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It was May 18, 1971. Seated at his desk in the governor's 
office, Gov. Preston Smith was flanked by a who's who of 
the Texas real estate industry. They had come to Austin to 
witness the historic signing of Senate Bill 338. The signing 
ceremony was the culmination of an effort by Texas Realtors 
to put the state at the forefront of real estate research. This 
year the product of that legislation - the Real Estate 
Center at Texas A&M University - celebrates its 35th 
anniversary without fanfare. We continue to do what we have 

been doing since day one, helping Texans make sound real 
estate decisions. If you need us, you know where to find us.  

www.recenter.tamu.edu or 979-845-2031 

Gary W. Maler, director 
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were renters to become home

owners and enabled existing 

homeowners to sell and move 

up to higher-priced, larger 

housing with more ameni

ties. The low rates allowed 

homeowners to refinance their 

properties, thereby convert

ing home equity into tax-free, 
disposable capital, and made 

acquiring a second or vacation 

home a practical alternative.  

Lower rates attracted vast 

quantities of capital, both debt 

and equity, to the housing 

sector.  

All of these activities con

tributed significantly to the 

overall economy and to the 

housing boom. The question 

is, what will happen to the 

housing market as mortgage 

interest rates rise from their 

historically low point? And how

1I0

An Inverted Yield Curve 

T - Yiel 
Ten-Year Yield 

One-Year Yield

1992 1994 1996 1998 
Year

high will rates have to go
before a significant impact is felt? 

Most projections for mortgage interest rates this year 

anticipate the 30-year fixed rate to stay below 7 percent. The 

Federal Reserve is expected to discontinue its regular increases 

in short-term rates during the year as inflation fears stabilize.

Although the U.S. savings rate rema 

savings and investment in U.S.  

debt remain sufficient to keep 

rates from increasing much

more. If these expectations 
hold, mortgage rates should 

continue to be attractive to the 

market.  

A small increase in the rate 

will primarily affect buyers at 
the margins of the different 

housing price levels. A 7 per

cent rate is still well below 

what the housing market bore 

throughout the 1990s and con

siderably lower than prevailing 

rates in the 1980s (Figure 2).

New Home Construction 

Home prices in Texas 
have not experienced 

the high rates of appre

ciation seen in other areas pri-

ins effectively zero, foreign

marily because home building Source: Freddie Mac 

has kept pace with demand to 

keep the housing supply in relative balance. Affordable, devel

opable land continues to be available with minimum interfer

ence or added costs from local regulatory controls.  

Residential construction costs have not escalated beyond 

normal increases in labor and material costs. And while 

much of the new construction has been middle- to high-price 
housing, housing transactions at each price level have been 

adequately active, all the way down to entry-level housing. If 

4
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that investor-rental home sales

Figure 1 
Pre-Yea and TeYearTs d 

Percent

of the market, and vacation or second homes equal about 13 

percent (Figure 3).  

A significant number of out-of-state investors have come to 

Texas to buy homes, either to hold and sell or rent and sell.  

Demand from this source can increase prices and decrease

inventory stock and time on the market. So far, the level of 

investor demand has had 

little to no major influence 

on either prices or inventory 

except for a few specific areas 

or developments.  

Little hard data are avail

able to measure the conse

quences of outside investors 

on Texas' housing market.  

Estimated impacts are 

based on anecdotal reports 

by agents and builders in 

specific market locales such 

as El Paso, Austin and the 

Dallas suburbs, where as 

much as 25 percent of sales 

are to investors. Several 

builders are refusing to sell 

new homes to investors to 

prevent their developments 

from becoming rental 

communities.  

Vacation home sales are

mostly second-home pur

chases. A great many of these nationally are condominiums in 

resort areas bought by purchasers who live in other states. Inves

tor-rental and vacation/second-home sales reflect the growing 

interest in buying houses for investment, to take advantage of 

the housing boom and lack of attractive yields from the stock 

and commodities markets. Second-home investment has been 

significant in the Hill Country, Texas resort areas and along 

the coast from South Padre Island all the way to Texas City.  

TIERRA GRANDE

demand for housing within 

any price level along the 

overall chain is weak, the 

market's ability to expand is 

constrained.  

Texas residential construc

tion had two of its best years 

in 2004 and 2005. Home 
builders report planning new 

construction for 2006 at about 

the same level as 2005, in 

spite of slightly higher inter
est rates. Annual permits for 

new, single-family dwellings 

statewide increased approxi

mately 11 percent in 2005 

over 2004 levels.  

Changes in Investor, 
Buyer Activity C urrent National Asso

ciation of Realtors 

(NAR) data indicate 
account for about 23 percent

Figure 2 
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Galveston, for example, is experiencing a significant condo 

boom.  Primary home sales reflect a healthy number of first-time 

homebuyers leaving the rental market plus move-up 

buyers and transfers moving from one place to another 

- in other words, the "normal" homebuying market. Some 

former renters are fulfilling long-standing desires to own 

their own homes, while others are making economic choices 

to acquire equal or better housing at equal or lower monthly 

costs.  
Some buyers are new households just entering the hous

ing market. Evidence of the activity level can be seen in the 

increase in homeownership rates nationally and in local mar

kets. The national homeownership rate exceeded 69 percent 

in 2005, up from 66 percent in 2000. In the 
southern region, the homeownership rate is Fi 
greater than 70 percent. National 

Interest rates and easy credit (easier qualify- Com 
ing and lower down payment requirements) 

provide opportunities to existing homeown

ers to sell their current properties and buy 

bigger, better or more expensive homes.  

Cashing in on built-up equity provides large 

down payments, spendable income or both.  

Lower interest rates allow buyers to qualify 

for higher-priced homes, even if income has 

not increased a great deal.  
Because the refinancing crush has worked 

its way through the market, the consump- Source: National A

tion spending that derived from homeown

ers monetizing their home equity is expected to disappear.  

However, a growing number of homebuyers who used adjust

able rate financing during the past several years are electing to 

refinance to fixed-rate loans before their adjustments kick in at 

higher rates.  

Credit Terms, Qualifying, Underwriting Changes 
In December 2005, the principal financial oversight agen

cies (Office of the Comptroller of the Currency, the Board of 

Governors of the Federal Reserve System, the Federal Deposit 

Insurance Corporation, the Office of Thrift Supervision and the 

National Credit Union Administration) posted joint proposed 

guidance measures for "nontraditional mortgage products." 

These measures are under review for public comments and

suggestions before becoming official guidelines. This effort is 
targeting mortgage loans including "interest only" and "pay

ment option" adjustable-rate mortgages (negative amortization 

loans), especially those combined with simultaneous second 

liens or reduced documentation for evaluating an applicant's 

creditworthiness.  

Concern focuses on the level of risk lenders carry on these 

loans and the fact that the loans are being extended to sub

prime borrowers - those who might not be financially quali

fied and may not understand their potential obligations.  

The guidance document specifies that institutions provid
ing these kinds of loan products may be subject to criticism, 
corrective measures and higher capital and loan-loss reserves.  

It seems clear that mortgage lenders may change their lending 

practices and loan-approval standards.  

re 3 High-risk mortgage loans are most preva

Home Sale lent in California and other "hot" housing 
sition markets where housing prices greatly exceed 

local area incomes. They have not been 

ne widespread in Texas. In fact, many Texas 

lenders report that they either do not offer the 

products or discourage borrowers from using 

them.  N evertheless, changes in mortgage 

credit underwriting and qualifying 

procedures may tighten during the 

coming year. So-called "low doc" and "no 
ar doc" loans with high loan-to-value ratios can 
nation of Realtors be expected to become harder to qualify for

and more limited in availability. Loan under

writing changes in Texas will primarily affect marginal buyers: 

people trying to buy higher-priced houses than they can really 
afford or entry-level, first-time buyers coming into the market 

with weak credit records or little capital for down payments.  

The Texas housing market is expected to perform this year 

more or less the same as it did in 2005. A "perfect storm" sce

nario is highly unlikely. Texas continues to enjoy sustained job 

growth and general economic prosperity. Income is increasing 

and many businesses look at the state as a land of opportunity 

for relocation, expansion and development.  

But sometimes, it's hard to resist wondering, "what if ... " 4 

Dr. Gaines (jpgaines@tamu.edu) is a research economist with the Real Estate 

Center at Texas A&M University.

Home as Investment - Then and Now

T en years ago a family making 
$70,000 bought a home for $175,000 
(2.5 times annual income) with a 7.5 

percent, 30-year fixed rate mortgage and a 
$35,000 down payment (20 percent). Cur

rent balance on the loan is $121,513.  
Today, they sell the house for $245,000 

(average 4 percent per year increase over 

ten years) with a net price after costs-of-

sale of $225,400. The net gain on the sale 
is $103,887 ($225,400-$121,513).  

The family's current income is $85,000 

(average 2.15 percent per year increase).  
The interest rate on a 5/1 ARM loan is 
5.77 percent.  

The family could qualify for a loan 
of roughly $300,000. Using all of the 
gain from the sale of their home for a

down payment, the family could buy a 
$403,887 home - that is, a new home 
nearly 2.4 times the value of the home 
they bought ten years earlier.  

As an alternative, they could save, 
invest or spend $50,000 from the sale of 
the original home, using the rest of the 
gain ($53,887) as a 15 percent down pay
ment on a home valued up to $353,887.
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uring the past three years, there has 
been a global boom in housing prices, 
sales volume and construction.  

According to reports in the Wall Street 
Journal and other media, home prices in 
Shanghai surged 26 percent last year and 
90 percent since 2000. In the past year, 
prices climbed 19 percent in Hong Kong, 4 pBd 
48 percent in Bulgaria and France, 63 
percent in Spain and nearly 100 percent 
in South Africa.

In the United States, the median home price rose nearly 33 percent during 

the past three years and 13 percent in 2005, according to the Office of Federal 
Housing Enterprise Oversight (OFHEO). The National Association of Realtors 
(NAR) reports the number of homes sold increased from 5.6 million in 2002 to an 
annualized level of nearly 7.1 million in 2005. The number of new single-family 
dwellings built increased 6.7 percent over the past year, from 1.531 million in 2004 
to 1.635 in 2005.  

Texas' housing boom reflects an active and growing housing market, but one 
experiencing a much slower rate of increase than the rest of the country. From 2002 

to 2005, the Texas median-priced home increased from $124,500 to an estimated 
$136,500, a modest 9.6 percent. The average house price grew from $155,600 in 
2002 to $174,100 in 2005, an 11.9 percent increase. MLS sales during that period 
increased from 201,422 to 265,886, a 32 percent increase.  

National media have por 

"bubble" that could suddenly and dramatically burst, leaving homeowners and the 
market reeling. But here in Texas, is a housing bubble fact or fiction? Could the 
housing market explode like an overinflated balloon? 

Probably not.
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Several factors indicate that while Texas' housing market 

is doing well by historical standards, it is not experiencing a 
price bubble. Important indicators include: 

" Texas' home prices have appreciated at rates significantly 

less than the national rate.  

" Texas' current rate of home price increase is about equal 

to the "normal" rate of the past 15 years.  

" Across the country and around the globe, lower mort

gage interest rates and easy mortgage credit are primary 

reasons for home price increases.  

" The median-price-to-median-family-income ratio in 

Texas is not disproportionate to the historical norm.  

" Residential construction in the state has maintained a 

reasonable balance between supply and demand, avoiding 

a shortage or excess supply situation.  

" The inventory of houses for sale is only slightly less than 

"normal," reflecting relative balance between supply and 

demand in the marketplace.  

" The national housing bubble, to the extent it exists, appears 

to be localized to several states and specific metropolitan 

areas with extraordinarily high rates of home appreciation.  

One of the best indicators that Texas is not experiencing a 

home price bubble is reflected in the comparison of the rate 
of increase in home prices nationally with the state increase 

(Figure 1).  

Figure 1. Rate of Home Price Appreciation 
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Sources: OFHEO and Real Estate Center at Texas A&M University 

Since the first quarter of 2000, when Texas' and the United 

States' rates of increase in home prices were essentially equal 

at 6.2 percent and 6.3 percent, respectively, the national rate 

has been considerably greater than the state's. The spread 

between the two rates widened significantly when the 

national rate exploded in the second half of 2003.  

Through the fourth quarter of 2005, Texas' home price 

increase rate (5.5 percent) was less than half the national aver

age (13 percent) and only a fraction of that reported in states 

with the fastest-increasing rates. Similarly, increases in home 

prices within the four largest Texas metropolitan areas have 

been significantly less than the national rate (Figure 2).  

Between 1995 and 2001, the major Texas metropolitan 

areas' home price index paralleled the national rate of

increase. Home prices surged in Austin during the high-tech 
expansion from 1999 to 2001 but flattened during the follow
ing four years. Since the third quarter of 2003, however, the 

Figure 2. Annual Home Price Appreciation Rates 
Texas MSAs and United States, 2000-05 
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Sources: OFHEO and Real Estate Center at Texas A&M University 

surge in the U.S. median price has far outpaced increases in 

Texas' major metropolitan areas.  

Over time, a housing market normally reflects trends 

supported by fundamental changes in employment, income, 
population, households and family formation. Housing price 
bubbles typically are characterized by sharp, short-term 

price increases caused by excessive demand, overexuberance, 
speculation, generally unsustainable expectations in the 

market and easily obtainable, low-cost capital.  

A bubble may be enhanced by a short-term shortage of 

available units. Increased new construction typically fills the 

gap between greater demand and existing supply, although 

this process may take considerable time, especially in mar

kets with stringent development regulations or land shortages.  

Home price changes in Texas during recent years have 

trended toward long-term average or normal levels. The 

median home price doubled from $68,100 in 1990 to 
$136,500 in 2005. Similarly, the average home price went 
from $87,300 to an estimated $174,100 during this period 
(Figure 3). Sales volume during the period went from 100,047 

Figure 3. Home Prices and Sales Volume in Texas 
Dollars 1990-2005 Units 
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to an estimated 265,886. Sales volume has exhibited a 
marked increase since mid-2002.  

The state's housing appreciation rate had been on a steady 
decline since 2000 but rebounded significantly in 2004 and 
2005. As Figure 4 illustrates, the annual rate of appreciation 
in Texas housing is trending toward normal, with normal 
defined as the 15-year average rate of increase of 4.4 percent.  

Figure 4. Annual Rate of Appreciation in Texas MLS 
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Based on the Real Estate Center's end-of-year estimate, the 
median home price increased about 5 percent in 2005 - a 
rate greater than the long-term average of 4.4 percent, and 
significantly better than 2004's 1.7 percent increase.  

Much of the nation's and state's increase in home prices 
over the past several years has been a result of historically 
low mortgage interest rates. Lower mortgage rates allow 
more people to buy a home for the first time, allow everyone 
to buy more expensive houses than before and allow existing 
homeowners to sell and trade up. The relationship of lower 
mortgage interest rates and higher prices is apparent (Figure 5).  

Since 1990, mortgage interest rates have steadily trended 
downward while home prices have steadily trended upward.  
A significant rise in interest rates would cause home prices 
to stop their rapid upward climb, especially in states report
ing the greatest rates of increase (California, Florida, Arizona 

Figure 5. Texas Median Home Prices Relative 
to Mortgage Interest Rates, 1990-2005 

(Jan. 1990=100) 

200
Median Home Price Index 
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Sources: Dallas Federal Reserve and Real Estate Center at Texas A&M University

and Nevada). Interestingly, mortgage rates have not increased 
as much as expected over the past year given the regular 
increases in the federal funds rate by the Federal Reserve.  
Mortgage rates remained flat, but modest rate increases are 
likely to occur over the next two years as the Fed continues 
to push short-term rates upward.  

A significant change in mortgage lending underwriting 
standards and cutbacks or elimination of so-called "exotic" 
mortgage loans could also impact home prices. Residential 
loans have been extraordinarily easy to obtain, and many 
have been made at below-market initial rates with little 
to no equity paid by the borrower. These lending practices 
depend on continued increases in home values. Federal 
regulators have issued warnings to lending institutions about 
the risky loans and procedures and threatened changes in 
loan guidelines. The possibility of direct regulatory changes 
remains well founded.  

Rule-of -Thb Income - q -

For decades a rule of thumb has held that a family could 
afford to purchase a home priced about 2.5 times its annual 
income. This figure originated during the early 1950s when 
the Federal Housing Administration calculated this figure 
based on prices, incomes and financing costs at the time. The 
rule held fairly well until around 1980, when interest rates 
spiked to record levels and the prime rate reached more than 
20 percent with mortgage interest rates not far behind.  

Mortgage interest rates have declined steadily since the 
1980s, allowing homebuyers to purchase homes at a signifi
cant multiple of income. But only recently has the Texas 
homebuyers' overall ratio of median family income to 
median house price reached the historical rule level (Figure 
6). Nationally, higher home prices pushed the median-price
to-median-family-income ratio from 3.06 in 2002 to 3.66 in 
the second quarter of 2005 according to the NAR.  

Figure 6. Median Price 
Ratio to Median Family Income 
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Sources: U.S. Department of Housing and Urban Development, NAR 
and Real Estate Center at Texas A&M University 
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Except during the oil bust of the 1980s, Texas' pace of 
residential construction has tracked closely with home sales, 
maintaining a balance between housing supply and demand.  
Figure 7 depicts indexed home sales volume and single
family permits statewide. The Texas residential construction



market's ability to produce new housing units at a rate 

commensurate with demand and without escalating costs 

is a prime factor in balancing the market and keeping price 
changes modest.  

Figure 7. Texas Home Sales 

(980=100) and Single-Family Permits 
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Source: Real Estate Center at Texas A&M University 

Most experts agree that a balanced housing market typi

cally maintains a six-month inventory of homes for sale.  

The current statewide available inventory of homes for sale 

of 5.3 months is slightly less than the rule-of-thumb balance 

(Figure 8). Available inventory will be an important early 

indicator of any potential market weakness.
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The Texas housing market experienced a relative shortage 

of houses for sale between 1998 and 2003, during which time 
prices recorded their greatest rates of increase. Since 2003, 
however, inventory has hovered close to "normal," thereby 

forestalling any significant price changes.  

By comparison, NAR reported the national inventory of 

existing homes for sale in 2005 was 4.5 months, significantly 

less than Texas' 5.3 months and 1.5 months less than a 

"normal" six-month level. This shortage has contributed to 

drastic price increases, especially in high demand areas.  

Extraordinary home price increases reported in a few states 

appear to be influencing the national home appreciation rate.

Absent those states' increases (or if those states' apprecia

tion rates were not so extreme compared with other states' 

increases), the national appreciation rate would not be at 

record-setting levels. There probably would be no price 
bubble discussion at all. A look at the top and bottom ten 

states ranked by rate of home price increases shows the wide 
variance in appreciation rates among the states (Figure 9).  

Texas' rate of home appreciation is less than half the national 

average rate and a fraction of the rates reported by the fastest

increasing states. The wide range of appreciation rates also 

demonstrates the house price explosion on the coasts. The 

highest rates of increase occur primarily in east and west coast 

states, while the lowest are concentrated in mid-America.  

Figure 9. Annual Appreciation OFHEO 
Fourth Quarter 2005 
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Evidence presented here strongly suggests Texas does not 

have a housing price bubble and that the risk of a sudden 

"bubble burs:' is quite low or nonexistent.  

Markets continually change and adjust to the primary fac

tors that impact them. Some factors become more impor

tant at certain times, and other factors may have surprising 

effects, either good or bad. The economic outlook for the rest 

of 2006 includes modestly higher interest rates and contin

ued increases in employment and personal income levels.  

These factors are among the most important to the housing 

market and housing prices.  

If the rate of new home construction continues at the 

current pace with small-to-modest cost increases, there is 

no reason to anticipate a housing shortage that would drive 

prices up. If mortgage interest rates increase, as is generally 

regarded as probable, sales volume may decline somewhat, 
leading to more modest price gains.  

As the overheated coastal housing markets begin to cool, 
Texas may see increased investor enthusiasm as focus shifts 

to areas of the country where price appreciation has been 

more moderate. + 

Dr. Gaines (jpgaines@tamu.edu) is a research economist with the Real 

Estate Center at Texas A&M University.
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by Charles E. Gilliland

Texas landowners have historically 
enjoyed a virtually unlimited right 
to pump underground water from 
their property and convert it to 
a beneficial use. That tradition, 
defended by the legal doctrine 
known as "rule of capture," is the 
root of a fundamental disagreement 
about water rights in Texas.  

Many landowners believe they own 
the water beneath their acreage.  
Others insist that landowners own 
the water only after they pump it to 
the surface from a legal well.
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The Texas Supreme Court repeatedly has avoided clari
fying the essential nature of the rule of capture as it 
applies to Texas groundwater. In fact, the legislature 

and the courts have imposed few restrictions on landowners' 

rights to groundwater - until now.  
To promote management of aquifers in Texas, the legislature 

significantly strengthened the powers of groundwater conser
vation districts (GCDs) in Senate Bill 2, passed in 2001. Those 
expanded powers gave GCDs the authority to regulate ground

water transfers outside their districts for the first time.  

As landowners attempt to market their water to thirsty 

municipalities, they undoubtedly will encounter an increas
ingly complex web of regulations. Without question, the new 
powers granted to GCDs have changed the nature of groundwa
ter rights in Texas. They may ultimately have a profound effect 

on land use and value.  

GCD Creation 
Groundwater conservation districts are political subdivisions 

of the State of Texas, as are independent school districts. Each 
district presides over a territory described at its creation, striv

ing to protect property owners' rights while at the same time 
preserving groundwater resources.  

An elected board of directors governs the GCD as it develops 
rules to accomplish a ten-year management plan that must be 

filed with the Texas Water Development Board (TWDB).  
GCDs are created by legislation or through a petition signed 

by registered voters in the area. In priority groundwater man
agement areas, districts can be created by order of the Texas 
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Commission on Environmental Quality. Owners can petition 
an existing groundwater conservation district to annex their 

land.  
By far, the majority of existing districts were created by leg

islation. That legislation establishes district boundaries, names 

temporary directors and mandates an election to ratify the 
district. The election also serves to choose permanent directors 
and establish a funding regimen involving fees, taxes or a com

bination of the two. Districts established through a petition 

also are described by documents that specify boundaries, name 
temporary directors and require a confirming election.  A uthorized in the late 1940s, the first GCD was created 

in 1951. That district continues to operate as the High 

Plains Underground Water Conservation District No. 1, 
headquartered in Lubbock. Ten more districts were created by 
1979, 20 more in the 1980s and ten between 1990 and 1997.  
Passage of Senate Bill 1 in 1997 spawned 46 additional districts 
by 2005. All but five of the GCDs have been confirmed by voters.  

The map indicates where all GCDs are located. Many are 

delineated by county lines rather than geographic boundaries 
of the aquifer they were created to manage. The recently cre

ated groundwater conservation districts are in various stages 

of operation -- developing management plans, adopting rules, 
imposing fees and taxes and establishing staffed offices.  

District Management Plans 
Most landowners want to know what measures groundwater 

conservation districts can include in their rules and what 

actions remain off limits. However, because the geological 
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formations of managed aquifers vary widely, the measures that 
effectively manage them often vary as well. Consequently, it 
is difficult to specify the exact array of regulations landown
ers can anticipate as groundwater conservation districts begin 
operations.  

The Texas Water Code creates the legal framework for 
groundwater conservation district organization. The code 
instructs groundwater conservation districts to formulate man
agement plans that: 

" provide for the most efficient use of groundwater, 
* control and prevent waste of groundwater, 
* control and prevent subsidence,

* address conjunctive surface water issues, 

" address natural resource issues, 
* address drought conditions and 
* address conservation.  

To achieve these goals, districts must adopt rules ensuring 
that water usage conforms to regional water plans. GCD plans 
must be based on estimates of available groundwater that are 
acceptable to the TWDB, must establish the amount of water 
being used and must forecast future 

supplies and demands.  

Plans estimate the amount of The ne 
expected aquifer recharge and spec
ify performance standards as well 
as actions needed to achieve those 
standards. Plan development culmi
nates in adoption of a set of rules to Conservat 
put the plan into effect. All of this 
should happen within two years of have chang 
district formation.  

TWDB has identified a set of of ground 
groundwater management areas 
throughout Texas that roughly fol
low the boundaries of the major 

aquifers in the state. Because GCDs 
conform to political boundaries like county lines, multiple 
districts frequently lie over one managed aquifer. When this 
occurs, district plans must not conflict with each other. This 
requirement may prompt districts to cooperate as they develop 
their plans.  

Effects on Landowners Language in the water code specifies that, "nothing in this 

Code shall be construed as depriving or divesting the 
owners ... of the ownership or rights, except as those 

rights may be limited or altered by rules promulgated by a dis
trict." However, subjecting ownership to the rules of the district 
clearly signals the intent to allow restrictions on an owner's use 
of groundwater that were not imposed by the rule of capture.  

The rules typically of most interest to landowners deal 
with registration and permitting of wells. In general, all wells 
must be registered with the district, even those exempted by 
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the water code. Domestic wells on tracts larger than ten acres 
that produce 25,000 gallons or less per day are exempt from 
the permitting process, as are wells permitted by the Texas 
Railroad Commission. A district may also exempt other wells 
as the board of directors sees fit. However, exempt wells must 
conform to GCD specifications for casing, pipe and fittings.  M ost wells producing more than 25,000 gallons per 

day will require a permit stating the terms specified 
by the district. The permit may include the location 

and purpose of the well, a requirement for beneficial use of the 
water and conditions and limitations on withdrawals. Permits 
may further specify where the water produced from the well 
must be used. Permit requirements normally apply to drilling 
and completing new wells or altering the size of existing wells.  

The water code allows the groundwater conservation dis
trict to consider how granting a new permit will affect exist
ing permit holders and surface water resources. This provision 
allows the possibility of rules that protect historical users to 
the detriment of new applicants. While the code requires "fair 
and impartial" district rules, it specifies that districts may 
"preserve historic use before the effective date of the rules to the 

maximum extent practicable... ." 

Thus, more stringent rules may be 

powers adopted for new permit applica
tions than those applied to exist

roundwater ing permit holders.  

Any new restrictions must apply 
to all new users and those increas

)fl districts ing output of existing wells. The 

code does not identify the extent 

d the nature of protection historic users may 
receive, but clearly, historic users 

'ater rights and new users may face vastly 
different requirements to obtain 

xas. a permit. Not only can rules vary 
among landowners, but districts 
can adopt different rules for differ

ent aquifers, subdivisions of aquifers or geologic strata.  
Rule differences should not be arbitrary and must bear 

some reasonable relationship to the GCD's management plan.  
Although district boards cannot prohibit water exports, they 
may regulate them and charge export fees.  

By far the most intrusive rules faced by landowners involve 
restrictions on withdrawals from the aquifers. Historically, 
districts have sought to protect groundwater by regulating 
the spacing of wells, limiting the rate of pumping, limiting 
the amount of pumping each year or a combination of these 
measures. Spacing rules typically identify a minimum distance 
allowed from property lines to wells and between wells. The 
distance generally varies with the size of pump and casing pipe 
for the proposed well. These rules are designed to prevent one 
well from interfering with another.  

Some GCDs specify the number of acres an owner must have 
for each size of pump. For example, a rule may specify that an
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owner must assemble a section (640 acres) before drill ling a
2,880-gallon-per-minute well. In addition to this kind of size 

requirement, some districts place limits on the total amount of 

water an owner may pump for each owned acre.  For example, the district might specify that each permit
ted well can pump only one acre-foot of water each year.  

These volume restrictions aim to protect the long-term 

viability of the groundwater resource. The rules addressing 

flows and quantifies may require metering of water at the 

landowner's exr sense.  
The code allows a GCD to impose a fine ranging up to 

$10,000 per day for violations of district rules. Each day the 

condition persists constitutes a separate violation. The district 

may seek a court injuncticn to enforce its rules and can recover 

court costs and attorney fees when it prevails.  

Drilling without a required permit or pumping at a higher 

rate than specified in a permit renders a well illegal. The code 

specifies that an illegal well is legally classified as a nuisance, 
and any water produced is considered to have been wasted. In 

addition to district enforcement remedies, any person own

ing land adjacent to an illegal well may independently sue to 

enjoin the illegal activity and recover damages.  

Future of GCDs 
As the map shows, many districts are already operating; 

others are beginning to adopt rules. Some of these rules protect
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historic use but indicate that districts intend to 

cease issuing permits at a future date. Such an 

action would bar all landowners who do not possess 

permits from drilling wells that require permits. Those owners 

would no longer have access to water under their land unless 
they have exempt wells. Other districts have assigned pumping 

limits after a study of historic use patterns. Currently, water 

code does not specify limits to actions designed to protect 

historic users.  

No one knows how much credible scientific information is 

required for a valid management plan. Are permits for historic 

uses permanent or might they expire as location or use of the 

water changes? Can a groundwater conservation district pro
hibit landowners from drilling to access water under their own 

land? Clearly, the owner has a right to an exempt well, but can 

district rules override the rule of capture? 

Language in the code suggests a positive answer, but no 

court has ruled on this and other matters. Can two districts 

lying over the same aquifer with only a county line delineat

ing their boundaries set vastly different limits on withdrawal? 

These and many other potential road blocks will likely emerge 
as this patchwork of districts struggles to effectively manage 

groundwater while preserving landowners' rights. 4 

Dr. Gilliland (c-gilliland@tamu.edu) is a research economist with the Real 

Estate Center at Texas A&M University.  
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In baseball terms 
El Paso has knocked one out of the park.  
The latest round of Base Realignment and Closure (BRAC) 
proceedings along with other key military decisions stand to 
greatly benefit Ft. Bliss and the entire El Paso region.



ne home run does not guarantee a victory, however, so "The military is moving toward small, modular military 
El Paso is working to improve its batting average by units with an increasing amount of technology at their dis

strengthening other economic drivers as well. Expecta- posal," says Cook. "The FCS will be developing the most 

tions of a major league win for the area's real estate markets advanced technology in the world for soldiers to fight with." 

are running high. By 2014, more than 3,000 soldiers are expected to be evaluat

ing FCS technology at Fort Bliss.  
Being Proactive Reaps Benefits A few defense contractors have already announced the estab

BRAC commissions have not always been kind to El Paso. In lishment of regional offices in the El Paso area as a result of 

1995, 2,500 troops were transferred out of Ft. Bliss. the FCS announcement. University of Texas at El Paso (UTEP) 

"That was a real wake-up call," recalls Richard Dayoub, officials hope that the FCS program will produce more job 

president of the El Paso Chamber of Commerce. opportunities for their engineering graduates.  

After the loss, Dayoub says El Paso officials began a con- Last September, Hispanic Business magazine named UTEP 

certed effort to inform Congress and the Pentagon about the as the top engineering school in America for Hispanics.  

region's assets. Together, UTEP and New Mexico State University in nearby 

Those lobbying efforts paid off handsomely when the 2005 Las Cruces graduate more than 1,000 mostly Hispanic scien

BRAC commission ranked Ft. Bliss first among all U.S. Army tists, health professionals and engineers annually.  

installations in terms of military value. About 17,000 active An Industrial Evolution 
duty soldiers are stationed at Ft. Bliss, generating a $1.7 billion 

regional economic impact annually or about $100,000 per soldier. 2 0 0 5 report by the El Paso branch of the Dallas Fed

"If the proposed troop increases occur, the military construc- eral Reserve Bank stated, "Texas/Mexico border cities 

tion alone could be $2 billion to $3 billion. This could lead have, in general, developed as complements, provid

to the single largest construction project in the history of the ing each other with unique goods and services, acting as a 

Army," according to Bob Cook, president of El Paso's Regional single urban area and spurring the growth of their respective 

Economic Development Corporation. neighbors." 

Although no official timetables have been established, more The border region around El Paso operates as one intercon

than 21,000 active duty troops and 33,000 dependents are nected industrial bloc, even though it resides within two U.S.  

expected to relocate to Ft. Bliss by 2011. Forecasts are that 60 states and two countries.  

percent of families will live off-post. Several trends are strengthening the region's industrial sector.  

" The improving U.S. economy has increased demand for 

High-Tech Job Potential manufactured goods.  

The Army has chosen Ft. Bliss as the location for the Future " Employment in Juarez maquiladoras began to rebound in 

Combat System (FCS), which has been called the centerpiece 2004 after declining more than 27 percent between 2000 

of the Army's modernization program. FCS will connect a net- and 2003.  

work of high-tech manned and unmanned systems to soldiers " New maquiladoras are capitalizing on Mexico's global 

on the ground. advantages.  

LILIp 

T HE UN/VERg/TY OF TEXAS 
- k AT EL PAso 

ACTIVE DUTY MILITARY PERSONNEL at Ft. Bliss are supported by 6,600 civilian employees, making the post one of the area's 

top five employers, along with the University of Texas at El Paso.
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MANY EL PASO BUSINESSES use industrial 
flex space (left) for offices rather than leasing 
traditional office space.  

'' r1

" Companies are directing an increasing number of Asian

made components through Mexico for final assembly 

before being transported to the United States.  

" More suppliers are choosing to locate facilities in Juarez 

near the manufacturers they supply.  

" Faster border crossings are being created.  

According to Adin Brown, principal of Sonny Brown Associ

ates, "Industrial vacancy is nearing 3 percent in Juarez while 

El Paso's vacancy rate has been hovering around the 10 percent 

level." 
Some have argued that with smoother, more consistent 

border-crossing times into the United States from Mexico and 

an increasing number of Asian suppliers delivering components 

through Mexico, demand for warehouse space on the U.S. side 
of the border will be reduced. Although that is a possibility, it is 

still too soon to predict how U.S.-based warehouse-distribution 

space will fit into emerging Asia-Mexico-U.S. supply chains.  

Retail Details Record new home construction is :ombining with the 

improving national economy and a stable peso to 

produce a strong retail market in El Paso. Local retail 

broker Richard Amstater of RJL Real Estate Consultants says 

this is the most active market he has seen in the last 30 years.  

"Eighteen months ago, six big-box properties were vacant 

in El Paso. Today only one remains unoccupied," remarks 

Amstater. "The only missing retail component in El Paso is 

high-end retail." 
National retailers have also tended to underestimate the 

value of Mexican shoppers, especially the high-end retail 
client.  

"The recent arrival of Jos. A. Banks and Chico's is begin
ning to create more interest from national firms," according to 

Adam Frank, vice-president of River Oaks Properties, a local 

real estate development and management company.  

River Oaks has half a dozen new retail projects under develop

ment in El Paso, five of which are on the city's booming east side.  
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Bob Ayoub is president of the region's other major retail 
development-management company, Mimcc Inc. Ayoub, who 
also has several new developments underway, says that El Paso 
is really five distinct submarkets: west, northeast, central, east 
south of I-10 and east north of I-10.  

Nascent Office Market 
El Paso's traditional office market is small, with many area 

companies choosing to carry out office activities in industrial 
flex space rather than conventional office space. Total office 

space in El Paso is less than seven million square feet.  

tatistics from the Texas Workforce Commission reveal 

that professional and business services jobs increased 

by 15,400 from December 1995 to December 2005. As a 
percentage of total nonfarm employment, th:se office-related 

jobs increased from 7.4 percent to 12.2 percent in the El Paso 
metropolitan statistical area (MSA).  

An office campus is planned around a Tom Fazio-designed 
golf course under construction on El Paso International Airport 
land. Patrick Abeln, director of aviation for the airport, envi

sions a high-end office campus with a few large office tenants, 
although no tenants have been secured to da-e. Abeln hopes to 
land a resort hotel for the golf course development by the end 
of the decade.  

The downtown office sector has a vacancy rate exceeding 20 

percent. However, that may be about to charge according to 
Myrna Deckert, president of the Paso del Norte Group.  

In early April, Paso del Norte announced its master plan 

for redevelopment of downtown El Paso and downtown 

Juarez. The group hired a private master-planning firm to 
identify the primary drivers for successful downtown areas 

worldwide. More than 50 cities were examined, allowing the 
group to analyze which economic drivers would work best 
for El Paso.  

Unique Apartment Market 
The El Paso apartment market is a fairly balanced market 

according to Winston Black, senior investment advisor for 
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Hendricks & Partners. Black has been doing multifamily deals 
in El Paso for several decades, and he believes the apartment 
market there operates differently than in other cities of similar 

size.  
"Affordability and the Hispanic culture tend to favor single

family ownership in the El Paso region," says Black. "Also, 
building costs are pretty similar to other major metro areas in 
Texas that can command much higher rents." Black notes that no national apartment developers have 

attempted any developments in El Paso, and almost no 
institutional ownership of currently constructed units 

exists.  

New construction in the last ten years has centered almost 

exclusively on developments at both ends of the spectrum, 
tax-credit properties and Class-A units. The El Paso Apart
ment Association reports the total apartment stock is nearing

construction is no more than ten days. That's assuming the 
home isn't already sold before it's even finished." 

Harold Hahn, president of Rocky Mountain Mortgage, con
curs, reporting that "About half of our mortgage applications 

are on a property-to-be-determined basis. Many buyers are 
being forced to wait for a new home to be built if they aren't 
interested in purchasing an existing one." 

Hahn's average mortgage also increased about $4,000 to 

$96,000 in 2005.  
"El Paso is behind other cities of similar size in lot availabil

ity," says Doug Schwartz, CEO of Southwest Land Develop
ment Inc. "We should be building about 8,000 to 10,000 homes 
a year in El Paso to keep up with the demand." 

About 4,500 new homes were constructed in 2005 by 
Bowling's calculations. That was an increase of 50 percent over 

the 3,000 built in 2003.
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25,000 units. More than 1,000 new units are currently in 

development.  
The overall occupancy rate was 93.5 percent in December 

2005, up from about 90.5 percent in December 2004. Average 
rents ended 2005 at 67 cents per square foot per month. Black 

adds that he has seen more apartments change hands in the 

last three years than in the previous 15.  

"California money, a lot of it 1031 exchanges, has driven 
about 60 percent of the apartment transactions in the last two 

years," he said.  

Big deployments out of Ft. Bliss have an impact on the apart

ment market. The first Gulf War caused a 15 percent drop in 

occupancy within a few months when troops were sent to the 

Middle East.  

Rocking Residential Real Estate 
The consensus is that El Paso is experiencing one of its 

strongest single-family markets ever.  

"Lot supply is the lowest of any time in recent history," says 

Bobby Bowling IV, vice president of Tropicana Homes. "I would 
say that the average days-on-market citywide for new residential 
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"In the last six months of 2005, we probably sold 20 percent 

of our new homes to investors," says Bowling.  T he Greater El Paso Association of Realtors reported 

that the median price of homes sold through the local 

Multiple Listing Service (MLS) in 2005 was $111,000, 
up 16.8 percent from 2004. Fifty percent of homes sold through 
the MLS sold within 30 days of being listed.  

"Some brokers are telling me that they have never seen a 

stronger residential market," says Association Executive Terrie 

Todd.  
Despite its growth and increasing interest from out-of-state 

investors, El Paso remains one of the country's most affordable 

housing markets.  

Black reflects high hopes for El Paso's future, saying "It's 

nice to see El Paso discover itself just as the rest of the world is 

discovering it as well." 

For an expanded version of this article, go to www.recenter.  

tamu.edu/pdf/1767.pdf. 4 

Dr. Hunt (hhunt@recenter.tamu.edu) is a research economist with the Real 

Estate Center at Texas A&M University.
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Recently released population estimates from the U.S.  
Census Bureau show the nation's population increased 
from 281.4 million in April 2000 to 296.4 million in 

July 2005, a numerical increase of 15 million and a percentage 
increase of 5.3 percent. The estimates show a total Texas 

population of almost 22.9 million as of July 2005, up more than 

two million or 9.6 percent since April 2000 when the state 

population was nearly 20.9 million.
Texas' numerical increase was second 

only to California's, which increased 2.3 
million. Florida was third in numeri

cal growth adding roughly 1.8 million, 
followed by Georgia's increase of some 

900,000 and Arizona's 800,000.  
In percentage terms, Texas' rate of 

increase lagged Nevada (20.8 percent), 
Arizona (15.8 percent), Florida (11.3 
percent), Georgia (10.8 percent), Utah 
(10.6 percent) and Idaho (10.4 percent).  
Texas, the second fastest growing state 
in numerical terms and the eighth fast
est in percentage terms in the 1990s, 
has been the second fastest growing in 
numerical terms and seventh fastest 
growing in percentage terms since 2000.  
Texas' pattern of both rapid absolute and 
relative growth is continuing.  

Although Texas' post-2000 popula
tion growth is similar in magnitude 

to that in earlier decades, the growth 

has had somewhat different sources. In 

the 1990s, about 50 percent of Texas' 

population growth of nearly 3.9 million 

resulted from natural increase (more 
births than deaths), 30 percent was from 

domestic migration from other states 
and about 20 percent came from immi

gration from other nations.  
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From 2000 to 2005, about 58 percent 
was natural increase, about 9 percent 
domestic migration and 33 percent 
immigration from other nations. Natural 
increase accounted for some 190,000 a 
year in the 1990s and about 220,000 per 
year since 1999. Domestic migration was 
nearly 120,000 per year in the 1990s and 
a little over 36,000 per year from 2000 to 

2005. Immigration was roughly 77,000 
per year in the 1990s and averaged about 
126,000 per year from 2000 to 2005.  Domestic migrants are what 

demographers refer to as "posi

tively selected." That means 

they tend to have higher average levels 
of education and income than persons 
in the areas to which the migrants 
move. They tend to substantially 

increase the markets for various goods 
and services, including real estate.  

Immigrants, on the other hand (today 

and historically), tend to be a bimodal 

group. Some have high levels of educa

tion and relatively high-paying jobs; 
however, a much larger proportion have 

relatively low levels of education and 
take relatively low-paying jobs. Immi

grants have smaller effects on economic 
growth. Thus, the growth of the post-

2000 period has been less supportive of 

economic growth.  
Although the post-2000 period has 

produced a different kind of rapid growth 

than existed in the 1990s, recent esti
mates suggest a trend toward greater 
proportions of population attributable to 
domestic migration.  

Year-to-year patterns of change from 
2000 to 2005 show that domestic migra
tion was reduced to only 23,000 from 
2002 to 2003 (accounting for only 6 
percent of total population growth) and 
increased to only 29,000 from 2003 to 

2004 (only 8 percent of total population 
growth). However, in 2004-05 nearly 

52,000 in domestic migration accounted 
for 13 percent of the state's growth. If 
this trend continues, domestic migra
tion may show renewed importance with 
positive impacts on the Texas economy.  

If the 2000-05 trends continue into 
2010, Texas will again increase its popu
lation by between 2.8 and three million.  

This would be a slower rate of growth 
than in the 1990s but would produce as 
large a numerical increase as at any time 
in Texas history.  

If this growth is accompanied by 
a significant component of domes
tic migration, the Texas population 
increase is likely to provide a larger 

and increasingly advantaged market for 
real estate. 4 

Dr. Murdock (steve.murdock@utsa.edu) is a 
research fellow with the Real Estate Center, 
Lutcher Brown Distinguished Chair in Manage
ment Science and Statistics in the College of Busi
ness at the University of Texas at San Antonio, 
and state demographer of Texas.
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WHAT'S HAPPEN IlNG
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BM James P. Gaines

There's good news and bad news.  
First, the good news. Texas has avoided the house price bubble.  
Now, the bad news. Texas has avoided the house price bubble.

Whether the lack of a bubble is 
good news depends on which 

side of the for-sale sign you 

are on. For buyers, it is good news. But 

investors and would-be sellers view the 

state's slow price appreciation rate in a 

different light.  
Texas has avoided an overly specu

lative housing market, so far. But 

sellers have not benefited from the 

rapid price gains seen in California, 
Nevada, Florida, Arizona and much of 

New England, either. During the past 

three years, the national median home 

price increased more than 32 percent, 
according to both the Office of Federal 

Housing Enterprise Oversight (OFHEO)
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and National Association of Real

tors (NAR), while Texas' home prices 

increased just 12 percent. Since 1990, 
Texas home prices increased an average 

of only 4.4 percent per year compared 

with a national average of 8.4 percent.  

The table compares 2005 percentage 

increase in home prices in selected Texas 

metropolitan areas to the state and U.S.  

appreciation rates reported by OFHEO 

Lnd NAR.  

What's Going On? 
Why has Texas not experienced 

higher home appreciation? It is the 

second largest state in terms of popula

tion, employment and number of housing 
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units and the largest of the 

contiguous states in total land 

area. The state's economy El Pa 
has been relatively strong, Ama 

new jobs are emerging and Corp 

the population continues to Beau 

expand rapidly. San 
Moreover, during 2005, Hou 

out-of-state investors began to DalI.  

eye Texas, looking to acquire Texa 
not only commercial real Unit 
estate but also land and single
family residences. Because Source 

these types of investments in 
high-growth states are either unavailable 
or extremely high-priced, Texas is now 
viewed by many as the land of real estate 
opportunity.  Texas MSAs are among the lowest 

priced housing markets in the 
country (Figure 1). Appreciation 

rates in the major Texas MSAs ranked 
in the bottom third of all MSAs in third 
quarter 2005 (Figure 2). Only El Paso 
(19.5 percent) appreciated at or better 
than the U.S. average rate (14.7 percent).  

Texas' housing market has not expe
rienced the levels of home apprecia
tion reported in other states primarily 
because of a number of market balancing 
influences.  

Home Construction Rate 
Home construction kept pace with 

demand not only at the high end of the 
market but also at the middle and low 
end where the bulk of the demand is.  
Both 2004 and 2005 were high years for 
new home starts in the state.  

During the past three years, Texas 
homebuilders have been constructing 
single-family homes at a significantly 
greater rate than normal. Between 
1990 and 2004, the average number of 
single-family permits issued per year 
was 2,357 per 10,000 residents added 
to the state's population. Single-family 

permits totaled 2,901 in 2001; 3,165 in 
2002; 3,617 in 2003 and 3,915 in 2004.  
The estimated number of 2005 permits 
is approximately 3,710 per 10,000 new 
residents (Figure 3).  

Sensible Lending Practices 
Texas mortgage lenders continue to 

apply reasonable underwriting standards 
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NAR OFEHO 
(Percent) (Percent) 

so 19.5 8.3 
rillo 13.3 6.1 
us Christi 10.2 8.5 
mont-Port Arthur 8.8 2.4 
Antonio 8.8 7.3 
ston-Baytown-Sugar Land 5.5 4.5 
n-Round Rock 5.4 6.5 
s-Fort Worth-Arlington 4.9 4.2 

s 6.3 5.3 
ed States 14.7 12.0 

s: OFHEO and NAR

to home loans, reducing the lending 
risks occurring in some areas. Lenders 

generally have not overextended them
selves into the more exotic loan pack
ages offered in other states.  

While higher loan-to-value ratio 

mortgages at lower interest rates have 
been readily available, Texas lenders 
have issued relatively few of the option
ARM mortgages with negative amor
tization or interest-only provisions.  

Competition in the mortgage loan mar
ket has been intense, and Texas lenders 
have had to offer attractive terms but 
by and large have not been forced into 
extreme positions.  

Construction financing has remained 
available and at substantially lower cost 
than in the prior decade. Small- and 
medium-sized home building firms 

Figure 1. Median Home F 
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found financing readily at the 

local level.  

Moderate Speculation 
The single most important 

reason Texas home prices 

have risen moderately dur
ing the past several years is 
that the state has generally 
avoided the type of unbridled 

speculation that can unduly 
drive up housing prices. Such 

speculative fervor - buyers 
clamoring to buy homes at

any price is what has pushed prices 

up so rapidly in California, Arizona and 
Florida.  

Demand in Texas has remained 
consistently strong with no correspond
ing housing shortage, so buyers have 
choices. Texas' housing market has 
remained primarily in balance (measured 

by the months of inventory of existing 
and new homes available), keeping prices 
from rising to higher levels.  A lthough investors and specula

tors have affected the market to 
some degree, especially in spe

cific submarket areas, in general, buyer 
expectations have not exceeded reality 
in terms of price changes and activity 
levels. Returns on investment, both rent 
and capital appreciation, have been mod
est and have not caused prices to inflate 

abnormally.  

rices Construction 
hird Quarter 2005 Costs Under 

Control 
Construc

tion labor and 

material costs 

have increased 

proportionately 

to prices in part 
because Texas 

is a nonunion, 

right-to-work 
state. Costs have 

remained consis
CS tent with market 

\a oP~ , conditions.  
Unlike the 

regulatory 
environments 

r at Texas A&M University of many other
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states, Texas regulatory processes foster 

the home building industry without add
ing significant costs to the price of new 
houses. State and local 
governments generally 
have progrowth attitudes 
and encourage real estate 

development. Entrepre

neurship is prevalent in 
the home building indus
try throughout the state, 
and land for new develop
ment and construction 

is available and highly 
affordable.  

Stagnant Personal 
Income 

Personal income levels 

in Texas have not changed 

dramatically over the past 

several years. While home 

sales and home prices 

have increased, a good 
part of the relatively slow
rate of increase can be attributed to this 

lack of personal income growth.  

Since 2001, per capita personal income 
in Texas has increased only 4.1 percent.  

Figure 3. Texas Single-Family Pe 
Per 10,000 New Population 
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Median family income increased by only 

5.4 percent.  

Employment growth has likewise been 

modest, with the job market good but 

not overheated. This has 
rmits provided some impetus 

for housing increases 

but has not contributed 

to overwhelming price 
changes.  

Job security and 

stability may be more 

important to the hous

ing market than new 

jobs created. While some 

concern exists regard

ing these issues, so far 
2002 2004 they have not dampened 

A&M University residential demand. The

move-up market contributes heavily to 

increases in the market, and households 

move up when they feel reasonably 

secure in their jobs.  

What's Ahead? 
Texas has avoided excessive home 

price increases by keeping supply and 
demand in relative balance and by evad

ing rampant speculation, so far. As the 

markets in California, Florida, New 
England and Arizona cool, however, 
greater speculative activity could enter 

Texas, causing prices to increase at a 

faster rate. 4 

Dr. Gaines (pgaines@tamu.edu) is a research 

economist wi-h the Real Estate Center at Texas 

A&M University.
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Figure 2. Median Home Price Appreciation Rate 
Third Quarter 2005 
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PRINCIPAL 
RESIDENCES 
AND TAX-FREE EXCHANGES 
BY JERROLD J. STERN

Married taxpayers filing 
jointly can avoid tax on up 
to $510,000 of gain when 

they sell their principal residence. For 
single taxpayers, the gain exclusion is 
S250,000. However, all gain is taxable 
if the residence was acquired during the 
previous five years as part of a tax-free 

like-kind exchange. The 2005 Tax Act 
clarifies the gain exclusion rule for such 
residences.  

Tax-Free Like-Kind 
Exchange Rules 

Tax law allows exchanges of certain 
like-kind property to be tax free. The 

definition of "like-kind" is very broad 
for real estate. Any type of business or 

investment real estate can be exchanged 

for any other type of business or invest

ment real estate 

All of the =ollowing types of proper
ties are considered to be like-kind and, 
thus, any combination can be exchanged 

tax free: investment land, office build

ing, warehouse, _actory, farm build
ing, parking lot, and residential rental 

property. The like-kind exchange rules 
do not apply to a taxpayer's personal 

residence(s) or real estate held in the 

inventory of a real estate dealer.  

Whether a person is a dealer for tax 

purposes is a "facts and circumstances" 

determination - that is, it is determined 

on a case-by-case basis. Brokers, agents 

and individuals with no real estate cre

dentials may be considered dealers under 

some conditions.  

To illustrate a tax-free exchange, say 
John purchases land for $2C0,000 and 
holds it as investment property. Assume 

John is not a real estate dealer. Two 
years later, the land is worth $240,000 
and John trades i: for a single-family 
home worth $240,000 from Barbara. John 
will rent the heme to unrelated parties.  

For John, the transaction qualifies as a 
tax-free like-kind exchange. He pays no 
tax on the $40,OCO gain ($240,000 less

$200,000). John's tax basis for the home 
is $200,000.  

If he later sells the home f or more than 

$200,000, his gain from the sale would 
be taxable. If John's original plan was 
to use the home for personal purposes 

(either as his principal residence, a 

second home or a vacation home , the 

$40,000 gain would be taxable in the 

year of the exchange.  

What happens if Barbara the seller 

in this example, is a real estate dealer 

specializing in single-family residences'.  

If her tax basis in the home is $205,000, 
her gain is $35,000 ($240,00 less 
$205,000) and is taxable as ordinary 
income because of her dealer status.  

Note that John benefits from the like

kind exchange rules even i= they do not 

apply to Barbara.  

Subsequent Sale of Principal 
Residence 

As mentioned previously, the prin.:ipal 

residence gain exclusion does not apply 
if the property is acquired in a tax-free 
like-kind exchange during the previ
ous five years. Continuing the example, 
assume the like-kind exchange occurs 

on Jan. 1, Year 1 and John i-mediately 
begins renting the home to .n unre

lated party. On Jan. 1, Year 2, the tenant 

moves out and the home becomes John's 

principal residence. John sels the home 

for $290,000 on Jan. 2, Year 5.  
The gain exclusion rule coes not apply 

because the home was acqured in a 

tax-free exchange four years previously.  

Thus, the $90,000 gain ($290,000 less 
$200,000) is taxable. However, if John 
sells the home on or after Jan. 2, Year 6, 
the transaction qualifies for gain exclu

sion treatment.  

The same rules apply if the residence 
is gifted to a family member or anyone 

else. If John gives the home to his daugh
ter on Jan. 1, Year 3 and she sells the 

home on Jan. 2, Year 5, all gain is taxable 

as in the above example. However, if she

sells the home on or after Jan. 2, Year 6, 
she would benefit from gain exclusion 
treatment.  

In contrast, gain exclusion treatment 

remains intact if a taxpayer receives 

property as a bequest. Thus, if John dies 
and the daughter inherits the property, 
she need only meet the general rules 
for gain exclusion when she sells the 
property. That is, she would benefit from 
gain exclusion if she uses the house as 
her principal residence for two out of the 
five years prior to sale. The daughter's 
tax basis for the property is generally its 

fair market value on the date of death.  

Tradeoff 
If a taxpayer determines that the ben

efits from future use of the gain exclu

sion outweigh the benefits of tax-free 

exchange treatment, he or she should 
intentionally fail the tax-free treat

ment requirements. For example, if the 

tax-free exchange gain is small and the 

anticipated gain from a future sale of the 
property is large, it may be best to treat 

the property as a principal residence 
immediately.  

In this way, the transaction fails the 
like-kind exchange rules (since they 
do not apply to principal residences), a 
small amount of tax is paid now on the 
small gain but a large tax amount on a 
future gain is avoided when the property 

Is ultimately sold. Obviously, a number 

of assumptions would have to be made 
to perform this analysis, the most dif
ficult of which would be the anticipated 

year of sale and the anticipated sale price.  
The tax rules and tax planning for like

kind exchanges followed by the sale of 
property as a principal residence can be 
complex. Consultation with a tax accoun

tant or tax attorney is recommended. * 

Dr. Stern (stern@indiana.edu) is a research fellow 

with the Real Estate Center at Texas A&M Uni

versity and a professor of accounting in the Kelley 

School of Business at Indiana University.
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Texas licensees who think 
they face stiff competition 

should thank their lucky stars 

they work here and not in Florida.  

Trends in the number of licensees here and around the nation 

for the past 20 years show Florida has twice as many active 

agents as Texas to serve each 1,000 people.  

More People, Fewer Licensees 
Texas' population ballooned from 16 million in 1984 to an 

estimated 22.5 million in 2004. During that interval, the num

ber of active Texas real estate licensees peaked at 154,564 in 

1986, then ebbed to 81,176 in 1997 (Figure 1).  
The decline in licensees, which occurred after the infamous 

real estate bust in the mid-1980s, briefly reversed in 1990.  

However, the school finance reform of the day imposed a sub

stantial new tax on license renewals. That tax and increased 

educational requirements combined to precipitate further 

erosion in the number of active agents. After 1997, real estate 

markets expanded, and the ranks of licensed brokers and agents 

began a modest recovery. By 2004, Texas had 95,762 active 

licensees, according to reports filed with the Association of 

Real Estate License Law Officials (ARELLO).  
The industry now presides over a market with fewer agents 

serving a growing population. In fact, comparing numbers of 

active agents per 1,000 persons reveals that the current number 

of active licensees is about half that recorded from 1984 to 1988.

In 1985, the industry fielded 9.4 agents for every 1,000 Texans.  
By 2004, that ratio dropped to 4.3. However, that represents a 

slight rise over the lowest point of 4.1 in 2000.  

Texas Versus Other States 
Theoretically, the number of licensees should increase 

and decrease as the population grows and economic activity 

expands or contracts. More people buying homes means more 

business for more agents.  

Assuming that licensees provide the same level of services 

throughout the nation and over the years, the number of agents 

compared to total population should remain stable. However, 
examining the number of licensees in each state compared to 

population levels reveals substantial variations between states 

and between specific time periods.

TIERRA GRANDE

Ft&UIQE 1.  
20 r 

165 rD 

- Licensees 
1 

150 =- Licensees per 1,000 population 15 

135 1CD 

00 
S120 100 -V 

105 
5 

U 
: 90 

75 
-0 D 

1984 1988 1992 1996 2000 2004
Year 

Source: Association of Real Estate License Law Officials

24



There are fundamental differences in active licensees per 

1,000 persons among the most populous states as well as consid

erable differences between the 11 largest states and the remain

der of the nation (see table). At 19.5 agents, Florida registered the 

highest ratio in 1986 while Pennsylvania registered the lowest 

ratio among the largest states at 2.8 per thousand in 2000.  

AcTtve agEAL ESTATE L tc-8NSEES 
PER 1,000 PERsoNS, 1014-2004 

Active Licensees Per 1,000 Population 

State 2004 Mean Lowest Year Highest 

California 11.2 10.4 8.5 2001 11.7 
Florida 11.2 13.3 9.4 2000 19.5 
Georgia 6.3 5.7 4.9 1998 6.6 
Illinois 6.3 6.3 4.9 1992 7.8 
Michigan 6.3 5.4 4.4 1990-91 6.4 
New Jersey 10.2 9.9 7.8 1984 12.5 
New York 7.7 6.7 4.8 1985 9.0 
North Carolina 5.7 8.4 4.8 2000 12.3 
Ohio 3.5 4.1 3.3 2002 5.0 
Pennsylvania 3.2 3.9 2.8 2000 4.7 
Texas 4.3 6.0 4.1 2000 9.4 

11 largest state totals 7.3 2.8 2000 19.5 
39 smallest state totals 5.7 1.0 1990 37.8 

Source: Association of Real Estate License Law Officials 

Over the 20-year interval, the lowest ratios most often 

occurred about the year 2000 in the large states. The highest 

ratios in these states occurred near the beginning of the study 

period. This suggests that agents have become more proficient 

in serving their client population as technological advances 

have occurred in the markets.  

Among the large states, Pennsylvania had the least variation 

in number of licensees, ranging from 2.8 in 2000 to 4.7 in 1993 
(Figure 2). Pennsylvania remains fairly steady near the level 

of four active licensees per 1,000 in population. At the other 

extreme, Florida exhibited the largest change, from a maxi

mum of 19.5 in 1986 to 9.4 in 2000.  
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With the exception of Pennsylvania, active agents per 1,000 

persons declined in these large states over most of the 20-year 

interval. However, California, Florida and New York have wit
nessed a reversal of this trend since 2001. The California ratio 

has risen 30 percent since 2001. Florida saw its ratio climb 

APRIL 2006

20 percent above the mark reached in 2000 while New York's 

ratio rose 26 percent from the 2000 level.  

Texas, too, has seen the number of licensees per 1,000 in 

population advance slightly since 2000. However, at 5 percent 

above its 2000 level, the rate of increase in Texas has been 

more moderate than in the other three most populous states 

(California, Florida and New York).  
With an average of 7.3 licensees per 1,000 persons, 

the real estate markets in the 11 largest states sup

ported more agents than the smaller states, which 
averaged 5.7 licensees. These states also exhibited 

Year 
more variation than the largest states, ranging from 

1984 one agent per 1,000 in Maryland in 1990 to 37.8 in 
1986 Massachusetts in 1992.  
1987 
1990 Comparative Industry Size 
2002 The number of active licensees provides a measure 

1 989 of the relative size of the real estate brokerage indus

1990 try through the years and across state boundaries.  

1990 Among the large states, Texas lags California, Florida 

1993 and New York in total active licensees.  

1985 California alone has four times the number of 

1986 active Texas licensees (Figure 3). Florida has twice as 

1992 many as Texas, and New York has 50 percent more.  
As the trend lines indicate, California, Florida and 
New York markets have seen the type of declining 

trends first encountered after the real estate bust of 
the 1980s, while the numbers in Texas have remained stable.  
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These data suggest a fundamental difference between the 

brokerage industry in Texas and these other populous states.  

One explanation may relate to the feverish investment activity 
in residential real estate in California, Florida and New York.  
Until recently, that kind of activity has largely bypassed Texas 
markets. However, anecdotal reports suggest that investors 
from other states "arrived" in Texas in 2005.  

If investment activity generates an increase in business for 
the industry, demand for brokerage services should expand in 
2005. The number of Texas licensees may continue to rise in 
the future. 4 

Dr. Gilliland (c-gilliland@tamu.edu) is a research economist and Carciere 
and Davis are research assistants with the Real Estate Center at Texas A&M 
University.  
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Use It or Lose

eal estate practitioners may 

not be well versed in one of 

the most talked about but 

unconventional means of acquiring 

or losing land. Adverse possession 

undermines all other traditional 

means of changing ownership. No 

contract exists, no consideration 

changes hands and title insurance 

will not cover the transaction.

Adverse possession is statutorily defined as "an actual and 

visible appropriation of real property, commenced and con

tinued under a claim of right that is inconsistent with and is 

hostile to the claim of another person" [Section 16.021of the 

Texas Civil Practices and Remedies Code (CP&RC)].  
This means if someone enters the real property of another 

without consent (as a trespasser) and uses the property in 

such a manner that clearly demonstrates the trespasser's 

claim to the property contrary to the rights of the true owner, 
the land becomes the trespasser's property if certain other 

conditions are met. The "other conditions" depend on how the 
entry occurred, how the property was used and the duration of 

possession.  
In Texas, the statute of limitations forms the basis for 

adverse possession. If the property owner does not file a suit or 

otherwise remove the trespasser within a certain period, the 

possessor receives "full title, precluding all claims" (Section 

16.030 of the CP&RC). Oddly enough, four statutes of limita
tion govern adverse possession.  

Three-Year Statute 
The three-year statute bars the rightful owner from filing a 

lawsuit to recover possession when the adverse possessor has

TIERRA GRANDE
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been in peaceable possession under title or color of title for 

three years (Section 16.024).  

Peaceable possession means continuous and uninterrupted 
possession. In other words, the adverse possessor's claim to the 
property was not challenged nor was the possessor removed 

during the three years.  

Title means the adverse possessor entered with a deed 
that traces its origin back to the patent, the time the State 

of Texas or the Republic of Mexico transferred its rights to 

private ownership.  

Color of title means the chain of title has some irregularities, 
but it still stands the test of fairness and honesty. The term 

also means that the chain of title could originate from a certifi

cate of headright, a land warrant or a land scrip. The definition 

of these terms is beyond the scope of this article.  

This statute is rarely called into question because the 

adverse possessor receives a deed from someone who owns the 
property according to some chain of title. Adverse possession 
is rarely a factor. To date, only five appellate cases have arisen 

under this statute. In all but one, the case was dismissed for 
lack of evidence.  

Five-Year Statute 
Section 16.025 bars the owner from filing a lawsuit to 

recover possession when the property has been held continu
ously and adversely for five years by someone who: 

. cultivated, used or enjoyed the property, 

" paid the property taxes before delinquency and 

. entered the property under a duly registered deed.  

The statute specifically excludes entry under a forged deed 

or a forged power of 

attorney. If someone enters a 
Texas appellate case 

law sheds additional and uses the propert 
light on the require

ments. For example, a demonstrates his 
duly registered deed 
means a recorded war- property contrary t 
ranty deed. A quit

claim deed, one that owner, the land bec 
simply releases (does 
not grant or convey) certain other cc 
the grantor's right, title 

or interest in the property, does not suffice.  

Unlike the three-year statute, only the deed, not the chain of 

title, is relevant. Basically, the adverse possessor must secure 

a warranty deed from someone who has the legal capacity 

to sign. The deed must be recorded when possession begins.  

Thereafter, the adverse possessor must pay the property taxes 

for five consecutive years.  

Ten-Year Statute 
The ten-year statute is used more often than any of the oth

ers (Section 16.026). The statute bars the owner from filing 
a lawsuit to recover possession when the property has been 

held continuously and adversely for ten years by someone who 

cultivates, uses or enjoys it.  
The statute requires no deed for entry and no payment 

of property taxes. The primary issue is the amount of land 

the possessor may claim. Different rules apply depending 

on whether the land was enclosed (fenced) and whether the

adverse possessor entered under a recorded deed or memoran

dum of title.  

If the adverse possessor enters without a deed or memo
randum of title and the land is not fenced, the possessor may 

claim no more than 160 acres. If the land is fenced, the adverse 

possessor may claim all the land under fence if the entire 

fenced tract is held peaceably and adversely.  
Different rules apply when the possessor enters under a 

recorded (registered) deed or a memorandum of title that 
contains a legal description of the property. The possessor may 
claim the entire described tract even though only a part was 
actually possessed. Possession of part extends the claim to the 

whole. Fencing plays no role.  

Memorandum of title is not defined in the statute. Basically, 
it is a written document reflecting a transfer of title. A will 

meets the requirement as does a tax deed issued by the sheriff 

at a tax sale.  

Entry under a forged deed, while excluded under the five-year 
statute, is recognized under the ten-year statute. Likewise, the 
ten-year statute recognizes entry under a quitclaim deed while 
the five-year statute does not.  

Twenty-Five-Year Statutes 

T hree statutes address adverse possession when the land 

is held peaceably and adversely for 25 years. Two are 

discussed here; the other is covered later under the 

topic of tolling.  
The first statute prohibits the owner from filing a lawsuit to 

recover possession from anyone who has possessed the prop
erty continuously, adversely, in good faith and under a recorded 

deed or other instru-

property as a trespasser ment of conveyance 
for 25 years (Section 

y in a way that clearly 16.028). The possessor 
receives good and 

or her claim to the marketable title to the 
property. Possession 

o the rights of the true of a part of the land 
described in the deed 

times the trespasser's if extends the posses
sion to the entire tract 

ndiLions are met. even though the deed 

is void.  
The second statute addresses title claims against an apparent 

record owner (Section 16.029). Prima facie evidence exists that 
the apparent record holder lost title when the: 

" apparent record holder did not exercise dominion over the 
property or pay the property taxes for one or more years 
during the preceding 25 years, and 

" possessor (opposing party) openly exercised dominion over 
the property, asserted a claim to the property and paid the 
property taxes annually before delinquency for as long as 
25 years.  

The term apparent record title is not defined in the statute 
or in the case law.  

Evidently, the apparent record title holder is the person who 
owns the property according to the chain of title.  

Tacking 
The same person need not physically adversely possess the 

property for the entire duration of the three, five, ten or 25
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years. Subsequent possessors may add (or tack) their posses

sion periods together to reach the required period. The peri

ods of peaceable, adverse possession need not commence and 

continue in the same person as long as privity of estate exists 

between (or among) the possessors (Section 16.023).  

The term privity of estate is not defined by statute but by 

case law, which mandates that: 

. each predecessor have the same type of possession and/or 

use required by the statute, 

. no interruption in possession occurs when one possessor 

leaves and another enters and 

. transfer between the possessors is by agreement, gift, 
will or inheritance. A quitclaim between the possessors 
suffices.  

Tolling Sometimes the time spent physically possessing the prop

erty does not count toward adverse possession. Both Texas 

law and federal law affect the issue.  

Under Texas law, if the owner suffers from a legal disability 

at the time the adverse possessor enters (Section 16.027), the 

statute tolls (suspends or stops) the countdown until the dis

ability is removed. Texas tolling laws apply only to the three-, 
five- and ten-year statutes.  

A person with a legal disability is defined (Section 16.022) as 
anyone: 

. younger than 18 years old, regardless of whether the per

son is married; 

" imprisoned;

" of unsound mind; or 

" serving in the U.S. Armed Forces during time of war.  

If the owner suffers from more than one disability when the 

adverse possessor enters, tolling ceases and the countdown 

begins when one (not all) of the disabilities is removed.  
Texas law puts an end to tolling after 25 years. An owner suf

fering from a legal disability is barred from filing a lawsuit to 
recover property when the property has been held continuously 

and adversely by someone who cultivates, uses or enjoys it for 

25 years.  

Federal law, which supersedes Texas law, differs in several 

ways (50 USCA Section 501). First, it tolls all four statutes, 
not just the first three. Second, military service tolls the stat

utes whether or not the country is at war. Third, it absolutely 

tolls the statutes regardless of when the owner enters the 

military service. Tolling ceases six months after the owner is 

discharged.  

Adverse Possession and Minerals 
With the value of minerals exceeding the value of the surface 

in many areas of Texas, how does adverse possession of the sur

face interact with mineral rights? According to Texas case law, 
the possessor acquires all the mineral interest owned by the 

surface owner at the time the adverse possession begins. If the 

surface owners owned half the minerals when the adverse pos

sessor enters, then the adverse possessor acquires the surface 

and half the minerals when the adverse possession ends. 4 

Fambrough (judon@recenter.tamu.edu) is a member of the State Bar of Texas 
and a lawyer with the Real Estate Center at Texas A&M University.
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