TRANSWESTERN Outlook

A market report for commercial real estate executives

HOUSTON METRO SNAPSHOTAT MID-YEAR 2009

Economy: Contracting, but a National Leader

12-month payroll job growth through April: Negative
35,300.

Unemployment rate: 6.3% in April 2009. National
unemployment rate in April: 8.9%; rose to 9.4% in
May 2009.

Outlook: Weakening as energy sector remains
volatile, but among top performers in the country
through the balance of 2009.

Office Market : Slowing

Net absorption: (472,000) SF in the 2" quarter;
(964,000) SF YTD.

Overall vacancy rate: 13.5%, up from 12.7% at the
end of the 1% quarter and 10.7% a year ago.

Office effective rents: Downward pressure.
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pasin Metro Houstond sffice market momentum is slowing,
and tenant conditions are taking hold, suggesting the
following strategies:

Source: CoStar, Delta Associates; June 2009.

Source: Bureau of Labor Statistics; June 2009.
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Tenants: Renegotiate expiring leases now for an
extended term; seek to lock in favorable terms if
upgrading space; consider relocation to desired
submarkets.

Developers: Rising vacancy demands caution, but
opportunities remain in select submarkets. Enter
strategically; begin to eye properties to maximize
return in next expansion cycle, starting in 2011.

Investors: Selectively pursue quality buildings;
consider selling underperforming assets if
opportunities arise.
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THE HOUSTON Unemployment Rates
METRO ECONOMY Large Metro Areas
April 2008 vs. April 2009
National Economic Slowdown e
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for the 12 months ending April 2009 i a negative 1.4% o
rate of growth. In comparison, Ho u s t dongétem ol _ -
average employment growth is 45,700 jobs per year. el
However, the current performance is one of the best 0 m4/08
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The Houston metro unemployment rate was 6.3% in

April 2009, up from 3.9% a year earlier but still below the Source: Bureau of Labor Statstios; June 2009

cyclical high of 7.6% in the summer of 2003. In

comparison, the national unemployment rate was 8.9% Metro Houst on 0 shaw delped insulateuts t r i
in April and rose to 9.4% in May 2009. from downward pressure. Energy demand remains

sturdy despite the national recession. Since summer

= : 2008, energy demand and oil prices have retreated from
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Houstond semployment in the Mining & Logging
(Energy) sector, which includes the oil and gas industry,
grew by 2,500 jobs in the 12-month period ending in
April 2009 i a 2.9% increase. After passing 2,000 in
2008, the U.S. rotary rig count has fallen to about 1,035
in April 2009. After falling from $147 per barrel in July
2008 to $50 per barrel in March 2009, crude oil prices
have risen to the $70 per barrel range in June 2009.
Declining consumer spending and the global economic
recession have curbed overall demand for energy, but it
remains fairly strong considering the recessionary
environment.
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Source: Baker Hughes, Inc.; June 2009. *YTD average as of 5/29/09.

The Construction sector shed 13,500 jobs during the
twelve months ending in April 2009, a negative 6.5%
growth rate. Construction workers remain in demand for
projects that are already underway or that had financing
before the recession and the credit crisis. In addition to
two large office projects that are under construction in
the CBD i Tr ammel |
Tower and Hines& 1 million SF MainPlace i American
Liberty Hospitality started construction in May on the
Embassy Suites Hotel at 1515 Dallas near the
convention center. With 262 two-room suites, it is the
first full-service hotel to be privately developed in
downtown Houston in more than 25 years.

Ho u s t ®andfacturing sector lost 5,700 jobs in the
12 months ending Aprii 2009 i a negative 2.4%

employment change. However, the Houston Purchasing
Managers Index, a short-term leading indicator of
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production, rose by 1.9 points to 40.9 in April, the most
substantial monthly increase since May 2008. The index
remains below the expansion threshold of 50, indicating
weakness in the local manufacturing industry due to a
national manufacturing slowdown and stagnant
consumer spending.

Houston Purchasing Managers Index
2002 Through April 2009
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Source: NAPM i Houston; June 2009.

The Health/Education sector continues to fuel job
growth, adding 8,100 jobs in the 12 months ending April
20091 a 2.9% increase. Hospital officials in the Houston
area are optimistic that the effects of the national
economic slowdown and the credit crunch will not affect
their construction plans and technology acquisitions.
Hospital network expansions continue in the region. For

example, Texas Chi |l dr egccehtty opdred p i t a

pediatric clinic in the Corinthian Pointe area. However,
economic uncertainty appears to be driving the
announcement this spring by Baylor College of Medicine
that it will suspend construction of its Baylor Clinic and
Blospital after the exterior is finished in 2010. In addition,
Baylor College of Medicine and Rice University are
discussing a possible merger.

The Trade sector in Houston is cooling, as
Trade/Transportation/Utilities employment lost 7,200
jobs, or negative 1.4%, during the 12 months ending
April 2009. Ai r freight t r aafrpbrisc
peaked in 2007 at 864 million pounds, but the 2009
volume to date is on pace for only 717 million pounds.
Still, the FAA recently announced a study of options for
adding two new runways at Bush Intercontinental

.
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Airport. Pinto Realty Partners is developing a 1,000-acre in January 1 still the second-lowest among large U.S
site six miles from the airport that will be the largest cities. While regional conditions remain sound on a
office/warehouse distribution business park in Houston. relative basis, Houst onds e c on o malongi
The developer told the Houston Business Journal that with the national economic recession. We expect
the park wi 1 | be Aideal for ¢ ompanengplymdnt shangd tb bbed megagve [nr2008.uThrough
l ocally, nati onal | y In additiore v e n 2014,lwe frgject laryavedage loss of 5,000 jobs per year,
Halliburton announced in April that it will move its compared to the long-term average growth of 45,700
headquarters from downtown to a North Belt campus jobs per year. Houston would stillbeamong t he
near Bush Intercontinental Airport. top performers, however.
Houston Airport System Job Forecast
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Source: Houston Airport System; June 2009. *YTD annualized. Source: BLS, Delta Associates; June 2009.
Ho u st oReéidential Real Estate market is i i
experiencing the negative effects of national economic Office Absorption and Employment
conditions, like other major cities across the country. The Houston Metro Area
Houston Association of Realtors reports that single- 1980 Through Mid-Year 2009

family home sales in Houston fell 22.5 percent in April
2009 compared to April 2008. The median single-family
home price was $149,050 in April, unchanged from April
2008. Excluding foreclosures, the median home price
was $170,000 in April 2009.

Net Absorption (Millions of SF)

THE HOUSTON METRO AREA
ECONOMIC OUTLOOK

Job Growth

Change in Employment (000's)
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The Houston economy lost 35,300 jobs in the 12 months + Absorption through znd quarter annualized:
that ended in April 2009. Some of the r e g i ooned s Souree: BLS, DeliaAssociates June 2009 remenijeb orowh ending Apr 200
industries recorded employment losses from one year

earlier. However, growth continued in the Energy,

Health/Education and Government sectors. Houst onds

unemployment rate fell to 6.3% in April 2009 from 6.5%
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THE HOUSTON METRO
OFFICE MARKET

Office Mar ket: Slowing

The Houston office market slowed at mid-year 2009.
The overall vacancy rate rose to 13.5%, still below the
national average of 13.6%. Metro Houston is
experiencing job losses as well as concerns about the
future performance of the energy sector, Ho u st
largest core industry. Asking rent change turned
negative, and effective rents continued to decline. The
construction pipeline fell to 6.2 million SF from 8.0 million
SF in the 1% quarter.

Net Absorption : Negative

Total net absorption of office space in the Houston metro
was negative 472,000 SF in the 2" quarter of 2009, and
negative 964,000 SF for the 1 half of 2009. Class A and
B absorption in the 2 quarter was negative 251,000 SF
and negative 351,000 SF, respectively.

Notable leases:

¢ Southwestern Energy leased 70,000 SF at 515 W.
Greens Rd. in Greenspoint / North Belt.; and

e Goodrich Petroleum leased 37,000 SF at 801
Louisiana Street in the Downtown submarket.

Net Absorption in Selected Areas:

0Q2'09
e Woodlands/Conroe 293,000 SF
e Southwest Fwy/Sugarland 203,000 SF
e Katy Fwy/Energy Corr. 108,000 SF
¢ Westchase (220,000) SF
e FM 1960 (267,000) SF
e West Loop (586,000) SF

Class A and B net absorption:

Q2'09
e ClassA (251,000) SF
e ClassB (351,000) SF

Available sublease space rose to 2.4 million SF in the
Houston metro area at mid-year 2009 i an increase of
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308,000 SF. Sublease space represents 1.0% of the
standing inventory.

Net Absorption of Office Space
and Direct Vacancy Rate Trends

Houston Metro
1998 Through Mid-Year 2009
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Source: Vacancyi Del t a Associates6 analysis of CoStar dat

a;
Net Absorption - Delta Associates; June 2009. *1st half absorption annualized.

Vacancy Risng

The overall office vacancy rate in the Houston metro
rose to 13.5% at mid-year 2009 from 12.7% in the 1%
quarter and 10.7% a year ago. The direct vacancy rate is
12.5%, up from 11.8% the previous quarter and 10.1% a
year ago.

The overall Class A vacancy rate rose to 12.6% at mid-
year 2009 from 11.2% in the 1* quarter and 8.2% one
year ago. The direct Class A vacancy rate is 11.2%, up
from 9.9% in the 1% quarter and 7.3% one year ago.
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Overall mid-year 2009 vacancy rates for all classes in
selected submarkets:

¢ Kingwood / Humble 7.8%
¢ South Main / Medical Center 8.3%
o Katy Fwy./Energy Corridor 9.4%
¢ Woodlands/Conroe 10.7%
¢ Downtown 11.0%
e West Loop 11.5%
¢ FM 1960 36.1%

We expect the overall office vacancy rate (including
sublet space) to rise to the low 15% range in the next 24
months, as construction activity slows but still outpaces
falling demand for office space.

Houston Metro Core Office Assets
Cap Rates
2002 Through 1t Quarter 2009
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Source: Real Capital Analytics, Delta Associates; June 2009 “Trailing 12-month average through 3/31/09.

Office Construction Down, Pre-Leasing Steady

There is 6.2 million SF of office space under construction
or renovation in the Houston metro area, down from 8.0
million SF in the 1% quarter of 2009 and down
considerably from the 10 million SF under construction a
year ago. Space under construction is 34% pre-leased,
down slightly from 35% in the previous quarter but up
from 19% a year ago. No speculative construction is
starting at this time.
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Office Space Under Construction or Renovation
Houston Metro Area
Mid-Year 2009
Submarket SF % Pre-leased
Downtown 1,838,112 52.5%
Katy Fwy/Energy Corr. 1,794,561 29.9%
SW Fwy/Sugarland 848,492 20.0%
Woodlands/Conroe 731,006 16.6%
Westchase 339,000 38.3%
Balance of Houston 630,188 25.5%
Total 6,181,359 33.6%

Source: Delta Associatesd6 anal y s i dataalfine ZDO9St ar

Office deliveries (including renovations) totaled 3.3
million SF in the 1% half of 2009, including 1.5 million SF
in the 2™ quarter. In comparison, 5.3 million SF was
delivered in all of 2008. Space delivered during the 2"
quarter of 2009 was 46% leased upon delivery.

Office Asking Rents: Falling

Houston office asking rents fell in the 1* half of 2009 as
demand continued to retreat in most submarkets. Class
A office asking rents fell by 5.0%, while Class B rents fell
by 1.1% from vyear-end 2008. Effective rents
experienced continued downward pressure of as much
as 10% in some submarkets. Asking rents averaged
$25.61/SF, full service, for Class A buildings and
$18.55/SF, full service, for Class B buildings. These are
metro-wide averages; better buildings in more desirable
submarkets command higher rates.

Average Office Rents
Houston Metro Area
1982 Through 2" Quarter 2009
(All Classes of Space)
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Though the local economy remains a top performer
nationally, office rent growth in Houston has dissipated
as the market slows, a result of volatility in the national
economy and energy prices in particular. The Kingwood/
Humble and NASA/Clear Lake submarkets are in
particularly good position to maintain rent levels this year
because of their low vacancy rates and limited pipeline.

Investment Sales: Minimal Activity

We recorded $72.5 million in office investment sales in
metro Houston in the 2" quarter of 2009 and $94.5
million in the first half of the year. In comparison, sales
totaled $662 million in the first half of 2008. The global
economic recession and lack of liquidity in the credit
markets have suppressed sales activity in all metro
markets, including Houston.

Sales prices have averaged $48/SF through mid-year
2009, down from the $168/SF in all of 2008. The
average sales price is particularly low because most of
the few recorded sales have been for discounted, older,
Class B buildings. Also, distressed sales are beginning
to hit the Houston market.

Comparative Investment Sales Volume

Office Product
20017 Mid-Year 2009
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Source: Real Capital Analytics, Delta Associates; June 2009. *1%t half sales annualized.

As in markets across the country, Houston's investment
sales market is expected to be sluggish through 2009,
though there is a lot of equity on the sidelines waiting for
liquidity to return and bargain prices to appear. Sales
activity may pick up later in 2009 as more distressed
assets are brought to market.
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Average Office Sale Price

Houston Metro
2002 Through Mid-Year 2009

Source: Real Capital Analytics, Delta Associates; June 2009,

Selected 2™ Quarter 2009 Office Sales:

Property/Submarket Sale Price/Buyer
22535 Colonial Pkwy. $14.7 million ($164/SF)
FM 1960 CB Richard Ellis Investors

20555 State Hwy. 249 $42.2 million ($35/SF)
FM 1960 Lone Star College System

Source: Real Capital Analytics; June 2009.

Cap rates for core assets have remained in the high-6%
range, on a trailing 12-month basis. We believe that cap
rates will rise over the next 24 months as investors
demand a higher return in exchange for putting money at
risk. Some deals have resulted in a higher cap rate, but
the sample of transactions is small.
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