





In the past commercial real estate companies
relied on a combination of debt and equity to
achieve a blended capital cost below the yield
on new investments (or developments), hence
the term “positive spread.” As private real estate
valuations began to increase over the three

year period ending in 2007, it became more

and more difficult to find investments that
yielded a positive spread. To maintain required
rates of return on equity, most real estate
investors resorted to higher levels of debt and
made property investments based on inflated
rent growth and occupancy assumptions. In our
models, positive spread investing had essentially
vanished by the end of 2007. The trouble is that
investors forgot higher prices mean higher risk
and the credit crisis is in part penance for that
lapse of memory.

With capital now available on acceptable terms
and real estate pricing more than 40% below its
peak, will we see the return of positive spread
investing? Possibly. A few companies have been
able to find investments that make sense. How-
ever, investment sales have plummeted and there
is little activity for public real estate companies to
evaluate. From 2005 through 2007, transaction
volume averaged about $20 billion per month
across all property sectors. In 2009, transaction
volume ranged from $2.5 billion to $4.9 billion
each month. The natural flow of property sales
has been disrupted and we have yet to see any
meaningful increase in distressed property sales.

Such a tepid flow of property sales is surprising.
We would expect a credit crisis to increase the
flow of commercial property sales, but forces are
at work to forestall or even prevent the kind of
fire sales we saw in the wake of the Resolution
Trust Corporation debacle. The Federal Reserve,

the Federal Deposit Insurance Corporation
(FDIC) and others have implemented a series

of measures that will give holders of commercial
real estate loans time to wait for the recession
to end and hopefully “earn” their way out of

the problem. In addition, low interest rates

are giving financial institutions the opportunity
to rebuild capital cushions. Further, guidance to
bank examiners is allowing banks to avoid
adverse classification of loans with collateral
valued below the loan balance. In some respects,
this is a distressing development. Many public
real estate companies are well capitalized and
possess the tools necessary to take advantage of
property that was purchased too expensively.

To be clear, we believe there will be opportuni-
ties for public real estate companies to invest
their new capital and the industry as a whole
will enter a period where positive spread
investing is possible. At the same time, we
believe the most ill-conceived real estate loans
will fail, causing considerable pain for many
regional and local banks. We differ with many
industry pundits regarding the nature, quantity
and timing of opportunities that make sense
for public real estate companies. Institutional
quality assets, meaning fortress assets with
strong tenant bases located in great markets,
will not trade at distressed prices. In fact, they
will not likely trade at all and we would view
acquisitions of such assets with a very skeptical
eye. We would prefer that public real estate
companies focus their efforts on such invest-
ments as broken development deals or
buildings with large imminent lease expira-
tions. Unfortunately, these situations may not
be as abundant as some would hope and

a huge flow of such opportunities is not likely
in the near future.



What Level of Leverage is Sustainable?
Of all the questions we asked in early 2009, the
question of appropriate leverage is the one for
which we still have no satisfactory response.
We began 2009 with stock prices telling us no
amount of leverage was tolerable, so at that
point there was certainty. However, the year
ended with much higher equity prices and
apparently acceptance that some level of debt
is a necessary component of commercial real
estate investing. We still see considerable
volatility in stock prices whenever there is a
credit scare, and that volatility is extreme for
real estate companies with higher than average
leverage. Equity investors are very focused on
capital structure, as they should be, and that

is the only clue we have so far regarding the
optimum capital structure. In other words,
leverage is still too high.

Complicating the resolution of the leverage issue
is an evolving commercial real estate recession.
Rents have been quick to reset and property
fundamentals appear to be stabilizing, but the
recovery will be slow at best. Some companies
will continue to see material earnings decay as
rents agreed to in the bubble years roll down to
today’s new reality. The combination of expensive
refinancing (discussed above) with weakness in
property fundamentals suggests that even if real
estate companies continue to reduce debt levels,
they may still appear overleveraged on an interest
coverage basis (i.e., the number of times a
company can pay its interest obligations out

of preleverage cash flow).

We do not want to dismiss entirely what public
real estate companies have accomplished so far.
Using real estate investment trusts (REITs) as a

proxy for all public real estate companies, levels
of debt-to-EBITDA (earnings before interest,
taxes, depreciation, and amortization) have
dropped to seven times from eight times since
late 2008. Moreover, no one believes deleverag-
ing is going to take place in the span of a single
year or even several years. Efforts to right the
ship have been commendable. However, the
next three to five years may be a defining
moment in the history of public commercial real
estate companies. Will they be able to achieve
an acceptable capital structure and at the same
time take advantage of investment opportuni-
ties? We believe the answer is a resounding yes.
A pessimist would probably say that real estate
companies are destined to repeat their mistakes,
but we are optimists and believe public compa-
nies will be the winners in the commercial real
estate sector.

What Does This Mean for the

Davis Real Estate Fund?*

In revisiting this question, it is worth consider-
ing what we did well during 2009 and, as is our
custom, what we can learn from our mistakes.
These observations will help explain steps we
are taking now to construct a portfolio that
reflects our underlying optimism, but is also
mindful of the considerable risks that still
confront the economy.

During 2009 we were successful on a number
of fronts, but none was more important than
improving our investment process to avoid
costly mistakes we made in 2008. We enhanced
our geographic information systems (GIS)
model to allow better evaluation of property
cycles. We also expanded our capital adequacy
model to evaluate the pricing of all publicly

4Individual securities are discussed in this piece. While we believe we have a reasonable basis for our appraisals and we have confidence
in our opinions, actual results may differ materially from those we anticipate. The return of a security to the Portfolio will vary based
on weighting and timing of purchase. This is not a recommendation to buy or sell any specific security. Past performance is not a guarantee

of future results.



traded securities, not just common stock, and
as a result now take a finely detailed approach
to evaluating mortgages. The result of these
efforts is visible in a number of investments

that performed quite well in 2009.

For example, the Fund benefited tremendously
from our investments in the convertible and
preferred securities of some of our favorite
companies. These include ProLogis (PLD),

SL Green Realty (SLG), Alexandria Real Estate,
and Digital Realty Trust, Inc. (DLR). All of these
investments have a superior position in the
company’s capital stack and provide a very high
yield on cost. As the year progressed and uncer-
tainty about the availability of capital eased, the
prices of these securities increased dramatically.
In some instances prices more than doubled.

We were also successful with a few deep value
plays, notably CBL & Associates Properties, Inc.
(CBL) and SL Green. CBL Properties is best char-
acterized as a company whose debt was misun-
derstood at the time of our investment. Investors
focused on CBL's high absolute debt level with-
out fully understanding the nature of that debt.
After considerable research, we determined that
CBLs mortgage debt, which represents most of
its debt, had low loan-to-value ratios. Further,
financial institutions that had done business with
CBL for years held most of the debt. We believed
the probability of refinancing was very high.
When CBL began to announce the refinancing
of its mortgage debt, the stock responded nicely.

New York City property manager SL Green, on
the other hand, entered the year trading at a
discount to replacement cost too significant to
ignore. Despite the formidable headwinds facing
the New York City office market, it still costs
about $750 per square foot to construct office
buildings there. At the time of our original

investment SL Green’s common share price
implied a value of half that amount. Investors
soon realized the headlines proclaiming the
demise of New York City office demand were
greatly exaggerated. Not only did SL Green do
a commendable job in shoring up its balance
sheet, but the company also had one of its best
leasing years ever in 2009. The stock was one of
the best performing property stocks during 2009
and we participated in most of that increase.

If we are guilty of any mistake with this stock,
it was selling our position in the common

stock too soon. We still maintain our position
in SL Green’s preferred stock.

Improved performance during 2009 was quite
welcome, but there were investments that
performed poorly. Lingering concern about the
value of land and vacancies at new developments
weighed on the common stock of Cousins Prop-
erties (CUZ) and to some extent Alexandria Real
Estate, a company that represents our largest
single investment. Cogdell Spencer (CSA), an
owner and developer of medical office buildings,
experienced a very tough year as the municipal
bond market failed to recover in any meaningful
way, and that continues to cloud the future of the
company’s fee development business. Cogdell’s
subsidiary, Marshall Erdman, develops projects
for a fee instead of investing its own capital.

All are companies in which we maintain some
degree of conviction, but with the exception

of Alexandria, increased risk required a commen-
surate reduction in the size of our position.

As we think about the future of public real
estate companies, we wrestle with a new ques-
tion: Is commercial real estate destined to be

a slow growth industry? While lower levels

of acceptable leverage alone would be enough
to suggest that might be the case, a looming
mountain of maturing debt and a dysfunctional



job market would seem to make slower growth
a virtual certainty. That may be the future some
companies face, but not all. Recognizing this,
the Fund'’s investments fall into three categories.

Longtime investors will recognize the first cate-
gory: companies with a defensible franchise
value (i.e., companies that do something better
than anyone else). Currently that means focusing
on companies that specialize in property sectors
where demand has been less affected by the
recession. This first category of investments,
which represents about 30% of assets under
management, is concentrated in just a few
names and includes Alexandria Real Estate,
Corporate Office Properties Trust (OFC), Ameri-
can Campus Communities (ACC), and Digital
Realty. All are exceptionally well capitalized

and specialize in industries where demand for
real estate space is growing.

The common characteristic of our second cate-
gory, roughly 40% of assets under management,
is liquidity. This category consists of holdings

in a variety of companies operating in areas
where demand for space may be muted or even
declining, but that have massive liquidity. These
companies are positioned to take advantage of
distressed property sales and include Simon
Property Group, Douglas Emmett (DEI), Boston
Properties (BXP), and Vornado Realty Trust
(VNO), among others. We believe opportunities

for attractive acquisitions will emerge at some
point. If any of these companies are able to
capitalize on those opportunities, earnings
growth may accelerate.

The balance of the Portfolio includes a group

of high yield securities (preferred stock and
convertible securities) in addition to the few
deep value investments in common stock still
remaining in the Fund. Like the second cate-
gory, this one contains many individual positions
and our objective is to earn a high current return
while we wait for our deep value positions to
realize their worth.

To borrow from Yogi Berra, the credit crisis and
recession won't be over till they’re over, and the
road to recovery will be long and strewn with
potholes. We remain mindful of the lessons we
have learned and recognize there are consider-
able risks still confronting the economy as a
whole and commercial real estate in particular.

As tumultuous a period as this has been for us,
we recognize that it has been every bit as chal-
lenging for you, our valued shareholders. Your
continued confidence that we will do the right
thing inspires us to focus every day on getting
better than we were the day before. As investors
in the Fund along with you, we appreciate your
continued support and thank you for your trust
as we move ahead. m



This report is authorized for use by existing shareholders. A current Davis Series, Inc. prospectus must accompany or precede this material if it is
distributed to prospective shareholders. You should carefully consider the Fund'’s investment objectives, risks, charges, and expenses before investing.
Read the prospectus carefully before you invest or send money.

This report includes candid statements and observations regarding investment strategies, individual securities, economic and market condi-
tions; however, there is no guarantee that these statements, opinions or forecasts will prove to be correct. These comments may also include
the expression of opinions that are speculative in nature and should not be relied on as statements of fact.

Davis Real Estate Fund’s investment objective is total return through a combination of growth and income. There can be no assurance that
the Fund will achieve its objective. Under normal circumstances the Fund invests at least 80% of its net assets, plus any borrowing for
investment purposes, in equity, convertible and debt securities issued by companies principally engaged in the real estate industry. Some
important risks of an investment in the Fund are: market risk: the market value of shares of common stock can change rapidly and unpre-
dictably; company risk: the market value of a common stock varies with the success or failure of the company issuing the stock; concen-
trated real estate portfolio risk: any fund that has a concentrated portfolio is particularly vulnerable to the risks of its selected industry. Real
estate securities are susceptible to the many risks associated with the direct ownership of real estate, including increasing or decreasing
interest rates; focused portfolio risk: the Fund is classified as a non-diversified fund and is allowed to focus its investments in fewer compa-
nies than a diversified fund; small- and medium-capitalization risk: small and mid-size companies typically have more limited product lines,
markets and financial resources than larger companies, and their securities may trade less frequently and in more limited volume than those
of larger, more mature companies; and foreign country risk: companies operating, incorporated or principally traded in foreign countries
may have more fluctuation as foreign economies may not be as strong or diversified, foreign political systems may not be as stable and
foreign financial reporting standards may not be as rigorous as they are in the United States. As of December 31, 2009, Davis Real Estate
Fund had approximately 2.1% of assets invested in foreign companies. See the prospectus for a complete listing of the principal risks.

Davis Advisors is committed to communicating with our investment partners as candidly as possible because we believe our investors
benefit from understanding our investment philosophy and approach. Our views and opinions regarding the investment prospects of our
portfolio holdings include “forward looking statements” which may or may not be accurate over the long term. While we believe we have

a reasonable basis for our appraisals and we have confidence in our opinions, actual results may differ materially from those we anticipate.
These opinions are current as of the date of this piece but are subject to change. Market values will vary so that an investor may experience
a gain or a loss. The information provided in this material should not be considered a recommendation to buy, sell or hold any particular
security. As of December 31, 2009, Davis Real Estate Fund had invested the following percentages of its assets in the companies listed:
Alexandria Real Estate, 8.06%; American Campus Communities, 4.96%; Boston Properties, 3.66%; CBL & Associates, 2.03%; Cogdell
Spencer, 1.57%; Corporate Office Properties Trust, 5.48%; Cousins Properties, 1.96%; Digital Realty Trust, 7.14%; Douglas Emmett, 3.85%;
ProLogis, 4.19%; Simon Property, 4.21%; SL Green Realty, 2.57%); Vornado Realty Trust, 3.90%.

Davis Funds has adopted a Portfolio Holdings Disclosure policy that governs the release of non-public portfolio holding information.
This policy is described in detail in the prospectus. Visit davisfunds.com or call 800-279-0279 for the most current public portfolio
holdings information.

Broker-dealers and other financial intermediaries may charge Davis Advisors substantial fees for selling its products and providing continu-
ing support to clients and shareholders. For example, broker-dealers and other financial intermediaries may charge: sales commissions;
distribution and service fees; and record-keeping fees. In addition, payments or reimbursements may be requested for: marketing support
concerning Davis Advisors’ products; placement on a list of offered products; access to sales meetings, sales representatives and manage-
ment representatives; and participation in conferences or seminars, sales or training programs for invited registered representatives and
other employees, client and investor events, and other dealer-sponsored events. Financial advisors should not consider Davis Advisors’
payment(s) to a financial intermediary as a basis for recommending Davis Advisors.

The net expense ratio for Davis Real Estate Fund Class A for the fiscal period ended December 31, 2009 was 1.35%.

Effective July 1, 2009, Davis Advisors voluntarily and permanently reduced any management fee breakpoints ABOVE 0.55% to 0.55% for
Davis Real Estate Fund.
Over the last five years, the high and low turnover ratio for Davis Real Estate Fund was 46% and 25%, respectively.

We gather our index data from a combination of reputable sources, including, but not limited to, Thomson Financial, Lipper and

index websites.

The Dow Jones Wilshire Real Estate Securities® Index is a broad measure of the performance of publicly traded real estate securities,
such as Real Estate Investment Trusts (REITs) and Real Estate Operating Companies (REOCs). The index is capitalization-weighted. The
beginning date was January 1, 1978, and the Index is rebalanced monthly and returns are calculated on a buy and hold basis. The NAREIT
Equity® Index is an unmanaged index of all tax-qualified REITs listed on the NYSE, AMEX and NASDAQ that have 75% or more of their
gross invested book assets invested directly or indirectly in equity ownership of real estate. Investments cannot be made directly in an index.
After April 30, 2010, this material must be accompanied by a supplement containing performance data for the most recent quarter end.

Shares of the Davis Funds are not deposits or obligations of any bank, are not guaranteed by any bank, are not insured by the
FDIC or any other agency, and involve investment risks, including possible loss of the principal amount invested.
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