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Starwood Property Trust (STWD)- 2Q’20 Update
Maintain BUY

We maintain our Buy recommendation after 2Q results that beat forecasts by 2-cents with
core EPS of $0.43. Core adds back gains/losses and non-cash items like depreciation and
allowances. We again came away with the belief that STWD focuses heavily on safety and
liquidity to be able to not only survive turmoil, but to take advantage of it. We believe
STWD will maintain the dividend as the company is a REIT, profitable on both a GAAP
and Core basis, the dividend at $0.48 or $135 million per quarter is sustainable given
current liquidity and reducing it by 5-10 cents would not result in meaningful cash
preservation. Also, one of the major negatives of having so much liquidity and reduced
leverage is their balance sheet was a drag on EPS. Barry Sternlicht noted this prominently
on the call too:

“So it’s a choppy road, and we have to be careful. We're here for the long haul. We're
not here to have a one quarter. I didn’t mention, I should have mentioned that I had
In my notes, but you're sitting on $800 million of cash you $600 million of excess cash
1s at 10% yield, which weve obviously done better in all our business lines and that
1s $60 million. It'’s $0.20 a share in earnings. So, you can add $0.20 to our earnings
for a normal period for us once we put the capital to work. But we can’t do that.
However, we can cover the dividend because we have all these gains in our books.”

The fortress balance sheet would appear to have STWD in a good position to see earnings
rise going forward and we are going to point to a number of areas where STWD’s future is
being put in place:

e One reason they are hoarding so much cash is they have a $500 million maturity of
senior notes in November and they will leave the FHLB membership in February
where they owe $342 million. STWD plans to refinance the notes with another bond,
however, they are holding the cash on hand in case the market tanks again and
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closes to reasonable financing deals before they refinance the notes. They already
retired two-thirds of the FHLB borrowings and have $1 billion in new bank lines
closing in the coming weeks that should be available to cover both debt issues.

On balance sheet debt was reduced to only 2.0 times equity in 2Q. They have
unencumbered assets of 1.5x debt as well. The decision was made in the quarter to
not only bolster liquidity but also move more debt off-balance sheet largely with
securitizations. Total debt with the securitizations and A-notes i1s 3.2x equity. The
goal 1s to finance about half the business off the balance sheet so there remains
meaningful ability to make deals. STWD has $9.5 billion in borrowing capacity
available, over $800 million in cash, and still has $2.9 billion in assets it could put
liens against if needed. As we have discussed many times, STWD has interest rate
floors of 157bp on $6.2 billion of its floating rate loans — those are in the money and
help EPS as rates decline. They could sell some of those floors for cash too. The key
for them 1s they have options to take advantage of mispriced opportunities and many
competitors do not.

STWD also discussed that is rebuilding its pipeline for more deals. STWD noted
that the list of deals they are looking at is about as long as pre-COVID times.
Normally there is a fair amount of cash being returned in every quarter via principal
payments and borrowers refinancing or selling their property and repaying the loan
to STWD. They may be going too far on conservatism by forecasting that less than
4% of their loans will be repaid in 2H20 and that very low rate will last in 2021.
That is the other reason they are making sure they have the ability to fund new deals
without relying on repayments. The goal was also to reduce future funding
obligations on existing deals. With the securitizations, they cut the future funding
needs to 35% of 1Q’s ending figure. President, Jeff DiModica addressed this too, “For
liquidity planning purposes, we conservatively extended management’s expected
loan repayment dates, and are now modeling that less than 4% of our loan book
repaid in the second half of 2020, as well as significantly less in 2021 than we
previously forecasted. Given less loans could pay off in the coming 18 months, we
actively reduced our future funding requirements in the quarter to be sure we can
easily cover those fundings in cash if no loans are repaid, which is a very draconian
assumption that I'm sure we will be wrong on.”

Looking for evidence that most of these markets have seen recovery, STWD noted
that 98% of interest was collected last month. Some of the remaining 2% was
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temporarily delayed due to COVID-related modifications that were being completed.
They have seen a few modifications that were very short-term in nature and came
with more equity being infused by the sponsors of the deal. On the worst-performing
sector — hotels — they have seen $150 million in new equity put into those deals with
another $150 million coming in 2020. Also, 20% of its hotel loans are to extended-
stay hotels that have had 80% occupancy during COVID. STWD noted that no assets
had to be added to non-accruals or justified a specific bad debt reserve. The new
CECL accounting rules that use a modeling forecast based on macro factors did add
$11 million to total reserves. One of the great stories of 2Q was STWD bought
several deals of non-qualified residential mortgages with low LTV and high FICO
scores at significant discounts. During 2Q, it securitized a large number of them at
par and the mark-to-market hit in that unit in 1Q was essentially reversed back in
2Q. It had two Winn Dixie warehouse properties it had reserves against and leased
both to Amazon and Dollar General and they are now valued at a gain to STWD’s
cost.

Areas where future earnings may arrive that were immaterial in 2Q include the
balance sheet inefficiency described in the introduction. It also includes the Special
Servicing unit that sees business pick up in distressed times and it gained $2.8
billion in new business in the quarter with $8 billion actively being worked on. They
get paid when deals are resolved and STWD believes many of these will take a longer
time — so there should eventually be EPS coming from this area. The Energy
Infrastructure portfolio is also not operating as efficiently as it could as STWD kept
a large staff there and has not made new loans. The ultimate goal is to do a CLO
with some of these loans and that will require adding some more deals. They do not
want commodity exposure so we doubt they will finance drillers, but midstream and
power plants are possible. STWD could see this area drive some EPS growth at some
point.

While not part of Core Earnings — Mark to Market hits of 53-cents in 1Q become 15-
cents in income in 2Q. Also, CECL triggered a 17-cent high in 1Q and another 15-
cents in 2Q. Given that the bulk of the loan book is first mortgages with an LTV of
under 61% we see few reasons to expect many losses in the book CECL headwinds
may mitigate. STWD also lost 1-cent from core EPS when it refinanced its multi-
family property and had a charge for extinguishment of debt.
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There continue to be many examples of assets on STWD’s books that are carried
below fair market value. In the 2Q, STWD refinanced some of its multifamily
properties again, they pulled another $100 million out and cut their cash investment
from $169 million to $30 million. They bought these at a 6.16% cap rate and
occupancy has stayed very high and rents have risen at more than 2x the expected
rate at acquisition. The refinancing included an appraisal of the property at a 4.64%
cap rate. So, this is throwing off considerable cash flow on a small cash investment
that has appreciated. STWD also pointed to huge gun sales helping its Cabela’s
investment. They sold a North Carolina office property for a gain in 2Q and a $10
million gain selling a minority stake in a real estate advisory firm that was part of
a 2016 transaction. Finally, in discussing real estate’s valuation Barry Sternlicht
made some strong points. One was - in a world starved for yield, people are buying
Amazon bonds to earn 30bp — while STWD is first-tier AMZN creditor too getting
paid 500bp.

Book value 1s $15.79 and the stock trades below that now with a 13% yield. Simply
adding back the depreciation on the property that has appreciated in value makes
book value $17.03. Management estimates there is another $2.67 per share of
unrealized gains at STWD which makes book value $19.70.



Explanation of EQ Rating Scale

Indicates uncommonly conservative accounting policies to the point that revenue
and earnings are essentially understated relative to the company's peers.
Higher possibility of reporting positive earnings surprises

Indicates the company has no areas of concern with its reported results and we
see very little risk of the company disappointing due to recent results being
overstated from aggressive reporting in recent periods.

Indicates the company may have exhibited a minor “red flag”, but the severity of
the issue is not yet a concern. Minimal risk of an earnings disappointment
resulting from previous earnings or cash flow overstatement

4- "Acceptable"

Indicates the company has exhibited either a larger number of or more serious

) warning signs than companies receiving a 4. The likelihood of an immediate

3- "Minor Concern” earnings or cash flow disappointment is not considered to be high, but the signs
mentioned deserve a higher degree of attention in the future.

Indicates the company’s recently reported results have benefitted materially
from aggressive accounting. Follow up work should be performed to determine
2- "Weak" the nature and extent of the problem. There is a possibility that upcoming
results could disappoint as the impact of unsustainable benefits disappears.

Indicates that the company’s recent results are significantly overstated and that
we view a disappointment in upcoming quarters is highly likely.

In addition to the numerical rating, the EQ Review Rating may also include either a minus or plus sign. A minus
sign indicates that our analysis shows the overall earnings quality of the company has worsened since the last
review and there is a possibility the numerical rating will fall should the problem continue into the next quarter.
Likewise, a positive sign indicates that the overall earnings quality is improving, and the company may see an
upgrade in its numerical rating should the trend continue.

Key Points to Understand About the EQ Score

The EQ Review Rating is much more than a blind, quantitative scoring method. While we utilize proprietary
adjustments, ratios, and methods developed over decades of earnings quality analysis, the foundation of all of
our analysis is reading recent SEC filings, press releases, conference call transcripts and in some cases,
conversations with managements.

The EQ Review Rating is not comparable to a traditional buy/sell rating. The Rating is intended to specifically
convey the extent to which reported earnings may be over/understated. Fundamental factors such as forecasts
for future growth, increasing competition, and valuation are not reflected in the rating. Therefore, a high score
does not in itself indicate a company is a buy but rather indicates that recent results are a good indication of the
underlying earnings and cash generation capacity of the company. A low score (1-2) will likely result in us
performing a more thorough review of fundamental factors to determine if the company warrants a full-blown
sell recommendation.
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Disclosure

Behind the Numbers, LLC is an independent research firm structured to provide analytical research to the
financial community. Behind the Numbers, LLC is not rendering investment advice based on investment
portfolios and is not registered as an investment adviser in any jurisdiction. All research is based on fundamental
analysis using publicly available information including SEC filed documents, company presentations, annual
reports, earnings call transcripts, as well as those of competitors, customers, and suppliers. Other information
sources include mass market and industry news resources. These sources are believed to be reliable, but no
representation is made that they are accurate or complete, or that errors, if discovered, will be corrected. Behind
the Numbers, LLC does not use company sources beyond what they have publicly written or discussed in
presentations or media interviews. Behind the Numbers does not use or subscribe to expert networks. All
employees are aware of this policy and adhere to it.

The authors of this report have not audited the financial statements of the companies discussed and do not
represent that they are serving as independent public accountants with respect to them. They have not audited
the statements and therefore do not express an opinion on them. Other CPAs, unaffiliated with Mr. Middleswart,
may or may not have audited the financial statements. The authors also have not conducted a thorough "review”
of the financial statements as defined by standards established by the AICPA.

This report is not intended, and shall not constitute, and nothing contained herein shall be construed as, an ofter
to sell or a solicitation of an offer to buy any securities referred to in this report, or a "BUY" or "SELL"
recommendation. Rather, this research is intended to identify issues that investors should be aware of for them
to assess their own opinion of positive or negative potential.

Behind the Numbers, LLC, its employees, its affiliated entities, and the accounts managed by them may have a
position in, and from time-to-time purchase or sell any of the securities mentioned in this report. Initial positions
will not be taken by any of the aforementioned parties until after the report is distributed to clients, unless
otherwise disclosed. It is possible that a position could be held by Behind the Numbers, LLC, its employees, its
affiliated entities, and the accounts managed by them for stocks that are mentioned in an update, or a BTN
Thursday Thoughts.
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