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FINANCIAL INSTITUTIONS

Banks — US

Survey of US banks' commercial real estate
finds rollover, credit and monitoring risks

Summary

Asset risk is rising in commercial real estate (CRE) portfolios, increasing the likelihood of
credit losses for US banks, which provide over 50% of US CRE debt financing. Sharply higher
interest rates along with pandemic-driven structural shifts in demand have increased cap
rates for some CRE property types, especially office. This has stressed the debt-servicing
capacity of sponsors as CRE valuations decline. At the same time, strained banking conditions
have caused many banks to tighten underwriting, limiting CRE lending activity.

To more fully assess CRE risks, in June we surveyed 55 rated US banks on their CRE loan
portfolios. The survey results indicate material differences in banks' CRE loan maturity
profiles and their office exposures; a greater share of fixed-rate CRE loans at some banks than
we anticipated; and greater ease or difficulty at some banks with providing relevant portfolio-
wide CRE loan risk metrics, such as loan-to-value (LTV) and debt-service coverage ratios
(DSCRs). Key findings include:

» Banks face challenges with a significant share of CRE loans maturing over the next
18 months. For the median US bank surveyed, CRE maturities through 2024 equal about
46% of Moody's-adjusted tangible common equity (TCE), a material exposure.

» Exposures to higher risk office and construction loans are material. These two
property types account for 26% and 30% of TCE, respectively, for the median surveyed
bank, and are the types most likely to drive credit losses in a downturn.

» Some loans have weak debt service coverage. The median bank surveyed has 13.5%
of TCE exposed to CRE loans with a DSCR below 1.0x. These CRE loans are to properties
generating insufficient cash flow to pay their current debt obligations.

» High LTV loans may not have enough cushion to shield banks from losses. For the
median survey respondent, CRE loans with LTVs above 70% were 23% of TCE.

» A high proportion of fixed-rate CRE loans adds to banks' asset-liability
management (ALM) challenges. About 33% of CRE loans are fixed rate for the median
surveyed bank, contributing to some banks' ALM challenges, particularly because CRE
lending is not a business that brings low-cost core deposit relationships to the bank.

» Some banks' portfolio management may not be sufficiently robust. Differences in
banks' CRE portfolio management capabilities may prove a differentiator in identifying
and managing emerging risks.
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Risks captured in the survey are more pronounced for the most CRE-concentrated banks — especially those with significant CRE growth
or high exposure to construction, office or land development loans — and were a consideration in our 7 August rating actions on US
banks.

Survey results show varied sources of CRE risk for US banks

In June we launched a survey of rated US banks' CRE exposures, and by late July received and analyzed CRE survey responses from 55
of these banks. Banks were asked to provide the most current data they had on the CRE loan portfolio on a range of metrics that we
discuss in this report. Some banks provided data as of year-end 2022; others provided data as of Q1 or Q2 2023.

Banks face significant challenges to refinance CRE loans over the next 18 months

The survey results indicate that some US banks have a material amount of CRE loans maturing in the next 18 months, equivalent to
46% of TCE for the median respondent (Exhibit 1), with some banks materially above this level. As these loans mature, they will be
subject to refinancing at tighter underwriting standards and higher interest rates. Borrowers may therefore have difficulty refinancing
or obtaining new loans. Lenders have become more cautious and selective in extending credit, which can make it more challenging for
borrowers to secure favorable loan terms or even obtain financing at all. New CRE loan origination activity is limited as banks focus on
managing their existing CRE credit risk exposure.

Borrowers with maturing distressed loans may face further challenges and financial strains. In particular, loans may undergo a valuation
reset, possibly resulting in lower net equity that requires borrowers to inject additional capital into the property to reduce leverage.
When faced with this choice, CRE borrowers may decide to bring additional equity to the table or to default and surrender the property
to the bank lender.

Exhibit 1
Some banks' CRE loans maturing before the end of 2024 are material relative to capital
Median surveyed US bank has 46% of TCE exposed to CRE loans maturing in the next 18 months
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Source: Moody's 2023 CRE survey of rated US banks, Moody's Investors Service

In the Q2 Senior Loan Officer Opinion Survey, nearly all banks active in CRE lending reported that their underwriting standards were
tighter than their historical midpoint (2005 to today). Looking ahead, when asked about expectations for underwriting standards in the
second half of 2023, a considerable number of banks report expecting to continue tightening standards for CRE loans: 52% of nonfarm,
nonresidential CRE lenders, 54% of construction lenders and 43% of multifamily lenders. The lenders cited both the economic outlook
and more challenging banking conditions as relevant factors.

We expect banks are actively managing upcoming maturities by working with borrowers to identify where restructuring or workout of
problem loans may be necessary. The 29 June 2023 federal banking regulators' interagency final Policy Statement on Prudent CRE Loan

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the issuer/deal page on https://ratings.moodys.com for the
most updated credit rating action information and rating history.
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Accommodations and Workouts underscores that bank regulators believe prudent risk-management practices for handling potential
problem CRE loans include loan accommaodations, such as both short- and long-term modifications, as well as workout arrangements.

Exposures to higher risk office and construction loans are material

Our survey showed that for the median US bank respondent CRE office loans account for 26% of TCE and construction loans 30% of
TCE (Exhibit 2). We view these sectors as the most risky CRE property types, which could drive outsized losses for banks. The median
bank has over half of TCE in these two CRE loan types. Cyclical trends such as unemployment, consumer and business behavior, and
interest rates affect all CRE loan types, but office loans also face unique structural shifts and construction has been most vulnerable to
losses in downturns because it is not generating cash flow.

Exhibit 2
US banks have large exposure to office and construction loans relative to TCE
Surveyed banks have medians of 26% and 30% of TCE exposed to office loans and construction loans, respectively
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Source: Moody's 2023 CRE survey of rated US banks, Moody's Investors Service

For office CRE, the structural shift to increased work-from-home (WFH) and hybrid work arrangements is weighing on occupancy rates,
causing revenue to drop and default risk to rise. WFH arrangements have weighed on office occupancy since early 2020, and more
recently have affected office market fundamentals. Excess office space is reducing market leasing rates and CRE cash flow, which has
reduced borrowers' ability to pay down their office loans. It has also increased average vacancy rates to record levels. Vacancy rates
nationally sat at 17.8% at the end of the first quarter of 2023, about 5% above pre-COVID levels, and are set to rise. We estimate that
if lease payments were received only on occupied space at prevailing market prices, and based on recent national office employment
levels, the revenue generated would be about 10% below where it would have been previously. This mark-to-market revenue decrease
will filter into lower property incomes as WFH allows companies to shed space they occupied before the pandemic. Revenue will
remain particularly stressed in markets with large concentrations in industries with high levels of hybrid work, such as technology, and
those with difficult commutes.

For construction CRE, there has historically been a strong correlation between high construction concentrations and US bank failures
during economic downturns. As Exhibit 3 shows, construction and land loans have produced material credit losses during previous
recessions, with net charge-offs peaking significantly higher than for other CRE loan types. This is because construction loans are not
backed by income-producing properties and because reduced demand for new space results in much slower takeup after construction is
complete. Further, new projects are prone to unexpected delays and cost overruns.
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Exhibit 3
Rate spike and recession may signal higher CRE charge-offs ahead
US bank CRE net charge-offs % average gross loans, Q11990 - Q12023
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Source: FDIC - Quarterly Loan Portfolio Performance Indicators, Moody's Investors Service

Some CRE loans have weak debt service coverage

Our survey suggests that respondents have a median of 13.5% of TCE exposed to CRE loans with a DSCR below 1.0x (Exhibit 4).

This indicates that the properties securing these loans are generating insufficient cash flow to cover their current debt obligations,
suggesting they may be under financial stress. Debt service coverage is an important underwriting criterion. Generally, a DSCR of

at least 1.25x is favorable, though this may vary depending on the type of property or other underwriting factors that mitigate or
exacerbate credit risk. With the rise in interest rates, DSCRs are increasingly serving as early warning signals for properties under stress
and limit refinancing options within the existing capital structure. Additionally, though interest rate hedges have shielded borrowers
from the spike in debt service costs, loans due to mature over the next two years will refinance at substantially increased interest rates
that will eat into DSCRs.

Exhibit 4
Loans with a DSCR coverage below 1.0x are at elevated default risk
The median surveyed bank has 13.5% of TCE exposed to CRE loans with a DSCR of below 1.0x
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Source: Moody's 2023 CRE survey of rated US banks, Moody's Investors Service

High LTV loans may not have enough cushion to shield banks from losses

Our survey indicates that for the median bank respondent CRE loans with LTVs higher than 70% equal 23% of TCE (Exhibit 5).
Properties with high LTVs have lower equity cushions to shield bank lenders from losses and are therefore at a higher risk of credit
deterioration, especially when cap rates increase. Borrowers with properties that exceed 70% LTV may be required to reduce their loan
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balance when they refinance. Borrowers are increasingly being asked to infuse additional equity into the capital structure to satisfy
underwriting standards.

Exhibit 5
Banks with a significant proportion of CRE LTVs above 70% have limited loss-absorbing capacity and may experience credit deterioration

Surveyed banks have a median of 23% of TCE exposure to CRE loans with a LTV above 70%
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Source: Moody's 2023 CRE survey of rated US banks, Moody's Investors Service

Importantly, the LTV measures provided by banks include some stale data that do not fully reflect the recent decline in CRE valuations.
Many bank respondents provided data using valuations from either the time of loan origination or more recently if the loan had
undergone an updated appraisal because of specific credit events, such as covenant breaches or refinancing. This suggests that the
median bank's exposure to high-LTV loans is likely understated.

A high proportion of fixed-rate CRE loans adds to some banks' ALM challenges

Our survey found that roughly one-third of the median bank respondent’s CRE loans are fixed rate (Exhibit 6), which for some banks
adds to ongoing ALM challenges from higher interest rates. Given reduced origination activity, we expect that the majority of banks'
fixed-rate CRE loans are at lower rates than today's interest rates. This depresses the economic value of these fixed-rate loans and can
reduce profitability because of net interest margin compression, since the associated funding costs have likely risen and CRE loans do

not generate core deposits.

Exhibit 6
A higher share of fixed-rate CRE loans will pressure a bank's profitability and funding
The median surveyed bank has about one third of its CRE portfolio in fixed-rate loans
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ALM challenges may be exacerbated for CRE-concentrated banks because CRE loans are often brokered, making them fairly
transactional in nature. CRE has weaker deposit relationships than other commercial lending businesses, resulting in lower core deposit
volumes. Furthermore, weaker bank funding conditions coincide with proposed Basel Ill endgame regulatory rules that could impose
higher risk weighs on large banks for certain CRE loans. These two factors are making banks even more selective with customers as
relationship-level return-on-capital hurdles continue to rise.

These considerations, combined with tighter underwriting standards in light of asset quality concerns, have reduced credit availability in
the sector. Weaker bank funding conditions create a negative feedback loop. More limited refinancing options for borrowers drive credit
risk higher, which then further reduces loan demand.

Though a higher proportion of fixed-rate CRE loans in the portfolio may pressure a lender’s profitability, it can also support the lender’s
asset quality since borrowers’ debt-service costs remain fixed for the life of the loans. Fixed-rate borrowers would be more exposed to
payment shocks when the loan matures or the interest rate resets, but for loans with longer maturities lenders may be shielded from
this risk for some time, though this would be at the expense of a longer profitability drag.

CRE loan portfolio management and monitoring may not be sufficiently robust

Banks have made meaningful progress in credit and concentration risk management since the 2007-08 financial crisis, when many
small regional and community banks faced outsized losses from poorly managed CRE concentrations. However, our survey suggests
that rated US banks' portfolio data analytics are not universally robust, timely and accessible. We observed differences in banks'
capabilities and, in some cases, deficiencies in the timeliness and availability of certain key data points, including LTVs, DSCRs, debt
yield and rate type.

In our view, banks that can perform portfolio level analysis on a regular or ad hoc basis will tend to have superior credit and
concentration risk-monitoring and stress-testing capabilities. Banks' ability to analyze their entire portfolio allows for a more
comprehensive assessment of credit risk and enhances proactive risk management. This is particularly important since asset quality
shocks can manifest in various and unforeseen situations, as with the current pandemic-related stress in the office CRE sector.

CRE concentration has always been an important risk for US banks

US banks hold about half of the total US CRE debt outstanding, and smaller banks are both more CRE-concentrated as a percentage of
TCE and have been doing significantly more late-cycle CRE lending than the largest banks, which have been more disciplined in their
CRE lending since the start of the COVID-19 pandemic. Concentration in CRE lending, especially construction lending, has been the
source of several regional and community bank failures.

We rate 29 US regional and community banks that had CRE loan concentrations above 200% of TCE as of 30 June 2023, a
consideration in our assessment of their overall asset risk and a credit negative rating driver.

We expect deterioration in the asset quality of banks' CRE portfolios. The median allowance coverage for these banks was 113% as
of 30 June 2023. More than half, 16 of the 29, increased their allowance coverage in the quarter, indicating a similar expectation of
increasing credit costs (Exhibit 7).
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Exhibit 7
Many banks have maintained and grown allowance coverage to actively provision for upcoming stresses within their loan portfolio
Commercial real estate / Moody's tangible common equity (left-axis) vs. allowance for loans losses to gross loans as of Q2 2023 (right-axis)
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The color of the diamonds on the chart indicates the direction of quarter-over-quarter (Q2 2023 versus Q1 2023) growth within each company's allowance coverage. Red indicates a
decline in coverage, green indicates growth in coverage and white means that coverage has remained flat.
Source: Company fillings, Moody's Investors Service
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