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AUSTRALIAN REAL ESTA TE SECURITIES

Fund Performance

The Resolution Capital Core Plus Property Securities Fund outperformed the S&P/ASX
300 AREIT Accumulation Index by 383basis pointsfor quarter ended December 2008

Period Ending 31 December2008*

Quarter Since

%  Inceptiord %

Fund -29.40 -29.40
Benchmark -33.23 -33.23
Difference 3.83 3.83

*Returns are expressediterdeducting investment managemeasts
#30 September 2008

Resolution Capital CorePlus Property Securities Fund Unit Price

Entry Exit
30 September 2008 $1.0030 $0.9970
31 December 2008 $0.7081 $0.7039

Market Performance

Market Overview

Quarterly
31 Dec 30 Sept  Accumulation

2008 2008 Return
S&P/ASX 300A-REIT Accumulation Index 17,622 26,395 -33.23%
S&P/ASX 300 Index 24,649 30,237 -18.48%
UBS Globallnvestors Index AUD 826 1,145 -27.86/%
UBS Global Investors Index AUD (Hedged) 764 1,239 -38.3%%
10 Year Bonds 4.0% 5.39%
90 Day Bills 4.3% 7.05%
AUD/USD $0.691 $0.792 -12.7%%6
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Executive Summary

Following a painful lesson, investors now apprechai® the risk profile of the AREIT sector has
changed over the past 10 years and the dangers of extrapolating historic returns in order tc
accumulate wealth when many of the underlying investments ardewazaged and oveariced.

With the threat of thecredit crisis and collapsing confidence causing fears of an economic
depression,nvestors areadjusting to a period of weaker earnings and general uncertainty.
Moments of hope, triggered by government desperate attempts to stabilise the situatioimgs crea
extrememarketvolatility typical of a periodf anxiety.

Whilst it is an uncertain environment, today the threat to good investment returns are arguably less
than in 2007 when ignorance was blistsodd&dnde
prices represent good value if you believe we are in the midst of a systemic economic collapse.

Due to the certainty of its medium to long term contracted rental income streams, ordinarily in a
period of economic contraction, this could be congidex period in which real estaedad REITs
should outperform broad equities. Whilat number of REITs are positioning themselves to
withstand the stormthe majority of the industry is overwhelmed with capital management issues
associated with excessivehtddoadswhich magnify the mounting pressure on rents caused by
faltering tenant demand

It is in times of extreme duress that shrewd operators can add lasting value. Hence we continue t
favour select vehicles with strong balance sheets, stable cash dlood real estate and superior
capital and asset management skills. We believe these stocks will serve a valuable purpose in
broadly diversified investment portfolio.

Quarter and Year End 31 December 2008

The AREIT 300 Accumulatiorindex produced a tat return of-33.23% for the quarter ended 31
December 2008 ané5.3% for the calendar year.

S&P ASX300 AREIT Index annual retu
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Increasing financial market duress heightened infoeth quarter of calendar 2008to a full
blown crisiscausngii wor st caseo0 S cC e tsaeaningsredssessdade t est ed

In light of the boundless optimism, fuelled by synchronised global economic growth, seemingly
inexhaustible liquidity (read debt) and the taming of inflation, the accepted ethos was that
investors simply wanted earnings and dividleaccretion. To be fair, few investors seemed to
guestion the risks associated with the acquisition and leverage frenzy which ensued.

Unfortunately, few REIT management teams appear to have contemjgat@dne prepared for

even moderate market turbnte: How could the most generous capital markets descend into the
worst credit crisis for over 50 years in such rapid fashisoeh is the severity of thearket
conditions that even the best managed REI Ts
current albeit far from inspiringcatchphrase.

Even allowing for these exceptional circumstances, the dearth of high quality REIT management
teams with robust strategies has become painfully apparent. For many it was asimatterof

falling into the tap of complacency and herd mentality. For sotineinvestment case agbased

on a hollow promise, luck and the hope gbralongedup cycle (or at least one it would seem
where the end would be officially announced in the morning papers 12 months in advance). At
worst, some vehicles were simply established for a bull market and the financial benefit of the
sponsor/management who cdalemonstrateompelling financial gymnastioshich was viewed,

in some quarterssa sign of superior intellect

When the danger signs began to emerge in thepsoie credit market in mi@007 it would
appear that most managers thought it isolatedsimall part of the US financial system focused

on housing. Few recognised it as part of the hubris that existed in the broader market. Even
Centrobs coll apse in December 2007 failed t
and investment stragg, at least publicly, albeit it was probably too late for most.

To date, REITs that have experienced the greatest duress are predominantly those with highe
gearing, need ongoing access to additional capital and too heekégt on transaction/funds
management earnings. Excessive financial engineering also is a common feature.

Given the &extent of the sectorébés | everage,
AREIT gearing levels remain perilously close to borrowing covenants which has seeeial
vehicles vulnerable in the volatile financial environment.

As we shall discuss, the industry still has much to do to sort out the balance sheet mess in a hostil
capital market whilst dealing with a deteriorating economy.

Heady days drinking cheapwine creates a major hangover

In the decade to 2007, underlying market net rent growth was barely above inflation. However, the
REIT sector was able to generate higher headline earnings and dividend growth through othet
means including:

i paying out more tn 100% of earnings, part of which was justified by accounting
changes,
i enhancing earnings through financial engineering such as foreign currency hedging,
increasing development returns,
1  funds management initiatives and capital recycling providing therappty for
some to include gains on asset sales as part of ordinary earnings; and
i increasing leverage.

=
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High gearingbecame t he norm as Afkeeping equity ¢
particularly off balance sheeifjcreased return on equityurthermore, it providedprotection
against takeover by the marauding private equity funds and other predators. Debt was seemingl
divorced from thenegative implicationsf risk with Loan to Value Rtio (LVR) covenants seen as

a ceiling, rather than a precipicto which REITs could manage on the basis of presumed
fistraightlineo rentand capitabrowth.

Despite the lower quality earnings and distributions, several vehicles traded at a premium to
traditional benchmarks (e.g. price/NTA, equities and bond yidligely because the market
erroneously expected sustainable real EPS and DPS growth.

The market failed to recogniseme basic rules of real estate investment including:

0 Value creationi Simply buying a propertyn a competitive bid processs i ng OA chaga g :
and financial engineering to generate a positive yield spread does not, in itself, make the property
or the REITimmediatelymore valuablePutting aside liquidity and diversification argumentsy a
Agoodwi |l | 6 ascr i lmendrallytbe on ghe Basid of pravdn cvalue ddding asset
management.

Furthermore, the value proposition of the integrated real estate investment, funds management an
trading entity needs to be more critically evaluatebhtii 2007, implied market valuation
multiples ascribed to theeal estate funds managemdnisinessesvere,in several cases (e.qg.
Centro and Goodmanfar higher tharfor i t r a d idivarsiied dluedchidunds management
entities (e.g. AMRand Perpetual

0 Risk management Whilstthes hor t comi ngs o f-f rdeeebd swirtuhd tnura
recognised, w are not opposed to the use of debt as part oREI& capital structurelt is a

matter of structure and scale in conjunction with investor expectations and management that
undersand the dynamics of the underlying real estate portfolio.

With the added pain of hindsi ght , matchhng highRE | °
levels of comparately short term debt against a periodicaillljquid capital intensive asset,
togethemwith a high income payout ratio, wakimately doomed.

The use of financial engineering and complicated nature of several of the stapled REIT structures
which involved borrowing against goodwill and-iwestment in geared funds, exacerbated the
risks.

History would suggest the benefits of high leverage inthe up cyelear d e r -i tha@ it lhamk
permanent damage caused when lenders take control after a downifcymedebt is not
structured appropriatelyfhat is, management seem incapable déwdaging at the right time.
Perhaps this is a limitation of operating in the public market whereby management feel pressure tc
conform to the middle ground.
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Whilst the last decade witnesseoh unusually long and robust period of economic growth,
partiaularly in Australia,inevitably the economic cycle would turn, finance costs would rise and
asset values decline. Yet few managers dared to be different in their capital stindeerd, the
sector once considered a safe haven, increased its gearing latmad equities, significantly
changing its risk characteristidsurthermore, as the chart following illustrates, AREITs continue
to increase leveragtespitehistorically low valuation yields and interest rates

Australian commercial property yields 1993008
VS
AREIT sector gearing (Debt/Gross Asset)
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For their part,nvestors failed tadequately analyse dflance sheet leverage and discern the
guality of the debt including the nature of the counterparty, debt duration and ramifications of
breacling covenants. The benchmark of good treasury and capital managemeyaneesly
viewed & the lowest interest rate on debt and the least amount of equity issuance.

Analysing Performance: Financial Engineeringi what has the A$ got
to do with the price of fish?

Rather than declining asset values, which remains a major challenge for 209@atiest threat
to the AREIT sectorés financi al security i
rapid depreciation of the Australian Dollar.
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The collapsing A$ wreaks lavoc onAREIT s
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AREIT foreign investment (whichs the chart following highlights nowepresents circa 40% of
underlying asses ) provided t he opportunity t o gene
distributions under the guise of currency hedging. Phétice and the rapid depreciation of the

A$ in the second half of 2008egatively impacted REITs in 2 ways:

I. For AREITs with a mix of Australian and offshore investments, several managers
utilised significant amounts of foreign debt to act as a natural foreign currency
exchange hedge against the offishassets.

As the A$ fell sharply thdranslated local value of the foreign debtreased
dramatically thereby raising the REITaverallgearing levels and threatening LTV
borrowing covenants Examples includé&PT, Dexus, ING Officeand Macquarie
Office.

ii.  Furthermore, offshore investe®REITs employedderivative capital and income
currency hedges which had the side effect of boosting reported earnings thanks to
the interest rate differential (i . e.
casesmnanagement duly included this windféllc afsl hogain as part of normal
earnings and distributions (no doubt hoping to reduce its cost of capital to fuel
further acquisitions).

As the A$ depreciated dramatically, the hedges experienced rapidly growing
unrealised losses which would require significant amounts of cash to settle either as
the hedge matured or the A$ reached certain critical levels. With access to
additional capitalestricted counteparties became increasingly nervous about the
ability of some AREITs to cover these margins. The Rubicon vehicles, Galileo
Japan and Macquarie DDR were casualties of this ssweas Centro earlier in the
year

In response, the affected REITs were forced to suspen@ducedividends. In some cases,
AREITs that could mount a case for some residual shareholder equity were forced to undertake
emergency equity capital raisings at deeply discouatedearnings dilutiomg prices.Those that

could not justify any financial merit are naensigned to the baskedse segment of the market.
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Overseas Assets as a % of Total Asse
owned by AREITs
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What do Credit Market Conditions mean for REIT Default Risk?

Globally, a significant number ofomparativelywell managed REITs remain financially sound
thanks to:

V  High quality real estate portfolios;

V  resilient incomeunderpinned by a diversified tenant base and average lease
durations of over 4 yearand

V  healthyinterest cover of more th&h5times

This provides obvious and significant comforh dealing with the current uncertain economic
environment

Furthermore compared with Australia, some overseas REITs have had access to a more diverse
array of debt instruments (e.g. preferred shares and convertible notes) with longer term maturities
For example British Landbds aver &Bgublic8tedneIncd ur .
is almost entirely funded with perpetual preferred shares which, as the name implies, never require
refinance provided it complies with covenants.

However, given the dramatic deterioration of credit markets and extent of leveragepaittsi of
the industry, the risk of REIT default has obviously risen considelablying to a significant
increase in the yields on traded debt instruments as the following Credit Default Swap chart

illustrates
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Nevertheless, abpite the gloom REIT and commercial real estate default rates have been
relatively containedi so far For the majority of the industry, creditors have been staved off
because underlying real estate values have not yet deteriorated markediyntahihcome ha
remained stable

Even US fAvictimso Gener al Growth and Maguir
year Centrobés |l enders announced they woul d
existing equity stakeholders investment in the Vehiwt maintained the operating platform. We
expect this will be repeated in several other cases in the year ahead.

Perhaps it is a case of the old adafjgou owe the bank $1 millioypu have a problem but if you
owe the bank $1 billiothe bankhas a poblem or $20bn in the case of General Growth.

As real estate transactional activity is miniraald operating castows are sufficient to cover
interest coststhere seems little point in banks taking conaitod instigating a fire sale process

with no-one to sell to Furthermore, banks and other creditors taking control could increase the
risk that asset management and leasing platforms could disintegrate, resulting in declining income
and further deterioration in potential capital values.

The growth ofsecuriti®d debtproductsover the decade to 200hotably theCommercial

Mortgage Backed Securitie€BS) market, has resulted in uncertainty/lack of clear processes
and leadership in effectively dealing with and managinglitteessed debtork-out piocess.
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Australia - CMBS Issuance
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It is also worth noting that to date the REIT industry has had to contend with a limited amount of
debt refinance. 201R011 is seen as a critical period in this respect with a significant amount of
the industryodos ref duemthisgerodequi rements fallir
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SourceCompany press

releases

The collapse of the CMBS market and expected withdrawal of foreign banks raises the serious
guestion: who will refinance these products as they mature in coming years?

Partly in response to these issues, in January 2009 the Australian Government announced that

would help establish a commercial property liquidity fund designed to alleviate the pressure of
foreign lenders withdrawing from the local market.
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Recalibrate and Recapitalise: How has the AREIT Industry

Responded?

In light of its financial position, &ly in 2008 we highlighted the need for the industry to

ARecal i brate and Recapitalisedo in ordefactt o

wehihl i ghted this as an i ssue blaetdHe Good TinnesRoll r e p
(Until the wheel falls off)o. Please ask us

Compelled to act by financial crisis andthvmaterial real estate saldifficult to achieve at
worthwhile pricesAREITs have inplemented rangeof other measures including:

- Dividend payout ratio reduction Several AREITs have reduced dividends to a
level in line with earnings after recurrent capital expenditure andéeforency
hedge enhancementa policy which the industry should have adopted many years
ago.

- Reduced development activitonsistent with the broader market, REITs have
been aggressively dutg development activity. With increased leasing riskver
asset valuationgnd the increasing cost of finance, development simply does not
make sense.

- Reduced overheadslLargely as a consequence of the curtailed development
programs and funds management activities a number of REITs have cut employee
headcounts.

- Equity raisings As highlighted in the followingtables, the AREIT sector has
undertaken substantial equity capital raisiofapproximately $5billionwhich are
made more significant by the state of capital markets and the diminished market
capitalisationof the sector. Most were at deep discounts to stated NTA and were
highly earnings dilutionary, underlining their emergency nature.

Only the capital raisings of Stockland (SGP) and CFS Retail (CFX) in October could be described
as opportunistic. SGP usttk capital to fund minority stakes in other listed vehicles such as GPT,
FKP and Aevum. Meanwhile CFX will use the capital to fund its ongoing, albeit reduced,
development program.

AREIT Equity Capital Raisings Dec Qtr 2008

Ticker Month Issue Price Price at  Issue Priceat Amount Gearing Gearing % of new
of Price prior to month price vs. month raised prior to after shares
Issue raising end prior Month end post (million)  raising raising issued

toissue endpre issue
issue

APZ Oct $0.90 $0.95 $1.14 -21.1% $0.69 $22 33.3% 30.0% 9.0%
SGP Oct $5.30 $5.70 $5.40 -1.9% $3.97 $300 28.9% 26.6% 4.0%
CFX Oct $2.00 $2.40 $2.25 -11.1% $2.04 $325 27.3% 22.9% 7.0%
GPT Oct $0.60 $0.88 $1.33 -55.0% $0.75  $1,600* 37.3% 28.3%  113.0%
GMG Oct $0.90 $0.98 $2.37 -62.0% $0.94 $955* 39.9% 35.0% 62.0%
MGR Nov $0.90 $0.96 $2.38 -62.2% $0.96 $500 32.5% 26.6% 49.0%
DXS Dec $0.77 $0.82 $0.83 -7.2% $0.82 $300 37.0% 34.0% 13.0%
IOF Dec $0.80 $0.97 $1.03 -22.6% $0.81 $400 41.1% 32.0% 41.0%
MOF Dec $0.20 $0.21 $0.29 -31.7% $0.24 $508 45.8% 37.5%  125.0%

Source: company press releases, Resolution Capital
* = incl. retail component in November
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Further mor e, we note that several vehicles
which in plain language is a capital raising. InterestinglyS WRREITs have gained blanket
permission from the Internal Revenue Service (IRS) to be able topR0% of their dividend

in stock for a period of twelve montHsimilar initiatives are being considered for UK REITs.

AREIT Historical Capital Raisings ¢
% of Market Capitalisation
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Despite these initiatives the financial position of many ARE@Amains uncomfortable assset
valuations remain stretcheahd there isimited headroom with borrowing covenants (most simply
restored the value lost as a consequence of currency movements or in some cases developme
inventory writedowns) Disappointingly few REITs were able to renegotiate more favourable
loan covenants gsart of recent equity capital raisings. Hence, should stated asset vallieis fall
response to falling rental income and/or softening cap rates whietnaost certainly inevitablé

the REITs will be once again in danger of breaching loan coverBotsom line, we expect
follow-up equity capital raisings.

Furthermore, despite the embarrassing state of the local industry few senior managers have:

a. Been dismissed or resigned.
b. Revised (i.e. slashed) salaries or external management fees

c. Devised and/omarticulated strategies for better performance in the future (i.e. to
avoid repeating the same mistakes).

As a consequence, we have been selective in equity raising participatome offerings did not
appear attractive value particularly given the qasl state of management, continued high
leverage and the extent of our expectal estatealuation declines.
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AREIT Dividends Under Pressure

Based on managemegtiidanceand our own forecastthe AREIT s e c t o r Singple averéyd
dividend per security is expectén be 2% below thepeak level of 2007Based on 30 June 2007
equity market cap (i.e. before the turmoil unfolded) the weighted average dividend per share
decline equates t@5%.We detail thadividendchanges in the tablbelow.

Only two index stocks CFS Retail Trusand Bunnings Warehouse Property Truste yet to
officially reduce dividends.

Westfield s announcement that its2iddend pen seeurty wolddofall rom
$1.065 to a range of $0.91.00 thg calendar year does not, in our opinion, go far enough. The
company continues to paput more than it is earning, its gearing is becoming an issue (if only in
terms of maintaining an A credit rating) and it has a significant development pipeline

DPU

AREIT Didend Per Securitycents) Change

2007 2008 2009(f) 200709
Abacus Property Group 0.13 0.09 0.02 -85%
APN European Retail Property Group 0.10 0.07 0.01 -90%
Babcock & Brown Japan Property Trust  0.12 0.13 0.11 -12%
BunningsWarehouse Property Trust 0.13 0.14 0.14 9%
Centro Properties Group 0.40 0.00 0.00 -100%
Centro Retail Group 0.13 0.03 0.00 -100%
CFS Retail Property Trust 0.12 0.12 0.13 8%
Challenger Diversified Property Group 0.08 0.07 0.07 -6%
Charter Hall Group 0.10 0.13 0.08 -23%
Commonwealth Property Office Fund 0.10 0.09 0.09 -13%
Dexus Property Group 0.11 0.12 0.08 -33%
Galileo Japan Trust 0.08 0.08 0.02 -81%
Goodman Group 0.32 0.35 0.28 -11%
GPT Group 0.28 0.20 0.07 -75%
ING Industrial Fund 0.17 0.07 0.04 -76%
ING Office Fund 0.11 0.11 0.10 -8%
Macquarie Countrywide Trust 0.16 0.14 0.07 -55%
Macquarie DDR Trust 0.10 0.09 0.01 -90%
Macquarie Office Trust 0.11 0.11 0.03 -73%
Mirvac Group 0.32 0.33 0.13 -58%
Mirvac Industrial Trust 0.10 0.06 0.05 -49%
Reckson New York Property Trust 0.08 0.06 0.05 -40%
Rubicon America Trust 0.11 0.11 0.00 -100%
Rubicon Europe Trust Group 0.10 0.05 0.00 -100%
Rubicon Japan Trust 0.08 0.00 0.00 -100%
Stockland 0.44 0.47 0.34 -23%
Tishman Speyer Office Fund 0.17 0.17 0.10 -41%
Valad Property Group 0.11 0.11 0.02 -86%
Westfield Group 1.07 1.07 0.97 -9%

*2007 figures have not been adjusted for capital issuance.
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It should be noted that to date underlying rentabme has remained staland in some cases
increased. Hence pressure on dividends has not been the result of a deterioration of real esta
income. As the economy contracts we believe pressure on this front will begin to emerge in 2009.

Rather, REIT dividends have been ungmessure from:

- Cutting the payout ratig most now recognising the importance of at least retaining
recurrent property capital expenditure

- Dilutionary equity capital raisings
- Increasedlebtfunding costs principally due to margin expansion

- Development returns (of projects now in the completion phas)ow less than
the marginal cost of finance

- Reduced transactionatlatedincome e.g. funds establishment fees, asset sales and
residenti al | and trading a hidhlighted t the. M
unsustainable nature of its distribution of profits on asset sales, the deterioration of
the residential market and need to refinance forthcoming debt maturities. Goodman
has similar issues in its industrial focused development and fundagement
platform.

As a result of these factors, reference to
largely meaningless. Furthermore, as the table below highlights, the income yield of the Australian
REIT market is converging with globeabmparables.

AREIT vs Global REIT Valuation and Dividend Yield Comparison (As at 22 January 2009)

AREITs Global REITs
Dividend Yield 9.0% 8.0%
Enterprise Value (EV) Yield 7.6% 7.2%
Earnings (FFO) Yield 10.8% 11.5%
Dividend Payout Ratio 92% 73.8%

Source: RCL

This should remove some of the aversion to investment in global real estate securities (ignoring
withholding taxes) albeit the quality of the income and capital security was previously overlooked.

We reiterate that REITs income streams ardcglly underpinned by income streams from

contractual leases of at least 3 years. REITs such as British Land enjoy an average lease duratic
of 15 years.
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Yield Differential Between Aus 10 year Bond and AREIT Dividend
Yield
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Direct Markets: Transaction Drought and Supply
Demand Fundamentals

As credit markets were efttivdy closed to mosand the global financial crisis shattered investor

confidence, real estate investment transaction mavkéislly ground to a halt in 2008.

Australian Commercial Property
Transaction Value

0 AUDS billion
18 M Retail

16 — M Industrial
14 1= Office

Source : CBRE Research & Consulting
Includes sales over $5.0 million mﬁ.HaE.
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A similar picture is now present across most magtarnational real estatearkets

US Commercial Real Estatelransactions

Figure 3. Aggregate Transaction Volume Was Down Significantly in November
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Source: Real Capital Analytics and Citi Investment Research

Given the dearth of sale transactions, stable rental rates and low risk free rate (i.e. 10 year bond
Australian ndependent valuers have had limited evidence to significantly devalue commercial
property which cow trigger LVR covenants to be breach@tternatively UK valuers have been

more responsive reducing values by4f¥% in 2008, a move that seems reasonable to expect of
other markets.

At this point, occupational real estate supply and demand dynamics rieme@asonable shape.

Whilst there has been some evidence of mounting pressure, tenant defaulhdeectkhus far
remained low.Ironically, while significant components of the banking system have all but
collapsed, the nationalisation of several bamigg haveimproved the lease covenants (although
recently there have been some worrying developments in the US where the government is
allowing some lease obligations of the baited businesses to be renounced).

Nevertheless we expect 2009 to see a sigmficeterioration in the demand side from tenant
bankruptcy and downsizing. However, unlike the previous couple of cycles the outlook for
occupancy levels Issbeen aided byelatively low levels of supply of new commercial spate
recent yearthe real state industry anttnders have been more disciplinedcurbing speculative
developmentalbeit this did not appear to extendatmumber ofesidential markets in the Ushd

UK.)
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Australian Total Non-residential Construction Work Completed
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US Non Residential Construction Starts

Figure 1. Annualized Aggregate Construction Starts, Dctober 1998 to November 2008
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Source: 1.5, Census and Citi Investment Research

Mote: Annual historical stock data through 2004 is provided by McGraw-Hill Construction.
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