The sepply of private debt seems relatively secure. Bank regulators have expressed some concems regarding
banks’ exposure 10 CRE loans (the Office of the Comptrolier of the Currency has flagged a loosening of
underwriling standards).*’ Perhaps responding to such concems, the Federal Reserve's second guarter 2016 loan
officer survey indicated that banks are tightening lending standards on commercial mortgages, paricularly in the
multifamify space.’® Neverheless, attractive margins on morigage foans (4%-5%) refative to deposit rates (0%)
creale a powerful incentive for banks to continue to grow lheir portfolios. ™

3.3 Commercial Real Estate Total Returns

The commercial real estate market cooled at the beginning of 2016 amid a turbulent financial emvironment. Sl
the asset class performaed well on both a historical and a relative basis. Whille NP1 otal retums of 10.6% (traillng
four guarters) in the second guarter 2016 were down from 13.3% in 2015, they were in line with their 5-year
average {11.9%) and well above ther 10-year average {7.6%). Moreover, they compared {avorably wilh refurns on
stocks {(4.0%) and bonds {6.7%) over the vear.™"

The near-term outiook for commercial reat eslate has improved somewhat over the past sk months., Whils the
gconomic environment is fluid, recent data sugagests that growth has picked up from its winter lull. Real estate
fundamentals are robust and NOis are growing vigorously, even as corporate eamings sag. The financial stress
tha! gripped markets earlier this vear resurfaced brisfly afler the UK's Brexit vole, but has since receded. And
interest rates have dropped to histonc lows around the world, raising the potential for increased debt and equity
fiows, both domestic and foreign, into LS. real estate.

We expect that total returns will moderate over the next five years but remain quite heaithy on a relative basis (see
Exhitsit ). Income relums will be weaker than in the past, reflecting today's lower cap rates. But NOI growth is
expected to be much stronger, underpinned by low vacancy rates, persistent demand, and moderate consiruclion.
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