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1 Outwit, Outplay, 
Outlast, Outsource 
Business survival is the game, and sending work 
to other firms here or overseas can be a winning 
strategy. But the outsourcing trend is dealing a 
blow to the commercial office market.  

BY MARK G. DOTZOUR 

4 Brown fields 
Redevelopment Comes 
of Age 
Thanks to environmental i-surance and 
kinder, gentler EPA standards, the brownfields 
remediation industry is more developer friendly 
than it was a decade ago.  

BY NANCY McQUISTION 

8 What Goes Down 
Must Come Up: 
How Fed Funds Rate 
Affects Housing Market 
Those remarkably low mortgage interest rates 
have to go up eventually. What will happen to the 
housing market then? 

BY M.A. ANARI 

0 2005, Real Estate Center. All rights reserved.

12 Texas Business Tax 
Climate 
Taxes are a significant factor in any business 
relocation decision. How does the Texas tax 
system compare with other states? 

BY CHARLES E. GILLILAND 

14 Third and Long: 
Will Business Suit Up 
for Recovery Game? 
Business capital spending needs to come off the 
bench and relieve both consumers and the housing 
market - the recovery's mainstays - for 2005 
ultimately to be placed in the "W" column.  

BY RESEARCH STAFF 

20 Got Data? 
Info Upgrade in the Works 
Real estate analysts, take heart! The Census 
Bureau's American Community Survey will 
provide annualized data for small areas by this 
decade's end.  

BY STEVE H. MURDOCK

24 Real Deal: 
Cost Segregation Means Tax Savings 
Depreciating personal property components of 
commercial buildings separately from the rest of 
the structures can shave tax bills.  

BY CATHERINE MILLER 

26 This Property 
Condemned: 
What Landowners Should Know 
About Changing Property Rights 
A 2004 Texas Supreme Court ruling significantly 
reduced protections for landowners whose 
property is condemned for pub ic benefit.  

BY JUDON FAMBROUGH 

28 Bon Appetit: 
Improvements Serve Uap Tax Breaks 
Restaurant and other leasehold improvements 
made in 2005 may qualify property owners for a 
heaping helping of tax benefits.  

BY JERROLD J. STERN 

29 Case of the 
Gobbled Goldfish 
Things were going swimmingly n the Joneses' 
backyard until an unknown predator chowed 
down on the family fish.  

BY DAVID S. JONES
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Recession in 2001. Collapse of 
the stock market. Information 

technology sector bust. All were 
bitter pills for office markets, not 

just in Texas but nationwide.
vacancy rates have soared and 
rental rates have swooned. The 

good news is the economy is 
beginning to recover. Employ

ment is on the rebound, but the pace is 
slow and office building owners and leas
ing agents are frustrated.  

Why is the office market lethargic? 
One reason is the growing trend of out
sourcing and offshoring. Many jobs have 
been affected by this trend. This article 
explores what may lie ahead for other 
jobs now housed in America's office 
space.  

Outsourcing and offshoring are busi
ness strategies implemented to save 
money by allowing a firm to focus on its 
"core competency," a key talent that cre
ates profit and is difficult for competitors 
to imitate. In a real estate business, for 
example, the core competency is match
ing buyers with the right properties and 
sellers with the right buyers.

But for both large and small business
es, this core competency is not enough 
by itself. Other skills are required for the 
business to be operational. The website 
must be managed. Payroll checks must 
be cut, and bills must be paid. Offices 
must be cleaned and the landscape 
maintained. The business owner can hire 
employees to do these specialized tasks 
or hire another firm to do the work.  

If a firm is hired, the jobs have been 
"outsourced." If a ccmpany hired to do 
the work uses employees in other coun
tries, the work has been "offshored." 

Firms outsource to spend more time 
on their most profitable activities and 
less time on less profitable work. Firms 
send work offshore to lower costs.  

A.G. Lafley, CEO of Procter and Gam
ble, puts it this way "Branding is a core 
capability. We concluded in a lot of areas 
that manufacturing isn't. Therefore, I 
let the businesses do more outsourcing.
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We concluded that running a back room 
wasn't a core capability. You do what 
you do best and can do world class." 

Work Suitable for Outsourcing, 
Offshoring 

hree types of work are particular
ly subject to offshoring. Call cen
ters are moving to Canada, India 

and the United Kingdom. The favorable 
Canadian dollar exchange rate in recent 
years has made Canadian labor costs 
attractive to U.S. businesses. However, 
John Tilley, executive vice president of 
Collectcorp, a third-party debt collection 
company, reports that in India wages for 
a college-educated call center worker are 
about $6,500 to $10,000 per year, a frac
tion of the cost of labor in both Canada 
and the United States.  

Information technology (IT) jobs 
make up a second frequently outsourced 
category. Collectcorp does its computer 
programming in Sri Lanka. Other IT jobs 
are moving to India, the United Kingdom 
and China. And human resources jobs 
are moving to India, Ireland and Singa
pore. The Philippines and Israel are other 
preferred offshore destinations.  

Four major business functions lend 
themselves to outsourcing, according to 
IBM: 

Customer relationship manage
ment (customer care, order 
management, eCommerce, 
service after the sale, 
warranty service, bill
ing and payments, ThE 
customer analyt
ics and call cen- of fs of ottsi ter operations).  

Human re
sources (staff- to inc 
ing, recruiting, 
employee ben-emp 
efit adminis-e np 
tration, staff 
training and purc 
education, ex
pense accounting, ac 
payroll and data 
aggregation).  

Finance and admin
istration (cost account
ing, accounts payable/re
ceivable, project accounting, 
intercompany billing, credit and 
collections, internal and external finan
cial reporting, general accounting, bud
get and forecasting, insurance claims 
management and back office banking 
operations).

Procurement (strategic sourcing, sup
plier relationship management, purchas
ing, contract management, global sourc
ing and travel services).  

This has major implications for com
mercial property owners. The outsourc
ing-offshoring trend started with manu
facturing, but as this list of frequently 
outsourced functions shows, it now is 
affecting the kinds of businesses that 
lease large amounts of office space.  

Competition Sparks Cost-Cutting 
American companies are implement

ing or considering business outsourcing 
because they are under intense pressure 
from competitors from all over the globe.  
Changes in business practices continue 
to increase. Keeping up with the latest 
versions of business software requires 
capital and expertise. Stockholders 
demand continuously increasing profits.  
This forces companies to constantly look 
for ways to cut costs.  

Suppose a small company originally 
hired a teenager to create its website.  
The company has thrived and now 
requires more expertise and reliability in 
that position. The website management 
is outsourced to a local third-party firm 
that charges $200 per month.  

Now suppose a for

eign firm offers 
the same 

service 
for 

next wave 

boring is likely 
lude payroll, 
yee benefits, 
easing and 
:coun ting
Unctions. $45

per 
month.  

The owner 

goes with the lower
cost firm.  

Why is the foreign firm so much 
cheaper? Because employees in places 
such as India and the Philippines work 
for much lower wages.  

TIERRA GRANDE2
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Reflecting on the competitive pres

sures on global companies, Deborah 

Kops, managing director and global head 

of transformation of Deutsche Bank, says 

that like all other private companies, 
Deutsche Bank is an "optional com

pany." Customers have the option to use 

this bank or choose from among many 

others. These types of companies must 

continuously strive to provide world

class goods and services at the lowest 

possible price.  
Two of the biggest names in the 

outsourcing business are IBM and Ac

centure. At a conference on outsourcing, 
CEO of the Everest Group, Peter Ben

dor-Samuel said, "There isn't a board of 

directors in the Fortune 500 that isn't 

considering offshoring. American labor 

may cost from four to seven times the 

cost of similar Asian workers. They have 

to take advantage of the cost savings; 

otherwise, other firms will do it cheaper 

and take their market share." 

Jobs Going to India Many firms are moving jobs to 

India. The biggest players are 
Infosys Technologies, Wipro 

Technolgies and Tata Consultancy 
Services. Cities such as Bangalore and 

Hyderabad are quickly becoming the 

new Silicon Valley for IT and IT-enabled 

services (any business function that 

makes use of the high productivity of 

new information technology).  
According to an article in CIO Maga

zine (Nov. 15, 2002), the cost advantage 

of off shoring IT jobs is significant. Aver

age annual salaries of IT programmers are:

The next wave of offshoring is likely 

to be IT-enabled services, also referred 
to as business process outsourcing. This 

includes human resource functions such 

as payroll, employee benefits, purchasing 
and accounting.  

Higher skilled jobs are starting to 

migrate to India as well. Compudyne 
Winfosystems - a Bangalore firm 
created special effects in the American 
movies "Independence Day," "Men in 

Black" and "Swordfish." The starting 

JANUARY 2005

salary of an offshore graphic design artist 

is around $5,000 per year.  
ccording to news releases on the 

Infosys website, higher-end fi
nancial services jobs are starting 

to migrate as well. Top offshore business 

school graduates earn about $12,000 per 

year, compared with nearly $100,000 
in the United States. Ernst and Young 

sends tax returns to India for processing, 
and about 50 other American companies 

send about 35,000 tax returns offshore.  

With an economy larger than Germa

ny's, India is the largest competitor in 

offshoring. It is now the fourth larg

est economy in the world, behind the 

United States, China and Japan.  
American companies are India's pri

mary customers and American Express, 
Hewlett Packard and GE Capital, which 

now has more than 20,000 employees 

in India, were offshoring pioneers in the 

country. Currently, 70 percent of Indian 

firms receiving offshored work are sub

sidiaries of U.S. companies. The other 30 
percent are third-party firms.  

Smaller firms are considering offshor

ing as well. Global firms such as Nortel, 
Prudential, Target, AT&T Wireless, Bank 

of America, EDS and Best Buy now use 

Indian companies for a variety of services.  

Infrastructure, Security Needed 
Rapid business growth has created chal

lenges for India. Additional infrastructure 
is needed, including expansion of roads, 
airports, power and telecom services.  

Data security and privacy issues are 

paramount. Some firms are thinking 

about prohibiting employees from hav

ing writing instruments and paper, cell 

phones and cameras in the office.  
U.S. companies that want to offshore 

face their own challenges. Several states 

are considering some form of protection

ism to limit the use of foreign workers.  

Collectcorp's Tilley remarks, "We are 

frightened of the legislation that is be

ing considered at the state level in the 

United States." 
To maximize profits, stock prices 

and market share, companies must be 

able to offer quality goods and services 
at the lowest possible price. If they do 
not, other companies will. As more and 

more companies reap cost savings from 

outsourcing and offshoring, others will 

follow or be driven out of business. 0 

Dr. Dotzour (dotzour@tamu.edu) is chief econo

mist with the Real Estate Center at Texas A&M 

University.
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hat a difference a decade makes.  

redevelopment was still in its 
infancy. Most developers were 

unwilling to tackle contaminated proper
ties because of strict regulatory require
ments, substantial liability risks and 
uncertain cleanup costs.  

Lenders were lust as skeptical, for the 
most part refusing to finance brownfields 
projects. At that time, only a handful of 
states had incentives to encourage develop
ers to return brownfields to productive use.  

Today, things are different. Thousands 
of abandoned industrial sites, gas sta
tions and other contaminated properties 
across the country have been cleaned up 
and turned into businesses, housing and 
parks, contributing to tax rolls and creat
ing jobs.  

Forty-nine states including Texas have 
brownfields redevelopment initiatives.  
And the first federal law addressing 
brownfields was passed in 2002.  

The time is right for developers 

large, small and in-between - to take 
another look at brownfields.  

Conference Showcases Progress 
Over 4,000 city, county, state and fed

eral government officials, private devel
opers and other stakeholders gathered in 
St. Louis in September for Brownfields 
2004, a conference presented by the U.S.

TIERRA GRANDE
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TilIS FORMERLY CONTAMINATED PROERTP 
in Arihigtoq was remediated through the Texas 
Voluntary CTlanupJrogram. The site is now 
owned and operatedtbyAtos Origin, a business 
consulting and technology integrwtion firm.

Environmental Protection Agency (EPA) and the International 

City/County Management Association.  
Keynote speaker and EPA Administrator Michael Leavitt 

(the Bush administration's nominee for Secretary of Health and 

Human Services) characterized the evolution of the agency's 

brownfields program over the past decade as a move from 
"mandate, regulate, litigate" to "collaborate, collaborate, col

laborate." 
The agency works closely with cities, counties, councils of 

governments, coalitions and other local government entities to 

identify existing brownfields on a communitywide or region

wide level.  
"The majority of EPA funds go to cities and nonprofits," 

says Amber Howard Perry, brownfields project manager for the 

EPA's Region 6 office in Dallas. "They're the ones that get the 

jobs done." 
The EPA also collaborates with the Texas Commission on 

Environmental Quality (TCEQ; formerly the Texas Natural 

Resource Conservation Commission), the state agency that 

regulates brownf-elds redevelopment. A memorandum of 

agreement between the two agencies allows property that 

meets TCEQ cleanup standards to be granted "No Further 

Action" status from the EPA, meaning that the EPA will not 

require additional cleanup.  
The TCEQ receives roughly $500,000 per year from the EPA.  

These funds are used to enhance the state's voluntary cleanup 

program (VCP) and to hire contractors to conduct assessments 

of contaminated sites.  
Remarks made during conference presentations indicate that 

many private developers are pleased with the collaborative 

working relationships they have with federal, state and local 

regulatory agencies. One developer on a panel commented that 

things have changed decidedly for the better, particularly over 

the past seven years.  

JANUARY 2005

"The EPA is great to work with," said Randy Jostes of Com

mercial Development Co. Inc. of St. Louis. Jostes says the 

agency is "looking for solutions" to make redevelopment of 

contaminated properties even less complicated and risky.  

Another national developer who had worked on multiple 

Texas brownfields projects commented that developers and 

regulators in Texas work well together and enjoy collegial rela

tionships, much more so than in other states. Two other panel 

members nodded in agreement.  

Stakeholders Learn From Experience S o what change between the early nineties and now? 

Simply put, everyone involved in brownfields redevelop
ment got wiser by virtue of experience. From a new and 

radically risky concept, cleanup and development of 

contaminated properties grew to be more familiar and under

standable. Changes were made based on lessons learned.  

Early on, the EPA's remediation standard required the same 

level of cleanup for all contaminated properties. In the late 

r-inties, the agency began using risk-based corrective action 

standards that allowed different cleanup levels based on what 

the site had been used for in the past and the planned use 

for the redeveloped property. Property to be developed into a 

manufacturing site in an industrial park, for example, required 

less cleanup than a contaminated neighborhood site slated to 

be converted into a day-care center.  
Cleanup technology was improving and becoming more 

affordable, too. Methods such as pump and treat, in which 

ccntaminated water is pumped out of its source, cleaned and 

returned, is gradually being replaced by bioremediation meth

ods, which use living organisms to remove pollutants from soil 

Dr water. Treatments may include a process called monitored 

natural attenuation, in which chemicals are left to break down 

naturally over time.  
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As the number of completed projects increased, "developers 
and regulators gradually began to realize that brownfields could 
be redeveloped successfully and sold, often at a substantial 
profit," says Tom Jackson of Real Property Analytics Inc. in 
College Station. Jackson also is an adjunct professor in the land 
economics and real estate program 
at Texas A&M University.

Eventually, lenders began to hop oU conr ar 
on the brownfields bandwagon. By 
1999, a national survey of banks ariotkae typ 
conducted by Jackson's firm re
vealed that 73 percent of these 
lenders had been involved with not a daec 
loan applications for commercial or 
industrial properties with environ- it use 
mental problems. The loans were 
extended 52 percent of the time. -- iomfackso 

Those percentages are even high
er today, Jackson says. Most banks now have environmental 
specialists on staff with expertise in the technical and financial 
aspects of brownfields redevelopment.  

Environmental Insurance Enters Arena T he emergence of environmental insurance revolutionized 
brownfields redevelopment, offering developers significant 
relief from the financial uncertainty inherent in remedia
tion projects. Policies fall into two categories.  

Cleanup cost cap insurance covers cost overruns that often 
occur during remediation, when the extent of contamination 
can be pinpointed. Historically, owners bore this financial 
burden alone.  

Pollution legal liability (PLL) policies protect property own
ers against losses arising from preexisting and unknown pollu
tion conditions, both onsite and offsite. Coverage also can 
be purchased for future pollution conditions that could occur 
during operation of a facility.  

Developers speaking at the Brownfields 2004 conference 
uniformly praised PLL 
policies for eliminating a 
major source of concern 
liability for third-party 
damage claims. In a 2003 
survey of developers con
ducted by the University 
of Louisville, Resources 
for the Future and the 
University of Maryland, 
protection from the risk of 

HOUSTON'S DOWNTOWN 
Aquarium sits on the 

cleaned-up site of a former 
fire station and waterworks 

plant. The project, which 
was redeveloped by 

Landry's Restaurants Inc., 
created 300 full-time jobs.  
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third-party damage claims (for example, a lawsuit alleging that 
contamination spread to adjoining property) ranked as more 
important than protection from additional government
required remediation.  

Environmental insurance policies are understandably site
specific and require extensive 

ao isjust 0 l investigation during the under
t writing process to identify types 

and extent of existing contamina
Of is k. A s tion. In some cases, a project's 

contractors may be insured along 

kille z like with the property owners.  

Federal, State Protection 

to be. "Increases 
Further liability protections 

giea/ljAopey Jinalytics Jnc. resulted from passage of the 
Small Business Liability Relief 

and Brownfields Revitalization Act in 2002. The act built on 
the EPA's existing brownfields program by exempting certain 
contiguous property owners and prospective purchasers from 
liability under the federal Superfund program. At the same 
time, it expanded properties eligible for the program to include 
petroleum-contaminated sites.  

On the state level, the VCP implemented in 1995 offers 
administrative, technical and legal incentives to brownfields 
redevelopers. Under the VCP, once a property meets estab
lished risk-based standards, parties not responsible for the 
contamination - including future lenders and property owners 
- are protected from liability to the state.  

"The VCP certificate of completion breaks the chain of li
ability on a property," says Jay Carsten, manager of the VCP.  

Realistically, obtaining a certificate of completion can take 
anywhere from several months to more than a year, Carsten 
says, depending on the complexity of the cleanup project. But 
the effort pays off, as certificates make it easier to sell redevel
oped brownfields and often raise property values as well.

TIERRA GRANDE



fFrom the program's inception to July 2004, over 1,600 manufacturing facilities, shopping centers, dry cleaners, 
auto-related businesses, warehouses and other commercial 
and industrial enterprises submitted applications. Of these 

projects, nearly 800 have been issued final certificates of 
completion. More than 100 additional sites have received con
ditional certificates, indicating that a long-term cleanup is in 
progress, and some type of remediation system in place.  

The TCEQ also implemented an innocent owner-operator 
program that gives a property owner immunity from liabil
ity to the state if property was contaminated by a source not 
located on the property, as long as the owner did not cause or 
contribute to the contamination source.  

All these risk reduction factors have had a major impact on 
the brownfields remediation industry.  

"Risk and return drives the entire process in all real estate 
deals," says Jackson. "Now contamination is just another type 
of risk. It's not a deal killer like it used to be." 

Several developers speaking at the conference echoed Jack
son's statement, commenting that zoning problems kill more 
deals than environmental issues.  

Investors, Projects Evolve 
In the beginning, brownfields were primarily redeveloped 

by large commercial enterprises specializing in remediation 
projects and looking for extraordinary returns. Although large 
firms are still active in the market - Cherokee Investment 
Partners, to name one - smaller development firms, nonprof
its and ordinary investors are just as likely to be involved. The 
focus has shifted to long-term returns.  

Projects don't have to be huge and urban, either. Linda Gar
czynski, director of the EPA's Office of Brownfields Cleanup 
and Redevelopment, says the EPA wants to increase awareness 
of how smaller brownfields projects and those in rural areas 
can benefit from federal and state brownfields programs.  

A decade of progress has demonstrated that brownfields 
remediation can boost economic revitalization of communities 
by putting nonproductive, eyesore properties that may threaten 
public health back to good use, usually creating jobs in the 
process. From a developer's perspective, the bigger news is that 
money can be made on such projects.  

The positives of brownfields redevelopment extend beyond 
dollars and cents. Many brownfields are being turned into 
much-needed greenspace, improving quality of life for local 
residents. And when properties become available in city cen
ters, buyers may be less inclined to locate in the suburbs, thus 
reducing urban sprawl.  

Remember Deal Basics 
rownfields remediation remains risky business, like all 
real estate investment. But a multitude of changes in the 
industry over the past decade have significantly lowered 
risks and increased profitability for brownfield developers.  

One thing hasn't changed a bit, however. When all is said 
and done, basic real estate investment criteria should drive any 
decision to invest in contaminated properties.  

"Despite their complexity, brownfield deals are fundamentally 
no different than other real estate deals," says Jackson. "The end 
use still has to make sense from a real estate standpoint." 4V 

McQuistion (mcq@tamu.edu) is associate editor with the Real Estate Center 
at Texas A&M University.
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Texas Voluntary Cleanup Program 
www.tnrcc.state.tx.us/permitti ng/remed/vcp/i ndex.html 

Innocent Owner-Operator Program 
www.tnrcc.state.tx.us/permitting/remed/vcp/iop.html 

City of Dallas Brownfields Program 
www.dal las-edd.org/bfieldpage.htm #showcase 

City of Houston Brownfields Program FAQs 
www.ci.houston.tx.us/citygovt/mayor/brownfields 

City of Austin Brownfields Program 
www.ci.austin.tx.us/watershed/brownfields.htm 

City of El Paso Brownfields Program 
www.elpasotexas.gov/econdev/servicesbrownfields.asp 

City of San Antonio Brownfields Redevelopment 
Program 
www.sanantonio.gov/nad/brownfields.asp?res=1 280&ver=true 

U.S. Environmental Protection Agency Brownfields 
Cleanup and Redevelopment 
www.epa.gov/brownfields 

U.S. Department of Housing and Urban Develop
ment Brownfields Economic Development Initiative 
www.hud .gov/offices/cpd/economicdevelopment/ 
programs/bedi/index.cfm 

International Economic Development Council's 
Brownfields Redevelopment Manual 
www.iedconl ine.org/brownfields-redevelcpment-manual.html 

National Brownfield Association 
www.brownfieldassociation.org
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WHAT 

GOES UP 

DOWN COME 

MUST 

How Fed Funds Rate 
Affects Housing Market 

By M.A. Anar 

Most all sectors of the U.S. economy were 
influenced by the fed funds rate cuts over the 
past three years, but the impact on U.S. real 

estate markets has been enormous.  
The Federal Reserve cut the influential fed funds 

rate 14 times between January 2001 and June 2003, 
lowering it from 6.5 percent to 1 percent, a 45-year 
low. Mortgage rates and interest rates charged for 
financing real estate sales and construction fol
lowed the fed funds rate and fell to historically low 
levels. The contract mortgage interest rate for 30
year fixed-rate, conventional mortgages fell from 
8.52 percent in May 2000 to 5.23 percent in June 
2003 (Figure 1).  

Lower mortgage and interest rates boosted home 
sales and home prices. The number of existing 
homes sold in the United States rose 5.1 percent 
in 2002 and 9.6 percent in 2003. The number of 
new homes sold rose 7.1 percent in 2002 and 11.6 
percent in 2003.  

Record low mortgage rates also pushed up the 
average prices of new and existing homes. The 
average price of existing homes sold in the United 
States rose 7 percent in 2002 and 7.5 percent in 
2003 while the average price of new homes sold 
rose 7 percent and 3.9 percent in 2002 and 2003, 
respectively.

TIERRA GRANDE8



Home Sales, Refinancing Rise 
Like the rest of the nation, Texas real estate markets ben

efited from the record low mortgage rates. The number of 
single-family building permits in Texas rose 10 percent in 
2002 and 12 percent in 2003. The number of homes (total 
new and existing) sold rose 6.8 percent in 2003 while the 
average price of homes sold increased 6.2 percent.  

Lower mortgage rates led to an unprecedented refinancing 
boom and home equity withdrawal in 2000-2003. According 
to the Mortgage Bankers Association, mortgage refinancings 
rose from 23 percent of total mortgage originations in the 
first quarter of 2000 to an all-time high of 74 percent in the 
fourth quarter of 2002 (Figure 2). The estimated dollar 
volume of refinancing originations rose from $234 billion in 
2000 to $1.3 trillion in 2001 and to $1.8 trillion in 2002.  
The refinancing boom continued in 2003 with $2.2 tril
lion in refinancing originations for the period from Janu
ary to October.  

0,777
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efinancing allowed homeowners to spend money 
withdrawn from their home equity on goods and 
services. Funds were also used to restructure balance 

sheets and investment portfolios. According to a household 
survey sponsored by the Federal Reserve, homeowners who 
refinanced in 2001 and early 2002 used 26 percent of their 
funds to pay other debts; 35 percent for home improve
ments; 16 percent for vehicle purchases, vacations, medical 
expenses, educational expenses and other consumer expen
ditures; 11 percent for investment in stock and other finan
cial assets; 10 percent for real estate or business investment 
and 2 percent for taxes. These expenditures played an 
important role in mitigating the economic contraction of 
March 2001 to November 2001.  

By helping homeowners reduce mortgage interest ex
penses, lower mortgage rates significantly offset the impact 
of higher home prices on housing affordability. Accord
ing to the National Association of Realtors®, home prices 
appreciated from a median price of $147,000 in 2001 to 
$170,000 in 2003, but the increase's impact on the housing 
affordability index was mostly offset by a drop in the aver
age mortgage rate from 7.03 percent in 2001 to 5.74 percent 
in 2003. As a result, average monthly principal and interest 
payments experienced a small increase from $789 in 2001 
to $804 in 2002 and then fell to $793 in 2003.  

9
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Is Inflation Ahead? 

Since the first quarter of 2002, the U.S. economy has shown 
increasing signs of a recovery and even some inflationary 
signals. The growth rate for U.S. gross domestic product 

(GDP) rose from 0.8 percent in 2001 to 1.9 percent in 2002 and 
3.0 percent in 2003. The economy grew at an annualized rate of 
4.5 percent in first quarter 2004 and 3.3 percent in the second 
quarter; a preliminary estimate of the GDP growth rate for the 
third quarter is 3.9 percent.  

The seasonally adjusted U.S. unemployment rate has dropped 
from 6.2 percent in July 2003 to 5.4 percent in November 2004.  
The index of real compensation per hour in the nonfarm 
business sector increased from 114.7 in second quarter 2002 
to 117.6 in second quarter 2004. The consumer price index 
for all items by all urban consumers rose 3.3 percent from 
June 2003 to June 2004, the fastest annual growth rate in 
more than three years.  

To maintain price stability and preempt inflation without 
risking a recession, the Fed raised the fed funds rate in five 
steps from 1 percent on June 30 to 2.25 percent on Decem
ber 14. In his appearance before the Senate Banking Com
mittee on April 20, 2004, Federal Reserve Chairman Alan 
Greenspan said, "The federal funds rate must rise at some 
point to prevent pressures on price inflation from eventually 
emerging." 

The 30-year conventional mortgage rate increased from 
5.38 percent in March 2004 to 6.34 percent in May 2004, 
then dropped to 5.72 percent in October 2004. If the econo
my continues to grow at faster rates, the Fed will resort to 
higher fed funds rates to cool things off. The fed funds rate 
hikes are expected to raise mortgage rates, taking into con
sideration that since April 1971 the average spread between 
the fed funds rate and 30-year conventional mortgage rates 
has been 2.68 percentage points. Given the sensitivity of real 
estate markets to interest and mortgage rates, higher mort
gage rates are expected to cool real estate markets, especially 
the residential housing market.  

10

Forecasting Texas Home Sales 
To investigate the impact of higher mortgage rates on Texas' 

residential home construction and sales, an econometric model 
of home sales and an econometric model of building permits 
were estimated by the Real Estate Center. The home sales 
modeling research shows that per capita personal income, 
average home prices and the mortgage rate, all in real terms 
(adjusted for inflation), are the most important determinants of 
Texas home sales. Using the number of single-family build
ing permits as a proxy for new home construction, the permit 
model shows that population and the mortgage rate are the 
most important determinants of building permits.  

The sales model uses forecasts of the mortgage rate, per 
capita disposable personal income and average home prices 
for forecasting home sales. Forecasts of ten-year Treasury note 
rates projected by the Congressional Budget Office from 2005 
to 2014 were used to forecast interest rates. The ten-year Trea
sury note rate is expected to increase from 4 percent in 2003 
to 4.6 percent in 2004 to 5.4 percent in 2005, then stay at 5.5 
percent from 2005 to 2014.  

Since 1980, the monthly average 30-year mortgage rate has 
been 180 basis points above the average ten-year Treasury note 
rate. Given many uncertainties in predicting mortgage rates, 
three scenarios are considered for the average 30-year mortgage 
rate: (1) it will be a low rate of 6.4 percent, (2) it will exceed
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the average ten-year Treasury note rate by 180 basis 
points, (that is, it will increase to 7.2 percent from 
2005 to 2010) or (3) it will increase from 7.2 percent 180 
in 2005 to 8 percent in 2006 and to 10 percent from 
2007 to 2010. In forecasting disposable personal in
come and average home prices, the average growth 160 
rate of these variables over the past ten years was 
used. (4 

Simulation of the home sales model shows that if 
the 30-year mortgage rate were 6.4 percent, the an
nual average number of home sales is expected to 120 
exceed 290,000 units from 2005 to 2010. (The total 
number of homes sold in Texas from August 2003 to 
September 2004 was nearly 230,000.) At an average Z 100 

mortgage rate of 7.2 percent, the projected number 
of home sales is expected to be 284,000 units and a 80 
further decline to 268,000 is expected if the average 
30-yearmortgage rate rises to 10 percent (Figure 3).  

In general, if mortgage interest rates increase by 60 
1 percent, home sales will decrease by 3 percent.  
These projections are estimated based on a specific 
projection of disposable income and average home sorc:b 
prices. Changes in these variables will result in dif
ferent home sales projections.  

Forecasting New Home Sales Construction 
he permit model uses forecasts of the Texas population 

and mortgage rates to forecast new home construction and 
sales. For population forecasts Texas population projec

tions prepared by the Texas State Data Center were used for 
a scenario in which it was assumed that the age, sex, race, 
ethnicity and net migration rates from 2005 to 2015 would be 
similar to those from 1990 to 2000.  

The number of single-family building permits is expected 
to increase to an annual average of 154,000 from 2005 to 2010 
if the average 30-year mortgage rate were at 6.4 percent. If the 
mortgage rate increases to 7.2 percent, that number is expected 
to be 145,000; at 10 percent the number of permits is expected 
to be only 117,900 (Figure 4). In general, an increase in the 
mortgage rate by 100 basis points is expected to produce a 5.8 
percent decrease in the number of building permits.

The reason mortgage rates have more impact on the 
number of single-family permits than on home sales is that 
changes in interest rates impact both the demand and supply 
side of home building. Lower mortgage rates make homes 
more affordable to homebuyers on the demand side while 
reducing the cost of home building on the supply side of the 
equation.  

These types of forecasts carry an important caveat. While 
weather forecasts have no effect on the weather, economic 
forecasts can influence the behavior of market participants 
and consequently change the course of the economy as well 
as future economic forecasts. If real estate professionals know 
that tough times are ahead because of rising mortgage rates, 
they may be able to reduce the adverse impact by offering more 
innovative marketing methods. 4 

Dr. Anari (m-anari@cgsb.tamu.edu) is a research scientist with the Real 
Estate Center at Texas A&M University.
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Taxes frequently 
represent a sizable 
outlay for businesses a 
cost they usually have 
little or no control 
over. Because of this, 
owners often search for 
locations that offer the 
best business potential 
while minimizing tax 
expenses.  

.pm lm he Tax Foundation, a tax-exempt, 
nonpartisan, educational organiza

I April 7 to pay their total tax bills. tion, provides objective data on 
Freedom Day was April 11. government finances. The founda
ie Texas state and local tax burden tion is perhaps best known for its calcula
age at 10 percent. That places tion of "Tax Freedom Day" (the day when 

y. working Americans have earned enough to 

'a tax tab was $2,797. Texans had pay their total federal, state and local tax 

u nt. bills for the year). The group's mission is to 

:apita, Texas ranks 15 th nationally. analyze tax policies and data at all levels 
of government, determine bow tax policy 

national median of 5 percent), affects private citizens and businesses, and 
$690, ranking Texas 1 4 th disseminate what they learn to help educate 

the public.  
spending for each tax dollar According to foundation researchers, sound 

n places Texas 37t* nationally in tax policy has five characteristics. First, the 
liar paid. tax system should be as simple as possible to 

minimize compliance costs, such as filing re
turns, appealing taxes and undergoing audits.



Second, it must make clear what and who is being taxed. Third, 
tax laws should rarely change so taxpayers can count on knowing 
their rights and remedies.  

The tax system should be "neutral" to avoid distorting econom
ic decision making (that is, business decisions should be made 
based on merit, not on tax implications). Finally, taxes should 
make up the smallest proportion of national income consistent 
with sound fiscal policy.  

The foundation's state business tax climate index facilitates 
comparisons of state tax systems and indicates how "business
friendly" those systems are. The index focuses on corporate 
income taxes, individual income taxes, sales and gross receipts 
taxes, the state's fiscal balance, and the degree to which the state's 
tax structure conforms to the structure of other state tax systems 
and the federal tax system. The more a system conforms to a 
"typical" state tax system, the easier it is for businesses to comply 
with that tax.  

In the competition between states trying to attract businesses, 
degree of "tax friendliness" can become a determining factor 
when other considerations are equal. Because Texas has no per
sonal income tax, many would expect Texas to rank highly in this 
kind of comparison. With an overall index of 6.798, Texas ranks 

4 th (see table). South Dakota, Florida and Alaska rank higher.  

either sales taxes or personal income taxes. Colorado M any states ranking in the top ten of the index forgo 

manages to rank eighth despite imposing both in
come and sales taxes. The simplicity of the Colorado 

tax system keeps rates and compliance costs low.  
Notably, the index addresses state tax systems but does not 

include local property taxes. With high property tax rates and 
expanding compliance costs, Texas may well suffer by comparison 
with other states when property taxes are factored into business 
location decisions.  

The state franchise tax on corporations operating in Texas func
tions as a corporate income tax. However, the impact of that tax 
on location decisions is likely mitigated by tax avoidance strate
gies focused on currently available tax exemptions for partner
ships and similar business organizations.  

In past decades, the Texas tax system depended heavily on taxes 
levied on the oil and gas industry. But as the Texas economy has 
shifted from mining oil and gas, that revenue source has begun to 
dry up.  

In 1981, oil and gas production provided 28 percent of state tax 
revenues in Texas. According to Rice University Professor George 
Zodrow, that total had dwindled to 4.7 percent by 1995 and pre
sumably has eroded further since then.  

Income levels have risen faster in Texas than taxes in recent 
years. One of the biggest tax challenges facing the state is to find 
replacements for these declining revenues from oil and gas. 4 
Dr. Gilliland (c-gilliland@tamu.edu) is a research economist with the Real Estate 

Center at Texas A&M University.

South Dakota 
Florida 
Alaska 
Texas 
New Hampshire 
Nevada 
Wyoming 
Colorado 
Washington 
Oregon 
Missouri 
Indiana 
Virginia 
Oklahoma 
Tennessee 
Alabama 
Montana 
Delaware 
Arizona 
Georgia 
Maryland 
Pennsylvania 
Illinois 
South Carolina 
Mississippi 
Utah 
Louisiana 
Iowa 
Ohio 
North Carolina 
Idaho 
Kansas 
Massachusetts 
New Jersey 
Nebraska 
Michigan 
Connecticut 
California 
North Dakota 
New Mexico 
Wisconsin 
Maine 
Arkansas 
Kentucky 
Vermont 
Rhode Island 
West Virginia 
Minnesota 
New York 
Hawaii 
District of Columbia

Source: Tax Foundation 
www.TaxFoundation.org
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STATE BUSINESS TAX 

CLIMATE INDEX 2004 

VTotal Sco e Rank

7.37 
6.92 
6.85 
6.80 
6.63 
6.49 
6.45 
6.35 
6.25 
6.15 
5.84 
5.74 
5.74 
5.68 
5.67 
5.66 
5.63 
5.57 
5.49 
5.44 

5.42 
5.31 
5.21 
5.18 
5.15 
5.10 
5.06 
5.03 
4.87 
4.86 
4.85 
4.82 
4.80 
4.78 
4.77 
4.70 
4.70 
4.61 
4.50 
4.50 
4.46 
4.44 
4.44 
4.34 
4.31 
4.25 
4.24 
4.06 
4.04 
3.74 
3.70
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Will Busil

or years, the Texas housing market has been set
ting re:ords without much help from the economy.  
Though falling employment did not stall the mar
ket, the recent pickup in job creation definitely has 
instilled new life in the housing boom. Land mar

kets have been even more resilient than the housing market, 
an: now commercial markets are starting to recover.  

Despite more economic support for real estate markets, a 
Number of serious problems remain. The staying power of the 
economicc recovery is suspect. It is almost a foregone conclu
sion that interest rates will climb this year. The housing 
narkct and consumer spending have been the mainstays of the 

recovery, but how long can this continue? 

CONSUMERS UNDER PRESSURE 
The reelection of the president probably will have little 

imnpac: on the Texas economy. However, with elections behind 
them, look for Congress and the Texas Legislature to hunt 
vigorously for new sources of revenue.  

For an economic recovery to be sustained, business capital 
spending will need to take the ball from consumers, who have 
been carrying it.  

Consumers will be pressured as this recovery matures. Wage 
gains are expected to be modest, as most of the higher cost of 
labor will go to providing benefits such as medical insurance.  
Even without an outbreak of inflation as measured by the Con
sumer Price Index, consumers will be hit with higher energy 
prices and rising state and-local taxes.  

Several key factors will influence the economy's perfor
mance ir 2005.  

* Oil prices. If prices fall, the economy will benefit.  
* School financing. Without reforms, property taxes will 

ccntinue to rise.

* High-tech indu 
local economle

tries. Even a modest recovery could help 
s stabilize.  

TIERRA GRANDE
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* China and other emerging economies. Many U.S. com- ExP 
panics are banking on entry into these growing markets. By 
Texas ports could benefit from increased trade and from an a 
repercussions from last year's dock strikes in California. perch 

* Offshoring of services. While loss of jobs has been modest shri 
so far, calls f Dr protectionist measures will probably con- pick 
tinue unless the offshoring trend turns around. mor 

Figure 1.  
'Change in Leading Texas Economic Indicators Index 

and Employment Growth 
6

4 - -AA 

o2 

1999 2C0 2001 2002 2@03 2CD4 

-2 

-4 - -- - -

-6 ____ -

-8 - -

Total Employment 
Leading Indicators 

Sources: Texas Comptraler's Off ce and U.S. Department of Labor, Bureau of Labor Statistics

LOYMENT FINALLY GROWING 
mid-2004, Texas nonfarm employment was growing at 

nrual rate of 1.1 percent (total employment was up 1.5 
ent). While that is not a boom, it is much better than the 

nkage of the previous two years. Employment numbers 
ei up as 2004 dawned, reflecting a similar but slightly 
e vigorous rally in employment nationwide. Unfortunately, 

the growth rate stalled at midyear (the Texas index of 

leading indicators was trending downward as well), and 

at the time this was written, it was unclear whether the 

economy was headed for long-term recovery or sinking 
back toward recession.  '? ectors leading the pack in job growth were 

~Jeducation and health services (up 3 percent) 
and professional and business services (up 2 
percent). Each industry employs more than 
one million Texans. The education and health 

services sector benefits frmm the aging population, and 

the professional and business services sector benefits 
from the trend toward outsourcing. The manufacturing 
sector and the information industry were the laggards, 
each losing employees at a rate exceeding 1 percent.  

Texas Workforce Commission projections indicate 

manufacturing will add jobs during -he decade but at 

a rate much slower than any of the service industries.  

This trend could be seen as a lost legacy or as an indica

tion of a modernizing economy based on skilled service 
provision. The move away from manufacturing and 
toward service sector jobs has been going on for some 

time.  
Establishing an economic base of high-quality service 

providers could set the stage for solid growth for the long 

term. Demand for health and business services is ex

pected to be strong and steady for years. However, some 
problems threaten the recovery in the near and midterm.  
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Energy prices and supply. Texas no longer produces enough 
oil to benefit from higher prices. Rising costs are a big threat 
to the state's economic health. The current price run-up looks 
like a spike that will moderate when supply restrictions are 
resolved. Sustained strong demand from developing countries 
could prolong high prices and renew efforts to find new sources 
but will act as a drag on economic recovery.  

Efforts to roll back globalization. Although the idea of stop
ping the outsourcing of jobs overseas has political appeal, any 
effort to do so could stifle international trade and lead to the 
loss of many more jobs. With an international border and a 
major port, Texas is especially vulnerable.  

Reduction in government stimulus. The federal government 
is using every strategy at its command to get the economy 
back on a growth path. Monetary policy has created the lowest 
interest rates in decades while income tax cuts and govern
ment spending are pouring money into the economy.  

owever, all this stimulus runs the risk of igniting 
inflation and creating crushing debt for future gen
erations. Therefore, as the economy recovers there 
is pressure to discontinue or scale back these mea
sures. The gamble is that the recovery will sustain 

itself without stimulus, but that is not always the case.  
Prospect of moderately higher interest rates. Inexpensive 

financing costs have stimulated consumer and business spend
ing for the past several years. As rates rise, opportunities to 
lower debt costs disappear. While interest rates are not expect
ed to rise to market-stifling levels, the fact that they probably 
will no longer go down means the end of this "income" source.  

The most probable economic outcome will be continued re
covery at a modest pace, with job growth in the 1 to 2 percent 
range. The recession was mild by historical standards, and this 
traditionally does not make for a strong recovery.  

Slow labor demand might not be the only cause of modest 
growth in employment. Age distribution changes in the Texas 
population may be lessening the importance of job cre
ation. During the 1990s, the percentage of Texans aged 18 
to 24 fell from 11.2 to 10.5. These are the prime house
hold formation years, and this group is the source of most 
new jobseekers. 2 

The 44-to-64 age group, mostly people at the height 
of their earning power, increased from 17.2 to 20.2 per
cent of the population. Continuation of these population 
trends would mean more people retiring in coming years I 
and fewer entering the job market.

HOUSING MARKET STEPS UP PACE 
eclining job numbers usually do not make fer
tile ground for home sales. But the past few 
years have been home sales record breakers, 
with each year setting a new level for sales 
within the state's Multiple Listing Services.  

With low down payment loans readily available and in
terest rates so low, many people have found they could 
buy a home with a lower monthly outlay than they would 
pay in rent. Consequently, the market has been largely 
impervious to the employment drop.  

Last year, the research staff's review attached signifi
cance to the fact that home sales, which are always highly 
seasonal, were breaking records not by hitting new highs 
in peak months but by not falling so much in off months.

1 
2 
3 
4 
5 
6 
7 
8 
9 
10

Fastest Growing Economies 
(Sept. 2003-Sept. 2004) 

Laredo 
Texarkana 
Victoria 
San Angelo 
McAllen 
College Station-Bryany 
Tyler 
Brazoria 
El Paso 
San Antonio

5.5 
4.0 
3.8 
3.5 
3.4 
3.2 
2.9 
2.5 
2.3 
2.3

Source: U.S. Department of Labor 

The thought was that the trend might indicate a turn in the 
cycle. However, with job creation back, housing markets are 
once again climbing to higher highs. There appears to be no 
end to this boom.  

Given the Federal Reserve's announced plan to raise the 
federal funds rate, a steady increase in mortgage interest rates 
is anticipated. As of mid-2004, rates were fairly subdued. They 
did jump more than 1 percentage point in spring 2004 but sub
sequently gave much of that gain back, throwing the predicted 
scenario of higher rates into doubt. The lack of inflationary ex
pectations, questions about the strength of economic recovery 
and the activities of bond speculators kept long-term interest 
rates down, but that is not expected to last.  

NOTHING LASTS FOREVER 
Home sales in 2004 are estimated to set another record, 

largely because interest rates have not risen appreciably.  

Figure 2. Texas Housing Market 

4,000

9,000

4,000 

9000 -V 

4 ,0 0 0 1 . ... .. ... .. 11 111 1 111 11 11 11 11111 11 
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MLS Sales 
- Single-Family Building Permits 

Sources: Real Estate Center at Texas A&M University 
and U.S. Census Bureau
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However, a continuation of low interest rates could indicate 

the economic recovery has failed, and that would not be good 
news for housing markets. Sales depend on a supply of willing 

and able buyers, and for that supply to be adequate there must 

be jobs to attract new people to the state and to allow current 

residents the income necessary to form households.  
he recent housing uptrend has thrived largely by 
drawing buyers from rental and manufactured 
housing. Low interest rates, liberalized qualifying 
criteria and low cash down payment requirements 
have been instrumental in expanding the demand 

for homes.  
Sales at the low end of the price distribution trigger a chain 

of sales as existing homeowners move up to larger 
and more luxurious living quarters. That multiplier 

effect could be sidelined if home builders target the 

entry-level market, which they often do when the 3.C 
demand for homeownership is strong. New home 

construction is growing at a rapid clip and threatens 

to steal market share from existing units.  
Unless the recovery seriously heats up, it will be M 

difficult to continue raising the bar on home sales. 2.C 
Interest rates will be higher, and the supply of rent

ers who wish to buy their first homes is not likely to 

expand. But considering that the number of homes : 1.5 

sold through Texas MLSs in 2004 was twice that of 5 
1992 (and more than three times the dollar volume), 3 
a moderate decline should not be too disappointing. .  
Even with some pullback, the housing market should '4 

continue to be robust.  
Here are some things that bear watching in 2005: 

Loans. The continued willingness of lenders to e 
make low down payment and subprime loans O.  

is probably more important than what interest 

rates do. A flare-up of delinquencies and fore
closures might scare lenders away from these 

JANUARY 2005
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Figure 4. Texas Mortgage Delinquencies
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Figure 3. Interest Rates on Fixed-Rate Mortgages

higher risk loans. Texas delin
quency rates have risen but are 
far below the highs of the 1980s.  
The level of delinquencies is not 
unexpected considering the soft 
economy.  

* Fed policy. Mortgage rates will 
rise as the Fed tightens monetary 
policy, but any increase will be 
moderate if the Fed manages to 
quell inflation expectations.  

* Inventories. Housing market 
C%% 0 inventories are no longer as tight 

as they were a few years ago. Cur
rent inventories equal around six 
months of sales, indicating a 

balance between buyers and sellers. Higher inventory lev
els could soften sales price gains significantly and possibly 
even lead to lower prices.  
Hazard insurance. With investment markets improving 
and the mold problem apparently under control, property 
insurance rates should recede. The ability of insurers to 
use credit (FICO) scores to ration policies and the growing 
level of competition among providers are issues.  

WORST OVER FOR COMMERCIAL MARKETS 
As Texas companies have begun to hire more employees, de

mand for office and industrial space has improved. Retail stores 
are doing more business, and there are more people to house.



Figure 5. Texas Housing Vacancy Rates
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Hottest Housing Markets 2004 
(Estimated)

1 
2 
3 
4 
5 
6 
7 
8 
9 

10

Austin 
Tyler 
Houston 
Abilene 
Wichita Falls 
Dallas 
Amarillo 
College Station-Bryan 
San Angelo 
Odessa-Midland

16.3 
16.0 
14.7 
14.5 
14.3 
14.0 
13.6 
13.5 
13.2 
12.7

Source: Real Estate Center at Texas A&M University 

Hot Home Building Markets 
(12-Month Total Through September 2004) 

I Brazoria 12.3 
2 Galveston 11.5 
3 McAllen 10.6 
4 Austin 9.7 
5 Houston 8.5 
6 Brownsville-Harlingen 8.1 
7 Fort Worth 8.1 
8 Dallas 7.7 
9 Laredo 7.3 

10 San Antonio 6.8 

Source: U.S. Census Bureau
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Consequently, commercial property markets are 
recovering from a slump.  

In this regard, Texas is following a national 
trend that positions most types of property in the 
early recovery stage of the real estate cycle. Sales 
of investment-grade properties are rising even as 
interest rates rise, often giving the advantage to 
institutional investors paying all cash. Investor 
optimism is improving and is reflected in falling 
capitalization rates.  

hile office properties benefit 
directly from employment gains, 
the office market recovery has 
been the weakest compared with 
other property types. Based on 

investment returns, most markets bottomed in 
mid-2002.  

Office vacancy rates in Dallas, Austin and 
Houston remain among the highest in the country 
but have been easing of late. Growth in business 

Tightest Housing Markets (Oct. 2004) 

I Wichita Falls 4.5 
2 Lubbock 4.6 
3 Abilene 4.7 
3 Odessa-Midland 4.7 
3 Corpus Christi 4.7 
6 Amarillo 4.9 
7 Killeen-Fort Hood 5.0 
8 Victoria 5.3 
9 San Antonio 5.6 
10 San Angelo 6.0 

Source: Real Estate Center at Texas A&M University 

Highest Home Appreciation Rates 
(Annual as of Third Quarter 2004) 

7 San Angelo 6.  

I Texarkana 9.4 
2 Odessa 7.6 
3 Tyler 7.1 
4 El Paso 7.0 
5 Corpus Christi 6.9 
6 Abilene 6.6 
7 San Angelo 6.5 
8 Longview 6.5 
9 San Antonio 6.2 
10 Killeen-Temple 6.0 

Source: Office of Federal Housing Enterprise Oversight
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services shows promise for eventually absorbing most of the 
vacant space. Dallas' recovery has been stalled a bit by sig
nificant space on the market and the number of new office 
projects. The threat caused by telecommuting seems to have 
receded, but the impact of foreign outsourcing is unclear.  

Recovery in the retail property market is more advanced, 
having bottomed out in late 2001. Retail sales benefit from 
housing sales, as people buy furnishings for their new homes.  
New subdivisions often justify expansion of grocery stores and 
other outlets into new territories.  

Border towns appear to be benefiting from an improved econ
omy in Mexico, stimulating cross-border shopping. Improved 
trade boosts industrial properties, particularly warehouse and 
distribution facilities.  

Despite the pervasive appeal of buying a home, rental 
apartment markets are likewise experiencing a mild recov
ery. Investment returns are back in positive territory, thanks 
primarily to stabilized property values. Rents remain soft, but 
capitalization rates are down from previous years. The long
term outlook for rental housing is favorable given the current 
low level of construction (except in some markets, such as 
Houston) and prospects that higher interest rates will limit the 
loss of tenants to homeownership.  

Developments that could contribute to stronger property 
markets include: 

* a pickup in employment growth,

. a limited increase in interest rates and a decline in gaso
line prices stimulating consumer spending and 

" a slowing in home sales reflecting a return to renting as 
the low-cost housing option.  

LAND MARKETS - INVESTMENT OF CHOICE? 

ural land sales soared in 2003, and preliminary data 
indicate they were almost as strong in 2004. Aver
age tract size on parcels sold continued to be well 
below the historical average. Recreation remains a 
prime motivation for these purchases. The search 

for a safe investment in a world of security concerns and lim
ited expected returns on alternative investment assets could 
also be responsible.  

Sales are spreading out from urban areas, indicating that 
most of the good tracts in convenient locations have been tak
en. Prices, adjusted for inflation, have been on a strong upward 
trend line since 1993, a run comparable to the land price boom 
of the early 1980s. Prospects are that this market dynamic 
will continue as long as a feeling of insecurity prevails and the 
stock market continues to deliver mediocre returns.  

The year ahead promises to be another active and interesting 
year for Texas real estate markets. 4

* recovering some jobs previously outsourced, For more information, contact infowrecenter.tamu.eau.
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R eal estate analysts and other users of census data often complain that these data quickly become dated. The 
problem is many items on a decennial census have rel
evance for only a few years. Although data are collected 

in years between censuses, statistically valid data is limited to 
the largest population areas.  

The rich body of data from the 2000 Census of Housing, 
which detailed units, their characteristics, household income 
and other factors for geographic areas as small as individual 
blocks, is already dated. Population estimates and simple 
observation suggest that things have 
changed in the post-2000 period in 
many Texas market areas, but there Data less than 
are few sources to track such changes.  

Fortunately, help is available, and be available I 
more is on the way thanks to the 
American Community Survey (ACS). marketing, ir 
The ACS is a comprehensive effort 
by the U.S. Bureau of the Census to other forms 
replace the long form administered to 
one in seven people during the decen
nial census with data from an annual large-sample survey. When 
fully implemented, the ACS sample will include more than 
three million households per year.  T he ACS will provide annualized data for all areas with 

65,000 or more persons, annual data based on three-year 
averages for areas with between 20,000 and 65,000, and 
annual data based on five-year averages for areas as small as 

individual census tracts. Data for tract levels will not be available 
until 2010 but will be available annually each year thereafter.  

Right now, however, data are available that provide sub
stantial detail on what has happened in a number of market 
areas of the state since 2000. Earlier this year, 2003 data for 
16 counties (Bexar, Cameron, Collin, Dallas, Denton, El Paso, 
Fort Bend, Galveston, Harris, Hidalgo, Lubbock, Montgomery, 
Nueces, Tarrant, Travis and Williamson) and related metropoli
tan areas were released. Data are based on a combined sample 
of more than 22,000 Texas households.  
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These results show substantial post-2000 changes and differ
ences among metropolitan areas for key housing variables. For 
example, they show the number of housing units increasing by 
6.1 percent in the state from 2000 to 2003. The increase was 
12.6 percent in Austin, 7.8 percent in Dallas, 7.1 percent in 
Fort-Worth Arlington, 7.4 percent in Houston and 6.1 percent 
in San Antonio.  

The data further show that the median value of owner
occupied housing (all existing housing as reported from home
owners' estimates of the value of their homes) increased 18.6 
percent from 2000 to 2003 for the state as a whole. Values 
increased 18.8 percent in Austin-San Marcos, 22.3 percent in 
Dallas, 23 percent in Fort Worth-Arlington, 27.9 percent in 
Dallas and 14.8 percent in San Antonio.  M edian monthly mortgage payments increased 19.1 

percent statewide between 2000 and 2003. Meanwhile, 
payments increased 16 percent in Austin, 14.7 percent 
in Dallas, 23 percent in Fort Worth-Arlington, 22.3 

percent in Houston and 14.6 percent in San Antonio. Absolute 
dollar values of monthly mortgage payments in 2003 varied 
from $1,422 in Austin-San Marcos to $1,385 in Dallas. Values 
were $1,294 in Houston, $1,262 in Fort Worth-Arlington and 
$1,043 in San Antonio. The statewide average was $1,166.  

Such data suggest that housing in areas where there were 
signs of a slowing economy in the early 2000s, such as the 
Austin area, did not respond immediately to the slowdown. A 
substantial number of units continued to be built, and rela
tively high property values were retained.  

The data indicate a continuing trend toward larger, more 
expensive units. Statewide, all housing units with fewer than 
seven rooms either declined or increased less than 10 percent 
from 2000 to 2003. At the same time, units with eight rooms 
increased by 12.7 percent, and those with nine or more rooms 
increased by 15.4 percent.  

The number of owner-occupied 
units valued less than $150,000 

3 year old will increased by less than 30 percent 
while units in all categories valued 

ir all types of more than $150,000 increased by at 
least 44 percent.  

estment and oThese increases are not a result 
of larger families needing larger 
houses; demographic data show a 

faa i decline in average household size. In 
addition, data from the ACS show 

the number of units with more than 1.5 occupants per room 
decreased 21 percent from 2000 to 2003. Housing units with 
1.01 to 1.5 occupants per room increased only 0.2 percent, and 
the number with one or fewer occupants per room increased 
nearly 5 percent.  

The examples of 2003 data presented here are just a sampling 
of the wealth of data that will eventually be available. Data 
less than a year old will be available on an ongoing basis for all 
types of marketing, investment and other forms of analysis.  
This will represent a quantum leap in data availability for real 
estate analysts and others wishing to establish current trends 
for periods between censuses. 4 

Dr. Murdock (smurdock@utsa.edu) is a research fellow with the Real Estate 
Center, Lutcher Brown Distinguished Chair in Management Science and 
Statistics in the College of Business at the University of Texas at San Antonio, 
and state demographer of Texas.



SUpERSIZEd HOUSES, SUpERSiZEd REqUIATIONS 
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hile one legendary fast food chain is getting While homebuyers are demanding larger houses, lot sizes 
rid of its "supersize" menu, homebuilders are have been shrinking. Between 1987 and 2002, the average lot 
continuing to build extra-large houses to meet size decreased 6.5 percent to 16,454 square feet, according 
buyers' demands. to NAHB. In suburban areas, large homes on small lots are 

A 2002 study by the National Association of Home Build- increasing in popularity. Many developers and city planners are 
ers (NAHB) found that home sizes have been growing in the promoting smaller lot sizes to save costs in infrastructure and 
United States. In 1987, the size of the average new home was to encourage more efficient use of land.  
1,900 square feet; by 2001, this had increased by 20 percent to A variety of terms are used to describe supersized homes in
an average of 2,300 square feet. eluding "McMansion," "monster house," "starter castle" and 

The percentage of new homes larger than 3,000 square feet "megahome." Similarly creative terms such as "garage Mahal" 
has almost doubled, according to the U.S. Census Bureau. In describe the three- or four-car (or more) attached garages. There 
1988, 11 percent of new homes constructed exceeded 3,000 are two types of McMansions: mass-built houses in suburban 
square feet; by 2003, this number had grown to 20 percent. areas and those built in existing neighborhoods of smaller 
Pulte Homes reports that its average new home is growing by homes.  
150 to 200 square feet every few years. Conflicts sometimes arise when a large new home does 

While house sizes have been increasing, household size has not fit in with the older, smaller existing homes in a neigh
been decreasing. Average household size is down from 3.11 borhood. Concerned neighbors have lobbied local govern
in 1970 to 2.59 in 2000, according to the Census Bureau. The ments for regulations to prevent or minimize perceived 
average square footage of home per person is significantly negative effects of replacing torn-down houses with larger 
increasing. ones.
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Proponents see McMansions as a benefit to communi
ties. They emphasize that infill development uses existing 
infrastructure, reduces sprawl and revitalizes suburbs. Some 
assert McMansions promote reinvestment in older suburbs and 
replace obsolete housing.  

ers who are looking for features new homes offer M cMansions 
also meet the demands 

of homebuy

but prefer to live in established neighborhoods 
close to the central city. According to a study by 

Robert Lang of Virginia Tech University and Karen Danielson 
of NAHB, "the new 'supersized American dream' includes fully 
loaded SUVs and, yes, monster houses." The McMansion is not

just a place to live, they say, but an assertion of the American 
sense of identity and a statement of prosperity.  

Opponents argue that extra-large homes do not represent 
smart growth. This form of housing, they assert, increases 
property values and makes communities less affordable. Given 
the relatively small portion of the population that can afford 
McMansions, opponents argue that cities should be focused on 
providing housing for the typical resident instead.  

Mark Hinshaw of LMN Architects argues that "inflicting 
massively oversized structures on neighborhoods that have 
an established pattern of small houses on small lots is the 
epitome of public rudeness. ... Communities should not be 

catering to this kind of nou-

PROPONENTS ASSERT 
that McMansions revitalize 
communities by replacing obsolete 
housing and maximizing use of 
in-place infrastructure.  
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veau riche excess." 

Regulating 'Monster' 
Homes 

McMansion opponents 
have proposed a variety of 
regulatory approaches. For 
example, the governor of 
New Jersey has proposed a 
McMansion tax that would 
require homebuyers to pay 
a 1 percent tax on newly 
constructed homes valued at 
$1 million or more.  

In Texas, regulations are 
focused on controlling infill 
development to ensure fit 
with existing neighbor
hoods. Austin, Dallas and 
University Park have all 
adopted regulations to pro
tect neighborhoods as infill 
occurs.

TIERRA GRANDE
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Austin 
Austin has experienced both infill and suburban McMansion 

development. Because single-family hones were being demol
ished and replaced by large duplexes, in 2003 the city adopted 
an ordinance limiting duplexes to 4,000 square feet of gross 
floor area or six bedrooms on a 10,000-or-less square-foot lot.  

For lots larger than 10,000 square feet, a floor area ratio 
(building area divided by land area) of 0.57 is in place. Duplex 
height is limited to 30 feet and two stories.  

Dallas 
Dallas has the most detailed McMansions regulations. In 

2002, the city adopted a zoning overlay called the M Streets 
Conservation District.  

The new zoning district covers 175 acres in the area between 
McCommas Boulevard, Greenville Avenue, Goodwin Avenue 
and U.S. 75. The neighborhood is made up primarily of middle
class Tudor homes built in the 1920s and 1930s.  

The Dallas regulations are intended to protect the existing 
architectural and cultural attributes of the neighborhood and 
to ensure that new construction and remodeling is compatible 
with the neighborhood's original architectural styles.  

The ordinance limits roof slope, height, setbacks, driveways 
and windows and other features. All new homes are required to 
be built in the High Tudor style and constructed of brick, stone 
or both, unless they are replacing Craftsman, Neoclassical or 
Spanish Revival homes.  

The ordinance limits the height of new houses to 30 feet.  
Original homes in the neighborhood average 22 feet high. Each 
new house must incorporate four of eight architectural fea
tures, such as stucco, arched doorways, cast-stone front porch 
columns and wood gables.  

Anyone who wishes to change the exterior of a house in the 
area is required to obtain a conservation district permit. For 
more information on Dallas' ordinance, visit http://www.  
dallascityhall.com/dallas/eng/html/conservationdistricts.html.

University Park 
University Park is a Dallas suburb with 23,000 residents.  

The city has 8,600 homes and is the home of Southern Meth
odist University. Older homes in this affluent area are often 
demolished and replaced with new homes.  

The city ensures the compatibility of new construction 
through a variety of regulations. For example, the front setback 
for a house is based on the average setback along that residen
tial block.  

The city adopted a series of zoning code changes in 2001 to 
address development of large three-story houses. Code now 
limits total third-floor area to no more than 50 percent of the 
second-floor area.  U niversity Park also adopted regulations governing 

gables on a third story. The regulations limit the 
size based on the width of the lot with a maximum 
of 180 square feet of gables. Total window area on 

the third floor is limited to ten square feet on each side of the 
house.  

For more information on University Park ordinances, visit 
http://www.uptexas.com.  

Infill development in the form of McMansions can be a 
positive addition to neighborhoods. However, as housing sizes 
continue to increase and demand for town lots grows, licensees 
should be aware of increasing regulations governing construc
tion of extra-large homes and of sensitive community integrity 
issues as well. 4 

Dr. Cowley (cowley. I I@osu.edu) is an assistant professor with the Austin E.  
Knowlton School of Architecture at Ohio State University.
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COST SEGREGATION MEANS TAX SAVINGS 
BY CATHERINE MILLER 

hat is cost segregation? 
The short answer is, 
"A smart tax strategy 

for many commercial 
property owners." 

Cost segregation is identifying the 
parts of a piece of real property that qual
ify as personal property and depreciating 
those parts separately from the rest of 

a the property. This accelerates federal tax 
depreciation on segregated components, 
reducing current income tax payments 
and increasing net cash flow.  

"Cost segregation allows property 
owners to access some of the most 
taxpayer-friendly changes to the tax 
law in recent history," says Ed Allen of 
DASI Consulting, a firm specializing in 
cost segregation studies. "Current year 
benefits can be substantial for properties 
ranging from privately owned doctors' 
offices to trophy properties in downtown 
metropolitan areas. In most cases, thou
sands of tax dollars can be deferred." 

A cost segregation study should be 
conducted by qualified engineers to 
determine what parts of the structure 
are personal property. Items as diverse 
as light fixtures, landscaping and certain 
wiring and plumbing potentially qualify.
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The study can be done after a build
ing is completed. An outside consult
ing firm would review blueprints and 
invoices and do an on-site inspection to 
determine what components qualify as 
personal property.  

The additional accounting and 
engineering costs involved with cost 
segregation mean that not every prop
erty is ideal for this accounting method.  
According to Allen, ideal properties are 
those with capitalized costs of more than 
$750,000 or capitalized net leasehold 
improvements of more than $350,000.  
If a taxpayer owns multiple commercial 
properties, the properties can be aggre
gated to meet these guidelines.  

Triggering events for considering cost 
segregation are purchase or acquisition 
of a property; building a new facility; 
renovating, expanding or remodeling an 
existing property; leasing a property and 
paying for buildouts or leasehold im
provements. Taxpayers with unclaimed 
depreciation benefits from as far back 
as January 1987 could also benefit from 
such a study.  

Before 1997, the Internal Revenue 
Service did not allow taxpayers to 
depreciate components separately from 
a building. In that year, the Tax Court 
ruled in favor of a taxpayer who separat
ed building costs into personal and real 
property components. Since then, the 
Internal Revenue Code has become even 
friendlier regarding cost segregation.  

Automatic consent of change from one 
permissible method of depreciation to 
another is allowed, with no filing fee and 
no automatic review process after filing.  
This means taxpayers can correct tax 
returns back to January 1987 for property 
that qualified for cost segregation.  

Even better, beneficial adjustments 
can be taken into account in the year of 
change rather than being spread out over 
several years.  B est of all, first year expens

ing election (Section 179) for 
certain personal property is 
now $102,000.  

Cash flow savings can be substantial 
considering that indirect construction 
costs may contain 15 to 25 percent per
sonal property that qualifies for acceler
ated depreciation. Even expenditures 
considered direct costs may incude per
sonal property that meets cost segrega
tion requirements.

Section 179 depreciation 
deduction is limited to 
taxable income. If income 

is less than $102,000, the excess can 
be carried to the succeeding year. All 
figures mentioned so far have been for 
2005. For qualifying property in 2004, 
the Section 179 election is $100,000, but 
it is possible to take advantage of bonus 
depreciation, which in many cases can 
increase the deduction even more than 
in the example.  

While the example is simplistic, actual 
computations take into account the dif
ferent types and classifications of person
al property and other complexities of the

tax laws. Many other factors such as legal 
entity structure, alternative minimum 
tax considerations, passive loss rules and 
length of time the property will be held 
should factor into the decision about 
whether or not to segregate costs.  

Cost segregation is not recommended 
without an independent cost segregation 
study performed by qualified engineers, 
nor is it recommended without consult
ing your tax preparation professional. 4 

Miller (cmiller@kappandmiller.coni) is a CPA 
and shareholder with Kapp & Miller PC in Fort 
Worth, Texas, and a member of the Real Estate 
Center's advisory committee.
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New commercial building valued at $2 million after land costs are removed, 
purchased on January 1, 2004.  

Using Straight-Line Method 
$2,000,000 / 39 years, straight-line depreciation
First-Year Depreciation without Cost Segregation 

Using Cost Segregation Method 
The cost segregation study determined that 15 percent of the 
building is personal property that qualifies for the Sec. 179 
election (up to $100,000) and that it has a seven-year personal 
property life.  

Non-Personal Property Portion 
$2,000,000 x 85% / 39 years 

Personal Property Qualifying for Sec. 179 Election 
(expensing immediately of $100,000) 

First Year 50% Bonus Depreciation of Personal Property 
$2,000,000 x 15% = $300,000 
Less $100,000 Sec. 179 Election = $200,000 
$200,000 x 50% Bonus 
(write off remaining $200,000 at 50 percent rate) 

Remainder of Personal Property 
$2,000,000 x 15% = $300,000 
Less $100,000 Sec. 179 Election and $100,000 Bonus 

Depreciation = $100,000 
$100,000 x 14.29% (MACRS 7 year, half year convention).  
(Only $100,000 of the $300,000 is left to depreciate over time) 

First-Year Depreciation with Cost Segregation 

Increase in First-Year Depreciation Using Cost Segregation

$51,282

$43,590 

100,000 

100,000 

14,290 

$257,880 

$206,598
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CON 10EMNED7

WHAT LANDOWNERS SHOULD KNOW ABOUT CHANGING PROPERTY RIGHTS

BY JUDON FAMBROUGH

o most landowners, condemna
tion is an unwanted and unjust 
process for taking land. But 

what seemed unfair in the past pales 
when compared with what may occur in 
the future.  

On July 2, 2004, the Texas Supreme 
Court decided Hubenak v. San facinto 
Gas Transmission Co. and removed sev
eral key restraints in the condemnation 
process that were favorable to landown
ers. Landowners need to be aware of this 
decision and know what to expect when 
confronted with condemnation.  

FOU R A RESTRAINTS 

Condemnation is not an unbridled pro
cess. Texas law imposes four restraints 
or limitations.  

First, only land that serves a public 
purpose or provides a public benefit may 
be taken. No property may be con
demned for private purposes. Currently, 
the U.S. Supreme Court is hearing a case 
to determine whether the public benefit 
is served by condemning homes to make 
way for public developments.  

The Texas appellate courts have held 
that homes may be condemned to enlarge 
parking lots for shopping malls because 
the public derives a benefit from the 
increased sales tax. This may change de
pending on the Supreme Court's decision.  

Second, no more property can be taken 
than is reasonably needed to serve the 
public use or provide the public benefit.  

Third, the landowner must be com
pensated fair market value for the land 
taken. The valuation process, outlined 
in the statutes, varies depending on 
whether all or a part of the property is 
condemned.  

Fourth, the landowner must be 
afforded due process. Chapter 21 of 
the Texas Property Code outlines the 
statutory procedure. The process may be 
divided into three phases beginning with 
the condemning authority (condemnor) 
making a bona fide attempt to purchase 
the property.  

26

The second phase begins if the con
demnor and landowner are unable to 
agree on the amount of damages (fair 
market value). The condemnor petitions 
in the proper court. The petition: 

" describes the property and the prop
erty rights to be condemned, 

. states the public purpose for which 
the entity intends to use the property, 

. specifies the name of the owner of the 
property, if the owner is known and 

. declares that the entity condemning 
the land and the property owner were 
unable to agree on the damages.  

Thereafter, the court appoints three 
disinterested county landowners (known 
as freeholders) to serve as special com
missioners to hear evidence from both 
parties concerning the fair market value 
of the land and to make an award. This 
ends phase two.  

If either the condemnor or the land
owner is dissatisfied, he or she may start 
phase three by appealing to the court for 
a full-blown trial on all issues. The ap
pellate process ultimately may reach the 
Texas Supreme Court as the Hubanek 
case did. In the meantime, condemnors 
may take possession of the land and 
begin the project by posting the proper 
amounts as security during the appeal.  

D UE PR OC ESS RU LE S 

Before Hubenak, condemnors had to 
plead and prove that they were unable to 
agree with the landowner on the amount 
of damages that would result from the 
taking of the property. Basically, they 
had to make a bona fide attempt to 
purchase by offering the estimated fair 
market value of the land through good 
faith negotiations. The offer could not be 
arbitrary, capricious or in bad faith.  

The requirement attempted to save the 
time and expense of litigation, yet ensure 
the owners received just compensation.  
However, the definitions of "bona fide 
attempt to purchase" and "good faith nego
tiations" changed with the Hubenak ruling.  

The first issue addressed in Hubenak 
was whether the offer to purchase had to

be based on fair market value to satisfy 
the bona-fide-attempt-to-purchase rule.  

The Texas Supreme Court ruled it 
did not, saying the dollar amount of 
the condemnor's offer generally should 
not be scrutinized or compared with 
other indications of value. The statutory 
scheme dictated by Chapter 21 does not 
contemplate such an examination. A 
single offer by the condemnor, wrote the 
court, satisfies the requirement regard
less of the amount.  

The court premised its decision on judi
cial economy. "It is not necessary to have 
two trials to reach the ultimate and only 
determination contemplated by the stat
ute," it ruled, "which is a determination 
of the value of the property condemned." 

The question is no longer whether 
the condemnor negotiated in good faith 
based on fair market value but rather 
whether the condemnor made a mon
etary offer to purchase. In essence, this 
decision eliminated phase one of due 
process. Negotiations are no longer re
quired; tendering an offer is sufficient.

In Hubenak, the condemnor attempted 
to purchase additional property rights 
beyond what it could legally condemn.  
These included the right to transport 
oil as well as gas through the pipeline, 
the right to subsequently assign all or a 
part of the easement to another com
pany and the landowners' obligation to 
warrant and defend title to the land. The 
landowners contended this violated the 
negotiating-in-good-faith requirement.  

The Texas Supreme Court disagreed.  
"Generally, it is sufficient that the 
parties negotiate for the same physical 
property and the same general use that 
becomes the subject of the later eminent 
domain proceeding," the court ruled, 
"even if intangible rights sought in the 
purchase negotiations do not mirror those 
sought or obtainable by condemnation." 

The court noted that the pipeline 
company never sought to condemn the
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additional property rights but merely 
sought to purchase them along with 
the easements; therefore, the issue of 
whether the condemnor could actually 
condemn the three additional property 
rights was "simply irrelevant." 

JU R ISD ICT I ONAL I SSU E 

In the past, the failure to make a bona 
fide attempt to purchase and to negoti
ate in good faith was jurisdictional. This 
meant the court had no authority to hear 
and decide a case until these occurred.  
The court could dismiss a case for violat
ing the rule. It ensured the landowners 
were offered fair market value. The rule 
was questioned in Hubenak.  

he high court ruled making a 
bona fide attempt to purchase 

- and negotiating in good faith 
are not required to confer jurisdiction 
on the court. The trial court, it said, 
had jurisdiction regardless of whether 
the condemnor satisfies the "unable to 
agree" provision.  

"The modern direction of policy," 
ruled the court, "is to reduce the vulner
ability of final judgments to attack on the 
grounds that the tribunal lacked subject 
matter jurisdiction. When, as here, it is 
difficult to tell whether or not the parties 
have satisfied the requisites of a particular 
statute, it seems perverse to treat a judg
ment as perpetually void merely because 
the court or the parties made a good-faith 
mistake in interpreting the law." 

Apparently, protecting property rights 
is less important than judicial efficiency.  

THE NEW REMEDY 

In the past, the court dismissed a case 
for lack of jurisdiction when the parties 
were unable to agree. With the jurisdic
tional requirement removed, the court 
had to decide the proper remedy when the 
landowner objects to receiving no offer.  

According to the court, the purpose 
of the unable-to-agree provision is to 
"forestall litigation and to prevent 
needless appeals to the courts when the 
matter may have been settled by negotia
tions between the parties." Dismissal of 
the lawsuit, as the courts have done in 
the past, does not achieve this purpose.  
Rather, the statute's goal can be accom
plished by abating the lawsuit (temporar
ily suspending the proceedings) until the 
requirement has been satisfied. If at the 
end of a reasonable period the condem
nor has not made an offer, the lawsuit is 
then dismissed.

PROPER RESPONSE, I F ANY 

Before Hubanek, landowners attempt
ed to extend the good faith negotiations 
in phase one as long as possible. As long 
as negotiations continued, the condem
nor could not initiate phase two, which 
allowed the condemnor to begin the 
project. The longer the negotiations con
tinued, the more willing the condemnors, 
were to offer a better price -or the land.  

To avoid triggering phase two, a 
landowner's initial response to the effer 
had to be correct. The cour- points out 
several incorrect responses made by the 
landowners in this case. For example, 
they: 

" stated or implied that they would 
reject the pipeline easement on the:r 
property under all circumstances at 
any price, 

. ignored or did not respond ir a 
timely manner to the condemnors' 
offer and 

" indicated that further negotiations 
would be futile.  

It is unclear, though, what difference 
it would have made had the landowners 
done otherwise, because negotiations are 
no longer required.  

However, the high court appeared to 
deviate from this position when address
ing the condemnor's attempt to purchase 
rights it could not condem-n. Condem
nors may be required to negotiate for 
these rights. For this reason landowners 
may wish to: 

" ask the condemnor to separate the 
rights that can be condemned from 
those that cannot be condennec.  
and require the condemnor make 
separate offers for eachi.  

. stress that the rights th2 condemnor 
seeks to purchase cannot be con
demned. Show how important they 
are and how much they are worth.  
In the Hubenak Case, te lardown
ers presented no evidence that the 
three additional property rights were 
material to the value of the land 
They also did not present evidence 
that the three rights would have 
made a difference in the amounts 
that should have been offered.  

Landowners have no assurance that 
a "proper response" exists. Their only 
choices may be to accept the offer and 
end the process or prepare tc spend time 
and nonrecoupable funds in preparation 
for the special commissioners court and 
possibly litigation.

The Texas Supreme Court greatly 
diminished the protection afforded 
landowners in condemnation cases by 
eliminating the condemnors' duty to 
make a bona fide attempt to purchase 
the property and to negotiate in good 
faith. Likewise, conferring jurisdiction 
on the courts when these two require
ments are not satisfied leaves landown
ers with no option but to appear before 
the special commissioners to protest an 
inadequate offer.  

Appearing before the special commis
sioners necessitates hiring an appraiser 
and possibly an attorney. Appealing 
the matter beyond the special commis
sioners requires both an appraiser and 
an attorney because Texas rules of civil 
procedure apply. None of these costs 
can be recovered, even if the landowner 
ultimately prevails. Thus, the Hubenak 
decision diminishes the landowners' 
property and property rights by the costs 
needed to protest an inadequate offer and 
prove what represents just compensation 
for the land.  

The decision removes all incentives 
for the condemnor to make a bona fide 
attempt to purchase and to negotiate in 
good faith. Before, the court dismissed 
the lawsuit for lack of jurisdiction for 
failing to comply. The dismissal caused 
a project delay and required the con
demnor to tender more money to the 
landowner.  

ow, the court temporarily abates 
or suspends the legal proceed

ings when the condemnor fails 
to make an offer. The lawsuit is not 
dismissed and the condemnors' project 
continues even though the proceedings 
are abated temporarily.  

The question remains whether the 
Texas Supreme Court's decision advances 
or frustrates the purposes behind the 
condemnation statute. Will it avoid pro
tracted litigation or will it encourage it? 
Does the decision ensure that landowners 
receive just compensation for their prop
erty or reduce the chances? Time will tell.  

For more information on condemna
tion, see "Understanding the Condemna
tion Process in Texas," at http://recenter.  
tamu.edu/pdf/394.pdf. 4

Fambrough (judon@recenter.tamu.edu) is a mem
ber of the State Bar of Texas and a lawyer with the 
Real Estate Center at Texas A&M University.
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IMPROVEMENTS SERVE UP TAX BREAKSI

p

ax rules for com
mercial property 
leasehold improve
ments and restaurant 

improvements were changed 
by the 2004 Tax Act. As long 
as the criteria are met, lease
hold improvements can now 
be depreciated over 15 years 
rather than 39. This advantage 
is offset by disallowance of 
a 50 percent first-year bonus 
depreciation deduction. In 
contrast, qualified restaurant 
improvements receive two tax 
benefits - a 15-year write
off plus the 50 percent bonus 
depreciation.  

The new rules apply to im

provements built in 2005 only.  
Congress has not yet decided 
on post-2005 improvements.  

Nonrestaurant Lease
hold Improvements 

A transition rule allows 
both a 50 percent first-year 
write-off and 15-year depre
ciation for certain improve
ments made during the last 
two months of 2004. The 
same rules apply to improve
ments made by a lessee 
or a lessor. If a leasehold 
improvement qualifies as a 
restaurant improvement, de
fined below, both the 15-year 
write-off and the 50 percent 
first-year bonus depreciation 
apply.  

In general, companies mak
ing nonrestaurant leasehold 
improvements benefit least 
under the new law. Taxpayers 
typically benefit from rapid 
write-offs, but in this case, 
losing the 50 percent one-year 
write-off in exchange for a 
shortened overall period of 
depreciation (15 years rather 
than 39 years) leaves most

taxpayers worse off. This 
conclusion is based on 
after-tax numerical analyses 
comparing old law and new 
law. Yet, a 15-year deprecia
tion period is certainly more 
beneficial than a 39-year one.  

To depreciate commercial 
leasehold improvements over 
15 years, the building must 
be more than three years old 
when the improvement is 
placed in service. The new 
rules apply only to commer
cial property, not to residen
tial rental property.  

Here is an illustration. As
sume a growing retail chain 
leases commercial space in 
various new locations in 
January 2005 (year 1). The 
chain spends $1 million on 
leasehold improvements.  
Renovations include custom
ized counter space, new light
ing fixtures, additional air 
conditioning equipment and 
alterations to the ceiling.  

The chain would be able to 
deduct one-half of one year's 
depreciation in year 1, or 
$33,333 ($1 million x 1/15 x 

1/2). The 1/2 portion of the 
computation represents one
half of one year's deprecia
tion, a first-year adjustment 
required by law for most prop
erties. Depreciation in years 
2 through 15 is $66,667 ($1 
million x 1/15), and year 16 
depreciation is $33,333. Thus, 
the entire $1 million cost is 
depreciated during years 1 
through 16.  

Leasehold improvements 
that qualify for the 15-year 
write-off period include en
larging the building, as well 
as adding elevators, escalators 
and structural components 
benefiting a common area or

TIERRA GRANDE

the internal structural frame
work of the building. Structural 
components for these purposes 
are defined as load-bearing 
internal walls and any other 
internal structural supports, 
including the columns, girders, 
beams, trusses and all other ma
terials essential to the stability 
of the building.  

Restaurant Improvements 
To qualify for the new rules, 

restaurant improvements must 
be made to properties that 
have been in service more than 
three years. Also, more than 50 
percent of the building's total 
square footage must be devoted 
to preparation and consumption 
of meals.  F or example, assume a 

restaurant expands its 

capacity at a cost of 
$1 million. In the first 

year, $500,000 can be deducted.  
The $500,000 remaining tax 
basis can be depreciated using 
the same depreciation schedule 
as illustrated in the previous 
example. The first year's regular 
depreciation would be $16,667 
($500,000 x 1/15 x 1/2). Total 
depreciation for the year would 
be $516,667. The $483,333 
remaining tax basis ($1 million 
less $516,667) would be depreci
ated over years 2 through 16.  

In addition to the rules 
discussed here, several other 
technical requirements must be 
met. Consultation with a tax 
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 University 

and a professor of accounting in the 
Kelley School of Business at Indiana 
University.
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Anyone who has ever had a water 
feature at their home knows they 
require some upkeep. If it's just a 
plain pond with some landscaping, 
that's not too hard. But if you add 
a waterfall or fountain, you need 
a pump, and that increases the re
quired maintenance. If you really 
want a challenge, add fish.  

I've had a small pond outside my 
bedroom window for almost 20 
years. At night my wife and I can 
doze off to the sound of babbling 
waters cascading down the water
fall. In the daytime, we can watch 
through the French doors as the 
goldfish swim in the pond shaded 
by the overhanging banana trees.  

Generations of goldfish have 
raised families in my pond. Our 
children grew up watching and 
feeding the fish. Our four-year-old 
grandson did too until recently 
when something fishy happened.  

When we left for vacation, there 
were 30 goldfish in our pond. When 
we returned two weeks later, there 
was one. I was unhappy, and my 
grandson asked where all the fish 
had gone. I decided to find out.  

Thanks to the training I've re
ceived from watching episodes of 
CSI (Crime Scene Investigation) 
on TV, I knew what clues to look 
for. In the cracks of the deck sur
rounding the pond, I found disturb
ing forensic evidence - fins, tails 
and other small body parts. I did 
not need any DNA analysis to realiz 
this case was more than mere poach 
This was catch-and-don't-release on 
grand scale (no pun intended).  

Obviously I could not restock the] 
with the perpetrator still on the loos 
The first break in the case came whe 
I noticed my neighbor's cat sitting o 
rock at the edge of the pond, eyeing t 
lone remaining goldfish.  

The list of suspects grew to two, ho 
ever, when I heard a noise on the dec 
one night and looked outside to see a 
raccoon prowling the crime scene. T 
had to be the culprit. After all, he wa 
even wearing a mask. And the last fi 
was gone.
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I borrowed a trap and baited it with 
gourmet chicken-pasta-cranberry salad 
left over from Thanksgiving. It did not 
take long to nab a possible "perp," but it 
wasn't one on the list of usual suspects.  
My trap had nabbed a possum.  

The offending animal was transported 
outside the city limits and let loose. I rebait
ed the trap and waited. The next morning 
the cage held an unhappy raccoon. He (she) 
was relocated to a pond in the countryside 
where animals work for a living and don't 
have the fresh fish served to them.  

Over the course of the next week, I 
caught another raccoon - a very large 
one - and the neighbor's cat. The rac
coon was reunited with its country kin, 
and the cat was paroled with a warning.

JANUARY 2005

While this case is closed, many ques
tions remain about what to do with a 
water feature that attracts all manner of 
unwanted varmints. (I never did tell my 
wife about the snake skin I found there 
years ago.) 

My first thought was to restock the 
pond with fish and buy a pit bull to guard 
it. Instead, I plan to raise water lilies in 
the backyard pond and buy an aquarium 
for my grandson to enjoy inside.  

I've added this story to my list of things
they-never-told-me-about-homeownership 
book that I really need to write someday. * 

Jones (djones@recenter. tamu. edu) is communica
tions director with the Real Estate Center at Texas 
A&M University.  
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