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As the commercial real

estate industry continues to
disambiguate post-pandemic
uncertainties across all
spectra, here are eleven charts
to help investors map out the
months ahead.

As the commercial real estate industry continues to disambiguate
post-pandemic uncertainties across all spectra—political,
economic, supply chain, talent, and so forth—investors find
themselves in another dance between informed prognostication
and everyday guesswork.

On one hand, this is an age-old investment challenge, but on
the other hand, current market conditions signal a cautious
CRE outlook, skewing positive, through the rest of 2024.!
(Extra emphasis on cautious).

Currently favored classes in multifamily, industrial, and even
retail continue their relatively reliable performance at no great
surprise, especially for those tracking adjacent trends in housing
supply, supply chain realignments, and changing consumer
habits—but the shadows of heightened interest rates, flattening
rents, and swelling office vacancies are complicating the
guesswork dance.

GLOBAL FINANCIAL HEALTH

CRE writ large continues to pose a notable risk to global financial
health in 2024.> According to the 2023 Annual Report from the
Financial Stability Oversight Council, “Elevated interest rates,
high costs, weakness in central business district CRE conditions,
and potential structural changes in demand for office space have
heightened concerns about CRE.”? These issues are exacerbated
when we account for the current scale of debt maturities, as well.

For example, as shown in Exhibit 1, roughly $820 billion* of
US commercial property loans are likely to mature in 2024,
according to MSCI Mortgage Debt Intelligence as of March.®
More than 50% of the loans coming due in 2024 were provided
by debt funds and CMBS lenders, who also have the largest
exposure to maturing loans this year.® And farther along the
maturity schedule, MSCI notes that bank lenders are behind
around 45% of the loans coming due between 2025 and 2027.

EXHIBIT 1: LOANS MATURING IN 2024
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Source: MSCI Mortgage Debt Intelligence
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When the risks of a high-cost, high-interest environment are thus
overlaid with the very real trends of maturing loans and expiring
leases, and an overall weakened demand for office space, these
stresses also threaten to spread beyond CRE.

For example, as shown in Exhibit 2, the Trepp CMBS
Delinquency Rate increased by 40 basis points to 5.07% as of
April 2024.7 This nears the 5.35% delinquency rate reached in
September 2021, during the pandemic, and has ultimately been
driven by new large loans missing payments in the office, retail,
and hospitality sectors. And according to Trepp, the delinquency
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EXHIBIT 2: DELINQUENCY RATE TRENDS - FIXED .

VS FLOATING-RATE CRE, their upward trend

TOTAL RATE ~ FIXED RATE is illustrative of broader

issues that extend well
beyond the industry.

Source: Trepp EXHIBIT 3: MARKET PERFORMANCE DURING GREAT
FINANCIAL CRISIS AND CURRENT CYCLE

While delinquencies aren’t the ﬁnal measure of ﬁnaneial health GEC CURRENT CYCLE

in CRE, their upward trend is illustrative of broader issues that

extend well beyond the industry. 2008 2009 2010 2022 2023 2024
S&P (37.0%) 26.5% 15.1% (18.1%)  26.3% ?

REITs (RMS)  (38.0%) 28.6% 28.5% (24.5%) 13.7% ?

TRACKING CONDITIONS US IG CORP

BONDS! (4.9%) 18% 9.0% (15.8%) 8.5% ?
The broader issues of elevated interest rates and higher costs for ;o opr
everything from labor to materials—compounded by structural g yme (77.4%) (64.0%) 180.6%  (18.3%) (55.1%) [

changes in demand within the CRE space—have led regulators
to recommend that investors and institutions “closely monitor”  source: Fasedil Secured; Bloomberg; SN Financial
CRE exposures, track market COI’lditiOﬂS, and review COHtngCHCY ' LUACTRUU Index (Unhedged Bloomberg US Corporate Bonds — Total Return).
planning for a possibly protracted period of delinquencies.® 2 Reflects percent change in volume from prior year.

Tracking such conditions requires a broad view, starting with
comparisons across various investment markets, as shown in
Exhibit 3. During the start of the GFC in 2008, all markets were
down, and US CRE volume was down more than 77%. But by
2010, all markets bounced back, with CRE volume showing
the greatest year-over-year change. In 2022, in the wake of the
pandemic, all markets were down again, and by 2023, most had
bounced back, except for CRE. How the numbers come back
at the end of this calendar year is still a guessing game (or the
hardest part of the dance, for analysts). Meanwhile, volatility
in the equity market is below GFC levels, while bond market
volatility remains high, as shown in Exhibit 4.
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EXHIBIT 4: EQUITY VOLATILITY (VIX INDEX) AND BOND VOLATILITY
(MOVE INDEX), 2018-PRESENT
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TURNING TO VALUATIONS EXHIBIT 5: TOTAL REIT AND PRIVATE REAL ESTATE
RETURNS SINCE Q3 2022

LISTED REITs  PRIVATE REALESTATE DIFFERENCE

With general market volatility as a backdrop, it’s useful to turn to
valuations in commercial real estate, which have seen significant
flux and uncertainty since the pandemic. Typically interpreted

40%

with either skepticism, hope, or naivete, the comparison and . S 328%
contrast between listed and private real trends remains telling. ’
On one hand, listed and private real estate tend to be correlated

over the long term, but on the other hand, according to data from “"" Vdh
NCREIF, Bloomberg, and Cohen & Steers, private real estate .
total returns have declined for six consecutive quarters, while 0%

total returns for listed REITs have risen 14.4%, outperforming
private by nearly 33% (Exhibit 5). 0%
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Whl]e '[Otz’ll returns ICOI‘ llSted REITS Source: NCREIF, Bloomberg, Cohen & Steers; as of March 2024

have risen 14.4%, outperforming

private by nearly 33%.
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The nature of real estate itself supports the general long-term
correlation of returns between listed and private real estate, but
according to analysis from Cohen & Steers (Exhibit 6), there is
an apparently lead-lag relationship between the two types, such
that “correlations between rolling one-year total returns of listed
REITs and private CRE stand at just 16% since 1989.”1°

EXHIBIT 6: CORRELATION OF ROLLING ONE-YEAR
RETURNS FOR LISTED US REITS AND PRIVATE REAL
ESTATE; DECEMBER 1989-DECEMBER 2023

57%
52% 52%
37%

Source: Morningstar, Bloomberg, NCREIF, Cohen & Steers; as of March 2024. Listed US
REITs represented by FTSE Nareit All Equity REITs Index. Private real estate represented
by NCREIF Fund Index—Open-End Diversified Core Equity Index (NFI-ODCE) — Net
Total Returns.

On this note, Nareit suggests that the current valuation gap
between public and private real estate will “likely ensure
continued REIT outperformance into 2024.”" Additionally,
in the past twenty-four years, there have been eight periods
of significant REIT underperformance relative to private real
estate, and only two of these periods coincided with recessions in
the US. However, unlike the pandemic recession, PREA suggests
that whatever recession comes next for the US, it will likely be
“characterized by somewhat overreactive public markets and a
scarcity of private market transactions”—the latter of which is
likely to include a larger distressed portion.'?

WORKSPACE AND URBAN CENTERS

A latent prophecy of distress isn’t far off the mark. A recent
example from the middle of the country serves as a prime
example for the current state of transactions: the AT&T
Center in St. Louis—one of the tallest buildings in the city at
forty-four stories and 1.46 million square feet, was recently
acquired by a Boston-based firm in an April 2024 auction for
$3.6 million." This is less than 2% of the tower’s peak price
of $205 million in 2006, and another price drop from the
building’s last acquisition price of $4.5 million in 2022.

The various market conditions we’ve outlined in the past few
pages, plus the other external economic, demographic, and
political issues faced by cities in the US (and abroad) suggest
that the challenges for commercial real estate, especially in
urban business districts, will get worse before they get better.
As suggested by members of AFIRE’s Future Trends Committee,
we are facing a psychographic shift that continues to devolve the
ways we work and relate to each other in work environments.
This has had dramatic demand effects on how we use space,
especially workspace—as illustrated by the continuous loss of
value, and ongoing change of hands, experienced at the AT&T
Center Tower.

For the past few years, watchers of this psychographic shift
have also been hinting at a resulting wave of office distress in
commercial real estate. While that wave hasn’t yet materialized
(at least, on a tsunami-scale), the May 2024 National Office
Report from CommercialEdge shows that several US markets
are already well-exposed to distress.!

Debt service coverage ratios (DSCRs), which measure net
operating income against current debt obligations, have declined
for offices in recent years, but as interest rates climbed in the
past eighteen months, so too did debt costs for CRE. Cash flows
have fallen, expenses have grown, and vacancies have spiked in
almost every market, as shown in Exhibit 7.
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EXHIBIT 7: OFFICE LISTINGS, VACANCIES, AND SUPPLY PIPELINES

IN TOP 25 US MARKETS

12-MONTH PRICING 12-MONTH VACANCY

MARKET LISTING RATE (PSF) CHANGE VACANCY RATE CHANGE (BPS)
NATIONAL $37.66 -1.50% 18.80% 210
ATLANTA $31.68 3.80% 18.40% -130
AUSTIN $42.25 2.00% 22.40% 30
BAY AREA $52.89 -4.00% 21.10% 400
BOSTON $46.62 9.80% 12.40% 230
CHARLOTTE $31.62 2.90% 15.60% 380
CHICAGO $27.85 -0.20% 19.10% 30
DALLAS $28.56 0.00% 21.10% 390
DENVER $30.08 -1.30% 2390% 390
DETROIT $22.46 4.20% 28.80% 630
HOUSTON $29.38 -2.50% 23.60% 30
LOS ANGELES $41.03 -3.40% 16.50% 210
MANHATTAN $69.72 -5.80% 17.60% 80
MIAMI $49.00 5.20% 13.00% 90
NASHVILLE $30.21 -0.80% 15.80% -190
NEW JERSEY $35.40 4.80% 18.10% 150
ORLANDO $24.84 0.90% 17.10% 160
PHILADELPHIA $31.88 190% 16.00% 280
PHOENIX $27.67 1.20% 17.50% -80
PORTLAND $27.22 -7.40% 16.20% -40
SAN DIEGO $43.00 -9.80% 18.40% 370
SAN FRANCISCO $59.30 -9.30% 2590% 650
SEATTLE $37.02 -6.80% 23.00% 400
TAMPA $28.69 290% 12.40% -360
TWIN CITIES $25.83 -4.20% 18.10% 130
WASHINGTON DC $40.59 0.60% 16.80% 170

Source: CommercialEdge; as of April 2024. Listing rates are full-service and full-service-equivalent rates available. Offices included in the
data are 25,000 square feet or greater. National figures represent an average of the top fifty US markets.

According to CommercialEdge, the national average full-service
equivalent listing rate was $37.66 per square foot in April 2024,
representing a decrease of eight cents from March 2024, and a
decrease of 1.5% from the previous year. The national vacancy
rate (in the top fifty US markets) was 18.8%—an increase of
210 basis points year-over-year.

Meanwhile, approximately 83.7 million square feet of office
(1.2% of stock) is under construction in the US; a shrinkage of
more than 50% in the past eighteen months. And as of April 2024,
only 3.2 million new square feet of space has broken ground in
the US, as supply adjusts to the precipitous drop in demand.

Facing trepidations at the coming wave of
debt maturations (and potential defaults),
some lenders are in “extend and pretend”
mode, leading to few default salves and
disincentivizing sellers to accept discounts.

A NEW VINTAGE

Despite the uncertainty and impossibility of knowing when the
market will reach the bottom, large institutional investors are
making new investments at double digit discounts from pre-2023
highs.!"> Most investors express confidence that in retrospect this
year will be a “good vintage,” but are hampered by their existing
troubled portfolios and generalized fear.!®

Facing trepidations at the coming wave of debt maturations (and
potential defaults), some lenders are in “extend and pretend”
mode, leading to few default salves and disincentivizing sellers
to accept discounts. Buyers, on the other hand, have very little
incentive to buy at (what they consider to be) inflated prices.!”

If there is a conviction already that 2024 is a time for discount
buys, there could be an expansion of investment activity in the
second half, even if the discounts aren’t as high as they “should
be,” given estimated loss in value. Rising financing costs since
the Federal Reserve began instituting rate hikes March 2022
have put “downward pressure” on commercial real estate
values." Movement by the federal reserve to reduce interest
rates in the second half could provide some new momentum.

As such, there is enough information to suggest that 2024 could
be a relatively strong vintage, as shown in Exhibit 8, which
depicts trailing annual appreciation returns for NPI, relative to
the median net internal rate of return for North American funds
in each vintage year as reported by Preqin."”

11
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EXHIBIT 8: SOME OF THE BEST FUND VINTAGES HAVE OCCURRED

WHEN VALUES ARE CORRECTING

MEDIAN NET IRR

Source: NCREIF; Preqin; Hines Research; as of Q4 2023.

AVERAGE OF ALL VINTAGES

WHAT’S NEXT?

Despite its various challenges, the US economy still holds relative
strength. For example, as shown in Exhibit 9, real GDP growth
in the US has outpaced growth in the other G7 countries. And
similarly, inflation is decelerating across these some countries—
albeit at slightly different rates (Exhibit 10).

EXHIBIT 9: REAL GDP RECOVERY IN THE G7
RELATIVE TO PRE PANDEMIC INDEX; 2019 Q4 =100

CANADA  ITALY

GERMANY us

Source: Council of Economic Advisers; Haver; CEA calculations; as of March 8, 2024.
Gray bar indicates recession.

EXHIBIT 10: CORE HICP INFLATION IN THE G7,
YEAR-ON-YEAR, JANUARY 2021-MARCH 2024

UK GERMANY ITALY US

Sources: Council of Economic Advisers; Eurostat, ONS, BLS, Statistics Canada, MEI,
CEA analysis; as of March 20, 2024. All items less energy and unprocessed food;
HICP basis. Year-on-year percent. Euro Area: Core HICIP; UK: CPI ex. Energy and
Unprocessed Food; US: Core R-HICP-U; Canada: CPI ex. Energy, Food Purchased at
Stores, Mortgage Interest Replacement Cost & Property Taxes; Japan: CPI ex. Fresh
Food, Energy, and Imputed Rent.

Of course, GDP and inflation data do not always reflect
consumer sentiment at street level. Inflation in the US remains
a sticky topic, partly because we’re in the midst of a contentious
election year, and the cost of goods is a critical political metric.
The supply-chain snarls that have exacerbated inflationary
pressure the past few years are finally starting to normalize,
and consumer demand in aggregate remains strong—but wage
growth in services is easing, and consumers are becoming
increasingly sensitive to pricing issues.?’

Most immediately, consumers are feeling the pinch at the grocery
stores and the gas pumps, but these affectations in sentiment are
most pertinent in the housing sector—which, at the beginning of
2024, a majority of AFIRE members ranked as the single-most
important issue in US real estate within the next five years.?!
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According to a May 2024
report from Freddie Mac,
“tight inventory coupled with
higher rates resulted in a
stagnant start to the year in
terms of homeownership.”??
The Q1 2024 homeownership
rate of 65.6% was down from
66% in Q12023. Total housing
stock was at 146.4 million
units as of Q1 2024. Renter-
occupied  units  increased
by around one million over
the last year while owner-
occupied units were up around
0.6 million, and vacancy rates
are relatively low—but to
bring both rental and owner
vacancy rates, back in line
with historical averages, the
US would need to add an
additional 1.5 million vacant
for-sale and for-rent homes
(Exhibit 11).%> With the costs
of capital, materials, and
labor still greatly inflated, the
pressure on housing markets
will likely persist.

As stated by the AFIRE
Future Trends Committee—
and echoed by the publisher
and editor of Summit—
investors would do well to
prioritize attention on two
key issues through the rest of
the year: (1) interest rates and
related monetary policy and
(2) the support of fact-based
narratives and  diplomatic,
collaborative leadership across
political, civic, and business
contexts that can rise above
the noise of political and social
polarization.

By separating the signal from
the noise, we can take (some of)
the guesswork out of the dance.
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EXHIBIT 11: TOTAL FOR-SALE AND FOR-RENT VACANT HOUSING IS 1.5 MILLION

UNITS BELOW A BALANCED MARKET

Sources: Freddie Mac; US Census Bureau
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