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ldentifying & Discussing Four Big Topics 2

A |Commercial Real Estate Pricing:
A Historically Low Capitalization Rates
A Long-Term Interest Rates
AoDi sruptionso ¢ Pace of Change ¢

A Gatewayv. Non-Gateway Markets:
A Fiscal Solvency
AORed Taped & Other Infirmities

A High -Yield Debt Funds:
A Highly Structured Products
A Expected Performance

A Risk-Adjusted Performance of NoaCore Funds:
A Disappointing Performance
A Looking at Time-Specific Performance

Prepared by Chicago Booth for ULI Chicago



Background: Low-Return Environment ?

A Significant decline in (unlevered) core returns and the decline is expected
to continue:

NPI total return incl. income
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Source: PREA Consensus Forecast of the NCREIF Property Index as 6fQuarter, 2018.
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Bubble Pricing? Greenspan Definition 4

NCREIF Index - Market Values, Rescaled NOI and Capitalization Rates Based on a $100
Investment for the Period 1978 through (the Second Quarter of) 2018

$600 105% Some highyield funds
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A point we shall revisit!
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"... I define a bubble as a protracted period of falling risk aversion that translates
into falling capitalization rates that decline measurably below their long term Cap-Rate Compression
frendless averages. Falling capitalization rates propel one or more asset prices to Current Cap Rate 4.48%
unsustamnable levels. All bubbles burst when nsk aversion reaches its wrreducible Long-Term (Trendless) Average 7.05%
minimum, ie credit spreads approaching zero, though analysts’ ability to time the Difference -2.57%

onset of deflation has proved fllusive." {emphasic added}
Alan Greenspan, "The Crisis," Brookings Institute working paper, April 15, 2010.
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Asset BubbleDeviations from Trend? .

Market Value and Rescaled WOI

Commerci al reall estate differs from
does not pushassetvalues to zero ¢ dot.com stocks being vaporized). Instead,
changing property values can be considered as deviations around a trend:

NCREIF Index - Market Values, Rescaled NOI and Capitalization Rates Based on a $100
Investment for the Period 1978 through (the Second Quarter of) 2018
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This sort of analysis
IS not meant to be
conclusive about

future CRE pricing.
Clearly, expected
returns on other

assets influence the
pricing of CRE d as
does the path of
interest rates (see
next slide).
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Todayos Yield Curve | ®

Yield Curve for U.S. Treasury Rates as of October 26, 2018
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An upward-sloping yield curve implies a rise in future interest rates
A Steep portion implies a large increase in sheterm rates

S 20% A Flatter portion implies a small increase in longerm rates.
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Sources: US Department of the Treasury and Instructor's calculations.
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Mar ket 0s Vi ew of -EearpleastneRateds Ut

Current and Implied Forward tYear Treasury Rates as of October 26, 2018
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Mar ket 0s Vi ew of -¥EearpgrasuryeRatesh ¢ t

Current & Implied 10-Year Rates

Current and Implied Forward 10Year Treasury Rates as of October 26, 2018
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Exampl es of oDisrupti°o
Is the Pace Quickening?

A By now, the disruptions taking place in the retail sector are well
known (which may differ from being fairly priced):

a sears Il Jcrenney D . ¢ mgcy‘s

YIi ndustri al sector has bec

A Other wellkknown disruptions: ~

b |/ Re: Will such disruptions
0 Co-working: €8YS | lead to changes in
o how we view core real

d Co-living: (Q\ airbnb estate?
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Equilibrium Beliefs About Markets

11

The Required Rawsof Return: £ 5

Pricing Illustration of High- v. Low-Barrier Markets
In Order to Produce Identical Risk-Adjusted Returns
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But
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A Low returns have placed significant performance pressures on pension
and endowment funds. As one example, consider unfunded pension
fund obligations:

Pension UAAL Per Capita: 10 Most
Populous States
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Source: Rachel Barkley, "State and Local Pensions 101," Morningstar, October 19, 2012.
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Consider State Solvency 14

A Under-funded pensionfund obligations is part of larger picture about
state-level fiscal solvency:

Note the six worstranked statesd covers 5 of the 6 OVERALL FISCAL SOLVENCY
o0ogatewayo mar kets (excl udeHdowWa the50 stagtes oanky?
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Source: Eileen Morcross, “Ranking the States by Fiscal Condition”™ (Mercatus Research, Mercatus

W, MERCATUS CENTER Center at George Mason University, Arlington, VA, July 2015).
/\

George Mason University Note: Al data are for FY 2013.



|l ncreasing Realization: |Taxi®n
= A At the state &
Wash. il the richo polic
state personal increasingly problematic:
. Income tax . . .
wo. P receipts d The income of the rich is
Nev ks No income tax* more variable than lower
el brackets
® More than 30% d The rich move to other states
(e.g, Florida and Texas) with
e s lower income taxes
Alaska g A Calls for oObroce
(i ncome) tax be
Hawaii

Taxing the Top | How high-earners fare in selected states

PERCENTAGE OF STATEREVENUE  HIGHEST INCOME INCOME LEVEL PERCENTAGE OF INCOME TAX
STATE MADE UP BY INCOME TAXES TAX RATE WHERE IT KICKS IN RECEIPTS PAID BY TOP 1%
California 43.9% 10.3% $1 million I 45%
Connecticut 493 65 500,000 [N 40
Hawaii 28.4 mo 200001 w20
lllinois 314 5.0 All income 25
Maryland 428 5.5 500,001 : 25
e 'Jérseyv R fgn L i
NewYork 567 897 s0000 NN 41
Vermont 21.3 8.95 373,651 B 4
Sources: Institute on Taxation and Economic Policy; Federation of Tax Administrators; Tax Pobicy Center, Urban Institute and Brookings institution

Source: Robert Frank, 0 TTheeWalPStreet dourrablarch 26x20lg t he Ri ch, 6

with political resistance.

In order to cope, state & local
authorities considering a range
of service cuts &/or increasing
other forms of taxation e.g,
property and transfer taxes)

0 Both the cuts and the tax

increasesadversely affect
commercial real estate values
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Will Aggressiveness Change with State Fortunes? 16

Source:
CBRE Economic

ECONOMIC INCENTIVES ENVIRONMENT Incentives Group

B AGGRESSIVE

B COMPETITIVE
I NOT COMPETITIVE

Source: Jim Costello and Mark Seely Al mda et e i ad Eor~one
CBRE Client Conference, October 28, 2010. Prepared by Chicago Booth for ULI Chicago




It Seems Regulatory Burden Associated with Finances

17



