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Big State, Big Cities, Big Growth 
By Steve H. Murdock
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exas has some of the largest, fastest-growing cities in the nation. In fact, three of the top ten largest U.S. cit
ies in 2005 were in Texas.  

Texas Cities in Top Ten Most Populated U.S. Metros, 2005 
4 Houston - more than two million 
7 San Antonio - nearly 1.3 million and 
9 Dallas - more than 1.2 million 

San Antonio had been the eighth largest U.S. city a year ear
lier. But an additional 21,400 new residents coupled with San 
Diego's loss of nearly 8,300 moved the Alamo City up one spot.  

No doubt about it. Populations in big Texas cities are 
burgeoning.  

In the five years ending in 2005, Texas was the only state to 
have more than one city among the fastest-growing in Amer
ica, and it had four.  

Texas Cities Among Fastest-Growing in United States, 
2000-05

San Antonio - up more than 105,000 
Fort Worth - 82,700 more 
Houston - nearly 60,000 more 
El Paso - almost 35,000 more

Only Los Angeles (up some 150,300 to 3.8 million); Phoenix 
(up nearly 140,000 to 1.5 million) and New York (up more than 
134,500 to 8.1 million) added more new residents than San 
Antonio and Fort Worth.  

Looking at 2000-05 population growth by percentage makes 
little difference in the overall picture. Texas metros still domi
nate the nation.

U.S. Rankings by Percentage Growth, 2000-05 
Fort Worth - up 15.3 percent 
San Antonio - 9.1 percent higher 
El Paso - 6.2 percent higher 
Austin - up 4.6 percent

Las Vegas - billed as the fastest-growing 
city in America for many years - was sec
ond with a 13.6 percent gain. Arizona was 
the only other state with more than one 
city in the top ten fastest-growing cities by 
percentage (No. 3 Phoenix, 10.6 percent; 
No. 8 Tucson, 5.8 percent).  

In the past year, Texas cities appear to have been growing 
even faster.  

U.S. Big City Population Gains, 2004-05 
2 San Antonio, up more than 21,400; 
3 Fort Worth added 21,000; 
7 Austin increased more than 9,500; and 

10 El Paso welcomed more than 6,800.  

Only Phoenix, which added nearly 44,500, could claim more 
new residents than the big Texas cities during the year.  

In percentage growth for the last year, Texas once again dom
inated as the only state with more than one city on the list.  

U.S. Population Gain by Percent, 2004-05 

1 Fort Worth - up 3.5 percent, 
5 San Antonio - up 1.7 percent, 
6 Austin - up 1.4 percent and 
7 El Paso - up 1.2 percent.  

For the record, here are the ten largest Texas cities, ranked 
by population:

1 
2 
3 
4 
5 
6 
7 
8 
9 

10

Houston -more than two million; 
San Antonio - nearly 1.3 million; 
Dallas - more than 1.2 million; 
Austin - more than 690,000; 
Fort Worth - more than 624,000; 
El Paso - nearly 599,000; 
Arlington - nearly 363,000; 
Corpus Christi - more than 283,000; 
Plano - more than 250,000; and 
Lubbock - nearly 210,000.
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Of the 1,203 Texas "places" reported by the census in 2005, 
70 percent had grown in the past five years. Another 3.5 percent 
remained the same, and 26.5 percent posted population declines.  

Towns and cities in the Beaumont-Port Arthur area, those 
in rural areas and those in West Texas and the Panhandle in 
particular found it difficult to maintain their populations.  

Other Fast-Growing Texas Metros, 2000-05 
McKinney - up nearly 42,200 
Frisco - plus 37,100 
Laredo - up more than 31,100 
Austin - up more than 30,400 
Arlington - nearly 30,000 higher 
Plano - almost 28,100 more

1~

I

In percentage terms, population growth in several small 
Texas communities is nothing short of remarkable.  

Fastest-Growing Texas Suburban Towns, Cities, 2004-05 

1 Fate - 63.4 percent 
2 Manor - 61.3 percent 
3 Westworth Village - 36.3 percent 
4 Cibolo - 33.8 percent 
5 Hutto -21.6 percent 

In percentage terms, some of the big population losers were 
among some of Texas' smaller places. Aspermont lost most 
- 18.6 percent. Pecos was second with 13.2 percent. Morton, 
Throckmorton and Woodson all lost 12.8 percent. White Face 
declined by 12.5 percent.  

There also were losers among small 
towns and cities. Kempner lost 4.9 
percent, Lampasas 4.8 percent, Lometa 
4.7 percent, Texhoma 3.7 percent and 
Menard 3.5 percent.  

Texas population patterns show the 
state's large cities are not just growing 
rapidly, but even those such as Austin, 
which struggled during the post-2001 
recession, have recovered.  

While such large U.S. cities as Detroit, 
Philadelphia and Chicago lost population

U

Almost hidden in 
the head count are 
some smaller Texas cities with percentage population increases 
that can only be described as phenomenal.  

Fast-Growing Small Texas Communities, 2000-05 
1 Hutto - 492 percent 
2 Fate - 406 percent 
3 Little Elm - 365 percent 
4 Murphy - 255 percent 
5 Kyle - 233 percent 
6 Selma - 175 percent 
7 Cibolo - 155 percent 
8 Bee Cave - 135 percent 
9 Roman Forest - 133 percent 

10 Leander - 129 percent 
11 Frisco - 110 percent 

Any talk about population gains invariably raises questions 
about the other end of the spectrum - those cities that lost 
population.

Largest Numerical Declines in Texas, 2000-05 
Wichita Falls - nearly 4,400 
Beaumont - almost 1,900 
Pecos - 1,250 
Abilene - nearly 1,200 
Pampa - more than 1,100 
Port Arthur - nearly 1,100 
Farmers Branch - more than 1,000 
Borger - almost 1,000.

1 
2 
3 
4 
5 
6 
7 
8
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in the first five years of this decade, big Texas cities attracted 
new residents by the thousands and drove real estate markets 
to record levels. J 

Dr. Murdock (steve.murdock@utsa.edu) is a research fellow with the Real 
Estate Center; Lutcher Brown Distinguished Chair, Department of Demog
raphy and Organization Studies, College of Public Policy at the University of 
Texas at San Antonio; and state demographer of Texas.

Texas has three cities among the nation's ten largest. But 
it is the percentage growth among the state's small cities 
and communities that elicits exclamations of "remark
able" or "phenomenal." 
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Each year, retailers and the shopping center development industry meet in Las Vegas for spring 

meetings of the International Council of Shopping Centers (ICSC). Over 40,000 attend the meetings 
to hear about the latest trends in retail and development. Retailers, developers, lenders, suppliers 
and municipal economic developers set up offices in the "leasing mall" at the convention center. For 
three days, the activity is fast and furious. Rumor has it that over half of the year's retail leasing takes 
place in the conference's leasing mall. This is a report on the 2006 event.

wo major socioeconomic trends are buffeting the retail 
industry and having noticeable effects on retail devel
opers and investors. The first trend is the accelerating 

speed at which change occurs in the industry. Shoppers' atten
tion spans are shorter, and fads are coming and going faster.  
Shoppers do not have the luxury of leisurely shopping as they 
have had in the past. To compete, retailers must continually 
change their products and presentation, offering shoppers a 
"new" experience.  

Commoditization is another major trend. Customers want 
assurance that retailers are offering a "value proposition." That 
is, each retailer and shopping center must feature something 
that compels people to shop there. If retailers do not have a 
value proposition, they become nothing more than a commod
ity. And in the commodity market, sellers must run as fast as 
they can to earn even a small profit.  

4

High-end retail malls are thriving. A great location and prox
imity to high-income buyers is still a great combination for 
retail success. Well-located malls offering entertainment, inter
esting shops and convenience are succeeding. New restaurants 
such as Cheesecake Factory and Maggianos are drawing traffic 
wherever they go.  

Battling the Competition 
JC Penney is successfully engineering a turnaround. Its link 

with beauty retailer Sephora signals a move toward a different 
client base - younger customers with spending power. Since 
2000, the company has done a good job of repositioning itself 
to be "hip" and attractive to young clothing shoppers.  

WalMart will remodel many of its stores and upgrade its 
product lines. It is looking to sell to customers in the 
middle 80 percent of the income distribution. WalMart

TIERRA GRANDE



strives to achieve 30 percent market share in all its product 
categories.  

WalMart has already crushed the toy and food markets. Now 
it is focusing heavily on electronics. Best Buy is successfully 
competing with WalMart by getting new products onto its 
shelves faster.  

Apparel companies are struggling to differentiate themselves 
by offering designer brands that cannot be found at other stores 
in addition to their own private labels. But Wal-Mart's apparel 
brand "George" is not very strong, and the company will not 
become a dominant apparel player until it improves its brand.  

The supermarket industry is engaged in a pitched battle, 
with WalMart currently the dominant player. The company 
opened 55 supercenters in January alone. Home Depot wants to 
get into the act and may open convenience stores by 2010.  

Other supermarket chains are finding it difficult to compete 
with WalMart on price. Dollar Stores are adding food and phar
maceuticals. Convenience stores are expanding food invento
ries. Meanwhile, dining out is growing as fast as dining in.  

Internet sales are increasing. L.L. Bean sells more products 
through its website than through 
its catalogue. Big retailers have In the past greatly improved their Internett 
capabilities. Catalogue dis
tribution is likely to decline. oun it 
However, internet sales amount 
to only 6 percent of U.S. retail navigate the sales, so a lot of business is still 
being done in brick and mortar 
stores. government 
Latest and Greatest but that L 

The ICSC awards for the "hot
test retailers" recognize retail 
concepts that are bringing traffic to the centers and creating 
energy and interest of shoppers. Here are this year's winners.  

Massage Envy has opened 100 stores in the past three years.  
In a world of high stress, it makes massages easily available 
and affordable.  

Citi Trends offers value-priced urban design clothes for 20 to 
60 percent less than bigger stores. The company searches the 
world looking for trendy fashions at affordable prices. It looks 
to develop nationwide, including Texas.  

Justice stores cater to "tweeners," girls aged eight to 12. The 
retailer currently has 106 stores nationwide and plans to open 
as many as 75 stores in the next few years.  

Muttropolis markets itself as a utopia for pets and their 
owners. The stores offer designer food and clothing for dogs 
and cats. Their slogan is "haute dogs and cool cats." They even 
offer birthday cards and shower gifts for dogs and cats.  

Teavana is the largest specialty tea store in the country, 
offering over 100 kinds of teas from around the world. The 
company currently operates 50 stores, and plans to expand to 
200 in the next few years.  

Selling Cities 
A popular feature of ICSC conferences is the panel of mayors 

from large cities and small communities who are there to mar
ket their communities to retail developers. This year's big city 
mayors came from Atlanta, Baltimore, Boston, Columbus,

Kansas City, Las Vegas, Long Beach, Saint Louis and the Dis
trict of Columbia. Smaller cities whose mayors participated 
included Carol Stream, Ill. (pop. 43,000), Akron, Oh. (pop.  
217,000), Marion, In. (pop. 31,320) and Westfield, Ma. (pop.  
40,000).  Many cities rely heavily on sales tax revenue to pay 

their bills and, therefore, make retail development a 
top priority. In the past, developers found it difficult 

to navigate the maze of city government regulations, but that 
is changing.  

"Columbus is moving to become a 'one-stop shop' for retail 
developers," said Michael Coleman, mayor. "As mayors, we 
have to remove the obstacles for development to let the market 
take its course." 

"Retail is like water and electricity: it will flow where it 
wants to go," added Anthony Williams, mayor of Washington.  

"Giving tax incentives for retailers involves taking some 
risks and creating opportunities for other retail developments 
to come into the area. Saint Louis has used tax increment
financing 70 times in recent 

developers 
ulifficult to 
maze Of city 
regulations, 
changing.

years to encourage retail develop

ment," said Francis Slay, mayor 

of Saint Louis.  
"This is our first time at 

ICSC, and we are here in force to 

let people know we want retail
ers to come to Atlanta," said 

mayor Shirley Franklin. "Retail

ers are our partners; we work 

well with them," said Thomas 

Menino, mayor of Boston.  

Advice for Developers 
The panel of mayors had this 

advice for developers seeking

projects in America's cities.  

" Do not underestimate the purchasing power in older urban 
neighborhoods. Although household incomes are lower, 
population density creates significant purchasing power.  

" Recognize that cities have changed in the past 30 years.  
They are now actively seeking retail development and are 
streamlining the permitting process to encourage private 
retail development.  

" Recognize that mayors are a lot more entrepreneurial 
today. In the past, cities looked to the federal government 
for funding. Now, they look to the private sector for urban 
redevelopment.  

" View mayors as partners in development projects. Mayors 
can offer valuable insight and assist in dealing with local 
community groups that may oppose development. * 

Dr. Dotzour (dotzour@tamu.edu) is chief economist with the Real Estate 
Center at Texas A&M University.  

THE TAKEAWAY 

Retail is increasingly becoming a vital source of tax 
revenue for all American cities. Mayors are aggressively 
courting retailers to come to their communities.
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Mortgage Lending

and even 4 
Move 

over 30-year loans! Mortgages 

offering even longer amortization 
periods have arrived.  

The 30-year fixed-rate mortgage is the most common home 
loan in America today. But five percent of all new mortgages 
in the United States (25 percent in California) are now being 
written for a term of 40 years. And the 40-year mortgage, first 
introduced in 2005, has since been surpassed in length by the 
50-year mortgage.  

Do these long-term loans offer any benefits to residential 
borrowers in Texas? To find out, it is necessary to crunch some 
numbers.  

Focus: Affordability 
The question is, do longer-term mortgages markedly improve 

affordability? 
Using the popular 30-year loan as the benchmark, monthly 

payments, outstanding loan balances and the amount of inter
est and principal paid on 15-year, 40-year and 50-year loans 
were compared.  

The borrower's goal was assumed to be lower monthly pay
ments rather than purchasing a larger home with the same pay
ment amount. In this way, any offsetting effects from increased 
property taxes and insurance were eliminated. Monthly pay
ments were calculated to include principal and interest only.  

Fixed-rate mortgages that fully amortize in 15, 40 and 50 
years were compared with the 30-year note. Known as "hybrid 
ARMs," the 40- and 50-year loans being offered in the 

6
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By Harold D. Hunt

mortgage market begin as fixed-rate mortgages but must be 
converted to an annual adjustable-rate mortgage (ARM) after a 
specified term. Holding periods in the examples coincide with 
the three, five, seven and ten-year fixed-term options available 
with 40-year loans.  

Most 50-year loans require conversion to an annual ARM 
either five or ten years after origination. The examples assume 
the 50-year loan remains fixed for ten years.  

Lenders typically charge an increasing interest rate premium 
as a loan's amortization period is extended. No hard and fast 
rule exists to determine the amount of this premium. A rea
sonable premium is assumed to be 25 basis points or a quarter 
percent increase in the interest rate for each increment the 
loan's amortization period is extended.  

These premiums theoretically compensate for the lender's 
money being tied up for a longer time, assuming the borrower 
keeps the loan through final maturity. In reality, most mort
gages are refinanced or paid off when the home is sold, well 
before full amortization occurs.  

Comparison One: Short-Term Gratification 
Comparison 1 assumes a $100,000 loan at 6.25 percent inter

est rate for 30 years, 6 percent for 15 years, 6.5 percent for 40 
years and 6.75 percent for 50 years.  

Based on the assumptions given, the 15-year mortgage is 
significantly less affordable than the 30-year, requiring a pay
ment higher by $228.14 per month. The 40-year note's monthly 
payment is $30.26 less than the 30-year. Extending the amor
tization period from 40 to 50 years results in a mere $2.83 in
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further payment reduction. Clearly, the payment difference 
between a 40-year and a 50-year loan is negligible in this case.  

The difference in interest paid on the four loans is notewor
thy but not vastly different. Borrowers choosing the 
15-year loan would pay 8.5 to 22.7 percent less 
total interest than a 30-year borrower depend
ing on the holding period. The 50-year bor
rower would pay 9.5 to 14.4 percent more.  

There is, however, a considerable dif- M ost 5 
ference in principal reduction between .  
loans. A 15-year borrower pays in 257 to require 
261 percent more principal than a 30
year borrower, depending on the holding an annuc 
period. A 50-year borrower pays about 
78 percent less principal than a 30-year five o 
borrower during the first ten years.  

The result is a wide variation in out- after c 
standing balance. The most extreme results 
occur when loans are held for ten years. The 
15-year loan's balance is paid down to $43,648.  
By contrast, the 30-year and 50-year outstanding bal
ances decline to only $84,237 and $96,564, respectively.  

Comparison Two: Long-Term Loans Prove Costly 
Comparison 2 increases the mortgage rate to determine 

whether longer-term loans can be more effective in increasing 
affordability in higher-interest-rate environments. The inter
est rates in this example are increased to 8.25 percent for the 
30-year loan, 8 percent for the 15-year loan, 8.5 percent for the 
40-year loan and 8.75 percent for the 50-year loan.

U

70 

)ri

Under these higher interest rates, the difference between 
the 15-year and 30-year mortgage payments narrows slightly, 

resulting in a 15-year payment that is $204.38 more per 
month. The 40-year loan becomes less effective 

in reducing monthly payments at only $18.18 
less than the 30-year.  

The new 50-year loan payment, 
loans although still lower than the 30-year, is 

year now larger than the 40-year payment.  
The quarter percent in extra inter

nversion to est premium increases the monthly 
Sepayment more than extending the ARM either amortization term another ten years 

can reduce it.  
en years This result can be expanded further 

to determine the outcome in an even 
gination. higher interest rate environment.  

Assuming the interest premium spread 
holds as interest rates increase, the 50

year monthly payment would eventually sur
pass even the 30-year payment should interest 

rates ever reach 10.5 and 10 percent, respectively.  
Although differences in interest paid vary only slightly from 

Comparison 1, the differences in the amount of principal paid 
in Comparison 2 are much more pronounced on a percentage 
basis. A 15-year borrower would pay 346 to 351 percent more 
principal than a 30-year borrower, depending on the holding 
period.  

Alternatively, a 50-year borrower would pay about 85 per
cent less principal than a 30-year borrower during the first ten

Comparison One 
$100,000 Loan, 30-Year Fixed-Rate, 6.25% 

Monthly Payment 
Loan Terms and Difference Category Loan Terms After 3 years After 5 years After 7 years After 10 years 

from 30-Year Loan 

30-year @ 6.25% $615.72 30-year @ 6.25% $18,419.47 $30,280.27 $41,753.84 $58,123.78 
15-year @ 6% $843.86 TOTAL INTEREST 15-year @ 6% $16,852.86 $26,640.51 $35,097.44 $44,911.79 

+$228.14 PAID -8.5% - 2.%, -15.1 -22.7, 

40-year @ 6.5% $585.46 and percent 40-year @ 6.5% $19,340.97 $32,032.59 $44,536.03 $62,880.42 
-$3(.2 ( difference from 5.0% 5.8% 6.7% 8.2% 

50-year @ 6.75% $582.63 30-yearloan 50-year @ 6.75% $20,173.91 $33,525.97 $46,787.10 $66,479.14 
8 9.5% 10.7% 12.1% 14.4% 

30-year @ 6.25% $3,746.35 $6,662.76 $9,966.41 $15,762.29 

TOTAL PRINCIPAL 15-year @ 6% $13,525.99 $23,990.90 $35,786.53 $56,351.03 
PAID 261.0% 260.1% 259.1% 257.5% 

and percent 40-year @ 6.5% $1,735.48 $3,094.82 $4,642.34 $7,374.40 
difference from -. 7" - 3% - -.43 

30-year loan 
50-year @ 6.75% $800.61 $1,431.58 $2,153.47 $3,435.95 

30-year @ 6.25% $96,253.65 $93,337.24 $90,033.59 $84,237.71 

OUTSTANDING 15-year @ 6% $86,474.01 $76,009.10 $64,213.47 $43,648.97 
BALANCE 40-year @ 6.5% $98,264.52 $96,905.18 $95,357.66 $92,625.60 

50-year @ 6.75% $99,199.39 $98,568.42 $97,846.53 $96,564.05 

Source: Real Estate Center at Texas A&M University
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years. The outstanding balance of a 50-year loan would only 
drop to $98,197 after ten years, a reduction of about $1,800.  

Few Advantages for Texans Mortgages with amortization periods 

longer than 30 years offer Texas bor
rowers little in terms of increased These 

affordability. For a $100,000 loan, the 
largest reduction in monthly payments little c 
is about $33.  

Although the amount of inter- eXas 1 
est paid over ten years or less is not should b 
appreciably different, the 40-year and 
50-year loans are substantially less skeptici 
effective at reducing the outstanding 
balance than is the 30-year loan. itend 

It is natural to assume that a longer 
amortization period works in favor of the rortg 
borrower if interest rates increase signifi
cantly. This analysis demonstrates that the 
exact opposite is true. Affordability would 
actually decline.

lo 
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The 40-year and 50-year loans have provided minimal 
affordability relief to homeowners in markets outside Texas. A 
significant number of these borrowers have originated interest
only loans or "exotic" loans that can negatively amortize and 
actually increase loan balances. However, until recently the 

high rate of home appreciation had been outweighing their 

loans' lack of principal reduction. These loans offer little

advantage to Texas borrowers and should be viewed with 
skepticism by anyone intending to keep a mortgage ten years 
or less.  

Finally, the 40-year and 50-year loans make even 
less sense if a borrower intends to retain the 

mortgage more than ten years. A 30-year 

ins offer loan's interest rate is locked in over the 
whole 30-year term while the 40- and 50

ntage to year loans must eventually convert to an 
ARM.  

iwers and This exposes the borrower to the 

iewed with risk of future payment increases 
should interest rates rise above the 

by anyone level they were when the loan was 
originated. Considering today's histori

to keep a cally low interest rates, that risk is not 
insignificant. 4

ten yeasT

)r less.
Dr. Hunt (hhunt@recenter.tamu.edu) is a research 

economist with the Real Estate Center at Texas A&M 
University.

Comparison Two 
$100,000 Loan, 30-Year Fixed-Rate, 8.25% 

Monthly Payment 
Loan Terms and Difference Category Loan Terms After 3 years After 5 years After 7 years After 10 years 

from 30-Year Loan 

)0-year (a 8.25% $751.27 30-year @ 8.25% $24,451.01 $40,359.97 $55,889.76 $78,322.03 

15-year @ 8% $955.65 TOTAL INTEREST 15-year @ 8% $22,689.29 $36,105.39 $47,875.66 $61,809.51 
$204.38 PAID -7.2% -10.5% -14.3 11% -2 1.1% 

40-year @ 8.5% $733.09 and percent 40-year @ 8.5% $25,380.09 $42,142.39 $58,751.12 $83,312.84 
- $18. 1 8 difference from 3.8% 4.4% 5.1% 6.4% 

30-year loan 
50-year @ 8.75% $738.61 50-year @ 8.75% $26,202.79 $43,608.95 $60,954.05 $86,831.16 

'> ' 7.2% 8.1% 9.1% 10.9% 

30-year @ 8.25% $2,594.58 $4,716.03 $7,21 6.63 $11,829.96 

TOTAL PRINCIPAL 15-year @ 8% $11,714.19 $21,233.74 $32,399.11 $52,868.74 

PAID 351.5% 350.2% 349.0% 346.9% 

and percent 40-year @ 8.5% $1,011.29 $1,843.25 $2,828.78 $4,658.45 
difference from -6 1.0%, -60.9, - 60. 8%, -60.W6% 

30-yearloan 50-year @ 8.75% $387.28 $707.84 $1,089.46 $1,802.43 
-85.1-838. -8- ,) -1 8.o 

3(-year ( 8.25% $97,405.42 $95,283.97 $92,783.37 $88,170.04 

OUTSTANDING 15-year @ 8% $88,285.81 $78,766.26 $67,600.89 $47,131.26 
BALANCE 40-year @ 8.5% $98,988.71 $98,156.75 $97,171.22 $95,341.55 

50-year @ 8.75% $99,612.72 $99,292.16 $98,910.54 $98,197.57 

Source: Real Estate Center at Texas A&M University

THE TAKEAWAY 

Contrary to what most homebuyers would expect, under 
certain conditions, longer-term hybrid ARM mortgages 
may be less affordable than the popular 30-year conven
tional loan.
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real estate market 
without taking deed to 
a single property. There 
is no lengthy search for 
good deals, no mortgage 
process, no worries about 
unexpected maintenance 
and repairs and no ten
ants to screen. Inves
tors can just sit back

ommodity traders and other risk-seeking investors have 
long used the futures market to speculate in gold, silver, 
platinum, corn, wheat, cattle and a variety of other met

als and agricultural products. If they think pork bellies are going 
to increase in value, they buy a pork bellies futures contract.  

The beauty of a futures contract is that you can invest in cer
tain assets for a specified period of time without taking delivery 
of the assets. Gold investors like futures because they don't 
have to store the bullion in expensive vaults. Grain traders like 
them because homeowner associations don't allow corn inves
tors to store 5,000 bushels in their driveways. And have you ever 
smelled 40,000 pounds of live hogs? 

Buying a futures contract allows you to invest in these prod
ucts without ever seeing them. All you take possession of is a 
piece of paper. Futures also allow investors to control a large 
amount of the asset with only a small investment. Futures 
contracts are traded at markets such as the Chicago Mercantile 
Exchange (the Merc) and the Chicago Board of Trade.  

Here is how it works. A futures contract is a standard con
tract to buy or sell a certain underlying asset at a certain date 
in the future, at a specified preset price. For example, suppose 
in October 2006 you buy

By Mark G. Dotzour and watch the market 
unfold.  

The Merc currently offers futures contracts for Boston, Chi
cago, Denver, Las Vegas, Los Angeles, Miami, New York, San 
Diego, San Francisco and Washington, D.C.  

How do you know if the price of housing in these cities went up 
or down? The Merc uses the S&P/Case-Shiller Home Price Index 
for each city in the futures market. These indices were originally 
formulated by Carl Case and Robert Shiller in the late 1980s. The 
price index is calculated using a repeat-sales technique similar to 
that used by the Office of Federal Housing Enterprise Oversight 
(OFHEO), the regulatory body for Fannie Mae and Freddie Mac.  

Every three months, the index is calculated based on the sales 
prices of homes sold during the period. If the overall price of 
homes has increased by 4 percent in Boston, the Boston index 
will also be increased by 4 percent. All Boston futures holders 
will experience a 4 percent gain in the value of their contracts.  

Suppose you want to buy a May 2007 futures contract on resi
dential prices in San Diego. The contract size is $250 times the 
Case-Shiller Index value on the date of purchase. The current 
index value for this contract is 248.00, so the total cost of the 
contract would be $62,000. If the margin rate is 2.5 percent, you 
could purchase this contract for $1,550. If home prices go up 10 

percent in the next year, the
a September 2007 futures Wall Street is always coming up with new novelties for index will also rise 10 per
contract in gold at the cent to 272.80. The contract
current price of $620 per investors to buy. or 
ounce. The standard gold 
contract is for 100 troy ounces. The total value of the gold 
contract on the day of purchase is $62,000. However, the use of 
margin allows a gold speculator to purchase the $62,000 worth 
of gold for as little as $2,000. The investor borrows the other 
$60,000 from a securities broker at the "margin" rate of interest.  

If the price of gold increases to $700 an ounce before the 
contract expiration date, the investor can sell the contract for 
$70,000. This would be an $8,000 profit (less margin interest 
paid to the broker on the $60,000 loan) on a $2000 investment.  

Conversely, if the price of gold falls to $500 per ounce, the 
investor would sell the contract for $50,000 and lose a total of 
$12,000 plus margin interest.  

Needless to say, futures contracts are not for the faint of heart.  
There is substantial risk and volatility. In fact, a Wall Street 
Journal publication noted in 1987 that between 75 percent and 
95 percent of all commodity investors lose money. That means 
that a few savvy traders make good money from the vast major
ity of less sophisticated players.  

Before September 2005, the futures market held no interest or op
portunity for real estate investors. But then the Mere announced it 
would create the world's first futures contract for residential real estate.  

The Merc officially launched trading on housing futures 
contracts on May 22, 2006. Residential futures contracts allow 
individuals and financial enterprises to invest in the residential 
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eies are now passe. then would be worth $250 
times the index, or $68,200, 

resulting in a profit of $6,200. This means you quadrupled your 
investment of $1,550. Of course the interest on your margin 
loan comes out of your profit.  

Texas' real estate market has attracted speculators and out-of
state investors in recent years. This trend is increasing signifi
cantly as appreciation rates slow in the high-profile markets in 
California, Nevada, Arizona and Florida. However, no Texas 
cities are included in the Mere residential real estate futures 
offerings. This means that investors who want to benefit from 
home appreciation in Texas are going to have to resort to the 
traditional approach of searching for good deals, buying homes, 
managing them and selling them in the future.  

Of course, Wall Street is always coming up with new novel
ties for investors to buy. Pork bellies are now pass. If residential 
real estate is too tame for you, try investing in weather futures.  
You might make money if its too hot, or too cold, or if there is 
an abnormal amount of snowfall. * 
Dr. Dotzour (dotzour@tamu.edu) is chief economist with the Real Estate 
Center at Texas A&M University.  

Real estate investors can now invest in residential real estate without 
actually buying houses. Will Texas residential markets be affected? 
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ome prices rise and fall based on changes in housing 
demand and supply.  

A strong increase in demand causes prices to 
increase; a strong increase in supply causes prices to fall. The 
magnitude of a housing boom, such as the one the nation has 
experienced the past several years, depends on how much 
demand exceeds supply.  

A housing bust results if supply vastly surpasses demand, 
and the severity of a bust depends on the level of excess supply.  

Table 1. Percent Growth Rates of Housing Market 
Indicators, 2001-04 

Home Home Housing 
Price Sales* Units 

United States 25.6 28.7 4.1 
Texas 9.3 36.0 5.9 
Austin-San Marcos 2.8 22.7 9.0 
Beaumont-Port Arthur 13.7 17.9 2.0 
Brownsville-Harlingen 15.6 53.4 8.3 
Corpus Christi 22.8 34.9 3.1 
Dallas 9.2 16.0 7.2 
Fort Worth-Arlington 8.9 19.2 6.9 
Galveston 22.7 51.7 6.7 
Houston 10.8 24.4 7.8 
El Paso 10.7 17.9 5.2 
McAllen-Edinburg-Mission 13.4 35.3 11.3 
San Antonio 15.9 26.0 5.9 

Sources: U.S. Census Bureau and Real Estate Center at Texas A&M University 
*Includes only sales reported through local MLSs, so understates total actual 
sales.  
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Table 2. Population, Population Growth, Home Sales, Home Permits 
and Price Appreciation in Major Texas Metropolitan Areas 

Change 
in 

New New Average 
Single- People Population Sales Average Home 

Average Population Family Per Home Per Home Per Months Price 
Period Population Growth Permits Permit Sales Sale Person Inventory* (Percent) 

1980-84 3,448,364 489,181 111,084 4.40 71,467 6.84 48.25 NA 64.5 

1985-89 3,656,989 49,407 34,075 1.45 128,986 0.38 28.35 NA -14.6 

Houston 1990-94 3,993,063 485,376 59,532 8.15 159,342 3.05 25.06 9.8 20.1 

1995-99 4,437,465 472,922 91,895 5.15 211,153 2.24 21.02 6.5 29.6 
2000-04 4,6,8 _53211 1j53,70 3.46 290,589 1.83 17.07 5.3 28.1 
1980-84 2,154,517 277,306 75,864 3.66 82,569 3.36 26.09 NA 54.7 

1985-89 2,497,003 283,485 68,922 4.11 81,813 3.47 30.52 NA 0.7 
Dallas 1990-94 2,772,762 330,559 67,694 4.88 98,533 3.35 28.14 11.2 28.6 

1995-99 3,181,011 472,416 98,776 4.78 172,230 2.74 18.47 5.5 29.5 

2000-04 3 4l j3 __ _1_5912_ 3.18 _242299 1.77 15.18 5.3 23.9 
1980-84 1,220,408 129,106 23,166 5.57 39,753 3.25 30.70 NA 87.0 

1985-89 1,371,571 117,361 16,159 7.26 29,944 3.92 45.80 NA -7.8 
San Antonio 1990-94 1,468,756 133,899 18,083 7.40 34,874 3.84 42.12 11.5 23.3 

1995-99 1,629,408 153,824 37,208 4.13 57,844 2.66 28.17 8.3 16.6 

2000-04 __1,782, _ _ 163, _ _ 35_ 3.27 86,18 1.90 20.69 5.3 28.1 
1980-84 640,083 122,595 28,666 4.28 27,129 4.52 23.59 NA 84.8 

1985-89 801,602 124,202 17,016 7.30 29,363 4.23 27.30 NA -11.4 

Austin 1990-94 916,824 157,077 22,170 7.09 43,740 3.59 20.96 6.2 31.3 

1995-99 1,115,467 216,973 48,495 4.47 70,213 3.09 15.89 4.7 35.7 

2000-04 1,343,86 20,7 59,67 3.46 9808 2.10 13.70 5.0 21.7 
1980-84 1,082,199 166,559 43,088 3.87 24,565 6.78 44.05 NA 54.3 

1985-89 1,291,769 178,357 37,213 4.79 18,508 9.64 69.80 NA 21.6 

rlinWorth- 1990-94 1,429,268 139,490 27,004 5.17 16,933 8.24 84.41 13.8 2.6 

1995-99 1,594,423 194,554 40,058 4.86 24,649 7.89 64.69 5.7 21.3 
2000-04 1,805,710 207,177 65,896 3.14 37,162 5.57 48.59 5.4 23.3 

Sources: U.S. Census Bureau and Real Estate Center at Texas A&M University 
*NA = Data not available

From 2001-04 the average price of homes sold in Texas rose 
9.3 percent compared with a nationwide average of 25.6 per
cent (Table 1). The U.S. rate of home price increase was greatly 
influenced by unusually high increases in the East and West 
Coast boor- markets.  

Texas' residential price increase was 64 percent lower than 
the U.S. rate, and none of the Texas metropolitan areas experi
enced home price appreciation equal to the U.S. average. Cor
pus Christi and Galveston, reflecting the "coastal" boom prior 
to Hurricane Katrina, posted home price appreciation greater 
than 22 percent. Meanwhile, Austin-San Marcos' modest 2.8 
percent grcwth was below the rate of inflation for the period, a 
legacy of the high-tech industry bust.  

OCTOBER 2006

The lower-than-national-average Texas home price apprecia
tion rate was not the result of weaker demand for Texas homes.  
In fact, the number of homes sold in Texas rose 36 percent 
compared with a national increase of 28.7 percent. Home sales 
in Brownsville-Harlingen and Galveston increased more than 
50 percent; in McAllen-Edinburg-Mission and Corpus Christi 
sales rose by about 35 percent.  

The number of housing units in Texas rose 5.9 percent from 
2001-04 compared with 4.1 percent for the United States, 
reflecting a robust home construction market. McAllen
Edinburg-Mission ranked first in growth rate of housing units 
at more than 11 percent, followed by Austin-San Marcos and 
Brownsville-Harlingen at 9 and 8.3 percent, respectively.  
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Supply-Demand Changes Over Time One simple approach to evaluate the factors that 

impact home price appreciation considers home 
sales (demand) and building permits (supply) rela

tive to the population and population growth over time. The 
five-year interval data in Table 2 reveal the relative strength in 
demand for housing in the major Texas metropolitan areas and

Texas markets permitted one new unit for every 4.4 people 
added to the population, ranging from one new unit per 5.6 
additional people in San Antonio to one new unit per 3.7 
people in Dallas.  

During the early '90s recovery, the metro areas permitted 
one new unit per 6.5 new people on average, but production 
jumped during the subsequent five years when one new permit

the equally strong production 
The 1980-84 period 

reflects market conditions 
in Texas just prior to the oil 
bust, during which home 
prices increased an average 
of 69.1 percent in the five 
major markets. The 1985-89 
period shows the depths of 
the economic bust, during 
which home prices declined 
by an average of 2.3 percent.  
Only the Fort Worth-Arling
ton market had a significant 
price increase between 1985 
and 1989.  

The two 1990s intervals 
were generally a time of 
recovery for both the Texas

rate of new homes. was issued per 3.3 new residents 

The rate or degree of 

change in home Prices 

reflects the relate ve 

changes in demand
anc si4pty.

economy and the housing market. During this time, the aver
age home price increased modestly in most market areas.  

The 2000-04 period covers the current housing boom.  
Average home price increases were greater during this five
year period than during the '90s but still less than the rate of 
increase from 1980-84. Only Austin was significantly below 
the '90s appreciation rates, reflecting the high-tech bust that 
hit the area between 1999-01.  

Changes in the rate of new supply indicate the strong Texas 
construction market. Before the oil bust, on average the major 

Figure 1. Correlation Between Home Sales Growth Rate 
and Home Price Appreciation 
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on average. Recent permitting 
rates are fairly consistent 
and aggressive, ranging 
from one new unit per 
3.1 new residents in Fort 
Worth-Arlington to one 
unit per 3.5 residents in 
Houston and Austin.  

The demand for housing 
based on home sales reflects 
a strong market. From 
1980-84, the five metro 
markets averaged one home 
sale for every five people 
added to the population or 
one sale for every 34.5 total 
residents. By 2000-04, the 
five metro areas averaged 
one home sale for every

3.3 additional people or one sale for every 23 residents. The 
2000-04 sales-per-capita rate is 33 percent higher than the 
1980-84 period.  

Correlation of Price Changes 
To Supply-Demand Changes 

A more sophisticated approach used to evaluate home price 
appreciation measures the statistical correlation between 
rates of change in home prices to changes in supply and 
demand.  

Figure 2. Correlation Between Home Price Appreciation 
and Growth Rates of Housing Units 
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Table 3. Average Price of Homes Sold and Ratio of Home 
Sales to Housing Units, 2004 

Home Sales as 
Average Price of a Percentage of 

Area Homes Sold Housing Units 

United States 190,592 6.5 
Texas 164,100 3.0 
Austin-San Marcos 198,900 3.9 
Beaumont-Port Arthur 121,800 1.3 
Brownsville-Harlingen-San Benito 114,900 0.6 

[j Corpus Christi 132,100 3.1 
Dallas 194,100 3.6 
Fort Worth-Arlington 128,862 2.0 
Galveston 173,700 0.9 
Houston 175,800 3.8 
El Paso 116,400 2.5 
McAllen-Edinburg-Mission 115,800 1.0 
San Antonio 143,900 3.2 

Sources: U.S. Census Bureau and Real Estate Center at Texas A&M University

sold, supply also grew, offsetting some potential 
appreciation in the average price. During this 
period, 6.5 percent of the national inventory of 
homes sold while only 3 percent of Texas' inven
tory changed hands.  

The disparity in home sales compared to rela
tive housing supply and demand helps explain 
the nearly 26 percent increase in home prices 
nationally versus the 9 percent increase in Texas 
between 2001 and 2004.  

For an explanation of why Texas home prices 
have not appreciated as rapidly as those in other 
parts of the United States, see "What's Happening 
With Home Appreciation" at http://recenter.tamu.  
edu/pdf/1773.pdf. 4 

Dr. Anari (m-anari@tamu.edu) and Dr. Gaines (jpgaines@ 
tamu.edu) are research economists with the Real Estate Center 
at Texas A&M University.

orrelation measures vary from zero to 100. Zero is 
perfectly uncorrelated and 100 is perfectly corre
lated. Few things are perfectly correlated in either 

direction. Correlation can be positive (as one variable 
increases the other increases) or negative (as one variable 
increases the other decreases).  

Applying basic correlation analysis to Table 1 data 
reveals a positive correlation of 0.50 between home sales 
growth rate and home price appreciation rate (Figure 1).  
The upward-sloping-to-the-right trend line indicates that 
the variables are positively correlated. As the rate of home 
sales increases, so does the rate of increase in home prices.  

As expected, analysis of changes in average price and 
increases in supply of housing units yielded a negative 
correlation of 0.44, not quite as strong as home sales and 
in the opposite direction. This result is consistent with the 
notion that a greater supply of housing units acts to reduce 
the growth rate of home prices (Figure 2).  

Better Measure of Market Activity 
And Home Price Changes 

The positive relationship between home price appreciation 
and home sales and the negative relationship between home 
price appreciation and housing units suggest that employing a 
relative measure of sales to housing units (demand relative to 
supply) would produce a better measure of residential market 
activity. The data reveal a strong, positive correlation of 0.69 
between home prices and home sales expressed as a percentage 
of housing units in 2004 (Table 3 and Figure 3).  

The rate or degree of change in home prices reflects the 
relative changes in demand and supply. The 2001-04 data sug
gest that while Texas' demand for housing increased signifi
cantly as evidenced by the increase in the number of homes 
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Figure 3.  
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THE TAKEAWAY 

From 2001-04, Texas' rate of average home price increase 
was 64 percent lower than the U.S. rate. While the demand 
for Texas housing increased significantly during those 
years, the corresponding growth in supply of housing units 
offset a great deal of the potential price increase.  

The five major Texas metropolitan areas averaged one 
home sale for every 23 residents, down from one sale per 
34.5 residents a decade earlier. Meanwhile, the state's 
major metro areas issued an average of one new single
family building permit for every 3.3 new residents, down 
from 4.4 new residents in 1980-84.
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exas land prices hit an all-time high in 2005. The 
median of $1,483 per acre was up 16 percent from the 
$1,274 median in 2004.  

That milestone marked the fourth double-digit, year-to-year 
increase posted in the past five years (Figure 1). The 16 per
cent gain matched the 2004 increase and was the third highest 
annual gain in the past 40 years. Only 1973 and 1974 had larger 
year-to-year percentage price increases. This strong trend has 
produced a 76 percent, five-year gain in nominal prices.  

The real or inflation-adjusted 2005 price of $306 per acre 
surpassed the previous record of $288 set in 1984-85. Nominal 
prices reflect the actual prices paid while real prices reflect the 
nominal prices adjusted for inflation (Figure 1).  

Fueled by high levels of activity, the 2005 markets recorded 
8,368 sales, exceeding the 2004 record volume of 8,073 sales.  
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Figure 2 shows an explosion in activity level following 2002 
that continues unabated.  

1031 Exchange Motivation 
Nonagricultural buyers continue to dominate market 

activity. Desire to avoid capital gain taxes has prompted an 
increasing number of investors to take advantage of the 1031 
exchange opportunities in the IRS regulations.  

The 1031 exchange allows an owner to convert one real 
estate investment into another without the gain being taxed.  
Many market participants now say that 1031 exchanges involv
ing buyers from outside Texas represent a growing number of 
Texas land market transactions.  

In response, Texans have accelerated their plans to purchase 
land before prices move too high. Together, these forces have
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generated a fever to identify attractive properties and convince 
owners to sell.  

Regional Land Market Developments In 2005, the geographic distribution of land prices continued 
to reflect both population density and the draw of scenic 
amenities (Figure 3). The highest priced land surrounded 

Dallas-Fort Worth, Houston, El Paso, Austin and the Lower 
Rio Grande Valley.  

The scenic appeal of the Hill Country is responsible for the 
high prices stretching westward from Austin through Freder
icksburg to Kerrville. The lowest priced land is in West Texas 
from Amarillo through the Trans-Pecos area to the Rio Grande.  

The highest percentage price gains were in a strip from 
San Antonio through Gonzales to the coastal bend (Figure 4).

The second highest percentage price jumps were from the 
Stephenville region through Wichita Falls, Lake Texoma, to 
Texarkana. The South Texas brush country also posted large 
price increases. Much of the remainder of the state saw sizable 
escalation of prices with only the Highland Lakes, Trans-Pecos 
and Muleshoe areas cooling in 2005 following their hot mar
kets in 2004.  

Market anomalies accounted for the only regions exhibiting 
lower prices and did not signal a general weakening market
wide trend. Those regions will likely rebound in 2006.  

Prospects for 2006 
Forces propelling prices upward accelerated in 2006, pushing 

markets even higher. Investors seem to be anticipating inflation 
and plowing funds into tangible assets like land.
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espite high energy price levels, recession does not 
appear to be on the immediate horizon, and the 
economy continues to thrive. Higher incomes support 

the demand for recreational property.  
Buyers buy now to avoid being priced out of the market as 

increasing demand drives prices up. These circumstances have 
led market participants to repeatedly note a dearth of quality 
listings and long lists of potential buyers.  

Troubling market influences include high energy prices and 
rising interest rates. At some point, continued high oil prices 
will sabotage economic activity. However, they have not 
derailed the recovery yet. Further interest rate hikes may take 
a toll.  

Farm policy is in complete disarray so no one can realisti
cally predict operating conditions for farmers in the near 
future. And drought stalks Texas, weakening both farming and 

Figure 1. Texas Rural Land Prices 
in Dollars per Acre 
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ranching. Despite these potential problems, current activity 
suggests that by 2007, land prices should post another sizable 
increase.  

The complete technical report, Texas Land Market Devel
opments - 2005, is available at recenter.tamu.edu/pdf/1788.  
pdf. * 

Dr. Gilliland (c-gilliland@tamu.edu) is a research economist and Klassen is a 
research assistant with the Real Estate Center at Texas A&M University.

Texas land prices set another record at $1,483 per acre in 
2005. Texas land prices were up 16 percent from 2004 and 
76 percent over 2000 prices. Nonagricultural demand con
tinued to drive markets, and 2006 promises to be another 
banner year for Texas land markets.  
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omeownership has been an 
essential element of the "Ameri
can dream" since Colonial 

times. Despite a plethora of government
created home finance programs aimed at 
helping more citizens become homeown
ers, the fact remains that to own a home, 
buyers must earn sufficient incomes to 
pay the component costs of homeowner
ship (mortgage principal and interest, 
taxes, insurance and utilities).  

Historically low interest rates during 
the first half of this decade boosted the 
national homeownership rate to a record 
69 percent. These low rates offset higher 
home prices, causing national housing 
affordability to climb, according to the 
National Association of Realtors.  

However, rising home prices and com
ponent homeownership costs coupled 
with slower household income growth 
have prompted concerns about future 
homeownership affordability. This 
article looks at the component costs 
of homeownership and how increases 
- even small ones - in these costs may 
significantly affect affordability.  

For an expanded version of this report, 
go to recenter.tamu.edu/pdf/1789.pdf.  

Required Income 
And Component Costs 

Homeownership affordability rests 
on the relationship between household 
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Household 
Income 

$10,000 
15,000 
20,000 
25,000 
30,000 
35,000 
40,000 
45,000 
50,000 
55,000 
60,000 
65,000 
70,000 
75,000 
80,000 
85,000 
90,000 
95,000 

100,000 
105,000 
110,000 
115,000 
120,000 
125,000 
130,000 
140,000 
150,000

\Mi& g

Maximum 
House Price 

$25,200 
37,800 
50,400 
63,000 
75,600 
88,200 

100,800 
113,400 
126,000 
138,600 
151,200 
163,800 
176,400 
189,000 
201,600 
214,200 
226,800 
239,400 
252,000 
264,600 
277,200 
289,800 
302,400 
315,000 
327,600 
352,800 
378,000

1

income and total monthly ownership 
costs. A set of base assumptions (Table 1) 
has been used to determine the amount 
of income required to finance a home 
purchased at various price levels.  

For a $125,000 home, annual cost 
of property insurance is $1,000; prop
erty taxes $3,750; and utilities $2,500.  
Total monthly costs for those compo
nents are $83.33, $312.50 and $208.33, 
respectively, for a total of $604.17. The 
monthly mortgage payment is an addi
tional $637.02, about 51 percent of the 
total monthly cost of $1,241.19, which is 
about 1 percent of the home price.  

Table 1 data reveal that a buyer can 
afford to purchase a house priced at a 
maximum of 2.52 times annual income.  
If household income is $50,000, a buyer

18

can qualify for a home priced at no more 
than $126,000 (2.52 x $50,000). If the 
qualifying ratio increases or if inter
est rates, taxes, property insurance or 
utility costs go up, the price multiplier 
decreases, pushing the maximum price 
of an "affordable" home down.  

Under the base assumptions (Table 1), 
for each $5,000 increment of income, 
the maximum home price increases by 
$12,600 (Table 2). The lower the total 
monthly housing costs, the higher the 
multiplier. If different financing terms, 
other costs or both are applied to dif-
ferent income levels, the multiplier is 
affected accordingly. For example, if 
high-income households make larger 
down payments, the total amount 
financed (and hence the monthly pay
ment) declines, resulting in a greater 
maximum price multiplier.

Mortgage Interest Rates 
A Prime Factor 

As mortgage interest rates increase, 
total monthly ownership costs rise, and 
the number of households that can afford 
a given-priced home declines. Assuming 
other housing costs remain constant, 
required income increases and the price 
multiplier declines as mortgage interest 
rates increase (Table 3). The highlighted 
6 percent interest rate line is the same as 
Table 1.  

At a 3 percent mortgage interest rate, 
a household can qualify to purchase 
a home priced 2.97 times its annual 
income; at 9 percent, however, that 
figure drops to 2.14 times income - 28 
percent less. A $150,000 home at a 3 
percent interest rate requires an income 
of $50,500. But at 9 percent, an annual 
income of $70,000 is required - 39 per
cent more. For households earning less, a 
$150,000 home is simply unaffordable.  

he price multiplier illustrates 
how the affordability index in one 
geographic area may differ from 

another based on different mortgage 
interest rates (Table 3). The pattern of 
required income indicates how a given
priced home becomes less affordable at 
higher mortgage interest rates.  

The required income increase col
umn in Table 3 reveals that for every 
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Annual Income Required for a Home Priced at

$150,000

Mortgage 
Interest 

Rate 
(percent) 

3.00 
3.25 
3.50 
3.75 
4.00 
4.25 
4.50 
4.75 
5.00 
5.25 
5.50 
5.75 
6.00 
6.25 
6.50 
6.75 
7.00 
7.25 
7.50 
7.75 
8.00 
8.25 
8.50 
8.75 
9.00

$175,000

58,919 
59,728 
60,551 
61,389 
62,240 
63,104 
63,981 
64,871 
65,774 
66,689 
67,617 
68,556 
69,507 
70,469 
71,441 
72,425 
73,419 
74,423 
75,437 
76,460 
77,492 
78,534 
79,584 
80,642 
81,708

$200,000 1 $250,000

67,336 
68,261 
69,202 
70,159 
71,131 
72,119 
73,121 
74,139 
75,171 
76,217 
77,276 
78,350 
79,436 
80,535 
81,647 
82,771 
83,907 
85,055 
86,213 
87,383 
88,563 
89,753 
90,953 
92,162 
93,381

84,170 
85,326 
86,502 
87,698 
88,914 
90,148 
91,402 
92,673 
93,963 
95,271 
96,595 
97,937 
99,295 

100,669 
102,059 
103,464 
104,884 
106,318 
107,767 
109,228 
110,703 
112,191 
113,691 
115,203 
116,726

-~-~- 
-~ '-.

$300,000
101,004 
102,391 
103,803 
105,238 
106,696 
108,178 
109,682 
111,208 
112,756 
114,325 
115,914 
117,524 
119,154 
120,803 
122,471 
124,157 
125,861 
127,582 
129,320 
131,074 
132,844 
134,629 
136,429 
138,243 
140,072

$400,000

134,671 
136,521 
138,403 
140,317 
142,262 
144,237 
146,243 
148,277 
150,341 
152,433 
154,553 
156,699 
158,872 
161,071 
163,295 
165,543 
167,814 
170,109 
172,427 
174,765 
177,125 
179,506 
181,906 
184,325 
186,762

one-quarter of 1 percent (0.25 percent) 
increase in the interest rate, required 
income increases by an average of 1.37 
percent. If interest rates increase by 1 
percentage point, say from 5 percent to 6 
percent, the required income to purchase 
the same house increases by nearly 5.5 
percent. As required income increases, 
households earning less than the new 
required amount are forced to acquire 
lower-priced homes, thus lowering over
all housing affordability.  

If the prevailing mortgage interest rate 
increases from .5 percent to 6 percent, 
the price multiplier declines from 2.66 
to 2.52. Instead of being able to qualify 
for a $133,000 home, a household with 
$50,000 income would be limited to a 
home priced nc more than $126,000.  
Every quarter-percent increase in the 
interest rate causes the maximum price 
multiplier to decrease by an average of 
0.035 and the maximum home price 
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to decline by an average of $6,900 (the 
actual decline is greater at lower interest 
rates and less at higher rates).  

Affordability Distribution 
And Interest Rates 

ccording to the 2004 American 
Community Survey (ACS) data 
from the U.S. Census Bureau, 

almost half of all Texas households have 
an annual income less than $40,000. The 
nearly 1.8 million households earning 
less than $20,000 (nearly 23 percent of 
all households), cannot afford a home 
priced greater than about $50,000 under 
the base assumptions (Table 1). The next 
1.9 million households, with $20,000 to 
$40,000 annual income (approximately 
25 percent of total Texas households), 
cannot afford a home priced greater than 
about $100,000.  

Based on the estimated affordability 
distribution in Table 4, 4.476 million
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$75,000 $125,000

50,502 
51,196 
51,901 
52,619 
53,348 
54,089 
54,841 
55,604 
56,378 
57,162 
57,957 
58,762 
59,577 
60,402 
61,235 
62,079 
62,930 
63,791 
64,660 
65,537 
66,422 
67,315 
68,215 
69,122 
70,036

25,251 
25,598 
25,951 
26,309 
26,674 
27,044 
27,420 
27,802 
28,189 
28,581 
28,979 
29,381 
29,789 
30,201 
30,618 
31,039 
31,465 
31,895 
32,330 
32,769 
33,211 
33,657 
34,107 
34,561 
35,018

42,085 
42,663 
43,251 
43,849 
44,457 
45,074 
45,701 
46,337 
46,982 
47,635 
48,298 
48,969 
49,648 
50,335 
51,030 
51,732 
52,442 
53,159 
53,883 
54,614 
55,352 
56,095 
56,845 
57,601 
58,363

Maximum 
Price 

Multiplier

2.97 
2.93 
2.89 
2.85 
2.81 
2.77 
2.74 
2.70 
2.66 
2.62 
2.59 
2.55 
2.52 
2.48 
2.45 
2.42 
2.38 
2.35 
2.32 
2.29 
2.26 
2.23 
2.20 
2.17 
2.14

Required 
Income 
Increase 
(percent)

1.37 
1.38 
1.38 
1.39 
1.39 
1.39 
1.39 
1.39 
1.39 
1.39 
1.39 
1.39 
1.38 
1.38 
1.38 
1.37 
1.37 
1.36 
1.36 
1.35 
1.34 
1.34 
1.33 
1.32

, , ,

A x



households, or 57.5 percent of all Texas 
households, cannot afford to purchase 
a house priced more than $125,000.  
Approximately 2.8 million or 35.9 
percent of all Texas households cannot 
afford to buy a home priced more than 
$75,000 (with principal, interest, taxes, 
utilities and insurance totalling no more 
than $745 monthly).  Changes in mortgage interest rates 

significantly alter the number 
of households that can afford 

a home in a given price range. If the 
rate rises from 6 percent to 7 percent, 
the maximum home price multiplier 
declines from 2.52 to 2.38, and afford
ability distribution changes from that 
shown in Table 4 to that in Table 5.

Highest Priced Home
Number of Percent of 
Households Total

< $75,000 2,794,399 35.9 
75,000-125,000 1,681,135 21.6 

125,000-150,000 643,074 8.3 
150,000-175,000 508,043 6.5 
175,000-200,000 417,904 5.4 
200,000-250,000 627,228 8.1 
250,000-300,000 374,290 4.8 
300,000-400,000 382,883 4.9 
400,000-500,000 161,618 2.1 

> $500,000 200,278 2.6 

Totals 7,790,853 100.0

U

A 1 percent change in the interest rate 
does not affect all households and price 
ranges the same. The maximum-priced 
home for some households changes to a 
lower-priced home within the same price 
range, while the maximum-priced home 
for others on the margin falls into the 
next lower price range.  

A 1 percent increase in the mortgage 
interest rate causes a considerable down
ward shift in the maximum home price 
affordability. At 7 percent, 158,352 or 5.7 
percent fewer households can afford a 
home priced greater than $75,000 than if 
the rate were 6 percent. And at 7 percent, 
nearly 62 percent of all Texas households 
would be limited to a home priced no 
more than $125,000.  

Based on percentage change, the 
greatest declines in number of house
holds that can afford homes within 
specific price ranges (potential demand) 
are in the $400,000-$500,000 and in 
the $200,000-$250,000 brackets. The 
number of households in the $175,000
$200,000 bracket jumps by more than 30 
percent as households previously in the 
$200,000-$250,000 bracket are forced 
into less expensive homes.  

Property Taxes Take Big Bite 
Local property taxes typically rank 

second only to the monthly mortgage 
payment in the total monthly cost of a 
home. Over the years, numerous studies, 
theories and explanations have emerged 
regarding the relationship between local

20 
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At 7 Percent Interest At 6 Percent interest 

Highest Home Number of Percent of Number of Percent of Percent 
Price Households Households Households Households Difference Change 

<$75,000 2,952,751 37.9 2,794,399 35.9 158,352 5.7 
75,000-125,000 1,863,107 23.9 1,681,135 21.6 181,972 10.8 

125,000-150,000 552,300 7.1 643,074 8.3 -90,774 -14.1 
150,000-175,000 456,365 5.9 508,043 6.5 -51,678 -10.2 
175,000-200,000 548,811 7 417,904 5.4 130,907 31.3 
200,000-250,000 410,449 5.3 627,228 8.1 -216,779 -34.6 
250,000-300,000 377,961 4.9 374,290 4.8 3,671 1.0 
300,000-400,000 376,091 4.8 382,883 4.9 -6,792 -1.8 
400,000-500,000 100,702 1.3 161,618 2.1 -60,917 -37.7 

>$500,000 152,315 2 200,278 2.6 -47,963 -23.9
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taxes, home values and homeownership.  
Clearly, local property taxes affect home 
affordability by increasing the monthly 
cost of ownership. The value relation
ship is not as obvious or consistent.  Property owners expect to pay prop

erty taxes; a value impact typically 
arises if actual taxes differ substan

tially from perceived "fair" taxes relative 
to the services provided. Research indi
cates that the value-depressing effect of 
property taxes can be offset if the market 
places sufficient value on the services 
provided by the tax.  

An example of this is the local school 
tax rate. Studies consistently show that 
the value of homes in perceived "desir
able" school districts is greater than sim
ilar properties located in "less desirable" 
school districts, even if the desirable 
local school property tax rate is higher.  
Families bid up the prices of homes to 
live in desirable school districts despite 
higher property taxes.  

Buyers may also value other local ser
vices (such as fire and police protection, 
planning and code enforcement, road 
maintenance or other government ser
vices) or lower total state and local taxes 
higher than the "cost" of higher property 
taxes. If the market does not value the 
benefits of local services more than the 
cost of providing the services, the value
depressing effects of higher taxes may

State and Local Property Tax 
Collections Per Capita 

Fiscal Year 2004

be substantial, especially if actual taxes 
significantly exceed perceived "fair" 
taxes for the area.  

The value impact of local property 
taxes may depend on how the market 
views the property tax relative to the 
total tax burden, which includes all 
other state and local taxes, collectively, 
on a per capita or percentage of income 
basis. If relatively high property taxes are 
offset by lower other taxes, any negative 
property tax value impact may again be 
reversed.  

The 2004 per capita property tax col
lections show Texas ranked 14th nation
ally in property tax burden (Table 6).  
However, with no state income tax and 
with other state and local taxes some
what lower, Texas' relative total local 
tax burden is substantially less than 
most other states. Projected 2006 data 
indicate Texas ranks 36th in the total 
state and local tax burden per capita and 
45th in total state and local tax burden 
as a percentage of income.  

1113 states with per capita 
property tax burdens greater than 
Texas' experienced higher rates 

of home price appreciation than Texas 
during first quarter 2006, according to 
Office of Federal Housing Enterprise 
Oversight (OFHEO) data. Despite the 
relatively low total state and local tax 
burden, Texas ranked 43rd in home price

Tax Burden Per Capita Tax Burden Tax Burden as 
Collections Per Capita State and as Percent of a Percent of 

State Per Capita Rank Rank Local Taxes Income Rank Income 

U.S. Total $1,086 United States $4,072 United States 10.6

New Jersey 
New York 
Illinois 
Texas 
Nebraska 
Washington 
California 
Tennessee 
New Mexico 
Alabama

$2,099 
$1,677 
$1,407 
$1,254 
$1,148 
$1,029 

$963 
$608 
$441 
$367

1 
5 

10 
14 
17 
23 
30 
42 
49 
51

District of Columbia 
New York 
California 
Pennsylvania 
Indiana 
Oregon 
Texas 
Oklahoma 
Arkansas 
Alaska

1 
3 

11 
20 
24 
31 
36 
44 
46 
51

8,092 
5,734 
4,451 
4,057 
3,796 
3,492 
3,368 
3,129 
3,088 
2.598

Maine 
Ohio 
Connecticut 
California 
South Carolina 
Arizona 
Florida 
Texas 
Delaware 
Alaska
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Effective State and Local Tax Burdens by State Rank 
Projected for 2006

1 
4 

10 
14 
30 
34 
40 
45 
49 
51

13.5 
12 

11.3 
10.9 
10.2 
10.1 
9.7 
9.4 
8.4 
6.6
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appreciation in the first quarter OFHEO 
report with a 5.9 percent increase com
pared with a 12.5 percent national rate.  

Effective Local Property 
Tax Rates 

he effective property tax rate 

represents total property taxes 
paid for all purposes (school, 

city, county and special jurisdictions) 
expressed as a percentage of the prop
erty's market value. The effective rate 
includes all nominal tax rates as well 
as homestead and any other assessment 
exemptions. If a property is assessed and 
taxed at 100 percent of market value, the 
effective tax rate equals the nominal tax 
rate; if a property is assessed for less than

4

its market value, or if an exemption or 
other deduction is applied, the effec
tive rate is lower than the nominal rate.  
Table 7 indicates the required income to 
purchase different priced homes in incre
ments of effective property tax rates.  

The highlighted 3 percent local tax 
rate reflects the same price multiplier 
as in Tables 1 and 2 for a 6 percent 
mortgage interest rate. With all other 
assumptions constant, the price multi
plier increases overall 27.3 percent as the 
effective tax rate decreases, going from 
2.16 at a 5.0 percent effective rate to 2.75 
at a 2.0 percent effective rate.  

On average, household income must 
increase 8.2 percent for every 1 percent
age point increase in the effective
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Maximum 
Home Price

2 Percent Property Tax Rate 3 Percent Property Tax Rate 4 Percent Property Tax Rate
Number of 
Households

Percent of 
Households

Number of 
Households

Percent of 
Households

Number of 
Households

<$75,000 2,547,816 32.7 2,794,399 35.9 3,030,067 38.9 
75,000-125,000 1,629,091 20.9 1,681,135 21.6 1,962,871 25.2 

125,000-150,000 619,114 7.9 643,074 8.3 500,151 6.4 
150,000-175,000 535,593 6.9 508,043 6.5 429,251 5.5 
175,000-200,000 460,064 5.9 417,904 5.4 566,572 7.3 
200,000-250,000 616,904 7.9 627,228 8.1 345,317 4.4 
250,000-300,000 453,687 5.8 374,290 4.8 359,049 4.6 
300,000-400,000 487,881 6.3 382,883 4.9 380,296 4.9 
400,000-500,000 172,605 2.2 161,618 2.1 88,695 1.1 

>$500,000 268,097 3.4 200,278 2.6 128,585 1.7 rI -q11U.. - w -MF"-

tax rate to afford the same home. Con
versely, a 1 percentage point decline in 
the rate reduces the required income. If 
the local effective tax rate declines from 
3 percent to 2.5 percent, income required 
to purchase a $125,000 home declines 
from $49,648 to $47,564, a 4.2 percent 
decrease. Households with income 
between these two amounts would now 
be able to qualify for a $125,000 home, 
whereas they could not qualify at the 
higher tax rate.  

Affordability Distribution 
And Property Tax Rates 

ombining the required income to 
qualify for different home prices 
under the base assumptions 

(Table 1) with the statewide household 
income distribution reported in the ACS 
results in a distribution of Texas hous
ing affordability based on 2 percent, 3 
percent and 4 percent effective property 
tax rates (Table 8).  

Based on the estimated affordability 
distribution in Table 8 at the base
case assumed 3 percent effective tax 
rate, 4.476 million households, or 57.5 
percent of all Texas households, cannot 
afford to purchase a house unless it is 
priced less than $125,000. If the effec
tive tax rate is 2 percent, 4.177 million 
or 53.6 percent of Texas households are 
limited to a home priced at $125,000 or 
less. At a 4 percent tax rate, 4.993 million 
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or 64.1 percent of all Texas households 
cannot afford a home priced greater than 
$125,000.  Changes in the effective property 

tax rate create a significant 
downward shift in maximum 

home price affordability that is reflected 
in the maximum home price multiplier.  
An increase from a 2 percent tax rate to a 
3 percent rate reduces the price multi
plier from 2.75 to 2.52. The multiplier 
is further reduced to 2.32 if the tax rate 
increases from 3 percent to 4 percent.  

The number of households forced 
to shift to lower-priced homes as the 
property tax rate increases depends on 
the number of households on the margin 
as required income changes to meet 
the 30 percent qualifying ratio test. For 
example, at a 2 percent rate, the required 
income for a $125,000 home is $45,481 
but that increases to $49,648 at a 3 

a 40~

percent tax rate, a 9.2 percent difference.  
Marginal households are those house
holds that earn an amount between these 
two levels and are forced to acquire less 
expensive homes at the higher rate.  

An increase in the property tax rate 
from 2 percent to 3 percent increases 
the number of households limited to 
a home priced less than $125,000 by 
about 300,000 households (Table 8). If 
the effective property tax rate rises from 
3 percent to 4 percent, the number of 
households that can afford a home priced 
no greater than $125,000 increases from 
nearly 4.48 million to 4.99 million or 
517,400 households.  

An interesting phenomenon within 
the examples is the increase in the 
number of households that can afford a 
home priced in the $175,000-$200,000 
bracket as the rate changes from 2 per
cent to 4 percent. The higher number of 
households in the $175,000-$200,000 
bracket at a 4 percent tax rate reflects 
the downward shift of marginal
income households from the higher 
home price brackets. Marginal-income 
households in the $125,000-$150,000 
and the $150,000-$175,000 brackets 
shifted downward into the two lowest 
brackets.  

Insurance and Utility Costs 
Must Be Figured In Mortgage lenders require that 

buyers carry property insur
ance to protect the collateral 

value of the property, and prudent prop
erty owners carry coverage to protect 
their investments against catastrophic 
losses. Property insurance costs are a 
relatively low monthly home cost com
ponent and, therefore, typically cause 
only modest shifts in home affordabil
ity as they change. In general, every 1 
percentage point increase in the effective 
insurance rate requires 8 percent more 
household income to qualify for a mort
gage on the same priced home.  

Typically, insurance rates do not 
change rapidly or dramatically. However, 
as many Texas property owners discov
ered after the hurricanes and floods of 
the past several years, it can happen.
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Property 
Insurance 

Rate 
(percent) 

0.3 
0.4 
0.5 
0.6 
0.7 
0.8 
0.9 
1.0 
1.1 
1.2 
1.3 
1.4 
1.5 
1.6 
1.7 
1.8 
1.9 
2.0 
2.1 
2.2 
2.3 
2.4 
2.5

$75,000

$28,539 
28,789 
29,039 
29,289 
29,539 
29,789 
30,039 
30,289 
30,539 
30,789 
31,039 
31,289 
31,539 
31,789 
32,039 
32,289 
32,539 
32,789 
33,039 
33,289 
33,539 
33,789 
34,039

Annual Income Required for a Home Priced at:

$125,000 1 $150,000

$47,564 
47,981 
48,398 
48,814 
49,231 
49,648 
50,064 
50,481 
50,898 
51,314 
51,731 
52,148 
52,564 
52,981 
53,398 
53,814 
54,231 
54,648 
55,064 
55,481 
55,898 
56,314 
56,731

$57,077 
57,577 
58,077 
58,577 
59,077 
59,577 
60,077 
60,577 
61,077 
61,577 
62,077 
62,577 
63,077 
63,577 
64,077 
64,577 
65,077 
65,577 
66,077 
66,577 
67,077 
67,577 
68,077

$175,000

$66,590 
67,173 
67,757 
68,340 
68,923 
69,507 
70,090 
70,673 
71,257 
71,840 
72,423 
73,007 
73,590 
74,173 
74,757 
75,340 
75,923 
76,507 
77,090 
77,673 
78,257 
78,840 
79,423

~~JIv~..
Utilities are nonoptional house costs 

and are typically more volatile than 
interest rates, property tax rates or 
insurance rates. As the costs of energy 
generation and water-sewer services rise, 
they increasingly influence homeowner
ship affordability. Some lenders include 
a monthly "other costs" component 
(typically assumed to include utility and 
maintenance costs) to the qualifying 
ratio for loan approval. Other lenders do 
not incorporate utility costs into their 
underwriting calculations, even though 
these expenses are major factors in overall 
affordability and potential loan default.  

Utilities are defined as electricity, 
natural or propane gas and water-sewer 
services. Utility costs vary according to 
weather, home size, quality of construc
tion, insulation, size of family and usage.  
They are highly seasonal and can vary 
significantly based on the local utility 
company's efficiency and business prac
tices. Nevertheless, interesting insights 
about housing cost impacts and affordabil
ity can be gained by looking at variations

$200,000

$76,103 
76,769 
77,436 
78,103 
78,769 
79,436 
80,103 
80,769 
81,436 
82,103 
82,769 
83,436 
84,103 
84,769 
85,436 
86,103 
86,769 
87,436 
88,103 
88,769 
89,436 
90,103 
90,769

$95,128 
95,962 
96,795 
97,628 
98,462 
99,295 

100,128 
100,962 
101,795 
102,628 
103,462 
104,295 
105,128 
105,962 
106,795 
107,628 
108,462 
109,295 
110,128 
110,962 
111,795 
112,628 
113,462

$114,154 
115,154 
116,154 
117,154 
118,154 
119,154 
120,154 
121,154 
122,154 
123,154 
124,154 
125,154 
126,154 
127,154 
128,154 
129,154 
130,154 
131,154 
132,154 
133,154 
134,154 
135,154 
136,154

in effective utility costs. Effective utility 
costs are actual total utility costs expressed 
as a percentage of property value.  

Because annual utility costs represent 
a significant portion of total monthly 
housing expenses, the traditional PITI 
(principal, interest, taxes and insurance) 
cost measure expands to PITUI (princi
pal, interest, taxes, utilities and insur
ance). For simplicity, mortgage insurance 
costs for a greater-than-80-percent loan 
have been omitted.  

A relatively modest change in the 
utility rate generates a fairly substantial 
shift in overall housing affordability. A 1 
percentage point change in utility costs 
is not abnormal, and such a change can 
mean thousands of Texas households 
cannot afford the same-priced home.  

Property Insurance Rates 
stimated required incomes to 
'qualify for a home at selected prices 
and the maximum home price 

multiplier over a range of effective property 
insurance rates are shown in Table 9. The

OCTOBER 2006

$250,000 1 $300,000 1 $400,000

Maximum 
Price 

Multiplier

2.63 
2.61 
2.58 
2.56 
2.54 
2.52 
2.50 
2.48 
2.46 
2.44 
2.42 
2.40 
2.38 
2.36 
2.34 
2.32 
2.30 
2.29 
2.27 
2.25 
2.24 
2.22 
2.20

$152,206 
153,539 
154,872 
156,206 
157,539 
158,872 
160,206 
161,539 
162,872 
164,206 
165,539 
166,872 
168,206 
169,539 
170,872 
172,206 
173,539 
174,872 
176,206 
177,539 
178,872 
180,206 
181,539

Required 
Increased 
Income 

(percent)

0.88 
0.87 
0.86 
0.85 
0.85 
0.84 
0.83 
0.83 
0.82 
0.81 
0.81 
0.8 

0.79 
0.79 
0.78 
0.77 
0.77 
0.76 
0.76 
0.75 
0.75 
0.74

, ,
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Effective 
Annual 

Utility Rate 
(percent)

0.50 
0.75 
1.00 
1.25 
1.50 
1.75 
2.00 
2.25 
2.50 
2.75 
3.00 
3.25 
3.50 
3.75 
4.00 
4.25 
4.50 
4.75 
5.00

$75,000

$26,039 
26,664 
27,289 
27,914 
28,539 
29,164 
29,789 
30,414 
31,039 
31,664 
32,289 
32,914 
33,539 
34,164 
34,789 
35,414 
36,039 
36,664 
37,289

Annual Income Required for a Home Priced at:

$125,000

$43,398 
44,439 
45,481 
46,523 
47,564 
48,606 
49,648 
50,689 
51,731 
52,773 
53,814 
54,856 
55,898 
56,939 
57,981 
59,023 
60,064 
61,106 
62,148

$150,000

$52,077 
53,327 
54,577 
55,827 
57,077 
58,327 
59,577 
60,827 
62,077 
63,327 
64,577 
65,827 
67,077 
68,327 
69,577 
70,827 
72,077 
73,327 
74,577

$175,000

$60,757 
62,215 
63,673 
65,132 
66,590 
68,048 
69,507 
70,965 
72,423 
73,882 
75,340 
76,798 
78,257 
79,715 
81,173 
82,632 
84,090 
85,548 
87,007

$200,000

$69,436 
71,103 
72,769 
74,436 
76,103 
77,769 
79,436 
81,103 
82,769 
84,436 
86,103 
87,769 
89,436 
91,103 
92,769 
94,436 
96,103 
97,769 
99,436

$250,000 1 $300,000

$86,795 
88,878 
90,962 
93,045 
95,128 
97,212 
99,295 

101,378 
103,462 
105,545 
107,628 
109,712 
111,795 
113,878 
115,962 
118,045 
120,128 
122,212 
124,295

$104,154 
106,654 
109,154 
111,654 
114,154 
116,654 
119,154 
121,654 
124,154 
126,654 
129,154 
131,654 
134,154 
136,654 
139,154 
141,654 
144,154 
146,654 
149,154

$400.000

$138,872 
142,206 
145,539 
148,872 
152,206 
155,539 
158,872 
162,206 
165,539 
168,872 
172,206 
175,539 
178,872 
182,206 
185,539 
188,872 
192,206 
195,539 
198,872

Maximum 
Price 

Multiplier

2.88 
2.81 
2.75 
2.69 
2.63 
2.57 
2.52 
2.47 
2.42 
2.37 
2.32 
2.28 
2.24 
2.20 
2.16 
2.12 
2.08 
2.05 
2.01

Required 
Increased 
Income 

(percent)

2.40 
2.34 
2.29 
2.24 
2.19 
2.14 
2.10 
2.06 
2.01 
1.97 
1.94 
1.90 
1.86 
1.83 
1.80 
1.76 
1.73 
1.70

p.~!!-EEE a i-~ * ~ i .~ - - - ' __________________ I ___ - 1. - - __ F

0.5 Percent Insurance Rate

Number of 
Households

Percent of 
Households

0.8 Percent Insurance Rate

Number of 
Households

Percent of 
Households

Number of 
Households

<$75,000 2,720,424 34.9 2,794,399 35.9 2,865,730 36.8 
75,000-125,000 1,665,522 21.4 1,681,135 21.6 1,692,900 21.7 

125,000-150,000 635,886 8.2 643,074 8.3 641,676 8.2 
150,000-175,000 516,308 6.6 508,043 6.5 514,857 6.6 
175,000-200,000 443,247 5.7 417,904 5.4 392,561 5.0 
200,000-250,000 611,436 7.8 627,228 8.1 619,286 7.9 
250,000-300,000 398,109 5.1 374,290 4.8 374,205 4.8 
300,000-400,000 421,748 5.4 382,883 4.9 344,019 4.4 
400,000-500,000 157,549 2.0 161,618 2.1 158,059 2.0 

>$500,000 220,624 2.8 200,278 2.6 187,561 2.4

IZ-- -

,. ,:.,WM

0.8 percent assumed base case from Table 
1 is highlighted. The effective cost of prop
erty insurance reflects the annual premium 
as a percentage of total property value.  

For every 1 percentage point increase 
in the effective property insurance rate, 
required income must increase on aver
age about 8 percent for a household to be 
able to afford the same priced home. To 
afford a $150,000 home at an effective

insurance cost of 0.5 percent ($750 
premium cost), a household needs an 
income of around $58,100. If insurance 
costs increase to 1 percent ($1,500 pre
mium cost), required income is $60,600, 
or 4.3 percent more. The maximum 
price multiplier increases a total of only 
23.5 percent across the range of effective 
property insurance rates, from 2.13 at the 
highest rate to 2.63 at the lowest.
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Maximum Home 
Price

1.1 Percent Insurance Rate

Percent of 
Households
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Utility Costs 
A 1 percentage point increase in effec

tive utility rate requires an average 8.1 
percent increase in income for a buyer 
to qualify for the same home (Table 10).  
This effect is stronger at lower utility 
rates than at higher rates. An increase 
from 1 percent to 2 percent requires a 
9.2 percent increase in income to qualify 
for a $125,000 home; from 2 to 3 percent 
requires an 8.4 percent income increase; 
and from 3 to 4 percent requires 7.7 per
cent more income. The maximum price 
multiplier ranges from 2.01 at a 5 per
cent utility rate to 2.88 at a 0.5 percent 
rate, roughly a 43 percent difference. The 
multiplier range is similar to the ranges 
for mortgage interest rates and effective 
property tax rates.  

Affordability Distribution, 
Property Insurance, Utility Rates 

ombining the required income 

to qualify for different home 
prices under the base assump

tions (Table 1) with the ACS statewide 
household income distribution results 
in Texas housing affordability distribu
tion for selected effective insurance and 
utility rates (Tables 11 and 12).  

Based on the estimated affordability 
distribution in Tables 11 and 12 for 0.8 
percent insurance cost and a 2 percent 
utility rate (the base-case assumptions), 
4.476 million households, or 57.5 percent 
of all Texas households, cannot afford to

'01 
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1 Percent Utility Rate

Number of 
Households

Percent of 
Households

2 Percent Utility Rate

Number of 
Households

Percent of 
Households

3 Percent Utility Rate

Number of 
Households

<$75,000 2,547,816 32.7 2,794,399 35.9 3,030,067 38.9 
75,000-125,000 1,629,091 20.9 1,681,135 21.6 1,716,738 22.0 

125,000-150,000 619,114 7.9 643,074 8.3 630,523 8.1 
150,000-175,000 535,593 6.9 508,043 6.5 537,854 6.9 
175,000-200,000 460,064 5.9 417,904 5.4 339,934 4.4 
200,000-250,000 616,904 7.9 627,228 8.1 579,112 7.4 
250,000-300,000 453,687 5.8 374,290 4.8 359,049 4.6 
300,000-400,000 487,881 6.3 382,883 4.9 289,935 3.7 
400,000-500,000 172,605 2.2 161,618 2.1 142,777 1.8 

>$500,000 268,097 3.4 200,278 2.6 164,864 2.1

OCTOBER 2006

Highest Home 
Price

Percent of 
Households
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purchase a house unless it is priced less 
than $125,000.  Changes in the effective insurance 

rate create a relatively modest 
downward shift in maximum 

home price affordability. The changes 
are reflected in the maximum home 
price multiplier: an increase from a 
0.5 percent rate to a 0.8 percent rate 
reduces the price multiplier from 2.58 
to 2.52 and further reduces it to 2.46 if 
the rate increases from 0.8 percent to 
1.1 percent.  

The number of households forced to 
buy a lower-priced home as insurance

Changes in the utility rate cause a more 
substantial shift in housing affordability.  
At a 1 percent effective utility cost, the 
maximum home price multiplier equals 
2.75, at 2 percent, 2.52 and at 3 percent 
the multiplier becomes 2.32. At a 2 per
cent utility rate, the required income for a 
$125,000 home is $49,648; this increases 
to $53,814 at a 3 percent utility rate, rep
resenting a $4,166 increase or 8.4 percent 
additional income required.  

Again, the number of households 
forced to shift to lower priced homes 
as the utility rate changes depends on 
the number of marginal households as

Changes in the effective insurance rate create a relatively modest 
downward shift in maximum home price affordability.

rates change depends on the number of 
marginal households as required income 
changes to meet the 30 percent qualify
ing ratio test. At a 0.5 percent rate, the 
required income for a $125,000 home is 
$48,398; but at 0.8 percent, that jumps to 
$49,648, a modest $1,250 or 2.6 percent 
difference.  

If the insurance rate rises to 0.8 per
cent, the number of households limited 
to a home priced less than $125,000 
increases by 89,588 households (Table 
11). If the effective property tax rate rises 
from 0.8 percent to 1.1 percent, the num
ber of households that can afford a home 
priced no more than $125,000 increases 
from 4.48 million to 4.56 million or 
83,096 households.

the required income adjusts to meet the 
30 percent qualifying ratio test. Under 
the base assumption with a 2 percent 
effective utility rate, 4.476 million or 
57.5 percent of all Texas households 
cannot afford a home priced more than 
$125,000. If all other costs are constant 
and the utility rate is 1 percent, 4.177 
million or about 300,000 fewer Texas 
households are limited to a $125,000 
home. If effective utility costs reach 3 
percent, 4.747 million or 271,271 more 
Texas households are limited to a home 
priced no higher than $125,000. 4 

Dr. Gaines (jpgaines@tamu.edu) is a research 
economist with the Real Estate Center at Texas 
A&M University.

THE TAKEAWAY 

How do each of the component costs of homeownership - mortgage pay
ment, property taxes, insurance and utilities - affect home affordability? Using 
a standard set of financing and ownership cost assumptions, the author finds 
that:

a 1 percentage point increase in: 

Mortgage interest rate 
Effective property tax rate 
Effective insurance rate 
Effective utility costs

increases required income by: 

5.5 percent 
8.2 percent 
8.0 percent 
8.1 percent

Based on reported 2004 household income distribution, 2.8 million Texas 
households (35.9 percent) cannot afford a home priced over $75,000; 4.48 mil
lion households (57.5 percent) cannot afford a home priced more than $125,000.  

TIERRA GRANDE28
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