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Outlook for the Texas Economy
The Texas economy is recovering 

from the last recession at a slower rate 
than the U.S. economy. Growth 
moderated in both Texas and the na
tion as a whole during the third quarter 
of this year. At the same time, the gap 
between rates of expansion for Texas 
and the United States has widened. 
The 1985 economic outlook for the 
state is for advancement at a less 
rapid pace than for the nation, but the 
difference between the rates of growth 
in Texas and in the United States is not 
likely to increase further.

The last recession was a particularly 
deep one for Texas, and the state’s 
nonagricultural employment fell fur
ther than the nation’s. Since the 
trough, rates of expansion in the Texas 
industrial production index and in the 
state’s nonagricutlural employment 
have generally remained below those 
of the comparable U.S. indexes (Chart 
1 and 2). Also, as measured by these in
dicators, growth has slowed lately. 
Nonagricultural employment growth in 
Texas in the third quarter was only 75 
percent of that reported for the second 
quarter, 37 percent as fast as first- 
quarter growth, and 33 percent as fast 
as fourth-quarter growth in 1983. 
Although U.S. rates of advance for 
these indicators have also slipped, 
they have not declined as much as the 
state’s, so the gap between the rates of 
recovery in the United States and in 
Texas has widened.

The main reason for the slow 
recovery in Texas is weakness in the 
energy industry, a key sector of the

state’s economy. Although petroleum 
refining seemed to be recovering last 
year, employment in the industry never 
reached levels common in 1981. And 
this year, employment and output in 
the refining industry have fallen below 
last year’s levels.

Refining normally has a relatively 
modest effect on cyclical swings in the 
Texas economy, but declines in the

The use of adjustable-rate mort
gages (ARMs) has grown rapidly since 
their introduction in 1981. The share of 
single-family mortgages closed at 
major U.S. lending institutions that is 
accounted for by ARMs has increased 
from 41 percent in 1982 to 63 percent 
this year. In the Ninth Federal Home 
Loan Bank District—which comprises 
Texas, New Mexico, Louisiana, 
Mississippi, and Arkansas—the shift 
into ARMs has been even greater, with 
the share moving from 43 percent of 
home mortgages closed in 1982 to 72 
percent this year (Chart 3). The growth 
in the use of ARMs has increased the 
complexity of the borrowing and lend
ing decisions on home mortgages 
because both parties must decide 
which ARM features will minimize both 
default and interest rate risk.

Unlike fixed-rate mortgages, ARMs 
have features that vary widely among 
and within institutions. Among the 
many features available for ARMs are 
(1) the interest rate index used, (2) the

refining industry this year are having a 
negative impact on the Texas recovery. 
In addition, a sluggish turnaround in oil 
and gas drilling in Texas has damp
ened the strength of the recovery. 
Texas drilling has not returned to its 
high levels of 1981. The state’s rig 
count recently dropped below the year- 
eartier level, although the national rig 
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margin added to the index, and (3) the 
frequency and magnitude of adjust
ments in mortgage payments. One 
result of the variability of lending 
terms on ARMs is that the borrower 
may not accurately assess the risk of 
payment increase stemming from 
changing interest rates.

Because the rate on ARMs varies 
with market interest rates, an increase 
in market rates can cause monthly 
mortgage payments to rise substan
tially. Two predominant interest rate in
dexes used over the past few years in 
the Ninth District are the FHLB mort
gage contract rate, which is a weighted 
average of loan rates reported by a 
sample of mortgage lenders, and the 
one-year U.S. Treasury bill rate. Since 
1981 the FHLB mortgage contract rate 
has been higher, on average, than the 
one-year Treasury bill rate, but it has 
fluctuated less (Chart 4).

The uncertainty about changes in 
monthly payments that can result from 
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ARMs Move Toward Standardization



Chart 1
TEXAS AND U.S. INDUSTRIAL PRODUCTION 

INDEXES

Federal Reserve Bank of Dallas.

Chart 3
ARMS AS A PERCENT OF 
SINGLE-FAMILY MORTGAGES CLOSED

SOURCE: Federal Home Loan Bank.

Chart 2
TEXAS AND U.S. NONAGRICULTURAL 
EMPLOYMENT INDEXES

Chart 4
INTEREST RATE INDEXES USED IN ARMS

SOURCES: Federal Home Loan Bank.
Federal Reserve Bank of Dallas.
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DISTRICT BRIEFS

• The slowdown in economic growth has shown 
up in Eleventh District labor statistics. Total 
nonagricultural employment is growing more 
slowly than in early 1984. At 5.7 percent the 
Texas unemployment rate remained un
changed in November, the fourth straight 
month the rate has maintained this approx
imate level.

• The Texas industrial production index (TIPI) is 
also reflecting the sluggish economy. In
dustrial production in Texas is growing at a 
slower pace than production in the nation as a 
whole because of declining construction and 
stagnant energy activity within the state. In the 
third quarter, TIPI grew 1.1 percent, while the 
U.S. rate was 1.6 percent.

• Uncertainty about oil prices is preventing a 
significant recovery in the energy sector. Dril
ling activity in the District states did increase 
slightly in October, starting the normal 
seasonal pattern of year-end upturn. Continua

tion of the seasonal trend toward an increasing 
rig count will depend on stable oil prices.

• Residential construction is declining. The 
number of building permits issued for both 
single-family and multifamily dwellings in 
Texas in September reached lows for the year 
thus far. Total building permits increased 
slightly in October but remained well below the 
level in the first half of 1984. In some markets, 
a surplus of available units has inhibited res
idential construction.

• The economic slowdown has reduced loan de
mand at the District’s large banks, where year- 
to-year growth in business, consumer, and real 
estate lending continues to fall. Growth in con
sumer loans has declined the most.

• Deposits at the District’s large banks are also 
reflecting the sluggish performance of the 
economy. The year-to-year increase was only 
1.4 percent in October.

UNEMPLOYMENT RATE HOUSING PERMITS: TEXAS
i -  12 PERCENT (QUARTERLY AVERAGES SEASONALLY ADJUSTED)

’81 I 1982 I 1983 I 1984
1. Louisiana, New Mexico, and Texas.
SOURCES: Texas Employment Commission.

U.S. Department of Labor, Bureau of Labor Statistics.
Federal Reserve Bank of Dallas.
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Federal Reserve Bank of Dallas.
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1. Percent change from same quarter in previous year.
SOURCES: U.S. Department of Labor, Bureau of Labor Statistics.

Federal Reserve Bank of Dallas.
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Outlook (cont.)
count was above its comparable 1983 
level.

In 1985 the Texas economy will grow 
slowly. Sluggishness in energy will 
continue to dampen the recovery, but 
electronics, defense contracting, and 
the ongoing U.S. recovery will offer 
bases for growth. The gap between 
U.S. and Texas growth is not likely to 
widen. One reason is that growth in 
production of durable goods tied to 
defense contracting will probably in
crease at a more rapid rate than growth 
in durable goods production in general. 
The importance of Texas as a defense 
contractor will give several of its 
durable goods industries a measure of 
strength not enjoyed by some other 
areas in the nation. Altogether, Texas 
employment and industrial production 
will show modest rates of growth in 
1985, and the unemployment rate will 
edge downward.

— William C. Gruben

ARMs (cont.)
unanticipated changes in borrowing 
rates on ARMs has created concern 
about the potential for higher defaults 
on variable-rate mortgages due to 
“payment shock.” Also, the use of low 
initial rates, or “teaser” rates, has 
caused concern that the enticement of 
lower initial payments on variable-rate 
mortgages would induce borrowers to 
underestimate their own exposure to 
interest rate risk.

The risk of payment shock and the 
comparability of ARMs are issues that 
have recently been addressed by hous
ing finance institutions. The U.S. 
League of Savings Institutions and 
other trade organizations have pro
posed uniform standards for ARMs 
that allow some flexibility in writing 
the ARMs but set specific ranges for 
allowable changes in interest rates 
and monthly payments and often cover 
restrictions on negative amortization. 
The Federal Home Loan Mortgage Cor

poration and the Federal National 
Mortgage Association have also at
tempted to standardize ARMs by an
nouncing comprehensive underwriting 
guidelines for all ARMs they purchase.

The steps taken by these organiza
tions to standardize ARMs are likely to 
lessen the risk of payment shock. But 
the guidelines established, particularly 
those relating to interest rate and pay
ment caps, may make ARMs less 
attractive to lending institutions. The 
guidelines weaken the power of ARMs 
to adjust to changes in market rates 
and, thus, to achieve a major goal they 
were created to accomplish—reduc
tion of the exposure of institutions to 
interest rate risk.

— Keith R. Phillips
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