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Welcome to the latest edition of the Allen Matkins/UCLA Anderson Forecast California
Commercial Real Estate Survey and Index

Allen Matkins and UCLA Anderson Forecast have partnered to create a Commercial Real Estate
Survey and Index to better predict future California commercial rental and vacancy rates. This tool
surveys supply-side participants — commercial developers and financiers of commercial development —
for insights into their markets. The Survey and the resulting Index provide a measure of the commercial
real estate supply-side participants’ view of current and future conditions. Since participants make
investment actions based upon these views, it provides a leading indicator of changing supply
conditions.

Through an analysis of the Index and the incorporation of the Index into other economic forecasting
models, the Survey is designed to provide more accurate information on future office and industrial
space in major California geographical markets. This sixth survey covers the major Southern California
and Bay Area markets for office and industrial space.

The Allen Matkins and UCLA Anderson Forecast Partnership

At Allen Matkins, the top-ranked California-based law firm servicing the real estate industry according to
Chambers & Partners, we have been fortunate to work with and assist leading institutions, developers
and lenders in the real estate industry. We have prospered, along with our clients, in this vital sector of
the California economy. We sponsor this Survey to provide value to the industry. We have partnered
with UCLA Anderson Forecast, the leading independent economic forecast of both the U.S. and
California economies for over 50 years, and have tapped the knowledge of the leading developers and
financiers of real estate development in California to provide what we believe is the best, clear-sighted
forecast of the California commercial real estate industry.

We hope you will find this Survey and Index to be helpful.

AL T

John M. Tipton
Partner, Real Estate Department
Allen Matkins Leck Gamble Mallory & Natsis, LLP
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California Office and Industrial Markets:
Return of the Optimist

Jerry Nickelsburg
Senior Economist

Despite the onset of winter, pessimism concerning
commercial real estate has melted into optimism. Six months
have passed since our last Allen Matkins / UCLA Anderson
Forecast CRE Survey. At that time we reported' pervasive
pessimism about the prospects for California’s commercial
real estate markets in 2012 by our panel of investors. Since
last June the news from commercial real estate markets
around the state has been fraught with stories of defaults,
rising vacancy rates and falling rental rates2. Moreover there
have been continual reports of commercial real estate finance
being the next shoe to drop in the current economic crisis®.

We have just completed the 2nd half 2009 Allen Matkins /
UCLA Anderson Forecast Commercial Real Estate Survey
and somewhat to our surprise have found that through the
gloom of autumn, our panel sees rays of sunshine lifting their
expectations. Though the near term news about commercial
real estate markets has little to be cheery about, that on
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the overall economy does. As the recovery from this deep
recession takes hold, investors in commercial real estate
are increasingly of the view that 2012 is going to represent
an improvement over today and will present new investment
opportunities.

This is the sixth Allen Matkins / UCLA Survey Project report.
The survey has expanded to include all of the major industrial
and office markets in California, and polls a panel of investors
in commercial real estate as to their views of how the market
will be changing over the coming three years. Because of
the nature of the survey, we are able to gain insight into the
early stage investments in office and industrial space and
infer changing market supply conditions from them. To be
sure, the commercial real estate market has not turned,
but optimism about the future, a precursor to a turn in the
market, certainly has.

Southern California Office Markets

As office projects in Southern California were completed
through the past year, the cranes, machinery and men
building them went silent. Southern California’s already
swollen ranks of the unemployed grew further with little
new commercial construction work available. In the 12
months since the end of 2008, there have been almost no
new permits for office building construction issued in San
Diego and Orange County and a small number issued in
Los Angeles — all reminiscent of the building doldrums of
the ‘90s. In Los Angeles there was an uptick towards the
end of 2009, but this was due to a single project, a medical
office building, being approved in October*.

The combination of the supply of funds for new building
drying up, and plummeting rents and occupancies cutting
off the demand resulted in 2009 being a dismal year for new
construction. With the exception of Orange County which
lost an entire office-using industry with the collapse of sub-
prime mortgage finance, the situation in Southern California
is now quite different than the early 80s and the mid 90s.
Specifically, the decreased occupancy is a demand cycle
event and not a result of overbuilding as before.



In the current L.A. market, rents are down about 8% from the
average 2007 rate. After adjusting for inflation, rents have
retreated to the levels experienced in 2004 and 2005. With
occupancy at 85% and falling, rental rates should remain
weak in the current year. But, as the L.A. economy rebounds
it will be lead by professional and business services, health
care, and education all heavy users of office space. What
this means is increased demand, increased occupancy and
rising rents. Our panel agrees and expects a turn-around
in rental rates and a decline in vacancy rates by 2012. So,
opportunities for new office space in the right markets will
begin to appear over the next year or two and building
projects begun in 2010 and 2011 will be come on line as
markets begin to tighten.

Though the fundamentals of demand for office space in
San Diego during the recovery are similar to those in Los
Angeles, the supply dynamics are a little different. Just prior
to the recession new additions to the supply of office space
amounted to approximately 10% of the existing stock. This
space has been difficult to place and vacancy rates are
currently over 20%. The new space is not overbuilding in
the sense that it will take years to burn off, but the average

occupancy rate in the county will remain higher than that
of L.A. as the two counties grow out of the recession. Our
panel is also optimistic about 2012 in San Diego, but unlike
L.A. their optimism is based upon no new projects being
scheduled for completion between now and then. Our
panel’s view is that rental rates will be at approximately
today’s levels but that vacancy rates will fall with the improved
market conditions.

For some time we have been saying that the Orange County
office marketis a 2013 or 2014 recovery. The loss of finance
and real estate jobs created a huge hole in demand which
is not easily filled. Our panel is also more optimistic about
Orange County than they were six months ago, but the
optimism seems to be based more on the transfer of buildings
to new owners at lower capital costs and on the decline of
rents to levels which are sustainable in today’s market®. In
other words, the panel expects markets to equilibrate and
market conditions to improve, but not to the extent of Los
Angeles or San Diego. So, opportunities are going to exist
in this very tough market, but not in the creation of new floor
space for lease.

Los Angeles Office Market
Indexes of Survey Responses

New Office Building Permits
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Bay Area Office Markets

Bay Area office markets have been hammered in the current
recession. The overbuilding that accompanied the internet/
dot-com boom of the late ‘90s did not fully shake out during
the last decade. With easy money and a growing economy,
speculative building occurred throughout the area and the
subsequent bust, which hit all areas including the finance
heavy San Francisco and the retail and service heavy East
Bay has taken its toll. In the Silicon Valley, a mini-building
boom has resulted in completions just at the time when
absorption of new demand was going negative. All of this
has resulted in the average occupancy rate in each of the
three Bay Area sub-markets to drop below 80% and for new
projects to be delayed or cancelled.

So why is our panel smiling on the Bay Area and predicting
that 2012 will be substantially better than December 20097

Their view is that both rental rates will increase and vacancy
rates will fall. This can only occur if the demand for office
space increases substantially over the next few years and
the UCLA Anderson Forecast for California agrees with
this prediction. Growth out of the recession will be led by
increases in the demand for California’s professional and
scientific services sectors, which are an important and
integral part of the Bay Area economy. The Bay Area, along
with L.A., will lead the state out of the recession and office
demand will drive down the current high vacancy rates.
The only caveat is that further consolidation of the finance
industry, a reduction in state government demand for space,
or a rapid restart of approved but delayed projects could well
continue the current supply imbalances in San Francisco
and the East Bay into 2012. So, these are markets to watch
closely. There may be real opportunities here as our panel
believes, but there are also a few potential land mines as well.
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Industrial Markets

This survey expands our coverage of industrial markets
to include the three Bay Area submarkets. As with office
markets our panel is looking beyond the current market
malaise to the impact of the recovery on industrial space
markets in 2012 and they are uniformly optimistic with regard
to improvement in rental and occupancy rates.

The industrial space market consists of factory and
warehouse space. As consumer demand collapsed in the
fall of 2008 the demand for both fell with it. Our first survey
in June of 2009 concentrated on industrial space markets in
Southern California at the depths of the recession. At that
time the panel was decidedly pessimistic about the next few
years. While there has been some increase in manufacturing
activity in California, particularly with respect to exports,
the amount of excess capacity generated by the recession
remains large. The big user of warehouse space, imports
and logistics, has been dead in the water. Imports through
the three major ports of California, Los Angeles, Long Beach,
and Oakland, have not grown since they bottomed out in the
1st quarter of 2009 and the need to warehouse inventories
of consumer goods and of building supplies has diminished
substantially. Vacancy rates are now in double digits for most
of our markets and rental rates are falling.

So the only objective data that might explain our panel’s new
view of 2012 is the overall sense of optimism and opportunity
associated with the recovery. Imports will grow once more as
consumers begin to open up their wallets. Although national
retail sales were nothing to write home about, imports edged

up slightly in December. With virtually no new industrial
permits being issued in California over the last year, the
recovery will grow into the stock of warehouse and factory
space and market conditions will improve. For industrial
space markets there is no objective data for our panel’s
optimism, but this may be a case of it being so bad, that
with an economic recovery beginning, it can only get better.

Finally, we initiated a new panel for the Bay Area Industrial
markets this time. The survey results are a single snapshot,
and therefore we are unable to do inference with them. In
contrast to the lack of new building in the Bay Area and
the depressed level of imports at the Port of Oakland, the
panel reports the same optimism about 2012 that we see in
Southern California.

Forecasting With The Survey

The Allen Matkins / UCLA Anderson Forecast survey was
designed to improve forecasting the evolution of commercial
real estate markets. Although the survey is quite new
and there is as yet not enough data for rigorous statistical
analysis, interpretation of the snapshots provided by each
survey provides insight into our statistically based forecasts.
The optimism about 2012 in the survey, which cannot be
found in the data on current market conditions, is an important
indicator of both the probability of new additions to stock
being started over the next two years and of opportunities for
new investment in office and industrial space. After eighteen
months of pessimism about office and industrial markets we
are now seeing indications that commercial real estate will

turn in the early years of the recovery. -

1. Jerry Nickelsburg, “California Industrial and Office Markets: Searching for Green Shoots,” June 2009.

2. See for example, Dan Levy, “Silicon Valley Bloodbath Leaves Buildings Empty,” Bloomberg, January 5, 2010.

3. See for example, Lingling Wei and Peter Grant, “Commercial Real Estate Looms as the Next Potential Mortgage Crisis,” Wall Street Journal,
August 31, 2009.

4. http://www.laedc.org/eedge/archive/2009/ee091130.html

5. As an example of this see, Mark Mueller, “Grubb & Ellis Takes Over Leasing for Maguire Properties,” Orange County Business Journal, December
7,2009.
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UCLAAnderson

FORECAST

Founded in 1952, the UCLA Anderson Forecast

is one of the most widely watched and often-cited
economic outlooks for California and the nation.
Award-winning for its accuracy, the UCLA Anderson
Forecast has a long tradition of breaking with the
consensus forecast to be among the first to spot
turning points in the economy.

The forecasting team is credited as the first major
U.S. economic forecasting group to predict the
recession in 2001. The team was also ahead of the
pack in predicting both the seriousness of the early-
1990s downturn in California, and the strength of
the state’s rebound since 1993. In 2002,

the UCLA Anderson Forecast was among the

first to identify the growing imbalances in the
housing sector and correctly predicted sharply
declining sales volumes and weak prices when
rates returned to normal.

UCLA Anderson Forecast
110 Westwood Plaza
Gold Hall, Suite B302
Los Angeles, CA 90095
Phone: 310.825.1623
Fax: 310.206.9940
www.uclaforecast.com

forecast@anderson.ucla.edu

For more information on this report, call 310.825.1623, send an email to
forecast@anderson.ucla.edu, or visit our website at www.uclaforecast.com.

Copyright © 2010 UCLA Anderson Forecast.
All rights reserved.
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Allen Matkins

Allen Matkins Leck Gamble Mallory & Natsis

LLP, founded in 1977, is a California law firm with
approximately 230 attorneys practicing out of seven
offices in Los Angeles, Orange County, Century
City, Del Mar Heights, San Diego, San Francisco,
and Walnut Creek. The firm’s broad based areas of
focus include corporate, real estate, construction,
real estate finance, business litigation, taxation, land
use, environmental, bankruptcy and creditors’ rights,
and employment and labor law. The firm has also
been ranked as the #1 real estate firm in California
by Chambers & Partners for the last six years.

Allen Matkins Leck Gamble Mallory & Natsis LLP
515 South Figueroa Street, 7th Floor

Los Angeles, CA 90071-3398

Phone: (213) 622-5555

Fax: (213) 620-8816

www.allenmatkins.com
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