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The Casden Real Estate Economics Forecast is pleased to present its 2009 report on the Los Angeles
metropolitan area industrial and office real estate markets. The Casden Real Estate Economics
Forecast analyzes fundamentals and forecasts real estate market indicators in the Los Angeles
region. The Forecast issues two annual reports, one covering the region’s industrial and office
markets and the other covering its apartment markets.

Webeginwith overviews of the United States and regional economies, which serve as the foundation
for the analysis of the Southern California real estate markets. A comprehensive summary of the
fundamental trends in the industrial and office markets for Los Angeles County, Orange County
and the Inland Empire as well as individual submarkets make up the main body of the report. The
statistical snapshots provide concise summaries of recent movements in quarterly rents, vacancy
rates and net absorption for each county as well as the submarkets.

We use time series econometric techniques to develop models that forecast the annual rent
and vacancy levels. James Hamilton, a well-known time series econometrician, has shown that
parsimonious models do better at producing short term forecasts than “structural” models, which
attempt to determine how all aspects of the economy interact with each other. The special topics
section for this year has a paper on the state of the luxury hotel market and on the interaction of
management companies and hotel owners, and their different interests.

This report would not be possible without the contributions of many to whom we are grateful.
We thank J.C. Casillas and Grubb & Ellis for providing the fundamental market data and helping
to develop the Los Angeles County sections. Jasmin Varjavand provided excellent research
assistance.

We are also grateful to the Lusk Center staff for its assistance, especially Marilyn Ellis, Matthew
Faulkner, Jennifer Frappier, Dawn Santos and Sonia Savoulian. Finally, we gratefully acknowledge
our sponsors, Arden Realty, California Real Estate Journal, Globe Street.com, and Grubb & Ellis.

Richard K. Green, Director
USC Lusk Center for Real Estate

Tracey Seslen, Senior Research Associate
USC Casden Real Estate Economics Forecast




Executive Summary

The period from the Summer of 2008 through the Summer of 2009 was as bad an any period
in the post-depression era — for the four quarters ending with the second quarter of 2009,
GDP fell more rapidly than during any other four quarter period after World War Il.

The antecedents to this collapse have been broadly reported: the housing collapse led
to large numbers of mortgage defaults. This in turn caused financial stress for all types
of lenders, including commercial banks, investment banks, and investors in securities,
which led to a collapse in credit markets.

Consumers were unable to get credit with which to spend and businesses were unable
to get credit with which to invest, leading to economic contraction in California, the
United States, and abroad. This in turn led to substantial government intervention in
financial markets and a large, deficit-financed, stimulus program. The efficacy of these
programs is a subject of considerable debate, but credit markets are closer to normal
than a year ago and GDP in the United States did grow in the 3rd quarter of 2009. Many
of America’s trade partners — especially China — are well on the road to recovery.

Office: Demand for office space decreased sharply with year-to-date declines of about 4.1
million square feet. Office space demand decreased in most submarkets, with the largest
declines in San Gabriel Valley, West Los Angeles and the South Bay. Overall vacancy rates
climbed to 15.6 percent and increased in all markets.

Average asking rents decreased by 12.3 percent. The largest rent descrease occured in
West LA due to the large amount of sub-lease space that became available in the last
year. Asking rents also declined in Los Angeles North and the South Bay submarkets.

1.5 million square feet of office space is currently under construction, located mainly
in West Los Angeles and the Los Angeles North area. The sale of office properties has
slowed significantly from previous years and cap rates are rising.

Industrial: With the slowing economy, vacancies in the Los Angeles County industrial
market increased this year but are still tight at 3.2 percent. Average asking rents declined
by 15.8 percent as demand softened. Construction activity at .74 million square feet in
the third quarter of 2009 is less than last year, with half of that located in the South Bay
submarket.
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Office: The Orange County office market is still slowing because of the housing
downturn and the credit crisis. Demand for office space declined again in 2009. Office
vacancy rates soared to 19.4 percent and available space for lease increased sharply from
last year. For the first time in six years, asking rents for Class A space declined by 15.3
percent countywide and by 16.8 and 16.2 percent in the South and Central submarkets,
respectively.

Slowing sales activity in the investment market is causing cap rates to move upward.
The credit crunch has created opportunities for all-cash buyers desiring office space in
Orange County, such as institutional and foreign buyers.

Industrial: Demand for industrial space in Orange County softened with the slowing
economy and average asking rents decreased from last year. Vacancy rates moved up
in all submarkets. Vacant space changed sharply in the North County submarket where
rents decreased by 29 percent this year.

Office: The housing market downturn has deeply affected the Inland Empire and there
remains a large number of foreclosed homes. Unemployment in the region is among
the highest in the nation with significant layoffs this year in the construction and real
estate industries. The region is underserved by services supporting the large population.
Developers have responded by building new office space for professionals and executives.
Alas, employment has not arrived in these sectors.

Almost .73 million square feet of new office space was completed in 2009 and delivered
to an office market with weak demand. Vacancy rates slightly increased from 20 percent
to 22.4 percent with much of the new space unoccupied. Average asking rents are about
the same as last year.

Industrial: The Inland Empire remains the nation’s top market for building large
warehouses and distribution centers, because of its proximity to the ports, extensive
transportation network, and cheap, available land for development.

Industrial space under construction decreased heavily from 12 million square feet in the
third quarter 2008 to 1.4 million in the third quarter of 2009. The slowing economy and
falling imports have reduced industrial space demand. Vacancy rates have climbed from
8.6 percent last year to 12.8 percent in the third quarter. Large speculative warehouses
in the eastern region are taking much longer to lease or sell in the slowing economy.




Current View of the Economy
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Economic growth was more negative, at— 3.8
percent — over the last two quarters of 2008
and the first two quarters of 2009 than any
other four quarter period in the post World
War Il era. This poor GDP performance led
unemployment rates to their highest point
since 1983 and a labor force participation
rate at its lowest level since 1986. The
economy is weak throughout the United
States and across sectors; only health care
and education saw gains in employment.
Evenin the presence of the stimulus package,
total government employment (local, state
and federal) fell.

While GDP did grow by a revised annualized
rate of 2.8 percent in the third quarter
of 2009, the economy continues to shed
jobs at a rate in excess of 190,000 jobs per
month. The Philadelphia Federal Reserve
Bank Survey of Economic Forecasters project
unemployment to remain above 8 percent
through the year 2012 and for payrolls to
continue to decline in 2010, albeit by not as
much as in 2009. One bit of good news: job
losses went close to zero in November 2009,
and the unemployment rate fell slightly.

As a result of the high unemployment,
forecasters expect inflation to remain below
two percent on average for the next three
years. This should keep pressure off of
interest rates but will mean the real value of
debt carried by real estate will remain high.

The most important economic positives are
a rebound in economies abroad and a sharp
increase in labor productivity. In particular,
manufacturing output per labor hour soared
by 6.8 percent in the second quarter of 2009
and by 13.6 percent in the third quarter of
2009.

While credit conditions remain weak, they
are considerably more normal than they were
at this time last year. This is almost certainly
because of the federal programs put in place
since last year, including:
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+ TheTroubled Asset Relief Program (TARP),
which injected capital into banks.

» TermAssetBacked Securities Loan Facility
(TALF), which advanced government
backed loans to investors in AAA rated
and other asset backed securities.

» The Public-Private Investment Program
(PPIP), which provides debt to and shares
equity with investors willing to bid on
legacy assets.

+ The Home Affordable Modification
Program (HAMP), which seeks to relieve
financially stressed homeowners of high
payment burdens on their mortgages.

+ Federal Reserve purchases of Fannie
Mae and Freddie Mac Mortgage Backed
Securities, which have served to push 30-
year fixed rate mortgage rates down to
their lowest level in 5o years.

While it is debatable how much these
programs have loosened up lending (except
for automobile loans where conditions have
returned to something like normal), spreads
over Treasury rates for LIBOR and AAA rated
securities have dropped considerably from
their peaks. The yield on the 10-year Treasury
bond is as of this writing 3.2 percent.

GDP stopped shrinking in the third quarter
of 2009 but grew by a paltry 2.8 percent.
This is not sufficient to generate job growth;
at best, it suggests that jobs losses will slow
in a year or so. As we shall discuss below,
when the job recovery does begin it may be
particularly to the benefit of California.

The housing market has returned to
something like normalcy and we have reason
to believe that house prices in California are
at a bottom, particularly at the lower end
of the housing market. Almost all house
price indexes have stabilized during 2009.
Inventories in California have dropped to
less than four months for houses selling for
less than $750,000; prices in many areas are
below replacement cost; and with mortgage
rates being so low, the cash flow cost of
owning looks favorable relative to renting.
Against these positives remain some serious
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U.S. UnempLovMENT — problems, including a “shadow” inventory
of houses that have not yet been foreclosed
upon, falling rents in the apartment sector,
sa0e and an atrocious job picture.

500

The US economy has shed seven million
jobs since employment peaked in the fourth
quarter of 2007 and California has lost almost
one million jobs. The first decade of the 21st
centuryis becomingknown as the lost decade
because the United States has gained no jobs
oo over that period and California has actually
i2.500) o lost jobs; both the national and California
" h - - - - labor forces are considerably larger now than
S oo Jekm hod U8 Uyt Aok they were at the beginning of the decade. In
Source | finance.google.com Los Angeles, Riverside, and San Bernardino
Counties unemployment is well above ten
CALIFORNIA UNEMPLOYMENT  percent, while in Orange County it is close to

200 " ten percent.
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influence Southern California.
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come for three principal reasons: the Chinese
and Indian economies continue to grow and
so consumers in those markets will begin to
demand goods manufactured in the United
States; US labor productivity is high and, as
we described earlier, is rising rapidly (and
unit labor costs are falling rapidly); and the
dollar is dropping in value, making American
goods more competitive abroad.

This has relevance as we think about the
future of industrial and office real estate,
especially in Southern California. We shall
discuss below the particulars of trade’s
importance to the region and argue that the
Ports of Los Angeles and Long Beach will be a
source of recovery.

The other sectors that will likely create
economic growth nationally are information
technology, education, and health care. Los
Angeles County has disproportionately high
employment in all these areas — especially
information technology.  Orange, San
Bernardino and Riverside Counties, however,
have disproportionately little employment
in these sectors.
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Los Angeles Office Market Trends

Si1ZE oF OFFICE SUBMARKETS IN Los ANGELES COUNTY
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West Los Angeles 32m or 17% Mid-Wilshire
53m or 28% 8m or 4%
Tri-Cities
h 19m or 10%
LA North ‘|
31m or 16% San Gabriel Valley South Bay

14m or 7% 31m or 17%

Source | Grubb & Ellis
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market are considerably weaker in

2009 due to the economic recession.
The unemployment rate in Los Angeles
County is 12.8 percent, significantly higher
than the 8.5 percent recorded one year ago.
Approximately 27,000 jobs were lost in the
year ending in October 2009, with the largest
losses in manufacturing, construction, and
leisure and hospitality. (http://www.calmis.
ca.govl/file/lfmonth/la$pds.pdf)

Fundamentals in the Los Angeles office

Therecent financial crisisis puttingadditional
pressure on the office market as businesses
downsize and companies place large blocks
of sublease space into the market. High rental
rates and the economic slowdown have led
many tenants to reconsider their space needs
and relocate to lower rent alternatives. With
these factors in play, rents are softening,
landlords are offering more concessions for
tenants, and vacancy rates continue to rise.

The shift to a tenant’s market became
apparent in Q4 of 2007 when net absorption
turned negative for the first time in four
years. During 2009, vacancy rates steadily
climbed to 15.6 percent and net absorption
was negative 777,000 square feet in the
third quarter alone. The year to date demand
for office space is negative 4.1 million square
feet, in sharp contrast to the positive 1.75
million square feet absorbed by this time
two years ago.

Vacancy rates increased and asking rents
for both Class A and B leases decreased in
2009. Overall Class A rents decreased by 12.3
percent from $3.49 per square foot in Q3
2008 to $3.06 in Q3 2009, while Class B rents
changed from $2.57 t0$2.26, a 12.1 percent
decrease.

During this time frame, vacancy rates moved
up by 4.2 percentage points, representing
nearly 8 million square feet of unoccupied
space. In fact, overall rents are decreasing
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for the first time in about five years. There
are considerable downward pressures on
rents going forward due to the economic
slowdown and associated job losses.

The recent trends in the overall Los Angeles
office market are also pervasive in each
submarket. Vacancy rates in Tri-Cities
increased from 10 percent in Q3 2008 to 17.3
percent in Q3 2009, the highest among the
submarkets.

South Bay and Los Angeles North have
vacancy rates above 16 percent, which are
about 3 percent higher than last year.

Year-to-date net absorption is negative in all
submarkets with West Los Angeles having
the lowest net absorption in the first three
quarters of 2009.

With the downsizing of many financial and
real estate firms, sublease space is becoming
more available in certain submarkets such as
Westwood and Culver City. Asking rents for
new leases are now much lower than that of
last year as landlords scramble to secure and
renew tenants. Despite current conditions,
the Los Angeles economy is well diversified
and should recover from the economic
storm. Innovative industries along with
expanding sectors such as medical and green
technologies, should help the Los Angeles
County office market survive the financial
crisis and eventually return to its former
healthy growth.

The credit crisis has continued to slow
investment activity in the Los Angeles office
market. Stricter lending standards for buyers
to obtain financing have made it more
difficult to underwrite deals that satisfy
both internal and lender requirements.
The total volume of office market sales
transactions through the third quarter of
this year are at 13 percent of last year’s 12
month total and are only at 5 percent of the
total of the peak year of 2006. While the last
quarter will improve this number, it is hard

2009 Q3 Orrice Vacancy RaTes FoR LA COUNTY SUBMARKETS
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Crass A Rents aND Vacancy Rates FOR WEST Los ANGELES to imagine that this year will come close to
last’s for sales, and last year was a bad year.
40% $5.00 The lack of liquidity in the capital markets is
clearly restraining the number of deals that
30% $4.00 are closing. For those transactions that did
take place, capitalization rates rose sharply,
from 5.9 percent a year ago to 8.3 percent in

20% $3.00 o a9P yearagoto83p

9.
- ||“I“I | " | I“I -

0% I I"“""III $1.00 West Los Angeles is the largest submarket
01Q1 03Q1 05Q1 07Q1 09Q1 in Lo§ Angeles County, representing
mmm Vacancy Rates ——Class A Rents approximately 28.2 percent of the total

market with nearly 53 million square feet of
office space. It is also the most desirable and
NET ABSORPTION AND COMPLETIONS FOR WEST Los ANGELES highest priced region with current Class A
asking rents at $3.81per square foot. Class
A asking rents for Los Angeles total which is

3,000

$3.06 per square foot.
2,000
’ Class B rents are $3.02, which is higher than
1,000 the Class A rents in every other submarket.
0
4:000 But there is growing evidence that the
o economic downturn is also affecting the
-2,000 West Los Angeles office market. Year-to-

Source | Grubb & Ellis

-3,000 date net absorption is negative 1.6 million
2001 2002 2003 2004 2005 2006 2007 2008 2009 square feet, with 408,700 square feet of that
H Net Absorption (000) ® Completions (000) YTD loss occurring in the third quarter alone.

Vacancy rates increased from 9.5 percent
Source | Grubb & Ellis last year to 14.9 percent in Q3 2009. They
are still low compared to other submarkets
Crass A RENTs AND VacaNcy RaTes FOR DowNTowN LA but are currently at a four year high, with
800,000 square feet of office space available
for lease.

’_\’f—//f\ Downtown Los Angeles office market after

yearsof langushing, showed some robustness
in the middle of this decade. But many of

$1.60 the gains were erased in 2009 as the recent
financial crisis directly affected many of the
$1.00 downtown tenants. Many national financial

companies have offices in Downtown Los
Angeles.

Source | Grubb & Ellis
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Demand for office space slowed significantly,
with a negative net absorption of 94,000
square feet in Q3 2009 alone. Slowing
demand is also apparent in the year-to-date
net absorption of negative 319,000 square
feet. The vacancy rate moved up to 14.6
percent in Q3 2009 from 13.1 percent last
year. Currently, there is more than 4.7 million
square feet of office space available.

Subleased office space is entering the market
as firms downsize. Vacancies are expected to
increase next year as the financial services
industry continues to consolidate. One
good bit of news is that some financial firms
approved plans to hire. It will probably be
a while before this translates into growing
demand for office space.

Despite increasing vacancy rates, Downtown
Los Angeles has the second highest Class A
rents at $3.22 per square foot. Asking rents
remained close to last year's $3.23 rents.
Class B asking rents decreased by 9 percent
from $2.69 last year to $2.44 in Q3 2009.
Landlords have also begun offering more
concessions to attract tenants.

Although the supply of office buildings for
sale in the market is limited, average cap
rates are inching up with tighter lending
standards.

Previously, South Bay had been one of the
healthiest office markets in Los Angeles due
to its comparatively affordable rents. Now
in 2009, negative net absorption within the
first three quarters totals nearly 800,000
square feet. Nearly the entire loss occurred
in Q1 and Q2 of 2009

Vacancy rates increased from 13.5 percent in
Q3 2008 to 16.1% in Q3 2009. Due to this
pressure, Class A asking rents decreased by
11.6 percent from $2.50 in Q3 2008 to $2.21
in Q3 2009. Class B rents also decreased from
$2.14 last year to $1.94 currently.

NET ABSORPTION FOR DowNTOWN LA
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Crass A RENTs AND VacaNcy RATES FOR Los ANGELES NORTH

The Los Angeles North submarket has been
affectedthe most by the economicslowdown.
Due to layoffs at Countrywide and Amgen in
the past two years, demand for office space
has slowed significantly. Although year-to
date net absorption is negative 676,000
square feet, the net move outs are showing

signs of slowing. In the third quarter of 2009,
“IIII“" ||” net absorption was negative 69,000 square
" feet, a small loss compared to the last six

quarters.
Emm Vacancy Rates —Class A Rents Vacancy rates increased from 14 percent
Source | Grubb & Ellis in Q3 2008 to 17.4 percent in Q3 2009.
Currently, 5.4 million square feet of office
NET ABSORPTION AND COMPLETIONS FOR L0os ANGELES NORTH space is available for lease.

Landlords responded to turbulent market
conditions by reducing asking rates. Class
A rents decreased 10.7 percent from $2.80
at this point last year to $2.50 in Q3 2009.

Similarly, Class B rents declined 7.8 percent
from $2.44 to $2.25.

The Los Angeles North submarket is one of
the few that has seensignificant construction
of office space in recent years. The amount
of space under construction is currently
379,000 square feet - about 25 percent of the
1.5 million square feet under construction at
this time for LA County.

Source | Grubb & Ellis

Barring severe job losses, the market

Crass A RenTs AND Vacancy Rates For Tri-CiTiES indicators suggest that the LA North office
submarket is still undergoing a correction
but may be starting to stabilize.

Between the third quarter of 2008 and the
third quarter of 2009, vacancies in the Tri-

Cities submarket rose by 1.4 million square
I I"I""I"l " feet, sharply increasing the vacancy rate
from 10 percent to 17.3 percent. While

0101 0301 0501 0701 0901 year-to-date absorption has been negative
B Uncatcy Rates _ '-_. 185,000 square feet, absorption was flat for
" the third quarter of 2009.
Source | Grubb & Ellis
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Demand for space remains flat because rents
fell. Class A asking rents declined 3.8 percent
from $3.12last year to $3.00in Q3 2009, while
Class B asking rents dropped 18 percent from
$2.84 to $2.33 over the same period.

The current vacancy rate is 17.3 percent, up
from 10 percent last year

Along with the other office submarkets, the
Tri-Cities market continues to experience the
effects of the financial crisis and a slowing
economy. Investment activity has slowed as
well-capitalized buyers choose to wait for
better prices.

The San Gabriel Valley submarket has
performed relatively well throughout the
recent financial turmoil. However, unlike
last year’s positive net absorption, year-
to-date net absorption has been negative
466,000 square feet. On a brighter note
the San Gabriel Valley had a small positive
absorption of 20,000 square feet in Q3 2009.
Although at 11.9 percent, the San Gabriel
Valley vacancy rate is up from a year ago, it
has the lowest vacancy rate among the LA
submarkets.

We attribute the comparative strength of
San Gabriel Valley to the area’s low asking
rents. Class A asking rents are $2.53 in Q3
2009, about the same as last year, while Class
B rents at $2.08 have declined 5.5 percent
from last year.

NET ABSORPTION AND COMPLETIONS FOR TRI-CITIES

Source | Grubb & Ellis

Crass A RENTs AND VacaNcy RATES FOR SAN GABRIEL VALLEY
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Crass A RENTs AND VacaNcYy RATES FOR MID-WILSHIRE

The Mid-Wilshire submarket has also been
affected by the financial crisis and demand
for office space has slowed. Year-to-date
net absorption in 2009 is negative 364,000
square feet, with about half posted in the
third quarter.

P k= Just last year, office vacancy rates in the
" ""II"I _ _ Mid-Wilshire area were at 9.4 percent and

the second lowest among the Los Angeles
submarkets. They have increased sharply to
I Vacancy Rates ——Class A Rents 14.2 percent in Q3 2009. As a result, nearly
1.2 million square feet of office space is
available for lease. With ample sublease
space at reduced rents available in the West
Los Angeles and Downtown submarkets,
1,200 the Mid-Wilshire area has lost some of its
attraction as a low cost alternative.

Source | Grubb & Ellis

NET ABSORPTION AND COMPLETIONS FOR MID-WILSHIRE

800 Despite the rising vacancies, asking rents for
Class A properties increased 6.4 percent from
400 $1.87 last year to $1.99 in Q3 2009. This may

reflect the problem with using asking rents
as a metric. Class B rents on the contrary

0 .
decreased by 2.3 percent, from $1.72 at this
point in 2008 to $1.68 currently.

-400
2001 2002 2003 2004 2005 2006 2007 2008 2009 ASk”_‘g rents in the Mid-Wilshire area
) YTD continue to be the lowest among the Los
H Net Absorption (000) .
Angeles submarkets. The investment market
Source | Grubb & Ellis has also slowed as investors remain on the

sidelines in expectation of lower prices.

Most of the sales activity in the area centers
on smaller owner-user buildings and medical
office properties.
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Orange County Office Market Trends

range County was ground zero for
Othe subprime morgage industry.
As a result, its office market has
been on a downward path since 2007, and

a considerable amount of office space has
been vacated.

Although there has been a loss of 52,000
jobs this year, a glimmer of hope has come
this fall as nonfarm employment in Orange
County did increase by 8,200 jobs between
September 2009 and October 2009. The
financial activities and professionall business
services each posted job gains of 5,400 jobs
in the one month period. The government,
education and health sectors accounted for
more than 6,000 added jobs. Construction,
leisure and hospitality, and manufacturing
were the only sectors that had losses in
employment. (http://lwww.calmis.ca.gov/file
Ifmonth/oran$PDS.pdf)

Overall office vacancy rates increased sharply
from 16.1 percent in the third quarter of
2008 to 19.4 percent in the third quarter of
2009. The amount of vacant office space has
increased by nearly 3 million square feet, for
a total of 17 million square feet available.

Demand for office space continues to
decline with net absorption in 2009 at
negative 1.6 million square feet year-to-
date, with more than half occurring in the
second quarter alone. During previous down
cycles, substantial office investments and
significant amounts of new construction
occurred even as the market softened. Now,
only 82,000 square feet of new construction
are scheduled for delivery, versus 159,000 at
this point last year and 1.7 million in 2007.

Since the beginning of 2009, rising vacancy
rates and ample sublease space have forced
landlords’ hands and caused lease rates to
decline. Overall asking rents for Class A office
space decreased 15.3 percent from last year
to $2.50 per square foot in Q3 2009. Asking
rents for Class B office space averaged $2.01

SizE oF OFFICE SUBMARKETS IN ORANGE COUNTY
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in Q3 2008, down 11 percent from last year.
The smaller price decline in Class B space may
indicates that tenants are shifting towards
less expensive.

Also, sectors outside of housing and finance
continue to seek new office space. These
include law firms, as well as technology,
interactive entertainment, and healthcare
companies.

Investment activity in the Orange County
office market has declined dramatically from
recent years and is at a virtual standstill;
for the first three quarters, it is at half the
level of last year’s very bad total level, and
more than 9o percent lower than the total
in the peak year of 2006. It is not surprising
that investors are choosing to wait on the
sidelines for lower prices due to economic
uncertainty and financial volatility. Reduced
capital available for lending and tighter
lending standards is also making it more
difficult for previous investors who relied
heavily on leverage deals.

With downward pressure on prices, the
market is creating opportunities for all cash
buyers.
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The Airport Area is the central hub for the
Orange County office market. Consisting of
almost 45 percent of the office base, it is the
home for many of the most prominent Class
A buildings in the region. The submarket
accounts for over 39 million square feet of
office space.

The year-to-date net absorption in 2009
remains negative, with the loss of 1.6 million
square feet. Stemming from the financial
crisis, 70 percent of the loss occurred in the
second quarter alone. The Airport Area’s
vacancy rates increased from 16.9 percent in
Q3 2008 to 21.9 percent in Q3 2009. The high
vacancy rate is highest to the South County
submarket.

Major companies are taking advantage of
their comparative strength as renters to
lock in lower rates in the Airport Area. With
rising vacancy rates, asking rents for Orange
County’s most desirable spaces are dropping
sharply. The average asking rates for Class A
space decreased 15.1 percent from $3.05 last
year to $2.59 in Q3 2009. Class B rents have
also decreased since last year from $2.47 to
$2.14in Q3 2009.

The South County submarket has been hit
hard by a combination of the credit crisis,
oversupply of space, and reduced leasing
demand by financial services companies.

Year-to-date net absorption is down
17,000square feet, with most negative
absorption occurring in the first and second
quarters. Vacancy rates increased from 17.9
percent last year to 19.1 percent in Q3 2009.
This is the second highest vacancy rate
among the Orange County submarkets for
2009.

Crass A ReEnTs AND VacanNcy RATES FOR ORANGE COUNTY AIRPORT AREA
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The slowdown in office investment has
completely stopped construction in most
submarkets including South County. This
coincides with 150,000 square feet at this
point last year and 769,000 square feet in
2007.

With weak demand expected to persist,
vacancy rates are likely to continue rising.

With rising vacancies and an abundance of
available space, Class A rents have decreased
by 16.8 percent, at $2.42 in the third quarter
of 2009. While class B asking rents increased
20 percent between 2006 and 2007, they
have been falling in the past two years. They
declined 10.7 percent from $2.34 last year to
$2.09 currently.

Although faced with many of the same
economic difficulties as other areas, the
North County submarket is doing slighty
better than the county with vacancy rates
that increased from 13.9 percent in the third
quarter of 2008 to 18.1 percent in the third
quarter of 2009.

The year-to-date net absorption loss is
173,668 square feet.

Leasing activity includes more allowances
and rent concessions and asking rents have
decreased. Class A rents are at $2.42 per
square foot in Q3 2009 and significantly
lower than last year. Class B rents have also
decreased, declining from $2.06 per square
foot last year to $1.92 currently.




USC Casden Forecast | 2009 Industrial & Office Market Report

Central County has outperformed the region,
as year-to-date net absorption in the third
quarter of 2009 was positive 63,000 square
feet, the highest in net absorption in any
submarket. Vacancy rates increased slightly
from 16.5 percent in Q3 2008 to 17.7 percent
in Q3 2009.

Weak demand and high vacancy rates have
put pressure on asking rents in the Central
County submarket. Class A rents declined
16.2 percent from $2.66 per square foot
last year to $2.23 in Q3 2009. Class B rents
decreased b 12.4 percent to $1.83
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The West County submarket is closer to
equilibrium than most.

Vacancy rates slightly decreased from 8.7
percent in the Q3 2008 to 8.3 percent in
the Q3 2009. Year-to-date negative net
absorption decreased from negative 150,000
square feet last year to only negative 15,600
square feet in Q3 2009.

Class A asking rents dipped from $2.68 last
year to $2.34 in Q3 2009, a 12.7 percent
decline. Class Brents also decreased by a high
percentage, posting a 12.8 percent decline
from last year to the current rate of $1.56
per square foot.
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Inland Empire Office Market Trends

harsh to the Inland Empire. Before

S1zE oF OFFICE SUBMARKETS IN THE INLAND EMPIRE The recession has been especially
last year, the region had substantial

e new construction, causing the previously
Temecuta e 130m or 2% rapidly growing rental rates to come to a

15m or 4%

halt. The increase in construction activity
has created a supply of office space that has
greatly surpassed the level of demand. These

conditions, along with the slowing economy,
] Ransis Cucamongs have led the Inland Empire to witness

a2 or 10% soM or 10% negative absorption for the second year in a
row.
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The Inland Empire has been hard hit by

Crass A ReNnTs AND Vacancy RATES FOR INLAND EMPIRE the economic downturn, and had an
unemployment rate of 14.6 percent in

40% $2.60 October 2009 compared to 9.5 percent in
October 2008. The unemployment rates for
30% $2.20 Riverside and San Bernardino Counties are
15.1 and 14 percent, respectively and among
20% $1.80 the highest in the nation.

Nearly 2,000 jobs were lost in construction
$1.40 alone by October 2009. However, not all

industries are experiencing declines in
I"lIII“""II"I""""I“ $1.00 employment.  Government institutions

added 8,700 jobs in 2009.

10%
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s Vacancy Rates Class A Rents The Inland Empire is also undergoing
Source | Grubb & Ellis considerable housing market distress.
Between July and September 2009, nearly
28,000 foreclosures were reported, which
is an increase of about 16 percent from last
year.

NET ABSORPTION AND COMPLETIONS FOR INLAND EMPIRE
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the office market should eventually affect
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offices in the cheaper inland areas once the

-500 economy recovers. But the Inland Empire
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because educational attainment there lags
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Due to the Inland Empire’s diversified tenant
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In 2009, completions in the Inland Empire
totaled 734,000 square feet. Class A asking
rents have stayed firm at $2.17 in Q3 2009,
whereas Class B rents have declined by 7.5
percent from last year to $1.63 per square
foot. Landlords are dropping rental rates for
older inventory to compete with the newer
properties.

The overall vacancy rate remains very high
at 22.4 percent. Net absorption was positive
in the first and second quarters of 2009, but
turned negative in Q3 2009, at negative
69,600 square feet. However, opportunities
in the office market do exist for specific
industries and regions in the Inland Empire.
While the diverse local population continues
to attract many businesses, landlords are
showing a willingness to negotiate on office
leases. In addition, aging baby boomers may
move to the Inland Empire to its lower cost-
of-living, which is generating demand for
medical office space.

The commercial mortgage-backed securities
market, which previously facilitated
practically half of allcommercial lending, shut
down during the second half of 2008 and first
half of 2009. As we write this, however, there
is some inkling of a revival of the market. The
Term Asset-Backed Loan Facility has issued
$1.3 billion in loans to purchase existing
commercial mortgage securities, and Bank
of America and Developers Diversified Realty
have issued new CMBS recently.

Office cap rates have moved up in the
Inland Empire, reflecting the tight credit
environment and pressure on sale prices.

Despite the economic downturn in 2009,
there is still high-profile investment activity
in the Inland Empire.
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Crass A RENTs AND VacaNcy RATES FOR ONTARIO AIRPORT

0,
The office space in Ontario Airport region a0% AL
constitutes 30 percent of the total in
Riverside County. Despite expectations, 30% $2.20
the Riverside and Ontario submarkets will
continue to have high vacancy rates in the 20% $1.80

remainder of 2009. Demand for office space

in the Ontario Airport area has increased, o
with year-to-date net absorption of positive 10% $1.40
25,700 square feet in Q3 2009. II"I"I I"I“"I

o i
Asking rents in the Airport Region are 0% $1.00
$2.18 per square foot for Class A space in 01Q1 03Q1 05Q1 07Q1 09Q1
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2008 rate. This region was not as hard hit ~ Source | Grubb & Ellis

as the others, owing to the prominence and
desirability of the area’s proximity to the NET ABSORPTION AND COMPLETIONS FOR ONTARIO AIRPORT
local airport (although flights there are down
substantially from a year ago). Class B rents 800
were more affected in Q3 2009, dropping 6.8

, . 600
percent from last year’s asking rents of $1.73

per square foot. 400
200 ‘
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The Riverside office submarket takes up
approximately 8.3 million square feet of
space, roughly 32 percent of the Inland
Empire’s total. Vacancy rates in Q3 2009 were
26.6 percent, increasing from 21.8 percent in
Q3 2008 and dramatically increasing from  Source | Grubb & Ellis
9.2 percent in Q3 2007. Until recently, the

City of Riverside has had strong job and Crass A RENTs AND Vacancy RATES FOR RIVERSIDE
income growth , with a five-year annualized
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job growth rate of 4.3 percent from 2003-08 40% $2.60
Unfortunately, the job growth decreased to
negative 5.9 percent as of September 2009. 30% $2.20

Riversideisfacing the same problemsas those
of Ontario: low absorption and high vacancy 20% $1.80
rates. In fact, the Lakeshore Plaza project in

Corona has similar fundamentals to those of 10% “"I $1.40
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800 San Bernardino’s office market is quite small

with only 5.7 million square feet of office
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space. Similar to the rest of the Inland Empire,

400 year-to-date net absorption is at negative

42,100 square feet in Q3 2009, dropping by

20 more than 143,000 square feet from this
J - time last year.

San Bernardino’s asking rents continue to
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Source | Grubb & Ellis However, vacancy rates have increased to

18.8 percent, which is up 9.3 percentage

Crass A RENTS AND VAcaNCY RATES FOR SAN BERNARDINO points from one year ago.

In Q4 2008, absorption numbers were heavily

40% $2.60 driven by prelease activity. However, these
absorption numbers were a poor indicator of

30% $2.20 what was to come in 2009. The ubiquitous
trend of low absorption and high vacancy

20% $1.80 rates in San Bernardino will require a longer
recovery period than for Riverside and
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Crass A ReEnTs AND Vacancy RATES FOR TEMECULA

Temecula has the highest vacancy rate in 40% $2.60
the Inland Empire at 25.8 percent in Q3
2009. The vacancy rate is up 14.2 percentage 30% $2.20
points from one year ago. Beginning in the
third quarter of 2009, net absorption turned 20% $1.80
negative, reaching negative 10,270 square

feet of absorption in Q3 2009. 10% $1.40

Asking rents for Class A space are $1.93 per I "II“l
square foot in Q3 2009, down 10.3 percent 0% IIIIIII "“IIlIlI"I“" $1.00
from one year ago, and lower than the

average rent of $2.17 per square foot in the
region.
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Temecula’s location directly north of the
Orange County continues to attract tenants

) . . NET ABSORPTION AND COMPLETIONS FOR TEMECULA
interested in purchasing cheaper office space.

For example, the Kaiser Health Foundation

o 800
Plan purchased a 23,709 square-foot building
in 2008, which will provide a much needed 600
service to the growing senior population

in the area. Many of the smaller projects in 400
Temecula will be marketed by developers as

. 200
condos for lease or for sale, as well as medical
and professional offices. 0 il e im '~ .
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Los Angeles Industrial Market Trends

SizE OF INDUSTRIAL SUBMARKETS IN Los ANGELES COUNTY

San Gabriel GentaliLos

Valley Angeles
172mor 803m or
17% il

Mid-Cities

South Bay
220m or North Los 106m or
229, Angeles 11%
184m or
19%

Source | Grubb & Ellis

AVERAGE ASKING RENTS AND VacaNcy RaTEs ForR LA CouNTy

40% $0.80
30% m $0.60
20% $0.40
10% $0.20

0% IIIII"IIll"Illlllllllllllllllll" $0.00

o1Q1 o3a1 05Q1 07Q1 o9a1
s Vacancy Rates Average Asking Rents
Source | Grubb & Ellis
SaLEs & LeasiNG ForR LA County
60,000
50,000
40,000
30,000
20,000
10,000 l
0
2001 2003 2005 2007  2009YTD

H Sales & Lease Activity (000)

Source | Grubb & Ellis

ntil the third quarter of 2009, the
ULos Angeles industrial market had

been relatively sheltered from the
financial crisis, because the Ports of LA and
Long Beach and the regions pre-eminence
in manufacturing gives Los Angeles the
strongest industrial fundelmental in the
nation. Now, however, the economic
downturn has begun to affect the Los
Angeles industrial market. As a result of the
slowing economy, rising unemployment, and
a deepening recession, industrial vacancy
rates have climbed to 3.2 percent in Q3 2009,
which is 0.9 percentage points higher than
last year. It is important to note that the
solid demand in the region for industrial
space has managed to keep vacancy rates
very tight by national standards: for the
country as a whole, industrial vacancy rates
are about three times higher than in Los
Angeles County.

In addition to rising vacancies, industrial
asking rents have fallen by $0.09 since Q3
2008, bringing the county- wide asking rate
to $0.48 in Q3 2009. Landlords are trying to
retain tenants and sustain high occupancies
with lower asking rents and greater
concessions.

Slowing demand for industrial space in
Los Angeles County is apparent from the
negative net absorption of 1.1 million square
feet in Q3 2009. After four years of strong
demand, net absoprtion was negative 1.7
million square feet in 2008 and negative 7.7
million in 2009 year-to-date. All submarkets
have slowing demand and negative net
absorption, with the San Gabriel Valley
and Central Los Angeles reporting the two
highest levels year-to-date, at negative 2.4
million square feet and 2.1 million square
feet respectively.

Retail sales are down from last year, although
the 2009 holiday season is likely to be better
than 2008.” If you don’t want to make that
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change, please remove the “the” before 2009 Q3 InpusTrIAL VAacancy RaTes FOR LA SUBMARKETS
“weak Retail companies are cutting back on
their warehouse space and the number of
import containers has declined 9 percent in
Los Angeles and 22 percent in Long Beach. Mid-Cities
October port statistics, however, show a
glimmer of recovery, particularly for exports.
Still, industrial sublease space with lower
rents has entered the market, causing overall
asking rents to decline.

San Gabriel Valley
—————eee

Los Angeles North

South Bay

Central Los Angeles

Despite the fact that the Los Angeles

industrial market has softened somewhat D07 B 107 S 207 - 0% A a0l i S-0%
from the economic downturn. We expect  gource | Grubb & Ellis

rapid recovery in this sector; the area’s port

proximity and unique amenities should cause

demand to remain steady. 2009 YEAR-OVER-YEAR AVERAGE RENT CHANGES
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With a vacancy rate of 2.5 percent, Central
Los Angeles is the tightest submarket in the
Los Angeles County industrial market. While
this rate is up 0.7 percentage points from
last year, it is still 0.7 percent lower than the
county-wide rate in Q3 2009. Despite tight
vacancy rates, overall demand in Central Los
Angeles has softened.

The negative absorption of over 104,000 in
Q3 2009 brought year-to-date net absorption
below negative 2.1 million square feet.
Asking rents have fallen $0.08 since last year
to $0.43 in Q3 2009.

By national standards, the North Los Angeles
submarket has remained stable. However,
vacancy rates in this submarket have
increased from 2.5 percent in Q3 2008 to
3.4 percent in Q3 2009. Furthermore, like all
other submarkets, this submarket reported
negative net absorption in Q3 2009. The
year-to-date net absorption is negative
636,000 square feet.

Asking rents in the region declined $0.06
from last year to $0.56 per square foot in Q3
2009. Although asking rents were lower this
year,North Los Angeles is the only submarket
in which sublease space actually decreased in
2009 from last year. Stable vacancy rates are
positive signs in this challenging economy.

Construction activity declined to nearly
zero in Q3 2009 from approximately 1.2
million square feet in Q3 2007 and 430,000
square feet in Q3 2008. Many projects are
in the planning phases, so that anticipated
high levels of demand can be met once the
financial crisis passes and economic recovery
begins.

In previous quarters, demand for space in
the North Los Angeles submarket remained
steady because the buildings are newer and
provide more attractive amenities.
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The Mid-Cities are much like other areas in
LA County. Vacancy rates increased from 2.5
percent in Q3 2008 to 4.1 percent in Q3 2009.
Net absorption for the quarter was negative
875,000 square feet Asking rents decreased
15.3 percent from $0.59 in Q3 2008 to $0.50
in Q3 2009.

The economic recession has led to weaker
retail sales and decreased import activity at
the Los Angeles/Long Beach ports. As a result,
businesses are cutting costs and reducing
their need for warehouse space. The decline
in demand for warehouse space has not yet
reduced leasing rates and sale prices, which
remain stable as potential buyers and tenants
adopt a “wait and see” attitude.

Asking rents in the Mid-Cities submarket
should remain stable or even rise because of
relatively low vacancy rates. There is little
new construction in the area and the location
is highly desirable. Mid-Cities submarket
should help it weather the economic
downturn until solid demand returns.

SALES & LEASING AcTIviTY FOR NORTH Los ANGELES

16,000

12,000

8,000
- I I I I I
o . -

2001 2003 2005 2007 2009YTD

M Sales & Lease Activity (000)

Source | Grubb & Ellis

AVERAGE ASKING RENTS AND VAcaNcY RATES FOR MiD-CITIES

40% $0.80
30% BN $0.60
20% $0.40
10% $0.20
0% I""I"II"I""I|lllllllnulll|l $0.00
01@1 03@1 051 07Q1 09Q1

I Vacancy Rates Average Asking Rents

Source | Grubb & Ellis

SALES & LEASING AcTIviTY FOR MID-CITIES

16,000

12,000

8,000
- I I I I I I
0 I

2001 2003 2005 2007 2009YTD

M Sales & Lease Activity (000)

Source | Grubb & Ellis




AVERAGE ASKING RENTS AND VAcANCY RATES FOR SAN GABRIEL VALLEY

40% $0.80 During Q3 2009, the San Gabriel Valley
reported a vacancy rate of 4.3 percent, up
30% \'_\_/-//_\/‘\ $0.60 from 2.5 percent at this time last year. This is
the highest vacancy rate that the San Gabriel

20% $0.40 Valley has reported in the last six years.
Demand for industrial space has slowed with
10% $0.20 year-to date net absorption at negative 2.4
million square feet. Slowing demand and
0% IIIIIIIIIIIllllllllllllllllllllllll $0_00 rising vacancy rates have led asking rents to
011 0301 0501 07Q1 0901 decrease from $0.55 per square foot in Q3

2 . r square foot in Q3 2009.
s Vacancy Rates ——Average Asking Rents 008 t0 30.44 per square foot in Q3 2009

Source | Grubb & Ellis
SALES & LEASING ACTIVITY FOR SAN GABRIEL VALLEY
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AVERAGE ASKING RENTS AND VAcANCY RATES FOR SouTH Bay

During Q3 2009, vacancy rates were 2.8 40% $0.80
percent and up 0.4 percentage points from

Q3 2008. Net absorption was negative 30% \__\—f//—"'\/"\ $0.60
32,100 square feet in the third quarter and

the year-to-date absorption is negative 1 20% $0.40
million square feet.

In conjunction with the indicators of slowing 10% $0.20
demand, asking rents in the South Bay have

decreased from $0.67 per square foot in Q3 0% I et $0.00

2008 t0 50.57 in Q3 2009. 01a1 03@1 0501 07Q1 09Q1

s Vacancy Rates ——Average Asking Rents

Source | Grubb & Ellis
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Orange County Industrial Market Trends

SIZE OF INDUSTRIAL SUBMARKETS IN ORANGE COUNTY
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he Orange County industrial real
estate market is also affected by the
recession.

Leasing and sales activity have both slowed
in 2009, with negative net absorption in all
submarkets, caused by national economic
distress and job losses in the manufacturing,
financial services and construction sectors.

However, proximity to the Ports of Long
Beach and Los Angeles and the comparative
strength of the manufacturing base in
Orange County have so far prevented the
area from experiencing the high levels of
vacancy rates occurring elsewhere in the
country.

The Orange County industrial market has
four submarkets with a total of 266 million
square feet of space. The market has two
main components: the 188 million square
feet (70.5 percent) of manufacturing and
distribution space, and the 78 million square
feet (29.5 percent) of R&D/Flex space.

Negative net  absorption increased
significantly, with over a 3 million square
feet loss year-to-date. The overall vacancy
rate increased to 6.5 percent, up from
4.6 percent in Q3 2008. Orange County’s
warehouse and distribution sector had the
lowest net absorption, with year-to-date
net absorption of negative 1.4 million square
feet. The general industrial sector has been
hit the least, with Q3 positive net absorption
of 43,100 square feet.

Vacancy rates have increased and asking
rents in many submarkets have decreased.
In addition, landlords are providing rent
concessions to tenants signing new leases.

Average asking rents for all product types
decreased to $0.58 per square foot in Q3
2009.
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Landlords of R&D/Flex space, who previously 2009 Q3 InpusTRIAL VacaNcY RaTES FOR OC SUBMARKETS
weathered periods of slowing demand, have

adjusted to the new market realities and
South County

industrial market has actually experienced
comparative stability, particularly in the last
quarter. Rising vacancies should continue
to put downward pressure on rents, until
the industrial market and economy begin to

North County

decreased their asking rent from $1.32 of this e ——
time last year to $1.05 presently. With rising
unemployment rates, a reduction in demand Alrport Aren; |
for space, and the slowdown of shipments
to the nearby ports, the Orange County West County
—
———————————

0.0% 2.0% 4.0% 6.0% 8.0% 10.0%
Source | Grubb & Ellis

recover.
2009 YEAR-OVER-YEAR AVERAGE RENT CHANGES
Sales in Orange County so far in 2009 are at South County .
28 percent of their 2008 totals.
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—
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AVERAGE ASKING RENTS AND VAcANCY RATES FOR ORANGE
COUNTY AIRPORT AREA

The Airport submarket has year-to-date net

40% $1.40 absorption of negative 1.5 million square
feet, sharply worse than last year’s negative

30% $1.05 353,635 square feet of net absorption.
Overall industrial vacancy rates are at 7.3

20% $0.70 percent, which is a substantial increase from
the 4.8 percent in Q3 2008. Average asking

10% $0.35 rents decreased from $1.16 at this point last

year to $0.63 currently.
g 11 T R

01Q@1 03Q1 05Q1 07Q1 09Q1
s Vacancy Rates ——Average Asking Rents
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AVERAGE ASKING RENTS AND VAacaNcy RATES FOR NORTH ORANGE COUNTY

The North submarket, the largest in Orange 40% $1.20

County, features 101 million square feet
of space, 38 percent of the total industrial 30% $0.90

space available. Vacancy rates have increased
from 4 percent in Q3 2008 to 5.5 percent in 20% $0.60

Q3 2009. This represents an additional 1.5

million square feet of available industrial 10% $0.30
o Lt

Although net absorption has trended 0% I I ""““'""""" $0.00
negative, with 1.03 million square feet lost 01Q1 03Q1 05Q1 07Q1 09Q1

year to date, the current quarter showed
dramatic improvement, with negative
absorption of only 85,500 square feet.

s Vacancy Rates —— Average Asking Rents

Source | Grubb & Ellis
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AVERAGE ASKING RENTS AND Vacancy RATES FOR WEST ORANGE COUNTY
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The West County submarket has had
negative net absorption of 242,500 square
feet year-to-date. Vacancy rates significantly
increased from 3.5 percent in Q3 2008 to 5.6
percent in Q3 2009.
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AVERAGE ASKING RENTS AND VAcANCY RATES FOR SouTH ORANGE COUNTY

The South submarket had negative net 40% $1.40
absorption of 245,300 square feet. Vacancy
rates rose from 6.9 percent in Q3 2008 to 8.8 30% $1.05

percent currently.
20% $0.70
$0.35
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Inland Empire Industrial Market Trends

SIZE OF INDUSTRIAL SUBMARKETS IN INLAND EMPIRE

Colton/Rialto
17mor 4%  MontclairUpland
Tmor 2%

Moreno ValleyPerris
17m or 4%

Ontario/Mira Loma
130m or 32%

Temecula
15m or 4%

Rediands/San Barnardino
43m or 10%

Riverside
36m or 9%

e 1

Rancho Cucamaonga

2Tmor T% 3Tm or 9%

Fontana Chino
42m or 10% 39M or 10%

Source | Grubb & Ellis

CHANGE IN RENTS FOR INLAND EmPIRE 2008 - 2009

Redlands/San Bernardino
Chino

Corona/Norco

Riverside

Rancho Cucamonga

Fontana

Ontario/Mira Loma

Moreno Valley/Perris

-30% -25% -20% -15% -10% -5% 0%

Source | Grubb & Ellis

he Inland Empire’s availability of land
Tand close proximity to major ports

made it attractive to industrial users
for years. But the subprime crisis and the
substantial decline in retail sales has hit San
Bernardino and Riverside Counties especially
hard, and they have long-term structural
issues, including relatively low levels of
educational attainment.

Still, we expect that over the long term,
major distributors will have reason to locate
inarelatively cheap place that is not far from
where 40 percent of the nation’s imported
goods enter the country. As we have noted,
vacancies in Los Angeles County remain quite
low, meaning that when demand picks up
again, industrial vacancies in Inland Empire
places along major truck routes should start
falling again.

In 2008, the Los Angeles and Long Beach
ports ranked first in the nation and fifth in
the world for container ship activity. Heavy
container activity and a lack of space in Los
Angeles County pushed distributors toward
the Inland Empire. But as container traffic
declined (in Los Angeles, year-to-date traffic
is down 15.4 percent, and in Long Beach it is
down 24.5 percent), the Inland Empire was the
first place to get hit, and vacancies in many
parts of the region soared. Consequently,
construction dropped by more than 9o
percent from last year to this, to1.5 million
square feet.Unemployment ratesin Riverside
and San Bernardino are among the highest
in the nation, with significant job losses in
construction, manufacturing and trade and
transportation. Consequently, the Inland
Empire has had negative net absorption of
warehouse space and rising vacancy rates.
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Net absorption was negative 6.4 million 2009 Q3 INDUSTRIAL VAcANCY RATES FOR INLAND EMPIRE
square feet year-to-date in Q3 of 2009. The

Ontario/Mira Loma submarket was the worst Redianda/3an Bemardino

with 2.1 million square feet of negative Morsiolalleykenis
absorption. Average asking rents for Riverside
industrial space range from $0.27 to $0.46 Fontana

per square foot. The Inland Empire’s asking
rents have dropped substantially by 22.9
percent from one year ago.

Corona/Norco
Ontario/Mira Loma

Rancho Cucamonga
The vacancy rate is currently 12.8 percent, up Chino
from 8.6 percent one year ago. There is still
a surplus of activity in the eastern regions LU LD A b AR A S L
when compared to the western regions of
the Inland Empire. The highest rents are in
the western areas of Chino ($0.41 per square
foot) and Temecula ($0.46 per square foot).

Source | Grubb & Ellis
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AVERAGE ASKING RENTS AND VAcANCY RATES FOR ONTARIO
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AVERAGE ASKING RENTS AND VAcancy RATES FOR CHINO
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Net absorption by Q3 of 2009 for Ontariol
Mira Loma was negative 2.1 million square
feet year-to-date, a drastic drop from the
138,181 square feet at this time last year and
the positive absorption of 3.5 million square
feet in 2007.

Net absorption for the Chino submarket
was negative 910,000 square feet, worse
than the 515,100 square feet one year ago.
Average rental rates decreased in Ontario
from $0.44 per square foot in Q3 2008 to
$0.33in Q3 2009. Average asking rents in
Chino decreased by 15.8 percent to $0.41 per
square foot.
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AVERAGE ASKING RENTS AND VAcANCY RATES FOR RIVERSIDE

Riverside vacancy rates have jumped from 40% $0.80
13.8 percent in Q3 2008 to 18.7 percent in Q3
2009. Average asking rents have decreased 30% $0.60

from $0.39 last year to $0.32 per square foot

this year. 20% P_M—.\ $0.40

10% $0.20
The San Bernardino submarket has dropped II"
from 2.3 million square feet of space under 0% “""II""“"'""“""I $0.00
construction in Q3 2008 to zero this year. 01Q1 03Q1 05Q1 07Q1 09Q1
Demand for industrial space has significantly e e T g e sk InaRonte

decreased, changing from 4.4 million square
feet of industrial space absorbed year-to-
date last year to negative 1 million this year.
The vacancy rate increased from 19.7 percent

Source | Grubb & Ellis

AVERAGE ASKING RENTS AND VAcANCY RATES FOR SAN BERNARDINO

in Q3 2008 to 24.9 percent in Q3 2009. 40% $0.80
Average asking rents have declined by 13.9
percent to $0.30 from $0.35 one year ago. 30% $0.60
San Bernardino’s principal competitive
advantage is its very low rents by regional 20% $0.40
standards.

10% ‘ "" $0.20
The Moreno Valley/Perris submarket is one of 0% """"I""I"""'. II $0.00

the newest emerging industrial submarkets 01Q1 03Q1 05Q1 07Q1 09Q1
in the Inland Empire. s Vacancy Rates Average Asking Rents

It is one of the smallest regions with only  Source | Grubb & Ellis

18.9 million square feet of industrial space.
AVERAGE ASKING RENTS AND VAcaNcy RATES FOR MORENO VALLEY/PERRIS

Currently, this area shows a 19.1 percent

vacancy rate.Because warehouse space in the 40% $0.80
area has been completed in large blocks, one
new building can have a profound impact on 30% $0.60

vacancy. The availability of space has kept

average asking rents low at $0.27 per square 20% $0.40
foot in Q3 2009. \/-\,_\/\’_/\/
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0% "I""“.l_._u__ "II $0.00
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Office Market Forecast

challenges over the next two years. The financial crisis has sent

shockwaves through all economic sectors, leading to widespread
layoffs of employees and an overall reduction in the need for office
space. Compared to other areas of the nation, Southern California’s
economic diversity may help its office market rebound more quickly,
but recovery is still a long way off. Office market fundamentals
weakened steadily through the third quarter and are expected to
remain weak due to high unemployment.

S outhern California’s office markets are likely to face significant

Vacancy rates have risen in the last year to over 15% in Los Angeles,
19% in Orange County, and 22% in the Inland Empire. Asking rents
have declined year-over-year in Los Angeles and Orange County by
more than 10%, and increased by a modest 1.9% in the Inland Empire.
Bankruptcies and mergers of financial service firms have contributed
significantly to the decline in office occupancy and asking rents.

The leasing arena has become a tenant’s market. In addition to an
increase in direct vacancy, space available for sublease has increased
significantly, putting pressure on landlords to offer lower rents and
more aggressive concession packages.

Tighter lending standards are keeping many potential buyers out of
the market. As more and more distressed properties come onto the
market, an increase in sales activity is likely to occur. Those with cash
toinvest are looking for bargains, but with so much uncertainty about
future cash flow-generating potential, many for-sale properties will
remain unsold.

In spite of some signs of recovery in the broader economy and a
rebound on Wall Street, the Southern California office market will
continue to experience high rates of vacancy and declining rents for
the near future. The areas with the greatest growth in unemployment
will likely see the greatest decline in office demand and, in turn, the
greatest decline in rents.
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ForecastT Vacancy RATES FOR Los ANGELES COUNTY

Vacancy rates increased substantially over :::.,:

the last year and may not level out until 17 o 18.0% 18:3% 18-5%18.6%18.6%
early 2011. Office rents will continue their re.0% 16.3% 0%

downward trend for the foreseeable future. , o oo

In spite of the widespread economic troubles, ;:i % 2

construction activity has been relatively g 10.0%

high. Nearly two million square feet of £ 3%

space have come online in 2009 and another 6.0%

1.5 million is under construction. Together 4.0%

with the increase in sublease space, the new 2.0%

construction will no doubt put significant 0.0%

downward pressure on rents. 08Q4 09Q1 09Q2 09Q3 09Q4 10Q1 10Q2 10Q3 10Q4 11Q1 11Q2 11Q3
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If the early signs of broader economic

recoveryturnintosomethingmoresustained,

more tenants will likely commit to leases ForecAsT AVERAGE RENTS FOR Los ANGELES COUNTY

and vacancy will decline. Asking rents will 4.00

be lowest in submarkets with the greatest
amount of sublease space. Vacancy will likely
increase and rents decline the most in areas
populated by a high fraction of financial .50
services tenants and in the submarkets with
new space under construction (West and
North Los Angeles).
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Vacancy rates increased substantially over
the last year, but are likely to peak sooner.
Orange County has been a “leader” of sorts in

the real estate coIIapse and may be a leader ForecastT Vacancy RATES FOR ORANGE COUNTY

in recovery as well. Vacancy is expected 20.5%
to peak by early- to mid-2010. Rents may 20.0%
decline 20-30% further as landlords redouble e Zo.8%12:9%19.9%

their efforts to retain current tenants. 10.0%

The relatively positive vacancy outlook
is supported by the fact that only 80,000
square feet of new space is currently under .
construction in the entire county and no 17.5%
new space has come online in all of 2009. 0%
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18.0%

Vacancy Rate
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16.0%
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Vacancy rates have bounced around during
the last four quarters, but showed an overall
increase of around 8.7% (1.8 percentage
points). Vacancy rates are likely to continue
to increase over the next two years, but at a
more modest pace compared to Los Angeles.

After a short-lived bump in asking rents
in the first quarter of 2009, rents declined
again and will likely continue to do so for the
near future. The rate of decline in rents is
expected to be significantly lower than in
Los Angeles or Orange County. This trend
is somewhat surprising considering the large
level of recent completions and properties
under construction relative to total
market size. Perhaps the office market will
experience some positive spillovers from the
more optimistic industrial property outlook
for the region.
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Los Angeles County Industrial Forecast

the nation’s largest with over 1 billion 3.5%

The Los Angeles industrial market is Forecast Vacancy RATEs FOR Los ANGELES COUNTY
square feet. Although industrial space

demand has softened, it continues to be a 30% 2.0%
i T 29% 28% o4

very tight market. 2.5% ; 2.8% 2.7%
. . [

Vacancy rates climbed to 3.3 percent which g 20% 22%

is one percentage point higher than last [y

year but remains by far the lowest vacancy ;E 1.5%

rate for any major industrial market in the 0%

United States. Rents have however declined

dramatically: asking rents declined by 16 0.5%

percent over the past years, and effective 0.0

rents have llkel_y drOPPed even further. 08Q4 09Q1 09Q2 0943 09Q4 10Q1 10Q2 1003 1004 11Q1 11@2 11Q3
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We are nevertheless bullish on the medium-

and long-term outlook for industrial space
in Los Angeles. While the ports have seen ForecasT AVERAGE RENTs FOR Los ANGELES COUNTY
a dramatic reduction in containers over the 058
past two years, a striking change is in the 0.56
balance between outgoing and incoming
containers — outgoing containers with cargo
has been ticking upward this quarter, while

0.54

0.52

inbound containers continue to fall. § oso
We have already noted our view that exports o
are likely to be one of the drivers behind gas
the US economic recovery, and as such, 0.44
the ports in Los Angeles County and their 042
nearby industrial bwldmgs should benefit. 08Q4 09Q1 0902 09Q3 0904 10Q1 1002 10Q3 1004 11Q1 11Q2 11Q3

. . P f
At the same time, if energy costs start rising @ 0 000 e 00

again, proximity to the ports will become
increasingly beneficial, which should give Los
Angeles industrial space an advantage over
space in the rest of the region. Our view is
therefore that vacancies will start falling and
rents will start rising in Los Angeles County
industrial real estate sooner rather than
later.

We should emphasize, however, that this
does not mean we will see strong recovery
in industrial market values any time soon.
As we have discussed elsewhere, we find it
unlikely that capitalization rates for real
estate will fall in the near future, so that
valuations will remain well below their peaks
for several years to come.
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Orange County Industrial Forecast

8.0%

Forecast Vacancy RATES FOR ORANGE COUNTY he Orange County industrial real
I estate market is similar to the Los

Angeles market: by national standards

7.0%

oo oy T1% TR TEE TA% 7.0% 699 g4, it is pretty healthy, but by its own standards

o it has deteriorated considerably. Vacancy

so% o ST rates jumped by nearly 50 percent, standing

4.0% at 6.5 percent.

3.0% Because asking rents in Orange County

2.0% remain higher than Los Angeles County,
despite a vacancy rate that is twice as high,

0% we expect recovery in Orange County to lag

0.0% recovery in Los Angeles County. Specifically,

084 09Q1 09Q2 09Q3 09Q4 10Q1 10G2 10Q3 10Q4 1141 11Q2 1143 we believe that the Orange Countyindustrial
® ® ® ® ® ® ® ® i :
market will not bottom until the fourth
quarter of 2010, and rents will not cover to
peak levels until 2011 at the earliest.

ForecasT AVERAGE RENTS FOR ORANGE COUNTY

0.70 That said, because West Orange County is
0.70 y :
0.60 \\‘\/’Wﬁ close to the ports, and because its vacancy
61 *
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Inland Empire Industrial Forecast

he Inland Empire industrial market Forecast Vacancy RaTes FOR INLAND EMPIRE

has lots of variation: markets near 14.0%

major transportation corridors, such
as Chino and Temecula, have softened, but
not catastrophically so; while the rest of the 10.0%

12.0% 12.8%12.7%

12.3% 12.3%
1.8% 11.7%

Inland Empire has vacancy rates in excess of [ 9.9%
B 8.0%
20 percent and sharply falling rents. >
§ 6.0% 7.1%
]
>

Our forecast techniques prevent us from
doing anything more localized than the 4.0%
entire Inland Empire Market, and as such give

our expected average performance across 20%
very diverse markets. As a whole, we expect e
the market to begin to recover in 2010, but 08Q4 09Q1 09Q2 09Q3 09Q4 10Q1 1002 10Q3 1004 11Q1 11Q2 11Q3

that does not imply that all submarkets will R

recover. Specifically, we expect Chino and
Temecula to behave much like Los Angeles ForecasT AVERAGE RENTS FOR INLAND EMPIRE

and Orange Counties, but other parts of 0-45
the region will wait a long time before LD =2
experiencing recovery. 0.35
0.30 - il
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]
® 0.20
0.15
0.10
0.05
0.00

0sa4 09Q1 09G2 09Q3 09Q4 10Q1 10Q2 10Q3 10Q4 11Q1 11Q2 11Q3
) ) (U] ) (U} ) U} )




Technical Notes

INvEnTORY: Office inventory includes all multi-tenant and single tenant buildings with a minimum size
threshold of 20,000 square feet. Owner-occupied, government and medical buildings are not included.

Orrice Buibing CrassiFicaTions: Grubb and Ellis adhere to the BOMA guidelines. Class A properties are the
most prestigious buildings competing for premier office users with rents above average for the area.
Class B properties compete for a wide range of users with rents in the average range for the area. Class C
buildings compete for tenants requiring functional space at rents below the area average.

Vacancy AND AvaiLaBiLITY: The vacancy rate is the amount of physically vacant space divided by the inventory.
The availability rate is the amount of space available for lease divided by the inventory.

NEeT ABsorpTioN: The net change in physically occupied space over a period of time.

Asking REnT: The dollar amount asked by landlords for available space expressed in dollars per square foot
per month. Office rents are reported as full service where all costs of operation are paid by the landlord up
to a base year or expense stop.

Averace WEIGHTED AskING RENT: An average market rent where the asking rent for each building in the
market is weighted by the building size.

INvENTORY: Industrial inventory includes all multi-tenant, single tenant and owner-occupied buildings with
at least 10,000 square feet and World Ports Industrial Market™ with at least 50,000 square feet.

INbusTRIAL PRoDUCT TypEs: Industrial buildings are categorized as warehouse/distribution, general industrial,
R&DIflex and incubator based on their physical characteristics including percent office build-out, clear
height, typical bay depth, typical suite size, type of loading and typical uses.

Space Unper ConsTRucTION: Space under construction that includes speculative, build-to-suit for lease and
owner-built projects.

VacanT AND AvaiLaBLE SPACE: Vacant space is space that is physically unoccupied. It may or may not be
available for lease or sublease. Available space is available for lease and may or may not be vacant.

Asking RenT: The dollar amount asked by landlords for available space expressed in dollars per square foot
per month. Industrial rents are expressed as triple net where all costs including, but not limited to, real
estate taxes, insurance and common area maintenance are borne by the tenant on a pro rata basis.

Averace WEIGHTED AskiNG RENT: An average market rent where the asking rent for each building in the
market is weighted by amount of available space in the building.




USC Casden Forecast | 2009 Industrial & Office Market Report

Some of the data in this report has been gathered from third party sources and has not been
independently verified.

Neither Grubb & Ellis nor the Casden Forecast make no warranties or representations as to the
completeness or accuracy thereof.

Technical Notes

© 2009 University of Southern California, Casden Real Estate Economics Forecast




Casden Forecast Special Topics Paper

By | LroyDp F. HussEy

MBA/Master of Real Estate Development Candidate

A Four Star Dilemma - the recession is deepening the inherent conflicts between
owners and management companies in the high end of the hotel business...

Luxury hospitality is severely affected
by the current recession, as headline risk
scares expense account travelers away
from anything that looks extravagant
and consumers make similar lifestyle
adjustments. Luxury hotels are primarily
owned by high net worth families and
large institutional investors who hire well-
known management companies to brand
and operate their properties on a long-term
contract. The global luxury hotel brands
or “flags” that these hotel management
companies have invested heavily to create
are their most valuable assets. They
protect their brand identity and service
culture, characterized by high staffing levels
and high fixed costs, above all else. They
typically do not cut service levels under any
circumstances. However, with occupancy in
the luxury segment declining significantly
more than it has in the overall hospitality
industry over the past year, owners are
increasingly finding themselves locked into
an untenable situation...

They call it the “AlG effect” in the lodging
industry. This term refers to the political
risk or headline risk that is driving many
large corporate events and individual
expense account travelers away from luxury
flags and exotic locales. With many of the
largest banks and brokers on some form of
taxpayer funded life support, nobody wants
to be caught having a corporate meeting
at a five-star resort. The political fallout

for AIG was swift and severe. Frugal is
in. Conspicuous consumption has become
professionally and socially taboo in many
circles and accordingly, occupancy in the
luxury segment of the hotel industry has
declined sharply from the same period
a year ago. The luxury occupancy and
revenue declines have been much deeper
than those felt in the lodging industry as a
whole (Fig. 1 & 2). According to data from
Smith Travel Research, luxury rooms were
61.1% occupied YTD through July of this
year vs. 70.4% through July of 2008. (Fig. 3)
Revenue per Available Room or “RevPAR” is
the key financial metric in the hotel industry
and the numbers for the luxury segment
are startling — year over year RevPAR has
declined 27.4% in the luxury segment vs. an
18.2% drop industry wide through July of
2009. No doubt compounding the pain is
the supply side of the story. The net change
in supply of luxury rooms was up 9.1% as of
July vs. the same period in 2008. According
to Smith Travel Research, about half the
supply growth is new build and the other is
net conversions, for example, independents
converting into a luxury chain. (Fig. 4)

The luxury hotel segment has some unique
characteristics that are exacerbating the
already formidable headwinds of changing
consumer attitudes towards luxury and
heightened fiscal conservatism in business
and politics. Like all luxury goods and
services, pricing in this segment of the
hotel business has powerful psychological
implications and is deeply tied to the brand’s
reputation for exclusivity and value.  As
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we touched upon in the opening vignette,
protecting the brand’s image over the long
term is an overriding strategic goal of the
luxury flags and as such, they are much
less inclined than operators in lower-tier
segments to respond tactically with pricing
or cost cutting measures when market
conditions change. Even if the luxury flags
were more willing to discount rooms in an
attempt to boost occupancy, the nature
of basic hotel finance shows us that this is
may not be sustainable. Looking at a simple
model (Fig. 5) for a hypothetical luxury hotel
with 250 rooms, an average daily rate (ADR)
of $319, and 55% occupancy, we can see
from the resulting sensitivity table that
lowering rates to $219 would not produce
a breakeven in revenue per available
room (RevPAR) until occupancy increases
dramatically to 80%. Figure 5 shows other
combinations of room rates and occupancy
that produce equivalent revenues. For the

Since the late 1970s, economic theory
has been exploring the “principal-agent”
problem. Owners of complex or dispersed
operatingbusinesses(forexample,aportfolio
of hotel properties) often choose not to self-
manage their assets for a variety of reasons.
Owners/principals thencontract with an
agent to whom they entrust the operation
of the business.  The dilemma that both
economists and real world actors grapple
with is how to best structure the financial
relationship between principal and agent so
that the agent is incentivized to act in the
best interests of the principal. Frictions
arise when incentives are not well aligned.
Incentive theory outlines the classic case of
an agent with a first claim on revenues and a

FIGURES5 ® ADR - OccuraNcYy SENSITIVTY

55% 60% 65% 70% 75% 80% 85%
219/ $ 120 | $ 131 |S 14 164 S 175 S 186
239 $ 131 $ 143 ' $ 155 ' $ 167 $ 179 ' $ 191 $ 203
259 [SNNI42 ¢ 155  $ 168 $ 131 S S 207 $ 220
279 IS S 167 S 181 $ 195 S 209 $ 223 $ 237
299 '8 164 $ 179-5 209 $ 224 $ 239§ 254
319 $ 175 $ 191 $ 207 $ 223 $ 239 $ 255 $ 271

luxury management companies, which make
the lion’s share of their fees from a 3-5%
cut of top line revenue, this rate cut looks
like a very risky bet which will lead to lower
fee income if the occupancy gains fall short
of breakeven, not to mention a cheapened
brand and diminished pricing power.

principal who is merely a “residual claimant”
on the net income of the business; this is
largely the caseinthe current world of luxury
branded hotel management contracts. The
typical management fee terms commanded
by one of the iconic luxury flags might be
a 3% base fee of gross revenue and a 5%
incentive fee on bottom line profits. The
owners, of course, make nothing if the hotel
is not profitable. However, with the higher
fixed costs associated with luxury service
levels comes a higher breakeven occupancy
pointandthusthe hotelowner’sexpectation




of making a profit is very susceptible to
declines in revenue. This vulnerability
becomes all too apparent in a recession: low
occupancies drive cash flows negative, and
owners find themselves increasingly at odds
with management companies who continue
to collect fees. Indeed, there have been a
few very ugly lawsuits between owners and
luxury flag management companiesrecently
and there might very well be more.

The body of case law involving hotel owners
seeking to terminate their management
contractsisanevolvingareaofjurisprudence,
but there have been a number of seminal
cases decided in the last twenty years
which have made important findings about
the nature of the parties’ principal-agent
relationship.  The first case that applied
the concepts of agency law to the hotel
owner-manager relationship was Woolley
vs. Embassy Suites. In its 1990 decision,
the Woolley court held that the relationship
between the owners and the management
company was one of “agency” and that
under agency law, the principal always
retains the unrestricted power to revoke
the agent’s authority. Any contractual
provisions attempting to restrict the power
of the owner to terminate the manager
are unenforceable. The creation of an
“irrevocable agency relationship” requires
that the agency is coupled with an interest
in the property, a difficult thing to create
in practice. The management company’s
only recourse to early termination is to
recover damages for wrongful termination.
Wrongful termination will also prove
difficult to establish given the fiduciary
duty owed to owners by their management
companies;indeed they may be hard pressed
to avoid a breach under operating practices
common today. A handful of subsequent
verdicts including Pacific Landmark Hotel
Ltd. v. Marriott and Government Guarantee
Fund of the Republic of Finland v. Hyatt
Corporation reinforced the owner’s right of
at-will revocation of management contracts
in agency relationships. Owners are

thus well armed with legal precedent when
doing battle with adversarial management
companies, but there is a lot at stake for
both parties and the courts must afford the
management companies due process to sort
through the issues. If the current recession
persists it may have long lasting effects on
the sharing of risk in hotel management
contracts,butthesemanagementcompanies
are often publicly traded companies with
tremendous pressure to maintain stable,
growing earnings streams. Fee structures
that are performance-based and rely more
heavily on profit sharing are not conducive
to their current business model. Litigation
will continue to be the arena where this
power struggle is played out.

According to a recent report published by
the Atlas Hospitality Group, 2500 hotel
properties in California were financed
between 2005 and 2007, at the top of the
market. Given the rise in cap rates and the
precipitous fall in revenues, the report goes
on to surmise that most if not all of these
properties now have no equity left. As of
July, California had 31 hotels foreclosed and
an additional 175 hotels in default.

For luxury hotels, which tend to operate
on thin margins in the best of times, the
yoke of high levels of debt service added to
the high operating costs are sending some
trophy assets into default.  An excellent
case in point, the St. Regis Monarch Resort
in Dana Point, California, was taken over by
Citibank in July after the owners defaulted
on the debt.  Occupancy at this property,
site of the now infamous post-bailout party
thrown by AIG executives, was reported by
the Wall Street Journal to be down about
20% year over year in the first quarter.
Citibank quietly took their loss and sold
the property to a new owner under a more
sustainable capitalization.  Although the
management company was not responsible
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for over-leveraging the property or for the
historic downturn in the hotel market, it is
worth pointing out that Starwood, which
owns the St. Regis flag, never faltered,
maintaining the highest levels of luxury
service as the hotel floundered and then
changed hands.  Starwood is by no means
the “bad guy” in this story — we are simply
reminded of our earlier observations that
there is a fundamental misalignment of
interests in the luxury segment. Owners
may come and go but the luxury flags are
in a high-end, experiential service industry
where the first loyalty is to the guests. A
Starwood statement issued after the St.
Regis Monarch foreclosure stated:

The St. Regis Monarch Beach opened in 2001
and quickly established itself as the state’s
premier luxury hotel host to high profile
events, tastemakers and global travelers.

Citi and St. Regis are communicating
to the community, associates, guests
and meeting planners that the change
in ownership will not impact hotel
operations.

The owners of similar branded luxury
properties financed with dangerous
levels of debt at peak valuations are no
doubt facing similar fates. However,
as a panelist at the ULl fall meeting
remarked, the trend towards frugal is
not an aspirational impulse, it is a coping
mechanism. Luxury, while always subdued
in difficult times, will never go out of style.
For investors with dry powder, along term
horizon and the right access to deal flow,
there may be once-in-a-generation buying
opportunities among some of the finest
hotels in the world.
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