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A hurricane, a recession and
REOs create a challenging
whirlwind of activity for the
multifamily housing market, 
but there’s still no place like
Houston when it comes to the
apartment business.
By BRUCE McCLENNY, Apartment Data Services Inc.

Oh My!
O ver the past six months, the Houston area

has been subjected to two major calamitous
events – Hurricane Ike and the economic

recession. In a way, it is as if Hurricane Ike took Houston’s
apartment market and deposited it in the land of recession.
The effects of the storm have largely passed, leaving the mar-
ket to navigate the road back to better economic times with
opportunity and ruin around every corner. 
It will take all the brains, courage and heart that the indus-

try can muster to deal with the bankruptcies and foreclosures
that are sure to occur over the next 12 months. The Dorothy-
esque heading and the Oz-like comparisons above are not
intended to trivialize these events but more to say that as
much as this seems like Oz, it is not, and there is no place
like Houston.
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ropolitan areas were experiencing job growth better than 3 per-
cent. By September, the state’s job growth had been halved. In
response to the slower job growth, rent levels were in retreat dur-
ing the fourth quarter in Austin, Dallas and Fort Worth. San
Antonio fared a little better with flat rent levels. Hurricane Ike
gave Houston’s apartment rent levels a boost when otherwise they
would have probably behaved like the other Texas markets.
With all the leasing activity associated with Ike, it would be rea-

sonable to expect that occupancy would improve during the
fourth quarter of 2008. However, overall occupancy throughout
2008 was overwhelmed by the quantity of new supply as develop-
ers introduced more than 20,000 units of new construction. The
fourth quarter’s contribution to new supply was near 8,600 units.
Normally, when occupancy levels are stunted by new supply

and hover well below 90 percent, rent levels respond in a flat to
negative manner. The disconnect between rent and occupancy
levels during 2008 when rents were moving up and occupancy
was moving down can only be explained by the slowdown in 
single-family home sales caused by the subprime lending crisis.
The higher qualification standards to buy a home translated into
stronger demand for rentals and kept more people renting longer.
Now that the leasing rush of Ike has subsided, with homeown-

ers moving back into their repaired houses and the recession dig-
ging deeper, overall rent levels have moved slightly lower from the
$725 high recorded in December 2008 to $722 at the end of April
2009. Occupancy has moved even lower during the first four
months of 2009 to 85.7 percent, driven by the relentless introduc-
tion of new supply of approximately 7,350 units. 

OVERALL PERFORMANCE ANALYZED BY CLASS
The table at left provides a snapshot of conditions by class as of

the end of April. This table breaks out the performance of each
class and shows how each segment contributed to the overall mar-
ket’s performance.
The 12-month growth trend for overall rent is a respectable 3.2

percent and is highly influenced by rent movement between May
and December 2008. As you can see, the overall three-month
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Analysis by Classification
Rent Absorption (Units) 

As of April 30, 2009 Supply Occupancy ¢/sq ft $/month 12-Month 3-Month 12 Months 2009 YTD
Trend Trend

’08 & ’09 Construction 27,330 40.1% 109.9 $1,081 – – 7,489 3,048

Class A (w/o ’08 & ’09) 77,009 91.2% 118.6 $1,108 -1.4% -9.9% 1,603 -766

Class B (w/o ’08 & ’09) 213,457 90.3% 86.2 $739 3.0% -2.9% 213 -372

Class C 209,933 85.7% 67.9 $570 3.3% 1.6% -566 1,139

Class D 33,560 82.0% 45.2 $385 -0.1% -1.3% -190 42

Overall 561,289 85.7% 83.4 $722 3.2% -2.1% 8,549 3,091 It will take all the brains,
courage and heart that the
industry can muster to deal with
the bankruptcies and foreclosures
that are sure to occur over the
next 12 months. 

IKE’S EFFECTS
Hurricane Ike blew through Houston on September 13, 2008, and

just like the results of a government bailout program, winners and
losers emerged. The losers were properties that suffered structural and
water damage. The winners were those properties that somehow
escaped with relatively little damage and were able to lease to the res-
idents displaced from the damaged properties. Certainly, Galveston-
area properties took the brunt of Ike’s fury and damage – at least 25
percent of the area’s properties were destroyed. 
A hurricane surely brings financial hardships, but in a perverse

way, a hurricane improves fundamentals. The graph below shows
how the Houston market has performed since the fourth quarter of
2006 and captures how Hurricane Ike positively impacted rent levels
in the third and fourth quarters of 2008. 
Rent is quoted on an effective basis, derived by deducting the pro-

rated effect of concessions from the street or market rent. Notice how

rent levels progressively improved from $707 in June 2008 to $717 in
September to $725 in December. This strong move in rent was trig-
gered by a large number of displaced single-family and apartment res-
idents leasing every available apartment immediately after Ike passed
through. Added to this leasing frenzy were insurance adjusters, work-
ers and contractors coming to town to assist in the cleanup and
needing a place to stay. 
All this leasing activity prompted properties to reduce the number

of concessions. Prior to September, 54 percent of all communities
offered some form of a concession. By the end of September the
number of properties offering a concession had eased to 48 percent of
the supply, and by November the number of communities offering a
concession was 45 percent of the supply.
Just as Ike was roaring through Houston, the recession was begin-

ning to show signs of arriving in Texas. Throughout 2008, job growth
in Texas was slowing. At the beginning of 2008, most of Texas’ met-
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trend has turned negative. This trend is
annualized, and the table assumes that this
trend will continue for the next nine
months. It is somewhat surprising to see
how quickly and sharply the market has
turned during 2009 despite a very good
absorption performance of 3,091 units. 

NEW CONSTRUCTION
The new construction units delivered in

2008 and 2009 have been filtered out of
classes A and B to create a separate classifica-
tion. Since 2008, a whopping 27,330 units
have been introduced into supply, of which
approximately 20,000 units are attributable
to 2008 and more than 7,000 units to 2009. 
These properties are in various stages of

lease-up, which accounts for the low occu-
pancy level of 40.1 percent. The rent levels
of new construction on a cents-per-square-
foot and dollars-per-month basis are less
than stabilized Class A. Generally, the rent
levels of new construction properties are
higher than the stabilized Class A product.
However, because of the relatively large
component of Class B tax-credit units in
the new construction category, rent aver-
ages are lower than that of Class A. Rent
trends for this group cannot be accurately
calculated due to the volatility caused by
the continually increasing number of units
being introduced.

CLASS A STABILIZED
Taking the new construction units out of

Class A provides a stabilized analysis of this
product type. Class A is in distress, as the
12-month trend is negative. In other words,
the current rent level is 1.4 percent less than
it was 12 months earlier. To make matters
worse, the three-month trend has ballooned
to a negative 9.9 percent. As the economic
outlook worsened during the fourth quarter
of 2008, creating a local job loss expectation
for 2009, performance anxiety increased
within this class. Facing a market with job
losses and more than 27,000 units in lease-
up with another 15,000 more units poised
to be delivered during 2009, Class A proper-
ties decided to buy occupancy fast with con-
cessions. In November, 46 percent of all
Class A properties offered some type of con-
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LOOKING AHEAD 
Back to the yellow brick road, otherwise

known as the road back to better economic
times. The journey begins with an inevitable
job loss scenario for 2009. The Greater
Houston Partnership has forecast a loss of
45,700 jobs for 2009. With three months in
the books for 2009, the 12-month change
on jobs for the Houston-Sugar Land-
Baytown area is progressing towards the
partnership’s forecast. So far 14,400 jobs
have been lost. Decreased job growth is not
a good situation for new supply to be intro-
duced. Thankfully, the bulk of Houston’s
apartment construction over the past two
years is in lease-up.  The total number of
units under construction over the past two
years adds up to around 36,000. More than
27,000 of these units are in lease-up and are
40.1 percent occupied. This leaves about
9,000 units under construction that will be
delivered this year.
The single-family home market will con-

tinue to suffer throughout 2009. According
to MetroStudy, a local company that closely
follows the single-family market, new home
starts in the 12 months ending in March
declined by 35 percent. In addition, existing
home sales continued to decline as reported
by the Houston Association of Realtors in its
April press release, which states that overall
property sales fell 18.9 percent in March
2009 as compared to March 2008. 
The single-family industry’s lament is the

apartment industry’s saving grace in terms
of demand. Granted, demand for housing
will be limited in 2009 with job losses
mounting. However, any demand for 
housing over the next year will be biased
toward renting.
Overall occupancy by the end of the year

will, best case, remain flat at 85.7 percent. It
will most likely move slightly lower as those
9,000 units of new construction come into
supply and absorption for the year registers
between 8,000 to 9,000 units.
Overall rent levels are already dialed in to

decline by 2.1 percent. The most pressure
for rent level declines has come from Class
A and the new construction product. These
product classes are almost “all-in” in terms
of the percentage of properties offering a
concession – 70 percent – and the impact
on market rents, negative 10.5 percent.  
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cession, reducing their market rents by 6.6 percent. By the end of
April 2009, 70 percent of all properties were offering a concession,
reducing market rents by 10.5 percent. Anecdotally, another factor
that weighed heavily on the contagion of concessions in this class
was that new construction properties began to offer two and three
months free.
It is hard to say whether Class A’s plan to buy occupancy worked.

Of course, each property experienced varying degrees of success, but
as a group, Class A had net move-outs as evidenced by the negative
absorption of 766 units for the first four months of 2009. Overall
occupancy reached 92.3 percent in November and then slowly set-
tled to 91.2 percent by the end of April. It is not unusual for the
first quarter of any year to be slow leasing-wise. Chances were good
for this class of property to produce negative absorption during the
first quarter of 2009, considering there would be an Ike leasing 
correction and that the 12-month change in jobs for the Houston-
Sugar Land-Baytown metropolitan area at the end of March 
registered a loss of 14,400 jobs.  

CLASS B STABILIZED
Newly constructed tax-credit properties create exceptions in a

classification system of apartment product. These properties have
features and amenities of Class A and price levels of Class C.
Because of this mixed identity, these properties are classified as
Class B. Taking these new construction properties that represent
about 9,000 units out of Class B makes a stabilized analysis possible.
The overall occupancy level at the end of April was 90.3 percent

but climbed as high as 90.7 percent in December. Class B occupan-
cy has seen very little movement over the past 12 months as evi-
denced by the narrow range of absorption indicated in the 12-
month and three-month categories in the table on Page 36. 
The 12-month trend in rent is a very respectable 3.0 percent;

however, just as in Class A, concessions are beginning to grow. In
November, 41 percent of all Class B properties offered some type of
concession, reducing their market rents by 7.2 percent. By the end
of April, 53 percent of all properties were offering a concession,
reducing market rents by 7.5 percent. This increase in concessions
has resulted in a negative 2.9 percent annualized trend over the
past three months.

CLASS C AND CLASS D
In terms of rent growth, Class C is the best performer of all, com-

ing in with a 12-month trend of 3.3 percent and the only positive
three-month trend of 1.6 percent. Class C’s performance has run
counter to the other classes in that Class C participated minimally
in Ike leasing and then received the most leasing action as the
recession grew deeper in the first four months of 2009. The very
positive absorption performance of 1,139 units for the first four
months of 2009 parallels the much-reported trend of “trading
down” during this recession. Is it possible that renters are now
more interested in leasing a lower-priced alternative just as con-
sumers have been more likely to shop at Marshalls and TJ Maxx
instead of higher-priced mall shops?
Class D turned in its usual uninspiring performance of 
negative rent growth and flat absorption. 
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See LOOKING AHEAD, Page 71



The chances of overall rent levels going
more negative than 2 to 3 percent will be
based on concessions becoming more wide-
spread in Class B. If this occurs, overall rent
levels could retreat by 3 to 4 percent. The
lower end of Class B, also known as B-minus,
as well as Class C, should be cushioned from
the concession frenzy, allowing these proper-
ties to realize more stable occupancy and
rent levels.

WHAT IS AN REO ANYWAY?               
For those of you who are into classic rock,

you might quickly think of REO Speedwagon,
but it is not, even though their ’70s hit “Ridin’
The Storm Out” is very apropos to describe
what REOs do.  
REO is an acronym for Real Estate Owned.

This term relates to an asset such as an apart-
ment property, an office building or a single-
family home that has been foreclosed on and
taken back by the lender. Lenders are not in the
business of handling distressed assets, so they
turn to special servicing companies to manage
and dispose of their REO assets. 
REOs were rampant during the last real estate

bust in the late 1980s. Unfortunately, they’re
back! How did this happen? Well, it is the
apartment industry’s version of the subprime
mess that has plagued the single-family indus-
try. The problem that apartment owners face is
that whatever underlying assumptions or basis
used to build or buy properties since 2000 does
not make financial sense anymore.  
Cap rate compression during this time creat-

ed artificially high valuations. Plus, the repack-
aging of apartment mortgages as securities by
Wall Street, along with mezzanine financing,
has put properties in an over-leveraged posi-
tion. Many properties cannot keep up with
debt service and/or cannot refinance due to
their financial position. Services are popping
up all over to track how these properties are
performing on their loans as they progress
from current to delinquent to default and


