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This is a presentation to the

Burns Society sponsored by the Franklin L. Burns School of Real Estate and Construction Management made by
Jim DeLisle, the 2010 designated Burns Visiting Scholar and the Runstad Professor of Real Estate and Director of
Graduate Real Estate Studies at the University of Washington. The thirty minute presentation draws on a brief
discussion of the economy, capital and real estate markets. Based on this background, we explore the fundamental
questions of “Where We Are”, “How We Got Here,” and “Where We’re Going.” As noted in the title, the
underlying premise is that we are undergoing a revolution in real estate practice and education; one that will be
characterized as a return to fundamentals. The final topic highlights the 10 trends that will occur as a result of this
“revolution,” as well as the impacts they will have on the industry as well as the academic community as it
struggles to rise to the challenge. For a more detailed discussion of the macroeconomic environment, capital
markets, and real estate fundamentals, please refer to the presentation made at the Burns Coffee on April 18, 2010.

Presentation Overview

©JR DeLisle, Ph. D.

— |: Where We Are

— II: How We Got Here

— 1II: Where We’re Going
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Overview

The Three Major Attributes of Real Estate

This slide is designed to

:;Za;n;tt:]hi;ug:?:ifng oit Three Major Attributes of Real Estate

creatively and out of the Three major attributes of real

box. The play on the estate. ... v ulnerable,

Location, Location,

Location theme points to the t Vo ulnerable,

Vulnerability of real estate L

due to the potential impact . Voo T ulnerable.
L The 2009 regime of real estate . . .

of a range of externalities. It

also introduces the “D” D ....... istressed,

word for distress. We also D ....... istressed,

talked about the dreaded D ....... istressed.

“R” word which to some The 2010 + regime of real estate . .. L LL

might be “Recession” but to

developers is “Recourse” Butt, what the “L"? Liability, Litigation, Liquidity (NOT!)

which is coming in future © IR DeLisle, Ph.D.

loans resets which are

hanging over the industry.

In something of a return to fundamentals, the L, L, L is back in vogue for 2010. Unfortunately, instead of
Location, Location, Location, they will stand for Liability (recourse for borrowers), Litigation for a lot of
players, and Liquidity (NOT) reflecting the inability to access debt capital and the challenges sellers will
face when the glut of distressed assets clouds the market.

Part |: Economic Part 1-A: Where We’re (Economy) At

Environment for Real Estate :
Economic Flash

Economic Outlook _
. . [ Recession over (?);
The economic snapshot is not as bleak as slow recovery: some
it was a year ago, with the economy downside risk
moving out of its recessionary spiral. Bi busi y
. .- . 1g businesses okay,

Despite positive GDP growth, the market Small struggling,
is somewhat bifurcated with small stock market up
businesses struggling and big business

d the stock ket headi d e[ Consumers guarded,;
and the stock market heading upwar CEOs hopeful
and consumers largely out of the picture.

© JR DeLisle, Ph.D.
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Economic Snapshot

The economic snapshot contains a number of positive indicators, although not all are pointing up. Real GDP
was strong at year-end, although the rate has flattened out a bit and is expected to be in the 2-3% range
during 2010. The inventory buildup in 2009 has been burned off which might create added stimulus to
production. Interest rates remain low by historical standards, with the Fed pledging to hold them down as
long as possible. The employment front remains a problem, with no signs of a quick turnaround. The plight
of the unemployed benefited from extension of the emergency funding for longer term benefits although this
issue will continue to resurface in the face of tempered job growth and a soft labor market. Inflation has not
been a major concern although there are some signs that prices may start rising, especially with the impact of
the weak dollar on imports and a strengthening global economy which the US is likely to lag.

ECO n O m i C S n aps h Ot Interest Rates, Mortgage Rates & Spreads

Fed Funds Rate

Economic Indicators Mortgage ~

Rates

Interest Rates

Economic Indicators: Showing Improvement

TURTRLAL FRODGC TN %

Rising Morigage Foates Complcate batinrs
year aveer g Coarvveional € omimamer rate

Bernanke Stresses Need for Low Rates

Inventory/Sales 7| © IR Detse, Pno. Fed's Low Rate Pledge Tames Treasury Volatility

ratio decline

Inflation & Prices

© R DeLiske, Ph.D. P N ————

|nﬂation and Prices Seasonably Adjusted CPI

Employment & Unemployment s e
Good News in 2010: Employment Losses = S \]
Slowing A AS -"\“,-, & TS VAVAN

Moderate Net Employment Gains Jobless Claims Slowing? RN V> / L PN
" = - —— « & = \

s /J"‘“ﬂ i,
= . .’"Hh " a2

A rrepirriebon iy

Unemployment
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Source: economy.com = Sources: JRDeLisle, Economy.com
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Business Indicators

The recent recession and the slow, somewhat uncertain recovery, has created significant angst among
business leaders and consumers. The recent improvement in economic indicators has led to improved
business confidence levels overall, although small business confidence remains clouded keeping small
business owners on the defensive. Consumer confidence levels have trended upward moderately although
the weak employment picture and concerns about the troubled housing market and the broader economy has
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made for a choppy ride with confidence levels slipping moderately in April. This pattern is expected to
continue until employment and earnings prospects improve. A number of observers have argued that the
housing crisis is behind us and that the market has bottomed out. While declining house prices have indeed
tapered off, rising to vacancy rates in the prospects for even more foreclosures hangs over the sector. The
withdrawal of government support in the form of purchases of mortgage-backed securities as well as
expiration of the temporary housing tax credit programs will put additional downward risk on the housing
sector.

Business Indicators

The Stock Market and the Real Estate Markets
Business Confidence Stock Market Do Hording Up?

e s o iy 312/10

Business Confidence: Mixed Bag...

- Business Conidence
. W Some improvement.... ' y
: : N I i
Vi i L.9012/08 ; i
small Business Confidence Index : -
3 g . u Ginaeaiaeee  [z] o [ESeaas =

. 912/09

h e
. © IR DeLsle, PhD.

“Gloom at Small Firms Clouds Outlook for Strong Recovery

Consumer Confidence & Retail Sales

Comm'l Peak

Housing Market Indicators
Consumers Back in the Game? Government
Out? Housing Market Indicators: Transition?

Consumers Confidence Stuttering? Federal & State & Local Slowing?

Housing Starts Delinquency & Default

Federal Out: Will Investors Step In? i

TR

Proparing an Bt | it

© JR DeLisle

Sources:3RDeL isle, WSJ.com, Economy.com ~

The Global Recovery

The improvement in the US stock market has received widespread attention and is welcomed news to many
observers. While the recovery in the stock market has been positive, it is important to note that it lags its
global counterparts. Indeed, the recovery in North America in terms of industrial production trails the
exuberant growth in Asia and South America and is on par with more tempered recovery in the euro zone.

On a positive note, exports have turned up and are ahead of the euro zone, although still lagging Asia and
other emerging markets. The deficit remains a concern, especially with exports languishing in spite of the
cheap dollar and our dependence on foreign purchases of US securities.
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US vs. Global Economies

The Dow US and still lagging...
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Part | B: Where We’re at in the Capital Markets

Capital Market Overview
As with the broader economy, real estate capital markets are at a critical stage of the cycle. While much has
been said about the significant pool of capital that has been raised to take advantage of the troubled real

estate market, the reality
is much that capital
continues to sit on the
sidelines. Since any of

Part I-B: Where We’re At in Capital Markets

the stewards of the Capital Market Flash
capital are new players

and new organizations, » Tentative, waiting
there is much uncertainty to pounce, new

. layers & rules
surrounding the “rules of play

engagement” they will

* Rising Cap rates,
embrace when they make § -ap

declining values

their move on the real de-capitalizing
estate market. In the

meantlme, Cap rateS ° Cha”enges re-
continue to rise moving levering; credit
toward their historical crunch for asset

class

averages which continues

© JR DeLisle, Ph.D.
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to downward pressure on values creating further de-capitalization real estate market. The industry will face
significant challenges re-capitalizing the market especially with the credit crunch hanging over the asset
class. Looking at both the economic and capital markets, there are a number of danger signals for
commercial real estate. For the first time in years, capital flows may actually decline as assets are repriced
and owners forced to come up with more equity at higher yields that are commensurate with the attendant

risk. The prospects of a deep and prolonged recession create significant downside risk that has yet been
priced into the market.

Trends in Capital Flows

The real estate capital markets are in the middle of significant turmoil which may turn into a tsunami of
unprecedented proportions. Distress assets continue to build at a dramatic pace, while workouts have lagged.
The CMBS industry has collapsed and continues in that moribund state although some deals are being done.
Life insurance companies have stepped up lending activity but nowhere near the volume needed to
recapitalize the impending surge in refinancing activity. In the face of this turmoil, capital deployment (vs.
build-up) will be down for 2010 and into 2011 before the rookies get into the game. Unfortunately, “rookie”
mistakes will be costly and may exacerbate and already difficult position.

A Snapshot on Capital Market Indicators

Capital Market Clouds: Distressed CMBS on CMBS Delinquency Rates by Property Type

.y Trends
it’s Knees ETTERe————.
Capital Market Clouds: Distressed Assets \ e

Downstream risk of a flood The New Perfect . S e
4 L e
Distressed and Resolved 1 T -
sets y x

Rates could
hit 12%

[
als 5000

TaN
t o0asi| 3ex
le, FitzhAanngs

| :
mmeﬂ%E -
S Impending Mortgage Crisis
Capital Flows Slipping: Sideline Game

Commercial Mortgage Capital

Trends in Capital Flows « Tightened Credit

o — DCRs: pressure on income
/\q__ vty — LVs: Reduced; equity risk exposures
__d_/ T — Risk Rebirth: recourse debt
7 - + Outlook
— Impending Crisis
el — Flight to quality
— Tighter; increased equity and recourse

Dot : i
—— — Meaner; more aggressive foreclosures
— « Opportunities

— Selective, lower risk, seasoned assets
i — Creative financing: convertible debt

© JR DeLisle

Sources: JRDeLisle, WSJ.com, RCAnalytics, com, Economy.com

Commercial Real Estate Performance

The private commercial real estate market —as measured by the NCREIF Open-end, Commingled Equity
Fund Index— has plummeted since its peak in 2008, falling some 38% in value The speed and depth of this
decline is unprecedented, exceeding that of the latter 80s and early 90s which lead to the previous
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“revolution” in commercial real estate which led to securitization of the debt (CMBS) and equity (REIT)
sectors. In addition to the classic NCREIF Index which is largely core, private opportunity and value-add
funds have had a very difficult time, falling even more dramatically in value. As noted in the graph, the
speed of the collapse in commercial values was unprecedented. Since we are facing a tempered economic
recovery, it is likely the recovery will be choppy as it was in the early 90s and prolonged, dragging on for 5-
6 years.

Commercial Real Estate Performance

How We’re Doing: Commercial Real Estate

Private Equity

2009: Where we were...
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Interestingly, REITs have bounced back in 2009, with the momentum carrying share prices upward for more
than six months. The growing spread between the private and public markets is interesting and bears
watching. In some respects, it suggests that optimism is growing and that investors believe the market has
turned the corner. On the other hand, it may suggest that disconnect between the spatial and capital markets
continues, and that the “revolution” which would bind them forever has yet to sink in. The reality is likely a
combination of the two, with investors noting that REITs are well positioned to take advantage of distressed
asset sales as they did in the 90s. On the other hand, their performance has been dragged down somewhat by
the deterioration in spatial fundamentals which has forced them to shore up their own portfolios and focus
effort on asset management, tenant retention and cash solvency.
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Part I C: Where We’re at on Fundamentals

Spatial Fundamentals
Overview

In looking at the snapshot of
the spatial market --supply
and demand for real estate--
the bottom line echoes that of
the broader economy and
capital markets. That is, there
is some additional downside
risk associated with a
combination of a slowing
economy, tighter credit, a
renewed interest in risk, and
weakening fundamentals.
That situation should prevail
over the near-intermediate
term, with commercial real

Part I-C: Where We’re (Fundamentals) At

Spatial Market Flash

e Still weakening,
negative absorption;
more downside risk

e Vacancy rates pushing

* Negative absorption,
lagged recovery

records, rents declining

© JR DeLisle, Ph.D.

estate lagging the broader economic recovery which is well into 2011 at best. These will be interesting and
challenging times with some opportunities for those willing and able to take advantage of the market malaise

and lack of capital.

National Commercial Market Conditions
The commercial real estate market fundamentals are deteriorating across-the-board with rising vacancy rates

and falling rents dominating
the news. On the other
hand, development activity
has plummeted with the
exception of projects in the
pipeline. In some markets,
developers have been
forced to abandon projects
during construction while in
others they have filled in
holes in anticipation of a
long hiatus. This situation is
expected to continue with
further erosion in market
fundamentals limited
additions to supply.

National Commercial Market Trends
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Source: Torto Wheaton Research, REIS, Emerging Trends
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Trends in Cap Rates and Transactions

The deterioration in real estate fundamentals across the major food groups, has led to a consistent increase in
cap rates for closed transactions. The flight to quality and competitive atmosphere surrounding the good
projects have come to market have led to a convergence between bid and ask spreads. This situation is likely
to change on the flood of distressed assets of the market and attention shifts to risks inherent in such
investments. The pricing of assets that have sold has also trended downward, although not as much as cap
rates have risen. This anomaly has been due to the higher quality of assets that have actually closed as well
as a limited transaction volume in the face of significant capital chasing scarce deals.

Trends in Cap Rates, Pricing and Transactions
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Troubled Assets

The troubled asset radar
map generated by Real
Capital Analytics indicates

the widespread nature of
distress in the commercial
real estate market. As
noted, few major markets
have escaped the downturn
which has affected almost
all property sectors.
Denver and Seattle have
both experienced an

increase in distressed LE . Denver
[
. E 3 N
assets with more on the g% R AN
. . . a3
horizon. While creating g3 *e P
£ 3
- wog
much consternation for 2+ III ..l.l....“.l sl ML I
F ¢ 25§ EE‘E!E§LE§'EEE Z8E %agég,g
troubled owners, the level 3 §5=§gg§§ggggéiégg BeffacEEiac
. . - ] gL BECZ 3 B £ a
of distress in these markets ] :
H
- - - urce: Real Capital Analytics
is relatively low especially P Y
on a scaled to market basis.
Denver Transaction Volume and Pricing
Office Market Data Offered Properties
In USD mil.; Oct ‘09 thru Feb '10 $ vol # Props Avg PPU  Cap Rate
Southwest Austin $05 3 §174 552 5 s
Dallas 3201 15 584 3510 20 5136 7.35%
Denver 5141 ] 5145 8.55% 5220 mn 5157 8.72%
Houston 5542 10 5204 $133 13 5103 §.79%
Phoenix 570 2 5116 10.50% §235 20 5188 9.40%
Ofﬁce san Antonio 566 75104 0.46%
Tertiary Southwest 5136 20 598 8.80% 5211 20 5112 7.60%
_ reaa——
Denver 5104 7 5104076 §.60% 513 1 543,333
Houston 5409 25 560,950 9.00% 5536 39 342,244 8.28%
Phoenix §360 24 560,053 7.09% §325 22 350,859 6.31%
San Antonic  §113 7 571,004 560 6 §36,357 6.58%
Tertiary Southwest 5126 10 553,057 5.09% 5321 36 340,737 8.63%
Apartment _ r—
Denver $§168 L 5147 5188 9 5287 7.00%
Houston  $151 8 $30 9.46% 5187 23 580 8.00%
Phoenix  §180 15 §$143 9.44% 5173 16 §276 8.53%
. San Antonio $17 1 568 9 §137 7.79%
Retail Tertiary Southwest  $119 9 $08 5174 23 $128 8.20%
Denwver 508 11 567 0.46% 504 11 504 8.20%
Houston §38 4 367 0.40% $83 10 82 7.06%
Phoenix  $145 12 350 B8.75% §196 21 $88 3.30%
. San Antonio §20 1 84 4 $42 0.07%
IndUStrIal Tertiary Scuthwest §58 5 333 5184 22 $42 3.07%
$913 38§59 8.85%

© JR DelLisle, Ph.D.

Source: Real Capital Analytics
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Although transaction
time is down across-
the-board, Denver
and other major
markets in the
southwest have seen
some sales activity.
in the four months
through February
2000 1040 1 million
of the 229 million in
office properties
placed on the market
sold an average
8.55% cap rate. The
volume was higher
with apartments
which traded an

average of 6.6%. Eight retail properties were sold for total hundred 68 million followed by 11 industrial
properties and $98 million and 9.46% cap rate.
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Two-Tiered Pricing System
Although transaction

levels have been Emergence of Two-Tiered Pricing System
relatively low, the

. Apartrments/omnit e

transactions that have P o
occurred reveal the e
emergence of a two- i, =/
tiered pricing systemin o ! aiie s
which core assets (e.g., $90,000 _
proven assets, fully e Suburban Office/SF

. 570,000
leased, solid cash flows ' $260

tradi t h ) e . e . S $240 ‘ [)\’w N

ar_.e ra Ing a a muc Sources: JRDeLisie, RCAnahtics $220 \\//
higher value than $200 AN

distressed assets. This 5180 jivﬁm%ﬁdd&vm\i
$160

situation is likely to " \
hold, although the glut of <0 A
distressed assets that will $100

hit the market is likely to EON L

create some convergence ©JR DeLisle, Ph.D.
as buyers find it difficult
to identify core assets from the impending flood of listings.

Source: Real Capital Analytics

Part Il: Howwe Got | part |I: How We Got Here?
Here

Overview 2010 Capital Market
Looking at both the Tentative, waiting
economic and capital o pounce, new
markets, there are a number players & rules
of danger signals for

commercial real estate. For » Rising Cap rates,
the first time in years, capital declining values
flows may actually decline as de-capitalizing
assets are repriced and

owners forced to come up * ::hall_enges rgj
with more equity at higher c?r\tjﬁrcli?%bffssgt
yields that are commensurate class

with the attendant risk. The

prospects of a deep and ©JR Delisle, Ph.D.

prolonged recession create
significant downside risk that has yet been priced into the market. To get a better handle on the future, it is
useful to spend some time exploring the dramatic if not traumatic events that got us to where we are today.
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The Three-C’s of Our Disconnect

We are facing an
unprecedented
confluence of seemingly
independent, but related
events. The problems
began to surface in the
residential credit
markets. Once attention
was drawn on festering
problems in the
residential market, some
began to worry about
whether this was a

© JR DelLisle, Ph. D.

The Three-C’s of our Disconnect)

 Credit Crisis
— Easy Credit
— Cheap Credit
— Plentiful Credit

» Crisis of Confidence
— Consumer Confidence
— Corporate Confidence

* Crisis of Collateral

— Value attributable to delinking spatial market/ca symptom of a broader

— Values correction as “marked to market” problem. Those who

— Re-pricing of Risk began to explore how
widespread the credit
practices were in other
sectors, realized that we
had created a house of
cards. As attention turned to the broader economy, the credit crisis quickly turned into a crisis of confidence.
The crisis of confidence was contagious, rippling across the consumer and corporate spectrum forcing many
players to revisit expenditure patterns. Once confidence levels were eroded, the market faced the double-
whammy of tightening or evaporating credit. This quickly translated to erosion in collateral values, leading
to a self-fulfilling prophecy which became a black hole that started the implosion.

Institutional Real Estate Turbulence

In order to understand the impending crisis facing the commercial real estate industry is useful to take a
historical look in to see if we can extract the lessons learned from the past. The seeds for institutional real
estate investment were planted with the passage of ERISA in 1974. The most significant impact of the
legislation was to raise the prudent man criterion to prudent expert criterion. Under the prudent man
criterion, institutional investors to avoid real estate as a risk management tool based on its inherent
complexity. However, under the prudent expert criterion, if real estate was an asset class, institutional
investors and asset allocators were required to commit resources to achieve diversification. By 1978,
institutional capital flows to real estate were still limited, due in large part to the absence of the return is
series of asset allocators could use to understand how real estate with other asset classes. To address that
need the real estate units of the major life insurance companies including Prudential, Aetna, Cigna and
Equitable created the National Council of Real Estate Investment Fiduciaries (NCREIF). The objective of
NCREIF was to create a time series for real estate returns that asset allocators could use along with stocks,
bonds and other asset classes in making asset allocation decisions.
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In 1981, financial institutions were deregulated and allowed to create development subsidiaries. In 1982 the
Economic Tax Recovery Act (ERTA) creating double declining depreciation was passed. This attracted
more capital for syndicators, who doubled up with foreign investors and pension funds to create a surge of
capital to real estate. This created a disconnect between the spatial and capital markets. This led to
overbuilding which ultimately led to the collapse of latter 80s. Other than disposing of troubled assets, the
real estate market shut down. When the commercial real estate market collapsed, the RTC was created to
work off that debt financial institutions. In 1994 faced with the prospect of filing bankruptcy, Taubman
decided to file an IPO and convert to a REIT and was quickly joined by a spate of other owner/developers
including Simon, DeBartolo, General Growth and a number of smaller players. Around the same time, while
the RTC was wrapping up its business, Wall Street investment banks and others sought to convert the
temporary securitization of commercial real estate to an ongoing activity. During the mid-to latter 90s REITs
grew from under a $10 billion industry to over $200 billion, while CMBS volume rose from nothing to a
similar market cap.

Institutional RE Investment Tubulence
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Our success in recapitalizing the real estate market was quickly adopted across the globe, setting the stage
for the worldwide collapse of credit and real estate markets that is now occurring. In 2001, the 9/11 tragedy
attracted investors to real assets are real estate --and other real assets-- were seen as defensive investments.
Benefiting from an improving economy and the government’s support of homeownership for all and
complete trust in self-control by financial institutions, the housing market went on a bull run characterized
by easy credit. Thus, both the commercial and residential markets became disconnected from the
fundamentals (i.e., Wall Street vs. Main Street or Capital Markets vs. Spatial Markets). This disconnect led
to the recent collapse since easy created permeated all asset classes and became an accepted mode of
operation. Unfortunately, the problems in the commercial market have yet to be recognized with attention

12|Page



Real Estate 2010: The Impending Revolution © JRDeL.isle

being focused on the residential market and the broader credit markets. The disconnect that occurred on the
commercial side that has yet to receive attention suggests hard times ahead.

Disconnection of Capital and Spatial Markets

The real estate asset class Is. Disconnection of Capital/Spatial Markets |
inherently cyclical, with periods Capital Market

of over and under building. This

can be attributed to the lags in (Bubb?ev\/alu 9 >

production, capital intensive Capial <1]|]U|]| Capial Surge
nature, and typically large size Bubbly Spatial Disconnect
of transactions. As such, %&Zﬁ%ﬁﬁg
developers tend to over-react to = E

market conditions and lead to
periods of overbuilding. On the
other side of the cycle, after
developers pull back, market
conditions tighten up and drive
rents up and vacancies down.
The result is improved returns
which depending on conditions
in the broader macroeconomic environment and performance of real estate relative to other asset classes can
lead to a capital market surge. This situation was exacerbated by the absence of an appreciation of the
importance of underlying real estate market fundamentals, with investors and lenders either ignoring the risk
component or managing it by transferring it to other parties. This led to the peak of the commercial market in
2008 in which properties were traded at, and appraised at, bubble prices.

Spatial Market

Warranted
Construction:
Market
Inefficiency

Values

© JR DeLisle, Ph.D.

Commoditized Pricing: _ .
Market Compression What Happened: Commoditization of

One of the “buy-products” of | PTICING

the disconnect between by so% —

spatial and capital markets

was the trend toward
commoditized pricing. This | Market Risk/Return Long-Ter

term refers to the fact that 5. = ’
investors --and indirect e /

/MM_L\ BaL
capital providers-- failed to e L) //
price risk associated with a0 B ot /A
property types and markets. %m w ] Tm—
As such, prices converged * o Recent: Risk/Return 5 yrs

from historical levels. This is
illustrated by comparing the
long-term risk/return plots by

05% 1.0% 1.5% 20%
Risk ($tandard Deviation)

© JR DeLisle, Ph.D.

Sources: JRDeLisle, NCREIF, jrdelisle.com
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market with the more recent risk/return plots stemming back some 5 years. As noted, markets were drawn
into a narrow band due in large part to surplus capital flows. Going forward, returns are expected to diverge
or move to longer terms levels along with the attendant risk. Respondents to the survey were somewhat
divided on the question of whether commaoditized pricing is behind us, with a slight majority believing that
fundamentals would once again prevail as investors focused on the risk side of the equation. If this occurs --
as | believe it will-- 2™ and 3" tier markets with limited exit strategies will fact particular challenges, as will
weaker product which in the recent past benefited from the rising tide of values. On the other hand, there will
be opportunities for those who can pick and time markets --which is possible in real estate-- as well as those
with an understanding of fundamentals and the ability to “Create value.”

Commoditized Pricing: Property Type Compression

As in the case of markets, the institutional real estate markets experienced significant commaoditization
across property types over the past decade. This is reflected in the shifts in the risk/return positioning of the
office, retail, industrial, apartment and hotel sectors noted in this slide. Over the long term from 1978-2009,
retail properties exhibited
the lowest risk (i.e.,

standard deviation), while Institutional Property Type Commoditization

hotels had the greatest. In 1978-2009 1994-2009
the 15 year period from o o
1978-1993, hotels had the 1o T  wos
lowest risk, while office i wag s ot @
. . £ inlustrial | o £ orice
properties had the highest. L LI =
Finally, during the past 15 = 2%
years’ property types 00% 20% 40% 60% B80% 100% 120% 140% 00% 20% 40% 60% B80% 100% 120% 140%
Risk: StdDev Risk: StdDev
converged around the
same risk level, which was 1978-1993 15500 | 50200
elevated fr0m the inlti&' 1e0% J Type Average | Std Dev |Average| Std Dev| Average | Std Dev | Mkt Cap *
18.0% Retail 95%|  7.8%| 9.8%| 56%| 121%| 57%|$ 5413
H 12.0% Refail Industrial 9.2% 8.9%| 9.1% 7.3% 12.8% 4.1%| $ 37.09
penOd and exceeded the £ oo a office Apartment 107%| _ 8.5%| 11.8%| 7.8%| 125%|  3.2%|$ 5910
highest level experienced HEES % 9 B 758 N N N 5 % e
- - - E 8.0% Hatel e Toltal $ 24382
by OffICE prOpertIES GOI ng 4.0% Sources: JRDeLisle, NCREIF * Market Cap in $billions as of 3Q 2009
forward’ ”Sk andreturn 0.0% Bullet sizes reflect Market Cap
are expECted to dlverge’ Risk: StdDev Sources: JRDeLisle.com, NCREIF

returning to longer term
levels which will add more uncertainty to the asset class.

Mission Drift: Core to Opportunistic Strategies

During the 1980s, institutional investors favored core investments with little appetite for value-add or
opportunistic investments. Indeed, those terms weren’t even coined until the mid-90s when advisors tried to
differentiate themselves —all at the same time— and expanded their product lines to include higher return
investments that could compete with Wall Street vulture funds which dominated the market in its early
recovery phases. Over the past 10 years, this pattern was completely reversed, with value-add and
opportunistic funds comprising over 90% of strategies for investors in the NCREIF universe. The collapse of
the commercial market and the disappointing performance of higher risk funds has caused a reversal of
fortunes, as punctuated by CALPERSs which announced it is shifting back to a more traditional strategy after
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racking up significant losses. Other pension funds are expected to continue this trend setting the stage for
significant increase in asset takeovers and upward price pressure on “core” assets.

Types of Institutional Allocations by Strategy

i 3

Fund Count

303

Cmpertanirtic
200
o

Pension Funds by Style

1
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~ ) Al A2 walue- Al
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Part 111: Where We’re Going

Overview: Themes of our Times

In this environment, many real estate professionals are faced with the prospects of laughing or crying. To
lighten up the scene a bit, it’s useful to look at a couple of themes. The first is the play on the “Cash is King
Theme.” While cash is important, in this stage of the cycle investors who are not wary are likely to be able to

make $10 million profits
through no-brainer investing.
While 1 don’t agree with late
night television programs that
it’s as easy as it sounds, it can
be done assuming you start
with $20 million!!! With the
impending flood of distressed
assets and the surge of new,
naive players, the ability to
close deals will be of
paramount concern.
Similarly, “caution” and
realism will rule while
curmudgeons like me will

Part 111: Where We’re Going as signaled by the “Themes of
our Times”

e The C-Theme:

-C_77? is King....
¢ Closing is King, or
 Caution is King, or
¢ Curmudgeons are King

e The M-Theme:
— Show me the M

¢ Show me the Manager, or
» Show me the Management Plan, or
¢ Show me the Manger (i.e., Divine Intervention)

?77?
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spin tales and document lessons learned, both before and after they hit home.

The M-theme is a play on the Jerry Maguire theme, “Show me the Money.” Again, it points to the
importance of fundamentals and the ability to develop and implement solid management plans that are
spearheaded by experienced asset and property managers who are empowered to act. Absent that, it’s back to
the manger and hope for “divine intervention” which | don’t see on the horizon....

Trend 1: Spatial
and Capital Market
Reconnect

As noted earlier, the
unprecedented
convergence of
cyclical forces —
exacerbated by easy,
cheap, plentiful credit
and a lack of focus on
risk-- converged to
create bubble pricing.
Once the bubble burst
and it became clear
that values were
unsustainable, values

T-1: Spatial & Capital Re-connect
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collapsed as capital
pulled back, cap rates rose and market conditions deteriorated. Drawing on my experiences in the 90s and
what | have seen in terms of the spatial/capital divide, | believe institutional property in mark-to-market
accounts may lose 40-60% of value before the cycle begins to turn. If so, we’re slightly more than half way
there which suggests we are in for more difficult times ahead. Even then, the market will not get back to the
bubble pricing, with recovery pushing some 80% of the old peak when the market fully recovers. Even then,
pricing and values gains will depend on underlying market fundamentals, with emphasis on risk/return ratios
and a general aversion to risk.

Trend 2: Distressed Asset Turbulence

While transaction volume in the commercial real estate market has been relatively slow, the surge in
distressed assets suggests that situation will change over the next 12-15 months. When these assets hit the
market and begin to clear, the market will be flooded with a tidal wave of potential deals. In terms of scale,
as of April 2010, the pent-up supply of distressed assets approached $300 billion. This figure understates the
potential scope of the impending crisis. For example, it does not include performing mortgages in bank
portfolios that are in danger of falling into distress as market conditions deteriorate. It also fails to recognize
the downward pressure on values as the market tries to absorb distressed assets when they ultimately come to
market. At some point, holders of distressed assets and special servicers will be forced to try to unload them,
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regardless of underlying fundamentals. Unless there is some type of intervention, which doesn’t appear
likely, the situation will be reminiscent of a perfect storm.

T2: Distressed Asset Turbulence

Downstream risk of a flood....

The New Perfect
Storm ?
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T3: Distressed Asset Spillover
Some owners of commercial real estate and some recent buyers who have been swooping up stronger assets
take solace in the fact that their assets are performing well and have good fundamentals. While such assets

will serve them well in the long run, it is important to recognize that the potential disposition of distressed
assets at bargain

basement prices may
create some spillover
effects that drag down
values of strong assets. N
For example,
distressed buyers who
are able to acquire

T-3: Distressed Asset Spillover: Why it Matters

Froperty Type

assets for 40%-60% of
“value,” will likely try
to lure tenants to their

buildings using their

| Asartment
Dev Site & Development
Hotel
Office & Industrial
W retai N
W omer N

Bbiblos arg 1041 relatne datreas
vihus, bt sealo and 20om vals vary s N / [

:," 0 Peachtree:

Duke/Pope & Land

lower cost basis as a e - L5y
; G gy Rqf America Lead
floor which would AN
L Rt
allow them to undercut '-»P- \ ] \
. - o b

rents. Even if owners 7! 2 ’@ . 2 Regions Lead
can keep tenants in T’ ;

~Cousins
Sources: RCA, WSJ 4/21/2009

©JR DeLisle, Ph.D.

17|Page



Real Estate 2010: The Impending Revolution © JRDeL.isle

place, net market rents are likely to experience additional downward pressure, creating a further drag on
appraised values. These effects will be especially pronounced in mark-to-market accounts which will be
forced to document the extent of unrealized losses in their holdings. While this situation will tend to cure
with the market, the interim effects will create additional turmoil in the already stressed market.

The potential for these spillover effects can be highlighted by exploring the distribution of “currently
distressed” and “potentially distressed” assets in the Atlanta market. These troubled spots were then
superimposed on a map indicating the imminent delivery of four major speculative buildings in Buckhead,
one of the leading submarkets in Atlanta.

The slide also notes the “doubling down” of some of the major banks who have assumed significant risk
exposures in concentrated areas. To the extent that distressed buyers are willing to discount rents to capture
tenants, grab landlords should be on notice and paying much more attention to their existing tenants. Indeed
some owners are renegotiate leases to try to extend the terms in return for a reduction in rents. The strategy
may become more widespread but may also be delayed as tenants are developing a better understanding of
the condition in Outlook for the commercial market.

T4: Foreign Capital Flows to Real Estate

The influx of foreign capital has been critical to the economy as declines in real estate values made such
investments attractive, both in absolute and relative terms as the US lags the world in its recovery. While
foreign capital flows will

be an important partof the - T_4: Foreign Capital Flows to US: 1Q 2010
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cloud the picture, placing

capital in the hands of some who will lack the market connections, real estate acumen and experience
necessary to target and then ultimately manage complex assets, many of which will need to be repositioned
to create enduring value.
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T5: Changing of the Guard

One of the more difficult challenges for recent players in the market will be a changing of the guard. That is,
the role of some of the more successful players over the past 5-10 years will likely change, with some
stepping up their game and others reducing or leaving the playing field. For example, after a difficult 2008,
REITs have been
doing fairly well T5: Changing of the Guard
with a number of
larger REITSs raising

some $12 billion of Caruso JV to Invest $750M in Retail, Mixed
capital in the first * REITs
half of the year. The — Have reversed downward spiral

— Significant new capital raised through Sept 2009

ability to raise o . .
— Low Dividends suggest accretive opportunities

capital for the
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billion. Offshore
investors will also
likely be active
players in the US real estate market when it begins to move, although the US real estate recovery is expected
to lag other developed nations. Finally, a number of existing and new domestic funds will be established
over the near term as sponsors try to take advantage of the market malaise and the strong talent who could
implement successful investment programs on the street. A number of sources have suggested that well over
$200 billion of equity capital has been assembled to acquire commercial real estate at distressed prices.
While much of this capital remains on the sidelines, it is interesting to note the general sources of capital that
are lined up.

WSJ, April 27 2010

T6: Asset/Fund Transfers & Shifting Preferences

The private institutional real estate market has lost some 38% of value as reflected in the NCREIF
Commingled Open-end Index. The numbers have been even more pronounced for the Value-Add and
Opportunity Funds tracked by NCREIF and Townsend. Thus, the “risk” side of such investment strategies
becoming painfully clear although few investors focused on that side of the equation. Another source of
funds —separate accounts— which are dedicated funds and ventures managed by advisors on behalf of pension
funds and other institutional investors, have gone unnoticed. The exception is CALPERs which has taken
center stage in firing managers and reallocating assets as a result of disappointing performance and prospects
for even more losses. This is reminiscent of what happened during the early 90s when pension funds turned
“meaner” and put the blame on advisors who they felt should have been able to avoid such losses. Going
forward, we will see institutional investors try to correct these mistakes without dumping otherwise good
assets by selling partial interests (e.g., Harvard, Stanford) or hiring new managers to take over existing
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assets. At the other end of the
spectrum, new funds will find
sourcing assets that generate
high double digit returns
promised in prospectuses
extremely difficult, especially if
they are not willing to roll the
dice and get ahead of the
market. Some will refund
money while others will turn to
more exotic investments,
including emerging markets
where it will be difficult to
monitor risk and determine if
investment returns are
commensurate with risk. That
is what happened in the 90s and
a trend that helped lead to the

©JR Delisle, Ph. D.

T6: Asset/Fund Transfers & Shifting Preferences

* \oluntary
— Reassignment of Assets (e.g., CALPERS)
— Partial Sales of Core (e.g., Harvard, Stanford)

* Investment Preferences
— Search for Value/Clean
— Eschew risk
— Fewer products/structures

¢ Opportunity Funds
— Some refunding of money due to inability to place
— Mission Drift: shifting strategies to place money
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Seoul Square: Office tower in South Korea

|1
(i

" ——

Private-Equity Sponsor: Morgan Stanley

Investors include: Montana Board of
Investments

$1 Billien Deal

Status: Morgan Stanley projects its fund will
lose its $350 million equity stake

globalization of the asset class. In this environment, balance and discipline rather than chasing deals will rule
the day or at least buy some time to live another which, for many, may be a realistic goal.

T7: Relationship Shifts

The recent turmoil in the commercial real estate market and the promise of more to come will test
relationships among various players. This will create a difficult environment in which to conduct business, a
trend that will continue for several years while the industry deals with the aftermath of the excesses of the

recent past. Some
relationships will be severed,
while others will be re-
affirmed. Investors will be
looking for new advisors and
consultants, changing
captains as a way of
navigating through the
troubled waters. In addition
to changing partners, the
nature of contracts will
change as investors seek to
protect themselves through
even greater alignment of
interest using co-investment,
subordinated fees and look-
backs to ensure advisors and
managers stay focused on the

T7: Relationship Shifts

The “Meaner” Phase
— Hard line on workouts
— Rising lawsuits on failed ventures
— Increase in contentious negotiations
— Surge in arbitration activity
Relationship Changes
— Rising matchmaking activity
— Prenuptial alignment of interest
 Co-investment
* Incentive fee structures
Relationship Bonding
— Re-affirmation of working relationships
— Opportunity for vertical expansion; more with fewer

©JR DelLisle, Ph. D.

Brian Harkin for The Wall Stre:

Stuyvesant Town and Peter Cooper Village:
56-building, 11,000-unit apartment complex in
Mew York City

Private-Equity Sponsor: Parinership between
Tishman Speyer and BlackRock

Investors Include: California Public Employees’
Retirement System and California State
Teachers' Retirement System

$5.4 Billion Deal

Status: Property being given back to lenders;
total equity loss of $1 billion

bottom line.
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T8: Increasing
Government Intervention

The political fall-out from the
bailouts and stimulus programs
the government introduced to
help the economy through the
recent recession and avoid the
collapse of the financial system
will hang over the country for a
number of years. Indeed,
outrage is likely to grow even
stronger as taxpayers are forced
to begin to repay the debt that
has been racked up. The
outrage over the Goldman
scandal is symptomatic of more
to come and argues that future

T8: Increasing Government Targeted Intervention™=>=">

Goldman’s CEO
Lloyd,Blankfein

* Goldman
— SEC’s civil fraud suit
— Foreign regulators question dealings
— Domestic and Foreign Affairs
« Domestic
— The SEC is gathering evidence of fraud inv ) - ities
— Goldman clients may sue if they bought securities Goldman expected to lose value
— Shareholders may bring class-action lawsuits over deals that drove stocks down
— Congress may use Goldman case to argue oversight rules should be strengthened
« Global
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bailouts will be highly unlikely until we are on the brink of, or just over, disaster. Thus, the commercial
market will be on its own until things hit the breaking point which may well come with the surge of
refinancing due to hit over the next three years and the ultimate flood of distressed assets pent up in the
gueue. The government is likely to look for additional revenue as in the case of the bill to repeal the carried
interest treatment which has subsidized general partner compensation. The potential for such “wipeouts”
should be closely monitored, especially since lobbying by interest groups is likely to be less effective due to
public scrutiny and outrage. Challenging times indeed!

T9: Renewed
Search for Next
CMBS Sector

T9: Renewed Search for CMBS Resurrection

(e.g., Special Servicer Split Deal Structure)

While the CMBS
industry remains
on its knees and
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delinquency rates
rise even more, the
search will be on
for some “new”
version of
securitized debt to
fill the $300 billion
hole it left. This is
especially true in
light of the
impending surge in
refinance activity

A bank makes a commercial
mortgage to a developer, then
sells the loan as commercial-
mortgage-backed securities,
or CMBS. The cash flow
generated by this property
slowly repays investors in the
CMBS deal.
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If the cash flow declines, the
loan becomes delinquent and
the “special servicer,” who
represents CMBS investors, has
to choose between modifying
the loan terms and foreclosing
on the property.
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The servicer splits the loan intc
an ‘A’ note and a 'B’ note. The
property’s cash flow is only
enough to cover debt service ol
the ‘A’ note, while the 'B’ note '
becomes a "hope” note and get
no payment for the loan's term®
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The hope Is that upon maturity
of the loan, if there are any
proceeds left after the ‘A’ note is
paid off, some of the remaining
dollars would be used to pay
down the 'B’ note.

.

T~ Devgloper
( g e

> " Cashflow

CMES investor

© JR DeLisle, Ph.D.

21|Page



Real Estate 2010: The Impending Revolution © JRDeL.isle

and the continued pace of downgrades. While the ultimate form of such initiatives is an unknown, financial
engineers and Wall Street types will be at work creating new products and tranches that may appeal to
investors. Regardless of the form these activities take, it is likely that the asset class and investments will be
bifurcated or partitioned, breaking them into two or more categories with varying levels of risk.
Unfortunately, it will prove impossible to financial engineer out of a bubble, suggesting that losses will have
to be realized before the asset class can move forward and reverse its freefall. These developments will bear
close monitoring as a leading indicator of when capital flows may begin to turn around.

T10: More Time for Reflecting on the Revolution
In the current stage of the

real estate cycle, many
dificult decisions will have T-10: Time for Reflecting on the Future.....
to be made. Some lucky
decision-makers will be
focused on expanding « So, we’ll be “Leaner, meaner, cleaner and greener”
wealth, while others will be
focused on damage control
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) » Reflecting on the Future...
and survival. However, . . L s .
— Experience, critical thinking and survival instincts will rule...

while the ma_rket h"fls . — If you don’t have that, there’s always school...
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losses and experienced e -
tremendous wealth transfer, '
the current revolution
argues that wealth

expansion cannot be taken

for granted by buylng gOOd http:/jirdelisle.com New: EconWateh Journal of Shopping Center Site Dedication
assets alone. Value must be

captured and retained,
which will depend on the ability to apply solid fundamentals and critical thinking. During this period, being
connected to the rapidly changing markets and having solid on-going relationships will be more important
than ever. To help, I will try to stay on top of the unfolding scene and, where possible, try to get ahead of the
curve. | offer my personal website http://jrdelisle.com with more features to come including an AskDrD
interactive element. My full text articles on Financial Views dating back 10 years are also available in the
Market Watch section. Good luck and thanks for the opportunity to share my thoughts and to stay connected.
For many it will indeed be a good time to go back to school and pursue formal real estate studies; a
revolutionary concept for many. However, it is clear the next wave of industry leaders will need to master
fundamentals to help guide us through the current crisis and help avoid the next.
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