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¢ Texas factory activity strengthened slightly in December, although fiscal policy uncertainties were a drag on job creation in

the last months of 2012.

e Despite some weakening in mining-related businesses due to falling natural gas prices, December marked the 40

consecutive month of industrial recovery in Houston.

* Texas ended 2012 with the lowest jobless rate in four years, which at 6.1% remained well below the national rate of 7.8%.

Executive summary

Economic headwinds grew stronger in the last
quarter of 2012 as slowing recovery and fiscal policy
uncertainties continue to deter investments and
hiring. On the upside, global economic conditions
appear to be stabilizing as the Euro crisis is receding.

Still, many economic indicators came in stronger
than expected in December despite worries over the
impact of never-ending negotiations on taxes and
spending cuts. In December, retail and food services
sales grew by 0.5% versus the month before thanks
to improving car sales. And consumers, encouraged
by increasing incomes and falling gas prices, appear
to be in the mood to spend, which should prop up the
broader economy.

Businesses seem to be gradually ramping up spending
aswell. InNovember, new orders of durable goods were
up four of the past five months, while a downtrend in
spending on capital goods was reversed in October
and in November, new orders of nondefense capital
goods, excluding aircraft, posted their first annual
gain since May. Meanwhile, an ongoing rebound in
construction is sustaining demand for construction
equipment and building materials.

Economic conditions in Texas point to a moderate
uptickin business activity. The state’s manufacturing
grew somewhat faster during the last month of
the year, although the employment index turned
negative as factory jobs struggled to grow at the end
of 2012. On the upside, company outlook and general
business activityindices movedinto positive territory
as businesses are shrugging off the rather sluggish
performance of the past six months. More than that,
employment indices indicate strengthening job
growth in the service-providing sectors of the Texas
economy — industries that account for over 80% of
all private sector jobs.

Investor Relations: Joshua Ballard
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Booming business activity in the state’s largest
metros is driving the Texas economy. Although lower
natural gas prices created a drag on economic growth
in Houston, energy-related activities are not the only
source of regional economic success; growing exports
and increasing international passenger traffic are
strengthening the link between Texas and more
dynamic parts of the world economy. In addition, a
revival of multi-dwelling homebuilding is driving a
solid turnaround in the local residential construction
sector. Lastly, Texas metros are benefiting from a
gradual rebound of domestic and global demand
for technology products. For example, in November,
global semiconductor sales posted their first annual
gain in 2012, which helped lift business activity
in Austin and Dallas, big centers of semiconductor
manufacturing in the state as well as nationwide.

Texas is entering 2013 with its lowest unemployment
rate in four years - just 6.1% in December. In fact,
the state’s jobless rate is 1.2 percentage points lower
than at the start of 2012 and is nearly two percentage
points below the national average. In December,
Texas had 2.5% more nonfarm jobs compared to a
year ago — the fastest year-end job growth since the
start of the labor market recovery. This is mostly due
to continued expansion of private sector jobs - up
by 2.9% versus just 1.7% nationwide. As result, over
the past five years, the Texas labor market has not
only recovered all jobs lost in 2009, but has already
created nearly 400,000 more. This means that all
major sectors (except construction, manufacturing
and information) in Texas already employ more
workers than at the end of 2007. The nation as whole
has regained just 4.7 million jobs out of close to 9
million lost in 2008 and 2009.
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Economic output

The U.S. experienced somewhat stronger economic headwinds in the last quarter of 2012 | Business sentiment
as weaker global economy and, more importantly, slow domestic recovery and fiscal policy |95 6
uncertainties weighed on business and consumer sentiment (see chart 1). On the upside, :; i
the national economic climate may have started to stabilize at the end of 2012 as factory |gs 3
activity saw a modest uptick in December, while business conditions in services and |83 2
construction continued to improve (see chart 2). B A T A T
Many economic indicators came in unexpectedly strong in December despite worries over COnsum‘:ﬁfﬁ%‘fﬁ{;zg'%gfwglEsfcxé'leeﬂScale

the impact of the stalled negotiations on taxes and spending cuts. In December, retail and |9

food services sales increased by 0.5% versus the month before thanks to a 1.6% gain of sales E

at motor vehicles and part dealers. Still, excluding car sales, consumer spending on goods |59

was more than 4% higher than a year ago (see chart 3) thanks to growing spending on such |33

. : . . X . . 30
discretionary items as furniture, sporting goods and clothing. This means that consumer |2 e

may be in the mood to spend, which should help the broader economy. ‘— Conference Board Consumer Confidence Index ‘

The University of Michigan's Index of Consumer Sentiment
] ] 1l ] ] ] 1 S : Chief Executive M ine, The National Federati
Several factors help explain th1.s resilience in consumer demand. First, fa.lhng energy prices Source: Chicf Exequtive Magazing The Nationel Federation of
and faster growth of personal income (see chart 4), mostly due to continued job creation
. . ’ . Economic conditions may be stabilizing
in the private sector, have boosted consumers’ buying power. Second, thanks to consumer | pMI - Purchasing Managers Indices,
. . . i 9% 1 i i
deleveraging, debt write-downs and low interest rates, household debt payments as a share | &eading above 50% indicates expansion
of personal income are at their lowest level in nearly three decades (see chart 5), which |5 MM
. 50 A\

means that consumers have extra cash to spend on goods and services. On top of that, |
consumers appear to be willing to borrow again — in November, consumer credit increased |40

1 0, 1 0 35'!\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\
at a seasonally adjusted annual rate of 7%. In 2011, consumer credit was up by only 3.4% | 1™ 55T 351 P ATTIRARNRARRE AR

following two consecutive years of declining consumer borrowing. [= Manufacturing PMI = Non-Manufacturing PMI]
Source: The Institute for Supply Management

Businesses seem to be ramping up spending as well._ In part1cula|:, new orders of durable Bty e e ot T
goods were up four of the past five months, increasing by 0.8% in November versus the |’ annual change, seasonally adjusted
month before (in October, new orders were up by 1.1%). More importantly, a downtrend |1o% A %YE — .
in spending on capital goods was reversed in October (see chart 6) and in November, new 01’[")/ A
orders of nondefense capital goods, excluding aircraft, posted their first annual gain since |-20%

. . . . -30%
May. Grgwmg new orders Qf bus1'ness eqmpment as well as motor vehicles a'nd componepts e T e T T R T B
are a big part of the national industrial recovery (see chart 7). Meanwhile, an ongoing = Retail sales — Motor vehicle & parts dealers]

. . . soe . : St : The U.S. Ce B
rebound in construction (see chart 8) is driving demand for construction equipment and =2 e =2 s e

143 : Personal income is growing faster [4]
building materials. s &
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Economic conditions in Texas point to a moderate uptick in business activity at the end |, 2%
of 2012. According to the Texas Manufacturing Outlook Survey, the state’s factory activity |3° g
i 25 -2%
grew somewhat faster during the lgst mqnth Of E———— ratio. 2 2
the year, as the current production index inched |debt CEET e Ay of disposable 15 -6%
. personal income 1 8%
up to 2.7 in December (see chart 9, next page). i 3668|5068 5616 | g0tt T om |
1 i 3 % — Retail gasoline prices, $ per barrel, left scale
Mean\{vh1le, the e.mpl(?yment]ndex turned Shghtly L3 = Personalincome, % annual change, right scale
negative, which implies that factory employment |12% Source; The ULS. Energy Information Administration,
. The U.S. Bureau of Economic Analysis
in Texas struggled to grow at the end of 2012. |1%
10% The residential construction sector is on the mend |Fj
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0% T e O /N N — Total private construction spending
|""2008" T""2009 " "2010" " oi1 " T o012 [7772008 200917720101 2011 212" 1| ||= New privately owned housing units started
‘— Total = Motor vehicle & parts = Business equipment‘ [= Total = Nondefense capital goods excluding aircraft] New private housing units authorized by building permits
Source: The U.S. Census Bureau Source: The U.S. Census Bureau Source: The U.S. Census Bureau
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On the u psi d €, company o utlook and genera L [ Texas Business Outlook Survey El| | Current employment indices in services industriesf[

. sote s e . ipe current situation indices a reading above zero denotes growing employment
business activity indices moved into the positive | actory activity T R Jrowing empiey
20

territory. This, coupled with more upbeat |5

10

expectations about future economic conditions, |%; V \/ ;g

may be the first sign of local businesses 2 =5

shrugging off the rather sluggish performance of |-a0 A T T
the second half of 2012. In addition, employment | TV g6 T 350 T 3607 T 365 "] [~ Retail trade_ = Services |

Source: The Federal Reserve Bank of Dallas

indiFes indic.at‘e strengthening job growth inthe |g. . cooror | = Production — New Jobs|
service-providing sectors of the Texas economy |2°

(see chart 10) - industries that account for over
80% of all private sector jobs.

Texas business cycle indices
;/?’o/change versus 2007

10%
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The Texas economic recovery is being propelled o

by improving business activity in the state’s L e M=o

s ope . . 2010 2011 2012 e RRaE T LR A e RAAna
largest cities, specifically its biggest metro [— Retail sales = Revenue] | 5008 "T"""2009" 1""5010 " " "2041"" " 561
economy — Houston (see chart 11). Although [Source: The Federal Reserve Bank of Dallas o o fguz?tm_Ft'worth_Arlmgton‘
. ource: I'he rederal Keserve bank of Dallas
lower natural gas prices (see chart 12) created a drag on metro factory activity at the end -
A . A Energy prices
of the year (see chart 13), the Houston Business Cycle Index was 8% higher in November |7 110

than a year ago — the fastest increase compared to all other major Texas regional economies.
Indeed, energy-related activities, though a big driver of the Houston economy, is not the only
source of regional economic success. In fact, just about one in twenty new private sector
jobs created in the Houston metro last year were in mining. First, growing exports (see chart
14) as well as increasing international passenger traffic (according to the Houston Airport
System, the total number of international travelers using George Bush Intercontinental =HenryHubgulfcoastnaturalgas,$perMMBTu,Ieftscalﬂ

. . orye . . = Cushing, OKWTI, $ per barrel, right scale
Airport increased by over a million over the past five years) strengthen the link between |source: The Us. Energy Information Administration

Texas and more dynamic parts of the world economy. For instance, during the first eleven [gouston factory activity
months of 2012, Texas exports to Latin America, including Mexico, grew by more than 10%. | I
And because this region accounts for over half of the state’s overseas shipments (versus just |ss moo
a quarter nationwide), total exports increased faster in Texas — up by 6.2% versus 4.6% for o 00
the nation as a whole. b 0
Second, Houston, as well as other large Texas metros, is enjoying a solid turnaround in the 2 e A

‘—Houston PMI, left scale =Texas rotary rig count, right scale‘
PMI - Purchasing Managers Index,

residential construction sector thanks to a revival in multi-dwelling homebuilding (see

chart 15). This a readi.ng above 50 indicates expansion
is a ke ) reason New privqtely owned housing units authorized Source: Institute for Supply Management, Baker Hughes

. \ /o change in January-November Texas exports are growing faster
behind the faster 2012vs. 2011 2012vs. 2007 136—6[}/0nth moving average, December 2008=100%
recovery of the Total lunit |5 units or more Total 140%
constructionjobs | US. 335% | 24.4% | 57.5% -42.5% o /__’_/./\/A/\_/
in Texas. Lastly Texas 41.2% 24.2% 78.0% -25.0% 100% I
Texas metros are | Houston-Sugarland-Baytown 40.5% | 25.4% 86.3% -33.2% s\

o Dallas-Fort Worth-Arlington 41.8% | 28.4% 59.1% -20.1% 60°"°‘ T ey
2009 2010 2011 2012

benefiti ng from a Austin-Round Rock-San Marcos 86.8% 30.2% 181.7% -6.9%
gl’ad Ual- rebou n d Source: The U.S. Census Bureau Source: The U.S. Department of Commerce

of domestic and

global demand for high-technology products. For instance, according to the Semiconductor Industry Association, in November, global
semiconductor sales posted their first annual gain in 2012, increasing by 2% versus November 2011 thanks to a strong rebound in the
Americas, where sales picked up by nearly 10%. And this helps lift business activity in Austin and Dallas - big centers of semiconductor
manufacturing in Texas. Indeed, according to the Austin Purchasing Managers Index (PMI), the regional factory returned to growth in

December as the Austin PMI increased to 55.3 versus as low as 44 two months earlier. The jobless rate in Texas
10%.

Employment 90/%
Texas is entering 2013 with the lowest jobless rate in four years - just 6.1% in December. 3,/'

In fact, the state’s jobless rate is 1.2 percentage points lower than at the start of 2012 and |ew” -
is nearly two percentage points below the national average (see chart 16). In December, 2009 1 o1
Texas had 2.5% more nonfarm jobs than a year ago — the fastest year-end job growth since |Seurce: The U.5. Bureau of Labor Statistics
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the start of the labor market recovery three years ago. The strength of the [New jobs
. ined b . . 1 absolute change from a year ago
Texas labor market is sustained by growing private sector employment — up |54, Texas, thousand jobs 2 US., millionjobs

by 2.9% at the end of 2012 versus just 1.7% nationwide. As result, Texas saw |00
the biggest annual job gains in three years as resumption of moderate job
growth in the government sector (up by only 0.2%) added to the continued
expansion of private sector employment. Nationwide, the government
remained a drag on the labor market for the fourth straight year (see chart
17). Importantly, over the last five years, the Texas labor market has not
only recovered all jobs lost in 2009, but has already created nearly 400,000 |~ 2008 2000 2010 2011 2012 2008 2889 2010 2011 2012
more. The nation as whole has regained just 4.7 million jobs out of close to S\OIHYCZT“T’::EUSSe’;fz;s;‘j’c";:;;gsitgz‘c’:teSe“’ice'PFO"idi"gD Government O Total]
9 million lost in 2008 and 2009. —

100

Major sectors of the Texas economy have already

. . . . . . ined ion-hit job:
As a result, all major sectors (but construction, manufacturing and information) in Texas |5 enange, December 201> vs, December 2007

already employ more workers than at the end of 2007 (see chart 18). Meanwhile, the Texas B E-_
manufacturing and construction industries are on track to regain jobs lost during the Leisure & hospitality r—
recession, which still remains a more remote prospect for the nation as a whole (see chart HEfﬂE:ct;rs %
19). Indeed, in Texas, both sectors have already recovered about a third of all jobs lost me&gﬁ?ﬁ‘ﬁ;f;ﬁ?ﬁﬁiﬁ —_
during the crisis; nationwide, the construction industry managed to regain just above 4% | trade. rane 5 otaion E

and manufacturing — only 23%. And this is another reason why the jobs market in Texas Manufactuing

looks stronger compared to the national employment picture. Essentially, goods-producing Mining & legging :_—'_
industries bore the brunt of the job losses of 2008 and 2009, both in Texas and nationwide. T‘ff"ol% 0% 100 ;— oh 208
However, during the past three years, Texas regained over 50% of all jobs lost in goods-

Source: The U.S. Bureau of Labor Statistics

producing sectors (versus just about 14% for the nation a whole) - initially thanks to a solid - —
. .. .. . . . . . . . Construction and manufacturing jobs:
pickup of hiring activity in mining and manufacturing, later joined by the construction |Texasvs.the U.s.

. . . . . . .. December 2007 = 100%
industry (see chart 20). Nationwide, construction jobs are just beginning to come back. 100%

Having said all of the above, the Texas labor market was not entirely immune to the |oo%
national economic woes as hiring cooled at the end of 2012 due to intensified fiscal policy
uncertainties. Indeed, in December, Texas recorded just about 12,000 new private sector
jobs — the lowest reading in the past five months. In particular, job losses in construction |“**z007 T 2008 T 2009 T 2010 T 7011 T 2012 |

. . . . Construction  Manufacturin
grew for the second straight month, although construction jobs disappeared at a slower = Tees Tegas 9

pace — down by just 4,100 jobs in December versus a loss of 7,100 jobs the month before. | source: The u.s. Bureau of Labor Statistcs
Job cuts in the government resumed in November and gathered pace in December, when | New jobs in the Texas goods-producing sectors
public-sector employment shrank by 7,700 jobs. On the upside, manufacturing added 3,000 aousand jobs

jobs following November's loss of 6,600 jobs - the largest drop in factory employment
since the start of the recovery in mid-2009. More importantly, employment in business and
professional services was up by 13,300 thousand jobs in December — the second strongest
gain in 2012 since January.

80%

[ T200 ° T "2m " [ 7 20w

O Mining and Logging B Construction
@ Manufacturing O Goods
Source: The U.S. Bureau of Labor Statistics

Monetary Policy and Asset Prices

As price pressures remain relatively well Consumer prices

. . Record low mortgage interest rates 220K i
contained thanks to falling energy costs and a |7 929 B P

slowing economic recovery, the Fed is unlikely ‘;’,’0 121 zg%
o o . . § %

to curtail its accommodative monetary policy @ oo v

if the national jobless rate is stuck at around |3, 2%

8%. After all, in December, consumer prices were | 1% 2; ;gf

. . 0% A T T T T T T T T T T D T T T T T T T

just 1.7% higher than a year ago (see chart 21), | T 200g """ 7010 |""gom 1 oy 1| | " 20687 T 20067 7016 [ o0 I 2012 |

i 3 3 0 0 = 30-year, fixed-rate conventional home mortgage — Allitems — Energy, right scale
while core inflation slowed to 1.7% from 2.5% at | |Z < Fasuy securities at 2-year constant maturity de
the end of 2011. Meanwhile, record low interest [Source: The Federal Reserve Source: The U.S. Bureau of Labor Statistics

= Allitems less food and energy
rates (see chart 22) are providing a much needed boost to the national housing market — existing home sales are on track to hit
their record level since the beginning of the global financial crisis (see chart 23). Increasing home values are yet more proof that
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the residential construction sector is turning the corner, especially considering the sharp [Existing home sales
rebound of housing prices in the worst hit metros, such as Phoenix and Las Vegas. Texas, | ses°naly adjusted, million units at an annual rate
although having experienced a much milder housing downturn, is enjoying a respectable
recovery in demand for residential real estate as well (see chart 24) - in 2012, the state’s
home sales were up by over 15%, driven by booming housing activity in Austin (up by over |4
20%), Houston (up by 16.4%) and Dallas (up by 17.3%). In fact, thanks to low housing
inventory, which declined to its six-year minimum, home prices in the biggest Texas metros
have already surpassed their pre-crisis peaks, which, together with increasing sales, is a sign - -

Home sales in the Texas biggest metros

of the regional housing market moving on a sustainable trajectory. 2006=100%
100%

T LT T T L T L T LT T L T T T LT
\ [""2008 'I""'2009 | 2010 2011120127
Source: The National Association of Realtors
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= Texas= Houston = Dallas Austin‘
Source: The Real Estate Center at the Texas A&M University
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Economic growth: Texas vs. U.S.
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Source: The U.S. Energy Information Administration
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