Navigating a
Corrective Environment

By Ivan Kaufman and Sam Chandan
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Key Findings

- The sustainability of consumer financing and geopolitical tensions
are risk factors capable of triggering an economic contraction
more severe than baseline forecasts.

- Unlike other commercial property types, the market standard of
amortizing mortgages will insulate the rental housing sector from
expiring debt distress.

- SFR/BTR should see structural gains despite cyclical headwinds as
awareness for the product type grows and hybrid work supports a
broader geography of housing choices for urban-working Americans.
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The Outlook

With the books closed on 2022, it is time to
take stock and calibrate our expectations for
the 12 months ahead. As we sit here today, in
our industry and throughout the economy as
a whole, we are in a corrective environment.
However, the upshot is that, in our baseline
forecasts, the economy is equipped and
capable of absorbing a mild recession without
triggering a 2008 (or pandemic shutdown)
style event.

One unknown clouding the outlook is

the Federal Reserve's ongoing monetary
tightening as it seeks to slow runaway
inflation. The Fed moved its policy rate up by
425 bps between March and December last

CHART 1

year. Even as the pace of inflation and interest
rate increases have slowed in recent months,
markets believe the tightening cycle has
more runway ahead — a sentiment echoed

in Federal Reserve Chairman Jerome Powell’s
public statements (Chart 1).

Of course, the central bank is mindful of the
fact that changes in monetary policy impact
the economy with a lag. As a result, it risks
overshooting its target and tightening by
more than is needed. Still, the Fed has stated
it willengage in monetary policy that balances
the importance of price stability with strong
employment to maximize the likelihood of a
soft landing.

Consumer Price Index Inflation vs. Federal Funds Rate
FFR Measured as the Upper Limit of the Target Range,

Through December 2022

Sources: U.S. Bureau of Labor Statistics, Board of Governors of the Federal Reserve
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Risk Factors Abound

Front and center on the list of concerns for rental housing investors heading into next year are
the business cycle and macro economy. Changes in the macro environment impact capital
availability, tenant and buyer spending power, and risk appetites generally. While our median
forecast for the year ahead calls for the economy to bend rather than break, the scope of
uncertainty is broader today than it was before the pandemic. Beyond ongoing geopolitical
tensions, several sources of concern are capable of triggering a severe contraction in 2023.

One of these significant risk factors is the sustainability of consumer activity. Thus far, despite

a pervasive nervousness surrounding inflation and the economy’s year-ahead prospects,
consumers have remained resilient and have not cut back on spending. Personal consumption
expenditures are up through October by 7.9% from a year earlier. Even after accounting for the
impact of inflation, consumption is 1.8% above last year's levels (Chart 2).

CHART 2
Share of Consumers That Expect
“Bad” Business Conditions Over the Next Year

Measured by the University of Michigan’s Survey of Consumers, Through November 2022
Source: University of Michigan
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A tight labor market and healthy levels of wage growth have, up until this point, allowed
consumers to postpone a spending curtailment. The challenge is when we look at how
consumers are financing current expenditures. Credit card debt is at all-time highs, and we are
seeing higher levels of utilization of existing consumer credit lines even as the cost of revolving
credit is significantly higher than it was one year ago. Worse, personal savings rates have
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dropped off dramatically, reaching their lowest levels since 2005 (Chart 3). Taking these factors

together paints a
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picture of consumers quickly drawing down on their safety cushion resources.

CHART 3
Credit Card Debt Outstanding vs. Personal Savings Rate

Through November 2022
Sources: Board of Governors, U.S. Bureau of Economic Analysis
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Beyond the risks within our borders, we would be wise to remember that the U.S. sits inside a
global ecosystem of trade, politics, climate, and epidemiology. There is no escaping the fact that
the current geopolitical landscape is tense, and the potential for greater disruption is significant.
If the war in Ukraine were to escalate to involve NATO coalition forces directly, implications for
energy markets would be substantial. Additionally, the potential for further deterioration of trade

or diplomatic rel

ations with China also stands as a source of concern.
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Rental Housing: Insulated, Not Immune

Within the market for rental housing in the
U.S., the sector is uniquely positioned to
withstand the unrelenting blitz of economic
headwinds. Of course, many commentators
are pointing to a slowdown in apartment
rent growth as a sign of growing weakness.
However, we do not view that as reflective
of any structural change in the profile of

demand or supply but rather a cyclical feature.

It is normal to expect a period of slowing
rent growth while there is uncertainty in the
economic outlook and greater risk aversion
among households.

While no asset class is immune from

the challenges of higher interest rates,

the presence of amortization makes the
multifamily sector less likely to see mounting
distress. All HUD-conforming multifamily
loans are fully amortizing. Moreover,

Fannie Mae- and Freddie Mac-conforming
multifamily loans require at least partial

amortization. Where we are most likely

to see debt-related difficulties next year

and beyond are with CMBS transactions.
According to data from Trepp and the
Mortgage Bankers Association, a majority
(64.6%) of outstanding CMBS loans are
categorized as interest-only over their entire
term. Operators with expiring interest-only
loans may run into trouble next year as

they try to replace debt at roughly twice
the cost. Accounting for just 10.5% of CMBS
debt outstanding, the multifamily sector’s
exposure to these transactions is limited.
Meanwhile, the same cannot be said for the
office, retail, and hotel sectors — all of which
rely more on CMBS capital markets.

On the margins, subsets of mortgages in the
multifamily portfolio will still require careful
monitoring, especially those that originated in
the years leading up to the pandemic, where
over-leveraging was a re-emergent concern.
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The criterion where real differences are
likely to emerge over the next year is along
geographic lines. According to MSCI Real
Capital Analytics, through the third quarter
of 2022, nearly half (48%) of U.S. markets are
seeing rising apartment cap rates — the
highest share since 2010 (Chart 4). We can
expect that these performance trends will

CHART 4

continue, driven by slowing business sectors
and evolving migration patterns.

Work-from-home, a trend that seemed
capable of upending the rental housing
market's appraising assumptions just a
few months ago, now looks like less of a
risk than initially feared. Hybrid has quickly

Share of Markets with Rising Apartment Cap Rates

Through Q3 2022

Source: MSCI Real Capital Analytics, Chandan Economics
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become the dominant alternative to full rentals (SFR). Beyond a growing willingness
onsite employment. As a result, more workers of workers to locate further away from their
are expanding their housing search radius, urban offices, the SFR sector is likely to
though they are not un-tethering from their benefit from increased visibility. Although
offices completely (Chart 5). built-to-rent (BTR) communities with

amenities have received less attention thus
Among the beneficiaries of the hybrid work far, their demand should climb as greater
proliferation is a product type that was already  awareness of this product type develops.
enjoying a run of success: single-family As accessibility to affordable quality housing

CHART 5

Share of Workers in Jobs that are Fully Onsite, Hybrid, or Fully Remote

Through November 2022
Source: Survey of Working Arrangements and Attitudes (SWAA)
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remains a pressing challenge across the construction landscape reached an inflection

country, it is critical to note that the BTR point (Chart 6).

sector is an area of growth that is adding Ultimately, we see SFR/BTRs as critical

net new homes. According to U.S. Census alternatives in the diversification of housing

Bureau, BTR construction starts reached all- opportunities for all Americans, no matter

time highs even as the broader single-family their homeownership capacity or preference.
CHART 6

Single-Family Construction Starts:
Built-to-Rent vs. All Other Single-Family
4-Quarter Rolling Sum, Measured in Thousands of Units, Through Q3 2022

Sources: U.S. Census Bureau, Chandan Economics
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The Road Ahead

In the months ahead, we can broadly expect

a continued correction in the residential
housing market, though we do not anticipate
a 2008-style crisis. Mortgage underwriting
standards for owner-occupied single-family
homes remained tight over the past several
years. Moreover, the combination of low
locked-in interest rates on outstanding
mortgages and relatively strong labor market
conditions means that defaults and disclosures

should remain limited. Of course, owners
that need to sell will have no choice but to
capitulate, and market clearing prices should
move lower. However, many of the risk factors
necessary for widespread distress in the
residential housing market are simply absent.

The historically low interest rates enjoyed by
existing owners are unlikely to return over the
medium term. Even as the Fed eventually
regains control over pricing pressures and has
the rate-cutting ammunition to reintroduce
monetary accommodation, it is unlikely that
we will revert back to near-zero interest rates.

According to the Fed's estimates, it expects a

long-run average of 2.5% for its Federal Funds
Rate. If these estimates hold true, 30-year
mortgage rates would remain well above
levels that buyers have become accustomed
to in recent years. As a result, home financing
conditions will continue to support higher
levels of rentership.

Undoubtedly, the current market environment
contains an underlying anxiousness. This is a
moment of accelerated change both in our
industry and throughout the economy, and
we will not make it to our final destination
without some in-flight turbulence. All signs
point to the economy entering the early
stages of a contraction. However, the big
difference between this moment and the
housing bubble we saw in the 2000s is that
housing in the U.S. today is undersupplied,
not oversupplied. While the rental housing
sector will not be immune from challenges

along the way, it sits in a position of strength
to withstand the ongoing storm.
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