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US Office Real Estate: Headwinds Weigh on Fundamentals,
but Demand for High-Quality Space Remains Buoyant

Key Statistics
*(Q4 2022)

18.2%

National Vacancy Rate

Rise of 60-bps QoQ and
140-bps YoY

=
$37.38
Asking Rent, psf

Up 2.8% YoY

i

-19

Net Absorption, mn $q. ft.

The 10th negative quarter
in the past 11 quarters

Key Highlights

e The US office vacancy rate has reached historical highs due to significant decline in the usage of office
space post-pandemic and as occupiers are bracing for an impending recession in the first half of 2023

e There is contfinued flight fo quality which makes the demand for office space increasingly polarized,
with demand moving towards Class-A buildings that are in prime locations and possess rich amenities

e  With the significant layoffs in the US-based technology sector and a swift pullback in office job
postings, the office market fundamentals are likely to remain challenged in the near-term

o Office properties delivered negative returns in 2022 underperforming other real estate sectors,
reflecting significant decline in capital values during the year

The Covid-19 pandemic brought a structural shift in the demand for office space as hybrid and remote
work became more prevalent. The beginning of 2022 saw the caseload from the Omicron variant spiking
in the US. The subsequent months brought other challenges — Russia-Ukraine war, significant surge in interest
rates as the US Fed attempted to tame inflation, rising construction costs, and slowing economic growth.
These dynamics affected demand for office space, translating into elevated vacancy rates, slower leasing
activity and negative net absorption particularly during the second half of 2022.

National Vacancy Rate at Record Highs Since the Great Recession

US office vacancy hasrisen for the past 13 quarters and surpassed 18% in Q4 2022 for the first fime on record.
The overall US office vacancy rate stood at 18.2% in Q4 2022, with about a third of US markets (27 out of 90
markets) running above 20%, according fo Cushman & Wakefield. This represents a 140-bps increase over
Q4 2021. The office demand, which appeared to be stabilizing in the first half of 2022, started declining
again in the second half of 2022. Tenants continued to place significant space on the sublease market to
lower costs, driving sublease inventory and vacancy.

The confluence of factors - slowing demand, new sublease additions and sizeable new construction
deliveries - have resulted in the increase in vacancy. Notably, 40% of new vacancy in 2022 was due to the
sublease space available. The recent rise in layoffs in the US fechnology sector amid economic tfurmoil has
been the largest contributor to the surge in sublease availability, generating 54% of the new additions in
Q4, according to JLL.

Interestingly, the US average asking rents have continued to rise driven by relative shortage of high-quality
space, which has aided landlords to preserve rental rates. National effective asking rents (per Cushman &
Wakefield) rose by 2.8% YoY in Q4 2022 to $37.38 per square feet (psf). However, the prevalence of
concession packages such as fenant improvement (Tl) allowances undermined the positive rent growth. Tl
allowances rose by 10% in 2022 and grew about 19% over the past three years, according fo JLL.

Overall Vacancy Rate and Asking Rent (in $)
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Investment Volumes Remained Subdued in 2022

The annual investment volume declined 25.3% YoY in 2022 to $101.1 bilion as per JLL, mainly driven by
diminished investor appetite for large scale transactions owing to higher financing costs. The rising debt
costs have brought yields info greater focus, franslating intfo a mismatch between seller and purchaser

421% price expectations and making the price discovery elusive. The expectations for fapering by the US Fed in
. 2023 is expected to bode well for financing markets and would likely boost investment activity in the office
Return-to-office Rate space.
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US Office Real Estate vs Other US Property Types
Total returns for US core office real estate, as measured by the subindex of the NCREIF Property Index (NPI),
@ slipped to -3.4% in 2022 from 6.1% in 2021. Notably, the returns turned negative in the third and fourth quarter
W of 2022 delivering -0.66% and -4.80%, respectively. Across sectors, office market underperformed and was
the only sector delivering negative returns in 2022, reflecting significant write-down of office properties
during the year.
$101.1 bn gmey

Total Returns of Various US Property Sectors

2022 Investment Volume

52%

43.3%

Down 25.3% YoY
39%

Source: JLL

26%

Total Returns

14.6%

13% 10.0%
55% 6.1% 7.1%
7% 4.2% 27%

0%

2021 2022
-3.4%

-13%

B ndustrial ®mAparfment mHotel © Office = Retail

Source: National Council of Real Estate Investment Fiduciaries (NCREIF)

*Represents total returns as measured by the NCREIF Property Index (NPI), which reflects investment performance for
over 10,000 commercial properties, totalling $933 billion of market value
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US Office Real Estate: Headwinds Weigh on Fundamentals, but
Demand for High-Quality Space Remains Buoyant

Looking ahead, we
are not in the ‘office is
dead’ camp, but we
think cash flow growth
will be challenged in
the office sector.

Anthony Paolone,

Senior Analyst and Co-Head
US Real Estate Stock
Research,

J P Morgan

Surge in Addition of Space on the Sublease Market Drives Negative Net Absorption

As per Cushman & Wakefield, each quarter of 2022 registered negative net absorption, with Q4 marking
the tenth negative quarter in the past eleven quarters. This has been mainly driven by significant additions
of sublease space in the second half of the year, coupled with downsizing activity by major corporates.

Outlook

While the broader macroeconomic environment and the office market fundamentals remain challenged,
certain segments are expected to outperform the market. High-quality office assets will continue to
command healthy leasing activity and better rents led by prevailing frend of flight to quality that drives
substantial demand for highly-amenitized buildings.

Office demand generally moves in tandem with prospects of job creation, especially in office-using
industries such as technology and financial services. The ongoing massive layoffs in the US tech sector
further dampens the prospects for office demand considerably. Although the new office construction
supply has moderated in recent quarters due to economic uncertainty, it sfill remains high enough to
exceed the demand in the near fo medium-term. As a result, the overall US office vacancy rate is expected
to remain elevated in 2023. However, as employers increasingly consider return-to-office as a catalyst for
enhacing productivity and collaboration, the US office market is anficipated to do well over the long-term.
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DISCLAIMER

This document is strictly private, confidential and personal fo its recipients and should not be copied,
distributed or reproduced in whole or in part, nor passed to any third party.

The information provided in this report is for general guidance and information purposes only. Under no
circumstances the information contained in the report is fo be used or considered as a formal financial,
investment advice or any other advice, or an offer or solicitation of an offer to buy or sell, or as
recommendation or endorsement of any security or other form of financial asset. The report is not to be
considered as investment research or an objective or independent explanation of the matters contained
herein.

The information in the report is obtained from various sources per dating of the report. Sidra Capital have
taken reasonable care to ensure that the material information contained herein is in accordance with the
facts and contains no omission likely fo affect its understanding.

Sidra Capital makes no representations or warranties whatsoever, as to the accuracy or completeness of
this report and Sidra Capital expressly disclaims any liability of whatever nature whether (direct or indirect),
or responisibility for the accuracy of the information contained in the report.

The information contained herein may be subject to changes without prior notice. Sidra Capital does not
accept any form of liability, neither legally nor financially, for loss (direct or indirect) caused by the
understanding and/or use of this report or its content. This report is only infended for the recipients, and
should not be copied or otherwise distributed, in whole or in part, to any other person without the prior
written approval of Sidra Capital.
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