Pramerica Real Estate Investors

January 2010

European Quarterly

Marke.t Executive Summary

o e The economic recovery is gaining traction across Europe, but it is not

PefSpeC'tlve without downside risks. One particular concern is how authorities manage
the gradual withdrawal of their extraordinary fiscal and monetary policies
and how the private sector reacts.

e Banks are under less pressure than they were a year ago to pare their
commercial real estate holdings. Partly as a result, better-capitalized
banks are easing lending standards.

e Aninflux of cross-border, cash-rich investors are on the prow! for elusive
prime real estate in core Western European markets, pushing cap rates
below long-term averages. The resulting rise in prices for core properties
of all types has created growing concerns that investor sentiment is
getting ahead of fundamentals, which could lead to another asset bubble
followed by a correction.

o Listed firms by-and-large have successfully repaired balance sheets and
reduced leverage levels. Prices of REIT shares rallied strongly in 2009
and now many are looking to buy assets.

e Space markets have generally held up better than expected, given the
collapse in GDP growth. With the development pipeline limited by the
withdrawal of construction financing, rental rates could recover sooner
than expected. One drawback to that scenario is that employers have not
made substantial cuts to payrolls during the recession, and therefore may
not hire robustly during the recovery.

e Transaction volume will recover somewhat in 2010, in part because
investors anticipate rental growth, particularly in prime locations. However,
the path will likely be bumpy.

Economic Environment

Following the largest collapse in Europe’s GDP since the 1930s, the economic
recovery is gaining traction. GDP growth was positive for almost every country in
the third quarter. However, Europe’s economies are not quite out of the woods
yet. Strip out extraordinary fiscal and monetary policies and there is little
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Debt Markets

News is mixed in the credit markets, which are a key to the economic recovery in Europe. Interbank rates
are once again hovering just above policy rates, thanks to the liquidity operations by central banks, but
longer-term lending continues to carry a premium. For instance, five-year swap rate margins are still
elevated at roughly 200 bps over 3-month Euribor, while the historical average is closer to 80 bps. Still,
even with easy monetary policy, authorities cannot force banks to lend. Loan originations in Europe were
near all-time historical lows in 2009. Nonetheless, surveys by the Bank of England and the European
Central Bank, among others, suggest that credit conditions are set to ease over the next six months as
banks repair balance sheets and write down asset values.

Interest Rates Remain Low But Yield Curve Is Steep
Five-Year Swap Rate, and 3-month Euribor, March 2000 to Jan. 2010
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Whether a near-term easing in credit conditions leads to more commercial real estate lending is difficult to
tell. European banks have collectively tightened lending standards on commercial property loans due to the
credit crisis. Banks were surprised by the sudden collapse in property values, particularly in the UK, Spain
and Ireland, where the proportion of commercial real estate debt held on banks’ books was at a historic
high (about 17% of their entire loan books as of mid-2009).

Banks remain reluctant to confront their real estate exposure. Not only do they want to avoid booking the
losses, they are under no pressure to do so. Government injections of capital, variations on “bad bank”
models and insurance provisions, in tandem with record low policy rates, have helped prop up the
European banking sector one way or another.

The ongoing logjam in the debt markets is delaying a substantial recovery in transaction activity, and the
situation is unlikely to change soon. Aside from their reluctance to sell non-performing assets at steep
discounts, banks have learned from previous recessions that values can and do recover sharply. Banks are
building work-out teams, particularly in the UK where the largest losses are likely, with the idea of
managing distressed loans on a case-by-case basis. Banks are likely to manage many foreclosed assets
and not liquidate them until the market has recovered.
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Given the amount of real estate debt still held on banks’ balance sheets and the tepid economic outlook, it
might seem odd that new loan terms are easing. Loan spreads nudged down in the fourth quarter to 180-
220 bps, while five-year loans and large loans of €100 million or more are once again becoming
achievable. What's more, margins on development projects that are pre-leased have also started to come
down from 500 bps, and banks are broadening their lending beyond prime assets to so-called “good
secondary” properties (which include prime real estate on short leases). Terms on which banks remain
steadfast are loan-to-value ratios, which remain at about 60% on average, and debt-service ratios, which
remain around 1.4 times.

The fact that banks are increasingly competing for new lending should not come as too much of a surprise.
Various policy responses by authorities have reduced the risks of holding loans. Employment has broadly
held up across much of Europe, and rental values have not collapsed everywhere. Indeed, in some
markets such as the UK, headline rents now appear to have hit a floor. But lending on real estate at present
is also attractive because of the profitable margins. The problem for banks, though, is that they are finding it
difficult to secure transactions that suit their lending criteria.

Transaction Activity

The recovery of private-market transaction volume is being fueled by the dominance of cash-rich investors.
Some €20 billion of deals closed in the fourth quarter, up from just over €14 billion in the third quarter.
Volume is focused on prime, well-leased assets in the deep and liquid markets of Western Europe.

Property Sales Rising After Hitting Bottom
Transaction Volume European Markets, 1Q07-4Q09 (€Bil.)
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In contrast to the early 1990s, when investors stayed close to home, deals are being driven by cross-border
investors, many from the Middle East and Asia Pacific. But the ongoing globalization of real estate is only
part of the story. Buying also is driven by the opportunity created by the sharp drop in property values and
the incremental yields provided by real estate versus bonds or cash. The UK's relatively cheap exchange
rate also helps to attract overseas investment and drives UK cross-border investors home.
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Although the fourth-quarter volume remains small in comparison to the 10-year quarterly average of €30
billion, it signals improvement in demand, particularly for high-quality properties with secure cash flows.
Since there is limited stock available for that property niche, cap rates have started to decline in many
European markets, most aggressively in the UK. Based on CBRE's flash estimates for 4Q09, cap rates
across much of Europe appear to be peaking below their long-term averages. UK office cap rates have
fallen by as much as 100-150 basis points since June.

Yields are Hardening Across Some European Real Estate Markets
Class-A Office Market Cap Rates, Recent Minimum, Peak and 4Q09 Estimates
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The speed of price adjustment, while space market fundamentals have yet to stabilize, gives rise to
concern that real estate is mispriced. What's more, there are growing fears that the renewed surge in global
liquidity in the sector will produce another asset bubble. Just like 2005 and 2006, some funds are under
pressure to buy assets simply because they have capital to deploy. According to DTZ Research, some
€110 billion ($157 billion) of capital will be available for investment in Europe this year, and roughly the
same amount will be available again in 2011. That leads to growing concern that European real estate will
experience a “double-dip” drop in values because investor sentiment has moved too far ahead of
fundamentals. A correction could be triggered by a flood of properties coming to market as current owners
take advantage of the repricing, a rise in long-term interest rates or disappointing rental growth. There is
also a danger that investors have underestimated the impact of potential funding gaps of properties whose
existing debt is maturing, particularly with regard to the estimated €66 billion ($95 billion) of CMBS that is
due to mature by 2014. Distressed sales could increase as banks resolve troubled loans, most of which are
backed by second-tier or worse stock.

Rising prices would not be so worrisome if the strong rental growth that is forecast for most markets comes
to pass. But it is also possible that the drop in cap rates may just be a function of the relatively large
amount of money chasing a limited pool of prime real estate.
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The Listed Sector

The European listed real estate sector rebounded strongly from its bottom in April. According to the S&P
BMI Property Total Return Index, the listed real estate sector was up 40.3% for the year. That performance
is tempered by the fact that the index remains 53% below its April 2007 peak. The year had three distinct
phases. The first quarter was characterized by a dramatic bear market, followed in the next two quarters by
a staggering bull market as the deep discounts to net asset values from earlier in the year subsided.
Stability returned in the fourth quarter, when prices were range-bound, up just 3.4%.

A Volatile But Rewarding Year
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Most listed companies have successfully repaired balance sheets and reduced leverage, and are beginning
to look at expanding once again. The European listed sector raised €11.4 billion in fresh equity via 82
offerings in 2009. But only €1.7 billion was raised in the fourth quarter, because of the holiday slowdown
and the fact that listed firms are no longer under pressure to deleverage. The purpose of the capital
raisings evolved over the course of the year. Early on, companies were raising money to delever and
resolve covenant issues, but by the end of the year they became primarily offensive in nature and in a
number of cases were targeted at specific investments. Unlike any time since 2007, companies are now
able to articulate to investors the need for new acquisitions or to build out their development pipelines.

Space Markets

Europe’s space markets, in the office sector in particular, have held up better than expected given the
collapse in GDP growth. Many markets — including those in all sectors in Germany, ltaly, the Netherlands
and most of France — have not yet reported any significant drops in headline rents. Given the limited
development pipeline, a small increase in occupier demand may be enough to produce higher headline
rents. But there are significant downside risks. One is that Europe’s economies have hoarded labor
throughout the recession, resulting in over-employment and perhaps a false floor to retail sales growth.

Office: Government employment subsidy schemes may have benefited offices more than any other sector.
Spain and Ireland are the only two countries that have had significant cuts in employment, due mainly to
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the collapse in construction activity. That has created large drops in headline rents in those countries,
which will be exacerbated by a large pipeline of new supply set to come online soon. Headline rents
appearing to be stabilizing in the UK, despite the wider economic landscape, although free rent incentives
are pronounced.

Key office markets across Western Europe, including Amsterdam, Brussels, Frankfurt, Milan, Stockholm
and Vienna, reported little or no change in rents in the fourth quarter. Demand for space appears to have
found a floor in these markets, with signs that tenants are relocating to prime buildings to take advantage of
lower rents. Supply pipelines are also low in these markets. Rents are declining in secondary office markets
and in some of Europe’s peripheral economies, such as Denmark, Finland and Portugal, in part because of
weaker local economic fundamentals.

Retail: Retail rents fell in the fourth quarter, according to CBRE, and the pace of decline accelerated slightly
as retailers struggle with the most difficult environment in at least 20 years. Retail sales are falling in the
face of rising unemployment, higher savings rates, falling consumer confidence, tight credit supply and
declining house prices. New retail leasing activity was down 30% in 2009 from 2008, according to CBRE.
Pronounced rental declines will continue in markets with relatively large supply pipelines, notably the UK,
ltaly, parts of the Nordics and Central and East Europe. Retail warehouses are suffering from a decline in
demand for big ticket goods due to the subdued housing market. Landlords have been quicker to offer
concessions to shopping center tenants in more-preferred retail environments.

Demand for space has held up in the best high street locations, where surviving retailers are keen to take
advantage of a rare opportunity to take prime space left vacant by bankrupt retailers. That has caused
suffering for secondary locations, some of which may not recover.

Logistics (warehouse): Rents fell by about 5% year-over-year in both 3Q09 and Q409, as the market
struggles with a decline in road and air freight caused by the collapse in consumer spending and industrial
production. Speculative supply has all but disappeared, although there is a large overhang of space across
Central and East Europe that adds to the downward pressure on rents.

In general, weaker occupier demand can be tied to relatively weaker economic performance. Large year-
over-year rental declines have been recorded in Spain, Ireland and the UK. Warehouse rents are also
falling in countries on the periphery, such as Portugal and Greece. Demand has held up better in prime
regional distribution hubs, including the major seaports of Antwerp, Hamburg, Marseille and Rotterdam.

Closing Thoughts

Although occupier markets held up remarkably well through the downturn, there is still a large amount of
uncertainty as to the speed and shape of Europe’s economic recovery over the coming quarters. This is in
no small part due to extraordinary initiatives by the continent’s fiscal and monetary authorities. Yet investor
sentiment appears to have gotten ahead of itself, given that a subdued recovery in the space markets is
anticipated. Cap rates are sharpening across almost all sectors and markets and now appear to be peaking
below long-term averages. This is testimony to the amount of money chasing prime stock, but it also begs
the question as to how representative market values are in the current climate.
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Numerous downside risks to the occupier and investor outlook remain in place. Not the least is the fact that
markets are perhaps being priced off short-term factors that will likely disappear once the authorities
reverse policy initiatives. And yet the globalization of the commercial real estate market may produce
demand from investors outside the region that would prompt property values to recover more quickly than
anticipated in 2010. On balance, investor interest and transaction volumes are set to continue to recover
this year. Rents may even begin to grow again, particularly in prime locations, but the path will likely not be
smooth.
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The Investment Research Department of Pramerica Real Estate Investors publishes reports on a
range of topics of interest to institutional real estate investors. Individual reports are available by e-
mail or via the Web at www.pramericarei.com. Reports may also be purchased in quantity for use in
conferences and classes. To receive our reports, change your contact information, or to be removed
from our distribution list, please e-mail us at research.reports@pramericarei.com, or telephone our
New Jersey office at +1 973.683.1745.

Important Disclosures

These materials represent the views, opinions and recommendations of the author(s) regarding the economic conditions,
asset classes, securities, issuers or financial instruments referenced herein. Distribution of this information to any person
other than the person to whom it was originally delivered and to such person’s advisers is unauthorized, and any
reproduction of these materials, in whole or in part, or the divulgence of any of the contents hereof, without prior consent of
Pramerica Real Estate Investors (“Pramerica”) is prohibited. Certain information contained herein has been obtained from
sources that Pramerica believes to be reliable as of the date presented; however, Pramerica cannot guarantee the accuracy
of such information, assure its completeness, or warrant such information will not be changed. The information contained
herein is current as of the date of issuance (or such earlier date as referenced herein) and is subject to change without
notice. Pramerica has no obligation to update any or all of such information; nor do we make any express or implied
warranties or representations as to the completeness or accuracy or accept responsibility for errors. These materials are
not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial instrument or
any investment management services and should not be used as the basis for any investment decision. Past performance
may not be indicative of future results. No liability whatsoever is accepted for any loss (whether direct, indirect, or
consequential) that may arise from any use of the information contained in or derived from this report. Pramerica and its
affiliates may make investment decisions that are inconsistent with the recommendations or views expressed herein,
including for proprietary accounts of Pramerica or its affiliates.

The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs
and are not intended as recommendations of particular securities, financial instruments or strategies to particular clients or
prospects. No determination has been made regarding the suitability of any securities, financial instruments or strategies
for particular clients or prospects. For any securities or financial instruments mentioned herein, the recipient(s) of this report
must make its own independent decisions.

Conflicts of Interest: Key research team staff may be participating voting members of certain Pramerica fund and/or product
investment committees with respect to decisions made on underlying investments or transactions. In addition, research
personnel may receive incentive compensation based upon the overall performance of the organization itself and certain
investment funds or products. At the date of issue, Pramerica and/or affiliates may be buying, selling, or holding significant
positions in real estate, including publicly traded real estate securities. Pramerica affiliates may develop and publish
research that is independent of, and different than, the recommendations contained herein. Pramerica personnel other than
the author(s), such as sales, marketing and trading personnel, may provide oral or written market commentary or ideas to
Pramerica clients or prospects or proprietary investment ideas that differ from the views expressed herein.

In the Americas, PREI® is a business unit of Prudential Investment Management, Inc., a US SEC registered Investment
Adviser and an indirect wholly owned subsidiary of Prudential Financial, Inc., Newark, New Jersey. In Europe, Pramerica
Real Estate Investors and Pramerica Investment Management are trading names of Prudential Investment Management,
Inc. the principal asset management business of Prudential Financial, Inc. (‘Pramerica Financial’) of the United States.
Pramerica Real Estate Investors is the real estate investment management business of Pramerica Investment
Management. Prudential Financial, Inc. is not affiliated in any manner with Prudential plc, a company incorporated in the
United Kingdom. In Asia, information is presented by Pramerica Real Estate Investors (Asia) Pte. Ltd. (“Pramerica Asia”), a
Singapore investment manager that is registered with and licensed by the Monetary Authority of Singapore.
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