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For Houston, 2014 to 2017 Brought
Several Years of Very Weak Growth

Despite a Severe Oil Downturn, Four 
Positives Kept Us Out of Recession

Dallas Fed Business Cycle Index Shows 
Very Small Decline in 2015-16
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• The economic damage was done by 
the loss of 74,000 oil-related jobs

• The biggest plus for Houston was a 
strong U.S. economy

• This was followed by sustained 
economic momentum from the 
fracking boom

• The Ship Channel chemical boom and 
Hurricane Harvey retail and 
construction carried the local 
economy forward 

Dallas Fed data through August 2018;  R.W. Gilmer, How Houston Survived the Oil Bust of 2014-15, 
https://www.forbes.com/sites/uhenergy/2018/07/24/how-houston-survived-the-great-oil-bust-of-2015-16/#16b2769155db
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It Was a Severe Oil Downturn in Houston: 
Local Job Losses Matched the 1980s, But Have Stabilized
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Oil recovery is here in 2017-18. But 
no big bounce in oil jobs so far
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Presentation Notes
If Houston navigated the fracking bust surprisingly well, it was not because the oil downturn was mild. The figure shows a decline in Houston’s oil-related jobs that mirrors the early years of the 1980’s decline. The rate of decline f the rig count, the historic low level reached by the rig count, and the loss of capital spending match or exceed the 1980s decline.  The 2017-18 recovery in oil jobs now shows no big bounce so far, a subject we will return to at some length below.  




(We have used here a fairly narrow definition of oil-related employment in Houston, because it gives us a clean comparison to the 1980’s – before the change in industry classification from SIC to NAICS. Later we use a broader definition in the forecast.) 



Nine Service Sectors Account for Half of Houston 
Jobs: They Carried the Economy in 2014-15 

Job Growth in 9 Key Service Sectors 
Has Slowed from 3.0 to 1.5 Percent
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New Jobs Added in Recovery:
December 2016 to Present

• 8,659    retail trade
• 8,526    health care 
• 6,897    finance 
• 6556     bars and restaurants  
• 3,216    local gov’t
• 2,534    private education
• 1,544    state gov’t
• 1,433    arts and entertainment
• 1,419    accommodation
• 35,694  all 9 sectors

Harvey
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This is a measure of past momentum.  This is a list of nine service industries in Houston that account for about half the 3 million jobs in the metropolitan area.  There are not the drivers of the economy (base jobs) but the jobs that grow in response to big gains in oil or other economic drivers.  

From 2012 to 2014 we were adding 100,000 new jobs per year in Houston, with as many as 100,000 in-migrants.  Even in 2015-16 we needed to catch up with past growth, adding more in retail, health care, bars and restaurants, etc.  And after the fracking boom – 100,000 new jobs per year, 100,000 in-migrants per year – we had a lot of catching up to do.  We needed new roads, hospitals, shopping malls, schools, … etc. 
The catch-up jobs grew at a 3 percent annual pace in 2015 and 2016 – matching the boom years – then slowed in 2017, and are now growing at only 1.5 percent.  
 




Ship Channel Chemical Boom Slows Down, 
But Continues at Lower Levels

Chemical Expansion Essential to 
Helping Houston Offset Drilling Bust

• Driven by low natural gas prices that 
reduce chemical feedstock costs

• America Chemistry Council estimates 
$220 billion in nationwide 
construction, 70% on the Gulf Coast

• Houston metro area saw at least $50 
billion in first wave that is now 
finishing up, 80% already complete

• New proposals and projects continue, 
but total construction is winding 
down, becoming a modest drag on 
the economy

Big New Projects Still Coming on Line 
But Not Replacing All Completions

• Total/NOVA: high-density PE, $1 
billion, Pasadena

• ONEOK: gas processing, $750 
million, Mont Belvieu

• COVESTRO: MDI foam precursor, 
$1.72 billion, Baytown

• Lyondell: propylene oxide/butyl 
alcohol, $2.4 billion, Channelview

• Chevron: possible refinery, $5-$15 
billion, Houston Ship Channel

Presenter
Presentation Notes
The boom in petrochemical on the Ship Channel was set up by a 2013 collapse in natural gas prices. A likely long-term surplus of natural gas makes it available for export as LNG and to make plastics such as polyethylene and polyvinyl chloride.  This required huge capital investments on the scale of $220 billion nationwide, with perhaps $150 billion on the Gulf Coast and $60 billion in Houston.  .  

The first wave of construction peaked in 2017, and most of the large plants have finished up.  There are still many big projects that are either underway or proposed, including a possible new refinery in Houston.  But the big first round in over, and new projects will never offset what has already been completed.  Winding down these projects is a mild drag on local economic growth. 
 




Hurricane Harvey Impacts Are Behind Us
• Storm-wide property damage was huge: $125 billion, but the effect on the 

flows of local jobs, income and production was limited.  We see a storm-
driven economic reversal as we take shelter and close businesses, followed 
by a surge in construction and retail sales 

• The net effect on jobs and income is a small net change that is slightly 
positive or negative

• This pattern prevails for storms across the southeastern U.S., and for eight 
Houston storms dating back to Alicia in 1983.  There is no evidence that 
impacts of Harvey or other Houston storms lasted past 6 months

• Harvey’s impact on local payroll employment was a positive one percent or 
roughly 30,000 jobs in the fourth quarter of 2017.  As this work winds 
down, Harvey becomes a small drag on the local economy  
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Hurricanes can do enormous physical damage – figures that have to be written off the balance sheet as losses.  However, the flow of income, employment and production – or measures of economic activity – usually net out to a small positive or negative.  A brief period of shelter and recovery is offset by a mini-boom in construction and retail.  

This small plus or minus for the economy is the typical story for large hurricanes – the academic literature is full of articles on the southeastern U.S., Florida, Georgia, the Carolinas, etc.  Our own study of eight storms in Houston confirms that we are no exception.  

There are two main points to be made. First, Harvey was a small plus for the economy – about a one percent increase in payrolls or 30,000 jobs in late 2017.  This is a number bigger than any other Houston storm since 1983. Second, a hurricane-related economic surge is typically over in six months, when the big impacts disappear.  That rule of a six-month limit serves for all past Houston storms, including Harvey
 




The Continuing Local Legacy of Harvey Is Disaster 
Relief and Infrastructure Improvements 

• The standard formula for the economy – limited short-term impacts –
works only if there is sufficient infrastructure in place.  Harvey’s economic 
impacts were limited, but the storm also provided a big warning about 
infrastructure adequacy. New Orleans and Puerto Rico provide examples. 

• Harris County has approved a $2.5 billion bond issue for drainage 
improvements, warning systems, infrastructure improvements, and more 
retention ponds

• Since October 2017, two federal bills provide $126 billion in disaster relief 
and infrastructure to be divided among Texas, California, Florida, Puerto 
Rico and Louisiana

• There is another $5.5 billion in immediate, targeted disaster relief for 
Texans, with $2.3 billion for Houston/Harris County  

Presenter
Presentation Notes
There are clear exceptions to every rule, and that includes our discussion of major storms and their small and short-lived economic impacts on the economy, including New Orleans, Puerto Rico, or Galveston in either 1900 or 2008.  Our rule has be qualified by a need for adequate infrastructure in place to handle the storm; and the failure of New Orleans’ levy system, the electrical system in Puerto Rico, and Galveston’s construction on a barrier island were infrastructure failures. 
 
As Figure 3 summarizes, there are a number of steps being taken to improve local storm protection in response to Harvey and other recent storms.  Harris County is issuing $2.5 billion in bonds, and well over $125 billion is being made available for disaster relief to be divided among California, Puerto Rico, Florida, Louisiana, and Harvey-damaged Texas – including the Houston area.  
 
This is a plus for the economy – like a big new refinery under construction – and its cyclical impacts will come slowly and over a prolonged period of time.  It is better to think of this as long-term insurance that the Houston area that the economy will be safe for years to come.  But it is probably not a cyclical game changing evet.  




This Brings Us Back to Houston Fundamentals: 
Just Oil and the U.S. Economy Going Forward



Houston Saw Job Growth Return in 2018: 
But Is the Fracking Boom Really Back?
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This payroll data, shown on a monthly basis, stated at annual growth rates, and compared to the U.S. 

Houston came to the recession later,  did not go in as deeply, and recovered at about the same pace
 But after the recession and through 2014, the taller red bars tell us that Houston out-stripped the U.S. in job growth – and by a wide margin.  Since the recession ended in 2009 and through the end of 2014, Houston employment grew at 3.3 percent annual rates, the U.S. at about 1.3 percent  
The advantage held only until late 2014.  It is remarkable how fast the drop in the price of oil shut down the Houston job growth machine.  How fast relative positions changed compared to US economic performance. 
Note the burst of job growth at the end of 2016 and carrying into 2017, then quickly disappearing as Harvey approached. 
This brief burst was OPEC momentum lost in 2017, then followed by a large number of Harvey-related jobs at year-end. 
At the very end not the tall red bars (Houston’s growth rate) has again surged past the US, doubling it, and equaling the growth rate of boomtime of the fracking years from 2012 to 2014? 
While times are good again here in Houston, I have to ask myself – is it really 2014 again? Crowded freeways at all hours, waiting lines in restaurants, overcrowded schools, etc.     



Early Sample Estimates of Houston 
Employment Can See Meaningful Revisions
Houston Employment Estimates Based on Preliminary Sample

Meaningful Revisions Continue for Up to Two years
Sample Year (000 jobs, Dec-Dec)

Year 2015 2016 2017 2018
12 118.5 118.6 118.8 118.6
13 104.7 89.8 90.4 89.6
14 89.9 117.8 118.2 116.1
15 23.2 15.2 0.2 -2.1
16 -- 14.8 18.7 -1.9
17 -- -- 46 62.8
18 -- -- -- 122.3*

* Based on sample data Jan through Sept and extrapolated to year-end 
= sample data for year
= first benchmark
= second benchmark

• Workforce Commission data for the 
latest year is based on a sample of 
Houston employers

• Each March the sampling is halted 
to turn to administrative records 
for a comprehensive revision or 
benchmarking of the data

• The revisions can be relatively 
large, and take two or more years 
to stabilize

• The large 122,300 jobs estimated 
for 2018 makes this a possible 
candidate for revision next year 

Presenter
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The monthly payroll employment report is the best, most comprehensive and most detailed that we receive on the Houston economy. It also provides a comprehensive and trustworthy history of job growth.  As we will see, the initial estimates of job growth can be flawed, but as we work through the administrative records that support the revisions, we get solid data.  

The initial monthly payroll estimates from the Texas Workforce Commission (TWC) are based on a relatively small sample of employers.  They estimate the numbers of workers in Houston eligible for unemployment insurance.  Administrative records will slowly provide over 24-36 months a comprehensive and more complete count of Houston’s payroll jobs. 
 
The figure provides some examples of how revisions have occurred in past years.  For example, in 2013, as you look across the chart by line, the initial estimate of 104,700 was revised down to near 90,000; 2014 was revised up to about 116,000; and 2015 was successively revised down from 23,200 to 15,200, to -2,100.  We can point to much bigger changes in past history.  The point is not about the TWC making an error 

– it about understanding the limits of their sample and respecting that they ultimately get us to the right place through their revisions.  

If we extrapolate current payroll employment to year end, we would gain 122,300 jobs.  This seems very high. 




Why Be Skeptical About Such 
Strong Local Job Growth? 

• The rule of thumb is deep recession brings fast rebound, and mild recession modest 
rebound. Houston had no recession, just deep losses in the oil sector and a long period 
of no growth  

• There has been only a moderate rebound in oil jobs, linked to a moderate rebound in oil 
prices and the rig count. It is not an oil-led recovery that looks like the boom years are 
back 

• Half the jobs in Houston are tied to nine key service industries, like retail, bars and 
restaurants, local government, etc.  These sectors carried the economy in 2015-16, but 
have since slowed for 3.0 percent growth to only 1.5 percent in 2017-18  

• Hurricane Harvey had a one-time impact of  27,800 jobs in late 2017. Harvey was a short-
lived event. The Harvey jobs count, take them out to better understand where the 
economy is headed

• The Dallas Fed does preliminary revisions, and they already point to deep cuts in the first 
quarter 2018 figures

Presenter
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But if we extrapolate current payroll employment to year end, we would gain 122,300 jobs.  This seems very high, and I think there are good reasons to be very skeptical about such high figures.  
 
-- A deep recession often brings a big rebound in employment in response.  But Houston had no significant decline in employment or the economy 

-- We had a deep recession in the oil sector, but even here the rebound has been positive but not a big bounce back.  The response has been to $65 oil, and it looks nothing like the oil-related gains being made after three years of $100 oil prices 

-- We saw above that nine service industries that make up half the economy, and collectively they are growing at 1.5 percent annual rates – not 4.1 percent like the 2018 projected estimate.  

-- Hurricane Harvey brought close to 30,000 one-time, temporary jobs in late 2018.  They should not be a driver of the 2018 numbers.  

-- The Federal Reserve Bank of Dallas does preliminary revisions based on administrative records – revisions that are done timelier than the Workforce Commission. They show substantial cuts to the 2018Q1 estimates.      
 




Adjustments to Payroll Data Made to Better 
Reflect Recent Economic Activity
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Likely Revisions Make Current Growth 
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Two views on 2018 job growth:

Current 
Estimates

TWC

Adjusted
Dallas Fed 

& IRF 
4-quarters through 18Q3 114.1 50,100*
Y-t-d to Q3 SA & annualized 122.3 69,400

Why adjust? 
Hurricane Harvey -- -27,800
More Harvey? Over-estimates? --

2018Q1   IRF & Dallas Fed -- -12,400
2018Q2   IRF -- -11,100
2018Q3   IRF -- -13,300

TWC Reported

Adjusted

*One-time jobs related to Hurricane Harvey are removed to better track the business cycle. 
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What is a better figure for job growth? I will save you all the details, but I made a guess that is summarized in Figure 4.

-- There are two factors are play here.  First, we need to take Harvey jobs out of any calculation of the future.  Harvey was a one-time event that has no bearing on this year or next – beyond what was discussed above.  I have removed the 27,800 jobs in 2017Q4 to provide perspective on how the business cycle is unfolding

-- Based on what the Dallas Fed says about 2018Q1, I have revised it down by 12,800 jobs.  The model agreed with this – and says to take reduce the 2018Q2 and forecast 2018Q3 figures by a similar amount.  No Harvey jobs should be at work: these are over-estimates. 

-- The bottom line is that for this year in 2018, we estimate 69,400 jobs.  This is a good number! It is better than the average year in Houston since 1990; it marks the return of meaningful job growth to Houston for the first time since 2014; and nearly 70,000 jobs deserves to be celebrated – even if it falls short of 122,300. 




All the Basics of Houston’s Current Economy 
Are Also Told by the Houston PMI

30.00

35.00

40.00

45.00

50.00

55.00

60.00

65.00

US and Houston PMI

US Index Houston Index 50 Neutral

y = 248.26x + 49.347
R² = 0.578

30

35

40

45

50

55

60

65

70

-2.5% -0.5% 1.5% 3.5% 5.5%

Houston PMI and Local Employment

Local Job Growth

Index 
Value

Houston

US

Harvey

Presenter
Presentation Notes
We can turn to many other sources of data to tell a similar story. This is the Houston Purchasing Managers’ Index, for example, as shown in the figure. The index is set so that 50 marks the no-growth line.  Greater than 50 indicated expansion, and less than 50 is contraction. 
 
The PMI tells us exactly the same business cycle story as the payroll data: the oil downturn of 2015-17, the aborted oil recovery of 2017, the effects of Harvey, and now the oil recovery underway in 2018.  
 
The scatterplot at right tells us there is a very strong and statistically meaningful relationship between the index and payroll employment.  Unfortunately, there is just enough random noise to make it impossible to use to discriminate between 70,000 and 120,000 jobs in 2018.  
 




Houston Unemployment Rate 
Falls Steadily in 2018

With oil rebound, Houston’s labor 
force surged by 80,000 Worker

3.25
3.27
3.29
3.31
3.33
3.35
3.37
3.39
3.41

M
ill

io
ns

Houston labor force, millions

Houston unemployment rate falls to 
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Houston’s unemployment rate does not tell the story in the same detail, but it certainly points out weakness in Houston during the oil bust compared to the rest of the country, and growing strength during the recent recovery.  We are still trying to catch up with the US unemployment rate, which has moved below four percent.  But we are clearly growing faster than the US right now and moving sharply in the right direction.   
 
The chart on the right side of this figure is a very positive story about local economic recovery.  As soon as the oil recovery began in earnest in late 2017, we saw nearly 80,000 workers return to the labor force, many of them seeking work after long layoffs. 
 
To be part of the labor force, you must be actively seeking work. Many oil workers, for example, were laid off and without work for many months, but not “unemployed” because they were not actively looking for work.  They knew in 2015-16, for example, that oil-related work was not available in Houston – why look?  But as word got out that hiring was again underway, they flocked back to the labor force in earnest.  Despite the long layoffs, there are apparently plenty of local workers still available for work. 
 




Summary of Where We Are Today 

• The Fracking Bust is over and solid growth is back. Adjusted payroll 
employment stands at two percent growth or better, exceeding the 
strong 1.8 percent registered by the U.S. economy in 2018

• The Houston PMI has also recorded strong growth in 2018, although 
lagging the U.S. index

• The U.S. unemployment rate has been below four percent since April,  
something seen in only 105 previous months since 1948.  Houston is 
catching up, again indicating growth matching or exceeding the U.S. 

• The big question moving forward is oil jobs.  The oil-sector recovery so 
far looks lackluster, slower than the last recovery and not matching 
the rate at which we lost oil jobs in 2015-16    



The Big Question? 
Houston Oil Jobs In the Fracking Era
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So far, we have not seen a strong bounce back in oil-related employment.  Of the 74,300 oil-related jobs lost since 2014, only about 20 percent have returned so far.  They are returning more slowly than they were laid off, and more slowly than they were hired in 2012-14. 

Fracking is driving the US oil industry today, and it brings a whole approach to drilling. There are major technological innovations reshaping the drilling  industry.  We hear stories every day about how the oil worker in the field is being displaced by these changes, even as activity returns to high levels.  

But what about Houston? We are the technological heart of the industry.  Virtually no drilling occurs in the metro area today.  Are we in a better position than the roughneck in the field? Or worse?  The answer matters a lot as we think about and future relationship between oil and the Houston economy. 



Oil Jobs Are the Key to Faster Local Growth: 
Only About 20% Have Returned So Far

(Net Change in Jobs, Dec. to Dec.)

Sector Change in Job Number (000)

Dec’14 to Dec ‘16 Dec ‘16 - Now

Upstream -77.5 15.2

Oil Producers -16.6 -2.6

Oil Services -20.8 8.2

Machinery -19.8 4.6

Fabricated Metal -20.6 7.8

Downstream 1.5 0.9

Refining -0.1 0.3

Chemicals 1.6 0.6

Energy Base -74.3 14.5
220.0
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310.0

Local Energy Sectors Begin to Turn 
in Dec 2016 (000, s.a.)

Lost 74,300 jobs in the
energy base by Dec 2016
Added back only 14,500
through September 2018

*Texas Workforce Commission estimates. Oil-Related Jobs = Oil Producers and Services, Machinery and Fabricated Metal, Refining, 
Chemicals, Plastics, Pipelines, and some Wholesale Trade and Professional Services.  
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But what about Houston? We are the technological heart of the industry, with virtually no drilling activity today. Are we better off? Or worse?  The answer matters a lot as we think about the future relationship between oil and the Houston economy.  

All the action in terms of losses or gains was in the upstream, with losses widely shared by producers, oil services, machinery and fabricated metals; only producers have failed to share in the upstream recovery.  

Downstream employment hardly ever moves much.  Construction – as we have seen – has been important to the Ship Channel industries, but they are not a permanent fixture of the oil industry.  The occasional construction boom comes every decade or two with a major shift in the price of oil and natural gas. 
 




The Current Downturn and Recovery in Rigs Looks 
Very Different from The Last One in 2008-09
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• In both cases, the initial oil 
downturn follows the same path, 
then Obama’s Iran Accord turns 
2016 into a rout

• The 2008-09 recovery brought an 
average of $95 oil and 1855 rigs 
after 2011

• This 2018 recovery is built on $67 
oil and 1022 rigs in 2018

• The difference – then and now -- is 
lower oil and natural gas prices and 
new rig technology that reduces 
the number of rigs at work  

2008-2009

2014-2018

Baker Hughes, IRF Calculations
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This is the Baker Hughes rig count, and its behavior after the last two times it peaked in the drilling cycles of 2008 and 2014.  This has been a long downturn. You can see the crash of the rig count to the lowest level ever in May of 2016. 

-- For a few months we then entered one of the fastest recoveries in the history of the Baker Hughes rig count, partly because when you fall that far and fast, the recovery is initially easy, as oil prices rise and personnel and equipment quickly return to work. 

-0- Unfortunately recovery was also helped by too much cheap money, US oil production returned far too quickly, and the price of oil slipped back to $5 per barrel.  
The latest  OPEC/Russian effort to stabilized oil prices at $65 per barrel has left us in our current position of about 1050 working rigs.  This falls far short of the 1900 rigs working at the last peak.  

-- Why is the rig count so much lower?  First, it is a response to a $65 oil price, not $100.  Second, innovation and new rig technology reduces the number of rigs needed to do the same amount of work.   




Given the Price of Oil: 
Where Should the Rig Count Be Today?

Oil Price
($/b)

Working 
Rigs

$30 600
$40 754
$50 885
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$65 1056
$70 1110
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Using this model of price and innovation, the chart tells us that the rig count based on innovations in place today and the oil price.  For example, in 2014, the rig count was 1900 and the oil price $100 per barrel.  Today, $100 oil brings 1439 rigs, or about 25% fewer. 
 
Today’s rigs count at $65 is about where it should be – near 1056.  




Given the Price of Oil: 
How Many Houston Oil Jobs in Our Future?
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$70 1110 259.7
$80 1220 265.7
$90 1330 271.0

$100 1439 275.7
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We estimated that we need 25% fewer rigs today at $100 oil price than we needed in 2014, but our chart indicates that we need only 10% fewer Houston-based oil workers.  At the current oil price of $65, we need 255,000, and the current level in 2018 is just below that. 
 
The fall the need for local oil workers is not nearly as far or as fast as what we have seen for the rig count.   
 




What We Have Learned 
About Oil Prices and Houston’s Oil Sector?

• The rig count is still strongly tied to oil and gas prices, but technological change has altered the 
relationship.  For example, in 2014 with oil at $100 the rig count was 2000; today $100 might 
bring 1450 working rigs 

• Higher or lower oil prices still move the rig count around. A two percent change in oil prices will 
quickly move the rig count in the same direction and by one percent. Today’s rig count of near 
1050 is entirely consistent with recent technological change and an oil price of $65

• Oil prices move Houston’s oil-related employment around cyclically, but long-term evolution of 
local employment is a slower, multi-year event 

• The net effect of technical innovation on Houston’s oil-related jobs is weaker than on the rig 
count.  A $100 oil price brought 300,000 oil workers, in 2018 it would bring 275,000 or eight 
percent fewer.  A similar comparison for the rig count is a 25 percent decline 

• Why does local oil employment do better?  Houston is the technological and engineering heart 
of the oil industry.  Industry consolidation has favored Houston for decades.  Rigs are fewer, but 
much bigger and more intensively used; the need for Houston-based engineering, oil services, 
machinery and fabricated metals does not fall nearly as fast as the number of rigs

Presenter
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How does this work?  We have a 25 percent fall in the number of rigs, but less than a 10 percent fall in the number of workers? First, remember that we don’t drill for oil here in Houston.  We design, engineer and make them. This is the technical and innovation center for a global industry.   
 
There is great pressure on the rig worker in the field.  The modern rig that drills long horizontal wells cost $25 million, “walks” from pad to pad, has advanced automation that uses fewer workers on the site, and advanced communications that give the engineering center more day-to-day control of operations. 
 
But the rigs are huge, take 50,000 man-hours to design and build, and each rig has much higher requirements for Houston-based engineering, machinery, fabricated metals.  The result is more Houston workers per advanced rig, and very important news for Houston’s long-term employment outlook for the local oil industry.  We saw earlier that workers are still available in the labor force.  Now we know for sure that there is an on-going need for them.      
 




Oil Markets Are Improved … 
But Geopolitics Are Back As A Big Factor
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A Quick Chronology of the Fracking Bust
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• Nov 2014 -- OPEC withdraws as swing 
producer

• Feb 2016 -- Oil falls to $30/b, rig count 
collapses

• Nov 2016 -- OPEC declares victory, 
returns as swing producer       

• Jun 2017 -- Oil falls back to $45 per 
barrel

• Nov 2017 -- OPEC comes back, prices 
stick with help from Russians and others

• Oct 2018 --Oil prices averaged $71/b   
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This chart is a cheat sheet on the course of the oil bust, and also a pretty good guide to the recent course of the Houston economy.  Most relevant today is the return of OPEC as swing producer in 2016, after having successfully crushed high-cost American fracking.  We will se in a few minutes just how well that claim stands up to the facts. 

The 2106 return failed, as oil prices fell back to $45 by May. But by early 2018 the Saudis had price back on track.  The Saudis convinced another dozen non-OPEC producers to join their quota system – most importantly the Russians  -- and this OPEC+ contingent has kept price in the $65 range, and even higher.  Voluntarily holding oil off the market remains a key ingredient of these higher prices.  



Global Growth Slows from High Levels:
Still a Solid Base for Oil Demand Optimism

(% GDP Growth)
2016 2017 2018 2019

World 3.3 3.7 3.7 3.4

U.S. 1.7 2.3 2.4 2.1

Euro Area 1.6 2.2 2.9 2.5

Japan 1.0 1.7 1.1 0.9

--- ---

China 6.7 6.9 6.6 6.2

India 7.1 6.7 7.3 7.4

Brazil -3.5 1.0 1.4 2.4

• Strong economic reports continue in 2018. 
Global growth remains strong, even after 
being revised down 0.2 percent for 2018 and 
2019 

• Late-cycle stimulus has seen the U.S. 
accelerate beyond expectations, but the IMF 
expects tariffs and trade measures to now 
trim expectations for US growth   

• Slower activity in the Euro area is led by 
France, Germany, and Italy has an ongoing 
political/financial crisis. Japan sees less 
domestic consumption and investment

• Emerging markets have come under pressure 
from a strong dollar, higher oil prices, higher 
U.S. interest rates and capital outflows, and 
tariff tensions

Source: IMF World Economic Outlook: Oct 2018 Update
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The demand for oil remains on firm ground.  The October IMF forecast indicates a small pullback in global growth expectations, but from previous high levels.  The long-term trend for world GDP is 3.7 percent, and 2018 should finish at 3.8 percent. Next year the outlook falls back to 3.4 percent.  The developed world continues to perform well, led by late-cycle economic stimulus from the US that seen it accelerate, while Europe and Japan have slowed a bit.  
 
Growing concerns about emerging markets stem from a number of issues that come together to potentially slow growth: a strong dollar, higher oil prices, higher US interest rates, tariff and trade tension, and capital outflows. Even so, the global forecast falls together to provide a solid underpinning for oil markets.    
 




Political Risk/Disruptions Come Back in 2018
Giving Oil Price Upside Risk Again

• Supporting oil prices:
• Global growth has slowed recently, but remains strong
• OPEC compliance remains very strong
• Political risk puts the Middle East back in play: Kurds and Turks in Iraq, the 

U.S. and Russians tied up in Syria, the Saudis in Yemen, etc. 
• Venezuelan oil production follows the course of its economy – both are in 

freefall
• More on re-imposition of Iran sanctions below

• The current upside boost to oil prices from political risk or disruptions 
is about $5-$10/barrel
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Political risk and supply disruptions have returned to world oil markets after being absent for several years and are further supporting oil prices along with global growth and OPEC compliance.  Venezuelan oil production has collapsed along with that country’s economy and is subtracting supplies of at least a million barrels per day.  Mexico and Libya have longer-term issues.  Political risk puts the Middle east in play: the Kurds and Turks in Iraq, the US and Russians tied up in Syria, and the Saudis continue bombing Yemen. 



Trump and New Iranian Sanctions:
Much Ado About Very Little? 

• On May 9, Donald Trump restored all prior economic sanctions on Iran. This could 
potentially disrupt 2.7 million barrels per day of Iranian oil exports. The current treaty 
has a 6-month grace period before any reduction in oil sales by Iran is required by global 
buyers, and the deadline is November 4

• Initially thought that sanctions would have no significant impact on Iran exports. France, 
the UK, Germany, China, and the U.N. vigorously oppose new sanctions.  Russia, Turkey, 
and India were probably not going along anyway.  In the event some Iranian oil 
production was lost, oil producers are already lining up to take Iran’s place as suppliers.  

• But U.S. took a very tough approach, threatening shippers, airlines, oil companies, banks, 
and others.  Europe is finding it hard to keep their companies in line

• As of September, the Chicago Mercantile Exchange says Iranian production had fallen 
from 3.87 million barrels per day to 3.8 million. Others claim much bigger declines

• After the killing of an American-based journalist, Saudis say they will replace any Iranian 
oil shortfall that arises
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On May 9, Donald Trump restored all prior economic sanctions on Iran, which could have disrupted as much as 2.7 million barrels per day of Iranian oil exports. The current treaty has a 6-month grace period before any reduction in oil sales by Iran is required by global buyers, and the deadline was November 4. Initially it was thought that sanctions would have no significant impact on Iran exports. France, the UK, Germany, China, and the U.N. vigorously oppose new sanctions.  Russia, Turkey, and India were probably not going along anyway.  In the event some Iranian oil production was lost, oil producers are already lining up to take Iran’s place as suppliers.  
 
But the U.S. took a very tough approach, threatening shippers, airlines, oil companies, banks, and others.  Europe found it hard to keep their companies in line. Still, as of late September, the Chicago Mercantile Exchange claimed Iranian production had fallen from 3.87 million barrels per day to 3.8 million, mainly due to “ghost shipments” to Russia and Iraq. Others claim much bigger declines, but it apparently will not matter.  First, the Saudis, in the wake of the killing of a US-based journalist, offered to fill any supply gap left by Iran.  Second, on November 2, the Trump administration offered waivers allowing the purchase of Iranian oil to a number of countries that were on the fence about their participation, including Japan, India, and South Korea.  Oil prices immediately fell to $63 per barrel. 



Look What Can Happen When Political Risk 
Gets Squeezed Out of the Market
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Current Oil Market Has Recovered
But with Clear Signs of Political Risk
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Let’s Put Aside Political Turmoil For Now: 
What Is the U.S. Role in Oil Production? 
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Let’s put aside the political risk and talk about where we are on fundamentals, and where prices and production might be headed if we put the turmoil aside. 



What Is the Right Price of WTI? 
Oil Price Implied by the Stock of 40 Oil Producers
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Engineers will define the long-run marginal cost curve by lining up all the ways we can produce oil from different reservoirs, and line them up from cheapest to most expensive:  low-cost Middle East, Offshore Shelf, Heavy Oil, Onshore Russia, …, US Shale, Canadian Oil Sands. Shales and oil sands are the newest and most expensive alternatives.  

Oil producer’s primary asset is their reserves, and investors have to appraise the value of the company before investing. There is an implicit oil price assumption built into the stock’s value, and Goldman Sachs solves monthly for the implicit price that is built into the stock of 40 different oil producers.  This is the value of oil looking forward into the long-term future – not just today’s price.  

Since 2015, WTI oil has consistently been priced between $55 and $65. This is the sweet for oil today.  It is also the average, inflation adjusted price of oil since 1990.  The price that not too high, and not too low.  It is the price that should bring on the right amount of oil over the long run. 

It also means that higher the $60 brings over-supply sooner or later, and lower prices an under-supply  





At $60, U.S. Fracking Can Easily Move Oil 
Production to 12.5 million Barrels per Day by 2019
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Fracking Has Fundamentally Changed 
American Oil Production

High Cost Oil at Low risk

• Looks more like a competitive 
industry

• Low barriers to entry for new 
producers, i.e., capital, some 
geology, leases, and a hire a service 
company

• Traditional exploration risk is gone, 
the oil is there

• Get a quick and certain rise or fall 
in oil production in response to 
changing oil price incentives

Past Bad Behavior 

• In 2016-17, U.S. fracking responded to 
OPEC’s return with rapid production 
increases

• Facilitated by private equity and high-
yield markets, providing “unbridled 
abundance of capital” 

• Price fell back to $45 in 2017, and 
large public companies have since 
promised discipline in 2018

• But ease of entry allows many less 
disciplined, small private companies 
to enter the market 

Presenter
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-- The economics of the shale revolution set it well apart from conventional oil exploration and production.  In contrast to the oligopolistic markets of Shell, Exxon, and the giant national oil companies, fracking looks and behaves like a highly competitive industry:  Numerous small firms, low barriers to entry, and production that can be quickly ramped up or down as price changes.  Unlike conventional oil, there is no significant exploration risk, making output relatively certain, and working more like an assembly line.  

-- But there is also history of bad behavior here, based largely on too much cheap money.  From the beginning, US producers often leveraged their companies and outspent cash flows facilitated by private equity and high-yield funds that have put few limits on available cash.  It led to over-production, low oil prices, and little or no profits for the companies themselves. 

--  The brakes seem to have been applied for now, with the big public companies followed by the analysts promising discipline in 2018, and they have complied. The promise is “freedom of entry” in the fracking business, and a big question of whether the growing number of private companies will also show discipline – or have to re-learn the lesson about to much capital and over-production of oi. 



U.S. Shale Oil Production Continues to Soar
(million barrels/day, s.a.)
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Surging US production may be the greatest risk to stable oil markets over the next few years.  The hockey stick on the left side of this chart reflects a turnaround in U.S. oil production from a daily 5 million b/d to over 11 million – reversing nearly 40 years of decline that began as recently as 2009.  
 
OPEC’s efforts to crush American fracking have been an abject failure. As the swing producer in 2015-16, the US has not been very good by their measure, certainly not if they expected US production to decline and allow large and speedy adjustments in supply.  It took 18 months to get American production to fall 990,000 barrels per day.  
 
And as soon as the first OPEC accord was signed in 2016, US production began to grow again.  It is now well above pre-bust production levels, it has moved past the Dec 1970 all-time high level of U.S. production, and the latest production data for August stand at 11.4 million barrels per day and rising quickly.  
 




When Are Oil Prices Headed? 
Nothing Inevitable About It … It Depends

• Oil markets are tight now
• OPEC has played its role as swing producer, stringently complying with quotas and 

adding oil to the market to ease shortages 
• The collapse of the Venezuelan economy has removed a million barrels per day from 

the market, and may remove more
• If Iranian sanctions hold to any extent, OPEC/Saudi production will be strained to 

replace it
• Looking forward? 

• Production problems in Venezuela are fixable with moderate repair and 
maintenance.  Longer term problems in Mexico, Libya and Nigeria are also fixable 
and in the hands of those countries

• U.S. fracking production continues to climb.  Pipeline constraints disappear in a 
matter of months.  Capital spending continues to rise  

• When does rising U.S. production set up a clash with OPEC/Saudi/Russian market 
share?   



Three Scenarios for a Drilling Recovery
• Oil price and rig count:

• High Scenario:  It takes a supply disruption to 
move oil price over $80 for a number of months

• Medium Scenario: Oil price stays near the current 
$60-$65 

• Low Scenario: OPEC withdraws as swing producer 
again – with oil price near $40

• Innovation caps rig count at lower levels than in the 
past:

• High Scenario: 1220
• Medium Scenario: 1030
• Low Scenario: 754

• Return of Drilling Jobs in Houston 
• High brings 9,100 oil jobs back in 2018; 7,100 in 

2019
• Medium 7,500 oil jobs in 2018, but only 2,100 in 

2019
• Low in 2018 is 7,400 and 2019 is -5,500 as oil 

prices fall again.  
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Rig Count Scenarios: No Return of Local 
Oil Employment to Prior 2014 Peak
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Losses of 22 to 64,000 jobs by 2023

All oil-related jobs: oil producers, oil services, machinery, fabricated metal, refining, petrochemicals, 
plastics, pipelines, and selected jobs in wholesale trade and professional services. 
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Since guarantees on the price of oil are impossible, I have set up three scenarios for forecasting the Houston economy.  They are outlined in our earlier charts that related oil price, rig count and Houston oil-related jobs  They are based on oil prices at $40, $65, and $80 per barrel.  The medium forecast, for example, tracks the rig count and Houston’s oil-based employment based on the tables in those earlier charts.  The high and low scenarios allow a short period of adjustment to the higher or lower price regime, and a long period of those prices simply continuing on for several year.  
 

The medium forecast at $65 is the long-run marginal cost of oil, which will also serve as the average cost, albeit over very long periods of time.  But as a planning forecast, it is a great place to start.        
 
 
 
 




The U.S. Economy Is Still Doing Fine: 
The Biggest Threat Is Too Much Strength 



The U.S. Economy Is Performing Well 
• The U.S. economy remains strong. We know this from virtually every 

economic measure, and from surveys of professional forecasters, 
consumers, purchasing managers, and small business  

• The probability of recession remains near zero, and the economy has 
strengthened significantly in recent months 

• Any problems ahead for the national economy are tied to emerging 
strength, not to potential weakness

• Our forecast assumes that the U.S. economy remains as an important 
source of strength for Houston in 2018 and beyond

Presenter
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Right now, today, the US economy is in great shape, as indicated above.  What has changed is potential risks ahead, most of them related to a possible clash between Fed policy and the recent stimulus package. 



There Are Other Opinions:
Paul Krugman and the Smorgasbord Recession 

• Krugman says recession is not from an economic shock to the U.S., but 
death by a 1000 cuts.  The risks are not at home, but mostly abroad, and 
will drag the U.S. down

• A messy Brexit poses a shock to the UK and to Europe, affecting the U.S. 
through financial ties and trade

• A strong U.S. dollar weakens emerging markets with large dollar-
denominated debt, slowing the U.S. economy

• The oil market could bring a big positive shock at any time, and push the 
U.S. into recession

• The trade war has had marginal impacts so far, but we have seen China’s 
economy slow and the currency weaken

• The Federal Reserve gets carried away with interest rate policy, and causes 
the next recession by raising rates too far and too fast

Presenter
Presentation Notes
Recessions are usually caused by a shock to the economy – oil, financial markets, currency devaluation, etc.  Distinguished/Nobel prize-winning economist and New York Times columnist  Paul Krugman has proposed instead a series of less impactful events that somehow add up to the point where and over-burdened economy fall into recession.  

I suppose it could happen, but Krugman’s politics are well-known and the timing of his column just before election day suggests a healthy dose of wishful thinking.   It might happen … but we are not anywhere close right now as we enjoy 3.4% GDP growth, 250,00 new jobs last month, 3.7 percent unemployment, and a host of other positive figures. 



Fed Policy Has Moved to Center Stage
• The current U.S. expansion began in 2009, began very slowly.  About 2012 

it moved to moderate and steady growth, with few speculative excesses.  In 
July it became the second longest U.S. expansion

• The Fed undertook unprecedented policy measures in the financial crisis, 
including zero interest rates and doubling its balance sheet.  In the last 18 
months, the Fed has moved to normalize these measures

• Through much of the recovery, the Fed repeatedly asked Congress to help 
speed the recovery with fiscal policy, e.g., tax cuts or infrastructure 
spending, but to no avail

• We have recently seen inflation measures pick up, and move back to the 
Fed’s two percent target. We have seen this before in the recovery, only to 
see prices fall back.  Will this be different with full employment and high 
levels of capacity utilization?   
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It is important to understand, however, that Federal Reserve Policy has moved back to center stage now. It has been tightening policy steadily for the last year, we will probably see another rate increase in December, with more to come in 2019.  This is to move Federal Reserve monetary policy back to the neutral point, i.e., the point where policy neither stimulates nor restrains the economy.  



Tax Cuts and Jobs Act of 2017
• In December, Congress passed the Tax Cuts and Jobs Act that enacted much 

needed tax reform and lowered taxes for corporations and individuals.  It did not 
raise taxes elsewhere or cut spending leaving a $1.5 trillion dollar deficit over 10 
years 

• The administration argues the tax reforms unleash growth and will pay for 
themselves; the nonpartisan Urban Institute says additional growth will pay 13 
percent of the deficit. This is what the Fed wanted … five years ago

• Economists are revising growth figures for GDP upward, but only in the near-term 
and not nearly as much as the administration

• Faster growth is likely capped by three specific factors: 
• We are already close to full employment and industrial capacity
• Faster growth puts fiscal and monetary policy at cross purposes. If the labor market 

continues to tighten, the Fed accelerates its rate increases
• If large fiscal deficits materialize, other legislation is in place to require spending cuts, 

including cuts to entitlements



When Slack Disappears, Inflation Picks Up
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According to the standard measure of slack in the economy, published by the Congressional Budget Office, the long period of economic slack that followed the Great Recession is over.  By late 2017, slack was gone and had moved into negative territory.  

And history shows a strong and negative inverse relationship between the natural rate of unemployment and inflation.  This is the Fed’s preferred measure of inflation, the personal consumption deflator,  Over the last four quarters, it has been rising steadily, has moved above the 2.0 percent target, and stands at 2.4 percent. 



Wages, Salaries and Employer-Paid Benefits 
Have Recently Begun to Rise Again
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Similarly, a tight labor market, with the unemployment rate below 3.7 percent has stirred wage growth for the first time in a long time.  It is hardly a rapid increase and  there is some moderate productivity growth that offsets this as an inflation threat.  It is not enough to put the Fed on high alert yet about cost-push inflation. 



Meeting 
Date

Range 
b.p. 

Prob. of 
Increase Change

8 Nov 200-225 5.2% --

19 Dec 225-250 73.8% +

30 Jan 225-250 6.8% --

20 Mar 250-275 50.7% +

1 May 250-275 48.2% --

19 Jun 250-275 67.3% --
31 Jul 250-275 29.6% --
19 Sep 275-300 38.7% --
30 Oct 275-300 40.4% --
11 Dec 300-325 51.4 +

Source: Fed Funds futures, CME Group, 10/26/2018. Table assumes as soon as probability of a rate increase passes 50% a 25 basis point 
increase is triggered.  

Fed’s Heavy Lifting Is About Over:
All Up to the Economy Now

Only three rate increases in 2018-19 Which way for policy? Now a waiting game

• Fed has remained on a very measured track for 
rate increases, with little change in policy after 
the TCJA

• Two more rate increases will take the policy 
rate near a neutral stance, eliminating past 
Financial Crisis rate stimulus and perhaps 
offering restraint on the current economy with 
another increase

• Expectations moved up regularly and steadily 
through 2018 with the Fed showing the way, 
but futures market participants begin to be 
widely split on rates – up, down, or no change -
- in early 2019 as neutral stance is reached
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This is the Federal Funds futures market, i.e., a market for the Fed’s policy rate.  With the right calculations, it can tell us the probability of rate increases over the coming year.  

Despite much talk about the Fed moving more quickly, the Fed Funds futures market has been on exactly the same path since before and after Janet Yellen was Chair, and before and after the tax cut bill. The projection then was three rate hikes in 2018 and we have had two, and will almost certainly have another in December.  

Currently the Fed Funds market projects three increases in 2019 (March, June, December), and at the current pace by the end 2019 we might be looking at 3.0 percent fed funds. This is the neutral rate generally regarded as at or near the point where the Fed is no longer providing any stimulus to the economy, allowing it to run on its own.  But neither is it restraining the economy.       

The risk is that  things speed up because of the TCJA stimulus and rates rise further.  







Fed Leadership Disappears Once 
Neutral Rate Reached in Mid-2019 

Fed Is Giving Firm Directions on a 
December 2018 Rate Increase
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Fed leadership on rates has been strong to this point, but once we approach the “neutral rate” it disappears.  The Fed has more or less led the market by the nose from one small rate increase to the next.  The result has been a consensus built on slow but steady rate hikes.  The December meeting is an example, with a rate increase expected to 225-2.75% with a 70 percent probability.  

But look at this time next year after we reach the neutral rate.   In October of 2019, rates are centered on 2.5% to 3.0%, but spread from 2.0 to 3.75%.  Without the Fed leadership the consensus among market participants is gone.  



The 30-Year Fixed Rate Mortgage: 
Current Forecasts Assume Best of All Worlds 

Rates have varies from 3.4% to 17.7%, 
now near 4.6% for 30-year fixed 
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Where now? 
Outlook for the 30-year fixed rate

Period: 30-Year Fixed
Real Risk 

Free Inflation
Risk 

Premium
Last 40 years 8.1% 3.5% 3.1% 1.4%
The 1980s 12.7% 5.1% 5.4% 2.1%
Since 2008 4.2% 1.8% 1.6% 0.8%
Looking 
forward:

2018 4.7% 1.2% 2.0% 1.5%
2019 5.3% 1.7% 2.1% 1.5%
2020 5.5% 1.9% 2.1% 1.5%

Note: Outlook assumes stable inflation, risk free rate of 1.5 percent, and three rate

Increases by the Federal Reserve in late 2018 and 2019. 

Various sources from FRED, St. Louis Fed, and IRF calculations
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After a decade of cheap money, it might be time for a quick lesson or reminder about interest rates.  Money has not always been cheap, and it is good to understand how many different ways this transition to higher rates can work out. Few of them involve a return to lower interest rates.   

Let’s use a thirty-year fixed mortgage rate as an example. The rate can be broken into three parts: (1) a risk-free rate that reflects the time value of money.  It is also the part that Fed policy will affect immediately and directly; (2) a risk premium that can be fairly low since a mortgage comes with collateral; and expected inflation has to be added on directly.  

Let’s look at the forecast of mortgage rates from one of the big banks.  I put the pieces together, but they must be assuming something a perfect world going forward: no increase in inflation of risk, and just three rate increases from the Fed.  

What could go wrong?  Inflation jumps to three percent, and the Fed responds with three more rate increases, for example, and the mortgage rate is quickly at 7.75 percent in 2019.  It would be a lot tougher to qualify home buyers if that happens.  





Moderate U.S. Recovery Continues

Chance of Recession About One 
Percent Today
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Real Unempl Payroll
GDP Rate Jobs
(%) (%) ('000/mo)

Quarterly Data:
2018Q2 3.0 3.9 181.0
2018q3 3.0 3.9 175.0
2018q4 2.8 3.8 160.4
2019Q1 2.4 3.8 160.9
2019Q2 2.6 3.7 151.7
Annual Average:
2018 2.8 3.9 185.9
2019 2.7 3.7 160.8
2020 1.9 3.9 NA
2021 2.0 4.0 NA
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On the left is a respected index of the probability of recession that tells us the probability of being near a turning point in the business cycle – and I tells that probability is just over 1% right now.  It simply says there is nothing in the data right now that remotely smells of a turning point in the U.S. economy  

On the right is the moderate forecast of the Philadelphia Fed’s Survey of Professional Forecasters – basically it reads as more of the same.  Moderate but healthy expansion.  This Survey of Professional Forecasts outlook is adopted as our for the Houston forecast.  




Pull It All Together? 
• Three oil scenarios: high, medium, or low. 

High is based on $80 oil and political 
disruption to oil markets; medium sees 
2018 $65 oil and drilling capped by 
producer discipline or over-production; 
low is OPEC again pulling out as swing 
producer and $40 oil price 

• Continued U.S. expansion at moderate or 
better rates

• Continued drag from the end of the East 
Side petrochemical construction 

• Momentum from the fracking boom 
years is gone

• Harvey jobs slowly disappear 
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Let’s put it all together and ask what happens. Three scenarios for oil, moderate U.S growth, and three sources of drag on the economy – petrochemicals winding,  no momentum left in the local economy, and Harvey mostly behind us.  



Forecast Job Growth Is Moderate  
As Oil Prices Stabilize or Improve

(000 New Jobs, Q4/Q4)
By Scenario

Year High Medium Low 20/60/20
2014 112.3 112.3 112.3 112.3
2015 8.9 8.9 8.9 8.9
2016 -2.6 -2.6 -2.6 -2.6
2017 27.9* 27.9* 27.9* 27.9*
2018 65.1 62.4 53.2 61.1
2019 78.4 67.4 62.6 68.6
2020 72.9 54.8 40.2 55.5
2021 75.3 67.1 48.6 65.0
2022 85.3 66.1 50.6 66.9
2023 89.1 68.5 53.8 69.7

*Excludes 27,800 temporary jobs in 2017Q4 driven by Hurricane Harvey.  
Calculations of IRF, based on drilling scenarios above.  Figures are Q4/Q4. The 2016 calculations include benchmark 
revisions of March 2018.  

Presenter
Presentation Notes
First, we take the temporary Harvey jobs out of the mix for 2017.  They are not built on economic fundamentals

-- The medium forecast is explicitly built on $65 oil continuing into the next several years.  Combined with moderate US growth it brings us a steady 60-65,000 jobs. This is a two percent growth rate or the average number of jobs Houston has delivered on average since 1990. 

-- The low forecast is for steady $80 oil and it brings around 80,000 jobs.  

-- The low is $40 oil, but it is hard to push it too low. First, the US economy continues to work, and second not that many oil jobs have come back so far.  Dropping oil prices now does not have the negative impact of 2015-16. 



This Forecast Compared to May Outlook
(000 New Jobs, Q4/Q4)

By Scenario
This forecast May 2018 November 2017

Year Medium Medium Medium
2014 112.3 112.7 112.7
2015 8.9 11.0 11.0
2016 -2.6 10.8 -1.5
2017 27.9* 35.2 41.1
2018 62.4 52.6 42.1
2019 67.4 68.0 56.0
2020 54.8 74.1 64.5
2021 67.1 78.8 73.2

2018-2021 251.7 273.5 235.8

*Hurricane Harvey jobs removed from 2017
Note: Calculations of IRF, based on drilling scenarios above.  Figures are Q4/Q4. This forecast (*) in 2017Q4 excludes 27,800 one-time 
jobs from Hurricane Harvey.  May forecast did not foresee Harvey, November forecast underestimated Harvey impacts. The 2018 
estimate adjusted down for likely over-estimates of payroll data

Presenter
Presentation Notes
This is a comparison of the last two forecasts we have made in May of this year and last November.  This current forecast is more optimistic about 2018 than either of the earlier outlooks, now that we have seen the definitive turn in oil markets this year.  But overall from 2018 to 2021, it sits squarely between what we were saying in May and November.  

The approach to this forecast is different from the earlier forecasts, in that it is built explicitly on oil prices.  Past forecasts were built on an assumed oil price and rig count, and oil employment that would follow those assumptions.  The final result is not that different, but the general approach to forecast is quite different.   

Note that 2017 takes out our estimate of Harvey-related jobs.  This is because we are interested in the business cycle and Harvey was an important but noncyclical event.  Six months after the storm, it had no bearing on how growth would unfold in Houston.




U.S. Economy Is Crucial to Houston’s Growth:
At $40 Oil No U.S. Growth Means No Little Growth
Three Forecasts: Medium, Low, 
and Low with Zero U.S. Growth
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Medium forecast Low Forecast Zero US Growth

Medium Is U.S. Growth and $65 Oil, Low 
Cuts Oil to $40, Lower Removes U.S. 

Growth

Three Forecasts of Houston Job Growth
Net New Payroll Jobs (000)

Medium Low Lower
2016 -2.3 -2.3 -2.3
2017 27.9* 27.9* 27.9*
2018 62.3 53.2 53.2
2019 67.4 62.6 31.8
2020 54.8 40.2 9.2
2021 67.1 48.6 11.3
2022 66.1 50.6 12.8
2023 68.5 53.8 15.6

*Excludes Harvey-related jobs in late 2017 which are unrelated to business conditions at the time

Presenter
Presentation Notes

I have enough confidence in the US economy for the next couple of years that I assumed it continues to perform well and support the local economy.  I did not think it was necessary to complicate the forecast up with high, medium, low forecasts of both the rig count and US economy.  

But as an example of what can happen with the US economy not growing at all – zero growth -- the chart on the right compares our medium and low Houston forecast to one of low energy prices ($40 oil) and no US growth.  Again, it is not as bad as 2014 because oil jobs are not is a perilous position like the $100 frenzy of 2014.  Instead, this forecast is for a prolonged period of essentially no growth in the Houston economy, with increases of 10,000 jobs.  

This is not a forecast, just and example of an alternative world.   



Net Migration Lags Job Growth: 
Bottoms Out in 2018 in Houston

• 2017 local population increase of 
94,417 was smallest since 2010, 
third smallest since 1997

• Weak net migration of 33,000 was 
the chief reason, with domestic 
migration turning negative at -
10,000 

• Net migration is strongly related to 
job growth, lagging a year

• Data at right matches medium 
employment forecast, sees a 
2018/19 trough with 25/30,000 net 
in-migrants

• Improves to over plus-50,000 net 
migrants by 2023 -20

0

20

40

60

80

100

120

Annual Increase: 
New Jobs Bring Positive Net 

Migration (000)

New Jobs

Net Migration

Presenter
Presentation Notes

The 2017 population report was disappointing, the weakest total population increase since 2010, and third worst since  1997.  We always get a big number for births minus deaths – just by having 7 million people living here.  

But net migration fell to 33,000, all of it (and more) was international migration – as domestic migration turned slightly negative.  

Once momentum is lost by in-migrants it is hard to restart for a year or two.  If you are waiting for population growth to spring back quickly you are likely to be disappointed

-Net migration into Houston follows job growth by about a year – both down and up.  Next year should mark the turning point for net migration into Houston, turning up from about 25,000 this year to 56,000 by 2013.  This is based on the medium forecast.  



Houston Housing: Harvey Is Gone, But Rising 
Rates and Affordability Move to the  Forefront 



National Housing Market Summarized By 
Recent Wells Fargo Reports

• Early in this cycle, sales were held 
back by lot, labor and material 
shortages. These have receded as 
rising mortgage rates and 
affordability have become the key 
issue in home sales

• Both existing and new home sales 
continue to tumble – for the last six 
and four months respectively. 

• Virtually every national indicator of 
housing activity demand has been 
cooling or trending lower for 
several months, with inventories 
rising and price turning flat
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Houston has been running counter to the national housing market since at least 2008, but as the local economy has improved in 2018 we are moving back into synchronization now.  

We share most of the trends listed here: material shortages that continue, but have given way to mortgage rates as the most pressing issue; home sales are falling in recent months; and most measures of housing activity have been cooling or trending lower. 

Houston’s existing home markets has not shown signs of falling yet (they are flat) but new home sales began to trend down over the summer.   



Rising Mortgage Rates and Building Costs 
Have Slowed Sales Nationwide
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• The Producer Price Index says inputs 
to the construction industry rose 6.2 
percent September to September

• Led by energy including diesel and 
asphalt, and by tariffs on steel, 
aluminum and lumber

• Strong demand for workers combine 
with immigration restrictions to bring 
growing labor shortages

• Rising mortgage rates have now 
moved to the forefront as the major 
affordability issue for potential buyers 

BLS, JOLTS, net separations are total separations minus hires 
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Building and construction costs are still playing a big role in the market. See the chart on construction job openings versus net separations of construction workers from projects.  Immigration is playing a big role here, especially in Texas.  

But rising mortgage rates have already become a major concern, as qualifying buyers becomes a bigger issue every day.   




Local Existing Home Sales Rose In Recent 
Months in Early 2018, Flat Since Then
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• Harvey had a short-lived impact on 
home sales, first as we waited out the 
storm, and a brief burst of sales in 
November 2017

• In 2018 sales picked up modestly early 
in 2018 to levels that reflect the 
improved oil prices we have seen in 
2017-18. They then turned flat

• There is nothing in the 2018 sales 
numbers that indicates a return to the 
boom-time conditions of before 2014 –
not in the sales, price or inventory 
numbersSource: Texas A&M Real Estate Center

Harvey
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Post-Harvey the Existing Home Market 
Should Continue to Slowly Loosen Up
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See two trends in the recent inventory data:  Before Harvey, the existing home market was clearly loosening up with the help of ample lot supply from the existing home market.  Since Harvey, a big drop in listings has hurt.  It was not so much damaged units coming off the market as it was people pulling their house off the market due to uncertainty about whether to see or how to price their home.  

On the price side, we also had good new before Harvey – a break in prices and a move to a slower rates of increase after 2014.  Double-digit rates have fell back to 2 to 4 percent and continue at a low rate.  



Main Harvey Impact Was a Fall in Listings 
And Price That Corrected Over the Summer
Median Price Surged After Harvey as 

Listings Fell, Then Both Stabilized
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Sales Show Little Harvey Impact After 
the Storm, Despite a Fall in Listings
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The blue line in both of these charts is the number of listings. Following Harvey, they fell by 3,700 or 14.4%, before moving back up to normal levels by May. 

The red line on the left shows existing home prices, which remained elevated through April, and then settled down with the number of listings.  

The red line on the right is existing home sales, and Harvey had little effect except on the shelter and immediate recovery period.  So far, Houston’s existing home sales are not sharing in the national trend to slower home sales.   



Energy Corridor During 
Harvey and After
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Presentation Notes
This shows the Harvey response in a couple of neighborhoods that were seriously affected. First, listing fell by one-third here (not 14.4%). Both sales and price rose sharply following the storm, but then fell back hard afterward. 



Kingwood See Prices Fall Back in 18Q1, 
Listings Rebound  
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Kingwood is a similar size market to the Energy Corridor, and here listing fell over 40 percent.  Listings were normal again by May.  Sales did not fall much after Harvey, and picked up as listings stabilized.  Immediately following the storm, prices rose sharply, then has continued to fall, perhaps stabilizing in the last couple of months.   

  



Ship Channel Cities
Baytown, Channelview, Pasadena
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Let’s look across the metropolitan area and select a couple of interesting areas to illustrate what differences there are across the region.  

For the metro area as a whole, the big trend has been stable sales, stable inventory, and moderate prices since 2104

For the Ship Channel area, both sales and price show continued increases in prices and sales through 2015-17, and the construction boom provided support.  

Now conditions seem to have turned soft as the petrochemical construction ends.  Late in 2017, both sales and price turned very flat.  Inventory is still very low and little changed over the last two years, though the fall in chemical construction should change that.   



  



Close-In and Upscale
Rice Military, Heights, Galleria
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Presenter
Presentation Notes
Close-in and upscale neighborhoods showed some economic strain as soon as the oil bust began.  The neighborhoods saw fewer sales and flat prices during 2015-2017, and there is no indication of an oil-fueled rebound through the early part of this year. Inventory remains elevated compared to the rest of the  metro area, at between 5 and 6 months supply.  
 



Distant Suburbs
Pearland, Sugar Land, Kingwood, Katy
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These established neighborhoods are representative of the kind of potential home-buyer that current new lot development and new product is aimed at.  As lot supply has normalized in the last couple of years, new home construction has been strong.  Price and sales have flattened, and (most important) inventories have risen as competing new-home product became available.    




New Home Sales: A 2018 Boost from Harvey 
and Higher Oil Prices Wore Off By Summer 
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Let’s turn to new home sales.  Here it is a mix of the same of story as we have been telling for the last year, about a surge in construction and sales of entry-level homes, and a new story about weaker sales and pricing due to higher mortgage rates.  

The new story emerges most clearly in this chart on contract sales. The 2017 sales at indexed at 1.00.  The 2018 sales to August are 1.00.  But the monthly story is completely backward seasonally.  It is strong over the winter months, weak over the summer.  

Winter months might have Harvey affected?  But more likely, they surged due to a rush to beat rising mortgage rates? 

The weaker sales over the summer reflect the higher rates as they materialized. Perhaps because we are dealing with an entry-level market right now, we are having a tough time getting buyers qualified.  As we have seen, the mortgage market is only going to make this harder going forward. 



Traditional Entry-level Houses Are Still 
In the Driver’s Seat for New Home Sales

• A long history of missteps on lot development 
• By 2012, the fracking boom generated strong demand for large homes for high-end 

engineers/executives
• Existing home supply was quickly exhausted, and there were no lots on the ground to build 

large homes.  Pressure grew on existing homes
• Low inventories and sharply rising home prices slowly squeezed 100,000+ families out of the 

housing market
• By 2015, the large lot supply caught up – just in time for the drilling bust to abruptly 

end the demand for upscale housing
• The last three years have paid off in lot development for low- to 

moderately-priced homes with 45-60 foot frontages.  The sweet spot today 
lots of 50-54 foot frontages and homes priced at $300,000

• Lot development is still heavily oriented to smaller frontages, while rising 
construction costs squeeze the lower price points

Presenter
Presentation Notes
 -- By 2012, the Fracking boom really had a grip on the city with 100,000 jobs created then and in following years and another 100,000 families moving to town each year.  The existing home market was set upon by high-end engineers and energy executives looking for upscale/high-end housing.  The inventories of these homes fell sharply, and prices rose. 

-- By 2015 the supply of large lots (with 60 foot frontages or more) had caught up with demand.  We could build upscale houses – but by then there was no one to buy them . The price of oil fell in late 2014, and the rig count collapsed.  The influx of engineers and executives was over.  

-- But there was still a market for single-family housing.  The double-digit price increases had probably squeezed out more than 100,000 families that wanted homes but could not afford the upscale product, and there was nothing left in their price range.  

-- The last two years have been spent on turning the development process back toward starter homes and moderately priced homes on smaller lots (less than 60 feet).  The market has shifted back to the traditional heart of Houston’s housing market.  Maybe the Texas growth formula – built on a low cost of living – still works.  



Change of Sales Mix to Smaller Homes Has 
Cut the Average Price of a New Home
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These are average sale prices.  These prices have been quite flat since 2018.  We know it is not construction costs that have kept home prices under control by this measure – it is the shift to smaller homes.  

Home size/lot size/amenities are all being squeezed to keep prices low and attract the first-time home buyer.  New home construction is moving to sketchier school districts, or just moving further out.  This leaves builders in a substantial bind, as they work against rising labor and construction costs.  



Lot Development and New Home Sales Still 
Squarely Focused on Entry-Level Homes

0

2000

4000

6000

8000

10000

12000

12-Months Sales By Lot Frontage

64.4% of lots
less than 60 feet

0

0.05

0.1

0.15

0.2

0.25

0.3

0.35

0.4

0.45

0.5

12-Months Sales By Price Range

81.4% of sales
less than $400K

Zonda by Meyers Research

Presenter
Presentation Notes

Shows the swing to low-price entry-level homes. The sweet spot in both cases is right at the entry level.   



New Home Lot Supply Tightens Again, But 
Slowing Sales and Good Pipeline Are the Cure
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The chart shows the supply the new lots by frontage. Twenty months is the normal supply.  We are clearly seeing pressure on lot supply right now, especially at frontages below 50 feet.  

The trend in deliveries has been down. This is partly because development was held up by Harvey and delays in getting new floodplain restriction into place after Harvey.  City and Harris County have moved forward now, with new ordinances, MUDS are being permitted,  and the current pipeline is adequate for future construction.  The current pipeline plus the slowdown in sales should prevent any real issues in near-term lot supply.   



Apartment Market Looks for a New 
Equilibrium After Harvey and Oil Recovery

Presenter
Presentation Notes

The apartment market was a net beneficiary of Harvey.  There were 16,000 units that suffered long-term damaged and had to be removed, only about 2.5 percent of the 650,000 units in the metro area.  At the same time, nearly 40,000 single-family homes were damaged, pushing these homeowners into apartments.  

Homes are largely rebuilt, and we are probably seeing the last echo of Harvey now, as those homeowners on 12-month leases are rolling out of them now.  It is about the economy now – US growth and oil are what counts.    



Harvey Effects Are Gone Now:
The Economy Is Back in Charge

Class A Rents and Occupancy 
After Harvey

Stable In Lease Up All Class A

No. of 
Units

131,540 14,829 149,239

Monthly 
Rent

$1,494 $1,602 $1,540

Occupancy 91.7% 61.4% 85.%

• With Harvey-damaged units removed, 
Harvey-driven absorption over, and 
renewed economic growth, occupancy 
is back at 92% for Class A, 90% overall

• Overall occupancy bottomed out at 
88.1% in March 2017, and surged to 
89.5% through March 2018

• A final echo is being felt in Q3 of this 
year, as 12-month Harvey leases roll 
over.  Occupancy has been flat since 
May and near 90% 

• There are still plenty of buildings with 
incentives, but more than a month is 
rare except for high-rise buildings

Apartment Data Services through September
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Feeling the Last Echo of Harvey as 2018 Ends
Class A Vacancy Falls to 10.2% in 2018, 

Class B stays at 9.0%
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The Apartment Construction Cycle 
Starts Again
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Permits, 6-mo. Avg, annual rates • The building cycle starts again. The 
number of units absorbed each year 
in our medium forecast should be 
about 12,000. We never seem to find 
that equilibrium 

• Permitting over the past 6 months is 
at 16,000 units at annual rates

• Apartment Data Services says 47,000 
units that will need to be filled in the  
future: 9,000 units recently opened, 
11,000 under construction, and 
26,000 proposed. CoStar has about 
half the number proposed  units

TAMU Real Estate Center
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Renewed Economic Growth and the Current 
Construction Pipeline Would Bring Rapid Gains 
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Based on the current construction pipeline only.  Apartment Data Services proposed units would add another two years of supply, CoStar adds another year. 

Apt Data services has 26,000 proposed. CoStar has about half the number proposed  units






Class A Multi-Family Markets with Late 2018 
Vacancy Rates Greater than 10 Percent

Light Dot = Property located in 2-mile radius market area with 10%+ vacancy
Dark Dot = Same but > 20%+

CoStar and calculations of IRF
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Each dot is apartment property, and we computed the vacancy rate in all the buildings within a two-mile radius around a specific complex.  If the vacancy rate in that radius is more than 10 percent at year-end 2017, the dot is red.  

Not buildings, but a two-mile area of higher than 10 percent. Ten percent is the average rate for the metro area right now.  So this is broad areas of higher than normal vacancy rates. 




Recovery Begins in the Office Market … 
But a Long Way to Go 

Presenter
Presentation Notes
The office market is improving, just slower than anyone would like to see.  Job growth and the return of energy jobs in particular make the difference in reducing vacancy a bit, less of a squeeze on Class A rent premiums, and the continuing absorption we see ahead of us.   



A Tepid Recovery in Local Oil-Related Jobs 
Leaves the Office Market Treading Water
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Tenant (000) ft-sq. Terms
Apache 515 Extension
Transocean 300 New
Schlumberger 226 Renewal/Expansion
Vinson & Elkins 212 Prelease
Hines 155 Prelease
EY 121 Relocation
Harris County 118 New
Gulf Interstate 115 Renewal
Sable Permian 98 New
Constellation/Exelon 94 Sublease
BP Lower 48 91 New
Alta Mesa 89 Renewal
Asurion 86 New
Energy XXI 85 Renewal
Acclara Solutions 83 Relocation/Expansion

Largest 2018 Leases Fail Impress as Group
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The Houston Business Journal’s list of largest office leases of the year, through 2018, is seen on the list.  Yes, it is positive, but discouraging in the size of the leases, and discouraging number of new leases and large extensions.  

Oil is playing a big role in the list of leases – Apache, Transocean, Schlumberger --- but we have already seen that expectations are for a moderate recovery in the number of oil jobs.  The big difference is that we don’t have $100 oil and don’t expect it soon for any prolonged period of time.   



Improvements Are Real in 2018: 
Just Not Very Big

Class A Vacancy Rates Nearly Double, 
Move Down From Highs in 2018
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You can see the class vacancy rate on the left, and the class A rent premium on the right. The bleeding has stopped in both cases, but improvements are little more than a step in the right direction. 



Limited Deliveries and Annual Absorption of About 
4 million Ft2 Slowly Brings Vacancy Rates Down
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Deliveries and Absorption, All Classes, Million ft2

Deliveries Absorption

Construction Pipeline 
Forecast Absorption

Absorption Stumbled in 2015
(Million ft2)

Deliveries Absorption
2012 2.1 4.8
2013 4.4 4.0
2014 8.9 8.7
2015 13.5 3.7
2016 5.7 -1.4
2017 3.5 -2.6
2018 1.2 0.8
2019 1.9 4.2
2020 1.9 3.7
2021 1.1 4.3
2022 0.0 4.3

Presenter
Presentation Notes
Deliveries and absorption of office space were right in step as long as oil price was $100 per barrel.  Then disaster struck both oil prices and the office market in 2015.  Deliveries outstrip absorption in 2015 by more than 10 million square feet.  The absorption turns negative in 2016 and 2017

Our medium forecast ($65 oil) is for 4 million square feet of absorption per year.  

Except for the big Hines project down town at 609 Main with a million square feet, the pipeline is largely empty. 



Office Vacancies Have Probably Peaked:
But a Long Way to Go for a Healthy Market
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At this at of 4 million square feet per year, there is a long ways to go.  In no case, high medium or low, is there a vacancy rate under 15% by 2021, and the medium forecast still has vacancy at 12.5 percent in 2023.  



Vacancy Greater than 20 Percent: 
Energy Corridor, Westchase, and Greenspoint

Light Dot = Building located in 2-mile radius market area with 10%+ vacancy
Dark Dot = Same but 20%+ vacancy

Presenter
Presentation Notes

The map shows dots that are office buildings, but the building is centered on a two 2 mile area with high vacancy. The lightest dots are market areas with over 10 percent, the darkest dots are over 20 percent.  The energy corridor, Westchase, and Greenspoint stand out as the real trouble spots.  



Retail Market Continues to Tighten

Presenter
Presentation Notes
The local retail real estate market has been in good shape for several years.  After a long period of over-supply, it finally tightened up in 2015, just as the economy slowed to a standstill. The metro area statistics for vacancy rates and rents are quite solid right now.  But other than the Grand Parkway, not that much is happening.  

The market strikes me as being like a deer stuck in the headlights.  The changes in the market have been profound with the shift from department stores to big boxes to internet sales.   What to do with the old properties?  How to think about new properties?  The weak economy for three years has added to the reluctance to move forward. Inside Belt 8, for example, CoStar lists only 10 big projects underway.  



Harvey and Rising Oil Prices 
Generate a Big Retail Bounce in 2018
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Year since 2002

Texas Comptroller
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Presentation Notes
 This chart on the left side is taxable retail sales for the Houston metro area.  You can see that the recent oil setback may not have hurt payroll employment that badly, but it was an inflation-adjusted fall in retail sale of about 4 percent. Harvey hit, and pushed sales up sharply in late 2017.  That is where this data det leaves us in 2018Q1.  We do know the economy is back working well in recent months, suggesting that apart from Harvey the retail sales decline is over.  

One of the striking things about the chart is that since 2002 it shows inflation-adjusted retail sales of only .2 percent.  Despite all the talk about population and employment growth, this has not been a fast-growing market because of the boom/bust pattern.  

The chart on the right is the suburbs (metro are minus City of Houston).  The suburbs grow a little faster, but still only 2.3 versus 2.0 percent.  






Rising Rents, Low Vacancy Continue in 
Houston’s Retail Sector
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This is the improvement I mentioned earlier in the statistics, as vacancy has fallen and rents improved.  Vacancy rates have risen as deliveries of new product has picked up. 



Retail Pipeline Shows Healthy 
Growth, In-Line with Population

Growth Rate of Space Tracks 
Softer Population Growth (%)

0.0%

0.5%

1.0%

1.5%

2.0%

2.5%

3.0%

3.5%

4.0%

Population Square Feet

Population

Retail Space

Retail Deliveries in 2018 
(000 Ft^2)

0

1

2

3

4

5

6

7

8

9

M
ill

io
ns

Deliveries

CoStar 2018Q3, deliveries and retail growth stated at annual rates

Presenter
Presentation Notes
Deliveries have picked up sharply, to about 4,000,000 square feet in 2016 and 20177

The current pipeline is not out of line with expected employment and population growth


Retail builds out quickly, so the construction pipeline is not that meaningful.  





Suburbs Rule Retail Construction: 
Only 10 Large Projects Inside Belt 8

CoStar

Presenter
Presentation Notes

The big projects are still mostly grocery-anchored malls in the distant suburbs.  There are only 10 projects inside Belt 8 and 4/5 inside Loop 610.  



Quill and Wayfair Decisions: 
Will They Even the Playing Field for Brick and Mortar? 
• In 1992, in Quill Corp. v. North Dakota the U.S. Supreme Court ruled that 

sales taxes had to be paid on an item only of the seller had a physical 
presence in the state

• South Dakota v. Wayfair, Inc. saw South Dakota fight back, passing their 
own “no physical presence” law, requiring online retailers to pay state sales 
taxes.  More than 20 states followed their lead. 

• On June 21, the Supreme Court changed directions, and ruled the physical 
presence rule was unsound and incorrect in the age of internet services 

• The Court said that the states, brick-and-mortar stores, and interstate commerce 
were being harmed by the physical presence rule

• The nature of the internet redefined the “physical presence” landscape
• It is no longer a burden on vendors to apply the correct sales tax

Presenter
Presentation Notes

There has been a lot of hope expressed that a recent court case (the Wayfair decisions) would level the playing field between internet sales and brick and mortar.  

After 1992 the Quill declined to enforce sales tax collections for internet sales. A physical presence in the state was required to enforce the tax collection. 

Several states resisted this, wrote their own physical presence statute, and got it back before the court last year. The Supreme Court ruled in the Wayfair case that the nature of the internet had changed since 1992, and collection could proceed for remote sellers.






Texas Comptroller’s Draft Guidance
• The Texas State Comptroller issued draft guidance on Wayfair in September that 

makes remote sellers liable for sales and use tax in Texas
• Most large online retailers already comply, and the guidance provides a safe 

harbor for remote sellers with less than $500,000 in revenue over the prior 12 
months. Permitting and collection obligations for other sellers begin October 
2019  

• The main question that remains unanswered is compliance with the many local 
jurisdictions in Texas – those jurisdictions that piggyback with a penny on the 
state’s six cent. 

• The Wayfair decision says to assign tax liability at the location of the buyer. This is 
easy for the state – we all live in Texas.  It complicates quickly if the vendor must 
decide from which municipality, MTA, fire, crime or hospital district to collect 

• The size of the safe harbor exemption, the date of compliance, and the fate of 
local taxes all seem likely to wind up in the hands of the legislature in early 2019

Presenter
Presentation Notes
The Comptroller issued guidance early that downplayed expectations of a big revenue boost for the state.  (Or a big levelling of the playing field between brick and mortar and e-commerce). There will be no collection of back taxes, and the Comptroller simply states that most big sellers already comply (including Amazon and Wayfair).   

Then in September, they issued further draft guidance.  Exemptions for remote sellers with less than half a million per year in revenue and start date of October 2019 for tax payments.  

The big unanswered question is not the state’s 6.5 percent but the penny tax paid by municipalities like the City of Houston or METRO, or dozens of other municipalities just located inside the Houston metro area. Or fire, crime, and hospital districts in Texas.  

The  problem here is that the tax is levied where the buyer lives.  Easy for Texas – we all have a Texas address. Harder if the seller needs to know what rate is levied in your local area. 



How Many of the Smallest E-Commerce Vendors 
Can Reasonably Be Expected to Comply? 

• Local taxes can vary from house to house, 
block to block, and across a metro area. 
Look at the City of Houston’s crazy-quilt 
of limited purpose annexations. (The web 
in red)  

• For Texas vendors, the Comptroller 
assigns a physical address to the seller, 
and assesses local tax liability based on 
that address  

• But if the vendor is out-of-state, the 
Wayfair decision says to assign tax 
liability at the location of the buyer. Do 
they live in the City or county? Ride the 
MTA? Pay sales tax for emergency 
services?   

Presenter
Presentation Notes
We don’t have an address for the city, county, or fire district where we live.  How is a seller in Alabama or California supposed to figure that out?  Take the example of the City of Houston map.  The blue/grey area is the City – hard enough – and the red web-like area is the area where the City uses limited purpose annexation to collect sales taxes in conjunction with local MUDs.  

The guidance offered by the Comptroller basically punted, and hand the issue to the State Legislature.  It is to be resolved by late 2019  

Taken altogether, the Comptroller’s guidance makes it look like this will not be a game-changing tilt in sales tax by e-commerce – more like a vacuuming up of nickels and dimes out of the couch.   



Industrial Real Estate Well in the Lead as 
Economic Growth Resumes



Houston Industrial Hits On All Cylinders: 
Upstream, Downstream, and E-Commerce

• Eastside/Downstream 
• General container traffic through the port 

continues to grow, but with a big push 
from plastic pellets as petrochemicals 
finish up

• Oil and oil product exports open new 
avenues for growth

• Fear of labor strife in LA/Long Beach 
pushes contingency warehouses into 
Houston, Mobile, and other Gulf Coast 
ports

• Westside/Upstream
• Industrial and warehousing activity has 

bounced back with $65 oil
• “Last mile” warehouse/distribution from 

e-commerce helps the west/northwest
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Business-Related Sales Taxes Snap Back 
with $65 oil in 2017-18 ($ Billion)
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Business sales include those by manufacturing, construction, wholesale trade, transportation and warehousing,
Professional and technical services, and others.  Consumer sales are retail, food and drink, entertainment, etc.  
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Presentation Notes
Eastside/Downstream  has done well throughout the downturn
General container traffic through the port continues to grow, but with a big push from plastic pellets as petrochemicals finish up
Oil and oil product exports open new avenues for growth
Fear of labor strife in LA/Long Beach pushes contingency warehouses into Houston, Mobile, and other Gulf Coast ports
Westside/Upstream has been helped in the last couple of tears by e-commerce and now upstream warehousing and industrial activity is back
Industrial and warehousing activity has bounced back with $65 oil
“Last mile” warehouse/distribution from e-commerce helps the west/northwest



Eastside/Westside, Downstream/Upstream
Westside Vacancy Falls As Price of Oil 

Rises in 2018
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Red is the eastside, blue is the west 

East vacancies low since 2015, and loosening up a little now.  The westside/upstream is declining again and coming back to lower levels enjoyed in the oil boom days



Westside Deliveries Snap Back With Help from 
Oil and Logistics, East Side Carries On
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Eastside deliveries are carrying on a steady 5 million sq-ft per year, while the westside surged back to 6.9 in 2018

Construction projects are still split east/west, with a lot of activity on each side.  The east is slowing some signs of slowing, while the upstream can be expected to continue for awhile at $65 oil prices.  



East/West Split 
In Industrial/Warehouse Construction
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