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Morningstar Perspective

(nce a thriving cznter for corporations and a suburban retreat for business professionals, Connecticut is experiencing an exodus of
corporations and residents because of numeraus policy changes and a seeming inability to adapt to a changing market
environmant. Beginning with the implementaticn of an income tax in 1997, followed by increases in corporate and personal tax
rates, as well as a worsaning commute, various policy miscues have caused Stamford and the greater Fairfield County office
markets to suffer. Stamford, in conjunction with Danbury and Fairfield, had the third-largest congentration of Fortune 500
Companies {behind New York City and Chicago) in 1991, according to the Mew Yark Times. Now, with General Flectric Ca’s
departure fram Fairfield last year, only three Fortune 500 companies are headquartered in Stamford, which has expariancad
burgeaning vacancy rates in the office sactor. Furthermare, these policies have affactad real estate values, and, consequently, aver
$B91.B million of securitized commercial loans backed by offices in the Stamford and Greenwich merkets are at an elevated risk of
delinguency or defeult. Cannecticut is facing a daunting projected budget deficit, and with a number of companies considering &
mave out of state, lawmekers need to take a hard look at the potential consequences of any future palicy changes to keep the
Stamford office market fram falling into further decline.

The State of the Stamford Office Market

Given its proximity 1o New York City and its historically strong concentration of financial-services and banking companies, Stamford
should have a robust office market, especially in its central business district, which is within walking distance of the Metro-North
train station. However, as demonstrated in Chart 1, its availability rate has risen since the Great Recession. Although the availability
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rate dropped in 2014 and 2015 from its peak of 28.9% in 2013, the rate increased significantly in the fourth quarter of 2016, to
29.7%, with a vacancy rate of 26.4%, in part because UBS AG vacated 677 Washington Boulevard, which was once the world's
largest wrading floor. CBRE Group, Inc. raported that the average asking rent for office space in the Stamford CBD slid 2.3% year-
over-year 10 $42.67 per square foot.

There is some indication, however, that businesses may find downtown Stamford attractive at the current rents. Newmark Grubb
Knight Frank reparted some positive leasing momentum in 2016 thanks in part 1o Henkel AG signing 3 lease for 134,418 square feet
(later expanded to 155,000 square feet) &t 200 Elm Street in downtown Stamford. Henkel, which is relocating from Arizona after
acquiring Sun Products, is benefiting from a state initiative to encourage businesses to expand or relocate to Connecticut. Under the

initiative known as the First Five Plus program, Henkel will receive a 10-year $20 million low-interest rate loan and be eligible for $5
million in tax credits.

Chart 1: Stamford CBD Office Rents and Vacancy
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Sourca: CBAE, Fourth-Quarter 2016

Although the Stemford CBD hes the highest availahility rate of Connecticut's major offica areas, the entira Fairfield County office
markat has an availability rate of 23.1%, according to CBRE. Newmark Grubb Knight Frank places the Fairfield County office market
at a slightly higher availability rate of 24.2%, up from last year's fourth-quarter figure of 21.5%. Newmark reports that leasing
momentum dropped 15.2% from 2015 for the entire county. The largest decrease in leasing demand occurred in Stamford's non-
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CBD area, where GE Capital’s 200,000-square-faot space 8t 201 High Ridge Road and Daymon Wordwide's 80.000-square-toot
space at 700 Fairfield Avenue became available,

Table 1: Fairfield County Rents and Vacancy

Market Famshie Arna |SF) Aualiahilny Aste (%) Avarage Askisg Rent 1$)
Stamford 08D 9,742.804 2970 42,67
Stamford Non-CBD 6,493,536 2540 33.18
Greenwich 4,438,261 17.20 50,69
Fairfield County 42,176,336 2310 34 50

Sourca: CBRE-Fairtiekd County Offics, Sourth-Ouarter 2016

Taxes, Business Climate, Deteriorating Infrastructure Drive Decline

Commercial real estate values in Stamfard have baen plagued by a number of statewide issues, including tax changes. a pervasive
antibusiness environment, a high rate of out-migration by its residents, a worsening commute, and uncertainty around the state’s
future. As Joe McGee, the vice president of public palicy for the Business Council of Fairfield County, told the Stamiard Advocate
“companies don't want to be in an unpredictable or valatile enviranment. They need stability. These budget deficits indicate this is
not a stable fiscal climate.” This is epitomized by GE, which had been headquartered in Fairfield County for over 40 years, leaving in
2016 because of changes in state tax policies and its belief that Boston could provide & better business environment and enable the
comgany o attract young talent,

High Taxes: Connecticut implemented a fiat 4.5% incame tax in 1991 in an afiort 1o solve its budget prabiems. However, from 1891
until 2014, state government spending “grew 71% faster than the rate of inflation, while population only grew by 9%," Patrick
Gleason, directar of state sffairs at the advocacy group Americans for Tax Reform, wrote in 2018 in an article in Forbes. The Wl
Street Journal reported that the state faces a budget deficit of approwimately $1.7 billion for the fiscal year that begins in July. In
eddition to having one of the highast incame-tax rates in the country, the state is ranked the second-worst in personal praperty
taxes, is tiad for the fifth-highest state corporate tax rate with & 9% flat tax, and was renked 43 in the 2017 State Business Tax
Climate Index, published by the Tax Foundation, a Washington, D.C.-based research group. In 25 years, Connecticut transformed
itself from one of the most tax-friendly states to 48" on Forbes” list of *Best and Worst States for Taxes in 2016~

Antibusiness Environment: In the 2015 Survey of Connecticut Businesses, published by the Connecticut Business and Industry
Assaciation, 0% of respondents agreed that "state regulations are complex and vague, and meking the effort to understand them
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C0sts time and money,” and 34% said those regulations hurt their businesses. When asked which of the follawing they think waill
hamper the ability to grow their businesses in Connecticut, 79% of respandents neted costs fram govemment regulations and
mandates, 74% said taxes, 71% cited uncertainty sbout legisiative decision-making, and 9% said the cost of living expenses. Given
these responses, it is no surprise that 26% of respondents said that they were considering maving ar shifting production to another
state wathin the next five years, citing the cost of doing business in Connecticut as the primary reason. In addition, the 2016 ALEC-
Laffer State Economic Competitiveness Index, which assesses whather policy choices made by states have been conducive to
economic compatitiveness, ranks Connecticut 47" in economic outlook.

Exodus of People: Unfartunately, it's not only corporations that are leaving the state. A 2015 Gallup poll revealed that 46% of
Connecticut residents said that they “would like to leave their state if they had the opportunity.” Between 2011 and 2013, mare
than 27,000 individuals left Connecticut, according to the Yankee Institute for Public Palicy, which transiatas into *38 people and
$5.2 million in income leaving the state every day for two years.” Furthermore, Iooking at tax data from the Internal Revenue
Service, betwean 2014 and 2015, Connecticut experienced & net loss in population of about 12,800, and the stste lost an estimated
$1.29 billien in adjusted gross income. The outflaw of individuals, especially high earners, is warrisome because 3 significant
partion of the state’s revenue is derived from persanal income taxes; income-tax receipts for the year that ended in June 2016 were
$650 million below budget, according to the C7 Mirror, Barry Sternlicht, the chairman and CEO of Starwood Capital Group, in an
article published in September 2016 by Bloomberg News blamed Connecticut's high taxes for making Fairfizld County a “terrible”
piace 10 live and noted that this is refiected in falling home prices. Equally worrisome for corporations is that Connecticut can no
longer attract or kesp young talent. According to a study by McKinsey & Company, Connecticut is ranked 38" out of 50 states in
percentage of 20 to Z4-yesr olds.

Transportation Woes: Worsening commuting options have also hurt the Stamford office market. Metro-Narth, the state’s rail
system, has had a plethara of problems from train crashes to frequent delays over the past several years. According ta the Darien
Times, in the 1850s, the commute from Stamford ta the Brand Cantral Terminal via the New Haven Railroad took 47 minutes, A
Metro-North online January 2017 schedule indicates that the turrent scheduled commute time ranges from 48 minutes tg 71
minutes for trains arriving in New York City before 800 am. Meamwhile, rail fares have increased 16% aver the past four years. In
acdition, following & 2016 study, lawmakers are considering implementing a mileage tax on state drivers. While only & pilot program
is in the works, politicians have already voiced their concemns that this sdditional tax could drive residents and businesses from the
state.
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Connecticut's Response Thus Far Is Not Sufficient

In some cases, policies meant to ameliorate the situation and close the budget deficit are having the oppesite effect. In an attempt
to retain some companies, the state has provided financial incentive packspes to companies who pledge to keep a pradetermined
number of jobs in the state. Recipients of these incantives include Graanwich-based AOR Capital Management, LLC, Westport-
based Bridgewater Associates LP, Bristol-based ESPN, UBS, and Sikorsky Aircraft. The latter, a division of Lockheed Martin Corp.,
received $220.0 million from the state in exchange for retaining and growing 8,000 jobs in Stratford until 2032, Although such deals
are intended to keep jobs in the state, the incentives put pressure on the budget deficit. State lawmakers have congruently
propased polices that would inherently lead to businesses downsizing or leaving the state altogether. Accarding to The Wall Street
Journal, Democrats proposed legisiation that called for a 19% surcharge on investment-management service faes, a tax that would
directly affect hedge tund managers, who have histerically congragated in Fairfigld County. Although Gov. Dannel Malloy ultimately
dismissed the effort, The Wall Street Joumal reparted that Malloy's latest proposal to tackle the budget deficit is to shift more than
$400 million in annual teacher pension costs to cities and towns, a sugpestion, that, if implemented, likely will lead to higher
property taxas. This proposal has received pushback from local politicians who believe the rise in property taxes will further incent
residents to mave out of state.

CMBS Exposure to the Stamfard Office Market

As a result of Connecticut’s implemented policies and the subsequent loss of businesses, securitized commercial loans backed by
Connecticut offica properties, specifically collateral in Stamford and Greenwich, are at an elevated risk of delinquency or default, In
October 2016, the $146.4 million loan backed by the UBS Center at 677 Washington Boufevard, which was sacuritized in LBUBS 2004-
C1, defaulted whan it failed to pay off by its maturity date. The complex, which is leased to UBS through December 2017, is 1003
vacant, and UBS startzd its 14-month free-rent period in October. Now up for sale, the property was appraised in May 2016 for $44.4
million, down 83.1% from an appraised value of $262.0 million in 2003, Morningstar is predicting & $108.1 million foss on the loan,

UBS is not the only company that significantly downsized its footprint in Stamford. Royal Bank of Scotland, which sharas space at 600
Washington with UBS, trimmed about 500 positions in the past two years, according to the Stamford Advocate. Similarly, since Marriott
International, Inc. acquired Starwood Hotels & Resarts Worldwide last year, it announced that approximately 215 employees in its
Stamford office will be laid off.

The fallowing table lists securitized office loans in Stamford and Greenwich with debt service coverage ratios below 1.30x, which

Morningstar believes raises the risk of default gt maturity.

§

7017 Mormingstar Cradr Ratings, LLE. A Rights Resannd. Mersingssar Cradit Ratisge, LLC is 3 whally swned subsidary of Momingstar. Inc. M mHNmBS'I‘ AH '
and i registered with the LS. Securities snd Exchenge Commission a1 3 naticoaly recariaed satistical r2¥ng organization INRSRD|, Momisgst
3nd #9 Mormingstar bogo e either trademarks or service marks of Mamingster, In2.



CMES Rasearch: Why Paicy Matters—An Examination of the Stamford, Connecticut, Cficn Markat | Merch 2017 wwwnnningsiarcreditratngs com | +1 B0 2951865

Table 2: Stamford and Greenwich Offices With Low DSCRs

Apprased Vel
vt Loan NGF Charga Shea
D3z Name Prapary Neme Cty Amourt (8 Sousefeet  Stanes CSLHIG Euritmtion (%)  Nosx
GSMS 2007-GG10 400 Atlantic Sweet Stamford 285,000,000 527428 ‘Walchkst 0.8 G008 Matuwes 52017
176/2018 (Currem)
MSC 20074015 First Stamfor Stamford 734966415 793628  Cumant 121 Maturas 7/2017
LBUAS 20041 UBS Center - Stamford ~ Stamford 146300855 63237 Maturity N/A B3.05
Detault (10/7016)
GSMS Z007-GG10 25 Rairnad Avenue Greerrch 124,000,000 131,630 Current 0.83 Matures 6°2017
JPMCES 2012-C8% 100 West Putnam Greenwich 74,204,990 155504 Current 1.22
SBMT Z001-MMA Stamford Square Stamford 19466108 298485 Watchist- 0.18
11122002 (Current)
COMM 2015-CR26 15 Vallgy Drive Greenwich 93,175,182 33 Curent 1.7
GCCFC 2007568 300 Main Stamfoed 11,500,000 82676 REQ-7/2016 0z 4123 Matures 22017
CD 2006-003 8) Field Paint Raad Greamwich 33585434 32351 Watchlist- 10 Largest Tenant's
1211272016 {Current) [Z2% GLA)
lpase expres
nyams
Total/fverage G9.814.783 2740729 08¢

Sowrce: Trazg, LLT a3 of March 2017

The detrimental effects that Connecticut's policies have had on the Stamford office market represent a microcosm of what can happen
when policies ére implemented without cansidering potential unintended consequences. Connecticut lawmakers are now facad with

the daunting task of trying to find the perfect policy balance that would both close the budget deficit and retain its businesses and res-
idents. Lawmakers across the country, take heed.
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