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Déja vu: High-Risk Loans Revive Specter of ’80s Debacle
by Jack C. Harris
The federal government’s push to boost homeownership has increased the

number of high-risk loans being made. Should we anticipate another slump
like the one in the mid-1980s?

Gateway to the Pacific: La Entrada al Pacifico by Harold D. Hunt
A proposed highway from the Pacific coast of Mexico to Lamesa, Texas,
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goods and agricultural products to the northeastern United States.
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These are trying and tumultuous times. What effect will the headlines —
both political and economic — have on the real estate industry?
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by M.A. Anari and Mark G. Dotzour

Refinancing offers obvious benefits for mortgage holders. But the national
economy reaps rewards, too.

MSA Market Profiles by Harold D. Hunt and Laura K. Nobles
Feel a bit out of the loop? Here’s what’s happening real estate-wise around
the state.

The Coming Property Tax Battle by Charles E. Gilliland
Many school districts have tax rates at or approaching a state-imposed rate
cap that could spell the end of the so-called Robin Hood plan.

Land Locked: Controversial Conservation Easements

Last Forever by Charles E. Gilliland

Some landowners who want to preserve their lands for future generations are
turning to conservation easements, which prohibit the land from ever being
used for anything other than its current use.

Tax-Free Exchanges and Sales of Residences by Jerrold J. Stern
Heads up, investors. If you live in one unit of a multifamily dwelling and rent
out the others, these tax benefits may interest you.
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New rules govern contracts for deeds . . . Legislature limits POA Power




benchmarks

At the Center

ov. Rick Perry recently appointed three new members

to the Real Estate Center’s advisory committee. The

ten-member committee provides research guidance and
approves the Center’s budget.

David E. Dalzell of Abilene is the owner of Dalzell Realtors.
He replaces Gloria Van Zandt as a representative of real estate
brokers on the committee. Dalzell is a graduate of Abilene Chris-
tian College. He is a member of the National Association of Real-
tors, the Texas Association of Realtors, the Abilene Board of Re-
altors and the Texas Real Estate Teachers Association.

Dalzell serves on the boards of the Abilene Chamber of Com-
merce, Meals on Wheels and the Abilene Housing Finance Corp.
He is president of the West Texas Housing Finance Corp. and
secretary of the Taylor County Housing Finance Corp. His term
on the advisory committee expires in 2007.

Tom H. Gann is president
of Gann Medford Real Estate,
Inc., in Lufkin. He received his
bachelor’s and master’s degrees
in business administration
from Baylor University. Gann
has served as president of the
Lufkin Association of Realtors
and as a director of the Lufkin
Board of Realtors. He served
terms as president and as di-
rector of the Lufkin Home-
builders Association. He is a
past director of the National
Association of Home Builders
and has been a director of the East Texas Housing Finance Corp.
since 1992.

Gann is a member of the First Baptist Church of Lufkin and of
the Lufkin Host Lions Club. He replaces Carlos Madrid of San
Antonio on the committee, representing real estate owners or
contractors. Gann’s term expires in 2007.

Joe Bob McCartt of
Amarillo owns McCartt &
Associates, Inc., a real estate
development, investment
and brokerage company.

McCartt earned a
bachelor’s degree in busi-
ness administration from
the University of Missis-
sippi. His work includes reno-
vations of the Paramount
Building and the Atrium
Plaza in Amarillo and devel-

y
mittee

opment of Monigs Park Row Center in Arlington, Timbercreek
Apartment Complex in Lewisville and Ridgeview Medical Cen-
ter in Amarillo. In 1997, McCartt received the Certified Com-
mercial Investment Member (CCIM) designation.

McCartt is a member of the National Association of Realtors,
the Texas Association of Realtors, the North Texas Commercial
Association of Realtors and the North Texas CCIM Chapter. His
community involvement includes work with the Amarillo Coun-
cil on Alcohol and Drug Abuse, the Amarillo Salvation Army and
Center City. His term on the advisory committee expires in 2005.

McCartt replaces Douglas A. Schwartz of El Paso as the repre-
sentative of owners, developers and managers of real estate.
Schwartz, vice president and managing director of Southwest
Land Development Services, Inc., remains on the committee but
moves to the public-member position formerly held by Angela S.
Myres of Kingwood. He will serve until 2007.

VIiIDEDO
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The Real Estate Center’s video “Affordable Housing:”
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Mortgage Markets

High-Risk Loans Revive
Specter of ‘80s Debac

fter declining through much of the 1980s, state and

national homeownership rates are once again climbing,

spurred by the federal government’s drive to make more
loans available to first-time homebuyers. But the push to boost
homeownership may carry a high price tag. The mortgage indus-
try has greatly increased the number of low down payment loans
made. And studies have shown that a loan’s default risk is directly
tied to its loan-to-value ratio (LTV).

The last time so many high LTV loans were made was in the
mid-1980s (Chart 1), a period noted for the demise of the savings
and loan industry, reform of mortgage lending regulation and
slow-moving Texas housing markets. Some are now wondering if
rising loan risk could lead to a similar debacle.

years, however, conventional loans have begun to look a lot more
like FHA loans (see “FHA: Timeworn or Timeless,” Tierra Grande
July 2001).

Foreboding signals are coming from some segments of the mar-
ket. Easy credit policies aimed at boosting manufactured housing
sales have backfired because of high defaults and repossessions.
The “subprime” mortgage market, which caters to borrowers
with damaged credit, is experiencing high default rates after years
of aggressive expansion.

Lending Today vs. the 1980s

Today’s lending environment differs in two key ways from the
mid-1980s: the impetus driving lenders to take on riskier loans
and the factors used to justify additional risk. In the

Chart 1. Percentage of Loan
Originated with High LTV

1980s, lenders (mostly savings and loans) sought
more risky loans to cover the rising costs of depos-
its. Today, there are lenders chasing high yields in

the subprime market. Subprime loans are inherently
more risky but are also more lucrative because in-
terest rates are 4 to 6 percentage points higher than
the market. When the economy is doing well, jobs
are more secure and the incentive to make more
subprime loans is strong. However, defaults are al-
ready driving lenders out of this market.

Most lenders make loans according to the dic-
tates of loan purchasers, largely the government-
sponsored entitics (GSEs), Fannie Mae and Freddie
Mac. Both made major commitments to expand

‘75

Source: Mortgage Bankers Association of America

lending to previously underserved markets in the
mid-1990s by creating loan programs designed for
those who could not qualify under standard under-

A few alarms are sounding, triggered by slowing in the U.S.
economy and high consumer debt of all types. The New York
Times recently reported that delinquency rates (the percentage
of loans held that are at least one month behind in payments) on
loans insured through the Federal Housing Administration’s
(FHA's) 203(b) program are already higher than during the 1980s.
The rise appears to be confined to FHA loans (Chart 2), which
traditionally allow more risk than conventional loans. In recent
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writing requirements. Fannie Mae’s Community
Homebuyers program and Freddie Mac’s Affordable Gold pro-
gram have lower down payment requirements and allow borrow-
ers to take on a higher burden of debt service relative to their
income.

Meanwhile, community-based depository institutions (banks
and thrifts) are under increasing pressure to make more loans to
low-income borrowers in accordance with the Community Rein-
vestment Act. Armed with public information pinpointing where

Tierra Grande




and to whom loans are being made, commu-
nity activists vigorously challenge the char-
ters of lenders who fail to comply.

The Financial Institutions Reform, Recov-
ery and Enforcement Act of 1989 (FIRREA)
mandates that district Home Loan Banks de-
vote a fixed percentage of their revenues to
affordable housing programs. The banks award
grants to local lenders for special lending pro-
grams aimed at moderate-income homebuyers.

Another reason lenders have been willing
to make low down payment loans is because
of their confidence in “automated underwrit-
ing” techniques. The loan committee largely
has been replaced by a computerized process
that evaluates a borrower’s ability to handle
debt. Applicants are assigned scores (called
“FICO” scores) based on their financial
strength and how they have handled debt in
the past.

These scores do not require any informa-
tion that is illegally discriminatory, such as
race, sex or marital status. They enable lend-
ers to fine-tune the underwriting process, re-
sulting in a higher statistical probability of
making sound loans. Lenders can extend loans
to borrowers with lower credit ratings at higher interest rates. By
being better able to spot bad credit risks, lenders feel they can
offset any increase in risk exposure.

To be eligible to receive low down payment loans, borrowers
must attend counseling on financial responsibility. The counsel-
ing is aimed at reducing default caused by ignorance or bad finan-
cial habits. Borrowers learn that defaulting may mean losing their
homes and may impair their ability to borrow in the future.

So What’s There to Worry About?

Although it would seem that lenders are better able to handle
a higher level of risk in the current market, a few

HOMEOWNERSHIP RATES
have increased as financing
has become more accessible.

access to capital because inves-
tors assume they will be bailed
out by the federal treasury if
problems arise.

GSEs have used these advan-
tages, along with ability to fill
the void left when the savings
and loan industry imploded, to
dominate the home loan mar-
ket. Today, the agencies hold 40
percent of all outstanding home
mortgage debt.

The power of the GSEs has
led to the creation of oversight organizations. Within the govern-
ment, the Office of Federal Housing Enterprise Oversight over-
sees the agencies. FM Watch is a private watchdog group. The
latter, created by mortgage bankers, sees disturbing signs not only
in the move to higher-risk lending practices but in the increased
purchasing of its own debt issues and moves to reduce mortgage
insurance coverage.

Questions about the viability of automated underwriting.
Freddie Mac and Fannie Mae encourage the use of their automated
underwriting systems and their staffs feel that credit scoring ac-
curately measures default risk. They point out that delinquencies

issues cause observers to worry.
Growing dominance of GSEs. Fannie Mae and

Chart 2. Delinquency Rate Trends

Freddie Mac are not just large corporations; they
are large corporations that have a special relation-
ship with the federal government. Their boards of
directors include government representation. They
enjoy exemption from state taxation and lower-cost

Percentage of Loans

Source: Mortgage Bankers Association of America

Year

it quenc1eson FHA loans are higher
now than they were in the 1980s.

Is that a sign of what's to come?
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have not gotten out of hand despite a much larger proportion of
low down payment loans.

Others note that the system really has not been tested under
fire. All loans perform well when the economy is strong. What
will happen when people start losing their jobs?

As credit scoring has become more common, so have efforts
that could further compromise its effectiveness. The Depart-
ment of Housing and Urban Development is probing the system for
any bias that could lead to high rejection rates for minority loan
applicants. Also, there is pressure to make the scoring criteria pub-
lic, so that borrowers could do things to raise their scores, making
the scores less reliable as predictors of borrowers’ behavior.

Eifect of crackdown on predatory lending. Efforts to serve new
constituencies necessarily result in some new borrowers who are
financially unsophisticated. Unscrupulous lenders, particularly
some in the subprime market, have devised tactics to take advan-
tage of borrower naiveté. The aim of such predatory lending (see
What is Predatory Lending?) is to saddle the borrower with a high
interest rate loan and high fees or induce foreclosure and confis-
cate the borrower’s equity.

Both state and federal governments recognize that these rep-
rehensible practices need to be stopped. The difficulty is iden-
tifying cases in which outright fraud is being perpetrated as op-
posed to those in which loan terms are unfavorable but appropri-
ate for the lender’s higher risk exposure. Putting an end to preda-
tory lending with the blunt instrument of the law may severely
stunt subprime lending with excessive red tape. Because subprime

lending is often the only source of financing available to residents
of inner cities, they may lose access to capital in these areas.

Helping Buyers Over Financial Hurdles

xpanding homeownership opportunities and broadening

access to financing are worthy goals. But inducing people

to take on financial burdens they can handle only under
the best of economic conditions is not the way to pursue those
goals.

One way to make mortgage financing more accessible is through
subsidized programs that offer below-market interest rates and
down payment assistance. Such programs already are available
for some. Another way — liberalizing underwriting methods so
that more people can qualify for loans with affordable terms — is
an experiment being conducted in today’s mortgage markets.
Lenders are depending on scientific risk analysis and consumer
education to make the strategy work.

Housing markets may soften a bit in coming years, but there is
little prospect for the kind of market collapse suffered in the
1980s. As long as markets remain active, homebuyers who over-
commit themselves financially need not lose their life savings
and credit. And recent research shows that low-income borrow-
ers are no more likely to default than other income groups, sup-
porting the likelihood of the experiment’s success. %

Dr. Harris (j-harris@tamu.edu) is a research economist with the Real Estate
Center at Texas AGM University.

What is C
Prcc]atorg Lenclmg?

nscrupulous lenders who take advantage of borrow-

ers with low incomes, credit problems and limited

financial knowledge are referred to as “predatory
lenders.” Predatory lenders use various tricks to get higher
than normal loan yields from borrowers. Professor Jack
Guttentag of the Wharton School of Business describes three
forms of predatory lending:

Equity grabs. The lender persuades the borrower to
undertake a loan he or she cannot afford. When the
borrower defaults, the lender confiscates the
borrower’s equity.

Contract knavery. The lender slips onerous, non-
standard provisions into a mortgage contract. The
terms of the contract may be verbally described as
more favorable than they actually are. The borrower
later discovers a provision that prevents refinancing
or paying off the loan without a large penalty.

Price gouging. The lender charges a much higher
interest rate (often higher than the rate promised at
the time of application), high fees or requires high-cost
insurance on the loan. These costs are much higher
than the borrower’s credit rating would justify. In
some cases, borrowers are given subprime loans when
they qualify for better terms.

Reputable lenders could not write predatory
contracts for long without losing customers. So how
do predatory lenders get away with this? They
exploit common beliefs and tendencies among
inexperienced borrowers. Some borrowers believe
they cannot get a loan from a reputable lender so they
do not comparison shop for the best loan terms. The
truth is that most people have difficulty understand-
ing mortgage contracts and without counsel might agree to
provisions they do not understand. Predatory lenders take
advantage of this.

These scams are used mostly on borrowers seeking home
equity loans and refinanced first mortgages. Laws being
written to discourage predatory practices would apply to all
mortgage loans.

Tierra Grande



Transportation

-Por ﬂarold D Hunt

La Er 1 Pacifico

Growth in truck trafflc

n Texas and Mexico

has been nothmg short of
phenomenal About 12 000
. trucks per day crossed
-*TL : between Texas and Mex1co

m ) 001 ?'fMost trucks cross

~ ‘that time.in half.

proposed highway called La Entrada

al Pacifico (“Gateway to the Pacific”)

from Mexico’s Pacific coast through

the City of Presidio to Lamesa, Texas,
would offer an additional route for truck traffic
that has increased more than 150 percent since
the 1994 implementation of the North Amencan :
Free Trade Agreement (NAFTA).

If constructed, La Entrada will provide a more. -

direct link from Mexico’s Pacific coast to cities
in the northeastern United States, the primary
- destination for NAFTA traffic passing through
- Texas. It currently takes more than 20 hours to
drive from Port Topolobampo, a deep-water port
on the Pacific Ocean in'the Mexican state of '
Sinaloa, to the bridge crossing at Ojinaga- .
Presidio on existing roads. La Entrada could cut- - -

Supporters argue that if La Entrada were built,

" Asian parts and components could beé shipped

more rapidly through Port Topolobampo to
- Mexiean maquiladeras-along the Texas border. -

T They would then be assembled into finished
{" “ products-and sold in the United States. Asian
~ -companies are finding Mexican maquiladoras
~  increasingly appealing for the production of

- goods sold in American markets. :

Agricultural shipments could benefit from La

- . Entrada as well. The bulk of winter produce sold

in the United States is now shipped from west-
central Mexico through Nogales, Arizona,



because no alternative route through Texas exists. About 1,000
trucks per day cross the border at Nogales during the winter
produce season. Much of this traffic could be diverted to the La
Entrada route, significantly reducing produce shipping times to
the heavily populated areas of the eastern United States.
overnor of Chihuahua Patricio Martinez has
expressed a desire to complete the section of La
Entrada from Chihuahua City to Ojinaga by the
end of his term in 2004. A new section under
construction (see map) between El Morrion and La Mula will
skirt the Peguis Mountains, providing a better alternative to
the narrow, mountainous road that now leads to Ojinaga. The
governor believes that La Entrada could relieve some of the
pressure on El Paso border crossings while increasing the
potential for economic development in northeastern Chihuahua.

Private developers in Sinaloa have expressed an interest in
secing La Entrada completed. They believe a major highway
from Presidio through Copper Canyon, one of the most scenic
areas in Mexico, to the Pacific coast in Sinaloa could encourage
more resort hotel development in the state. La Entrada could
facilitate further maquiladora plant construction in Sinaloa as
well. Generally seen as a border phenomenon, maquiladoras
also are being located deeper within Mexico’s interior to take
advantage of lower labor costs.

On the U.S. side, a combination of cities, counties and
private citizens in the Midland-Odessa area known as
MOTRAN (Midland-Odessa Transportation Alliance) have
been working since 1997 to promote the highway’s construc-
tion. The group maintains that La Entrada will create economic
benefits and expand trade opportunities throughout the
Midland-Odessa region.

The idea for a trade route from Mexico’s Pacific coast to the
eastern United States through Texas is not new. However, a
highway capable of handling heavy truck traffic has never been
completed through this Mexican corridor because of several
significant hurdles.

By far, the most daunting task will be constructing the 121-
mile section of highway between the Mexican cities of Choix

La Entrada could
facilitate maquiladora

constructfon W1th7n“*

and San Rafael. This section crosses the Sierra Madres through
Copper Canyon, which is actually a series of 20 canyons
covering more than 20,000 square miles. No highway exists
through this stretch of rough terrain. Plans call for the roadway
to be constructed roughly parallel to an existing Chihuahua
Pacifico railroad line, a line that required more than 40 bridges
and 80 tunnels to cross Copper Canyon. This section of La

6

Entrada is currently
slated for completion by
2010.

Another limitation
will be the Ojinaga-
Presidio bridge crossing.
Constructed in 1987, the
bridge facilities can
handle only a limited
number of heavy trucks.
About 9,000 northbound
trucks will cross the
Presidio bridge this year.
By comparison, Laredo’s
bridges handle that many
northbound crossings in
two days. The facilities
are being upgraded and
within 18 months should
be able to handle a
maximum of 300 trucks
per day, about ten times
the traffic crossing there
now. A second bridge has
been discussed; however,
it is unlikely that there
will be sufficient need for
it after the present
commercial inspection
facilities are upgraded.

Although most Texas
cities along the La
Entrada route view its
development favorably,
leaders of Alpine and
Marfa do not. These two
cities have no bypasses,
so truck traffic travels
directly through the
town centers. The
prospect of increased
truck traffic prompted
the formation of an

Proposed

Highway Route

Mexican Section

Port Topolobampo to San Blas
San Blas to Choix

Choix to San-Rafael

San Rafael to San Pedro

San Pedro to Cuauhtemoc
Cuauhtemoc to Chihuauha City
Chihuahua City to Aldama
Aldama to El Morrion

El Morrion to La Mula

La Mula to Ojinaga (U.S/Mexico Border)

Total Mileage (approx) to U.S. Border

Main U.S. Section

Presidio to Marfa via Hwy-67
© Marfa to Alpme via Hwy-67

Alpine to 1-10_via Hwy-67_
1-10-to Fort Stockton

~ Fort Stockton to McCameY via Hwy—67 & 385

McCamey to Odessa via Hwy-385
Odessa to Midland via 1-20

- Total Mlleage (approx) Pres:dlo to Mldland
 Alternative 1 Leavmg Mldland .

Midland to Lamesa via Hwy-349-
Lamesa to Lubbock-via' Hwy-87-

_Lubbock to Amarillo via 1-27

Total Mileage (approx.) Midland to Amarillo

- Alternative 2 lLeaving Midland

Midland to Abilene via 1-20

 Abilene to Wichita Falls via Hwy-277 -

Total Mileage (approx.) Midland to Wichita Fall
- Alternative 3 leaving Midland -

~Midland to Fort Worth via 1-20

Fort-Worth to Dallas via 1-20

'Tot‘_ai‘Milea'ge (approx.) Midland to Dallas -

activist group in Alpine known as TNT or “Tourists Not
Trucks.” State Representative Pete Gallego (D-Alpine) has
asked the Texas Department of Transportation (TxDOT) to
study alternative routes around both Alpine and Marfa.
Preliminary estimates indicate about 1.5 miles of highway
would be required for a loop around Marfa while an Alpine
bypass might require as much as five miles with estimated
construction time of five to eight years.

Other TxDOT activity involving the La Entrada route is
under way as well. TxDOT recently committed funds to
construct a Hwy. 349 reliever route around Midland to
accommodate truck traffic destined for Lubbock and Amarillo.
The 15-mile construction project is scheduled to open bids in
mid-2002. TxDOT is conducting a study for a proposed bypass
around Lamesa and the expansion of Hwy. 349 south of Lamesa

to Midland.

Even if La Entrada is completed and trucking companies
choose to use the route, economic activity in many of the
Texas cities along the La Entrada corridor may not increase.

Tierra Grande



oute of La Entrada al Pacifico
- Approximate Currently Planned Upgrades
Distance (miles) Current Status to Mexican Sections
o
38 4-lane divided highway Nene : e
60 2-lane paved road 4-lane divided highway by 2005
121 no road 2-lane paved road by 2010
90 2-lane paved road None i
34 2-lane paved road 4-lane divided highway by 2005
58 4-lane divided highway | None
20 4-lane divided highway | None -
31 2-lane paved road 4-lane divided highway by 2003
69 no road 2-lane paved road by 2002 &
e e : 4-lane divided highway by 2004
Pl 2-lane paved road 4-lane divided highway by 2003
548 ' .
. 61 . | 2-lane paved road
265 = 2-lane paved road . ARIZONA
Wi 48 - 2-lape paved road
i Ji0 = 4-lane-divided highway
- 46 2-lane paved road
. 53 "1 | 2-lane paved road
20 4-lane divided highway
i i ‘, 2—lane.paved rOadA_
<= =62 - - | 2:lane paved road
118 2-lane paved road
S raeaam o S0 SONORA
L eird 4-lane divided highway
.~ 134 . - | 2:lane paved road
275
5 o i : “ COAHUILA
- 283 - - 4-lane dividéd~highway :
. 50 4-lane “divided highway |
333 :
Currently, trucks transporting
goods from Mexico into the
United States must stop at the
border to be inspected by U.S.
Customs and other government
agencies. Because trucking compa-
nies typically expect long-haul

drivers to cover about 600 miles

per day before a layover, Texas cities along NAFTA routes but
away from the border may not reap an economic benefit from
La Entrada other than increased truck-stop activity.

In the future, if Mexican and American trucks are allowed to
start from interior cities and cross the U.S.-Mexico border
without stopping, a completely new set of cities could benefit
from NAFTA traffic. Optimal destinations for economic
development, such as factories or warehouse-distribution
centers, could change. However, an open border for NAFTA
truck-related traffic will not occur overnight. Pancho
Benavides, an executive for trucking company M.S. Carriers,

January 2002

predicts that the transformation to an open border “will be
more like an evolution than a revolution.”

The director of highway planning for the Mexican state of
Chihuahua asserts that in ten years 4,000 trucks per day could
be using the La Entrada al Pacifico route. If La Entrada is in fact
completed in ten years, it could enhance demand for ware-
house-distribution real estate development in Texas cities
located roughly 600 miles from the border. %

Dr. Hunt (hhunt@tamu.edu) is an assistant research scientist with the Real
Estate Center at Texas AGM University.




Looking Ahead

2002 REAL ESTATE
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disputed election. Terrorism. Tumbling stock mar-

kets. Recession. Recent times have provided an

extraordinary stream of unsettling events. Such
uncertainty has contributed to the fall of consumer confi-
dence. Yet real estate markets, the housing market in particu-
lar, have held up surprisingly well. Will the industry continue
to live a charmed life and escape major disruption?

Economy Pauses

In last year’s spring forecast, the Texas Comptroller of Public
Accounts projected employment growth in 2002 (2.4 percent)
as only slightly lower than that for 2001 (2.5 percent). Of
course, that was before the tragic events of last September and
the resulting jolt to the national economy, as well as the

revelation that the economy had been in recession since March.

Consequently, the forecast may be too optimistic.
Even if employment grows

employment declined. If
employment continues to
decline, it may simply be a
scaling back of the rapid
growth in early 2001. Such
growth surges are difficult
to maintain even in buoy-
ant economies.

Like the national
economy, Texas should be
positively affected by the
federal tax rebates and
interest rate cuts by the
Federal Reserve Bank (Fed).
The Fed is also increasing
the supply of money at a
rapid pace to re-ignite the
economy. Increased defense
spending should be stimu-
lating as well. It will take
some time for increased
demand to absorb excess
inventories and boost
corporate profits needed for
the creation of new jobs.
Expect renewed growth in
the latter half of 2002. However, the strength of the recovery
could be dampened should the Fed need to raise interest rates.

Before the Sept. 11 terrorist attacks, some questioned
whether the U.S. economy would lapse into recession. A
strong retail and homebuying sector was keeping the economy
on a slightly positive path. The traditional manufacturing
economic base was clearly in retreat. But consumers were
badly shaken by events and retail sales dropped substantially.
The Conference Board’s Consumer Confidence Index last
September dropped to its lowest level in ten years.

The attacks caused considerable damage to the U.S.
economy. The people lost cannot be replaced, and the re-
sources destroyed will be costly to replace. Security measures
put in place to prevent future attacks will create inefficiencies.
Some industries, such as the travel industry, will have diffi-
culty dispelling fear among their customers. The global war on
terrorism will not be cheap,

this year, that does not rule

so taxes may have to be

out the possibility of a few Percent

raised once the economy is

"

negative quarters. Employ-

strong enough to support

ment growth was 3.2 percent

them.

in January 2001 but only 2.1
percent by August. By the end

Some fear that the slow-
down will drag out over

of the year, growth may have

several years because the

ground to a halt. A better
than 2 percent growth rate in

growth phase was so long —
beginning approximately in

2002 may be achieved if a
near standstill in the first half

1991. Long periods of no
growth are caused by ex-

is followed by a vigorous

cesses during the preceding

recovery in the summer. Such

expansion. Often expansion

growth would mean a short

is based on government

recession.

Texas employment has been growing at a rate about 1
percentage point more than the national rate (Chart 1). So,
despite a contraction nationwide, the state may escape that
fate. Texas has had only one year in the last 20 (1986) in which

8

spending rather than produc-
tivity gains. For example, prosperity in the 1960s was built on
massive government spending on the War on Poverty and the
Vietnam War. The result was runaway inflation in the 1970s
and volatile interest rates.

Tierra Grande



In contrast, the 1990s were remarkable for government
spending restraint and the Fed’s commitment to a low-
inflation policy. And unlike in the early 1980s, energy prices
have been under control with market forces dampening price
swings. Interestingly, the sense of unity engendered by the
Sept. 11 attacks forged a consensus among political groups to
rejuvenate the economy in defiance of the terrorists. In this
way, the tragedy may have provided a catalyst to economic
growth. So even with the additional problems caused by
terrorists’ actions, economic stagnation promises to be rela-
tively short.

exas is in a much better economic position than during
I the turbulent 1970s and 1980s. The state’s economy is
more diversified. In 2001, the majority of new jobs
were created in the services sector, which has shown consis-
tent growth. The impact of

medical and business services sectors), low interest rates and
easy credit created an ideal environment for home sales.

It now looks like that period of booming markets is over. A
slower, more cautious economy will mean fewer new house-
holds relocating to the state and reduced confidence among
move-up and first-time buyers. To the extent that entry-level
jobs become hard to come by, many would-be first-time buyers
will lack the financial base to enter the market.

Home sales could be more adversely affected if an economic
slump leads to disruption in the mortgage market. Those who
qualified under the eased standards applied to low down
payment, affordable housing programs are especially vulner-
able. The proliferation of these loan programs is one reason
homeownership rates climbed in recent years.

Indiscriminate credit extension and aggressive marketing
already have wreaked havoc

energy prices is hedged by the

on manufactured housing

fact that Texas now is as
much a consumer of oil as it is

markets. High default rates
have driven several lenders

a producer, The decline in

out of the subprime loan

manufacturing employment
may not be as bad as forecast;

market (subprime loans are
high interest rate loans for

it was showing some modera-

borrowers with poor credit

tion near the end of 2001.

ratings).

Mexico, which has an eco-

If defaults, already at

nomic impact on a large part

elevated levels for FHA-

of the state, is committed to
freer trade and a market-based

Source: Real Estate 50
Center at Texas
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foreclosures, interest rates

On the other hand, indus-
tries with unexpectedly strong growth in 2001 may not be as
fortunate this year. Mining sector employment got a boost
from the oil and gas price spike early in 2001. Likewise, the
construction sector benefited from the surprisingly strong
demand for new homes. Both

could rise and qualifying
standards may tighten (see “Déja vu,” page 2). In a worst-case
scenario, the favorable credit conditions that expanded the
housing market would be reversed. Higher foreclosure rates
could lead to higher inventories of homes for sale in the lower

price ranges.

Even if defaults and

foreclosures do not get out of
hand, look for interest rates

to rise by the end of 2002.

sectors are expected to slow l-.s a2  Thousands
or shrink during 2002. Real Chart 3. 5007
estate employment is Texas Jobs 400
expected to decline modestly. Added and

In the recent past, this decline Home Sales

has been based on higher

The drop in rates last year

productivity, leaving those in
the business with higher
incomes. This year, it may
reflect lower demand,

[ Net Jobs &
| MLS Sales m

was foreshadowed by inver-
sion of the yield curve in late
2000. An inverted yield curve
occurs when short-term
interest rates exceed long-

depending on how big a hit
the housing market takes.
Unless there are big

term rates, indicating that
financial markets expect
lower interest rates, generally

surprises, look for a slow first
half in 2002, with a decent recovery later in the year. However,
construction and real estate will be under pressure much of the
year.

Resilient Housing Markets

A remarkable three-year period for Texas housing markets
ended in 2001. More homes sold through Texas Multiple
Listing Services (MLS) during each of those years than in any
year since the Center began compiling statistics in 1979. Some
increase is expected as the population keeps getting larger,
giving the markets a larger base from which to draw. In the past
three years, a combination of strong economic growth (includ-
ing the creation of many high-paying jobs in the high-tech,
January 2002

accompanied by recession, in
the near future. The spread between the shortest- and longest-
term treasury securities was almost 3 percentage points last
September, the widest gap in years. Market analysts are
anticipating higher rates, which could come as soon as the
effect of the Fed’s rate-cutting runs its course.

Strong sales numbers of recent years have been accompanied
by rising property values. According to the repeat sales price
index compiled by the Office of Federal Housing Enterprise
Oversight, Texas homes improved in value by 7.7 percent in
2000 and 7.4 percent halfway through 2001. The main reason
for such high rates of appreciation is short supply. Many MLS
inventories fell to less than a three-month supply in 2001
(Chart 2.



Expect prices to soften in 2002 even if sales remain strong.
There will be more supply for buyers to choose from and
sellers will be more accommodating. Inventories of existing
homes began rising in the second half of 2001. Single-family
building permits have hit levels equaling or exceeding the
carly 1980s boom. While it may not be a buyers’ market
exactly, the sellers’ market of recent years is probably over. It
has been over for some time for the highest-priced homes.

The big question is how far activity will decline. To see
how markets have reacted in the recent past, see Chart 3,
which compares economic growth (reflected in net jobs added)
and home sales for each year since the early 1980s.

The only time during this period that a war was being waged
was in 1990 — the Gulf War. Sales were up that year, and it
was a strong year for the economy as well. When the economy
slumped in 1991, sales slipped a bit. However, values were up
that year as mortgage rates tumbled.

Texas has experienced a net loss in jobs only one year: 1986.
That was the year of the great oil bust. Home sales fell by more
than 7 percent, and property values fell by more than 5 percent.
Consider that mortgage rates — around 10 percent — were

Needs Assessment) indicates less home building in the next
several years than during recent years. The pace should be
comparable to that of the mid-1990s. Also look for some
scaling back on multifamily production and shipments of
manufactured hofnes.

Commercial Markets Mixed

ncome-producing property markets have been signaling the

end of economic expansion for some time. According to a

nationwide analysis published by Legg Mason Wood
Walker, Inc., all commercial property sectors were in overbuilt
situations by mid-2001. That assessment came prior to the
terrorist attacks that caused property markets to retreat
further.

Legg Mason analyst Glenn Mueller has developed method-
ologies that allow specific property markets to be evaluated
according to their position on the classic real estate market
cycle (see Real Estate Market Cycles). In the oversupply phase,
a market is struggling to absorb a surge of new supply. Nor-
mally, these markets would proceed to the recession phase,
which is characterized by falling rents and lack of construction

much higher than they are today, and

activity.

prices had been soaring in previous Hottest Housing Markets Texas market cycle conditions vary
years. If the current market suffers a MLS Sales Per by location and property type. In -
comparable drop, sales volume would Rank MSA 1,000 Population* general, apartment markets are faring
still be higher than any year prior to better than other types of property.
1999. ! Austin 13.2 However, multifamily construction
The economy and housing market § Biluljé) N E? has been on a downward trend since
are in many ways much stronger than 4 San Angelo 11.0 mid-1999, largely reflecting the decline
they were in the mid-1980s. Though 5 Odessa-Midland 10.9 in real estate investment trust (REIT)
the tech manufacturing bubble has 673 5012 rW‘mh 182 (companies that invest in real estate
burst, it is not as important to the 8 A)t/)il SR 105 using funds raised in the stock market)
state’s economy as oil was then. Home 9 Wichita Falls 10.4 market activity (Chart 4). Rents in
prices are elevated because of a 10 Lubbock 10.3 most markets, except Austin, have
shortage of inventory and low interest *projected from September year-to-date figures been flat for more than a year. How-
rates, not because of inﬂationary Source: Real Estate Center at Texas A&M University ever, Legg Mason considers apartments

in most Texas cities a better bet than

expectations. Mortgage lenders have
their problems, but they are not as vulnerable fundamentally as
they were in the 1980s (see “Déja vu,” page 2). Consequently,
the contraction in sales should be milder. The key is how the
mortgage market fares. If defaults build, credit will be tighter,
and many first-time buyers may be shut out of the market. This
would result in a much larger decline.

Slower economic growth will mean slower population
growth and fewer new housing units needed in the near future.
The latest Housing Needs Projection (see Statewide Housing

other types of commercial property.

Austin, last year’s star performer, has been tarnished by the
high-tech bust and will have a hard time maintaining the rent
and price premiums it currently enjoys. According to Legg
Mason'’s analysis, the industrial and retail markets are in
oversupply, and the office and apartment markets have ad-
vanced to the recession phase.

Houston’s markets are nearing their peaks, but some oppor-
tunities may remain. The office market is the big story with

Fastest Growing Local Economies
Employment Growth
Rank MSA Rate (percentage)*
1 Laredo 3.6
2 Dallas 8.3
3 McAllen-Edinburg-Mission 2.9
4 Brownsville 2.8
5 Houston 2.7
6 Fort Worth 2.6
s Brazoria 2.6
8 Odessa-Midland 2.5
9 Lubbock 2.1
10 Texarkana 1.8
*August 2000 to August 2001
Source: Texas Workforce Commission

Fastest Growing Home Prices
Annual Percent Change
Rank MLS Area in Median Price*
1 Bryan-College Station 18
2 McAllen-Edinburg-Mission 16
3 Lufkin 15
4 Garland 12
5 Sherman-Denison 12
6 Arlington 11
7 Irving 11
8 Fort Bend 9
9 Fort Worth 9
10 Houston 8
*September 2000 to September 2001
Source: Real Estate Center at Texas A&M University
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rents exceeding $25 per square foot and valuations more than
$150 per square foot. This market is supposedly near the end of
its expansion phase, but there is not a lot of new supply in the
pipeline. Therefore, an overbuilt situation may be avoided.
The Dallas-Fort Worth office market is at the other end of

the scale. Although valuations remain high, prospects for the
market were the lowest in the nation according to the National
Real Estate Index Market Score survey. The industrial and
retail markets have entered the overbuilt phase. Apartments
offer some promise as rents

Rural land markets follow the economy as closely as other
real estate markets. Sales activity has slackened across the
state. The one factor that had been driving much of the rural
land market — recreational sales — appears to have taken a
temporary hiatus.

What Industry Professionals Can Expect

Texas real estate markets are being and will continue to be
influenced by the current economic lull. This phase is expected
to be a pause in the market,

and valuatiogs are still rising. Chart 4 BN Thousands howeve}r, not a crash.

San Antonio offers more v ' 60 Housing markets are
opportunities for contrarian- Texas o A entering a downward phase
minded investors. The %Multlfamlly 50 ,-rl \ from an extremely high level
apartment market is in ; ermits 40 of activity. While this will
recovery, meaning that there /"’ \ make it more difficult for
may be bargains for those J‘A'\w | | sellers, it will help buyers and
with a long-term strategy. / may even allow sales profes-

Retail is well into the over-

sionals to devote more time

supply phase and other sectors

to each transaction. Selling a

are holding near the peaks of

home will require more effort,

their cycles.
All nonresidential sectors of

0+ T T T T T s
1994 19951996 1997 1998 1999 200!

so demand for professional
assistance should strengthen.

real estate markets depend on
economic growth. Even apartment markets need a level of
prosperity to attract potential tenants into their market areas.
As the economy slows, expect occupancy and rental rates to
slip and construction and transaction activity to slacken.
Apartments may get a temporary boost from those who might
have purchased homes in a stronger economy.

This may prove a real test of
the Internet and other new ways of gaining market exposure.

For investors, this is a time for selective acquisition and
long-term thinking. Those with attractive property presented
in a professional manner will prevail. %

For more information, contact info@recenter.tamu.edu.

Statewide Housing Needs

Assessment
Single-family Multifamily Manufactured
units units homes
Housing stock
1990 4,602,751 1,783,454 622,794
2000 5,200,500 2,049,700 907,500
2005 (est.) 5,506,800 2,147,100 1,039,200
Housing units produced
1990-2000 830,804 325,008 350,621
Annual average 75,528 29,546 31,875
Total housing needed
2001-2004 259,634 78,747 112,507
Housing needed per year
2001-2004 annual average 64,909 19,687 28,127

he Housing Needs Assessment is an estimate of future
housing needs based on population projections prepared
by the Texas State Data Center. Housing stock for 2000 is
estimated based on 1990 and 2000 Census of Housing and
building permit data. The stock for 2005 and production for
2000-2004 are estimated based on projections of population
and characteristics of the housing stock. Among the key as-
sumptions are:
2005 population: nearly 22.4 million (more than 20.8
million in 2000)
2005 homeownership rate: 64 percent (63.8 in 2000)
2005 average household size: 2.745 (2.74 in 2000)
2005 single-family vacancy rate: 3 percent (3.7 in 2000)
2005 multifamily vacancy rate: 8.5 percent (9.1 in 2000)

Real Estate
Market Cycles

ecause it is difficult to forecast future demand for com-

mercial real estate space and because it takes a long time
to bring new space onto the market, real estate markets tend
to be highly cyclical. Surges in demand caused by economic
expansion often cause space shortages in a market area, while
a waning of demand may occur as new space comes on the
market. Cycles generally have four distinct phases:

® Expansion — Rising demand and occupancies with a
high level of construction.

* Oversupply — Rising vacancies as construction contin-
ues; rental rates grow at a slower rate.

®* Recession — Demand and rental rates fall; vacancies
rise but construction continues.

®* Recovery — Construction stops as excess capacity is
absorbed; decline in rents slows.

Identifying a local market’s current phase is important to in-
vestors as market dynamics affect the success of the invest-
ment.

Markets tend to progress from one phase to the other,
though not at uniform pace. Some markets can go backwards
in the cycle or may skip a phase. In general, however, know-
ing which phase a market is in helps predict what the next
phase will be.

January 2002
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Mortgage Lending

Retinancing and the
U.S. Economy

The recent surge in
refinancing activity has raised
issues regarding the costs and

benefits of refinancing for
homeowners as well as for
the economy.

By M.A. Anari and Mark G. Dotzour

Since then, the rate has been falling in response to the cooling U.S. economy.
From May to December 2000, the rate fell from 8.51 to 7.38 percent, well before
the Federal Reserve Board’s (Fed’s) interest rate reductions.

Since January 2001, the Fed has cut the federal funds rate 11 times in an effort to keep the
U.S. economy from slipping into recession. The drop in the Fed funds rate from 6.5 percent
in January 2001 to 1.75 percent has mostly influenced short-term interest rates. The 30-
year FRM rate decreased to 6.82 percent in September 2001, the lowest rate since January
1999,

The 1.7 percentage point drop
in mortgage rates since May
2000 has sparked a refinancing
boom (Table 1 and Figure 1). The
volume of refinancing origina-
tions increased 230 percent from
fourth quarter 2000 to first quar-
ter 2001. Refinancing volume
climbed to $251 billion in sec-
ond quarter 2001, the highest
level since fourth quarter 1998
when it reached $263 billion.
Refinancing originations in-
creased from 25 percent of total
originations in fourth quarter
2000 to 55 percent in first quar-
ter 2001, dropping slightly to 50
percent in second quarter 2001.

‘- 7 ields on 30-year, fixed-rate mortgages (FRM) peaked at 8.51 percent in May 2000.

N

S
\\\\\\\\\\\\\\\

Microeconomics
of Refinancing

Homeowners can benefit
from lower mortgage rates in
one of two ways. They can get
lower monthly payments on their existing mortgage balance, or they can increase the
amount owed on their mortgages, thus increasing their monthly mortgage payments in
return for a lump sum to be spent as they wish (the cash-out option). Refinancing allows
homeowners to either spend or save more.

12, Tierra Grande



Table 1. Mortgage Originations on One-to-Four-Family Residences
First Quarter 2000 through Second Quarter 2001

QOriginations (in billion dollars)

Period Total Refinance Purchase

2000 Quarter

2000 Quarter 2
2000 Quarter 3
2000 Quarter 4
2001 Quarter 1
2001 'Quarter 2

Source: Mortgage Bankers Association and Real Estate Center at Texas A&M University

ortgage refinancing is costly. Processing a new mort-
Mgage requires an origination fee, credit report,

appraisal, hazard insurance, title insurance policy,
closing fees and an escrow account. These costs may be paid in
cash or added to the new loan balance. The number of months
required to recoup these costs is an important component of a
refinancing cost-benefit analysis.

In the past, refinancing was economically viable when the dif-
ference between old and new mortgage rates was about 2 per-
cent (200 basis points). However, transaction costs of refinanc-
ing have been decreasing steadily since 1985. Monthly interest
rate surveys by the Federal Housing Finance Board show that
fees and initial charges on conventional fixed-rate mortgages have
fallen from 2.56 percent (of the loan] ir 1985 to 0.75 percent in
2000. The median balance of a single-family mortgage purchased
by Freddie Mac in 2000 was $107,250. A 150-basis-point reduc-
tion in the mortgage rate thus results in an annual savings of
$1,608.70 ($107,250 x .015) for a typical homeowner.

Mortgage interest rates are the key determinant of refinanc-
ing activity. As Figure 2 shows, higher levels of refinancing origi-
nations have been closely associated with lower mortgage inter-
est rates, and lower refinancing volume with higher interest rates.
For cash-out refinancing, house price appreciation is also an

Figure 1. Mortgage Originations,
First Quarter 1990-Second Quarter 2001
$ (Billions)

One-to-Four-Family Homes
Purchase Refinance

0

1990 1994 1996 1998

1992

Source: Mortgage Bankers Association and Real Estate Center
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Share of Originations (in percent)
Refinance

important factor because the maxi-
mum amount of the new mortgage
is determined by the value of the
home.

In the 1990s, refinancing ac-
counted for an average of 31.9 per-
cent of all loans originated and
ranged on an annual basis from 11
percent to 60 percent of loans origi-
nated. Over the same period, the
mean value of 30-year conventional
mortgage rates was 8.11 percent,
ranging from a high of 10.3 percent
to a low of 6.7 percent. Since 1990,
the median sales price of new pri-
vately owned single-family houses
sold in the United States has in-
creased from $122,900 to $168,000
({in 2000), an increase of 36.6 percent (U.S. Bureau of Census,
Surveys of Construction). The median sales price of U.S. exist-
ing single-family homes increased from $92,000 in 1990 to

Purchase

Figure 2. Refinancing
First Quarter 1990-Second Quarter 2001

Share of Originations (Percent) Interest Rate (Percent)
7

/| Share of Originations Mortgage Interest Rate

P

1998 2000

1996

Source: Mortgage Bankers Association and Real Estate Center

1990 1992 1994

$139,000 in 2000, an increase of 51 percent (National Associa-
tion of Realtors, Home Sales Surveys).

Macroeconomics of Refinancing

Total refinancing originations in the first six months of 2001
stood at $442 billion. It is reasonable to assume that mortgagors
who refinanced realized savings equal to at least 1 percent of
refinancing originations; otherwise they would not have under-
taken the refinancing process. Thus, in the first half of 2001,
refinancing mortgages provided consumers with about $4.4 bil-
lion to spend.

If a cash-out refinancing is assumed to be equivalent to ten
times the annual savings from refinancing, consumers may have
gained $44 billion to spend. This represents about 0.6 percent of
annual personal consumption expenditures and helps the U.S.
economy at a time when businesses have cut investment ex-
penditures, leaving consumers to become the saviors of the
economy. %

Dr. Anari (m-anari@cgsb.tamu.edu) is a research economist and Dr. Dotzour
(dotzour@tamu.edu) is chief economist with the Real Estate Center at Texas
A&GM University.

13



iE T

Abilene

McMurry University completed a $25 million capital
campaign, renovation of the Cooke Classroom Building
(below left) and Radford Auditorium (below center and
right), and groundbreaking on a student apartment
complex. An aluminum smelting facility opened in the
Sweetwater Industrial Park. Road work continues in the
13-county Abilene district, which has $80.1 million in
ongoing construction projects.

Alunt and I_aur K.

Aiustin

Austin ranked 11" on a survey listing the most popular
U.S. destinations for people who move. Hard Rock Café
will open after restoring the building at 222 East Sixth
Street. Horseshoe Bay plans its first new development in
a decade—a new Marriott Hotel and Conference Center
(below left), 600 homes and a Jack Nicklaus golf course

(below right).
Amarul.l_o .

The Texas A&M University System Agricultural Research
and Extension Center added a $630,000, 5,800-square-foot
wing to the facility (below). Harrington Medical Center
has $43 million in construction under way including a
pair of four-story office buildings. The City of Amarillo
and the Amarillo Independent School District will build
a baseball park as a joint-use project.

Ticrra Grandg
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- Beaumont

At least 100 homes for low-to-moderate income families
will be built on land donated to the city. BASF Corporation
has a $1 billion steam cracker operating at Atofinais Port
Arthur refinery. Cardinal Village Complex (below], a new
dorm, opened on the Lamar University campus. A $300
million electric generating plant is planned for Newton
County.

Brazoria

To boost industry, Pearland designated a foreign trade
zone (FTZ) offering both local and federal tax breaks for
businesses and industry. The city gained trade zones
through expansion of the Port Freeport FTZ (below left),
which also included expansions in Alvin and at Brazoria
County Airport (below right). Rollac Shutter of Texas has
moved its headquarters from Houston to Pearland.

A new Border Patrol facility will replace the Port Isabel
station. Panasonic built a new shipping and receiving
warehouse near the Pree Trade Bridge (below left]. Rio
Grande Valley Multibank will provide $10.8 million for
affordable housing to more than 400 Valley families. A
new upscale subdivision, Los Lagos Golf Club, will add
about 400 homes to the area (below right).

January 2002

Bryan-College Station

The Miramont golf course resort and residential
developmentis first phase is nearing completion (below
left). MeriStar Hotels and Resorts, Inc., the largest
independent hotel operator in the United States, will
manage the Traditions Golf and Country Club at
University Ranch. College Main Parking Garage (below
center) opened along with the Tradition (below right)
at Northgate dormitory.

AT
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orpus Christi

The city was chosen as a site for two world championship
sailing events in 2002, and the city council approved a
new $35 million downtown arena. Three Rivers Rialto
Theater (below) was refurbished and reopened after being
closed 20 years. A $5 million La Raza school will
accommodate approximately 500 students.

The American Airlines Center and complex (below left)
opened in summer 2001. The City of Frisco will build a
$22 million minor league ballpark and a $20 million

Dallas Stars training facility. The Shops at Willow Bend
{(below right) opened 1.5 million square feet on Plano
Parkway at the North Dallas Tollway. A performance hall,
expected to open in February, is under construction at I-
30 and Belt Line next to Lone Star Park.




El Paso

Southwestern Bell opened a 93,000-square-foot call center.
The University of Texas-El Paso unveiled its $15 millior,
13-building student housing unit (below left and center!,
El Paso Water Utilities wants to construct a $52 million
desalination plant to produce 20 million gallons of
drinkable water a day. The El Paso Downtown Partnershio
continues its efforts to revitalize the central city (below
right).

Wal-Mart plans a massive, 888,000-square-foot foad
distribution center in Cleburne. A $70 million renovation
and expansion is planned for the Medical Center of
Arlington. The City of Fort Worth chose Portman Holding
to develop the new convention center hotel on Houston
Street (below left]. Robson Ranch began development of
the 2,700-acre site that will have more than 6,000 homes,
three golf courses, tennis courts and other facilities (below

Galveston

Construction began on a community center in Carbide
Park that will house a senior citizens center and county
beach and parks department offices. Texas A&M
University-Galveston (below) plans the state’s first
Wetlands Study Center, a walking nature trail around the
Mitchell Campus to educate the public and serve as an
outreach program for the university. Plans are under way
in League City to develop the 900-acre second phase of
the River Market project.

Louston

Construction began on Houston’s 7.5-mile, $300 million
light rail line (below left). The $700 million hotel and
convention center expansion next to the George R. Brown
Convention Center (below center] will double the number
of hotel rooms and convention meeting space downtown.
Texas Medical Center plans the Southeast Texas
Biotechnology Park (below right| that will eventually cover
64 acres and cost $633 million. A master-planned
community is under development in northwest Harris
County on Katy-Hockley Road.

B
X

_aredo

Laredo is the fastest growing city east of the Rocky
Mountains. The city launched a $15 million program to
assist first-time homebuyers. A 171,466-square-foot
arena is under construction at Loop 20 north of the
Laredo International Airport (below left). La Bota Ranch
will soon have a new golf course (below right).

L_ongview-Marshall

Longview Regional Medical Center completed a $3.7
million enlargement and renovation of its emergency
room. Two new hotels will add 170 rooms for Longview
travelers. Dana Corp., an automotive component
manufacturer, plans a $59 million, 200,000-plus-square-

foot facility in Longview Business Park (below].

Tierra Grande



L_ubbock

Wells Fargo & Co. plans a $12.7 million customer care
center in west Lubbock. Texas Tech will build the first
parking garage on campus (below) and an 18-hole golf
course that meets NCAA standards. Construction began
on SunCrest, a new development expected to have 329
homes on Quaker Avenue.

McAllLen

The Chamber of Commerce (below left) has a new $1.8
million home that is twice as big as the former location.
McAllen International Museum (below right) continues
to expand. Hunter Douglas Wood Products moved its
vertical blinds, mini-blinds, shutters and other window
coverings division to Weslaco Industrial Park from Casa
Grande, Arizona. Development began on an upscale
subdivision at the Los Lagos Golf Club.

Odessa-Midland

The University of Texas-Permian Basin library and lecture
center was dedicated (below left). The building includes
87,000 square feet, houses more than 200,000 books and
has seating for 300 in the lecture halls. The $45 million
Scharbauer Sports Complex on Loop 250 and State
Highway 191 will consist of a baseball stadium and a
football-soccer stadium (below center and right). Fairfield
Inn is the first new hotel to be constructed in Odessa
since the early 1980s.
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5an Angelo

San Angelo has committed $1 million toward implemen-
tation of a master plan for parks. San Angelo Health Foun-
dation gave $1.5 million to the YMCA to build a new
$4.76 million facility on Concho River near Park Drive.
Ground was broken on a proposed 400-acre industrial
park. Plans continue for the construction of the estimated
83,370-square-foot, air-conditioned, dirt-floor Spur Arena
(below] and an accompanying 38,304-square-foot bar.

5San Antonio

Plans for a massive expansion of terminals, part of a $350
million program to overhaul and enlarge the San Antonio
International Airport, are under way |below left). A three-
block, $100 million extension will be added to the current
“U-shaped” Riverwalk to allow tourists to walk a
complete circle (below center). The San Antonio Water
System plans a $215.8 million aquifer storage and
recovery program (below right).

The Sherman Economic Development Council has teamed
with Grayson County College, Workforce Texoma and
Sherman ISD to develop a new technical training center.
The Greater Texoma Utility Authority issued $1.8
million for utilities for Denison and Pottsboro, including
a water line running between the cities and water storage
(below) in Lake Texoma.




Temple-Killeen

University of Mary Hardin-Baylor began construction on
the $4.5 million Parker Academic Center (below left)
that will house the business and education schools. An
$11.5 million, 57,000-square-foot research building is
under way and will house 200 researchers, staff and
graduate students along with ten laboratories (below
center and right). The Cardiovascular Research Institute
will occupy space in the new building. Scott & White
Hospital also plans an eight-story addition.

Texarkana

Texarkana National, an 18-hole golf course, is expected
to open in fall 2002. The Federal Highway Administration
approved a $93 million construction project to improve
Highway 71 from Fouke to Doddridge. Texas A&M-
Texarkana (below left) began offering a bachelor’s degree
in nursing in fall 2001. The Queen City school districz
(below right) received a grant from Texas Parks and
Wildlife to build an outdoor classroom.

The Northwestside Group plans a $1.5 million water park
in Seven Points. University of Texas Health Center at
Tyler plans to spend $15 million to expand the Biomedical
Research Building (below left). Tyler Pounds Field Airport
continues construction on the new 38,000-square-foot
terminal building set to open early in 2002. Mother of
Frances Hospital (below right) will add 152 patient rooms
and a new Heart Institute by 2003 with a $50 million,
four-floor expansion to the $27 million surgical wing.

Chandler Elementary School (below left) at Guy Grant
and Salem roads replaced the aging Stanly Elementary
School. The first of three new plants in Formosa Plastic
Corp.’s $750 million expansion project began operation
in Point Comfort. Citizens Medical Center (below center
and right| opened a $10.5 million, 72,000-square-foot
Healthplex on Zac Lentz Parkway.

Construction is under way on a $12.2 million, 160-unit,
mixed-income, low-rent apartment complex on Lake
Shore Drive. Waco established a free trade zone allowing
companies to use material received from outside the
United States to make products for export that are exempt
from customs duty. A $70 million retail and restaurant
complex is planned at the northwest corner of 1-35 and
Loop 340 (below).

A $17.5 million project will extend Kell Freeway west
from Kemp Street through Fairway Boulevard (below left).
A new multipurpose events center coliseum with a
10,000-seat building and ten proposed luxury skyboxes is
under construction. A $6 million expansion will double
the size of Kell West Regional Hospital (below right),
adding 28 patient suites and eight special-care rooms with
high-tech monitoring equipment.

Dr. Hunt (hhunt@tamu.edu) is an assistant research scientist and Nobles is a
graduate research assistant with the Real Estate Center at Texas AGM
University.
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a Crisis 1in

exas faces
financing public schools.
Beginning in the 1970s and

continuing through the 1980s,
school districts with low levels of
taxable wealth pursued litigation
designed to equalize per-pupil
funding of public schools. The
legislature’s various attempts to
address the situation were deemed
unconstitutional by the Texas
Supreme Court. Finally, in 1995, the
legislature passed a plan designed to
shift funds from so-called affluent
districts to poor districts. The plan
also limited school districts’ local tax
rate for maintenance and operation.
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This so-called “Robin Hood” plan sought to offer all Texas
children equal access to education regardless of the wealth and
circumstances of their parents and local communities. When a
school district’s wealth per pupil exceeds the allowed maxi-
mum, the Robin Hood plan reshuffles funding for public schools,
first by reducing the state’s contribution to property-rich dis-
tricts. Then, those property-rich districts must adopt a plan to

reduce their per-student taxable wealth to the specified maxi-
mum. Most districts must accomplish this by actually sending
locally collected funds to the state or to another property-poor
school district.

After adopting this plan, the legislature steadfastly avoided
imposing new or added taxes. The state property tax, which had
always provided an inconsequential amount of revenue, had pre-
viously been repealed by constitutional amendment. With no

new revenue sources and an educational system clamoring for
more money, the Robin Hood plan forced more responsibil-
ity for school funding on the local property tax base. Conse-
quently, the state-provided share of local schools’ revenue
steadily eroded.

The U.S. Bureau of the Census estimated that in 1998-1999

Texas provided approximately 42 percent of local school funding

versus the national average of approximately 50 percent. Local

property taxes provided 50 percent of per-pupil funds compared
with the national average of 44 percent.

As the state’s educational needs expand in the future, property
tax rates may have to climb to support current levels of per-pupil
unding. However, the Robin Hood plan places a cap on the rev-
enue school districts may raise through property taxes. Currently,
that cap imposes a2 maximum maintenance and operation tax
rate of $1.50 per $100 of assessed value. Those opposing the Robin

Hood plan argue that this
state-imposed rate cap
essentially creates

a state ad valorem
property tax, which is
prohibited by the Con-
stitution. The Texas
Supreme Court ruled
in 1995 that if
the cap be-
came

Per Pupil
Expenditures
1998-99

Rank Dollars Per Student

New Jersey
Wyoming
U.S. Average
Florida

Texas

Mississippi
Source: U.S. Census Bureau
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binding, acting as both a floor and ceiling, the measure would be
an illegal state property tax. As long as schools are not forced to
tax at the cap, however, the plan is not unconstitutional.

fficials estimate that as many as 37.4 percent of Texas

school districts have maintenance and operation tax

rates that have reached the limit or will soon, effectively
barring further tax increases. In April 2001, a number of these
districts filed suit against the commissioner of education, argu-
ing that too many districts had reached the $1.50 cap, rendering
the Robin Hood plan an unconstitutional state property tax. It
appeared that without legislative action those districts would
likely face budgetary shortfalls. Recently, however, the court
ruled that as long as those districts offer an optional homestead
exemption for homeowners, they have not technically reached
the limit of their ability to raise revenue at a rate less than the
$1.50 cap. That decision is now being appealed. While the issue
does not appear to be ripe for a constitutional challenge now, it
will surely come to crisis in the future.

In the meantime, the legislature has created a Joint Commit-
tee on Public School Finance to plan for the next session. Legis-
lators will likely investigate a series of options for resolving
public school financing issues. They may simply opt to keep the
current system in place by increas-
ing the ceiling rate from $1.50
to $1.60 or $1.75. That
would avert the loom-

ing crisis but would not

address the growing dissat-
isfaction with the Robin
Hood plan.
To diffuse taxpayer
anger over rising
property
taxes, the
legisla-
ture could
seek to re-
duce the tax
burden on
homeowners
by consider-
ing a system
that taxes
businesses
more heavily
than home-
owners. This might allow for meaningful relief without impos-
ing another tax. Such a program would likely include measures
designed to access currently untaxed assets by expanding re-
porting requirements for property owners, especially businesses.
Another method of shifting more of the tax burden to business
property is to adopt a system in which businesses pay tax at a
higher rate than homeowners. As another option, the state could
tax all business and commercial property at the state level, using
the proceeds for funding equalization.

Undoubtedly, a host of potential solutions will surface as leg-
islative discussions continue. Ultimately, Texas property own-
ers and the real estate industry face the prospect of substantial
changes in the property tax system in the years ahead. %

Education
Percent of State Budget

Source: Texas Comptroller of Public Accounts

Dr. Gilliland (c-gilliland@tamu.edu) is a research economist with the Real
Estate Center at Texas AGM University.
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he expanding economy and the rising popularity of

rural land as a recreational asset is changing land-

scapes across the state as landowners accommodate ea-
ger buyers. Even in remote areas, large land holdings are being
broken up, transforming pastoral vistas into patchworks of hous-
ing developments and ranchettes. Landowners, environmental-
ists and wildlife officials alike are viewing changes in land uses
as a threat to wildlife and the rural way of life. Many view own-
ership fragmentation as an unfortunate trend eroding the char-
acter of the Texas countryside.

To reduce fragmentation, environmentalists have urged land-
owners to consider voluntarily creating land-use restrictions
known as conservation easements. These easements generally
prohibit any activity deemed to be at odds with preserving the
current land use, most frequently some form of ranching. The
easement is granted to a trustee who assumes a legal obligation
to ensure that landowners comply with the restrictions in the
easement.

In essence, the easement transfers control of a portion of the
owner’s rights to the trustee. In addition, the trustee asks the
landowner to donate funds to cover the cost of managing the ease-
ment. Owners can continue operating the ranch as long as their
activities do not stray beyond uses allowed by the easement.

Conservation easements thwart development pressures that
drive the fragmentation process. Ranch owners who hope to
preserve their ranches for future generations often find the idea
of banning development appealing. When ranch ownership
passes to younger generations, the heirs often feel pressured to
convert land-based wealth to cash by breaking up the property
into smaller parcels. Some landowners see conservation ease-
ments as a means to ensure that the family ranch does not end
up as a golf course or ranchette development.

Proponents contend that conservation easements let current
owners “lock up” their land and provide financial benefits as
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well. Critics deride them as tax breaks for the rich that threaten
to lock land into inferior uses and deprive future generations of
freedom to control properties and living arrangements.

In most cases, landowners who surrender some of their prop-
erty rights by creating a conservation easement are compen-
sated through income tax savings. By pledging a permanent con-
servation easement that is binding for all future landowners,
owners are eligible for a deduction equal to the difference be-
tween the ranch’s value before severing the rights and its value
after imposing the easement. Ideally, that difference should
reflect the value of the rights surrendered through the easement.

Properties with unique qualities may be sought after by groups
wishing to purchase conservation easements. Owners of such
properties can bargain for compensation to cover the rights sur-
rendered. Because all terms of the easement are negotiable, own-
ers may attempt to obtain specific desired terms from the group

purchasing the easement. Purchased easements can even be tem-
porary if the owner foregoes the income tax benefit.

Although conservation easements have become more preva-
lent in rural Texas, many landowners regard them with skepti-
cism. Several issues cause owners concern. First, for a tax deduc-
tion to offer significant benefits, owners must have sizeable
taxable incomes. Many long-time Texas ranch owners have lim-
ited income and few assets other than their land. For them, a tax
deduction has little or no value. Further, establishing a manage-
ment fund may require more cash than they can afford. Without
an organization offering to purchase the easement, these owners
have little incentive to grant one.

Second, many owners suspect that the trustee’s role in manag-
ing the easement may intrude on their use of the land. The trustee
must see that activities on the land do not transgress the limits
imposed by the easement. In practice, the trustee may be able to
veto plans to construct new buildings, clear land and conduct a

January 2002

variety of other activities. Many landowners see this as an unac-
ceptable intrusion on their authority.

As time passes and personnel of the trustee organization
change, differences could emerge regarding what constitutes ac-
ceptable management practices. Unless otherwise specified in
the easement agreement, the trustee could transfer the easement
to another group without the landowner’s approval. Faced with
this loss of control, some owners are reluctant to grant ease-
ments.

Finally, the benefits received for granting the easement de-
pend on the estimated value lost to the easement. Many tax
professionals routinely look for a 50 percent reduction in value
from the appraisal. However, some appraisers contend that value
effects often amount to much less than half of the property value,
especially if there was little prospect of immediate develop-
ment. Further, before-and-after appraisals are difficult when

CONSERVATION
EASEMENTS
reduce breakup of
family farms and
ranches by
preserving the
current land use.
Opponents argue
they deprive
generations to
come of the
freedom to control
their properties.

appraisers are faced with complicated loss-of-control issues with
little empirical evidence to establish the value effects. In some
cases, ensuring that no development will occur enhances market
acceptability, leaving owners who were expecting large value
losses disappointed when an appraisal indicates a much lower
reduction in value.

Conservation easements remain controversial among land-
owners. Many hesitate to lock up land forever, depriving future
generations of control over how their land is used. Landowners
considering imposing an easement would do well to consider all
sides of the issue carefully. If an easement accomplishes the end
they desire and affords sufficient benefits, and if the legal docu-
ment establishing the easement clearly describes restrictions, it
can serve as a helpful management tool. %

Dr. Gilliland (c-gilliland@tamu.edu) is a research economist with the Real
Estate Center at Texas AGM University.
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ncome laxes

land cost

structure cost

total cost

depreciation on structure
[$4,000 x 10 years]

tax basis at sale

sale price received

gain on sale

tax treatment of gain
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total
$33,000«
220,000
253,000

40,000
213,000
300,000

$87,000

personal

residence

portion
$16,500
110,000
126,500

126,500

150,000

cash

$23,500
excluded

rental
portion

$16,500
110,000
126,500

40,000
86,500
150,000

rental
property

$63,500
postponed

“‘s\ hen homeowners sell their homes, they typically
{ avoid tax on the gain. When an investor trades one
\ / piece of investment real estate for another,

. taxis either postponed or avoided if all criteria for a
tax-free, like-kind exchange are met. These results can be com-
bined if an owner-investor lives in one unit of a duplex or other
multifamily dwelling and rents out the other unit(s). Tax on the
personal residence portion of the property can be avoided under
the sale of principal residence rules, and the rental portion can
be exchanged, with tax on the gain postponed or avoided under
the like-kind exchange rules.

In the example (see table), Bob and Joan purchase a duplex for
$253,000. The land value is $33,000, and the cost basis of the
structure is $220,000. They live in one unit and rent out the
other. For tax purposes, they have two separate assets — a prin-
cipal residence and a rental property.

The rental half of the structure can be depreciated for tax
purposes over 27.5 years using the straight-line method because
it is residential rental property. Annual depreciation deductions
are $4,000 (one-half of $220,000 divided by 27.5 years). Each
year, the couple computes net rental income or loss by subtract-
ing total rental property deductions ($4,000 depreciation plus
operating expenses associated with the rental half of the prop-
erty) from rent received.

Assume the property is worth $300,000 ten years later. Bob
and Joan want to sell the personal residence portion for cash
and trade the rental portion for another rental property without
incurring taxes. They can accomplish this using a three-cornered
exchange. A like-kind exchange intermediary (a broker special-
izing in three-cornered exchanges) finds a buyer who wants to
purchase the duplex. The broker sells the duplex for $300,000
and then uses one-half of the cash to purchase a rental property
chosen by Bob and Joan. The couple exchanges the duplex for
the cash and rental property. All the sales contracts specify that
the rental properties are being exchanged for each other, and
the personal residence portion of the duplex is being exchanged
for cash.

Under current tax law, as much as $500,000 of gain from the
sale or exchange of a principal residence can be excluded by
married taxpayers filing a joint tax return. Thus, the $23,500
gain from the sale of the residence portion of the duplex is ex-
cluded from income for tax purposes.

Gain from the exchange of the rental portion of the duplex,
$63,500, is not taxed currently. Instead, the tax basis of the newly
received rental property is set equal to the tax basis of the prop-
erty exchanged, or $86,500. If the rental property is later sold
for its $150,000 fair market value, the $63,500 “postponed gain”
would then be recognized for tax purposes. However, if the value
of the rental property declines over time, part or all of the post-
poned gain could escape income tax.

The like-kind exchange criteria must be met to secure tax-
free treatment on the rental property exchange. The newly re-
ceived rental property must be identified within 45 days and
received within 180 days of the sale of the duplex.

The tax rules and computations for three-cornered exchanges
are complex. Consultation with an accountant, attorney or real
estate professional is recommended. %

Dr. Stern ( étérﬁ@indiam.edu) is a research fellr(rniu with the Real Estate Center
at Texas AGM University and a professor of accounting in the Kelley School of
Business at Indiana University.
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BY JUDON FAMBROUG!

LE

GOVERN CONTRACTS FOR DEED

ffective Sept. 1, 2001, new rules govern
Eboth existing and newly executed con-

tracts for deed, which place greater
burdens on residential lenders and brokers.
Failure to comply with the new provisions
subjects sellers who finance residential loans,
lenders and brokers to a Deceptive Trade Prac-
tices Act ([DTPA) violation and in some cases
as much as $500 per day in damages.

Two Types of Financial
Arrangements

Owners or lenders can finance the sale of real estate and retain
a security interest two ways. The most common is a real estate
lien note secured by a deed of trust. The other is a promissory
note secured by a contract for deed. Both methods have advan-
tages and disadvantages for lenders and buyers.

Buyers prefer the deed of trust. At closing, the buyer receives
both title and possession of the property. If a default occurs, the
lender may foreclose under strict statutory guidelines to divest
the buyer of both title and possession. If the foreclosure sale
generates a surplus, the excess goes to the buyer.

In the past, lenders preferred the contract for deed, sometimes
referred to as a contract of sale or an executory contract for
conveyance, which was used frequently with seller financing. At
closing, the buyer took possession but not title to the property.
The seller retained title until all or part of the promissory note
was paid. If the buyer defaulted, the lender accelerated the prom-
issory note, terminated the contract, regained possession and
retained all payments made by the buyer. Nothing resembling a
foreclosure sale, in which excess proceeds go to the buyer, took
place.

By making changes to the Texas Property Code (TPC), Texas
legislators came to the aid of buyers who purchase a home using
a contract for deed. For this reason, after Sept. 1, 2001, lenders,
sellers and brokers may prefer deeds of trust over contracts for
deed. However, lenders and sellers should be aware that the law
changes the rules for existing contracts for deed, too.

Application of New Law

The new rules apply only to transactions using a contract for
deed to purchase residential property (lots of one acre or less are
presumed to be residential). Not covered are land sales by the
State of Texas, by the Texas Veteran’s Land Board or transactions
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- Letter of the Law

in which the deed is delivered within 180 days. The rules apply
to sales between closely related individuals as long as the buyer
does not waive the statutory requirements in writing

The language requirement under the new law for contracts
negotiated on or after Sept. 1, 2001, may prove formidable for
some sellers and brokers. The law states, “If the negotiations
that precede the execution of an executory contract are con-
ducted primarily in a language other than English, the seller (or
broker) shall provide a copy in that language of all written docu-
ments relating to the transaction . . .” This means that
precontractual notices, the contracts and all post-contractual
notices, et cetera may need to be drafted in Spanish, Vietnam-
ese, Chinese, Hindi, Arabic, Korean or other languages.

Precontractual Notices

The new rules burden the seller (or kroker) w-th many
precontractual disclosures and documentations not required
under deeds of trust. These notices apply to contracts negoti-
ated and some contracts entered on or after Sept. 1, 2001. Non-
compliance subjects the seller and possibly the broker to a pri-
vate or public DTPA violation and allows the purchaser to can-
cel and rescind the contract. A rescission entitles the buyer to a
full refund of all payments made pursuant to the contract. The
seller or broker must provide the buyer with the following dis-
closures under the contract for deed.

® A survey less than a year old or a plat of a current survey of

the property.

® A list of all transactions in the chain of title affecting the

property, including all encumbrances, restrictive covenants
and other claims.

® A Seller’s Disclosure of Property Condition Form with the

heading, “WARNING, IF ANY OF THE ITEMS BELOW
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HAVE NOT BEEN CHECKED, YOU MAY NOT BE ABLE
TO LIVE ON THE PROPERTY.” The form covers items
such as the availability of potable water, sewers, electrical
service and septic tanks. Other disclosures include the main-
tenance of roads, locations in floodplains, liens on title,
whether other individuals besides the seller own an inter-
est in the property and whether restrictions prohibit the
construction of a home.

¢ A Seller’s Disclosure of Tax Payments and Insurance Cover-
age Form containing a tax certificate from the tax collector’s
office for the property
plus a legible copy of
any insurance policy or
binder.

® A Seller’s Disclosure of
Financing Terms Form,
similar to a truth-in-
lending statement, indi-
cating the purchase T
price, the interest rate
of the promissory note,
the total dollar amount
of interest charged
throughout the term of
the contract, the total amount of both the principal and
interest to be paid under the contract and the amount of
any late-payment fees that can be assessed. No prepayment
penalties can be charged under the contract for deed.

® An Oral Agreements Prohibited Statement stating in 14-
point uppercase, boldface type that the contract cannot be
modified by oral agreements of the parties. This notice can
be a part of the precontractual notices or a part of the con-
tract. .

* If the property is not in a recorded subdivision, the seller
must provide the purchaser with a separate disclosure form
stating that utilities may not be available until the subdivi-
sion is recorded as required by law. Any advertisements of
the property must disclose the availability of water, sew-
age and electrical service.

Contractual Requirements

n addition to precontractual disclosures, the statute describes
Ithree provisions that must be included in the contract for

deed. Again, these requirements apply to contracts on which
negotiations began on or after Sept. 1, 2001.

* Notice of buyer’s right to cancel contract within 14 days.
To ensure buyers are aware of the right to cancel, the con-
tract for deed must contain a notice in 14-point boldface
type or in 14-point uppercase typewritten letters.

The notice, placed near the purchaser’s signature, must
contain the following language: “YOU, THE PURCHASER,
MAY CANCEL THIS CONTRACT AT ANY TIME DUR-
ING THE NEXT TWO WEEKS. THE DEADLINE FOR
CANCELING THE CONTRACT IS (DATE). THE AT-
TACHED NOTICE OF CANCELLATION EXPLAINS THIS
RIGHT.” The buyer may cancel the contract by signing and
sending the notice to the seller by telegram, certified or
registered mail or personal delivery.

* To reinforce the buyer’s right to cancel, a “Notice of Can-
cellation” form must be provided to the buyer when the
contract is signed. The buyer need only sign this form and

24

i

deliver or send it to the seller to cancel the contract during
the 14-day period.

® If not in the precontractual notices, an Oral Agreements

Prohibited Statement as described earlier must be in the
contract.

Just as certain items must be placed in the contracts, the stat-
ute limits or prohibits the inclusion of others. For example, if
late payment fees are included in the contract, they may not
exceed the lesser of 8 percent of the monthly payment or the
actual administrative cost of processing the late payment.

Likewise, the con-
tract cannot prohibit
the purchaser from
pledging the buyer’s in-
terest as security for
utility improvements
or fire protection im-
provements. For con-
tracts entered before
Sept. 1, 2001, the pur-
chaser could pledge the
property only to obtain
a loan to improve the
property or to improve
the safety of the property. Finally, the contract may not impose
prepayment penalties or any similar fee if the buyer elects to pay
the entire amount before the maturity date.

Contractual Maintenance

After the contract is signed, the law imposes four more re-
quirements on the seller during the term of the contract.

UNDER THE NEW LAW,
if negotiations are
conducted primarily in a
language other than
English, all documents
must be drafted in that
language.

* If the contract is terminated for any reason during the 14-
day cooling-off period, the seller must record the instru-
ment terminating the contract. The seller also must return
the executed contract to the buyer along with any property
or payments received at the inception of the contract. Like-
wise, the seller must cancel any security interest arising
out of the contract within ten days after receiving the can-
cellation notice.

® If the contract was entered after Sept. 1, 2001, and not
cancelled during the 14-day period, the seller must record
the contract for deed along with all the precontractual dis-
closures within 30 days from the date the contract was
executed.

*® Effective Sept. 1, 2001, all sellers and lenders under con-
tracts for deed are required to send an “ Annual Accounting
Statement” to the buyers disclosing the amount paid under
the contract, the remaining unpaid balance of the note, the
remaining number of payments, the taxes paid on the
purchaser’s behalf, the amount paid to insure the property,
any insurance proceeds received during the year if the prop-
erty was damaged and evidence of any change in insurance
coverage for the property. If the notice is mailed, it must be
postmarked no later than January 31. This accounting state-
ment will most likely need to be written in the language
used to negotiate the contract.

Although annual accounting statements are required
for all contracts for deed, the penalties apply only to con-
tracts entered on or after Sept. 1, 2001. For these contracts,
a violation entitles the buyer to $250 in daily damages
until the accounting statement is provided. Also, the buyer
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can recover reasonable attorney fees needed to collect the
damages. This requirement, perhaps the most burdensome,
may cause sellers and lenders to avoid the use of contracts
for deed.

® The seller must promptly inform the insurer (the company
issuing any insurance coverage on the property) of the name
and address of the purchaser and the terms of the contract
for deed. The insurer must be informed within ten days
after either the coverage is obtained or the contract for
deed is entered. For existing contracts for deed, lenders and
sellers must notify the insurer no later than Jan. 1, 2002, to
be in compliance and avoid a DTPA action. Any disburse-
ments of insurance proceeds under the insurance policy
must be issued jointly to the purchaser and seller and be
used for repairs.

Remedies in Event of Default
The law defines a default under a contract for deed as the

failure to make a timely payment or a failure to comply

with terms of the contract. Placement of a lien on the
property for utility service does not constitute a default. The
new law dictates what the lender may do in the event of a de-
fault. The following provisions apply to all contracts for deed on
which a default occurs on or after Sept. 1, 2001.

On default, the buyer no longer automatically forfeits all prior
payments. The seller’s remedies depend on whether the buyer
has tendered 40 percent or the equivalent of 48 monthly pay-
ments. If less than 40 percent has been paid, the seller must send
a notice by registered or certified mail, return receipt requested,
to the purchaser’s residence or place of business. The notice must
be written in conspicuous 14-point boldface type or in 14-point
uppercase typed letters that in-
cludes on a separate page the fol-
lowing statement:

NOTICE

YOU ARE NOT COMPLYING
WITH THE TERMS OF THE CON-
TRACT TO BUY YOUR PROP-
ERTY. UNLESS YOU TAKE THE
ACTION SPECIFIED IN THIS
NOTICE BY (DATE), THE SELLER
HAS THE RIGHT TO TAKE POS-
SESSION OF YOUR PROPERTY.
The notice must:
® Identify and explain the rem-
edy the seller intends to en-
force (this can be either rescission of the contract or accel-
eration and forfeiture).
® Specify in detail the amount in delinquency (itemized by
principal and interest), any additional charges caused by
the delinquency, such as late payments, and the period to
which the delinquency and late charges relate.

® Specify the exact terms of the contract the buyer has

breached if the default was caused by something other than
failing to meet a payment.

After receiving the notice, the buyer has 60 days to pay the
amount in default or to remedy the breach of the contract speci-
fied in the notice. If the buyer does not comply within the 60-
day period, the seller may either rescind the contract by return-
ing all the payments made by the buyer or accelerate the note
and cause a forfeiture of all the buyer’s prior payments. Nothing
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Precontractual, contractual
and postcontractual
requirements are extensive,
and penalties for breaching
them are severe.

similar to a foreclosure sale occurs. The seller selects which rem-
edy to pursue in the default notice.

If more than 40 percent has been paid, the seller has only one
option: to appoint a trustee to sell the property. However, the
notice of default is not the same. The seller must send a 60-day
notice worded as follows:

NOTICE

YOU ARE NOT COMPLYING WITH THE TERMS OF THE
CONTRACT TO BUY YOUR PROPERTY. UNLESS YOU TAKE
THE ACTION SPECIFIED IN THIS NOTICE BY (DATE), A
TRUSTEE DESIGNATED BY THE SELLER HAS THE RIGHT
TO SELL YOUR PROPERTY AT A PUBLIC AUCTION.

The statute requires all notices to be written and sent in the
language in which the negotiations were conducted.

The procedure for conducting the sale must comply with Sec-
tion 51.002 of the TPC, the same law that governs foreclosure
sales under deeds of trust. Among other things, the trustee must
post, file and serve notice of the sale in the county where the
property is located at least 21 days before the sale is conducted.
The sale is conducted on the first Tuesday of the month after the
21-day period. For more information on foreclosure procedure
see A Homeowner’s Rights Under Foreclosure (technical report
No. 825).

At the sale, the trustee conveys title to the purchaser and
warrants that the property is free from encumbrance. Any pro-
ceeds that exceed the debt go to the buyer-in-default. Unless the
contract for deed states otherwise, the purchaser-in-default is
subject to the same collection procedures specified in Sections
51.003-51.005 of the TPC for any deficiencies resulting from
the sale.

Postcontractual
Procedures

Sellers and lenders are required
to convey legal title to the buyer
and record the deed within 30 days
after receiving the final payment.
This requirement applies to all con-
tracts. However, the following pen-
alties apply only to contracts en-
tered on or after Sept. 1, 2001. For
these contracts, a violation entitles
the buyer to $250 per day starting
on the 31* day and continuing until
the 90* day. After that, daily dam-
ages rise to $500 until compliance
occurs. The purchaser is entitled to reasonable attorney’s fees
needed to collect the damages and to secure title to the property.
The daily penalties are suspended in instances in which title is
being adjudicated following the seller’s death.

Sellers or lenders who have used and who contemplate using
contracts for deed to finance residential sales face tougher rules.
The precontractual, contractual and postcontractual require-
ments are extensive and penalties for breaching them are severe.
Buyers no longer forfeit past payments automatically on default.
For these reasons, sellers and lenders may wish to use deeds of
trust instead of contracts for deeds for financing sales of residen-
tial property. %

Fambrough (judon@recenter.tamu.edu) is a member of the State Bar of Texas
and a lawyer with the Real Estate Center at Texas AGM University.
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Legislature Limits POA Power

t’s no longer business as usual for

Texas property owner associations

(POAs). Effective Jan. 1, 2002, new
rules govern how associations conduct
business. Legislators hope the law
eliminates much of the criticism and
charges leveled at POAs regarding rule
enforcement, collecting attorney fees
and foreclosure procedures.

The seeds for the new law were
planted last year during a highly publi-
cized foreclosure sale when a $180,000
home was sold for $5,000 to pay assess-
ments. Its name, the Texas Residential
Property Owners Protection Act, speaks
for itself. Here are some of the changes
and requirements imposed by the new
law.

The law (SB 507) implements sweep-
ing reforms affecting all residential POAs
regardless of what they are called as long
as they:

* represent, manage or regulate the
subdivision on behalf of the owners,

® require mandatory membership for
all or a majority of the property
owners and

® collect regular or special assess-
ments from all or a majority of the
owners.

Required Notices

POAs may no longer take quick,
unilateral action to resolve problems
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involving homeowners without first
sending notices and, in some cases,
giving the homeowners an opportunity
for a hearing. Notices must be sent
before a POA may:

* suspend an owner’s right to use a
common area,

* file a suit against the owners for
other than failing to pay a regular
or special assessment,

® foreclose on an association’s lien
against the homeowner,

® charge an owner for property
damage or

® levy a fine for violating a restric-
tion, the bylaws or a rule of the
association.

The notice must be sent by certified
mail, return receipt requested, detailing
the violation or the property damage
and stating the amount of damages due
the association. The owner must be
given a reasonable time to cure the
violation and be informed of the right to
a hearing if requested within 30 days
after receiving the notice.

The Hearing

If the owner opts for a hearing, the
board must convene one within 30 days
after receiving the request. The board
must give the owner at least ten days
prior notice of the scheduled date, time
and place. The owner’s presence is not
required. Either party may ask for a
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postponement of not more than ten
days. Either party may make an audio
recording. The statute does not address
the use of videotapes.

In lieu of a hearing, either party may
use alternative dispute resolution
services.

The statute describes three situations
in which the owner does not have a
right to receive notice to cure or the
right to a hearing. These occur when:

* the owner received a notice and
opportunity to cure a similar
violation within the previous six
months,

* the association files a lawsuit for a
temporary restraining order, a
temporary injunction or a foreclo-
sure or

® the owner’s right to use common
areas have been suspended because
of a significant and immediate risk
of harm to others.

When a lawsuit has been filed for a
temporary restraining order, a tempo-
rary injunction or a foreclosure, the
owner has the right to file a motion to
compel mediation.

Attorney Fees

One of the greatest criticisms of
POAs related to the way attorney fees
were imposed on homeowners. If a
homeowner was delinquent in payment
of an assessment or fine, no matter how
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short the period or how small the
amount, some POAs hired an attorney
to send a collection letter. The attorney
fees for drafting and sending the letter
(generally a form letter) at times far
exceeded the amount in default. If the
homeowner protested, attorney fees
increased drastically.

The new law still allows associations
to collect reimbursements for reason-
able attorney fees and other reasonable
costs for enforcing restrictions, rules or
bylaws or for collecting amounts due
the association. However, the POA must
send the owner prior written notice that
attorney fees and costs will be charged if
the delinquency or violation continues
beyond a certain date.

A homeowner is never liable for at-
torney fees in two circumstances. Both
are tied to the required notice and right
to cure discussed earlier. First, if a no
tice is required and the owner
requests a hearing, the owner
is not liable for any attorney
fees incurred by the associa-
tion before the conclusion of
the hearing. Second, if a hear-
ing is not requested, thes
owner is not liable for any at-
torney fees incurred during
the 30 days following the re-
ceipt of the notice.

The statute absolutely for-
bids foreclosure to collect at-
torney fees associated with
fines assessed by the associa-
tion. The statute limits attor-
ney fees when the POA pur-
sues nonjudicial foreclosure for nonpay-
ment of assessments. If the documents
or restrictions governing the establish-
ment, maintenance or operation of the
subdivision permit nonjudicial foreclo-
sure, then the association may include,
as part of the POA’s proceeds from the
foreclosure sale, the greater of $2,500 or
one-third of the actual costs and assess-
ments, excluding attorney fees. Actual
costs may include court costs and
interest if the law or restrictive cov-
enants permit. Excess proceeds from a
foreclosure sale are refunded to the
owner.

If the association pursues the collec-
tion of attorney fees, it must provide a
copy of all invoices and other costs
related to the matter when requested by
the owner. If attorney fees, costs and
other amounts are collected, they must
be deposited into an account main-
tained at a financial institution in the

January 2002

name of the association or its managing
agent. Only members of the board or its
managing agent may be signatories on
the account.

Right of Redemption

POAs may foreclose for unpaid
assessments, but owners now have the
right to repurchase their homes.
Formerly, this right of redemption, as it
is sometimes called, was limited to tax
foreclosure sales in Texas.

The association must send written
notice informing the owners of their
redemption rights within 30 days
following the sale. The notice must be
sent by certified mail, return receipt
requested, to the last known address in
the POA’s records.

The POA must file an affidavit in the
public deed records stating the date the
notice was mailed along with a legal

Owners must be given
reasonable time to cure
violations and must be
informed of their right to a
hearing if requested within 30
days of being notified of

violations.

description of the property. The
affidavit must be filed within 30 days
after the notice is sent to the home-
owner.

The owner has 180 days after the
association mails the notice to redeem
the property. The statute prohibits the
buyer at the foreclosure sale from
transferring title during this period. The
price the original owner must pay to
redeem the property depends on
whether the POA or a third party
purchases the property at the foreclo-
sure sale.

If the purchaser rents the property
during the redemption period, all rent
collected is credited toward the
redemption price. Leases entered by the
purchaser are subject to the owner’s
right of redemption. This means the
renter must surrender possession
immediately if the owner redeems.

If the redemption price is paid, the

purchaser at the foreclosure sale must
immediately execute and deliver a deed
transferring the property to the original
property owner. Failure to do so means
the original owner may sue the pur-
chaser and recover reasonable attorney
fees.

The redeeming property owner must
do one of two things during or at the
end of the 180-day redemption period
to keep the purchaser from selling the
property to a third party. The owner
must either record the deed from the
purchaser or an affidavit stating the
redemption has occurred along with the
legal description of the property. If the
original owner does not file either
document during the redemption
period, the owner’s right to redeem
expires at the end of the 180 days unless
an extension occurs.

The original owner may extend the
redemption period by
sending the purchaser at the
foreclosure sale a written
request to redeem the
property. If the request is
sent by certified mail,
return receipt requested, on
or before the end of the
redemption period, the
period is automatically
extended until the tenth
day after the purchaser at
the foreclosure sale re-
sponds in writing with the
amount needed to redeem
the property.

Foreclosure by the POA
and redemption by the owner does not
affect existing liens or encumbrances on
the property. Installment payments on
mortgages or other liens must be paid
on time to prevent their foreclosures.

The statute allows the owner to
redeem the property from the POA by
making partial payments. But all
payments must be tendered on or before
the redemption period ends. If not, the
association must mail the amounts
received, within 30 days after the
redemption period expires, to the
owner’s last known address according to
the association’s records.

If the property is not redeemed and
the redemption period is not extended,
the purchaser at the foreclosure sale
may file an affidavit in the real property
deed records stating this fact. The
property is then no longer bound by the
right of redemption, and the purchaser
is free to sell. ¥
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Parking for commercial properties ain't what

it used to be. The Role of Parking in Texas
Commercial Real Estate explains how and

why parking standards are changing, what

owners need to do to keep their commercial

properties competitive, and what it will cost.
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