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Review and Qutlook

Looking Back, Moving Porward

he mild recession is ending, and now the ceon-
omy should be getring back on track,” announces
the ever-optimistic television Loanomist, Com-
ments such as chese raise a number of questions.

If there was a recession, why did the housing marlket hie
record sales valume? will recovery mean cven higher levels
of salest [f che BCOTOIMLY 18 recovering, why is emplovinent
groweh still negative (Figure 117

Despite the fact that housi ne markets have been flourizhing
during the cocanomic slowdown, a strong vLOny s Hinpor-
tant to the vigor of the real esrare markets, Growth means an
eipanding population, increased husiness activity and the re-
sulting need for homes and eommmercial space. It means higher
come and the confidence to malke linancial commitments.
The research staff of the Center offers this review of cconomic
trends, and highlighes the developments likelv to affeet the
teal estate industry this Veur,
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Looking for Signs of Recovery

Based on employmene ligures, Texas and the nation fel] into
Lecession (meaning that lewer people were em plosed) in late
2001 and had not yet recovered by September 2002, By {al]
A2, the decline in job growth was slowing, suggesting that
the worst had Passed, and the cconomy was building a founda-
tion for renewed growth.
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By Rosearch Staft

For the past several vears, the Texas economy consistently
ourperformed che 11,5, cconomy. When (LS, job growth was
positive, job growth in Texas grew fascer than the natinrnal
rate, When national job grosth was negative, Texas! job
growth rate declined at 4 slower rare, However, that changed
in summer 2002 when, compared with the 1.5 rate, the rate
of jobs loss in Texas was higher in July, Angust and Seprember,
This may signal a slow recovery for the state's ECONONTY,

Gazing into the ceonomic crystal ball crafted from the les-
sns of market cyvcles pust reveals a cloudy picture of the vear
ahead. The most likely scenario for 2003 is a slow recovery
that when platted on a graph looks more lilee a swide #1000
rather tham the sharp “V* that most of us wonrld Tile to see,
some seetors of the ceonomy will continue o shrink and con-
solidate, Even this modes cipectacion could be jeapardized by
several key developmenis,

ar. Where will President Bush take the war an terrorism]
Will there be an invasion of Irag? The economy may get a
hoost from milicary spending, but the cost of seeurity mea-
sures and reduced spending from fear of terrorism will have a
greacer effect,

Expectations are that a war will be short, and any associated
oil price spilee will he temporary. But chere 15 9 risk the wan
will drag on, cansing a sustained increase in the cost of o,
That would result in g slowing of industrial production and
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wionld end the current era of low inflation. Some teel
that uncertainty over whether the United States wall
invade Trag is stalling the recovery, and the economy
will begin moving once the invasion guestion is
answeraed,

Shorttall in state revenues. Owing to a drop in
consumer spending, state tax revenne will not meet
expectations, resulting in budget cutbacks and, pos.
silily, tax increases, Scaling back spending means thac
certain programs may lose federal marching funds.

; i ; ; |
A lepislavure hunting for wavs to raise revenue is 0

always a threat, Local governments are not exeimpt
Fronm the shortlall and have fewer aprions for boosting
revenue, Texas property taxes are already hagh rela-
tive to many states, and increases will have implica

tions for housing affordability, =
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Mexico's economy. Texans can never be oblivious
to therr southern neighbars, Texas border cities arc
probably more affected by the Mexsican economy

~
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Figure 1. Nonfarm Employment Growth Rates
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than by that of the United States, Flopes for o more
progperons future were kindled when Mexico elecoed Presi
dent Vicente Fox, bur time has shown that prablems are more
entrenched than many thought, Further, Mexico has new
worries, including the possible loss of manufacturing jobs to
China and an impending tax on foreign Hrms operating in the
counntr s

Interest rates. Low mortgage interest rates have been a
major stimules to the housing market, Refinancing allows

homeowners to lower their monthly payments and take equity

out of their homes, chus stimulating consumer spending, If
rates rise, the refinancing boom will end, and seme would-be
homehuyers will be priced out of the marloet.

The Federal Reserve, When the Ped was cutting rates, many
expected the economy to rally, but net much happened, The
Fed s noc likely to cur bevond its hall-percentage point cut
last November, given ics hias against the threat of inflacion,
the recovery r.-n_lc.‘, up, it may even begin to raise rates,

Small business growth, The bulle of new employvment is
produced by small, independent livms, Toxas ranks third on s

~ Ten Fastest Growing Economies in Texas.
‘Based on Growth Rate of Nonfarm Employment
August 2001-August 2002
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list of hese places o stare a business compliled by Microsaft's
bCentral websice, The ranking considers taxes, business costs,
crime races, labor laws and government restrictions. The
state was fourch on a stmilar ranloang conducted by the Small
Business Survival Committee. Whether or net Texas can
maintain these favorable rankings 15 a ley guestion.

Slowly Leaking Bubble

ausing booms do noe Lase, This may come as a shock

to licensees who entered the real cstate business in

the last few vears, On the ather hand, fears of a replay
al the 19840s debacle are unfounded, a5 sales could scale back
signilicantly and still be at histerically high levels,

[he estimaced 190,000 sales chrough the state's reporting
Multiple Listing Services in 2002 represent a 50 percent in-
crease in sales over the mad-1990s, During the worst vears of
the 1940s, total sales dell by only 15 percemt in any one vear,

[espite talk of housing “bubbles,” there is licele speculative
premiaum to be wrung out of housing prices. Mortgage inter-
est rates could rise one or twao percentage poines and homes
would suill remain attordable, Even if the economic recovery
is not vigorons, icshonld prevent the cype of marker collapse
induced by the oil industry’s downrall in the 1980s,

Sales ligures are highly seasonal, but comparing peaks
shows a significant slowdown in 2002, The vear began at
record pace but ran into trouble during the summer, Note,
however, chat the last few vears were boosted by increases
in the off-season monchs racther than higher sales during the
summer, The end of that patrern could signal a slow winding
down of sales to a more sustainable level somewhat lower
than the most recent peali.

Building shews no signs of slowing and may not, even if
sales decline, Builders have been hampered by shorages of
varions supplics jconcrece, dry walll and are responding to per-
ceived backlogs in demand.

The possibility of a price bubble — or, more accurately, a
price “spilic” — became apparent in mad-2000 (Figure 30, At
one point, the median price of homes rose almaost 14 percent
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Figure 2. Texas Housing Market
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Probability of rising mortgage interest rates. Though
it 1s unlilely the Federal Reserve Board will eut the
tederal funds rate further, that is not why interest rates
maost likely have bottemed. Bares are low because of
how much moeney flowed from the stock maret into
bomdl markets, sending all interest rares downward, If
stocks become more attraceive, that flow will reverse.

Slow cconomic recovery, especially in employment,
Jub creation is critical to atcracting new residents and
giving renters the confidence o hecome homeow ners,
And these rwo groups are essential o malntaining re-
puat sales. I interest rates rise, homeowners will ne lon-
per be able to effeetivelvy derive income from refi nANCing
their homes.

Some retrenchment among providers of low down
payment mortgage loans. Making i easy for frst-time

||||.|| ||||1

1994 1995 1996 199?'“1993 'IEEF]' 20(]() Eﬂé'i 2002 buyers to make the transition to homeownership is ey
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above the same-mench-last-vear amount. Since then,
however, price increases have fallen to the 3 percent
range or slightly more chan the rate of inilation,
Bubbles usually do not fizzle out: they burst in
rapid decline in prices. The brief price run-up looks
more like a classic sellers’ market
combined with lower supply. The markets have cor-
recred for this imbalance. Since mid-2001, inventories
have increased. MLSs now have a six-month supply of

active listings,

Much of the media’s concern about price hubbles
centers on affordability. News coverage may imply
that housing prices should advance in line with
household incomes, and lately they have been risi ng
much faster. In some arcas, prices have increased twn
to three times taster than income, The implication is
that prices cventually will fall into alignment with
income, Falling intevest rates have deflecied the im-
pact ol price increases on buyers. As long as rates stay

steady demand

low, prices do not seem se out of line.

Many tactors point to slower market activicy, Con.
sider these developments.

Figure 3. Texas MLS Price and Supply
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to expanding the marker, However, the rising risk level repre-
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sented by these loans 1s showing up in higher delinguency and
toreclosure rates,

some have raised alarms over what they view as the highest
delinguency rates in a decade, though the Mortgage Bankers
Association of America considers the rates consistent witl
current unempleyment levels, Loan performance should im-
prove with the cconomy, bue if this decs not occur, mortgags
eredit may become tighter.

The mortgage industry can draw lessons (rom recent CRPET-
ences of manufactused housing lenders, Defaults and foreclosures
have caused major disruption in the new manulactured home
market, foremg lenders and home supplicrs out of the market,

Eroding atfordability. Home prices have risen, and the over-
all cost of owning a home also has escalated to an unusual
degree, As prices rise, so do property taxes, a problem chat is

Serce: Real Bstate Center at Texas A& University

compounded by the relatively high Texas property tax rates.
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SOUNDS OF NAIL GLINS
and poveer saws [led the
air as buildees did their hest
o supply cager thrangs of
Texans with new hiomes,
Sades sloveed as the year
progressed, but law-interest
mintgage lnans keot overall
sales at record highe.

The cost of homeowners INSUTANCE 15 4 §rowWing concern.
Large casualty losses combined with negative investment
rEtUrng are pressuring insurance companics to raise rates
dramatically. Lenders consider taxes and insurance when
gqualilying horrowers for moregage loans, Therelore, fewer
buvers will be able to buy homes, even if they are willing 1o
pay the higher costs.

[nsurance availahility. In some cascs, insurance may not be
available even at a much higher cost. The state’s major insar-
ers have either stopped or restricted the writing of new home-
owners palicies. Some have refused to renew existing policies
if the policvholder has a history of claims,

pall by the Texas Association of Realeors shows almast

all responding agents chink that getting insurance is

harder now cthan in the past. Becanse mortgage lenders
require insurance coverage as a condition for malding loans, a
shortage of insurance conld severely cripple the housing market,

Itis highly unlikely that home sales could continue ar the
level of the last few vears. However, with only a mild rise in
interest rates, no major increase in foreclosures and a resalu-
tion of the insurance situation, the market can seccle into a
sales level that can be suscained for years,

The outlook lor new construction is more restriceive. 1 the
State Dara Cencer's forecast for slower population growth is
right, look for single-family production o decline from the

R AT T

Investment Property: Waiting for Turnaround

iven the state of the economy, it 13 no surprise that

commercial markets are at a low ehb. According to

the marleet eyele analvsis reported by Legs Mason
Wood Walker, Inc., most property marlers across the coun-
try are either in the lare stages of recession or carly recov-
ery. That translates to occupancies and rents well below
guilibrinm, Look tor renewed wigor only after che coonomy
has begun to expand, and the need for more space becomes
apparent.

Oifice markets. These marlets retlece the economy fairly
closely. Nationwide, the vacancy rate is 16 percent, High-tech
dominared localities have been especially hard hic, Austin and
Dallas recarded sharp increases in vacancies and now exceed
20 percent. Any uptick in demand will oaly serve o reduee
the pressure from a stream of new stock poised to come online
in the next several vears,

It will rale a return o positive employment growth to help
these markets. Small business creates about 70 percent of all
new jobs, so those properties that can serve the needs of small
companics and start-ups should be in the best position for
TECOVETY.

A few years agn, much was made of the trend toward rele-
commuting and its impact on demand for office space. How-
ever, telecommuting does not appear to bea factor in today's

vecord outpur of recent years,

Major Texas Office Markets
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Prognosis

wieakened demand, Companies
simply do not need as much space to
liandle their reduced business, When
growth returns and companies begin
to invest, emplowv and cxpand, de-
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canstruction activity begns while atcupancies continue terise, “Oversupsly® represents the peak in
: ew supply causes nccupancy fevels to decline. “Recession” sels in when oversupply.

recovery, With insurance companies
hypersensitive to risk and locking o
TALSE TEVETILICS, CXPINSion may come
with a higher price tag,

Apartment markets, Fental hous-
ing is notas dependent o a good
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Major Texas Apartment Markets

Occupancy
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for the sector, with many markets
oversupplied with space.

Retail thrives on bath popu-
lation and income growth, so
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Major Texas Industrial Markets

Prognosis

will begin a new groweh phase
has placed company expansion
plans on hold, On average, the
economy has more production

Cycle Phase* _ _
capacity than it can use, so addi-

Chmaen Late recession ; ; il

Flaz Late recession tions will occur only if existing
[ e Labe pecossion tacilitics are not the right type or
Do Early recovery in the right location to serve the
v Early recovers needs of existing firms,

eauses rental fates to decline.
Sources! Reis; Leap Mason Waod Walker Inc, -

“Legp Mason Woad Walker defines markess according tu phases in an idealizerd property market cyele:
“Recovery” starts when pecupancies begln to dee after a period of decline, “Expansion? nceurs when
unstruction activity begins while cocupansics continue o rise, “Oversupply” ropresents the peakin -
the market when new supply causes occupancy levels to decline. “Recession” sets in wh e aversupply

Besearch and development
space used heavily in the technaol-
opy sectors of industry has been
eapecially hard hie, Tech was
nucoricus for is overexpansion
during the last economic bopm.

ceonomy as other property tvpes, Texas apartment markers
have not performed that badly during the recession. Many of
the factors that have aided home sales, however, have worked
AEAINST APArUments,

Lowe mortgape interest raves and easy loan qualifyving have
allowed many renters to become homeowners. The popular-
ity of manutactured homes alse has eraded demand for
apariments, These factors will reverse if interest rates rise
sienilicantly,

Unlike single-family permics, apartment building permits
have dwindled over the last several vears. Permics issued in
late 2002 were at about 65 percent of 1998% peak rate. This al-
lowed landlords to raise rents or maintain rent levels despite a
reduction in demand.

ower construetion levels also reflect lack of demand

for multifamily propertics. Individual investors appedr

mare comioriable with single-family homes, and real
eatate investment trusts (REITs) have reduced acquisitions
ovel the last several years. Though REITS are once again ac
tracting tunds, they have not starced buying properties in
grear numbers.

I'be housing needs projection indicates muleifamily produc-
tion will remain steady for the next several years, Although
not espected to return to peak levels, the predicted pace of
production is substantially higher than the 19905 average.

Retail markets, Consumers have long been the hope for
turning the cconomy around and largely delivered unril che

TANTIARY 2003

Accordingly, industrial marloers
will probably be the last to recover,

Other Issues to Ponder

Homeowners insurance, The risk of being a homeowner
must have risen enormously over the past year, judging [rom
the increase in premiums for homeowners hazard and liabilivy
insurance,

The need to decrease the disparity between premium rev-
enue and claim costs, a problem exacerbated by low earmings
on stockpiled funds, has made insurance companies sensitive
to their exposure to new claims, Consequently, they are relue-
tant Lo write new policies or continue coverage for long-time
customers with any potential for claims,

Unofficial reports indicate that insurance availahility prob-
leme arve delaying closings and may be discouraging sales,
Howyewver, the problems have not shown up in the data as vet.
What is apparent is the impact on affordabilicy, One estimare
is that the average homemwner's premium has incrcased 38
percent in 2002, Values for the Texas Housing Affordability
Index, which compares the cost of buying a home o resident
incomaes, have fallen to levels last seen in 1990, despite much
loweer mortgage interest races,

Manufactured housing, Factory-built unics are a major
source of affordable housing in Texas. Financing problems put
that ol in jeopardy, By mid-2002, shipments af new nnits
were lown 50 percent from vear 2000 levels, This was at a
time when prodoction of new site-huilt homes was rising, The
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Ten Most Active Sales Markets
" Basad on 2002 MLS Sales

Sales par

Ten Most Active Home Building Markets
Based on 2002 Single-Family Permits Issued

Permits per

1,000 Persons
1 Erazoria Counly (RN
2 Cralwesion 15,0
3 rdezAllen 15,3
| ot Wt FlF
3 Larecls 1.3
f Rroanseille N
7 [allzs RS
& Howston 1ol
| Bruar-Collegs Station g
14 San Antonio i

Source: Real Estate Center at Texas A&t University
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Ten Highest Price Increases

Based on 2002 MLS Sales Price Annual Increase

Median Percant
Increase

San Antonio L1005, 200
Fart Wearth a5, 200
Hawistan | AR, 0
Lizhlbeacle H7, 300
Wictoria B, 6 4
Aarstin | 5, 200 )
Folleseary 7O 100 ]
Wichita Falls AG.500 4
Dallas 14 900 | 3
Sherman-Denison 200 2

Source: Koal Estate Conter al Texas Asdd Lnlvarsiny

MSA 1,000 Paersons

Austin
2 Hostion 3.2
3 [allas 24
4 Wichila Falls 12.4
K Tl iy
i1 Luibzbick 11.9
7 [Frvan-College Station 1.6
i Abileng (e
9 Caclemsn-aiclned 11.2
(K4 fan Anpelo 101,50
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industry is strugeling wich a large number of repos-
gessed units on the marker that attract buyers away
from new manulactured homes,
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Agppressive buver qualifving put many in homes they

conld not afford, This 15 a nationwide problem, bue passage ol
HE 1868 in the 2000 legislature gave Texas suppliers @ new set
of issues,

The law mandates moregage financing for homes placed
on land owned by the homeowner. The conditions attached
to the restriction apparently have sown conlusion among
providers of nonmortgage manufactured housing loans and
have made it difficult to arrange financing, even in cases
where the restrictions do not apply, The Texas Manufactured
Hauzing Association will work for veform of the law during
the 2003 legislative session, with the aim of restoring con-
sumer choice while retaining consumer protection Measures,

Water supplies. This perennial preblem is coming toa
hiead around the (segrowing Hill Country-San Antonio area,
Repulating authorities in the Edwards Aquifer control area are

TIERRA GRANDIE



stowing the issuance of well permics, In a related mave
with implications for groweh, authorities reportedly will
seclk more regulation of subdivisions by county govern.
ments in the 2003 legislature,

Clean Water Act, The Texas Comimission on Environ-
mental Quality will submit a plan for regulating rotal
maximm daily load for water pollution emissions to che
Environmental Protection Agency, Such acts aften spur
lawsuits fronmm environmental groups interesced in slow-
ing development.

Clean Air Act, The federal government can cut off
funding lor new highway projects if citics fail to attain
speeified levels of air quality. Dallas-Fort Wortls and
Houston are alveady under mandate to develop plans for
attaining these standards.

There is a good chanee thar Beaumont-Pert Arth 1,
Austin, San Antonio, Tvler and Longvicw will have to
develop attainment plans as a result of the 2004 assoss-
ment. Bl Paso is stroggling to maintain a new standard
for vzone. The choice 15 tighter restrictions on industry
and automobile emissions ar loss of support for new
highways, Either has growth implicacions.

Rural decay. Rural areas and small Texas towns are

Figure 4. Texas Housing Affordability Index*
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not only losing populatcion, chey are losing the key
middle-class sepment necessary to maintain a viahle local
CCONRITY,

Affluent retirees are in evidence om ranches and country

Education. State officials have concentrated on equalizing

avcess to education, but improving the qualicy of public

cducation, especially in light of Texas' large and growing im-

estates, Although low-income jobs can be found in rural arcas,
there are dwindling oppartunities for professional employ-
ment in the countryside. As a result, though Texas is a large
state, most of the population lives in and around metropalitan

dAreas.

migrant poepulation, is ericical. Failing to do sa will hamper

the ceonomic progress of the state’s population and limic the

number of Texans who can afford homeownership, %

Fog mors wjormaii,
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needed in Texas,

Population: 225 mullion
Persons per unit:
sinple family owned:  2.59
single-family rented: 3.1
aparcments: 2.2

Projecbed
200k

sieple-family SAA0E00
2137700

A0

suliilamily

sanutacturel homes T, 505

Projected 2005

Housling Needs Forecast

he State Data Center projects an additional 1.5 million people will be living in Texas by 2005, Using that
projection and additional data from the 2000 Census, the Real Estate Center projects new housing units

Homeownership rate:

Vacancy rate:
single-Tannily,
mndeifamily:

manulactured hemes:

Annual average

el percene

7opercent
10 percent

A0 percent

Projected annual

199 =241 0] 001 22— ’ﬂ!l4
Single-Tamily 75, 1115 i, 70
s ultiramily A9 50 dbAET 3600
Wiznofzctured lhomes 26,287 11,254 15,104

source Real Lstate Center at Texas Adabd (lmiversity
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