EXECUTIVE INSIGHTS

Why the 2023 Australian Residential Building and
Construction Outlook Isn't All Bad News

With interest rates increasing rapidly throughout 2022 and 2023, it's hard to open a
newspaper without reading about the challenges facing the Australian construction sector.
Recently, Porter Davis Homes was another established name in home construction to

collapse, leaving around 1,700 homes in various stages of construction.

The traditional volume home builder model has been challenged over the past few years -
volume builders sell houses on fixed price contracts and ordinarily deliver the homes
within several months. Over the past few years, heightened demand for homes driven

by government stimulus has coincided with supply chain disruptions, labour shortages
and escalating inflation, which has resulted in builders taking longer to deliver completed
homes and having to absorb significant price escalations while revenue (from fixed priced

contracts signed 12+ months earlier) has remained static.

This got us thinking about whether it's all bad news, or if there are reasons to have some

optimism in today's challenging market.

Victoria is a disproportionately large market for detached home construction, and
downturns in home construction activity are therefore more impactful in Victoria

Victoria is home to around 25% of the Australian population, but its high rate of
population growth and the expanding footprint of Melbourne and its surrounds support a

much higher proportion of Australia’'s detached residential construction activity.

Victoria accounted for almost a third of all detached homes commenced from March 2022
to December 2022, consistent with building activity across states over the preceding five

years (see Figure 1).
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Figure 1
Proportion of detached construction activity by state
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As a result, the Victorian sector has been more impacted by a downturn in construction of
detached homes than have other states. HomeBuilder grants were also not evenly spread
across Australia, with Western Australia attracting 16% of all grants despite only being

home to 11% of Australia's population.

Headline falls in activity versus 2021-22 are significant — but detached approvals
and commencements have returned to 2019 levels

With rising interest rates and construction costs, it's not uncommon to see headlines
about construction activity falling by 50% versus 2021-22. This is true, but it is not the
whole story (see Figure 2). In New South Wales, Victoria and Queensland, approvals and
commencements for detached homes (as leading indicators of construction activity) are
almost exactly back in line with 2019 levels.
Figure 2
Quarterly house* commencements and approvals by state

(Q1FY2015 - Q2 FY2023)
Thousands of houses

16
— Victoria Approvals
12 ~ Victoria Commencements
New South Wales Approvals
81 — New South Wales
Commencements
4 -
— Queensland Approvals
— Queensland Commencements
O T T T T T T T T 1

Jan-14  Jan-15 Jan-16  Jan-17 Jan-18 Jan-19  Jan-20 Jan-21 Jan-22  Jan-23

*Refers to residential detached dwellings only i.e., does not include medium- or high-density dwellings such as duplexes,
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Source: Australian Bureau of Statistics
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There is still a large backlog of new homes to be completed that will maintain
activity well into the second half of 2023

With detached approvals and commencements numbers suggesting a return to 2019

activity levels, no doubt there's a tough adjustment coming after a bumper 2020-21.

However, there's still some time to go before the decreases in approvals and
commencements translate into a significant decrease in building activity. The
unprecedented number of approvals and commencements occurring during 2021-22
exceeded the industry's capacity to build, creating a significant backlog in homes to be

completed (see Figure 3).

Figure 3
Dwellings under construction (new houses, all sectors)
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With approximately 100,000 homes under construction as of September 2022 (see
Figure 4) and commencements still running at around 30,000 new homes for the quarter
ending December 2022, there's still some way to go for the industry to complete the
existing backlog. In fact, this backlog is likely to persist well into the second half of 2023,
if not beyond, as the fastest completion rate of detached dwellings demonstrated by the

Australian construction industry was only 35,000 in December 1994 quarter.

Proportionately, the backlog is particularly large in Western Australia.
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Figure 4
Detached dwellings under construction as a multiple of
5-year average quarterly commencements, by state
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Australia; SA = South Australia; TAS = Tasmania; NT = Northern Territory
Source: Australian Bureau of Statistics
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The long-run fundamentals for Australian construction remain strong — population
growth driven by migration has already returned, and rental vacancies are at

record lows

Australia has one of the highest rates of new home construction per capita in the

world, reflecting its high rate of population growth compared to its developed peers

(see Figure 5). Not only is the rate of home construction high, but an Australian home is
typically larger and more likely to be detached than are houses in other markets — in fact,
Australia builds more detached houses per year than does Germany, a country with three

times the population of Australia.

Figure 5
Australian housing statistics and population growth
Residential Annual .
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This population growth has largely been driven by migration to Australia from other
countries. With the closure of Australia’'s borders for much of the COVID-19 pandemic
through 2020-21, Australian population growth stalled. However, migration has already

returned and is at or above pre-COVID-19 levels.

With such strong population growth, Australian construction can remain at subdued
levels for only so long. Amongst the developed nations set out in Figure 5 above, only New
Zealand has fewer homes per capita than Australia. This dynamic is currently playing out in

Australia with rental vacancies at historic lows.

Hopefully Australia will avoid a repeat of the 30% decrease in detached
commencements seen during the 1990-91 recession

Before COVID-19, Australia had not had a technical recession since 1990-91, avoiding

recession in both the dot-com crash in 2000 and the global financial crisis in 2008-9.

In the absence of more recent economic downturns in Australia, L.E.K. Consulting
has found that many of our clients are interested in understanding what the 1990-91

experience would look like if repeated in the current context.

Numbers of detached housing commencements in FY1989 were similar to the
commencements in FY2022, with both around 130,000 p.a. (FY2021 was a higher

peak: 140,000 commencements). The 1990-91 recession resulted in detached housing
commencements falling from a peak of ¢.130,000 p.a. in FY1989 to ¢.90,000 p.a. in FY1991.

A similar fall if replicated today would result in ¢.96,000 houses commenced in FY2023 and
recovery starting during FY2024.

Fortunately, the decline in commencements to date is less significant than was observed in

the early '90s, and we benefit from unemployment at ¢.3.5% running near historical lows.

With strong investment into infrastructure and multi-residential becoming
increasingly important, there is a good deal of construction activity occurring
beyond detached housing

Detached housing is an important part of the Australian construction market, but there's
plenty of other activity going on (see Figure 6). Residential construction — both detached
and other residential/multi-residential (apartments) — typically accounts for about 30% of
the value of construction done in Australia, but the infrastructure boom can clearly be seen

in the high levels of other construction activity occurring in recent years.
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Figure 6
Value of construction work done in Australia
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There's also reason to think that strong activity will be coming in multi-residential
construction. While multi-residential construction was muted during COVID-19, there has
been a long-term trend towards increasing apartment construction (see Figure 7) — but
whether the return of strong migration will drive construction of apartments in the face of
rising interest rates remains to be seen.
Figure 7
Commencements by dwelling type (5-year average)
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Conclusions

Early indicators and daily news headlines are clearly showing that the outlook for detached
housing construction is deteriorating, and commencements are expected to drop from

the peak observed in 2021. The situation is particularly severe in Victoria due to its relative
over-exposure to detached housing. However, despite the poor outlook, several factors will
limit the depth of the downturn.

First, more houses are needed in Australia given the current level of rental vacancies and
the rate of net overseas migration. This is particularly true in Australia given that housing
stock per capita is already at internationally low levels, leaving limited room to increase the

efficiency of our housing stock.

Second, detached housing is only one segment in the Australia construction market. Australia
is going through a structural shift towards multi-residential construction and has a strong
pipeline of work in non-residential building and construction which will buffer the pain for

suppliers and tradespeople.

To learn more about market factors and key themes in building materials & construction in 2023 and beyond,
please contact Alastair Phillips, Antonia Morris, George Woods or Steph Newey at strategy@lek.com.
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