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The Barry Apartment Report is a publication covering economic, financial, and valuation trends
impacting apartments in the Portland, Oregon metropolitan area.

2018 Forecast: Some Signs of Weakness and a Return to Normal

%
This issue of the Barry Apartment /
Report is based on a recent speech /

Current Portland
Metro Trends

given by Mark D. Barry, MAI ¢
and Patrick O. Barry, Certified |

Unemployment: 3.6%

Job Growth: 2.6% General Appraiser.

Population Growth: 1.2% ' 5y, 3| indications, 2017
was a good year for the
Portland apartment market.
As we continue our return to
a normal market, we saw
increasing vacancies, a slow
down in the pace of rental
increases, a surge in
apartment construction, but
strong value increases.

Portland-Salem CPI: 2.1%

Apartment Construction:
Permits for around 10,300
units issued in 2017, or up
41% from 2016.

Apartment Sales: 192 sale
transactions in 2017 vs.
261in 2016

Portland Economy: The local
economy continues to shine.
The Portland Metro added
27,600 jobs in 2017,
exceeding expectations. The
industries with the strongest
job growth includes construc-
tion, professional services,
education/health, hospitality,
and government. The 2017
figures shows that Portland
metro unemployment dropped
from 4.3% to 3.6%. Most
economists agree that
= Portland is at full employment.

Apartment Sales Volume:
$1.70 billion in 2017

Apartment Values: Up 20%
to 25%

Apartment Income: Up 3%
to 5% in 2017

Apartment Vacancies: 4.9%

—" Apartment __ Construction:
§ With the

11/17 Sale—$231,250 Unit
8 Unit Apartment
3005 SE Morrison Street, Portland

Inclusionary Zoning (I1Z) pushing
many developers off the sidelines.
2017 was busiest year ever for
apartment construction, with only a
short period in the early 1970’s
rivaling current activity. Permits
were issued for 10,319 new
apartment units in the four county
metro area, versus 7,300 in 2016,
or a 41% increase. Around 65% of
the permits for new units were
issued in Multnomah County alone.

Clark and Washington County
account for 17% and 13% of
construction, respectively, while

Clackamas County accounts for 5%.
Construction activity remains very
slow in Clackamas County, while
apartment construction in East
Multnomah County continues to
show some signs of life.
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Recently Completed
30 Unit — 30th & K Apartments
3009 NE Killingsworth Street, Portland

The surge in 2017 permits was driven
by the February 1, 2017 implementa-
tion of IZ. Projects with 20+ units in
the City of Portland must include a
portion of their units as affordable.
Many developers submitted projects
just prior to February 1, 2017 to avoid
the 1Z requirements. Applications for
new apartments in the City of Portland
declined since IZ was implemented.

Apartment Vacancies and Rental
Rates: The latest Multifamily

Northwest Apartment Report (MFNW)
shows a 4.9% vacancy factor vs. 4.4%
in Fall of 2017. Only 3 of the 20
submarkets showed vacancies below
4%, and vacancies are above 5% in six
submarkets. The lowest vacancies
were reported the outer areas of
Multnomah County, while the highest
vacancies were in the close-in urban
submarkets. This MFNW Report
concludes that turnover rents were flat
year over year. CoStar also reports
effective rents as flat year over year.

Apartment Expenses: Outside of City
of Portland, property taxes were up a
manageable 2% to 5% in 2017.
However, with the passage of a 2016
school bond, property taxes in the city
of Portland increased between 9-10%.
In addition, maintenance and repair
costs have increased due a booming
construction industry luring away
quality employees. Most other
expenses showed little change from
the previous year. However, as
vacancies rise, some advertising and
tenant retention expenses are making
a comeback.
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Apartment Values: In 2017,
apartment values showed little sign of
slowing. When considering all sales
across the metro area, median values
were up 20% to 25%.

was the 3rd best year for sales volume
and in the top 10 for number of
transactions.
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While values have risen across the
entire metro area, not all increases have
been equal. Clark County continues to
show large value gains and vintage
urban apartments rebounded from a dip
in 2016.

While value increases may vary from
submarket to submarket, there are
virtually no areas that show flat or
decreasing values. The Co-Star figures
show a 5.45% median cap rate for
2017, which is flat from 2016. This
would suggest little change in values if
the net income were flat. However,
income and net income have been
increasing.

Apartment Sales Volume: If only
compared against 2016, then 2017
appears to be a disappointing year.
Apartment sales volume from 2017 was
44% below 2016 and the number of
transactions were down 27% from
2016. During 2017, there were around
192 transactions, which represented
around $1.70 billion in apartment sales.
While sales volume and transactions
were off from the previous year, 2017

Portland remains on the radar of
institutional buyers. At the same time,
Portland has managed to maintain some
of it's “cool factor”. ULl ranked Portland
No. 3 for Overall Real Estate Prospects,
Forbes’ 2017 list of Best Places for
Business and Careers listed Portland at
No. 1., and US News & Word Report
ranked Portland as the 6th best place to
live in the US.

FORECAST FOR 2018

With apartment construction boosted by
IZ, completions in 2018 and 2019 will
likely hit their peak this cycle. The impact
of the new units will be seen in the market
in the year ahead. Our thoughts are as
follows:

Economy: The metro area job growth in

2017 was robust and exceeded
expectations from expert forecasts.
Transportation, business services,

hospitality, education/health and
government have shown strong job gains
over the past 12 months. For the fifth year
in a row, Portland had the highest national
percentage of inbound moves according
to United Van Lines. The moves to Oregon
were driven by jobs (49% of in-bound
moves) and proximity to family (24% of in-
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jobs here in the Portland metropolitan area
in 2018, and 25,500 new jobs in 2019.
However, with a tightening labor market
and low unemployment, personal income
growth is expected to increase 5-6%
annually in the coming years.

Single Family: The single family housing
market showed little slowing in 2017.
Forecasts call for increased housing starts
in the coming years. As the prime cohort of
renters age, a transition to homeownership
is likely. The Portland metro homeowner-
ship ratio increased since 2016 and will
likely continue. It's important to remember
that a 1.0% increase in home ownership
means 9,000 fewer households are renting!

Apartment Construction: With a push
from 1Z, apartment permits issued surged in
2017, and represents Portland Metro’s
busiest year ever. The City of Portland
reports that there are 1-2 years supply of
pre-IZ apartments in the pipeline. Given the
quantity of pre-IZ apartments that remain,
we expect there will be permits for 12,000
to 18,000 new units in 2018 and 2019.
Information through February 2018, shows
1,550 permits issued, which is 9,300
annualized. Most of the permits will be
issued for projects with pre-1Z entitlements.
Since the implementation of inclusionary
zoning in Portland on February 1, 2017,
applications for new projects plummeted.
Twelve months after the 1Z implementation,
applications have been submitted for
around 1,000 new apartment units in
buildings with 20+ units.

After the pre-lZ projects have been
exhausted, there is uncertainty as to
whether a new batch of 1Z compliant
projects will continue to fill the pipeline.
However, as supply has outpaced demand
in recent years, a slowdown in permit
applications may help the absorption of
recently completed units.

Rising labor costs are a real concern and
some projects are no longer penciling out. A
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3/18 Sale—$112,963 Unit
27 Unit Griffin Court Apartments
15301-15353 SE Division St, Portland
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increased vacancies
will eventually lead to

developer recently reported that between
2014 and 2018, the budgeted cost for
labor and materials increased from $156
to $220 per Sq. Ft. for similar projects.

Due to rising land costs, increased
regulation and costs in Portland, and rising
vacancies in the urban area, we expect to
see more suburban apartment construc-
tion. In the coming years This will include
East Multhomah County, Washington
County, and Clark County.

Apartment Vacancies and Rental
Income: In recent years, high vacancies
were limited to areas seeing the most
construction. Now, increased vacancies are
being experienced across the metro area.
Expect a further increase in vacancy rates,
especially urban units, where construction
has been most active. Most surveys agree
that vacancies rates are currently between
4% and 5%, depending on how new units
are accounted for.

Permits were issued for over 10,000 units
in 2017, and historical Portland metro area
demand is around 4,500 to 5,500 units.
The current new supply is outpacing
demand. The current levels of supply are

11/17 Sale- $161,184/Unit
76 Unit Hallwood Apartments
7535 SW Hall Blvd, Beaverton

more  reasonably
priced units, though this transition does not
occur overnight.

Concessions will continue to be prevalent
until full occupancy is achieved at new units.
Concessions will also continue their spread
to seasoned units, especially units that
compete with the lower end of the range for
new apartments.

We expected 2018 to be another year of
transition to a market more in balance,
especially in the urban core. Many owners
and managers seem content with re-renting a
unit at a similar rate, assuming it was at
market. We expect apartment income will be
up by 1% to 4%. By the end of 2018, we
expect the market to be in balance across the
metro area, with some submarkets seeing a
shift in power to the renters, especially at the
high end.

Apartment Values: Apartment values
showed an another strong increase in 2017.
With a strong economy, there is continued
optimism for 2018. Given the rate of value
increases in recent years coupled with
increased vacancies, modest rent increases,
and increasing interest rates, we expect
slower value overall increases. Through early
April 2018, there have been 53 sales and
values are flat compared to 2017.

The Federal Reserve raised interest rates
three times during 2017. Experts are
expecting three increases in 2018 given the
strong fundamentals in the US economy. We
expect increasing interest rates will resultin a
flattening out of apartment values in 2018.

Apartment Sales Volume: In 2017,
Portland saw continued interest from

institutional buyers, which accounted for over
65% of the sales volume, but only 10% of the
transactions. Portland continues to have
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superior yields compared to other west
coast cites. In 2018, we expect to see
$1.80 billion to $2.20 billion in
apartment sales, and 175 to 225
apartment sale transactions. Additional
regulation and the continued possibility of
rent control in the City of Portland, has
done little to deter investors. Unless rent
control is enacted, we expect continued
investor interest.

Risks: Since 2014, the Portland
apartment market has faced some
hurdles, though the overall adverse

impact has been limited. Despite the
limited impact, some risk remains.

Risks—Currently Occurring
e Interest rates are increasing

e Apartment construction is at record
levels and completions should peak
in 2018 & 2019

e  Increasing home ownership and
home construction

e  Some tenant protections have been
made permanent

e A shift in the political climate &
political power

e Aging cohort of prime renters that
will slowly move toward home
ownership

e  Rapidly rising construction costs
e  Shortage of affordable housing

Risks—Potential

e  Slowdown in local population growth
e  Slowdown in local job growth

e  Rent Control
L]

Macroeconomic events (recession,
oil, trade wars, China)

Portland losing its “cool” factor
e  Overall capitalization rate increases
e  (Continued increase in expenses

CONCLUSION: 2017 was yet another
very strong year for the Portland
apartment market. Apartment values hit
record highs, vacancies were reasonable,
though approached long term averages,
and rents increased. However, there are
some clear indications that risks remain.

During 2018, we expect continued
increases in interest rates, increases in
apartment vacancies up to 5.5%, a
slowdown in rental increases, and
flattening income. Up to this point, these
indicators have had a minimal, if any
impact on value. In 2018 apartment
values are expected to stabilize as we
return to a more normal market.
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