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STUCTURAL AND CYCLICAL HEADWINDS CHALLENGE Total
— OFFICE MARKETS Office East  Midwest South  West
= 4th Q 2022 -4.80 -4.86 -3.51  -3.66 -5.30
et The rising interest rate environment has progressively weighed 3rd Q 2022 -0.66  -0.75  -133 023 -0.77
: upon office building performance, where required returns have One Year -3 -419 0 527 096 -2.91
increased as debt and equity components have moved upward. Three Years 1.37 0.55  -0.11 226 2.24
Major headwinds exist for the office markets, most notably the Five Years 3.47 2.15 1.89 445 495
continued acceptance of remote work and hybrid workplace being Ten Years 6.29 489 481 692 800

more structural than cyclical, with no signs of easing in the future. Twenty Years 7.04 6.83 4.81 6.82 8.0

Economic concerns are also high for all real estate sectors as

increasing interest rates have slowed growth in many areas of the
economy.

OFFICE INCOME RETURNS

Total office returns in Q4 were -4.8%, with the decline

attributable to an appreciation return of -5.9%. Income returns

remained relatively steady at 1.1%. This was the third consecutive Fast  Midwest South West

quarter of declining appreciation, resulting in a year over year 4th Q 2022 1.03 1.19 114 1.05
decline of -7.4%. Total returns for the year were -3.4%, with 3rd 0 2022 0.97 1.11 1.21 1.04
income reported at 4.3%. Pandemic relocations and Life Science’s One Year 4.07 461 485  4.34
strong performance in the Suburban markets has disproportionately Three Years 4.14 442 497 449
affected CBD office returns relative to Suburban, with year-over- Five Years 4.14 4.55 5.08  4.51
year appreciation of -9.5% and -4.8%, respectively, and total returns Ten Years 4.36 5.6 547 4.67
of -5.7% and -0.4%. Twenty Years 5.35 6.10 6.14 550

Geographically, the South region has performed best over the
past year with a slight negative return of -1%. Although the West

region fared second best over the past year, it had the greatest OFFICE APPRECIATION RETURNS

decline in Q4 as appreciation was -6.4%, and recently announced

tech layoffs in the West region have added risk to office investments. Total

The Pacific Office-CBD office subtype by division illustrates this Office.  East  Midwest South  West

with the greatest negative appreciation of -7.3%. 4th 0 2022 586  -589 -469 -4.79 -6.35

3rd 2022 21700 172 -2.43 0 -0.98  -1.81

Mlustrative of the structural shift in office demand due to the One Year 743 -8.02 -9.55 -5.60 -7.03

remote work trend are figures from Kastle Systems on how much Three Years .93 2349 -439  -2.61 -2.18

of the leased space is used. Nationally, about 50% of office tenants Five Years 2092 -1.93  -257  -0.60  0.43

have returned to the office, indicating that office space utilization is Ten Years 1.57 052  -0.43 140  3.22

substantially below pre-pandemic levels. In response to changing Twenty Years 1.42 143 -1.24 0.65  2.41

tenant demand many firms have been downsizing their space
needs, an impact that is expected to continue as in-place long-term
leases expire. A countervailing trend is the potential of workers
returning to the office as the hiring balance shifts somewhat more
to employers than employees.

OFFICE INDEX—QUARTILE RANGE OF RETURNS
ONE-YEAR RETURNS

Occupancy increased slightly in Q4 to 87.2% from 87% in Q3, 60 1
though still below Q419’s 90.1%. Hidden from these figures is
the amount of sublease space, which some sources report adds an 50 7
additional 25% to available space. 40 -
The structural changes in office use will not impact all types of 30 -
office equally, with better quality institutional assets such as those

in the NCREIF indexes less impacted. The greatest impact is on 20 -
lesser quality assets in the B and C class that cannot compete with
better positioned, better located, and newly developed properties.
These B and C buildings cannot meet ESG requirements and lack
the attributes employers need to attract tenants back to the office.

Investors have responded to demand and capital market
challenges by increasing office return requirements since the
last quarter. The value declines from Q3 to Q4 as a result of -30 4
narrow bid-ask spread, with the movement toward the bidder as

sellers recognize a continuation of weak market conditions and -40
challenging future outlook. Most investors recognize that the 50
market will likely reach bottom as interest rate trends stabilize, 184 191 192 193 194 201 202 203 204 211 212 213 214 221 222

which is generally expected to later in 2023. — R
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