
November 11, 2013 
 
RE:  180-unit Whispering Oaks apartments in the Sharpstown area of Houston, Texas. 
 
To Whom It May Concern: 
 
You have asked me to assist your underwriting of a proposed loan on the above-
referenced property.  This document is a property inspection report and market overview.  
It is a consultation assignment, not an appraisal. You will note that numerous steps 
pursuant to an appraisal have not been conducted. The numbers reported are a 
compilation of information received from various sources whose authority has not been 
verified.  You are cautioned to consider all of this in your underwriting. You are further 
cautioned that this is not a FIRREA compliant assignment.  
 
Although the best information available was considered, you should determine for them 
selves the level of confidence they place on the following analyses remembering that the 
conclusions are as of the stated date.  Based on the long standing uncertainties 
underpinning the markets for both capital and real estate, any conclusion from any 
valuation professional should be considered by its users as only one of many processes 
and methodologies necessary to a thorough underwriting.   Forward visibility in both 
capital and real estate markets has improved over the last two years.  However, until 
interest rates, which underlay capital markets, are perceived to be more predictable,   
long-term projections remain problematic.      
 
Your submission package included no appraisal of the subject property, but did include a 
recent CBRE appraisal of your secondary collateral, the Courtyard apartments, also in 
Houston.  That report, along with various market reports from REIS, was helpful as 
regards market rents, expenses and vacancy for Class C apartments.  I was also provided 
a recent rent roll for Whispering Oaks as well as a recent rent roll and historical income 
and expenses for the neighboring Deerfield complex, which has been owned by your 
borrower since 1999. 
  
Information concerning the physical condition of the collateral was limited to what I 
could see during my visit and anecdotal information from your borrower and members of 
his management team.  No third-party Property Condition Report (PCR) was available.  
Your borrower was candid that his rehabilitation cost estimate was the best 
approximation of his in-house staff. 
 
On November 7th and 8th, I was able to visit Whispering Oaks as well as many rental 
comparables in the immediate neighborhood and three other properties owned by your 
borrower. Two of those were purchased in 2012; their purchase parameters were helpful 
as proxies for sale comparables in the absence of other direct sales comparable 
information. 
 
Even though apartments continue to be the darling of institutional investors, including 
CMBS lenders, there has been limited sales activity over the last year throughout the 



Houston market for all tiers of apartment product, including class C properties.  
Nonetheless every tier of multi-family product in most major markets remains the most 
liquid commercial real estate product type.  
 
Verifying any sales information on short notice in Texas, a non-disclosure state, is 
difficult even when comparable transactions are numerous.  It is important to remember, 
however, that, for distressed properties suffering from diminished occupancy and needing 
substantial rehabilitation, such information would be of limited use anyway. 
  
My work presumes you have whatever engineering reports, environmental reports, 
building plans, certificates of occupancy, verification of necessary construction permits 
and other such information you require and that their contents are satisfactory to your 
purposes. I further presume you have an insurance binder.  
 
I also specifically presume that your knowledge of the property‘s condition and the 
associated costs of rehabilitating it are sufficient to your needs.  The underwriter should 
be aware that what is available for confirmation of your borrower’s ability to stabilize 
Whispering Oaks within the budget provided are his record with similar rehabs and his 
confidence that he can repeat this experience at Whispering Oaks. 
 
Unless otherwise noted, the lot, building and unit sizes come from the sales package 
provided by the selling broker, KET Enterprises Inc.  The unit sizes were corroborated 
during my site visit and the lot and building sizes match information available from 
Harris County.  I also assume you have all necessary information concerning Title, 
compliance with zoning and all building codes and regulations.  The time frame of this 
assignment did not allow me to independently research or otherwise confirm any of these 
issues.   
 
Market Description 
 
Although the “Great Recession” did not hit the Houston area with the same severity as 
many others around the country, the impact was still substantial in the apartment market.  
This was just as true in the Class B/C product, even though very little new supply had 
come on line in those lower tiers in the years before the onset of the extended downturn 
beginning in 2008.    With new supply constrained for many years by the capital markets 
and an increased unemployment rate, the performance improvement in Class A assets 
started sooner than those lower tiers.  Even in the upper tier this recovery, however, did 
not come until after substantial pain was felt in both rents and vacancies. 
 
Much of that was due to a continued delivery of new Class A product from the end of 
2007 to the beginning of 2010, the heart of the recession.  Class A product increased by 
13% over that period.   Vacancy went from 7.6% to 12.1%.   By the end of 2011, 
Houston’s powerful economic rebound, principally from the oil and gas industry’s 
resurgence, had Class A vacancy back below 7%.  It is currently 5.8%.   
 



In the Class B/C properties where supply has remained basically unchanged for over 20 
years, the rebound was slower in coming.  The bottom was again the beginning of 2010 
when vacancy was 13.6% or 36,542 units of a total 268,465.   At year-end 2011, vacancy 
was still 10%.  From there Class B/C vacancy has experienced a steady downward 
progression to the current 6.9%. 
 
The Sharpstown submarket has the second largest concentrations of multi-family rental 
units of the 19 submarkets in the overall area.  With 38,541 units, of which 28,726 are 
Class B/C, this submarket has generally mirrored the larger market performance.   With a 
smaller percentage of Class A than the overall market and no new supply, Class A 
vacancy rate never got as high and is now at 5%.  The larger Class B/C segment 
bottomed in Q1 2010 at 13.4% and is now at 8.1%.  With the continued strength of the 
Houston economy, the current expectation is numbers around 6.5% by the end of 2014. 
 
Both the asking and effective rental rates in the lower tier products have increased in line 
with the gradual decrease in vacancy in this submarket.  The reported average asking rent 
submarket-wide is now above $640, but the achieved rent is closer to $575 or about 
$0.80/SF/MO.  The rents at Whispering Oaks are considerably lower with a range of 
$464 to $572 resulting in an average $0.70/SF/MO.  Rent increases are projected over the 
next 18 months for all products in all submarkets 
 
Property Description 
 
Built in 1977, Whispering Oaks is a 12-building, 2-story wood and stucco clad garden 
style apartment complex on 5.02 acres in the Sharpstown neighborhood of southwest 
Houston.   The sloped roofs are of composition.  The concrete parking lots have room for 
over 400 cars which is deemed more than adequate for the unit mix.  The total rentable 
area is 122,896 SF in180 units, which includes 156 one-bedroom units ranging in size 
from 602 square feet (SF) to the sixteen 1 BR-1BA DEN units of 812 SF.  There are also 
eight 2BR-1BA units of 812 SF and sixteen 3BR-2BA units of 1,059 SF.  The units have 
individual HVAC units and each unit is separately metered for electricity. Landscaping is 
simple lawns with some gardens.    
 
The property’s age and unit mix are common to its sub-market, which is dominated by 
Class C properties.  Like this property, few have any amenities to speak of; the subject’s 
pool will be filled for liability purposes while the club house will be updated as part of 
the rehabilitation contemplated in your borrower’s budget. Depending on the floor, each 
unit has either a patio or a balcony. 
 
Like the other Class C properties in this submarket, this 1970s era building is in constant 
need of repairs and upgrades to maintain its income stream.  Unlike most of the others, 
mismanagement has allowed the occupancy at Whispering Oaks to fall to 40%.  
 
From the outside the property has the appearance of being little different from most of its 
immediate competition.  However, as we toured the interior of many units and looked 
closer at the exteriors, the need for the rehabilitation budget discussed later became clear.   



Deferred maintenance was obvious throughout the project, which, of course, explains 
both the need for rehab and why your borrower has been able to purchase it at such a 
discount.   Many of the units are currently uninhabitable, but, from our inspection, appear 
to be easily brought back on line with the necessary application of materials and man 
hours. Based on other rehabs I visited and the occupancy results achieved at those 
properties, in the hands of your borrower the durability of the resulting income stream at 
Whispering Oaks does not appear in jeopardy.  
 

Collateral Analysis 
 

Sales activity is always the best barometer of a market.  Evaluation of this property as 
well as most others like it is made more difficult by the availability of time appropriate 
comparable sales in a non-disclosure State such as Texas. The next best alternative is to 
look to the net income produced by the property and apply what the analyst knows from 
the market to be the pricing parameters of the most likely buyer. 
 
In the case of the Houston market, the fourth largest metro-plex in the country, the 
market appetite for all varieties of apartment investments has improved markedly over 
the last two years with much of that increased appetite coming in the last year.  
According to brokers and your borrower, who is active in this market, the pricing 
pressure has reached into the entire spectrum of Class C product, even distressed 
properties such as this collateral.  
 
Income, Expenses & NOI 
 
The Income and Expense statement in the Sales package provided is in a very common 
format and, with a few minor adjustments, accurately reflects the expected performance 
of this asset. To derive stabilized values, I am using a vacancy rate, which though higher 
than market or submarket averages, reflects the current market and most importantly the 
market position of this property and the challenges it faces reaching stabilized occupancy.   
The expense ratios I have applied match the experience of nearby Class C properties.  
Particularly those of the same vintage require a greater level of ongoing repairs and 
capital replacements.  I believe the age of these properties and the typical rent roll 
indicates that a higher ratio is appropriate.   
 
I have also used a higher capitalization rate than those commonly used for newer, better 
performing properties.  The average cap rate may be 5.5%-6.5%.  To draw market 
interest, even assuming that all of the deficient conditions are cured, is likely to require 
higher rates, especially when cap rates are expected to remain in a state of flux moving 
forward.  Based on the pricing that I am aware is getting deals done elsewhere, I believe 
the risk profile of this asset in this market is such that an 7.5% capitalization rate 
adequately prices the risk profile of its income stream on a stabilized basis. 
    
 
 
 



Stabilized Value Conclusion 
 
Constructing an Income and Expense Pro Forma begins with an estimate of Potential 
Gross Income (PGI) as if the property were fully occupied at current rental rates.  I am 
not assuming any rental growth as re-leasing the property and keeping it leased will 
preclude any such bumps in the next 12-18 months.  Various sources suggest additional 
sources of income from utilities and a category titled “other.”  I can substantiate neither.   
 
To this PGI, I have applied a vacancy rate of 15% to derive Effective Gross Income 
(EGI).  That is clearly higher than the market norm.  That norm does not account for the 
continued rental concessions being offered by the immediate competition or the 
expectation of continued credit losses.  The 15% figure also considers the recent history 
of this property and the challenges it faces to once again achieve a market-normal 
occupancy.   
 
To the resulting EGI, I have applied a 70% expense ratio and a 7.5% capitalization rate.  
Your borrower believes he can achieve a 60% expense ratio, but my review of market 
information from commercial brokerages and appraisers suggests that 60% is a common 
target, but a rare accomplishment for these older properties.  The results are below. 
 
    PGI       EGI     NOI VALUE @ 7.5%
Whispering Oaks $1,066,128  $906,209 $271,863 $3,624,840 

 
 
I have rounded these results to $3,625,000. 
 
As-Is Value Conclusion 
 
The first step in deriving an As-Is Value conclusion is implementation of the curative 
steps outlined in the Whispering Oaks Apartment Rehab Budget provided by your 
borrower.  No outside bids were solicited or provided as the borrower employs a full 
complement of subcontractors to maintain and, when necessary, reconstruct, these older 
properties.   
 
Whispering Oaks has many obvious faults and physical defects for which the borrower 
believes $1 million will be sufficient to rehabilitate the property to Class C market 
standards.  Based on the borrower’s recent history of rehabbing similar older Class C 
properties, that budget seems reasonable.  He employs over 50 workers capable of 
virtually all repairs, including rebuilding existing walls and roofs if necessary for any of 
his 2,000+ unit portfolio.  Without outside attribution for his operation’s capacity to 
accomplish this work, I visited his Deerfield, Creekside, Horizon and Courtyard 
properties.  I believe these properties demonstrate that capacity.  
 
The Whispering Oaks Apartment Rehab Budget segments the chores into six categories, 
Site Work such as landscaping and parking, Exterior Costs, Interior Costs (including 
new appliances in 60 units), Mechanical and Electrical (including new HVAC in 40 



units) and Additional Items, a catch-all category for such work as fence and foundation 
repair, boilers and such code up-grades as GFI outlets at all sinks.  The final category is 
Miscellaneous which is for office remodel, furniture and for permits. Please refer to the 
table immediately below for a summary. 
 
Site Work $      62,000 
Exterior Cost $    315,000 
Interior Cost $    439,000 
Mechanical/Electrical $     90,000 
Additional Items $     76,000 
Miscellaneous $     18,000 
TOTAL $1,000,000  

 
I caution that I am not professionally qualified to render a binding opinion on the 
necessity of said repairs or the adequacy of this budget to accomplish their completion.  
One interesting feature of your borrower’s investment strategy, which he volunteered 
during our visit, is that he doesn't necessarily rehab all of the units up to a common 
standard during the initial rehab phase of ownership.  His philosophy is that the market is 
strong enough in this tier of product that such a "rolling rehab" doesn't have any real 
influence on occupancy expectations.  Such an approach may not create any significant 
hiccup over the long term within a larger portfolio.  On any given property, the 
implications in the short term can be, as he readily admits, larger than expected. 
 
In order to normalize this As-Is analysis, two other considerations are necessary.  
Although the borrower doesn’t include an entrepreneurial incentive or entrepreneurial 
profit component in his analytical framework, he obviously is undertaking the investment 
for the very same reason as most of the rest of market participants who do.  A reasonable 
10% entrepreneurial incentive applied to his cost structure results in an additional 
$100,000.   
 
Again to normalize the analysis, the route from As-Stabilized to As-Is also must consider 
rent loss during the lease-up phase.  The current rent roll at 40% occupancy shows gross 
monthly income of $31,984.  Once stabilized, the monthly income (again without any 
increase from current rents) will be $88,844 or approximately $57,000 per month.  Based 
on a currently healthy leasing market and the borrower’s experience with rapid 
rehabilitation at Deerfield (next door) as well as Horizon in the Baytown submarket, his 
estimate of stabilized occupancy in 6 months is deemed reasonable.  Based on re-leasing 
an additional 1/6 of the current vacancy in each of those 6 months, my approximation of 
interim rent loss is $200,000.  See the table below for the total subtractions necessary to 
achieve an As-Is Value. 
 
Rehabilitation Costs $1,000,000 
Entrepreneurial Incentive $   100,000 
Interim Rent Loss $   200,000 
TOTAL $1,300,000  

 



The concluded As-Is value is calculated as $3,625,000 minus $1,300,000 or $2,325,000.  
The borrower is paying $2.3 million or $12,777 per unit.  Asking prices for even such 
distressed properties as this are rising along with the rest of the apartment market. The 
borrower’s experience tells him that the same property would have cost $10,000 per unit 
or less, one year ago.  Even so, he attributes his ability to purchase this distressed 
property at this price in today’s market more to his ability to move quickly than to market 
conditions. 
 
Interim Value Conclusion 
 
You have also requested an Interim Value Conclusion, specifically at the midpoint of the 
rehabilitation process when $500,000 of the $1 million total has been expended on 
improvements.  The process of rehabilitation expenditures is expected to be evenly split 
every month throughout the six month rehab period, so the interim rent loss would be as 
well.  Since the rent loss diminishes each month with the greatest loss in the first month 
and so on, after 3 months approximately $143,000 of the total rent loss would have been 
realized, leaving approximately $57,000 to be realized in the back half of the 
rehabilitation period.    
 
No entrepreneurial profit would have been earned.  The presumption of the midpoint 
exploration of value must be that the owner pursuing the rehabilitation has failed in that 
effort with any theoretical profit for the rehabilitation lost.  The table below depicts the 
amount of value improvement, $643,000, achieved after 3 months of time and $500,000 
of rehabilitation has occurred. 
 
 
Rehabilitation Costs $   500,000 
Entrepreneurial Incentive $            00 
Interim Rent Loss $   143,000 
TOTAL $   643,000  

 
The Interim Value Conclusion at that point would thus be the sum of the As-Is Value 
before rehab begins plus the value improvement during the 3-month interim or 
$2,325,000 plus $643,000 or $2,968,000, SAY $2,975,000. 
 
I hope this brief overview is helpful for your underwriting.  If you have any further 
questions, please feel free to call me at 425-775-5539. 
 
Respectfully, 
 
Leonard French 
 
Investment Property Analysis 
P.O Box 125 
Mountlake Terrace, WA. 98043 


