Commercial Real Estate Lending Headwinds,

the 2024 Regulatory Focus on Credit Risk and

Liquidity, and What Small- and Medium-size
Banks Need to Know.

Industry Analysis from The HalesConnection

Commercial Real Estate Loan Portfolios are under increasing pressure. The
troubled commercial real estate market is facing a record volume of maturing
loans, significantly increasing prospects for a surge in defaults as property owners
are forced to refinance at higher rates. Heightened regulatory focus on credit risk
and liquidity signal the need for preemptive strategies. Here we present a viable
solution for lenders.

Key Takeaways

1. Bank CRE loans totaled $2.972 trillion in January 2024.

2. According to research from Apollo, small banks account for nearly 70% of all CRE loans
outstanding.

3. Nearly 1,900 banks with assets less than $100 billion have CRE loans outstanding greater
than 300% of total capital. That level of 300% may indicate a lender is exposed to
significant risk of CRE concentration, according to the FDIC.

4. CRE loan delinquency rates are increasing monthly and there are substantial CRE loans
maturing in the next two to three years.

5. The CRE sector is likely to face a significant challenge as loans mature at higher rates,
increasing the difficulty of refinancing and adversely impacting debt service coverage.

6. CRE lenders and portfolio managers need to engage third party professional guidance in
order to navigate the headwinds of a potentially stormy horizon.

7. Small- to medium-size banks are the most vulnerable, and the Federal Reserve is willing
to allow weak banks to fail.

What brought us to this point?

The pressure on CRE has been created by a convergence of factors, including a sharp increase in
interest rates, rising costs and reduced operating margins, income pressure, tighter financing
needs and a wall of debt maturing over the next 18 months..The imminent refinancing needs of
CRE owners are another source of stress in the sector, with nearly $1.1 trillion worth of commercial
mortgage loans expected to mature before the end of 2024, according to Goldman Sachs Global
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Investment Research. Given the balloon maturities common in commercial mortgages, many
borrowers will have to refinance their existing loans at higher rates.?

The Fed has hiked interest rates 11 times since January 2022 to curb inflation, making CRE credit
tighter. The collapse of Silicon Valley Bank, Signature Bank and First Republic Bank in March 2023
worsened the crisis. Lenders’ caution is reflected in stringent credit policies, with loans originated
only to those borrowers who have demonstrated strong creditworthiness.

There are substantial CRE loans maturing in the next two to three years. The CRE sector is likely
to face a significant challenge, as, based on current market conditions, low-interest loans mature
at higher rates, increasing the difficulty in refinancing. Increasing defaults at maturity would
affect the weaker CRE assets, depending on asset quality, type and location.?

Where are we now?

Small- and Medium-size Banks:

CRE holdings as a proportion of total risk-based capital above 300% may indicate a lender is
exposed to significant risk of CRE concentration, according to public guidelines from the Federal
Deposit Insurance Corporation (FDIC). In total, nearly 1,900 banks with assets less than $100
billion had CRE loans outstanding greater than 300% of equity, according to Fitch.

Fitch, in a detailed report in December, also said if prices

decline by approximately 40% on average, losses in CRE The Bill is Coming Due on a
portfolios could result in the failure of a moderate number Record Amount of

of predominately smaller banks.3 Commercial Real Estate

Debt. More than $2.2

According to S&P Global, “Regulators have reiterated the trillion in debt is maturing
importance of banks maintaining strong risk management of before 2028, and much of
their CRE portfolios, particularly for institutions with elevated CRE that will have to be
concentrations. The FDIC has also said that it is increasing refinanced at higher rates.

examination staff in anticipation of more "problem banks" and (WSJ 1/16/24)
plans to subject institutions to tougher exams.

We expect stiffer financial conditions will cause credit quality to slip and lead to notably higher charge-
offs in 2024. However, even with net charge-off losses in 2024 expected to roughly triple from 2022
levels, losses and the reserves required to fund them should prove a modest hit to earnings as opposed
to the headwind that would occur during a severe downturn.”*

1 “Commercial Real Estate: Into the Headwinds”, Goldman Sachs Asset Management, June 29, 2023

2 “Commercial Real Estate Lending Trends in 2024”, Acquity Knowledge Partners 2024

3 “Real Estate Pain for US Regional Banks Is Piling Up, Say Investors”, Reuters, February 12. 2024

4 “Liquidity, Commercial Real Estate Under the Microscope at Community Banks” S&P Global Marketplace, February 15, 2024
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According to a January 16, 2024 article in the Wall Street Journal, the troubled commercial real
estate market is facing a record volume of maturing loans, significantly increasing prospects for
a surge in defaults as property owners are forced to refinance at higher rates.

WSJ notes that in 2023, “S541 billion in debt backed by office buildings, hotels, apartments and
other types of commercial real estate came due, the highest amount ever for a single year.
Commercial-debt maturities are expected to continue rising, with more than $2.2 trillion
coming due between now and the end of 2027”.

Compared to home mortgages, commercial loans have much shorter duration and typically end
with a balloon payment for the remaining value of the property. Few owners can afford to pay
off the full value, so refinancing is expected. When lower valuations meet significantly higher
interest rates and more restrictive underwriting standards, “the math isn’t going to work,”
Andrew Metrick, Director of the Yale Program on Financial Stability, warned in a December 23
Yale Insights article. Consequently, significant loan losses can be expected.

Thus far, commercial real estate loans largely continue to perform because they still have very
low interest rates. And the drop in the valuation of the properties appears certain. However, as
these loans become due for refinance, the painful but slow processing of commercial real estate
losses could quickly turn urgent.

In an interview with Scott Pelley on “60 Minutes,” Federal Reserve Chairman Jerome Powell

stated, “There will be certainly — there will be some banks that have to be closed or merged out

of, out of existence because of this. That’ll be smaller banks, | suspect, for the most part. You

know, these are losses ... And result will be losses for the owners and for the lenders, but it

should be manageable.” That sentiment was repeated by Powell in a March 6th message to the

House Financial Services Committee when he predicted that
losses in the commercial real estate market will mostly harm
small- and medium-size banks and cautioned that efforts to
ensure stability will need to persist for many years.>

Powell predicts CRE woes
will hit smaller banks
hardest. You’ve got to

have enough capital,
enough liquidity and a
[JET

During the next three years, $2.2 trillion in commercial real

estate debt — financed at near-zero rates prior to 2022 — will

come due, said Scott Rechler, a director at the New York Fed
and CEO at RXR, a real estate company. “The heart of the
problem lies with smaller banks,” Rechler said, echoing Powell and Treasury Secretary Janet
Yellin. It’s the smaller and regional banks that have heavier concentration, don’t have the
reserves, haven’t really established the reserves and now the regulators are focused on this.”®

5 Nasdaq, “Regionals in Flux: Powell’s Insights & the Small Bank Challenge”, March 4, 2024
6 “Powell predicts CRE woes will hit smaller banks hardest” | Banking Dive, March 7, 2024
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Is your bank sufficiently capitalized?

In 2016, the Financial Accounting Standards Board implemented Current Expected Capital Losses
(CECL), a new accounting standard for how reserves should be established for expected losses
from existing loans. Consider all commercial real estate loans that are approaching the time
when they need to be refinanced. They may have originated at 3% to 4% (or lower) while current
rates are closer to 7% and property values are down significantly. In many cases, the issue will be
how the losses will be divided.

Community banks credit costs will rise notably in 2024
With the newly adopted accounting rule, s et charge-ofts (32)
financial institutions are required to = Pre e eversge prowons fo D ossea e aveiue 04
determine what they believe the
probability is of a loan paying off in the
future, even if it is presently current with ™
its repayment terms. However, to date
financial institutions continue to revise

and refine significant provisioning for ° i - l

losses under CECL. Full and stabilized
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implementation of the new accounting _ .
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* Average of provisions for loan losses/net revenue from 2014-2019. Net revenue is calculated as net interest income plus

recognition Of potential Ioan Iosses. noninterest income minus noninterest expensa.
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Sources: S&P Global Market Intelligence; proprigtary estimatas.
@ 2024 S&P Global.

Powell is willing to allow small, weak banks to fail. This sentiment appears to be a change from
when the Federal Reserve stepped in to assist failing banks in 2023. In addition, the Federal
Reserve Board terminated the Bank Term Funding Program (BTFP), and thus it appears they are
willing to let free markets sort out the banking mess.” All small- and medium-sized banks with
CRE loans on the books must put a plan in place now.

Where to go for help to mitigate or avoid CRE losses.

Gelde

| recently met with John Hancock and Marty Treece, two of the
founders and principals of Gelde Advisors (www.gelde.co). John
is a highly experienced CPA and was a Partner and Financial
Services Group Leader for Moss Adams LLP for nearly 30 years.
Advisors At Moss Adams, he led a group of 135 accounting and consulting
professionals serving more than 500 financial institutions
ranging from de novo to over $20 billion in asset size. Marty, a
former securities broker and investment banker, is a seasoned real estate developer with over
40 years’ experience in residential and commercial real estate investment properties with a
particular skillset in managing complex entitlement and regulatory approval processes.

7 Nasdag, ibid.
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Gelde Advisors is no stranger to helping financial institutions with troubled CRE loans. During our
recent meeting, both John and Marty emphasized that “Gelde assesses the optimal strategy for
each troubled real estate loan before recommending or committing to a course of action. We
assist lenders with distressed borrowers and problem credits, and facilitate the acquisition,
transfer, or workout of troubled real estate secured loans. Our solutions are timely, solutions-
oriented, and cost-effective.”

How Gelde Advisors Helps Resolve Troubled Commercial Real Estate Loans. “Gelde Advisors

was established as an outlet to assist financial institutions reposition loan portfolios primarily
for commercial real estate loans that no longer meet underwriting standards or are moving to
troubled loan status. We do that through the following process:

* We facilitate the disposition and sale of select troubled CRE loans for banks — we do this
subject to a standard NDA and engagement agreement, and do not take an ownership
interest in the specific asset.

* We establish with each lender a targeted “ask” price for loans that they wish to resolve —
following our due diligence, loans are placed on a secure, proprietary platform and undergo
a bidding process among thousands of individual and institutional investors.

*  We vet all bids and present those that are potentially acceptable to the selling financial
institution — typical number of bids have been double digit in prior transactions with generally
three presented for review and acceptance.

* We assist in completion of the sale and transfer of documentation from the financial
institution seller to the investing purchaser.

* We receive no compensation from any party unless the transaction is completed — in this
case, the purchasing party compensates our team but never the selling financial institution.

How Gelde’s Services Help Borrowers. For most borrowers, when a commercial real estate
loan is recognized as troubled or identified as troubled and being considered for refinance,
their options are limited. And alternatives for borrowers may become financially and
operationally risky, if not unrealistic. Often at this time, borrowers need flexibility in terms
and rates that financial institutions cannot offer. Through the Gelde process, borrowers will
benefit from an alternate investor’s more flexible, beneficial loan terms such as interest rate,
maturity and loosening of covenants. New investors are often able to work closely with
borrowers in meeting their needs. Regulators typically don’t afford financial institutions as
much flexibility in working out their troubled commercial real estate loans.

How Gelde’s Services Help Banks. Gelde believes in the old adage that “a credit loss, when first
identified, represents the least loss that will be recognized”. The aging of a troubled loan and
delay in action, can magnify loss potential. Gelde’s services avoid the need for excessive internal
collection costs, staff time, legal expenses, and costs for potential foreclosure or receivership
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procedures that commit the financial institution to long term involvement. The Gelde solution is,
therefore, a timely and cost-effective option in the way a financial institution resolves its
troubled commercial real estate loans.”

Gelde’s expert services include:

e LOAN SALES. The Gelde loan sale services were specifically designed to address the
rapidly changing institution-to-investor loan sales market. Approaching loans as a true
real estate asset, our active, hands-on approach helps achieve higher sales velocity,
transparency, and maximum yield for both single asset and portfolio offerings. Our
investor base consists of more than 75,000 active individuals and organizations across the
country.

e LOAN RESTRUCTURINGS AND WORKOUTS. Gelde assesses the optimal strategy for each
troubled real estate loan before recommending or committing to a course of action. We
assist lenders with distressed borrowers and problem credits, and facilitate the
acquisition, transfer, or workout of troubled real estate secured loans. Our solutions are
timely, solutions-oriented and cost-effective.

e COMPREHENSIVE ASSET VALUATIONS. Gelde provides expert underwriting evaluations
and up-front market value assessments of single assets and large pools of multiple
member real estate loans. We provide current valuations, and the anticipated value that
may be anticipated in a successful resolution.

e INTRODUCTION TO ALL-INCLUSIVE LEGAL SERVICES. Gelde’s industry-leading counsel
connections can introduce all-inclusive services to address our clients' forbearance,
foreclosure, restructure, receivership, deed-in-lieu, and trustee needs. We are just as
pleased to work collaboratively with legal counsel selected or appointed by our clients.

The Next Step. For more information about how Gelde Advisors can help your
community bank weather the CRE headwinds, please contact:

John Hancock W. Martin (Marty) Treece
Principal OR Principal
jhancock@gelde.co mtreece@gelde.co
503.706.7002 503.703.3930

Please visit us at https://www.gelde.co
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