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THE GOOD, THE BAD & THE UGLY

While we would not normally issue a new year issue with less than positive news, we are unfortunately the bearer desailstne
upturn in residential real estate, this issue looks at snapshots of the various commercial real estate sectors. Itristonputeahat these
are simply static views of the industry, and in no way provide clairvoyance into what the future has in store. Lowatezretwly
recovering capital markets and a plethora of private equity money waiting to pounce, may leave us with a very diffeedny giaiud.
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The screeching halt of business travel, non-essential consumer 65% | Source: Smith Travel Research
expenditures and the flurry of over-leveraged acquisitions in the
past five years, resulted in the sounding of a loud and resilient

alarm for the hotel industry in 2009. Along with many major 63%
failed debt restructurings, the list of hotels that are teetering on
the edge of being taken back by debt holders is substantial. 61% -

Hotel occupancy dropped from 63.3% in 2006 to 55.4% in
2009 and is not expected to change much in 2010. Hotel room
stays have fallen off the cliff, and national ADRs are back to
mid-2005 figures ($96), after peaking over $106 in 2008. 57% -
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The positive for the hotel industry is that as the economy
recovers as a whole, room nights should start to edge up again
and a very weak dollar should have ripple effects with .
international travelers. 53% -+ . . . . -
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2007 to 8% during the fourth quarter of 2009. After operating v \/acancy rate = Fffactive rent 1,000

on a plateau for much of 2008, effective rents have been forced

to retreat slightly by approximately 1%. 8h
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The health of apartment markets continues to be highly 7%
localized, with the top tier geographic markets surviving much
better than the nationwide market as a whole.
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The San Diego market has fared decently well through the

economic crisis. Vacancy peaked at 5.2% in the spring of 2009
and is now back down to 4.4%. Rents have receded only &
slightly to an average of $1,322, but are still 14% higher than b
just five years earlier. Locally, cap rates for small, non- %3
institutional grade properties remain in the 6 - 7% range. b
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With no shortage of inventory, the industrial sector nationwide
has seen sharp increases in vacancy over the past year. The 1,000,000,000
third quarter vacancy rate is at 10.2% (ironically, the same
number as the federal unemployment rate). 800,000,000

Particularly hard hit markets include Los Angeles, (due to a
30% decline in goods accepted at California ports) and
Phoenix, which was dramatically overbuilt by speculators.
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Rising sublease space has plagued markets including industry

leaders such as Chicago and Los Angeles.
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San Diego, never a major national industrial player, has seen
vacancy rates increase by 4. -
of 10.2%.
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Arguably the most direct link to consumer financial distress, the
retail markets started showing profound weakness nearly 24
months ago - well ahead of other sectors. Nationwide, RETAIL SPACE g
vacancies are approaching the 12% mark and the combined 40 14%
negative absorption of 2008-2009 is approaching 40 million
square feet of space.

San Diego’'s retail sector s
trend perspective. 3rd quarter vacancies have quadrupled from
where they were three years prior. Net absorption was negative

and equal to 7.3% of the total retail supply in San Diego.
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Credit

Square feet (millions)

For all of the attention that the thawing of the credit markets 30
have been receiving, it might not seem unreasonable to believe 02 03 '04 05 '06 ‘07 '08 '09* 10

that commercial lending constraints may have eased. : ) ’
Unfortunately, this is not the case. . Absorption == Vacancy rate Source: Rels

The CMBS market virtually shut down for 2009, and there have
been biblical levels of commercial loan origination famine thus 400 - — -
far. Commercial Loan Originations
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The major institutional players have been feverishly
deleveraging in an attempt to bolster balance sheets in the wake
of softening tenancy, while tense underwriting has resulted in
equity requirements that price out all but the most established
players. 250
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Commercial delinquencies, although still relatively low, are 200
approaching historic highs and banks are scrambling to
maintain healthy capital ratios and rid themselves of 150
increasingly toxic and underperforming assets.
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The denominator effect that has plagued investor portfolio asset
allocation, has had parallel effect on bank lending. The graph

on the right shows the shift of total loans that are real estate 50
amongst their total lending. To say that major commercial
lenders are a little nervous would be an understatement. The 0
capsizing of Capmark earlier in the year is still fresh in
commercial lenders memories. Q‘o
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