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A FLASH FLOOD with twice the
force of Niagara Falls.inundated
neighberhoods along Austin’s
Onion Creek in October 2013.
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Rising F|NURANC,
Sinking Home Values

By Ali AnARi

ince the U.S. Congress passed the Biggert-Waters Flood Home Values

Insurance Reform Act of 2012, the Real.Estate Center In a competitive market, the price of a house as an asset is

_ has recglved anumber of queries regarding the mpact of  equal to the present value of net rent, just as a company’s stock

higher flood insurance costs on home values. The act requires price is equal to the present value of the future dividends.
the Fed'eral Emergency Management Agéncy and ojcher agen- Home values can be influenced by two major factors: net rent
cies to implement a number of chapges in the Natlon_al Flood and the investor’s required rate of return. Net rent is equal to
Insurance Program (NFIP) and requires the NFIP to raise rates gross rent minus property taxes, insurance and maintenance
to reflect true flood risks. For more information about the costs. Because the economic life of a house is normally more

Biggert-Waters Flood Insurance Reform

Bty T Fromt I fable 1. Renters' and Homeowners' Insurance Costs for Texas and United States
Grande, April 2014.

The impact of higher home insur- Homeowners’ Average Premium Renters’ Average Premium
ance costs on home values is espe- Texas United States  Texas/U.S. Texas  United States  Texas/U.S.
cially relevant to Texas homeowners Year $ $ Ratio $ $ Ratio
because home insurance costs here are 2000 880 508 1.73 233 175 1.33
much higher than national averages 2001 955 536 1.78 235 178 1.32
(Table 1). A research study at the Real ;83; }é;g ZZ; fgg 5?;’ 13? 1-15‘
Estate Center on the 11;npact of housing Gor 1:362 e = = E o
costs on home values in Texas found 2005 1372 764 1.80 269 193 139
that a $1 increase in annual owners’ 2006 1,409 804 1.75 261 188 139
costs (tax, insurance, maintenance) is 2007 1,448 822 1.76 226 182 1.24
expected to decrease owner-occupied 2008 1,460 791 1.85 216 176 1.23

home values by about $16.50. Source: U.S. Census Bureau, Statistical Abstract of the United States: 2012



SOUTHEAST AUSTINCRESIDENTS abandon
their homes during the Onion Creek flood. The
creek rose 11 feet in 15 minutes and crested at
a record 41 feet:

To analyze the relationship between home values and hous-
ing costs, the Center compared home values and housing costs
of homes without a mortgage. The financing methods used
to purchase homes (cash or credit) have no impact on home
values. Texas metropolitan areas are ranked by housing cost
as a percentage of housing values in 2012 for homes without a
mortgage in Table 2. McAllen-Edinburg-Mission has the high-
est cost (6.75 percent) followed by Brownsville-Harlingen (6.56
percent), Corpus Christi (6.15 percent), Laredo (6.07 percent)

than 50 years, an increase in annual rent by $1 results in $50
when rents are added up over 50 years. Similarly, an increase in
insurance premiums by $1 results in a $50 increase in insur-
ance costs over the life of a house.

n the real world, $1 earned or spent today is more valuable

than $1 to be earned or spent a year from now or in later

periods because of the potential earning capacity of money.
One dollar today is preferred over $1 later. Inflation erodes
the purchasing power of money, which means $1 today can

buy more goods and services than $1
next year. Future net rents need to be
adjusted for the time value of money by

multiplying net rents in each period by a Home Value  Housing Costs Percent of

discount factor reflecting the time value Rank Metropolitan Area $ $ Housing Costs
of money. Because house prices are dis- 1 McAllen-Edinburg-Mission 60,400 4,080 6.75
counted values of future net rents (and 2 Brownsville-Harlingen 61,300 4,020 6.56
net rents are gross rents minus costs) 3 Corpus Christi 83,700 5,148 6.15
an increase in housing costs results in a 4 Laredo 78,900 4,788 6.07
decrease in home values. The decrease in 2 Weey Zi 000 ABS Bl
. 6 Wichita Falls 84,300 5,004 5.94
home yglues is equal to the present value - Sam Al 79,700 4572 574
of additional annual costs. 8  Beaumont-Port Arthur 84,300 4,488 5.32
Higher homeowners’ insurance costs 9 Abilene 82,300 4,368 5.31
are expected to have a negative impact on 10 Odessa 80,600 4,248 5.27
home values because these costs reduce net 11 Texarkana 77,200 4,032 5.22
rents over the economic life of a home. As 1 Lubbock 95,700 4,992 >.22
.. S . 13 Victoria 97,600 5,076 5.20
it is, Texas homeowners’ insurance premi- 14 Killeen-Temple-Fort Hood 99,500 5,124 5.15
ums have been over 73 percent higher than 15 Houston-Sugar Land-Baytown 118,100 6,060 5.13
the national average since 2000 (Table 1). 16 Dallas-Fort Worth-Arlington 123,800 6,252 5.05
. 17 San Antonio-New Braunfels 100,100 4,980 4.98
Metro Housing Costs, 18 Sherman-Denison 102,700 5,076 4.94
Home Values 19 Tyler 99,700 4,704 4.72
Housing costs increase with home values. 20 Longview 94,100 4,368 4.64
Homes with higher prices have higher 21 lamatille 104,800 4,800 4.58
c . 22 College Station-Bryan 126,200 5,688 4.51
property taxes, insurance and maintenance 53 Midland 134,900 5,940 4.40
costs. Housing costs as a percentage of 24 El Paso 93,400 3,936 421
home values is an appropriate measure of 25  Austin-Round Rock-San Marcos 188,400 7,104 3.77

these costs.

Source: U.S. Census Bureau



Texas Metro Housing Markets

Owner-Occupied Home Values and Owners’ Costs

value of the increase in annual housing costs
over a period of 40 years by $1,000 per annum

when the discount rate is 5.3 percent.) So if a
homeowner’s flood insurance premium goes up
by $1,000 per year, it would on average decrease
the value of the average home $16,500.

Some Caveats

There are some caveats about using this study
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for the analysis of the impact of higher flood
insurance costs on Texas home values. First,
data for home values and home costs are aver-
ages while waterfront home values are normally

higher than averages. Second, waterfront homes
do not constitute a large proportion of homes in

Percentage of Housing Costs
Source: Real Estate Center at Texas A&M University

and Waco (6.06 percent). Austin-Round-Rock-San Marcos had
the smallest percentage of housing costs (3.77 percent) in 2012
followed by El Paso (4.21 percent), Midland (4.40 percent), Col-
lege Station-Bryan (4.51 percent), and Amarillo (4.58 percent).
The relationship between Texas metropolitan home values
and percentages of housing costs are illustrated in a scatter
diagram (see figure). The computed trend line shows a signifi-
cantly negative relationship between home values and per-
centages of housing costs; that is, as the percentage of housing
costs increases, home prices decline. A regression analysis of
the relationships between home values, homeowners’ incomes
and percentages of housing costs show that a $1,000 increase
in annual housing costs is expected to decrease home values
by about $16,500. (Assuming the useful life of a house to be
40 years, the $16,500 decrease in home values is the present

T 11 | S — 1 1 T T 1
36 3.8 40 42 44 46 48 50 52 54 56 58 6.0 62 64 6.6 6.8

Texas. Third, the passage of the Biggert-Waters
Flood Insurance Reform Act of 2012 is expect-
ed to have an impact on residential location
decisions by Texas homeowners and builders.
Because of the flexibility of the supply side of Texas residen-
tial markets, Texas builders and Texas waterfront home lovers
may be able to optimize the trade-off between the utility of
waterfront homes and their higher costs. #

Dr. Anari (m-anari@tamu.edu) is a research economist with the Real Estate
Center at Texas AGM University.

An annual increase of $1 in homeowners’ costs (tax,
insurance and maintenance, for example) can be expected
to decrease home value by $16.50, according to a study
conducted by the Real Estate Center.
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About the Real Estate Center
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th Annual Legal Seminar on

DVanrem

Taxation

an Antonio, Texas | August 27-29, 2014

Register Online

www.recenter.tamu.edu/register

The 28th Annual Legal Seminar on Ad Valorem
Taxation provides a wealth of information on
a variety of legal, economic and other issues
influencing ad valorem taxation.
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