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Current Headlines — Taking a Deeper Dive

Recently there has been a spate of headlines about household finances and the impact of commercial real estate on the banking sector.

We aim to put some of these into proper context.

BY MARK G. ROBERTS

Everyone from members of the media to market
participants has been keeping a watchful eye on the U.S.
economy, trying to decipher if a recession is imminent or
avoidable. Recent negative headlines regarding household
finances, bank loan activity, and the primary sectors of
commercial real estate paint a bearish picture and might
create concern for some investors. But the headlines are
often alarmist, and the data used to support them can
lack proper context or a balanced perspective. Digging

deeper into the data reveals that there’s more to the story.

There are three types of lies:

lies, dammned lies, and statistics.
«K»

MARK TWAIN

KEY HIGHLIGHTS

Houschold debt has grown to record levels, but
household assets have grown, too — and debt as a
percentage of assets has fallen.

Across all households, debt as a share of total assets is
significantly lower compared to history.

Given the strength of the fundamentals in apartments,
industrial, and even retail, one can discount the risks in
these sectors as implied in the headlines.

The office market is challenged in certain buildings and
locations. Yet even assuming a worst-case scenario of
building values declining -50%, it implies loan losses of
only 0.5% of banks’ total assets.

In the aggregate, the banking sector appears reasonably
well capitalized and commercial real estate risks seem
concentrated in certain regions and across certain classes
of buildings in the office market.
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Household Debt

Money Watch recently shared the following statistic about the record-setting level of houschold debt:

Americans continue to pile up credit card debt, edging close to $1 trillion. .. Counting
all housebold debts, Americans owe a record $17 trillion, the data shows.
K »

CBS NEWS, MONEY WATCH | MAY 15, 2023

As Exhibit 1 indicates, both statements are true, but they lack context. With a growing population employing more people and a
greater number of houscholds each year, debt balances should continue to reach record highs every year absent a recession.

Importantly, that’s only one side of the household ledger. Missing in the headline: What was the growth in assets?

EXHIBIT 1
Total Household Debt and Credit Card Balances, 1Q 2023'
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Over the last 22 years, total household assets have grown an average of 5.5%, totaling nearly $159 trillion at the end of 1Q 2023
(Exhibir 2). This is far greater than household debt of $18.3 willion, which grew at 4.5% annually. With household assets
growing faster than houschold debt, debt as a percentage of assets has fallen. It was 14.4% in 2001. It rose to a worrisome amount
of 19.6% amid the Global Financial Crisis in 2009 but has since fallen to 11.5%.
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EXHIBIT 2
Household Debt and Assets and Debt-to-Assets Ratio, 1Q 2023>
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One might also read about “record household debt” and draw a conclusion that household finances are in bad shape. The reality

is very different. Households took advantage of low interest rates over the last decade and refinanced their debt, which not only

reduced their debt service costs but also increased their savings. For example, household financial obligations as a share of

disposable income fell from a peak of 18% in 2007 and currently stands at 14.4% (Exhibit 3).

EXHIBIT 3
Household Savings & Payments3
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As for savings, households were building back their savings even before the COVID-19 stimulus packages. At the start of the GFC
in 2008, households had a little more than $500 billion in savings. That amount tripled to a little more than $1.5 trillion by year-
end 2019, it doubled again to more than $3 trillion during COVID-19, and it has since fallen back to $2.4 trillion.

Some might argue that total household savings grew because the number of households grew. That’s partially true, as the number

of households grew 0.8% annually from 2008 to 2021 and total savings increased 11.5% per year. Still, savings per household
increased 10.6% per year. Even excluding the “COVID-19” years, savings per household grew 8.8% per year.

Household Debt-to-Assets Across Households & Credit

While debt-to-assets of all houscholds combined is near a 20-year low at 11.5%, that figure skews the distribution. Using data
from the Federal Reserve, we can break out household debt and assets and determine that, across all households, debt as a share of
total asscts is significantly lower compared to history.

As seen in Exhibit 4, the debt-to-assets ratio of the bottom 50% of households in the U.S. reached a peak of 95% in 2Q 2011 but
it declined to 59% by the end of 1Q 2023. Since 2011, household assets for the bottom 50% increased 6% per year while their

household debt grew at a slower pace of 1.8% per year. As a result, the net worth for the bottom 50% of households increased
from $280 billion to over $4 trillion.

EXHIBIT 4
Distribution of Household Debt as a Percent of Household Assets Across Households®
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Finally, as household net worth increased, household creditworthiness has increased as well. So, while “Americans continue to pile
up credit card debt,” credit card companies continue to increase credit limits, which recently reached $4.5 trillion (Exhibit 5).
However, households are not tapping their credit lines to the extent they did leading up to the GFC and credit card usage has

fallen from more than 27% to 22% of total credit card limits.

EXHIBIT 5
Credit Card Balances & Limits’
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Real Estate Market Conditions and Banking Sector Risks

During the first quarter of this year, a lack of liquidity amongst a few regional banks took center stage over inflation. Since then,
some attention has shifted away from depositor withdrawals to the commercial real estate loans that banks hold and the risks
those may represent. A couple of headlines from the Financial Times and NPR underscore the sentiment in some parts of the

media:

U.S. lenders warned that commercial property is ‘next shoe to drop.’
€¢I

FINANCIAL TIMES | MAY 8, 2023

All these empty offices pose a threat to the economy. An unraveling of the office sector spells
troubles. .. for banks who are owed an estimated $1.2 trillion in outstanding office loan debt...

€

NPR | MAY 16, 2023
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As the pandemic unfolded, there was a tsunami of tenant demand for apartments and warehouse space. With supply-chain issues
and low unemployment, developers struggled to deliver the supply needed to meet this surge of demand. Conversely, because

office and retail tenant demand was weak, developers held back on new construction of office and retail buildings.

EXHIBIT 6
Occupancy Rates by Major Property Sector: 1Q 2023 vs. Average of 1Q 2013 — 1Q 2023°
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Given the strength of the fundamentals in apartments, industrial, and even retail, one may be able to discount the risks in these
sectors as implied in the headlines. Occupancy rates for apartments, industrial, and retail buildings were near or above their
trailing 10-year average at the end of 1Q 2023 per CoStar (Exhibit 6). Of the largest 34 apartment markets, the occupancy rate
ranged from a low of 90% in Nashville to a high of 97.6% in New York. Given the current level of occupancy, one should expect

rent growth to range from a low of -2% for the weakest markets to 6.5% for the stronger markets.

The industrial market continues to defy expectations. Nationally, occupancy rates are 1.2% higher than the trailing 10-year
average and range from a low of 92.8% in San Francisco to a high of 98.1% in Miami. Except for two markets — Denver and San
Francisco — the largest markets are posting occupancy rates that are higher than their long-term average. As a result, one could

expect rents are likely to grow at least 3% to 4% if not more over the next year.

Since COVID-19 subsided, shoppers and tenants have returned to the stores. Nationally, retail occupancy rates were 95.8% at
the end of 1Q 2023, which was 0.7% higher than the 10-year average of 95.1%. Across the 34 largest retail markets, occupancy
rates ranged from a low of 94.5% in San Francisco to a high of 97.8% in Raleigh.

SMU Crow
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Unmasking the Office Sector

Working from home has unsurprisingly taken its toll on the office market. And, more recently, some have suggested the risks in

the office sector are concentrated in Class B and Class C assets versus Class A office assets. Quoting a recent article from CNBC’:

Higher vacancies mean some buildings are worth less ... that’s especially true for older, so-
called Class B buildings that are losing out to newer buildings as tenants renew leases.

<€ »

CNBC | APRIL 9, 2023

At the end of 1Q 2023, CoStar reported the national occupancy rate was 87.2%, or 2.1% lower than the long-term average of
89.3%. Delving deeper though, and perhaps counterintuitively, Class B and Class C buildings seem to have higher occupancy
rates than Class A buildings. At the end of 1Q 2023, Class A occupancy rates nationally were 82.2% versus Class B at 88.2% or
Class C at 95%. Occupancy rates for Class B buildings trailed its trailing 10-year average by only 1% while Class C buildings had
an occupancy rate that was 1% higher than its 10-year average. In contrast, Class A occupancy rates were about 4% below their

10-year average.

EXHIBIT 7
Office Occupancy Rates for Class A, B & C Buildings: 1Q 2003 — 1Q 2023®
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Also, the trend continued across markets with Class B occupancy rates exceeding Class A occupancy rates (Exhibit 8) except for
San Jose, where Class A occupancy rates exceed Class B. This analysis calls into question the conventional wisdom that Class A
buildings are performing better than other classes of buildings. It’s beyond the scope of this article, but admittedly, the credit
quality and performance of Class A could be better than class B, which could support more stable values in Class A versus Class B

buildings.
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EXHIBIT 8
Office Occupancy Rates Class A vs Class B Buildings by City, 1Q 2023’
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For example, tenant demand growth for Class A buildings has been higher, averaging 1.5% per year over the last 20 years,
compared to all sectors combined, which grew 0.8% per year. The top-tier subset of Class A space that CoStar refers to as “Five
Star” buildings and comprises 6% of office space in the U.S. has seen even greater tenant demand growth, averaging 4.1% over
the last 20 years. Nevertheless, the office market is under pressure, but closer inspection reveals the market is bifurcated and there

may be risks in certain markets and opportunities in others.

Namely, recent headlines have described distressed sales of a few office buildings in New York and San Francisco. These are two
of the largest office markets in the U.S. with arguably some of the weakest office fundamentals. Using CoStar’s inventory and
market value per square foot data, the value of the office market as of 1Q 2023 in New York was $637 billion and $139 billion in

San Francisco.

Over the last 10 years, the occupancy rate for all classes of buildings in New York averaged 90.7% and varied from the average in
any given year by 1.5%. At the end of 1Q 2023, the occupancy rate equaled 87%. While that doesn’t seem low, the difference

between the current occupancy rate and its long-term average varies 2.4 times more than what is normal.!’
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EXHIBIT 9
Office Market Size by Market in $Billions vs. Current Occupancy and Variation in Occupancy’
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While the size of San Francisco office market is only 20% of the size of the New York office market, San Francisco’s fundamentals
are weaker than New York’s. The current occupancy rate is only 82.7% and well below its 10-year average of 91.4% and 2.5
times more than what is normal. As a result, rents in both markets could fall by an average of -8% to -10% or more per year until

tenant demand improves and the occupancy rate increases.

Other markets that exhibit similar weaknesses are Los Angeles, Orange County, Washington D.C., and Austin. In the case of
Dallas, Houston, and Atlanta, these markets typically post a lower long-term average occupancy rate. Thus, the current
occupancy rate varies less in these markets compared to the others mentioned. In contrast, the office markets in Florida, Phoenix,

and San Diego are currently on better footing and posting occupancy rates closer to their longer-term average.

Returning to the question of the banking sector and the risk of commercial real estate loans, this analysis highlights the
concentration and bifurcation across the U.S. and why many regional banks may fare better than others. To add a finer point, the
six weakest markets noted accounted for 40% of the market value of the cities shown in Exhibit 9. But let’s consider a worst-case

scenario for the banking sector.

At the end of April 2023, banks held $1.7 trillion of non-farm non-residential loans as assets on their balance sheet, which
represented 7.4% of their $23 trillion in total assets.!> Of this amount, banks held roughly $700 billion in office and downtown

retail loans, as reported in the Federal Reserve’s Financial Stability Report.!?

SMU CrOwW
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Let’s assume these loans had a 60% loan-to-value ratio at origination and assume a worst-case scenario that those buildings have
lost 50% of their value. By way of comparison, office building values declined -34% during the GFC.!* Even still, if office
building values declined -50%, it implies banks could be exposed to loan losses of $115 billion or less. That amount represents

0.50% of assets and would lower the Tier 1 ratio by a fractional amount from their current level of 14.5%.1>

Looking at the subset of smaller banks,'¢ they held $620 billion in commercial real estate loans against assets of $14.2 trillion.
Applying the same assumptions, these smaller banks could be exposed to about $100 billion in losses, representing a fractional

amount of 0.70% of their total assets.

To close, there are bound to be certain overleveraged and underutilized assets, which will encounter challenges and may provide
some headline risk. In the aggregate, the banking sector appears reasonably well capitalized and commercial real estate risks seem
concentrated in certain regions and across certain classes of buildings in the office market. And while the office sector poses

challenges, the other major property sectors seem to pose less of a risk.

Fortunately, houschold balance sheets are in great shape, the U.S. has low unemployment, and the economy has seen stable
employment growth. Despite the rapid rise in interest rates, we have a growing economy with higher employment and less new
construction. Taken together, this underpins fundamentals in the real estate market. So, while the headlines around real estate
may drive some investors away and result in less liquidity, these dynamics could lead to higher risk premiums and better

investment opportunities for overlooked assets in markets and sectors exhibiting stronger fundamentals.
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Disclaimer & Footnotes

Disclaimer

The commentary reflects the thoughts of the author as of June 14, 2023. This information has been provided by Crow Holdings. All material
presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. This is not to be construed as an offer to
buy or sell any financial instruments and should not be relied upon as the sole factor in an investment-making decision. The views and opinions

expressed are those of the author at the time of publication and are subject to change. There is no guarantee that these views will come to pass.

Footnotes

Crow Holdings Research & Strategy using data from Bloomberg and the Flow of Funds data from the Federal Reserve for household debt and
NY Federal Reserve & Equifax for credit card balances, as of 1Q 2023, reflecting the latest data available. Data shown is for the first quarter of
each year.

Crow Holdings Research & Strategy using data from Bloomberg and the Flow of Funds data from the Federal Reserve for household debt and
assets. Author’s calculation for the debt-to-assets ratio. Data shown for the first quarter of each year as of 1Q 2023 and reflects the latest data
available.

Crow Holdings Research & Strategy using data from the Federal Reserve “FRED” database for Household Financial Obligations as a Percent of
Disposable Personal Income as of 1Q 2023. Household Savings is from the U.S. Bureau of Economic Analysis. The data for household savings is
released annually and the most recent reporting period of 2021 is shown.

Crow Holdings Research & Strategy using data from Bloomberg and the Flow of Funds data from the Federal Reserve, Table B.101.h for
household, assets, liabilities, and net worth. Debt-to-assets ratio calculated by the author using the latest data available, 4Q 2022.

Crow Holdings Research & Strategy using data from NY Federal Reserve & Equifax, “Quarterly Report on Household Debt and Credit”, May
2023. Data shown is for the first quarter of each year. Calculations for credit usage by author and representing the ratio of credit card balances to
credit card limits.

Crow Holdings Research & Strategy using data from CoStar for the U.S., as of 1Q 2023. 10-year average calculations by the author.

“The coming commercial real estate crash that may never happen”, CNBC April 9, 2023.

Crow Holdings Research & Strategy using data from CoStar for the U.S. office market, as of 1Q 2023. Data shown is for the first quarter of each
year.

Crow Holdings Research & Strategy using data from CoStar for the largest U.S. office market, as of 1Q 2023.

Statisticians refer to this as a “z-score.” In the exhibit, it measures the difference between the current occupancy rate and the 10-year average
occupancy rate divided by the variation, or standard deviation, of the occupancy rate over the 10-years from 1Q 2013 — 1Q 2023. Because all
cities have a different long-term average occupancy rate, using a z-score serves to normalize these differences and compare each market equally to
their long-term average occupancy rate.

Crow Holdings Research & Strategy using data from CoStar. The market size was calculated by the author using the current inventory and
market value per square foot as of 1Q 2023. The occupancy rate on the vertical scale is as of 1Q 2023. The variation in occupancy on the
horizontal scale represents the “z-score”. Please see footnote #10 for a description of the “z-score.”

Bloomberg using data from the Federal Reserve, April 26, 2023.

Federal Reserve Board, “Financial Stability Report,” May 2023, page 17.

NCREIF Office Property Appreciation Index. Values peaked at an index level of 170.8 in 1Q2008 and reached a trough of 112.3 in 1Q 2010,
for a total decline of -32.4%.

International Monetary Fund, September 30, 2022.

Smaller banks are those defined as non-Category I banks as described in the Federal Reserve’s Financial Stability Report, May 2023.
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