
The seven largest publicly traded apartment REITs are now paying dividend yields of less than
3.5%. The two largest -- AvalonBay Communities and Equity Residential -- are paying around
3.2%. Essex Property Trust, whose apartment buildings are all in California, is paying barely over
3%, roughly the equivalent of the 10-year U.S. Treasury Note. Historically, REITs have paid one
full percentage point more of yield than the 10-year Note, and that means investors in
apartments could be in for trouble if the yield on the 10-year Note doesn't decline and/or the
apartment landlords don't increase their dividends.
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Recent History of Apartment REITs

Among the different property types in real estate, apartments (sometimes called the ?multifamily"
sector) have done particularly well since the financial crisis. That makes some sense since
homeownership went from the low 60% range to above 68% during the bubble period of 2003-
2007, and the collapsed again to the low 60% range. Families that couldn't stay in homes after the
crisis went back to renting. Also multifamily new development stagnated, and a continued influx of
educated people into big cities with limited apartment stock contributed to increasing rents.

At around the beginning of 2011, companies like AvalonBay Communities and Equity Residential,
the two largest multifamily REITs, and their competitors began raising rents, and haven?t stopped
since. In the early years of the recovery, those rent increases were sometimes more than 6% on a
year-over-year basis. After a dip in the rate of increase in 2013-2014 to the high 3% range, rent
increases moved up to nearly 6% again in late 2015 and 2016.  
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After declining down to 2%, rent growth has picked up for the past few quarters again. But publicly
traded multifamily companies are increasing rent in the 2%-3% range on a year-over-year basis
instead of the 6% range. The pattern for Avalon Bay is similar to those of its competitors. This
declining growth would make it difficult for Avalon Bay to increase its dividend despite its current
comfortable coverage. Avalon Bay pays around $800 million in dividends annually, and generates
around $1.2 billion in funds from operations. That's• a difference of around $300 million But funds
from operations doesn't take long-term property upkeep and improvements into consideration. One
percent of the stated value of the firm's property -- a modest annual upkeep charge -- would be
around $200 million. Some real estate analysts think 2% is a more reasonable annual charge for
upkeep and maintenance. That would be around $400 million or more than Avalon Bay can afford
while paying its current dividend. Perhaps 2% is draconian for annual long-term capital
expenditures, but it seems clear that Avalon Bay doesn't have the ability to pay a dramatically
higher dividend if it doesn't experience more robust rent growth. This is also true for its large
publicly traded competitors. Perhaps they could all boost their dividends by an amount that would
equate to 4% at current stock prices, putting their yields a full percentage point above that of the
10-year Note, but not much more. And if the large public apartment REITs can't boost dividends
significantly at this point, it makes little sense to own them when their yield advantage over a 10-
year U.S Treasury Note is so minimal -- unless you think rates are going back down significantly.


