TXD R800.6 R229J/VOL.10 NO.2/2003/SPRIN!
Texas State Document

Depository Library 0610
University of Texas Pan American

UNIV P,

miin

116

i



APRIL 2003 VOLUME 10, NUMBER 2

TIERRA GRANDE

JOURNAL OF THE REAL ESTATE CENTER AT TEXAS A&M UNIVERSITY

Monsters, Inc.: Taxes, Insurance Threaten Affordability
by Jack C. Harris

Heavenly interest rates are offsetting monstrous property taxes and
insurance premiums, keeping housing affordable for now.

B&Bs: Bringing Home the Bacon by Jennifer Evans-Cowley
It takes more than antiques and pretty bedspreads to make a
successful B&B. Here’s what prospective operators need to know
when searching for a suitable property to convert.

Ham & Regs: What to Check Out Before Guests
Check In by Judon Fambrough

B&B operators must mind their legal Ps and Qs when serving
tea and toast.

Mature, Motivated, Well-Educated Individual

Seeks New Career by Jack C. Harris

Meet the typical new licensee: 40-something, with a background in
sales and a desire to work independently.

Passing the Bucks by Charles E. Gilliland and Jonathan Sanders
The bill may have the developer’s name on it, but market forces
shift the burden of development fees to those who own the raw
land and to the end users — those who buy homes in the completed
development.

Your Home as an Investment by Jack C. Harris
Stocks are bad news, but homes are still good investments,
especially for Texans.

Bay Area Houston by Harold D. Hunt
The bayside communities that make up this newly named region are
steeped in space exploration, technology and industry.

page 21 18 Medically Necessary: Medical Market Evolves

- ~ PO WY to Survive by Harold D. Hunt
Keeping up with the fast-changing, high-tech medical industry is a
tough task. But in the high-cost, higher risk medical office market,
some developers believe it’s the secret to success.

21 Protesting Makes Cents: Lowering Property
Tax Assessments by Charles E. Gilliland
Business owners: if your property is no longer competitive, inform
your local appraisal district. Clearly documented evidence of
obsolescence may translate into property tax savings.

23 Loss Deductions for Part-Timers by Jerrold J. Stern
Part-time real estate professionals, here’s a heads up. If you deduct
real estate losses from your other sources of income, keep detailed
records to document your material participation in the business.

24 Where the Wild Things Are: Wildlife Management
On the Cover Reaps Property Tax Savings by Judon Fambrough
Need a tax break on your weekend getaway? Find out what’s
involved in qualifying land for wildlife management status.




By Jack C. Harris

‘ow interest rates have broug

homeownership within the grasp

of almost anyone with a decent
credit rating. Those who own their
homes have reduced housing costs fur-
ther by refinancing. Although some of
the gains have been dissipated by higher
prices, housing by and large has become
more affordable.

The Texas Housing Affordability Index

(THALI) tracks affordability

years are comparable to those of the early
1990s, despite interest rates more than 2
percentage points lower.

Interest rates are only one of the factors
affecting affordability. Lenders qualify
borrowers by comparing income to the
total monthly payment the loan will
require. That payment includes principal
and interest payments plus contributions
to an escrow account used to pay hazard

ply has been somewhat restricted. The
result has been a strong sellers market
that sent prices rising to such an ex-
tent that some observers felt a market
“bubble” was developing. Eventually,
rising sales prices affect property tax
assessments.

But rising property values alone do
not cause higher property taxes. If the

by comparing the median
household income in the
state to the income need-
ed to buy a median-priced
home. Income needed
to buy is determined
by applying the criteria
mortgage lenders use to
qualify borrowers based
on their income. A THAI
value greater than 1.00
indicates that the median
household income is suffi-
cient to qualify households
to purchase more than half
of the homes sold, if a 20
percent down payment
is made. (For a more
complete explanation
of the THAI, see Texas

THAI Value
>
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tax base is getting larger, local
governments can reduce tax
rates and collect just as much

Falling Interest Rates Improve Affordability

revenue. However, demands
on revenues have been going
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up as well. School districts
are being pressured to meet
much of the increased cost
of equalizing public school
spending across the state.
Equalization is achieved by
raising all districts to a mini-
mal spending standard rather
than reducing the high spend-
ers to a lower, uniform level.
The result is more school
spending in the state, with
revenues coming primarily
from local property taxes. Tax
rates are typically increasing

Table 1. Comparison of Property Tax Rates

Housing Affordability
Index: 1989-2001 at http:
//recenter.tamu.edu/pdf/1592.pdf.)

The chart shows THAI values and
mortgage interest rate changes for the
past 13 years. Note that THAI values
tend to move in the opposite direction
of interest rates — that is, when rates
fall, affordability improves. From 1998 to
2000, however, the THAI slid much more
than was warranted by the rise in inter-
est rates. In fact, THAI levels in recent

insurance premiums and property taxes.
In recent years, escrow contributions have
significantly increased the total monthly
payment. THAI values are calculated us-
ing the total monthly payment. As escrow
contributions have risen, index values
have been negatively affected.

Rising Escrow Expenses

Property taxes are based on a home’s
market value. In recent years, demand

(Dollars per $100 of Property Value)

Metro Area 1990s* 2002+

Dallas 1.85 (1994) 2.13
San Antonio 1.20 (1995) 2.47
Houston 1.35 (1998) 1.87

*U.S. Census Bureau

**Property tax rates based on revenue and appraisal
data reported by the Property Tax Division, Texas
Comptroller of Public Accounts. Data represent
entire metropolitan area, not just city jurisdiction.

Source: Real Estate Center at Texas A&M University

(Benchmarks continued on page 28)




Lodging Properties

bringing home the bacon

ore and more Texans are gen-
erating income by owning and
operating bed and breakfasts

(B&Bs), and real estate professionals are
helping them find suitable properties.
What factors are most critical in select-
ing a B&B property? An understanding
of B&B basics offers answers.

A 2000 study by Lodging Resources
Workshop/Lanier Publishing reports
more than 15,000 B&Bs in the United
States. Texas ranks sixth in the nation
with 533 B&Bs. California has the most
with 1,356, followed by New York with
822.

Varieties of B&Bs

How to Start and Run Your Own Bed
and Breakfast Inn defines several types
of B&Bs. A bed and breakfast home is a
private home in which the owner offers
lodging in one or more bedrooms. Break-
fast is included. A bed and breakfast inn
typically has four to 18 rooms. A country
inn has between five and 20 rooms and
serves meals in addition to breakfast.

A new type of B&B is the unhosted
B&B, which is a guesthouse or country
cottage where guests are surrounded
with solitude. An unsecen host stocks the
refrigerator with breakfast and snacks.

The Lodging Resources study found
that one-third of B&Bs have one to four
guest rooms. Another third have five to
eight.

The type of B&B may determine what
type of financing owners can obtain.
Homes with three or four bedrooms are
likely to qualify for a residential mortgage

2

by jennifer evans-cowley

because they could easily be converted
back to a residence.

If a home is currently operating as a
B&B and has five or more bedrooms, a
commercial loan generally is required.
Commercial loans are based on the
business’ ability to generate cash flow,
so buyers with a business plan, feasibil-
ity study or both are more likely to be
viewed favorably.

Building and Zoning Codes

Once a potential B&B property has
been identified, the buyer will need to
investigate local building and zoning
code requirements to ensure that opera-
tion of 2 B&B is allowed. Some B&Bs
are located in areas not covered by a
uniform building code or with no build-
ing code at all. Guest parking require-
ments, fire codes, health department
and business licensing requirements
must be determined.

BED AND BREAKFASTS come
in all shapes and sizes and
can be found in metropolitan
areas and small towns alike.
The number of rooms for
rent usually dictates what
local, state and federal rules
and regulations govern the
establishment. Prospective
B&B owners should check
building and zoning codes,
including those for food
services and parking, before
buying a property to convert
into a B&B.

TIERRA GRANDE



Some cities consider renting a room
in a residence to be a home business and
require B&B owners to obtain a business
license. Others regulate B&Bs separately.
Still others classify B&Bs as hotels.

Fredericksburg has a significant
number of B&Bs. The city defines a bed
and breakfast as “tourist lodging services
within rooms of the property owner’s
principal residence or one separate guest
house . . . within a single property served
by a single water and electrical meter
and subject to the limitations of home
occupations.”

In Laredo, a B&B is “an owner-
occupied, detached, single-family dwell-
ing that provides tourist lodging services.”
It is managed and owned by the owner-
occupant and no more than one other
person other than members of the im-
mediate family of the owner-manager
can be employed on the premises. The
owner-manager is required to maintain
a guest register and provide proof of the
collection and payment of state and local
taxes.

Laredo B&Bs may have no more than
six guest rooms, and guest rooms may
not have cooking facilities. The exterior
of the B&B must be indistinguishable
from any other single-family dwelling of
like design and character. Commercial
displays, show windows, exterior storage
areas and outside storage, with the ex-
ception of signs and outdoor advertising,
may not be visible.

odging regulations applied to

B&Bs are usually specified in

terms of guests’ length of stay,
total number of rooms, total guest
rooms and square footage. Owner oc-
cupancy is a frequent requirement.
Wichita Falls limits a guest’s stay to 14
consecutive days and limits a B&B to no
more than ten guest rooms.

Some cities limit the number of B&Bs
in a particular area. Wichita Falls limits
B&Bs to one on each side of a street
between two cross streets. While other
cities allow B&Bs in residential areas,
some require a conditional-use permit,
which requires a public hearing to deter-
mine whether a B&B is appropriate on a
specific site.
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Parking, Signage, Food Services

City code may require a parking space
for each guest room, although allow-
ances may be given for suitable on-street
parking. Some communities require off-
street parking with sight barriers such
as shrubbery or fencing to hide parking
areas.

Laredo requires one parking space for
each guest room plus one parking space
for the owner and one space for each em-
ployee. The ordinance prohibits the use
of the front yard for parking in the resi-
dential office district, but allows front
yard parking in other zoning districts.

UNHOSTED B&Bs let world-
weary visitors get away from it
all. At these cottages or cabins in
the country, kitchens are stocked
with breakfast fixings before
guests arrive. If the bill is paid in
advance, proprietors may hide
the key in a prearranged spot,
eliminating the need for check in
and check out.

Wichita Falls requires two parking spaces
plus one space per guest room.
Communities may regulate size, loca-

tion and illumination of signs. Freder-
icksburg does not allow signs advertising
the B&B. Wichita Falls limits signs to
two square feet and allows owners to
have an attached wall sign or a ground
sign no taller than three feet.

ome cities govern B&B food prepa-

ration and service in their health

codes. Regulations are based on
the definition of a meal, the time of day
food is served and type of packaging,
if individually wrapped, commercially
prepared foods are served. In some com-
munities, B&Bs may serve food only
to overnight guests. Other regulations
allow only breakfast to be served or
limit the types of foods served.

Exemptions, Fire Safety

Larger B&B inns may be treated as
commercial in nature with exemptions
from certain requirements such as type
of food preparation area, number of exits,
bath facilities and hot water require-
ments.

B&Bs located in urban areas may be
exempted from building codes if they
were constructed before a specified date.
The city may require such exempted
structures to meet current building codes
when the owner applies for a permit to
remodel or reconstruct any part of the
previously exempt structure.

Fire safety regulations may require
the B&B to meet fire codes for residential
housing, multifamily dwellings, rooming
houses or hotels. B&Bs may be required
to have a smoke alarm in each guest
room and a fire extinguisher visible and
accessible to guests. In some cases, a
second exit or fire escape is required.

Because B&Bs often are in older,
multistory homes, meeting fire safety
standards can be costly. Many historic
buildings that could make appealing
B&Bs are passed over because of these
cost considerations.

Picking a Winner

When it comes to picking a property that
could be converted into a successful B&B,



the basic real estate principle applies —
location is key. The property should be
near places that draw visitors for busi-
ness or recreation, such as downtown, an
arts district or parks.

Buyers should never underestimate
the importance of bathrooms. Guests
may enjoy a quaint and cozy house that
reminds them of grandma’s, but they
also want a private bath.

Does the house have a separate bed-
room and bathroom for the owner? Does
it have a large dining area that will

The grounds of the property should
be attractively landscaped. Sufficient
parking is a must, so properties with
areas that can be converted to parking
are preferred.

Although finding an appropriate prop-
erty for a B&B can be a challenge, with
careful screening, real estate licensees
can help potential buyers make their
B&B dreams come true.

ey (cowley. | |@osu.edu) is an ass
professor with the Austin E. Knowlton S
Anchitecture at Ohio State Un

accommodate all guests?

g tale or three

BED

AND BREAKFASTS

The Woodrow House

David and Dawn Fleming
dreamed of owning and oper-
ating a B&B in Lubbock. Their
scarch for an ideal property
yielded homes too small, in the
wrong location or too expensive
to renovate. So they decided to
build.

They found an empty lot in
a perfect location across from
Texas Tech University; how-
ever, the price was too high.

David, a real estate agent,
decided to wait for the price to
drop. Two years later the Flem-
ings purchased the property for
$75,000 and began construction
of Woodrow House. The total
cost of the B&B and land was
$350,000. The B&B has been
in opcration for scven ycears
and averages $108,000 in gross
revenue per year.

The Texas White House

The Texas White House
B&B is located necar the
medical district in Fort Worth.
Grover McMains purchased the
residence nine years ago for
$130,000. He spent $20,000 on
renovations to the main house
and another $80,000 adding pri-
vate living quarters. He chose
the property because of its loca-
tion, unaltered condition and
interior layout.

Like many urban B&Bs,
the Texas White House hosts
numerous business clients
sceking a refreshing change
from the typical hotel envi-
ronment. The B&B nets about
$50,000 per year.

Auntie’s House

Auntic’s House is in a his-
toric district ncar downtown
Amarillo. The home was built
in 1912 and is listed on the
National Register of Historic
Places. Corliss and Skip Bur-
roughs purchased the three-
bedroom residence because
they wanted an older home
they could fix up. They are
financing the remodeling with
room rental income.

The couple also built a
scparate 800-squarce-foot build-
ing known as the “Enchanted
Cottage” in the rear yard. The
cottage cost as much to build
as the Burroughses paid for
the original house, and the
investment has paid off. The
B&RB is popular among couples
looking for a special occasion
getaway.

TIERRA GRANDE
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what to check out before guests check in
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f the real estate profession

were a housing market,

it would be one dominated
by repeat, “move-up” buyers.
Most people entering the pro-
fession these days are changing
careers or enhancing estab-
lished careers; only a small
percentage are starting right
out of school. Consequently,

- newly minted Texas licensees
are relatively mature and well
educated.

Last summer, the Real
Estate Center surveyed 13,000
" individuals who had received
Texas real estate salesperson
or broker licenses for the first
time. Participants could fill
out the survey questionnaire
online or complete a printed
copy and mail it back post-
age-free. Over 1,300 responses
were received, almost all
. of them by U.S. mail. This
large sample provides a good

portrait of people entering the
profession.

The vast majority of new
licensees are moving into
real estate from other jobs.
Some of these former jobs are
real estate related, so many
NEWCOMETS are not com-
pletely new to the industry.
Few were starting their first
careers.

Slightly more than
two-thirds (68.8 percent) of
respondents consider real
estate sales their full-time
profession. The rest indicated
that a license gives them the
credentials needed to do more
in their primary jobs, which
include teaching real estate
courses, appraisal, property
management or commercial
leasing. On average, part-time
real estate professionals plan
to spend about 15 hours per
week on real estate.




The jobs new licensees are
leaving behind are diverse (see
Table 1). Most bring skills or
knowledge from their for-
mer jobs that should prove
useful in real estate. Little
more than 3 percent of new
licensees are coming directly
from school. Only 1.1 percent
held a license in another state.
Most appear to be switching to
real estate to have a more sat-
isfying and lucrative career.

With real estate markets
hot for the past few years, one
might expect the profession to
be drawing people hoping to
make a lot of money quickly.
However, survey respondents
appear more interested in the
fundamental attributes of
real estate sales, such as the
opportunity to work indepen-
dently and the rewards of
helping people find new
homes.

One survey question
asked respondents
the primary reasons
they decided to obtain
a real estate license.

They were allowed to
select more than one an-
swer. “Chance to work in-
dependently” was cited by
63.8 percent of respondents;
48.1 percent chose “like to
work with people.” These
two reasons are fundamental
attractions of real estate sales
and were mentioned most
frequently by those who
planned to concentrate on
home sales (69.2 percent and
52.1 percent, respectively)
and farm-ranch sales (63.1
percent and 44.6 percent).

“Have friends-contacts in
the industry” was cited by
35 percent of respondents.
Twenty-three percent cited
their “background in real
estate.” This response was
more prevalent among those
who plan to sell income
property (45.8 percent).
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“Currently active market
creates opportunities” was a
reason motivating 19.4 per-
cent of respondents. “Other
reasons” was selected by 25.7
percent of respondents, with
written-in responses includ-
ing “real estate business
in the family,”

“needed a li-
cense to do
current job”

Source: Real Estate Center at Texas A&M University

and “interest in real estate
investing.”

The real estate profession
is still viewed mainly as the
business of selling homes, and
72.1 percent of respondents
intend to spend most of their
time on residential sales.
Only 5.3 percent will special-
ize in income properties and
4.8 percent in farms, ranches
and land. However, 16.3 per-

cent of respondents indicated
that most of their time would
be spent on a broad range of
property types, on business
related to real estate sales or
on investing.

The average age of new
licensees is 42.4 years, and
almost 6 percent are over 60
(see Table 3). This compares
with an average age of slightly
over 50 for renewing licens-
ees. There are almost as many
new licensees over 60 as there
are under 25.

New licensees are a well
educated group, with more
than 60 percent having a col-
lege degree and almost one-
fourth having done some grad-
uate work (see Table 4). This
is not surprising considering
the age of most respondents

PROPRIETARY SCHOOL

Source: Real Estate Center at Texas A&M University
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and the substantial amount
of education required to ap-
ply for a license. Educational
requirements were increased
in January 2002. Most (62.9
percent) respondents applied
before new requirements took
effect. However, only 17 per-
cent said they did so to avoid
the new requirements. Given
the high educational attain-
ment of most applicants, the
new standards may not have
been an issue.

The majority (66.9
percent) of respondents had
a sponsoring broker when
they applied for a license.
Most completed the required
educational hours and pre-
pared for the examination
at a proprietary real estate
school (see Table 2). While
applicants spent an average
of 24.2 hours preparing for
the exam, individual prepa-
ration times ranged from
zero to 800 hours. Tables 2
and 4 show how hours spent
preparing varied according to
where applicants completed
the educational requirements
and educational background.
It appears that going to college

APRIL 2003

Source: Real Estate Center at Texas A&M University

may help a person study more
efficier:tly, but too much col-
lege has the opposite effect.
The Internet’s impact on
the real estate business is
clear. Almost all (94.6 per-
cent) respondents have e-mail

table 4

accounts. Those who do not
tend to be a bit older, with an
average age of 50.3. However,
only 27.9 percent have per-
sonal websites.

Only 34.7 percent of
respondents used the Texas
Real Estate Commission’s
website to apply for a license.
Of those who did not use the
site, two out of five said they
were unaware of the site and
that they could apply online.
One-third stated a preference
for handling the application
in person. Only a few respon-
dents had problems with the
site or lacked Internet access.

Few new licensees used
the Internet to earn their
required education hours.
Only 12.9 percent reported
taking courses online. Those
who did completed 5.4 hours
on average.

With housing markets
doing so well, it is not sur-
prising that the brokerage
business is attracting people

Source: Real Estate Center at Texas A&M University

from other fields. However,
real estate markets are notori-
ously cyclical. Will most of
the newcomers bail out if
markets slow?

Maybe not, based on the
reasons they stated for getting
into the business. Most are
attracted to the nature of the
job rather than the vigor of
the market. Of course, if they
cannot make a living, they
may be forced to quit. Short of
a wholesale contraction of the
market, though, these folks
should be around for a while.

The Real Estate Cen-
ter staff thanks all survey
participants for their time
and for the information they
provided. Such cooperation
yields vital information for
the industry. Best of luck on
your new careers. %

Dr. Harris (jharris@cgsh. tamu.edu)
is a research economist with the
Real Estate Center at Texas AGM
University.
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Development

ho really pays development fees? These fees typi-
s ; s ; cally are imposed to make up for perceived negative
effects of development and are sometimes called
mitigation or impact fees. They are generally charged to devel-
opers in the early stages of a project.

Advocates of development fees say this is only fair. Devel-
opers profit from subdividing land, so they should incur the
cost. And they do, initially.

But it isn’t that simple. In reality, market forces and compe-
tition shift this added development cost away from the devel-
oper, passing it to the owner of the raw land or the end user of
the developed property. Here’s how.

First, the tier of marginal developers, those who are just
covering their costs before paying the fee, are forced out. This

be able to increase prices, especially if competing subdivisions
are not subject to development fees. By contrast, developments
with highly marketable features like waterfront lots generally
face little or no competition, so developers can increase the
prices charged to the end users. These developers can afford to
pay higher prices for raw land because they pass the develop-
ment fees on to buyers of the developed lots.

Real Cost of Fees

Transforming a tract of raw land into a finished subdivision
requires capital, labor and time. Although the process varies
from one locale to another, small developers frequently pur-
chase raw land with financing provided by the landowner. This
arrangement allows developers to use available cash for develop-
ment activities and allows landowners to earn interest on the
financed amount.

Larger developers commonly borrow funds to complete
improvements. Because development fees require cash at the
inception of development, developers incur carrying costs by
borrowing money to pay the fees. The cost to developers thus
exceeds the face value of fees.

Subdivision Analysis, an Appraisal Institute publication,
provides an analytical framework for determining the real cost
of a fee imposed at the beginning of development. The model
forecasts revenues and costs for a hypothetical development,
with lot sales occurring over two years. The analysis includes
both direct costs for infrastructure and indirect capital costs of
development.

Applying Model to Texas

The following example applies the model to a hypotheti-
cal Texas development described in Table 1. The simulated
subdivision involves one loan for purchase of raw land and one
to cover development costs. Because mortgage lenders require
clear title before they make a mortgage loan on a home, the
developer’s land loan agreement allows for title releases for
individual lots as they are sold to homebuilders.

The developer accelerates principal retirement by making
payments equal to 125 percent of the proportion of the debt
applying to a specific lot when a builder buys it. For example, if
the lot represents 10 percent of the acreage in the development,

results in a reduced supply of

Table 1. Hypothetical Texas Development

it also represents 10 percent

lots, which allows the remaining
developers to increase their lot
prices. This increase in effect
passes development fees on to
builders, who ultimately pass the
cost to homebuyers.

If developers cannot shift the
entire expense to end users, they
begin to factor the fee into pro-

13.75 acres
Construction period

Engineering fees

Developer’s target investment return

Development fee imposed by government*
Indirect costs (insurance, etc.)

Development cost $500,000
Loan Information

of the land loan principal. But
the developer pays 12.5 per-
cent of the principal to obtain
title for that lot. This practice
ensures that the land mortgage
is retired before the develop-
ment completely sells out.
The developer also borrows
capital to install infrastructure

55 lots
6 months
18 percent

$41,250
$25,000
$25,000

jected costs when planning new
projects. The added cost reduces
the amount they can afford to pay
for raw land and still achieve their
required rate of return. Because de-
velopers pay less for land, owners
of raw land indirectly incur the fee
through a reduction in the market
value of their property.

In markets with competitive
developments, developers may not

10

Raw land loan interest rate
Raw land loan-to-value ratio
Raw land loan repayment rate
Development loan interest rate

Development loan repayment

and prepare the land for home-

7.5 percent = :

75 percent building. That loan provides
125 percent for accelerated debt retirement
8.5 percent based on the same 125 percent

125 percent

*$3,000 per acre. Dollar amounts taken from a development in the
golden cheeked warbler zone 1 habitat in western Travis County. In
that area, developers can take advantage of the regional incidental
take permit held and administered by the City of Austin and Travis
County. Mitigation fees collected support the Balcones Canyon-

lands Conservation Project.

Source: Real Estate Center at Texas A&M University

convention.

This analysis includes the
effects of development fees on
raw land values and the cost of
finished homes. Table 2 shows
land values calculated using
different scenarios.

TIERRA GRANDE



Typical Tract Homes

Resort Homes'

Table 2. Effect of Development Fees on Lot Prices and Housing Costs

Upscale Homes?

Lot represents 40 percent of home value
Lot represents 25 percent of home value
Source: Real Estate Center at Texas A&M University

second, they encourage the
“upscaling” of develop-
ments, resulting in higher-

Homebuyers pay | Homebuyers pay | Homebuyers pay priced homes than would
0 percent of fees | 100 percent of fees | 50 percent of fees have been built if home-
Original raw land value, no development fees builders did not have to try
(Maximum price developers can pay and still achieve to recoup higher lot costs.
18 percent return) $527,667 §527,667 $527,667 Upscaling has a two-
New raw land value, with development fees $482,268 $527,667 $504,968 pronged effect on local
Landowner loss economies. First, higher
(Reduction in sales price of raw land) $45,399 - $22,699 home prices increase clos-
Homebuyer loss ing costs, including down
Added lot cost (alone) - $69,335 $34,665 payments, loan origination
Added lot cost plus “upscaled” development costs - $173,338 $138,662 fees and ‘insurancc premi-
Total loss (landowner + homebuyer) $45,399 $173,338 $161,361 ums. This makes hquses
(110 percent of fee ) (420 percent of fee) |~ (391 percent of fee) less affordable by pricing
Added cost per home $3,152 $2,521 marginal buyers out of the

market.
Second, because higher
mortgage payments use

Typical Tract Homes Scenario

The Typical Tract Homes column represents an extremely
competitive housing market in which developers cannot pass
fees on to homebuyers. In this scenario, developers who are
subject to the fee must compete with others who are not. For
example, one city might impose high fees while neighboring
cities do not. Owners of raw land bear the burden of develop-
ment fees through reduced raw land values in these cases.

If land prices were not reduced, development would halt
in the affected area because developers could not achieve an ad-
equate return at current prices. Developers would shift to
projects in other locales. Eventually, gen-
eral price increases and a shortage of lots
would likely make development profit-
able once again at the raw land prices
landowners were originally asking. It
might look as though land prices had
remained stable; however, they would
actually be lower than they would have
been absent the fees’ negative impact on
development.

forces and

Resort Homes Scenario

The Resort Homes column represents
the opposite end of the spectrum — high-
end homes in a luxury or resort setting
that has no competition. In this scenario, 100 percent of the fees
are passed through to the homebuyer.

This scenario also applies to regions where virtually all
developers are subject to development fees. In these areas, de-
velopers can pass the full fee on to homebuyers. Owners of raw
land incur no loss. However, the magnifying effect of carrying
costs would impact the lot prices homebuilders pay. Develop-
ers would have to collect an added $69,335 to shift fees and
carrying costs to homebuilders.

ike developers, homebuilders pass increased land costs
Lon to homebuyers through higher home prices. Higher

land costs prompt builders to create higher-end devel-
opments with larger, more expensive houses. Development
fees thus affect the prices homebuyers pay in two ways. First,
the lot price increase is added to the price of the home. And
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Ultimately, market

shift fees from
developers to owners
of raw land and to
homebuyers.

more of homeowners’

housing budgets, upscaling limits expenditures on other items.
This budget effect tends to limit the number of homes that can
be cost effectively provided in an area’s housing market. This
supply effect could potentially result in a net reduction in a
community’s housing inventory.

hese combined effects could affect the local govern-

I ment’s tax base. Upscaling should result in higher tax-

able values per home. However, the reduced numbers of
homes resulting from the supply effect could translate to a net
loss of added value.

Factoring in the value of the public service provided by the
fee further obscures the issue. The
public expenditure may enhance prop-
erty values by improving community
marketability. If funds are diverted to
activities not affecting homes, fees are
an cconomic drain on development.
Thus, the ultimate economic impact
on the community remains unclear.

competition

Upscale Homes Scenario

Between the extremes of the tract
homes and resort homes scenarios,
developers and homebuilders likely
encounter markets that allow limited
fee shifting to homebuyers. In these
markets, the portions of development fees not shifted stifle
development or reduce raw land values. The Upscale Homes
column in Table 2 shows the effects of development fees in
markets where the fee is split equally between landowners and
homebuyers.

Analysis confirms that the actual cost of development fees
always exceeds the face amount of the fees when developers
are required to pay at the outset of the development process. In
addition, this shifting of fees to homebuyers increases housing
costs and reduces home affordability. Ultimately, landowners
and homebuyers pay development fees, not the developers who
were initially targeted. %

Dr. Gilliland (c-gilliland@tamu.edu) is a research economist and Sandefs a
former graduate student with the Real Estate Center at Texas AGM University.
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Investment

ismal performances by stocks and mutual funds over

the past several years have business and personal inves-

tors looking for alternative places to store their wealth.
Many personal investors are buying bigger, newer homes or
improving the ones they already own, encouraged by the fact
that housing prices have continued to rise even as stock in-
dexes slide.

Economists see housing more as a consumption good than
an investment, primarily because homeowners usually pur-
chase custom features and amenities that may not be valued
tully on resale. Living in the asset also cramps a homeowner’s
ability to buy and sell at advantageous times. In most cases, a
seller taking advantage of a seller’s market gives up that advan-
tage when buying replacement housing. Nevertheless, home-
buyers expect their homes to be sound investments.

So how has the typical home performed as an investment
in recent years? Real Estate Center staff computed average
investment returns for median-priced homes purchased in
Texas’ largest metropolitan areas for each year since 1989. For
comparison, average returns also were computed for the United
States as a whole. Results indicate that:

o With moderate levels of borrowing, owner-occupied
homes provide attractive returns that are relatively con-
sistent from year to year.

e Homes in Texas’ big cities generally perform better than
the national median, primarily because it costs more to
rent comparable housing in Texas.

e Housing returns have been especially high in recent years
as homeowners have enjoyed strong appreciation rates
and low mortgage interest rates.

To show how a typical home’s investment performance
changes each year, one-year returns were calculated based on
the purchase of a median-priced home during the first month
of each year from 1989 to 2001.

How Returns Were Calculated

Market prices alone are misleading as an indicator of invest-
ment return. For owner-occupants, investment return consists

12

of net cost savings from living in the home and any increase
in the value of equity. The cost savings component equals the
rent that would have been paid for comparable housing minus
the expenses of owning the home, including mortgage pay-
ments and routine maintenance.

The value increase component of investment return equals
the value of the home at the end of the year less outstanding
mortgage debt and the original equity investment. Return on
investment equals the sum of the cost savings component and
the value increase component divided by the cash investment
(down payment plus transaction costs), or

rent—debt payments—-maintenance +end value—mortgage balance—cash investment

cash investment

Table 1 compares annual investment returns for median-
priced homes in sclected Texas cities and the nation as a
whole.

Note that, except for San Antonio, homes in Texas were
consistently better investments than the typical American
home. Returns were largely positive in the early 1990s compared

o Houston sl
Worth Antonio
1989 45 ]
| 1990 | ©0.2) .
1991 (9.6) 7.9 21.8 22.8
1992 | (12.3) 0.6 89 Lz
1993 (3.4) 11.2 16.2 21.2
1994 (esy 9 {10) B
| 1995 11.9
199 | (1.4
1997 11.1
1998 10.7
1999 21.3
2000 31.3 ;
2001 22.9
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Fort Maiston San
chase Worth Antonio

uU.S. Dallas

Home sales price = $129,000

Mortgage interest rate = 6.25 percent
Rent for a comparable home = $1,000/month, $12,000/year
Property taxes = $3,600/year
to the negative results nationwide. Fort Worth had positive T = $1.800
returns in every year of the study. T T— '
The main reason for this relatively good performance is s iy
that comparable rents are higher in Texas cities than they are Bupecsimzame taschropket = 15 prercant

nationwide. For example, in 1994 comparable rent averaged (marginal tax rate)

$532 per month nationwide, but for Dallas it was $788, and for
Fort Worth it was $663. Houston’s 1998 comparable rent was
$865 versus the national average of $633. The rent a home-
owner saves by being able to live in the home is a big part of
investment return. The higher comparable rent is, the higher
the return.

comparable rent — property taxes — other costs)

. = Net percentage rent savings
price
or

Multiyear Holding Period Returns

hink of annual returns as similar to annual changes in
the Dow Jones Index: they show which years were good
and bad for homeowners. However, few homeowners
own their homes for only one year. Returns calculated over
a period more in keeping with a typical homeowner’s tenure
would be more indicative of a home’s investment performance.
Most people own a home for ten to 11 years on average.
Table 2 shows annual returns on homes sold in 2002, after
various multiyear holding periods. For the most part, these
returns compare well with other asset types held over the same
periods.
As with the first-year returns, these returns are based on
80 percent financing. Given that they all are positive, bor-
rowing more — as many homeowners do — should provide
even higher returns. The problem with borrowing more is
that it increases the monthly loan payments and decreases the
amount of initial equity. Higher monthly payments also reduce
the savings the owner nets from living in the house. On the up
side, the return from price appreciation is magnified because
the required cash investment is smaller.
If the value of the home decreases, that effect is magnified
as well. Equity can be completely lost through decline in value.
Owning a home can be a great core investment for one’s
portfolio and has provided substantial returns for a number of
years, not just during the recent hot markets. By borrowing
at favorable interest rates, returns can be further magnified.
Refinancing when rates fall is another option that could result
in returns even higher than those indicated here.
For details on methodology or data sources used in this
article, email info@recenter.tamu.edu. ¥

(12,000 - 3,600 — 1,800)

= 5.1 percent
129,000

Interest rate x (1 — marginal tax rate) = After-tax interest rate

or
6.25 x (1 —.15) = 5.3 percent

(after-tax interest rate) — (net percentage rent savings)
or
5.3 -5.1 =0.2 percent.

Dr. Harris (jharris@cgsb.tamu.edu) is a research economist with the Real
Estate Center at Texas AGM University.
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Market Profile

By Harold D. Hunt

estled on the shore of Galveston Bay, the greater
Clear Lake area has long been one of Houston’s best-
kept secrets. Ten cities and a slice of south Houston
make up this diverse region, which boasts a population of
400,000. Often linked inextricably to NASA and the space
program, Clear Lake is indeed about space — and more.
“More” is the concept behind the greater Clear Lake area’s
upcoming name change. “Our region now extends well beyond
the shores of Clear Lake,” says Jim Reinhartsen, president and
CEO of the Clear Lake Area Economic Development Founda-
tion. “We decided to change the name to Bay Area Houston,
which gives a clearer image of our territory.”
Lying within both Harris and Galveston counties, Bay
Area Houston includes part of Houston along with the cities
of Friendswood, Kemah, League City, Nassau Bay, Seabrook,
Webster, Clear Lake Shores, El Lago, Taylor Lake Village and
Pasadena.

Array of Economic Drivers
A recent report by Angelou Economics indicates that aero-

space, technology and specialty chemicals have been the stron-

gest contributors to Bay Area Houston’s economy. However,

AEROSPACE is the
backbone of area
business. United Space
Alliance, a partnership
between Boeing and
Lockheed Martin,
manufactures equipment
for NASA’s space shuttle
program. (Right) Flight
suits and helmet made for
the next shuttle mission,
on hold pending results
of the Columbia accident
investigation.
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tourism, recreational boating and biotechnology are broadening
the region’s economic base.

Since the Johnson Space Center opened more than 40
years ago, the aerospace industry has maintained a command-
ing presence in Bay Area Houston. NASA and more than 70
aerospace and defense firms currently employ more than
15,000 in the region. Bay Area Houston is home to 92 percent
of Houston's aerospace jobs and 4.5 percent of Houston’s total
employment.

Technology employment in Bay Area Houston
goes well beyond the aerospace industry. More than
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9,000 employees in the region work in software development
and computer services firms.

The specialty chemical industry is an effective counter-
balance to the area’s aerospace and technology industries.
Pasadena’s oil refineries and the world-class Bayport Industrial
Complex employ 8,000. Specialty chemical companies have
invested more than $2.5 billion and have an annual economic
impact of more than $1 billion on the region.

3 Tourism is
expanding rapidly,
with more than two
million tourists
visiting the Bay
Area annually. The

DIVERSE COMMUNITIES with
shared economic goals make up the
area. (Top) A high-end community
in Seabrook. (Above) Scientists
consult inside the mock-up of the
International Space Station at the
Johnson Space Center. (Right) Map
of Bay Area Houston.
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$68 million Space Center Houston, launched in 1992, attracts
nearly one million tourists per year. The Kemah Boardwalk, a
$25 million development, is rapidly becoming one of the state’s
premiere restaurant and entertainment destinations.

ecreational boating accounts for about 10 percent of all

gross sales in the Bay Area — more than $200 million

annually. Bay Area Houston’s 19 marinas have more
than 7,000 boat slips with the third largest concentration of
pleasure boats in the United States.

Biotechnology is a steadily growing niche industry in Bay
Area Houston. Located squarely between Houston’s Texas
Medical Center and Galveston’s medical research facilities, the
region employs more than 2,900 in biotech-related firms. Some
biotech companies, such as Wylie Laboratories, are conducting

~ Houston Ship
~ Channel

Galveston
Bay

Nassau
Baya

League
City




space-related research projects they hope will lead to advance- pendent of the greater Houston market, which is affected more

ments in cancer treatment and drug development. One such directly by national economic factors as well as business cycles
project involves studying the effect of weightlessness on cell in the energy and specialty chemical industry. The Bay Area’s
tissue. office market has remained relatively stable by comparison

because of its ties to the aerospace industry.” Davidson says

Healthy Commercial Market aerospace-related tenants account for about 35 percent of the

ay Area Houston'’s office market is relatively small in occupied office space in Bay Area Houston.
terms of total inventory compared with other Houston The region’s warehouse and distribution properties are
submarkets. The region’s 80-plus office buildings, total-  minimal. Excluding owner-occupied space, Bay Area industrial
ing 5.7 million square feet of space, represent a mere 3 percent inventory is about 1.3 million square feet. However, Davidson
of the Houston metro’s total office space. reports that specialty chemical companies continue to move
According to Coy Davidson, vice president of Colliers In- into the area and expand white collar engineering and manage-
ternational, “The Bay Area office market is somewhat inde- ment functions related to area manufacturing operations.

Vendors to the major specialty chemical firms are ‘
also relocating to the area to service their clients more
conveniently. Demand for flex and light industrial
space in Bay Area Houston should continue to grow.

Bay Area Houston residents earn some of the
highest incomes in the Houston area, with 18.3
percent of households bringing home more than
$100,000 per year. As a result, the region’s retail
market has performed well. Baybrook Mall is the
number one suburban Houston mall with annual
sales per square foot at $490.

Variety of Residential Options

everal Bay Area cities including Friendswood,

Kemah, League City, Pasadena, Seabrook and

Webster were founded in the late 1800s. Some,
such as Nassau Bay and Taylor Lake Village, devel-
oped as the Johnson Space Center grew.

The disparity in the ages of communities, com-
bined with the area’s range of landscapes, has pro-
duced a surprising difference in character and feel
among Bay Area Houston cities. Homebuyers
can find new waterfront homes, older ranchettes
and everything in between. Once they purchase
a home, they can be duck hunting, sailing or at
work in downtown Houston in half an hour.

Home sales prices vary widely in the region.
More than 32 percent of the homes sold in 2002
through the Bay Area multiple listing service
(MLS) were priced at more than $160,000. How-
ever, more affordable housing is also available.
Almost 30 percent of MLS homes sold last year
were priced less than $100,000.

LIVING LARGE on

land and sea. (Above)
Recreational boats in the
marina at South Shore
Harbour Resort. (Right)
Housing prices in the
area vary from high-end
to affordable. (Bottom)
Private piers stretch
toward the horizon near
the Kemah Boardwalk.
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Educational Opportunities

Bay Area Houston is served by three independent school
districts (ISDs) — Clear Creek, Pasadena and Friendswood.

San Jacinto College and the University of Houston both have
campuses in the Bay Area.

he University of Houston-Clear Lake, with an average

student age of 32, is a major educational resource for

working adults. Computer science and teacher educa-
tion are popular fields of study, with the master of business
administration and master of health care administration
degrees among the most favored. A master’s level bioscience
program is under consideration.

San Jacinto College has teamed with the Clear Creek, Friends-
wood and Pasadena ISDs to create the Aerospace Academy for
Engineering and Teacher Education. The program aids students
and teachers working in math and sciences through education-
al partnerships with businesses and government entities.

Many local firms steer employees toward continuing educa-
tion programs as well. Scholarships, tuition reimbursement
and release time to attend college classes are not uncommon.

Houston, We Have a Solution

The Space Alliance Technology Outreach Program (SATOP),
a groundbreaking initiative started in 1998, offers free tech-
nical assistance to small business owners, entrepreneurs or
inventors facing technical challenges, large and small. Directed
out of the Clear Lake Area Economic Development Foundation
office, the program was created to help save or create local jobs.
SATOP is now a statewide
initiative.

The program enlists en-
gineers and scientists from
area universities, NASA
centers and NASA subcon-
tractors who volunteer up
to 40 hours of their time
per request for help. These
volunteers exercise their
technical skills in solving
down-to-earth problems gt
faced by small business LR ,‘:??,f"’
owners. SATOP’s success
stories include eliminating
acoustical problems in a
dance studio, increasing the
energy efficiency of storm
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windows and developing an air filtration system for ceiling fan
blades.

Bob Mitchell, SATOP’s Texas executive director, says,
“The program’s goal is to speed transfer of space technology
to the private sector. Small businesses are just a click away
from tapping into the power of the space program.” For more
information or to request technical assistance, visit www.
spacetechsolutions.com.

Bay Area Houston has evolved into a diverse, dynamic
component of the greater Houston metropolitan area. With
abundant business opportunities and a sought-after quality of
life, the region that owes so much to space is clearly on solid
ground. %

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

SOFTWARE AND COMPUTER
services, biotechnology,

and chemicals and plastics
are all major players in the
area. (Above) The Bayport
Industrial Complex is home
to American Acryl, an acrylic
manufacturing plant. (Left)

A robotic transfer system for
fragile frozen protein crystals,
engineered by Oceaneering
International, Inc.
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to Survive

By Harold D. Hunt

ill Rogers said, “Eve:
if you're on the right
track, you'll get run
over if you just sit
there.”
The ultracompetitive medical
industry exemplifies this conven-
tional wisdom, with headline-making treatments and science-
fiction-like surgical procedures introduced almost daily. In this
field, innovation equates with survival; stagnation can be the
kiss of death.
Real estate developers marketing to the health care industry
are discovering that more than ever, they, too, must keep up
with the specialized needs of their clients to stay competitive.

Developing Medical Space

Medical offices are typically more expensive to build than
traditional office space, primarily because of the extensive
plumbing, cabinetry and electrical capacity required. Although
these finish-out costs are usually passed on to tenants, they
drive initial project costs up.

18

atmosphere and televisions at
each patient station was among
the center’s first tenants.

Many medical professionals also look for the flexibility to
expand their space without relocating because moving a medi-
cal practice is extremely expensive. In addition to the costs of
moving medical equipment and fixtures, there are unknown
indirect costs related to asking patients to adapt to a new loca-
tion. Consequently, medical tenant turnover is generally low.

While this creates a stable environment for existing inves-
tor-owned properties, it negatively impacts the financial fea-
sibility of new medical office construction. Lenders typically
require extensive preleasing, usually 60 to 70 percent, before
they agree to finance new medical space. As a result, construc-
tion of speculative space is limited.

Two recently built properties provide an interesting look
into the latest trends in medical space.

TIERRA GRANDE



Park Cities Medical Plaza (Dallas)

he predominance of managed care programs, which

limit doctors’ fees, has resulted in steady downward

pressure on physicians’ incomes. Some physicians are
now focusing their practices on medical services that generate
the highest income, such as surgery.

About two years ago, Cirrus Health Services, a subsidiary
of the Dallas-based Cirrus Group, began working directly
with local physicians to determine if there was a need for an
outpatient ambulatory surgery center in the Park Cities area
of Dallas. Project feasibility was based on demographic factors,
such as potential patient population size and affluence, and
the presence or absence of competing facilities. Cirrus then
determined the overall tenant mix needed to provide the most
practical bundle of medical services.

“This was one of the most critical steps in the development
process,” says Jason Dodd, director of real estate services and a
partner with The Cirrus Group. “Without a strategic approach,
medical deals like this are impractical. Our strategy is nothing
like speculative office building.”

The group decided that the Park Cities Medical Plaza
(PCMP) would be a three-story, 39,000-square-foot facility with
a day surgery center as primary tenant. The Texas Department
of Health mandates that surgery patients in this type of facility
be allowed a maximum of 23 hours to re-
cover in the center, thus excluding
trauma and intensive heart
surgery patients.

Choosing a surgery
facility, which requires
sizeable square footage,
to be the primary ten-
ant meant that a large
block of space would
be preleased, increasing
the property’s financial
viability. The surgical
center occupies one-
third of the building’s
leasable space; another
third houses a full-ser-
vice imaging center,
including radiology, MRI and CATSCAN facilities, which sup-
ports the surgical facility.

Cirrus was able to accommodate the surgery center’s
cost-intensive and complex build-out requirements. The high
income level generated by surgical services has allowed more
of the development’s cost to be shifted to the surgical center,
which is effectively subsidizing the remaining tenants’ rental
rates.

Surgeons with office space in the building benefit from
proximity to surgical facilities. Travel time typically required
between surgery and seeing patients in the clinical setting has
been significantly reduced.

The Texas Sports Medicine and Orthopaedic Group is an
anchor tenant in PCMP. Previously located down the street,
the group had been sending their surgery cases to other area
hospitals. Now the group sends a steady stream of day surgery
patients to the PCMP surgical center.

The Park Cities area is one of the most affluent in Dallas,
s0 the other tenants chosen to round out the mix primarily
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service upper-end clientele. They include cardiologists, a Heart
Health and Wellness Center, a plastic surgeon and a “bou-
tique” physician who works on retainer and services a limited
number of patients. In keeping with the upscale environment,
valet parking is available to patients.

Building medical developments with a specific focus — in
this case, a surgical center — has worked well for Cirrus. The
company is currently developing four other medical office
properties in the Dallas-Fort Worth area and has completed 12
other health care facilities in the Dallas-Fort Worth and Hous-
ton markets.

Corporate Centre Kirby (Houston)

The Texas Medical Center (TMC) in Houston employs
more than 61,000 on its 700-plus acre campus. It is the largest
concentration of medical facilities in the world. The complex
boasts 22 million square feet in physical plant space with pro-
jections for an additional 10 million square feet to be developed
during the next decade.

In June 2001, during tropical storm Allison, the center
sustained an estimated $2 billion in flood damage. Insurers
are now hesitant to insure property in the basements of TMC
buildings, creating increased demand for space near the complex.

Warehouse Associates, a Houston-based development firm,
is capitalizing on its proximity to the TMC by building a new

AN AFFLUENT CLIENTELE was
the driving force behind Park Cities
Medical Plaza’s elegant design
(left) and hand-picked tenant mix.
(Below) Top-of-the-line imaging
facilities support the surgical
center and private practices in the
building, as well as those nearby.

flex/service center. Corporate Centre Kirby, the development’s
first phase, is 107,800 square feet of space in two buildings on
seven acres of a 60-acre tract fronting South Kirby Drive.

"The idea for Corporate Centre Kirby was to achieve a high
level of design aesthetics,” says project architect Mark Verrett
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of Verrett Architects. “The property has the look of a high-end,

two-story property although it’s basic tilt-wall technology.”

A color consultant was used to determine the most attrac-
tive color mixes and proportions for the exterior walls. Such
attention to detail is unusual in flex-service center space, but
Verrett considered it necessary to attract higher-end medical
tenants. Corporate Centre Kirby also offers less traffic conges-
tion and more convenient parking than the TMC for both
medical employees and
patients.

David R. David, the proj-
ect’s developer, originally
felt that support services
such as labs or medical sup-
pliers would show the most
interest in the property.
Instead, more traditional
medical clients, including
a dialysis clinic, medical
offices and a home health
care firm are among its first
tenants.

The property’s 26-foot
ceilings appeal to prospec-
tive tenants because they
offer a range of finish-out
options. Businesses get a
“mezzanine-ready” shell

space that can be con-
verted from one-story to
two-story space for about
$14 per square foot before move-in. This essentially equates to a

rent-free second floor. Other attractive design options are avail-

able, including dramatic two-story entrances.

Corporate Centre Kirby buildings were designed to accom-
modate a wide variety of uses with maximum flexibility. “Not
many buildings can be converted from warehouse to medical
lab or complete office without major changes,” says Steve
Salverino of Rosenberger Construction. “Here, parking is not a

prowdes doctors space near a particular
hospital with the objective of getting pa-
tients to use that hospital for treatment or

; more frequently.
services.

“LEAVE OUTS” IN FOUNDATIONS at Corporate Centre Kirby
accommodate the added plumbing medical offices need.

office 'space in favor of neurosurgeons,
cardiologists or others who admit patients

problem, columns were oversized to facilitate the mezzanine
construction option, and a 10-foot wide “leave-out” (space)
was left in the foundation to allow cheaper and more effi-
cient installation of the extensive plumbing medical tenants
require.”

Finally, the property is gated, with controlled access only. A
custom security package known as “Virtual Guard” combines
two security systems. One component electronically monitors
the property. When sensors
are tripped, off-site law-en-
forcement takes control of
a camera system transmit-
ting over the Internet.

The system offers one-
way visual and two-way
voice communications
with intruders or with cli-
ents exiting the property.
Another component pro-
vides automated electronic
gates and access card read-
ers. Although this system
has been used extensively
in gated residential com-
munities, Corporate Cen-
tre Kirby is one of the first
to apply it in a flex-space
setting.

Demand for state-of-
the-art medical treatment
will no doubt continue to
increase as the baby boom generation nears retirement. This
in turn will drive demand for state-of-the-art medical space.
Although the risks in developing such specialized space are
significant, innovative developers can also find opportunities
for profit. %

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

munication with colleagues on a regular
basis, they typically form practice groups.
If member doctors are specialists who see

Because a hospital’s primary profit
center lies in servicing patients, not leas-
ing office space to doctors, maintaining
a high occupancy rate is less important
to the hospital than to most commercial
leasing operations. In fact, hospital-leased
space is much like a “loss leader” item at a
grocery store — its purpose is to provide a
steady stream of patlents seeking hospital
services.

Physician-owned

Physicians and other medical profes-
sionals may choose to purchase their own
office space. Some expect a long-term
benefit from building equity in real prop-
erty rather than paying rent. Others simply
desire more control over this aspect of their
business. Many doctors want to provide
patients with a conveniently located of-
fice away from medical centers, because

many critically ill patients, they may choose
to locate close to a hospital for liability rea-
sons and convenience.

Investor-owned

In contrast to the other ownership types,
development of investor-owned medical
space is based solely on financial feasibility.
Facilities must offer the types of space medi-
cal professionals want in locations that serve
the needs of both doctors and patients.
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Property Taxes

If the word “protest” makes you think of angry, placard-carrying
mobs confronting police in riot gear, crank your imagination
down a few notches. Think instead of business owners peacefully
protesting their property tax assessments in an effort to minimize
their property tax liabilities.

he Texas Property Tax Code allows businesses and in-

dividuals to protest property valuations they consider

inaccurate. Most businesses that take advantage of the
protest process do so to correct clerical errors or to document
physical deterioration that lowers a property’s market value.

While physical deterioration is important, other factors may

have a greater impact on value. Negative environmental factors
and design flaws, for example, often go unreported or are inad-
equately described in a protest or appeal. Appraisers routinely
identify these influences as obsolescence, which can be either
external or functional depending on the source of the problem.
To convey the importance of these negative influences, busi-
ness owners must describe the problems in detail and convinc-
ingly quantify their effects on the property’s value.

External Obsolescence

External obsolescence arises from factors beyond the own-
er’s control, such as negative environmental influences. Nega-
tive effects can be direct, like pollution-producing neighboring
properties, or indirect, such as too many suppliers of a particu-
lar product or service in the area. In most business settings,
external obsolescence results in lost property income, which in
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turn reduces market value. Standard cost-based tax appraisals
seldom adjust for this kind of devaluation.

For property to be assessed at a lower taxzble value, the
owner must convince the local appraisal district that the prop-
erty’s value suffers from a negative external :nfluence. If the
problem stems from a neighboring property, the owner must
clearly describe the problem and offer evidence to substantiate
a lower value.

Visual evidence such as photos can dramatically convey the
nature and extent of problems. Any available statistical evi-
dence on income loss or overcapacity in the market can bolster
the case. Facts and figures in chart or graph format are effec-
tive. After establishing external obsolescence, the owner must
provide an objective estimate of its effect on the property’s
value.

Functional Obsolescence

Functional obsolescence results from flaws within a prop-
erty that limit its market appeal. Defects become apparent
when the property is compared with other properties of the
same type. Buildings that have been converted from one use to
another frequently suffer from functional obsolescence.
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Buildings that were state of the art when they were con-
structed frequently suffer obsolescence as new designs and
technologies emerge. Buyers are unwilling to pay as much
for older properties as they would for modern, fully equipped
facilities.

Functional obsolescence can stem either from deficiencies
or superadequacies. Lack of central air conditioning in an of-
fice building is an example of a functional deficiency. A large
atrium in an office building is an example of a superadequacy,
an expensive addition not present in more typical, cost-effi-
cient properties. Superadequacies diminish property value by
reducing market appeal, resulting in lower net income and a
lower market value.

This particular superadequacy reduces value in two ways.
First, a modern office building would not have the large
atrium, which is unrentable
square footage. The difference
between the cost of construct-
ing the building with the large
atrium and that of building a
modern replacement without
a large atrium is an excess
cost. When this excess cost e
is included in an appraisal, it -
adds to the property’s valua-
tion without producing any -
offsetting income.

Second, the superadequacy ; —
raises operating costs because ' /
the unrentable space in the atri- F
um must be heated and cooled.
A modern building with the
same amount of rentable space
and a standard entry would not
require this expenditure. Main-
tenance of the unrentable space further reduces the cost-
derived value estimate. Presumably, potential buyers would
factor this into their offers.

significant.

Estimating Obsolescence

oth external and functional obsolescence reduce prop-

erty net income. Documenting the negative effects of

obsolescence helps property owners measure the dollar
amount of value lost to obsolescence. Once the amount of net
income loss suffered because of an obsolescent feature is de-
termined, that figure can be used to quantify obsolescence for
the local appraisal district.

For example, a poorly designed workspace that results in di-
minished productivity will result in deficient output. Property
owners can demonstrate such inefficiency using a statistical
analysis of typical industry income standards for that kind
of business operation. By converting the difference between
actual income and typical income into an estimate of income
shortfall, the owner can quantify how much a poor design has
reduced the value of the property.

Property tax deductions for obsolescence are subject to
limitations. If a deficiency can be rectified by remodeling the
property, the deduction for obsolescence cannot exceed the
remodeling cost. For example, suppose a property contained
an old-fashioned single-compartment sink instead of a double-
compartment sink, which is now the standard. The owner
could eliminate the deficiency by replacing the sink with a
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OBSOLESCENCE CAN BE BEAUTIFUL, as in this oversized lobby.
But costs to maintain such nonincome-producing space are

modern one. The cost of purchasing and installing that new
sink is the figure used to measure obsolescence if that cost is
less than the capitalized income loss (the present value of ex-
pected annual losses over the life of the investment). However,
if the cost of correcting the deficiency exceeds the capitalized
income loss, the deficiency is considered incurable, and the
amount of capitalized income loss is the figure to present to
the appraisal district as evidence of overvaluation.

f functional obsolescence is caused by the absence of a

feature that is standard in comparable properties, measur-

ing obsolescence becomes more complicated. In the sink
example, an existing but deficient feature was replaced with
its modern equivalent. If the feature had been missing en-
tirely, adding it would represent an improvement to the exist-
ing property, not a remedy for obsolescence. Because current
value is based on the existing
property in its current con-
figuration, the cost of adding
a missing clement cannot be
used effectively to argue that
a property has been valued
incorrectly.

When a feature is added to
a property to remedy obso-
lescence, the cost of install-

- ing it during construction

of a similar new building is
subtracted from the estimated
cost of adding it to the existing
building. That difference is a
measure of obsolescence. For
example, suppose a property is
cooled with floor fans whereas
the standard building has cen-
tral air conditioning. Adding
central air to this existing facility will cost more than building
it into a new structure because ducts and wiring must be added
to the existing structure.

In this case, obsolescence would be quantified as the cost
of adding central air to the deficient building minus the cost
of including central air in a comparable new building. If that
figure is less than the capitalized income loss, the property
owner could request that the property appraisal be reduced by
that amount.

Once obsolescence is established, the tax savings realized
in the first year should continue each year for as long as the
problem exists. These tax reductions may represent substantial
savings for property owners.

The examples used in this article are simplified but il-
lustrate the complicated nature of estimating obsolescence.
Although property owners may casily identify obsolescence,
quantifying value loss can be both difficult and time consum-
ing. However, given current property tax rates, the amounts at
stake may be substantial. Owners may find it cost effective to
engage property tax and valuation experts to assist in develop-
ing a convincing case.

For more complete information about estimating obso-
lescence, see The Appraisal of Real Estate: Twelfth Edition
published by the Appraisal Institute. %

Dr. Gilliland (c-gilliland@tamu.edu) is a research economist with the Real
Estate Center at Texas AGM University.
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ince 1994, real estate brokers, sales

associates and other real estate

professionals have been able to
deduct unlimited real estate activity
losses from their other sources of in-
come, such as self-employment, salaries,
interest and dividends. However, a new
U.S. Tax Court case demonstrates how
part-time real estate professionals can
lose deductions if key requirements are
not met (Jahina, TC Summary Opinion
2002-150).

Under the general rules, individu-
als are eligible to deduct unlimited real
estate losses if two conditions are met.
More than half of all personal
services they perform during the
year must be for real property P
trades or businesses in which
they materially participate. Real
property trades and businesses
include real estate brokerage,
management, rental, operation,
leasing, development, construc-
tion, reconstruction, acquisition
or conversion. Material partici-
pation requirements are met if
the taxpayer is involved in real estate
operations on a regular, continuous
and substantial basis. Limited partners
typically do not materially participate
because active involvement could cause
them to lose their limited liability status.
Individuals also must perform more

than 750 hours of service per year in
those real estate activities. Married
couples filing joint returns meet the
eligibility requirements as long as at
least one spouse meets both the material
participation and 750-hour requirements.
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An example based on the facts of the
new court case helps illustrate real estate
loss rules and computations for part-time
real estate professionals.

Birgit Jahina’s rental properties com-
prise five apartment buildings with a
total of 109 units and three single-
family condominiums. She has an under-
graduate degree in English and an MBA.
Prior to 1996, she had six years’ experi-
ence working in the fields of financial
accounting, auditing and banking. She
does not have expertise in taxation.

During the two tax years in question,
1996 and 1997, she worked 18 months

art-timers should keep
detailed documentation
of time spent on real

estate activities.

full time and six months part time in
accounting and banking. Her husband,
Karl, worked full time as a structural en-
gineer and spent no time on work related
to the rental properties or any other real
estate activities.

n addition to working in her full-

time and part-time jobs, Birgit was

actively engaged in managing the
rental properties. She often worked in the
early morning hours, prior to her salaried
employment, on her rental property finan-
cial statements, tenant correspondence

Income Taxes

and other paperwork related
to the rental properties. In her
own words, she monitored
“every phase of the business.”

Birgit stated that she
devoted more than 1,800
hours annually (more than 35
hours per week) to the rental
activities. While there were
resident property managers at
three of the properties, Birgit
made all the decisions affect-
ing the properties.

The Jahinas claimed they
were entitled to deduct their
real estate losses against their
non-real estate income be-
cause Birgit was a real estate
professional, and the rental
properties made up a trade
or business in which Birgit
materially participated.

Two factors caused the Jahinas to lose
the court case and the ability to deduct
the real estate losses. First and foremost,
the Jahinas did not file an election (a one-
paragraph statement) with any of their tax
returns to treat their rental properties as
one rental activity rather than multiple
ones. A tax professional would not have
overlooked this technicality. Without the
election, Birgit had to satisfy the 750-hour
requirement for each rental property, and
this was not possible.

Second, Birgit’s documentation of her
time spent on the rental units was not
complete or precise. Birgit ad-
mitted in court that her summa-
ries of time spent were overstat-
ed. She said the summaries were
hurriedly prepared for the IRS
audit based on her calendars,
phone records, correspondence,
bills and other records.

As a result of the court case,
the Jahinas were not allowed
to deduct real estate losses of
$128,168 for 1996 and $95,553
for 1997. They were required to pay
$19,336 and $26,084, respectively, for
1996 and 1997 taxes owed, plus interest.

Real estate investment activities
typically have a variety of tax com-
plexities. Consultation with a compe-
tent tax accountant or tax attorney is
recommended. ¥

Dr. Stern (stern@indiana.edu) is a research fellow
with the Real Estate Center at Texas AGM Uni-
versity and a professor of accounting in the Kelley
School of Business at Indiana University.
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WHERE THE WIlD THINGS ARE

WILDLIFE MANAGEMENT REAPS PROPERTY TAX SAVINGS

BY JUDON FAMBROUGH




t’s a fact — today’s rural land buyers are more likely to have

hunting and fishing on their minds than cows or cotton.

Recreation is the primary motive fueling the rural Texas
land market.

Fortunately for recreationally motivated buyers, it is no
longer necessary to demonstrate a legitimate farming or ranch-
ing practice to get a property tax break on rural land. If the land
being purchased is classified as “open space” for appraisal pur-
poses, converting it to wildlife management use can maintain
that status and the favorable property tax treatment that goes
with it.

What is Open Space Appraisal?

Rural landowners can receive substantial tax savings
through either an agricultural use appraisal or an open space
appraisal. Under agricultural use, the landowner must qualify
based on his or her primary occupation and sources of income.
For an open space appraisal, the land, not the landowner, must
qualify based on its current and past usage. Rural land pur-
chased by urban landowners is more apt to qualify for open
space appraisal than agricultural use appraisal.

To qualify for open space appraisal, the land must have been
devoted principally to agricultural use or the production of
timber or forest products for five of the preceding seven years.
The owner must file an application with the chief appraiser of
the local appraisal district providing all necessary information
before May 1.

Land uses that qualify for open space appraisal fall into
five categories: planting and producing crops; raising or keep-
ing livestock or exotic animals; devoting land to floriculture,
viticulture and horticulture; producing or harvesting logs and
posts for agricultural improvements; and wildlife management
(Section 23.521, Texas Tax Code). The last category allows
recreational landowners to qualify for open space appraisal
without actively participating in farming and ranching.

According to the statute, wildlife management status re-
quires the following.

Open space appraisal requires
the land, not the landowner,

to qualify based on current
and past usage.

e The land must qualify for open space appraisal when the
application for wildlife management is filed.

o The land must be used primarily for the management of
one or more indigenous wild animals (targeted or man-
aged species), not farming or ranching.

e The targeted species must be used for human consump-
tion, medicine or recreation.

e The land must be managed “to the degree of intensity typ-
ical for the area” and must properly sustain the targeted
species.

e In some cases, tracts must be a minimum size if they
were a part of a larger qualifying tract the previous year.

At the time the landowner applies for wildlife management
status, at least three of the following seven management prac-
tices must be in use to sustain a breeding, migrating or winter-
ing population of indigenous wild animals.

Habitat control (habitat management). Using the land to
create or promote an environment beneficial to wildlife. This
includes any beneficial manipulation of plants, ground cover or
shelter for the managed species.

Erosion control. Employing practices that attempt to reduce
or keep soil erosion to a minimum for the benefit of wildlife.

Predator control. Engaging in practices designed to manage
predators. This is necessary only when the number of predators
is harmful to the managed species.

Providing supplemental water. Supplying water in addition
to natural water sources.

Providing supplemental food. Supplying food or nutrition in
addition to that produced by the land.

Providing shelter. Creating or maintaining vegetation or
artificial structures that shelter the targeted species during
nesting and breeding and protect them from the weather and
predators.

Conducting census counts. Periodically taking surveys and
inventories to determine the number, composition and other
relevant information about the targeted wildlife population to
see if the objectives of the management practices are being met.

APRIL 2003
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What Land Qualifies?

The Texas Parks and Wildlife Department (TPWD) and the
Texas Comptroller of Public Accounts develop standards for
determining when land qualifies for wildlife management.
Comptroller Office guidelines clarify some statutory require-
ments. For example, the statute states that land must qualify
for open space appraisal before the landowner applies for wild-
life management status.

The guidelines, however, state that the land must qualify
for open space appraisal the year before the application is filed.
Landowners applying for wildlife management status in 2003
must have received open space appraisal status on that land in
2002. Only open space appraisal status qualifies, according to
the guidelines — agricultural use does not.

he targeted species must be indigenous to Texas. The

guidelines define indigenous animals as those originating

in or naturally migrating through an area and capable of
living there naturally. Animals such as hummingbirds or wa-
terfowl that live in an area seasonally qualify. Fish, whether
indigenous or not, do not. The species cannot be imported or
introduced to an area by man. Exotics, feral hogs and emus are
among those that do not qualify.

The mere presence of an indigenous species is not sufficient
to qualify land for wildlife management status. There must be
a sufficient number of animals, including an adequate breed-
ing population, to ensure a viable group for several genera-
tions. Does this rule disqualify land managed for an indigenous
species such as bobwhite quail, which are steadily declining
in some areas, or black bear, which have practically vanished
from Texas?

Beyrl Armstrong, a property tax consultant with Plateau
Integrated Land & Wildlife Management, Inc., and a member
of the committee that developed the standards for the TPWD,
says that managing land for a declining population of northern
bobwhite by climinating predators, improving food sources and
providing cover should qualify. This should be true even if the
population decreases for reasons beyond the control of the land
manager, such as a prolonged drought.
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Managed species must be
indigenous to the area

and present in sufficient
numbers to ensure successful
breeding.

According to Armstrong, “If the habitat exists, there will
be a place for the population to recover and sustain itself.
However, if the population decline is due to inappropriate
land management practices, then either the plan needs to be
changed or a different species targeted.”

The statute states the targeted indigenous species must be
managed for human food, medicine or recreation. The guide-
lines provide that the first two (food and medicine) require
active management, while the third (recreation) can be cither
active or passive. Bird watching, hiking, hunting, photogra-
phy and other hobby-type activities qualify as recreation. The
owner’s mere enjoyment in owning and managing the land for
wildlife fulfills the test.

The statute requires wildlife management to be the primary
use of the property. Land devoted to wildlife management may
be used for other purposes, but those uses must be subordinate to
wildlife management. The chief appraiser gathers and consid-
ers all the relevant facts to determine the land’s primary use.

Updated Guidelines
pdated guidelines issued in July 2002 offer additional
standards to assist tax appraisers in determining when
property qualifies for wildlife management status. Four
qualifications were added. These include a written wildlife
management plan, implementation of the plan, accomplish-
ment of certain practices annually and dedication of a mini-
mum percentage of the land to wildlife management in some
cases.
A written wildlife management plan must be submitted
to the chief appraiser on a TPWD-supplied form before May
1. Described activities and practices must be consistent with
TPWD recommendations for the region where the property is
located. The plan must describe:
o the ownership of the tract and its past and current uses,
e the targeted indigenous animal(s),
e the goals for the property and
o the wildlife and habitat management activities and prac-
tices that support the targeted species.
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The wildlife management plan must be implemented at the
time the application is submitted, and a minimum of three of
the seven management practices described earlier must be car-
ried out each year.

A minimum percentage of the acreage within a tract must
be dedicated to wildlife management if the tract was part of
a larger tract that qualified for either ag use, open space or
wildlife management appraisal the prior year. The minimum
percentages, which translate into minimum required acreages,
vary depending on the location of the tract.

Statewide, the minimum sizes range from 12% acres in East
Texas to 100 acres in the Trans Pecos. The appraisal district
board of directors for each county makes the determination of
the exact acreage needed within the statutory guidelines.

Plan, Implement, Document

andowners and chief appraisers alike are perplexed by the

statute’s requirement that land granted wildlife manage-

ment status be managed “to the degree of intensity typical
for the area.” How can this be measured? Because wildlife
management is relatively new, there is little data to measure
compliance. For this reason, TPWD divided the state into
ten ecological areas and developed wildlife management
guidelines and practices for each. Landowners may access
these regional planning recommendations and other pertinent
documents at TPWD's website (www.tpwd.state.tx.us/conserve/
private lands/agricultural land/).

Armstrong considers these regional guidelines indispensable
in preparing a written plan. The guidelines help the landowner
select management practices appropriate for the region and ap-
plicable to the targeted species.

According to Armstrong, the key factors in getting the ap-
plication for wildlife management accepted are:

o carefully crafting a plan based on the regional guidelines;

o designating the required minimum number of acres for
the area; and

e presenting the plan to the chief appraiser in a timely,
orderly fashion.

Once the application is accepted, minimum levels of inten-
sity for each practice outlined in the guidelines are necessary
to maintain the land’s wildlife management tax status. The ap-
praisal district requires periodic inspections and reports to doc-
ument compliance. Reports may include photographs, receipts,
aerial pictures, surveys and other data evidencing compliance.
Landowners should maintain good communications with the
appraisal district and promptly supply all required information.

Tax Neutral Status

Because land must be appraised as open space before it can be
converted to wildlife management use, neither landowners nor
appraisal districts achieve any additional tax benefit from the con-
version. In this respect, wildlife management status is tax neutral.

Those who benefit from a wildlife management classifica-
tion are landowners who no longer want to use their land
primarily for agriculture or new landowners who have no agri-
cultural intentions or skills. Some ranchers, for example, have
discovered they can make more money from deer leases than
from cattle. These people are freed from the burden of engaging
in farming or ranching for tax purposes only. %

Fambrough (judon@recenter.tamu.edu) is a member of the State Bar of Texas
and a lawyer with the Real Estate Center at Texas A&GM University.
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(continued from page 1)

despite the gains in the tax
base, and homeowners are re-
ceiving larger tax bills. Table

A *

1 shows how property tax . rea Insurance  Property Tax
. h Saated k Abilene 9 2.02
increases have affected hous- || xyuillo 5 214
1ng costs. | | Arlington 9 221
Homeowners are paying | | Austin 5 1.95
more for hazard insurance | | BaArea L 200
Beaumont i 3.2
coverage as well. Insurance ' | Brazoria 9 1.90
companies collect premi- | Brownsville 9 2.19
ums and invest the proceeds | Bryan-College Station 2 217
il th o Collin County .8 1.92
un.l ©¥ A1 necded 10 PAY W, Corpus Christi 1.1 2.38
claims. Generally, a company | Dallas 1.0 2.13
does well if current claims | Denton 8 1.78
are approximately equal El Pago s 2.26
PPIO ¢ty equat 1O [} gort Berid Couty 8 2.00
premium revenue; earnings | port Worth 9 2.00
come from investment in- | Galveston 1.0 2.69
come. But claims have been l(_[}arignd 1.0 2.51
abnormally high from storms | H?)Liltlfr?n z %gg
and the “toxic mold” scare. In | | 1rving 1.0 1.77
addition to raising premiums, | | Killeen 5 2.70
some companies have reduced = | Longview 7 1.90
idle by .p. B " Lubbock 1.0 2.05
risk by raising the criteria for | i, 7 160
offering new policies and re- | | McAllen 8 2.08
newing existing policies. Montgomery County 7 1.72
The dismal performance of Nacogdochss o7 L4
- Northeast Tarrant County 9 2.04
the stock market in the past Odessa-Midland 1.9 221
three years also has taken a = | Palestine 7 1.56
toll on insurance companies’ Paris 1.0 171
; C Port Arthur 9 3.62
investment returns. Conse- | gu ancelo 12 188
quently, premiums need to | San Antonio i 247
more than offset claim payouts. = | Sherman-Denison 1.0 1.66
That means premiums prob- | 1emple = pa
Texarkana 1.0 321
ably would have gone up even Tyler K 154
without increased claims. Victoria 8 1.96
Wichita Falls 1.11 2.06

Table 2. 2002 Estimated Rates for Insurance and Property Tax

(Dollars per $100 of Property Value)

Escrow Rate

2.92
2.84 .
311 they might seem from look-
2.45
3.06
422
2.80
3.09
2.67
2:.72
3.48
3.13
2.58
2.86
2.80
2.90
3.69
351
3.39
2.67
2.77
3.20
2.60
3.05
239
2.88
242
2.17
2.94
341
2.26
271 . as inflation as markets appear
4.52
3.08
347
2.66
2.70
4.21
2.24
2.76
3.17

Affordability in
Near Future

The bottom line is that
homes are not as affordable as

ing at prices and interest rates.
Insurance and tax costs have
risen enough to nullify much
of the benefit of low interest
rates. Of course, affordability
would worsen if interest rates
rise.

Of the four main influences
on costs — home prices, inter-
est rates, insurance premiums
and property taxes — insurance
. premiums are the most likely

to provide relief for buyers. As
the mold scare abates and secu-
rity markets produce more con-
- sistent returns, there should
be less urgency for premium
. increases. In fact, premiums
. may decline a bit as consumers
- do more comparison shopping.
Home prices could actually de-
cline, or at least not rise as fast

* to be correcting for the recent
. “sellers market.”
Slower price increases could
slow property tax increases,

unlikely. The cost of funding
education will continue to go up

Adjusting THAI
for Escrow Costs

*For definitions of areas, see Texas Housing Affordability Index: 1989-2001.
Source: Real Estate Center at Texas A&M University

| with few alternative sources of

I but lower tax rates are highly
| revenue. As more districts bump

reviously, the THAT used national

data on insurance and property

taxes to estimate escrow costs.
However, a localized benchmark is
now used because Texas insurance pre-
miums and property taxes tend to be
higher than the national average.

Starting in 2002, THAI includes
estimates of insurance premium and tax
rates for each jurisdiction covered by
the index (the state, most metropolitan
areas, some nonmetropolitan cities and
subdivisions of metropolitan areas). In-
surance rates are based on Texas Depart-
ment of Insurance guidelines reported
by county. Although these rates do not
apply to 95 percent of the policies writ-
ten in the state, they are the only avail-
able local rates. They understatz actual
costs, but do reflect how the rates differ
by locality.
Estimating property taxes is more

difficult. The Texas Comptroller’s Office
reports the total appraised property value
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and tax revenue for each taxing jurisdic-
tion in the state. Unfortunately, these
include separate data for each school
district, city and special district in the
county. Value and revenue, therefore,
are aggregated for these jurisdictions to
match the boundaries of the area used
for each THAI measure. The ratio of
revenue to assessed value indicates the
effective tax rate for the area. The rates
for insurance and property taxes used to
calculate 2002 THAI values are shown in
Table 2.

Comparable data are not available for
previous years. Therefore, an escrow rate
was arbitrarily set at 2 percent for all ar-
eas prior to 1998. For years 1998 through
2001, rates were graduated evenly up to
the 2002 rate as shown in Table 2. For all
areas in all years, the monthly payment
amount is estimated by multiplying the
escrow rate by the median market price
and adding that to the principal and
interest payment.

up against statutory limits on mainte-
nance and operating tax rates, some may
repeal the optional homestead exemption,
thus increasing the effective tax rate.
ndications are that interest rates
have bottomed. The Federal Reserve
will Hegin raising rates when the
economy shows signs of recovery. In-
vestment money should begin flowing
out of the bond market as the stock
indexes rise. The Fed rate and the stock
slump have kept interest rates low for
some time, but they may well work in
the oppasite direction in the future.
Affordability will suffer somewhat in
the next several years. However, THAI
values remain in the affordable range for
most localities and should not decline
enough to cause a substantial drop in
home sales. ¥

Dr. Harris (jharris@cgsb. tamu.edu) is a research
economist with the Real Estate Center at Texas
A&M University.
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Howdy!

The Center's editorial staff is SO| then share your ”POSfcards

ready for a vacation. That's why
we're excited about our
Postcards from Texas photo
contest. We figure it's the next
best thing to being there.

So grab a camera, and take @
good look around. Drive out to
Granny's farm or visit a
metropolitan paradise. Head for
+he beach or hike the mountdain
trails. Capture the state's big
skies and vast expanses.

I O e n | e r o Digital photoé may be sent by e-mail to

S| PHOTO CONTEST

our owh personal Texas.

j ‘Il wish
with us. We just know we R /
we were there. u e s

o Entries must be received a+
After we've gotten 20 f»i” ot the Center (not just postmarked)
vicarious vacationing. we || select by Augusf st

12 photos to feature in the

Center's next annual rePor*" o All photos must be taken in o On/y entries with sigried
calendar. The names of winning

T e entry fo 4
hotographers will be published in exas within the Past two years consi),;er;;ns i
i f Jrerre
+he October 2003 issue o o No mo, ;
; | re than six Photos
= e Ten copies of the annua per o Negati
fg:;?ricafendat will be mailed, person may be entered W?Z,OP:-:;MUS* be sent
hot off the press. to each winner.
O i ° Ar.:cepfab/e formats are color o On/ -
prints, slides and digital [32 addy s sl
megapixels or 2000 x 1600 ppi] Fessed, stamped

envelopes will be returned

o On/y horizontal color

Photos will be jUdged

ebrewster@recenter.tamu.edu but entry forms must be

mailed or/faxed [979.845.0460].
o Go to http://recenter.tamu.edu/pdf/photocontest.pdf :
or call 800.244.2144 for an entry form

o Mail prints, slides and disks to Real Estate Center, Texas

A&M University, 2115 TAMU, College Station, TX 77843-
o Attach a label to the back of each print with your name and 2115. If shipping by courier, send photos to the Real Estate
a brief description of the photo, including location. Do not Center, 313 E.L. Wehner Building at the mailing address.
write on photos with ballpoint pens or hard lead pencils.

Our telephone is 979.845.2031.
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