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5. Supply Analysis

5a. Existing and Proposed Supply

There is a substantial amount of new supply planned for both the general Durham area and
the Downtown Durham area (Figure 20). There are 3,957 new Class A apartment units
planned for construction (2013 onward) in Durham. As of 2012-2013, Durham has 3,373
existing Class A apartment units. The new amount of Class A supply for the general Durham
area is 1.17x greater than the already existing Class A supply for the general Durham area.

There are 2,114 new Class A apartment units planned for construction in Downtown
Durham (subject property’s submarket and location). As of 2012-2013, Downtown Durham
has 1,782 existing Class A apartment units. The new amount of Class A supply for Downtown
Durham is 1.19x greater than the already existing Class A supply for Downtown Durham.

This substantial amount of new supply may be a cause of worry. The Durham area and
specifically the Downtown Durham area may be overbuilt by the time the subject property is
completed. Also, most of the new housing supply is coming from the Downtown Durham
submarket. Downtown Durham’s submarket will make up 53.42% of Durham’s planned supply.
The amount of new supply will be significantly greater than the existing supply in this subject
property’s neighborhood. It's possible that new supply will be greater than new demand, which
will put downward pressure on rents. This may hurt the project’s financial assumptions and
feasibility.

***Calculations
Multiples for Durham Area

(3957 New Class A units/ 3373 Existing Class A units) = 1.17

Multiples for Downtown Durham

(2114 New Class A units/ 1782 Existing Class A units) = 1.19

Downtown Durham’s Share of New Durham Supply

(2114 New Downtown Durham Class A Units/ 3957 New Class A units) = 53.42%
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Sb. Unit Mix

The subject property’s unit mix is more consistent with the new supply than it is with existing
supply. This subject property’s unit mix should be compared with the new and old supply’s unit
mix (Figure 21). This subject property will be directly competing with the new properties that
will also come on-line in the future. Since the subject property has a unit mix that’s relatively
more similar to the new properties’, then this subject property will have to work harder in
differentiating itself (ie. Marketing itself). If the market demands the new supply’s unit mix, then
buyers will consider this new property since it is comparable to the other desirable apartments
and fits their needs. If this property has different unit mixes from the other new properties, then
this subject property may be more differentiated. But if it's too far off from what the market
wants (and what the other new apartments are offering), then this could hurt the demand for
this subject property.

Figure 21
Research Triangle
Existing Supply B Iew Supply B Exizting & Mew Supply
Subject Property Class & Classes ABC Class & Classes 4BC Class & Claszes 4BC
Murnber Murnber Murnber Murnber Nurnber Murnber Nurnber
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Downtown Durham
Existing Supply b Mew Supply b Existing & Mew Supply
Subject Property Clazs A Clazzes ABC Clazz & Clazzes ABC Clazz & Clazzes ABC
Murnber Murnber Murnber Murnber Murnber Murnber Murnber
of Units Percent of Units Percent  of Units Percent  of Units Percent  of Units  Percent  of Units Percent  of Linits Percent
Studios 45 4 25 1 T4 i 488 27 623 2954 513 45 77 5%
1Bedrooms 137 B3 1009 [ &7 5296 [ 3%% Fill} 40 907 425 1723 485 6.203 392
2 Bedrooms 68 225 723 415 7282 | 53% 574 324 [=E]) 2954 1297 654 791 503
3 Bedroorns 5 2% il T 1.044 8 18 152 18 15 39 15 1.062 7 New Supply E xisting Suppy
4 Bedroors 0 14 4 i 4 i 0 0% 1] i 4 i 4 i Class & Class &
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You also want to compare both new supply (including subject property) and old supply to see
where the market is headed. It's useful to see if existing building patterns are maintained into
the future (ie. unit mixes). Currently, there isn’t a large amount of Class A studios in the
Triangle, Durham or Downtown Durham markets. This subject property and new properties will
add a substantial amount of new Class A studios to these markets. This shows that new
supply is starting to emphasize studios. New supply has reduced its mix of Class A 1 and 2
bedroom apartments (although still sizeable) to make room for more Class A studio
apartments. Compared to the new Class A studio mix in the Research Triangle and Durham,
new Downtown Durham supply is adopting this tilt the most with a studio unit mix of 27%. By
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adding substantial amounts of new Class A studios, this subject property and new supply run
the risking of overbuilding the inventory of studios on the Class A market.

This property should be primarily compared to other Class A supply, but it should also be
compared to Class B & C supply depending on the state of the economy. The higher paid
professionals in this subject property’s target market would prefer apartment buildings that are
high quality and offer lifestyle amenities. During economic good times, the target market would
spend more of its disposable income and would primarily consider Class A apartments. During
economic bad times (layoffs and salary freezes), the target market may try to save on money.
As a result, this target market would consider more affordable Class B and C apartments in
addition to Class A apartments.

It makes a difference whether our spatial unit is the Research Triangle, Durham or Downtown
Durham. Just because a broader market is doing well doesn’t mean that its submarkets are
doing well (and vice versa). The addition of certain unit mixes can also vary by how broadly or
narrowly you define the market. For example, certain markets can be more overbuilt than
others. Specifically, the addition of Class A studio apartments will vary by the scale of the
market. Out of the three markets, new Class A studio apartments will have their largest
appearance in Downtown Durham’s new supply (27%), second largest in Durham’s (25%) and
third largest in the Research Triangle’s (19%). This shows that Downtown Durham’s new
supply is adopting this trend of adding more studios more intensively than Durham and the
Triangle Area. This could mean that Downtown Durham’s supply of studios could be overbuilt
relative to Durham’s and the Triangle’s supply of studios.

To see if this proposed building is consistent with the market depends on how you define the
market. With regards to studio apartments, this building is the most consistent with Downtown
Durham'’s existing and new Class A supply market. This proposed building has a studio mix of
14% while Downtown Durham also has a 14% studio mix. Durham’s existing and new Class A
supply market comes in a close second where it has a 13% studio mix.

With regards to 1 bedroom units, our subject property is inconsistent with every Class A
market (both existing and new supply markets). Our subject property has the largest mix of 1
Bedrooms at 63%. Our subject property and these markets disagree because our property
says that 1 bedrooms will be more popular than what these markets say. Our subject property
is very inconsistent with the Research Triangle’s existing supply Class A market. Our subject
property’s studio mix (14%) is significantly greater than the Triangle’s existing studio mix (1%).
Our subject property’s 1 Bedroom mix (63%) is also larger than Triangle’s (45%) (Durham’s 1
Bedroom Mix Existing Supply Class A- 53%, Downtown Durham’s 1 Bedroom Mix Existing
Supply Class A-57%). Finally, our subject property’s 2 bedroom mix (22%) is significantly
smaller than the Triangle’s respective 2 bedroom mix (44%). (Durham’s 2 Bedroom Mix
Existing Supply Class A- 41%, Downtown Durham’s 2 Bedroom Mix Existing Supply Class A-
41%).

The developer is tilting towards one bedroom apartments. One bedroom apartments make up
the largest mix (63%) out of his property. Based on this subject property’s target market of

27



Kupono Liu e kI733 e Feasibility Analysis Part | e Spring 2017

young medical professionals and urban professionals, this strategy seems appropriate. The
young medical professionals who work at Duke Medical Center would appreciate this building.
It's close to work and it offers a lot of 1-bedroom apartments that fit their individual space
needs. The urban professionals who work in the Research Triangle Park would appreciate this
building’s access to bus lines. They are most likely starting out in their careers, and they need
a small but sizeable space to start out with.

5¢. Market Share

Our project’s market share depends on how you define the market. Our project has its largest
market share in Downtown Durham’s New Supply Class A Market at 14.9% (Figure 21; page
26). Our property also has an 8% market share in Durham’s New Supply Class A Market and
2.3% in the Research Triangle’s New Supply Class A Market. Since this subject property is
adding new space (while other new space is also coming online) to each of the Research
Triangle’s, Durham’s and Downtown Durham’s Existing Supply Class A Markets, it should
increase these markets’ respective vacancy rates.

In comparison to the other Durham submarkets, Downtown Durham has the highest vacancy
at 5.7% (Figure 22). If the developer pursues this project now when a large amount of new
Class A supply is coming online, he will only increase this vacancy rate even more in the
future. This large amount of future supply may overshadow future demand. This will put
downward pressure on future market rents. The developer should pursue this project on a later
date when there is less competition.

Figure 22 (Durham Submarket Vacancies from “CoStar (Supply Calc) Worksheet”)

Vacancy

Class City Submarket Cluster Rate%
A Durham Downtown Durham 5.7
A Durham  East Durham 2.7
A Durham  South Durham 2.3

5d. Validating the Developer’s Cash Flow Assumptions

The developer’s rent per unit is larger than both the existing and proposed Class A apartments
for Durham. It is outside of the ballpark for both existing and proposed Class A apartments
(Figure 23). The subject property’s rent per unit is closest to the market with regards to studios.
Each of the subject property’s studios have a rent of $1,250 per unit. This is slightly outside the
ballpark because it is a little bit larger than the existing apartments’ rent of $1,200 per studio
unit. The project will have difficulty being rented up because this subject property has
relatively more expensive rents (above market). Thus, it will face tough competition from
cheaper comparable Class A apartments. Also, there is an influx of new supply into the
Durham market, and this possible excess supply will put downward pressure on future rents.

Depending on the apartment unit, this subject property’s units are both comparable and not
comparable to existing and proposed Class A Durham apartments. The subject property’s
studios and 2 bedroom apartments are comparable to the existing and proposed apartments’.
The square footage of the subject property’s studios (630 SF) is within the proposed
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apartment’s (621 SF) and existing apartment’s (639 SF) respective square footage. Also, the
square footage of the subject property’s 2 bedroom apartments (1,121 SF) is within the
proposed apartment’s (1,102 SF) and existing apartment’s (1,176 SF) square footage. The
subject property’s 3 bedroom apartments (1,528 SF) are not comparable and are instead

Figure 23 (Developer’s Cash Flow Assumptions)

Validating the Developer's Assumptions

Proposed Rent

Class A {Durham)
Subject Property Existing Apts  Proposed Apts
Mumber Proposed Asking Rent Asking Rent

of Units  Rent per Unit per Unit per Unit
Studios 45 $1,250 $1,200 $1,082
1 Bedrooms 197 $1,485 $978 $1,119
2 Bedrooms 68 52,145 $1,352 $1,397
3 Bedrooms 5 $2,725 $1,789 $1,546
Total Units Y315

Proposed Size Per Unit

Class A {(Durham)
Subject Property Existing Apts  Proposed Apts
Mumber Square Feet  Square Feet Square Feet

of Units per Unit per Unit per Unit
Studios 45 630 639 621
1 Bedrooms 197 753 823 821
2 Bedrooms 68 1,121 1,176 1,102
3 Bedrooms 5 1,528 1,411 1,430
Growth Rate in Rent

Class A {Durham)
Subject Property Existing Apts  Proposed Apts

Rent Growth Rate [ 200% [ 245% |

Estimated Vacancy Upon Stabilization

Class A {Durham)
Subject Property Existing Apts  Proposed Apts
Vacancy [ 538% [ 270% |

larger than the existing (1411 SF) and proposed (1430 SF) 3 bedroom Class A apartments in
Durham. It’s a cause for concern that the subject property’s one bedroom apartments
(753 SF) are smaller than the existing (823 SF) and the other proposed (821 SF) one
bedroom apartments. This subject property is tilting towards 1 bedroom apartments (197 out
of 315 units), but it is offering them at an above market rate ($1,485/ month) with less square
footage than other 1 bedroom apartments in the market. Ultimately, this will hurt in renting
up the subject property. Potential renters can find comparable existing and prospective
Class A 1 bedroom apartments with more space for a cheaper rate. The size of this subject
property’s studios and 2 bedrooms make this property comparable to other properties. This
property’s larger 3 bedroom apartments may be an extra selling point in renting up the
building. However, these three other apartment units won’t have much power in renting up the
subject property. The property’s studios, 2 bedroom and 3 bedroom apartments are vastly
outnumbered by the property’s undersized and overpriced one bedroom apartments—which
renters would find unappealing.

The developer’s assumed growth rate (2%) is lower than the historical yearly growth rate for
Class A apartments in the north Durham area (2.45%). The developer’s assumed growth rate
should be lower because he is charging more expensive rents (above market) than the existing
apartments are charging. This makes the subject property less price competitive, and as a
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result, its rental rates will grow slower than the other apartment’s will. The significant addition
of new supply in north Durham may be greater than new demand. This will put downward
pressure on future apartment rents. As a result, this will cause the subject property’s future
rental growth rates to slow down.

The developer’s projected vacancy (5.36%) is within reason. Since the subject property’s rents
for each of its apartment units (studios, 1 BR, 2BR and 3BR) are relatively higher and above
market (existing and proposed), the developer should have a harder time renting up his
building. It's known that higher (lower) rents will lead to higher (lower) vacancies. As a result,
the developer’s higher rents (above market and existing apartment rents) will give his building
a vacancy that is above the existing apartment’s vacancy (2.70%).

5e. Additions to Supply

From 1980 to 2001, single family and multi-family permits co-moved together (Figure 24).

From 2002 to 2012, single family and multi-family permits for Durham are inversely related.
From 2002 to 2005, multi-family building permits decreased and then went bust in 2005.
During this same time period, single family permits showed continued growth from the 90s and
peaked in 2005. From 2005 to 2010, multi-family permits fluctuated around 500 annual building
permits. During this same time period, single family housing went from its 2005 peak and went
bust around 2009/2010. From 2010 to 2012, there was a dramatic boom in multi-family
permits. Single family permits have leveled off and there is only stabilized single-family building
activity.

The most recent trend in multi-family permits hurts this proposed project. A dramatic
increase in the number of multi-family permits shows that there is a large future addition to
multi-family supply in Durham. This may mean that the Durham apartment market may be
overbuilt by the time this subject property is completed. This will create more competition for
this subject property, and the excess supply will create downward pressure on future rents.
This subject property will have trouble competing since it has above market rents.

Figure 24 (Single Family and Multi-family Building Permits for Durham, NC)

Single Family and Multi-family Building Permits for Durham, NC

2000

s

1000

Number of Building Permits
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5f. Alternative to Apartments: Single Family Houses

We are interested in looking at single-family detached home trends even though we're
developing multi-family properties because these two property types are substitutes (Figure
25) (Appendix 5F). For example, if single family housing prices are increasing and become
unaffordable, then there will be increased demand for apartments since they’re cheaper. From
2008 to 2011, single-family detached home prices for Durham-Chapel Hill and Raleigh
decreased dramatically going from the upper confidence limit to the lower confidence limit of
housing prices (bottoming out). With this dramatic decrease in price, potential home buyers
who could afford upfront housing costs treated single-family homes and apartments as
substitutes. If the upfront housing cost was now the same as a month’s worth of apartment
rent, then the homebuyer would choose to buy the house because he could get some equity
appreciation eventually. If the monthly apartment rent was still cheaper than the upfront
housing costs, the homebuyer would choose the apartment because it was cheaper.

The most recent trend (ending in 2012/ beginning of 2013) shows that single-family housing’s
standardized unexpected price is increasing for both Durham-Chapel Hill and Raleigh. This
shows that single-family home property values for both Durham-Chapel Hill and Raleigh are
increasing quickly at a similar rate. For these potential buyers that can afford the upfront
housing costs, they may strongly consider purchasing single family detached homes at this
time. They should make this purchase decision sooner rather than later (while they can still
afford the upfront housing costs). These homes are now relatively affordable and their property
values will increase. If this trend continues into the future (past 2013), then single-family
housing may become unaffordable and people can’t afford the upfront housing costs. As a
result, they would rather opt to rent apartments in the future because they would be cheaper.

Figure 25 (Single Family and Multi-family Building Permits for Durham, NC)

Standardized Unexpected Price Trends for Single Family Housing in
Durham-Chapel Hill and Raleigh, NC
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