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THE VUE AT SUGAR HOUSE CROSSING
The Year of the Apartment –
a Surprise or a Trend in the Making?
As 2014 comes to a close, the apartment
market, both nationally and along the
Wasatch Front enjoyed a surprisingly
strong year. Entering 2014, industry
experts were cautiously optimistic due
to four main concerns:

These four concerns were mitigated by
changing dynamics within the housing industry, reducing the homeownership rate from a pre-recession high of
almost 70 percent to one headed south of
64 percent. Several factors caused this
drop, including:
•

1. A substantial ramp-up in multifamily development, with monthly
totals accelerating and future production well ahead of norms seen over
the last two decades.

•

2. The Fed reducing quantitative easing
and a belief that interest rates would
commence an upward trend that may
begin to impact cap rates.

•

3. A strengthening single-family market
with increasing values and production.
4. Slower job growth than typically
seen this far into an economic recovery.
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•
•

Delayed marriages and resulting
family starts
Empty nesters selling homes and
moving to rentals
Decoupling of households created
during the Great Recession
Continuing credit challenges in the
single-family home mortgage market
Desire for flexibility resulting from
job market volatility

In addition, a strengthening economy
and increased immigration gave the
industry hope that it would overcome
these concerns. What resulted were
understandably conservative projections, which in most cases called for
slight increases in vacancy and flatter
rent growth in 2014.
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Many astute investors asked whether
the multifamily market had run its
course; it had not. There are those
who hold the opinion that substantial
opportunity still existed, and would continue, fueled by an underestimation of the
impact created by the housing dynamics noted previously, and an increasing
rental-age population as millennials came
into the market. Finally, a thorough review of overall housing development
compared to household growth over the
last 20 years provided additional impetus
for this conclusion. The results for 2014,
both locally and nationally, were an apartment market posting stronger occupancy
and rent growth than forecasted, and
substantial increases to value.
Since construction deliveries of more
than 2,800 units along the Wasatch Front
and 200,000-plus units nationally were
realized, the real question was, what caused
these stronger than expected results?
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The answer was simply that other than
multifamily supply, the remaining concerns just never materialized in 2014.
Interest rates actually dropped and credit
availability strengthened. The economy
and job market strengthened. Singlefamily development and a swing back
to homeownership not only didn’t materialize, the actual production numbers
and price appreciation were well below
forecasted projections. It now appears
that, in spite of year-over-year gains,
2014 will be a disappointing year for
the single-family industry in most cities
around the country, as well as along the
Wasatch Front.
2015 - Impact of Key Market
Components
Entering 2015, the new question is
whether 2014 was a one-year surprise,
or a trend in the making? Let’s examine
some of the major factors that will impact
the market, both short- and long-term.
Stronger Employment Growth
& Challenging Wage Growth
Employment along the Wasatch Front
and nationally began to accelerate after
the harsh winter experienced in most of
the nation during early 2014. After what
has been a sluggish recovery, national
job growth accelerated to more than
2.7 million in 2014, and is forecasted to
exceed 2.9 million in 2015; levels unseen since the growth years of the mid2000s. Utah’s solid growth continued
and is forecasted at 3 percent for 2015,
well ahead of the national growth rate.
Although experiencing stronger job
growth, the market has delivered very
limited wage growth over the last
five years, an issue that continues to be
a concern throughout the nation. As reported by the Bureau of Economic and
Business Research at the University of
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Utah in their November 2014 Economic
Summary, annual pay was projected to
increase only 1.9 percent to $41,828
in 2014, while the nation will increase
2.2 percent to $53,474. Although many
in the industry believe this is a good
trend for multifamily, this will create
headwinds for industry rent growth in the
future unless this trend can be reversed.
Given a strengthening overall economy,
and an increasing demand from global
capital seeking U.S. investments, 2015
projections for employment growth
should be realized. However, recent
developments in the energy sector, and
correlating price reductions in oil, although providing many benefits to the
U.S. consumer, may negatively impact
the energy industry which has arguably
been the strongest job growth driver in
the nation; an issue that could impact
Utah as well.
Robust Development
The past year reflected strong deliveries in both the local and national
markets. (Graph 1) Although robust, unit
absorption was even more compelling,
resulting in solid rent growth and lower
than anticipated vacancy.
The current development pipeline will
test the market’s resiliency during 2015,
due to a projected 3,500 to 4,000 unit
deliveries along the Wasatch Front, and
approximately 325,000 units nationally. While it is anticipated that these
numbers will increase vacancy slightly
and slow rent growth in 2015, the impact should not be significant. The real
question is whether they are sustainable
beyond 2015?
The mitigating dynamics noted earlier
suggest that this robust pipeline could
be sustainable for several years, except
in certain markets where the pipeline
appears to be too aggressive, if continued.
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In addition, one statistic that does not
receive enough consideration is the
relationship of total multifamily/
singlefamily development to household
formations, taking into account previous
production cycles, governmental policy,
and future homeownership versus rental
preferences.
The MF – SF Relationship
Graph 1 provides interesting data related
to total multifamily and single-family
development, and their impacts on the
market since 1995. Reviewing the
early- and mid-2000s, when the U.S.
government put heavy emphasis on
homeownership, it is apparent that more
overall housing was produced than
the market could sustain, one of the
major contributors to the bubble and
collapse in 2008. Since that time, production numbers have been way down.
When combined with several of the
earlier stated trends, it becomes easier
to understand the exceptional performance of the multifamily market over
the last several years, and specifically
in 2014.
Simply said, this is not just about multifamily development, but about the total
housing market, along with market
trends and government policy and
their correlation with total household
formations. Given the dynamics outlined
above, and a stabilizing homeownership rate in the low 60 percent range, a
national production pipeline of 325,000plus units should be sustainable over
the next several years. The problem is
the distribution, and since this rarely
happens evenly, certain markets (such as
Salt Lake City in 2015) may experience
some softening, as they work through
historical deliveries not seen in the
past 20 years.
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1. National Comparison of Total Development vs. Household Growth
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Graph 1 Data
Year

MF units completed

SF units completed

Total SF/MF

Household Formation

1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2207
2008
2009
2010
2011
2012
2013

110,248
143,431
159,284
161,683
197,388
231,565
196,798
197,777
173,439
168,644
155,094
146,520
163,055
170,563
185,860
123,398
69,950
91,249
170,421

1,072,750
1,122,583
1,119,667
1,157,750
1,269,500
1,246,167
1,250,417
1,324,750
1,381,334
1,527,833
1,634,000
1,661,667
1,228,000
826,167
521,750
495,417
446,333
478,417
568,000

1,182,998
1,266,014
1,278,951
1,319,433
1,466,888
1,477,732
1,447,215
1,522,527
1,554,773
1,696,477
1,789,094
1,808,187
1,391,055
996,730
708,610
618,815
516,283
569,666
738,421

1,302,047
1,325,440
1,348,940
1,322,420
1,346,070
1,240,860
1,154,390
1,075,930
1,085,000
1,136,500
1,143,900
1,220,100
1,215,500
1,104,100
1,020,600
1,019,800
992,500
1,125,100
1,072,102

*Based on projected data through November, 2014
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Vacancy = Concessions
Vacancy along the Wasatch Front has
not moved substantially over the last
three years, and reflects a continuing
strong demand for multifamily housing.
New deliveries in 2014 pushed this rate
up slightly to approximately 4 percent.
Given current 2015 scheduled deliveries, an increase of approximately 25 to
50 basis points is expected. (Graph 2)
Nationally vacancy reduced to a projected 4.2 percent rate in 2014, reflecting a supply that was still well below the
demand across the nation. While certain
markets such as Salt Lake City were
slightly impacted, the nation is currently
not providing sufficient new housing
for its population.
The bigger issue in 2015, specifically
in markets with substantial deliveries
scheduled, will be the impact on
concessions; these have been reduced to
minimal levels over the last few years.
However, the number and timing of

noted previously, the number was
much higher than anticipated. While
projected to approximate 3.5 percent in
2015, the robust amount of new development and value-add enhancements
being delivered to the market could
push this higher in 2015 as well.
On the other hand, economic issues
impacting the energy industry could
cause negative pressures on this
growth. Unquestionably, 2015 will be
an interesting year, and one that
will define whether this is a trend in
the making.

this new supply, combined with fears of
increasing interest rates, could cause
developers to utilize higher concessions
in their lease-up strategy, thereby stabilizing occupancy sooner in an effort to
place better fixed rate, permanent debt
before this occurs. If this materializes,
existing owners who cherish occupancy
will chase it, causing higher concessions
in 2015. (Graph 3)
Strong Rent Growth
Rent growth along the Wasatch Front
was 3 percent in 2014; certainly better
than anticipated given the strong deliveries to the market in 2014. Strong market fundamentals, the new development
pipeline, and a number of communities
executing “value-add enhancements”
will continue to drive solid rent growth
in 2015, albeit slower than 2014.
Nationally, an estimated 4.5 percent
overall rent growth will be stronger
than anticipated for 2014. (Graph 4)
Although driven by the same factors

CARE SOURCE HOSPICE

2. SLC & National Vacancy Rate Comparison
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Transaction Volume

3. Concession Levels for Lease-up Properties | Oct. 2014

Overall dollar volume in 2014 will
be down in Utah, while the number of
transactions will be higher. This is not a
reflection of reducing price per unit,
simply a factor of more transactions
taking place in the “B” and “C” classes
with smaller asset sizes. Investor sentiment has strengthened nationally in both
of these classes as well. Investors have
also moved to smaller markets where
better returns have been available.

7.1%

25.3%

44.3%

Reduced interest rates, better loan terms,
and enhanced credit availability have
also impacted transaction flow due to
current owner’s ability to recapitalize
their existing deals.

23.3%

No Concessions

2 to 4 Weeks Free

Under 2 Weeks Free

Over 5 Weeks Free

These trends are expected to continue
throughout 2015. As a result, finding
good opportunities will continue to be
challenging for investors both locally
and nationally.

Source: Axiometrics Inc.
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Are Rates Increasing, and if so,
by How Much?
As noted earlier, interest rates did not
increase as expected and, in fact, fixed
rates moved well below year-end 2013
numbers. Credit availability strengthened due to stronger production numbers
from CMBS, banking, and life insurance
sources, along with the reemergence of
competitive mezzanine debt and capital
within the marketplace. Access to credit,
short of a major economic disruption,
will continue to strengthen due both to
increasing debt capital flows and more
aggressive underwriting as competition
increases.
While the consensus forecast is for rates
to start increasing in the third quarter,
moving upwards of 25 to 50 basis points
in 2015, and steadily upward through
2016 (Graph 5), there are significant
global and national issues that may keep
rates from moving substantially in 2015,
and into the future. A slowing economy
in China, monetary easing in Japan and
Europe, and emerging market challenges
across the globe, need to play out over
the next several months for this picture
to become clearer.
Capitalization (cap) rates actually compressed in 2014, albeit stabilizing in the
latter half of the year. This compression
was due in no small part to the strength
and resiliency of the market resulting
from the dynamics outlined throughout
this article, and thereby fueling strong
investor demand. Although cap rates
are in the historically low range of the
market, most analysts believe there is
still a 100-plus basis point risk premium
between the multifamily market and
treasuries. Given no material movement
in interest rates, no increase in cap rates
on a national level is forecasted and
further compression is very plausible.
(Graph 6)

ATRIA SANDY
The Wasatch Front has many things
working in its favor, and yet two major
concerns are top of mind for investors:
the energy industry, and the sheer size
of deliveries projected for 2015. While
material cap rate changes aren’t foreseen, a pricing stabilization in 2015
could occur if concessions emerge,
directly impacting net operating income.
This is viewed as a short-term phenomenon unless new unit production levels
continue at this pace beyond 2015.

Growing stock portfolios and a strengthening economy will reduce the angst of
seniors concerning the overall cost of
living in these lifestyle housing facilities. The forecast for 2015 is for more
than 17,000 units of new congregate
care to be added in a market that is
estimating a need of 40,000 units per
year for the next 20 years to deal with
the aging population. Debt options
for borrowers are both expanding and
becoming more favorable.

Senior Housing

While there is much opportunity in this
space, development and investment is
not for the faint of heart. Lenders require
good operators and this product type
definitely combines the best of apartment operations, skill in hotel operations, and a strong understanding of the
medical system. Those desiring to play
in this space must know what they are
doing or they could get killed.

This sector of the housing market
deserves much more consideration as
the nation’s population continues to
age. The demographic trends are nothing short of staggering. Occupancies
throughout the sector are strengthening,
yet production is nowhere near where it
will need to be to deal with the onslaught
of the aging baby boomer population.

THE WELLINGTON - SLC
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5. Average 10 Year Treasury
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6. SLC & National Cap Rate Comparison
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Summary & Forecast
The past year was a nice surprise for the
multifamily industry. A good measure of
caution going into the year was understandable. The dynamic of change taking place in the housing industry was
underestimated. The reality is that there
is not enough housing being produced
to truly cover the needs of the nation’s
growing renter population.
In addition, concerns on the minds of
industry experts at the beginning of the
year never materialized, enhancing the
strength of the overall market. While
there are substantial trends in the national
marketplace that are very favorable for
multifamily moving forward, one must
remain cognizant of local market conditions and be disciplined about new
development.

Institutional investors will be even more
cautious about this sector going into
2015. A continued strengthening of the
private market and improving capital
flows from outside the U.S. will boost
industry capitalization.

although weaker than 2014. Concerns
with concessions caused by the timing
of new unit deliveries will become more
of a factor, but should be a short-term
challenge if development moderates to
more sustainable levels.

The national market will absorb the new
unit production forecasted for 2015. The
Wasatch Front will as well, albeit with
more of a challenge. Rent growth and
occupancy should continue to be strong,

Overall, the nice surprise seen in 2014
wasn’t likely a one-time event and strong
demand for the multifamily market
should continue into 2015 and beyond.
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