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The connection between energy prices and
Texas commercial real estate is more much
complex than it was thirty years ago. The

rule of thumb is that a prolonged decline in
oil prices is negative for producer states and
positive for non-producer states. Theoretically,
the non-producer states will be beneficiaries
of lower energy prices (such as gasoline and
utilities), which should increase consumer
spending, a major component of GDP growth.
In contrast, the benefits of lower energy prices
in producer states are offset by contraction

at energy-related businesses, leading to lower
wages and potentially layoffs.

Despite Texas receiving most of the headlines,
Oklahoma, North Dakota, and Wyoming are
estimated to have the highest percentage
employment decline from a fall in oil prices,
according to a study by the Council on Foreign
Relations (or CFR). Though Texas would be
negatively impacted, the CFR study projects
that five states would be impacted worse. A
study by BBVA confirms these findings, putting
eleven states ahead of Texas for employment
declines in the case of falling oil prices.

Figure 1 shows the top outperformers and
underperformers in such a case. Of those
states, publicly traded REITs are only remotely
present Texas, which comprises 8.3% of the
Bloomberg REIT Index exposure by square
footage as of December 31, 2014. Thanks to
an effort to diversify away from energy, Texas
significantly reduced its dependence on energy
prices since the 1980’s.

Figure 1: Estimated Effect (100’s bps) on Employment
Growth by State for a 10% Drop in Oil Prices
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From October 31, 2014 ($80.53 per barrel of
West Texas Intermediate, or WTT) to March
31, 2015 ($47.72 per barrel of WTT), REITs
with more than 20% of NOI from Texas' have
produced a total return of +5.3%. In com-
parison, the MSCI US REIT Index had a total
return of +8.9% over the same period. From
conversations with REIT CEOs, local brokers,
and relevant industry contacts, we believe the
stock prices for REITs with elevated exposure
to Texas, especially Houston, are the victims of
a ‘pile-on’ trade that has been self-sustaining
without much evidence of value destruction...
yet.

Texas...1980’s All Over Again?

Texas is widely regarded as oil country.

Thus, when oil declines precipitously, fear rises
that the economy will suffer. In the first quar-
ter of 2014, Texas created over 78,000 jobs. In
the first quarter of 2015, job creation was only
21,000, with March producing the first
negative job growth number since 2009. Oil
and gas business contraction was apparent, as
the industry claimed responsibility for 6,900
jobs lost in the first quarter. Even services
employment, typically resilient, turned negative
in March.

The Texas Manufacturing Outlook Survey fell
below zero in March and remained there in
April, posting a -4.7 number. Readings below
zero are early indicators of a slowdown in the
economy. The situation does not appear to
be rapidly reversing as new orders have fallen
further into negative territory.

Houston, Austin, and Dallas saw a slowing of
job growth in the first quarter of 2015. Over
the first quarter of 2015, Austin created 4,800
jobs, which compares to 11,600 in the same pe-
riod last year. Dallas showed a similar decelera-
tion, slowing from 20,300 in 2014’s first quarter
to 6,000 in 2015. Houston, the “Energy Capital
of the World”, created only 2,300 jobs in the
first quarter of 2015, down from 30,700 in the
first quarter of 2014.
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However, it’s likely that San Antonio, Austin,
and Dallas will actually be net beneficiaries

from a decline in oil prices, as their oil-related
business is not significant enough to offset the
anticipated savings from lower energy prices.
According to BBVA Economist Boyd Nash-Stac-
ey, these economies should experience average
additional 2015 GDP growth of 120 basis points
(or bps) if oil prices average approximately
$43 per barrel of WTI for the year. Houston

is projected to be the only city of the top four
by population to experience a deceleration of
GDP growth in the scenario, taking away 180
bps from GDP growth. Houston comprises
2.4% of the Bloomberg REIT Index as of De-
cember 31, 2014.

Houston, the Market Thinks You

Have a Problem

From October 31, 2014 to March 31, 2015, a
basket of nine REITs? with more than 10% of
their Net Operating Income (or NOI) derived
from Houston underperformed the MSCI US
REIT Index by 957 bps.

Some perspective is necessary when attempting
to completely revalue Houston commercial real
estate based on a few leading indicators. Often
perceived as a ‘boom or bust’ economy, Hous-
ton has been one of the most consistent GDP,
employment, and population growers since

the early 1990’s. Employment and population
growth in Houston proved resilient through
both the 2000-2001 and the 2008-2009 reces-
sions, while ‘gateway’ cities like San Francisco
and New York City experienced extremely
quick and deep changes to their economies.
Even Washington, DC had a pronounced stag-
nation in 2013-2014!

In 2000-2001, the San Francisco Fed Tech
Pulse Index peaked at 118 in October 2000
before falling precipitously for the next several
months, and finally bottoming at 64.4 in Janu-
ary 2003. From December 2000 to December
2003, the San Francisco metro area lost over
190,000 jobs. Over the same period, Houston
lost only 10,000 jobs. The Tech Pulse index
has not made it back to October 2000 levels —
even in the age of Facebook (NASDAQ): FB)
and Twitter (NYSE: TWTR) — and the metro
area only recovered to prior peak employment
levels in October 2014.

“As of mud-2014, Houston is
11.5%, or $53 billion, larger
than Washington DC.”

New York City lost 270,000 jobs from

December 2007 to December 2010 (NYC

only reports annual numbers) as a result of
the financial crisis, many of them tied to the
high-paying finance industry. In the same peri-
od, Houston lost only 35,000 jobs.

Finally, Washington, DC lost 2,000 workers
from February 2013 to March 2014, a period
when Houston added more than 90,000 jobs. In
2011, the Houston economy was smaller than
Washington, DC. As of mid-2014, Houston is
11.5%, or $53 billion, larger than Washington,
DC.

San Francisco, New York, and Washington, DC
each had an elevated concentration in a par-
ticular part of the economy, which magnified a
decline for the city when that industry con-
tracted. However, each of the three markets is
considered to be a ‘gateway’ city, which buoyed
property prices. Houston is in a similar posi-
tion, but is being treated as if it is a secondary
city that will come and go with the price of oil.
As shown in Figure 2, oil prices have been all
over the place since 1990, while employment
growth has been steady.

Figure 2: Houston Employment and Oil Prices
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The State of Houston

Houston is overbuilding in the 1980’s. As we
showed in the January 2013 Chilton REIT
Outlook titled ‘Bull Market in Bayou City’,
Houston doubled its total office square footage
from 1982 to 1987. However, from 2000 to
2012, Houston averaged only a 1.4% increase
in office square footage, which compared to
average annual job growth of 2.1%. As a result,
occupancy increased to cyclical highs by mid-
2014, driving rents to all-time highs. To catch
up with demand, Houston experienced new
office supply growth of 3.9% in 2014, one of
the highest in the top 20 US cities.

As of March 31, 2015, Houston had 14.0 mil-
lion square feet (or sqft) of office space under
construction, of which 65% was preleased. 14.0
million sqft amounts to approximately 7% of
existing inventory. In addition, sublet space of
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2.6 million sqft has been added to the market
in the past three months, which could put pres-
sure on rents.

The naysayers who have sold down Houston-re-
lated REIT prices could be correct. Due to the
effect of a stronger dollar, exports from the
Houston ship channel could decline, result-
ing in lower GDP growth. The Houston PMI
survey is sitting at its lowest level since 2009,
indicating that employment, production, and
orders are expected to decline. Average wages,
and therefore consumer spending and poten-
tially home prices, could decline if some of

the higher paying energy-related jobs are cut.
For reference, the average pay for a Houston
mining (oil and gas) worker is $185,000, which
is about three times the Houston average.

However, these are all merely indicators. The
economy grew in the first quarter by adding
2,300 jobs. Despite losing 3,100 jobs in ener-
gy-related sectors, the economy added 6,600
leisure and hospitality jobs, while health care
and education added 2,900. The weak March
Houston PMI stated that, “the current pre-
dicted downturn has been driven by weakness
in the oil and gas exploration area along with
support industries”. But it also said, “Utilities,
health care, and durable goods manufacturing
unrelated to the energy sector reported good
results this month. Sales/new orders were up
for these industries....”

Houston has the largest port in the country

as measured by tonnage, as well as the largest
medical center in the world by number of jobs
and acreage. The petrochemical industry is a
major contributor to the economy, which actu-
ally benefits from lower energy prices. Finally,
Houston drivers are some of the most prolific
in the country, tied for the second longest com-
mute out of the top cities. As such, the savings
on gasoline will disproportionately benefit con-
sumer spending for those who are able to keep
their job in the midst of an extended pullback
in oil prices.

Houston’s population growth also screens
attractive, especially relative to other top 20 US
cities. From April 2010 to mid-2014, Houston
added 569,690 people to its population accord-
ing to the US Census Bureau. This is more
than NYC, Dallas, or Los Angeles. Boston and
New York are actually seeing domestic emigra-
tion from the cities.

Houston single family home sales increased by
3.8% in March from a year earlier despite the

negative press. Even if job growth slows, the
strong projected population growth could

act as a floor for GDP growth, driving spend-
ing, manufacturing, and even home prices

(or apartment rents). The BBVA economist
believes that Houston home prices would in-
crease by 0.6% in a scenario where WTI falls to
$43 per barrel.

Figure 3: New Construction as a Percent of Total Inventory
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As shown in Figure 3, there is significant office
and multifamily construction underway, but
little in the way of retail construction. In-
dustrial construction is also relatively low,

and comments from brokers and EastGroup
(NYSE: EGP) indicate that demand is keeping
up with supply, as evidenced by the 3.8 million
sqft absorbed in the first quarter of 2015, up
81% compared to the same period last year.
Lending has been cutoff to all multifamily
construction, and any office project that can
be halted has been. As such, the pullback in
oil prices may create more opportunity for rent
and occupancy growth in 2016 and beyond as
new supply moderates.

Think Before You Sell

With the recent underperformance in Hous-
ton-related REITs, the market is assuming

the fall in oil prices will create an imbalance
between supply and demand that could even-
tually result in lower cash flows and higher cap
rates. Given the available data and projections,
we believe that it’s too early to drastically write
down the values of commercial real estate in
Houston owned by REITs.

A survey released in April by the Kinder In-
stitute for Urban Research stated that 69% of
respondents believe Houston provides “good”
or “excellent” job opportunities, the highest
reading since 1982. Axiometrics recently reaf-
firmed their projection for 73,000 jobs, and the
Greater Houston Partnership projects popula-
tion growth of 125,000 for the year. In compar-
ison, Washington, DC had flat job growth from
February 2013 to March 2014, but a basket of
REITs with more than 20% of NOI from DC?



had average total returns of 5.5% over the
period, which compared to 6.7% for the MSCI
US REIT Index. Investors should take a deeper
look into the underlying Houston exposure by
market, submarket, rent roll, and development.

For example, Camden Property Trust (NY-
SE:CPT) derived only 13% of its NOI from
Houston in 2014. Using the consensus Net
Asset Value (or NAV) of $84 per share from
SNL as of April 30, 2015, CPT’s stock price of
$75.08 per share as of the same date is an 11%
discount to the price at which analysts believe
CPT could sell its portfolio. When compared
to the 2% NAV premium for the entire apart-
ment REIT sector, CPT’s stock price essentially
assumes that its Houston portfolio is worth
nothing! CPT’s Houston portfolio produced
same store revenue growth of +3.9% in the first
quarter of 2015, and recent transactions indi-
cate cap rates have increased 25-75 bps. The
higher cap rates justify some value destruction,
but even a 100 bp increase in cap rates (from
5.5% to 6.5%, for example) would only result
in a 15% loss of value.

Cousins (NYSE: CUZ) owns office buildings in
the West Loop/Galleria and Greenway Plaza
submarkets, two areas with little new construc-
tion. Combined, these markets have only five
office buildings under construction for a total
of 1.6 million sqft, of which 57% is preleased as
of March 31, 2015. In 2015 and 2016 combined,
CUZ has less than 500,000 sqft of space expir-
ing in Houston, which equates to 2.9% of their
total portfolio. CUZ estimated that the expir-
ing rents are between 11% and 12% below mar-
ket, meaning that Houston rents could decline
by 10%, and CUZ would still produce same
store revenue growth for the Houston market.

Parkway Properties (NYSE: PKY) has similar
projections, with only 3.6% of their total port-
folio expiring in Houston in 2015 and 2016
combined. PKY estimates that expiring rents
are between 16% and 20% below market.

Eastgroup’s Houston industrial portfolio stood
at 97.2% leased as of March 31, 2015, produc-
ing positive leasing spreads of almost 15% in
the first quarter. EGP has only 3.7% of its total
portfolio expiring in Houston in 2015 and
2016, and energy-related tenants constitute
only 20% of the 3.7%.

Last, the quality of the management teams
should not be forgotten. REITs typically invest
in high quality locations, and most manage-
ment teams have displayed an impressive

recent track record for capital allocation, which
should give investors confidence in leasing, de-
velopment, and transaction decisions. Outgo-
ing EGP CEO David Hoster gave us a reminder
about the dominance of EGP’s 3.2 million sqft
World Houston Business Center in EGP’s first
quarter 2015 earnings call: “...if you can’t build
at World Houston, you probably are not going
to build anywhere in the Houston market given
its success, central location, and quality....”
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RMS: 1686 (4.30.2015) vs. 1710 (12.31.2014)
vs. 346 (3.6.2009) and 1330 (2.7.2007)
Please feel free to forward this publication to interest-
ed parties and make introductions where appropriate.
Previous editions of the Chilton Capital REIT
Outlook are available at www.chiltoncapital.com/
reit-outlook. html.

Indexes are unmanaged and have no fees or expenses.
An investment cannot be made directly in an index.
The funds consist of securities which vary significant-
ly from those in the benchmark indexes listed above
and performance calculation methods may not be
entively comparable. Accordingly, comparing results
shown to those of such indexes may be of limited use.
The information contained herein should be con-
sidered to be current only as of the date indicated,
and we do not undertake any obligation to update
the information contained herein in light of later
circumstances or events. This publication may con-
tain forward looking statements and projections that
are based on the current beliefs and assumptions of
Chilton Capital Management and on information
currently available that we believe to be reasonable,
however, such statements necessarily involve risks,
uncertainties and assumptions, and prospective
investors may not put undue reliance on any of these
statements. This communication is provided for infor-
mational purposes only and does not constitute an
offer or a solicitation to buy, hold, or sell an interest
in any Chilton investment or any other security.
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