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1 Beyond the Tech Wreck 
Austin Commercial Market Recovers 
Austin's commercial markel has struggled to 
recover from the tech dowrturn of five years ago.  
Today, the light at the end cf the tunnel is notice
ably brighter.  

BY HAROLD D. HUNT 

6 What's the Deal with 
Fannie and Freddie? 
Everyone knows them. But iot many of us 
understand them. Here's the backstory on these 
giant government-sponsored entities.  
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10 Gimme Shelter 
Fannie Mae's broad array of homeownership 
programs assist low- to midile-income buyers as 
they negotiate various obstacles on the way to the 
American Dream.  

BY JENNIFER EVANS-COWLEY

12 Big City Boxes 
Retailers Target Urban Shoppers 
Big box retailers are designing smaller, sometimes 
multistory stores that blend into downtown 
neighborhoods and appeal to a previously 
untapped market - urban dwellers.  

BY JENNIFER EVANS-COWLEY 

18 THAI Makeover 
The Texas Housing Affordability Index, one of 
the Real Estate Center's staple products, has been 
revised to make it more comparable to other 
published indices.  
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21 True Stories of the 
Appellate Courts 
Property taxes aren't just in the news - they're 
in the courts, too. Catch up on results of recent 
litigation.  
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24 Terms of Agreement 
Brokerage-related cases in Texas' appellate courts 
underscore the timeless relevance of getting 
things in writing.  
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27 Size and the City 
From north to south, east to west, the majority of 
Texas cities - small, medium and large are 
growing.  

BY STEVE H. MURDOCK 
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Excavating 
Land Improvements May 
Yield Deductions 
Land improvements that would have to be redone 
if a building was replaced may be depreciable.  
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BEYOND THE TECH WRECK 
Austin Commercial Market Recovers 

By Harold D. Hunt 

ive years have passed since the "tech wreck" 
of 2000. The Austin area's economy suffered 
a substantial blow when technology stocks 

plummeted and funding for technology startups 
dried up. Thousands of jobs were lost.  

But Austin's commercial real estate markets 
are bouncing back. Transportation improve

I ments are already providing a foundation for 
new commercial development opportunities 

(see "Movin' On").  
The latest employment nmbrs oxg 

the Texas Workfotce - mniissib v 
that job growth, a crucial component in 
the success of commerciAl realesiAts, 
is on the mend. Total nonfarm employ

s ment in the Asi046ROund Rck 
metropolitan st icial area increased 

by more than 16,000 between June 
2004 and June 2005, a 2.4 percent 
increase. By comparison, nonfarm 
employment actually declined by 
8,200 jobs during the four years 
from June 2000 through June 
2004.  

Office Market Picks Up 
Absorption and construction 

statistics from Capitol Market 
Research reveal that the 2000 
downturn seriously affected 
Austin's office market.  
About 3.7 million square 
feet of new office space was 
produced in the Austin area 
during the five-year period 

from 1995 through 
1999 with more 
than 5.1 million 

square feet of 
net absorp
tion. But 

from 2000 
through



2004, new construction rose to 
6.9 million square feet while net 
absorption fell to 2.3 million. As 
of mid-year 2005, no new office 
buildings were under construc
tion in the Austin area.  Both occupancy and rental 

rates are down signifi
cantly from their 2000 

highs as well. Yet the Austin 
office market recently set a 
new sales price record. Bart 
Matheney, senior vice president 
of CB Richard Ellis, says that 
two things are at work here.  

"Lower cap rates are reflect
ing the popularity real estate 
is enjoying as an alternative 
investment to the equity and 
bond markets. Austin also tends 
to be a high beta office market 
that should produce a rebound 
exceeding the national average 
as the economy improves." 

According to Matheney, this 
is partly because of tech-related 
firms' ability to increase or 
shed jobs rapidly as conditions 
warrant.  

Austin has added knowledge
based jobs during the recent 
recovery, which is a positive for 
the office market. As high-tech 
firms have begun to hire again, 
Austin and surrounding cities 
have been targeting companies 
that would normally create new 
jobs in San Francisco, San Jose or 
Boston.  

"More firms are discover
ing that they can substantially 
reduce their labor costs just by 
moving to the Austin area," says 
Andy Carlson of the Greater 
Austin Chamber of Commerce.  

Tenants are also migrating to 
higher-quality office properties.  
According to Derek Silva, office
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RENTS FOR HOT CLASS-A SPACE such as the Frost Bank Tower (previous page) and One 
American Center (above) are still affordable, prompting local tenants to move up to classier 
digs and out-of-state businesses to consider relocating to Austin.

specialist at NAI Commercial Indus:rial Properties, "Average 

office rents are being driven by Class-A absorption. Tenants 

are moving up to Class-A space because the rents are still 

affordable." 
The glut of sublease space that once plagued Austin has 

finally shrunk to less than 650,000 square feet in a 34 million

2

square-foot market. This should strengthen office rents. How
ever, a significant gap still remains between current rental 
rates and rents that could support new construction. As a 
result, rents could rise further before new construction returns, 
allowing office landlords to enjoy a level of return not seen in 
several years.  

TIERRA GRANDE



Flexible Industrial Space 
e are finally beginning to experience some rent 
stability," says Royce Lacey, vice president of 
NAI Commercial Industrial Properties, regard

ing the improving industrial market.  
NAI reports that overall rental rates increased 10 percent 

during the first six months of 2005 while the 18 percent overall 
vacancy marks a three-year low. No new industrial space was 
under construction as of June, other than one 56,000-square
foot flex building that was recently put on hold.  

Rising replacement costs have been a major factor limit
ing construction of new industrial space. Chris Whitworth, a 
principal with the development firm Capitol City Partners, 
remarks, "We hear a lot about how low inflation has been. But 
I've seen a 30 percent increase in some construction materials 
during the last three years." 

Suppliers to Austin's major high-tech firms are ramping up 
and taking more warehouse-distribution space according to 
Andy Thomas of Hill Partners, an Austin real estate develop
ment and investment company.  

"The market for distribution space is robust and tenant 
concessions have virtually disappeared," says Thomas. "We've 
also seen our tenant credit 'watch list' decrease from a high of 
about 40 tenants to just two. That's out of a tenant roll that 
exceeds 300, and the watch list has been a pretty good market 
indicator in the past." 

Thomas still remains cautious about the future, saying, 
"Some of the current absorption could come back on the

market if the economy begins to stumble. The major high-tech 
firms are always looking for the lowest price from their suppli
ers, and they renegotiate their contracts annually." 

As a result, suppliers hedge their space needs through use 
of termination options. The options give tenants the right to 
terminate their lease if they should lose their supplier contract.  
A significant turnover or reduction in suppliers could translate 
into a rapid increase in empty warehouse-distribution space.  

As the Austin office market tightened in the late 1990s, 
flex-R&D space emerged as a cheap alternative to conventional 
office space for many firms. Historical construction num
bers from Torto Wheaton reveal that more than five million 
square feet of flex space was constructed in the Austin mar
ket between 1996 and 2002, about one-third of the total flex 
inventory.  

Flex space can generally be developed much more quickly 
than office space in the Austin market. One reason is that the 
construction is simpler. And because industrial space is usu
ally built inside "preferred development" corridors, the permit
ting process is smoother than that for constructing office space 
in the highly desirable but environmentally sensitive south
west side of Austin, for example.  Much of the flex space was originally constructed for 

use by large tenants, such as Dell, before they shifted 
to owner-occupied space. As yet, no large tenant has 

emerged to occupy a significant portion of the available flex 
space, which explains the sector's 22 percent vacancy rate.  

Spending $20 per square foot to subdivide large flex space 
buildings for smaller 
users is not cost effective 
under current market 
conditions. The smaller 
flex space that does 
exist has been largely 
successful in attracting 
new tenants. Total flex 

7 aabsorption in the first six 
months of 2005 exceeded 
360,000 square feet, 

li according to NAI.

vb. 4 No 08v, 

-I U E 

51-!~
SHOPPERS TODAYi4 nt to park close, shop fast and 

head out. The half-mile-long La Frontera Village 
development features multiple big box stores 

and smaller specialty shops catering to this trend.

New Retail Waves 
In their heyday, 

regional malls offered 
consumers something 
new - shopping, dining 
and entertainment under 
one roof. But few if any 
enclosed regional malls 
are being constructed in 
the United States today.  

"There has been 
a trend away from a 
shopping 'experience' 

3OCTOBER 2005
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to no experience," says Nate Nickerson of Primus Real Estate 

Services, a local commercial brokerage and services firm spe
cializing in retail properties. Nickerson is referring to a transi
tion from leisurely shopping to a more serious, business-like 
approach to shopping.  

In the Austin region, construction is underway on almost 
every other type of retail development, including mixed-use 
properties, power centers (anchored by large retailers), lifestyle 
centers (unanchored specialty strip centers) and outlet malls.  Big-box power centers have become especially popular.  

Consumers continue to favor retail venues where a wide 
array of products can be purchased. Certain anchors, 

such as Target, have become especially popular with develop
ers because other tenants such as Ross Dress For Less and TJ 

Maxx often come on board after Target makes a commitment.  
The teaming up of big-box "category killers" will continue 

to make it harder for small, older retail establishments to sur
vive in Austin.  

"Some B-grade shopping centers in the 10,000- to 30,000
square-foot range that have lost tenants are spreading their risk 

by seeking out more service-based or medical-based tenants 
instead of traditional retail users," says Sherry Naquin-Sanchez, 
retail specialist for NAI Commercial Industrial Properties.  

At the other end of the retail spectrum, The Domain shop

ping center, part of a 235-acre mixed-use development cur
rently under construction in north Austin, will be home to 
some of the region's first true luxury retail tenants. Neiman 
Marcus will be one of the anchors.  

4

The retail market 
STIN AREA'S burgeoning population is continued to show 

thing but good news for the multifamily cont toh 
ket. The Triangle, an upscale, mixed-use its strength through 
apartment community, has architecture the first half of 2005.  
reminiscent of Boston's historic districts. Overall occupancy is a 

healthy 93.5 percent, 
with more than half a 
million square feet of 
positive absorption, 
according to Capitol 
Market Research.  

Multifamily: It's 
All Good 

Much like the office 
market, the apartment 
market has seen a 
flight to quality 
people moving up to 

\ ~ nicer apartments for 

the same amount of 
rent. Capitol Market 
Research reported in 
June that the average 
rental rate is down 17 
percent from the mid

year 2001 high of 99 cents per square foot. However, rents have 
been rising slowly but steadily during the last year and overall 
occupancy was near 93 percent as of mid-year 2005.  

Most incentives are gone, but rents are still below replace
ment cost to support new construction.  

"The news is all good for the apartment market," says 
Charles Heimsath, president of Capitol Market Research.  

A mere 714 units came online in the second half of 2005 
while absorption topped 3,300 uiits.  

Population growth is another big positive for the apart
ment market. Cities in Travis and Williamson County have 
witnessed tremendous populat-cn increases. Pflugerville's 
population was only 662 in 19SC; the current estimate is about 
28,000. Round Rock has grown from 12,740 to an estimated 
82,000 in the same period.  

Surrounding counties, such as Hays and Bastrop, are experi
encing impressive growth as well.  

The implication for Austin and its outlying areas is clear.  
As the population and number cf households increases, so will 
demand for apartment communities.  

"Every apartment builder is looking at the Austin market," 
says Kurt VanderMeulen, land and investment specialist for 
NAI Commercial Industrial Properties.  

Things are clearly looking up for the Austin commercial real 
estate market. * 

Dr. Hunt (hhunt@recenter.tamu.edu) is a research economist with the Real 
Estate Center at Texas A&M Universty.
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MOViIN' ON 
oor highway infrastructure has afflicted the Austin area 
for decades. Austin is the most congested midsize city 
in the country, according to the Texas Transportation 

Institute's 2005 Urban Mobility Report. However, relief is on 
the way in the form of toll roads, commuter rail and a new 
"rapid bus" service.  

For years, Austin has sorely needed an alternative to 
Interstate Highway 35 that could divert traffic away from the 
city's center. The area also suffers from lack of major east
west thoroughfares. Both concerns are being addressed with 
new toll road construction. Significant new commercial 
I t + A I I l dI l

on existing railroad rights-of-way. City officials in both Austin 
and Leander are hoping the nine planned transit stations will 
be catalysts for dense mixed-use, transit-oriented development.  

The commuter rail line will integrate with the bus system to 
give passengers access to other parts of the city. Park-and-ride 
lots will be available at some stations as well. Completion of 
the rail line is set for 2008.  

The rapid bus will combine a visually attractive vehicle 
designed for quick loading and unloading with other new high
tech features to reduce transit time by as much as 30 percent 
along some of the city's popular bus routes. Rapid buses will 
be able to extend green-light periods to minimize stops at red 
lights. Global positioning software will inform waiting pas
sengers when the next bus will arrive. The system should be in 
place by 2007.  

All transportation options have their fans and
redza sae ev% pen s,'-VPL%; areI
portions of the new toll routes, 
those in northern Travis and sc 
Williamson Counties.  

The commuter rail system, al 
in a November 2004 referendum 
extend from downtown Austin 
Leander. The system will opera 

Downtown/Northwes 
Commuter Rail Line 
111 m mm11m1111111 111111111 m mm 111111 1*I*7I 

Stations 
-Downtown 

O Saltillo Plaza 

O MLK Blvd./Airport Blvd.  

O Highland Mall 

O Lamar Blvd./Justin Lane 

O UT Pickle/Braker Lane 

O Howard Lane/MoPac 
0 Northwest Park & Ride 

O Leander Park & Ride 

Access to hike and bike 
trails are along entire route.
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ommuter rail and bus systems are 
upporting. However, mass transit 
n to be a viable alternative to the 
bile when planned intelligently, 
n Texas. The University of North 
s Center for Economic Develop
nt and Research published a 2002 
idy showing that Dallas Area Rapid 
transit (DART) light rail stations had 
fostered new economic development 
and had a positive impact on most 
property values within one-quarter 
mile of the stations.
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Other Projects 
Capitol Area Metropolitan 
Planning Organization 
(CAMPO) approved turnpikes 
under construction 

New toll lanes added to 
roadways under CAMPO Plan 

Existing roadways 

Included in CAMPO 2025 Plan 
as turnpike but not funded 

CTRMA First Project 

Phase 1 - frontage roads only 

New toll roadways

Future Toll Roads and Toll Lan 
Roadway 

State Hwy. 130 
State Hwy. 45 (northern section) 
Loop 1 
Hwy. 183A 
Hwy. 183 (1-35 to Hwy. 71) 
Hwy. 71 East 
Hwy. 71 West 
MoPac South (Hwy. 71 to South SH 45) 
State Hwy. 45 (southern section) 
Loop 360 
Hwy. 290 East 
*Completion Dates are Tentative

f
Description 

4-lane Toll Road 
4-lane Toll Road 
4-lane Toll Road 
4-lane Toll Road 

Toll Lanes Within Existing Road 
Toll Lanes Within Existing Road 
Toll Lanes Within Existing Road 
Toll Lanes Within Existing Road 

4-laneToll Road 
4-lane Toll Road 

Toll Lanes Within Existing Road

I
Status* 

2007 Completion 
2007 Completion 
2007 Completion 
2007 Completion 
2010 Completion 
2011 Completion 
2012 Completion 

Not Yet Funded 
Begin Construction in 2007 

Not Yet Funded 
Begin Construction in 2007

OCTOBER 2005

The gasoline tax, the 
primary source of funding 
for new highway con
struction, has not been 
increased in more than a 
decade. Austin voters have 
decided that highway tolls 
are preferable to sitting in 
traffic while federal and 
state governments agonize 
over how to raise taxes 
for needed transportation 
improvements. 4 
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What's the deal with

By Jack C. Harris

annie Mae and 
Freddie Mac own 
millions of home 

mortgages yet 
are largely 
unknown 
to homeowners. In fact, 
many in the housing 
industry are only 
vaguely familiar with 
these financial giants.  

Both companies have been targets of unflattering media cov
erage. The attention began in 2003 when Freddie Mac officials 
were forced to restate earnings because of accounting irregu
larities. The company had understated earnings in an effort 
to smooth out what they expected to be volatile results in the 
future. But the situation came to light at a time when many 
companies were under scrutiny for bogus accounting practices, 
giving Freddie Mac an air of suspicion. Fannie Mae has since 
been cited for similar accounting problems.  

6

Early in 2004, Federal Reserve 
Chairman Alan Greenspan 
cautioned investors and 
taxpayers of the risk 
represented by these 

hugrapidly growing 
companies. Green

span worried that 
investors were 
acting as if these 
companies could not 
fail because the govern
ment would not let that happen. Both are "govern

ment sponsored entities" (GSEs) created by the federal 
government but with private shareholders.  

Many investors who buy the companies' mortgage-backed 
securities may think the government stands behind the issues, 
but there is no formal agreement to that effect. In fact, Trea

sury Secretary John Snow has gone to considerable effort to 

clarify that the GSEs enjoy no special access to government 
assistance.  

Why would federal officials be so concerned about these pil

lars of the mortgage market? Housing and mortgage markets 

have been among the best performing sectors of the economy 
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for a number of years. Fanrze Mae and Freddie Mac stocks are 
frequently mentioned as solid investments.  

Fannie and Freddie issue bonds and use the proceeds to buy 
mortgage loans, many of which are insured against default.  
This would appear to be relatively safe.  

to place resources under the control of a small number 

R apid growth brings h-s own risks, however, 
and tends 

of decision makers. Additionally, the mortgage busi
ness has become more complicated as the entities have 

grown, and this has introduced additional risks.  

Why Should Anyone Care? 
As housing and mortgage markets have grown, so have the 

GSEs. The agencies either own or have securitized more than 
three-fourths of all mortgage loans in the United States. Securi
ties issued by the GSEs are a big part of the portfolios of com
mercial banks, equal to about 12 percent of their total assets.  

The most important role played by the GSEs is to add liquid
ity to the mortgage market, making mortgage loans more 
attractive and less risky business for lenders. This, in turn, 
makes home financing more readily available and less expen
sive. Mortgage interest rates also are lowered because the GSEs 
are able to borrow at submarket rates, largely because of inves
tors' perceptions of federal backing.  

The GSEs are unquestionably important to the mortgage 
market, which is vital to the housing market. The question is, 
OCTOBER 2005

how essential are they? A study by an economist at the Federal 
Reserve Bank concluded that the activities of the GSEs lower 
mortgage interest rates by only 7 basis points (100 basis points 
equal 1 percentage point).  

This extremely modest result is in spite of a federal subsidy 
estimated by the Congressional Budget Office to be $11 bil
lion per year. The subsidy is the product of special privileges 
enjoyed by the GSEs, such as exemption from securities regula
tion and bond registration fees. Critics charge that the bulk 
of the subsidy flows to the benefit of employees and investors 
rather than to borrowers.  

Nevertheless, many in the housing industry would hate to 
see Fannie or Freddie scaled back or privatized. They feel the 
impact of the agencies goes beyond anything that can be sim
ply quantified.  T he president of the National Association of Home Builders 

urged Congress to devise a regulatory system that would 
protect the GSEs' "ability to spur innovative solutions 
to increase homeownership." Those innovations include 

programs such as affordable housing loans that reduce down 
payment obligations and broaden qualifying criteria, as well as 
programs that help older homeowners retain their homes.  

Fannie and Freddie present two types of risk to the hous
ing market and the economy: risks created by their size and 
domination of the mortgage market and risks caused by the 
financial techniques used by the companies.  

7



History of GSEs 

sell stock on the public exchanges. At the same time, they 

F annie Mae and Freddie Mac are private companies 
that 

enjoy the status of GSEs because they were created by the 
federal government and fulfill both a public and private 

role. They are expected to make a profit for stockholders but 
also promote the public goal of increasing availability of afford
able home financing.  

Fannie Mae began as a federal government agency but was 
privatized in 1968. Several federal officials still sit on its board 
of directors. Freddie Mac was created by the Federal Home 
Loan Bank (which has since been abolished) to organize a sec
ondary market for member lending institutions.  

At first, the two agencies took somewhat distinctive posi
tions within the secondary mortgage market, buying different 
types of loans and issuing different types of securities. Today, 
however, there is little difference in the way the two operate 
or raise funds. Fannie Mae is perceived as more governmental 
than Freddie Mac, possibly because it is a more vocal advocate 
of its public mission.  

The 1980s transition from a mortgage market dominated by 
depository institutions (such as savings and loan associations) 
to mortgage banking firms spurred the growth of the GSEs. By 
offering a direct link to the capital markets, the GSEs largely 
insulated homebuyers from the collapse of the savings and loan 
industry in the 1980s. Subsequently, the GSEs were in an ideal 
position to grow as the housing market boomed in the late 
1990s.  

The price of one share of Fannie Mae stock grew from less 
than $1 in 1981 to almost $90 in late 2000; Freddie Mac posted 
similar growth, increasing from less than $3 in 1990 to around 
$70 in 2000. The companies sell more mortgage-backed securi
ties each year than the Treasury sells bonds.  

The success of the GSEs is more than just a case of being 
in the right place at the right time. The two companies enjoy 

8

special advantages granted by their 
quasi-governmental status. They 
do not have to pay state and local 
taxes and are exempt from registra
tion and disclosure rules applied 
to publicly traded firms. More 
importantly, investors believe that 
the federal government implic
itly stands behind the debt of the 
companies. This allows the GSEs to 
raise money at a lower rate of inter
est than other financial firms.  

The importance of these benefits 
is underscored by the fact that the 
companies spend $25 million each 
year lobbying Congress. Some claim 
that Fannie's partnership offices and 

the Fannie Mae Foundation - both a part of the firm's efforts 
to promote homeownership - work to protect the company 
from its political detractors.  

How GSEs Operate 
Fannie Mae and Freddie Mac originally were intended to 

develop a secondary market for mortgages that would pro
vide lenders liquidity in their portfolios. Lenders faced with 
declining deposits could sell mortgage loans to balance their 
accounts. Lenders with surplus deposits could buy market 
securities backed by pools of mortgages from the GSEs. This 
tends to balance supply and demand for mortgage debt 
geographically.  One of the major risks any lender faces is changing inter

est rates. Not only do rates go up and down, but long
term rates often behave differently than short-term 
rates. So the problem of rate change is magnified for 

lenders who fund long-term mortgage loans with short-term 
deposits. The process of securitization (turning loans into secu
rities) transfers this risk to investors who buy the securities.  

Fannie and Freddie make money from securitization by 
charging fees. The problem is that it is hard to maintain a 
growing revenue stream and rising stock price merely from fee 
income. So the companies began purchasing mortgage securi
ties issued by others and themselves to create retained mort
gage portfolios. They make money on these portfolios when 
the yield on the securities exceeds their cost of borrowing.  
In the last few years, that margin has exceeded 1 percentage 
point. By 2001 the companies derived more than three times as 
much income from their retained portfolios as from securitiza
tion fees.  

While the retained portfolios have been profitable, the prac
tice essentially amounts to using short-term borrowed money 
to make long-term investments, which is what started the sav
ings and loan crisis of the 1980s. Fannie and Freddie officials 
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recognize the risk and attempt to reduce it through an elaborate 
hedging strategy. The objective is to make their short-term 
liabilities behave like long-term debt.  

Hedging reduces income from the portfolio, as Fannie and 
Freddie incur costs to create the hedge. A perfect hedge could 
even sap the whole profit from the retained portfolios. Conse
quently, Fannie and Freddie do not hedge their entire risk.  

This hedging strategy has risks of its own, 
which are more apparent when interest rates 
become especially volatile. Hedges shift 
risk onto counterparties (those whose s 
liabilities form the hedge invest- Fan 
ments). If those parties default, 
the GSEs may find it difficult and and Fr 
expensive to reestablish their 
positions. are ex 

econd, hedging does not 
free Fannie and Freddie many 
from having to renew their 
short-term debt (which rep- requ 

resents more than one-third of total 
assets) each year. A disruption in the market impOSe 
may make that impossible. Finally, an unusual 
change in rates could exceed the coverage of the 
hedging strategy and turn around the profitability of 
the portfolios.  

Moves to Reform 
These issues have raised enough concern to fuel a 

serious reform effort. Essentially, the two main reform 
thrusts include legislation to change the way the compa
nies are regulated and an array of efforts aimed at limit
ing the companies' growth and promoting largely private 
alternatives.  

Fannie Mae and Freddie Mac are exempt from many 
disclosure requirements imposed on other firms. Instead, 
they are monitored by The Office of Federal Housing 
Enterprise Oversight (OFHEO). OFHEO was created 
in 1992 in response to the increasing size and influ
ence of the GSEs.  

OFHEO's mission is to serve as a watchdog to 
prevent the agencies from overstepping their statu
tory authority and as an auditor to oversee their 
accounting procedures. But it was not an OFHEO 
inquiry that prompted Freddie Mac to admit manipulat
ing income on its books in 2003, leading some to believe the 
oversight is largely for appearance's sake - something to make 
Congress and investors feel that a mechanism is in place to 
keep the GSEs out of trouble.  

The watchdog agency lacks power to enforce financial 
standards on the GSEs. However, since the revelation of Fred
die Mac's accounting manipulations, the agency has publicly 
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called Fannie Mae to task for accounting violations and forced 
Freddie Mac to replace top management involved in their 
accounting brouhaha. In December 2004, Fannie Mae's CEO 
resigned as a result of the agency's problems.  

Despite these actions, there is a movement in Congress to 
replace OFHEO with a newly created, and more powerful, 
regulator. It is thought that the power would be given to the 

Treasury Department, which is not known 
for its interest in housing finance.  

Some suspect the effort to 
reform GSE regulation is an 

e M ae attempt to limit the growth 
of Freddie and Fannie.  

de M ac However, there are several 
more overt moves to do 

npt from just that. The only extant 
constraint on the growth 

disclosure of the GSEs is the limit 
on the size of loan they 

ements can purchase. However, 
this limit is sufficiently 

on otheT high to make most of 
the home loan market fair 

ns . game. Congress raises the 
limit each year in accordance 

with home price trends. Still, this 
leaves the market for "jumbo" mortgages 

to private conduits.  
The Bush Administration recently obtained the 

power to limit the amount of debt that can be issued by 
the GSEs. Exercise of this power could effectively control 

the growth of the firms. Also, proposed legislation would 
subject Fannie and Freddie to the same disclosure laws as 

other financial entities. These threats to the special status of 
the GSEs could leave more of the business to private firms.  T he practice of giving private companies special 

government privileges because they serve a public 
purpose can cause problems. In the pressure to 
compete, it is difficult for companies to avoid 

exploiting advantages in ways not envisioned by GSE 
creators. That indeed may be what is going on with the 
housing GSEs.  

Are the risks imposed by the growth and practices 
of Fannie Mae and Freddie Mac serious enough to risk 

derailing the housing boom? Or should observers recognize 
that the operation of these financial hybrids is an experiment, 
and everything tried will not be successful? The trick is mak
ing changes despite a political environment that hampers the 
ability to do so. 4
Dr. Harris (jackharrisc@aol.com) is a former research economist with the 
Real Estate Center at Texas A&M University.

9

Mi 

e 

d 

d 

r



hen it comes to putting Americans in homes of their 
own, Fannie Mae has no peers.  
During the decade beginning in 1994, the nation's 

largest source of home mortgage financing provided more than 
$3 trillion in funds to more than 28 million underserved fami
lies. In 2003 alone, Fannie Mae and its partner organizations 
provided a record $240 billion in mortgage funds to minority 
families.  

When Fannie Mae launched its trillion dollar commitment 
in 1994, the national homeownership rate was 64 percent.  
Nine years later it was 68.3 percent. During that same time, 
minority homeownership rose from 43.2 percent to 49.5 per
cent. But Fannie Mae leaders are not satisfied; they want to put 
even more Americans in homes of their own.  

Fannie Mae's "American Dream Commitment" was 
launched in 2000 with a pledge to provide $2 trillion to help 18 
million minority and underserved Americans rent or buy their 
own homes. That goal was met in 2004. That same year, Fan
nie Mae announced a plan to raise minority homeownership to 
55 percent within ten years.  

Clients facing the major barriers to homeownership - down 
payment, low income and credit history - may be helped 
by one of the many Fannie Mae programs. Real estate agents 
familiar with these options will have an advantage when these 

tough hurdles to housing are encountered.  

MY COMMUNITY MORTGAGE 
In 2000, Fannie Mae introduced the MyCommunityMortgage 

program to help low- and moderate-income borrowers purchase 
homes with a $500 down payment. This program includes 
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a variety of different products targeting specific groups. For 
example, HomeFront Mortgage is a $5 million mortgage pilot 
program designed to help active duty military at Fort Camp
bell, Kentucky, purchase homes in Tennessee or Kentucky.  
The program offers greater underwriting flexibility and no 
down payment. Other mortgage products help teachers, police, 
firefighters and health-care workers purchase homes.  

The MyCommunityMortgage program also includes incen
tives for purchasing energy-efficient and rural homes. To learn 
more, visit http://www.fanniemae.com/homebuyers/ 
findamortgage/mortgages/mycommunity.jhtml.  

EMPIOYER-ASSISTI HOUSING 
One of the goals of the American Dream Commitment is to 

help 1,000 employers implement Employer Assisted Housing 
(EAH) programs by 2010. Through 2004, 340 employers were in 
the program. Participating employers provide employees with 
loans to help with their down payments and closing costs.  

For example, the employer may provide a $5,000 forgivable 
loan to the employee. The employer receives the loan from 
Fannie Mae at a low- to no-interest rate. Fannie Mae's own 
EAH program has allowed 2,200 of its employees to become 
homeowners. The program was expanded in 2000. To learn 
more about EAH programs visit http://www.fanniemae.com/ 
housingcommdev/solutions/eah.jhtml.  

WOMEN-HIEADE HOUSEHOLD INITIATIVE 
Recognizing the need to increase homeownership among 

female-headed households, Fannie Mae introduced the Women
Headed Household Initiative in 2000. Fannie Mae is working 
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with the McAuley Institute, a housing resource institute spon
sored by the Sisters of Mercy of the Americas. Together they 
seek to eliminate homeownership barriers to women-headed 
households.  

The $50 million, five-year program provides outreach and 
education, down payment and closing cost assistance, mort
gage products and capital investment to help borrowers in 
eight cities, including Houston. To learn more about this pro
gram visit http://www.mcauley.org.  

NATIVE AMERICAN ASSISTANCE 
Native Americans have the lowest homeownership rates.  

Fannie Mae is working with state agencies to establish a pro
cess for accessing secondary market mortgages on tribal lands.  
Mortgages on tribal lands are complicated, making it more 
difficult for Native Americans to obtain loans.  

The company is working to reduce these barriers. More on 
loan programs for Native Americans can be found at http:// 
www.fanniemae.com/homebuyers/findamortgage/mortgages/ 
native.html.  

AMERICAN COMMUNITIES FUND 
Along the U.S.-Mexico border, colonia developments need 

paved streets and water and sewer service. Officials in El Paso 
County worked with Fannie Mae through the American Com
munities Fund to help a developer acquire and improve a colo
nia in the county. Homebuyers in the area then were able to 
obtain grants from a Dallas bank to subsidize down payments.  

Although these homebuyers lacked a traditional credit 
history, their steady incomes were taken into consideration, 
allowing them to purchase homes.  

Established in 2000, the American Communities Fund 
provides funds to be invested in housing developments that 
support community revitalization. A local partner is a key 
element in Fannie Mae's program to achieve this development 
goal.  

SMART COMMUTE INITIATIVE 
In 2001, Fannie Mae introduced the $10 million Smart 

Commute Initiative, which encourages families to use public 
transportation and apply money saved toward the purchase of 
new homes.  

Smart Commute requires a down payment of $500 or 1 per
cent of the loan amount from the borrower's own funds. The 
program is available to homebuyers making up to 100 percent 
of the area median income.  

Borrowers must live within one-half mile of a rail station or 
one-quarter of a mile of a bus stop. Borrowers can have up to 
$3,000 added to their annual income in qualifying for a mort
gage through this program.  

To learn more about this program visit http://www.  
efanniemae.com/hcd/single-family/mortgage-products/ 
smartcommute.html.  

FAITH-BASED PARTNERSHIPS 
In 2002, Fannie Mae initiated a $25 million, five-year faith

based homeownership partnership. The company plans to 
expand its relationships with faith-based partners.  

At the New Testament Church in Milwaukee, Wisconsin, 
members learn about homeownership through homebuying 
counseling sessions. After counseling, members may be eli
gible for the MyCommunityMortgage loans.  
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LP FOR ISLAMIC AMERICANS 
One product developed in 2002 assists Islamic homebuyers.  

Islamic law prohibits paying interest, so to encourage Islamic 
families to purchase a home, the American Finance House
Lariba in California worked with Fannie Mae to develop a 
financing model that works as a lease-to-purchase agreement.  
The homebuyer makes monthly rental payments equal to the 
monthly payments on a conventional mortgage.  

ASSISTANCE [OR HANDICAPPED 
Fannie Mae introduced the HomeChoice program in 2002 

to help those with disabilities achieve homeownership. The 
program's goal is to assist 10,000 disabled households.  

The HomeChoice program provides flexible requirements for 
borrowing money. Borrowers can make as little as a 3 percent 
down payment with only $500 coming from personal funds.  
They can make up to 115 percent of the area median income 
and special consideration is given to nonwage income, such as 
disability benefits and Section 8 housing vouchers.  

For more information about the HomeChoice program, visit 
http://www.fanniemae.com/global/pdf/housingcommdev/ 
solutions/homechoice success.pdf.  

PILOT PROGRAMS 
In 2003, the Enhanced Community 2-4 Family pilot and 

Community Renovation 1-4 Family pilot programs were intro
duced in Massachusetts. These allow lower down payments 
and flexible borrowing parameters for owner occupants of one
to four-unit properties.  

The pilot programs are designed to expand homeownership 
options in areas where multifamily units make up much of the 
housing stock. Homebuyers can put down as little as 3 percent 
for two-family homes and 5 percent for three- to four-family 
homes. In addition, borrowers are able to add rental income to 
their own income to qualify for the loans. Up to 75 percent of the 
mortgage payment can be covered by rental income on a two
family home and 65 percent on a three- or four-family home.  

PARTNERSHIPS FURTHER GOALS 
In Texas, Fannie Mae partnered with the Texas Association 

of Realtors (TAR) to create the "Borrow With Confidence" pro
gram, which teaches agents how to use Fannie Mae mortgage 
products. Initially offered only in Texas, the program is now 
available in a growing number of states.  

This year, TAR, Fannie Mae and the Texas Department of 
Housing and Community Affairs developed "United Texas: 
Housing Initiatives That Work," a program offered around 
the state through local associations of Realtors. Licensees 
learn how to take advantage of Fannie Mae's many programs 
as well as state and local housing initiatives to help families 
buy homes. This program qualifies for four hours of continu
ing education credit. To learn more about these and other 
programs available in Texas, go to www.texasrealtors.com and 
click on the "Affordable Housing" link.  

Fannie Mae plans to continue creating and expanding its 
mortgage programs to increase homeownership among minori
ties, assist families at risk of losing their homes and expand the 
supply of affordable housing. To learn more about Fannie Mae 
programs, visit http://www.fanniemae.com. 4 
Dr. Cowley (cowley. 1 1@osu.edu) is an assistant professor with the Austin E.  
Knowlton School of Architecture at Ohio State University.  
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RETAILERS TARGET 
URBAN SHOPPERS 

BY JENNIFER EVANS-COWLEY

ITYW

Big box retailers are moving beyond the 
standard box to build stores that meet the 
needs of individual communities. These 

days, they are looking for sites they would not 
have considered ten years ago.  

Big box retailers typically need four to six 
acres to build a 100,000- to 250,000-square-foot 
store. These size requirements have traditionally 
limited available sites. But Wal-Mart and other 
big box retailers are now looking beyond typical 
suburban sites.  

In part this is a response to local government 
regulations that set design standards, maximum 
store size caps and moratoriums on new devel
opment. Retailers also are reaching out to new 
markets, such as people living in downtown 
urban areas. High population densities and high 
per capita income in these areas can produce 
high sales figures.  

Several retailers including Home Depot and 
Target have developed "urban" store concepts.  
These stores are designed to fit into urban neigh
borhoods and meet the needs of urban residents.  
The invention of escalators that can accommo
date both people and shopping carts has enabled
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big box retailers to locate in multistory 
buildings.  

ome Depot developed three 
urban stores in 2003, in Chi
cago, Staten Island and Brook

lyn. The Chicago store is four stories 
and has 80,000 square feet. The top two 
stories are for parking, with the first two 
stories providing 40,000 square feet of 
store space. This is significantly smaller 
than the typical Home Depot store. The 
store has floor-to-ceiling glass windows, 
smaller signage and other features that 
make it fit better into the downtown 
environment.  

According to a Home Depot press 
release, "We saw the tremendous 
demand.... We decided we could better 
serve our customers by designing a spe
cial store . .. by carefully choosing the 
merchandise that is in demand within 
the neighborhood, we can get the job 
done extremely well in a smaller store." 

Wal-Mart has selected a site in 
Atlanta, Ga., to build the most urban 
Wal-Mart in the country. This store is 
setting the standard for urban Wal-Mart 
stores.  

The 17-acre 
site includes a 
150,000-square
foot Wal-Mart 
store and an 
additional 15,000 
square feet of 
retail space on the 
second floor. A

280-unit apartment complex will be adja
cent to the stores, along with 1,240 park
ing spaces on two levels. Much of the 
parking is nearly hidden underground.  

The site is on a hill at the intersection 
of two roadways, facing 1-75 on one level 
and Howell Mill Road on a higher level.  
The Wal-Mart will be located on the 
lower level.  

A boulevard will divide the rows of 
shops. The boulevard will have trees, 

fountains, benches, 
bike racks, restau
rants with outdoor 
seating and a narrow 
park that will run 
the length of the 
development to the 
apartments.  

"We believe 
this store will be

representative of how retail development 
in urban centers should be done," says 
Michael Driver, Wal-Mart's real estate 
manager.  

tlanta is not the only city getting 
an urban Wal-Mart. Panorama 
City and Baldwin Hills, Calif., 

are two other examples.  
Home Depot, Wal-Mart and Target 

have had success with urban stores and 
plan to extend the concept to new 
locations.  

Daphne Davis Moore with Wal-Mart 
says that, "We recognize that lots of 
people live in these urban areas, and more 
are moving back from the suburbs. We 
want to be where our customers are." 4 

Dr. Cowley (cowley. I 1@osu.edu) is an assistant 
professor with the Austin E. Knowlton School of 
Architecture at Ohio State University.
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TARGET'S URBAN APOLIS store (opposite page), 
Home Depot's downtowqa-1icago location (above) and a planned 

Wal-Mart in Atlanta&ere designed to serve downtown residents.  
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th land prices at all-time highs, 
many wonder if this is a bad time 
to buy. Although some economic 

conditions have flashed cautionary signals, 
"Texas land prices may never be more afford
able than they are now. Here's why.  

Motives for land purchase are complex. Some people buy for 
- gricuural production, recreation or environmental preserva

ltion. Butnerlyinithe, intents is an implied belief that the 
q4land epresents a solid store of wealth that will grow in value 

AMvet time.  
Conventional wisdom has viewed land as a safe investment 

that can retain substantial capital gains to owners. Prior to 
-he 1980s, market observers were fond of reciting the mantra, 
"Land has never gone down." However, the severe reces
sion of the late 1980s precipitated the first collapse of Texas 
land prices in more than 100 years. Today, beset with rising 
* interest rates, climbing gas prices and dwindling support for 

aricultural programs, some wonder if markets are headed for a 
fm lar fate.



The 1980s crash that played out as die aftereffect o 
inflation-driven investment and soaring oil prices had its roots 
in the 1970s when oil prices mounted and stuffed the pockets 
of Texas royalty owners with cash. The oil industry boomed, 
and an unemployed rust belt population migrated to Texas.  

At the same time, in response to sizable purchases of wheat 
by the Soviet Union, prices for agricultural commodities esca
lated. Inflation then became so rampant that, after adjusting for 
the declining purchasing power of the dollar, real interest rates 
were actually negative.  

In the early 1970s, it paid to borrow money and pay back the 
loan with cheaper dollars. In that environment, the successful 
farmer continuously borrowed to buy tangible items such as 
equipment, livestock and land. Spiraling appreciation added to 
net worth despite the heavy debt load.  

and buyers reveled in this miracle of financial leverage 
until inflation bubbled over into hyper-inflation late in 
the decade. Reeling from the economically corrosive 

aftermath of that explosion in inflation, the Federal Reserve 

16

determined to rein in those forces that had produced a 21 
percent prime interest rate. Reversing course, the Fed tightened 
the money supply, and borrowing suddenly became expensive.  

borrowers were now faced with the prospect of paying 
back loans with more expensive dollars than those they 
had borrowed. Strengthening the dollar also made U.S.  

goods, including wheat and cotton, much more expensive on 
foreign markets. Agricultural incomes dried up. Farmland 
prices in the Panhandle broke in the early 1980s, followed by 
the collapse of the remaining land markets in 1986.  

The mid-80s decline in land prices resulted from the oil 
price bust and changes in federal tax laws that made owning 
real estate less profitable after taxes. Statewide, land prices 
fell precipitously, and markets remained lackluster until 1992 
when prices settled more than 40 percent below the previous 
high. Meanwhile, the Texas population expanded by almost 28 
percent, from 14.2 million in 1980 to 18.1 million in 1993.  

By 2004, Texas land prices had soared to 253 percent of 
1993 levels, lifted by strong demand for recreational land and 
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investment properties. The i 
through 2001. Following the 
ownership intensified, sparki 
between 2002 and 2004. The: 
with a 33 percent jump in sal 
tributed to the feelings of une 
land professionals.  

The current situation, how 
1980s in a number of ways. F 
tive, current prices do not see 
adjusting prizes for inflation, 
ally matches early 1980s pric 
slightly lower than the 1985; 
increase in population since 1 

Second, unlike the 1980s si 
tions involve little or no borr 
appear to be threatened by th 
interest rates should have linm 
current purchases are largely 
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arket re entlessly rose from 1993 hird, TexAs land prices are relatively low compared to 
)-11 attacks, the appetite for land those in other states, and out-of-state buyers have dis
ng a 30 percent growth in prices covered the disparity in the past year or two. In a market 
feverish price growth coincided in which investors are competing for a limited number of lucra
es volume. This acceleration con- tive investments, more of these buyers are likely to appear in 
asiness expressed by many rural Texas markets. Finally, despite threatened cuts in farm program 

spending, the United States Department of Agriculture projects 
ever, differs from that of the robust growth in farm income.  
first, from a historical perspec- Taken together, these factors indicate land markets with 
m out of line with reality. After assets in strong hands are priced at historically justifiable levels.  
the 2004 real price of land gener- Currently, no one is forecasting the kind of financial meltdown 
es. Further, the deflated price is that occurred in the 1980s. If the economy does slow as current 
price despite a nearly 48 percent Federal Reserve policy envisions, land prices should not face the 
980. kind o hostile conditions encountered 20 years ago. The most 
tuation, many current transac- likely impact on land markets would be a sharp reduction in the 
owed funds. Markets do not rate of price increase rather than an actual downturn in prices. 4
e prospect of foreclosure. Rising 
ited impact on markets because 
based on all-cash investments.

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

at Texas A&M University.  
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It is common knowledge that housing 
in Texas is more affordable than in most 
other parts of the country. Just how 
much more affordable is clearer in light 
of changes to the Real Estate Center's 
Texas Housing Affordability Index 
(THAI). The Texas median-income family 
earns 79 percent more than necessary to 
acquire the median-priced Texas home at 
$129,100.  

Beginning with the first quarter of 
2005, the Real Estate Center revised 
its M tions of the THAI M ore 
consistent with other published indices 
and to reduce the complexity and subjec
tivity of the analysis that goes into the 
computations.  

While the basic computations and 
interpretations remain the same, alter
nate sources have been used for some 
key data. These changes make the index 
easier to understand, more comparable 
to other indices (especially the National 
Association of Realtors index) and make 
it easier to replicate or trace results.  

The equation for the affordability index 
is: 

Index = Median Family Income (MFI) 
Required Income to Qualify for a 

Conventional Purchase Mortgage (RI) 

Where: RI = Required Monthly Mortgage 
Payment x 12 

Qualifying Ratio (QR) 

The qualifying ratio is the lender
stipulated maximum ratio of monthly 
mortgage payment to gross monthly 
income allowed for a borrower to 
qualify for a mortgage loan. The required 
monthly mortgage payment is the 
amount the borrower will have to pay on 
an 80 percent, conventional mortgage at 
the effective interest rate for the area.
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Changes were made to three principal elements of the THAI: 
estimated local median family income, local property tax and 
insurance costs of homeownership and effective mortgage 
interest rate.  

Median Family Income 
Median family income (MFI) replaces median household 

income. The new data derive from HUD's MFI estimates by 
metropolitan statistical area (MSA) and by nonmetropolitan

county. These estimates are produced annually to determine 
local income qualification levels for HUD and other govern
ment housing programs and initiatives.  

For Texas locales not included in the MSAs, county-level 
Federal Financial Institutions Examination Council (FFIEC) 
median family income estimates are applied. FFIEC provides 
further refinement of the HUD income estimates down 
to county and even census-track levels based on historical 
allocations and ratios of areawide median income. For areas 

within the MSAs that 
.*- S I report median home 

prices separately, 

Required 2005 HUD Texas FFIEC census-track
Income to Median Housing level median family 
ualify at 25 Family Affordability income estimates are 
ercent QR Income Index used.  

16,612 47,200 2.84 
23,444 49,850 2.13 Elimination of 
27,636 62,700 2.27 
35,166 67,300 1.91 Local Property 
29,701 61,000 2.05 Taxes and 
22,396 48,850 2.18 
23,815 63,200 2.65 Insurance Costs 
21,095 31,850 1.51 ocal property 
28,997 54,000 1.86 tax and insur39,932 99,609 2.49 
26,620 47,000 1.77 ance rates vary 
33,568 65,100 1.94 significantly, not 
34,909 74,480 2.13 only from county 
24,084 38,250 1.59tocuywihna 
35,059 79,982 2.28 tocountywithinan 
23,296 62,700 2.69 MSA but also within 

30,639 59,800 1.95 the same county.  
24,477 65,100 2.66 Overlapping tax 
18,482 jurisdictions, special 
30,868 61,000 1 .98ta jurisdictions pca 
26,477 65,100 2.46 tax jurisdictions 

- 47,500 - and different school 
21,228 47,500 2.24 districts within 
21,411 47,150 2.20 the same county or 
19,720 44,465 2.25 metropolitan area can 22,602 29,800 1.32 
33,845 68,728 2.03 cause widely vary

ing monthly costs.  
14,144 42,156 2.98 In the past, Center 
34,432 63,178 1.83 staff estimated the 
17,940 48,500 2.79 atiat th 
17,182 44,841 2.61 additional costs of 
20,841 41,672 2.00 homeownership from 
17,907 61,000 3.41 reported county and 
19,777 45,050 2.35 city property tax rates 
28,041 50,500 1.80 and state insurance 

- 58,646 
21,273 51,400 2.42 rates and applied a 28 
22,165 65,100 2.94 percent QR. Now, fol
19,697 45,550 2.31 lowing conventional 
26,758 50,950 1 .90 mortgage underwrit
22,508 53,000 2.43 
20,200 47,350 2.34 ing standards and 

20,702 47,350 2.29 using the QR applied 
29,500 52,900 1.79 by NAR and others, 
43,141 58,000 1.34 a 25 percent QR is 

applied only to the
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mortgage payment to estimate the income required for a home
buyer to qualify for a conventional, 80 percent home loan.  

Mortgage Interest Rates 
Previously, the Center used the weighted average contract 

rate of fixed- and adjustable-rate loans according to the Federal 
Housing Finance Board (FHFB). Now the effective rate reported 
by FHFB's monthly survey of rates and terms on conventional, 
single-family non-farm mortgage loans for selected metropoli
tan areas will be used.

The effective rate includes the 
2001 2000 1999 - amortization of initial fees and 
2.29 2.37 2.28 charges made to close the loan. The 

2.16 2.13 2.23 quarterly rate equals the average of 
1.71 1.53 1.66 the three monthly rates reported in 
1.94 1.83 1.96 the FHFB data for the period cov
2.09 1.93 2.05 ered. Texas MSAs not included in 
1.4 1.54 1.50 the FHFB report and not part of one 

1.48 1.62 1.71 of the large MSAs are assumed to 
1.99 1.87 1.98 have prevailing interest rates equal 
1.92 0.00 1.84 to the nearest major MSA or to the 
1.82 1.74 1.85 state rate.  
1.87 1.75 1.86 
1.69 1.58 1.67 First Quarter 2005 Results 2.01 1.95 2.04 
2.75 2.64 2.74 he first quarter 2005 THAI 
1.61 1.86 2.34 selected Texas report

1.47 1.19 1.36 T ing areas (areas for which 
1.97 1.85 2.05 the Center collects median home 
2.27 2.30 2.51 sales prices) is depicted in Table 
2.05 2.07 2.08 1. The new data significantly raise 

2.15 1.87 2.11 the magnitude of Texas housing 
1.86 1.91 2.00 affordability. The higher index 
1.34 1.37 1.35 measures tend to confirm the 
1.84 1.64 1.78 intuitive belief that Texas housing 
1.68 - - is particularly affordable rela

2.57 2.25 2.17 tive to many other areas of the 
- 2.10 2.29 country, especially in a climate of 

2.35 1.99 2.26 relatively low interest rates and 
0.00 2.39 2.67 modest house price appreciation.  

1.87 1.74 1.80 The higher local and state indices 
1.89 1.77 2.00 result primarily from employing 
2.21 2.17 2.12 the greater HUD median family 

- - 1.85 income estimates rather than the 

1.93 1.83 1.00 prior computed incomes.  

2.26 1.91 2.14 For more detailed information on 
- - - the first quarter 2005 THAI along 

2.21 2.22 2.16 with an estimate of First Time 
1.69 1.58 1.74 Homebuyer Affordability Indices, 

go to www.recenter.tamu.edu/ 
pdf/1742.pdf.  

A five-year perspective of the 
revised THAI employing the new 

measures for median family income, interest rate and omit
ting the property tax and insurance components is shown 
in Table 2. The data indicate that Texas has been a highly 
affordable housing state for some time. The trend of increas
ing affordability may have peaked in 2004, however, as most 
of the individual metropolitan areas have a lower first quarter 
2005 affordability index than for 2004. * 

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

Center at Texas A&M University.
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P roperty taxes concern homeowners, especially when 

property values are rising. The Texas Tax Code caps or 
limits increases in the appraised value of a residence for 
tax purposes to 10 percent annually when no improve

ments have been made to the property. But a recent case called 
the statute into question (Bader v. Dallas Central Appraisal 
Dist. [139 SW3rd 778]. In it, a homeowner used a novel 
approach to interpret the statute (Section 23.23).  

Briefly, Section 23.23 says the appraised value of a residen
tial homestead for property tax purposes may not exceed the 
lesser of the market value or sum of three items:

-the value of the property the last year it was appraised for 
tax purposes, 

- 10 percent of the last appraised value times the number of 
years since the appraisal occurred, plus 

- the market value of any new improvements to the property.  

In 2001, the Bader's residential property appraised at 
$217,000 for tax purposes. The land was $75,000 of the value 
and the improvements (the residence) $142,000. Because of 
the cap, the appraised value for tax purposes was limited to 
$181,500.
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In 2002, the residential property appraised at 
$235,000 - $75,000 for the land and $160,000 for 
improvements. Because of the cap, the assessed value 
was limited to an increase of $18,150 (10 percent of 
$181,500).  

The Baders protested. They contended the 10 
percent increase applied to the taxpayers' residence 
(improvements) and to the land separately, not as a 
unit. Because the value of the land remained constant, 
they argued, the increase in appraised value should be 
limited to 10 percent of last year's appraised value for 
the residence or $16,000, not $18,150.  

The trial court ignored the Baders' plea and 
granted the appraisal district summary judgment.  
A trial court grants summary judgment when 
there is no real disagreement about the facts of 
the case, and the only issue is a question of law.  
The judge decides the case based on the facts 
and grants a summary judgment to the prevail
ing party.  

The Baders focused on the interpretation of 
the term property as used in Section 23.23.  
They contended the term encompassed two 
components: the land and the improvements, 
and the 10 percent rule applies separately to 
each. The homeowners contended Section 
23.19(f) of the Tax Code supported their 
argument because it requires appraisal 
districts to list each component separately 
with its value.  

The appellate court affirmed the sum
mary judgment against the Baders. The 
court found no connection between the 

caps in Section 23.23 and the separate list
ing of the land and improvements in Section 
23.19(f). Instead, the court pointed to the defini
tion of residence homestead in Section 11.13, 
which reads "a structure . .. together with the 
land and improvements used as the residential 
occupancy of the structure . . ." The court 
ruled the two components are assessed for 
taxes as a whole, not separately.  

The court concluded that the legislature 
"intended the 10 percent cap to apply to the 
residence homestead as a single unit, i.e., the 
land together with improvements."

S 

U
S 
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T exas statutory law allows a person who loses 

property at a property tax foreclosure sale 
to redeem it (buy it back) at a stipulated 
price within a certain period (see "Forced 

Sale Remedies," www.recenter.tamu.edu/pdf/652.  
pdf). The redemption period varies depending on

whether it is a homestead or a commercial property. No right 
of redemption exists in Texas following a mortgage foreclosure 
sale, but one is afforded after a homeowners association fore
closes for nonpayment of assessments.  

A property tax foreclosure sale eliminates most, if not all, exist
ing liens on the property - certainly existing mortgage liens. To 
protect themselves, lenders must make sure property taxes are 
paid in a timely manner.  

While redemption restores title to the delinquent taxpayer, it 
does much more than that, as the Hunts found out in Associ
ates Home Equity Services Co. v. Hunt (151 SW3rd 559).  

The Hunts borrowed $155,000 from Associates Home Equity 
Services (Associates) to purchase a home in Montgomery 
County in 1996. The debt was secured by a deed of trust. The 
Hunts failed to pay the property taxes, which led to a tax fore
closure sale in 1998. A third party purchased the property at 
the sale, but the Hunts subsequently redeemed it.  

ollowing the redemption, Associates (the lender) posted the 
property for foreclosure because the Hunts failed to make 
the mortgage payments. The Hunts sought an injunction 
to stop the sale. The trial court granted the Hunts sum

mary judgment based on the fact that the tax foreclosure sale 
forever eliminated the mortgage lien on the property. Associ
ates appealed.  

Associates argued the redemption not only restored title to 
the Hunts, but restored the mortgage held by Associates on 
the land. Associates cited the case of Reynolds v. Batchelor 
(216 SW2d 663), in which the court held that an owner who 
redeems property does not strengthen his or her title against 
other owners or lienholders.  

The appellate court agreed, reversed the summary judgment 
and remanded the case for trial. The court held that, as long 
as the third-party buyer at the tax sale held title, the mortgage 
lien was temporarily suspended. But, when the former own
ers redeemed the property, the lien was restored. Whether or 
not the Hunts redeem the property, the ruling stated, they are 
personally liable for the repayment of the loan.  

The Reynolds case illustrates a situation that plagues many 
property co-owners. One cotenant pays all the property taxes 
to prevent a tax foreclosure sale. While the law provides that 
nonpaying cotenants are personally liable for their share of the 
taxes, litigation among co-owners, especially family members, 
seldom occurs.  

To eliminate the nonpaying cotenants' ownership in the 
property, the cotenant paying the property taxes simply stops, 
lets the property go to foreclosure, then redeems the property 
from the buyer. The cotenant is now the sole owner.  

Basically, this is what happened in the Reynolds case but 
with a twist. Homer Hamilton owned property in Fort Worth.  
He died intestate in 1934. His heirs failed to pay the property 
taxes, and the sheriff sold the property to the City of Fort 
Worth for $1,800. After the sale and still within the redemp
tion period, Batchelor purchased one of the heirs' one-sixth 
undivided interest in the property. He then proceeded to pur
chase the land from the city for $1,800.  

When the other heirs discovered the redemption, they sued 
to partition the property, alleging that Batchelor's redemption 
restored their co-ownership. The trial court ruled in favor of 
Batchelor. The heirs appealed.  

The court had to decide whether Batchelor purchased the 
property from the city or redeemed it. The weight of the
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evidence favored a purchase. The redemption price, accord
ing to the statute, would have been $2,700, not $1,800. Also, 
Batchelor received a general warranty deed from the city, not 
a redemption receipt. The transaction with the city, though, 
occurred during the redemption period, not afterwards.  

If the transaction was a redemption, the heirs win. The 
redemption restored their ownership in much the same way 
the redemption restored the lien on the property discussed 
earlier in the Hunt case.  

"It is a general principle of law" wrote the court, "that one 
who by virtue of an existing legal or contractual relation with' 
another is under an obligation to such other person to pay the 
taxes on the lands, but who omits to pay such taxes, cannot be 
allowed to strengthen his title to such land by buying the tax 
title when the property is sold as a consequence of his omis
sion to pay the taxes . . ." 

If the transaction was a purchase, the heirs lose. The pur
chase would not restore their interest; thus, they would have 
no right to partition the land.  

The court ruled the transaction a purchase for two reasons.  
The deed to Batchelor from the cotenant conveyed "all rights, 
title and interest" to the property, not the cotenant's undivided 
interest. Under Texas case law, this amounts to a repudiation 
of the other cotenants' interest.  

Second, Batchelor acquired title from the cotenant after the 
foreclosure sale. He owed no responsibility to pay the property 
taxes on behalf of the other cotenants. He did not profit from 
his own neglect. The results would have been different had 
Batchelor acquired the title prior to the foreclosure sale.

B ased on the Reynolds case, a cotenant may not vol

untarily withhold payment of property taxes in an 
attempt to gain sole ownership of land by redeeming the 
property following a tax sale. However, the Texas Tax 

Code describes another little-known alternative that may be 
beneficial.  

In a nutshell, Sections 29.001 through 29.004 outline the fol
lowing procedures for acquiring another cotenant's undivided 
interest for not paying his or her share of the property taxes.  

First, a person acquires title to an undivided interest in pri
vate property in one of three ways: 

" by inheritance (under the rules of descent and distribution 
when the owner dies intestate or without a will), 

" by devise (under the terms of someone's will when the 
owner dies testate) or 

" by joint tenancy with the right of survivorship or by some 
other survivorship agreement (a type of co-ownership 
where the person who lives the longest gets full title to 
the land).  

Second, one of the joint tenants (co-owners) pays all the 
property taxes on behalf of another cotenant for three out of 
five years.

Third, the joint tenant who pays the taxes formally 
demands reimbursement and at least half of the 
amount is not forthcoming.  

Fourth, the cotenant who paid the taxes (the peti
tioner) petitions the district court located in the same 
county as the property, asking it to order the nonpay
ing cotenant (the defendant) to sell his or her prop
erty to the petitioner. Another co-owner conducts 
the sale.  

At times the petitioner may not be able to iden
tify or locate the other co-owners for whom the 
payments are made. In such cases, it is impos
sible to make formal demands for repayment.  
The statute anticipates this problem and allows 
formal demand to be made via the county news
paper. The demand must appear once a week 
for four consecutive weeks. The petition in the 
district court must be filed within 30 days 
after the fourth publication.  T he district court conducts a hearing based 

on the petition. The petitioner must 
prove all elements of the case by "clear 
and convincing" evidence, a much 

higher standard than in most civil cases.  
If the petitioner successfully meets the 

burden of proof, the court orders the defen
dant's undivided interest sold to the peti
tioner based on a court-ordered appraisal.  
The petitioner tenders the defendant the 
appraised value of the property less the 
amount owed for taxes. The court may 
order the defendant to execute and deliver 
a deed proving the transfer if the defen
dant is known and can be located.  

The statute outlines a viable means by 
which a cotenant may, under certain cir
cumstances, acquire another cotenant's 
undivided interest in property. No Texas 
appellate courts have construed the stat
ute, leaving several unanswered questions 
including the following.  

" Who does the petitioner pay when the 
defendant is unknown or cannot be located? 

* What happens when the defendant's undivided 
interest appraises for less than the defendant 
owes the petitioner for reimbursement? Is :he 
defendant still personally liable for the excess? 

" What if the county does not have a weekly 
newspaper? 

* How is the sale conducted when there are 
only two cotenants? The statute specifically 
requires "another owner of an undivided inter
est in the property" to sell the property to the 
petitioner. The language appears to require a 
third cotenant other than the petitioner and 
defendant. 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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Two recent Texas appellate court decisions have significant 
implications for real estate practitioners ranging from brokers 
and sales agents to inspectors.  

Oral Modification of Commission Agreement 
s a condition for the receipt of a commission, the 
Texas Real Estate Licensing Act (TRELA) requires 
an agreement in writing, signed by the party who 
agrees to pay the commission. This parallels, in part, 

the statute of frauds found in the Texas Business and Com
merce Code requiring certain contracts to be in writing to be 
enforceable (Section 26.01).  

These rules played a prominent role in determining the 
outcome of American Garment Properties Inc. v. CB Richard 
Ellis-El Paso LLC. (155 SW3rd 431). The real estate brokerage 
firm CB Richard Ellis-El Paso (CBRE) sued American Garments 
Properties (AGP) to recover a real estate brokerage commis
sion. AGP gave CBRE an exclusive right to sell its property for 
12 months. The agreement provided for a 6 percent commis
sion. The listing agreement could be modified but only in writ
ing and if signed by both parties.  

Another broker found a buyer, 
Wal-Mart, for the property. The two 
brokers agreed to split the com- - 5 C 
mission. At closing, AGP paid the 
co-broker's commission but not 
CBRE's. AGP alleged CBRE orally 
agreed to reduce its commission 
by $13,500 per month until closing 
occurred. The broker did not dispute 
the fact but asserted that any modi
fication to the listing agreement had 
to be in writing to be enforceable.  
The trial court agreed and granted 
CBRE summary judgment. Act (TR E 

A trial court grants summary judg
ment when there is no disagreement oa 
about the facts. The judge applies the 
law to the case by granting a sum
mary judgment to one of the par
ties. A summary judgment may be 
appealed, and AGP did.  

Among other things, AGP con
tended that the TRELA requirement applies only to real estate 
licensees, not to the public. In other words, the broker cannot 
orally modify the contract and enforce the changes, but the 
public can.  

The appellate court disagreed, ruling that the general prin
ciples of contract law, primarily the statute of frauds, apply to 
everyone. The rule prevents fraudulent oral testimony from 
altering the terms of a contract. In this case, the contract 
clearly required any modifications to be written.  

However, the court pointed out two exceptions to the statute 
of frauds. First, it applies only when the oral modification 
materially affects the obligations of the underlying agreement.  
Second, it does not apply to extensions for the time to perform 
as long as the oral agreement is entered before the expiration of 
the written contract. Neither exception applied in this case.  

For these reasons, the appellate court upheld the sum
mary judgment but not before asking the Texas Real Estate 
Commission for a legal opinion. The commission declined 
but indicated that if the allegations were true, the broker 
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could face disciplinary measures for dishonesty, bad faith and 
untrustworthiness.  

This case sheds no new light on how real estate licensees 
should conduct business. Instead, it reinforces the old rule that 
all material changes to a written contract need to be in writing 
and signed to be enforceable. A handshake does not solidify an 
enforceable agreement.  

Professional Services under DTPA 
The case of Head v. U.S. Inspections Inc. is the first appel

late decision to recognize that some real estate professionals 
fall under an important exception to the Deceptive Trade Prac
tices Act (DTPA). It also reveals how real estate practitioners 
may limit their liability (159 SW3rd 731).  

Head (the plaintiff) contracted with U.S. Inspections (the 
inspector-defendant) to inspect a dwelling. The contract 
required that a licensed real estate inspector perform the task 
but limited the scope to visibly "readily accessible items." 

The contract specified that neither the inspection nor the 
report would include any warranties, express or implied, unless 

specifically stated. Additionally, 
the agreement contained a clause 
limiting liability for "errors and 
omissions" to the amount paid 
for the inspection, which could 
not exceed $500. The limitation

Of a of-liability provision appeared in 
a display box and was initialed by 

t&i Texa6 Head.  
An apprentice inspector, not a 

licensed one, inspected the prop
L erty. The roof, roof structure and 

attic were readily accessible and 
supposedly inspected. The report 

A) r indicated "evidence of visible 
water penetration" on the roof 

v but concluded the roof was "per
forming its function as intended 
at this time." 

Head purchased the property,
hired remodeling contractors and 
met with them on the premises 
to discuss the alterations. Dur

ing the meeting, it rained. Water ran down the interior of the 
kitchen windows and leaked from the living room ceiling.  
After removing the sheetrock around the kitchen windows, the 
contractors found water, extensive wood rot, mold and rusty 
nails. Further inspection revealed water in the light fixtures 
and water stains on the garage ceiling. Water stains on the liv
ing room ceiling had been textured for concealment.  

ead sued the inspector for violation of the DTPA, 
fraud, breach of contract, breach of warranty and 
negligence. The trial court granted the inspector 
summary judgment on all but one of the claims.  

Head appealed.  
The appeal focused on two issues, the violation of the DTPA 

and viability of the limitation-of-liability provision.  
The inspector defended the alleged DTPA violations on 

grounds the services fell under the exemption for professional 
services of the Texas Business and Commerce Code (Section 
17.49[c][1]). The exemption says the DTPA does not apply 
to rendering professional services, the essence of which is 
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providing advice, judgment, opinion or similar professional 
skills. Head countered that the inspector made express mis
representation of fact "that cannot be characterized as advice, 
judgment or opinion." 

The court disagreed. The contract stated the report would 
"contain the opinion of the inspector on the need for repair or 
replacement of the items inspected" and that "It is agreed that 
the opinions expressed by the inspector are only opinions." 
Thus, according to the contract, the services rendered were 
professional opinions exempted under the DTPA. While four 
exceptions to this rule exist, the court ruled that none applied.  

The court found the inspector liable for breach of contract 
and negligence. However, Head's recovery was limited to $500 
because of the limit-of-liability provision. Head appealed, argu
ing the provision was against public policy and unconscionable.  P ublic policy, according to the court, depends on the 

relationship of the parties. If there is no disparity in 
their bargaining power, public policy is not violated, 
and the provision is enforceable.  

In this case, the court found 
no disparity. The inspector was 
not the only provider in the area.  
Head was free to choose another. V u *0o 
Also, a board-certified real estate 
attorney represented Head 
throughout the transaction.  

As to unconscionability, no 
single test exists to determine 
if a contract is unconscionable.  
Generally, the courts address two 
questions. How did the parties 
arrive at the terms in controversy 
(the bargaining process)? Do legit
imate commercial reasons justify 
the inclusion in the contract?I 

The court did not find the lim
ited liability provision unconscio
nable. Head was fully aware of 
the provision during the bargain- 6s 
ing process. It was not hidden 
in the fine print. The provision 
was conspicuously displayed 
in a separate box, which Head 
initialed.  

Also, legitimate commercial reasons exist for its inclusion.  
In the court's opinion, the provision paralleled similar ones 
addressed in two prior Texas appellate decisions involving 
an alarm company. In those cases, the courts found it would 
be unreasonable to expect an alarm company to assume the 
responsibilities of a burglary insurance policy in exchange for 
payment of a minimal installation fee. The court viewed home 
inspectors the same way.  

Head paid a small fee for a visual inspection of the dwelling.  
The task subjected the inspector to significant liability. With
out the ability to limit this liability, the costs of home inspec
tion services would likely increase, making them unaffordable 
for some.  

Limitation of Liability Versus Liquidated Damages 
The court emphasized the limitation-of-liability provi

sion need not be based on a reasonable estimate of the dam
ages caused by the breach. The reason lies in the difference 
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between a liquidated damages provision and one that limits 
liability. Both are used to establish the amount of damages 
before a breach occurs to avoid litigation.  

Provisions that fix liability at a specific amount (not the 
upper limits) or at a specified percentage of the charges for the 
services are viewed as liquidated damages. To be enforceable, 
the stipulated amount must be difficult to estimate, yet, at the 
same time, based on a reasonable forecast. The amount cannot 
be so large as to be a penalty.  

Contractual provisions that set the upper limits of recovery 
are viewed as limitations on liability. They are not subject to 
the penalty analysis and need not be based on a reasonable 
estimate of the resulting damages. However, the provisions 
must be conspicuously placed in the contract to give fair 
notice.  

Implications for Real Estate Practitioners 
The DTPA's professional exemption affects real estate 

practitioners differently. Clearly, those who give advice and 
opinions, such as inspectors and
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appraisers, are more likely cov
ered by the exemption, which 
provides a strong legal defense, 
especially when the contract is 
worded properly as it was here.  

Those who primarily represent 
buyers, sellers, landlords and 
tenants in real estate transac
tions must be careful to craft all 
remarks as advice or opinions.  
Written verification helps. This 
is critical when assisting clients 
in such tasks as setting sales 
prices or accepting offers, mak
ing or accepting counteroffers or 
helping complete required forms 
such as property disclosure 
statements.  

The procedure for limiting 
liability is more pertinent to 
those who contract in advance 
for their services, such as 
inspectors and appraisers. Any 
limitation should be placed in a

separate agreement or conspicuously set apart in the context of 
the contract. The client should initial or sign the provision in 
addition to signing the contract. Referencing the fact that other 
providers of the same services are available in the community 
may be helpful.  

hose who represent buyers and sellers must use 
contract forms promulgated by the Texas Real Estate 
Commission with few or no changes. Limiting liability 
in these situations may be impractical or impossible.  

The Head case appears to be one of first impression. Subse
quent appellate decisions may follow, overrule, limit, distin
guish or expand it. In the meantime, real estate practitioners 
should not attempt to use one of these techniques to mask 
shoddy performance or representation. Doing so would violate 
the canons of ethics. 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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nyone looking for rapidly growing 
real estate markets need look no 
farther than Texas. Populations 

are swelling in communities statewide 
- from major metropolitan areas such 
as San Antonic, Houston and Dallas to 
mid-size markets including Brownsville, 
McAllen and Plano to smaller towns like 
Hutto, Little Elm and Fate.  

In fact, U.S. Census Bureau data for 
April 1, 2000, through July 1, 2004, put 
many Texas cities among the fastest 
growing in the nation. In all, 38 Texas 
towns and cities added at least 10 per
cent to their populations during those 
four years. Another 55 places increased 
by 7.9 percent or more.  

The Census Bureau has data from 1,191 
Texas "places with census populations." 
Among these, 856 or nearly 72 percent 
either maintained their existing popula
tion or increased. Most of the ones that 
lost population are in rural Texas.  

Overall, new Texans added between 
2000 and 2004 pushed the state's popula
tion total from more than 20.8 million 
to nearly 22.5 million, a 7.9 percent gain.  
San Antonio led the dramatic changes 
posted in the major Texas cities.  

As the nation's eighth largest city, 
San Antonio, is poised to move even 
higher in the rankings. The Alamo City 
had a 2004 population of more than 1.2 
million, a four-year jump of 8 percent.  
The only other big city nationwide to 
gain more than 5 percent was Phoenix 
(Pop. 1.4 million). If San Antonio keeps 
growing at its current pace, it will pass 
San Diego, Calif., to become the seventh 
largest city by 2010.  
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Houston, the nation's fourth largest 
city, added 3 percent to surpass two mil
lion residents by mid-2004. Meanwhile, 
the nation's ninth most populous city, 
Dallas, added 1.8 percent and topped 
1.2 million. Fort Worth's population 
increased 11.5 percent to almost 603,350.  

Medium-sized Texas cities followed 
in step with their big counterparts and 
grew rapidly in the four years ending in 
2004. Brownsville added 15.4 percent 

Of the 100 fastest growing 
US. cities with more than 

100,000 inhabitants 
from 2000 to 2004, 

14 were in Texas.  
and reached nearly 161,300. Other Rio 
Grande Valley neighbors grew almost 
as fast. Laredo added 14.6 percent (Pop.  
203,200); and McAllen jumped 13.4 per
cent (Pop. 120,750).  

opulations in Metroplex suburbs 
grew as well. Plano (Pop. 245,400) 
added 10.5 percent; Grand Prairie 

(Pop. 140,320) posted a 10.1 percent gain; 
and Arlington (Pop. 359,850) jumped 8 
percent.  

Of the 100 fastest growing U.S. cities 
with more than 100,000 inhabitants 
from 2000 to 2004, 14 were in Texas.  

Three Texas cities that posted rela
tively slow 2000-2004 population growth 
began to show clear signs of a comeback 
near the end of that period. While Austin's

overall 2000-2004 population made it 
the 1 0 7 th fastest growing U.S. city of 
100,000 or more, in the last year of the 
reporting period, its 681,300 residents 
made it the 7 0 th fastest growing.  

El Paso (Pop. 592,100) was the nation's 

7 9 th fastest growing city from 2000 to 
2004. However, from 2003-2004, it 
ranked 4 8th. Corpus Christi (Pop. 281,200) 
moved from 14 6th fastest growing from 
2000 to 2004 to 9 3 rd in 2003-2004.  

And Texas' population growth has 
been recorded in even smaller markets.  
For example, Hutto increased 81.6 
percent to 5,590. Little Elm added 72.5 
percent, growing to 14,880; Fate's 1,540 
residents were 49.7 percent higher from 
2000-2004. Murphy grew by 49.3 percent 
to reach nearly 9,960.  

Among other small Texas markets 
that added more than 30 percent to their 
populations were Selma at 41.8 percent 
(Pop. 2,200); Kyle at 38.7 percent (Pop.  
14,000); and Venus at 32.2 percent (Pop.  
2,157).  

Not every Texas place posted a popula
tion gain. Abilene's population fell to 
114,800 after it lost more than 1,120 
during the reporting period. Beaumont 
declined some 1,570 to a total of nearly 
112,300. Wichita Falls' population de
clined nearly 3,270; by mid-2004 the city 
officially had some 100,930 residents. * 

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 Univer
sity of Texas at San Antonio, and state demogra
pher of Texas.  
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n general, the cost of land cannot be 
written off for tax purposes until the 
land is sold. Under certain condi

tions, however, some lard improvement 
costs can be depreciated over 15 years.  
These depreciation deductions can pro
vide substantial tax savings.  

Tax Savings 
Assume $1.5 million is paid for 

various land improvement costs by a 
developer-investor who has a 35 per
cent marginal tax rate. If these costs are 
depreciable, the developer-investor will 
save $35,000 in income taxes each year 
for 15 years or $525,000 in total. The tax 
savings are computed as follows:

$1,500,000 depreciable cost 
15 years

$100,000 depreciation 
deduction per year 

X 35 percent tax rate 
= $35,000 tax savings 

per year 
X 13 years 
= $525,000 tax savings

This example illustrates straight-line 
depreciation, but accelerated deprecia
tion is also allowable.  

In contrast, if the land improvement 
costs are not depreciable, the $1.5 mil
lion cost reduces taxable gain when the 
land is sold. This also provides $525,000 
in tax savings (35 percent of $1.5 mil
lion) but not until the land is sold.  

If the land is never sold (for example, 
if it is bequeathed to heirs), the owner 
realizes no tax benefit. If the land is sold 
many years in the future, the present 
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value of the tax savings is small in 
today's dollars.  

Rule for Depreciable Costs 
The general rule followed by the IRS 

and the courts is that land improve
ment costs incurred after initial clear
ing and grading, such as excavating and 
final grading, are subject to depreciation 
if they are "directly associated with 
buildings," rather than "inextricably 
associated with land." The underlying 
requirement for treating improvements 
as directly associated with buildings is 
that the improvements would normally 
be replaced (or their cost incurred again) 
if the building is replaced.  

Initial land clearing, initial grading 
and other improvements necessary to 
make the land permanently suitable 
for any type of structure are considered 
inextricably associated with the land, 
making the costs nondepreciable. These 
improvements last indefinitely. They do 
not have a limited useful life and there
fore are not depreciable for tax purposes.  

Depreciable Land Improvements 
" Landscaping, shrubberies, ornamen

tal trees, fences, sewers, irrigation 
systems, sidewalks, roads and other 
paved surfaces are depreciable if they 
will be destroyed when the building 
is replaced.  

" Roads and trails of a cattle ranch 
leading to stables and other improve
ments are depreciable.

" Costs of designing and constructing 
lagoons are depreciable.  

* Grading and shaping land to carve 
out spaces for pads, patios and road
beds for a particular mobile-home 
park were held to be depreciable 
costs because any other future use 
of the land would require removal 
of the pads and patios as well as 
reshaping the land.  

" Building up, filling and grading for 
roads and a parking lot for a par
ticular race track were held to be 
depreciable because of their direct 
association with the racing activity.  
The land improvements would not 
be suitable for other uses.  

Careful Analyses 
When land improvements are con

templated, careful analyses should be 
performed to segregate costs into depre
ciable and nondepreciable categories.  
Maintaining two separate accounts on the 
taxpayer's books will help substantiate 
the taxpayer's intentions. Both accounts 
should be separate from any building 
accounts, as buildings are depreciable 
over 27 to 40 years while depreciable land 
improvements are written off in 15 years.  

Taxpayers who wish to depreciate land 
improvements should seek the advice of 
a tax accountant or attorney. 4 

Dr. Stern (stern@indiana.edu) is a research fellow 
with the Real Estate Center at Texas A&M Uni
versity and a professor of accounting in the Gradu
ate School of Business at Indiana University.
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piMIP

.J

~7~J- ~

WA/f

A

&k



p1j

I

*1 4

q4 qy

All -'I NI

4


