L

50
|
w"r
o
-
i
ﬁ’
e

_—

The Investor’s Guide to
Today’s Multifamily
Conditions

ARA Research

Recent increased supply and slowing rent growth in the multifamily sector has raised
questions about the prospects for for-rent residential investments.

But we believe a closer look at the causes of market distress and the demand drivers
in place suggest that today’s conditions could be clearing the way for attractive
opportunities in the future.
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Today’s Supply

The saying goes “history may not repeat itself, but it often rhymes.” For real estate, that has tended to show
itself in a logical set of phases (Figure 1). Today, most would probably agree we are in the trough. Whether
we are at the beginning or end is more hotly debated and depends on how much further you think values
need to fall before reaching a bottom and how long it will take before they start their climb back up.

Many of today’s apartment challenges can be attributed to timing. Pandemic-era conditions, including
work-from-home orders, supply chain delays, and permitting office backlogs, created material delays in
multifamily development. At the peak in 2022, 97% of respondents to the National Multifamily Housing
Council’s survey of apartment construction and development activity reported experiencing construction
delays (Figure 1).

The result of these delays set off a chain reaction: first, it allowed for abnormally strong rent growth in 2020
and 2021 (as rebounding demand was met with constrained new supply), which spurred further late-cycle
construction starts from those looking to take advantage of the red-hot market. This has led to all-time high
deliveries hitting the market just as demand started moderating from its breakneck pace.

Percent of Multifamily Developers Experiencing Delays
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Source: American Realty Advisors based on data from National Multifamily Housing Council (NMHC) COVID Construction Surveys and Quarterly
Survey of Apartment Construction and Development Activity from April 2020 through March 26, 2024.

Today’s Demand

Supply is only a concern when it is handily outpacing demand, so it is important to determine whether
construction delays and overzealous investors created a short-term supply surge, or whether demand
fundamentals have meaningfully shifted.
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Quarterly demand over the last 18 months has averaged roughly 70,000 units nationwide, firmly above the
pre-pandemic long-term average of ~50,000 units. From a historic perspective, this recent period has been a
very robust one in terms of absorption.

However, it is likely that the current supply wave is in direct response to the staggering 137,500 units per
quarter that were being absorbed in 2020-2021, which was nearly 3x the long-term average (Figure 2).

The explanation for the recent moderation is relatively straightforward: young adults were uncoupling
from parents and roommates at a faster rate in the early days of the pandemic, and that rate has since
normalized, though is still strong relative to longer-term norms.

Quarterly National Apartment Absorption
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Source: American Realty Advisors based on data from CoStar as of April 2024.

Capital Market Conditions

Declining occupancies and more subdued rent growth are adding strain to owners’ refinancing prospects
- already stressed due to the higher interest rate environment. Loans maturing over the coming few years
(to the tune of $645 billion between 2024 and 2026) face considerably higher rates than when they were
originated; whereas in isolation this would simply mean setting aside more of a property’s income to cover
the increase in the debt servicing costs, the timing of this particular bout of cyclical weakness means not
only will new loan costs be elevated, but the operating revenues available to support the higher costs are
diminished.

In some cases, this may lead to an unserviceable debt load; it is this scenario where potential distress (and a
resulting swath of opportunities to capitalize on fire sales) stands poised to materialize in a very real way.
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Incorporating Market Shifts into Strategy

Today’s conditions prove that the multifamily sector is not bulletproof, and that the importance of basics
like supply and demand cannot be overstated. However, despite the immediate challenges posed by
cyclical weaknesses and the looming potential distress in assets acquired during the past few years, the
sharp drop in multifamily starts (down 43.7% in March of 2024 compared to the same period one year
prior’) and multifamily permitting (down an average of 28% year-over-year over the last consecutive four
quarters?) signals a pivotal moment for forward-thinking investors. This forthcoming pullback in new
inventory, coupled with sustained, albeit more normalized, demand should help move fundamentals nearer
to equilibrium.

For those looking beyond the immediate horizon to 2025 and beyond, the current market conditions offer

a unique window to acquire assets at potentially lower valuations. Now is not necessarily a moment for
caution, but rather for discerning, proactive engagement. An ability to anticipate fundamental improvement
(and translate that through an informed submarket and asset strategy) should further drive conviction in
taking advantage of today’s distressed buying opportunities.

1 Source: FRED St. Louis as of April 2024.
2 Source: The Census Bureau and the Department of Housing and Urban Development’s Monthly New Residential Construction reported dated
April 16, 2024.

Disclaimer

The information in this newsletter is as of April 19, 2024, and is for your informational and educational purposes only, is not intended to be relied
on to make any investment decisions, and is neither an offer to sell nor a solicitation of an offer to buy any securities or financial instruments in
any jurisdiction. This newsletter expresses the views of the author as of the date indicated and such views are subject to change without notice.
The information in this newsletter has been obtained or derived from sources believed by ARA to be reliable but ARA does not represent that
this information is accurate or complete and has not independently verified the accuracy or completeness of such information or assumptions
on which such information is based. Models used in any analysis may be proprietary, making the results difficult for any third party to reproduce.
Past performance of any kind referenced in the information above in connection with any particular strategy should not be taken as an indicator
of future results of such strategies. It is important to understand that investments of the type referenced in the information above pose the
potential for loss of capital over any time period. This newsletter is proprietary to ARA and may not be copied, reproduced, republished, or
posted in whole or in part, in any form and may not be circulated or redelivered to any person without the prior written consent of ARA.

Forward-Looking Statements

This newsletter contains forward-looking statements within the meaning of federal securities laws. Forward-looking statements are
statements that do not represent historical facts and are based on our beliefs, assumptions made by us, and information currently available to
us. Forward-looking statements in this newsletter are based on our current expectations as of the date of this newsletter, which could change
or not materialize as expected. Actual results may differ materially due to a variety of uncertainties and risk factors. Except as required by law,
ARA assumes no obligation to update any such forward-looking statements.
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