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The Woodlands Celebrates 
Three Decades 
It started as a vision in the wilderness and grew 
into the most successful master-planned commu
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7 RENT: Texas Style 
Nearly seven million Texans wri-e checks to 
landlo-ds each month. For more on Texas rent 
and renters, check out this fact inst.  
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0 "By David S. oe Celebrates 
J Three Decades

"Little house on the prairie" 

is how the first family living 

in The Woodlands described 

their home. That's because in 

1974 getting to and from their 

home was best accomplished 

in a four-wheel drive vehicle.  

There were no schools, and the 

closest shopping was 25 miles 

distant. What a difference

three decades make.

Thirty years later, the 
vision of oilman and entre
preneur George P. Mitchell 
has become a reality. The 
Woodlands is the best-selling 
master-planned community 

in Texas. Roughly two-thirds 
of its 27,000 acres have been 
developed.  

Located on 1-45 some 27 
miles north of Houston, The 
Woodlands encompasses 
seven residential villages with 
an eighth, and final one, in 
development.  

The Woodlands has led the 
Houston area in new home 
sales every year since 1990 
(1,452 in 2003). It is seventh 
nationally in new home sales.  
There are more than 23,000
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single-family homes and more than 6,700 apartment and town
homes in The Woodlands. The community is home to nearly 
75,000 residents.  

The Woodlands' latest village, Creekside Park, will welcome 
its first residents in 2005. The neighborhood's primary amenity 
will be a 2,000-acre park along Spring Creek. Creekside Park 
will include more than 5,000 homes priced from the $100,000s 
into the millions. It will be the only village in Harris County.  
The others are in Montgomery County.  

More than 1,100 businesses and corporations have located in 
The Woodlands. Among them is Anadarko Petroleum's world 
headquarters. Nearly 21 million square feet of commercial, 
industrial and institutional development provide jobs for more 
than 30,000 in the master-planned community.

Buyer Profile of New Home Purchasers, The Woodlands 

1996 1999 2003 

Median Sales Price $187,489 $223,320 $2 15,178 
Median Unit Size (square feet) 2,608 2,757 2,596 

Median Adult Age 38 40 39 
Median Household Income $100,000 $120,000 $127,900 
Household Heads Who Live and 

Work in The Woodlands (percent) 21.7 26.3 36.8 

Spouses Employed (percent) 53.7 60.3 55.9 
Households with Adults Aged 

55 or Older (percent) 9.4 14.8 14.2 

Geographic Origin (percent) 

Local 24.6 25.4 23.3 
Other Houston Area 22.9 20.7 25.5 

Outside Area 52.5 53.9 51.3 

Source: Interfaith and The Woodlands Operating Company LP 
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Town Center, The Woodlands' central business district, 
includes a 1.5-mile park and water transportation corridor that 
is the "spine" connecting civic and social areas with office 
buildings, retail centers and entertainment venues. Along the 
waterway will be parks, plazas and public transportation in the 
form of water taxis and trolleys.  

School children attend one of 17 campuses for K-12 admin
istered by the Conroe Independent School District. A new 
high school, College Park, is under construction as is a flex 
school for grades K-6. Private education is available for all 
grade levels, including John Cooper High School, a college
preparatory academy.  

Higher education is available through the North Harris 
Montgomery Community College District and University Cen-

ter, which offers bachelor's and master's 
degrees from six major Texas universities.  

Mitchell envisioned homes and busi
nesses virtually hidden by the forest. He 

pretty much got his wish. The Wood
lands is 28 percent green space. More 
than 135 miles of hike and bike paths 

provide wooded trails between the 95 
parks, lakes, ponds and six champion
ship golf courses.  

In 2005, an 18-hole championship golf 
course designed by Tom Fazio opens 
in Carlton Woods. With 117 holes of 
golf, The Woodlands is the only com
munity in the nation to have the "big 
four" signature courses: a Tournament 
Players Course and courses designed by 
Jack Nicklaus, Arnold Palmer and Gary 
Player.  
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Originally a project of Houston-based Mitchell Energy & 
Development Corp., The Woodlands was acquired by Crescent 
Real Estate Equities and Morgan Stanley Real Estate Fund in 
1997. In 2003, The Rouse Company acquired Crescent's inter
est. The Woodlands is now a project of The Woodlands Operat
ing Company LP, a limited partnership of Morgan Stanley and 
The Rouse Company.  

"Many communities have homes, schools, parks and stores," 
says Thomas J. D'Alesandro IV, president and CEO of The 
Woodlands Operating Company LP. "But you don't create qual
ity of place until all these uses are integrated for the conve
nience of residents.  

"We are creating new environments that encourage people to 
walk or use public transportation," says D'Alesandro. "We are 
building urban residences that bring people closer to down
town. The concept of designing with nature has been taken to 
a new level." * 

Jones (djones@recenter.tamu.edu) is communications director for the Real 
Estate Center at Texas A&M University.  
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The Woodlands-Population Growth 
Actual Data through December 2003 
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WOODLANDS TOWN 
CENTER (opposite page) 
is the energized heart of 
the development. "Water 
taxis" (top) cruise a 1.5-mile 
waterway linking business, 
retail, entertainment, dining 
and residential destinations.  
The Woodlands' only gated 
community, Carlton Woods, 
includes a Jack Nicklaus
designed golf course and a 
country club (bottom) that 
caters to the community's 
ultrawealthy residents.
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BY JACK C. HARRIS

Demand for Texas housing is booming. Last year, 213,000 
homes sold through the state's multiple listing services and 
123,000 single-family building permits were issued - both fig
ures higher than in any year on record. In the midst of all this 
activity, however, is a multifamily housing market that is far 
from flourishing.  

Apartment markets have been sliding for the past several 
years. Multifamily construction in Texas peaked in 1998, and 
now runs about 70 percent of that level. According to data 
from the National Real Estate Index, rents are down to 1997 
levels in major Texas cities. Almost all multifamily housing 
is rental housing, and the Census Bureau indicates that rental 
housing vacancy rates in Texas rose to 14.1 percent in 2003 
from a low of 7.9 percent in 1994.  

One reason for the diverging fortunes of owner and rental 
housing is mortgage market conditions, which in recent years 
have greatly favored buying a home over renting. Interest rates 
are low, and Fannie Mae and Freddie Mac, the two heavy
weights of the secondary mortgage market (where most home 
mortgage loans end up) are mandated to promote homeowner
ship. Specifically, they are required by federal law to purchase 
a percentage of home loans tailored for "underserved segments 
of the population." This mandate has allowed many lower
income Americans to become homeowners for the first time, 
thus cutting into rental housing's traditional tenant base.  

Even without low interest rates and easy credit, rental hous
ing probably would have lost tenants. One of the advantages 
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rental housing offers is relative freedom to move when the 
need arises. But as people age, they put down roots and move 
less often, making homeownership more attractive.  

Data from the American Housing Survey (AHS), the most 
comprehensive set of data on housing available, can be used 
to test hypotheses about what is happening to rental markets.  
The survey is published by the U.S. Census Bureau and the U.S.  
Department of Housing and Urban Development every odd
numbered year. It is a national survey with totals inferred from 
small but geographically extensive samples. Although the AHS 
is not specific to Texas and is not up to the minute (the most 
current data are for 2001), this data set provides insight into the 
market as a whole and leads to some surprising conclusions.

Trends documented by the AHS from 1991 through 2001 
show that the opposite happened. During the period, the over
all homeownership rate (percentage of households that own 

5



their homes) increased by 3.8 1991-1993 2.7 
percentage points (from 64.2 1993-1995 4.7 
to 68 percent). However, for 
households with incomes 
from $30,000 to 35,000 (the 1997-1999 6.5 

high end for renter house- 1999-2001 4.6 

holds), the homeownership - S 

rate actually fell by 2 percent
age points, while the rate for those with incomes of $10,000 to 
20,000 rose slightly by 1.8 points from 1993 to 2001. The fastest
growing group among renters is households with incomes of 
$30,000 to 35,000. So, easy mortgage credit apparently is allow
ing the least affluent tenants to buy homes.

There is good evidence to support this claim. From 1991 
to 2001, the rate of homeownership among married couples 
under the age of 25 rose by 11 percentage points (from 26.8 
to 37.8 percent) while the overall homeownership rate went 
up a little less than 4 percentage points. The rate for married 
couples from 25 to 29 years old rose by more than 8 percentage 
points. As a consequence, the number of married renters went 
down by almost 12 percent at a time when the overall number 
of married couples was growing by 8 percent. The number of 
married renters between the ages of 25 and 29 shrunk by more 
than 31 percent.

The table contrasts the growth in single households overall 
and that of single renters from 1991 to 2001. Also shown are 
U.S. home appreciation rates as measured by the Office of Fed
eral Housing Enterprise Oversight's House Price Index. In years 
when appreciation rates are high, few newly formed single 
households become renters.  

Presumably singles are buying homes because of the attrac
tive investment return. Singles make up almost 38 percent of 
the rental housing market, so if they turn to homeownership 
in large numbers, demand can be seriously hampered.

If single-family homes are defined as detached homes, this 

premise is totally false. From 1991 to 2001, the number of rent

ers in single-family detached homes fell by 6.1 percent. Even 

harder hit were two-to-four unit buildings; the number of rent

ers in these declined by almost 8 percent.

0.4 4.4 On the other hand, the 
number of rental townhomes 

4.8 2.8 increased by 31.7 percent, 
0.6 7.1 the largest growth rate for 
3.9 9.6 any type of structure. Once 
0 12.9 touted as affordable owner

-. -. - occupied housing, single
family condos were being 

converted back to rental housing at a rapid pace. Apparently, 
those who desired a detached home were able to buy one.

Mobility, the tendency to change residences frequently, is 
a major reason many people choose to rent rather than buy.  
If fewer households are moving. homeownership becomes 
more attractive. There is some support for this notion, as the 
percentage of households reporting a move during the previous 
year has declined somewhat in recent years.  

The percentage remained steady from 1991 to 1997 at 17.6 
percent. Since then, it has fallen to 16.1 percent. This is not a 
compelling trend, but may have contributed some to the rise in 
homeownership.

As mentioned previously, it is not higher-income tenants 
who are leaving rental housing. Rather, it is those with lower 
incomes, and younger married couples. This shift is reflected 
in the growth rates of household income for homeowners and 
renters over the period.  

Renter income grew by 2.8 percent from 1991 to 2001 while 
homeowners earned 1.9 percent more. From 1997 to 2001, when 
homeownership rates accelerated, the difference was even 
greater: 4.1 percent for renters and 2.5 percent for owners. Home
owners earn much more than renters, but the ratio of renter-to
owner income has remained around 53 percent since 1997.  

It is no surprise that rental housing has lost some of its ap
peal in recent years. Low interest rates and liberal mortgage 
underwriting have opened the door to homeownership for a 
broader range of households, many who have traditionally 
relied on rental housing.  

Impressive appreciation rates and enhanced tax benefits, 
such as the ability to avoid tax on resale profits, make home
ownership smarter than ever. Consequently, rental housing has 
lost significant numbers of lower-income households, young 
married couples and singles. 4 

Dr. Harris (j-harris@tamu.ediu) is a research econamist with the Real Estate 

Center at Texas A&M University
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In a vibrant and flexible economy, individuals and families 
should have options to buy or rent residential properties to 
suit their circumstances. The advantages and disadvantages 

of buying a residential property rather than renting one depend.  
on a number of factors such as homeownership costs versus 
rental costs, how long one plans to live in the same place and 
what value one places on the convenience, freedom and flex
ibility associated with renting.  

The share of rental properties in a residential market de
pends on a number of socioeconomic factors. These include 
population growth rate, age structure of the population, degree 
of urbanization, regional concentration of the population,
government housing policies, economic 
mobility and the relative cost of renting 
versus owning residential properties.  

The function of the supply side of an 
economy is to meet demand for home
ownership as well as demand for rental 
housing. The latest U.S. Census Bureau 
Community Survey shows that in Tex
as, renting continues to be an affordable 
alternative to buying a home.  

Texas was home to more than 6.9 
million renters in 2002, accounting 
for 32.7 percent of the state's popula
tion (Table 1). The state ranked ninth 
among the 50 states and the District of 
Columbia based on the percentage of 

JU LY 2004.

the population renting (Table 1). The importance of the renter 
population is reflected in the percentage of rented housing 
units in the state's economy. Texas, which is the third most 
populous state after California and New York, ranked third in 
percent of rented housing units.  

In 2002, the average gross rent for specified renter-occupied 
housing units in Texas was $629 per month; the state ranked 
29*11 among states in average monthly gross rent (Table 2). The 
survey defines gross rent as the contract rent plus estimated 
average monthly utility costs (electricity, gas, and water and 
sewer) and fuel costs (oil, coal, kerosene, wood). Specified 
rental units include all renter-occupied (or vacant-for-rent) 
units except single-family houses on ten or more acres.  

The difference between homeownership cost and rent is 
an important factor when deciding whether to rent or buy a 
residential property. Homeownership costs consist of mortgage 
costs (principal, interest and mortgage insurance), property 
taxes, property insurance, and costs of repair and maintenance.

Population Percent 

Rank State Total Own Rent Own Rent 
1 District of Columbia 535,63- 228,473 307,159 42.7 57.3 
2 New York 18,571,545 10,795,742 7,775,803 5S.1 41.9 
3 California 34,292,871 20,121,887 14,170,984 58.7 41.3 
4 Hawaii 1,208,537 712,903 495,634 5).0 41.0 
5 Nevada 2,139,79 1,335,155 804,639 62.4 37.6 
6 Rhode Island 1,030,761 680,369 350,393 6.0 34.0 
7 Oregon 3,444,15. 2,395,801 983,714 6.4 33.6 
8 Alaska 624,25- 417,178 207,074 65.8 33.2 
9 Texas 21,215,49L 14,280,580 6,934,914 67.3 32.7 

10 Washington 59103011 4,040,139 1,890,168 6(.1 31.9 
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Table 2. Average Monthly

4 4.  
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In all states except West Virginia, it is more expensive on av
erage to own a housing unit than to rent one. The gap between 
homeownership costs and rental costs becomes wider as homes 
become more expensive.  In Texas, homeownership is more expensive than renting by 

an average of $158 per month (Table 3). However, the cost 
differential between renting and owning residential proper

ties is just one of several factors to consider. Although it costs 
more to own a home, homeownership costs are relatively pre
dictable and stable, and homeownership offers tax and invest
ment advantages.  

Renter-occupied units with monthly gross rent between 
$400 and $1,250 accounted for 76.4 percent of total renter
occupied units in Texas in 2002, compared with 71.2 percent 
in the United States (Table 4). Rental units with a monthly 
gross rent of less than $400 made up 13 percent of total renter

8

occupied units in Texas, comp _red with 15.3 percent nation
ally. Housing units with a monthly rent of more than $1,250 
accounted for only 3.7 percent :f total renter-occupied units in 
Texas, compared with 7.8 percent nationwide. Renter units oc
cupied without payment of cash rent ("no cash rent" in Table 
4) represented 7 percent of Texas units, compared with 5.7 
percent of U.S. units. These comparisons show that the average 
rental cost per housing unit for the majority of Texas renters is 
lower than the national averages.  

Rental units with gross monthly rents of less than 30 percent 
of renters' incomes accounted for 52.7 percent of renter
occupied housing units in Texas compared with 51.4 percent 
nationally in 2002 (Table 5). Rental units with gross monthly 
rents exceeding 50 percent of renters' incomes accounted for 
18.7 percent of rental units in -exas, compared with the 20 
percent nationwide average (Table 5). Again, comparisons show 

TIERRA GRANDE

44

is..



]SOL.

I.IL

~)

A

'AN

a 
t 

- 4-, 

~-,.

I ,. -.  

.. -~, ~ Y~..
'4.>JULY 2004

72

- -7 -7 F-_
-1

-1-z

~44~ ~

1"> I ~

ii 

4.

that rental housing is more affordable for many renters in 
Texas than for renters nationwide.  

Dallas has the largest proportion of renter population among 
major Texas cities, followed by Houston and Austin (Table 6).  
Austin has the most expensive rental housing, followed by 
Arlington and Dallas (Table 7).  

Dallas County has the largest proportion of renter population 
among Texas counties with populations of 250,000 or more, 
followed by Travis and Harris counties (Table 8). * 

Dr. Anari (m-anari@tamu.edu) is a research scientist with the Real Estate 
Center at Texas A&M University.
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By Steve H. Murdock

ou better start swimmin' or you'll sink like 
a stone, for the times they are a-chan
gin' 

That Bob Dylan lyric is more than a 
1960s anthem; it is axiomatic for those in 
business. Anticipating the next wave of 
demographic change is one way real estate 
professionals can keep their heads above 
perilous waters in a rising tide of 
competition.  

The U.S. Census Bureau is a valuable resource for 
demographics. Among other things, it monitors the number 
of adults, older people and school-age children in each state.  
The numbers reveal major Texas trends relevant to future real 
estate markets and products.  

Census Bureau estimates for 2003 confirm that Texas 
population growth from April 1, 2000, to July 1, 2003, 
was substantial - nearly 1.3 million persons. That 
growth is the second largest number and fourth 
largest percentage among all states.  

Hot Markets for Families 
with Children 

The latest figures show that 
since the year 2000, rough
ly 810,000 persons 18 
to 64 years old,
about 103,000 
persons 65 
years old 
or older and 
353,000 children 
(less than 18 years 
old) have been added to the Texas population. The nu
merical increases in the 18-to-64 and 65+ age groups were the 
second largest in the nation. This is not surprising considering 
Texas is the second most populous state.  

The increase in children in Texas is the largest in the na
tion, far exceeding that of California, the most populous state, 
which added 170,000 and Florida, the fourth largest, which 
added 278,000. The third most populous state, New York, 
recorded a child population decline of more than 157,000. For 
Texas children less than five years old, the growth was particu
larly large, nearly 183,000. Compare that to 57,000 for Califor
nia, 109,000 for Florida and a decrease of 24,000 for New York.  

What do these numbers mean to real estate professionals? 
Although the population is aging and the need for seniors 
housing will increase in the coming decades, Texas continues 
to be home to a large number of children, particularly in the 
youngest age groups. Real estate markets for households with 
children likely will be hot for years to come.  

Today's Texas Mirrors Nation of 2040 
The Census Bureau also has projected the U.S. popula

tion through 2050. These data point to a population that will 
grow from 282.1 million in 2000 to 419.9 million in 2050, an 
increase of 49 percent.  

This sounds staggering but would in fact represent slower 
growth than in recent history (the U.S. population increased by 

10

001

roughly 1.3 percent per year during the 1990s). The new num
bers suggest a growtmi rate among the fastest of any developed 
nation in the world. Equally important are projected substan
tial differences in the growth rates of racial and ethnic groups.  

Non-Hispanic white populations are projected to increase 
from 195.7 million to 210.3 million, an increase of 7 percent.  
Hispanics will grow from 35.6 million to 102.6 million, a jump 
of 188 percent. The black population is projected to add 71 
percent from 35.8 million to 61.4 million. Asians are projected 
to increase 213 percent, from 10.7 million to 33.4 million.  

ll other groups, including multiracial groups, will ac
count for the remaining increase of approximately 12 
million. By 2040, the U.S. population will be only 53 

percent non-Hispanic white (Anglo). By 2050, it will be ap
proximately 50 per:ent Anglo and 50 percent non-Anglo.  

By 2050, Hispanics will account for about 24 percent of the 
population, blacks for nearly 15 percent, Asians about 8 per
cent and all other groups for about 3 percent.  

Texas today is a - eview of the nation as a whole in 2040, 
as 47 percent of the Texas population was inron-Anglo in 2000.  
Techniques and practices developed to address the needs of 
increasingly diverse Texas homebuyers and renters are likely to 
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have national 

applicability in 
years to come. Texas real 

estate professionals who focus 
on these strategies may gain advantages 

in moving in o national markets.  

Not the 1990s Anymore 
The Census E-ireau's est mates of Texas county populations 

as of July 1, 2003, show th! state's population growth has been 
slower in the first few years of this century than in the 1990s.  
The annualized rate was about 1.9 percent from 2000 to 2003 
compared with 1.2 percent for the 1990s.  

The data alsc show that, although the state is still growing 
quite rapidly, the sources of growth have changed. In the 1990s, 
approximately 50 percent cf population growth was from 
natural increase (number c- births minus number of deaths) 
and 50 percent from migration. About 30 percent of migration 
was internatior-al immigration and about 20 percent domestic 
migration from other states.  

From 2000 to 2003, roughly 57 percent of Texas' population 
growth was the result of natural increase, 35 percent from 
international immigration and only 8 percent from domestic 
inmigration from other states. Clearly the post-2000 period is 
not simply a demographic repeat of the 1990s.  

At the same time, the results may be suggesting the beginning 
of a stabilization in Texas' population patterns since 2000. While 
68 of Texas' 254 counties lost population in the 1990s, about 124 
lost population from 2000 te 2001. The latest news indicates that 
only 87 counties lost population between 2002 and 2003.  

JULY 2004

Births, Immigrants Fuel Large Counties 
The numbers highlight important differences between types 

cf counties. Suburban counties, such as Rockwall, Collin, 
Wdliamson, Denton, Fort Bend, Montgomery, Rains, 

Hoys and Bastrop, continue to grow rapidly, with 
growth exceeding 5 percent per year (a rate that 

doubles a population in 14 years). This 
growth resulted in large part from in

creases in domestic migration from 
other states.  

Large metropolitan counties 
tend to fall into two general 
categories. Tarrant and Bexar 
Counties' population increases 
resulted from natural increase 
and relatively similar levels 
of domestic and international 

migration.  
Large central-city counties 

show growth, but that growth is 
largely a product of natural increase 

41 and international immigration, which 
offset the outmigration of domestic 
grants. Harris and Travis counties fit this 

pattern.  
In counties such as Dallas, El Paso, Nueces and 

je ferson, international immigration was not sufficient 
to offset domestic outmigration. Growth in these coun

t-es was entirely attributable to natural increase that offset 
iniration declines. Finally, the numbers show that many rural 
corn:ies, particularly those in the Panhandle and West Texas, 
cntnue :o struggle to retain their populations.  

Domestic Migrants Help Real Estate Most 
igration-produced population increases generally 
impact economic growth more than natural
increase-related population growth. That is because 

-hey nvo ve new households moving to an area - house
holds tha: require a full range of services including a housing 
Unit.  

Domestic migration tends to have the most positive effect 
on economic activity, including real estate, because domestic 
migrants -end to have higher skill levels and incomes than 
intertational migrants. Both domestic and international 
mnigants require housing, but domestic migrants are likely to 
have more money to invest in their homes and thus have more 
posItIve economic effects on real estate markets.  

Real estate professionals should examine population pat
terns in detail with particular attention to the source of 
population growth. Growth remains strong in some areas of 
Texas. In others it is stabilizing or uncertain. Detailed demo
graphic analysis is critical to understanding what may hap
pen to real estate markets in the coming years. Bookmarking 
the. websites of the Census Bureau (www.census.gov) and 
the Texas State Data Center (www.txsdc.utsa.edu) allows 
cuick yet ccmprehensive monitoring of Texas demographic 
charges. 4 

Dr Mlrdock (smurdock@utsa.edu) is a research fellow with the Real Estate 
Oert-r, Lutche: Brown Distinguished Chair in Management Science and 
Stati i.:s in tlie College of Business at the University of Texas at San Antonio, 
aod state dervographer of Texas.  
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on making money in mexico 

Arriaga: I believe the American attendees went to Mexico 
expecting :o get an education and wound up experiencing a 

a *revelation. Along with getting a better understanding of how 
real estate deals are done in Mexico, the Americans discovered 
that some excellent investment opportunities may exist there 
as well.  

As for :he Mexican attendees, I think they were elated that 
Americans have decided to explore Mexico for investment op
portunities. I believe some of the best opportunities for invest
ment in Mexico will be in industrial-warehouse properties and 

S- -d~t !P r 24 D rP the hospitality sector, such as hotels and restaurants.  
Hotels in Mexico typically collect revenue in dollars and 

pay expenses in pesos. This has worked in investors' favor as 
- - the peso has weakened against :he dollar over time. Industrial 

properties will become more important as the two economies 

improve and the level of trade and commerce between them 
1_1 '/I:- increases.
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Arriaga: I think we are starting to witness the polarization of 
U.S. real estate investors. The weak and inefficient ones are 
beginning to fall through the cracks while the institutional 
investors continue to get stronger.  

As with the survival of a species, the best real estate inves
tors are the ones who can adapt rapidly to a changing environ
ment. Our investment horizons are becoming more global in 
scope. Institutional real estate investors seem to be quicker at 
developing the resources to capitalize on the global opportuni
ties that are becoming available, including those in Mexico.  

r m *. . . . . . . . . . . . . . . .Wiin : o ! 

Arriaga: The key to gathering good information and doing 
successful real estate deals in Mexico is partnering. However, 
finding a partner in Mexico is not as easy as it is in the United 
States. Reliable background information is much more difficult 
to acquire.  

Finding the right Mexican partner usually begins with a per
sonal recommendation and a series of meetings to start build
ing a long-term relationship of confidence and trust. While 
Americans often like to move rapidly, Mexicans generally are 
not interested in doing business with Americans until they 
have personally reached a certain comfort level with them.  

Americans must seek out credible, trustworthy real estate 
professionals in Mexico and work with them. By partnering 
with business people of integrity, they are more likely to ob
tain accurate market research in Mexico.  

A great deal of valuable market information can be obtained 
at trade missions such as the one we just attended. As far as 
demographics, the Mexicans have their own version of the U.S.  
Census Bureau, known as INEGI. Much of the data is even 
online. However, I believe the reliability of these data is yet to 
be determined.  

Arriaga: Cash deals are much more common in Mexico than 
in the United States. Financing for real estate projects may be 
available from Mexican banks, but it will typically be much 
more expensive than obtaining U.S. financing. Some Mexican 
developers obtain letters of credit from U.S. banks as well.  
Several American banks located along the border have been 
financing deals in Mexico for many years. This has led to a 
number of strong relationships between U.S. banks and Mexican 
companies.  

Another factor, besides the cost of financing, is the amount 
of time necessary to put a real estate deal together in Mexico.  
It can take up to two or three months total to get an appraisal, 
a title commitment and bank approval for a real estate deal 
across the border. A good banking relationship can cut this 
time in half.  

Remember that banks from several foreign countries, includ
ing Spain and the United States, recently bought out many of 
the Mexican banks. They're bringing in their global expertise 
as well, so don't count out the Mexican banks just yet.

-- 7 

Arriaga: I think Mexican and other Latin American real 
estate professionals have come to realize the benefits to be 
gained from developing a global standard for real estate analy
sis and terminology. For real estate markets to be efficient 
globally, we all have to be on the same page no matter where 
we are doing business.  

For example, some Mexican real estate professionals aren't 
familiar with the common provisions and terminology used in 
commercial lease agreements in tbe United States. I think it's 
great that the Texas Association of Realtors® has made lease 
forms available online in both Sparish and English. Although 
the Spanish version can't be used in Texas, it is an excellent 
guide for anyone in Mexico wanting to understand how an 
American lease is put together.  

More Mexican real estate professionals are going to obtain 
CCIM designations. As they become more familiar with our 
terminology and analytical methods, I think the number of re
ferrals is going to increase dramatically. We will all be talking 
the same language when it comes to real estate. This will be a 
real breakthrough for real estate practitioners in both Mexico 
and the United States. 4 
Dr. Hunt (hhunt@recenter.tc.rnu.edu) is an associate research scientist with the 

Real Estate Center at Texas A&M Universitn
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MO9 R1G1 WS OR tPOI$ 30 N II GLQBAL RAQ 

By Harold D. Hunt 

Thcw u)Zcc IQ oIL cbaI c-ccnc1iilt i tl-f picL up 1ji,* 

&ik1 t10 ihe 1 i lew uc 'rk, he we vci. M'scxice h iuid 

ittscb in the ccnemic sIee lw Inc \hl !jjj er ci 
MCOuntrie like China: and India r~r ahead' at autobahh 

speeds. A number of reasons are cited for Mexico's 

underperformanCE, not the least of which has been 
America' ow W sputtering economic engine.  

The -:.S. economy has begun to improve, putting Mexico at a 
crit cal juncture in tha competition for economic success. Will 
it icerge into the fast lane or be forced into the pit? 

Texans are more than just observers at the race. Mexico's 
future pasitzon in the global economy will have important 
consequences for Texas real estate markets.  

Mexico Versus China 
Th-e speed and frequency of jobs being shuffled around the 

globe has become mind-numbing. Few countries, and even 
fewer jobs (if the press is to be believed) are immune from the 
onslauglit of outsourcing. A survey of 180 U.S. companies 
conducted in March 2004 revealed that 86 percent expected 
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to send more technology-related jobs overseas within the next 

year. This compares to only 32 percent two years ago.  
The most popular outsourcing destination appears to be 

China, with its irresistibly cheap labor. Mexico, like the 
United States and a host of other countries, will continue to 
lose manufacturing jobs to China. It is inevitable. But after the 

smoke clears, will the end result be bad for Mexico or Texas? 
The answer is "it depends." 

Mexico's economic fate is largely in the hands of its politi

cians. The disappearance of the one-party political system that 

once gave Mexican presidents total control is forcing the cur

rent executive branch to work with a fractured legislature to 

implement reforms necessary for global competitiveness.  
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Needed reforms are well defined, and the list is long. It in
cludes creation of a more equitable and predictable tax system 
to increase financial certainty for investors. A government 
policy needs to be implemented to help all businesses, not just 
a select few, become globally competitive. The energy and elec
tricity sectors need to be privatized to increase their efficiency 
through competition. And there needs to be a genuine com
mitment to crafting a 21st century workforce through better 
education.  

Passing the needed reforms will not be easy. Experts are 
divided on whether the politicians will take any action. They 
know that any reform of the system will threaten entrenched 
vested interests. Some argue that the legislature, dominated by 
the PRI party, will delay the reform process until 2006 to deny 
the president's party, the PAN, any political victory before the 
next election. Others argue that rapid globalization has made 
both the PRI and the PAN realize that reforms must be carried 
out now.  Other factors affecting Mexico's economic future, such as 

the wage differential, are largely out of its control. The 

average hourly compensation for Mexican manufactur
ing labor is about one-eighth that of workers in the United 
States. However, the average hourly compensation for Chinese 
manufacturing labor is about one-fourth that of Mexico's.  

If it were simply a matter of cheaper wages, all manufactur
ing would have left for China long ago. Logistical consider
ations, managerial talent, productivity per worker and protec
tion of intellectual property rights also affect a company's 
location decisions. Mexico currently has an advantage over 
China in all of these areas.  

According to Erwan Quintin of the Dallas Federal Reserve 
Board, "Mexico continues to offer unbeatable access to North 
American markets and a workforce more qualified than 
China's. However, there is little doubt that in sectors where 
transportation costs, skill requirements and added value are 
low, China's expanding capacity will erode Mexico's market 
share in North America." 

"The transition of jobs from Mexico to China has primar
ily occurred in textiles, certain electronics and other products 
requiring low-tech, high-labor assembly," says John Adams, 
executive director and CEO of the Laredo Development Foun

dation. Mexican plant managers, having come to the realiza
tion that they cannot compete with China's labor costs, are
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now attempting to move into 
more complex manufacturing pro
cesses that have historically been 
reserved for U.S. manufacturing 
operations.  

The electronics and automo
tive sectors have already begun 
to implement more skilled labor 
and advanced technology in their 
Mexican manufacturing facilities.  
The electronics industry gener
ally carries out research and de
velopment (R&D) activities in the 
United States while often choos
ing to manufacture components 
that need frequent retooling or 
quick delivery in Mexico.  

aterials for the com
ponen ts are generally 
shipped to Mexico from 

the United States duty-free under 
NAFTA. The finished components 
are then distributed throughout 
the world or shipped back duty
free to the United States. Howev
er, manufacturing of commodities 
such as VCRs is usually shifted 
to countries with cheaper labor, 
such as China.  

China and Mexico want to 
increase the number of foreign
owned R&D facilities located 
there, but U.S. companies are 
hesitant to outsource their core 
R&D functions. Delphi currently employs about 2,200 engi
neers in its Juarez R&D facility, according to Eduardo Solis, 
chief of the Office for International Trade and Investment 
Promotion in Mexico. Solis says this is the largest number of 
engineers in one location outside the United States.  

Facilities like Delphi's are still a rarity in Mexico. China has 
started to offer incentives to companies willing to bring R&D 
programs there. However, fear of intellectual property theft is 
one of the top reasons firms cite for bringing their manufactur
ing operations back to Mexico from China.  

Automotive manufacturing of both parts and finished ve
hicles continues to expand in Mexico. Connections between 
U.S. and Mexican automotive operations are strong, and the 
movement toward manufacturing and assembly in Mexico 
probably would have been faster if not for U.S. labor union 
contracts.  One weakness in the past has been lack of local suppli

ers for auto companies assembling in Mexico. Accord
ing to Nick Criss, industrial director for Cushman & 

Wakefield, "In the long run, we'll see more manufacturing and 
less assembly in Mexico. The number of suppliers will in
crease during the next five years, and they will start to supply 
multiple original equipment manufacturers (OEMs) instead of 
just one." 

One OEM, Toyota, has chosen to locate its two newest as
sembly plants in Tijuana, Mexico, and San Antonio, conclud
ing that it is cheaper to build cars here than to assemble them 
in Asia and ship the finished vehicles to the United States.  
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According to Atsushi Niimi, president and chief executive of 
Toyota Motor Manufacturing North America, Inc., "You can't 
always be chasing around to areas with cheaper wages. Eventu
ally, China's wages will go up. We are always striving to reduce 
costs, and the key is to use technology and innovation." 

Worst Case Scenario 
f none of the necessary reforms are carried out and Mexico 
does everything wrong, some companies will still find it 
beneficial to locate in Mexico strictly for its locational ad

vantage and its cheaper wages relative to the United States.  
Goods from Mexico can be shipped anywhere in the United 

States in four days or less, while shipping from China typi
cally takes four to six weeks by ship. If problems or defects are 
discovered in a product in the supply chain, one to four days 
worth of defective inventory is much more manageable than 
four to six weeks worth.  

Furthermore, inventory control technology continues to 
improve. More and more companies are attracted to a "pull" 
system, in which goods are not manufactured or assembled 
until the plant indicates they are needed. A short, predictable 
delivery time is critical for a pull system to work effectively.  

Even under the worst-case scenario, the demand for indus
trial distribution space in Texas is not going to disappear. This 
is especially true for space along the border. Homeland security 
considerations have now guaranteed that international border 
crossings will be required stopping points for all transported 
goods well into the foreseeable future. Historically, commerce 
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has developed well around areas where transported goods must 
stop foi whatever reasons.  

Nevertheless, any decline in the economic viability of Mex
ico will have a negative impact on Texas. A preliminary report 
by Dr. Michael Patrick, director of the Texas Center for Border 
Economic and -nterprise Development at Texas A&M Interna
tional University in Laredo, estimated that nearly four of every 
ten border workers are employed in trade and commerce-related 
activities with Mexico. Statewide, the number drops to about 
one in ten. Patrick's study also estimates that a 1 percent per
manent annual decline in Texas exports, about $417 million, 
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would decrease annual gross state product by $1.2 billion and 

Texas employment by 8,300.  
If Mexico's standard of living does not improve, Texas service 

jobs and retail establishments that depend on visiting Mexicans 
could suffer over the long term as well. Patrick calculates a mere 
1 percent permanent decline in cross-border shoppers would 
cause a $4.6 million loss in annual state sales tax collections.  

Cross-border shoppers from Mexico to the Texas border 
regions (defined as arriving on foot or in a vehicle) accounted 
for $8.8 billion in sales in 2002, the most recent numbers avail
able. The average total sales per cross-border shopper per visit 
was $151.  

Best Case Scenario 
f all of the necessary reforms are implemented and Mexico 
transitions into more high-value, capital-intensive manu
facturing, wages per employee should rise, but the num

ber of manufacturing jobs will decline. The United States 
has faced this situation for years. As technology increases 
productivity in the workplace, machines begin to replace 
people who must then retrain for other jobs in the economy 
or face a lower living standard. This is part of the "creative 

destruction" re
quired for dynamic 
economies to adapt 
and expand over 
time.  

With higher wages, 
the remaining manu

facturing workers 
ki ' should have a higher 

standard of living, in
creasing the demand 

for better homes, bet

ter cars and a myriad 
of services and conve
ii ences. Assuming 
Mexicans will be al
lowed to easily enter 
and exit the United 
States, many of these 
services will be pur
chased in Texas.  

Under this sce
nario, commerce 
between Texas and 
Mexico should 
increase dramati
cally. As a result, the 

A Ldemand for all types 
of Texas real estate 

should continue to increase as well. A more affluent Mexican 
population will consume more goods and services in both 
Mexico and Texas.  

Whether Mexico can compete with China and the rest of 
the world in the race for a significant share of global outsourc
ing has yet to be decided. A strong finish by Mexico, however, 
would likely prove an excellent outcome for Texas real estate 
markets as well. 4 

Dr. Hunt (hhunt@recenter.tamu.edu) is an associate research scientist with 

the Real Estate Center at Texas A&M University.  
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3y Judon IamDrough I ncicents of personal injury, death 

and proDerty damage caused by 
domest-c animals, primarily dogs, 

are on the rise. Texas courts presently 
are expaning liability beyond pet own
ers and keepers to landlords and property 
owners' ssociations.  

:omnon law (case law) does not 
include specific laws pertaining to dog
Dwner lia-ility but includes them under 
the general rules regarding liability for 
domestic animals. Under common law, 
owners or keepers are strictly liable for 
personal injuries or death caused by a 
domesticated animal in their care when 
the following can be proven: 

" The animal possessed a dangerous 
or vicious propensity abnormal to 
its class.  

* The owner or keeper knew or 
should have known about the 
animal's dangerous propensity.  

" The animal's dangerous propensity 
caused personal injury or death.  

Case Lw is not clear on the definition 
of "dangerous or vicious propensity" o: 
or when and how the owner or keeper 
acquires knowledge of this propensity.  
There is some truth to the old adage that 
"every dog has a free bite," meaning nc 
liability fcr injury attaches to the owner 
until the animal demonstrates a dange--
ous tendency. However, growling, snarl
ing or other aggressive behavior could 
indicate a vicious propensity without the 
dcg actually biting or mauling someone.  

The ruling in one case held that 
knowledge of an animal's habits can be 
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shown through testimony regarding the 
animal's reputation for being vicious and 
its tendency to bite. In another case, the 
court ruled that an owner's awareness of 
a dog having killed a bird did not demon
strate knowledge of a vicious propensity 
to injure people.  

Lewis v. Great Southwest Corporation 
involved a goat butting a child at a pet
ting zoo. The parents sued. Because no 
evidence indicated any of the goats at the 
zoo had ever demonstrated a dangerous 
propensity, the amusement park avoided 
liability. In this case, the court classified 
the goats as "domesticated animals," not 
wild animals. There's a vast difference.  

Owners or keepers of wild animals 
such as lions, tigers and wolves face a 
different standard for personal injuries.  
The law presumes that owners or keep
ers of wild animals know the animals 
have a vicious or dangerous propensity 
and, therefore, holds them liable for 
injuries or deaths caused by the animals.  
Proof of prior knowledge is irrelevant.  
In the Lewis case, had the courts viewed 
the goats as wild animals, the amuse
ment park may have been liable.  

Two Narrow Defenses 
Strict liability, sometimes referred to 

as liability without fault, imposes a high 
standard of care on animal owners and 
keepers. The courts recognize two nar
row defenses. The first involves the legal 
status of the injured party, the other the 
assumption of the risk.  

Case law does not clearly describe 
what duty owners and keepers of wild 
and domestic animals have to protect

trespassers. Generally, landowners owe 
no duty to trespassers except to avoid 
injuring them willfully, wantonly or 
through gross negligence. However, 
landowners may use force in self-defense 
and to protect property from criminal 
mischief at night.  

Consequently, if a vicious guard dog 
attacks a trespasser who has entered a 
property to injure the occupants or to 
steal their property at night, no liability 
arises. However, if a vicious dog bites a 
trespasser during the day within a fence 
designed to contain the animal, the court 
could find the owner liable for gross neg
ligence. More definitive rules are needed 
in this area. So far, no Texas appellate 
cases have held the owner or keeper 
liable for attacks on trespassers within 
an enclosed area designed to contain the 
animal.  

he other defense, the assumption 
of the risk, causes considerable 
confusion. The Texas Supreme 

Court ruled in 1974 that the assumption 
of the risk is no longer a valid defense 
to strict liability. However, subsequent 
appellate cases appeared to disregard the 
high court's decision. Eventually, the 
courts clarified the issue by recognizing 
two distinct types of assumption of risk, 
express and implied. Only one consti
tutes a valid defense to strict liability.  

An express assumption of the risk 
occurs when a person consents orally 
or in writing to take responsibility for 
exposure to potential injury-causing 
conditions. These take on the form of 
save-and-hold-harmless agreements as 
consideration for entering property. This 
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type of agreement is common to sportin 
activities - a person signs an assumption 
of-risk agreement as a condition to par
ticipate in a sporting event. An express 
assumption of the risks is a valid defens 
to strict liability.  

An implied assumption of the risks is 
not a valid defense. An implied assump
tion occurs when a person's willingness 
to take responsibility is indicated by his 
or her actions and conduct. For example 
if a property owner posts a "Beware of 
Dog" sign at the entry to the property, 
anyone entering impliedly assumes the 
risk by his or her conduct.  

Liability for Negligence In 1974, the Texas Supreme Court 
ruled in Marshall v. Ranne (511 
SW2d 25) that liability for do

mestic animals with a vicious propen
sity must be based on strict liability.  
The court did not address liability for 
domestic animals having no vicious prc 
pensity. Can the owner or keeper 
still be liable for negligence absent 
a vicious propensity? 

In a 1994 case, a mail carrier was 
startled by a dog hiding in the bushes 
next to a house. The carrier tripped 
and hit his head. The dog did not at
tack and had no history of vicious 
behavior. Even so, the court held the 
owner liable for negligence.  

The court's ruling stated that dog 
owners "may be liable for injuries 
caused by a dog even if the animal is 
not vicious, if the plaintiff can prove 
that the owner's negligent handling 
of the animal caused the animal to 
injure the plaintiff" (Dunnings v.  
Castro, 881 SW2d 559).  

Contributory negligence can be 
raised as a defense to common law 
negligence. The plaintiff's recovery of 
damages is reduced by the degree (or 
percent) that he or she contributes to 
the injury. Suppose the mail carrier suf 
fered $10,000 in damages from the fall.  
If the jury finds the carrier 30 percent 
responsible, the judgment would be 
reduced to $7,000. When the plaintiff's 
responsibility exceeds 50 percent, no 
recovery is allowed.  

Common law liability for domestic 
animals now rests on two legal theories 
If the animal has a history of dangerous 
behavior, the owner or keeper may be 
strictly liable for any personal injuries 
or deaths caused by that animal. If the 
animal has no vicious or dangerous pro
pensities, the owner or keeper may still 

JULY 2004

g be liable for negligently failing to prevent Althou 
foreseeable harm to an individual. about dog 

Landlord and POA Liability the comn 
out this d 

In recent years, the courts have ex- landlord 
tended liability beyond the dog owner or In a cas 
keeper. A Harlingen man injured his knee ton Cour 
when a dog darted in front of his bicycle. involving 
The man, thinking the dog was attacking, family dv 
lost control and crashed. The knee had to (Batra v.  
be replaced. The dog had no history of a The rent, 
vicious or dangerous propensity. on the pr 

The jury awarded the plaintiff $1.8 consent.  
million. The judgment was split between reside on 
the dog owner and the homeowners as- his moth 
sociation overseeing the property where property 
the owner resided. Evidently, the court Genera 
felt that the homeowners association, by the side ( 
not enforcing its leash laws, contributed it was no 
to the plaintiff's injuries. The case was attack. A 
not appealed. Georgina 

In 1994, the Houston Court of Appeals the dog v 
heard the case of Baker v. Pennoak Prop- her frien 
erty (874 SW2d 274). The case involved the hous 

Even if an animal has 
no vicious or dangerous 

pro densities ,the owner or 
keeper may still be liable 

for failing to prevent harm 
to an individual.  

an apartment complex that allowed family d 
tenants to walk their dogs in a common third par 
area. During such a walk, one tenant's knowled 
dog bit another tenant. The victim the prop 
sued the apartment complex for failing sity and 
to keep the area safe. The dog was not premises 
leashed at the time, but dogs were not re
quired to be leashed in the common area.  

The appellate court ruled the landlord W 
had a duty to keep the common area the dog's 
reasonably safe, including protecting the case* 
tenants from dogs having known vicious strict Ila 
propensities. To recover under these cir- edge is n 
cumstances, the plaintiff must prove: which la 

* the injury occurred in a common ings are 
area under the landlord's control and 

* the landlord knew or should have Fambroug 

known the dog had a vicious ber of the 

propensity.

gh tenants had voiced concerns 
s in general being walked in 
on area, no reports had singled 
og as being dangerous. The 
avoided liability.  
e of first impression, the Hous
t of Appeals ruled on a case 
a landlord who rented a single
elling to a family with children 

Clark [110 SW3d 126 2003]).  
l agreement prohibited pets 
emises without the landlord's 
The tenant's son, who did not 
the premises, frequently visited 
er and brought his pit bull. The 
was fenced.  
lly, the dog was chained on 

)f the house during visits, but 
t chained on the day of the 
friend came over to play with 
,the tenant's daughter. Because 
as loose, Georgina instructed 

I to distract the dog in front of 
e so Georgina could safely exit 

through the back gate. The 
friend complied, but the agi
tated dog jumped the fence 
and bit the friend numerous 
times. The friend's parents 
sued both the tenant and the 
landlord.  

At trial, evidence indicated 
the landlord, who was work
ing on the roof at the time, 
heard the dog barking, but he 
did not see the dog nor have 
any knowledge of its danger
ous character. Even so, the 
trial court held the landlord 
partially liable for negligence.  
On appeal, the landlord was 
exonerated.  

A landlord of a single
welling is liable for injuries to a 
ty when the landlord has actual 
ge of the animal's presence on 
erty and its vicious propen
has the ability to control the 

hat is interesting about this 
case is that the appellate court 
required prior knowledge of 
vicious propensity even though 

was based on negligence, not 
ability. Evidently, prior knowl
ow required in instances in 
ndlords of single-family dwell
sued for negligence. 

h (judon@recenter.tamu.edu) is a mem
tate Bar of Texas and a lawyer with the 

e Center at Texas A&M University.  
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Home sales have been unusually strong in recent years in part 
because mortgage financing has expanded to allow those in 
underserved markets to become homeowners in unprecedented 
numbers. Until recently these markets, which consist primar
ily of ethnic minorities, have been underserved because many 
of their members do not fit the profile traditionally favored by 
lenders. Often they are hard-pressed for cash and either have an 
inconsistent credit history or none at all.  

For borrowers with impaired credit, a segment of the mort
gage industry has ventured into subprime lending - mortgage 
loans for those who do not qualify for the best terms. Subprime 
loans carry higher interest rates and closing costs and a higher 
risk of default.  

20

Subprime lending has become a major growth industry.  
The volume of su-prime originations went from $35 million 
in 1994 to S140 million in 2000 - from 4 to 13 percent of 
total mortgage originations nationally. Subprime loans are an 
important element of a "complete" mortgage market aimed at 
maximizing homeownership.  

Lenders categorize mortgage borrowers by their FICO (Fair 
Isaac Co. scores, which predict a person's likelihood of default
ing on a loan based on past credit use. The highest FICO score 
is 850, and the median score nationally is 720. Subprime bor
rowers have scores below 570.  

Because subprime borrowers lack the alternatives open to 
those witn good credit, they are more vulnerable to unscrupulous 
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lenders. Subprime borrowers also tend to have little experi
ence with financial matters, including homebuying. They have 
probably been turned down for a loan, making them less likely 
to suiop around for the best terms.  

While most subprime lenders are reputable, offering terms 
appropriate for the risk inherent in the loan arrangement, the 
temptation to take advantage is too strong for some. So-called 
'lprEdatory lenders" use a variety of techniques to defraud and 
overcharge borrowers. In some cases, they intentionally try to 
overburden the borrower in the hope of obtaining the home 
through foreclosure.  

Predatory lending has become widespread and notorious 
enough to have engendered legislation at the national and local 
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levels. However, efforts to stamp out predatory lending prac
tices threaten to limit subprime borrowers' access to financial 
markets.  

Predatory Lending Difficult to Spot 
Distinguishing a predatory loan from a fair subprime loan is 
not easy. A loan is considered predatory if a borrower armed 
with adequate knowledge of the marketplace would not ac
cept it. A loan with a high interest rate is predatory if the 
borrower could get a comparable loan elsewhere at a signifi
cantly lower rate. Loan terms are predatory if the borrower 
could get a loan with better terms or without these restric
tions elsewhere. A number of practices are associated with 
predatory loans.  

Equity stripping. This technique is employed in loan refi
nancing. The lender persuades the borrower to take on a loan 
he or she cannot afford. The lender charges excessive fees, 
points and other closing costs and allows them to be financed 
into the loan. Consequently, the loan may be close to or ex
ceed the current value of the home. The object is to cause the 
borrower to default so the lender acquires the home through 
foreclosure.  

When the borrower can no longer make the monthly pay
ment, he or she discovers that the outstanding debt on the loan 
is greater than the proceeds to be gained from selling the home 
and has no choice but to default. Some of these loans also have 
punishing prepayment penalties, making repayment of the loan 
even more unlikely.  

Deceptive marketing and servicing. An aggressive loan of
ficer might tell prospective borrowers that they need a sub
prime loan when, in fact, they qualify for a regular loan with 
much better terms. Borrowers end up paying excessive fees and 
points and an above-market interest rate.  

Sometimes the deceptive sales pitch is part of a "bait and 
switch" effort. The lender draws in customers with the prom
ise of an attractive interest rate. Once the customer shows up, 
the lender tells them they do not qualify for the advertised loan 
but do qualify for a higher-cost loan.  

Deceptive servicing involves keeping inaccurate records 
of what the borrower owes. Errors are always in the lender's 
favor, inflating the loan balance.  

Loan flipping. Mortgage brokers may pressure homeown
ers into refinancing their mortgages when interest rates fall.  
Instead of reducing the debt burden, each refinancing raises 
indebtedness while generating lucrative fees for the broker.  

Loan packing. This predatory technique involves making 
a new loan with unnecessary fees and cost items, including 
credit insurance that is of little benefit to the borrower.  

Negative amortization and balloon loans. These techniques 
are not predatory per se, but can be used to trap a homeowner 
into refinancing or foreclosure to the advantage of the un
scrupulous lender. A loan with a rising principal balance may 
appear more affordable than it is, pushing the borrower further 

21



into debt. A large balloon payment forces the borrower into a 
costly refinancing.  

Common Abuses Outlawed 
The obvious solution to the problem of predatory lending 
would seem to be a more educated and sophisticated mortgage 
consumer. HUD and a number of public interest organizations 
are promoting awareness among borrowers and groups most 
susceptible to the schemes.  

Federal, state and local governments have outlawed the most 
common abuses. At the federal level, October 2002 revisions to 
the 1994 Homeownership and Equity Protection Act (HOEPA) 
ban specific practices when lenders make "high-cost" mortgage 
loans.  

Most first mortgages with an annual percentage rate more 
than 8 percentage points above the long-term treasury security 
yield (for example, a rate more than 12 percent when treasuries 
are 4 percent) and second mortgages 10 percentage points above 
are subject to the law. In these cases, originators must provide 
the following disclosures: 

" notice to the borrower that the loan application process 
need not be completed just because an application has 
been filed, 

* warning that default on the loan may result in loss of the 
home and 

" all other disclosures required by Truth in Lending and 
Real Estate Settlement Procedures Act (RESPA).

The law prohibits or places severe limitations on the follow
ing practices: 

. balloon payments, 
* negative amortization, 
. raising the rate after the borrower defaults, 
* prepayment penalties beyond the first three years of the 

loan term, 
. call provisions that allow the lender to demand repay

ment of the loan at any time even though the borrower 
has not defaulted, 

* granting a loan without regard for the borrower's ability 
to afford the loan, 

* encouraging the borrower to refinance the loan with 
another high-cost loan at no benefit to the borrower ("loan 
flipping") and 

* portraying a closed-end mortgage loan as an open-end line 
of credit.  

Because of perceived shortcomings in the federal law (it is 
restricted to high-cost loans and imposes relatively mild penal
ties), several state and municipal governments have enacted 
their own laws. Most of these are patterned after the Model 
Home Loan Protection Act promoted by AARP.  

The act prohibits the following practices in origination and 
maintenance of all mortgage loans: 

. financing into the loan premiums for insurance policies 
that pay off the loan balance when the borrower dies or is 
disabled,
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. loan flipping, 

. lender counseling the borrower to default on the loan, 

. charging excessive fees for late payments, 
* call provisions and 
. charging a fee to provide information on the loan balance.  

AARP's model act bans another group of practices for high
cost mortgage loans. Loans subject to the act have more strin
gent thresholds than those for HOEPA: interest greater than 6 
percentage points over the five-year treasury security yield for 
first mortgages or 8 points over for second mortgages and loans 
on manufactured homes.  

An unusual number of points and fees may also cause a 
mortgage to be classified as high cost. For these loans, the fol
lowing are prohibited: 

* financing the points and origination fees into the loan 
balance, 

. unreasonable prepayment penalties, 
* balloon payments, 
* negative amortization, 
. rate hike upon default, 
. mandatory arbitration on disputes with borrower waiving 

right to a court proceeding, 
* origination without regard to borrower's ability to pay 

back the loan, 
. charging the borrower to rework the loan provisions or 

temporary forbearance of default and 

. nonjudicial foreclosure.

Because the act is a model for state and local governments, 
violations may be prosecuted under existing law dealing with 
fraudulent or misleading commercial acts. This may result 
in the lender's forfeiting the right to repayment of the loan or 
even double or triple damages.  

A loan is considered predatory if 
a borrower armed with adequate 

knowledge of the marketplace 
would not accept it.  

Controversy Remains 
To most observers, HOEPA and its state and local counter

parts might seem reasonable and effective in halting preda
tory loan abuses. However, the application of these laws has 
resulted in some controversy.  

It is difficult, if not impossible, to design a law that applies 
only to clear cases of abuse. Any blanket prohibition runs the 
risk of outlawing arrangements that are voluntary on the parts 
of both lender and borrower and are necessary to extend credit 
to those who cannot qualify for the best terms.

Unscrupulous lenders are not the only 
ones who have found ways to prey on 
unsuspecting homebuyers. There are 
"predatory sellers" too. These predators 
take advantage of those with limited 
knowledge and means.  

One technique used to sell low-cost homes to buyers with no 
established credit is through use of a contract for deed. Exploi
tation of contracts for deed prompted changes to the Texas 
Property Code in 2001. Most of the techniques used by preda
tory sellers are now illegal.  

Contracts for deed often are called "land contracts" because 
they are a relatively common method for selling undeveloped 
tracts. A contract for deed essentially allows the buyer to pay 
for the property in a series of installments. Each installment 
includes an interest and principal payment.  

The main difference between a contract for deed and a mort
gage loan used for most home purchases is that with a contract 
for deed the homebuyer has no legal interest in the property 
until the entire principal is paid. This arrangement provides 
the seller maximum security and, therefore, is appropriate for 
sales to buyers with no credit history or bad credit history.  

Predatory sellers have used the contract for deed to hide high 
interest rates and inflated prices while avoiding the consumer 
disclosures and safeguards required when commercial lenders 
are involved. Even worse, however, is the practice of closing 
out these contracts after the buyer has made most, but not 
quite all, of the payments.  
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There are a number of ways the buyer may default. Someone 
honestly trying to sell the home might work with the buyer to 
resolve problems. The predatory seller will look for violations 
or even fabricate them in hope that the buyer has failed to keep 
good records. When the buyer defaults on the contract, the 
seller gets the home back, and the buyer is left with nothing.  

Another technique predators use involves buying poor qual
ity homes at rock bottom prices, applying cosmetic improve
ments and selling them to the unwitting at significantly higher 
prices. The sellers commonly offer seller financing and tech
niques such as taking the buyer's existing house as a trade-in.  
These practices help disguise the fact that the buyer is overpay
ing for the home.  

Predatory sellers are adept at setting up sales so that the 
buyers end up with a monthly payment at or below the level 
of their current rent. Ads promise a low down payment but do 
not mention that the earnest money deposit (usually several 
thousand dollars) is nonrefundable. Someone who is talked 
into a contract and later thinks better of it cannot get out 
without losing the deposit. Nevertheless, the buyer most often 
is satisfied until they have to sell or something happens to the 
home. Then they discover the property is worth much less 
than they owe on the loan.  

Stopping such predators is not easy. The perpetrators gener
ally are unlicensed and beyond the jurisdiction of state au
thorities. The practices may run afoul of the Deceptive Trade 
Practice Act, but enforcement requires a civil lawsuit by the 
buyer. People targeted by these sellers usually are not in a posi
tion to file a lawsuit.  

For more information, see "New Rules Govern Contracts for 
Deed" at www.recenter.tamu.edu/pdf/1547.pdf.  
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Laws that apply to all high-cost loans bring all subprime 
loans under scrutiny. That means subprime lenders are limited 
in the provisions they can place on loans and are subject to 
additional reporting requirements and disclosures. There is 
a heightened chance that subprime loans will run afoul of 
the law through processing mistakes or lenders' insufficient 
knowledge of the requirements. For these reasons, the avail
ability of subprime loans could be constrained by stricter laws.  

According to James Carr, Editor of Housing Policy Debate 
at Fannie Mae, the distinction between subprime and preda
tory lending is "murky," having more to do with the lender's 
intentions than with actual practices. There is a hard-to-define 
line between loan provisions meant to protect the lender from 
borrower irresponsibility and those that unscrupulous lenders 
use to commit fraud aimed at the financially unsophisticated.  

Why is it important to protect subprime lending from the ad
verse repercussions of antipredatory lending legislation? First, 
not everyone has access to mainstream lending institutions. In 
lower-income communities, an array of "fringe lenders" serve 
the needs of residents who cannot afford or do not trust banks 
and credit unions. To those accustomed to dealing with pawn
shops and payday loan companies, the terms on subprime 
loans do not seem so outrageous. The extension of credit 
to those with impaired credit histories or lack of verifiable 

LAWS DESIGNED 
to deter predatory 

lending practices 
may make it 
difficult for 1 

legitimate suhprime 
lenders to offer 

loans to borrowers 
with impaired 

credit.  

income has been instrumental in raising homeownership rates 
to record levels.  

Have antipredatory lending laws caused a decline in sub
prime loans? A study conducted by the Center for Community 
Capitalism at the University of North Carolina concludes 
that the state's antipredatory lending law has reduced loans 
containing abusive terms without damage to subprime credit, 
citing a 31 percent increase in subprime loans in the state 
since the law passed. Conversely, the U.S. Comptroller of the 
Currency said that loan originations to subprime borrowers in 
North Carolina declined by 30 percent in the 18 months after 
the law's passage.  

Who is correct likely depends on how the numbers were 
selected. Nevertheless, the secondary market is showing some 
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signs of avoiding loans from areas that have adopted stringent 
antipredatory lending laws. A study of Chicago and Phila
delphia loan originations presents clear evidence that their 
antipredatory lending laws have significantly reduced subprime 
lending and impaired minority residents' access to mortgage 
credit.  

Broader Perspective 
Focusing in on a specific problem may sacrifice perspec

tive. Legislation aimed at curbing predatory lending assumes 
that subprime loan borrowers are the only ones who are taken 
advantage of and, therefore, the only ones who need to be 
protected.  

University of Pennsylvania professor Jack Guttantag points 
out that shopping for a mortgage is a difficult job and is com
plicated by a mortgage market that: 

" offers a wide array of loan terms with varying prices, 
. changes rates and other terms frequently, 
. has prices affected by rebates from the lender to the mort

gage broker, 

" offers unreliable interest rate locks and 

* offers closing costs that are not fixed, or even predictable, 
at the time of loan application.  

Consequently, it takes a 
great deal of sophistication 
to shop for a mortgage loan.  
Almost everyone is a victim 
to some extent of the not
always-upfront marketing 
practices of loan originators.  

Guttantag's suggested 
solution to the problem is 
to turn mortgage brokers 
into buyer's agents and let 
them shop for the best deal 
for their principals. The bro
ker would be compensated 
only by a fee paid by the 
borrower, with no hidden 
rebates or speculating on 
interest rate swings. The 
broker would use skill and 
knowledge to get the best 
deal for the client, be it a 
subprime borrower or the 
richest person in town.  

There are signs that the 
subprime lending boom has peaked. High rates of delinquency 
and default have cut into the sector's profitability. As interest 
rates rise on prime loans, the attraction of subprime lending 
will diminish for lenders. The Federal Housing Administration 
and the secondary market may be less willing to take on the 
higher-risk loans as federal deficits rise and investors react to 
the scandals at Freddie Mac and Fannie Mae.  

A full legislative assault on subprime lending practices 
would be one more reason for lenders to pull out of this sector.  
How much of the entry-level housing market would be lost 
through contraction of credit availability remains to be seen.4 

Dr. Harris (j-harris@.tamu.edu) is a research economist with the Real Estate 
Center at Texas A&M University.
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E RL JS MP7e cal estate brokers and salespersons 
r operating as independent contracN tors are considered self-employed 

for tax purposes, rather than employees.  
Self-employment status applies whether 
the broker owns a firm or is associated 
with one owned by others.  

One key distinction is that self
employed taxpayers must pay taxes on 
their net self-employment income at tax 
rates which are twice the FICA (social 
security and Medicare) rates applicable 
for employees. Both self-employment 
taxes and regular income taxes are paid 
on net self-employment income.  

Brokers need to anticipate their self
employment tax liability to accurately 
compute quarterly estimated tax pay
ments. Tax penalties may be imposed if 
estimated payments are not sufficient to 
cover both the regular income tax and 
the self-employment tax.  

To compute net self-employment in
come, subtract business expenses (e.g., 
automobile, advertising, 50 percent of 
meals and entertainment) from gross 
commissions. The tax form used for 
this computation is Schedule C. Net 
income computed on Schedule C is 
included in adjusted gross income on 
the front page of Form 1040 for income 
tax calculations. Schedule C net income 
is also included on Schedule SE, the self
employment tax computation form. Both

The example assumes a broker's net in
come is $125,000. Net income is automat
ically reduced by 7.65 percent to calculate 
the adjusted amount of net income poten
tially subject to self-employment tax.  

As the table shows, the self-employment 
tax is composed of two parts - OASDI 
(social security taxes for old age, survi
vor's and disability insurance) and MHI 
(Medicare health insurance). The cap, 
or maximum wage base, for OASDI is 
$87,900 for 2004. In contrast, the limit 
was $76,200 in 2000. Employee wages, 
if any, are subtracted from the OASDI 
maximum as FICA taxes would have 
already been withheld by the employer.  
Under current tax law, there is no limit 
on the MHI portion of the tax, and it is 
unaffected by employee wages.  

The self-employment tax rate for 
OASDI is 12.4 percent. This rate is 
applied to the smaller of the adjusted 
maximum base or adjusted net income 
from self-employment. The MHI rate is 
2.9 percent and is applied to all adjusted 
net income regardless of its size. Note 
that adjusted net income for the broker 
in the example is $115,437. Because this 
amount exceeds the $87,900 OASDI 
maximum, the OASDI 12.4 percent rate 
is applied only to $87,900, resulting in 
OASDI tax of $10,900. In contrast, 
the MHI 2.9 percent rate is applied 
to the entire $115,437, producing

an MHI tax of $3,348. The broker's 
total self-employment tax is $14,248 
($10,900 plus $3,348).  

Although the self-employment tax 
raises taxes for most brokers, its cost is 
reduced somewhat because one-half of 
the tax becomes a deduction for regular 
income tax purposes. For example, the 
broker with $125,000 net income and 
$14,248 self-employment tax is allowed 
a $7,124 deduction for purposes of com
puting taxable income.  

ssuming this broker is in the 28 
percent marginal tax bracket for 
regular income tax purposes, the 

deduction provides tax savings of $1,995 
(28 percent of $7,124). Thus, the net in
crease in tax liability associated with the 
self-employment tax becomes $12,253 
($14,248 less $1,995), reflecting an effec
tive self-employment tax rate of nearly 
10 percent in this example (9.8 percent 
is the actual effective tax rate, equal to 
$12,253 divided by $125,000).  

As demonstrated here, the self
employment tax can be complicated.  
For specific tax advice, consultation 
with an accountant or tax attorney is 
recommended. 4 
Dr. Stern (stern@indiana.edu) is a research fellow 

with the Real Estate Center at Texas A&M Uni

versity and a professor of accounting in the Kelley 

School of Business at Indiana University.

Schedules C and 
SE are attached 
to Form 1040 for 
filing purposes.  

Annual infla
tion adjustments 
increase the self
employment tax 
each year. More
over, recent tax 
legislation has 
removed the up
per limit on part 
of the tax. The 
table illustrates 
how the self
employment tax 
is computed.  

JULY 2004

Net income from self-employment 
Less 7.65% x $125,000 
Adjusted net income from self-employment 

2004 Maximum tax base 
Less: wages up to base 
Adjusted maximum base 

Lesser of adjusted maximum base or 
adjusted net income from self-employment 

x Tax rate 
Self-employment tax 

Total self-employment tax = $14,248

$125,000 
9,563 

$115,437 

OASDI MHl 
(FICA) (Medicare)

$87,900 
0 

$87,900

87,900 

12.4% 
$10,900 

($10,900 + $3,348)

No maximum base 

$115,437* 

2.9% 
$3,.348

5UM FW' MU V4WU U 1

COPIPUTRTION OF SELF-ElPLOYlENT TRX

*The entire adjusted net income from self-employment is taxable. There is no maximum base 
(i.e., no upper limit) on the MHI (Medicare) portion.
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Sixty years ago, economist Joseph Schumpeter described the 
American capitalistic system as a "process of creative destruc
tion." He recognized that innovation is the key driver to suc
cess. New products, new ways of making things, new means of 
communication, new methods of offering services to custom
ers all compete to make old methods obsolete.  

Amid this vortex of creative destruction, economic condi
tions and governmental policies are always changing. The 
National Association of Business Economics held its 2004 
Economic Policy Conference in Washington, D.C., to assess 
the major factors buffeting American businesses. This article 
summarizes the issues and ideas presented at the conference.  

Job Growth Ahead 
The United States is currently in a period of high growth in 

productivity, according to Secretary of the Treasury John Snow.  
Productivity leads to abundance and higher standards of living, 
but at the current pace, generating job growth is difficult.  

Business surveys indicate that hiring will pick up. Private 
sector economists are forecasting good job growth in the next 
12 months. The Bureau of Labor Statistics' household sur
vey of employment indicates a considerable increase in the 
self-employed, Secretary Snow said. He speculated that the 
Internet has decreased the transaction cost of doing business, 
allowing more small businesses to successfully compete with 
bigger firms.  

26

Will the deficit lead to higher interest rates? Snow remarked 
that if experts believe deficits will be imbedded in financial 
markets, they exact a price through higher interest rates. The 
low interest rates in the current credit markets reflect a belief 
that deficits will not be extended indefinitely.  

Greg Mankiw, chair of the president's Council of Economic 
Advisors, noted a number of positive indicators. Net worth of 
U.S. households hit a record high recently because of a higher 
stock market and the surge in housing prices. Productivity 
is not only causing a rise in real wages but also is enhancing 
corporate profits.  

According to Mankiw, the tax cuts have stimulated con
sumer spending and need to be made permanent to further 
expand the economy. Most signs indicate that the economy 
will increase significantly in 2004.  

Free trade is essential to future prosperity, Mankiw stressed.  
It creates jobs, but it also causes some jobs to be eliminated.  
Public policy needs to be crafted in a way that helps people 
retool for the next generation of jobs.  

Profit Margins Increasing 
Donald Kohn of the Federal Reserve Board of Governors as

serted that the economy "has made the transition from weak 
to solid growth in demand." He noted several factors suggest
ing that demand will increase in the near future.  

Overinvestment in the 1990s, Kohn said, has led to excess 
physical capital that has finally been worked off in most sec
tors. Corporate balance sheets have been restored with lower 
interest rate loans, resulting in higher profit margins. House
hold wealth has increased along with house prices and stock 
values. The decline in the value of the U.S. dollar relative to 
the euro will lower imports and increase exports. Higher pro
ductivity will ultimately lead to higher wages.  

The extraordinary growth in supply is another trend. Kohn 
noted that changes in potential supply have been "among the 
most important influences on the behavior of the economy 
over the past ten years." Demand has fallen well below the 
economy's productive potential in recent years. Some of these 
supply changes are just one-time process enhancements, Kohn 
said, while others are permanent.  

One-time changes include use of newly acquired technol
ogy and more efficient use of the existing workforce. Ongoing 
changes stem from the low cost of technology and invest
ment capital. Not only are machines and computers faster and 
cheaper, but the interest rate to borrow money is low.  

Higher Interest Rates Likely 
Capital investment enhances productivity. Kohn noted that 

if America continues to see large increases in productivity, ag
gregate demand will need to expand to produce job growth.  

According to Kohn, the risk of inflation and deflation is now 
balanced, but three scenarios could contribute to upward pres
sure on prices: 

. if higher energy prices are passed through to other goods, 
" if bottlenecks occur in the supply pipeline of inputs and 

e if the drop in the U.S. dollar increases prices of imports.  

So far, the lower dollar has not resulted in higher prices of 
imports as foreign companies have absorbed the change with 
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lower profits. Kohn said the slack in factory use and intense 
competition for jobs will keep wage inflation in check.  

As the output gap narrows, higher interest rates are likely. A 
considerable output gap currently exists, and unused capacity 
is high enough to support stable prices for the near future. The 
implication is that the Fed is unlikely to raise interest rates 
substantially in the immediate future.  

Easy monetary policy has contributed to the rise in asset 
prices. A move to a more neutral interest rate policy (that is, 
higher interest rates) will likely have an impact on asset prices.  
Low interest rates have caused stock prices and real estate to 
rise substantially as investors search for alternative invest
ments. When rates begin to rise, the value of commercial real 
estate may be hurt.  

U.S. Dollar Must Fall 

Michael Rosenberg, managing director and global head of FX 
research for Deutsche Bank, addressed foreign exchange issues.  
Despite a huge current account deficit, he said, U.S. interest 
rates have gone lower. It appears that interest rates are below 
equilibrium levels. This encourages speculation in stock, bond 
and real estate markets. By conventional yardsticks, the cur
rent fed funds ratc of 1 percent is well below what should be 
expected.  

The United States has limited control over foreign exchange, 
Rosenberg said, because China and Japan are accumulating 
foreign reserves at an enormous rate. Normally, an increase in 
the current account deficit leads to higher interest rates. Now, 
yields are going down instead because the central banks of 
Japan and China are purchasing U.S. Treasury securities.  

If interest rates do not go up, said Rosenberg, the U.S. cur
rent account deficit will likely grow from 4 percent to 8 
percent of gross domes
tic product (GDP) by I HAVEN'T SEEN THIS LEVE 
2008. If the U.S. dollar 
drops by 20 percent in 
2004-2005, then the ac
count deficit will stay at -LAEL BI 
4 percent of GDP. The 

U.S. dollar must fall 30 percent to get the account deficit down 
to 3 percent of GDP by 2008.  

According to Rosenberg, changes of 30 to 40 percent or 
more in U.S. dollars are needed to make a difference in trade.  
Changes less than 30 percent do not have much impact on 
trading behavior.  

"No one believes Treasury Secretary Snow that the United 
States wants to support a strong dollar," said Rosenberg.  

Catherine Mann of the Institute for International Economics 
pointed out that the United States "has an insatiable thirst" 
for foreign consumer goods and automobiles. "We run trade 
deficits with countries all over the world," she said. "The only 
area where we run a trade surplus is in services and intellec
tual property." 

Mann maintains that the United States is "codependent 
with Japan and China. They buy U.S. bonds and intervene in 
the currency market to keep the price of their goods low in the 
United States." 
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Mann asserted that the U.S. dollar needs to decline 20 to 30 
percent just to keep the trade deficit from getting worse. Inter
est rates must rise, U.S. spending must fall or Japanese con
sumption of U.S. goods and services must increase.  

"The big question" said Mann, "is why don't the Japanese 
spend money?" 

Services Next to Move Offshore 
"I haven't seen this level of anxiety about America's ability 

to compete since the concern about competing with Japan in 
the 1980s," said Lael Brainard, senior fellow at the Brookings 
Institution. The topic in question was "offshoring," or moving 

jobs to other countries.  
According to Brainard, jobs in manufacturing have declined 

in many of the largest industrialized countries including Japan, 
Germany and China. Corporate profits have risen much higher 
in the past year than they did following the 1991 recession.  
The anxiety, she said, is coming from educated white-collar 
workers who thought they were immune to offshoring.  

Services offshoring is the next wave. Somewhere between 
three and 14 million workers are vulnerable, with customer 
service and telecommunications at the top of the list.  

The low cost of Internet bandwidth is exacerbating the issue.  
The glut of fiberoptic capacity has dropped the cost of global 
communications and transportation of data enormously.  

To combat the consequences of offshoring, Brainard said the 
United States needs to produce a better-educated workforce, 
cheaper health care, more advantageous tax treatment for busi
nesses and a "safety net" to aid workers caught in a transition.  
This safety net would include the ability to keep and transfer 
health care coverage if a worker loses a job, more assurance 
that the worker can keep a pension, and loss-of-income insur
ance when the loss is the result of trade.

"Economies around the world are more competitive than 
they were ten years ago," said Thomas Seims of the Dallas 
Federal Reserve Bank. Seims said 309 million jobs have been 
lost in the United States the past ten years. During the same 
period, 327 million jobs have been gained.  

Health Care Biggest Problem 
David Walker, comptroller general of the United States, 

voiced concern about the U.S. government's estimated $31 tril
lion unfunded liability for Social Security and Medicare. This 
breaks down to about $3.7 trillion in expected payments for 
Social Security and $28 trillion for Medicare.  

Current gross U.S. debt stands at about $24,000 per person, 
Walker said. When all the new Medicare-related claims are 
added, it rises to $100,000 per person.  

Health care's portion of the total U.S. economy continues to 
grow. In 1970, it was 7 percent of GDP. It rose to 13 percent of 
GDP in 2000, and is expected to be 16 percent in 2010. Rising 
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health care costs are impairing job growth in the United States, 
impacting the economy in four ways: offshoring of jobs, slower 
job growth, slower federal revenue growth and slower wage 
growth.  

Federal revenue growth is slowed because health care benefits 
are not subject to income tax. Wage growth has slowed as wage
earners forego compensation in lieu of health care coverage.  

"Health care is the biggest problem in the United States," 
said Walker. "It's not the baby boom causing the health care 
problem but the rise in per capita spending in health care," said 
Dr. Uwe Reinhardt of Princeton University.  

GDP has grown at about 2 percent over the inflation rate per 
year since 1960. Health care spending grew at about 4.5 percent 
per year during that period.  

Reinhardt said businesses need relief from the relentless 
growth in health care costs. He suggested that the government 
should step in and provide "catastrophic coverage." According 
to Reinhardt, 80 percent of the health care costs businesses pay 
are for a small percentage of people with catastrophic illnesses, 
such as AIDs and lung cancer.  

Manufacturing Down, Banking Up 
U.S. manufacturing employment is at its lowest level since 

the 1950s, noted Kristin Forbes of the Council of Economic Ad
visors and Robert Kuttner, co-editor of The American Prospect.  
Manufacturing employment has fallen 16 percent in Japan.  
China has also had a decline in manufacturing jobs since 1995.  

Manufacturing jobs have declined in the United States for 
several reasons. The massive level of investment in the United 
States in the late 1990s caused a slowdown in investment after 
2000. Slow growth in 
Japan and other for- "IT'SNOT THE BABY BOM 
eign countries led to a 
weak export market for RISE IN PER CAPITA SPENi 
American products, and 
corporate governance is
sues have created a level 
of uncertainty for all investors.  

The nation's commercial banks are healthy, earning $120 
billion last year, with mortgage loans being the major growth 
area, said Donald Powell, chairman of the Federal Deposit 
Insurance Corporation (FDIC). Powell identified two major 
trends in the industry: consolidation of the banking industry 
and banks moving into other commercial businesses.  

Powell said there are now two tiers of banks in the United 
States - about a dozen large, complex banks and thousands of 
community banks. Community banks have declined by about 
50 percent since 1985, and their number is likely to decrease 
another 50 percent.  

The largest banks are likely to continue to get larger, said 
Powell. They are global in scope, diversified and subject to 
global economic trends and events.  

Powell noted how slowly banks are moving into other 
businesses. This trend is being countered by other businesses 
getting into banking. For example, GMAC is a huge provider 
of car loans. Should other retailers be allowed to hold a bank 
charter? The FDIC wants to let the marketplace decide this 
issue.  
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Corporate Governance Scrutinized 
"We have just been through the worst era of corporate fraud 

since the 1930s," said Harvey Goldschmid, a commissioner 
of the Securities and Exchange Commission (SEC). "The keys 
to remedying this situation are accountability and deterrence.  
We need good people who are independent and dispassionate to 
serve on boards.  

"For the past 30 years, the SEC has tried to establish checks 
and balances of corporate executives," Goldschmid went on to 
say.  

Recent legislation has expanded the responsibilities of direc
tors of U.S. companies. Corporate directors now work over 200 
hours per year, compared to 30 hours per year in the 1970s.  

Goldschmid said the biggest issue in corporate governance 
has been that outside directors are not properly advised, con
sulted and listened to. Also, directors are not held legally liable 
when they certify quarterly reports.  

According to Goldschmid, the most frequently observed cor
porate fraud tactic observed by the SEC is "earnings smooth
ing." This occurs when earnings are "borrowed" from the next 
quarter and reported in the current quarter to cause investors 
to think operations were more profitable than they really were.  
The second most frequently observed fraud is failing to recog
nize expenses.  

Repercussions Widespread 
What does all this mean? First, interest rates are likely to 

rise in 2004. Huge demand from China and a growing U.S.  
economy have resulted in dramatic increases in commodity

prices. As hiring increases throughout the year, labor costs will 
likely increase as well. These trends typically lead to higher 
inflation and mortgage rates.  

Second, health care is a signal problem for the United States.  
High health care costs have made businesses reluctant to hire.  
Employers are more likely to automate jobs and replace people 
with machines. Third, offshoring of information service jobs to 
India and other areas will continue as firms strive to increase 
profits by using cheaper workers.  

Fourth, rising corporate profits will encourage more hir
ing. Job growth should create positive absorption for office, 
industrial and retail properties in Texas. Fifth, rising interest 
rates will make some people postpone buying a house. Expect 
occupancy rates for apartments to begin to rise.  

The long battle against inflation that began in the late 1970s 
has been won. Now the Fed is continuing its three-year ef
fort to gently reinflate our sluggish economy. As the nation 
switches from a declining to an increasing rate scenario, reper
cussions will be widespread.4 

Dr. Dotzour (dotzour@tamu.edu) is chief economist with the Real Estate 

Center at Texas A&M University.

TIERRA GRANDE
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