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INTRODUCTION

On January 26, 2007, the Honorable Tom Craddick, Speaker of the Texas House of
Representatives, appointed the following nine members to serve the Eightieth Texas Legislature
as members of the House Committee on Land and Resource Management: Chairman Anna
Mowery, Vice Chairman Rob Orr, William "Bill" Callegari, Robby Cook, Yvonne Davis,
Charlie Geren, Joe Pickett, Allan Ritter, and John Zerwas.

Following the end of the Eightieth Regular Texas Legislative Session, Representative Anna
Mowery announced her retirement from the Texas House of Representatives following nineteen
years of public service. On August 23, 2007, Speaker Craddick appointed Representative Rob
Orr to replace Anna Mowery as the Chairman of the Committee. On January 9, 2008, Speaker
Craddick appointed the newly elected Representative Dan Barrett to fill the vacant seat on the
Committee.

On November 30, 2007, Speaker Tom Craddick issued seven interim charges to the House
Committee on Land and Resource Management. The Committee heard testimony on each of
these seven charges during three days of public hearings in 2008. This Interim Report is based
on this testimony and the research of the Committee. Every effort has been made to ensure that
the information presented in this Interim Report is accurate as of October 1, 2008.

Finally, the Committee would like to thank those officials, employees of state agencies, and
witnesses who testified before the Committee for supplying much of the information that made
this report possible.







CHARGE ONE:

CHARGE TWO:

CHARGE THREE:

CHARGE FOUR:

CHARGE FIVE:

CHARGE SIX:

CHARGE SEVEN:

INTERIM STUDY CHARGES

Examine the authority of the General Land Office, the School Land Board,
and similar state agencies to engage in various types of real estate
transactions, and determine the appropriateness of this authority.

Observe and study ongoing litigation and actions by condemning
authorities in light of the Kelo decision and make recommendations for
changes in eminent domain law needed to protect private property rights.
Specifically, examine the body of law used to determine the amount of
compensation property owners receive when their land is condemned, in
whole or part, and determine the appropriateness of this scheme as
compared to others.

Research annexation practices in the state to determine whether
municipalities are abiding by both the spirit and the letter of the state's
annexation laws, thereby maintaining a proper balance between municipal
governments and individual residents.

Examine the effectiveness of the Private Real Property Rights
Preservation Act (Chapter 2007, Government Code).

Study and evaluate policies held by other states in relation to how they
treat wind resources as a property right.

Examine recent attempts by municipalities to exert regulatory authority
beyond city limits and extraterritorial jurisdiction. Evaluate the current
relationship between and possible conflicts related to regulatory authority
expressly given to state agencies by the legislature and regulatory
authority delegated to home-rule municipalities. (Joint Interim Charge
with the House Committee on County Affairs)

Monitor the agencies and programs under the committee's jurisdiction.







INTERIM CHARGE ONE

State Real Estate Transactions

Examine the authority of the General Land Office, the School Land Board, and similar state
agencies to engage in various types of real estate transactions, and determine the appropriateness
of this authority.







STATE REAL ESTATE TRANSACTIONS

INTERIM CHARGE

“Examine the authority of the General Land Office, the School Land Board, and similar state
agencies to engage in various types of real estate transactions, and determine the appropriateness
of this authority.”'

SCOPE OF REPORT

This section of the Interim Report is limited to those issues surrounding the authority of the
School Land Board (SLB) and the Texas General Land Office (GLO) to use Permanent School
Fund (PSF) assets to engage in a variety of real estate transactions for the benefit of the PSF.
Specifically, this report examines the expansion of this authority in recent years, the use of this
authority by the SLB and the GLO, and the propriety of such actions given the volatility of the
real estate market and the inevitability of state competition with the private sector. A proper
evaluation of the appropriateness of such actions involves a review of the costs and benefits of
these agencies' involvement in the real estate market.

SUMMARY OF COMMITTEE ACTION

Committee Hearing

The House Committee on Land and Resource Management (Committee) met in a posted public
hearing on May 5, 2008, in Austin, Texas. The Committee heard the testimony of nine invited
witnesses. Those who testified were:

Jerry Patterson (Commissioner, Texas General Land Office)
Hal Croft (Texas General Land Office)

Eddie Fisher (Texas General Land Office)

Rusty Martin (Texas General Land Office)

Jimmy Sylvia (County Judge, Chambers County)

Will Allison (Integra Realty Resources)

Mark Lehman (Texas Association of Realtors)

Luke Metzger (Environment Texas)

Holland Timmins (Texas Education Agency)

' Rule 3, Section 25(5), of the Rules of The Texas House, grants jurisdiction to the House Committee on
Land and Resource Management "over all matters pertaining to . . . the School Land Board, the Board for Lease of
University Lands, the Coastal Coordination Council, and the General Land Office."
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Summary of Testimony

Texas General Land Office (GLO) Commissioner Jerry Patterson, along with his staff, explained
to the Committee that the decisions and actions of the School Land Board (SLB) and the GLO
regarding these agencies' involvement in the real estate market have and continue to be
appropriate, especially given the decline in oil and gas revenues and the fiduciary duty that the
SLB and the Land Commissioner have to the Permanent School Fund (PSF). The Land
Commissioner told the members that he believes that the agencies are doing a good job investing
PSF assets, as reflected by the high rates of return from these investments. While admitting that
the state does have certain advantages over the private sector in real estate transactions, the Land
Commissioner argued that his fiduciary duty to the PSF nevertheless requires such actions.

Rusty Martin, the Deputy Commissioner for Funds Management with the GLO, provided the
Committee with detailed information regarding the PSF's real estate portfolio. He explained to
the members that this portfolio is comprised of the Internal Discretionary Portfolio and the
External Portfolio, and has an average annual return over a five year period of 18.85%,
calculated on a net basis. Currently, the PSF's real estate portfolio is valued at approximately
$1.5 billion, with % invested in the Internal Discretionary Portfolio, ¥ in the External Portfolio,
and 3 in cash.

Mark Lehman, the Vice President for Governmental Affairs for the Texas Association of
Realtors, informed the Committee that the private sector can not compete with the state in such
transactions because of the advantages that the state has in such deals (can pay cash immediately,
has no holding costs such as debt servicing, and pays no taxes).

Judge Jimmy Sylvia, the County Judge for Chambers County, explained to the Committee that
he approves of the real estate investment activity of the SLB and GLO in his county, pointing
specifically to the positive effects resulting from the state's partnership with Wal-Mart in
bringing a new distribution center to the area.” Specifically, Judge Sylvia told the members that
the county alone is now receiving $1.2 million per year in inventory and personal property taxes,
as compared with only $2,900 in ad valorem property tax collected prior to the deal. In addition,
750 permanent jobs have been created to operate the facility, and many other jobs and business
have been created as a result of the new income being generated in the area.

Will Allison of Integra Realty Resources testified that the real estate market is generally an
excellent investment vehicle and that the SLB and GLO have adequate measures in place to
protect the PSF against the uncertainty of the market.

Luke Metzger, the Executive Director of Environment Texas, argued to the Committee that the
SLB and the GLO should try not to be involved in real estate transactions that involve
environmentally sensitive land that might have unique ecological values.

Holland Timmins, the Chief Investment Officer for the Texas Education Agency, provided the
Committee with generalized background information regarding the PSF and the activities of the

2 The Wal-Mart Distribution Center transaction is discussed in greater detail on page 12 of this report.
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State Board of Education and the Texas Education Agency in the management of the PSF.

BACKGROUND

Texas General Land Office’

The Texas General Land Office (GLO) was established on December 22, 1836, by the First
Congress of the Republic of Texas. The GLO was originally responsible for collecting and
keeping land records, providing maps and surveys, and issuing land titles. On entering the Union
in 1845, the Texas Constitution charged the GLO with the supervision and management of the
state's millions of acres of public lands. Since that time the GLO's duties have evolved, but its
core mission remains managing the state's lands and mineral-right properties.

The state land and mineral-right properties managed by the GLO and the School Land Board
include institutional acreage, grazing lands in West Texas, timberlands in East Texas, and
commercial sites throughout the state, as well as the beaches, bays, estuaries, and other
submerged lands out to 10.3 miles in the Gulf of Mexico.* The proceeds from the sale and lease
of these properties remain part of the Permanent School Fund (PSF) and are ultimately used to
help fund public education in the state.

Unlike many executive branch agencies that are headed by appointed officials, the GLO is run by
the Land Commissioner, an elected official who must stand for office every four years.” The
Land Commissioner has many duties, among which are overseeing the activities of the GLO and
serving as the chairman of the School Land Board,6 the Coastal Coordination Council,7 the
Board for Lease of University Lands,8 and the Veteran's Land Board.’

School Land Board '’

The School Land Board (SLB) was created by legislative enactment in 1939 when the Texas
Legislature set apart and dedicated to the PSF the mineral estate in the state's riverbeds and
channels, and the areas within the tidewater limits of the state (including islands, lakes, bays, and

3 For a brief history of the GLO, see, Handbook of Texas Online, s.v. "General Land Office",
http://www.tshaonline.org/handbook/online/articles/GG/mcg1.html (accessed February 12, 2008).

*1n 1953 the United States Congress passed the Submerged Lands Act that relinquished to coastal states all
rights of the United States to the navigable waters of these coastal states. Following prolonged litigation, the United
States Supreme Court in 1960 affirmed Texas' historic three marine leagues (10.35 miles) seaward boundary. The
lands lying within this area are now part of the corpus of the PSF.

> See, TEX. CONST., art IV, §§ 1,2, 23.

® TEX. NAT. RES. CODE, § 32.014.

"Id., § 33.204(b).

8 TEX. EDUC. CODE, § 66.62(C).

? TEX. NAT. RES. CODE, § 162.062.

0 For a brief history of the SLB, see, Handbook of Texas Online, s.v. "School Land Board",
http://www.tshaonline.org/handbook/online/articles/SS/mds4.html (accessed May 23, 2008).
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the bed of the sea).! The SLB is chaired by the Land Commissioner and has one member
appointed by the governor and one appointed by the Texas Attorney General.'”> The Asset
Management Division of the GLO (AMD) is responsible for administering the management,
leasing, and sale of PSF properties, subject to the supervision of the Land Commissioner and the
approval of the SLB.

The primary duty of the SLB is to manage and control a broad range of PSF real property assets.
Specifically, the legislature has granted to the SLB and to the Land Commissioner the "sole and
exclusive management and control" of:

Any land, mineral or royalty interest, real estate investment, or other interest,
including revenue received from those sources, that is set apart to the permanent
school fund under the constitution and laws of this state together with the mineral
estate in riverbeds, channels, and the tidelands, including islands . . . 13

The legislature has granted broad authority to the SLB to manage these properties and interests,
specifically to:

[Alcquire, sell, lease, trade, improve, maintain, protect, or otherwise manage,
control, or use land, mineral and royalty interests, real estate investments, or other
interests, including revenue received from those sources, that are set apart to the
permanent school fund in any manner, at such prices, and under such terms and
conditions as the board finds to be in the best interest of the fund.'*

In recent years the legislature has expanded both the funding sources and the authority needed
for the SLB to significantly enlarge the real estate holdings of the PSF. This is evidenced by the
fact that during the 2000 fiscal year, only $1.6 million in PSF assets were expended by the SLB
to acquire interests in real property, compared with approximately $381 million in 2007.

Permanent School Fund'’

The Permanent School Fund (PSF) is a perpetual endowment for the benefit of the public schools
in Texas.'® The PSF was created with a $2 million appropriation by the Texas Legislature in
1854, expressly for the benefit of the public schools."” Additional real property and investment
assets have been added to the corpus of the PSF over the years and the fund is now valued at

"' See, TEX. NAT. RES. CODE, § 11.041.

12 See, 1d., § 32.012(a).

B1d., §51.011(a).

“1d.,§51.011@-1).

5 For a brief history of the PSF, see, Handbook of Texas Online, s.v. "Permanent School Fund",
http://www.tshaonline.org/handbook/online/articles/PP/khp1.html (accessed May 23, 2008).

16 See, TEX. CONST., art VII, § 2; TEX. EDUC. CODE, § 43.001.

"7 These funds were available as a result of a $10 million payment from the United States government in
exchange for giving up claims to western lands claimed by the former Republic of Texas.
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approximately $26.8 billion."® The SLB and the GLO control and manage the real property
interests held by the PSF,'” while the State Board of Education is responsible for, among other
things, managing the investment assets of the PSF.*

Permanent School Fund's Real Estate Portfolio

The real estate portfolio of the PSF (Real Estate Portfolio) is administered by the AMD, under
the supervision and control of the Land Commissioner and the SLB. According to the GLO, the
current real estate investment strategy for these assets is to achieve portfolio diversification
through the utilization of external fund managers (an authority that was granted to them in
2005).2! Currently, the Real Estate Portfolio is split between the Internal Discretionary Portfolio
and the External Portfolio. The Real Estate Portfolio is valued at approximately $1.5 billion,
with Y5 invested in the Internal Discretionary Portfolio, %5 in the External Portfolio, and % held in
cash for pending transactions. As of December 31, 2007, approximately eight percent of the
assets that comprise the PSF were within its Real Estate Portfolio.”” This percentage is in line
with the SLB's policy of having eight percent, plus or minus two percent, of the PSF invested in
real estate.”

In 2007, the 80™ Texas Legislature authorized the SLB to hire investment consultants and
advisors to assist the SLB with investing PSF assets.”* The investment consultant is required to
perform various services that assist the SLB in the overall management of the Real Estate
Portfolio. These services include such things as preparing and reviewing investment policies and
plans, reviewing each investment proposal, and preparing a quarterly performance measures
report, just to name just a few.”’

The current real estate investment advisor to the SLB is The Townsend Group of Cleveland,
Ohio (Townsend).”® Townsend provides global property investment counsel to public pension
funds (such as the Texas Teachers Retirement System), corporations, foundations, endowments,
and various other financial institutions. Townsend represents in excess of $80 billion in real
estate allocations made by its clients. Townsend will be paid $337,500 by the PSF for its
advisory services during the 2008 fiscal year.

18 See, e.g., TEX. CONST., art VII, §§ 2, 4, 5; TeEX. EDUC. CODE, § 43.001(a); See also, Texas Education
Agency, "Annual Report, Fiscal Year Ending August 31, 2007: Texas Permanent School Fund," publication number
FS08 110 01, p. 4 (2008) (estimating the fund balance to be $26.8 billion).

' TEX. CONST., art VII, § 4; TEX. NAT. RES. CODE, § 51.011.

* TEX. CONST., art VII, § 5; TEX. EDUC. CODE, § 43.003.

2! See, House Bill 2217 (McCall, 79th Leg. 2005) (adding TEX. NAT. RES. CODE, § 51.4021).

*2 State law limits the total value of the Real Estate Portfolio to fifteen percent of the value of the entire
PSFE. TEX. NAT. RES. CODE, § 51.402(c).

» The School Land Board, "Permanent School Fund: Equity Real Estate Policy,” p. 1 (November 28,
2005).

# See, House Bill 3699 (McCall, 80th Leg. 2007)(amending TEX. NAT. RES. CODE, § 51.4021).

 The School Land Board, "Equity Real Estate Policy," pp. 17-18.

% The official website for The Townsend Group may be accessed at: http://www.townsendgroup.com
(accessed May 13, 2008).
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Internal Discretionary Portfolio

The Internal Discretionary Portfolio includes those properties directly purchased by the SLB for
the PSF since the passage of House Bill 3588 in 2001.>" Since that time, the SLB has purchased
approximately $557 million of real property, totaling 126,552.77 acres of land on behalf of the
PSF.2® As a result of these acquisitions, the PSF has realized a 34.45% rate of return on those
properti;gs already bought and sold, and a 18.89% increase in value on those properties that it still
retains.

Table 1
Summary of Internal Portfolio Activity
ACRES HISTORICAL SALES PRICE INTERNAL
VALUE OR CURRENT RATE OF
VALUE RETURN
Acquisitions 126,552.77 | $557,669,569
Dispositions 8,072.88 $99.452.113 | $221,019,534 34.45 %
Current Inventory 118,479.9 | $458,179,506 | $559,699,373 18.89 %*

*IRR for current inventory is calculated quarterly by State Street Bank. The latest available IRR is from 09/30/2007.

As shown by Table 1, the SLB and the AMD are actively engaged in the acquisition, retention,
and disposition of those PSF assets that are within the Internal Discretionary Portfolio. This
activity has included their involvement in a number of large projects across the state.”® For
example, the Wal-Mart Warehousing and Distribution Center in Baytown was completed in
June, 2005, as part of a partnered deal between Wal-Mart and the SLB.*! At a cost of $100
million, this facility consists of two buildings, each more than a mile long, totaling 4,000,000
square feet (almost ninety-two acres under roof) on a 480 acre site. Under the agreement, Wal-
Mart developed the facility, sold it to the PSF, and then agreed to lease it back from the PSF for
thirty years. Following the thirty year period, Wal-Mart is obligated to re-purchase the facility
either at market value or for the original PSF investment, whichever is greater.

Other projects that the SLB and the AMD are involved in include properties in Austin, Sherman,
and Sugar Land, just to name a few. The Austin transaction involves PSF owned land that has
been leased for fifty years to private developers for a mixed-use development at The Triangle in
central Austin.®> The entire development is comprised of 456,000 square feet of residential

27 As discussed below, in 2001 the legislature authorized the SLB to retain royalties from oil and gas leases,
thereby greatly increasing the amount of money available for real estate investments. See, House Bill 3558 (Junell,
77th Leg. 2001) (amending TEX. NAT. RES. CODE, § 51.401).

2 See, Texas General Land Office, "General Land Office: Background Information," distributed to the
members of the Texas House Committee on Land and Resource Management Committee, Section 2, p. 6 (May 5,
2008).

» See, Id.

% The local benefits stemming from these projects are discussed in greater detail on pages 29-30 of this
report.

3! See, Angelou Economics, "Report: General Land Office: Impact Study of the Wal-Mart Distribution
Center in Baytown, Texas," (March, 2005).

32 See, Angelou Economics, "Report: General Land Office: Impact Study of the Triangle Development in
Austin, Texas," (October, 2006).
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space and 115,000 square feet of retail space. The Sherman transaction involves a thirty year
lease with the manufacturing company CertainTeed.”> The SLB for the benefit of the PSF
purchased a closed facility in Sherman for $8 million and CertainTeed invested an additional $12
million to retrofit the facility. The Sugar Land transaction involves a partnership between a
private developer and the PSF to redevelop 715 acres that once comprised the Imperial Sugar
Site in the city and an adjacent 515 acres owned by the PSF.** When completed, this
development will include 1.8 million square feet of residential properties, 1.25 million square
feet of commercial properties, and 1.6 million square feet of mixed-use retail and residential
properties.

External Portfolio

The PSF's External Portfolio contains those real estate investments owned by the PSF that are
managed through external investment fund managers.” Currently, the External Portfolio is
managed by eighteen different investment managers, none of whom manage more than nine
percent of the total Real Estate Portfolio. % The primary job of these investment managers is to
"acquire, sell and manage real estate investments" on behalf of the PSF, in accordance with state
law and the SLB's policies, plans, and procedures.”’

The External Portfolio was created following the passage of House Bill 2217 in 2005, which
authorized the SLB to invest with investment fund managers.”® As shown by Table 2, since that
time, the SLB and AMD have moved away from directly purchasing land for the Internal
Discretionary Portfolio and towards allocating available PSF assets to the External Portfolio.”

The types of properties that are contained within the External Portfolio include apartment
buildings, shopping centers, office buildings, and various combinations of mixed use properties.
For example, the External Portfolio contains an interest in twenty-two three story apartment
buildings in Tempe, Arizona, that contain 510 apartments located on eighteen acres. This
portfolio also includes a 90,958 square foot neighborhood shopping center in Roswell, Georgia,
that was built in 2001 and is located on 12.2 acres of land. The portfolio has also invested PSF
assets in a twenty-eight story office tower located near Oakland, California, and in a five story
medical office building in Denver, Colorado. In addition, the portfolio also includes a 317,719
square foot mixed use, retail/office property located in the heart of Washington, D.C.’s
Georgetown neighborhood. It is the largest enclosed urban shopping center in the District of
Columbia, and has the largest public parking facility in Georgetown, with space for 620 vehicles.

33 See, Angelou Economics, "Report: General Land Office: Impact Study of the CertainTeed Manufacturing
Facility in Sherman, TX," (October, 2006).

3 See, Angelou Economics, "Report: General Land Office: Impact Study of the Imperial Sugar
Redevelopment (Cherokee Tract 3) in Sugar Land Texas," (October, 2006).

¥ It is important to note that the SLB is statutorily prohibited from investing PSF assets into real estate
investment trusts, commonly referred to as "REITs". TEX. NAT. RES. CODE, § 51.4021(b).

3 See, Texas General Land Office, "Background Information," Section 2, p. 14. Importantly, an
investment manager is prohibited from managing more than twenty-five percent of portfolio.

7 The School Land Board, "Equity Real Estate Policy," p. 15.

38 See, House Bill 2217 (McCall, 79th Leg. 2005) (amending TEX. NAT. RES. CODE, § 51.402(a)).

39 See, "Table 2: Summary of Real Estate Investments” on page 14 of this report.
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Increased Investment in Real Estate

In 2001, the SLB and the AMD began to significantly enlarge the PSF's real estate holdings.40
This shift in activity was due primarily to statutory changes that greatly increased the money
available to the SLB for such acquisitions.41 Initially, the SLB used PSF funds to directly
acquire real estate on behalf of the PSF. As has been mentioned, following the passage of House
Bill 2217, the direct acquisition of real estate by the SLB began to decline, and SLB allocations
to externally managed real estate funds have increased.”> Both of these factors can be seen in the
following table:

Table 2
Summary of Real Estate Investments

Year Direct Real Estate Investments Externally Managed Real Total
Estate Funds
2000 $1,600,000.00 $0.00 $1,600,000.00
2001 $5,001,000.00 $0.00 $5,001,000.00
2002 $51,250,000.00 $0.00 $51,250,000.00
2003 $23,320,209.47 $0.00 $23,320,209.47
2004 $58,677,966.16 $0.00 $58,677,966.16
2005 $261,873,865.69 $0.00 $261,873,865.69
2006 $113,714,699.93 $51,711,999.35 $165,426,499.28
2007 $22,175,434.26 $358,883,823.45 $381,059,257.71
Total $537,613,175.51 $410,595,822.80 $948,208,998.31

Expanded Funding for Real Estate Investments

The dramatic increase in the SLB's investment in real property could not have taken place
without certain statutory changes that provided a funding source for these acquisitions. In 2001,
the 77" Texas Legislature enacted House Bill 3558 that authorized the SLB to retain royalties
from oil and gas leases (instead of just the proceeds from the sale of PSF land) for subsequent
purchases of land.* Prior to this, the revenue from oil and gas leases on PSF land was
transferred to the State Board of Education for further investment. In the twenty-seven months
following the effective date of House Bill 3558, more than $453 million became available to the
SLB to invest in real estate for the PSF.** In comparison, in the sixteen years prior to the
passage of House Bill 3558, the SLB purchased approximately $33 million (on average about $2
million per year) in real estate for the PSF.*’

0 As discussed below, in 2001 the legislature authorized the SLB to retain royalties from oil and gas leases,
thereby greatly increasing the amount of money available for real estate investments. See, House Bill 3558 (Junell,
77th Leg. 2001) (amending TEX. NAT. RES. CODE, § 51.401).

! See, "Expanded Funding for Real Estate Investments," below for a history of these statutory changes.

2 See, House Bill 2217 (McCall, 79th Leg. 2005) (adding TEX. NAT. RES. CODE, § 51.4021).

# See, House Bill 3558 (Junell, 77th Leg. 2001) (amending TEX. NAT. RES. CODE, § 51.401).

H See, Texas State Auditor's Office, "An Audit Report on Controls over Permanent School Fund Real
Estate angl5 Collection of Oil and Gas Revenue at the General Land Office," Report No. 04-040, p. 1 (June, 2004).

See, Id.
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Proceeds from the sale of PSF land, includinég House Bill 3558 dollars, are deposited into the
Real Estate Special Fund Account (RESFA).*® Money from this account is used by the SLB to
invest in real estate for the benefit of the PSF.*’ Prior to the passage of House Bill 3558 in 2001,
the SLB was only authorized to deposit the proceeds from the disposition of real property owned
by the PSF into this account. Beginning with the enactment of House Bill 3558, the legislature
has periodically expanded the types of funds that can be deposited into the RESFA. Currently,
the SLB is authorized to deposit the following categories of funds into the RESFA:*

1) Funds received from any PSF land.

2) Funds received from any PSF mineral or royalty interest.
3) Funds received from any PSF real estate investment.
4) Funds received from any other PSF interest.

In addition to this expanded pool of resources now available to the SLB for land acquisitions, the
legislature has authorized the SLB to indefinitely retain these funds. Prior to 2007, proceeds
from the sale of land that were deposited into the account were required to be used within two
years or they were removed from that account and deposited into the state treasury to the credit
of the PSF. However, in 2007, the 80" Texas Legislature repealed this requirement, thereby
allowing such funds to remain in the account until the SLB and the AMD deem that they should
be expended.49

Expanded Transactional Authority

The ability of the SLB and the AMD to properly manage the growing Real Estate Portfolio could
not have occurred without certain statutory changes providing additional authority to the SLB.
Since 2005, the general statutory authority of the SLB regarding its control of PSF real estate has
expanded. Prior to 2005, the SLB was vaguely authorized by law to control, sell, and lease PSF
lands.” During the 79™ and 80" Texas Legislative Sessions, the legislature responded to GLO
requests that the SLB be granted the additional authority needed to properly operate the Real
Estate Portfolio as a modern real estate fund.”® As a result of these statutory changes to the
SLB's authority, the SLB is now generally authorized to:

[Alcquire, sell, lease, trade, improve, maintain, protect, or otherwise manage,
control, or use land, mineral and royalty interests, real estate investments, or other
interests, including revenue received from those sources, that are set apart to the

* Prior to the passage of House Bill 3699 in 2007, this account was called the "Special Fund Account" of
the PSF. This fund was created in 1985 to hold revenue from land sales proceeds that would later be used to
acquire replacement property.

T TEX. NAT. RES. CODE, § 51.401

*8 TEX. NAT. RES. CODE, § 51.401(a).

¥ See, House Bill 2217 (McCall, 79th Leg. 2005) (repealing TEX. NAT. RES. CODE, § 51.401(c)).

0 See, TEX. NAT. RES. CODE, § 51.011(a) prior to its 2005 amendment.

31 See, House Bill 2217 (McCall, 79th Leg. 2005) (adding TEX. NAT. RES. CODE, § 51.011(a-1)); House
Bill 3699 (McCall, 80th Leg. 2007) (amending TEX. NAT. RES. CODE, § 51.011(a-1)).
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permanent school fund in any manner, at such prices, and under such terms and
conditions as the board finds to be in the best interest of the fund.>

This expansion of the SLB's general authority parallels other specific additions to its authority
that have been made in recent years. During the four legislative sessions starting in 2001, the
legislature has granted to the SLB and the AMD greater authority to acquire, manage, and
dispose of PSF real property assets. In 2001, the SLB was authorized "to acquire mineral and
royalty interests for the use and benefit" of the PSE.”® In 2003, the 78™ Texas Legislature
authorized the SLB to trade fee and lesser interests in land dedicated to the PSF for fee and lesser
interests in land not dedicated to it.* 1In that same year the legislature also authorized state
agencies and political subdivisions to "directly sell or exchange real property to which it holds
title" with the SLB for the benefit of the PSE.>> Importantly, the 78" Texas Legislature also
authorized the GLO to use real estate brokers to assist in real estate transactions.’®

In 2005, the 79" Texas Legislature enacted House Bill 2217 that significantly expanded the
transactional authority of the SLB.”’ It was explained at the time that the SLB and the AMD
needed this added authority in order to manage the growing Real Estate Portfolio. Under the
provisions of this bill, the SLB was authorized to use funds in the RESFA to protect, maintain, or
enhance the value of PSF land, to acquire interests in real estate, and to pay reasonable fees for
professional services.™

House Bill 2217 also authorized the SLB to appoint special fund managers to invest RESFA
dollars.” This change was made in part to implement a recommendation made by the Texas
State Auditor Office in June, 2004, that asked the SLB to:

Consider using external real estate managers or advisors to help locate, evaluate,
and, if necessary, manage new investments so that the pace of investments can
better match the rate at which funds are available for investment.*’

In addition, the 80" Texas Legislature authorized the SLB to hire investment consultants and
advisors (instead of only external fund managers), such as the Townsend Group who currently
advises the SLB regarding the management of the Real Estate Portfolio.”' These added
authorizations have allowed the SLB to invest approximately $410,595,822 of PSF assets with
external fund managers since the enactment of House Bill 2217 in 2005.%

32 TEX. NAT. RES. CODE, § 51.011(a-1).

33 See, House Bill 3558 (Junell, 77th Leg. 2001) (amending TEX. NAT. RES. CODE, § 51.402).

> TEX. NAT. RES. CODE, § 32.251.

5 See, House Bill 2044 (McReynolds, 78th Leg. 2003) (adding TEX. NAT. RES. CODE, § 31.0671). See
also, TEX.NAT. RES. CODE, § 32.252.

%6 See, House Bill 2249 (Howard, 78th Leg. 2003) (amending TEX. NAT. RES. CODE, § 51.052(i)).

T House Bill 2217 (McCall, 79th Leg. 2005).

% See, Id., (amending TEX. NAT. RES. CODE, § 51.402(a)).

% See, Id., (adding TEX. NAT. RES. CODE, § 51.4021).

60 See, Texas State Auditor's Office, "An Audit Report on Controls over Permanent School Fund Real
Estate and Collection of Oil and Gas Revenue at the General Land Office," p. 10.

%1 See, House Bill 3699 (McCall, 80th Leg. 2007) (amending TEX. NAT. RES. CODE, § 51.4021).

62 See, "Table 2: Summary of Real Estate Investments" on page 14 of this report.
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House Bill 2217 also authorized the SLB to make "improvements" to PSF property.63 It was
argued at the time that the SLB needed this authority in order to make routine and essential
improvements to certain properties in order to maximize the resale value of these tracts. For
example, it was explained that the resale price could be increased simply by allowing the SLB to
construct sewer or other utility lines that benefited the property. Previously, the SLB was
required to execute a land lease with a third party in order to make any improvement on PSF
land, a type of arrangement that involved sharing the resulting proceeds with the third party.

The expansion of SLB authority to engage in various real estate transactions can be seen in the
growing list of purposes for which RESFA funds can be used by the SLB. Prior to 2001, these
funds could only be used to acquire property for the following purposes:

1) To add to a tract of PSF land to form a tract of sufficient size to be manageable.

2) To add contiguous land to PSF land.

3) To acquire, as PSF land, interests in real property for biological, commercial,
geological, cultural, or recreational purposes.

Since 2001 this list has grown to include not only the three preceding purposes, but the following
five general purposes as well:**

1) To acquire mineral and royalty interests for the use and benefit of the PSE.®

2) To protect, maintain, or enhance the value of PSF land.®

3) To acquire interests in real estate.®’

4) To pay reasonable fees for professional services related to a PSF investment.®®

5) To acquire, sell, lease, trade, improve, maintain, protect, or use land, mineral and

royalty interests, or real estate investments, an investment or interest in public
infrastructure, or other interests, at such prices and under such terms and
conditions the SLB determines to be in the best interest of the PSF.%

Expanded Protections of Transactional Information

In addition to increased funding and greater authority to engage in real estate transactions, the
Texas Legislature has also expanded the ability of the SLB and AMD to protect transactional

83 See, House Bill 2217 (McCall, 79th Leg. 2005) (amending TEX. NAT. RES. CODE, § 51.011).
% TEX. NAT. RES. CODE, § 51.402(a).

% House Bill 3558 (Junell, 77th Leg. 2001) (adding TEX. NAT. RES. CODE, § 51.402(a)(4)).

% House Bill 2217 (McCall, 79th Leg. 2005) (adding TEX. NAT. RES. CODE, § 51.402(a)(5)).
%7 Id. (adding TEX. NAT. RES. CODE, § 51.402(a)(6)).

%8 Jd. (adding TEX. NAT. RES. CODE, § 51.402(a)(7)).

% House Bill 3699 (McCall, 80th Leg. 2007) (adding TEX. NAT. RES. CODE, § 51.402(a)(8)).
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information. Prior to 1999, appraisals prepared by or for the GLO for the sale or purchase of
land were considered confidential and exempt from disclosure until the formal disposition of the
property. Allowing this information to remain confidential until after the bids were opened
helped ensure that the state received the highest price for the property. With certain amendments
to the Public Information Act (PIA) in 1999, three separate Texas Attorney General's Opinions
were issued that concluded that appraisal reports were "completed reports” subject to disclosure
under the PIA."™

As a result of these Attorney General's rulings, in 2001 the 77" Texas Legislature enacted what
is today Section 11.086 of the Natural Resources Code. The new Section 11.086 reinstated the
exemption from having to disclose information relating to the location, purchase price, or sale
price of property managed by the SLB or the GLO until the purchase or sale of the land was
completed.”’ In 2003, the 78" Texas Legislature clarified Section 11.086 so that such
information could be considered confidential until a deed was executed, rather than when a
contract was awarded.”> In 2007, this section was again amended to include protections for the
SLB's newly authorized ability to develop property.”” The legislature also exempted such
information from disclosure until all applicable deeds (instead of just the first deed) were
executed and certain contract requirements had been satisfied.”*

In addition to the creation and expansion of Section 11.086, the Texas Legislature has also
exempted the SLB and the GLO from the following types of statutes relating to real estate
transactions, unless the provision states that it specifically applies to the particular agency:’

1) A statute that would require the SLB or the GLO to provide a notice or disclosure
to a buyer of real property.

2) A statute relating to the sale, purchase, or financing of real property by an
executory contract, including a contract for deed or other similar sale.

As the result of increased funding for real estate investments since 2001, the expanded authority
of the SLB to engage in different types of transactional activities, and the statutory protections
afforded to PSF transactional information, the Real Estate Portfolio has become what has
recently been called "an investment program of an entirely different scope" than that previously
managed by the SLB and the AMD.”® This transformation has created new challenges for the
SLB and the AMD, challenges that have led to definite rewards but contain potential pitfalls as
well.

0 See, ATT'Y GEN. ORD. OR99-0036, February 22, 1999; OR2000-4499, November 22, 2000; OR2001-
0262, January 24, 2001.

! See, House Bill 2138 (Marchant, 77th Leg. 2001) (adding TEX. NAT. RES. CODE, § 11.086).

72 See, House Bill 1306 (Marchant, 78th Leg. 2003) (amending TEX. NAT. RES. CODE, § 11.086).

73 See, Senate Bill 596 (Wentworth, 80th Leg. 2007) (amending TEX. NAT. RES. CODE, § 11.086).

74

See, Id.

™ See, House Bill 1853 (Corte, 80th Leg. 2007) (adding TEX. NAT. RES. CODE, §§ 31.002, 32.113,
161.237).

76 See, Texas State Auditor's Office, "An Audit Report on Controls over Permanent School Fund Real
Estate and Collection of Oil and Gas Revenue at the General Land Office," p. 1.
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DISCUSSION

Relevant Policy Questions

A proper evaluation of the appropriateness of the real estate investment authority granted by the
Texas Legislature to the School Land Board (SLB) involves a review of both the costs and
benefits of such activity. On the one hand, the state's investment in real property interests
strengthens and diversifies the holdings of the Permanent School Fund (PSF), and creates real
economic benefits for the state and for those communities where SLB projects are located. On
the other hand, investment in the real estate market involves a greater degree of risk than other
types of investments, and questions have arisen regarding the propriety of the state's activity
given the inevitability of state competition with the private sector. These issues raise the
following three policy questions, which the Committee examines in this section of the report in
an attempt to answer the question posed by the interim charge:

1) How risky is it for the PSF to be engaged to the degree that it is in the real estate
market, and what protections are in place to best protect the PSF's real estate

portfolio (Real Estate Portfolio)?

2) Is it proper to allow the state to directly invest in the real estate market given the
advantages that it has over private sector participants?

3) What is the affect of the SLB's and GLO's real estate investments on both the state
and on those local communities where these investments occur?

Risk Management

It is well settled that diversification "is a basic tenet of risk management, without which
investment portfolios would tend to be more volatile than necessary . . . .""’ The SLB's internal
investment policy recognizes the importance of diversification:

The primary objectives of real estate in the Fund’s portfolio are to provide an
inflation hedge, preserve principle, and achieve a return that possesses low to
negative correlations with stock and bond returns, thereby reducing the volatility
and risk of the total Fund portfolio.”®

While it is important for any institutional fund to be diversified, it is equally important that the
level of risk of such diversification be appropriate, and that meaningful safeguards be in place to
minimize potential risk. With this in mind, the 79" Texas Legislature enacted several provisions
in 2005 that created safeguards against risk to the Real Estate Portfolio. These safeguards
include, but are not limited to:

"7 American Law Institute, Restatement of the Law Third, Trusts: § 227.
8 The School Land Board, "Equity Real Estate Policy," p. 1.
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1) A provision adopting the “prudent investor standard”.

2) A provision limiting the PSF's investment in real estate to not more than fifteen
percent of the market value of the PSF.”

3) A provision containing qualification and compensation requirements for fund
investment managers.*’

4) A provision adopting an ethics policy and standards of conduct for fund
investment managers.”

5) A provision containing reporting requirements on the performance of the Real
Estate Portfolio.*”

These statutory requirements have been supplemented by a more extensive set of rules,
guidelines, and procedures adopted by the SLB. In 2005, the SLB adopted the Permanent School
Fund Equity Real Estate Policy (Investment Policy), the official policy guide directing the SLB's
investment planning, delegation of responsibilities, and decision making processes regarding the
Real Estate Portfolio.*®

Regarding risk management, the Investment Policy requires the SLB to "adopt and adhere to
clearly defined risk management policies and procedures" in order to "preserve principle and
avoid unnecessary risks."® These risk management policies are spelled out in the Investment
Policy, and generally involve various means of diversifying the holdings and the management of
the Real Estate Portfolio.

Prudent Investor Standard

In order to minimize the risk to the Real Estate Portfolio, it is appropriate for the SLB and the
Asset Management Division at the GLO (AMD) to follow a meaningful and appropriate
investment standard when making investment decisions. Unlike the State Board of Education,
the SLB is not subject to a constitutional standard for the management of those assets under its
control.” However, the SLB is statutorily prohibited from investing PSF assets unless it
determinge65 "using the prudent investor standard" that the use of the funds is in the best interest of
the PSF.

7 See, House Bill 2217 (McCall, 79th Leg. 2005) (adding TEX. NAT. RES. CODE, § 51.402(c)).

80 See, Id., (adding TEX. NAT. RES. CODE, § 51.4021).

81 See, Id., (adding TEX. NAT. RES. CODE, § 51.408).

82 See, Id., (adding TEX. NAT. RES. CODE, § 51.412).

% See, The School Land Board, "Equity Real Estate Policy".

1d, p.2.

85 See, TEX. CONST., art VII, § 5(f) (authorizing the SBOE to undertake any investment "that persons of
ordinary prudence, discretion, and intelligence, exercising the judgment and care under the circumstances then
prevailing, acquire or retain for their own account in the management of their affairs, not in regard to speculation but
in regard to the permanent disposition of their funds, considering the probable income as well as the probable safety
of their capital.").

% TEX. NAT. RES. CODE, § 51.402(b).
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The SLB has adopted the American Law Institute's (AMI) Prudent Investor Rule (PIR) to follow
when making its investment decisions.®” The AMI is a private and well-respected organization
consisting of judges, practicing lawyers, and legal scholars who are selected for membership on
the basis of their professional achievement and demonstrated interest in the improvement of the
law. These experts work together to draft model rules and codes to, among other things, promote
the clarification and simplification of the law. The general rule under the PRI is that:

The trustee is under a duty to the beneficiaries to invest and manage the funds of
the trust as a prudent investor would, in light of the purposes, terms, distribution
requirements, and other circumstances of the trust.®®

Under the PRI, compliance requires among other things, that the trustee exercise "reasonable
care, skill, and caution" when performing its duties, and that the trustee must "diversify the
investments of the trust unless, under the circumstances, it is prudent not to do $0."% In addition,
the standard places upon the trustee the duty to conform to fundamental fiduciary duties of
loyalty and impartiality, to act with prudence in delegating authority, and to incur only costs that
are reasonable to the investment responsibilities of the trusteeship.90

Statutory Cap on Real Estate Investments

In an attempt to limit risk to the Real Estate Portfolio, the 79™ Texas Legislature placed a cap on
the amount of Real Estate Special Fund Account (RESFA) dollars that may be invested in real
estate.”’ Section 51.402(c) of the Natural Resources Code provides that:

The market value of the investments in real estate under this section on January 1
of each even-numbered year may not exceed an amount that is equal to 15 percent
of the market value of the permanent school fund on that date.”

As of December 31, 2007, approximately eight percent of total PSF assets were invested in the
Real Estate Portfolio, matching the target that the SLB established in its Investment Policy.”
Given the complexity, uniqueness, and changing nature of an institutional fund like the PSF, it is
difficult to determine with accuracy whether fifteen percent is too high or too low of a
percentage to be invested in real property assets. However, it is helpful to understand that this
percentage is not out of line with the asset allocations of other institutional funds. For example,
a recent study conducted by the Texas Teachers Retirement System (TRS) for its pension fund
determined that fifteen percent of its fund's assets should be invested in real property interests.”

87 See, Appendix 1-A to this section of the interim report. The American Law Institute's official web site
may be accessed at: http://www.ali.org/ (accessed May 27, 2008).

8 American Law Institute, Restatement of the Law Third, Trusts: § 227.

% See, Id., § 227(a).

P See, Id., § 227(b) - (¢).

%! See, House Bill 2217 (McCall, 79th Leg. 2005) (adding TEX. NAT. RES. CODE, § 51.402(c)).

%2 TEX. NAT. RES. CODE, § 51.402(c).

% The School Land Board, "Equity Real Estate Policy," p. 1.

% See, Teacher Retirement System of Texas "Comprehensive Annual Financial Report: A Retirement
System of the State of Texas, Fiscal Year Ended, August 31, 2007," p. 68 (2007).
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Diversification of Holdings and Management

The general method used by the SLB and the AMD to minimize risk to the Real Estate Portfolio
is the diversification of the holdings and the management of these assets. The SLB and AMD
utilize a variety of diversification practices that include the following:

1) Allocation of PSF real property assets between two investment classes, what the
SLB has named Stable Return (institutional quality investments) and Non-Core
(investments with varying risks and rates of return).

2) Acquisition of properties or interests in properties based on varying characteristics
and qualities (different types, different locations, different sizes, etc.).

3) Allocation of PSF investment assets to a broad group of investment managers
with different management styles.

The primary risk management practice utilized by the SLB and the AMD is the distribution of
assets between two investment classes, what the SLB's Investment Policy labels as the Stable
Return and Non-Core investment categories. The Investment Policy sets the target of allocation
between Stable Return and Non-Core investments at sixty percent and forty percent respectively,
plus or minus ten percent.”” Currently, fifty-one percent of the Real Estate Portfolio is allocated
to Stable Return investments, and forty-nine percent to Non-Core investments. The targeted
allocation is intended to create a stable return from low risk investments, while also being able to
"capture superior risk-adjusted returns" from somewhat riskier investments.”

The SLB's Investment Policy defines Stable Return investments to be "operating and
substantially leased (eighty percent or more) institutional quality properties."97 In addition, the
Investment Policy provides that:

These investments are institutional quality, well-located assets in the traditional
property types: office, apartment, retail, and industrial. They generally offer
relatively high current income returns and as a result a greater predictability of
returns. The income component typically represents a significant majority of the
expected total return of Stable Return investments. These investments are of
comparatively low risk and provide a stable foundation for the Fund's real estate
portfolio.”®

Traditionally, assets allocated to the Non-Core category have included investments with different
levels of risk and return. The SLB's Investment Policy explains the risk attributes that may be

present in Non-Core investments as including:

1) Higher property level risk (leasing, renovation, development or repositioning

% The School Land Board, "Equity Real Estate Policy," p. 3.
96
Id.
7 1d.
®1d.
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required).

2) A degree of business or operating risk (hotels, senior housing or investments in
real estate operating companies).

3) Non-traditional formats or properties (distressed assets, private to public market
arbitrage activities).

In addition to asset allocation between two broad assets classes, the SLB and AMD allocate PSF
investment assets within other varied categories in order to diversify the Real Estate Portfolio.
Specifically, the SLB believes that the attributes by which PSF investment assets should be
allocated to "most effectively reduce risk are by property type, geographic location, size of
investments, and investment manager and investment style."

The SLB invests PSF assets in a number of different types of properties. The SLB's Investment
Policy provides for investing in offices, retail spaces, industrial spaces, multi-family units, and
hotels, just to name a few.'™ The SLB, according to its Investment Policy, prefers to establish
ranges for each property type that will both ensure the prudent diversification amongst various
property types, but will also enable it "to capitalize on opportunities caused by shifts in the real estate
and capital markets."'"" The following table indicates these various ranges for investments in various

types of property.
Table 4
Property Types Allocation Ranges'”

NPI RANGE NPI BASED RANGE
Office 37% NPI + 50% 18.5% to 55.5%
Retail 23% NPI +50% 11.5% to 34.5%
Industrial 18% NPI + 50% 9% to 27%
Multifamily 20% NPI = 50% 10% to 30%
TOTAL (traditional) 60% to 100%
Hotel 2% 0% to 10%
Specialty Properties 0% to 30%

The SLB and the AMD also argue that proper risk management should include investing in
properties located in many different areas of the United States.'” The SLB and AMD generally
allocate PSF investment assets broadly, using five regions of the United States (East, Midwest,
South, West, and Texas), though international investments that do not exceed twenty percent of
the Real Estate Portfolio may be made, "dependent upon global real estate and capital market

99
Id., p. 8.

1% See, Id. A description of certain specific properties owned in whole or in part by the PSF can be found
on page 13 of this report.

101

Id.,
12 See, Id.,
19 The School Land Board, "Equity Real Estate Policy," p. 9.
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conditions and opportunities."104 In addition, the SLB's internal policy prohibits placing:

[M]ore than 20% of the allocation into a single metropolitan statistical area
("MSA") for the 20 largest MSAs in the United States and no more than 15% of
the allocation in any other single MSA.'?®

Table 5 indicates the SLB's determination as to the proper ranges of investment allocation for each
geographic area.

Table 5

Geographic Allocation Ranges'%

U.S. Region Targeted Allocation (TA) Allowable Allocation Allowable Allocation
Deviation Range Range
East 27% TA = 50% 13.5% to 40.5%
Midwest 11% TA £50% 5.5% to 16.5%
South 18% TA = 50% 9% to 27%
West 29% TA £50% 14.5% to 43.5%
Texas 15% 7.5% to 15%

The SLB's Investment Policy also recognizes that "the failure of a single investment" could have
a "significant or material impact on the performance of the total real estate program."107
Accordingly, the Investment Policy prohibits investing more than five percent of the Real Estate
Portfolio in a single investment.'*®

Finally, the SLB and AMD hire multiple investment managers with complementary investment
strategies to manage the Real Estate Portfolio.'” By using multiple investment managers with
different strategies, the SLB is able to spread the risk that is associated with investment in the
real estate market into many hands. Currently, the Internal Discretionary Portfolio is managed
by the GLO's Internal Investment Management Team who are directly accountable to the SLB.
The External Portfolio is managed by eighteen different investment managers, none of whom
manage more than nine percent of the total portfolio.''® Importantly, an investment manager is
prohibited from managing more than twenty-five percent of External Portfolio.'"!

Investment Screening

The SLB and the AMD have in place a structured screening process that they follow when
determining whether or not to invest specific PSF assets with external fund managers. This

4 1.
105 11
106 See, Id.

109 7

Id, p.8.
1o See, Texas General Land Office, "Background Information," Section 2, p. 14.
" The School Land Board, "Equity Real Estate Policy," p. 10.
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process is intended to insert various levels of review and accountability into each investment
decision that is made, thereby reducing risk to the Real Estate Portfolio.

The initial screening process generally begins with a preliminary review of a proposed
investment by the GLO's Deputy Commissioner of Funds Management (DCFM) to determine if
the investment fits within the framework of the External Portfolio’s current strategy. Upon
determining that the investment fits within this framework, the DCFM contacts the PSF's
investment advisor to discuss the proposal and to arrange for the preparation of a due diligence
report.

If it is determined that the investment should be made, the proposal is presented to the
Investment Advisory Committee (IAC) for consideration. The IAC is a five-member committee
consisting of the DCFM, the GLO Deputy Land Commissioner, the GLO General Counsel, the
GLO Deputy Commissioner of Asset Management, and a member of the SLB. Representatives
of the fund or investment firm that is responsible for the proposal make a formal presentation to
the IAC followed by a question and answer period. Following the presentations, the IAC votes
on whether or not to recommend the potential investment to the SLB for its approval. Finally,
the SLB reviews the proposal and formally votes to accept or reject it.

Miscellaneous Risk Management Provisions

In 2005, the 79™ Texas Legislature enacted a number of miscellaneous provisions intended to
protect the Real Estate Portfolio. These provisions regulate a variety of issues related to the
SLB's management of the Real Estate Portfolio, such as the appointment and compensation of
outside professionals, the creation of an ethics policy, conflicts of interest and financial
disclosures, and periodic reporting requirements.' '

Section 51.4021 of the Natural Resources Code addresses the appointment and compensation of
investment fund managers, consultants, and advisors. In order to be eligible for appointment,
Texas law requires that these organizations must first be "in the business of managing or
advising on the management of real estate investments."'’ In addition, investment fund
manager, consultant, or advisor must:

[A]gree to abide by the policies, requirements, or restrictions, including ethical
standards and disclosure policies and criteria for determining the quality of
investments and for the use of standard rating services, which the board adopts for
real estate investments of the permanent school fund."*

SLB "policies, requirements, or restrictions" include such provisions as the requirement that
investment managers have "proven experience providing like services, a successful performance
history and an established client base", and the requirement that these managers be "guided by

"2 See, House Bill 2217 (McCall, 79th Leg. 2005) (adding TEX. NAT. RES. CODE, §§ 51.4021, 51.408,
51.409, 51.410).

'3 TEX. NAT. RES. CODE, § 51.4021(a).

"4 1d., § 51.402(b)).
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the “prudent expert' standard . . . s

Section 51.4021 of the Natural Resources requires that the compensation paid to an investment
manager, consultant, or advisor "must be consistent with the compensation standards of the
investment industry and compensation paid by similarly situated institutional investors.""'® The
Investment Policy restates this requirement and adds:

Fundamentally, the Fund will seek to pay an External Investment Manager a base
fee intended to reimburse its costs with additional revenues payable contingent
upon successful performance of the investments.'"”

In 2005, the 79™ Texas Legislature also enacted a requirement that the SLB "adopt and enforce
an ethics policy that provides standards of conduct relating to the management and investment"
of Real Estate Special Fund Account (RESFA) dollars.'"™ This ethics policy applies to each
member of the SLB, the Land Commissioner, any employee of the SLB, and to any person who
provides services to the SLB that relate to the management or investment of RESFA dollars.'"”
Codified as Section 51.408 of the Natural Resources Code, this ethics policy is required to
address various topics as they apply to the management and investment of the RESFA funds and
to those persons responsible for managing and investing such assets.'”’ The topics that must
specifically be addressed are general ethical standards, conflicts of interest, prohibited
transactions and interests, the acceptance of gifts and entertainment, compliance with applicable
professlié)lnal standards, ethics training, and compliance with and enforcement of the ethics
policy.

The 79™ Texas Legislature also created a provision requiring the disclosure of conflicts of
interests and finances.'”> As with the ethics policy provision, these disclosures must be made by
all members of the SLB, the Land Commissioner, any employee of the SLB, and to any person
who provides services to the SLB that relate to the management or investment of RESFA
dollars.'®  Section 51.409 of the Natural Resources Code requires each of these people to
disclose in writing to the SLB any "business, commercial, or other relationship that could
reasonably be expected to diminish the person's independence of judgment in the performance of
the person's responsibilities relating to the management or investment" of RESFA funds.'** This
provision prohibits any person who has made such a disclosure from "giving advice or making
decisions about matters affected by the conflict of interest” until the SLB waives this
prohibition.125 In addition, Section 51.409 requires each employee of the SLB "who exercises

"5 The School Land Board, "Equity Real Estate Policy," p. 10.

16 TEX. NAT. RES. CODE, § 51.4021(c).

"7 The School Land Board, "Equity Real Estate Policy," p. 10.

18 See, House Bill 2217 (McCall, 79th Leg. 2005) (adding TEX. NAT. RES. CODE, § 51.408).
19 TEX. NAT. RES. CODE, § 51.408(b).

120 14., § 51.408(a).

21 1d., § 51.408(a).

122 See, House Bill 2217 (McCall, 79th Leg. 2005) (adding TEX. NAT. RES. CODE, § 51.409).
123 TEX. NAT. RES. CODE, § 51.409(a).

124 Id.

25 1d., § 51.409(c).
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significant decision-making or fiduciary authority" to file a financial disclosure statement. '

The 79™ Texas Legislature also determined that the SLB should be required to periodically
report to the legislature certain information regarding the management and the performance of
the Real Estate Portfolio."”’ The first report is required to be submitted to the legislature by
September 1st of even-numbered years and contains information regarding the investment
activity of the SLB, the amount of funds to be invested, the expected rate of return on these
investments, distributions to the PSF, and the economic affects of these investments.'”® The
second report must be submitted not later than January 1st of odd-numbered years and assesses
the reltzlgrn and the economic impact of the investments reported for the previous biennium by the
SLB.

Propriety of Competition with the Private Sector

When the SLB directly acquires or disposes of real property for the Real Estate Portfolio it is
without question in competition with the private sector. To understand the scope of this
competition it is important to take into account the following limiting factors:

1) The SLB will only be in competition with the private sector when it actually
acquires or disposes of real property for the Internal Discretionary Portfolio,
currently about % of the entire Real Estate Portfolio. There is no competition
with the private sector when the SLB only invests PSF assets in the External
Portfolio (externally managed real estate funds).

2) Since 2005, the direct acquisitions of real estate by the SLB for the Internal
Discretionary Portfolio have declined significantly, and investments in the
External Portfolio have increased.

3) Because the SLB is not directly engaged in the vertical development of properties,
the state is not in competition with developers, but instead only with private sector
parties who are also only interested in purchasing and selling land.

While these three factors certainly limit the state's direct competition with the private sector, the
SLB will nevertheless from time to time be involved in the direct acquisition and disposition of
real property, thereby putting it in competition with the private sector.

Questions have arisen regarding the propriety of the state competing with the private sector in
the real estate market, especially given certain advantages that the state has in such transactions.
Specifically, it has been argued that because the state is exempt from paying local ad valorem
property taxes, has zero holding costs, and is able to pay cash for properties that it buys, that it
has a distinct advantage over the private sector.

126 1d., § 51.409(d).

127 See, House Bill 2217 (McCall, 79th Leg. 2005) (adding TEX. NAT. RES. CODE, § 51.412).
128 TEX. NAT. RES. CODE, § 51.412(a)).

2 1d., § 51.412(b).
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The state's exemption from paying local ad valorem property taxes on land that it owns creates a
distinct advantage for it over private parties for a number or reasons. First, when the state
purchases land that it intends to resell in the future, its holding costs will be less than that of the
private sector primarily because the state will not pay any taxes on the land during its holding
period. In addition, the state is able to enter into lease agreements covering property that it owns,
such as in the Wal-Mart Distribution Center case, primarily because of its tax exempt status. In
the Wal-Mart case, if the state was not able to structure the deal as it did, either the local
community would have had to offer tax abatements to the company or the company most likely
would have decided to build the facility elsewhere.

The state as a direct participant in the real estate market is also in a better position than the
private sector because it has no holding costs on investment property. During the period that the
state holds land that it intends to dispose of in one way or another, it pays neither ad valorem
taxes on the property nor interest on money that a private sector party would have had to borrow
to purchase the land. Unlike the state, a private sector investor would have to take both of these
costs into account, not only in determining whether or not to purchase the property, but in
determining when the property could be sold.

In addition, the state's ability to pay cash for the purchase of land gives it an advantage over a
private sector participant. A seller of land will generally prefer to sell his or her property to a
buyer who can pay cash today, instead of to a private sector party whose purchase is frequently
contingent upon financing which is not always certain, and upon the often lengthy financing
process.

As Land Commissioner Patterson has admitted, private landowners and developers do not have
the same advantages as the state in such transactions. However, the Land Commissioner has
explained that that his fiduciary duty to the PSF nevertheless requires the acquisition and
disposition of land, even when it does involve competition with the private sector. However, the
concerns regarding the propriety of the state competing with the private sector in such
transactions is becoming less and less important given the limiting factors mentioned above,
primarily the SLB's strategy of allocating PSF assets to the External Portfolio instead of the
Internal Discretionary Portfolio.

Affect on the State and Local Communities

While the primary goal of investing PSF assets in real property is to strengthen and diversify the
PSF, there are both direct and indirect secondary impacts on both the state and local communities
resulting from such investments. First, it must be remembered that local taxing authorities are
not able to impose ad valorem property taxes on property owned by the state. This exemption
applies as well to state land that is leased to a private party, even for significant periods of time.
As such, the collection of local ad valorem taxes are inevitably lessened when the state purchases
real estate in a given community. However, there often are secondary tax revenue benefits to
local communities that may offset the loss of ad valorem tax revenue (increased inventory,
personal property, and sales taxes to name a few). In addition, numerous jobs have been created
by projects that the SLB and the AMD have been involved in. These jobs include those
surrounding the construction of the structure, the operation of the business following
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construction, and the various collateral support jobs that arise as a result of the project.
Importantly, unlike almost all government projects, these real estate ventures are funded not
from taxes, but from the collateral value of the lands dedicated for the benefit and use of the PSF.

The GLO routinely commissions Angelou Economics (Angelou) to conduct independent studies
to assess the economic impacts that SLB real estate transactions will have on both the state and
local communities.'*® The estimates generated by Angelou show significant benefits to the state
and the local areas involved in SLB projects.

According to Angelou, the state and the local governments in the area of the Wal-Mart
Warehousing and Distribution Center in Baytown have and will continue to realize significant
tax revenues as a result of the project, monies that otherwise would not have been collected.
Prior to the project, the agricultural land generated approximately $6,000 in property taxes.
During the thirty year lease period following the opening of the facility, Angelou estimated that
approximately $124 million in business and personal property taxes would be generated from the
facility. In addition, Angelou estimated that the facility would create 900 jobs with an annual
payroll of $30 million. Indirect benefits were estimated to include the creation of 1,900 jobs
with an annual payroll of $66 million, $9.6 million in taxes, and annual economic activity of
$200 million. Similar benefits have been realized by the state and local communities across the
state as the result of various other transactions, as shown by the following chart:

Table 3
Economic Impacts'’
PROJECTS TOTAL ANNUAL ANNUAL ANNUAL

JOBS PAYROLL TAXES ECONOMIC

ACTIVITY
Wal-Mart (direct) 900 $30,000,000 $6,700,000 $95,000,000
Wal-Mart (indirect) 1,900 $66,000,000 $9,600,000 | $200,000,000
Triangle (construction) 1,740 $72,000,000 $4,300,000 | $156,000,000
Triangle (stabilized) 220 $5,100,000 $3,500,000 $47,600,000
CertainTeed (construction) 2,100 | $144,000,000 $8,600,000 $314,000,000
CertainTeed (stabilized) 470 $14,000,000 $4,200,000 $87,000,000
Imperial (construction) 2,670 | $110,000,000 $6,500,000 | $239,000,000
Imperial (stabilized) 6400 | $280,000,000 $30,000,000 | $1,200,000,000

It is unclear what the economic benefits of such developments would have been if undertaken by
the private sector. The GLO believes that the Wal-Mart and Triangle projects would not have

130 The official website for Angelou Economics' may be accessed at:
http://www.angeloueconomics.com/index.html (last accessed May 14, 2008).

51 See, Angelou Economics, "Report: General Land Office: Impact Study of the Wal-Mart Distribution
Center in Baytown, Texas," (March, 2005); Angelou Economics, "Report: General Land Office: Impact Study of the
Triangle Development in Austin, Texas," (October, 2006); Angelou Economics, "Report: General Land Office:
Impact Study of the CertainTeed Manufacturing Facility in Sherman, TX," (October, 2006); Angelou Economics,
"Report: General Land Office: Impact Study of the Imperial Sugar Redevelopment (Cherokee Tract 3) in Sugar
Land Texas," (October, 2006).
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been initiated if the land had been in private hands.

CONCLUSION

Though the Committee may not always agree with every investment decision made by the
School Land Board (SLB) and the Asset Management Division of the Texas General Land
Office (AMD), the Committee believes that the SLB and the AMD take seriously their duties to
the Permanent School Fund (PSF) and to the people of this state. Because the Land
Commissioner is an elected official who has been entrusted by those people that have elected
him to manage the AMD and chair the SLB, the Committee does not believe it is appropriate for
the members to micro-manage the internal workings of these entities. However, the Committee
is comprised of elected officials who also represent the people of this state, and as such, wish to
make the following conclusions and recommendations.

Though investments of any kind are risky and hold the potential for loss, the Committee believes
that the Texas Legislature, the SLB, and the AMD have enacted and adopted appropriate laws,
rules, and policies to properly manage risk to the PSF. The Committee's only major concern
regarding risk to the PSF is the seeming lack of coordination between the SLB and the State
Board of Education (SBOE) regarding the management of the entire PSF. The Committee
believes it is appropriate for these two bodies to coordinate their planning and investment of PSF
funds so that the PSF as a whole is protected. In addition, the Committee believes that Texas law
should also clarify that the SLB, not the SBOE, should be solely responsible for the real property
holdings of the PSF.

The Committee also believes that it is fundamentally improper for the state to directly compete
with the private sector in the acquisition of real property, especially given the advantages that the
state has in such transactions. However, the Committee does recognize that there may be
situations where the best interests of the PSF absolutely require such direct acquisitions. In
addition, the Committee understands that the SLB has determined to allocate fewer assets to the
Internal Discretionary Portfolio and more assets to the External Portfolio. Considering these
factors, the Committee believes that the SLB can and should refrain from competing with the
private sector in the acquisition of real property except as absolutely required by its fiduciary
duty to the PSF.

In addition, given the importance, the complexity, and the changing nature of the PSF and its
Real Estate Portfolio, the Committee believes that it is appropriate for independent bodies, such
as the State Auditors Office, to routinely monitor the management, investments, and
performance of the PSF and its Real Estate Portfolio.

RECOMMENDATIONS

1) The School Land Board and the State Board of Education should fully cooperate with one
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2)

3)

4)

)

another in the coordination of planning and investing Permanent School Fund assets so
that the Fund as a whole is protected, perhaps through the retention of a single investment
consultant.

State law should clarify that the School Land Board, not the State Board of Education, is
solely responsible for the management of the real estate investments of the Permanent
School Fund.

The School Land Board and the General Land Office should refrain from competing with
the private sector in the acquisition of real property or real property interests, except as
absolutely required by their fiduciary duties to the Permanent School Fund.

No more than ten percent of Permanent School Fund's real estate holdings should be held
by the Internal Discretionary Portfolio at any given time. The School Land Board should,
as soon as practicable, dispose of properties within the Internal Discretionary Portfolio so
that the portfolio contains no more than ten percent of the Permanent School Fund's real
estate holdings, subject to its fiduciary duty to the Permanent School Fund.

The State Auditor's Office should continue to monitor the real estate investment goals,
strategies, outcomes, decisions, and activities of the School Land Board, the General
Land Office, and those individuals and businesses hired by the state to mange any part of
the Permanent School Fund's real estate portfolio.
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APPENDIX 1-A

Prudent Investor Rule
American Law Institute
Restatement of the Law Third, Trusts: Prudent Investor Rule, 1992

§ 227. General Standard of Prudent Investment

The trustee is under a duty to the beneficiaries to invest and manage the funds of the trust as a
prudent investor would, in light of the purposes, terms, distribution requirements, and other
circumstances of the trust.

a. This standard requires the exercise of reasonable care, skill, and caution, and is to
be applied to investments not in isolation but in the context of the trust portfolio
and as a part of an overall investment strategy, which should incorporate risk and
return objectives reasonably suitable to the trust.

b. In making and implementing investment decisions, the trustee has a duty to
diversify the investments of the trust unless, under the circumstances, it is prudent
not to do so.

C. In addition, the trustee must:

1. conform to fundamental fiduciary duties of loyalty (§ 170) and

impartiality (§ 183);

2. act with prudence in deciding whether and how to delegate authority and
in the selection and supervision of agents (§ 171); and

3. incur only costs that are reasonable in amount and appropriate to the
investment responsibilities of the trusteeship (§ 188).

d. The trustee's duties under this Section are subject to the rule of § 228, dealing
primarily with contrary investment provisions of a trust or statute.

Five Basic Principles of Rule

Sound diversification is fundamental to risk management and is therefore ordinarily required of
trustees. Diversification is a basic tenet of risk management, without which investment
portfolios would tend to be more volatile than necessary while having similar long-term expected
returns.
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Risk and return are so directly related that trustees have a duty to analyze and make conscious
decisions concerning the levels of risk appropriate to the purposes, distribution requirements, and
other circumstances of the trusts they administer. The point here is that risk is not inherently bad
though it is prudent to avoid uncompensated, or unsystematic risk when possible (i.e., through
diversification). Investment risk should be deliberately taken on only when it is judged likely to
contribute to desirable investment performance for the portfolio as a whole. The level and nature
of investment risk should be consistent with the trust's need, desire, and ability to tolerate that
risk.

Trustees have a duty to avoid fees, transaction costs and other expenses that are not justified by
needs and realistic objectives of the trust's investment program. It is usually both reasonable and
appropriate to minimize incurred fees whenever possible, consistent with the investment strategy
being implemented.

The fiduciary duty of impartiality requires a balancing of the elements of return between
production of income and the protection of purchasing power. This confirms that a strategy
which endeavors to generate current income while preserving principal is likely to result in a
reduction of real income to beneficiaries due to inflation. For that reason (as well as tax-effects),
it is often prudent to invest both for income (i.e., through dividends) and for capital appreciation,
even if it means income alone is inadequate to meet a beneficiary's cash-flow needs.

Trustees may have a duty as well as having the authority to delegate as prudent investors would.
This delegation is often in the form of investing in mutual funds. Trustees should exercise due
care in selecting mutual funds for investment, concentrating on the most relevant predictors of
future performance: fees, diversification, and asset class focus.
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INTERIM CHARGE TWO

Eminent Domain

Observe and study ongoing litigation and actions by condemning authorities in light of the Kelo
decision and make recommendations for changes in eminent domain law needed to protect
private property rights. Specifically, examine the body of law used to determine the amount of
compensation property owners receive when their land is condemned, in whole or part, and
determine the appropriateness of this scheme as compared to others.
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EMINENT DOMAIN

INTERIM CHARGE

"Observe and study ongoing litigation and actions by condemning authorities in light of the Kelo
decision and make recommendations for changes in eminent domain law needed to protect
private property rights. Specifically, examine the body of law used to determine the amount of
compensation property owners receive when their land is condemned, in whole or part, and
determine the appropriateness of this scheme as compared to others."'*

SCOPE OF REPORT

This section of the Interim Report reviews the law of eminent domain and suggests statutory
reforms that will more appropriately balance the fundamental right of individuals to own
property with society's periodic need to condemn property in furtherance of the public good.
Specifically, this section describes the power of eminent domain and the condemnation process,
examines the importance of an individual's right to own property, reviews the expansive
definition of "public use", and compares the different ways by which to determine what
compensation is due to a property owner when a taking occurs. This section concludes with the
generalized finding that, at a minimum, the power of eminent domain should be exercised only
when absolutely necessary, only in furtherance of a truly "public use", and only when
accompanied by compensation that makes a property owner completely whole, regardless of the
cost to society.

As is apparent to those who study this branch of the law, it is not possible in a report of this type
to comprehensively examine, explain, and compare each aspect of takings law, not to mention
the various controversies and policy considerations that stem from its use and abuse. As such,
this report presents a broad overview of the subject, with the focus on determining the best
manner by which to balance the right of individuals to own property with the interests of the
community at large.

SUMMARY OF COMMITTEE ACTION

Committee Hearing

The House Committee on Land and Resource Management met in a posted public hearing on

132 Rule 3, Section 25(2), of the Rules of The Texas House, grants jurisdiction to the House Committee on
Land and Resource Management "over all matters pertaining to . . . the power of eminent domain."

37



May 6, 2008, in Austin, Texas. Those who testified were:

Kristina Silcocks (Texas Attorney General's Office)
J. Mark Breeding (Eminent Domain Attorney)

Bill Peacock (Texas Public Policy Foundation)
Drew Thornley (Texas Public Policy Foundation)
Donald J. Sherwood (Integra Realty Resources)
Richard Cortese (Texas Farm Bureau)

Phil Russell (Texas Department of Transportation)
Scott Houston (Texas Municipal League)

Harold W. Collum (TUD Corporation)

Cathy Sisk (Harris County)

Steve Bresnen (North Harris County Regional Water Authority)
Steve Carroll (Texas Energy Coalition)

Summary of Testimony

Kristina Silcocks, Chief of the Transportation Division at the Texas Attorney General's Office
(OAG), explained to the Committee the law and processes surrounding governmental takings in
Texas, specifically those undertaken by state agencies. Ms. Silcocks explained to the members
that the OAG is responsible for representing state agencies in condemnation proceedings,
primarily the Texas Department of Transportation (TxDOT). Ms. Silcocks testified that the vast
majority of TxXDOT cases, perhaps as high as eighty-six percent, are negotiated purchases that
are settled prior to the filing of a condemnation petition.

In regards to the law of "adequate compensation”, Ms. Silcocks advised the members that the
standard for determining "adequate compensation" under Texas law is the fair market value of
the property taken, based upon the test of what a willing buyer would pay a willing seller in the
open market. In the case of a partial taking, Ms. Silcocks informed the members that a property
owner is entitled to the fair market value of the land taken and to certain damages to the
remainder property, if any.

Ms. Silcocks fielded questions from the members of the Committee regarding a wide array of
eminent domain and condemnation issues. In answer to questions concerning the Governor's
veto of House Bill 2006 in 2007, Ms. Silcocks told the members that the Senate Amendment
regarding diminished access to remainder property would have drastically changed the law of
"adequate compensation". Ms. Silcocks advised the members that the current law regarding
diminished access holds that no compensation is due to a property owner so long as the owner
retains reasonable access to his or her property. As written, the Senate Amendment to House
Bill 2006 would have required compensation for any diminishment to access, perhaps even for
inconsequential diminishments such as the placing of a median in a new road.

J. Mark Breeding, a Houston attorney who has practiced eminent domain law for twenty-seven
years, explained to the Committee his views of the current state of eminent domain law,
especially in light of the Texas Legislature's attempt to reform the system in 2007. Mr. Breeding
told the members that he believes that the system is not broken, and that attempts to change one
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hundred years of statutory and case law could create significant and costly problems in the state.
However, given the Committee's strong desire to reform the system in 2007, Mr. Breeding
thought that it was appropriate for him to advise the members as to which reforms were truly
problematic and which could be made with the least amount of trouble.

Mr. Breeding explained to the members that, in his opinion, a reasonable compromise was
reached in 2007 with House Bill 2006. Specifically, Mr. Breeding was satisfied with the public
use, public necessity, repurchase, and relocation assistance provisions in the bill, to name a few.
However, Mr. Breeding cautioned the Committee to not legislate rules of evidence, and advised
the members that the last minute Senate Amendments to the bill, especially regarding diminished
accessed, were highly problematic.

Bill Peacock, the Director of the Center for Economic Freedom at the Texas Public Policy
Foundation, advised the Committee that further reform is needed to address the United States
Supreme Court's decision in Kelo v. City of New London, Connecticut, despite the important
protections that were put in place in 2005 with the enactment of Senate Bill 7. Mr. Peacock
pointed specifically to ongoing attempts by the City of El Paso to "revitalize" its downtown,
potentially through the exercise of the power of eminent domain. Mr. Peacock also explained to
the members that the many loopholes that were enacted with the passage of Senate Bill 7 in 1995
are problematic, especially the "slum and blight" exception that allows condemnations with
secondary economic development purposes to occur. Finally, Mr. Peacock told the Committee
that, in his opinion, the 2007 provisions found in House Bill 2006 were appropriate, with the
exception of the Senate Amendment regarding diminished access, which he considered an area
that needs further work.

Drew Thornley, an attorney with the Texas Public Policy Foundation, provided the Committee
with an overview of how compensation is determined in Texas when property is condemned.
Mr. Thornely explained to the members that an owner whose land has been taken through the
power of eminent domain is entitled to the fair market value of the tract that is taken outright,
and to certain damages for any non-condemned portion of the tract that remains (the remainder).
However, Mr. Thornley informed the Committee that certain damages to the remainder,
generally referred to as community damages, are not compensable. Mr. Thornley recommended
that changes to Texas' compensation scheme should be made, and that such changes should
ensure that landowners are made economically whole, a process that would involve considering
each and every factor that voluntary buyers and sellers would considered in private market
exchanges.

Donald J. Sherwood, a licensed appraiser and the Managing Director of Integra Realty Resources
DFW, informed the Committee with his opinions regarding the state of eminent domain law in
Texas and his recommendations as to how to reform the current system. Testifying primarily on
the issue of "adequate compensation”, Mr. Sherwood explained to the Committee that there are
no simple solutions to fix the current system, but that the growing need for infrastructure in the
state will continue to put condemning entities at odds with landowners. Mr. Sherwood made
several recommendations to the members regarding how best to reform the system, specifically
recommending that appraisers should be state certified and follow recognized standards, that
both the public and special commissioners should be properly educated on the issue of eminent
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domain, that those factors laid out in State v. Schmidt that truly affect the value of property
should be considered, and that landowners should be compensated for their legal and appraisal
costs.

Richard Cortese, a member of the Texas Farm Bureau's Board of Directors, explained to the
Committee that the law of eminent domain in Texas is broken and needs to be fixed. Mr.
Cortese informed the members that the condemnation process is heavily biased in favor of
condemning entities and that there are not enough protections in place for Texas landowners.
Specifically, Mr. Cortese recommended to the Committee that state law should be changed to
require a condemning entity to make a good faith offer to a landowner that reflects the true
market value of the piece of property, taking into consideration each and every market factor. In
addition, Mr. Cortese explained to the members that state law should include meaningful
penalties (financial and/or procedural) for failing to make such good faith offers, primarily to
help ensure that such offers are made in the first place.

Mr. Cortese also explained to the Committees that landowners are often not receiving "adequate
compensation" when their property is condemned because the courts exclude from the
calculation many factors that a willing buyer and a willing seller would actually consider in a
private negotiated sale. Mr. Cortese explained to the members that Texas, unlike many other
states, does not allow landowners to be compensated for things such as diminished access to their
property, loss of visibility, lost business profits and good will, and attorney's fees. Mr. Cortese
recommended that Texas law should be changed to allow for factors such as these to be
considered when compensation determinations are made.

Phil Russell, the Assistant Executive Director of TxDOT, explained to the Committee that
TxDOT does its best to balance the private property rights of individuals with the public's
interest in building a transportation system that meets the growing needs of the state. Mr.
Russell admitted that finding this balance was not always an easy matter. Mr. Russell answered
numerous questions from the members regarding issues such as the Trans-Texas Corridor, the
affect of the 1993 Schmidt decision on compensation determinations, and the Governor's veto of
House Bill 2006 in 2007. Mr. Russell, when asked, told the members that TxDOT's $1 billion
estimate of the cost of House Bill 2006 was not overstated, though an exact amount could not
reasonably be calculated.

Harold Collum, a resident of Tarrant County, described to the Committee his personal
experiences with TxDOT regarding a tract of land that he owned in Fort Worth that was
condemned by the agency. Mr. Collum was critical of the negotiation and condemnation
process, especially regarding the low appraisal of his property and certain problems that arose
when the state appealed the special commissioner's decision in favor of Mr. Collum.

Cathy Sisk, the Director of Legislative Relations for Harris County, informed the Committee of
the process used by Harris County to determine the cost of the Senate Amendment to House Bill
2006 regarding diminished access. In Harris County, the estimated increased cost to the county
over five years would have been $1 billion, which she explained was consistent with the numbers
generated at the time by TxXDOT. Ms. Sisk informed the members that, regarding diminished
access, the current standard of "substantial impairment" is appropriate and should be retained.
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Steve Bresnen, representing North Harris County Regional Water Authority (NHCRWA),
informed the Committee that the provisions of House Bill 2006 in 2007 were generally
workable, except for the last minute amendments made to the bill in the Senate. In addition, Mr.
Bresnen answered several questions regarding the NHCRWA's use of the power of eminent
domain.

Steve Carroll, an attorney who has practiced eminent domain law for twenty-seven years,
advised the Committee that while it might be appropriate for the legislature to change the
measure of compensation in takings cases, it could be problematic to change the rules of
evidence in such situations. Mr. Carroll explained to the members that dozens of legal principles
formulated over one hundred years would be undermined if the legislature changed the rules of
evidence in takings cases. Mr. Carroll argued to the Committee that the 1993 Schmidt case did
not change existing law because three of the four Schmidt factors were already incorporated into
the body of eminent domain law prior to the decision.

BACKGROUND

The Power of Eminent Domain

Government is instituted to protect property of every sort. . . . This being the end
of government, that alone is a just government, which impartially secures to every
man, whatever is his own.'??

Eminent domain is the power of the state (or those to whom the power has been duly
delegated)134 to take private property for public use."”® Neither the United States nor the Texas
Constitution specifically authorize the use of eminent domain, though the power is implied in
both documents through the restrictions that they place upon its use.*® The Takings Clause for
the United States Constitution, found in the Fifth Amendment to that document, states in
pertinent part that:

133 James Madison, “Property”, National Gazette, March 29, 1792, reprinted in The Papers of James
Madison, ed. R. Rutland et al. (Charlottesville: University Press of Virginia, 1983), vol. 14, p. 266-68.

34 See, Mercier v. MidTexas Pipeline Co., 28 S.W.3d 712, 716 (Tex. App.--Corpus Christi 2000, pet.
denied) (holding that the legislature may grant the authority to exercise that power to governmental and non-
governmental entities as long as the exercise is for a public use).

% See e.g., U.S. CONST., Amend. V; TEX. CONST., art I, § 17; TEX. PROP. CODE . §§ 21.001 ef seq. Courts
in New Hampshire and North Carolina construe sections of their state constitutions as implementing the common
law requirement for just compensation for takings be paid by the state and its subdivisions.

¢ In determining the source of this power, it is important to remember the fundamental distinction
between the federal and states constitutions. The United States Constitution is a "granting" document, meaning that
the federal government has only those powers that are granted to it by the Constitution. Provisions in the federal
Bill of Rights are direct limitations on the specific powers delineated in the Constitution. For example, the power of
eminent domain is arguably granted to the federal government in the Necessary and Proper Clause, found in Article
I, Section 8, of the Constitution. This clause is limited by the Takings Clause found in the Fifth Amendment. On
the other hand, the Texas Constitution, like all state constitutions, is a "limiting" document, meaning that the state
government has all those powers that are not prohibited to it.
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No . . . private property [shall] be taken for public use, without just
compensation.'

In Texas, Section 17 of Article I of the Texas Constitution provides that:

No person's property shall be taken, damaged or destroyed for or applied to public
use without adequate compensation being made, unless by the consent of such
person . ...

Both the United States and Texas constitutions require that the taking of private property must be
for a "public use", and that when an authorized entity takes private property for a "public use"
that it must fairly compensate the owner for the property taken. The right of a property owner to
be compensated for the taking of his or her property is a vested right under the federal
constitution.””” Any state law that purports to take away this right is unconstitutional under the
Fourteenth Amendment to the United States Constitution.'*’

It is a matter settled by law that the power of eminent domain is delegated by the Texas
Constitution to the legislature.'”' The legislature may grant the authority to governmental and
non-governmental entities so long as the exercise is for a "public use"."* Chapter 21 of the
Texas Property Code establishes the basic rules and process that must be followed by the parties
and the courts before, during, and after a condemnation suit is filed.!* In addition to these
Property Code sections, numerous other statutory provisions have been enacted over the years
that grant the power of eminent domain to various governmental and non-governmental entities,
generally for specified public uses.'**

William Blackstone, the foremost authority on Anglo-American jurisprudence wrote as
axiomatic that "the law of the land . . . postpone[s] even public necessity to the sacred and
inviolable rights of private property."'*> While the exercise of the power of eminent domain has
become a routine matter for many condemning entities, it is important to remember that that the
taking of an individual's private property involves an infringement of a fundamental right, a right

"7U.S. CONST., AMEND. V.

"8 TEX. CONST., art I, § 17.

3 Prior to the adoption of the Fourteenth Amendment the power of eminent domain of state governments
"was unrestrained by any federal authority." Green v. Frazier, 253 U.S. 233, 238 (1920). In Barron v. City of
Baltimore, 32 U.S. 243 (1833), the United States Supreme Court ruled that the federal Bill of Rights restricted only
the federal government and did not apply to the states.

19" See, Chicago, B. & Q. R. CO. v. City of Chicago, 166 U.S. 226 (1897) (holding that the Fourteenth
Amendment to the United States Constitution restrains actions by a state through either its legislative, executive, or
judicial department, which deprives a party of his property without due compensation).

14 See, Mercier, at 716 (2000); Maberry v. Pedernales Elec. Coop., 493 S.W.2d 268, 269 (Tex. Civ. App.--
Austin 1973, writ ref'd n.r.e.).

142

143 TEX. PROP. CODE . §§ 21.001 ef seq.

144 See, Texas Legislative Research Division, FACTS AT A GLANCE, "Texas Statutes Granting,
Prohibiting, or Restricting the Power of Eminent Domain", (March 2006) (listing the numerous statutory provisions
regarding eminent domain).

'3 William Blackstone, Commentaries on Laws of England, A Facsimile of the First Edition of 1765-1769
(Chicago: Univ. Of Chicago, 1979), vol. 1, p. 134.
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that was held in the highest regard by the founders of this nation.

Importance of the Protection of Private Property

In 1795, Justice William Paterson, writing for the United States Supreme Court in Vanhorne's
Lessee v. Dorrance, expressed the generally held Enlightenment view that:

[T]he right of acquiring and possessing property, and having it protected, is one of
the natural, inherent, and unalienable rights of man. . . . The preservation of
property then is a primary object of the social compact.146

In further strongly worded language, Justice Paterson explained that the power of eminent
domain is a "despotic power," but one that "government could not subsist without."'*” In
Paterson's opinion, the power of eminent domain should not be "exercised except in urgent cases,
or cases of the first necessity."'*® Justice Paterson's words should not be read lightly. As a
delegate to the Constitutional Convention and joint author of the United States Constitution he
certainly understood not only the importance of the protection of private property to a free
society, but also that this view was deeply ingrained in Americans' conceptions about the nature
of their government and its relationship to the individual.

Like Justice Paterson, the founders of this nation considered the right to hold private property to
be not only a fundamental right, but to be a primary source of all civil liberties."* James
Madison, the author of the federal Takings Clause, explained in 1792 what he considered to be
self-evident in when he stated that "As a man is said to have a right to his property, he may be
equally be said to have a property in his rights."15 O As products of the Enlightenment, these men
viewed property to be a God given and natural right that was a central component to both the

148 Vanhorne's Lessee v. Dorrance, 2 U.S. (2 Dall.) 304, 310 (C.C.D. Pa. 1795); See, also, John Locke, Two
Treatises of Government, ed. by Peter Laslett, Sec. 138 (Cambridge, 1988), ("The Supream Power cannot take from
any Man any part of his Property without his own consent. For the preservation of property being the end of
government, and that for which Men enter into Society, it necessarily supposes and requires, that the People should
have Property . . .."); Publius, "The Federalist X," in The Debate on the Constitution: Federalist and Antifederalist
Speeches, Articles, and Letters During the Struggle Over Ratification, ed. by Bernard Bailyn (New York: Literary
Classics, 1993), vol. 1, p. 405. ("the diversity of the faculties of men, from which the rights of property originate . . .
is the first object of government."); Publius, "The Federalist LIV," in The Debate on the Constitution: Federalist
and Antifederalist Speeches, Articles, and Letters During the Struggle Over Ratification, vol. 2, p. 199 ("government
is instituted no less for protection of the property than of the persons of individuals."): James Madison, “Property,”
National Gazette, March 29, 1792, reprinted in The Papers of James Madison, ed. R. Rutland et al. (Charlottesville:
University Press of Virginia, 1983), vol. 14, p. 266-68 (“Government is instituted to protect property of every sort . .
. . This being the end of government, that alone is a just government, which impartially secures to every man,
whatever is his own.”).

Y Vanhorne's Lessee, at 311 (1795).

148 11

149 See, e.g., A Citizen of America, "An Examination Into the Leading Principles of the Federal
Constitution," in The Debate on the Constitution: Federalist and Antifederalist Speeches, Articles, and Letters
During the Struggle Over Ratification, vol. 1, p. 159 ("Let the people have property, and they will have power --
power that will for ever be exerted to prevent a restriction of the press, an abolition of trial by jury, or the
abridgement of any other privilege."); John Adams, The Works of John Adams, ed. Charles Francis Adams (Boston:
Little Brown, 1850), vol. 6, p. 280 (“Property must be secured or liberty cannot exist.”).

150 Madison, “Property,” vol. 14, p. 266.
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establishment and maintenance of all civil governments.

The conception that the possession of private property is a natural, and therefore, fundamental
right, traces its roots back to Enlightenment ideas regarding the very nature of man and of civil
government. This "Right of Englishmen" had been expounded at least since the seventeenth
century by men like John Locke who traced the natural right to possess private property to pre-
historical times. According to Locke, in the beginning the only things that an individual owned
were his body and labor, everything else was held in common. By investing labor and skill into
things, those things and their products became the person's own things, thus the conception of
private property. Locke explained in his Second Treatise on Civil Government that:

[T]hough the things of nature are given in common, yet man, by being master of
himself, and proprietor of his own person, and the actions or labour of it, had still
in himself the great foundation of property; and that, which made up the great part
of what he applied to the support or comfort of his being, . . . was perfectly his
own, and did not belong in common to others.'!

This "Right of Englishmen" certainly migrated with colonists from England to North America
and became, as Justice Paterson's opinion in Vanhorne's Lessee demonstrates, central to this
nation's conception of liberty."* As Justice Clarence Thomas recently wrote citing the 1798 case
of Calder v. Bull, "[t]he Public Use Clause, in short, embodied the Framers' understanding that
property is a natural, fundamental right, prohibiting the government from “tak[ing] property from
A. and giv[ing] it to B."1%?

Given the fundamental nature of the right to own property and the importance of this right to free
societies, coupled with the contrary need of society to condemn property at times for the public
good, it is no wonder that these two opposing interests have come into conflict at times. As with
other situations where important public and private interests collide, it becomes the responsibility
of the government to create and maintain a reasonable set of rules that properly balance these
two important yet competing interests.

DISCUSSION -- "PUBLIC USE"

Both the United States and the Texas Constitutions require that the exercise of the power of
eminent domain must be for a "public use".'™ The term "public use" has never had a precise
definition and courts have historically struggled to determine what it actually does and even

should mean. Determining whether a particular use is a "public use" is a judicial determination,

151 Locke, Sec. 44.

132 See, Errol E. Meidlinger, "The "Public Uses' of Eminent Domain: History and Policy", 11 Env. L. Rev. 1
(Fall 1980),; Michael Malamut, "The Power to Take: The Use of Eminent Domain in Massachusetts", Pioneer
Institute for Public Policy Research, White Paper No. 15 (December 2000).

133 Kelo v. City of New London, Connecticut, 125 S. Ct. 2655, 2680 (2005) (citing Calder v. Bull, 3 Dall.
386, 388 (1798)).

13 See e.g., U.S. CONST., Amend. V; TEX. CONST., art I, § 17.
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but judges have generally been deferential to legislative assertions that a particular use is a
legitimate "public use".'”> Some courts have interpreted "public use" liberally, upholding the use
of eminent domain in situations in which there was no actual "public use", but instead where the
project was merely for a public purpose or created some public benefit.'>® Other courts have
interpreted the term more narrowly to require actual occupancy by the public.15 !

Nevertheless, there is no question that the definition of "public use" has always included more
than simply projects that allow only a governmental body or the general public to possess,
occupy, and enjoy the property. Equally, there is no question that the historically broad
definition of "public use" has continued to be expanded by the judiciary in recent years, most
recently in the controversial 2005 United States Supreme Court decision in Kelo v. City of New
London, Connecticut."®

""Public Use'" Prior to the Twentieth Century

Starting in the seventeenth century, the general movement in America has been away from a
common sense textual understanding of the term "public use" and towards an ever-increasingly
liberal definition that more closely resembles "public benefit". From the earliest periods,
legislative and judicial bodies have sanctioned the condemnation of private property for purposes
that, while indirectly benefiting the public, often involved for-profit undertakings that primarily
benefited private stakeholders. Similar to modern grants to utilities and common carriers, private
corporations were frequently granted the right to take property for the creation and operation of
such things as water-powered mills, turnpikes, railroads, and canals, each of which was arguably
necessary to the citizenry of the growing nation.

Early takings for water-powered mills, turnpikes, and canals were justified fairly easy on the
grounds that there truly was a public need for such projects, given the limited nature of
government and the expansive nature of the country. Some entity had to provide these services.
With the passage of time, and the growth of the nation and its industrial needs, the power of
eminent domain was granted to entities and for such uses that benefited the public less directly.
The law regarding railroads, utilities, and water-powered industries, for example, stretched the
classic meaning of the power of eminent domain into an awkward and frequently unjustifiable
set of laws.

155 City of Cincinnati v. Vester, 281 U.S. 439, 444 (1930) (holding that it is "well established that in
considering the application of the Fourteenth Amendment to cases of expropriation of private property, the question
what is a public use is a judicial one."); Maher v. Lasater, 354 S.W.2d 923, 925 (Tex. 1962).

%% See, e.g., California: Redevelopment Agency of City and County of San Francisco v. Hayes, 266 P.2d
105; Kansas: State ex rel. Fatzer v. Urban Renewal Agency, P.2d 656 (1956); Maine: Crommett v. City of Portland,
107 A.2d 841 (1954); New Jersey: Redfern v. Board of Commissioners of Jersey City, 59 A.2d 641 (1948); New
York: Murray v. La Guardia 1943, 52 N.E.2d 884 (1943); Ohio: State ex rel. Bruestle v. Rich, 1953, 110 N.E.2d 778
(1953).

57 See, e.g., Georgia: Housing Authority of City of Atlanta v. Johnson, 74 S.E.2d 891 (1953); South
Carolina: Edens v. City of Columbia, 91 S.E.2d 280 (1956).

138 Kelo, at 2680 (2005) (citing Calder v. Bull, 3 Dall. 386,388 (1798)).
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The Mill Dam Acts

The changing jurisprudence regarding mill dams reflects the general expansion of the power of
eminent domain from its early days in this nation through the nineteenth century.” These acts
allowed private mill operators to dam waterways, in essence taking the flooded upstream
property of their neighbors and affecting the water interests of their downstream neighbors. The
power generated from such dams was used initially in grist milling operations and was necessary
to the primarily agricultural economy, and therefore of public benefit. For this reason, and with
the addition of state regulation, legislatures and courts generally sanctioned such takings.

Though the record is unclear, many historians believe that these acts were not uncommon in pre-
revolutionary times, noting that the first such act was passed in Virginia in 1667.' In 1884,
when the only known compilation was done, the seven pre-revolutionary mill dam acts had
increased to twenty-nine.161 During this period, the types of private industry that benefited from
the mill dam acts changed as well. Takings authorized by the various acts were more frequently
accomplished for the benefit of larger saw, textile, paper, and iron mills, projects that required
larger dams, created greater damage to surrounding property, and produced far more private than
public benefits. State courts generally did not oppose such actions. As the Massachusetts
Supreme Court explained in 1832, its state's taking clause:

[H]as been practically construed to authorize the legislature to transfer the
property of one individual to another individual or corporation, whenever the
public convenience and necessity require it, although . . . such a transfer is usually
the private emolument of the individual or corporation.162

As United States Supreme Court Justice John Paul Stevens recently explained, the more common
sense definitional test of takings, being that of "use by the public" eroded during the nineteenth
century because in part "it proved to be impractical given the diverse and always evolving needs
of society."'® 1t is unclear whether the common sense textual definition of "public use" was
truly "impractical”, or whether it was merely more expedient to liberally construe the definition
of "public use" to include takings by private parties primarily for their benefit. Regardless, many
in the growing nation understood, as the Court of Chancery of New Jersey did in 1832, that all
"great improvements . . . are made through private incorporated companies, and perhaps better
accomplished in that way than any other."'™ As a result of such understandings, utilitarian
orthodoxy began to overshadow what had historically been considered an inviolable individual
right.

159 See, Morton J. Horowitz, "The Transformation in the Conceptions of Property in American Law, 1780-
1860", 40 Univ. Chig. L. Rev. 248, pp. 270-278 (1972-73).

10 Meidlinger, p. 15.

'Y Head v. Amoskeag Mfg. Co., 113 U.S. 9, 19 (1885) (listing Virginia, Maryland, Delaware, North
Carolina, Massachusetts, New Hampshire, and Rhode Island as having mill dam acts in existence prior to the
Declaration of Independence).

162 Boston & Roxbury Mill Dam Corp. v. Newman, 29 Mass. 467 (12 Pick. 68) (1832).

153 Kelo, at 2662 (2005).

'5* Scudder v. Trenton Delaware Falls Co., 1 N.I. Eq. 694 (1832) (upholding a grant of eminent domain to
a private company to take land for seventy mill sites along the Delaware River).
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Further Economic Expansion Activities

Following the Civil War, the legitimacy of authorizing certain private entities to exercise the
power of eminent domain for economic growth was fairly well settled by law. The degree to
which such uses were for public or private benefit varied; however, it was certainly settled that a
legislative determination that the use resulted in some sort of public benefit was generally
enough to satisfy the courts. Similar to today, the power of eminent domain was used by private
and quasi-governmental entities in furtherance of projects involving railroads, telegraph and later
telephone lines, irrigation canals, mining operations, and docking facilities, to name a few.

Judges routinely upheld legislation that empowered railroads to condemn private property.165
Both legislative and judicial bodies sanctioned such activity based on the reasoning that railroad
companies were carrying out the public purpose of improving transportation. Similar to public
roads, these common carriers were obligated to transport persons and goods.

The situation was no different in Texas.'®® As late as 1850 the settled areas of Texas were
"largely confined to the river bottoms of East and South Texas and along the Gulf Coast."'%
Given the general lack of navigable waterways, and the inadequacy of internal roads, many
proposals were debated in the first half of the nineteenth century to find a solution to the
transportation problem. In 1836, the Texas Rail Road, Navigation, and Banking Company was
granted a charter by the First Congress of the Republic of Texas, with the power to construct
railroads "from and to any such points . . . as selected.” For many years following this grant, the
economic growth of the state mirrored the extension of railroads and railroad service in the state.
These common carriers were routinely granted the power of eminent domain and the courts
routinely sanctioned such grants of power. Like public utilities, it would not have been possible
for railroads to grow or operate in a financially sound way without such a grant of power.

Like grants to railroad companies, the Texas Legislature and the state's courts have at times
allowed the taking of private property by private parties for what they considered public uses.

163 See, e.g., in Texas, Mangan v. Texas Transp. Co., 44 S. W. 998 (1898) (upholding the condemnation by
the Texas Transportation Company for the benefit of the two Texas brewing associations for the operation of
commercial rail lines between breweries and a railroad.); Croley v. St. Louis S. W. RY. CO. Of Texas, (Tex. Civ.
App.) 56 S. W. 615 (1900) (upholding the condemnation of two strips of land for the widening of a railroad tract as
a "public use"); Chapman v. Railway (Tex. Civ. App.) 138 S. W. 440 (1911) (upholding the condemnation of an 100
foot right of way by the Trinity Valley & Northern Railway Company as a "public use".); West v. Whitehead,
Tex.Civ.App., 238 S.W. 976 (1922) (upholding the condemnation of a strip of land by the Kinney & Uvalde Railway
Company to lay eight miles of track from a main line to a private mine.).

166 See, e.g., Ira G. Clark, Then Came the Railroads: The Century from Steam to Diesel in the Southwest
(Norman: University of Oklahoma Press, 1958); Donovan L. Hofsommer, The Southern Pacific, 1901-1985
(College Station: Texas A&M University Press, 1986); V. V. Masterson, The Katy Railroad and the Last Frontier
(Norman: University of Oklahoma Press, 1952); Richard C. Overton, Burlington Route: A History of the Burlington
Lines (New York: Knopf, 1965); Richard Cleghorn Overton, Gulf to Rockies: The Heritage of the Fort Worth and
Denver-Colorado and Southern Railways (Austin: University of Texas Press, 1953; rpt., Westport, Connecticut:
Greenwood, 1970); Charles S. Potts, Railroad Transportation in Texas (Austin: University of Texas, 1909); S. G.
Reed, A History of the Texas Railroads (Houston: St. Clair, 1941; rpt., New York: Arno, 1981); Charles P.
Zlatkovich, Texas Railroads (Austin: University of Texas Bureau of Business Research, 1981).

167 See, Handbook of Texas Online, S.V. "Railroads",
http://www.tsha.utexas.edu/handbook/online/articles/RR/eqr1.html (accessed August 30, 2006).
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For example, in 1898, the Texas Court of Civil Appeals upheld a condemnation of street right of
ways by the Texas Transportation Company (a private corporation comprised of the San Antonio
Brewing Association and the Lone Star Brewing Association) as a "public use".'® The company
planned to lay railroad track that would expedite the carrying of beer between breweries and
between a brewery and a railroad head. In Mangan v. Texas Transp. Co., the court found that:

It may be true that the breweries may be more benefited than the balance of the
public, and that but few persons may, in fact, actually enjoy its benefits; but, if the
use is public in point of law, this can make no difference.'®’

Seven years after Mangan, the Texas Supreme Court in Borden v. Trespalacios Rice & Irrigation
Co. appeared uneasy with an unbounded definition of "public use" and the complete deference to
the legislature regarding such determinations. In a strongly worded opinion, the court explained
that:

[W]e are not inclined to accept that liberal definition of the phrase "public use'. . .
which makes it mean no more than the public welfare or good. . . . We agree that
property is taken for public use . . . only when there results to the public some
definite right or use in the business or undertaking to which the property is
devoted.'”

Nevertheless, the court did affirm the lower court's determination that the taking of private
property, by a private canal corporation, for the purpose of irrigating 60,000 acres of land
belonging to twenty-six private owners, was within the definition of "public use".'”' However,
the "public use" standard created by the Trespalacios Court remains the law in Texas today, and
some have argued that the Takings Clause of the Texas Constitution as interpreted in
Trespalacios "provides Texas property owners more protection than is provided landowners in
the United States Constitution."'”> The degree of this added protection is questionable given the

willingness at both the federal and state level to further expand the definition of "public use".

"Public Use'' In The Twentieth Century

While earlier legislators and judges sanctioned takings that led to the provision of needed
services like milling and transportation, twentieth-century legislative bodies and the judiciary
pushed the definition of "public use" a step forward so that certain social concerns like urban
decay, land apportionment, and economic development could be redressed. In 1954, the United
States Supreme Court extended the term "public use" to include a taking of property that was

168 Mangan (1898).

' 1d., at 1001.

i;? Borden v. Trespalacios Rice & Irrigation Co., 86. SW. 11, 14 (1905).

Id.

172 Stephen I. Adler, (n.d.). "Public Use: The Kelo Rule in Texas," Retrieved from Barron & Adler, L.L.P.'s
website http://www.barronadler.com/admin/images/publication/1.pdf (accessed July 8, 2008) (arguing that "In
requiring the public have 'some definite right or use,’ Texas eminent domain jurisprudence rejects as public uses
those projects which merely create a generalized public benefit such as economic welfare, economic development,
or increasing the tax base.").
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subsequently given to private urban renewal agencies for a public purpose, that being the
elimination of slum and blight.'”®> In Berman v. Parker, the Court upheld provisions in the
federal District of Columbia Redevelopment Act (DCRA) that authorized the use of eminent
domain for the condemnation of slum property that was subsequently redistributed to private
agencies who agreed to use the land consistent with an urban renewal plan.'” Importantly, the
Court found that though specific parcels of land may fall outside of a "public use," they are
necessary for the”fsunctioning of the redevelopment plan as a whole and so qualify as having

"public purpose".

The Texas Supreme Court followed suit in 1959 when it ruled that the condemnation of private
property in accordance with a validly enacted urban renewal plan, and then selling the properties
to private citizens, was a "public use".'® As enacted, the Texas Urban Renewal Law (TURL)
authorized municipalities to clear blighted areas for the redevelopment of the areas by private
enterprise in accordance with restrictions designed to carry out the plan of renewal. In Davis v.
the City of Lubbock, Justice Joe R. Greenhill writing for the majority, upheld the legislature's

declaration that actions authorized by the TURL were for a "public use"."”’

In Poletown Neighborhood Council v. City of Detroit, the Michigan Supreme Court upheld
Detroit's condemnation of a residential neighborhood and the conveyance of the land to General
Motors for the construction of an assembly plant.'”® The Court found that the benefit received
by General Motors was purely incidental and that the project fell within the public purposes
stated by the legislature, here to prevent unemployment and economic distress. Importantly, the
Court's ruling was not without controversy and was eventually overturned. Justice James Ryan,
writing the dissent in Poletown, explained that with this case the:

Court has subordinated a constitutional right to private corporate interests. As
demolition of existing structures on the future plant site goes forward, the best
that can be hoped for, jurisprudentially, is that the precedential value of this case
will be lost in the accumulating rubble.'”

In 2004, Poletown was reversed by the Michigan Supreme Court in County of Wayne v.

' Berman v. Parker, 348 U.S. 26 (1954).

174 See, District of Columbia Redevelopment Act of 1945, 60 Stat. 790, D.C.Code, 1951, §§ 5-701-5-719:
The District of Columbia Redevelopment Land Agency was authorized to transfer to public agencies the land to be
devoted to public purposes such as streets, utilities, recreational facilities, and schools, and to lease or sell the
remainder as an entirety or in parts to a redevelopment company. The leases or sales were required to provide that
the lessees or purchasers would carry out the redevelopment plan.

15 Berman, at 35 (1954).

"7 Davis, et al. v. the City of Lubbock, et al., 160 Tex. 38, 326 S.W.2d 699 (Tex. 1959); Housing Auth. of
City of Dallas V. Higginbotham, 143 S.W.2d 79, 85 (Tex. 1940) (holding an urban renewal program to be a "public
use" justifying condemnation where restrictions were in place to insure that the plans for the renewal were carried
out and the slum conditions would not recur.).

"7 Davis, at 709 (1959).

8 poletown Neighborhood Council v. City of Detroit, 410 Mich. 616, 304 N.W.2d 455 (Mich. 1981): See,
Carla T. Main, "How Eminent Domain Ran Amok," Policy Review 133, pp. 13-19, for a substantial review of the
facts in this case.

17 poletown Neighborhood Council, at 464 (1981).
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Hathcock.'®® The Court determined that the public, when it ratified the Michigan Constitution in
1963, could not have understood "public use" to allow for the taking of private property for the
benefit of another private party simply to raise tax revenues or create jobs.1

In 1984, the United States Supreme Court upheld Hawaii's use of eminent domain under its Land
Reform Act of 1967, which authorized the condemnation of residential tracts in the state and then
transferring ownership of the properties to existing lessees. % Following numerous hearings in
the 1960s, the Hawaii Legislature determined that while the state and federal governments
owned nearly forty-nine percent of the land in Hawaii, another forty-seven percent was in the
hands of only seventy-two private landowners. This concentration of land ownership was
especially evident on the island of Oahu, where twenty-two landowners owned 72.5% of the fee
simple titles. The legislature concluded that this oligopoly was skewing the state’s residential
fee simple market, inflating land prices, and injuring the public tranquility and welfare.

The Court found that Hawaii's act to regulate the oligopoly was a classic exercise of the state's
police powers, and a comprehensive and rational approach to identifying and correcting market
failure.'® As such, the action satisfied the "public use" doctrine. Importantly, land does not have
to be put into actual public use in order to use eminent domain. Instead, the Court determined
that it will look to the purpose of the taking and not its effect.

It is certainly clear that from the earliest times in American history that the term "public use" has
included more than just public infrastructure projects such as roads, schools, and courthouses.
As is also clear, the definition of "public use" has continued to be stretched and expanded by the
courts to mean more than it originally did. However, in 2005, the meaning of the term was
expanded to the point, at least in the eyes of the public at large, that it became unjustifiable.

Kelo v. City of New London (2005)

In June 2005, the United States Supreme Court ruled in Kelo v. City of New London, Connecticut
that the governmental taking of property from one private party to give to another private party

i:? County of Wayne v. Hathcock, 471 Mich. 445, 684 N.W.2d 765 (2004).
Id.

82 Hawaii Housing Authority v. Midkiff, 467 U.S. 229, 245 (1984).

'83 In his article, "The Birth of the Property Rights Movement", Steven J. Eagle convincingly argues that
the purpose of the state's police power is to secure rights by prohibiting harms. He explains that the police power is
not to be used as a license to benefit others or to further the wellbeing of society. See, Steven J. Eagle, "The Birth of
the Property Rights Movement", Policy Analysis 404 (June 26, 2001) ("The police power is the fundamental power
of government to secure our rights, the power to protect members of the community against harm from each other,
as defined by our rights against each other, or against harm from outsiders. . . . The police power is legitimate, for if
we have the right to defend ourselves we have the right to band together for our collective defense. . . . Every
individual has the intrinsic right to resist invaders, criminals, and contagious disease. Thus, anyone may delegate
those rights under the social compact. . . . [However,] the police power is not a license, for example, for government
to take property from some for the benefit of others, or for the purpose of adjusting or harmonizing or maximizing
its own view of the 'wellbeing' of society. Nor can government invoke the police power to interfere with property
rights where the exercise of those rights has not harmed others. Indeed, to invoke the police power to protect 'the
community' from conduct that does not violate the rights of any of its individual members is to invest government
with 'rights' not derived from its members.").
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in furtherance of economic development constituted a permissible "public use".'® In a five to

four decision, the Court more fully embraced the broad interpretation of "public use" as “public
purpose”, explaining that the promotion of economic development was a traditional and long
accepted governmental function.

Justice Sandra Day O'Connor, in her dissent to the Court's opinion, described the basic facts
behind this case as follows:

In February 1998, Pfizer Inc., the pharmaceuticals manufacturer, announced that
it would build a global research facility near the Fort Trumbull neighborhood.
Two months later, New London's city council gave initial approval for the New
London Development Corporation (NLDC) to prepare the development plan at
issue here. The NLDC is a private, nonprofit corporation whose mission is to
assist the city council in economic development planning. It is not elected by
popular vote, and its directors and employees are privately appointed. Consistent
with its mandate, the NLDC generated an ambitious plan for redeveloping 90
acres of Fort Trumbull in order to "complement the facility that Pfizer was
planning to build, create jobs, increase tax and other revenues, encourage public
access to and use of the city's waterfront, and eventually 'build momentum' for the
revitalization of the rest of the city.'®

In assembling the land for this project, the City bought property and proposed using the power of
eminent domain to acquire the rest. The City invoked a state law that specifically authorized the
use of eminent domain to promote economic development. Several property owners in the area
did not want to sell their homes. Susette Kelo had lived in the area since 1997, and had made
extensive improvements to her home, which she prized for its view of the water. Wilhelmina
Dery was born in her home in 1918 and had lived there her entire life. Her husband Charles had
lived in the house since they married some sixty years before. There was no allegation that any
of these properties were blighted or otherwise in poor condition; rather, they were condemned
because they happened to be located in the development area.

In finding that the takings were constitutionally permissible, the Court found that New London
had both determined that the area at issue was sufficiently distressed to justify a program of
economic rejuvenation and that it had developed a plan designed to benefit the community,
including the generation of new jobs and increased tax revenue. While the City could not take
the private land simply to confer a private benefit on a particular private party, the exercise of
eminent domain in this case, according to the Court, was envisioned under a carefully considered
development plan that was not adopted to benefit a particular class of identifiable individuals.
The Court also emphasized that nothing in its opinion precluded a state from placing further
restrictions on the exercise of the power of eminent domain, explaining that many states in fact
already imposed “public use” requirements that were stricter than the basic federal standards.

184 Kelo (2005).
185 1d., at 2671.
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The Kelo decision was widely criticized by lawmakers and the general public who viewed the
outcome as an improper interpretation of the federal Takings Clause and as an egregious attack
on the cherished notion that the possession of private property in this nation is a fundamental and
basic right. However, given the historical trajectory of the expansion of the term "public use"
throughout America's history, it is debatable how revolutionary the decision truly was. As has
been recently written:

The Kelo decision did not create the problem of condemnation for economic
development purposes. Instead, the Supreme Court's decision simply upheld what
other legislative bodies identified as an appropriate exercise of that authority. If
anything, the Kelo decision was symptomatic of the problem of the expanded (and
expanding) scope of the definition of public use.'®

Ultimately, the holding in Kelo should be viewed as just the most recent decision reached in a
long string of activist rulings that have made virtually meaningless the inclusion of the term
"public use" in both the United States and Texas Constitutions. While being perhaps the "straw
that broke the camel's back", the reasoning and the conclusions reached by the Kelo Court are not
out of line with the Court's previous line of "public use" rulings. The Court simply took one
more step down that slippery slope that it had been sliding down for decades.

""Public Use' Since Kelo

In response to the Kelo decision, legislatures across the nation began the process of amending
their laws to limit the affect of the Court's decision. By July 2007, forty-two states had enacted
some type of reform legislation in response to the Kelo decision.'®” In Texas, Governor Rick
Perry responded to the ruling by expanding the scope of the First Called Session of the 79"
Texas Legislature to enable the members to consider legislation "relating to limiting the use of
eminent domain to take private property for private parties or economic development
purposes.”'® Governor Perry said at the time that:

The Supreme Court’s ruling [in Kelo] would allow government to condemn your
family’s home, bulldoze it and build a new shopping mall or some other kind of
economic development project simply to generate more tax revenue. I stand with
an overwhelming majority of lawmakers and citizens who believe that this starts
us down a slippery slope that will lead to the erosion of Texans’ rights.'®’

'8 Texas Conservative Coalition Research Institute, "Property Rights and Land Use Task Force Report,
Protecting Private Property Rights: Reforming Eminent Domain in Texas", p. 19 (November, 2006).

87 Castle Coalition, "Eminent Domain Legislation Status Since Kelo". Retrieved from the Castle
Coalition's website: http://www.castlecoalition.org/pdf/legislation/US_States_ ED_Legis_Map_2007.pdf (accessed
July 7, 2008). Twenty-one states have enacted laws that severely inhibit the takings allowed by the Kelo decision,
while twenty-one others have enacted laws that place some limits on the power of municipalities to invoke eminent
domain for economic development.

188 Office of Texas Governor Rick Perry, "Proclamation by the Governor of the State of Texas", (July 8,

2005).
'8 Office of Texas Governor Rick Perry Press Release, "Gov. Perry Expands Call of Special Session to
Protect Private Property Rights", (July 8, 2005).
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In response to Governor Perry's charge, seven bills and four joint resolutions were filed by
members of the legislature during the First Called Session. The work of the legislature centered
primarily around Senate Bill 62 by Senator Kyle Janek and House Joint Resolution 19 by
Representative Frank Corte. Neither of these measures were enacted; however, much of the
compromised language found in Senate Bill 62 was reintroduced, this time as Senate Bill 7,
when the Second Called Session was convened in late July, 2005 100

Senate Bill 7 (2005)

The members of the legislature were eager to debate and then enact legislation that would redress
the Kelo decision when they met again on July 21, 2005, for the Second Called Session.'”! On
that day, Senator Janek introduced Senate Bill 7, which during the following month was debated,
modified, and then enacted. Codified as Chapter 2206 of the Texas Government Code, the
provisions found in Senate Bill 7 prohibit any state agency, political subdivision of the state, or
any corporate entity created by the government from taking private property through the exercise
of the power of eminent domain if the taking falls within one of the following three categories:'*>

1) The taking confers a private benefit on a particular private party through the use
of the property.

2) The taking is for a public use that is merely a pretext to confer a private benefit on
a particular private party.

3) The taking is for economic development purposes, unless the economic
development is a secondary purpose resulting from municipal community
development or municipal urban renewal activities to eliminate an existing
affirmative harm on society from slum or blighted areas.

It should be noted that the exception found in the preceding "economic development purposes”
prohibition has been roundly criticized because it allows municipalities to condemn large areas
of land for economic development purposes on the pretextual ground that the areas are slummed
or blighted. To make matters worse, slum and blight provisions found in the Texas Community
Development Act (TCDA) and the Texas Urban Renewal Law (TURL), Chapters 373 and 374 of
the Texas Local Government Code, are unclear, broadly worded, and overly inclusive.'”® The
problematic nature of these provisions makes it relatively easy for municipalities to
disingenuously claim that the primary aim of any given condemnation is the elimination of slum
and blight, not economic development.194 The Texas Public Policy Foundation (TPPF), has
convincingly argued that this "slum and blight" exception creates a large loophole that allows

0 In a technical move to prevent the passage a watered down Senate Bill 62, the Texas House of
Representatives refused to appoint conferees to meet with the Texas Senate in Conference Committee to negotiate a
compromised bill. See, Polly Ross Hughes, "Eminent domain bill appears dead for now", Houston Chronicle, (July
20, 2005).

I TEX. GOv. CODE. §§ 2206.001 et. seq.

2 1d., § 2206.001(a)-(b).

193 See, e.g., Tex. Gov. Code. § 374.003 (broadly defining "blighted area" and "slum area").

19 See, TEX. LOC. GOV. CODE. §§ 373.001 et. seq.; TEX. LOC. GOV. CODE. §§ 374.001 et. seq.
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municipalities to engage in Kelo type takings despite the intent of Senate Bill 7. In support of
this argument, the TPPF points specifically to ongoing attempts by the City of El Paso to
"revitalize" its downtown, most likely through the exercise of the power of eminent domain.

In 2007, the 80" Texas Legislature examined the slum and blight provisions found in the TCDA
and the TURL as part of its overall attempt to reform the state's body of eminent domain law.
The work of the Committee and of the members of the legislature regarding this issue centered
almost wholly on Representative William "Bill" Callegari House Bill 3057. The provisions in
House Bill 3057 would have tightened the definitions and procedures concerning slum and blight
clearance, thereby limiting the scope and applicability of the state's slum and blight laws.
Though the measure failed to be enacted, the Committee believes that the provisions found in the
bill established a reasonable balance between the rights of property owners on the one hand, and
the necessity of government to remedy the harms caused by slum and blight on the other.

As is evidenced by the testimony at the Committee's hearing on May 6, 2008, there is still no
consensus among the various stakeholders regarding the effectiveness of Chapter 2206 at
protecting Texas property owners from Kelo type takings. For example, the position of the
Texas Municipal League is that Senate Bill 7 adequately addressed the issue of eminent domain
authority and that "further substantive changes to the power of eminent domain . . . are
unnecessalry."195 Others, such as the TPPF, have argued that more reforms are needed,
especially the addition of a statutory and constitutional definition of "public use" and the repeal
of the "slum and blight" exception. While the Committee believes that the passage of Senate Bill
7 did significantly improve the law of eminent domain in the state, it also understands that more

reform, such as the closing of the "slum and blight" exception, needs to be accomplished.

It should be noted that through the years, the Committee has heard countless hours of testimony
regarding both the importance and the difficulty of drafting an appropriate statutory or
constitutional definition of "public use". To this point, a satisfactory definition of "public use"
has not been found. Suggestions that would require a use of property that allows only the "state,
a political subdivision of the state, or the general public of the state to possess, occupy, and enjoy
the property" are problematic. For example, such a definition would prevent the condemnation
of land by private pipeline companies who would be the only party possessing, occupying, and
enjoying the property. It certainly is not the intent of the legislature to prevent the construction
of pipelines or to inhibit the delivery of oil and natural gas to market.

If it is determined that a definition of "public use" is absolutely necessary, the Committee
believes that more testimony should be taken on the following proposed constitutional definition,
as drafted by the Institute for Justice:

The term “public use” shall only mean (1) the possession, occupation, and
enjoyment of the land by the general public, or by public agencies; (2) the use of
land for the creation or functioning of public utilities or common carriers; (3)
where the use of eminent domain (a)(i) removes a public nuisance; (ii) removes a
structure that is beyond repair or unfit for human habitation or use; (iii) is used to

195 Texas Municipal League, "Legislative Update", p. 4 (March 30, 2007).
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acquire abandoned property; and (b) eliminates a direct threat to public health or
safety caused by the property in its current condition. The public benefits of
economic development, including an increase in tax base, tax revenues,
employment, general economic health, shall not constitute a public use.

While this definition does make exceptions for public utilities and common carriers, it
nevertheless has the potential to be problematic. Critics of this definition explain that this
definition would likely prevent private businesses (who provide important services) from leasing
spaces at airports, rail stations, and ports if those facilities were constructed on condemned land.
However, the Committee is generally of the opinion that the wording "functioning of . . .
common carriers”" would allow such private services to be provided, though it would ultimately
be up to the courts to determine.

The Committee understands the importance and the sense of urgency that is attached to the
desire to limit the exercise of the power of eminent domain to legitimate "public uses". While
the Committee has not given up on the possibility that a workable definition of "public use" can
be drafted, it believes that the same end can be achieved through the modification of other
statutory provisions, changes that do not have the potential to create those kind of catastrophic
unintended consequences associated with the drafting of an inadequate definition of "public use".

House Bill 2006 (2007)

With the Kelo decision and the gains made with the passage of Senate Bill 7 fresh in mind, the
80" Texas Legislature again addressed the issue of eminent domain reform in 2007. The
centerpiece of this legislative activity was House Bill 2006 by Representative Beverly Woolley,
a comprehensive reform bill that attempted to add needed protections for property owners by, for
example, significantly reforming the condemnation process, the compensation scheme, and by
providing the following statutory definition of "public use":

Except as otherwise provided by this chapter, "public use," with respect to the use
of eminent domain authority, means a use of property . . . that allows the state, a
political subdivision of the state, or the general public of the state to possess,
occupy, and enjoy the property.196

The members of legislature, especially the members of the Committee, worked diligently to
create the compromised reform provisions found in House Bill 2006. In the waning hours of the
legislative session the legislature passed House Bill 2006 and sent the enrolled version to
Governor Perry. On June 15, 2007, the Governor officially vetoed House Bill 2006, explaining
in his veto message that:

[T]wo amendments were added in the 11th hour . . . that would send the cost of
public projects spiraling beyond the amount Texas taxpayers should reasonably be
required to pay. Estimates indicate the price tag would easily exceed $1 billion

1% See, Enrolled Version of House Bill 2006, SECTION 1 (Woolley, 80th Leg. 2007).
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above and beyond what is reasonable for state and local taxpayers.'*’

The two amendments that the Governor referred to in his veto message were inserted into House
Bill 2006 on the Senate Floor near the end of the Session. Senate Floor Amendment No. 6,
introduced by Senator Glenn Hegar, amended Section 21.042(e) of the Texas Property Code to
require special commissioners to "consider any diminished access to the highway and to or from
the remaining property . . ." when determining damages to remainder property.198 The second
amendment, Senate Floor Amendment No. 2, was added by Senator Kyle Janek and amended
Section 21.041 of the Texas Property Code to require special commissioners to admit evidence
on both the market value, before the condemnation, of the property being condemned and the net
change to the market value of the remainder property.'

Admittedly, these two amendments if enacted would most likely have increased the cost of
public works projects, though there is some debate as to whether the increase would have been
significant or not. What is important about the inclusion of these amendments in House Bill
2006 is that they reflect the legislature's determination that, regardless of cost, landowners should
be compensated for damages that they currently are not paid for. The apparent lesson to be taken
from the adoption of these amendments is that the 80™ Texas Legislature believes that it is more
appropriate for the public as a whole to bear the costs of public projects instead of just those
individual property owners directly affected by the project.

City of Freeport

Shortly after the Supreme Court’s decision in Kelo, officials of the City of Freeport condemned
three properties owned by two shrimp companies and then transferred the properties to a private
developer so that an $8 million private marina could be built. One of the companies, Western
Seafood Company (Western Seafood) had been in business for fifty years. Western Seafood filed
suit in federal court for various types of relief.

Following a trial, the federal district court ruled that Freeport’s use of its eminent domain power
to transfer property from one private party to another was rationally related to the conceivable
public purpose of “promot[ing] the public interest in a healthy local economy.”*® Based on this
conclusion and other reasoning, the court found that the taking did not violate either the United
States or the Texas Constitutions.

In October 2006, the United States Fifth Circuit Court of Appeals, comparing the facts and the
law from Kelo to the present case, determined that the taking did not violate the United States
Constitution. However, in light of the recent passage of Senate Bill 7, the Court remanded the
state constitutional claim back to the district court so that it could reconsider the claim. At the
state level, the Texas trial court rejected Freeport's condemnation petition and the City appealed
the decision to the Texas Court of Appeals. Regardless of the outcome of the lawsuit, the actions

7 Office of Texas Governor Rick Perry, "Message", (June 15, 2007).

18 See, Enrolled Version of House Bill 2006, SECTION 7 (Woolley, 80th Leg. 2007).

19 See, Id., SECTION 6.

2% Western Seafood Co. v. City of Freeport, 346 F. Supp. 2d 892, at 901 (S.D. Tex. 2004).
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taken by the city officials in Freeport makes clear the willingness and the ability of some
municipal leaders to engage in Kelo type takings when they are not adequately restrained.

Whittington v. City of Austin®®"!

On August 9, 2001, the Austin City Council passed a resolution authorizing the condemnation of
property owned by the Whittington Family in downtown Austin near the Austin Convention
Center for an undisclosed "public use". Three months later the City of Austin filed a
condemnation petition against the Whittingtons asserting that it intended to use the property to
build a parking garage and an Austin Energy chilling plant. Mr. Whittington challenged the
condemnation on "public use" grounds claiming that Austin's asserted "public uses" were merely
pretextual and that the real purpose for the taking was to benefit a hotel developer who otherwise
would have had to construct a parking garage for the new hotel.

Following a trial, review by the Court of Appeals in Austin, and a subsequent trial on remand,
the case was finally concluded in 2007 when the trial court awarded the Whittingtons $10.5
million, more than twice what the city had originally offered. Though neither the trial court nor
the Court of Appeals ruled on the "public use" claims, the allegation that the taking was in fact
aimed at benefiting a private developer and that the city was able to simply create a pretextual
reason for the taking are concerning. This case demonstrates that Kelo type takings could easily
occur if a condemning authority is willing to bypass the law, especially since it would be up to
the affected individual property owner to invest the significant amounts of time and money that
would be required to successfully challenge the condemning entity in a condemnation
proceeding.

City of El Paso's "Revitalization" Plan

The City of El Paso is currently engaged in a controversial Kelo type redevelopment plan that
could ultimately involve the City's use of its power of eminent domain to condemn private
property that it has labeled as blighted. This property will be transferred to private parties for the
purpose of economic revitalization, otherwise known as economic development. El Paso’s
Downtown Redevelopment Plan relies on amassing an inventory of private tracts that will be
used to attract developers and retailers to the area. Currently, the redevelopment plan covers
approximately 130 acres of prime downtown property that includes, according to an El Paso
study, 1,055 businesses that employ 12,485 people with an annual payroll of more than $325
million. The property in the redevelopment zone can be condemned as early as November, 2008.

Because of the "slum and blight" exception created by Senate Bill 7 in 2005, municipalities in
Texas are still authorized to condemn properties for Kelo type economic development purposes
so long as this purpose is secondary to their attempts to eliminate slum and blight. Texas law
considers the clearing of slum and blighted areas as per se "public uses" even if the specific
property itself is not blighted. Accordingly, El Paso, like every other municipality in the state,
can use the clearing of slum and blighted areas as a reason to exercise eminent domain authority
to take almost any property for economic development purposes.

1 See, Whittington v. City of Austin, 174 S.W.3d 889 (Tex.App.-Austin, writ denied).
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Conclusion -- ''Public Use"

The Committee understands that the definition of "public use" has never referred only to public
infrastructure projects such as public roads, schoolhouses, post offices, and courthouses, even in
the early years of the nation. The Committee also understands that the definition of "public use"
has been expanded by the actions of legislative bodies and the rulings by courts to the point that
it no longer is in balance with the important right of the people to possess private property. The
Committee believes that the Texas Legislature should reform state law so that a proper balance
between the rights of individuals and the needs of the state is achieved. The Committee believes
that the 2007 suggestions made in House Bill 2006 and House Bill 3057 regarding "public use"
were on the whole reasonable, appropriate, and necessary, and as such, should be reconsidered
when the Texas Legislature convenes again in 2009.

DISCUSSION -- "ADEQUATE COMPENSATION"

Both the United States Constitution and the Texas Constitution require condemning entities to
compensate landowners adequately when their property is taken for public use.””  Neither
constitution prevents a condemning entity from taking private property, they simply require that
such an entity pay "adequate compensation" for the property it does take. While the federal
constitution refers to "just compensation" and the Texas Constitution refers to "adequate
compezrégation", Texas courts have held that there is no essential difference between the two
terms.

A large and often times complex body of federal and state law dictates what actual compensation
an owner is due when all or part of his or her property is condemned. As a general rule, a
condemning entity in Texas is generally required to pay both the local market value of any land
that is taken outright, and for certain "compensable" damages to any remainder property, minus
certain benefits to the property.”® Phrased another way, a landowner is entitled to the market
value of any land that is condemned, and for the difference between the market value of the
remaining tract before and after the taking, excluding certain non-compensable damages and
offset by certain benefits.

Process to Determine Compensation

Once a condemning entity files a condemnation petition, the judge of the court in which the
petition is filed is required to appoint three disinterested persons who reside in the county as

202 U.S. CONST., Amend. V ("No . . . private property [shall] be taken for public use, without just
compensation."); TEX. CONST., art I, § 17 ("No person's property shall be taken, damaged or destroyed for or applied
to public use without adequate compensation being made, unless by the consent of such person.").

203 City of Houston v. Texan Land and Cattle Co., 138 S.W.3d 382 (Tex. App. Houston 14th Dist. 2004).

204 State v. Schmidt, 867 S.W.2d 769, 772 (Tex. 1993); State v. Carpenter, 89 S.W.2d 194, 197 (Tex. 1936);
Buffalo B., B. & Colo. R.R. v. Ferris, 26 Tex. 588, 603 (1863) (applying identical language from TEX. CONST. OF
1861, art. I, § 14) (holding that the Texas Takings Clause requires adequate compensation both for the part taken
and any severance damages to the remainder.); see also TEX. PROP. CODE § 21.042(c).
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special commissioners.”” The job of these commissioners is to assess the damages to be paid to
the landowner for the property being condemned and any remainder proper‘ty.zo6 The Texas
Property Code requires these commissioners to admit evidence on the following:*"’

1Y)
2)
3)

4)

The alleged value of the property being condemned.
Any alleged injury to the property owner.
Any benefit to the property owner's remaining property.

The use of the property by the condemnor seeking to acquire the property.

Texas case law and Section 21.042 of the Texas Property Code set out the parameters under

which the special commissioners are to make their assessments:

1)

2)

3)

4)

5)

6)

208

Special commissioners shall assess the damages according to the evidence
presented.

Any valuation must always consider the highest and best use that the property
could be put to now or in the reasonable, foreseeable future.””

If an entire tract is taken, the damage to the property owner is the local fair market
value of the property at the time of the special commissioners' hearing.

If a portion of a tract of land is condemned, the commissioners shall determine the
damage to the property owner, after estimating the extent of the injury and benefit
to the property owner and taking into account the effect of the condemnation on
the value of the property owner's remaining property.

In estimating injury or benefit, the special commissioners shall consider injury or
benefit that is peculiar to the property owner and that relates to the property
owner's ownership, use or enjoyment of the particular parcel of real property, now
or in the reasonable, foreseeable future. The commissioners may not consider
injury or benefit that the property owner experiences in common with the general
public.

If a portion of a tract or parcel of real property is condemned for use in
conjunction with a highway project, the special commissioners shall consider the
special and direct benefits that arise from the improvement or project that are
peculiar to the property owner and that relate to the property owner's use,
ownership and enjoyment of a particular parcel or the remaining property.

205 TEX. PROP. CODE, § 21.014(a).

206 1d.

07 14., § 21.041.
28 14, § 21.042.
29 See, City of Austin v. Cannizzo, 267 S.W.2d 808 (Tex. 1954).
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After assessing damages according to the preceding sets of rules, the special commissioners are
required to file a written statement of their decision with the court.*'® Either party to the
proceeding may object to the findings of the special commissioners and the court in which the
petition was filed will hear the case de novo. At trial, neither party is limited to the claims or
evidence that they presented during the special commissioners' hearing.

Entire Tract Condemnations

The law in Texas is fairly straightforward when an entire tract or parcel of real property is
condemned. Section 21.042(b) of the Texas Property Code provides that in such a case "the
damage to the property owner is the local market value of the property at the time of the special
commissioners' hearing."*'' The generally accepted opinion of "market value" as defined by
Texas courts may be stated as follows:

Market Value is the price which the property will bring when it is offered for sale
by one who desires, but is not obliged to sell, and is bought by one who is under
no necessity of buying it, taking into consideration all of the uses to which it is
reasonably adaptable and for which it either is or in all reasonable probability will
become available within the reasonable future.*'?

A proper determination of market value should reflect all factors that buyers and sellers would
consider in arriving at a sales price, exclusive of the fact of condemnation. The Texas Supreme
Court has held that it is appropriate when determining market value to consider such matters as
"suitability, adaptability, surroundings, conditions before and after, and all circumstances which
tend to increase or diminish the property's market value."*"* In addition, appraisers, special
commissioners, judges, and juries should consider the highest and best use of the property,
taking into account "all uses to which the property was reasonably adaptable and for which it
was, or in result probability would become, available within a reasonable time."*!* However, the
courts have decided that it is not proper to admit evidence "relating to remote, speculative, and
conjectural uses . . . which are not reflected in the present market value of the property."*"

Because speculative evidence may lead to jury confusion and inaccurate damages awards, the
Texas Supreme Court has recognized only three appraisal approaches as acceptable for
determining market value in condemnation actions: the comparable-sales method, the cost
method, and the income method.’’® The comparable sales method involves the direct
comparison of the condemned property with known market transactions of similar improved
properties. The cost method is usually based upon the cost or cash outlay to replace or reproduce
an improvement, less an appropriate allowance for depreciation, plus the estimate of land value.
The income method is based upon known or projected earnings with proper deductions for

219 Tgx, PROP. CODE, § 21.048.

214, § 21.042(b).

12 See, Cannizzo, at 815 (1954).

283 Carpenter, at 200 (1936).

21 See, Cannizzo, at 815 (1954).

215 Carpenter, at 200 (1936).

216 See, Religious of the Sacred Heart v. City of Houston, 836 S.W.2d 606, 615-17, n.14 (Tex. 1992).
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vacancy allowance and operating expenses. The net income is then capitalized into an indication
of value by the application of demonstrated rates found in the market.

Generally, these market value rules are applied when determining not only the market value of
the tract that is actually condemned, but when determining damages for any injury to the

remainder property when only part of a whole tract is taken.

Partial Tract Condemnations

Determining adequate compensation when only part of a tract is taken through the condemnation
process is more involved under Texas law. As a starting point, the Texas Property Code
provides that when a portion of the tract is condemned the special commissioners:

[S]hall determine the damage to the property owner after estimating the extent of
the injury and benefit to the property owner, including the effect of the
condemnation on the value of the property owner's remaining property.*'’

The courts have construed this and other provisions as requiring a condemning entity to pay both
the local market value of land that is taken outright, and for certain compensable damages to the
remainder property.”'’® The value of the parcel taken should be determined by considering it as
severed land at the time it was condemned.”’” Under this rule, the landowner is entitled to at
least the market value of the part taken even if the condemnation actually increases the value of
the remainder property.

Damages to remainder property are generally calculated by determining the difference between
the market value of the remainder immediately before and after condemnation, considering the
nature of any improvements and the use of the land taken.”® However, a landowner is not
entitled to compensation for every decrease in market value attributed to governmental
activity.”?' As such, determining which injuries to the remainder are compensable depends upon
the nature of the damage that is involved.””> As a general rule, a landowner can recover for all
"special" damages to the remainder, being those damages affecting the remainder property
directly arising from the previous use of the part taken (loss of a parking lot or of natural
drainage for example). On the other hand, a landowner may not recover for "community"
damages, being those damages affecting the remainder property resulting from the affect of the
project itself (impaired access to the remainder for example).

217 TEX. PROP. CODE, § 21.042(c).

28 Schmidt, at 772 (1993); Carpenter, at 197 (1936).

29 Carpenter, at 201-202 (1936).

220 Interstate Northborough P'ship v. State, 66 S.W.3d 213, 218 (Tex. 2001)(citing Carpenter, at 197).

21 Felts v. Harris County, 915 S.W.2d 482, 484 (Tex. 1996); See also, Interstate Northborough P'ship, at
218 (2001) (noting "not all condemnation damages are compensable . . . ."); City of Austin v. Travis County Landfill
Co., L.L.C., 73 S.W.3d 234, 242 (Tex. 2002) (noting that the Texas Constitution does not "require compensation for
every decrease in market value attributed to a governmental activity") (quoting Felts at 484 (1996)).

22 See, Interstate Northborough P'ship, at 218-20 (2001); Schmidt, at 774-81 (1993).
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Texas courts have interpreted the state's Takings Clause as allowing recovery for damage to
property only if the injury is not one suffered by the community at large. Damages arising from
such things as dust, noise, and increased traffic are not compensable because they are sustained
in common with the community in which the property is situated.”*> In addition, a landowner
may not be compensated for such things as diversion of traffic, increased circuitousness of
traffic, or the impairment of visibility of the remainder property.”** On the other hand, when
estimating injury or benefit to the remainder, special commissioners are required to consider an
injury or benefit that:

[I]s peculiar to the property owner and that relates to the property owner's
ownership, use, or enjoyment of the particular parcel of real property, but they
may not consider an injury or benefit that the property owner experiences in
common with the general community.**

In a similar vein, Texas courts have considered the question of whether an owner is entitled to
compensation when access to the remainder property is diminished, either in whole or in part.226
Impaired access to remainder property is a compensable special injury only if access is
completely denied or a material and substantial impairment of access exists as a matter of law.”*’
However, diminished access is not compensable if suitable access remains. The rationale behind
these rules appears to be that so long as the owner has reasonable access to the remainder
property then the benefit of private ownership has been preserved and whatever injury has
occurred need not be paid for (regardless of the diminished real world value of the property).

Carpenter & Schmidt

The general rule for determining remainder damages in Texas was established by the Texas
Supreme Court in its seminal 1936 decision in State v. Carpenter. 228 Carpenter, the Court
determined that:

[D]amages are to be determined by ascertaining the difference between the
market value of the remainder of the tract immediately before the taking and the
market value of the remainder of the tract immediately after the appropriation,

> See, Felts (1995).

24 Interstate Northborough P'ship, at 219 (2001); Schmidt, at 774 (1993).

225 TEX. PROP. CODE, § 21.042(d).

26 See e.g., DuPuy v. City of Waco, 396 S.W.2d 103, 110 (Tex. 1965) (holding a landowner suffered
compensable loss from construction of an overpass that raised the street in front of his property fourteen feet above
grade, and left him on a cul-de-sac that could be accessed only by threading the supporting columns); Archenhold
Automobile Supply Co. v. City of Waco, 396 S.W.2d 111, 114 (Tex. 1965) (holding compensation was not required
to a business that retained other reasonable means of ingress, and thus suffered only partially diminished access to
its property); Schmidt, at 771 (1993) (allowing recovery for land actually taken to widen a highway right-of-way, but
holding unrecoverable any severance damages to the remainder for diversion of traffic, increased circuity of travel,
lessened visibility, and inconvenience of construction activities); Interstate Northborough P'ship, at 217 (2001)
(holding the relocation or closing of two of five driveways as a result of a road project were not compensable, but
holding the costs of rearranging the remaining ones to ensure safe access were).

27 Interstate Northborough P'ship, at 224 (2001); State v. Heal, 917 S.W.2d 6, 11 (Tex. 1996).

228 Carpenter (1936).
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taking into consideration the nature of the improvement, and the use to which the
land taken is to be put.”*

In Carpenter, the State of Texas, by and through the Commissioners Court of McLennan
County, condemned an eight acre strip across Mr. Carpenter's 240 acre tract of land so that it
could construct part of State Highway 44. Following a trial, the jury awarded Mr. Carpenter
$803 for the condemned eight acres and $3,477 for damages to the remaining 232 acres. The
Court of Civil Appeals affirmed the judgment of the trial court and the state appealed the
decision to the Texas Supreme Court.

In upholding the decisions of both the trial and the appellate court, the Texas Supreme Court
established a number of rules that are still relied upon today when determining what damages are
due to a property owner when only part of his or her property is condemned. First, the Court
established the above cited "Market Value" or "Carpenter" Rule for determining remainder
damages. The Carpenter Rule is still applicable today, though the courts have legislated
exceptions to the Rule. Under this "before and after" measure, damages are to be determined by
establishing the difference in the market value of the remainder both before and after the
condemnation. The Carpenter Court observed that in making such a determination that "it is
proper as touching the matter of the value and depreciation in value to admit evidence upon . . .
all circumstances which tend to increase or diminish the present market value."”® To further
clarify its ruling, the Court defined "market value" as being "the price which the property would
bring when it is offered for sale by one who desires, but is not obligated to sell, and is bought by
one who is under no necessity of buying it." ! Finally, the Court ruled that the "value of the part
actually taken should be ascertained by considering such portion alone . . . ."*** This is the basis
of the general rule today that a property owner is entitled to be compensated for the market value
of the part taken even if the condemnation actually increases the value of the remainder property.

In 1993, the Texas Supreme Court handed down a ruling that many claim drastically undermined
the Market Value Rule established in Carpenter.233 In State v. Schmidt, the Texas Supreme
Court, while acknowledging that the "rule in the Carpenter case . . . is as settled as any in our
jurisprudence can be", ruled that four types of damages that unquestionably affect the true
market value of remainder property should not be included in a remainder damages
calculation.” A controversy has brewed since that time as to whether or not Schmidt
significantly changed the law that existed in 1993.

229 Carpenter, at 197 (1936).

>0 1d., at 200.

>11d., at 201-202.

®

233 See, e.g., Drew Thornley, "Condemnation Compensation: Time to Get Back to Basics, Testimony before
the House Committee on Land Use and Regulation”, p. 2 (May 2008) (stating that ". . . the 1993 Texas Supreme
Court case of State v. Schmidt carved out exceptions to, and, thus, replaced, Carpenter’s remainder rule."); Texas
Conservative Coalition Research Institute, "Property Rights and Land Use Task Force Report, Protecting Private
Property Rights: Reforming Eminent Domain in Texas", p. 19 (November, 2006) (stating that "[t]he Schmidt case . .
. carved major exceptions to the Carpenter rule on adequate compensation . . . .").

B4 Schmidt, at 773 (1993).
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In Schmidt, the state condemned a seven foot strip of land located at the front of Mr. Schmidt's
commercial tract as part of a highway project to convert US 183 into an elevated highway with
controlled access via frontage roads. Following the condemnation, the market value of Mr.
Schmidt's remainder property was drastically reduced, primarily because of the following four
factors:

1) Passersbys could not see the business from the new elevated highway (lessened
visibility).
2) Traffic was diverted away from the front of the lot and onto the elevated lanes of

the highway (diversion of traffic).

3) It was more difficult for traffic to access the business located on the lot because of
the controlled access frontage roads (increased circuity of travel).

4) Damages accrued as a result of the construction of this years-long project
(inconvenience of construction activities).

In deciding that Mr. Schmidt could not recover damages for these four "Schmidt Factors", the
Court relied on three separate arguments. First, the Schmidt Court explained that it and the
state's appellate courts had always maintained that diversion of traffic and increased circuity of
travel factors were non-compensable, and that there was no reason to treat the other two injuries
claimed by Mr. Schmidt differently.235 Second, the Court found that Mr. Schmidt was not
entitled to remainder damages because the damages did not result from the taking of the
property, "but from the State's new use of its existing right-of-way and of property taken from
other landowners to widen it.">* Finally, the Court found that the four Schmidt Factors are non-
compensable community damages because they "are, by their nature, a consequence of the
change in Highway 183 shared by the entire area through which it runs." >’

Regardless of claims by some that the Schmidt decision changed decades of previous case law
beginning with the Carpenter decision, it appears that Schmidt merely reaffirmed, or at worst
clarified, that the four factors at issue in the case are non-compensable remainder damages. The
Schmidt Court did not change the law of Texas, but merely upheld long standing Texas Supreme
Court and appellate court decisions. The Schmidt Court, in reviewing previous state court
rulings on primarily inverse condemnation claims,”® correctly concluded that:

235 See, Id., at 774, 777 ("Thus, we have often disallowed, and never allowed, recovery in an inverse
condemnation case for damages resulting from a diversion of traffic or a circuity of travel. While we have never
addressed the issue of whether a landowner has a right to recover for an impairment in the visibility of his premises
to passing traffic, there is no reason why recovery for this type of injury should be more available than for a
diversion of traffic or circuity of travel. Just as a landowner has no vested interest in the volume or route of
passersby, he has no right to insist that his premises be visible to them.").

20 1d., at 777.

237 1 d

28 See e.g., State Highway Comm'n v. Humphreys, 58 S.W.2d 144, 145 (Tex. Civ.App.--San Antonio 1933,
writ ref'd) (holding as non-compensable those diversion damages resulting from the rerouting of a highway, stating
that the "highways primarily are for the benefit of the traveling public, and are only incidentally for the benefit of
those who are engaged in business along its way."); DuPuy v. City of Waco, 396 S'W.2d 103, 109 (Tex. 1965)
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[W]e have refused to allow recovery for loss of value due to diversion of traffic
and circuity of travel in both condemnation cases and inverse condemnation
cases. We have not considered whether [remainder] damages should be allowed
because of impaired visibility of property or disruption of use due to construction
activities, but there is no reason why these two elements of injury should be
treated differently than the others.”

While the Texas Supreme Court was correct in assessing that its decision in Schmidt did not
change the law in Texas, the Texas Legislature does have a role in assessing whether or not
Schmidt and those cases relied upon in Schmidt have created the appropriate body of law
regarding adequate compensation in condemnation cases. Clearly there is a strong argument to
be made that a landowner whose property has been condemned should be made economically
whole by the condemnation process. Given the fundamental nature of the right to own private
property it is only fair that when a condemning entity is required to take land that it should
compensate the landowner for all of his or her resulting damages. In addition, there is an equity
argument to be made in such cases that it is more appropriate for society as a whole to bear all of
the costs associated with a public works project, not just those individuals who are directly
impacted by it.

Appropriateness of Current Compensation Scheme

The Texas Legislature has the authority and the ability to enact a condemnation compensation
scheme that is different from the one currently in place, subject of course to review by the
judiciary. There are numerous compensation standards that could be adopted by the legislature,
ranging from those that only tinker with the current system to those that significantly alter the
way that "adequate compensation” is determined in the state. Any alteration to the current
compensation system would certainly require statutory changes, and the more divergent changes
would likely require amending the Texas Constitution.

The Texas Legislature could retain the current Market Value Standard in one form or another,
making only those statutory or constitutional changes required to ensure that the courts
understand and accept the version deemed appropriate by the legislature. For example,
legislators could choose to confirm the current compensation scheme as expressed by Schmidt, or
they could determine that it is appropriate to establish a system based on the strict language
found in Carpenter ("admitting evidence upon . . . all circumstances which tend to increase or
diminish the present market value."*"). The legislature could even decide that public policy

(holding a landowner suffered a compensable loss by a highway project that denied him reasonable access to his
property, but maintained that the decision did not conflict with the principles established in Humphreys that "an
abutting property owner does not have a vested interest in the traffic that passes in front of his property; that he
cannot recover for loss of trade resulting from a highway relocation; and that he is not entitled to damages because
of the construction of controlled access highways in such manner as to deny direct access to the new major
highway."); Archenhold Automobile Supply Co. v. City of Waco, 396 SSW.2d 111, 114 (Tex. 1965) (holding that a
landowner had not been deprived of reasonable access by a highway project and therefore was not entitled to any
compensation."); City of Beaumont v. Marks, 443 S.W.2d 253, 257 (Tex. 1969) (holding that "[d]iversion of traffic
resulting in the necessity of using circuitous routes is not compensable.").

29 Schmidt, at 777 (1993).

240 Carpenter, at 200 (1936).
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requires the creation of a hybrid system that includes the best of both compensation schemes.

The legislature could also adopt a compensation standard that is based on considerations other
than the market value of the land in question. For example, the legislature could establish a
system that pays aggrieved landowners the cost to replace their property, or that compensates
them for the social value of the land taken. The legislature could also determine that it is
appropriate to reallocate the financial burdens associated with the taking of private property, by
for example, changing state law regarding the payment of such expenses as attorney fees, court
costs, and appraisal costs, to name a few. As with most choices presented to the legislature, each
of these possibilities includes various potential costs and benefits that must be weighed by the
members of the legislature in order to properly determine which compensation system to adopt.

Basic Considerations and Initial Findings

It is certainly the case that changing the current compensation system will affect the costs
associated with any project that must rely on the condemnation of land. If the land acquisition
costs of such projects grows too high, it is possible that some condemning entities may decide
not to initiate such public or private projects in the first place. Given the growing population of
the state and the necessity of maintaining, repairing, and creating that infrastructure required to
meet the needs of this population, it is certainly important for the legislature to consider any
increased cost associated with changing the current condemnation compensation scheme. In
addition, legislators should be mindful of the political reality involved with passing provisions
that increase the cost of public projects, as demonstrated by the veto of House Bill<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>