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Market Overview

Washington, DC Metropolitan Area

Economic Activity

WASHINGTON, The DC region’s economy has fallen into a recession. In the 12 months ending in May 2009,

36,700 people had lost their job. For context, that is the largest number of layoffs since the worst

NORTHERN year of the Savings & Loan crisis, 1991, when 43,000 people in the DC region lost their job.
VIRGINIA Nearly all segments of the local economy are cutting jobs compared to a year ago: Construction

-16,500, Information technology -5,900, Financial Services -3,900, Law Firms -1,300. As it
pertains to the office markets, we are down to the Federal Government as the only sector in
town that is still creating jobs. To date, Uncle Sam has added 9,200 new jobs to the DC region’s
economy. Moreover, the Feds continue to outsource work to local contractors and private sector

MARKET INDICATORS

groups such as law firms, accountants, and other service providers, which is keeping layoffs from
being much, much worse.

CHANGE CHANGE

Office Market Activity
FROM  FROM

Believe it or not, there are actually plenty of buyers in the market right now for certain DC office

Ql Q2 product. In fact, quality listings in the core market are receiving multiple offers, sometimes in
2009 2008 the double-digits! Moreover, the returns on this type of core office product (Downtown, Class
A, mostly occupied, little immediate rent roll) are not far off their historical yields. Core product
NET ABSORPTION f ‘ of this type is typically selling at a cap rate of around 6.5 to 7.5 percent, which is right in line
with the ten-year average. So what’s the problem? To start, sellers don’t really care to sell their
DELIVERIES f . “core product.” They are more interested in selling their “value-add” properties (higher vacancy,
outside the Beltway, fewer amenities, etc). Even in the DC region - where we all know long-term
VACANCY f i fundamentals are solid - these “value-add” plays are simply too risky for most investors, unless sold
at huge discounts. As a result, very few deals are getting done. Halfway through the year, just 10
ASKING RATES ‘ . deals have been closed totaling $793 million in volume, well below the region’s annual average of
$5.3 billion. All eyes are on the Federal Government to see how the Term Asset Backed Lending
Facility (TALF) and the Public Private Investment Program (PPIP) might help free-up capital in
the financial system. Both programs are still fairly new (TALF was extended to commercial real
DC METRO OFFICE MARKET estate on May 19 and PPIP was launched on July 8th), but as these programs evolve we will be
monitoring them closely.
Q209 QI09

Not surprising, given the mounting job losses, the office markets in the DC region continue

NET ABSORPTION  .748K  -921K to contract. NeF absorption came in aF negative 747,700 square feet, marking the third straight
quarter of decling net demand for office space. Moreover, whereas before when the fallout was
DELIVERIES | 3M | 5M prlmarllly concer}trated in Fhe .far—out suburbs of Maryland anAd Y1rgm1a, this time arou‘nd, we
are seeing negative absorption in the markets that are located inside the Beltway. For crying out
VACANGY  123%  |1.6% loud, .even the Egst End, historically one of the most re.s1hent submarkets in the country, qu a big
negative absorption number on the board (-:355,000) in the second quarter. Vacancy rates in the
DC region have climbed to 12.4 percent - the highest level since the early 1990s and well above

ASKING RATES  $34.54  $35.18 equilibrium. Consequently, asking rents fell 2.2 percent compared to this same quarter one year

GROUNDBREAKINGS 0 0
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ago. On a net effective basis (adjusting for tenant improvements and rental abatement), rents
are down 10 percent. In addition, sublease space is on the rise. As the quarter came to a close,
there was 6.2 million square feet of sublet space on the market, up from 4.6 million square
feet a year-ago.

Market Outlook

When we look out over the next 12 to 18 months, we expect local labor market conditions to
improve. Indeed, here we are just midway through the year and there are already flickering signs
of optimism. Since the low point in March when the DOW hit 6,547, business confidence
has improved, equity markets have rallied (the DOW sits at 8,711 as of this writing), credit
spreads have narrowed, and local REITS have been able to raise significant capital. Combine
these positive harbingers with unprecedented Federal spending in the pipeline related to the
stimulus bill, the 2010 fiscal budget, and the financial rescue, and one can certainly make the
argument that, if the DC region has not hit bottom, it is certainly pawing around for it.

What does this mean for the DC region’s office markets? Unfortunately, as we all know,
commercial real estate lags the economy. In fact, if you look at the past two U.S. recessions
(1991 & 2001), from the quarter when national GDP turned positive, it took the DC region’s
office markets another 12 to 18 months before vacancy began to stabilize. Then again, these
are unprecedented times that are garnering unprecedented government growth. In all, we
expect demand for office space to pick up as early as the fourth quarter of 2009, and as the
various government programs work their way into the local economy, we expect far better net
demand in 2010 and even better in 2011. Vacancy will remain elevated through 2011, which
is primarily a function of the 13.4 million square feet of new supply hitting the market over
the next two years. Even with better demand, over-supply will remain an issue. Thus, expect
region-wide rents to continue to fall through 2011, before rising again in 2012.

Washington, DC Metro Office Market
Deliveries - Net Absorption - Vacancy

Second Quarter 2009
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SECOND QUARTER 2009
Q209 QI09
NET ABSORPTION  -23IK 174K
DELIVERIES 1.6M 908K
VACANCY  9.6% 83%
ASKING RATES $47.21 $47.54
GROUNDBREAKINGS 0 0
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Washington, DC
Market Activity

After proving to be one of the most resilient office markets in the country, the “Great Recession”
finally caught up to Washington D.C. In the second quarter of 2009, demand for office space finally
decreased quarter-over-quarter as the District’s tenants surrendered over 230,000 square feet. Although
this level of negative absorption marks the first period of tenant contraction since the 2001 recession,
it is still healthy relative to the nation which returned 26.7 million square feet to the market in the first
quarter alone. Nevertheless, with demand retreating, and with new supply still on the rise, DC’s vacancy
increased 130 basis points to 9.6 percent - the highest level since yearend 1997. Overall, seven new
office buildings delivered this quarter, totaling 1.6 million square feet, 69 percent vacant. Average asking
rents decreased 1.2 percent compared to a year ago to $47.20 per square foot. Once again, aggressive
tenant incentive packages were the norm in DC, with landlord’s offering tenant improvements in the
$60 to $90 per square foot range and six to nine months of free rent. The largest nonrenewal deal of
the quarter was inked by the Department of Homeland Security, which signed for 63,000 square feet
in the CBD. Other notable market activity was a 50 percent increase year-overyear in sublet space due
to numerous tenants, mainly law firms, contracting or trying to increase office space efficiency. The
expanded role of the Federal Government in the financial crisis continues to translate into increased
demand for office space. At this writing, Federal tenants associated with the financial markets have
expanded into approximately 300,000 square feet in the District, a trend that we expect to continue.

Market Outlook

According to May employment data, the Washington, DC economy faced job losses for the first time
since December 2003. Nevertheless, January-May employment data indicates that the DC economy is
still on pace to add 5,000 new jobs in 2009, with the majority of this growth attributable to increased
Federal spending. Ultimately, job growth in DC suggests resilient economic fundamentals, which bodes
well for the future demand of office space. Looking forward, over 2.6 million square feet is set to deliver in
the remaining months of 2009, 64 percent vacant. The majority of this space, 81 percent, is delivering to
the non-core markets of Capitol Hill/NoMa and Southwest/Southeast. Therefore, expect vacancy rates
to easily eclipse 10 percent in the non-core markets by yearend, with the core markets facing a similar
oversupply. Overall, the District’s economy will continue to benefit from the Federal Government’s
involvement in the financial crisis, mainly from the American Recovery and Reinvestment Act of 2009,
which, by our estimates, will generate approximately 18 million square feet of demand in the DC region

by 2012.

Washington, DC Office Market
Deliveries - Net Absorption - Vacancy
Second Quarter 2009
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WASHINGTON, DC OFFICE

TOPTEN NONRENEWAL LEASE TRANSACTIONS - SECOND QUARTER 2009

SECOND QUARTER 2009

TENANT SQUARE FEET SUBMARKET ADDRESS

GSA - DEPARTMENT OF HOMELAND SECURITY 63,300 CBD 1801 L St, NW

GSA - FEDERAL AVIATION ADMINISTRATION 25,000 CBD 1500 K St, NW

GSA - DEPARTMENT OF HOMELAND SECURITY 21,700 CBD 1801 L St, NW

DAVIS POLK & WARDWELL 20,400 East End 901 15th St, NW
FELDSMAN TUCKER 19,000 CBD 1129 20th St, NW
ALASKAN PIPELINE 14,000 CBD 1717 H St, NW

SOLAR ENERGY INDUSTRIES 13,200 East End 575 5th St, NW
INTERNATIONAL FOOD POLICY RESEARCH INSTITUTE 12,700 CBD 2033 K St, NW
EgiOR\éERY ACT TRANSPARENCY & ACCOUNTABILITY 12,300 CBD 1717 Pennsylvania Ave, NW
GSA - OFFICE OF TECHNOLOGY DEVELOPMENT 11,000 CBD 1717 H St, NW
TOPTEN RENEWAL LEASE TRANSACTIONS - SECOND QUARTER 2009

TENANT SQUARE FEET SUBMARKET ADDRESS

GSA - IMMIGRATION AND CUSTOMS ENFORCEMENT 104,000 East End 801 Eye St, NW

DAVIS WRIGHT TREMAINE 50,100 CBD 1919 Pennsylvania Ave, NW
AON SERVICE CORPORATION 31,900 CBD 1120 20th St, NW
CREATIVE ASSOCIATES INTERNATIONAL 27,600 Uptown 5301 Wisconsin Ave, NW
DC WATER & SEWAGE AUTHORITY 18,400 Capitol Hill/NoMa 810 Ist St, NE

SMART GROWTH AMERICA 10,200 CBD 1707 L St, NW

NIXON CENTER 7,100 CBD 1615 L St, NW

SQUIRE KNAPP DUNN COMMUNICATIONS 6,000 CBD 1818 N St, NW

CRAIN COMMUNICATIONS 4,600 East End 529 14th St, NW

DC CANCER CONSORTIUM 4,500 Uptown 5225 Wisconsin Ave, NW

WASHINGTON, DC OFFICE MARKET

Inventory and Vacancy by Submarket, Second Quarter 2009
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] East End

Market Activity

After proving to be the most recession-resilient District submarket in 2008, the East End had a
challenging first half of 2009 as tenants returned 480,000 square feet to the market. In the second
quarter alone, net absorption was negative 355,000 square feet - the largest quarterly decline since
2Q 1997. In addition to the fall off in demand, the East End submarket also experienced three highly
vacant deliveries this quarter. As a result, vacancy jumped 220 basis points to 9.7 percent, slightly
above the East End’s historical average of 9.6 percent. The most notable vacancies from the submarket
include the Department of Justice vacating 133,000 square feet at 1401 H Street, NW and McKinsey &
Co. relocating from 78,000 square feet at 600 14th Street, NW to the CBD. In addition, sublet space
increased 94 percent from last quarter, returning 350,000 square feet of empty space to the market.

The largest nonrenewal deal of the quarter came from the law firm of Davis Polk & Wardwell which
signed for 20,400 square feet at 901 15th Street, NW. Given the current state of the economy, Federal
users, who are relatively non-cyclical, helped keep the East End active. For example, US Immigration

SECOND QUARTER 2009 and Customs Enforcement renewed for 104,000 square feet at 801 Eye Street, NW. Like the CBD,

development in the East End was active in the second quarter and featured three deliveries with no

CHANGE CHANGE groundbreakings. Douglas Development delivered 1155 F Street, NW, a trophy building 74 percent

FROM FROM preleased to the law firms of Bryan Cave and Simpson Thacher & Bartlett, Lafayette Realty re-opened

Ql Q2 the doors of 1510 H Street, NW/, a 100 percent vacant office condo project, and Akridge finished

2009 2008 construction on 700 6th Street, NW, which is 29 percent preleased to the law firm of Cadwalader

Wickersham & Taft. Average asking rents were approximately $49.50 full-service for the quarter, flat

NET ABSORPTION . ' from a year ago and down from $50.00 in the previous quarter.

Market Outlook

DELIVERIES . ‘ Looking forward, an additional 260,000 square feet of new space is scheduled to deliver in the

remainder of 2009, 85 percent vacant. However, this new supply represents just a 0.6 percent increase

VACANCY f ‘ in the East End’s total inventory. As a result, expect vacancy rates to increase minimally from current

levels. However, expect the East End to struggle finding the traction to record positive absorption in
ASKING RATES . 0 2009. Like the CBD, the continued growth of Federal agencies stemming from increased government
spending - in addition to the multiplier effect that will help shore up balance sheets of local law firms
and private sector tenants - should influence leasing activity to pick up in the second half of 2009.

East End Office Market

SECOND QUARTER 2009
Deliveries - Net Absorption - Vacancy
Second Quarter 2009
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SECOND QUARTER 2009

CHANGE CHANGE

FROM FROM
Ql Q2
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VACANCY '
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- e

SECOND QUARTER 2009

Q209 QI 09

NET ABSORPTION 167K 222K

DELIVERIES 461K 664K

VACANCY 10.2%  9.7%

ASKING RATES $47.41 $48.12

GROUNDBREAKINGS 0 405K
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Central Business District

Market Activity

After recording negative 205,000 square feet of absorption in a lackluster 2008, the CBD
rebounded in the first half of 2009 as tenants absorbed a District-best 388,000 square feet,
167,000 square feet of which was absorbed in the second quarter. However, vacancy did
increase 50 basis points to 10.2 percent in the second quarter due, in part, to the delivery
of two buildings totaling 462,000 square feet, 76 percent vacant as of this writing. The
Department of Homeland Security signed the largest deal of the quarter, inking a 63,000
square foot prelease at 1801 L Street, NW. Amidst a challenging economic environment,
development activity in the CBD was the highlight of the second quarter 2009. Leading
the way was Akridge’s redevelopment of 308,000 square feet at 1200 19th Street, NW which
delivered 27 percent leased to McKinsey & Co. In addition, Tishman Speyer delivered
154,000 square feet at its 1775 Pennsylvania Avenue, NW trophy redevelopment, where the
added top floor was preleased for $60.00 NNN to Rockport Capital - one of the highest
rents ever achieved in DC. Following an active first quarter of groundbreakings, no new
construction began in the second quarter. Average asking rents were approximately $47.50
fullservice for the quarter, down from a year ago and a 1.5 percent decrease from the
previous quarter.

Market Outlook

With an additional 249,000 square feet set to deliver by year-end, 100 percent preleased,
expect vacancy rates in the CBD to remain flat in the short-term as both tenants and owners
sort out the current state of the economy. In addition, the continued expansion of Federal
agencies should help offset the effects of the existing new supply already delivered to the
submarket. Through the first half of 2009, yearto-date net absorption in the CBD has
already surpassed the 10-year annual average, thus expect the CBD to record a relatively
robust year. On the other hand, the CBD is currently oversupplied relative to demand. In
addition to the new space that has delivered, there is 586,000 square feet of sublease space
on the market, up from 473,000 square feet a year-ago. Thus, expect net effective rents to
continue decreasing as landlords become increasingly eager to fill space.

Central Business District Office Market
Deliveries - Net Absorption - Vacancy

Second Quarter 2009
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SECOND QUARTER 2009

CHANGE CHANGE

FROM FROM
Ql Q2
2009 2008

NET ABSORPTION . f
DELIVERIES 0 0

VACANCY . .
ASKING RATES ' .

SECOND QUARTER 2009

Q209 QI 09

NET ABSORPTION 3K 46K

DELIVERIES 0 0

VACANCY [1.7% 11.8%

ASKING RATES $42.78 $42.43

GROUNDBREAKINGS 0 0
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West End / Georgetown

Market Activity

Following a strong rally in the first quarter of 2009, leasing activity slowed in the West
End/Georgetown during the second quarter. Tenants absorbed 2,800 square feet and the
submarket-wide vacancy rate decreased 10 basis points to 11.7 percent. Complementing a
handful of small tenant deals, Convio, Inc. led all tenants by signing for 15,000 square feet at
1255 231d Street, NW. However, this positive activity was offset by the World Wildlife Fund
downsizing 29,000 square feet at 1250 24th Street, NW. The trend for the past four years
has been an exodus from this submarket with tenants vacating for various reasons, including
the lack of Metro access and limited expansionary options. Positive absorption in the first
half of the year may suggest a resurgence of the vibrant West End/Georgetown submarket,
where space is too economical to ignore for cost-conscious tenants who are hesitant to move
to the emerging markets of Capital Hill/NoMa and Southwest/Southeast. Average asking
rents stand at $43.00 full-service for the quarter, down from $44.00 a year ago but up from
the previous quarter.

Market Outlook

Despite a strong first half of 2009, it is likely that the slow, precipitous decline in the West
End/Georgetown office market may reappear in the remaining months of the year. No
new supply has delivered to the submarket since 2006, and no development plans are on
the horizon. Therefore, a sudden spike in vacancy is unlikely. Regardless, the geographic
and transportation limitations will continue to push some tenants to surrounding markets
throughout the region. However, the West/End Georgetown submarket does have a
flourishing retail sector which gives it a niche in the District. Going forward, expect this
submarket to benefit primarily from mixed-use growth where retail/residential prices are
amongst the highest in the city.

West End / Georgetown Office Market
Deliveries - Net Absorption - Vacancy

Second Quarter 2009
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SECOND QUARTER 2009
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NET ABSORPTION 64K  -82K
DELIVERIES 255K 0
VACANCY  82% 7%

ASKING RATES $45.37 $45.13
GROUNDBREAKINGS 0 0
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Capitol Hill / NoMa

Market Activity

Following a weak first quarter of 2009, the Capitol Hill/NoMa submarket rebounded in the
second quarter recording 63,000 square feet of positive absorption. The delivery of Dweck
Properties’ 300 New Jersey Avenue, NW which contained a 147,000 square foot prelease to
the law firm of Jones Day accounted for the majority of the positive absorption. However,
Jones Day is subletting an entire floor, and overall vacancy increased 120 basis points to
8.2 percent. On the whole, sublet space increased from the previous quarter due to the
Jones Day sublease and Results Education’s sublease at two Capitol Hill/NoMa locations.
Average asking rents were $45.00 full-service for the quarter, up from a year ago and up
slightly from the previous quarter.

Market Outlook

In 2008, the groundbreakings of mixed-use projects such as Constitution Square and 90 K
Street, NE marked the commencement of Capitol Hill/NoMa’s vision to become a top-tier
mixed-use community. While there has been significant office development in recent years,
not until now have developers added the residential/retail component to create massive
multi-user projects. Attempting to lure tenants from the core markets, building owners
will benefit from the addition of such mixed-use amenities. In the second half of 2009,
943,000 square feet of office space is scheduled to deliver, which will force vacancy rates
to climb sharply until the abundance of amenities and competitive rental rates become
too economical for tenants to ignore. With government expansion expected to continue,
Capitol Hill/NoMa is one of two submarkets that can accommodate large Federal users
in new space at a competitive price. This submarket is home to Federal agencies such
as the Securities and Exchange Commission (SEC) which, faced with expanded budget
authority, could demand more office space as well as create new jobs by outsourcing work
to government contractors.

Capitol Hill / NoMa Office Market
Deliveries - Net Absorption - Vacancy

Second Quarter 2009
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SECOND QUARTER 2009
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SECOND QUARTER 2009
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NET ABSORPTION  -14K 131K
DELIVERIES 274K 244K

VACANCY 9.6% 7.7%

ASKING RATES $4549 $46.11

GROUNDBREAKINGS 0 0
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Southwest / Southeast

Market Activity

The Southwest/Southeast submarket experienced a slightly negative second quarter of
2009, as tenants surrendered 14,000 square feet of occupied space. This leasing volume
is a significant decline from the first quarter of 2009 and can be attributed to the lack of
activity from both associations and government, which dominate this 13 million square
foot submarket. On the supply side, Monument Realty delivered 274,000 square feet at 55
M Street, SE, 100 percent vacant. As a result, vacancy increased 190 basis points from last
quarter to 9.6 percent. Due to the economic climate and a lack of amenities in Southwest/
Southeast, new buildings such as 55 M Street will require aggressive concession packages
in order to attract tenants to move from the District’s core markets. To date, Southwest/
Southeast tenants have absorbed 117,000 square feet in 2009, which is relatively healthy,
but far from the 1 million square foot level of absorption needed to keep vacancy stable.
Average asking rents were $45.50 fullservice for the quarter, down from a year ago and

down from $46.00 in the first quarter of 2009.

Market Outlook

Looking forward, an additional 1.2 million square feet is scheduled to deliver to the
submarket by year-end, 58 percent vacant at this writing. This new supply marks a 9 percent
increase in inventory and will cause vacancy levels to easily enter double digits by year-
end. With a similar mixed-use vision as Capitol Hill/NoMa, Southwest/Southeast has
the potential to become one of the District’s most illustrious areas. In the shortterm,
the submarket does face challenges with a significant amount of supply delivering, most of
which is speculative. However, Southwest/Southeast is positioned to be a major benefactor
of the Federal government’s expanding role in the national economy, as this submarket is
one of two that can accommodate large Federal users in new space at a competitive price.
The Southwest/Southeast submarket is home to Federal agencies such as the Department
of Transportation (DOT) which, faced with a $40.1 billion budget increase stemming from
the Stimulus bill, could demand more space as well as create new jobs by outsourcing work
to government contractors.

Southwest / Southeast Office Market
Deliveries - Net Absorption - Vacancy

Second Quarter 2009
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Uptown

Market Activity

While the Uptown submarket has quietly been the leanest market in the District since 20006,
it was hit hard in the second quarter of 2009. Uptown tenants returned 95,000 square feet
to the market, resulting in a 130 basis point increase in vacancy to 6.7 percent. Microsoft
vacated 65,000 square feet in order to relocate to Wisconsin Place in Chevy Chase, MD,
which accounted for the majority of the submarket’s vacancy increase. Additional small
tenant move-outs added to rise in empty space, which intensified the blow to this smaller
submarket. To date, net absorption rests at negative 133,000 square feet, which puts Uptown
on pace to have back-to-back years of negative absorption. Average asking rents were $37.00
full-service for the quarter, a slight decrease from a year ago and down 1.1 percent from the
previous quarter.

Market Outlook

As District development continues to expand outward from the city center, developers
may shift their focus to potential sites in the Uptown submarket. The Wisconsin Place
development in Chevy Chase, MD, which includes 290,000 square feet of office space, lies
just beyond the Uptown borders on Wisconsin Avenue. With significant leases in position,
Wisconsin Place’s success could act as a catalyst for potential development along Wisconsin
Avenue and in surrounding areas in the Uptown submarket. Convenient Metro access and
abundant amenities are factors that could boost the Uptown market allowing it to become
the next extension of the District’s emerging markets. Nevertheless, in the short-term, we
expect leasing activity to remain light in Uptown, with rents holding flat until the local
economy pulls out of its current contraction.

Uptown Office Market

Deliveries - Net Absorption - Vacancy

Second Quarter 2009
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