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CB Richard Ellis and its economics and forecasting group, CBRE Econometric Advisors, have prepared our 2011
Annual Trends Report, Orchestrating the Next Arrangement: A Mixed Tempo Awaits. A trends and forecast publica-
tion in its second edition, the report examines critical issues impacting the commercial real estate industry through a
comprehensive analysis of capital market and property sector trends in the United States and the likely outlook for
recovery.

We would like to thank the many contributors who came together across the numerous service lines within CB Richard
Ellis to thoughtfully prepare this report.

Orchestrating the Next Arrangement takes a look back at the events that shaped 2010 by examining historical data
and the current state of the industry and identifying emerging trends. Our analysis tells a story of a recovery with an
uneven tempo, reflecting modest, intermittent growth rather than continual progress. While we expect the recovery
will show inconsistencies across industries, geographies and periods of the year; opportunities will nevertheless be
prevalent.

CB Richard Ellis is cautiously optimistic about the future. We recognize the cyclical nature of this business, and study-
ing and learning from past cycles provides crucial insight about what lies ahead in commercial real estate.

CB Richard Ellis exists to serve our clients. We are committed to being a trusted partner and advisor. We hope you

find this report informative and insightful, and trust it offers valuable guidance to lead you through this current cycle.

Mike Lafitte
President, Americas
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EXECUTIVE SUMMARY

«  While news on the economy
and commercial real estate has
shown improvement from the
recent past, market participants
should expect an uneven tempo
of recovery in 2011 with halting
improvements rather than steady
progress.

+  Recovery will start with
increasing job growth, but it
will not be consistent across
industries, geographies or
periods of the year. As such, the
economy will be the root cause
of the uneven tempo.

- Trade, employment and housing
will be key economic areas to
watch as the year progresses to

Liquidity has returned to the
real estate mortgage markets,
largely due to renewed life
insurance company appetites
and, to a lesser degree, the re-
emergence of CMBS platforms.
However, the market is “two
tiered” with favorable lending
terms for the best properties
and a second tier for distressed
properties and loans.

2011 will see opportunities from
the debt markets in the form of
low rates for property buyers,
but also for lenders willing to fill
the void for smaller deals and
borrowers, and for mezzanine
lenders filling the equity gap on
expiring loans that were made




~ Alsoin

A continuation of the increased
appetite for real estate
investment and an extension of
the acceptance of higher risk by
buyers of real estate assets are
the most important trends that
the equity market will continue
to see.

Rising interest rates which are
increasing capital costs are
limiting some equity investment
strategies, but higher rates

in concert with an improved
economy may still be beneficial
to real estate.

Progress to date in office leasing
velocity and pricing has been
inconsistent both regionally and
across assets of differing quality.
consistent is the amount
utilized office space.

vacancy rates from reaching
record highs but shadow space
now lurks as a result.

Substantial job gains and the
completion of office tenant
downsizing will be needed to
bolster occupancy and allow
landlords to regain a measure
of pricing power. Years will be
needed to lower vacancy rates
enough to support meaningful
rent growth.

Slow but improving growth will
be the hallmark of recovery
for the industrial sector. The
recovery to date has been
sporadic and a fuller recovery
will need to wait-for.stronger

economic gains. That said, some

markets will see a revival sooner
than others and larger and more
modern warehouses will be the

irst to benefit.



- Transport modes are shifting,

drawing increased attention

to new geographic areas. For
example, increased air transport
will continue to benefit areas
like Los Angeles and Dallas.
Industrial demand has
rebounded at varying paces for
different ports, and the widening
of the Panama Canal will
dramatically change patterns.

A combination of factors drove
improvement in demand for
apartments in 2010, including
employment increases,
continued high foreclosures
which put renters in the market,
and ongoing, broadly-based rent
discounts and concessions. The
result was a significant reduction
in vacancy that brought levels
back into line with historical
averages.

In the aftermath of the housing
meltdown, “renters-by-choice”
have become an expanding
segment of the marketplace.
Many people are beginning to
question the traditional promises
of homeownership.

Retail demand for space

in 2011 is expected to be
positive for the first time since
2007. However, the increase

is expected to be modest and
availability rates will remain high
keeping pressure on rents.

Noteworthy retail trends for
2011 include consolidation of
grocery stores, retailer migration
to urban areas, and a merging
of formats such.as lifestyle and
outlet centers.



Hotel occupancy increased

in 2010, and RevPAR grew at
double digits in many areas.
However, occupancy will
diminish modestly in 2011 with
the driving force attributed to the
increase in room rates.



CHAPTER ONE

INTRODUCTION

ORCHESTRATING THE NEXT ARRANGEMENT

Like many other industries, the commercial real
estate industry has been hit hard by the prolonged
downturn in the US economy. But this is not an
industry willing to sit still, and many clients of CB
Richard Ellis and professionals within the com-
pany were active in 2010 to make the most of the
situation that presented itself. As a result, lending,
sales and leasing started to resume and occupiers
once again were willing to build commercial real

estate decisions into their planning.

This report is meant to look forward to the next
year, utilizing the broad knowledge base of both
CBRE experts who take a macro view of the

markets to provide advice on trends as well as

practitioners who are helping clients large and
small make individual leasing and buying deci-
sions within markets and around the world. This

mixing of viewpoints makes our overview unique.

Many of the same practitioners will be helping
their clients with decisions that will shape how the
real estate markets responds in 2011. Readers
of this report will be writing the next chapter to
the story, or in musical terms, orchestrating the
next arrangement. But these decisions will be
made against a backdrop where good news will
alternate with the bad. For every positive earnings
surprise from a company or better-than-expected
production number, there will likely follow a dis-

appointing employment report or news of default.



The alternating of hope and fear as it pertains to
commercial real estate is not something to lament,
especially in comparison to the extended period
of challenges the industry has just experienced.
Instead, it is a situation to be managed, a mixed

tempo around which to build a composition.

Between the chapters on property types and the
initial chapters setting the stage, there is much
interest in the report for different niches of real
estate, whether you are an owner or a tenant,
or active in lending or strategy. The up tempo
portions of the year and the markets will provide
numerous opportunities for companies that know

what to expect.

We hope this report offers topics to incorporate
into discussions with your own CBRE representa-
tive, knowing that broader trends inevitably have
an impact on even the most local decisions, while
at the same time, acknowledging that each situa-
tion is unique and needs the attention and advice
of a seasoned professional attuned to specific

needs.



CHAPTER TWO

THE ECONOMY

The pace of this recovery
will not likely reflect steady,
slow building growth, but
will be more disjointed in its
delivery. As a result, relative
stability will feel better than
what proceeded it, but short
of full recovery.

The best chance for strong
growth in 2011 would
require a boost from trade
with increased exports.
Weak trade trends in 2010
represented one of the
biggest disappointments to
anticipated growth.



® As companies have largely ® CBRE Econometric Advisors’

increased output by range of forecasts center
improving productivity in around a most likely case
2010, an exhaustion of this of slow growth that leaves
trend will result in more unemployment elevated
hiring in 2011. Still, not until late in 2011. However,
enough jobs will be created though unlikely, neither

to entirely fill the enormous a more immediate fall in
gap left in the wake of the unemployment nor a double
Great Recession. dip that brings the level

above 12% can be ruled out.

® The eventual boost
from increased housing
construction will mark the
transition to a stronger
recovery. Given current low
levels, some markets in the
middle of the country should
see increases in 2011.



CHAPTER 2: THE ECONOMY

With the passing of another year since the beginning of the financial crisis that led us into this recession, the public is
understandably frustrated by the slow pace of the recovery. It once seemed an end to the relentless downturn in output
and employment would be a relief. However, the reality is, when readings on long-term balances like unemployment
and debt-to-asset ratios remain at stressed levels, mere stability does not feel good. It just feels better than the sinking
feeling that preceded it.

Unlike an orchestra that has practiced at endless rehearsals, the economic conductors at the Federal Reserve and in
Congress were ill-prepared for an economy that, despite the Federal Funds rate reduction to 0%, and packages of
tax cuts, stimulus spending and financial bailouts, has seen its unemployment rate increase by five percentage points.
Public exhaustion over the introduction of new programs has led to constraints such that gridlock is the most likely
tune to be played in 2011. A single, usable strategy remains, then, for the Federal Reserve to push down long-term
Treasury rates in the form of quantitative easing. This leaves the economy to write its own lyrics in 2011.

With business profits and investment improving, but the housing sec-

tor and finance so far unable to put statistical low points well behind T ...the pace of this recovery
them, the pace of this recovery will likely not be a smooth, slow build- —r will likely not be a smooth,
ing sound, but rather more disjointed in its delivery. Furthermore, the — slow building sound, but
echo effect of federal stimulus wearing off and state and local govern- 1 rather more staccato in its
ment cuts falling into line with reduced tax rolls, all are sure to create L delivery.

some slow periods of growth in the upcoming year.

As most performances showcase a star soloist, 2011 will be watching some players in the economy very closely.
Trade, employment and housing will be featured in this chapter; together, they have the potential to provide signifi-
cant positive economic impact to fuel the recovery, but they could as easily strike the discordant notes that make us
wary of a double-dip recession.

While in past recessionary recoveries, the economy featured improved housing activity and consumer spending as
key drivers, it is clear today these sectors cannot push the tempo of economic growth to levels of the recent past. To
the detriment of discretionary buying, consumers are focused on paying off debt and saving at a rate not seen in
decades. Housing foreclosures, oversupply of homes and employment anxiety continue to be a drag on the market.
Business investment has been robust but will be unable to continue at the same pace once its rebound is complete.
Combined with the constraints on government, only foreign trade has the potential to contribute to GDP growth.

While global growth ran ahead of the United States in 2010, the expected opportunities for US exports did not
occur. Other factors beyond our control adversely impacted the anticipated improvements in US exports. The Great
Recession resulting in a historic dive in trade activity and the unforeseen crisis in Greece, which dragged down Europe
during the summer, caused the adverse import-export balance and became a key negative factor in the slowing pace
of US GDP growth in the middle of the year. As the recession bottomed, trade rebounded, only to be followed by
dramatic changes in imports and exports. These large swings in trade levels made sudden tempo changes common
in 2010, which factors into our expectation for continued economic choppiness rather than the steady improvement
seen in most recoveries.

© 2011, CB Richard Ellis, Inc. | Finding the Way Back: Annual Trends Report 2011 5
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CHAPTER 2: THE ECONOMY

flf job growth in 2010 is considered flat, 2011 is expected to see modest improvement. CBRE Econometric Advisors
expects the second half of 2011 to be better than the first. Improvements in construction jobs, a slowing of state and
local government layoffs, and only ; marginally better employment prospects will fail to make up for even half of the
jobs lost in the downturn. This indicates the healing process will take more than an additional 12 months.

The parallel with commercial real estate is direct. All property types should expect to see positive net absorption in the
next year, but will not make back all of the downturn’s losses in 2011 and, in most markets, pricing power for rents

will remain quite firmly with tenants. The parallel in this case also extends to residential real estate.

Like employment, the housing market began to stabilize in 2010, but at reduced levels caused by the continuing
impacts of reduced wealth effect and increased foreclosures. While there is little good news to draw from these trends,
there is the perverse effect of news having gotten so bad that it is now certain conditions can only improve.

In particular, just how low new housing construction has fallen speaks well for the distant future. If the rule of thumb is
that a typical recession sees one million housing units being built annually, then 2010’s pace of 600,000 units leaves
a lot of room for increases in construction jobs and spending—even to get back to historic recessionary levels. While
the prospect for a rebound in the housing market is unlikely to take effect in the next few months, this upswing will
lead to the recovery’s eventual faster pace.

Figure 2-3. Housing Construction: The Sleeping Giant

Change in Housing Starts, % Residential Investment Contribution to GDP Growth, %

mg= Change in Housing Starts, % Residential Investment Contribution to GDP Growth, %

Sources: CBRE Econometric Advisors, BEA, Bureau of Census
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CHAPTER 2: THE ECONOMY

The revival of construction in the housing market will be the symbol the economy is moving from its present stable
condition to one that is expanding—the economic sleeping giant waking up. In fact, CBRE-Econometric Advisors has
estimated a return to levels indicating a growth trend that could add one-half to one full percentage point per year to
our measurement of US Gross Domestic Product. There is little doubt that this type of resurgence eventually will occur
(population growth alone requires more housing over time)—the only controversy is when it will occur.

On the question of timing, the summer and fall of 2010 did not bring good news. The expiration of home purchase
incentives led to a marked decrease in home sales and a corresponding increase in expected time to sell the dramatic
inventory of homes on the market. The continuing stream of foreclosures also delayed the need for (incremental) new
housing. Still, one year is a long time and we expect some markets will require new housing by the end of 2011, even
if recoveries in other markets take far longer.

While threats to the economy continue to occur from all sides—defaults, bank closures, trade and currency wars and
job losses—none are quite so pernicious as the looming threat of deflation. What we have seen to date is disinflation.
On our current path, we expect to avoid outright deflation, but the fragile economy is not more than one negative

shock away from declining prices—a condition from which history has shown it is difficult to recover.

With a new Congress bringing gridlock to possible legisla-
tive solutions, the Federal Reserve has signaled its resolve

to use quantitative easing to arrest the downturn and push . .
Quantitative easing ensures that

this comparison [with bonds] will
remain positive for real estate for a

the economy away from the brink of deflation. Quantitative —1
easing uses the Federal Reserve balance sheet to buy —H
Treasuries, which has the combined effect of lowering long- |
term interest rates and injecting liquidity into the market. little while longer.
Critics worry liquidity will drive up prices. Others point to

quantitative easing’s first round effort as having little impact

on prices.

For real estate, however, 10-year Treasury rates below 3% have played a large role in markets where prices have
started to rebound. Yield requirements are lower and corresponding low cap rates for asset types with stable income
have resulted in rising prices. Savvy investors have compared alternative investment yields for assets held for longer
terms. When bonds with an extremely low interest rate are the comparable asset, the value of a piece of real estate
with a stable income stream will rise. Quantitative easing ensures this comparison will remain positive for real estate

for a little while longer, suggesting real estate will be in favor.

The uneven tempo of economic recovery is better than a clear slowing, but not as hopeful as a rebounding recovery,
though it should be stated the uneven tempo suggests the continued fragility of the US economy. Ben Bernanke sum-
marized our current economic state as “unusually uncertain”. In time, “unusually uncertain” may become associated
with Bernanke as “irrational exuberance” became synonymous with Alan Greenspan.

© 2011, CB Richard Ellis, Inc. | Finding the Way Back: Annual Trends Report 2011 9
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CHAPTER THREE

CAPITAL MARKETS DEBT

¢ Liquidity has returned to the
real estate capital markets,
largely due to renewed life
insurance company appetites
and to a lesser degree the
re-emergence of CMBS
platforms.

® The market is two tiered with
favorable lending terms for
the best properties, and a
second tier that is shaped by
working out growing property
fundamental and borrower
distress. These tiers are likely
to persist in 2011.

11



® Lenders are beginning

to tolerate more risk, but
conservative underwriting
remains the rule.

Distress will continue to grow
overall, though the nascent
recovery in the apartment
and hotel sectors indicates
that the peak is behind us for
those two property types.

¢ 2011 will see opportunities

for property buyers in low
rates, and for lenders willing
to fill the void for smaller
deals and borrowers, and for
mezzanine lenders filling the
equity gap on expiring loans
that were made before the
downturn.

12



CHAPTER 3: CAPITAL MARKETS DEBT

Despite the uncertainty surrounding the strength of the economy, real estate debt capital markets have made several
steps forward toward recovery over the past year. However, it would be easy to characterize commercial real estate
debt markets as having a “split personality” in recent months. In one sphere, major lenders such as life companies
and large banks have become instrumental in fueling an ebullient recovery in values for the best stabilized, “trophy”
assets in the largest markets. In a different sphere, many of these same lenders continue to wade through large
portfolios of over-leveraged assets on their books and remain quite adverse toward lending on deals which have ele-
ments of leasing, construction or capital risk. This schism results from an environment characterized by the following
primary themes:

Liquidity has returned to the real estate capital markets, largely due to renewed life company appetites and, to a
lesser degree, the re-emergence of CMBS platforms

This liquidity and its pricing have driven cap rates down for the highest quality assets

Lender risk tolerance is increasing, but conservative underwriting prevails

The opportunity exists for investors to lock-in low, fixed-rate financing for the long term

A huge volume of distressed loans must still be resolved

Acknowledging the global financial system remains sensitive to small disruptions from a variety of sources, a spirit

of “anxious optimism” prevails

The thaw in debt markets began in early 2009 and has begun
to spread more extensively through the mortgage markets. This
trend is likely to continue in 2011. Policy makers have been
successful in orchestrating the complex task of reviving lending

markets that at one point reached a near standstill, by taking [ Policy makers have been
aggressive action to re-start short-term lending, re-capitalize I successful in orchestrating the
the largest banks and deploy leverage facilities such as the Term T complex task of reviving |ending
Asset-Backed Securities Loan Facility (TALF) in order to jump start —+ markets that at one point
lending in the asset-backed and CMBS markets. Furthermore, 1L reached a near standstill...

the Federal Reserve’s accommodative monetary policy has kept
short- and long-term rates at near record-low levels, a boon to
a variety of business and consumer borrowers, including the
commercial real estate industry.

The current rather “unbalanced” state of commercial real estate lending markets may be viewed in the broader
context of capital markets. As the global economy moved through recession during late 2008 and early 2009,
central banks provided an unprecedented amount of liquidity that drove down short-term interest rates. Global excess
savings, originating primarily from fast-growing Asian economies, has created a pool of capital in search of low-risk,
secure yields in a variety of fixed-income markets, including US Treasuries and Agency debt. Furthermore, a number
of factors have fueled a degree of investor risk aversion. These included uncertainty surrounding global economic
growth; prospects for stable returns in the equity markets; and concerns regarding the resolution of dire government

© 2011, CB Richard Ellis, Inc. | Finding the Way Back: Annual Trends Report 2011 13

o
=
o
=
(13
(]
-
=
o
=
=
«Q
-
=2
o
Z
o
x
-
>
=
=
o
=
«Q
3
o
=
b
>
=
X
o
o,
-]
o
3
T
o
>
g
o
-
(7]
>
=
=}
c
Q
-]
=
(1]
=
Q.
(7]
A
(]
T
o
=
=4
N
o
-
-




CHAPTER 3: CAPITAL MARKETS DEBT

budget situations in European economies such as Greece and Ireland. As a result, investors see the current state as
somewhat fragile and have therefore driven yields on US Treasuries to low levels over the course of 2010.

In the search for higher yields, fixed-income investors have bid up prices (and therefore lowered yields) across invest-
ment grade and high-yield corporate debt, creating a rebound in new debt issuance. High quality firms can now is-
sue debt at historically low rates. Lower credit issuers have been able to tap markets to refinance maturing issues and
re-size corporate debt. Spreads on a variety of fixed-income products have continued to tighten, making commercial
mortgage origination attractive on a relative basis. As Figure 3-1 indicates, spreads on commercial mortgage loans
remain wide relative to Baa-rated corporate issues. Life company, bank and fixed-income portfolio managers appear
to recognize the current relative value of commercial mortgages. Favorable new origination and CMBS AAA-rated
spreads must be viewed in the context of credit performance at the bottom of the real estate cycle. Early recovery
commercial mortgages tend to carry much lower lifetime default rates, reflecting conservative underwriting and the

prospect of improving property fundamentals.

Figure 3-1. Commercial Mortgage Loan Spreads Remain Relatively Wide

10%
9%
8%

7%

Rate

6%

50 - o
\ ~ N, =
—
% D SN
\ /a\~
~
3% .
5553883833333 888325355538883883353¢2¢°
5§ 3 3 5 5 3 &8 =53 E&5=32%25353E53Z3%3E5=3%35=3%5333:5T°3
= " = =E D =2 E D o= =E D Z = 0 =2 === === = D
e Moody's BAA Corporate Rate Average Commercial Mortgage Rate (RCA) = = 10 - Year US Treasury Rate

Source: Real Capital Analytics, Moody’s Economy.com, Average commercial mortgage rates reflect rates closed on office, industrial, apartment
and retail property types for 7-10 year deals.

Commercial real estate debt markets are likely to follow a similar recovery pattern witnessed in the broader capital
markets. The recovery pattern has been delayed by the lag in the recovery of commercial property fundamentals,

© 2011, CB Richard Ellis, Inc. | Finding the Way Back: Annual Trends Report 2011 14
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CHAPTER 3: CAPITAL MARKETS DEBT

which will present underwriting challenges to lenders who wish to underwrite deals with complex leasing issues.
Until property fundamentals improve and values becomes clearer across markets, lenders’ focus is likely to remain
on providing debt on the highest quality and best-leased properties in the most favorable markets. As a result, the
“two-tiered” commercial real estate debt market — one characterized by increasingly favorable lending terms for the
best properties and the other, shaped by working out growing property fundamental and borrower distress — is likely
to persist in 2011.

The ongoing de-leveraging and write-down of distressed loans to correspond to a set of lower property incomes and
values will overshadow improvement in commercial lending markets.

More than $200 billion in commercial and multifamily loans are expected to mature in 2011 alone, according to
the Mortgage Bankers Association. A considerable gap will remain between refinance needs, capital availability and
property values. While commercial and multifamily real estate debt has contracted by some $170 billion or 5% since
late 2008, more debt will likely be written down in order to bring debt levels into line with lower values and overall
economic activity.

Figure 3-2. The De-leveraging Process May Continue for Some Time

Source: Federal Reserve, BEA, CBRE Econometric Advisors calculations, October 2010. The 2010 figure is as of second quarter.

Regulators have granted banks and other lenders considerable latitude over the past year to extend performing loans
and to avoid sharp book value write-downs that could result from marking performing loans to market. This process

© 2011, CB Richard Ellis, Inc. | Finding the Way Back: Annual Trends Report 2011 15
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CHAPTER 3: CAPITAL MARKETS DEBT

will not end with any fanfare but will fade away as markets recover over the next several years. The downside is that

“extend” is a way of nursing an asset back to financial health. Some would argue the patient should be left to pass

and the funds tied up in this asset should be used for a new venture to move the economy forward. This option is not

usually proposed by the sick patient or borrower. Moreover, this alternative is superior for many of the lenders who

simply cannot afford to take the economic and financial statement write-downs. If these loans were marked to current

market, then supporting financial institutions would need to raise more equity. Extensions may make even more sense

to borrowers as the real estate fundamentals and values improve, and as borrower’s expectations for recovering

cash flow and equity value rise. Over the past eighteen months, the strategy of extending loans has played out well

given the general rise in asset values over the same period. It is also worth noting some lenders are beginning to

play “hard-ball” with borrowers as lender balance sheets begin to heal and lenders are in better positions to absorb

potential losses.

In recent months, life companies
and large domestic and foreign
banks have materially stepped
up activity.

Although new loan origination activity remains at near
historically low levels, there are signs lending markets are
gaining momentum, reflecting an increase in the number
of core as well as distressed transactions coming to market.
Such progress is likely to continue into 2011, as property
market fundamentals and values continue to stabilize and
buyers and sellers better match pricing expectations. In re-
cent months, life companies and large domestic and foreign
banks have materially stepped up activity. Meanwhile, the
thawing of public debt markets, which took shape first in the
REIT unsecured debt market in 2009, has shifted into the
CMBS market during 2010. According to the CBRE Lending
Momentum Index, which tracks monthly lending volume of a
wide range of acquisition and refinance loans from a range
of life company, bank, CMBS and agency lenders, origina-
tion volume reached a low point in September 2009, stayed
flat for several months, before gaining pace in the middle of
2010.
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CHAPTER 3: CAPITAL MARKETS DEBT

Figure 3-4. Secondary AAA-rated CMBS Spreads Tighten Steadily Post-Crisis

Spread

Dec-04
Apr-05
Aug-05
Dec-05
Apr-06
Aug-06
Dec-06
Apr-07
Aug-07
Dec-07
Apr-08
Aug-08
Dec-08
Apr-09
Aug-09
Dec-09
Apr-10
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e AAA

Source: Commercial Real Estate Direct

CMBS issuance is likely to approach $15 billion in 2010, a figure dwarfed by the record volume of $233 billion
registered in 2007, but significant for a market that found itself on life-support only a few months earlier. The “CMBS
2.0” deals -- which are highlighted by conservative underwriting, fewer bond classes and simpler structures -- appear
to be well-received by investors. Early indications reflect that the investor pool for the various “CMBS 2.0” tranches is
deep. New origination programs have emerged, which will likely boost issuance over the course of 2011. However,
several issues will need to be sorted out before the market can absorb a significantly higher amount of refinance
needs. The impact of how the rating agency model will evolve under financial reform remains unclear, while a recent
FDIC requirement that bank issuers retain 5% of the bonds on securitizations they issue could have an impact on deal
economics. Furthermore, the ability of issuers to effectively hedge loan warehousing risks for large multi-borrower
pools needs to be addressed.

A gradual easing of underwriting standards should support higher levels of deal leverage. According to the Federal
Reserve’s quarterly survey for the second quarter of 2010, the percentage of bank senior loan officers reporting a net
tightening of standards reached its lowest level in nearly four years.
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CHAPTER 3: CAPITAL MARKETS DEBT

Figure 3-5. Bank Underwriting Standards Posed to Begin Easing...

Percent

=== Net Percent Reporting Stronger Demand
Net Percentage of Tightening Standards

Sources: Federal Reserve

Although we expect additional slackening of loan-to-value and debt yield requirements on the best deals, lenders
will continue to be rather risk averse and will seek to conservatively underwrite those deals that have significant
tenant rollover or capital issues. The lax underwriting that characterized the 2007 securitization boom - ranging from
waiving the collection of TI/LC reserves to underwriting “pro-forma” rents — will remain a distant memory. However,
it is likely that lenders will begin to look at more opportunistic deals with high-quality sponsors who have strong track
records. New construction deals, located primarily in the best multifamily markets, will begin to re-appear during
2011.

Distressed loan investors have been rather frustrated with the lack of opportunities over the last year, as many lenders
and servicers, with the blessing of regulators, have avoided large losses by granting extensions and modifications of
performing loans. However, there appears to be a subtle shift in the distressed pipeline over recent months. Loan
resolutions gradually gained pace, as banks and special servicers have sought to dispose of more loans which have
gone into default due to cash flow issues, rather than borrower or refinance issues. According to data tracked by Real
Capital Analytics (RCA), growth in the stock of assets listed as “troubled” slowed substantially in mid-2010, as loans
that have been resolved or restructured increased significantly. During the third quarter of 2010 alone, over $10
billion of RCA-tracked troubled assets were resolved, an indication that lenders were beginning to move more quickly
with asset dispositions.
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CHAPTER 3: CAPITAL MARKETS DEBT

Figure 3-6. Growth in Troubled Assets Appears To Level Off...For Now

$ Billion
w = &
o o o

2008.2 2008.3 2008.4 2009.1 2009.2 2009.3 2009.4 2010.1 2010.2 20103

M Troubled REQ M Restructured B Resolved

Source: RCA Troubled Assets Radar, October 2010

lIn particular, major banks have been particularly aggressive in shedding their real estate construction and develop-
ment loans, which have witnessed a sharp spike in delinquencies during the past year. Delinquencies on these loans
topped 16% during the second quarter of 2010, the highest rate on record, according to the FDIC. Since CMBS
issuances peaked in early 2008, loans outstanding in this category declined by over $250 billion, or close to 40%.
Generally, smaller banks have been far less aggressive in shedding their problem loans.

Despite some progress in resolving a portion of the riskiest bank loans, continued concern remains about the health
of small and mid-size banks, patrticularly in the economically hard-hit housing-bust markets (Florida, Arizona and
Nevada) and parts of the Midwest. Additional failures and capital issues among these regions’ banks could curtail a
rebound in lending and recovery in property values in these areas. Through the third quarter of 2010, the FDIC had
placed 132 institutions with an estimated $86 billion in assets into receivership, while 140 institutions, representing
$169 billion in assets, were placed in receivership during all of 2009. Over 800 additional institutions remain on the
FDIC’s Problem Institutions watch list. Many of these institutions have an above-average exposure to commercial real
estate and development lending.

Indeed, as the growing pipeline of distressed bank assets rises, the FDIC will need to tap into a number of alternative
channels to place and resolve receivership assets. In addition to selective bank mergers and asset dispositions, the
FDIC has successfully launched a public-private partnership through a structured sales program. The FDIC and
private partners co-invest in distressed pools which are financed by FDIC-guaranteed debt. With the recovery of the

CMBS market, the FDIC is also likely to tap into securitization during 2011 to finance the disposition of performing
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CHAPTER 3: CAPITAL MARKETS DEBT

and non-performing real estate assets. The FDIC last used the securitization markets during the Resolution Trust
Corporation (RTC) days of the late 1980s to early 1990s, a move that helped launch CMBS markets into a period of

significant growth.

As 2011 unfolds, it appears there will be several broad trends, which will shape the growth and resolution of distressed
assets. The volume of distressed hotel and apartment properties, which ramped up significantly in response to their
rapidly deteriorating property market conditions over the course of 2009, should begin to level off as occupancies
and rents begin to slowly climb back in these sectors. The office and retail sectors, which currently rank as the two
largest sectors in terms of distressed dollar volume, are expected to contribute disproportionately to growth in overall

distressed assets, reflecting weak prospects for increases in these sectors’ property income over the short-term.

Figure 3-7. Banks and CMBS Issues Face Highest Delinquencies Near-Term

m— (MBS Commercial Banks/Thrifts === |ife Insurance Companies

Fannie Mae = = = Freddie Mac

Source: MBA, ACLI, Wells Fargo, Fannie Mae, Freddie Mac, OFHEO and FDIC

With bank commercial loan and CMBS delinquencies likely to increase in 2011 to above their current rates (Figure
3-7), a moderate, steady flow of opportunities for distressed investors is expected. Banks will continue to struggle with
resolving short-term floating rate and construction loan debt. Meanwhile, CMBS servicers will have a watchful eye
on close to $50 billion of loans scheduled to mature, a significant portion of which are five-year interest only loans
issued in 2006 which were highly-leveraged. Conversely, life insurance company loans have exhibited a strong credit
performance, despite the economic carnage of the past two years. Life companies’ stronger credit performance has
positioned them well to compete with a variety of lenders over the next year.
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CHAPTER 3: CAPITAL MARKETS DEBT

In developing ideas about how real estate debt capital markets may evolve, investors are likely to face the following
issues and trends the 2011:

Opportunities for Borrowers to Lock-in Low Rates

With the Fed choosing to keep long-term rates low through a second round of quantitative easing, the next year
may provide a great opportunity for borrowers who are about to make acquisitions or reset deal capital structures to
lock-in low mortgage rates. Without doubt, monetary policy continues to support historically low rates, at least over
the short-term. Eventually, as Treasury rates rise over the longer-term, an assumable, below-market rate mortgage
may provide its own value in addition to the value of the real estate being acquired.

Tough Competition for the Best Deals

Almost everyone — life companies, CMBS issuers and large banks — will continue to bid aggressively on the best deals
in the best markets. Lenders are expected to become more aggressive in terms of loan proceeds and begin to bend
modestly on some loan structure issues. For instance, some lenders now accept carve-out guarantors who may not
have met credit standards in early 2010. Additionally, some unique ownership forms and single-property REITs are
acceptable to a growing number of lenders. Interest only loans are now reappearing for low-leverage, conservative
deal structures.

Lenders Begin to Take More Risks

In the face of strong competition for the best assets, rising levels of liquidity to deploy and compelling spreads on
commercial mortgages, we expect lenders to gradually take on more risks in terms of deal characteristics, strategy
and geography. Through most of 2010, lenders have been focused on the highest quality deals in primary mar-
kets. Expect lenders to gradually seek more opportunities in secondary markets as real estate markets improve.
Opportunistic buyers will find more plentiful bridge capital for re-tenanting vacant buildings and executing value-

added strategies. Moreover, we anticipate some construction loan deals will emerge in the best multifamily markets.

A “Lending Gap” Persists for Smaller Deals and Borrowers

Large public REITS and some major fund managers have been able to adjust their degree of leverage and tap various
sources to provide liquidity. However, smaller borrowers dependent on small and mid-size bank sources of capital
could continue to face challenges over the short-term. The gap may be particularly acute in the housing-bust states
where lending is constrained by rising bank failures. Therefore, a number of opportunities may exist for a wide variety

of lenders to fill this void by targeting high-quality borrowers who invest in these areas.

More Dispositions by Special Servicers

With CMBS delinquencies hovering near 10%, special servicers will be pressed to dispose of their most problem assets
in a more timely fashion. Apart from the extensions granted to performing mature loans, special servicers will deal
with a growing backlog of non-performers, especially in the hotel and apartment sectors. While special servicers will
remain wary to take losses, they will be forced to more rapidly dispose of problem loans in order to recover more
proceeds to the CMBS trusts. An ample pool of distressed buyers should help to support prices on distressed assets,
at least over the short-term.
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CHAPTER 3: CAPITAL MARKETS DEBT

More Mezzanine Deals

As values improve substantially for the best core properties, expect more mezzanine debt to be available to fund
acquisitions or re-capitalize existing sponsors in need of tenant and capital improvement dollars. Lower rates and
higher proceeds on mezzanine loans, with some conservative loans now quoted in the 8 to 9% range, will be accretive
to a larger segment of equity owners.

Policy Makers Take a Multi-Pronged Approach
to Restore Liquidity

The new Financial Reform Law will have important implica-
tions for commercial real estate markets. The law grants the
Fed broad powers to unwind “problem” institutions that pose

systemic risk to the economy. The Fed is also charged with — The capitul structure of a

- “typical” dealin 2011 will require
—  meaningful equity contribution
—+  and likely be more sustainable
1L over the longer term...

studying and implementing new risk retention rules and deter-
mining the impact of accounting rule changes on securitization
markets. The Securities and Exchange Commission (SEC) will
study and create a new system for assigning rating agencies to

new bond issuance ratings. While the role of Fannie Mae and
Freddie Mac and their impact on multifamily markets has not
yet been addressed, the Financial Reform law requires regula-
tory agencies to carefully assess the impact of rule changes
and actions on overall market liquidity.

Expect lawmakers to take more action to support liquidity and recovery of the commercial real estate debt markets.
For example, legislators are considering a bill to establish the legal and regulatory framework for a Covered Bond
market. This market, which is popular in Europe and Canada, would allow banks to issue senior debt securities
collateralized by commercial and residential loans which remain on their balance sheets. In addition, members of
Congress have proposed legislation that will attempt to jump start lending to the credit-constrained small commercial
loan sector. One program would allow the Treasury Department to issue loan guarantees, in exchange for a fee, on
the investment grade component of commercial loans in the amount of $10 million or less.

Higher Values and Leverage

Lenders have withessed a remarkable turnaround over the past year and lender competition for the best deals has
accelerated the recovery in values. In 2011, we expect continued improvement in overall values and increased loan-
to-value (LTV) ratios. Typical loan-to-value (LTV) ratios for first mortgages are expected to average 70%, up from 60%
during the recovery from the Financial Crisis in 2009. The capital structure of a “typical” deal in 2011 will require
meaningful equity contribution and likely be more sustainable over the longer term -- avoiding the highly levered
structure typical at the height of the market frenzy in 2007.
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CHAPTER 3: CAPITAL MARKETS DEBT

Figure 3-8. Steps Forward for Large Structured Deals
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Source: CBRE Capital Markets

CONCLUSION

Commercial real estate debt capital markets will continue to face challenges in 2011. The gradual de-leveraging
process whereby commercial real estate debt is re-set to correspond to lower values and leverage ratios will persist.
This process will be drawn out by the desire of lenders to extend performing mature loans in an effort to avoid sharp
write-downs, losses and equity raises. However, rising bank and CMBS maturities and delinquencies will result in
more opportunities for distressed asset buyers as servicers seek to resolve a growing pipeline of problem assets.

As liquidity is restored to commercial real estate markets, active lenders will face a number of challenges in executing
effective origination strategies. Many lenders will remain fairly risk averse due to uncertainty over market fundamen-
tals, forcing them to compete fiercely for the highest quality deals. At the same time, some lenders are expected to
gradually seek out opportunities with slightly higher risk profiles in order to reach higher origination volumes and
realize pricing advantages. As competition increases from a variety of sources, including life companies, large banks
and CMBS issuers, underwriting standards, such as average LTV ratios and debt yield requirements, will likely ease
somewhat over the course of 2011.
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CHAPTER FOUR

CAPITAL MARKETS EQUITY

® The most important trends for
2011 include the continuation
of an increased appetite
for real estate investment
and a growing appetite for
risk within real estate which
started to emerge in 2010.

® Historically, investors have
been rewarded for taking on
more risk at this point in the
business cycle. Such historical
experience suggests that real
estate investments made
today have the potential to
outperform over the long run.

25



¢ With many investors focused

on core deals in primary
markets last year, 2011 will
see investment movement to
higher risk profiles through
assets located in secondary
markets, or assets with more
leasing risk.

Deals on assets with more
severe distress will increase.
Note sales and direct deals
with banks have disguised
much of the distress to

date from those looking for
defaulted properties.

® Rising interest rates are

increasing capital costs and
limiting some investment
strategies, but higher rates
in concert with an improved
economy may still be
beneficial to real estate.
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CHAPTER 4: CAPITAL MARKETS EQUITY

In 2008, when the Financial Crisis was just getting underway, we might have renamed commercial real estate “the
next shoe to drop”, given its prevailing characterization at the time. Blame for the problems in the broader economy
was falling on real estate thanks to the subprime housing sector, and commercial real estate was viewed suspiciously
by investors and regulators as asset values fell and securitized debts faced challenges. This guilt-by-association has
now faded, and investors are coming off of the sidelines with a clear appetite for commercial real estate investment.
However, many in the industry are asking whether this appetite will continue to increase—as it has over the last
year—or level out.

Clearly, investors’ appetite for commercial real estate has

grown throughout 2010. Monthly transaction volume is up I Looking across sectors, the
sharply over the last year, visible in Figure 4-1 on the opposite I clear early winners in the race
page. In October 2010, transaction volume was approaching —r for investor interest include
$20 billion, roughly the level seen in early 2004. This level - the multifamily and industrial
represents growth of 80% from one year earlier. By compari- 1 sectors.

son, the low-water mark set in April 2009 was a mere $3.2
billion in transaction activity. Activity is back to the levels set in
2004, but what should one expect as a “normal” level?

From April to June 2007, total transaction activity averaged roughly $48 billion per month—a level of transaction
activity that clearly was not sustainable. Rather, it was a temporary market phenomenon concentrated in core deals
in a handful of markets and driven by market features, such as inexpensive debt and excessive optimism regarding
future growth, among other factors. An investor waiting for these market features to return, or one who is fearful that
the current rebound is a sign of a return to bad old ways, is missing the fact that the market is driven by different
forces at different stages of the cycle.

The fact that some property sectors have come back faster than others is indicative of changing forces driving the
appetite for commercial real estate. Looking across sectors, the clear early winners in the race for investor interest
include the multifamily and industrial sectors. In the first three months of 2010, these sectors’ transaction volumes
stood at 56% and 70% of their early 2004 levels, respectively. What these two sectors have in common is a history of
comparatively stable returns, given less severe construction cycles and less complex management structures.
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CHAPTER 4: CAPITAL MARKETS EQUITY
Figure 4-1. Transaction Volume is Up; What is Normal?
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Source: Real Capital Analytics

Risk aversion and a desire for safety and stability in an uncertain market were clear factors driving much of the
rebounding appetite for commercial real estate investment in 2010. Again, the market in 2007 was driven by differ-
ent factors, such as expectations for future growth and the cost of financing investments. Appetite for commercial real
estate investment is a function of numerous factors. How this appetite evolves in 2011 will be determined by factors
such as rates of return in alternative asset classes, finance trends, growth expectations and appetite for risk. Many of
these features can work against one another.

From the types of investments made in 2010, one can see a clear appetite for low-risk investments. Looking at the
issues surrounding trends in risk-appetite can help in understanding the extent to which this feature will continue to
be prominent in 2011.

One method to gauge risk aversion and likely future trends among investors is to look at the spreads in the rates of
return of certain key measures of the bond market. Figure 4-2 shows the spread between the so-called “risk-free rate”
of 10-year Treasury and AAA corporate bonds, which is often used as a broad gauge of investor appetite for risk.
Keep in mind, when investors are fearful corporations will have a more difficult time living up to their debt obligations,
the price of the debt they can obtain in the markets will rise with higher rates of interest—and therefore a wider spread
relative to the 10-year Treasury. A rise in this spread is indicative of a market in which investors across all asset classes
are becoming more fearful and risk-averse.
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CHAPTER 4: CAPITAL MARKETS EQUITY

Figure 4-2. Commercial Real Estate Liquidity Returning with Improving Perception of Risk

BPS Spread, AAA Corporate to Ten Year Index of CommercialReal Estate Liquidity
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Sources: FRB, Moody’s, NCREIF

With regard to commercial real estate investment, the broad appetite for risk across all asset classes impacts all
investment activity, but there is not a perfect correlation, given interactions with other factors that drive investor
demand. However, as the preceding chart indicates, in a general sense, the property markets become more liquid
and active when perceptions of risk fall.

This measure of commercial real estate liquidity is developed using data from pension advisors contributing informa-
tion to NCREIF, and is calculated by looking at the value of current acquisitions relative to existing assets. When
purchases are high relative to the size of the existing portfolio of assets, the markets are generally more liquid.

In 2005, this ratio was nearly 16%, when investor perceptions of risk were at record lows and falling, given strong
growth in corporate earnings. By contrast, investor perceptions of risk peaked in the fourth quarter of 2008 and the
first quarter of 2009, at record highs of 255 basis points (bps) of spread between AAA corporate bonds and the
10-year Treasury. However, even as perceptions of risk began to fall, transaction activity continued downward for a
few more quarters. There is a lag between these indicators; liquidity increased only in mid-to-late 2009.

This lagged relationship between investor perceptions of risk and market liquidity provides a sense of direction for the
appetite for investment into 2011. Corporate profits remain strong and the corporate bond spread, while up about

50 basis points since the second round of quantitative easing from the Federal Reserve Bank remain well below the
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CHAPTER 4: CAPITAL MARKETS EQUITY

peak levels set during the Financial Crisis. It would seem that commercial real estate investment has the opportunity
to draft off of these favorable trends and continue to grow into 2011.

It is interesting to note however that in this recovery, liquidity has been returning to the commercial real estate markets
far more quickly than it did in the downturn of the late 1980s and early 1990s. The recession of the early 1990s
ended in the first quarter of 1991, according to the National Bureau of Economic Research (NBER), the official arbiter
of business cycles. This measure of commercial real estate liquidity fell to 1.3% by the fourth quarter of 1992 and
took two years to rise to 4.4%. Again, this index shows that new purchases stood at 4.4% of the concurrent value of
the portfolio of pension advisor assets in the fourth quarter of 1994.

By contrast, in the current environment, liquidity fell to a low of 1.9% in the third quarter of 2009 and rose to 4.5% by
the third quarter of 2010. What required a two-year adjustment to a level close to 4.5% in 1994 took only a year into
2010. Part of this faster reaction time is due to the presence of more institutional groups investing only in commercial
real estate today than there were in the early 1990s. Equity REITs were marginal players in the early 1990s, coming
into full prominence in the late 1990s, out of the detritus of the 1990s real estate crash.

Institutional arguments aside, capital
market factors also help to explain
the faster turnaround in the appetite

. . for commercial real estate investments
Factors outside of the performance of commercial

— real estate itself are driving the investment
— performance of the commercial real estate markets,
—ft- with rates of return in other assets classes presenting
1L more of an influence on commercial property today.

during this recovery. Factors outside of
the performance of commercial real
estate itself are driving the investment
performance of the commercial real

estate markets, with rates of return in
other asset classes presenting greater
influence on commercial property

today.

Consider the yield trends on the safe asset class of US Treasuries. As shown in Figure 4-3, the yield on the three-month
Treasury fell dramatically during the recession, hitting a low of 0.12% in June of 2010. To put this figure in context,
an investor putting $10,000 into a three-month Treasury instrument in June of 2010 would get $12 back for their
troubles in September. By contrast, an investor back in 1993 would receive $313 for the same investment over the
same time frame.

Rates of return in the government bond market have become too low to compete with other asset classes. Even on
longer maturities on the yield curve, the opportunities simply are not that attractive. The 10-year Treasury dipped
below the 3% level in 2010, meaning that, for a long-term commitment of capital, an investor would get less today
than one could have had from a three-month commitment back in 1993. In this environment, investors are chal-
lenged to obtain any sort of return; and commercial real estate, particularly those investments which are stable and
cash-yielding, have been particularly attractive in 2010.
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CHAPTER 4: CAPITAL MARKETS EQUITY

When constructing a portfolio over a longer term, as over a 20-year period, investors are going to be focusing on
high allocations to stocks. That said, over the short run, the performance of the equity markets has been disappointing
from a volatility perspective.

Figure 4-4. Long-Term Perspective, Commercial Real Estate versus other Asset Classes

Period Ending in 201003

Private Real Estate ~ Average Return, % 2.9 7.10
(NPI) Shurpe Ratio (10-year Treasury) -0.05 0.30 0.50 0.21
0,
$&P 500 Average Re'turn, Yo 418 3.14 8.55
Shurpe Ratio (10-year Treasury) 0.02 -0.04 0.20 0.30
Barclay's Government  Average Return, % 5.65 5.98 6.89
Bond Index  Sharpe Rafio (10-year Treasuy) 039 035 0.27 0.29

Sharpe Ratio = Period Average (Return - 10-Year Treasury)
Period Standard Deviation ( Return - 10-Year Treasury)

Highest Return Highest Ratio of Average Annualized Return to Standard Deviation

Sources: S&P, Barclay’s, NCREIF, FRB

Volatility matters to investors since it impacts the predictability of the income one obtains from investments. The
preceding table suggests stocks have the best overall return performance over a 20-year horizon and the best
risk-adjusted return over such a horizon?. These facts over a 20-year period will smooth out the noise and unexpected
shocks one might experience over the short run, but the impacts over the short run have had an impact on investor
behavior.

As Figure 4-4 illustrates, over the last five years, bonds were the strongest performers, both from an absolute return
perspective and in terms of the return per unit of risk. As the economy entered a tail spin in 2008, the returns for
stocks and bonds fell at such an alarming pace, the volatility of returns for both commercial real estate and stocks
have been harsh. This volatility is measured by examining performance characteristics over the past five years, which,
there is reason to believe as the economy jumps back into gear, will revert to something more like what was seen over
the intermediate-to-long term. Specific factors which had affected market volatility over the last three years may push
additional interest in commercial real estate, relative to the past.

1 Academics debate the comparability of the return measures presented in Table 4-4. For instance, David Geltner at MIT calculates an alterna-
tive version of the NPI. It eliminates some of the bias that comes from an index built off of repeated appraisals which will have some correlation
between periods and therefore less volatility. Still, the general relationship presented in the data using this liquidity-adjusted version of the NPI
in a modern portfolio theory context, relative to other asset classes, will improve the efficiency of a portfolio of mixed assets so the general story
presented in the table will still hold.
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CHAPTER 4: CAPITAL MARKETS EQUITY

Figure 4-5. Volatility of Stock Markets Highlight Overstated Liquidity Advantages

VIX Index

Flash Crash in
May of 2010
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Sources: CBOE

A key argument in favor of stocks in a mixed-asset portfolio is they provide more liquidity than hard assets like com-
mercial real estate. This argument can hold up during periods when the economy is robust and growing, with large
blocks of shares easily transacted, given the clarity of price discovery available in the public markets. This notion that
the stock markets are more liquid than commercial real estate has taken a blow in this downturn, however, especially
in light of the “Flash Crash” seen in the stock markets in May of 2010.

The time required to market a commercial property can vary with the point in the cycle. When demand for assets is
strong, deals have been completed in 16 weeks, while deals can take as long as 24 weeks to close in a period of slack
demand. In the stock markets by contrast, sales can be completed more quickly, but not necessarily at the desired
prices; selling in “the wrong week” can be disastrous compared to waiting a few days.

Whether for portfolio-balancing requirements or generating cash in the short run, some investors facing a need to
dispose of portions of their stock portfolios have taken severe hits in this downturn. The S&P 500 took a hit of 45%
between the third quarter of 2007 and the first quarter of 2009. This hit was not a slow steady decline, however; there
were periods of major, fast price moves along the way.

Investors were particularly spooked by the “Flash Crash” in early 2010, when $1 trillion in market value was
erased in 15 minutes. Subsequent investigations of this event have uncovered structural problems, which have been
addressed with tests of new circuit breakers that temporarily limit the process of price discovery in the equity markets.
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CHAPTER 4: CAPITAL MARKETS EQUITY

These periods of poor performance and sudden unexpected shocks, however, have prevented investors from moving
expectations for stock market volatility back to the low levels seen in the past. By contrast, the performance of the
commercial real estate markets in 2010 gave investors no new signals requiring additional regulations. With the risks
of investment in this sector well understood, the appetite for these investments will grow along with expectations for
the economy.

The VIX index, published by the Chicago Board of Options Exchange (CBOE), is one measure of this volatility. This
index represents the market’s expectation of stock market volatility over the next 30-day period, as developed from
pricing on options on the S&P 500 Index. Some investors call the VIX the “fear index” and, into November 2010,
as shown in the preceding chart (Figure 4-5), the VIX was still at the same approximate level as it was in late 2007
through early 2008. Expectations for volatility have not returned to the low levels seen between 2004 and early 2007,
and, as such, investors are likely to continue to approach stock market investments with more caution than in the
boom years, given that they expect more uncertainty.

Whether in an upswing in the business cycle or on the way down, as an investor tries to sell a commercial real estate
investment, its time on the market will be longer than the time it takes to sell a stock portfolio with a similar market
capitalization. This said, in this longer time on market, an investor can feel more secure that pricing achieved in a
transaction is not due to a short-term movement in market activity. While price discovery is longer in the commercial
property markets, the pricing that results is less volatile and, in the current environment, where investors expect
ongoing, slightly-elevated volatility in stocks, the more stable pricing of commercial real estate assets will continue to
look more attractive.

The performance characteristics of commercial real estate are far less volatile than those of the stock markets and this
feature makes the sector attractive relative to other asset classes in this uneven recovery. This lower volatility is due to
issues in the construction of the performance indices as well
as the underlying characteristics of the assets themselves.

The performance characteristics For instance, the office sector has long leases which gener-

of commercial real estate are o o debt f t -
T . steady access to debt from government sponsored entities
far less volatile than those of Ve g gove P _

—1- generating stability around valuations. Across all commercial

the stock markets... . :
1 property types, such features combine to deliver returns that

ate stable income streams, while the multifamily sector has

over time have delivered predictable returns relative to the
business cycle.

The NCREIF data provides an interesting way to gauge the performance of commercial real estate investments relative
to the point in the cycle. Rather than simply looking at overall returns for the sector, one can gauge the performance
of assets relative to the year and quarter in which these assets were purchased. In Figure 4-6 that follows, such indices
were created for each of the four major property types, with returns calculated on a quarterly basis on the average
over the subsequent five years in which the investments were held. The year indicators on the x-axis indicate the point
at which the investments were made, and with respect to the timing of investments, clearly not all years are equal in
subsequent performance.
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CHAPTER 4: CAPITAL MARKETS EQUITY

The office investments with the best return profile following 1991 were those made in 1994, with average quarterly
returns of 4% over the subsequent five years. Figure 4-7 highlights why this outperformance occurred, with transaction
cap rates hitting a peak level just under 9.5% in late 1993 and early 1994. These investments were destined to see

returns boosted by cap rate compression on the order 50 to 60 bps over the subsequent five years.

The timing of investment performance is a feature that many investors understand though not all can act on such
cyclic evidence. Institutional sources of capital often tread more lightly in the early stages of a recovery while private
wealth investors have more of a tolerance for the risks posed in investments made in these periods. We expect those
investors who have made the decision to re-enter the market in the early stages of the recovery will, as they have
before, reap return gains greater than those of their peers who decide to wait.

Again, it is not quite fair to compare the performance of investments made in and around the 2008 downturn to those
made in the two other recent economic downturns, due to the fact that five years’ worth of investment performance
data is not yet available. Doing so anyway, with a bit of caution on the results, it is interesting to see how investments
made in 2009 and 2010 are already delivering positive returns. The cap rate compression shown below, with cap
rates peaking in 2009 and falling so sharply already, helps to explain returns here compared to previous downturns.

Figure 4-7. Transaction Cap Rates Turned the Corner in 2010

Cap Rate, %

e -
N

1985.4
1986.4
1987.4
1988.4
1989.4
1990.4
1991.4
19924
19934
1994.4
1995.4
1996.4
1997.4
1998.4
1999.4
2000.4
2001.4
2002.4
2003.4
2004.4
2005.4
2006.4
2007 4
2008.4
2009.4

s |ndustrial Office e Multifamily Retail

Sources: CBRE Capital Markets, Real Capital Analytics
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CHAPTER 4: CAPITAL MARKETS EQUITY

Reflecting the ongoing hesitancy to take on risk, discussions with a number of CBRE Capital Markets clients, at
conferences throughout the fall of 2010, revealed a clear preference for investments with “safe” characteristics. While
no investment is completely safe, managing the characteristics of the type of assets pursed, along with the type of
markets, one might minimize the risks from any issues in the broader economy while delivering returns that exceed
the anemic returns from government bonds already described. In the fall of 2010, too many investors were seeking
to implement the same strategies with too few properties available for sale.

Figure 4-8 was developed following the fall of 2010 PREA meeting to summarize the current investment objectives
of a number of investors as well as the quandary faced. From conversations with investors at this conference, it was
clear that the “X” in the chart represents the type of investment most of these institutional investors wanted to pursue
in the near term in the search of ongoing returns.

In the chart, primary markets would generally be considered the top ten or twenty metropolitan markets in the United
States in terms of total population, while core assets would be those with few leasing risks and no maintenance or
capital issues. The problem is that few investors who hold such assets would want to sell these today, and there would
not be enough of these assets to go around, were all the funds being raised attempting to pursue this limited set of
assets. With these limits in mind, institutional investors have been struggling with the issue of where stretching on risk
would be the most advantageous.

Figure 4-8. In Moving Away from Point “X”, One Answer Will Not Fit all Investors

Market Types

Core X

Value-Add <&

Strategies

Opportunistic

Would it make more sense for institutional investors to stay in the primary markets and pursue individual assets with
riskier characteristics that would take on some leasing risk or capital expenditures, thus moving to more value-add
or opportunistic strategies? Or would it make sense to continue to pursue only the best assets that are most isolated
from ongoing risks to the economy, but stretch by looking at the next forty or so US metropolitan areas in terms of

population? The answer, of course, is that one strategy will not fit all investors.

Some institutional investors will find success purchasing assets in primary markets at prices low relative to their cycle,
by taking on some leasing risk. The investors likely to have success will be those with the right team members and
skill sets in place to lease up assets in a changing economic landscape. A different investor team with a skill set
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CHAPTER 4: CAPITAL MARKETS EQUITY

geared towards asset management might want to focus on stable assets in secondary markets and simply run these
assets more efficiently than the typical managers in secondary or even tertiary markets. And for opportunistic invest-
ments where busted deals, problematic debt and even construction risks are undertaken, healthy returns should be
achieved; however, not all investors will be able and willing to undertake these types of deals.

The qualifier “institutional” has been applied to those investors pondering a decision away from the “X” in Figure
4-8. Again, institutional investors are hesitant to invest in the immediate aftermath of a downturn despite evidence to
suggest that such investments outperform over the long run. Those investors with less institutional capital and willing
to take on more risk have already started to move beyond the core deals in primary markets and the characteristics of
the investments pursued should be instructive to all types of investors. Instead of proposing a one-size-fits-all solution
for investors, the following three sections highlight a range of issues around moving out on the risk spectrum, to
value-add deals in primary markets and core deals in secondary markets. Some recent trends in the credit markets
may also unlock more potential opportunity deals in the near term as well.

This downturn was better suited to the success of investors willing to move out on the risk spectrum via strategy type,
versus market size, than were the recoveries following previous downturns. This downturn was a financial downturn,
which has an impact on the location and types of jobs lost, and on the potential to lease up empty space in primary
markets moving forward. Investors looking at value-add deals in primary markets will have “the wind at their backs”
to a far greater degree in this recovery than in previous recoveries with job growth helping to lease up empty space.

The most basic value-add strategy is focused on finding as-
sets that have some leasing risks—whether from near-term
B lease rollover or current vacancies—purchasing such assets

. . at prices that reflect these risks, then transitioning these assets
— The question...is whether one P 9

—{+ can lease up empty assets in
primary markets effectively.

to stability with help from a strong leasing team. In moving
an asset from, say, a half-empty shell to a fully-leased asset

|
i

at market rents, perhaps an investment group can generate

a core asset in a primary market, even as these assets are still
held closely by other investors. The question remains whether
one can lease up empty assets in primary markets effectively.

In this recovery, the pace of job market recovery in primary markets will not lag the rest of the United States, thus
putting the wind at the backs of leasing teams in these primary markets. The universe of markets we examine across
the country includes 120 metropolitan areas, with the largest 20 defined as primary markets, the next 40 as second-
ary markets, and the remaining 60 smaller markets as tertiary markets. As Figure 4-9 indicates, in the two previous
economic downturns and recoveries, primary markets fared poorly on job creation.

In the recovery of the early 1990s, the primary markets began to exhibit positive job growth only in 1993, though the
recession was declared over in 1991. Secondary markets witnessed job growth in 1992, while tertiary markets saw
positive trends in 1991. The same pattern was seen following the Internet bust, with positive job growth in primary
markets seen only in 2004, even as tertiary and secondary markets began growing one year earlier.
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CHAPTER 4: CAPITAL MARKETS EQUITY

Figure 4-9. Job Recovery Prospects in Primary Markets Better than in Previous Downturns

Year-over-Year Employment Growth

Forecast

Primary Secondary e Terfiary

Sources: CBRE Econometric Advisors, Moody’s Economy.com

Primary markets faced challenges in the two previous downturns. Those economic slides having been a function of
unwinding excesses that had concentrated in the primary markets. As middle management was cut in the early 1990s
in places like Philadelphia, some small metropolitan areas in the Southeast and Southwest experienced no such cuts,
and even saw steady growth on the basis of housing construction and new migrants. Likewise, the Internet Boom led
to excesses of speculative leasing and hiring on expectations of generous IPOs to pay off these obligations at later
dates. Even as these obligations were still being unwound in the primary markets, the housing boom that caused so
much trouble into 2008 was just getting started in these small markets of the Southeast and Southwest.

The housing and migration stories that helped these secondary and tertiary markets recover more quickly in the two
previous recoveries do not exist in this recovery. While there are ongoing demographic demands that will eventually
lead to a rebound in housing construction, this rebound will not come in quickly enough to allow these markets to
grow faster into this recovery.

Also, in the middle of the downturn, the primary markets did not experience a more severe decline in jobs than the

rest of the country. As this downturn was a shock both to the housing sector and related industries, and to the financial
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CHAPTER 4: CAPITAL MARKETS EQUITY

sector beginning in 2008 as credit disappeared, it was spread to all parts of the country. Likewise, the recovery, as
it gains steam, will spread more evenly to all parts to the country as firms previously forced to cut back due to credit

market issues begin to find ways to expand in a new credit environment.

Leasing up an empty commercial real estate asset will always be easier in a market where there is job growth. No
matter which the commercial property sub-type, counting up the number of new potential workers in the market will
indicate the potential to bring either workers or economic activity into the asset. With job growth in primary markets
forecast to come in at growth rates on par with the rest of the United States through 2012, there are favorable
economic trends for a value-add strategy in primary markets. With these favorable trends at an investor’s back, the
strategy of buying an asset that is occupancy-challenged, leasing it up, then selling it a core pricing in a primary
market has a greater likelihood of success in this economic recovery than those which followed the last two economic
downturns.

Not all investors have the skill sets needed to lease up empty assets, the risk profile associated with leasing up
assets is not appropriate for all investors, nor can all investors afford to finance required tenant improvements in
value-add buildings, in this market of more-constrained credit availability. As is noted in the real estate debt section

of this report, new sources of lending are coming to the

"I ...pursuing core deals in market, but these sources are more expensive and stringent
T secondary markets may be an on underwriting than were the debt opportunities presented
—1- option for some investors to following the 2001 downturn. With these issues at play,
1 move out on the risk spectrum pursuing core deals in secondary markets may be an op-
Al in search of returns. tion for some investors to move out on the risk spectrum in

search of returns.

Due to fears of liquidity at exit, secondary markets are eschewed by some investors. Despite these fears, there are
benefits for investors willing to consider these markets. Figure 4-10 highlights one of the key benefits that come with

pursuing assets in these markets—lower acquisition costs.
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CHAPTER 4: CAPITAL MARKETS EQUITY
Figure 4-10. Pricing Premium for Core Office Markets on the Rise Again

Cap Rate, % Difference, BPS
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Sources: CBRE Econometric Advisors, Real Capital Analytics

The chart highlights the spread in office cap rates between primary and secondary markets over time. In the boom
period into 2007, the spread was just over 75 bps, with office cap rates in primary markets hitting a low of 6%.
Cap rates went up across the country as the Financial Crisis and economic downturn adjusted expectations, with the
spread between markets falling to a low of just under 40 bps in early 2009.

As the worst fears of the downturn have faded, the rise in cap rates across both primary and secondary markets has
been halted and reversed, given renewed investor interest in the sector. The current cap rate differentials presented in
the chart show a 68-bps spread between primary and secondary office market cap rates. With primary market office
cap rates at 7.6% in the third quarter of 2010, this spread equates to an 8% price discount on the purchase of a dollar
of income in a secondary market, relative to this same income in a primary market.

The capital commitment required to purchase core assets in secondary markets is simply lower than the capital
required for similar assets in a primary market. Investment groups with smaller funds but a desire to purchase the
stability of core assets might do well in these secondary markets. This said, the issue of secondary market liquidity
still remains. A rough analysis of the price differentials between primary and secondary office markets suggests that

secondary markets are likely discounted in line with historic norms at the moment.
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CHAPTER 4: CAPITAL MARKETS EQUITY

One fear of purchasing assets in secondary markets due to price differentials is if the relative price difference alone is
driving the deal, then there will not be enough growth in the market to help the deal make sense over the long run.
For example, an industrial asset in Rochester, New York might be purchased at a significant pricing discount relative
to a modern distribution facility in Northern New Jersey. However, the question remains if the extreme discount alone
makes for a good investment.

It is difficult to make an assessment across individual assets but for broad market indicators across time, some
generalizations can be drawn. In the case of the office market data, there is currently an 8% discount for the price of
a dollar of income in secondary markets, relative to the price one would need to pay in primary markets. This discount
has evolved in line with the cap rate spread over time, with the discount as high as 11.3% in 2007 when there was 77
bps of spread between the two cap rate series. The current 8% discount is in line with the price differentials that can
be calculated from the Real Capital Analytics data back to 2003.

Given that current pricing suggests these markets face a typical discount, at a minimum, investors pursuing deals in
secondary locations have some justification that they are not being led astray by a price per pound that looks too
attractive. Still, the question whether these secondary markets are liquid enough to support an eventual exit strategy
remains. Currently, institutional investors are not yet sold on secondary markets unless the risk and yield characteris-

tics are significantly better than primary markets for assets of similar quality.

In some respects, the fear around liquidity in secondary mar-
kets is sometimes overstated. The sales volume in these sec-
ondary markets, relative to the number of potential investible

. .1l assets, is just as good, if not better than the trends exhibited in
There are investors willing to

— buy assets in these secondary
—+ markets, just not necessarily the
—+ same investor groups one might
1L deal with in primary markets.

the primary markets. There are investors willing to buy assets
in secondary markets, just not necessarily the same investor
groups one might encounter within primary markets. The dif-
ferent types of buyers one might need to work with include

REITs and local investment groups with whom one may not yet
have a working relationship. It simply requires a longer-term
commitment to these secondary markets to build up the con-
nections to succeed.

Going out on the risk spectrum by moving to core assets in a secondary market is perhaps a more difficult proposition
for many investors than a value-add strategy in a primary market. With the value-add strategy, when one is done and
successful, the end result is a core building in a primary market. Starting with a core building in a secondary market,
the end result is a core building in a secondary market—assuming nothing goes wrong. Investment advisors looking
at secondary markets must also have different types of investors in their funds. Going to, say, Louisville with sovereign
wealth money is not an easy story to pitch to sources of foreign capital unfamiliar with smaller markets.
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CHAPTER 4: CAPITAL MARKETS EQUITY

Investors looking to move out on the risk spectrum in search of returns may move beyond value-add deals to those
with more opportunistic characteristics. This said, to date, one problem with pursuing this strategy has been that
opportunistic deals have not materialized to the degree that many investors expected when this downturn began.
Opportunistic deals are coming, but at a different pace than was originally anticipated.

Back in 2008, as the economy and property markets began to slip, many investors expected that this downturn
would mirror the activity the market saw in the downturn of the late 1980s and early 1990s. In these downturns,
the combination of excessive construction and a crunch in lending, as life companies and banks pulled back from
commercial real estate lending, led to record profits for investors that were able to weather the storm and pick up
otherwise attractive assets for pennies on the dollar. While some notable opportunity deals have been achieved, the
overall activity in direct equity transactions just has not been the same as activity in the early 1990s, and is well below
the expectations many investors had back in 2008.

The fact distressed sale activity has not lived up to expecta-
tions is not due to a lack of distress; there are many distressed
and potentially distressed assets across the country. Rather, the The fact that distressed sale
nature of the transactions that have occurred are different in uctiviiy has not lived up to

this downturn, as are the financial and institutional pressures expectations is not due to a lack

which drove such a sharp initial rise in distressed sales in the of distress...

early 1990s. The nature of distressed transactions has been —
quite different in this downturn in that the actors have different
motivations.

The low interest rate environment the economy is experiencing today affords financial institutions with some potentially
bad assets on their books some wiggle room. The cost of capital is vastly lower today with the 10-year Treasury 300
to 500 bps lower than it was in the early 1990s. The actions of the Federal Reserve have reduced the cost of capital

for financial institutions, with low-cost borrowing available for short-term capital requirements.

With a low cost of capital from the Federal Reserve and an urging of forbearance from their regulators, commercial
banks in particular have not moved assets to the degree they could. Regulators urge forbearance, as it is recognized
the RTC process seen in the past was unfair in the way that it essentially redistributed wealth from one group of
investors to another. Furthermore, in the early 1990s, some distressed assets ended up in limbo for a while, with
regulators essentially controlling them; and in the aftermath, it was clear that had these assets remained in the hands
of professional managers, some value erosion could have been halted, allowing for better recoveries in the end.
Some forbearance prevents the worst of these mistakes.
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CHAPTER 4: CAPITAL MARKETS EQUITY

Figure 4-11. QE2 Helped to Spur Expectations of Growth in Pricing and Yields

% Levels

3.0
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Sources: FRB

Note sales in this downturn have allowed financial institutions to gain the benefits of leaving assets in the hands of
real estate professionals while preserving the flexibility to move on distressed assets when the timing is most advanta-
geous. Rather than taking the financial hit that would be faced in repossessing, managing and selling off an asset in
response to a borrower not meeting loan obligations, the sale of the note tied to the asset is a cleaner process. Other
investors pursuing a “loan to own” strategy have the appetite for these transactions, with a better capacity to manage

the foreclosure and management of these assets than many financial institutions.

This story on note sales is not to suggest that regulators have not been busy in this downturn. In fact, the FDIC has
been closing a record number of banks in the Southeast and Southwest. These closures, however, are not bringing the
loans these institutions made onto the books of the US Treasury to be a headache like the RTC process of the 1990s.
Instead, these closures lead to broad portfolio sales of distressed real estate debt, as well as the sale of individual
notes. Few figures exist to quantify the volume of distressed sales, but CBRE Capital Markets’ sense is that, if one were
to combine FDIC note sales with direct deals from banks and those marketed by commercial property brokerage
houses like CBRE, this volume could be as high as one half of the trades occurring in the market.

The wiggle room from the low interest rate environment is beginning to change, however, given the impact of a
second round of quantitative easing (QE2) by the Federal Reserve Bank. The QE2 process is a plan to inject $600
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CHAPTER 4: CAPITAL MARKETS EQUITY

billion of new currency into the economy by purchasing Treasury bonds in the market with maturities from five to ten
years. The Federal Reserve engaged in this policy due to fears of a more pernicious foe than bad assets on the books

of financial institutions—deflation.

Deflation generates significant distortions in the economy and can lead to a downward spiral in expectations that is
hard to counteract. Price declines in one period lead to expectations of future price declines, which in turn lead delays
in a wide range of economic activity. Consumers are hesitant to make major purchases such as homes and cars in
fear that these assets will be available at lower prices in the future. Likewise, firms hold back on some investments
that might spur growth, thinking that the plant and equipment may be cheaper in the future. These expectations for
price declines are self-reinforcing, with households and firms hoarding cash rather than engaging in the activity which

would drive growth in the economy.

The Federal Reserve Bank has traditionally acted to limit inflo- e
tion in pursuit of price stability. QE2 can be seen to have the i
same general goals; it is simply preserving price stability in In 2011, look for the pace of
the sense of preventing further declines in price expectations. distressed asset sales to increase.
As shown in the preceding chart (Figure 4-11), this policy has

already led to some of the expected benefits of the policy.

Inflation expectations can be measured by the spread between the 10-year Treasury and an inflation-indexed version
of the 10-year Treasury. Immediately after Chairman Ben Bernanke announced intentions to start this QE2 program,
inflation expectations picked up from a low in the 1.5% range, moving up to just under the 2.5% range by December.
In the meantime, the yield on this inflation-indexed 10-year Treasury has climbed from a low of 0.5% in early
November, with rates reaching the 1% range by December. The slow, steady job growth forecast for the job market
into 2011 will generate increased demand for currency and, along with the slightly elevated inflation expectations, is

pushing a slight upward push in yield requirements.

This increased yield requirement should in turn place additional pressure on those financial institutions with bad
assets on their books to dispose of them more aggressively. Rather than tying up precious capital in marginal assets
that only make sense in a very low interest rate environment, financial institutions will wish to put debt capital to work
in other sectors that will now be more productive, given increasing yield expectations. These firms may need to move
more rapidly on these marginal assets as well, for the cost of holding these assets will increase as the cost of capital
increases.

The desire to move on marginal assets will come not just from the financial institutions, but borrowers as well.
Troubled developers with debt tied to LIBOR in particular have an easier time today than in the early 1990s. Back in
the 1990s, LIBOR was in the 5% range and stands around 0.35% today. A growing economy with just slight increases
in inflation expectations will push up LIBOR and give these borrowers a greater incentive to simply hand the keys over
to the bank or sell the asset. An environment of higher interest rates will help to push greater transaction activity in
assets currently facing some stress.

In 2011, we expect the pace of distressed asset sales to increase. Even with the low interest rate environment and
forbearance from regulators, the pace has been on the way up. At the end of 2009, roughly 10% of CBRE Capital

Markets’ book of business was involved in the sale of distressed assets. All signs now point toward this figure reaching
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CHAPTER 4: CAPITAL MARKETS EQUITY

25 to 30% by the end of 2010, as more distressed properties come to the market. The easing of these supporting
factors will simply accelerate this process into 2011.

Are there sufficient distressed assets to satisfy the demands of investors looking for such opportunities? Much of the
analysis in the market has sought to quantify the potential distress in the market by looking at loans that have gone
bad or are likely to do so, given the reset in the value of the underlying collateral. Rather than starting on the debt
side, another data set allows one to look at individual projects that were distressed in the planning and development
phases. These so-called abandoned and deferred projects are prime targets for any investor looking to take on what
is potentially the biggest risk in the opportunity realm—development risk.

The CBRE Econometric Advisors / Dodge Pipeline database tracks development projects through all phases of con-
struction, from pre-planning through final construction. As shown in Figure 4-12, over the last three years, across 105

markets, a significant inventory of projects were shelved.

Figure 4-12. Distress Potential from Failed Developments is Still Quite Large

Square Feet Units

Sold in the Last Year 135,811,215 91,948,183 171,687,141 43,576 224976

Abandoned and Deferred over
the Last Three Years 797,842,050 826,686,619 557,873,171 396,211 1742333

Sources: CBRE Econometric Advisors / Dodge Pipeline, Real Capital Analytics

Of course not all of these abandoned and deferred projects will ever see the light of day, even with new sources of
capital and new managers. Some of these projects have entitlements already in place, while others are simply land,
an idea, and a developer looking for capital. So understanding that it is a broad net of potentially distressed projects,
in comparison to the quantity of assets sold across these same 105 markets (according to data from Real Capital
Analytics), the quantity of development projects that were sidelined is phenomenal.

In the office market, the square footage of assets abandoned and deferred over the last three years was nearly six
times as great as the quantity sold over the last year. The office market was not as bad as the retail and hotel sectors,
which had inventory planned that was more than nine times as great as sales tracked over the last year. Again, de-
velopment may be the riskiest proposition within the realm of opportunity strategies, but these types of projects likely
represent some of the highest potential returns as well. Developers with dreams of getting these projects completed
may be willing to take on partners, others without the fortitude to start up again might face requirements to liquidate
these projects at a new low cost—perfect targets for an opportunity fund.
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CHAPTER 4: CAPITAL MARKETS EQUITY
Figure 4-13. Distressed Multifamily Development Projects Vary by Market

Percentage of Current Inventory

Sources: CBRE Econometric Advisors / Dodge Pipeline, Real Capital Analytics
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In assessing how the commercial real estate investment markets will evolve, we believe that investors will face the
following issues and trends in 2011:

Transaction volume was on the way up from 2009 to 2010 and this positive trend will continue into the coming year.
There are some factors that may serve to limit the attractiveness of commercial real estate investments in 2011 relative
to the appetite for investments seen in 2010. However, on the whole, we expect the positive factors will outweigh the
negative factors and transaction volume will continue to grow.

Interest rates are starting to trend up on expectations of slightly higher rates of inflation. This force will tend to increase
capital costs and limit certain types of real estate investments focused simply on performance in a low interest rate
environment. This said, higher interest rates come with expectations for economic growth (explored elsewhere in this
document, within the sections related to the individual product types). The growth will in turn raise property incomes
and therefore values.
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More distressed deals will be seen in 2011. Issues on both the supply and demand side of the market will help propel
more distressed deals. In the face of increasing interest rates, financial institutions will find it difficult to carry distressed
and potentially distressed assets on their books. Developers are more likely to turn in the keys in this environment as
well.

Despite some expectations for growth, investors are still cautious in the current environment, given the economic
calamity we have all experienced in the last five years. The degree of caution has faded, however, between 2008 and

2010, which is likely to continue into 2011, allowing investors to take on additional risks.

Historically, investors have been rewarded for taking on increased risk at this point in the business cycle. Given the
current position in the business cycle, commercial real estate investments made today have the potential to outper-
form over the long run, just as has been seen in the two previous downturns.

Because of this confluence of factors that are positive on the whole, investors have made significant commitments
to invest in the commercial real estate sector. Initially, many investors have focused on the same set of core deals in
primary markets as a way to dip their toes into the market. This behavior will change in 2011.

Investors will still be interested in core deals in primary markets in 2011, but not to the exclusion of deals with slightly
higher risk profiles. There are good opportunities presented in assets that are located in secondary markets yet
present core performance characteristics such as stable rent rolls by credit tenants. Investors will step up to more of
these deals in 2011. Furthermore, the other direction on the risk spectrum is to take on some leasing risks in primary
markets and investors will step up to these deals as tenants begin absorbing more space in 2011.

The guilt-by-association that plagued commercial real estate in 2008 is fading quickly, and investors with a clear
appetite for commercial real estate are coming off of the sidelines.

Because of this confluence of factors that are positive on the whole,
investors have made significant commitments to invest in the
commercial real estate sector.
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CHAPTER FIVE

OFFICE

® Leasing activity is picking up,

but the rate is uneven across
markets and tenant footprints
are not increasing. East Coast
markets are leading the
recovery.

It is both a blessing and

a curse that there is
comparably less sublease
space on the market in

this real estate downturn
compared to the last
downturn. It is a blessing
since the lower sublease
space has kept vacancy rates
from reaching record highs.
However, it is a curse in that
what reached the market
quickly as sublease space last
time lurks as shadow space
that needs to be burned off
this time, creating a delay in
the recovery of demand for
office space.

49



® Vacancy is turning, but
high levels indicate that
rents are four years away
from recovery. Lack of rent
growth is a function of excess
capacity.
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CHAPTER 5: OFFICE

Signs of improvement have begun to emerge as the office market slowly approaches its long-anticipated recovery.
Leasing activity has showed signs of increasing; vacancy rates have or are approaching peaks in most markets; select
markets are now experiencing positive net absorption; capital markets have begun to awaken from their two-year
dormancy and the economy has once again begun to grow. All of that said; the movements toward a healthier and a
more robust marketplace are sure to be uneven as we make our way out of the trough. It is critical, as we reach the
turning point, to understand the magnitude of events that led the office market to its current position and how these

factors will shape the recovery to come.

The US economy has just endured one of the worst recessions on record; one that hit with such ferocity and sud-
denness that it was nearly impossible to predict its magnitude. The impetus for such a severe economic correction
was an investment banking crisis that originated in the speculation of residential mortgage bonds—or mortgage-
backed securities. Poor underwriting created debt instruments of questionable stability and fueled the residential
housing bubble. Home prices grew at an unsustainable pace throughout the middle part of the decade. As subprime
adjustable rate mortgages began to reset and the market for mortgage-backed securities began to flounder and
write-downs across Wall Street ensued, the great unraveling of the financial markets shut down the flow of capital to

businesses and virtually brought the economy to a stand-still.

For its part, commercial real estate was brought into the fold as abundant and cheap debt created conditions where
capital flowed freely into the market. The resulting infusions sent asset prices spiraling to unsustainable levels as a
weakening economy halted whatever momentum the market had garnered. As the economy crept toward recession
and rents fell amid the malaise in broader markets, prices proved too high and a wave of distress hit the market as
fundamentals eroded. Falling asset prices wiped out equity and property markets began a slow but steep free fall.

Figure 5-1. Office Market Correction Easing
Absorption and Completions, MSF Vacaney, %

||“| | || | | I | | I m oSN R T E— ]2

Il Completions Net Absorption === \lcaNCy

Source: CBRE Econometric Advisors Office Outlook, Winter 2011
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CHAPTER 5: OFFICE

Figure 5-2. Leasing Has Picked Up

Leasing Activity Index* (2007Q1=100)

2007.1  2007.2 2007.3 2007.4 2008.1 2008.2 2008.3 20084 2009.1 2009.2 2009.3 2009.4 2010.1 20102 2010.3

=& Boston Chicago === Los Angeles ~ ==m== New York === Phoenix ~ ccccee San Frandisco = = =Washington, DC

Source: CBRE

While the pace of leasing activity has picked up and signaled an emerging demand recovery, to take this as a signal
of health belies the issues still facing the market. Several barriers remain as we transition from contraction to recovery.
While it is a positive sign that leasing activity has rebounded, it represents only one piece of the puzzle. Increased
leasing activity is a step in the right direction; however, it has yet to translate into measurable gains in net absorption
or improvements in occupancy across the board. Progress to date has been uneven both regionally and across asset
guality both in terms of leasing and pricing. Predictably, Class “A” buildings, particularly in prime locations, have been

the initial beneficiaries of occupier demand. Lesser quality assets continue to languish.

Moreover, early improvements in the office market have been geographically uneven. Metro areas in the East have
been at the forefront of the gains that have occurred thus far, while the Midwest and West Coast regions have lagged
behind. Over the balance of the past year, more than half of the markets that have showed positive gains in demand
are located on the East Coast where the tide has begun to turn in key office markets such as New York, Boston and
Washington DC. The one regional outlier in all of this remain the Texas markets, which continue to outperform as their
high-tech, education and healthcare-focused markets are well positioned to take advantage of early improvements
in commercial real estate.

As we look ahead to 2011 and 2012, it is clear the recovery will take longer to gain traction in markets such as
California and Arizona. These markets were more maligned due to housing problems in West Coast markets and will
face the structural changes left in the wake of the financial and housing crises. Unfortunately, housing and housing-
related finance provided much of the impetus for economic growth during the last decade in many of these markets.
The stark reality is that many of these housing-related jobs created during the housing boom may never return and
will need to be replaced by more sustainable industries. In addition, markets in the Midwest will recover more slowly
as the nation’s industrial core continues to recover from a truly devastating recession.

Still, even within the prime East Coast gateway markets, the recovery will be anything but easy. To look at recent

demand trends alone is too simplistic an approach and would overlook all that the office market has lost during
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CHAPTER 5: OFFICE

the past two years. The progress we have witnessed to date, while welcomed, is not sustainable over the long term,
given the still weakened state of broader markets. The office market is deeply reliant on job creation. Thus far in the
commercial real estate recovery, job growth has been the missing link, much as it has been in the economic recovery.

Figure 5-3. Employment Remains The Missing Link

Change in Employment (thousands) Annualized % Change

235 +everererererererererete et e h bbb bbb bbb bbb bbb bbb bbb bbb bbb bbb bbb b b ene -10
2006.1 2006.3 2007.1 2007.3 2008.1 2008.3 2009.1 2009.3 2010.1 20103

I Office -Using Finance (L) Office - Using Services (L) === (ffice Total (R)

Source: CBRE Econometric Advisors; Bureau of Labor Statistics

Apart from its ferocity, the Great Recession was also unique in the toll it exacted on service industries and office-using
jobs in particular. Traditionally, recessions have a comparatively mild impact on services employment. Yet, between
the job market’s peak in December of 2007 and its trough exactly two years later, more than half of all job losses,
or 4.4 million, occurred in the services category. Moreover, more than 2.6 million office jobs were lost nationwide,
more than double the loss following the 2001 recession. The bottom line is that it will take until 2013 to recover the
jobs lost and correspondingly refill existing stock. Only at that point can we expect real rent growth and anticipate
meaningful new construction. While the job market has showed signs of improvement during the past several months,
giving indications that we are indeed heading in the right direction, the gains we have seen thus far are simply not
enough to foretell broad-based absorption and rent growth. The office market has progressed just about as far as
it can—in light of the state of the job market and the amount of excess capacity that employers are carrying in the
wake of severe layoffs.

While overdevelopment did not burden the market with supply overhangs in most metropolitan areas, one critical
difference during this cycle is that the severity of job losses left an inordinate amount of slack to be addressed. Amid
the precipitous payroll declines, there was a lack of the sublease activity that had characterized the dot.com bust as
large corporate tenants recognized the futility of incurring the capital expense of marketing and leasing empty spaces
in a market that would yield little in the way of return on such an investment, particularly in a falling market.
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CHAPTER 5: OFFICE

The turning point in the rent cycle is a key concern of investors, as rent inflation ties directly to revenue expectations
and future NOI growth potential. Unfortunately, there is no evidence to suggest that a rental recovery could occur
within the next four quarters, satisfying investors’ appetite for increasing returns from property level income. In fact,
the opposite is the case for at least another year except in some key markets such as Austin, New York, Washington
DC and San Francisco. While recessions often can be measured in quarters, rent cycles are typically measured in
years. During the previous two office corrections (1991 and 2001), office rents took roughly four years from peak to

trough and nearly three years to fully recover.

The difference between the most recent cycle and past cycles was the duration time required for the market to move
from its cyclical peak to its bottom. Effective rent declines lagged the broader recession—which began during the
fourth quarter of 2007—and continued to grow through the first half of 2008. When rents did begin to fall during
the second half of the year; however, it occurred with stark severity, bringing rents close to the bottom in a little more
than two years. The current rent cycle is very nearly complete, but the vacancy rate is far too high to support rent
growth over the next year. Through job gains and the completion of tenant downsizing, demand will improve enough
to bolster occupancy and allow landlords to regain a measure of pricing power. The process will take time and the
outlook in 2011 will remain subdued with little upward movement in rent. It may take until 2012 until the pendulum
of pricing power swings to favor landlords.

Figure 5-5. A Long Journey Ahead

" Office Rent, Indexed (100=Cyclical Peak)

199091 17 15
2001 16 13
2007-09 11 17

01 2 3 4 5 6 7 8 9 1011 1213 14 151 17 18 19 20 21 22 23 24 25 26 27 28 29 30
s 1990-91 (1988.4=100) 2001 (2001.4=100) e 2007-09 (2008.4=100)

I Denotes official start of economic recession according the the NBER*
@ Denotes official end of economic recession according the the NBER*

*Official Recession start for 2007-09 recession not depicted on chart. Recession began in 2007Q4, according to NBER.
Source: CBRE Econometric Advisors, Office Outlook, Winter 2010

© 2011, CB Richard Ellis, Inc. | Finding the Way Back: Annual Trends Report 2011 56

o
=
o
=
(13
(]
-
=
o
=
=
«Q
-
=2
o
Z
o
x
-
>
=
=
o
=
«Q
3
o
=
b
>
=
X
o
o,
-]
o
3
T
o
>
g
o
-
(7]
>
=
=}
c
Q
-]
=
(1]
=
Q.
(7]
A
(]
T
o
=
=4
N
o
-
-




CHAPTER 5: OFFICE

There is some debate over the cause of the steep decline in the rent cycle this time around. One view is that there is
increasing immediacy in the transference of information and transparency in the office market, in the way of both
leasing activity and tenant planning through available research and media coverage. The argument is that changing
conditions are more quickly evident to market players, resulting in more contemporaneous adjustments to market
fundamentals. Though likely a contributing factor, increased market transparency offers only part of the answer. The
more plausible argument for such a rapid decline in office rent can be found on the demand side of the market.
While early absorption declines were somewhat constrained relative to events following the 2001 tech bust, the same
cannot be said for the job market’s reaction to the recession.

The incidence of sharp and severe job cuts following the apex of the Financial Crisis is unprecedented in any post-
World War |l recession. The fact that demand held up as well as it did, keeping vacancy rates from spiking to record
levels, was largely a function of corporations holding onto space, rather than releasing it to the sublease market,
as was the case in 2001. Nonetheless, the impact of job losses and mounting shadow vacancy—as tenants pared
payrolls without shedding space—was the freefall in rents through 2009. But just as the downside was shorter this
time around, the upside of the downturn promises to be at least as lengthy, and very similar to what occurred in the
early 1990s.

The primary impediment faced by the office market as it begins its recovery is not necessarily the trajectory of the
economy’s growth path, but rather where we stand today after such severe losses. Though office-using employers
have been adding to payrolls over the past three quarters, there are two million fewer office workers than existed at
the market’s peak. It will likely take the economy the better part of the next three years to replace those jobs. Even
in the absence of any measurable office construction, a considerable amount of time will be needed before excess
capacity (shadow space) can be reabsorbed and job creation can support the type of demand required to lower
vacancy rates enough to support rent growth.

The office market is poised to take an important step forward over the next twelve months and 2011 will prove to be
a transitional year. The road to recovery will be long and the economy must continue to improve to bring the office
market back to prosperity. Businesses will need to do their part as well through increasing the pace of hiring, which
is crucial to rebuilding occupancy levels. For its part, the capital market will need to move forward and financial
institutions must get back to the business of lending, which is the life blood of the economy. This has begun to some
degree, but as with other aspects of the recovery more improvement is necessary. Still the struggle for landlords will be
to regain a modicum of pricing power that they have yielded to tenants; translating nascent rent gains into increased
operating income will take time. Lease deals transacted over the next 18 months will be signed at double-digit
discounts compared with the market’s previous peak. Only after occupancy and rent levels return to more competitive

levels will the office market recovery be complete.

Only after occupancy and rent levels return to more competitive levels
will the office market recovery be complete.
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CHAPTER 5: OFFICE
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CHAPTER SIX

INDUSTRIAL

® Demand for warehouses
has turned positive, but the
completion of the re-stocking
cycle and moderation in
imports suggest continued
high availability rates on
average.

® With record low amounts




¢ Shifts in transport modes will

draw increased attention to
new geographic areas. In
addition to the anticipated
changes from the widening
of the Panama Canal, the
emergence of increased

air transport will continue
to benefit Los Angeles and
Dallas, among others.

® Despite rents that are

expected to continue falling
in 2011, the less aggressive
behavior of investors in
industrial space prior to the
crash has kept industrial
properties from the levels of
default and distress seen in
other property types.
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CHAPTER 6: INDUSTRIAL

While far from the picture of health, the US industrial real estate market began to show signs of healing during 2010.
Nationally, the availability rate has stabilized after more than two years of increases, with third quarter positive net
absorption together with help from historically low levels of industrial construction. This recovery, however, is likely to
look very different from the traditional economic rebound. While domestic consumers will play their part, they are not
expected to be the biggest driver of growth, as would occur during typical economic recoveries. Consumers continue
to work off debt, and while corporate balance sheets are in better shape companies remain hesitant to hire new staff.
Looking ahead, the recovery is expected to be piecemeal in nature, with certain markets and product types improving
earlier than others. This chapter will provide an overview of the drivers of demand for industrial real estate over the
past year and how they will impact the nature of the industrial market recovery going forward.

Figure 6-1. Industrial Net Absorption, Completions and Availability Rate

Net Absorption, Completions, MSF Availability Rate

Forecast
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I Net Absorption (L) Completions (L) s Availability Rate (R)

Source: CBRE Econometric Advisors Industrial Outlook, Winter 2011

The main drivers of demand for industrial real estate—inventories, trade flows and industrial production—continued
to recover in 2010 but all remain below pre-recession highs. Inventory restocking commenced early in 2010 after
a prolonged period of inventory liquidation during which US businesses shed a record amount of inventory. While
inventory liquidation is common during economic downturns, as companies reduce stockpiles in the face of waning
demand, the inventory decline during the most recent recession was much more severe and swift than previous down-
turns. The credit crunch of late 2008 and early 2009 that followed the collapse of Lehman Brothers severely restricted

the availability of financing for US consumers and businesses. As businesses meet day-to-day expenses like payroll
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CHAPTER 6: INDUSTRIAL

and accounts payable, this financing (especially that available in the short-term credit market) is a vital source of cash
flow. With sharply reduced access to cash, many companies were forced to liquidate assets, such as inventories. The
strong decline in inventories sharply reduced the amount of warehousing and distribution space needed to store and
transport these goods. The CBRE Econometric Advisors national warehouse availability rate peaked at a record high
14.1% in the second quarter of 2010 and has begun a slow descent.

While inventory restocking advanced through the first three quarters of 2010, as we head into the final quarter of the
year, the pace has slowed. The initial strong, unsustainable pace of inventory accumulation was an adjustment; firms
needed to replace inventories that were drawn down during the recession. And, manufacturers needed to refresh their
supply chain in advance of anticipated demand. Both contributed to inventory improvement. Much of this restocking
has taken place in the auto sector, so retail inventories remain extremely lean. Excluding autos, retail inventories have
experienced only mild growth as companies and retailers are hesitant to rush into inventory replenishment, given the
weak employment situation, cautious consumer sentiment and concerns over the long-term health of the economy.

Figure 6-2. Change in Real Business Inventories and Industrial Net Absorption

Net Absorption, MSF Change in Business Inventories (billion 2005 )
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CHAPTER 6: INDUSTRIAL

International trade flows continued to rebound in 2010 after beginning to recover in 2009. According to the latest
data from the US Census Bureau, goods exports had made up 68% of their peak-to-trough loss as of September
2010, while imports had gained a more moderate 54%. Though imports experienced a surge in the second quarter
of 2010, that strong growth did not necessarily suggest robust growth fundamentals. Much of the import growth
was driven by inventory replenishment among businesses with extremely lean stock levels and an earlier-than-usual
start to the holiday shopping season. Many major importers, concerned about possible supply shortages in the latter
half of 2010, began stocking for the holiday season in June and July instead of the usual September and October.
Furthermore, recent retail sales numbers suggest a moderation in consumer activity, which will exert downward pres-
sure on imports going forward. The weaker dollar is also expected to further dampen import activity while boosting
export growth going into 2011. Total retail sales fell markedly to $9.6 million in the second quarter after posting
three consecutive quarters of solid growth. Retail sales are not likely to expand greatly in the coming months, given
the continued weakness of the US labor market.

Figure 6-3. Imports and Exports Continue to Recover but Remain Below Pre-recession Highs

Real Goods Exports, Imports (billion 2005 $)
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Source: US Bureau of Economic Analysis

Despite the precarious economic environment, demand for certain types of industrial facilities has remained positive,
even during the recession. Demand for Class A warehouse/distribution space—typically defined as larger facilities
built in the past decade—continued even during the depths of the recession. Part of this demand emanated from
supply chain consolidation. In the wake of the Financial Crisis, many companies decided to centralize and consolidate
their supply chains, given the financial benefits and increased inventory visibility associated with doing so. This move

towards consolidation increased demand for larger, more modern space, most of which has been built in the past
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CHAPTER 6: INDUSTRIAL

decade as the average size of warehouse space has increased steadily over time. But demand for modern distribution
space has also emerged from businesses switching from less expensive Class B or C space to more modern Class A
space, given historically advantageous lease terms and historically low rents.

Figure 6-4. Demand for Newer Warehouse Facilities Has Already Returned

Warehouse Availability Rate, Indexed to 2009 Q1

2009.1 2009.2 2009.3 2009.4 2010.1 2010.2 2010.3

e (155 A Class B

Class A: Warehouses built after 1999
Class B: Warehouse distribution facilities built pre-2000
Source: CBRE Econometric Advisors Peer Select, Fall 2010

Central Pennsylvania is one example of a market with very little modern, bulk distribution space currently available.
But with speculative construction nearly non-existent, it will be some time before we see new construction start to ramp
up, even in areas with signs of demand. This “flight to quality” means that the recovery among older Class B or C

space will be prolonged in many markets as tenants seek newer space.

Another pocket of demand has emerged as a result of shifts in transport modes. Both the value and weight of goods
imported via air are close to reaching their pre-recession highs, while seaborne goods imported via container ships
have experienced a more subdued recovery. A number of companies have turned to the more expensive but faster
method of air freight, rather than add to inventory holding and capital costs. In other cases, companies’ stocks were
so lean that they needed to ship via the quicker air freight in order to meet demand. Demand for warehouse space
nearer to main cargo airports has thus increased in a number of markets such as Dallas and Los Angeles.

The recent surge in air freight traffic aside, imports still enter the country in much higher volumes through the nation’s
seaports and ports, which will continue to experience a great deal of activity. Traffic has rebounded strongly in a num-
ber of ports, including Seattle and Savannah. We expect trade flows to continue growing even with a weak economic

outlook—historically, trade has grown faster than economic growth (as measured by GDP) and we anticipate this
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CHAPTER 6: INDUSTRIAL

trend to continue in the coming years. Furthermore, the widening of the Panama Canal—with an expected completion
date of 2014—will boost demand in Gulf and East Coast markets, many of which have started dredging projects that
will eventually allow wider ships to pass through the Canal.

Not all is doom and gloom in the industrial real estate sector. One bright spot has been the relative scarcity of
industrial construction. The quarterly historical average of industrial construction (beginning in 1989) is 42.8 million
square feet, but supply has been well-below this figure for nearly two years, including a record-low level of just 2.9

million square feet in the third quarter of 2010.

Figure 6-5. Industrial Completions at Historic Lows

Industrial Completions, MSF
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Source: CBRE Econometric Advisors Industrial Outlook, Winter 2011

The reason for the steep decline in industrial construction is twofold. First, the Great Recession hit while the commer-
cial real estate market was only halfway through its cycle. Demand had returned as the economy recovered from the
2001 recession but industrial construction did not have enough time to ramp up in response. Therefore, construction
was significantly lower coming into this recession than it was prior to previous downturns. Second, tightened lending
conditions that followed the collapse of Lehman Brothers made it difficult to obtain construction financing even where
demand existed. While credit conditions have improved since then, credit remains tight as both lenders and develop-
ers remain risk-averse.

Construction will remain weak as we move through the near term, as fundamentals no longer support development.
Stubborn, high availability rates are keeping rents low, which will only serve to further delay future construction
projects. The dearth of development in 2010 serves as a stark reminder that although availability rates point to slack
in the market, the situation could have been worse than it is today. The recovery will be aided by a reluctance to
undertake new development projects, as rent growth will remain anemic over the next several quarters. It will be a
few years before market momentum is such that any meaningful construction activity factors into our outlook. And the
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CHAPTER 6: INDUSTRIAL

appetite by lenders and capital for speculative construction is still diminished. That said, key distribution hubs should
start to hear rumblings of new construction as supply for quality space in primary markets starts to be burned off. The
forgotten silver lining to new construction is a dramatic fall in construction prices and land values have fallen in step
with the recession.

In the near term, industrial construction will be driven by specialized build-to-suit projects or unique areas constrained
by the lack of new development over the past few years. Many build-to-suit projects will be related to supply chain
consolidation, as companies seek larger space to accommodate centralized inventory operations. Demand for re-
frigerated warehouse space has also risen. Food and beverage consumption will continue even in a weak economic
environment, and trade in fresh foods has increased considerably.

Another bright spot for the industrial sector is the relatively low share of distressed properties compared to other
property types. While many expected that commercial real estate would be “the next shoe to drop,” the industrial
sector has been largely immune to distressed activity due to the nature of leverage in the sector—investors in the
industrial sector have tended to use far less leverage than those in the office sector, for example. According to figures
from NCREIF, leasing expenses constitute 12% of annual NOI versus a 20% figure for office, 13% of which comes
from the cost of tenant improvements. With fewer improvements, investors in the industrial sector did not need to
borrow as much during the market boom.

According to Real Capital Analytics’ Troubled Asset Radar, some 10,727 properties, valued at $58.8 billion, were
listed as troubled as of September 2010; only 4.5% were classified as industrial property. This category is a catch-all
and includes assets for which a loan default has occurred or is imminent, or whose sponsor faced financial trouble
or bankruptcy.

Thus far, the industrial real estate recovery is proceeding generally as expected. A surge in inventory restocking early
in 2010 increased the demand for both warehouse/distribution and manufacturing space. Availability rates fell in
2010 for the first time in three years as net absorption slowly returned to select markets and industrial construction
remained extremely low. Despite the first signs of declining availability, however, rents continue to fall in many
markets, albeit more slowly. A record-high volume of industrial space was vacated during the recession; it will be

some time before enough industrial transactions occur to fill this space again.

While the recession has been officially declared over, a number of challenges still remain. The pace of inventory
restocking has slowed after the initial surge as companies scrambled to meet demand early in 2010. Companies are
less eager to hold high levels of inventory—not only have they learned how to operate effectively with leaner supply
chains, but they have reaped the financial benefits associated with this strategy. Restocking will likely proceed more
slowly than it has after other recessions. With the employment situation remaining weak, retail sales will also be slow
to rebound and consumer sentiment is expected to be subdued.

Slow but increased growth will be a hallmark of the recovery for the industrial real estate sector. The nascent recovery
in the nation’s larger industrial markets has been sporadic, with periods of positive net absorption followed by
declines. The speed and timing of the recovery will vary geographically too, with some markets experiencing demand
sooner than others. The economic recovery will need to take full hold before the industrial market can hope to be
made whole again.
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CHAPTER SEVEN

MULTI-HOUSING

® Multifamily demand has
soared year-to-date 2010
thanks to foreclosures
pushing households toward
renting, as well as rent
discounts and concessions
pulling them in.

® However, there is such a thing
as too many foreclosures
as own-to-rent conversions
and falling home prices
are downside risks for the
markets most directly hit by
the housing bust.




® As the bust has ® Sales prices are rising

demonstrated, renters-by- in select markets, and

choice have the advantage differentiation across markets
of labor mobility in addition and individual assets will

to saving money (and continue as investors seek
sometimes preserving a good reliable income streams.

credit rating).




CHAPTER 7: MULTI-HOUSING

Growth in apartment demand exceeded our forecasts for strong
improvement in occupancy in 2010 and it is likely that this stronger-
than-expected performance will continue in 2011. Factors driving this
fast improvement in multi-housing fundamentals include not only the
job growth but also expansion in broad rental demand. With very few
new apartment properties being delivered next year and occupancy Nk “'Stronger'ihu“'expeded

continuing to rise, apartment operators will try to be more aggressive - performance will continve

in 2011.

|
i

than usual in terms of eliminating rent discounts and raising asking

rents. The average effective rent, currently projected to grow at an an- —=
nualized rate of about 2.5 percent by the end of 2011 across markets,

could strengthen sooner as a result, with rents in cities like Boston,

Denver, Portland, San Jose and Seattle expected to grow at a rate that

is at least twice the national average.

While much of the recent gains in demand nationally can be attributed to improving employment trends, the variation
in demand trends across markets is harder to explain. However, all of the markets that led in apartment demand
growth rates in 2010 were located in the South and West, regions of the country where most of the nation’s household
growth has been concentrated. Declines in the nation’s homeownership rate during this period have been driven
by the South and West regions as well, in large part due to foreclosures. Consequent expansion in broader rental
demand has boosted the professionally managed apartment segment.

Aside from the economy and demographics, recent innovations in property management are also positively impact-
ing performance. In the past, incentives paid to on-site leasing agents used to be higher for a new lease than for a
renewal. Now they are the same and leasing agents’ compensation is also directly tied to the achieved rent levels.
This change led to a reduction in rental turnover and greater differentiation in pricing. The on-going, broadly based
rent discounts and concessions did help to attract new tenants and keep existing ones. While revenue management
systems forced rents to fall quickly, they have also pushed them up sooner than in the past cycles.

Across the 60 markets in CBRE Econometric Advisors’ coverage, apartment demand (occupied stock) grew at an
annualized pace of about 300,000 units during the strongest quarters of 2010, with about half of the gains occurring
in large markets, including Los Angeles, Chicago, New York, Washington DC, Dallas, Seattle, Boston, Atlanta, Miami,
Denver, Austin and Phoenix. Net absorption exceeded deliveries of new product by a wide margin in all of these areas.

As a result of the strong growth in demand, the national vacancy rate declined from a peak of 7.4%, reached in
2009 to 6% in the second quarter of 2010. While vacancy rates have declined in virtually every market, the national
average is still above the historical norm of about 5% and pricing power remains on the tenants’ side. Rent discounts
are still common, with nearly half of properties surveyed nationally reporting some form of concessions, with notably
more in Las Vegas, Phoenix and Houston. However, concessions continue to dissipate and this trend should lead to
effective rent growth and improved asset performance as early as the end of 2010.

Job growth remains a big part of the apartment demand story. As the following chart illustrates, improvement in
employment trends nationally, mainly in the first half of 2010, has contributed to rapid growth in occupied apartment
stock. Individual markets where employment growth exceeded the national average—particularly in Texas and the
Carolinas, have also led in terms of apartment demand growth in 2010.
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CHAPTER 7: MULTI-HOUSING

Figure 7-1. Job Growth is Part of Demand Story... Nationally

Total Employment, Annualized % Change Occupied Apartment Stock, % Year-Over-Year % Change

s Total Employment Demand (Occupied Apartment Stock)

Source: CBRE Econometric Advisors

According to the Bureau of the Census, national housing demand (as measured by the number of households) grew
by 782,000 between the second quarter of 2009 and the second quarter of 2010, including 343,000 in the West,
378,000 in the South and 88,000 in the Midwest. Households in the Northeast witnessed declines of 27,000. During
the same period, the national homeownership rate withessed a 50-basis point drop, from 67.4% to 66.9%. This
aggregate decline was mainly driven by two regions: homeownership rates declined from 70% to 69.1% in the South
and from 62.5% to 61.4% in the West. The homeownership rate in the Northeast remained essentially unchanged at
64.2% and increased slightly in the Midwest from 70.5% to 70.8%.

As a result of overall household formation and an accompanying decline in the homeownership rate, the number of
renter households nationally increased by 825,000 between the second quarter of 2009 and the second quarter of
2010, including 470,000 in the South and 403,000 in the West. During the same period, less than 150,000 rental
units were completed in the two regions. Given such wide gap between growth in demand and new supply, one would
also expect to see sharp declines in the overall rental vacancy rate, yet it showed only a modest improvement over
this period. The main reasons include the massive own-to-rent conversions in the single-family and condominium
segments in the face of weak sales and home prices, the so-called “doubling up” effect—increasing number of renters
per housing unit, as well as the reverse migration of young adult children moving back in with their parents, are
among the likely contributing factors.
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With residential foreclosure activity likely to remain high in 2011, apartment demand can continue to exceed expecta-
tions formed primarily on the basis of projected job growth. Even under the scenario of a slow employment recovery,
apartment demand should see steady growth that would return occupancy rates to historical norms next year, opening
doors for healthy effective rent increases in the 2012 to 2014 period. The broader recovery is unlikely to be robust,
however, without stabilization in the housing sector and dissipation of foreclosures.

Rising foreclosures and subsequent decline in homeownership demand will bring home prices down again, leading
to more own-to-rent conversions. So while broader renter demand will expand as the homeownership rate drops,
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the broader rental supply will rise as well. Markets which experienced the biggest housing busts and highest foreclo-
sure rates—especially those in Arizona, Nevada, Florida and parts of California—will still be more exposed to the
“shadow” rental supply risk under such a scenario. While foreclosures and strategic defaults can boost apartment
demand in the near term, they are one of the sources of downside risk to the economy and the medium-term outlook
for apartment rent and revenue performance.

It is possible that the stronger-than-expected pace of apartment demand is a reflection of a behavioral change on
the part of consumers with regard to own-versus-rent decisions. Despite mortgage rates at historically low levels and
housing affordability being near-record high, home sales remain quite low. While constrained home lending and
stricter loan-qualifying criteria are affecting owner demand, prospective buyers might also be doubtful about the
strength of home price appreciation over the next few years. With home prices having plunged to decade-low levels
and still falling in many parts of the country, this is a growing concern, both for lenders and existing homeowners. If
this does turn into a trend, however, US housing demand and supply will likely undergo a more lasting shift toward
rental product.

In the near term, new multi-housing supply is likely to remain low. Completions of multi-housing properties with five
or more units dropped to an annualized pace of about 120,000 units in the third quarter of 2010, less than half
the level averaged over the last twenty years. With completions remaining near these record low levels in 2011, the
subsequent recovery in new supply will likely follow a trajectory similar to the mid-1990s. The primary reason for this
occurrence is that, in inflation-adjusted terms, current rent levels do not justify new construction, so construction must

remain low until real rent growth momentum picks up.

That said, with core apartment assets now selling at 5% cap rates or less and the ability to realize between 6.5% and
7.5% return on cost when stabilized, more and more institutional owners would rather develop new multi-housing
properties. Furthermore, it is not uncommon to see “pent-up” supply effect following the ends of recessions. There is
a potential for this to occur in 2011 as well as projects originally permitted and/or started in the 2008-2009 period,
but then temporarily delayed, get completed.

Mass foreclosures and bank failures have cast doubt on the idea of homeownership at all costs. A possible silver
lining to this crisis is that it is prompting both households and policymakers to re-examine the benefits of renting. In

this context, what kind of homeownership is good for today’s housing market and broader economy?

Homeownership is usually defined in terms of exclusive rights over a property’s title. In practice, control over a home
is not an absolute notion and can vary with owners’ equity stakes. There is a material and psychological difference
between owning the majority of the equity in one’s home and owning a small fraction—and this has important
economic implications which are often ignored.

Holding a higher equity stake in one’s home has benefits that extend beyond the owner. First, it helps make the
housing market more stable. One of the reasons that there are higher rates of home foreclosures today than in the
past is the higher incidence of households that have no equity or are “underwater” and owe more than their homes
are worth. Homeowners with higher equity would be less likely to abandon their properties when faced with financial

hardship.
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CHAPTER 7: MULTI-HOUSING

Secondly, higher equity stakes allow for greater labor mobility and therefore a more efficient allocation of resources.
Homeowners with higher equity are better able to absorb transaction and moving costs when relocating in pursuit of
better employment, especially in times when unemployment is rising and home prices are falling.

Even when home values are appreciating above the rate of consumer inflation, several years are usually necessary for
a typical first-time owner to build enough equity to make moving into a different house financially worthwhile. When
home prices decline or remain stagnant for a prolonged period, increasing one’s equity stake becomes difficult, with

the costs of house maintenance, insurance, commuting and property taxes being tangible constraints.

One could argue that the greater obstacle to job mobility is not high homeownership per se, but rather low equity
among homeowners. In the United States, job mobility has been most affected in areas that were hit hard by the
housing crisis. Nevada, California, Florida and Arizona, which saw the sharpest declines in home prices and the
most foreclosures, are among the states that witnessed unemployment increase much faster than it did nationally. For
homeowners with low equity, moving to another area with better job prospects can be cost prohibitive.

A recent sharp drop in homeowner equity is reason of concern for the US economy. Since the Great Recession began,
owners’ equity as a percentage of household real estate in the United States has fallen below 40% for the first time
since 1945. Consequently, though today’s homeownership rate is the same as it was in 2000, homeowners’ equity
share is lower by one-third.

Amidst of the biggest housing crisis in their memory, consumers and policy makers are re-evaluating costs and ben-
efits of homeownership versus renting. There are growing proposals for housing policies that take a more “balanced”
approach to homeownership versus renting, and for the first time in decades, the US Congress is seriously considering
limiting or even eliminating the mortgage interest deduction. As painful as it is, the foreclosure crisis is also boosting
the nation’s rental demand which is how expanding at the fastest rate since the early 1980s. Rental supply, on the
other hand, while also growing strongly as a result of massive own-to-rent conversions of single-family homes and
condominiums, still does not seem to be keeping up with demand, judging by the improving rental vacancy rates.

Rental demand will keep expanding with homeowners’ equity severely undermined and millions of home foreclosures
still looming, the US homeownership rate is likely to continue declining in the near term. Whether this growth is
stronger than expected—given the economic outlook and underlying demographics—depends also on cultural and
psychological attitudes towards renting, particularly among the younger generation.

As a result of recent experiences, it appears that many are beginning to question homeownership’s traditional prom-
ise of building substantial equity and associated economic rewards. Today, there is greater recognition that buying
a home can be a rather risky investment (possibly endangering one’s credit), given that home prices can fall and
renting can be a way to save money. It is worth noting that in many parts of the country, rents are still lower than the
costs of owning a single-family house or condominium, not accounting for costs of property maintenance and taxes
or mortgage interest tax deduction.

Renting may not have the same incentives as homeownership, but it provides renters a key advantage—greater
employment mobility. More than the ability to take a job, the ability to take one that is well-matched to one’s educa-
tion and professional skills, pays more and reduces commute time has a tangible value—patrticularly in the present
economy, with its high unemployment and energy costs. In this environment, renting is not only a necessity for those
who cannot afford purchasing a home, but is increasingly a choice for those who can. A viable rental market should
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CHAPTER 7: MULTI-HOUSING

help restore the right balance between homeownership and equity and is therefore part of the solution to today’s
crisis.

Given the uncertainty in the economy, it should not be surprising that real estate investors are turning toward the
apartment sector, which has a history of higher risk-adjusted returns over long holding periods. As the following
chart illustrates, the difference between apartment cap rates and the average cap rates for other property types was
near-record wide in the first half of 2010 as sales picked up. It is also not unexpected that within the apartment sector,
investors have increasingly focused their attention on markets which historically were able to achieve more revenue
growth per unit of revenue growth volatility.

Figure 7-3. Apartments Trade at a Premium

Spread between transactions-based cap rates for apartments and all-core real estate, %
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Source: Real Capital Analytics and CBRE Econometric Advisors

Large metro areas, where both home prices and rents tend to be more expensive relative to local incomes, including
Boston, Los Angeles, New York, Los Angeles, San Francisco, San Jose and Washington DC, accounted for almost half
of apartment sales dollar volume in 2010, as shown in the following chart. Rising investor demand is contributing
to more aggressive apartment pricing in these areas relative to other markets and, while their premiums might be
justified given past performance, the relationship between growth and volatility in the next five years may not always
be the same as it has been historically. At the same time, investors should not overlook strong revenue recoveries in
other traditionally less expensive markets during that period, as they may represent more attractive investment options
from a yield perspective.
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CHAPTER 7: MULTI-HOUSING
Figure 7-4. Most Expensive Areas* Boost Apartment Sales in 2010

Share of the National Apartment Sales, %
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Source: Real Capital Analytics and CBRE Econometric Advisors

Another reason why apartments are trading at a premium relative to other property types is that investors in this
sector have had stable access to debt capital, due to the lending activities of Fannie Mae and Freddie Mac. These
Government-Sponsored Enterprises’ (GSEs) share of multi-housing residential mortgages grew substantially over
the past decade and their capital has become a reliable source of liquidity for the industry as a whole. The Federal
Government’s conservatorship of these enterprises through the Federal Housing Finance Agency (FHFA) has solidified
its commitment to maintaining liquidity in the multifamily sector. In fact, considering the historical track record of the
sector’s performance, GSEs or their successor(s) could benefit themselves and the public by at least maintaining and
potentially expanding their multifamily focus—not just in 2011 but also beyond. If properly implemented, it could lead
to a positive change in which the public would not only bear all the risks but also reap a decent investment return.

The recent Financial Crisis has had a dramatic impact on the real estate industry with sale prices dropping sharply
across property types and locations. It is important to recognize that much of the downward adjustment in real estate
values thus far has been due to capital market effects (the credit crunch and re-pricing of risk) rather than space
market fundamentals. In this regard, the current cycle is not similar to the one of the early 1990s, where a severe debt
contraction was exacerbated by supply-demand imbalances.
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CHAPTER 7: MULTI-HOUSING

One of many unique features of this correction is that declines in property values saw less differentiation across
property types in the two years following the start of the economic recession than occurred twenty years ago. In fact,
recent changes in the national value indices for privately-held real estate were more synchronized this time. Despite
some key differences in current and future fundamentals among office, industrial, hotels and multi-housing, all these
sectors report similarly steep value declines of more than 30%—unlike at the beginning of the last cycle, when office
was affected much faster than others. Until 2010, there also appeared to be less differentiation in pricing across
individual markets, as measured by dispersion in their cap rates within each property sector two years into this reces-
sion compared to the same period of the early 1990s.

This differentiation has clearly come to the fore in 2010 as strong investor demand for high quality apartment assets
in high barrier entry markets pushed pricing on such properties back into record range. This differentiation in property
performance and pricing - not just across sectors and markets but, more importantly, across individual assets based
on their quality and specific location, is expected to persist in 2011. Apartment revenues are recovering faster than
those in the office, industrial, and retail sectors. Even as multi-housing fundamentals forge ahead; however, many
properties will still see lower-than-expected incomes and values at the time when loans on them come due. This will
create new risks—but also opportunities—for investors.

In such an environment, the best income-producing properties—those distinguished by superior quality of construc-
tion and the right location (but not necessarily categorized as “luxury” or “high-end”)—are likely to appreciate sooner
and more than the rest. The liquidity shock and subsequent pricing correction affected all properties, including those
with the strongest operating performance records and, in the case of new developments, the potential for such
performance. The relative attractiveness of such buildings to occupiers and investors should allow them to stay ahead
of the rest even in the challenging years ahead; their values have bottomed out already, even as the broader market
continues to adjust. Like in other property sectors, cap rates on such scarce and therefore sought-after assets have
come down noticeably in the second half of 2010.

Just as values for some lower-quality properties inflated when the economy was strong and capital markets were lig-
uid, values of some superior properties were negatively impacted when the economy weakened and capital markets
contracted. Now that the economy and capital markets are beginning to stabilize, prior mispricing in one direction or
another should come to the fore, creating unique opportunities next year.

...the best income-producing properties...are likely to appreciate
sooner and more than the rest.
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CHAPTER EIGHT

RETAIL

® Retail sales are coming back;
however, online sales are a
continued challenge to the
need for expanding “brick
and mortar”.

® With low supply, the first
signs of demand are starting
to reduce shopping center
availability.

77



® Avadailability rates across retail ® On the ground, some

types are so high that strong retailers are reviving interest
rent growth is five years in buying and/or expansion;
away on average. they are showing increasing

interest in urban over
suburban locations; and
remain most interested in
lifestyle and outlet formats.




CHAPTER 8: RETAIL

So far, the consumer recovery in 2010 has proved a bit rocky. Retail sales growth is back in positive territory on a
year-over-year basis, with each subsector (housing, discretionary and necessities) recording positive growth. Retail
sales have weakened slightly in recent months, indicating signs of fragility from a consumer perspective. Even though
consumers remain cautious, retail fundamentals continue to indicate we have seen the bottom and are getting closer
to a recovery phase. Availability rates have started to edge down thanks to recent positive net absorption. We are
not forecasting a robust, swift recovery (once it begins). Rather, we anticipate it will take considerable time for retail
centers to come back from the historic lows recorded during this downturn.

The consumer recovery continues to boost retail sales in 2010. Necessities, discretionary and housing sectors are all in
positive territory. This growth represents a major milestone for housing-related sales, which remained in the red since
2006. The discretionary sector is recording strong growth, while the necessities sector remains stationary as spending
on daily necessities tends to be less volatile than the other two sectors. However, the true test for the discretionary and
housing sector will occur when we are no longer comparing to periods of historically severe decline; we expect over
the next two to three quarters, retail sales growth will diminish slightly in magnitude. Though we have encountered
positive growth trends for all major retail sectors, it is important to note two of the sectors recorded results below their
previous peaks, set in the second quarter of 2008. Only the necessities sector recorded sales above its previous peak,
signaling the stability of daily necessities sales versus other retail sales.

Figure 8-1. Retail Sales Growth by Sector

0%

g Housing Discretionary ~ ===lll== Necessities

Source: Bureau of the Census
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CHAPTER 8: RETAIL

The question remains if this sector growth (necessities, discretionary and housing) is masking a new trend in retail
sales overall. Reviewing month-to-month results, year-over-year total retail sales growth has been accelerating since
June 2010 and retail sales growth remains well above what was being recorded during the recession. Retail sales
growth is expected to stay positive on a year-over-year basis heading beyond the holiday shopping season of 2010,
but the consumer recovery will continue to be uneven as consumers remain cautious about their personal balance
sheets and the economic recovery overall. The uneven tempo across the groupings of retailers indicates attention to
tenant mix within retail centers remains particularly important to owners of retail assets in 2011.

The electronic shopping sales category is a subsector of retail sales which has shown substantial strength during this
consumer recovery. Online retailers have become a viable resource for consumers and in time will prove to be an
increasingly fierce competitor to brick-and-mortar retail centers, particularly those focused on discretionary sales. The
economic downturn hit electronic shopping sales severely, but year-over-year sales growth has been positive since
late 2009. In 2010, monthly figures in this category have recorded double-digit growth and currently electronic
shopping sales tallied well above the previous peak, set before the 2008/2009 recession. This is undoubtedly having
an impact on brick-and-mortar sales, not necessarily at neighborhood and community centers, but at some of the
more discretionary-focused shopping centers such as regional malls. Consumers are taking advantage of online
sales and free shipping, a move that has helped online retailers to win business. We expect the share of electronic
shopping sales compared to core retail sales to continue to increase in the coming years. That core retail sales growth
has weakened and remained flat over the recent past while electronic shopping sales has seen double-digit growth
indicates the consumer recovery has not stalled. Going forward, we expect the recovery will continue with positive
growth, though not necessarily consistent from quarter to quarter.

Figure 8-2. Electronic Shopping Sales Growth: Double-Digit Since December 2009

Yr/Yr Growth

May-01
Sep-01
Jan-02
May-02
Sep-02
Jan-03
May-03
Sep-03
Jan-04
May-04
Sep-04
Jan-05
May-05
Sep-05
Jan-06
May-06
Sep-06
Jan-07
May-07
Sep-07
Jan-08
May-08
Sep-08
Jan-09
May-09
Sep-09
Jan-10
May-10

B Electronic Shopping Core w/o Electronic Shopping

Source: Bureau of the Census
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CHAPTER 8: RETAIL

have adjusted to constrained consumer spending and will not be an impediment to recovery of balance in the
markets. The lack of new supply will support the slow recovery of rent, which is expected to begin at the end of 2010.
Beyond the 2010 and 2011, annual supply growth for neighborhood and community centers is only expected to
amount to 1%—well below its level between 2000 and 2008, before the downturn began.

Figure 8-4. Fewer Projects across the Board

2007 4 2008.1 2008.2 2008.3 2008.4 2009.1 2009.2 2009.3 20094 2010.1 20102

I Malls Big Box/Power Center I Neighborhood/Community Centers

Source: CBRE Econometric Advisors/Dodge Pipeline

As previously mentioned, the construction pipeline for new supply is expected to be minimal over the next couple
of years. This trend is evident when examining underway projects over the past several quarters. According to the
CBRE Econometric Advisors /Dodge Pipeline, there were 816 retail projects (four major retail center types) underway
in the fourth quarter of 2007. The recent figure of underway projects shows that the number of projects declined to
300—almost one-third as many. When evaluated by center type, a downward trend in underway projects in both
malls and neighborhood/community centers is fairly evident. Big boxes continue to make up the largest share when
it comes to underway projects in the pipeline. One brand seems to be causing this trend. Of the 158 big box/value
projects underway, almost half represent Walmart projects. Therefore, this does not appear to be a cross-brand
trend, rather it is one that is focused on some key players.

Availability rates have begun to stabilize; far different from what occurred in the fourth quarter of 2008 and the first
quarter of 2009, when availability rates were increasing by whole percentage points each quarter. Rate increases have
been diminishing since that time, especially for power centers whose recovery began slightly earlier than the other
center types. Power centers were hard-hit by the bankruptcies of such companies as Circuit City and Linens-N-Things,
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CHAPTER 8: RETAIL

resulting in significant vacancies in power centers around the country. Since that time, bankruptcies have slowed and
some of this vacant space has been repurposed for retail and non-retail objectives, so power centers have managed
to become one of the stronger-performing retail centers in terms of availability rates over the past several quarters.
These available spaces have appealed to value-oriented retailers such as HH Gregg, Ross, TJ Maxx, Big Lots, Forever
21 and Kohl’s, among others.

Figure 8-5. Availability Rate Changes by Center Type

Quarterly Change (%)

2008.1 2008.2 2008.3 2008.4 2009.1 2009.2 2009.3 2009.4 2010.1 2010.2

Il Neighborhood/Community Centers Regional Mall Il Big Box/Power Center

Source: CBRE Econometric Advisors

Heading into 2011, slower absorption rates (despite low supply growth) will likely indicate a slow recovery for avail-
ability rates for neighborhood/community centers. Recently, we have witnessed signs the weakness in availability rates
has stopped with rates expected to peak at 13.1% by the end of 2010. Due to a modest return to positive but minimal
absorption that will not reach significance until the first quarter of 2011, availability rates will stay at this new peak
rate through the first quarter of 2011. Once rates do begin to recover, it will be a slow and steady climb from the
bottom. Availability rates are forecasted to remain above 10% even five years out—250 basis points above of 7.5%
recorded in 2005 the peak from previous cycles.
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CHAPTER 8: RETAIL

Figure 8-6. It Will Be Eight Years in All before Expansion Begins

Growth (%) Rent Level

1991 1993 1995 1997 1999 2001 2003 2005 2007 2009 201 2013 2015

I Rent Growth Rent

Source: CBRE Econometric Advisors

Due to the fact absorption will be slow in its recovery once underway at the end of 2010/beginning of 2011—which
will cause availability rates to decline slowly—only a modest recovery in rents is expected. We are projecting 2009
will turn out to have been the worst year of the prolonged recession for rent declines and rent declines will continue,
albeit slower, in both 2010 (still below -2%) and in 2011 (almost flat). Rent growth will return in 2012 but is expected
to be muted compared to growth rates before the recession. The road to expansion is expected to take almost three
times as long compared to the 1990s’ recession. After the 1990s’ recession, three years passed before rents began
to rebound. It is expected to take eight years or until 2015 to get back to and expand beyond previous peak nominal
rent levels of 2007. Even after eight years, real rents are still expected to be 14% below their previous peak; the

impact of this recession has been significant on retail centers.

In some markets, reaching previous peak levels may take less time than the five years expected for the sum of mar-
kets. Markets such as Austin, Kansas City, St. Louis and Raleigh may well out-perform expectations, due to how well
they weathered the current recession. Rent levels currently are not far from previous peaks and by 2012 are expected
to have surpassed them. Charlotte and Dallas will come very close to regaining peak levels over the next two years but
are not expected to expand beyond them. Some major markets such as Boston, Chicago, San Francisco, Phoenix and
Atlanta will not come even remotely close to previous peak levels over the next two years. The rent in these markets
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CHAPTER 8: RETAIL

will remain well below previous peaks, as they are projected to fall even lower than their current level. These markets
will show some performance weakness due to availability rates remaining historically high even two years out.

With consumers focusing increased spending on discounters and value-oriented retailers, there have been some
interesting trends of note. Brands such as Target and Walmart have increased their “open to buy” metric (store expan-
sion), a good sign retailers are feeling more confident about the economy, retail recovery and improved consumer
behavior. Some of the housing-related retailers are starting to see signs of improvement. The Home Depot, a retailer
that felt a severe impact from the housing crisis exemplifies this sector trend. The Home Depot was a first mover,
shutting down stores in 2008, earlier than some of

their rivals. As a result of this quick mitigation ac-

tion, they are now expected to be a first mover in

expanding. Another housing-related retailer, Ashley I Other trends expected in 2011 include the
Furniture, has been gaining market share. Other — 1 growing co“solidqﬁon of grocery stores;
trends expected in 2011 include the growing con- —  retailer moves to urban centers versus

solidation of grocery stores; retailer moves to urban ' suburban areas; and a merging of formats

1L such as lifestyle and outlet centers.

centers versus suburban areas; and a merging of
formats such as lifestyle and outlet centers. In the
intermediate term of at least 2011 and 2012, pricing
power will remain generally with retailers.

The consumer recovery remains healthy and is not expected to stall, but instead is expected to be uneven but showing
positive growth over the coming quarters; translating into positive year-over-year core retail sales growth in 2011.
The nature of the consumer recovery will mean a slower recovery for retail centers compared to previous recoveries.
After recording its third and final year of negative absorption in 2010 and after historic absorption declines in 2008
and 2009, there is considerable ground to make up. Thankfully, oversupply will not be a concern, as completions are
projected to remain well below historic levels (and close to zero) in 2010 and 2011 for the majority of retail center
types. By the end of 2010, availability rates will start to slowly decline through 2011. However, since the absorption
recovery is not expected to be swift, availability rates are expected to hover near the new peak level for up to eight
quarters, until substantial downward influences emerge in 2013. High availability will keep lower rent levels constant
until 2012 when retail center owners may finally have enough leverage to increase rents. Rent growth figures above
3% are not expected to return until 2013.

In 2010, there was a renewed interest in retail properties. We witnessed a large increase in transactions; according to
Real Capital Analytics, the number of transactions increased by 123% as of the third quarter of 2010 to 285 proper-
ties sold. It cannot be forgotten retail property sales were severely depressed in 2008 and 2009. The volume of sales
of grocery-anchored strips increased significantly as well, up 171% compared to one year ago. Cap rate compres-

sion manifested in core markets for quality retail properties, especially for those centers with a grocery anchor. A
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CHAPTER 8: RETAIL

continuing interest from buyers is forecast for properties that are core and fit institutional investor criteria. Additionally,
assets that were sold under distress, with deeper discounts attracted strong interest from a wide variety of capital
sources. We expect distressed asset sales to garner further investor interest as banks continue to shed their loans and
REO properties. However, assets that are considered Class B or C, have generated the lowest level of trading activity,
due primarily to buyers unwillingness to accept the geographic or asset risk associated with these properties. As with
other property types, this bifurcation of strong demand for core and distressed assets will persist, while valuations for
Class B and C assets will languish until we see meaningful strengthening of fundamentals.
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CHAPTER NINE

HOTELS

® The hotel industry is currently
undergoing a strong recovery
in occupancy and in room
rates after an historic
downturn.

® The pace of recovery should
not continue into 2011 as
easy compa
the past.




¢ Unlike the past few years, ® Hotel investment has

new hotel supply growth is returned as buyers
not a threat to the forecast (especially REITs) look to take
since the development advantage of the recovery in

pipelines have emptied out. fundamentals.




CHAPTER 9: HOTELS

The hotel industry recovery forges ahead. Currently, each sector is recording positive year-over-year growth in the
three main performance measures (occupancy, ADR and RevPAR). Not only did all of these metrics increase, oc-
cupancy gains have been over 400 bps in both the full-service and the limited-service sectors and RevPAR growth has
been near double digit on a year-over-year basis. This is certainly encouraging news given that the economic recovery
has been fairly uneven in 2010. Hotels continue to show resiliency in their recovery thanks in part to increased spend-
ing by both businesses and consumers. Going forward in 2011, the recovery will not derail, rather the magnitude of
growth will diminish slightly as we begin to compare to healthy times in 2010.

Figure 9-1. GDP versus Hotel Demand Growth

Yr/Yr Change (%)
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Sources: CBRE Econometric Advisors and Bureau of Economic Analysis

GDP growth, an economic variable that hotel room demand tracks very closely, has been positive on a year-over-year
basis since the fourth quarter of 2009, representing a significant change from the considerable declines recorded
during the economic downturn. This recession—one of the longest US economic downturns of the post-World War |
era—brought on a prolonged period of GDP decline and caused businesses and consumers to reassess their travel
budgets. Now, with the economy showing signs of recovery, travelers have been willing to modestly increase their
travel budgets. Full-service room demand and limited-service room demand growth have reflected either double
digits or close to it each quarter in 2010. While this is impressive, it should not be overlooked that we continue to
compare demand to some of the worst demand losses in our history. Looking ahead, we expect that demand growth
will continue; however, the magnitude will diminish somewhat.
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CHAPTER 9: HOTELS

Examining the demand figures by hotel segment helps determine not only which segments lead each sector, but
where the momentum may originate. Still in evidence is that the full-service sector is leading the way; consistently a
front runner since the recovery began in the fourth quarter of 2009. The recovery in this sector has been supported
by travelers resuming their travel spending. The increase in both business and consumer spending has driven the
demand recovery and the lower room rates have certainly helped the higher-end rooms in the full-service sector—
those in the luxury, upper upscale and (especially) upscale segments. Though limited-service growth rates are lower,
growth in the midscale without food and beverage segment rivaled that in the upper upscale segment. Unfortunately,
this pace cannot continue; growth in 2011 is expected to reflect historical growth figures. For the full-service sector,
the driving force behind the expected slowing of demand growth can be attributed to an increase in room rates.
Due to the severity of the decline in room rates particularly for the full-service sector during the economic downturn,
significant growth in room rates (with more expected over the coming quarters) will put a damper on demand growth.
The limited-service sector, lagging the full-service sector, will continue to surpass full-service demand growth over the
coming quarters as transient travelers (business and leisure) occupy more rooms.

Figure 9-2. Supply and Demand by Segment

Yr/Yr Growth (%)

Luxury Upper Upscale Upscale Midscale w/ F&B Midscale w/o F&B Economy Independents

W Supply Demand

Source: Smith Travel Research

Even though occupancy rates continue to increase in 2010, this is not an indicator that supply growth has subsided.
Rather for both full and limited-service sectors, supply growth has been significant especially in the full-service sector
but diminishing since the end of 2009. In 2010, quarterly growth averages indicate 2.7% for full-service and 1.8%
supply growth for limited-service. Since early 2008, full-service supply has been recording growth on a year-over-
year basis above its long-term average of just below 2%, which became especially troublesome once the economic
downturn went into full swing. Diminishing supply growth is projected to continue out to the end of 2011, beginning
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CHAPTER 9: HOTELS

of 2012 and even once supply growth accelerates again it is projected to remain below 1% for several quarters
(particularly for the full-service sector). It will take a while for developers to bounce back from the severity of the
economic downturn; it has been hard justifying new construction when RevPAR declines were close to 20%.

Figure 9-3. Supply Growth

Yr/Yr Change in Rooms Available (%)
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Source: CBRE Econometric Advisors

The strong hotel demand growth, which overshadowed supply growth in both sectors, has resulted in consistent
occupancy increases over the past couple of quarters for both sectors. As the hotel recovery forges ahead, increases
are expected to continue—especially after supply growth dips below its long-term trend by year-end 2010. Despite
continued increases in occupancy, we do not expect rates to surpass previous peak occupancy (set prior to the
economic downturn) over the next ten years.

The magnitude of the drop in occupancy rates will be too crippling; demand growth will not be strong enough. Now
that room rates are growing, increases in occupancy will likely diminish due to demand (and thus occupancy rates)
suffering slightly in 2011. As we head further into the hotel recovery, ADR growth will comprise a larger share of
revenue per available room (RevPAR) growth and we expect that ADR will surpass previous peak room rates by 2014;
a slower recovery but expansion on the horizon, nonetheless.
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CHAPTER 9: HOTELS

Figure 9-4. Full-Service RevPAR Composition

Yr/¥r Change (%)

Forecast

2000.4
2001.2
2001.4
2002.2
2002.4
2003.2
2003.4
2004.2
2004.4
2005.2
2005.4
2006.2
2006.4
2007.2
2007.4
2008.2
2008.4
2009.2
2009.4
2010.2
20104
2011.2
2011.4
2012.2
20124

M Occupancy Change ADR Change s RevPAR Change

Source: CBRE Econometric Advisors

The limited-service sector has been lagging the full-service recovery by about one quarter, but the magnitude of
the occupancy increases has gained momentum. Since occupancy declines among limited-service hotels during the
recent downturn were considerably more severe, these hotels have some ground to recover. As with the full-service
sector, limited-service occupancy rates are not expected to expand over the next ten years. With occupancy starting
to come back, the ADR recovery has begun, albeit at a modest pace. Limited-service hotels have now had enough
demand growth to justify room rates increases and, as the year progresses, demand improvement will give way to
more room rate growth. By 2011, room rate growth will account for most of the increases in RevPAR and room rates
are projected to reach and surpass previous peak levels by 2015.
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Figure 9-5. Limited-Service RevPAR Composition

Yr/Yr Change (%)
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The effect on RevPAR during this most recent economic downturn is impossible to ignore. No region was spared the

negative impact as both leisure and business travelers pulled back on their travel spending. This is evident when we

examine the regional effect during the most recent recession. In fact, all four regions witnessed significant losses to

RevPAR during this time. The West and Midwest were hit harder this time around compared to the 2001 recession.

Some of the larger markets, including Chicago, Detroit, Phoenix and San Diego, aided these declines due to the

significant pull back in travel during the economic downturn. Interestingly, the East and the South fared better in the

recent recession than in 2001. The fear surrounding the attacks in New York and Washington DC had a deeper

impact on hotels during the 2001 recession.
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CHAPTER 9: HOTELS

Figure 9-6. Everyone is Bearing the Pain

Average Yr/Yr Growth: RevPAR
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Figure 9-7. RevPAR Composition by Segment
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The combination of strong occupancy growth and the start of ADR growth have enabled full-service RevPAR to record
almost double-digit growth recently. Even though limited-service RevPAR growth has not reached the same magni-
tude, growth persists and is much stronger. With close to 20% RevPAR declines between the first and third quarters in
2009 in both sectors, RevPAR has a lot of ground to make up. Levels still remain 17% below its previous peak in the
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CHAPTER 9: HOTELS

full-service sector and 18% below in the limited-service sector. As room rates start their period of significant growth
over the next couple of quarters, this, along with continued occupancy gains, will bring RevPAR levels closer to their
previous peak. While it may take slightly longer than previous recoveries, we expect that by 2014 both full-service and
limited-service RevPAR will be expanding.

Over the next two years, the majority of the markets CBRE Econometric Advisors’ cover are expected to record
continued healthy RevPAR growth. When this growth is broken out by the contribution from occupancy changes and
ADR growth, increases in ADR are behind the boost in RevPAR in the top performing markets. Markets such as San
Diego, Atlanta, West Palm Beach, Nashville and Orlando will record gains in occupancy rates (thanks in part to strong
demand growth) but the room rate growth is what is placing them in the top performers’ list. And likewise for the
worst performing markets, occupancy weakness will drag down RevPAR growth over the next two years. Markets such
as Pittsburgh, Indianapolis, New Orleans, Cleveland and Denver will struggle with occupancy over the next two years

(on average) due to flat or declining demand for rooms.

The full-service hotel sector’s positive demand
growth trend persists and is expected to continue to
the end of this year. The pace of demand growth is
expected to lose some steam in 2011 as higher room
rates and comparison to stronger fundamentals will
lead to lower (albeit positive) year-over-year demand
growth. Supply growth is now less of a threat. As we

head into 2011, growth is expected to be significantly That demand growth will continue to

better than historical averages. That demand growth —t  overshadow Supp|y gl‘Oth through 2011
will continue to overshadow supply growth through - will cause occupancy rates fo rise—but at
—-  a significantly smaller magnitude than is
1L currently being recorded.

2011 will cause occupancy rates to rise—but at a

significantly smaller magnitude than is currently be-

ing recorded. The recovery of occupancy rates has
enabled room rates to grow; ADRs are expected to
continue to accelerate (at a slightly lower pace com-
pared to previous recoveries) through 2011, due in
part to strong occupancy gains recorded this year.
Steady RevPAR growth will remain and continue for
the next several years. We expect that by 2014, full-
service RevPAR will reach previous peak levels.

The limited-service sector did lag the full-service sector in demand growth, but this growth remains positive and strong
which has helped to push occupancy rate growth well into positive territory. Additionally, it helped occupancy gain
some ground after historic lows were set in 2009 (the 55.1% low was 370 bps below the previous low set in 2003). It
represents a more prolonged recovery for limited-service occupancy than there will be for the full-service sector, even
after significant gains in occupancy rates by the end of 2011. With room rates now growing in the limited-service

sector, the true and significant recovery for ADR is yet to come in 201 1. Because limited-service room rates have only
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CHAPTER 9: HOTELS

started to grow, we expect that ADR expansion will take slightly longer to obtain versus the full-service sector; 2015
versus 2014. Though the limited-service RevPAR recovery lagged full-service slightly, RevPAR growth has already
begun and is expected to be above 3% on an average annual basis through the end of 2011.

Hotel investment activity increased dramatically over the last quarter, with over 60 transactions taking place, valued
in excess of $10 million. Newly formed and established REITS are leading the charge, having consummated a vast
majority of the deals in the third quarter of 2010. Aggressive pricing reflects the positive outlook for underlying
fundamentals and is driving additional seller interest. Simply put, sellers are anxious to take advantage of cap rate
compression and buyers are looking to acquire at demonstrable discounts to replacement cost. Debt capital has
returned to the market for high quality (i.e., cash flowing), well-branded assets. Sources include CMBS Originators,
Private Equity, Insurance Companies and Mortgage REITS. While debt capital is more prevalent, the market will
require considerably more in order to fuel a broader recovery in the hospitality investment markets.

According to Real Capital Analytics, as of the second quarter of 2010, volume of hotel sales has increased by 8%,
compared to one year ago. When examining the trends by service type, full-service sales volume has outpaced
limited-service over the past year—25% versus 32%, respectively. The average price per unit has improved in the
full-service sector, by 21% compared to one year ago. Cap rates for both full-service and limited-service hotels have
declined over the past year, with a greater decline recorded in the full-service sector. The Real Capital Analytics
weighted average cap rate as of the second quarter of 2010 was 7.2% for full-service and 9.9% for limited-service.
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