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3Q16 PAYROLL TRENDS AND FORECAST

PAYROLL JOB SUMMARY
Average Payrolls

2,996.3m

Annual Change

14.6m (0.5%)

RCR 2016 Forecast

13.2m (0.4%)

RCR 2017 Forecast

36.1m (1.2%)

RCR 2018 Forecast

52.5m (1.7%)

RCR 2019 Forecast

46.0m (1.5%)

RCR 2020 Forecast

48.3m (1.5%)

Unemployment (NSA)

4.9% (Nov.)

OCCUPANCY RATE SUMMARY
Occupancy Rate (Reis)
RED 51 Rank

93.3%
51st

Annual Chg. (Reis)

-1.0%

RCR YE16 Forecast

91.9%

RCR YE17 Forecast

91.2%

RCR YE18 Forecast

92.8%

RCR YE19 Forecast

93.6%

RCR YE20 Forecast

92.5%

EFFECTIVE RENT SUMMARY
Mean Rent (Reis)

$920

Annual Change

3.4%

RED 51 Rent Change Rank

33rd

RCR YE16 Forecast

3.2%

RCR YE17 Forecast

4.3%

RCR YE18 Forecast

2.4%

RCR YE19 Forecast

2.7%

RCR YE20 Forecast

2.3%

TRADE & RETURN SUMMARY
$5mm+ / 80-unit+ Sales

68

Approximate Proceeds

$1.5bn

Average Cap Rate (FNM)

5.6%

Average Price / Unit

$87,405

Expected Total Return

6.9%

RED 47 ETR Rank

26th

Risk-adjusted Index

6.18

RED 47 RAI Rank

4th

The Houston labor market fought oil and gas price headwinds in
the third quarter. Employers added workers to payrolls at just a
14,600-job, 0.5% annual rate, an improvement over 2Q’s 6-year
low 7,700-job, 0.3% performance but little more than a rounding
error for an economy that created 370,000 jobs 2012-2015. Goods
producing industries were largely responsible as extraction,
construction, manufacturing and wholesale headcounts plunged at
a 29,300-job, -4.0% pace. Slack demand for field, engineering,
geological and contract labor services hammered business service payrolls, which fell at a 9,400-job, -2.0% year-on-year rate.
On the brighter side, personal service infrastructure continued to
catch up to Houston’s recent rapid population growth as
healthcare, education, food service and retail employers added
workers at a 42,800-job, 4.5% annual rate during the quarter.

The seasonally-adjusted data series also evinced moderate improvement in 3Q16. Establishments created a net of 12,100 jobs,
representing the best quarterly vintage 4Q14.
RED Research specified a 96.5% adjusted-R2 (SE=0.4%) econometric payroll forecasting equation using the rate of change of US
payroll growth (+) and metro personal income (+) and oil price (+)
growth as independent variables. Under a WTI forecast that calls
for $80/brl oil by 2019, and $100 oil by 2020, Houston job growth
rates recover to the mid-1% range by late 2017, and further to
about 2% by the end of the 5-year forecast interval. Annual net
adds are projected to fall between 45,000 and 55,000 jobs in 2018
-2020, with potential to top 60,000 in 2021. Moody’s Analytics
project similar gains, albeit with peak growth occurring in 2019.

3Q16 ABSORPTION AND OCCUPANCY RATE TRENDS
After a slow first half, Houston apartment demand gained momentum over the summer. Renters leased a net of 2,119 vacant units
during 3Q16, according to Reis, a 15% increase over the first two
quarters combined. While trending in the right direction the 3Q16
haul fell far below the 2015 experience when an average of 3,650
units were absorbed per quarter. Recent construction space was
the people’s choice as 3,413 class-A units were tenanted, while
renters vacated a net of -1,294 units of class-B&C space. Metro
occupancy fell –30 basis points sequentially to 93.3% nevertheless,
the lowest rate observed among the RED 51 peer group.
A sample of 1,211 stabilized, same-store properties surveyed by
Axiometrics posted a 92.3% 3Q16 occupancy rate, down -190bps

year-on-year. Class-B (92.8%) posted highest occupancy; class-C
(91.0%) trailed. Each class dropped at least –170bps y-o-y. Mostly
class-C Imperial Valley submarket suffered the most devastating
losses, dropping -17.8% to 74.1%. Likewise, toney Montrose and
CyFair dropped -2.7% and –2.9% to 91.5% under supply pressures.
The RCR demand model produces a sanguine absorption forecast
topping 10,000 units in each of 2017 and 2018. But supply is expected to be far greater in the short term — totaling 26,400 units
between October 2016 and December 2017 — pushing metro occupancy to the 91% area. Occupancy should begin to recover from
the trough level in 2018, but supply is likely to reassert itself in the
forecast out-years as oil prices rise, blunting further improvement.

3Q16 EFFECTIVE RENT TRENDS
Rents continued to rise at a measured pace during the third
quarter. Reis report that average effective rent increased $7
(0.7%) sequentially, following gains of 0.5% and 0.7% in 2Q and
1Q16, respectively. Expressed on an annual basis, rents advanced
3.4% after respective 3.9% and 4.4% increases in the preceding
quarters. Class-B&C exhibited the stronger momentum as class
asking rents gained 0.8%, topping class-A’s 0.5% quarterly gain.
Axiometrics same-store data sample reported weaker results. In
this instance, rents declined –1.0% year-on-year, incorporating a
seasonally soft –0.6% sequential retreat. Class-A rents came
under heavy fire, dropping -6.1% y-o-y as rates declined at 172 of
208 surveyed assets. Only class-C (3.1%) recorded an increase,

chalking down fastest class growth honors for the 10th consecutive
quarter. Naturally, submarkets with significant class-A inventory
struggled; notably Montrose (-7.2%), Braeswood (-4.9%) and
North (-3.2%). Lower rent areas fared better, especially Imperial
Valley (5.7%), Northborough (4.0%) and Baytown (3.7%).
The RCR rent model contains payroll(t-1) (+), supply (+), WTI (+),
nominal GDP (-) and home price (-) growth variables, achieving a
94.5% ARS (SE=0.4%). The model foresees strengthening rents in
2017, attributable to faster inventory and job growth. Weaker
trends are projected to set in after 2017, as supply and economic
growth begin to wane. High vacancy also may hinder rent trends
although this variable was not found to be statistically significant.

3Q16 PROPERTY MARKETS AND TOTAL RETURNS
Although market performance displayed signs of supply-related
deterioration investors continued to accumulate Houston properties at a brisk pace. A total of 68 assets exchanged hands during
the third quarter, the sixth most active quarter in market history.
The average price of traded units for which pricing data were
available was $87,405, comparing favorably to $75,134 and
$84,925 in the prior and penultimate quarters, respectively. RCR
estimate that proceeds totaled approximately $1.5 billion.
Fourth quarter velocity was moderately slower, but buyers moved
up the quality curve. Incomplete data show 45 sales closed October to December, including several portfolios, for gross proceeds
of about $1.2bn. The average unit price was $119,367.

Cap rates averaged about 6% during 3Q16, moderately lower than
levels observed during the first half. Suburban B+ assets were
valued to yields in the low- to mid-5% region. Class-B’s and valueadds traded to mid-5% to 6% yields; class-Cs from 6% to 7%.
Although weaker rent trends may put downward pressure on
pricing in 2017 there is no evidence yet that cap rates have begun
to rise: we maintain our 5.75% proxy. Using this level, a terminal
cap rate of 6.6% and model derived rent and occupancy point
estimates RCR estimate that an investor would expect to achieve a
6.9% unlevered total return on a five-year hold (RED 47 #26).
Low model standard errors translate to lower investment risk.
HOU’s 6.18 risk-adjusted index stands at #4 among the R47 peers.
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Houston Occupancy Rate Trends
Sources: Reis History, RCR Forecasts

Houston Absorption and Supply Trends
Sources: Reis History, RCR Forecasts

Houston Cap Rate Trends
Sources: eFannie.com, RCR Calculations

NOTABLE TRANSACTIONS
Property Class/Type
(Constr.)

Approx. Date of
Transaction

Total Price
(in millions)

Waterford Place (Spring Branch / Spring Shadows)

B / GLR (1973)

26-Jul-2016

$45.9 (Apprsl.)

$83,225

5.28%

Synott Square (Alief / Keegan’s Glen)

C+ / GLR (1983)

9-Sep-2016

$6.3 (Apprsl.)

$58,646

6.88%

Cypress Ridge (Champion’s / Bammel)

C+ / GLR (1980)

10-Oct-2016

$13.1

$51,786

6.05%

Whispering Pines (Montgomery Co. / Egypt / Alden Bridge)

B+ / GLR (2002)

2-Nov-2016

$44.3

$147,533

5.30%

Atrium Wildwood (Ft. Bend Co. /Richmond/Sovereign Shores)

B / GLR (2004)

23-Nov-2016

$30.1

$104,514

5.4%

B+ / RC GLR (1998)

29-Dec-2016

$85.8

$116,883 (alloctd.)

5.8%

Property Name (Submarket)

Old Farm (Briar Grove / Woodlake / Royden Oaks)
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Price /
Per Unit

Estimated
Cap Rate
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Houston Effective Rent Trends
Sources: Reis, Inc., Axiometrics and RCR Forecast

Houston Home & WTI Price Trends
Sources: us Dept. of Energy, FHFA Home Price Indices and RCR Forecasts

Houston Payroll Employment and U.S. Macroeconomic Trends
Sources: BLS, BEA Data, RCR Forecasts

The information contained in this report was prepared for general information purposes only and is not intended as legal, tax, accounting or financial advice, or recommendations to buy or sell currencies or securities or to engage in any specific transactions. Information has been gathered from third party sources and has not been
independently verified or accepted by RED Capital Group. RED makes no representations or warranties as to the accuracy or completeness of the information, assumptions, analyses or conclusions presented in the report. RED cannot be held responsible for any errors or misrepresentations contained in the report or in the information
gathered from third party sources. Under no circumstances should any information contained herein be used or considered as an offer or a solicitation of an offer to
participate in any particular transaction or strategy. Any reliance upon this information is solely and exclusively at your own risk. Please consult your own counsel, accountant or other advisor regarding your specific situation. Any views expressed herein are subject to change without notice due to market conditions and other factors.
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SUBMARKET TRENDS (REIS)
Inventory % Effective Rent
Change
3Q15

Submarket

Physical Vacancy
3Q15

3Q16

Change

Alief / Kirkwood

0.0%

$710

$732

3Q16

Change
3.0%

3.8%

3.8%

0 bps

Baytown

5.9%

$639

$697

9.0%

7.3%

7.8%

50 bps

Bear Creek / Katy

12.4%

$960

$1,030

7.3%

7.6%

12.6%

500 bps

Braeswood / Bellaire

1.9%

$1,151

$1,205

4.8%

4.8%

6.9%

210 bps

Briar Forest

2.0%

$921

$948

2.9%

5.2%

5.8%

60 bps

Briar Grove

2.6%

$963

$994

3.3%

3.6%

5.4%

180 bps

Champions / FM 1960

5.6%

$798

$836

4.8%

5.2%

7.9%

270 bps

Clear Lake / NASA

0.0%

$878

$896

2.0%

3.0%

3.3%

30 bps

Cloverleaf

0.0%

$682

$701

2.8%

4.6%

4.4%

-20 bps

Cypress / Fairbanks

3.2%

$916

$947

3.5%

3.8%

5.4%

160 bps

Far NW / Montgomery Co.

8.3%

$974

$989

1.5%

13.1%

12.2%

-90 bps

Fondren / Westbury

0.0%

$645

$657

1.9%

4.0%

3.7%

-30 bps

Ft. Bend County

2.7%

$1,119

$1,147

2.5%

9.6%

10.0%

40 bps

Imperial Valley

0.0%

$608

$618

1.5%

8.2%

8.6%

40 bps

Interloop / South Houston

-0.3%

$783

$801

2.3%

3.1%

3.4%

30 bps

Inwood / Near Northwest

2.9%

$705

$737

4.6%

4.9%

7.1%

220 bps

Montrose / River Oak

5.1%

$1,413

$1,428

1.1%

10.3%

10.9%

60 bps

North / Northeast Houston

4.0%

$776

$809

4.3%

3.9%

4.9%

100 bps

Northborough

0.0%

$668

$692

3.6%

6.2%

6.5%

30 bps

Pasadena / Deer Park

-0.6%

$686

$704

2.6%

3.8%

3.7%

-10 bps

Sharpstown

0.0%

$681

$701

3.0%

5.1%

5.0%

-10 bps

Spring Branch

1.6%

$769

$790

2.6%

3.7%

5.5%

180 bps

Spring / Humble

-4.5%

$898

$915

1.9%

2.2%

2.7%

50 bps

2.6%

$890

$920

3.4%

5.7%

6.7%

100 bps

Metro
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