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• Further deterioration in the commercial real estate (CRE) sector has
garnered significant recent attention given rapidly rising market interest
rates, low demand, slow/low return to office and few transactions
limiting price discovery.

• Although CRE may pose some manageable earnings risk over the 2024
- 2026 period in our view, we do not expect any meaningful bank
capital deterioration, systemic crisis or the risks of contagion/spread to
other sectors of commercial lending.

Main mitigating factors

1. The main area of risk in urban and suburban office properties and US
bank office exposure appears manageable, representing ~2% of average
total loans at large banks and ~4% small and mid-sized banks. Most
banks have recently increased their allowance for credit losses (reserves)
for office properties to around 8-10% of loans outstanding.

2. CRE has been a key area of focus for bank managements and
regulators for the past couple years. In early 2023, banks started
disclosing additional detail on CRE Office exposure in quarterly earnings
presentations and/or the 10Q’s. Most banks disclose the size of CRE
Office exposure, but detailed stats to assess risk vary dramatically.

3. Bank regulators (including the Federal Reserve Bank) have been focused
on bank’s CRE exposure in recent years — especially office exposure
given concentration and asset quality deterioration. The annual large
bank stress tests (Dodd-Frank Act Stress Test and Comprehensive Capital
Adequacy and Review) include significant write downs of 40% on CRE
exposure in the severely adverse scenario.

4. US banks have been tightening underwriting standards related to CRE
for more than a year. The quarterly Senior Loan Officer Opinion Survey
(SLOOS) has been showing incremental tightening of lending standards
since mid-2022.

5. CRE has a long-dated cycle and losses would likely spread out over
several years. Bank regulators are encouraging US banks to pursue
workouts of relationship-based CRE loans in order to minimize any
macro-economic impact of a sudden write-down in real estate values.

 

This report has been prepared by UBS Financial Services Inc. (UBS FS). Please see important disclaimers and
disclosures at the end of the document.



Market features
Total commercial real estate debt including loans to multifamily housing
properties total ~USD 5.7 trillion including USD 2.1 trillion in multi-family
loans outstanding and USD 3.6 trillion in other CRE debt outstanding.
Banks represent about half of the total CRE exposure, including multifamily
(Fig 1).

Fig. 1 - Total CRE debt outstanding
As of year-end 2023

Source:Federal Reserve, SNL Financial, NAREIT, UBS

We believe it is important to segment bank exposure to CRE loans by asset
size as, large, better capitalized banks are better able to withstand any
potential losses arising from CRE debt. As can be seen in Fig. 2:

• Large banks (USD 250 billion+ in assets) have ~11% of total CRE loan
exposure.

• Banks with assets between USD 100BN-USD 250BN have ~4% of total
CRE loan exposure.

• Mid-sized banks (USD 20 billion to USD 100 billion in assets) have 7.5%
of total CRE loan exposure; and,

• Small banks (USD < 20 billion in assets) have 21.6% of total CRE
exposure.
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Fig. 2 - Bank exposure to CRE loans segmented by asset size
Data as of 3Q 2023

Source: SNL Financial, UBS

Notably, the vast majority of CRE debt held by banks is held by those with
less than USD 20 billion in assets. Accordingly, we believe the greatest risk lies
with these smaller “community” banks and therefore CRE is not a risk to the
overall banking system. The very large banks have only about 11% exposure
to CRE but little in the way of either office or construction & development.
A break down of the CRE loan exposure for the top 95 banks (by assets) can
be found in Fig. 5 below.

Fed’s annual stress tests
The Federal Reserve Bank has been focused on CRE office given higher
interest rates, slower than expected return to office and supply/demand
challenges which could negatively impact property values and lead to
losses.

In its annual assessment of large banks’ capital adequacy, the Fed applies a
severely adverse scenario characterized by a global recession which includes
a 40% impairment of commercial real estate values and a 20% decline
in commercial office, specifically. The Fed further assumed that office
properties were the CRE most at risk of a sustained drop in cash flows
and asset values. Despite these challenge, every bank in 2023 passed the
Comprehensive Capital Analysis and Review and can continue to conduct
operations and pay dividends even under severely adverse conditions.

Office delinquencies are rising
Overall commercial loan delinquency rates at US banks remain below what
we would consider a “normalized” rate; however, CRE delinquencies have
been rising in recent quarters. In fact, the CRE office loan segment has
shown the largest recent increase in delinquencies and banks have been
increasing provisions for credit losses — with some reporting allowance
for credit losses of 8-10% of office exposure. Notably, in their periodic
examinations, bank regulators are closely monitoring underwriting and loan
quality and have recently added a horizontal review focusing on potential
deterioration in CRE.

Commercial real estate is more than office
There appears to be a misunderstanding among the mainstream press and
many non CRE participants that CRE is a lot more than office. We estimate
that the total gross value of US CRE is approximately USD 17.8 trillion,
with office representing some 14.6% or USD 2.6 trillion (Fig. 3). Although

Banks

03



this is a significant figure we believe it is important to recognize there are
many other asset classes within CRE that have significantly better operating
fundamentals.

Fig. 3 - Estimated gross values of US CRE by asset class
As of January 2024 (USD in trillions)

Source: CoStar, NAREIT, JLL, CBRE, Revista, NICMAP, UBS Estimates

What other lending sources might be impacted by the challenges in
the office market?
We estimate that office loans represent approximately 27% of the USD
620bn commercial mortgage-backed securities (CMBS) market. As can be
seen in Fig. 4, CMBS delinquency rate for office loans have increased
substantially recently although they currently remain below prior highs of
10%. In addition, office loans make up 12.9% of the collateralized loan
obligation market where the delinquency rate as of December 2023 was
10.6%.

Fig. 4 - CMBS delinquency rates by property type
January 2008 - January 2024

Source: Trepp, UBS

Banks

04



Fig. 5 - CRE loan exposure for the top 95 US banks segmented by asset size
Data as of 3Q 2023

Source: SNL Financial, UBS
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