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Office Real Estate at a Crossroads
“Once a $3 trillion asset class, Q/jﬁces now are pmbably worth $1.8 trillion”

—Barry Sternlicht, CEO Starwood (,fap’iral

“The ofﬁce market has an existential crisis )"ight now.”

— Howard Lutnick, CEO Cantor Fitzgcmld

“I expect additional bank stress and financial losses from weakness in

the commercial real estate market, but do not believe this will pose a
systemic risk to the bankin ¢ system.”

—Janet Yellen, U.S. Secretary of the Treasury

“More 57’7’161” banks Y,UIH llk(’ly CZOSC or 7’71(’7‘g€, Z?Ut []1(’ problcm 1S
ultimately manageable.”

—Jerome Powell, Chairman of the Federal Reserve

So, should | be worried about real estate, the banking sector, and the economy or not? These
quotes illustrate the difficulty that all observers of the financial scene face in divining where
the economy and its key sectors are headed. Even if you can figure out these imponderables,
itis not at all clear what effect they will have on the financial markets, and ultimately,

your portfolio. In the case of commercial real estate, there is general agreement that the
office segment is in for a tough couple of years, but what is not at all clear is what impact
that will have on lenders, investors, capital markets, and the overall economy. | outline

the dimensions of the difficulties facing the office market, the potential impact on various
participants in that sector, and take a brief stab at what it all might mean for the economy.
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While this is indeed a serious issue, my objective is not to be a fear monger but to make us all
aware of one of the major risks that could impact the investment outlook. By the way, there
are always serious risks facing the capital markets, yet we have historically enjoyed very
handsome returns for all but relatively short term time frames.

WHAT'S AILING THE OFFICE SECTOR?

Office vacancy rates are at the highest level since 1979 due to years of overbuilding and
changing work habits that were accelerated by the pandemic. Additionally, the 3.75% rise
in intermediate term interest rates since mid-2020 has changed the economics of office
property ownership resulting in a significant decrease in property values. Let’s consider
these trends individually.

U.S. OFFICE VACANCY RATE
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Note that the national office vacancy rate immediately prior to the onset of the pandemic
was already quite high at 16.8%, and it has since risen to 19.6%. The situation is
particularly acute in Houston, Dallas, and Los Angeles where vacancy rates hover around
25%. San Francisco is even more challenged with a vacancy rate of 35%. While San
Francisco is enjoying the boom in Al related companies, that may be somewhat offset by
other sectors in the Tech world that have eliminated 34,000 positions so far in 2024.

The oversupply of office space can actually be traced to 1981 when changes in the tax
code spurred a surge in office construction as depicted in the following chart. Predictably,
the 1980’s burst was followed by increasing vacancy rates in the late 80’s and early 90’s as
shown above. With high vacancy rates, construction ground to a halt in the mid 1990’s only
to surge again during the Dot-Com bubble. The cyclicality of this industry continued with
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a pullback when the tech bubble popped in the early 2000’s and a more severe decline
during the Great Financial Crisis. Office construction then recovered moderately from the
low in 2012 reaching a peak in the fourth quarter of 2019.

ANNUAL COMPLETIONS OF NEW U.S. OFFICE SPACE
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Note: Data covers the top 50 U.S. metropolitan areas
Source: Moody’s Analytics

In addition to overbuilding, another headwind was the fact that many companies began to
shift to open style office layouts which require less space. So, the supply-demand balance
was not healthy prior to the pandemic and the “work from home” phenomenon has only
exacerbated the trend. Where are we today? Only about 35% of employers require full time
office attendance with the remainder operating on a hybrid structure with 3 days in the
office being the most common model. As a result, 45% of the Fortune 100 have announced
a reduction in their office footprint since 2020 and it is reasonable to expect more to do so
as current leases expire. In order to lure workers back to the office, employers are focusing
their space needs on newer properties with compelling amenities and prime locations.
Consequently, older buildings such as those constructed in the 1980’s boom, are plagued
by a disproportionate share of the vacancies. The cost structure of owning an office
building is largely fixed which means that a 15%-20% vacancy rate with the associated
decrease in revenue may well result in the landlord’s inability to handle debt service
depending upon the amount of leverage employed.
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The other major problem confronting landlords is the rise in interest rates. Many
borrowing costs throughout the economy are based on the yield on the ten year U.S.
Treasury which has risen from .55% in 2020 to 4.2% today. Inasmuch as the value of any
asset is equal to the present value of future cash flows discounted at market interest
rates, that increase in rates has materially decreased the value of all real estate. However,
office properties have been particularly-hard hit due to the high vacancy rate discussed
above. As shown below, commercial property values have fallen 21% on average with
offices experiencing the most severe pain at -35%. This decrease in value is confirmed by
the public markets in that the most widely used index of Office REITs is down 22% over
the past year. Some well-publicized transactions demonstrate the stress in the private
marketplace. The Aon Center in Los Angeles sold for $148 million in 2023, a 45% discount
to the price at which it last changed hands. And, Wells Fargo suffered a $60 million loss on
550 California Street in San Francisco.

GREEN STREET CPPI®: SECTOR-LEVEL INDEXES

Index Change in Commercial Property Values

Value Past Month Past 12 Mos Recent Peak
All Property 121.8 0.3% -9% -21%
Core Sector 121.1 0.5% -9% -24%
Apartment 136.9 1.8% -10% -28%
Industrial 21386 0.0% -1% -16%
Mall 78.1 0.0% 0% -20%
Office 734 0.0% =22% -35%
Strip Retail 108.7 0.0% 6% -18%
Health Care 1205 0.0% -11% -20%
Lodging 1054 0.0% 2% -T%
Manufactured Home Park 2749 0.0% -5% =15%
Net Lease 94.1 0.0% 4% =19%
Self-Storage 2481 0.0% -11% -21%

Given high vacancy rates and rising interest costs, why haven’t we experienced a crisis?
First, a landowner who is able to meet debt service on an in-place mortgage is temporarily
insulated from rising rates and declining values. Second, many lenders have engaged in
what is known as “extend and pretend” which involves reducing the principal balance,
decreasing the interest rate, or extending the maturity of a mortgage in order to forestall
the necessity for a foreclosure. However, lenders are running out of patience suggesting
that the problems in the office sector are likely to come to a head in the next year or so.
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According to the Mortgage Banker Association, 25% of all office property mortgages, or
roughly $125 billion, mature in 2024. (By the way, a total of $930 billion of mortgage loans
on all property types mature in 2024) Let’s evaluate a possible scenario for a fictitious $100
million office building that was financed with a $70 million loan. Commercial mortgages
are typically structured with a principal amortization schedule that is considerably longer
than the maturity of the loan which requires a balloon payment at maturity. So, for the
purposes of this example, let’s assume that the outstanding balance has been reduced
modestly to $65 million. If the value of the property has declined by the national average
of 35%, it is now worth $65 million, which equals the balance due on the mortgage. In
other words, the owner no longer has any equity in the property. In fact, a recent paper
published by the National Bureau of Economic Research (NBER) estimates that 44% of
office loans are currently in a negative equity position. Depending upon the quality and
condition of the building, the location, the vacancy rate, and the financial condition of the
owner, a lender may or may not be willing to refinance the maturing mortgage. Assuming
that financing is available, a lender will likely be comfortable with a 70% loan to value
ratio on the new appraised value of $65 million or $45.5 million. Therefore, the owner
needs to inject $19.5 million to cover the maturing loan, and there may well be further
capital needs including tenant improvements, leasing commissions, and general building
maintenance and upgrades. Even if the owner is able to secure financing, it is likely to
carry an interest rate that is roughly 3% higher than the previous loan which obviously

is financially challenging. And, this comes on top of substantial inflation in insurance,
renovation, and other costs. If the owner is unable or unwilling to meet these capital
requirements, the lender will take control of the asset. In a sign of what may take place as
the year progresses, there were 635 commercial mortgage foreclosures (all property types)
in January, up 17% from the previous month and roughly twice the level of January 2023.

In the scenario discussed above, many participants in commercial real estate will be
affected. A broad index of REIT stocks is down 1.4% over the past year as compared to the
20.8% rise in the broad stock market. Real Estate giant Brookfield defaulted on two office
portfolios over the past year, and many other owners/ investors will be forced to “hand
over the keys” resulting in losses. Losses should be manageable for pension funds and
other institutional investors since they typically have portfolio exposure to real estate of
10% or less and are generally diversified by property type. The greatest pain is likely to be
felt among lenders which raises the question- what kinds of institutions make commercial
mortgage loans and what will be the impact on them?
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COMMERCIAL MORTGAGE LENDERS

The following graphicillustrates the extent to which various types of lenders are exposed

to mortgages on the major property types.

B CMBS M Investor-Driven Private/Other m Government Agency Insurance
I International Bank M National Bank ™ Regional/Local Bank

once [ | EEES
e T
e [

parmenr [ I
Seniors Housing & Care -

o 1 20 30 40 50 60 70 80 90 100

Source: MSCI Real Assets
Percentages are rounded

First, national banks should be relatively insulated from Commercial Real Estate problems
given their modest exposure to this sector (Dark blue bars) as well as the fact that their
capital positions are very strong due to the reforms instituted in the Dodd-Frank period.
Unfortunately, the same thing cannot be said of regional and local banks where real estate

exposure represents 28.7% of assets on average!

In the above chart, note that roughly 35% of all office loans were made by these
institutions (the light green bars) and the percentages are even greater for most of the
other property types which are also experiencing distress as illustrated in the following
graphic. As shown by the black and blue bars, the office category leads the way in current
and potential stress followed by retail where most of the problems are concentrated in

second and third tier malls.

OFFICE LEADS DISTRESSED REAL ESTATE
The amount of troubled office buildings are on the rise with more risks looming
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* Potential distressed properties have delinquent payments, low occupancy, maturing
debt or other looming troubles.
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In an ugly scenario, what might be the impact of this exposure on banks? Some industry
experts project that the default rate on commercial real estate loans (all property types)
could reach 8% to 10% which is consistent with the experience of the Great Financial
Crisis and would result in $80 billion in bank losses. The NBER paper cited above warns
that as many as 300 smaller banks would be at risk of solvency runs in this scenario. One
second order effect could be a decrease in small business lending since regional banks are
typically responsible for about one-third of those loans. Of course, regulators are acutely
aware of this situation and are working with banks that have large exposure to strengthen
reserves, develop contingency plans, and provide access to liquidity as required.
Nevertheless, there will likely be other New York Community Banks which recently
announced $552 million of credit losses attributable primarily to soured commercial real
estate loans. Its stock has declined by 66% since the announcement of its credit problems.
Even some regional banks that are able to survive the crisis may be forced to temporarily
cut or eliminate dividends in order to satisfy regulators and maintain sufficient liquidity.

THE GOOD NEWS

While all of this is sobering, there is indeed support for Janet Yellen and Jerome Powell’s
statement that the situation is “manageable.” Consider the following:

« The value of commercial real estate is only 39% of the market value of the U.S.
stock market which has been on a tear.

« The market value of all REITs is approximately $1.3 trillion which is equal to
only 2.6% of the value of the stock market.

« Similarly, the market value of regional banks is $1.2 trillion or just 2.4% of the
aggregate U.S. stock market.

+ The majority of the stress in the office market is likely to be felt in older,
commodity buildings. There continues to be significant demand for newer
space with modern amenities.

+ Real estate directly and indirectly contributes only about 9% of GDP and office
represents just 15% of the real estate sector. Strength in other parts of the
economy should compensate for any weakness in the office segment.

When combined with the aforementioned efforts of regulators, these points suggest

that a real estate crisis could be painful but not a source of systemic risk. However, there
certainly is plenty of headline risk and the equity market may well respond with increased
volatility from today’s low level.
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Every financial crisis provides opportunities to courageous investors with

available cash, and the current situation will l'ikely be no a’zﬂérenr.

OPPORTUNITY

Every financial crisis provides opportunities to courageous investors with available cash,
and the current situation will likely be no different. As demonstrated by the Aon Center
and 550 California Street sales, buyers may have opportunities to purchase properties
from distressed landlords and banks at deeply discounted prices. In the fictitious
refinancing example discussed above, the owner was forced to inject $19.5 million of
capital in order to avoid foreclosure. A number of institutional funds have been raised by
savvy real estate investors to take advantage of exactly these types of opportunities. Given
that the reckoning in the office market is only just beginning, it may be a little early to
deploy capital in these strategies. However, our Investment Team has already identified an
attractive vehicle for investors for whom anilliquid fund is appropriate and will continue
to look for other opportunities. As Warren Buffett has said, “We simply attempt to be
fearful when others are greedy and to be greedy when others are fearful.”
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Important Notes and Disclosures

This White Paper is being made available for educational
purposes only and should not be used for any other
purpose. Certain information contained herein concerning
economic trends and performance is based on or derived
from information provided by independent third-party
sources. Diversified Trust Company, Inc. believes that the
sources from which such information has been obtained are
reliable; however, it cannot guarantee the accuracy of such
information and has not independently verified the accuracy
or completeness of such information or the assumptions on
which such information is based.

Opinions expressed in these materials are current only as of
the date appearing herein and are subject to change without
notice. The information herein is presented for illustration
and discussion purposes only and is not intended to be, nor
should it be construed as, investment advice or an offer to
sell, or a solicitation of an offer to buy securities of any type
of description. Nothing in these materials is intended to

be tax or legal advice, and clients are urged to consult with
their own legal advisors in this regard.
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