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Commercial real estate is following the broader economic downturn.
As employment losses produce demand declines, occupancies and
rents are falling to reflect those fundamentals. Commercial property
prices have also fallen as mortgage financing has become much more
difficult to obtain. Long term, demand should follow the economic
recovery forecast for 2010. Coupled with ever increasing population
growth means that people will need space to work and live in — so

demand for real estate should continue in the long term. Glenn R. Mueller, Ph.D. is the Real
Estate Investment Strategist for Dividend
Below you will find the answers to some of the latest frequently Capital Group. He is also a full professor
. . at the University of Denver’s Franklin L.
asked questions we are hearing, as well as updates to some of the Burns School of Real Estate and
questions we covered in February 20009. Construction Management and a visiting

professor at Harvard University.

New Questions Answered

What are the biggest impacts of economic decline on real estate?

Declines in the economy have now cost six million jobs and pushed the unemployment rate above 8%.
Lost jobs mean lower demand for commercial real estate and almost all markets (except Washington
D.C.) have seen declining demand for space in all the income-producing property types including
office, industrial, retail, apartments and hotel. We expect occupancy levels to drop until employment
growth returns. Lower demand also means that landlords will be forced to drop their rents when leases
come due, but long-term leases that are in-place will help to keep property revenues from declining
too much.

Has the other shoe dropped, so to speak, in commercial real estate? What is the outlook in the
immediate term of 2009 — 2010?

When we talk about the “shoe dropping” in residential home ownership, we mean the price dropping
since homes do not have rental income. The prices of commercial real estate have dropped, but at a
much more moderate rate than homes. In 2008 while home prices were down more than 20%,
commercial property prices were down only about 10%. In 2009 prices have come down another 10%
for commercial real estate, but the transaction volume has dropped by 85% from the 2007 peak
volume. However, the default rates in commercial mortgages are still very low at only 2%. There are
many owners who simply do not want to sell at lower prices since the cash flow from their property is
sufficient enough to pay the mortgage — so why not hold on until prices recover? The other shoe may
drop for some commercial real estate owners when their mortgage matures (most commercial
mortgages are usually only five to ten years long) and when their mortgage matures if they cannot find
a new lender. The new, lower market price of their property means they can only get a smaller loan
than they had before. In addition, many lenders are requiring lower loan-to-value amounts in their
mortgages — forcing a lower mortgage amount. This means the owner will have to come up with a
large sum of cash equity to put into the property at the time they refinance. Many owners do not have
this cash and thus we have a distressed seller not a distressed property. This provides a great
opportunity for buyers with a lot of cash.
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To what extent does having cash today benefit a company or REIT?

As shown in the previous question, lenders are now requiring 40% to 50% down payments versus the
20% to 25% down payment requirement only two years ago. A commercial buyer with cash is able to
purchase a property with the required equity money down, appealing to sellers who want to be sure
their sale will close.

There is a lot of news about the retail sector with bankruptcies leaving high vacancy rates. Are
there differences between retail properties, and which types are most likely to see high vacancy
rates?
Retailers who sell luxury goods and discretionary goods have been hurt by the economic downturn for
a number of reasons:
1) People who lose jobs do not spend.
2) People who saw a drop in their stock portfolios feel less rich and have started
to save more money instead of spend it.
3) People whose home values have declined are not able to refinance to access
additional money to spend.

These retailers see much lower sales and start to close unprofitable stores. Regional malls and specialty
power center retail are hurt the most by this economic trend. Consumers also lower their spending
habits by eating out less and looking for better prices. This trend helps grocery stores as people buy
more food to cook at home (grocery sales were up approximately 5% in 2008") and food suppliers like
Royal Ahold had a recent 12% dividend increase as case in point.” Consumers also look for better
prices, and discount stores like Wal-Mart have seen sales increases from the economic downturn.

What types of commercial real estate are a good buy right now?

Commercial real estate prices have dropped so commercial real estate properties are a much better buy
than they were one or two years ago. Finding properties with good quality tenants and long-term leases
is the key to “buying right.” Office properties typically have the longest leases and a well-leased office
property would be a good buy today — as long as the tenants have a stable outlook. Industrial
properties have longer-term leases and would be a good buy today — again if the tenants have stable
outlooks. Retail that is grocery anchored or has basic goods retailers would be the next best buy, again
if the tenants have stable outlooks. Apartment prices are still fairly high and many apartment buyers
are waiting for prices to drop further and employment to improve so they can expect increasing
occupancy. Hotels are the riskiest property type and I would not recommend buying them today with
the uncertainty in business and leisure travel.

A lot of REITS have cut dividends. What indicators are there to know if a dividend cut is
coming?

A few REITs dropped their dividends due to declining cash flow, but most REITs dropped their
dividends to conserve cash and prepare for good buying opportunities that should come when prices
bottom out (they need large cash equity amounts to get financing). Any REIT that does not have a
large amount of cash (approximately a quarter to a third of their equity amount) I would expect to see
either a dividend cut or a stock offering to raise cash in preparation for future buying. Public REITs
have raised more than $14 billion in stock offerings in 2009 so far and their stock prices have
increased.

! Reuters Fundamentals, Reuters Pricing and PwC analysis.
? March 2, 2009, Royal Ahold press release, “Q4 / Full Year 2008 Earnings.”
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What are “legacy assets” and how are they impacting REITs currently in the market?

Legacy assets are properties that have been purchased at high prices over the past few years. These
properties have higher prices and lower income yields. These legacy assets do not have the price
appreciation potential that a new purchase at today’s lower prices would have. This means that a REIT
with legacy assets has lower appreciation potential in the future. Investors should prefer REITs that
have cash to buy properties today or new REITs that raise capital and buy properties at today’s lower
prices.

How can new REITSs get started in the current lending environment?

New REITs will have to raise equity capital first to be able to put down the 40% to 50% equity
necessary to purchase a property and obtain 50% to 60% loans on the property. Many people in the
real estate industry believe that 2010 may be the best buying opportunity for commercial real estate
that has occurred in the last 2 decades. Once the economy starts to grow and jobs are created, the
demand for commercial real estate in all property types should move up and the limited new supply of
the past five years will create good rent and price growth.

Updates to Previously Answered Questions

What signs or indicators might we look for to indicate a possible bottom and subsequent turn
around for commercial real estate?

Employment growth is the key to demand for commercial real estate. Economists now predict GDP
growth in the third to fourth quarter of 2009 and employment growth to begin again in the second to
third quarter of 2010. Therefore we don’t expect to see real estate demand growth until late 2010 at the
earliest.

How does today’s correction compare to past corrections? Are we seeing statistics indicating
today’s downturn could be or is already worse than past corrections?

The demand side of this correction looks like the early 1980°s down-cycle and could drop down to be
as low as the early 1970°s down-cycle with the employment losses the United States is experiencing.
The supply side in this 2008/2009 down-cycle is actually more moderate than most previous cycles as
the amount of new supply in the pipeline today is much lower (at 1.5%) than the down-cycles of the
past 40 years, which had annual supply growth of 3% to 8%. Occupancy and rental declines have been
moderate to date in most markets — the worst hit markets have been New York and California, where
rents had run up faster than other U.S. markets. We don’t expect a rebound until late 2010 at the
earliest.

What impact if any is there on the commerecial real estate market if pension plans, endowments
and sovereign funds are selling their assets in order to raise capital or re-balance their overall
portfolios?

Institutional investors have had a problem because their stock portfolios dropped so much that their
allocation to real estate now appears to be too high (because it has not declined as much). Some
institutional investors have tried to sell commercial real estate assets, but are not getting the prices they
want. These investors are not distressed sellers, however, and are not forced to drop their prices.
Because they have a long-term investment horizon, they can opt to hold the commercial real estate
until market prices improve. Their long-term view should keep them from dumping properties just to
raise cash when they have liquid assets in so many other categories. We have seen pensions and
endowments reduce their purchases of new properties in 2009, but very few have sold any properties.




What are the key financials to know in order to evaluate and discern the strength of a REIT
portfolio? Are these metrics the same for traded vs. non-traded real estate investment trusts
(REITs)?

Real estate, no matter how it is owned, has the same basics. The income stream comes from the tenants
and their leases. Credit tenants and long-standing leases are the key to good, long-term income from
the building. The quality of the building and the management are important in keeping operating costs
low and allowing more money to reach net operating income (NOI). Next, the mortgage debt on the
building should be a low interest rate so more money flows to the equity investors. Finally, the date
that debt matures is a key component of potential liquidity. Debt is currently hard to find and maturing
loans may create a liquidity problem. We assume that the debt market will stabilize in a few years —
so debt maturities that are two or three years out are not as much a problem as current debt maturities.
So a REIT with a low percentage of debt, little or no debt maturing over the next two years and lots of
cash to buy new properties is in the best financial condition today.

How are the credit markets affecting the commercial real estate markets?

Very low commercial mortgage availability has dropped commercial real estate transactions to only
10% of the peak volume in 2007. The commercial real estate industry is working with the U.S.
government to get mortgage loans flowing again with such programs as the Term Asset-Backed
Securities Loan Facility (TALF) — which started with targeting triple-A rated credit card, small
business, student and auto loans by trying to thaw the securities market backed by those assets — and
has since been expanded to include commercial mortgage backed securities among other asset classes.
These programs may not show results until 2010, however. Commercial banks are lending VERY
conservatively at 50% loan-to-value and life insurance companies are lending to their best customers at
50% to 60% loan-to-value. This means that only buyers with a lot of cash will be able to close deals.

Conclusion

The recession is putting pressure on commercial real estate owners and operators just like most other
businesses. However, space is something that every person and business needs for daily activities, so
demand never goes away completely and an increasing population means future demand should be
coming. Commercial real estate will follow the economic cycle in a similar fashion to previous cycles.
This time the low amount of new supply in the mid 2000s and no new supply in 2009 may produce a
surprise increase in occupancies and rents when the economic recovery is in full swing — which is
estimated to happen in 2010. This reality may also push up real estate prices!

Commercial real estate is a separate asset class that has historically demonstrated stable income and
price appreciation. Today, it continues to be widely regarded as a valuable component of an investment
portfolio for investors of all types, offering the potential for stable current income, capital appreciation,
and low correlation to stocks and bonds. In addition, real estate has proven to be less volatile than the
stock and bond markets and a good hedge against inflation.




Important Disclosures and Certifications

I, Glenn R. Mueller, Ph.D. certify that the opinions and forecasts expressed in this research report accurately
reflect my personal views about the subjects discussed herein; and I, Glenn R. Mueller, certify that no part of
my compensation from any source was, is, or will be directly or indirectly related to the content of this
research report.

The information contained in this report: (i) has been prepared or received from sources believed to be reliable but is
not guaranteed; (ii) is not a complete summary or statement of all available data; (iii) is not an offer or
recommendation to buy or sell any particular securities; and (iv) is not an offer to buy or sell any securities in the
markets or sectors discussed in the report. The main purpose of this report is to provide a broad overview of the real
estate market in general.

The opinions and forecasts expressed in this report are subject to change without notice and do not take into account
the particular investment objectives, financial situation or needs of individual investors. Any opinions or forecasts in
this report are not guarantees of how markets, sectors or individual securities or issuers will perform in the future,
and the actual future performance of such markets, sectors or individual securities or issuers may differ. Further, any
forecasts in this report have not been based on information received directly from issuers of securities in the sectors
or markets discussed in the report.

Dr. Mueller serves as a Real Estate Investment Strategist with Dividend Capital Group as well as a registered
representative with Dividend Capital Securities, a broker dealer offering REIT and other real estate related securities.
In this role, he provides investment advice to certain affiliates of Dividend Capital Group regarding the real estate
market and the various sectors within that market. Mr. Mueller’s compensation from Dividend Capital Group and its
affiliates is not based on the performance of any investment advisory client, offering or product of Dividend Capital
Group or its affiliates.

Dividend Capital Group is a real estate investment management company that focuses on creating institutional-
quality real estate financial products for individual and institutional investors. Certain affiliates of Dividend Capital
Group also provide investment management services and advice to various investment companies, real estate
investment trusts and other advisory clients about the real estate markets and sectors, including specific securities
within these markets and sectors.

Dr. Mueller may from time to time have personal investments in real estate, in securities of issuers in the markets or
sectors discussed in this report, or in investment companies or other investment vehicles that invest in real estate and
the real estate securities markets (including investment companies and other investment vehicles for which an
affiliate of Dividend Capital Group may serve as investment adviser). Real estate investments purchased or sold
based on the information in this report could directly benefit Dr. Mueller by increasing the value of his personal
investments.
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