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The Sonoma County Economic Development Board (EDB) is pleased to bring you the
next report in the Sonoma County Local Economic Report Series.

In this issue, Finanial Services 2002, you will find important information regarding cur-
rent trends in the local finance, insurance and real estate (FIRE) sector, including the fol-
lowing highlights:

e Increase in residential and non-residential constuction

e Positive effects of low interest rates for mortgage lenders and commercial banks
e Strong resilience of local fincancial services industry

e Increased employment in constuction and retail industries

This report offers two unique perpectives. First, Bryan Gobin, of Economy.com, has pro-
vided comprehensive analysis on the strengths and weaknesses, recent performance, and
upcoming trends for the financial service industries in Sonoma County.

In addition, this report includes the Sonoma County Employment Update July 2002. This
update tracks employment rates throughout the county as well as in specific sectors. Also
of note from this update is that Sonoma County employment is doing quite well compared
to California and the Bay Area.

As always please feel free to offer feedback on ways to improve the reports released under
this series. You can contact Regina McGarvey, Project Coordinator at the EDB at (707)

565-7283 or rmcgarve(@sonoma-county.org.

Thank you again for your interest in Sonoma County’s economy and the Economic Devel-
opment Board’s research efforts.

Yours sincerely,

Ben Stone
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over the year in most private

industry categories, with no improvement
since the middle of last summer. Local
technology industries have suffered the
most. The county’s tourism industry is
getting by with substitution of local visitors
for longer-staying distant visitors. Its wine
industry sees stable demand, but a shift
toward lower-priced products.

The mildness of the national recession
and the somewhat diverse nature of the
county’s economy has kept the local payroll
of the financial services industry nearly level
over the past year. Local banks, which are
primarily deposit-taking institutions and
lenders for local households and businesses,
have been better positioned to weather this
downturn because of comparatively limited
exposure to large corporations, which is a
pressing problem for national banks and
thrifts. In addition, the banking industry is
in a much better position to weather the
downturn because of strong capital-to-asset
ratios and broad interest rate spreads.

Residential and non-residential
construction permit issuance picked up in
the first quarter, after having fallen
considerably in 2001, reflecting some
optimism on the part of builders that the
economy will recover in early 2003. While
such optimism for the residential market is
well founded because of a chronic shortage of
housing, there is an emerging possibility of
overbuilding in the non-residential market,
especially given flat office rental rates
compared to a year ago and modestly
increasing vacancy rates.

Macro Drivers. The most pressing effects
of the still underperforming economy are the
weakening of credit conditions, the decline in
business investment, and the consequent
drop in demand for commercial space. Local

high-tech firms are depending on a recovery
of business investment, but the problems in
the corporate sector are significant. After the
bursting of the tech bubble in mid 2000,
corporations found themselves saddled with
high debt levels acquired during the
exuberance of the late 1990s. Today, over
one-fourth of cashflow from nonfinancial
corporate business goes to servicing debt,
with telecommunications, media, retail, steel
and airlines facing the largest burdens. Debt
accounts for a record 60% of net worth at
nonfinancial corporations.

Key to improvement in corporate credit
quality is a rebound in corporate profitability
and cashflow. On this front, a moderation in
unit labor costs (due to high productivity) is
encouraging. Moreover, the financing gap, a
measure of businesses’ need for outside
funding to finance their spending, has fallen
back to earth, just as lenders and bond
markets are showing a greater willingness to
provide funds. The recent weakening in the
dollar will also help exporters. The road back
to consistent profitability is expected to be
halting, however. In particular, troubled
industries that have been most responsible
for the surge in defaults, such as
telecommunications, are not expected to
rebound until next year at best.

However, demand for industrial space will
continue to be weak until a revival of
business capital spending helps local high-
tech firms proceed with expansion plans that
have temporarily been shelved. Keegan and
Coppin Co., Inc., for example, reports that
the county’s industrial vacancy rate rose to
8.2% during the fourth quarter of 2001 from
3.7% a year earlier. With a good deal of
vacant industrial space remaining on the
market, increases in the supply of space and

telecom and optical equipment
manufacturing, wines and other food products,
and tourism. A fourth driver, retail trade, is
also significant, not only as part of the local
tourism industry, but also as a regional trade
center for the north coast region.

Of these industries, manufacturing is
being hurt the hardest by a sharp downturn
in national capital investment and corporate
profitability. Not only does manufacturing
play an outsized role in terms of its size, but
also average wages in durable goods
production exceed all other major industry
groups. Thus, the downturn in the telecom-
related and other high-tech industries has a
significant multiplier impact through retail
and housing markets.

The wine and tourism industries are
holding up better, but the pace of business
expansions has slowed down considerably,
which is reducing demand for commercial
loans and real estate. Beyond present
concerns about shift in tastes of price-
sensitive consumers to less expensive wines,
demand for agribusiness loans and property
acquisitions will be lower if proposed
changes in the county’s grading permit
guidelines are enacted, which would limit the
expansion of critical viticultural activities
such as discing and terracing.

Pricing. The most significant support to
the banking system has been its ability to
maintain generally favorable net interest
margins despite softer demand for credit.
With the Federal Reserve’s aggressive easing
in monetary policy over the past year, short-
term interest rates have declined sharply.
Lending rates, which are more closely tied to
long-term interest rates, have declined, but
by a much smaller amount. This favorable
spread has allowed banks to continue
making profitable loans.

July 2002 Economy.com, Inc. « 600 Willowbrook Lane, Suite 600  West Chester, PA 19382 « 610.696.8700 * 610.696.0875 fax * www.economy.com
Although the information in this report has been obtained from sources that Economy.com, Inc. believes to be reliable,
we do not guarantee its accuracy, and such information may be incomplete or condensed.
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Slack demand in the local non-residential
real estate market is leading to a weak pricing
environment across property types, but
vacancy rates are not yet sufficiently high to
be a major concern, unlike the situation in
San Francisco and Silicon Valley.
Consequently, rental prices for office and
industrial space are holding up at last year’s
prices according to Keegan and Coppin’s
December market survey. If an economic
recovery gains traction early next year, as
expected, the planned addition of new
supply on the market may not depress rental
prices below current rent levels.

The insurance industry faces generally
positive pricing conditions. Following 9/11,
the industry has successfully implemented
broad increases of premiums for property,
casualty and life insurance. The initial losses
of 9/11, higher reinsurance costs, and the
increased uncertainty of future risks provided
the impetus for the increases. Over the long
term, this will work to bolster industry
profitability. Thus, the outlook for both
headquarters and back-office operations for
insurance is improved from one year ago.

Operating Expenses. The recession and
economic uncertainty have been very good
for banks’ interest costs. The Federal Reserve
cut interest rates throughout 2001, with a
particularly sharp 175 basis point drop
following the 9/11 attacks. These cuts proved
a windfall and allowed banks to both borrow
at lower rates as well as see significant increases
in non-interest bearing core deposits. The poor
performance of the stock market further
increased depositors’ willingness to hold low-
and no-interest deposits.

The costs for managing commercial and
residential properties have been fairly well
behaved. Electricity and energy prices have
remained moderate after last year’s price
spikes, although this summer’s heat has
brought back the possibility of further rate
hikes and supply disruptions. Slack labor
market conditions have held labor costs in
check. One area in which expenses are rising
and eroding profits is security. Building
security has taken on a new emphasis in the
aftermath of the 9/11 attacks, and owners are
facing higher costs for security systems,
identification devices and security guards.

Insurers are pushing forward with
operational cost-cutting measures introduced
in the past two years. Several years of high
double-digit increases in net underwriting
losses may end this year because of favorable

pricing, but rising costs are still a concern,
particularly medical cost inflation.

Profitability. The financial services
industry is expected to be able to maintain its
profitability, despite immediate concerns
about deterioration in credit conditions.
Banks face heightened credit risk and slower
loan growth, but banks’ return on assets is
still healthy at nearly 1.25% nationwide
according to the FDIC. Wide net interest
margins and restrained costs have supported
profitability. Profits are unlikely to increase
much in coming quarters, however.
Commercial loan losses will continue to
mount as the business sector makes a slow
recovery. The worst of any profit squeeze will
likely come late this year and early next when
the Federal Reserve Board begins to tighten
monetary policy, compressing the yield curve
and thus net interest margins. Higher
interest rates will also result in a drop in
demand for new mortgages and refinancing
that will lower revenues for both finance
companies and banks.

Similarly, higher interest rates will also
dampen the pace of home price
appreciation, but the local housing market
is supported by a long-term shortage of
single-family housing units.

In the insurance industry, last year’s
dismal financial results reflect a double
punch on the industry’s balance sheets,
which posted large underwriting losses and
poor investment returns. Profitability in
2003 will register a marked improvement as
insurers correct past mistakes with stricter
underwriting, higher premiums, and a
retrenchment from unprofitable lines of
insurance. However, some firms are in much
worse shape than others, such as State Farm,
which has stopped writing new policies in 17
states including California.

Long-Term Outlook. The financial
services industry in Sonoma County
continues to have a favorable long-term
outlook. The expansion of high-tech firms,
coupled with the county’s pleasant
environment and climate, will continue to
bring high-income households into the area.
Correspondingly, the area’s retail and
commercial base will continue to expand.
The county’s limited supply of housing
supports high prices that benefit mortgage
lenders and real estate brokers. Sonoma
County’s overall economy, however, will
perform only slightly above average over the
long term. The remainder of this year will be

tentative at best until telecommunications
equipment demand stabilizes. In the
meantime, the county’s other drivers will
provide only moderate growth prospects.
Given the economy’s procyclical nature,
however, the economy will return to its long-
term potential when the broader U.S.
economy rebounds.

Upside Risks. If the national economic
recovery improves in early 2003 as expected,
the local financial services industry would
strongly benefit from a rebound of the
county’s main growth drivers, which are
generally procyclical industries that move up
and down with the broader national
economy. A broad recovery, coupled with a
weaker U.S. dollar, would boost wine and
food industry sales and tourism receipts.
Additionally, a rebound in business
investment would help lift depressed sales of
local high-tech telecom and optical equipment
manufacturers. Such a turnaround would
help improve local credit conditions by
reducing unemployment, boosting incomes,
and accelerating the pace of home price
appreciation. This would support demand
for mortgages, refinancings, move-up home
sales, and new space for business expansions.
The only downside would be a narrowing of
interest-rate spreads faced by the banking
industry as tightening monetary policy raises
short-term interest rates.

Downside Risks. The potential for a more
serious erosion in credit quality than
currently anticipated remains a key concern.
If the nascent economic recovery is short-
circuited, credit quality would erode
substantially more than currently anticipated.
This, in turn, would weaken the banking
system’s capital position, induce a more
stringent tightening in standards and result
in softer loan growth and profitability.
Similarly, capital-deprived start-up firms and
small businesses would file for bankruptcy or
shutter completely. This would dampen
demand for commercial space, leading to
higher vacancy rates and declining rental
rates especially as new supply already in the
pipeline becomes available.

Bryan Gobin
July 2002
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U.S. Mortgage Lending Remains Strong
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Low interest rates are a boon for mortgage lenders and
commercial banks. In particular, Sonoma benefits from
exceptionally high home price appreciation that boosts equity in
homes, and consequently, demand for refinancing. Mortgage
refinancing, which stood at $1.2 trillion in 2001, was equal to
nearly one-quarter of outstanding mortgage debt. Last year,
mortgage origination reached an all-time high of $2 trillion.
However, the average cash-out amount fell from about $25,000
in 2000 to $18,000 in 2001. Low mortgage rates this year will
still allow for almost $500 billion in refis.

Local Credit Conditions Are Holding Up Well
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Sonoma County’s financial services industry benefits from the
local economy’s resilience during the recent downturn. A steady
improvement in local consumer credit conditions ended in 2001,
but the local personal bankruptcy rate, which nudged up just a
bit over the past 12 months, remains well below state and national
rates. Over the past year, the number of business bankruptcies
has steadily increased each quarter, but not at an alarming rate.
Business bankruptcies are concentrated among small businesses
that have limited access to capital, and start-ups that face a
shortage of fresh venture funding.

Net Interest Margins Set to Turn Down
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Banks’ bottom lines have been supported by exceptionally low
funding costs, which have swelled net interest margins. Local
commercial banks continue to benefit from the willingness of
households to place deposits in low- and no-interest deposit
accounts, largely a result of dismal stock market returns. Indeed,
non-interest bearing deposit growth is currently over 10%
nationwide, faster than it has been since the 1980s. Another key has
been the historically low short-term interest rates. However, as the Fed
raises rates late this year, net interest margins will narrow again.

Non-residential Permitting Is Bouncing Back

22
Non-residential construction permits, $ mil

20-4 Source: Construction Industry Research Board

18
8 B Office O Industrial

16+

14+

124

104

O‘%

00 01 02

Non-residential construction permit issuance in Sonoma
County slowed with the recession. However, while rents have fallen
by as much as 30% in other Bay area counties, Sonoma County
rental rates are flat compared to last year according to Keegan
and Coppin Company, which reflects relatively stable demand
from the area’s established businesses. Already, the value of office
and industrial construction permits is increasing through the first
months of this year. Given the increase in vacancy rates, builders
appear to be optimistic about an acceleration of the economic
recovery next year.
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Industry Outlook Construction Employment in Sonoma County

Overall job growth in Sonoma County's primary 13
industry clusters has appeared relatively stagnant
over the past few months. However, as the graphs 5,
on this page indicate, a few important parts of theg

job market, bolstered by seasonal upswings, ha\ge 134
recently provided an element of stability. Sonomag
County's construction industry, for example, has%s 132
increased employment by 700 jobs, or 5.4%, sincé
April. In fact, despite the current recession, receng 131
additions to the construction workforce have kept§
pace with historical growth rates during the same
three-month time period, an encouraging sign for |
possible recovery in other segments of the local = April May June
economy (e.g., real estate, home remodeling, etc.).

Retail Trade Employment in Sonoma County The retail trade sector in Sonoma County has

provided a similar level of stability, adding 700
jobs to the local economy since April. While
overall job growth in retail has been marginal at
best since June 2001 (0.8%), the sector is adding
jobs for the summer season at a similar rate tc
recent years, possibly signaling optimism on the
part of local retailers for a successful season.

In addition, summer hirings at local restaurants,
coffee houses, and baetifig & Drinking Places
SIC Group 58have also provided employment
opportunities, adding 600 new jobs since April.

Thousands of Employees

April May June Manufacturing Employment in Sonoma County

Manufacturing employment in Sonoma County, by 306
contrast, remains highly unpredictable from a month
to month perspective. After a decline of 1.3% in Aprj 304
for example, payrolls at local manufacturing operatigns

remained steady at 30,400 through May and June 2083,

On the other hand, despite the monthly fluctuatiorgs
during the past few months, analysis of employment3o-
data for Sonoma County's manufacturing sector sgg-
gests that the trend of severe contractions on a morﬁhjyg_
basis during late 2001 (An average of 550 jobs were

lost per month between September and January) will |
most likely not return in 2002. April May June
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