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CHIer JusTicE PHILLIPS delivered the opinion of the Court, joined by Justice HEcHT, JusTicE OWEN,
JusTice ABBOTT, and JUSTICE JEFFERSON.
JusTice BAKER filed an opinion concurring in the judgment, joined by Justice ENOCH, JUSTICE
HANKINSON, and JusTice O’ NEILL.

The sole issue in this condemnation case is whether the condemnee’s valuation evidence is
admissble. Thecondemnor, the City of Harlingen, contendsthat thetria court erred in admitting testimony
fromthe landowner’ s expert based on an apprai sal method described as subdivisondeve opment andysis.
Under this gpproach, the witness estimated the land' s gross value asiif it were subdivided for residentia
development, then discounted this vaue for the estimated costs of development. Based on the expert's

testimony, thetrid court, sitting without ajury, awarded the landowner $232,000 for the condemned land.

The court of gppedls affirmed. 1 SW.3d 282. Because we concludethat thetria court erred in admitting



this evidence, we reverse the judgment of the court of appeals and remand the caseto thetrid court for
further proceedings.
l.

Between 1972 and 1979, Lois Sharboneau, individudly and as representative of her deceased
husband’ sestate, purchased five adjoining parcels of land that formed a9.85 acretract. 1n 1996, the City
condemned the entire tract to expand an adjacent city park. When the condemnation occurred, the tract
was zoned asopenland. The special commissioners, appointed to assess damages under Texas Property
Code section 21.014, determined the property to be worth$98,500. Mrs. Sharboneau, dissatisfied with
this award, appedled to the Statutory county court.

Beforetrid, the parties Sipulated that the highest and best use for the condemned property was
as aresdentia subdivison. Mrs. Sharboneau caled one expert witness, Joseph Patterson, a licensed,
professional rea estate gppraiser with more than twenty years of experience, modly in the Rio Grande
Vdleyarea. Inhistestimony at trid and in an gppraisa report admitted into evidence, Patterson used the
subdivison development method to gppraise the condemned land. This method vaues an undevel oped
tract by cdculaiing what a developer could expect to redize from sdes of individud lots, taking into
account the costs of development and discounting future revenues to present vaue.

Pattersonfirg determined how many lots could be carved out of the Sharboneau land. Based on
lot 9zesinsurrounding nelghborhoods, Patterson assumed that Mrs. Sharboneau’ s tract could be divided
into 44 lots of 7,700 square feet each. Hethen estimated the gross revenuesfor sales of these theoretica

lots. Patterson reviewed recent sales of three comparable, unimproved residential lots in one nearby
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subdivision, which had sold for an average of $2.17 per square foot. Based on thisfigure, he calculated
an initid sales price of $16,709 per lot on the prospective Sharboneau “subdivison.” Edimating thet it
would take three years to el dl the lots, and including an estimated 5 percent priceincreasefor lots sold
in both the second and third years of sale, Patterson determined that the total gross sdes for lots on the
Sharboneau land would be $772,727.

After cdculaing thisfigure, Patterson next subtracted ongoing sale and devel opment expensesto
reach the devel oper’ s expected net sales proceeds. He itemized ongoing expenses as genera overhead
and sdes expenses (which Patterson estimated at four percent of annua gross saes), dosng costs and
attorney’ s fees (one percent), and advertisng costs (one percent). Patterson subtracted as an ongoing
expensethe devel oper’ sliaility for property taxes, which would decrease each year asindividua buyers
took ownership of thelots. Patterson then subtracted an* entrepreneuria/coordinationexpense,” perhaps
better described as the developer’s profit. Based on Patterson’s experience with area developers, he
estimated the norma profit at twenty-five percent of gross annual sdes. Altogether, he calculated that the
total of these ongoing expenses for the three-year absorption period would be $266,347, leaving total net
sales proceeds of $508,380 for a developer of the property.

Patterson next applied a discount rate to the annua net sales proceedsto reflect the interest rate
necessary to attract debt and equity capita for the devdopment. After applying this discount rate,
Patterson determined that the present value of the net salesproceedswas $413,770. But before arriving
at afind estimate of the vaue of Mrs. Sharboneau’ s land, Patterson a so subtracted the developer’ s costs

for making the forty-four lots suitable for new home congtruction.  Without offering any details about the
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nature of thiswork, Patterson estimated total costs of $123,150 for the entiretract. Itisnot clear whether
he consdered this cost an initid expense or a discounted amount for severd years of work. With these
costs subtracted, Patterson appraised the tract’ s value as $290,620, or about $29,000 per acre, and thus
offered this figure as far market vaue. On cross-examination, however, Patterson admitted that he had
never heard of undeveloped land inHarlingenbeing sold for suchahigh amount. Thetriad court overruled
severd timely objections to the admissibility of the subdivision development evidence!

The City dso offered an expert witness, Jesse Watson, a professona appraiser from Harlingen
with additiona experience in real estate sales. Watson used only the comparable sales approach to
determine the land’ svaue. Watson identified three comparable sdes of vacant land in Harlingen. Thefirst
was an eight-acre tract in an indudtrial areaabout 1.5 miles from the Sharboneau Site, which had sold for
$6,000 per acre eight months beforethe gppraisal. The second stewasafive-acretract three milesaway,
located next to an older resdentid area, which had sold for $7,000 per acre thirteen months before the
gopraisd. Thisgte was suitable for resdentid development, but was somewhat inferior in location to the
Sharboneau land. Thethird Site, aseventeen-acretract only a hdf mile away, waslocated near an existing
resdentia area. Atthetimeof trid, it wasbeing developed asaresdentid subdivison. Thistract had been

sold eighteen months before the appraisal for $10,500 per acre.  After making adjustments to the three

! Inanamicusbrief, the Appraisal Institute, aleading organizationinthefield of real estate appraisal, describes
the steps of a subdivision development analysis somewhat differently from Patterson’s procedure. See Appraisal
Institute, The Appraisal of Real Estate 328-31 (11th ed. 1996). Nonetheless, its basic approach is broadly similar to
Patterson’s: estimate the gross sales of lots from a hypothetical subdivision of the subject land, subtract the costs of
marketing and development, and discount cash flowto arrive at the present value of the property to awilling devel oper-
buyer.



comparable properties to compensate for thar varying characteristics, Watson concluded that the
Sharboneau land would sell for between $9100 and $10,500 per acre. Without further explanation, he
gave $10,000 per acre as the reasonable saes price, thus giving the Sharboneau property a value of
$98,500.

The court concluded that the property’ s vaue should be based onits highest and best use. After
finding that the City’ s comparable sdles appraisal failed to provide evidence of the property’ svaue a its
highest and best use, while Mrs. Sharboneau's subdivision development appraisal did so, the court
awarded Mrs. Sharboneau $232,000 as just compensation for the condemned property.

.

Both the United States and Texas Condgtitutions require governments to compensate landowners
for takings of thar property for public use. U.S. ConsT. amend. V (requiring “just compensation”); Tex.
Consr. art. 1, 8§ 17 (*adequate compensation”). When agovernment condemnsred property, thenorma
measure of damagesisthe land’s market vaue. Tex. PrRop. CoDE ANN. § 21.042(b); United States v.
50 Acresof Land, 469 U.S. 24, 29 (1984); Brunsonv. State, 444 S.W.2d 598, 602 (Tex. 1969). Thus,
the central damage issue in the typicd condemnation case is how to measure the market vaue of the
condemned property.

Market vaueis*“the pricethe property will bring when offered for sde by one who desiresto s,
but is not obliged to sdll, and is bought by one who desires to buy, but is under no necessity of buying.”
State v. Carpenter, 89 SW.2d 979, 979, modifying 89 SW.2d 194, 202 (Tex. 1936); accord Kirby

Forest Indus,, Inc. v. United States, 467 U.S. 1, 10 (1984). The three traditiona approaches to
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determining market vaue are the comparable sdes method, the cost method, and the income method.
Religiousof the Sacred Heart v. City of Houston, 836 S.W.2d 606, 615-17 & n.14 (Tex. 1992). Mrs.
Sharboneau asks us to join severa other states in recognizing the subdivison development method as a
fourth approach.?

Courts have long favored the comparable sales gpproach when determining the market vaue of
real property. See, e.g., Bauer v. Lavaca-Navidad River Auth., 704 SW.2d 107, 110 (Tex.
App.—Corpus Chrigti 1985, writ ref’d n.r.e); County of Bexar v. Cooper, 351 SW.2d 956, 958 (Tex.
Civ. App.—San Antonio 1961, no writ); accord United Statesv. 8.41 Acresof Land, 680 F.2d 388, 395
(5thCir. 1982). If thegod of an appraisd isto ascertain market vaue, then logically there can be no better
guide than the prices that willing buyers and sdllers actudly negotiate in the rdevant market. Under a
comparable sdes anayds, the appraiser finds data for sdes of smilar property, then makes upward or
downward adjustments to these sales prices based on differences in the subject property.

Comparable salesmust bevoluntary, and should take place near intime to the condemnation, occur
inthe vicanity of the condemned property, and involve land withamilar characteristics. U.S v.33.90 Acres
of Land, 709 F.2d 1012, 1014 (5th Cir. 1983); Southwestern Bell Tel. Co. v. Ramsey, 542 SW.2d
466, 476 (Tex. Civ. App—Tyler 1976, writ ref’dn.r.e.). Comparable sadesneed not beintheimmediate
vidnity of the subject land, so long asthey meet the test of amilarity. See City of Austinv. Cannizzo, 267

S.W.2d808, 815 (Tex. 1954). Butif the comparison isso attenuated that the apprai ser and the fact-finder

2 Seeinfra Part IV.



cannot make vdid adjustmentsfor these differences, a court should refuseto admit the sdle as comparable.
See, e.g., Holiday Inns, Inc. v. State, 931 SW.2d 614, 623-24 (Tex. App—Amarillo 1996, writ denied)
(too remote in time); Urban Renewal Agency of Austin v. Georgetown Sav. & Loan Ass'n, 509
S\W.2d 419, 421-22 (Tex. Civ. App.—Austin 1974, writ ref’d n.r.e.) (dissmilar neighborhood).

When comparable sdesfigures arelacking or the method is otherwise inadequate as a measure
of far market vaue, courts have accepted testimony based onthe cost approach and the income approach.
The cost approach, whichlooksto the cost of replacing the condemned property, isbest suited for vauing
improved property that is unique in character and not frequently exchanged onthe marketplace. Religious
of the Sacred Heart, 836 SW.2d a 616 (citing American Ingtitute of Red Estate Appraisers, The
Appraisal of Real Estate 62, 349 (9th ed. 1987)). While the cost method takes the property’s
depreciationinto account, it ill “tends to set the upper limit of true market vaue.” Polk Cty. v. Tenneco,
Inc., 554 S.\W.2d 918, 921 (Tex. 1977). Findly, the income approach to vaue is appropriate when
property would, in the open market, be priced according to the income that it dready generates. 1d. By
esimating this future income and applying acapitalization rate, the income approach alows the appraiser
to arrive a a present vaue for the income-producing property. Id.

No matter what gppraisal method an expert uses, however, the god of the inquiry isaways to find
the far market vaue of the condemned property. An gppraisd method is only vadid if it produces an
amount that a willing buyer would actudly pay to awilling seller. We must therefore determine whether
the subdivison development andyss is a competent means of proving the far market vdue of Mrs.

Sharboneau’ s property.



[11.

The City argues, and JusTICE BAKER agrees, that Patterson’s subdivison development andyss
is invalid becauseit requires the appraiser to examine sales of dissmilar property. Texaslaw recognizes
that sales of subdivided lotsdo not meet the test of smilarity when compared to anundivided tract of land.
Sate v. Willey, 360 SW.2d 524, 525 (Tex. 1962); City of Austinv. Cannizzo, 267 S.W.2d 808, 816
(Tex. 1954). Butthetrid judge did not receive Peatterson’ slot sdesevidence asbeing comparableto Mrs.
Sharboneau’ sland. Instead, the trial court received the estimated values of individud lots as asngle sep
inthe expert’ smentd process of arriving a a vaue for the undivided property. Because Mrs. Sharboneau
did not offer evidence of individud lot sales as comparable to her own undivided property, Patterson’s
tesimony is not precluded by Willeyand Cannizzo. The proper inquiry isnot whether Petterson made any
use of sdlesthat were dissmilar to the condemned property; it is whether Patterson’s appraisal method as
awhole was relevant and reliable evidence of market value.

In afirming the trid court’s judgment, the court of appedls reasoned that the subdivison
development method was merely a hybrid of the sales comparison and income approaches to property
appraisal. 1 SW.3d at 288. Becausethe two methodsare admissble individudly, the court held thet this
“hybrid-classcd” methodology must also be vdid. 1d. One court has even held that the subdivision
development method isidentical to the classc income approach. Board of County Comm'rs v. Kiser
Living Trust, 825 P.2d 130, 137 (Kan. 1992).

However, we believe that the subdivison development method is distinct from both comparable

salesandyds and the income method of gppraisal. Although subdivison devel opment andysisrequiresthe
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appraiser to examine the market for ready-to-build lots, such properties are not comparable to the larger,
unsubdivided property actudly being appraised. And the traditional income approachmeasuresthe vaue
of property based onitsknown &bility to produceincomein its current sate. See, e.g., Statev. Schaefer,
530 S.W.2d 813, 815 (Tex. 1975) (describing income approach testimony based on the condemned
property’s actud yearly receipts). In contrast, the “income”’ part of asubdivisondevelopment andyssis
based solely on the speculative, piecemed sde of the property. Moreover, the subdivision devel opment
method includes a number of steps — such as estimates of absorption periods and a devel oper’ s profit —
that are present in none of the classic agppraisa methods. For these reasons, we concludethat Patterson’s
subdivisondevelopment andyssisadistinct method of gppraisal that we must examine on its own merits.

The three classc approaches to red estate appraisa are relatively uncomplicated methods of
ariving at the fair market vaue of condemned property. In contrast, Patterson’ s subdivisiondevel opment
gppraisa takes more than a dozen anaytica seps, most involving assumptions and estimates, any one of
which could serioudy affect the gppraisal’s accuracy. Thiswide margin for error counsels againgt using
Patterson’ s gpproach to vaue undevel oped land in ordinary circumstances. Other courts have criticized
gopraisas amilar to Patterson’ sas conjectural and speculative. Sateex rel. Dep't of Transp. v. Panell,
853 P.2d 244, 246 (Okla. Ct. App. 1993); Fruit Growers Express Co. v. City of Alexandria, 221
SE.2d 157, 161-62 (Va. 1976); see also Travis Cent. Appraisal Dist. v. FM Properties Operating
Co.,947SW.2d 724,729 (Tex. App.—Austin 1997, writ denied) (Sating that the subdivisiondeve opment
method is best suited for land thet is dready subdivided and being marketed, because devel opment cost

esimates will be morereliable). We share this skepticism.
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Patterson’ s appraisal isaso suspect becauseit fails to account for basic marketplace redities. In
essence, histestimony cd culates what a devel oper can afford to pay for the right to subdivide, improve,
and market theland. Patterson even testified that his gppraisal represented “what a developer should pay
for the right to receive the benefits’ of the raw land. This may sometimes be equivdent to market value,
but many times it will not be. In the red world, what a developer “should” pay and what the devel oper
“will” pay may be quite different. Nowherein the many stepsof hisandysis did Patterson takeinto account
any characterigtics of the relevant marketplace that would affect what price awilling buyer would pay to
awilling sdler. When demand for land is high, the sdler canforce the buyer to pay morefor the property.
But if the buyer has many opportunities to purchase roughly equivaent tracts, the price will inevitably fall.

In addition, Patterson’s subdivison development analysis made little or no adjustment for the
buyer’ srisk that the subdivision might fail.® Patterson merely assumed that it would take threeyearsto sl
dl the lots in the hypotheticd subdivison. This prediction is insufficient to account for unexpected
competition, politica oppositionto the devel opment, economic stagnation, or other risksthat thesubdivison
could turn out to be a bad investment. These risks too would tend to lower the price a devel oper would
be willing to pay for the land.

Patterson’s appraisal overamplifies the problem of finding market vaue in one crucid respect: it

% The Appraisal Institute’s description of subdivision development analysis states that “The discount rate
applied, whichis derived fromand supported by the market, should reflect theriskinvolved.” Appraisal Institute, supra,
at 329. Another publication from the Institute describes many marketplace uncertainties for which the appraisal must
account. Douglas D. Lovell & Robert S. Martin, Subdivision Analysis 33-40 (1993). Patterson’s discount rate
represented only “financial carrying cost for the debt service and return on equity,” with no adjustment for risk.
Nowhere elsein his analysis did Patterson account for marketplace uncertainties.
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assumes that awilling buyer will value the land a the highest price that still alows a reasonable return on
the investment. But a competitive market does not ordinarily guarantee that willing buyers will pay the
highest price they canafford, for they will often have the option of purchasing comparable property for less
money esewhere. Asthe United States Supreme Court has recognized:

The highest and most profitable use for which the property is adaptable and needed or

likdy to be needed in the reasonably near futureisto be considered, not necessarily asthe

measure of vaue, but to the full extent that the prospect of demand for suchuse affectsthe

market vaue while the property is privately held.
Olsonv. United States, 292 U.S. 246, 255 (1934). In Texas condemnation law, market vaue properly
reflects dl factors that buyers and sdlers would consider in arriving at a sales price. Cannizzo, 267
S\W.2d at 815 (indructing the fact-finder to consider al usesto which the land “is reasonably adaptable
and for whichit either isor indl reasonable probability will become available withinthe reasonable future’);
Boyer & Lucasv. St. Louis, SF. & Tex.Ry. Co., 76 SW. 441, 441 (Tex. 1903); All Am. Pipeline Co.
v. Ammerman, 814 SW.2d 249, 252 (Tex. App.—Austin 1991, no writ) (“Thetrid judge could consider
al evidence rdated to such matters as suitability and adaptability, surroundings, . . . and dl circumstances
which would tend to increase or diminish the pre-condemnation market vaue of the property.”).

Just compensation does not require the government to diminate the risks that the condemnee
landowner would otherwise faceinan uncertain marketplace. By sarting with the vaue of ready-to-build
lots in successfully completed subdivisions, Petterson’s subdivision development andysis bypassed dl of

the problems that could appear during an actua development, subgtituting instead the best possible
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outcome. Unless an gppraisa gives avaue based on the land’ s condition at the time of condemnation —
taking into account al rdevant factors that affect its vauation, induding the market for its possible future
use— it isnot relevant to the issue of market value,

V.

Courts across the nation have considered whether to admit subdivison development method
evidence. In somejurisdictions, where vauation evidence is fredy admitted, courts dmost automaticaly
accept subdivison development method gppraisals. E.g., City of Wichitav. Eisenring, 7 P.3d 1248,
1255 (Kan. 2000); County of Ramsey v. Miller, 316 N.W.2d 917, 921-22 (Minn. 1982). In other
states, Mrs. Sharboneau’ s appraisal would have beenper seinadmissble. Contra Costa Water Dist. v.
Bar-C Properties, 7 Cal. Rptr. 2d 91, 93-95 (Cal. Ct. App. 1992); Department of Transp. v. Benton,
447 S.E.2d 159, 161 (Ga. Ct. App. 1994); Fruit Growers Express Co., 221 SE.2d at 160-62. Still
other courts have permitted subdivisondevel opment method evidencewhenthe particular andyds and the
factsof the case demondtrate that the method can produce a ussful estimate of market vaue. Travis Cent.
Appraisal Dist., 947 SW.2d a 728-32 (approving subdivision development appraisal for land that was
aready being subdivided and sold, which made the underlying estimates more reliable); see also United
Statesv. 819.98 Acres of Land, 78 F.3d 1468, 1471 (10th Cir. 1996) (“[I]nthe absence of comparable
sdes, other methods of valuation — such as the capitalized income approach — may be appropriate to
determine the market vaue of condemned property.”); Seravalli v. United States, 845 F.2d 1571, 1574-
75(Fed. Cir. 1988); Tamburelly PropertiesAss nv. Cresskill Borough, 15N.J. Tax 629 (N.J. Tax Ct.

1996); cf. El Paso Natural Gas Co. v. Federal Energy Regulatory Comnt' n, 96 F.3d 1460, 1462
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(D.C. Cir. 1996) (discounted cashflowandyds admissible for vauationof anail- and gas-producing field);
Capital Properties, Inc. v. State, 636 A.2d 319, 321-22 (R.l. 1994) (trid court may depart from
comparable sdes analysis when the condemned property is unique or specia purpose). We agree with
this more nuanced approach.

Evidence must be rdevant to be admissble Tex. R. Evip. 402. But Petterson’s subdivision
development andlys's determined only what a developer could hypotheticaly afford to pay to profitably
subdivide the property, not what a developer would pay in the competitive, risk-filled marketplace of the
real world. Because the gppraisa did not account for these forces, it was not rlevant to establishing the
market value of Mrs. Sharboneau’ s property.

It may be that in some cases involving undevel oped land, expert opinions based on the subdivision
development method would be reliable, relevant, and admissble. We cannot make that determinationon
the record beforeus. What the record does show is that Patterson’ s testimony did not demonstrate what
awilling buyer would pay to awilling sler in the rdlevant market. Becauseit did not do so, thetrial court
abusad its discretion by admitting the evidence. For this reason, we reverse the judgment of the court of

appedls and remand the case to the trid court for further proceedings consistent with this opinion.

Thomas R. Phillips
Chief Judtice
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OPINION DELIVERED: May 17, 2001
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