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Introduction

Commercial-property prices are falling, and lenders, investors and especially regulators are fearful of
the impact on the broader financial system. The risks in the system today are not the same as those
seen during other crisis events, however. Making the assumption that all banks will face the same
challenges as in other downturns will lead one down a path to bad decisions.

e Each commercial-property type has unique characteristics and unique forces driving demand, so
painting a broad picture of gloom based on the troubles in the office market would be a mistake.

e Office properties in central business districts (CBD) of the U.S. have experienced the largest
price declines in the current downturn, and particularly those in the six major metros.

e Banks are not the only lenders in the CBD-office markets, with other sources such as investor-
driven lenders representing a substantial but volatile share of financing.

Commercial real estate (CRE) is not well regarded in some regulatory circles. Regulators give the
sector side-eye as long memories put CRE risks dead center for the financial shocks from the
savings-and-loan crisis, Asian financial crisis and other calamities. The memory of what these
shocks did decades ago to the banking sector survives with the regulators, even as the investment
world can sometimes be more concerned with the next quarterly earnings statement. Long
memories can be harmful if one draws the wrong lessons from history.

If one simply focuses on the fact that property prices are falling, one is likely to paint too broad a
picture of doom around CRE and the banking industry. If instead one asks why prices are declining,
the answers vary by property type, with underlying performance characteristics that are different
from those seen in previous downturns. Understanding those drivers can help one see patterns of
where lending problems exist and which banks may and may not face challenges in the current
environment.

Challenges are not the same for all U.S. property types

Yes, commercial-property prices are declining. After hitting a peak in July of 2022, the RCA CPPI US
National All-Property Index fell a cumulative 12% through to January of 2024. As interest rates rose,
so too did financing costs, and potential buyers of property pulled back due to less optimistic
underwriting. As potential buyers retreated, prices fell. Such a decline in prices is obviously not a
sign of market health, but the drop has not hit every property type equally.

Each property type has unique forces driving tenant demand for space, and those forces are moving
in different directions today. Demand for industrial property, for instance, is driven by the need to
manage the flow and storage of goods from point of production to the point of consumption.
Investors have been optimistic around ongoing tenant demand for industrial space; and with that
optimism, asset pricing rose 1% from July of 2022 to January of 2024, despite the shock to
financing costs.
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Exhibit 1: CBD-office pricing more challenged than the U.S. market overall
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Index level July 2022 = 100. Source: January 2024 data release of the RCA CPPI

Exhibit 2: Other major property types have been more resilient than office

Price change to January 2024

Property type From January 2023 From July 2022
Apartment -7.9% -16.3%
Industrial 1.4% 1.0%
Retail -3.6% -8.4%
Office -15.1% -20.2%
Office - CBD -28.9% -39.2%
Office - Suburban -11.9% -16.7%
Hotel -0.7% 1.9%
All-Property Index -4.7% -11.6%

Source: January 2024 data release of the RCA CPPI
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Demand for retail assets is driven by those retailers and service providers who would occupy space
as a way to engage with consumers. There is less investor optimism about this process of matching
with consumers, and for this reason and the financing shocks, retail property prices fell 8% from July
2022 to January 2024. That scale of decline can hurt for the owner of an asset, but with conservative
loan underwriting the lender could survive such a decline.

The office market is facing more fundamental challenges than either industrial or retail. Office
vacancy has risen as remote work reduces tenant demand and long-dated leases expire. With less
income and uncertainty around future income growth, the financing shock that hit commercial
property in 2022 was a double whammy for the office market. Office prices fell 20% from the peak in
July 2022 to January 2024, but it is offices in central business districts (CBD) that are more
problematic: The index for CBD offices fell 39% from July 2022.

The pain felt in the CBD-office market is not seen in other commercial-property markets. And yet this
market is being perceived as symptomatic of all commercial property. Part of this perception is likely
because CBD-office investment was, in the not-so-distant past, the largest component of
institutional-investor portfolios and always grabbing headlines in the business press (usually for
more positive reasons).

Not all banks exposed to CBD-office loans

Just as every commercial-property asset is not feeling the pricing pressure of CBD-office assets, so
too every bank is not facing problems from this segment of the market. CRE-lending markets are
opaque. One can easily go to the call sheets of the Federal Deposit Insurance Corp (FDIC) and look
up the CRE exposure of every bank in the U.S., but only the total exposure. Thanks in part to the
Paperwork Reduction Act, regulators themselves cannot see the relative exposure to, say, the
industrial market versus the office market.

The FDIC call sheets do provide a broad picture of CRE loan exposure for each bank, but we
supplement this information by determining the lenders behind the sales in the MSCI Real Capital
Analytics database. Between that data and our data team collecting information on refinancings, we
can produce insights on each lender at the property-type level.

CBD-office lending was more a story of the big banks historically. Looking at all loan originations
since 2012 when we started tracking this activity comprehensively, it was international banks whose
lending was more exposed to this segment than any other type of bank. Over the 12 years from 2012
to 2023, these globally headquartered banks had 26% of all their loan originations focused on the
CBD-office market, making it the largest segment of CRE financing for these entities.

We define national banks as large, U.S.-headquartered banks with a national presence, and chartered
and supervised by the federal government.? These national banks were exposed to the office

12023 through Q3 2023. Data through Q4 2023 will be released in the March 2024 edition of MSCI's US Capital Trends report.

2 In the MSCI Real Capital Analytics database, most but not all of the U.S. banks participating in the Federal Reserve’s stress tests
(and prior to that, subject to Comprehensive Capital Analysis and Review regulations) would be classified as national banks. For
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market — 30% of their originations since 2012 were tied up in the segment. CBD offices constituted
only 11% of their book of business, however. The industrial market, apartments and retail were more
important for these lenders.

After international and national lenders, the regional/local banks are then all remaining banks.
Typically, these are smaller banks in dispersed areas of the U.S. These lenders put 4% of their
originations since 2012 into CBD offices. Part of the issue here is scale and availability. A small bank
headquartered in, say, Topeka, Kansas, cannot originate loans in the hundreds of millions or even
billions of dollars. These banks also tend to stay in their lanes supporting the industry in their local
communities. There are simply far fewer CBD-office buildings in places like Topeka.

The most problematic loans, however, are going to be those originated in 2021 and 2022 when CBD-
office prices reached the high-water mark. The underlying value loss for the collateral will be sharper
from that peak level and make these loans more caustic for a lender’s balance sheet.

Exhibit 3: Bank story on office lending not as bad as some fear

Property-type composition of loan originations across bank scales 2012-23

International banks National Banks Regional/Local Banks

Apartment 23% 28% 30%
Hotel 12% 8% 11%
Industrial 13% 17% 18%
Office 37% 30% 20%

Office - CBD 26% 11% 4%

Office — Suburban 12% 19% 16%
Retail 13% 13% 18%
Seniors Housing & Care 2% 4% 4%
Total 100% 100% 100%

2023 data through Q3 only. Data as of Feb. 26, 2024. Source: MSCI Mortgage Debt Intelligence

In those peak years for pricing, bank lenders of all scales reduced their originations of loans tied to
CBD-office assets as a share of their total book of business. What had been a 26% share of all
lending by the international banks became a 14% share over 2021 and 2022. These large globally

instance, given its broad range of financial service offerings outside of banking, we classify State Street Corporation, Inc. as an
investor-driven lender. We do not use the list of national banks from the Office of the Comptroller of the Currency.
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headquartered banks were more focused on the apartment and industrial markets than CBD offices
just like many of their large global equity-investment clients.

The national banks pulled back on CBD-office lending to the extent that new loan originations were
just a little bit ahead of their business for hotels and seniors housing and care. The regional/local
banks had the smallest portion of their originations focused on CBD offices.

Banks of all scale did pull back on CBD-office lending as a share of their total book of business in the
peak years, though it does raise a question about who actually was providing financing for these
assets.

Banks are not the only source of CRE finance

Anybody can make a loan on a CRE asset. One does not need to be a bank to become an investor in
CRE debt. In fact, the financing for the sector is far broader, with a variety of lender types competing
for opportunities.

Looking at the composition of all CBD-office lending since 2012, the originators of commercial-
mortgage-backed securities (CMBS) have provided more financing than any other group. These
lenders were behind 27% of all financings on average over this 12-year period. International banks
were the next-largest group, with an average 17% share of the market.

The insurance lenders have been an important part of the financing solution for CBD offices since
2012, but their exposure has been shrinking. Originations by these lenders averaged 16% of the
market for CBD-office loans over the whole history, but what was a 20% share from 2012 to 2016
slipped to a 12% share from 2020 to 2023.

© 2024 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document.
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Exhibit 4: Multiple sources of CBD-office financing are active
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2023 data through Q3 only. Data as of Feb. 26, 2024. Source: MSCI Mortgage Debt Intelligence

The investor-driven lenders, however, have been a growing source of financing for the CBD-office
market over this 12-year period. This category includes debt funds, mortgage REITs and old-line
hard-money lenders, though most of the growth in originations in this period came from the debt
funds. What was an average 9% share of all CBD-office originations from 2012 to 2016 grew to an
average 16% share from 2020 to 2023, surpassing the activity of the insurance companies, which
are more conservative lenders.

There was more volatility around these shares in the period from 2021 through to 2023 than over the
previous nine years. Except for the investor-driven lenders steadily gaining market share over that
previous period due to more aggressive lending by the debt funds, most lenders stayed in their lane
over that time frame and stuck to the same type of assets and locations where they had existing
relationships.

Our preliminary data for 2023 through to the third quarter does suggest that banks of all scale were
more important for CBD-office financing in 2022 and 2023 than in 2021, when the CMBS and
investor-driven lenders dominated the market. Some of this exposure is a market effect, with
improving CBD-office activity in smaller cities.

The problem in CBD-office markets is concentrated

One should not read this analysis and flee from all city centers as if there is a zombie apocalypse
underway. The decline in CBD-office prices is particularly severe in the six major metro areas of the

© 2024 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document.
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U.S.3 Cumulative price declines to January of 2024 from the peak for CBD offices in smaller areas of
the U.S. were 60% of that seen in the dense urban markets of the country.

Office prices in the six major metros hit a peak in April of 2020 just as lockdowns got going. Prices
have not been improving since then, with a cumulative 46% decline in the RCA CPPI for CBD offices
in these locales. These six metro areas — Boston, New York, Washington, D.C., Chicago, San
Francisco and Los Angeles — represent a sizable portion of the U.S. economy. Still, they are not the
entirety of CBD offices nationally.

If one is exposed to CBD offices in cities like Charlotte, Dallas, Atlanta or other locations with more-
dispersed urban footprints, the price declines have not been as intense. CBD-office prices fell at a 2%
year-over-year pace in early 2021 in these smaller markets before spiking up in 2022 amid cheap
financing and investor hunger for yielding assets. Many of these areas did not experience the same
pain around lockdowns as that seen in the dense urban environments, leading to less of a work-
from-home culture and providing more certainty around asset income.

Exhibit 5: CBD-office prices falling from greater heights in the six major U.S. metros
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3 The MSCI Real Capital Analytics database classifies the U.S. in two geographical tiers: six major metros and non-major metros.
Non-major metros refers to all secondary and tertiary markets.
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The RCA CPPI figures are subject to revision, but on a monthly basis, CBD-office prices have been
improving since late in 2023.4 The trends in December 2023 and January 2024 suggest an
annualized 6% pace of price growth for CBD offices in these smaller cities. This sort of growth is
great news when set against the ongoing double-digit declines for CBD-office prices in the six major
metros. It is not as if CBD offices in these smaller markets are getting a free pass from the problems
seen in the depths of the COVID-19 era, however. Price levels in January of 2024 were still 9% lower
than the average level of 2018 and 2019.

The picture is more complicated than the headline figures

CRE is a dirty word in some regulatory circles. Current fears around banks because of commercial
property’s price declines are potentially misplaced. The sector faces a stigma effect from lingering
memories of problems faced in previous downturns. One can only get the true picture on the scope
of the risks by digging into the details of each property type and the exposures faced by each lender
group, not just banks as a whole.

The most severe price declines in the current cycle are for CBD offices in the six major metros of the
U.S. Price changes for other property types and in other cities are far less severe, with some showing
signs of improvement late in 2023 into 2024. Making a conclusion that banks everywhere are in
trouble because of high-profile price declines in big media markets is overstating the challenges
faced today.

Banks themselves were not the only lenders in these markets. CMBS originators have provided
much of the debt to this market and the debt funds have been particularly aggressive over the last
12 years. Yes, the globally headquartered banks were some of the biggest lenders for the most
challenged CBD-office space, but smaller banks face far fewer risks there. Assuming that just
because a bank has CRE exposure on their books ignores the reality of the relationship-driven nature
of the banking business and the differences in urban scale across U.S. cities.

Humans often set their expectations for bad events by looking at the experiences from similar
events in the past. This behavior served us well when we were hunter-gatherers tying to figure out
which plants and animals would kill us. Figuring out financial events today requires more than just
memory of bad events, it requires a deep analysis of the forces driving market challenges.

4 The RCA CPPI, published monthly, is based on repeat-sales transactions. The RCA CPPI incorporates new data received
subsequent to publishing and allows for backward revisions.
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About MSCI

MSCI is a leading provider of critical decision
support tools and services for the global
investment community. With over 50 years of
expertise in research, data and technology, we
power better investment decisions by enabling
clients to understand and analyze key drivers of risk
and return and confidently build more effective
portfolios. We create industry-leading research-
enhanced solutions that clients use to gain insight
into and improve transparency across the
investment process.

To learn more, please visit www.msci.com.

The process for submitting a formal index complaint
can be found on the index regulation page of
MSCI’s website at: https.//www.msci.com/index-

requlation.
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Notice and disclaimer

This document is research for informational purposes only and is intended for institutional professionals with the analytical resources and tools
necessary to interpret any performance information. Nothing herein is intended to promote or recommend any product, tool or service.

This document and all of the information contained in it, including without limitation all text, data, graphs, charts (collectively, the “Information”) is the
property of MSCI Inc. or its subsidiaries (collectively, “MSCI"), or MSCI’s licensors, direct or indirect suppliers or any third party involved in making or
compiling any Information (collectively, with MSCI, the “Information Providers”) and is provided for informational purposes only. The Information may
not be modified, reverse-engineered, reproduced or redisseminated in whole or in part without prior written permission from MSCI. All rights in the
Information are reserved by MSCI and/or its Information Providers.

The Information may not be used to create derivative works or to verify or correct other data or information. For example (but without limitation), the
Information may not be used to create indexes, databases, risk models, analytics, software, or in connection with the issuing, offering, sponsoring,
managing or marketing of any securities, portfolios, financial products or other investment vehicles utilizing or based on, linked to, tracking or otherwise
derived from the Information or any other MSCI data, information, products or services.

The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information. NONE OF THE INFORMATION
PROVIDERS MAKES ANY EXPRESS OR IMPLIED WARRANTIES OR REPRESENTATIONS WITH RESPECT TO THE INFORMATION (OR THE RESULTS TO
BE OBTAINED BY THE USE THEREOF), AND TO THE MAXIMUM EXTENT PERMITTED BY APPLICABLE LAW, EACH INFORMATION PROVIDER EXPRESSLY
DISCLAIMS ALL IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES OF ORIGINALITY, ACCURACY, TIMELINESS,
NON-INFRINGEMENT, COMPLETENESS, MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THE
INFORMATION.

Without limiting any of the foregoing and to the maximum extent permitted by applicable law, in no event shall any Information Provider have any liability
regarding any of the Information for any direct, indirect, special, punitive, consequential (including lost profits) or any other damages even if notified of
the possibility of such damages. The foregoing shall not exclude or limit any liability that may not by applicable law be excluded or limited, including
without limitation (as applicable), any liability for death or personal injury to the extent that such injury results from the negligence or willful default of
itself, its servants, agents or sub-contractors.

Information containing any historical information, data or analysis should not be taken as an indication or guarantee of any future performance, analysis,
forecast or prediction. Past performance does not guarantee future results.

The Information may include “Signals,” defined as quantitative attributes or the product of methods or formulas that describe or are derived from
calculations using historical data. Neither these Signals nor any description of historical data are intended to provide investment advice or a
recommendation to make (or refrain from making) any investment decision or asset allocation and should not be relied upon as such. Signals are
inherently backward-looking because of their use of historical data, and they are not intended to predict the future. The relevance, correlations and
accuracy of Signals frequently will change materially.

The Information should not be relied on and is not a substitute for the skill, judgment and experience of the user, its management, employees, advisors
and/or clients when making investment and other business decisions. All Information is impersonal and not tailored to the needs of any person, entity
or group of persons.

None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), any security, financial product or other investment vehicle or any
trading strategy.

It is not possible to invest directly in an index. Exposure to an asset class or trading strategy or other category represented by an index is only available
through third party investable instruments (if any) based on that index. MSCI does not issue, sponsor, endorse, market, offer, review or otherwise express
any opinion regarding any fund, ETF, derivative or other security, investment, financial product or trading strategy that is based on, linked to or seeks to
provide an investment return related to the performance of any MSCI index (collectively, “Index Linked Investments”). MSCI makes no assurance that
any Index Linked Investments will accurately track index performance or provide positive investment returns. MSCI Inc. is not an investment adviser or
fiduciary and MSCI makes no representation regarding the advisability of investing in any Index Linked Investments.

Index returns do not represent the results of actual trading of investible assets/securities. MSCI maintains and calculates indexes, but does not manage
actual assets. The calculation of indexes and index returns may deviate from the stated methodology. Index returns do not reflect payment of any sales
charges or fees an investor may pay to purchase the securities underlying the index or Index Linked Investments. The imposition of these fees and
charges would cause the performance of an Index Linked Investment to be different than the MSCI index performance.

The Information may contain back tested data. Back-tested performance is not actual performance, but is hypothetical. There are frequently material
differences between back tested performance results and actual results subsequently achieved by any investment strategy.

Constituents of MSCI equity indexes are listed companies, which are included in or excluded from the indexes according to the application of the relevant
index methodologies. Accordingly, constituents in MSCI equity indexes may include MSCI Inc., clients of MSCI or suppliers to MSCI. Inclusion of a
security within an MSCI index is not a recommendation by MSCI to buy, sell, or hold such security, nor is it considered to be investment advice.

Data and information produced by various affiliates of MSCI Inc., including MSCI ESG Research LLC and Barra LLC, may be used in calculating certain
MSClI indexes. More information can be found in the relevant index methodologies on www.msci.com.

MSClI receives compensation in connection with licensing its indexes to third parties. MSCI Inc.’s revenue includes fees based on assets in Index Linked
Investments. Information can be found in MSCI Inc.’s company filings on the Investor Relations section of msci.com.

MSCI ESG Research LLC is a Registered Investment Adviser under the Investment Advisers Act of 1940 and a subsidiary of MSCI Inc. Neither MSCI nor
any of its products or services recommends, endorses, approves or otherwise expresses any opinion regarding any issuer, securities, financial products
or instruments or trading strategies and MSCI’s products or services are not a recommendation to make (or refrain from making) any kind of investment
decision and may not be relied on as such, provided that applicable products or services from MSCI ESG Research may constitute investment advice.
MSCI ESG Research materials, including materials utilized in any MSCI ESG Indexes or other products, have not been submitted to, nor received approval
from, the United States Securities and Exchange Commission or any other regulatory body. MSCI ESG and climate ratings, research and data are produced
by MSCI ESG Research LLC, a subsidiary of MSCI Inc. MSCI ESG Indexes, Analytics and Real Estate are products of MSCI Inc. that utilize information
from MSCI ESG Research LLC. MSCI Indexes are administered by MSCI Limited (UK).

Please note that the issuers mentioned in MSCI ESG Research materials sometimes have commercial relationships with MSCI ESG Research and/or
MSCI Inc. (collectively, “MSCI”) and that these relationships create potential conflicts of interest. In some cases, the issuers or their affiliates purchase
research or other products or services from one or more MSCI affiliates. In other cases, MSCI ESG Research rates financial products such as mutual
funds or ETFs that are managed by MSCI’s clients or their affiliates, or are based on MSCI Inc. Indexes. In addition, constituents in MSCI Inc. equity
indexes include companies that subscribe to MSCI products or services. In some cases, MSCI clients pay fees based in whole or part on the assets they
manage. MSCI ESG Research has taken a number of steps to mitigate potential conflicts of interest and safeguard the integrity and independence of its
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research and ratings. More information about these conflict mitigation measures is available in our Form ADV, available at
https://adviserinfo.sec.gov/firm/summary/169222.

Any use of or access to products, services or information of MSCI requires a license from MSCI. MSCI, Barra, RiskMetrics, IPD and other MSCI brands
and product names are the trademarks, service marks, or registered trademarks of MSCI or its subsidiaries in the United States and other jurisdictions.
The Global Industry Classification Standard (GICS) was developed by and is the exclusive property of MSCI and S&P Global Market Intelligence. “Global
Industry Classification Standard (GICS)” is a service mark of MSCI and S&P Global Market Intelligence.

MIFID2/MIFIR notice: MSCI ESG Research LLC does not distribute or act as an intermediary for financial instruments or structured deposits, nor does it
deal on its own account, provide execution services for others or manage client accounts. No MSCI ESG Research product or service supports, promotes
or is intended to support or promote any such activity. MSCI ESG Research is an independent provider of ESG data.

Privacy notice: For information about how MSCI collects and uses personal data, please refer to our Privacy Notice at https://www.msci.com/privacy-
pledge.
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