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Economy

* Employers added 5,600 positions in the first three quarters of 2016. Approxi-
mately 16,200 jobs were created in the past year, marking an increase in payrolls
of 0.5 percent.

= The opening of new hotels and accelerated spending at restaurants support-
ed the hiring of 20,300 individuals in the leisure and hospitality sector, leading
employment gains in the last four quarters. Hiring will remain elevated in this
sector through the beginning of next year as Houston prepares to host the
Super Bowl in 2017. Education and health services employers also expand-
ed significantly with the creation of 15,500 positions during the annual span.

« The unemployment rate is up 30 basis points from the end of last year, resting at
5.4 percent in the third quarter.

Outlook: Houston employers will create 12,500 positions this year, increasing
employment 0.4 percent.

Housing and Demographics

« Population and household growth remain healthy, each expanding approx-
imately 2 percent during the last year. More than 132,100 individuals were
added to the population base during that time, supporting the creation of
nearly 45,600 households.

e The oil slump is taking a toll on Houston’s housing market, with sales of
single-family residences falling nearly 16 percent over the last 12 months.
Builders are also scaling back, pulling nearly 8 percent fewer permits for sin-
gle-family homes. The median price of an existing single-family home was
$209,700 in September, a slight decline from one year ago.

« The monthly mortgage payment for a median-priced single-family residence,
assuming 10 percent down and payments for taxes, insurance and PMI, was
$1,415 in the third quarter. With the average apartment rent coming in at just
over $1,000 per month, renting is the more affordable option.

Outlook: Though the average Class A asking rent nears $1,500 per month
and is slightly more than a payment on a median-priced home, a number of
households will remain in rental housing. A low-maintenance lifestyle, the in-
ability to save for downpayment obligations and the transient nature of some
workers will keep demand strong for apartments in the metro.

Construction

« More than 20,200 apartments were delivered across the metro in the last 12
months, including 19,400 market-rate rentals. The remainder consisted of
affordable, seniors and student housing projects. In the previous year, ap-
proximately 14,500 units were brought online.

» Builders focused on the western portion of the metro, and submarkets near
and along the Energy Corridor. More than 20,000 apartments have been
added in this area since 2012, and an additional 14,000 units are under con-
struction and slated for delivery through 2018.

* Approximately 12,700 apartments are scheduled to come online in the metro
during the fourth quarter, accounting for nearly half of all deliveries this year.
Completions during the quarter will reach the highest level ever recorded for
a three-month period.

Outlook: Developers will complete 27,400 apartments during 2016, up sub-
stantially from the nearly 16,500 units brought online during 2015.
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Vacancy

Supply additions in the third quarter outweighed net absorption, placing up-
ward pressure on the vacancy rate. Over the past year, the vacancy rate in-
creased 130 basis points to 6.5 percent. Vacancy fell to the lowest level during
this business cycle in the third quarter 2015.

Vacancy has risen as much as 490 basis points in the western and northwest-
ern portion of the metro since the third quarter of last year. The highest vacancy
rate in the metro is in Memorial, rising to 11.4 percent in the third quarter. Much
of the advance was driven by a 750-basis-point annual increase in vacancy at
Class A complexes in the area to 15.6 percent.

Softer operations were largely contained in the western half of the metro, while
some eastern and southern submarkets tightened during the last year. Overall
vacancy is still below 5 percent in many of these submarkets including inside
the east loop, Pasadena, Baytown, Galveston and Brazoria County.

Vacancy will rise 40 basis points to 6.6 percent this year. The rate also

increased 40 basis points in 2015.

Rents

Average effective rent growth slowed during the past year. The average rent of
$1,028 per month in the third quarter is 2.1 percent more than one year ago,
about half the increase posted in the prior year.

The addition of thousands of luxury units during a time of reduced employment
growth has prompted some operators, particularly of recently completed com-
plexes, to offer substantial concessions. In some instances, concessions have
risen to six to eight weeks of free rent.

The average rent is highest downtown at $1,883 per month after a 6.3 percent
dip from one year ago. The average rent remained above $1,500 per month in
the Heights, Greenway/Upper Kirby and Medical Center areas.

This year, the average effective rent will rise to $1,030 per month, rep-

resenting a 1.6 percent increase from year-end 2015. The average rent climbed
5.5 percent last year.

Sales Trends

Sales of apartment assets in the metro fell 14 percent during the past four
quarters, driven largely by reduced activity among institutions and REITs that
typically target properties above $20 million. The sharp dip in deal flow at the
market’s upper end contributed to a 5 percent year-over-year dip in the aver-
age price to $78,400 per unit in the third quarter.

Buyers targeted the southern portion of the metro and along the coast during
the last 12 months. Growth in the area’s petrochemical industry is raising de-
mand for multifamily properties, with private, local investors targeting older as-
sets in need of repositioning. The average price in the area was well below the
metrowide average price, resting near $52,000 per unit during the year ending
in the third quarter.

Since 2013, first-year returns have held firm in the low-7 percent area, with
initial yields inside the loop starting near 6 percent on average.

Investors will target Houston apartment assets for positive long-term

economic growth. Assets in the eastern and southern portion of the metro will
remain in high demand as growth in the petrochemical industry supports healthy
renter household formation.

Market Report
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Capital Markets

By WILLIAM E. HUGHES, Senior Vice President, Marcus & Millichap Capital Corporation

The initial reading of third quarter GDP of 2.9 percent and consistent growth
in employment are fanning expectations that the Federal Reserve will raise its
benchmark short-term lending rate at its December meeting. Other economic
data showing steady improvement in the housing market and the stabilization of
oil prices around $50 per barrel offer signals that the U.S. economy is growing at
a sustainable pace.

Increasing rental housing demand underpinned a decline in the U.S. apartment
vacancy rate of 60 basis points to 3.5 percent year to date through the third
quarter, the lowest level this cycle. Apartment builders have responded to grow-
ing demand and favorable demographic trends by ramping up construction.
Completions will rise to 320,000 units this year and peak in 2017.

Capital markets remain highly competitive, offering an assortment of fixed-rate
products available through commercial banks, life-insurance companies, CMBS
and agency lenders. Fannie Mae and Freddie Mac are underwriting loans of 10
years at maximum leverage of 80 percent. Rates will typically reside in the high-3
to low-4 percent range, depending on underwriting criteria. Portfolio lenders wil
also price in this vicinity but will typically require loan-to-value ratios in the 65 to
75 percent band. Floating-rate bridge loans and financing for asset repositioning
are typically underwritten with LTVs 70 to 75 percent of stabilized value (80 to 85
percent of cost) and price 300 basis points above Libor for recourse deals and
extending to 450 basis points above Libor for non-recourse transactions.

Local Highlights

« Household income growth remained relatively flat for the past two years, holding
firm near $60,500 in the third quarter. Healthy gains in service- and consum-
er-driven sectors, which typically pay lower salaries, outweighed reduced hiring
in typically higher-wage sectors, contributing to slowed income growth.

Permitting has reduced dramatically as builders respond to moderating job
growth. During the last year, developers decreased multifamily permitting issu-
ance nearly 25 percent to an annualized 14,200 units. Single-family permit issu-
ance also dipped, albeit at a much slower pace, and contractors pulled permits
for nearly 33,000 slabs.

The Ranch at Sienna Plantation was the largest delivery during the last 12 months.
The 624-unit project came online in Missouri City during the third quarter of this
year. Missouri City is located in the southwest portion of the metro, providing an
easy commute to major employment hubs such as the Texas Medical Center
and energy corridor. Apartment development in the area is limited, and rental
housing is in high demand with vacancy hovering in the mid-6 percent area.

The information contained in this report was obtained from sources deemed to be reliable. Every effort was made to obtain accurate and complete information; however, no
representation, warranty or guarantee, express or implied, may be made as to the accuracy or reliability of the information contained herein. Note: Metro-level employment
growth is calculated based on the last month of the quarter/year. Sales data includes transactions valued at $1,000,000 and greater unless otherwise noted. Sources: Marcus
& Millichap Research Services; Bureau of Labor Statistics; CoStar Group, Inc.; Moody’s Analytics; National Association of Realtors; Real Capital Analytics; MPF Research;

TWR/Dodge Pipeline; U.S. Census Bureau.
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Economy Shows Resiliency, But Shorts Demand for Abundant Supply

Diverse job creation underscores num-
ber of units delivered this year. Hous-
ton’s economy remains steady as several
sectors post job gains, while recent losses
in upstream oil and gas and related indus-
tries weigh down overall growth. Hiring in
consumer-driven retail and hospitality es-
tablishments along with service-oriented
employers within education institutions,
health services and government entities are
leading these gains. A unifying aspect of
these employers is many support income
levels typically associated with workers
who rent Class B/C apartments. The sec-
ond quarter’s positive net absorption of
10,000 rentals provides evidence of this
demand. Yet, zealous economic expecta-
tions initiated mass development of new
units prior to global forces drastically im-
pacting Houston’s energy market growth.

2016 Multifamily Forecast

Many of the units under construction will be
completed during the second half of 2016,
dimming the past quarters’ positive absorp-
tion through the remainder of this year. The
new supply will surmount demand, push-
ing the calendar year vacancy average up
for a second consecutive year. Rental rates
priced close to the metro average or lower
will be in high demand by new households
employed in the service and labor markets
as overall annual rent growth slows com-
pared with previous years’ performance.

Investors target areas where rents
meet residents’ expectations. With the
influx of high-end units and job growth in
sectors like the energy’s downstream jobs,
many investors are setting up their port-
folios based on positive long-term expec-
tations for Houston’s economy. Assets on

the east side trade with cap rates mid-7
percent or lower as investors wish to tap
into the potential upside or the opportu-
nity to add value. Inside the loop there
have been recent trades with initial yields
in the low-5 percent area, with suburban
assets changing hands up to 50 basis
points higher. Class B/C assets in south-
east Houston, just outside the Loop 610,
attract strong buyer competition and the
area is where most of the market’s trades
have occurred the past two years. Here,
assets sell two months faster than the
metro average with caps rates in the 8
percent range. Market activity will remain
strong as forward-looking investors rec-
ognize Houston’s employment diversity is
keeping it economically buoyant.

Employment:

0.2% increase
in total employment Y Employers will increase jobs 0.2 percent or by 5,000 workers this year. Gains will be pronounced
in the education and health services sector, along with retail and hospitality-related positions. In

2015, approximately 20,700 jobs were created.

Construction:

Builders will complete 27,600 rentals in 2016, a calendar year historical high. In the prior year
approximately 16,500 units were delivered. Though completions are spread throughout the
market, the highest concentration of units will be in the Downtown/Montrose/River Oaks sub-
market, with 3,500 apartments.

. 27,600 units @

will be completed

Vacancy:.

Metro vacancy will tick up 80 basis points to 7 percent in 2016 as the large amount of new
units coming online await lease-up. Despite local economic conditions impacted by the energy
industry, vacancy has remained tight and started moderating up 40 basis points in 2015 for the
first time since 2010.

80 basis point
. : , 7
INCrease in vacancy

Rents:
Effective rental growth will remain relatively flat, ticking up 1.6 percent in 2016 as concessions
rise. This follows a 5.5 percent increase in the prior year.

. 1.6% increase @

in effective rents
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Economy

Houston employers added 6,900 positions during the past 12 months ending
in June, a 0.2 percent increase from one year ago. This included a net loss of
roughly 14,000 office-using jobs, many of which are related to the energy sector.
In the prior yearlong period, approximately 62,000 jobs were generated.

Gains were led by the leisure and hospitality sector with 20,000 new workers,
followed by 19,000 education and health services positions, increasing 6.7
percent and 5.2 percent year over year, respectively. Simultaneously, more
than 15,000 jobs were shed in each of the manufacturing and the profes-
sional and business services sectors, and the natural resources and mining
sector lost 13,700 jobs.

The unemployment rate increased 70 basis points to 5.1 percent since last June.
Over the same period, the U.S. rate dropped 40 basis points to 4.9 percent.

Outlook: Employment will edge up 0.2 percent this year, with 5,000 posi-
tions, led by the need for basic services such as medical and education staffing.

Housing and Demographics

Job growth in certain sectors is sustaining economic conditions in the metro.
Household formation increased 2.3 percent, or by 53,100 households, during
the past four quarters, following a 2.1 percent advance in the prior period.

The local population expanded 2.0 percent year over year, or by 130,700
new residents. The prime renter cohort of 20- to 34-year-olds composes 22
percent of Houston’s metro population, versus 20 percent for the nation.

The median home price for single-family residences in the metro reached
$217,900 in June. Assuming a 10 percent downpayment, the monthly mort-
gage payment on a median-priced home is $1,163. This is approximately
$135 more than average rent for an apartment in Houston, or $320 lower
than the monthly rent for an apartment built since 2010.

Outlook: Privately owned residences within many of the metro’s popular
neighborhoods are typically well above the median price, keeping monthly rents
for apartments in these areas the more affordable option for many.

Construction

Developers increased local apartment inventory by 16,600 units over the last
12 months ending in June. This follows a similarly robust addition of 16,700
rentals over the previous time period. Building activity exist throughout Hous-
ton.

Multiple submarkets received more than 1,000 units in the past 12 months.
Spring/Tomball led the way with 2,290 apartments, followed by Far West
Houston with 2,140 rentals. Greenway/Upper Kirby and Katy submarkets
each have received approximately 1,775 units. Over this time period, the
Downtown/Montrose/River Oaks submarket opened 730 rentals yet currently
has over 3,000 rentals underway.

The largest project completed in the past four quarters was the 423-unit Vue
Kingsland located off Kingsland Boulevard in the Far West Houston submar-
ket. The three-story project consists of 21 buildings with a focus on larger
households. It primarily has two- and three-bedroom formats.

Outlook: In 20186, just over 27,600 apartments will be built with 20,000 of
these units scheduled for completion during the second half of the year.



Marcus g Millichap

Vacancy

In the second quarter, 10,062 units were absorbed following two quarters of
negative absorption. The metro vacancy rate dropped 40 basis points from the
beginning of the year to 5.8 percent in June but remains 50 basis points up
year over year.

Westchase submarket posted the largest net absorption of 900 units, dropping
its second quarter vacancy rate 40 basis points year over year to 5.4 percent.
Through 2017, more than 2,000 apartments will be completed in this submar-
ket. The Sharpstown/Fondren Southwest submarket had the largest annual
drop in vacancy of 270 basis points to 3.7 percent in June. No new units have
been built in the submarket since the third quarter of 2015 and none are due
here this year, keeping rental options focused on existing apartments.

Those joining the workforce are seeking both newer amenities and affordability.
Vacancy is tightest in Class C apartments at 4.2 percent after a 60-basis-point
decrease during the past 12 months. Vacancy at properties built in the 2000s
rests at 4.9 percent, despite rising 70 basis points year over year.

Metro vacancy will climb 80 basis points to 7.0 percent in 2016, due

to a large number of completions leasing up.

Rents

In the second quarter, average effective rent grew 3.0 percent to $1,029 per
month over the past 12 months. During the prior term, the average rent rose
7.0 percent.

The largest year-over-year average monthly rent gain was recorded in the
Spring Branch submarket, surging 10.7 percent annually to $1,059 per month
in June. The highest effective rent was posted in Downtown/Montrose/River
Oaks at $1,888 per month following a 5.4 percent decline during this time.

As the year-over-year growth for the average effective rent remained modest,
concessions are also on the rise. The highest concessions posted in the second
quarter of approximately six and five weeks of free rent are in the submarkets
of Greenway/Upper Kirby and Downtown/Montrose/River Oaks, respectively.

Houston’s 2016 rental growth will slow to 1.6 percent to reach an

average of $1,030 per month, as a large volume of apartments in the market
begin leasing.

Sales Trends

After peaking in 2013, sales velocity has been slowing. Trades in the first half of
2016 are down 14 percent from the previous six months and 25 percent lower
than the first half of 2015. The largest drop occurred within Class A assets in
both time periods.

Since 2015, Class A units traded on average $150,000 per door, 16 percent
higher than 2013 prices. Over the same time period, the average price for
Class B/C units remained in the mid-$70,000 area, 12 percent higher than
2013’s average. The market average price per unit is $83,000, skewed by the
volume of Class B/C transactions.

The average cap rate continues to compress, down 10 basis points over the
last 12 months to the low-7 percent range. Initial yields as low as the high-4 to
low-5 percent range have traded pending on quality and location.

Investor appetite remains healthy for Houston apartments. Trades re-

flect portfolios positioned for strong yields in the upcoming years as the economy
stabilizes and continues to support rental household formation.

Market Report
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Capital Markets

By WILLIAM E. HUGHES, Senior Vice President, Marcus & Millichap Capital Corporation

Global capital markets have remained stable over the past few weeks, even as
Brexit and the continued devaluation of the Chinese yuan have induced bouts
of volatility into stock and bond markets. Meanwhile, U.S. economic data has
proved resilient, with increases in retail sales and steady hiring supporting a mea-
sured pace of growth. Additionally, higher bond prices have lowered prospective
yields, boosting the appeal of commercial real estate.

As the homeownership rate continues to plumb new lows, investor interest in the
multifamily sector remains upbeat. The U.S. vacancy rate reached 4.2 percent
by the end of the first quarter, the lowest rate of the current cycle. As a result,
builders have ramped up the planning pipeline, with completions forecast to rise
to 285,000 units, the highest level in more than 20 years. However, new supply is
heavily concentrated in a few large metros, reducing the national impact.

Capital markets remain highly competitive, with a broad assortment of fixed-rate
products available through commercial banks, life-insurance companies, CMBS
and agency lenders. Fannie Mae and Freddie Mac are underwriting loans of 10
years at maximum leverage of 80 percent. Rates will typically reside in the high-3
to low-4 percent range, depending on underwriting criteria. Portfolio lenders wil
also price in this vicinity but will typically require loan-to-value ratios closer to 65
to 75 percent. Floating bridge loans and financing for repositionings are typical-
ly underwritten with LTVs above 80 percent, while pricing at 300 basis points
above Libor for recourse deals and extending to 450 basis points above Libor for
non-recourse transactions.

Local Highlights

e Tame job growth in certain sectors and moderating incomes haven’t dampened
the need for residences, evidenced by home sales increasing 2.1 percent over
the past 12 months. The median household income remained relatively flat at
$60,500 annually as net job growth started slowing.

Builders are responding to moderate job growth by pulling back on the num-
ber of residential permits. During the past four quarters, multifamily issuance
decreased 92 percent to nearly 2,200 units, while single-family permits fell 6
percent to 34,900 slabs. The period from issuance to breaking ground may be
extended as builders prepare for future market conditions.

One of the largest apartment developments due in the metro this year is the Tate
at Tanglewood, located in the Galleria/Uptown submarket on Inwood Drive. The
project will consist of 431 units in five stories. The site is near universities, restau-
rants and retail, providing an urban environment that many younger residents are
seeking.

The information contained in this report was obtained from sources deemed to be reliable. Every effort was made to obtain accurate and complete information; however, no
representation, warranty or guarantee, express or implied, may be made as to the accuracy or reliability of the information contained herein. Note: Metro-level employment
growth is calculated based on the last month of the quarter/year. Sales data includes transactions valued at $1,000,000 and greater unless otherwise noted. Sources: Marcus
& Millichap Research Services; Bureau of Labor Statistics; CoStar Group, Inc.; Moody’s Analytics; National Association of Realtors; Real Capital Analytics; MPF Research;

TWR/Dodge Pipeline; U.S. Census Bureau.
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Positive Long-Term Outlook Attracts Residents, Investors to Houston

Strong demographic trends will persist
through 2016, and though supply addi-
tions will cause some softening in the
Houston apartment market this year,
the long-term effect will be short. Near-
ly 140,000 residents were added to the
metro’s population in the last 12 months,
supporting the creation of approximately
64,000 households. Individuals remain op-
timistic about the local economy, though
growth is moving east, where advancement
in the area’s petrochemical industry is spur-
ring job creation and additional commercial
real estate development. Western submar-
kets are feeling the pangs of supply-side
pressure as thousands of units have been
added to inventory at a time of slowed hir-
ing in the Energy Corridor. Concessions on

2016 Multifamily Forecast

this side of the metro have risen substan-
tially as builders attempt to stabilize com-
plexes as they come to market. The addi-
tion of nearly 25,000 apartments this year
will place additional upward pressure on
vacancy, though the rate will remain below
the 10-year average.

Investors remain optimistic about
Houston’s long-term economic out-
look, chasing multifamily deals in
budding submarkets. The buyer pool is
shifting, as institutional buyers and REITs
begin limiting trades, leaving room for pri-
vate buyers to capitalize on Class A and
B-plus assets they were priced out of a
year ago. Out-of-state, private of ce, in-
ternational and local buyers are chasing

deals, and growth in the petrochemical
industry has spurred investors to pursue
value-add assets in Clear Lake, Baytown
and Pasadena. Sugarland and Kingwood
also remain popular targets to the West
and North. Properties in need of reposi-
tioning through renovations or manage-
ment improvements are especially sought
after as the opportunity to create value
through stabilizing the complex and in-
creasing rents is attractive. These assets
typically trade at initial yields in the high-5
percent to low-6 percent range. Financ-
ing remains competitive, with LTVs at 75
percent and buyers seeking many routes,
including Fannie and Freddie, bridge -
nancing and other creative options.

Employment:

. 0.6%0 increase @

in total employment Job growth will remain modest this year, as employers hire 17,000 workers, a 0.6 percent year-

over-year increase. Additions are shifting to the medical and hospitality sectors, boosting head-
counts this year. Employers added 20,700 positions in 2015, expanding the employment base
0.7 percent annually.

Construction:

Developers will complete 24,500 units this year, expanding apartment stock 3.9 percent from
2015. This includes affordable and seniors housing, in addition to 23,000 market rate rentals.
Last year, builders brought 15,300 apartments online.

. 24,500 units @

will be completed

Vacancy:.

Apartment development initiated during booming employment will create headwinds to vacancy
compressing this year. The rate will inch up 30 basis points to 6.5 percent, for a second consec-
utive year of gains. Last year, vacancy rose 40 basis points.

30 basis point
e ()
INCrease in vacancy

Rents:

Houston’s average rent will rise 4.5 percent from the end of 2015 to $1,060 per month by year
end, slowing from last year’s gain of 5.5 percent. Operators in western submarkets will continue
to provide additional concessions to improve occupancy in new apartment buildings.

. 4.59%0 increase @

in effective rents
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Economy

« Area employers created more than 55,000 positions over the last four quar-
ters, though cuts of approximately 45,000 workers netted a 10,000 job gain
during the period, or a 0.3 percent annual rise. In the prior 12-month time frame,
91,600 spots were created.

e The leisure and hospitality industry led job additions during the last year, cre-
ating 20,000 positions. Education and health services followed with the addi-
tion of 16,000 workers. Losses were most signi cant in the manufacturing and
natural resources and mining segments, which shed 20,000 and 14,000 jobs,
respectively.

< Houston unemployment remains below the national average at a tight 4.8 per-
cent. Job cuts in the four quarters ending in March pushed unemployment up
50 basis points, following an 80-basis-point reduction in the previous year.

Outlook: Job growth will remain modest this year, as employers hire 17,000
workers, a 0.6 percent year-over-year increase. Employers added 20,700 posi-
tions in 2015, expanding headcounts 0.7 percent annually.

Housing and Demographics

 The metro’s population base grew 2.1 percent over the last 12 months as
138,500 residents moved to the market. This supported a 2.8 percent rise in
household formation during the year and included a 1.8 percent gain in the pri-
mary renter cohort of 20- to 34-year-olds.

* Wages are rising, albeit at a slower pace than one year ago. The median house-
hold income added 0.6 percent in the last year, reaching $61,300 annually in
March. This follows a 2.8 percent rise in the prior four quarters and is $6,500
more than the minimum required to obtain a traditional mortgage on a medi-
an-priced residence.

» Single-family homes remain in high demand and sales ticked up 1.3 percent
from the rst quarter of last year while the median home price grew 4.6 percent
to $218,000. In addition, builders are optimistic and pulled nearly 34,000 sin-
gle-family and 12,400 multifamily permits during the period.

Outlook: Rising household formation will continue to support apartment leasing
and home purchases. Fewer apartment deliveries in coming years will help to bal-
ance supply and demand for units.

Construction

< Area builders delivered 12,000 units in the past four quarters, expanding Hous-
ton’s apartment supply 1.9 percent year over year. Several larger projects were
completed over the last four quarters, with an average size of 260 units and a
handful of towers rising more than 20 stories.

e Five of 35 submarkets in the metro received more than 1,000 rentals each,
creating supply-side pressure in some areas. These large supply additions were
realized in Spring/Tomball, Katy, Greenway/Upper Kirby, Far West Houston and
The Woodlands, adding more than 4 percent to local apartment supply.

e Approximately 31,000 units are under construction in the metro, with delivery
dates scheduled through 2018. A majority of these rentals are allocated to the
Downtown/Montrose/River Oaks and Memorial submarkets, with 6,200 and
3,700 units underway, respectively.

Outlook: Developers will complete 24,500 units this year, expanding apartment
stock 3.9 percent from 2015. This includes affordable and seniors housing, in
addition to 23,000 market rate rentals.
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Vacancy

The metro’s average vacancy rate rose 80 basis points in the past 12 months to
6.7 percent, after faling 50 basis points in the prior period. Heightened construc-
tion in western submarkets, combined with a slowdown in energy-related hiring,
has softened metrowide property operations over the last year.

Several submarkets outperformed the metro, posting vacancy rates well below
the average, with the tightest conditions in eastern and southern submarkets.
The rate fell 350 basis points in the last four quarters to 3.6 percent in the East
Inner Loop, while a 320-basis-point fall pushed down the rate to 3.9 percent in
Baytown.

Vacancy in apartments built since 2000 increased nearly 200 basis points over
the past year as thousands of new units were added to stock. The rate reached
7.5 percent in March and, as builders are set to deliver a record number of units
this year, will continue to rise in the coming months.

Apartment development initiated during booming employment will create

headwinds to vacancy compressing this year. The rate will inch up 30 basis points
to 6.5 percent, for a second consecutive year of gains.

Rents

Average apartment rent advanced 4.7 percent to $1,020 per month in the year
ending in March. Rent growth slowed in the rst three months of the year in
higher-end complexes built in the 2000s and 1990s, which are generally 10 to 30
percent more expensive than the metro average.

To mitigate an in ux of apartment deliveries, operators are increasing the use
of leasing incentives to attract tenants. The percent of units with available con-
cessions rose to 5.9 percent of area inventory, and the average concession is
approximately three weeks of free rent.

The highest effective rent was registered in the Downtown/Montrose/River Oaks
submarket, down 2.5 percent annually to $1,875 per month. This area is slated to
receive a large share of new luxury units through 2018. Spring/Tomball and Spring
Branch recorded the largest increases in average rent during the last year, at 15.0
percent and 11.2 percent, respectively.

Houston’s average rent will rise 4.5 percent from the end of 2015 to

$1,060 per month by year end, slowing from last year’s gain of 5.5 percent.

Sales Trends

Sales velocity fell 13 percent in the last 12 months as institutions and REITs be-
come less active in the metro. Buyer activity was concentrated in the Southeast
and Southwest portions of the market, and more than one-quarter of all transac-
tions occurred in these two submarkets.

The average price per unit ticked down 1 percent over the last four quarters to
$85,300. A rise in the number of assets sold to private investors and funds over
the last 12 months contributed to the decline.

The average cap rate remained at year over year to 7.0 percent in March. Initial
yields compressed as low as 5.5 percent for properties in some high-demand
submarkets, while rst-year returns in the 8.5 percent area were achieved in areas
such as the Inner Loop, Spring Branch and Southeast Houston.

Houston’s history of rebounding from difficult economic times will keep

investors searching for deals this year. Properties with some sort of inefficiency that
can be addressed to add value will be in high demand.

Market Report

Vacancy Rate Trends
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Capital Markets

By WILLIAM E. HUGHES, Senior Vice President, Marcus & Millichap Capital Corporation

e The U.S. economy is resuming its steady pace of growth following an extended
period of nancial market volatility to start the year. Recent reports have highlighted
a stable consumer environment, particularly as the labor market continues to im-
prove. Advancement in commodity prices has reduced strain in the sector, helping
oil-related economies bounce back. Meanwhile, commercial credit availability re-
mains robust, prompting a positive outlook over the coming months.

< Interest in the multifamily sector among the lending community is upbeat, particular-
ly as the national vacancy rate slipped to 4.2 percent over the past year. Developer
interest is also picking up, with deliveries for 2016 expected to top 285,000 units,
nearly 70,000 rentals above the prior calendar year. However, deliveries remain
highly concentrated in primary markets, limiting the impact on the national scale.
Holistically, broad-based improvement will lead to a mid-single-digit rise in the av-
erage effective rent.

e The capital markets environment continues to be highly competitive, with Fan-
nie Mae and Freddie Mac leading the pack, offering xed-rate 10-year loans with
leverage up to 80 percent. Pricing for these two agency lenders currently resides
between the high-3 percent range and the low-4 percent range, depending on
deal size, market and asset quality. Portfolio lenders will generally offer competitively
priced products but will typically require loan-to-value ratios closer to 65 percent.
Floating bridge products used for value-add transactions are typically underwritten
with loan-to-cost ratios approximating 80 percent, with pricing generally starting at
250 basis points over Libor for recourse and 450 basis points over Libor for non-re-
course transactions.

Local Highlights

e From 2010 to 2023, more than $51 billion in petrochemical projects are planned
in the state of Texas, with the majority in the south Texas area. These projects are
expected to bring 15,800 direct jobs to the state, not including construction con-
tractors. The southern and eastern portions of the Houston metro are set to bene t
from this development as the majority of downstream oil and gas operations are
located here.

= Apartment building activity is rising in eastern and southern submarkets. In the East
Inner Loop, four projects with nearly 1,400 units are underway, and another 930
apartments are under construction in Clear Lake. Delivery dates are scheduled
through 2017.

« Approximately half of the units underway in the metro are in western submarkets,
where upstream oil and gas operations are primarily located. Reduced hiring by
these rms will contribute to softened operations over the next several quarters as
these units are brought online.

« Energy-related cuts have been concentrated in the manufacturing sector and the
natural resources and mining industry; however, losses are spiling over into other
segments of the local economy. In the last four quarters, the professional and busi-
ness services sector has shed 11,000 positions, and high-wage earners such as
attorneys, accountants and engineers made up a signi cant portion of these losses.

The information contained in this report was obtained from sources deemed to be reliable. Every effort was made to obtain accurate and complete information; however, no
representation, warranty or guarantee, express or implied, may be made as to the accuracy or reliability of the information contained herein. Note: Metro-level employment
growth is calculated based on the last month of the quarter/year. Sales data includes transactions valued at $1,000,000 and greater unless otherwise noted. Sources: Marcus
& Millichap Research Services; Bureau of Labor Statistics; CoStar Group, Inc.; Economy.com; National Association of Realtors; Real Capital Analytics; MPF Research; TWR/

Dodge Pipeline; U.S. Census Bureau.
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Local Investors Bet on Long-Term Economic Outlook in Houston

Medical, petrochemical-related hiring
keep momentum positive. The depth of
Houston’s diversified economy is showing
its strength as other sectors of the employ-
ment base are picking up amid the energy
hiring setback, stirring demand for housing.
The local medical community and area petro-
chemical companies have moved forward as
major job creators, pulling the local economy
forward. Apartment absorption will remain
strong as a result, keeping occupancy de-
clines minimal by year end as a record num-
ber of units are delivered. Looking forward,
builders are beginning to scale back on mul-
tifamily housing starts and the construction
pipeline is thinning. The majority of apartment
developments scheduled for delivery in 2017
broke ground by the third quarter of last year,

2016 Multifamily Forecast

. O.6% increase @

in total employment

and few projects have been added since that
time. While operations are expected to soft-
en metrowide this year, a favorable long-term
economic outlook combined with a decline in
future inventory additions will help ease inves-
tors’ concerns, and the market should begin
to stabilize once again.

Class A/B properties attract high-net-
worth investors; large funds refocus.
Local buyers will dominate deal flow in
Houston this year, chasing a wide range
of assets in various locations. Well-locat-
ed, Class A properties have been especial-
ly sought after in the metro for the last few
years. In the past, intense competition from
institutional funds and REITs has pushed
private, high-net-worth individuals to seek

Class B/C properties. However, these
large players will remain cautious in 2016,
providing private individuals the opportu-
nity to purchase Class A/B-plus assets in
a less intense bidding environment. Initial
returns for these properties average in the
6 percent area. Investors in search of val-
ue-add prospects will turn to the eastern
and southern portions of the metro, where
tenant demand for lower-tier properties is
rising as the areas petrochemical industry
booms. New apartment construction is
rising in these submarkets, and investors
seeking to increase value will find older
assets in need of repositioning especially
attractive. First-year returns for these as-
sets range from the low-7 percent to low-9
percent area.

Employment:
Job growth will remain subdued compared with previous years as employers add 17,000 jobs

to the market, a payroll expansion of 0.6 percent. Last year, employers created 20,700 positions
for a 0.7 percent growth rate.

1 8,000 units

will be completed

4.5% increase

in effective rents

@
R 30 basis point @
: increase in vacancy

@

Construction:
This year, approximately 18,000 apartments will be added to inventory. Developers brought
17,000 rentals online in 2015.

Vacancy:
As builders bring the largest number of units online during the business cycle, vacancy will rise
30 basis points to 6.5 percent. Last year, a 40-basis-point increase was recorded.

Rents:
In 2016, average effective rent growth will slow from one year ago, rising 4.5 percent to $1,060

per month. In 2015, the average advanced 5.5 percent.



Multifamily Research | Market Report

Employment Trends

— Metro — United States

6.0%
(0]
(®)]
C
S 45%
O
[
L 3.0%
[
>
® 1.5%
(W]
]
>

0%

12 13 14 15 16*
Home Price Trends

T — Metro —— United States
c
S 12%
o
>
o 6%
b
(0]
S 0%
o
(0]
E 6%
T
g
5 -12%
(0]
= 11 12 13 14 15

Construction Trends

mm Completions === Multifamily Permits

@ 28

o

o

=3

@ 21

c

=)

5 14

z

. 7 I
>

= 1

0
12 13 14 15 16*

* Forecast

Marcus g Millichap

Economy

Houston employers created 20,700 positions during 2015, increasing staffs 0.7
percent year over year. Hiring during the last four quarters was led by strong
gains in the leisure and hospitality sector, followed by the education and health-
care industry.

Large losses were realized in the last year as low oil and gas prices had energy
firms cutting positions to minimize spending. The manufacturing sector suffered
the largest decline in workers, as more than 23,200 jobs were lost. Natural re-
sources and mining also lost a significant portion of positions as companies laid
off 17,400 workers.

A substantial slowdown in hiring and the loss of thousands of energy-related
positions contributed to a 60-basis-point annual increase in the metro’s unem-
ployment rate, reaching 4.9 percent at the end of last year.

Outlook: Job growth will remain subdued compared with previous years as em-
ployers add 17,000 jobs to the market, a payroll expansion of 0.6 percent.

Housing and Demographics

Permitting issuance for both single-family homes and multifamily units has fallen
considerably amid energy industry concerns. Single-family homebuilders pulled
13 percent fewer, while multifamily developers were granted 27 percent less
than one year ago.

Single-family home price appreciation has slowed substantially as the median
grew 5.1 percent last year to $213,500. The median price was down slightly
quarter over quarter for the first time since early 2013. Income growth has also
decelerated as the median grew a scant 0.3 percent to just over $61,000 annu-
ally. This is approximately $7,700 more than the amount needed to qualify on a
median-priced residence.

Assuming 20 percent down and payments for taxes and insurance, the monthly
mortgage payment for a median-priced home held steady from one year ago
at $1,200 per month. Meanwhile, the average rent for an apartment built since
2000 grew 4.2 percent to nearly $1,300 per month, widening the gap between
renting and owning.

Outlook: While owning has become slightly more affordable than renting, many
young professionals will continue to seek housing in apartments as uncertainty
lingers in the energy industry.

Construction

Apartment developers brought 17,000 apartments online during the last 12
months, increasing inventory 2.8 percent.

Over the last four quarters, builders have targeted several submarkets, bring-
ing over 1,000 units online in each of the following: Downtown/Montrose/River
Oaks, Greenway/Upper Kirby, Far West Houston, Katy, Spring/Tomball, The
Woodlands and Sugar Land/Stafford.

More than 28,000 apartments are underway in the Houston metro, with com-
pletion dates scheduled through the fourth quarter of 2017. The Downtown/
Montrose/River Oaks and Memorial submarkets will receive the bulk of deliver-
ies as developers have nearly 9,500 units underway in these areas.

Outlook: This year, approximately 18,000 rentals will be added to inventory, ex-
panding apartment stock 2.9 percent.
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Vacancy

Amid increased development and a weakened job market, the vacancy rate
rose to 6.2 percent last year, a rise of 40 basis points year over year. This was
the first annual incline since mid-2010 when vacancy was near its peak for the
business cycle.

The addition of over 1,000 units in each of The Woodlands and Spring/Tomball
submarkets induced supply-side pressure and vacancy rose 400 basis points
or more in each of these areas, reaching 9.4 percent and 9.7 percent at year
end, respectively.

In remaining Houston submarkets, vacancy ranges from a low of 4.2 percent
in Brazoria County to 8.6 percent near Hobby Airport. The sharpest decline in
vacancy was realized in the East Inner Loop, where a 440-basis-point drop
pushed the rate down to 4.6 percent.

Outlook: Demand will not keep pace will supply additions this year as builders
bring the largest number of units online during the business cycle. As a result,
metrowide vacancy will rise 30 basis points this year to 6.5 percent.

Rents

The average effective rent in Houston topped $1,000 per month for the first time
during 2015. At year end, the average reached $1,014 per month, an increase
of 5.5 percent year over year. In the prior four-quarter period, average rent ad-
vanced 5.8 percent annually.

Average effective rents range from a low of $701 per month in the Sharpstown/
Fondren Southwest submarket to a high of $1,934 per month in the Downtown/
Montrose/River Oaks district. The strongest climb, however, occurred in the
Spring/Tomball area, where a 15.1 percent surge pushed the average to $1,085
per month.

Operations remain favorable and just 3.3 percent of units are offering conces-
sions. At those providing leasing incentives, the average concession amounts
to 5 percent of annual rent, or roughly 18 days of free rent.

Outlook: Rent growth will slow in 2016 as both newly completed buildings and
existing properties compete for renters. The average effective rent will rise 4.5
percent to $1,060 per month, a deceleration from last year.

Sales Trends

Transaction velocity decreased 9 percent during the last 12 months when com-
pared with the prior year. Sales of high-quality listings fell 13 percent during
the same time frame as institutional funds and REITs began to scale back on
acquisitions in the metro.

The average price per unit ticked up 0.7 percent in the last four quarters, reach-
ing $84,100 per unit. In the previous annual period, the average rose approxi-
mately 8.0 percent.

First-year returns continued to compress during the most recent annual period,
ticking down 10 basis points to 7.0 percent in 2015. Suburban assets traded at
initial yields in the mid-7 percent to low-8 percent range.

Outlook: Competition for area apartment assets has been intense, though in-
vestors not familiar with the market are moving to the sidelines, leaving ample
opportunities for local buyers to purchase quality assets.
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Capital Markets

By WILLIAM E. HUGHES, Senior Vice President, Marcus & Millichap Capital Corporation

Following the first interest rate increase since 2008, the Federal Reserve has
promised a measured, patient approach to future rate hikes. Recently, the
mixed picture of U.S. economic data has given several members of the bank’s
monetary policy committee reason to pause. Robust labor market indicators
present positive evidence of continued expansion, while manufacturing and in-
flation expectations have weakened due to the stronger dollar. As a result, the
central bank will likely weigh the balance of data over the coming months before
enacting additional rate hikes.

Multifamily housing trends have continued to accelerate over the past year, with
the national vacancy rate falling 40 basis points to 4.1 percent. Meanwhile, de-
velopment remains considerable, although generally limited to primary markets;
deliveries in 2015 exceeded 230,000 units for the second straight year, the
highest annual total since 2000. However, despite the incredible pace of con-
struction, net absorption surpassed supply growth, supporting a 5.6 percent
climb in average effective rental rates.

Fannie Mae and Freddie Mac are underwriting five-, seven- and 10-year com-
mercial property loans with maximum leverage of 80 percent. Interest rates for
these loans will range from 3.7 percent to 4.2 percent, depending on loan struc-
ture and maturity, for loans above $3 million. Portfolio lenders, including com-
mercial banks and life insurance companies, offer debt at 65 to 75 percent loan
to value on 10-year terms at 3.60 to 4.25 percent. Floating-rate terms typically
carry a maximum LTV of 65 percent for stabilized properties, while pricing at
a 250- to 425-basis-point spread above Libor. CMBS issuance topped $100
billion last year, but wider spreads have curtailed activity thus far in 2016.

Local Highlights

The largest project underway in the metro is Market Square Tower, located in
the Downtown/Montrose/River Oaks submarket. Developers broke ground in
August 2014, and the 463-unit complex will be completed in July of this year. In
addition to the residential component, the project includes 22,000 square feet
of retail space and a wealth of luxury amenities.

Apartment development is picking up in eastern and southern portions of the
metro as employment growth in petrochemicals and refining drives housing de-
mand. In the East Inner Loop and Clear Lake submarkets, builders have nearly
2,300 units underway.

The American Chemistry Council is currently tracking more than 260 projects
representing $164 billion in investment involving the petrochemical industry.
Nearly 40 percent of these projects are located in Texas, with most in Houston
and other parts of South Texas. Approximately 15,800 direct jobs are expected
to be created in the area as a result, stirring demand for housing nearby.

The average effective rent declined 2.1 percent in the Memorial submarket last
year, falling to $1,487 per month. After expanding inventory over 11 percent
last year with the addition of approximately 900 units, builders have over 3,600
rentals underway. By year end, developers will bring 2,900 apartments online
in the submarket.

The information contained in this report was obtained from sources deemed to be reliable. Every effort was made to obtain accurate and complete information; however, no
representation, warranty or guarantee, express or implied, may be made as to the accuracy or reliability of the information contained herein. Note: Metro-level employment
growth is calculated based on the last month of the quarter/year. Sales data includes transactions valued at $1,000,000 and greater unless otherwise noted. Sources: Marcus
& Millichap Research Services; Bureau of Labor Statistics; CoStar Group, Inc.; Economy.com; National Association of Realtors; Real Capital Analytics; MPF Research; TWR/

Dodge Pipeline; U.S. Census Bureau.



