PIMCO

Your Global Investment Authority

Josh Olazabal
Vice President, Credit Analyst

‘A‘

Amit Arora
Senior Vice President
Portfolio Manager

Viewpoint

August 2012

Josh Olazabal and Amit Arora

Real Estate Resiliency:
the ‘REIT Model’ Proves its Mettle

Real Estate Investment Trusts (REITs) have not only survived one of
the worst real estate downturns in modern history, but have
actually been thriving during the past several years. How is this
possible, given the depths and persistence of the housing and
commercial property market meltdown? In our view, this resiliency
can be attributed to a number of attributes, which PIMCO
collectively refers to as “the REIT model.”

The evolution of REITs

First, a bit of historical perspective: REITs have their roots in a series of legislative
actions (some going back to Massachusetts in the 1800s) designed to open up
passive real estate investing to the broader public. The REIT structures allowed
thousands of investors to pool their funds together and buy professionally
managed real estate — for example, a number of apartments — adding
diversification for their portfolios.

Key to the development of the REIT sector was the establishment of REITs as
pass-through vehicles — there would be no taxation at the corporate level, with
income taxes being the responsibility of the individual unit holder. In turn, the
REIT would be required to pay out 90% of available earnings annually in the
form of dividends. As the sector matured, we saw the dawning of the modern
era for REITs in the late 1970s and especially the 1980s as management of REIT
portfolios shifted from external managers to managers affiliated with the REIT,
along with the emergence of many of the most well-known and largest REITs we
see today.

The emergence of the modern REIT was also marked by a shift in the sources of
debt financing for property acquisitions and development away from the
traditional model (which consisted of mortgage borrowing against specific
properties) to the unsecured debt model that characterizes most large REIT
corporations today (issuing unsecured debt that does not involve mortgage
borrowing against a specific property).

Given the long-lived nature of the real estate assets underlying the REITs, the
most natural investor for the REIT unsecured debt would prove to be insurance
companies — investors with long-lived liabilities, many of which were already
invested heavily in commercial real estate through their traditional underwriting
of property-level mortgages for REITs, and other owners of commercial real
estate assets.



The REIT model emerges

While insurance companies were familiar with REITs (and many of their
properties and portfolios), they were also comfortable with the property-level
covenants typically associated with commercial mortgages: limits on
encumbrances, minimum debt service coverage, etc. Accordingly, when a
handful of the larger U.S. insurance companies began to look at REIT unsecured
debt —i.e. debt issued by property-owning REITS not backed by any specific
asset owned by the REIT — they also asked for the same type of covenants that
were associated with property-level mortgages. In time, these requirements,
what the investors required for a bond issue to pass muster with insurance
buyers, began to coalesce into a standard REIT covenant package that typically
included certain limits (or “stops”) on debt incurrence and limits on
unencumbered assets (assets without mortgages).

For example:

e Alimitation of total debt incurrence, typically no more than 60% of
total assets, though sometimes 65%.

e Alimitation on secured (mortgage) debt incurrence; typically 40% of
total assets, though sometimes 45%.

e Afixed charge coverage covenant that prohibits further debt incurrence
if the fixed charge coverage ratio (interest payments plus preferred
dividends typically) is less than 1.5x (the company has earned 1.5 times
its fixed costs).

e A requirement that the ratio of unencumbered assets (assets without
mortgages) to unsecured debt be maintained at 150% or better.

This covenant package, essentially unique in investment-grade space and more
typical of the high yield area, has become essentially de rigueur for REITs that
issue unsecured debt. While a number of REITs have tried issuing without the
associated package, especially in “bubble” periods, few have succeeded in the
face of the inevitable pushback from a firmly established buyer base.

Together with a number of other key factors — including the long-lived nature of
REIT leases and the generally higher quality of underlying assets for publicly
traded REITs compared those in the private real estate market — the covenant
package makes up the basis for what we at PIMCO view as the “REIT model” of
fixed income real estate investing.

The impact of the REIT Model

Taken together, the covenant package and other elements of the REIT model
provided the requisite breathing room that allowed REITs to weather the worst
downturn in commercial real estate (CRE) in the last 70 years with only a single
REIT filing for bankruptcy protection — one that did not have the REIT covenant
package.

As mentioned earlier, by providing a “stop” on debt incurrence, restrictions in
the covenant package helps ensure that REITs have much lower debt-to-market
value ratios than those typically seen in commercial real estate, which is a
leverage-intensive business.

This lower debt provides something of a common “cushion” for REITS. For
example, essentially for a REIT like the example shown in Figure 1, a 52% decline
in market value would have been required before the unsecured debt became
effectively impaired — something that did not occur in a CRE market generally
characterized by 35% to 40% declines in market value peak to trough. In the
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Figure 1: Effect of the Covenants on REITs: example
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Sample for illustrative purposes only.
Source: Company SEC filings as of 3 July, 2012
Debt and common equity shown as a percentage of the total cap structure.

case of this example, this cushion also translates into a lower loan-to-value (LTV)
ratio on a market basis, as the market price of equity generally exceeds the book
price.

The generally higher-quality nature of the REIT portfolios relative to other private
market real estate portfolios helped ensure that: 1) the overall impact of the
downturn was muted, as mediocre properties saw vacancies and rent reduction
much worse than those that hit class A (the highest quality property class) and
other strategically-located REIT properties, and 2) the REIT portfolios generally
rebounded faster, as tenants looked to take advantage of the downturn to move
into higher-quality facilities.

The fact that commercial leases typically extend for long periods of time helped
prevent a deep deterioration in rents for the office and industrial sectors — two
areas hit hard by job losses. In fact, some REITs actually saw year-over-year mark-
to-market increases in rents for parts of their portfolios as leases from a decade
ago were renewed at higher rates.

Collectively, these factors appear to have helped convince debt and equity REIT
market investors looking at REIT valuations in 2009 that the REIT model itself
was fundamentally sound and valuations were actually attractive when viewed
relative to the overall decline in the broader CRE market, as represented by the
NCREIF Property Index.

In March of 2009, a series of REITs led by Simon Property Group and soon
followed by other key names like KIMCO and Equity Residential were able to
successfully generate capital by issuing both debt and equity. While the price to
do so in terms of equity dilution and bond coupons was high, the message
seemed clear — the REIT model was attractive and might help these companies
survive the downturn.

Ruin and redemption

In the early months of 2009 the real estate market plummeted and the REIT
sector came under pressure that had not been seen in the modern era. REIT
equities were decimated, with various REIT indexes down 70% to 80% and
individual equities losing as much as 95% of their value from the highs of early
2007- the height of the real estate bubble. Simultaneously, the spreads on REIT
unsecured bonds and credit default swaps (CDS) — the best measure of how the
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market perceives credit risk of an individual issuer — blew out by 800 to 900 bps

(see Figure 2).

At the time, a prudent investor would certainly have been quite justified in
asking: Is the REIT model for publicly-traded real estate investing still viable? Can
it survive in the wake of the meltdown of the underlying commercial real estate

market itself?

Figure 2: REIT dark ages: unsecured bond spreads (left) and REIT equity 2007-2009
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Source: Barclays Capital and Bloomberg as of 3 July 2012

Left chart, unsecured bond spreads for illustrative purposes only, based on a representative sample of
available REIT bonds with a wide range of credit quality, liquidity and sector representations. The sample was chosen
to represent the diverse REIT unsecured bond market. Right chart, REIT equity market is represented by MSCI U.S.
REIT Index (RMZ). The index represents approximately 85% of the U.S. REIT universe.

Now, flash forward to the present day.

Not only have REITs survived the recession so far, but two segments of the REIT
market in particular have recorded strong performance from 2009 to 2012 (see
Figure 3). Equity REITs, which own and manage properties and issue shares to
investors to generate working capital, posted strong performance during the
"“Great REIT Revival” period (see chart on right). And REIT-issued unsecured debt
has been one of the best-performing areas of the entire investment-grade credit
market (spreads are shown in left chart).
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Figure 3: REIT Revival: unsecured bond spreads (left) and REIT equity 2009-2012
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Source: Barclays Capital and Bloomberg as of 3 July 2012

Left chart, unsecured bond spreads for illustrative purposes only, based on a representative sample of
available REIT bonds with a wide range of credit quality, liquidity and sector representations. The sample was chosen
to represent the diverse REIT unsecured bond market. Right chart, REIT equity market is represented by MSCI U.S.
REIT Index (RMZ). The index represents approximately 85% of the U.S. REIT universe.

Implications for the future

In our view, the “Great REIT Revival” has been nothing short of remarkable,
especially in the context of where things stood in early 2009. REIT-issued bonds
have tightened considerably, and now trade fairly vs. other investment-grade
bonds, based on historical norms.

It remains to be seen whether the resurgence that began in 2009 has run its
course or will continue. Regardless, PIMCO continues to view the REIT model
favorably — especially property-owning REITs that issue unsecured debt.

We believe low default rates and relatively high recovery rates, driven largely by
the REIT covenant package, make the sector attractive over the long term —
particularly for buy-and-hold investors (there will always be a degree of volatility
and illiquidity associated with REITs) looking for exposure to commercial real
estate.
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Past performance is not a guarantee or a reliable indicator of future results. All investments contain risk
and may lose value. REITs are subject to risk, such as poor performance by the manager, adverse changes to tax laws
or failure to qualify for tax-free pass-through of income. Investing in the bond market is subject to certain risks
including market, interest-rate, issuer, credit, and inflation risk; investments may be worth more or less than the
original cost when redeemed. References to specific securities and their issuers are for illustrative purposes only and
are not intended and should not be interpreted as recommendations to purchase or sell such securities. PIMCO may or
may not own the securities referenced and, if such securities are owned, no representation is being made that such
securities will continue to be held.

Statements concerning financial market trends are based on current market conditions, which will fluctuate. There is
no guarantee that these investment strategies will work under all market conditions or are suitable for all investors
and each investor should evaluate their ability to invest for the long-term, especially during periods of downturn in the
market.

The MSCI US REIT Index is a free float-adjusted market capitalization weighted index that is comprised of equity REITs
that are included in the MSCI US Investable Market 2500 Index, with the exception of specialty equity REITs that do
not generate a majority of their revenue and income from real estate rental and leasing operations. The index
represents approximately 85% of the US REIT universe. It is not possible to invest directly in an unmanaged index.

This material contains the opinions of the author but not necessarily those of PIMCO and such opinions are subject to
change without notice. This material is distributed for informational purposes only and should not be considered as
investment advice or a recommendation of any particular security, strategy or investment product. Information
contained herein has been obtained from sources believed to be reliable, but not guaranteed.
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PIMCO provides services only to qualified institutions and investors. This is not an offer to any person in any
jurisdiction where unlawful or unauthorized. | Pacific Investment Management Company LLC, 840 Newport
Center Drive, Newport Beach, CA 92660 is regulated by the United States Securities and Exchange Commission. |
PIMCO Europe Ltd (Company No. 2604517), PIMCO Europe, Ltd Munich Branch (Company No. 157591), PIMCO
Europe, Ltd Amsterdam Branch (Company No. 24319743), and PIMCO Europe Ltd - Italy (Company No.
07533910969) are authorised and regulated by the Financial Services Authority (25 The North Colonnade, Canary
Wharf, London E14 5HS) in the UK. The Amsterdam, Italy and Munich Branches are additionally regulated by the AFM,
CONSOB in accordance with Article 27 of the Italian Consolidated Financial Act, and BaFin in accordance with Section
53b of the German Banking Act, respectively. PIMCO Europe Ltd services and products are available only to
professional clients as defined in the Financial Services Authority's Handbook and are not available to individual

investors, who should not rely on this communication. | PIMCO Deutschland GmbH (Company No. 192083, Seidlstr.

24-24a, 80335 Munich, Germany) is authorised and regulated by the German Federal Financial Supervisory Authority
(BaFin) (Marie- Curie-Str. 24-28, 60439 Frankfurt am Main) in Germany in accordance with Section 32 of the German
Banking Act (KWG). The services and products provided by PIMCO Deutschland GmbH are available only to
professional clients as defined in Section 31a para. 2 German Securities Trading Act (WpHG). They are not available to
individual investors, who should not rely on this communication. | PIMCO Asia Pte Ltd (501 Orchard Road #08-03,
Wheelock Place, Singapore 238880, Registration No. 199804652K) is regulated by the Monetary Authority of
Singapore as a holder of a capital markets services licence and an exempt financial adviser. PIMCO Asia Pte Ltd
services and products are available only to accredited investors, expert investors and institutional investors as defined
in the Securities and Futures Act. | PIMCO Asia Limited (24" Floor, Units 2402, 2403 & 2405 Nine Queen’s Road
Central, Hong Kong) is licensed by the Securities and Futures Commission for Types 1, 4 and 9 regulated activities
under the Securities and Futures Ordinance. The asset management services and investment products are not available
to persons where provision of such services and products is unauthorised. | PIMCO Australia Pty Ltd (Level 19, 363
George Street, Sydney, NSW 2000, Australia), AFSL 246862 and ABN 54084280508, offers services to wholesale
clients as defined in the Corporations Act 2001. | PIMCO Japan Ltd (Toranomon Towers Office 18F, 4-1-28,
Toranomon, Minato-ku, Tokyo, Japan 105-0001) Financial Instruments Business Registration Number is Director of
Kanto Local Finance Bureau (Financial Instruments Firm) No.382. PIMCO Japan Ltd is a member of Japan Investment
Advisers Association and Investment Trusts Association. Investment management products and services offered by
PIMCO Japan Ltd are offered only to persons within its respective jurisdiction, and are not available to persons where
provision of such products or services is unauthorized. Valuations of assets will fluctuate based upon prices of
securities and values of derivative transactions in the portfolio, market conditions, interest rates, and credit risk,
among others. Investments in foreign currency denominated assets will be affected by foreign exchange rates. There is
no guarantee that the principal amount of the investment will be preserved, or that a certain return will be realized;
the investment could suffer a loss. All profits and losses incur to the investor. The amounts, maximum amounts and
calculation methodologies of each type of fee and expense and their total amounts will vary depending on the
investment strategy, the status of investment performance, period of management and outstanding balance of assets
and thus such fees and expenses cannot be set forth herein. | PIMCO Canada Corp. (120 Adelaide Street West,
Suite 1901, Toronto, Ontario, Canada M5H 1T1) services and products may only be available in certain provinces or
territories of Canada and only through dealers authorized for that purpose. | No part of this publication may be
reproduced in any form, or referred to in any other publication, without express written permission. © 2012, PIMCO.
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