for over 70%
of U.S. economic output, posted a rather modest gain of only 1.4% - the slowest pace since
the second quarter a year ago. More importantly, business investments fell by 2.2% - the
first quarterly decline since the first quarter of 2011. Business spending on equipment and
software (or over 71% of all business capital outlays) fell for the first time since the start
of the recovery in the second quarter of 2009 (see chart 1). On the upside, spurred by low
borrowing costs and a gradual improvement in the jobs market, the residential construction
sector continued to add to economic expansion for the sixth straight quarter.

Residential investments aside, slower growth of domestic demand seems to be the reason
for the quicker pace of inventory accumulation in July-September. In particular, nonfarm
inventories added 1.2 percentage points to GDP growth in the third quarter as weaker sales
may be forcing businesses to stockpile unsold merchandize. For instance, according to the
U.S. Census Bureau, the inventories to sales ratio for all businesses increased to 1.29 in
October, compared to 1.26 during the first months of 2012 and a year ago. After all, business
sales have been recently growing slower than inventories (see chart 2). And this involuntary
pickup in inventory accumulation may foretell future economic weakness as businesses
lower production to adjust to reduced demand. In fact, according to the Institute of Supply
Management, in November, national factory activity resumed its downtrend following two
consecutive months of moderate gains (see chart 3). Manufacturing PMI is now at its
weakest point since the middle of 2009.

In October,inventories of cars and parts saw the fastest annual gain of over 21% as improving
vehicle sales prompted dealers to increase stock to meet demand. Indeed, car sales grew
to another post-recession record in November following a dip in sales the month before.
However, consumer spending on durable goods, including cars, which has been propping
up retail sales, appears to be cooling (see chart 4). Due to a rather modest recovery of the
national labor market, personal income is growing twice as slow as in precrisis years (see
chart 5). Meanwhile, consumer confidence, which recently recovered back to its post-crisis
highs, may be starting to weaken. In particular, according to the University of Michigan,
consumer sentiment dropped sharply in early December (see chart 6) as expectations of
future economic conditions significantly worsened. After all, political deadlock over fiscal
policy negotiations adds to the fears about impending tax hikes. And this uncertainty over
future income is becoming a formidable obstacle to the sustained growth of consumer
spending.
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Confidence Index dropped to the lowest level in over a year. This may partly reflect the
negative impact of hurricane Sandy, but according to the National Federation of Independent
Business, small business owners appear to be equally pessimistic regardless of whether or
not they reside in the affected states. In particular, business owners are becoming more and
more concerned with the increasing hostility of government policies and requlations. Above
all, owners point to the threat of higher tax rates and costly new regulations (for example,
healthcare reform) as a potent deterrent to private investments — less than a fifth of the
surveyed small businesses plan to have capital outlays in the near future. Likewise, CEOQ
Magazine finds that worries over future regulations and the impact of fiscal cliff tax hikes
are the main reason for the poor business outlook and reduced capital outlays. The fact that
factory orders of capital goods still remain below last year's level (see chart 8) testifies to
businesses’ reluctance to step up investment spending.

Turning to Texas, local factory activity as well as the service providing part of the regional
economy weakened in November (see chart 9). Texas is facing similar headwinds as the
nation as a whole. Meanwhile, a slower expansion of the mining industry (partly due to
lower natural gas prices as shale gas production continues to boom) is exerting a toll on
the states’ largest metro — in November, manufacturing activity in Houston posted its
lowest reading in two years, although it still remained in expansionary mode for the 39
consecutive month (see chart 10).

Weaker foreign demand is creating headwinds for the Texas economy as well — in January-
October, the state’s exports grew at the slowest pace compared to the same ten months of
the previous two years (see chart 11). Commodity exports aside, which were hit by lower
energy and metal prices, exports of chemical products barely grew this year. And this may
partly explain the decelerating pace of growth of the Houston economy - the state’s biggest
metro and the leading global petrochemical hub. Meanwhile, the geographical breakdown of
foreign trade flows points to the negative impact of the slowing economic growth in Latin
America and China on Texas exporters. Economic troubles in the Euro zone are not helping
either. Lastly, Texas is second only to California in the number of jobs in the semiconductor
industry — the state employs nearly 30 thousand workers in that sector. Yet, shrinking global

THE
BLEYZER

i3
8%

FOUNDATION

Turning Transitions Into Prosperity

New factory orders
2008=100%
110%

2009 12010 [T 2011 1T 2002
[= Total = Nondefense capital goods excluding aircraft]
Source: The U.S. Census Bureau

Texas Business Outlook Survey B
current situation indices

Factory activity

20

o %WJA/“@&
0

-10
-20
-30
-40

2010 2011
‘— Production = NewJobs‘

I 09 1 I 2012

Service sector
20

2010 2011
[= Retail sales = Revenue|
Source: The Federal Reserve Bank of Dallas

-50
G
2|

009

\ \ 2012 '

Houston factory activity weakens
65
60
55
50
45
40
35
3

1000

900
AT
700
600
500
400
009 2010 2011 2012
‘—Houston PMI, left scale =Texas rotary rig count, right scale‘
PMI - Purchasing Managers Index,
a reading above 50 indicates expansion
Source: Institute for Supply Management, Baker Hughes

factory activity (according to the JPMorgan Global Manufacturing PMI,

. . . Texas exports in January-October 11|
global manufacturing output has been contracting since June) depresses |% change vs. the same ten months a year ago &
demand for a wide range of computer chips supplied to the car industry as Veticles and — Euroarea -
well as the producers of consumer and industrial electronics and equipment. ;’l"’": = .

. . . . lastics :l;| .
Demand for semiconductors in Europe and Japan is particularly weak (see | yacpineryand . _ e —
chart 12) as both regions are entering another recession. As a result, this B:r?apn‘?:rs :; China ==}
may exert a toll on economic activity in Texas metros that are home to E:cTr'iiast :5 Canada :3
. . . equipmen —
clusters of semiconductor firms (for example, Austin and Dallas). Mineral = | Mexico ===
—1
However, thanks to a faster recovery in the local jobs market, the growth | Totalexports _— —
momentum appears to be on more sustainable footing in the largest Texas —40%-20?’ 0% 20% 40% 60% -40% -‘20% 0% 20% 40%
. . . . W 2012 [ 2011 @ 2010 02009
metros (see chart 13). Al:ld astrong rebound in the residential construction s cmoditis ccunt for v 70, ol Sttt st o
industry (see chart 14) is an important factor that helps partly offset the |fei Co o e Ryt ek cpovis are shimped - the o area, - 7
less favorable external environment both in the U.S. and worldwide. Source: The U.5. Department of Commerce
: : Global semiconductor sales 12
Building permits gloeot;gl%%soiness Cycle Indices three-month moving averages, % annual change B
% annual change 115% 60%
Single family | Multi-family 110%
Texas 40% 42% o ~
Austin 77% 661% ol
Dallas 73% 13% 8 —
[ o) 95% - —
L A R o B T | B
ort Wor ° ° ‘—Texas‘: Houston — Dallas — Austin — FtAWorth-Arlington‘ ‘ 2010 ‘ 2011 ‘ 2012 ‘
Source: The U.S. Census Bureau Source: The Federal Reserve Bank of Dallas [= Worldwide = Europe — Japan|

Headquarters

123 N. Post Oak Ln., Suite 410

Houston, TX 77024 USA

Tel: +1 (713) 6213111 Fax: +1 (713) 6214666
Email: sbleyzer@sigmableyzer.com

Source: The Semiconductor Industry Association

Copyright © SigmaBleyzer, 2012.
All rights reserved.



THE
BLEYZER
FOUNDATION

Turning Transitions Into Prosperity

Texas
Economic Update

& SigmaBleyzer

December 2012

Employment

A strong rebound in private sector hiring in Texas, which saw jobs growing at a faster rate
than the nation as a whole and somewhat quicker than the state’s precrisis trend (see chart
15), testifies to the strength of the regional economy. As a result, in October, the jobless rate
in Texas fell to 6.6% - its lowest level since February 2009 (see chart 16). Importantly, unlike
the nation overall and some other big states, this labor market improvement was achieved
on the back of a steadily growing labor force. Thus, employment growth in Texas was fast
enough both to recover jobs lost during the recession as well as to provide employment
to the fresh entrants into the labor market. Meanwhile, employment in such states as New
York, California and Florida is still struggling to bounce back to its pre-recession levels (see
chart 17).

That being said, job growth in the Texas private sector appears to be slowing down to its
long-term trend of about 2%. Indeed, the service providing industries (and, in particular,
business and professional services) as well as the mining sector were instrumental to the
Texas labor market recovery during its initial phase (see chart 18). Job growth in those
industries has recently eased on slower expansion of the mining industry (which may have
depressed job growth in mining-related services) as well as diminished global demand
for engineering and architectural services, which account for a big chunk of the Texas
professional services industry. On the upside, job growth in the financial sector and trade
transportation and utilities — sectors providing over 30% of all private jobs in the state,
remains relatively stable (at about 1% and 2%, respectively), while hiring in leisure and
hospitality and healthcare industries appears to be accelerating. Better still — this year
the construction industry may become the biggest source of new private jobs in Texas.
After all, 21% of all new private sector jobs (about 230 thousand) created in Texas during
the first ten months of this year were in construction; meanwhile, construction jobs are
still disappearing nationwide. As a result, the national construction industry has yet to
regain more than a quarter of its pre-crisis employment compared to a much more advanced
recovery in Texas (see chart 19).

In fact, in October, the Texas construction industry saw a record monthly gain of 13,600
jobs, which puts the annual pace of job creation in this industry at over 8% - the fastest
growth rate of all the sectors of the economy. Meanwhile, the biggest monthly jobs losses
were registered in professional and business services (down by about 12 thousand);
manufacturing and trade, transportation and utilities shed jobs as well (1,800 each). Lastly,
the number of government jobs increased by 12,100 in October, which helped offset losses
in the previous months and delivered a modest annual gain of about 0.5%. Government
employment did not fare as well nationwide - in October it was 0.3% lower than a year ago.

Monetary Policy and Asset Prices

. . Employment growth in key industries 18]
Low borrowing costs continue |q change during the first ten months of the year E
i vi Texas us.
’.co suppfc)rt t!:)usmess actn@ty S 2 EE
N construction as rowin Other Services o
1 d ﬂ? d b'.g Leisure & hospitality = =
emp oyment and more arrordable Health care & social assist. =1 %
1 Education
homes  are éncouraging the Prof. & business services —_— [E‘
return of demand for housing | Finance = ]
. . Information Ci =
(see chart 20). The decision | Trade, transp.& utilities EE:: %
Manufacturing
by the Federal Reserve to keep | consiraction e =
sy Mining and logging —— e
the federal funds rate within Prata g = =
the 0% to 0.25% range as long | Totalnonfarmjobs = =
h . bl. t d -3% 0% 3% 6% 9% 12% -3% 0% 3% 6% 9%
as the jobless ra e' exceeds [ 2012 02011 @ 2010
6.5% may hEI.p sustain recent |Source: The U.S. Bureau of Labor Statistics

Headquarters

123 N. Post Oak Ln., Suite 410

Houston, TX 77024 USA

Tel: +1 (713) 6213111 Fax: +1 (713) 6214666
Email: shleyzer@sigmableyzer.com

Employment growth in the private sector
;/o/ annual change

4%
P o Sy
=

b ‘\
0%
-2%
-4%
_60/0 TTTIT
2008 2009 2010 2011 2012
—Texas = Texas (2004-2007 average)= U.S.‘
Source: The U.S. Bureau of Labor Statistics

Texas unemployment rate
10%

9%
8%
7,,/' \/\

=~ e N - T =

2011

Source: The U.S. Bureau of Labor Statistics

2009 2012

Labor force: Texas vs. U.S.

December 2007 = 100%
110% 102%

100%

us.
—

Texas

Dec07 Oct1l Oct12
California

Dec07 Oct1l Oct12
Florida

Dec07 Octll Octl2

Dec07 Octll Oct12
New York

B Employment
[ Labor force

Source: The U.S. Bureau of
Labor Statistics

Dec07 Octll Oct12

Construction jobs in Texas and nationwide
Poescember 2007 = 100%

0
[

2008 2009 2010 2011 2012

Jobs in Texas
% annual change

10%

2008 2009|2010 2011 2012
— Professional & business services = Construction
Trade, transportation & utilities Manufacturing
Source: The U.S. Bureau of Labor Statistics

Copyright © SigmaBleyzer, 2012.
All rights reserved.




THE
BLEYZER
FOUNDATION

Fconomic Update Lo roumATON

Texas

& SigmaBleyzer

sy

December 2012

improvements in the jobs and residential housing markets. The Fed will continue to buy [Existing home sales
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