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Executive
Summary

+  The office sector is undergoing a fundamental evolution as top global companies
compete for the best talent in a tight labor market.

+  These companies are seeking the highest quality and most sustainable buildings with
modern amenities in prime locations. Office space with these characteristics can act
as a catalyst to both retain and recruit talent.

« Asaresult, we are seeing increased bifurcation, globally, between these types of
assets and lower quality properties.

BROOKFIELD INSIGHTS | OFFICE UPDATE: A FLIGHT TO QUALITY IS UNDERWAY
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01 INTRODUCTION

Introduction

Two years after the start of the pandemic,
the future of the office market continues
to spur passionate debate.

Back in August 2020, we offered our take: that
top-quality buildings in major urban centers with

a “live, work, play” environment would fare much
better than older office properties with high
deferred capital expenditures or those in less
desirable locations." In other words, demand would
continue to be strong for the best quality office
properties—and we have seen that trend play out.

Today, Green Street, a commercial real estate
analytics firm, forecasts that office demand

will decline approximately 15% due to flexible
work.2 However, that forecast obscures the clear
“flight to quality,” where the negative demand
impact has skewed toward older, under-invested
buildings—and strong demand has continued for
high-quality space.

These office buildings can be new or recently
renovated, and they tend to be filled with amenities
and in gateway cities near transit hubs. For
example, since the start of the pandemic, 84% of
total leasing activity in midtown Manhattan has
occurred in Class A or trophy assets, according to
Cushman & Wakefield.?

84%

of total leasing activity in midtown Manhattan
has occurred in Class A or trophy assets.

We now see the difference between rents paid for
top-tier space and low-quality space widening to
record levels. As of February 2022, rents for the top
10% most expensive U.S. office buildings were 51%
higher than the rest of the properties in their mar-
kets, according to data firm VTS.* At Brookfield, we
have seen similar trends in office markets around
the world, including New York, Sydney, London,
Seoul, Dubai, Shanghai, Berlin and Bangalore, a
global tech hub in India.
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“Because employers are hard pressed
to attract and retain talent—and to
bring that talent onsite—the office of
the future must be more inviting.

What does all this mean for city
centers? Because they remain
central to local transport networks,
cultural activities, and high-quality
entertainment, established city
centers are the most natural location
for the office of the future.”

- Harvard Business Review



https://www.brookfield.com/insights/future-office-not-what-you-might-think
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The Haves:
Top-Quality Offices
in Big Cities

We believe large global cities will continue
to be the places where employers need to

be to hire the best—and most diverse—
talent in the world.

Given today's tight labor market, it's an access to
labor issue for employers.

Technology companies are signing leases in world-
class cities like New York, Shanghai, London and
Berlin because that's where the talent is.

Consider Facebook parent Meta, which increased
its global employee headcount from around
58,000 at the end of 2020 to approximately 72,000
at the end of 2021, a year-over-year increase of
23%. In 2020, during the height of the pandemic,
Meta signed a lease for 730,000 square feet in
Manhattan—the largest New York office deal that
year. Today, the company is forging ahead at the
property, with employees expected to begin work-
ing there by the end of the year.

As growing companies expand their workforce
and pay out top-tier wages, management teams
often want these employees together, in person.
Therefore, office owners need to create environ-

ments where employees want to be. Increasingly,

FIGURE 1
Tenants Are Undeterred By Price

$100+ Per-Square-Foot Transactions, 2016-2021
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that dynamic includes trophy office space with
modern amenities, natural light, impressive views,
clean air, sustainability credentials, and plenty of
communal areas where people can interact. And
we have found that tenants are willing to pay for it.

In fact, CBRE reported in early 2022 that the high-end
Manhattan office market—often new or renovated
buildings with abundant amenities, modern building
systems and easy access to public transportation—
has rallied back to pre-pandemic norms.

BROOKFIELD INSIGHTS | OFFICE UPDATE: A FLIGHT TO QUALITY IS UNDERWAY

In 2021, 105 deals included a starting rent, priced per
square foot, that was $100 or more (see Figure 1).°
While the amount of tenant-improvement allowances
and free rent packages has increased, the number
of $100 deals was up 114% from 2020 and 18%
above the five-year historical average. Moreover, at
Brookfield, our leasing team has seen a number of
Midtown Manhattan deals exceed $200 per foot.

High-growth tech tenants are also showing up in many
of the same cities looking for trophy office space.
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In 2021, Google announced the $2.1 billion acqui-
sition of St. John's Terminal, a recently renovated
west side Manhattan office building it was already
leasing. And the company is expanding in other

cities as well.

In January 2022, Google announced it was increas-
ing its investment in London by purchasing the
Central Saint Giles development for £730 million.
The company plans to refurbish the property,
installing “new types of collaboration spaces for
in-person teamwork, as well as creating more
overall space to improve wellbeing.”® Google's
investment in office effectively expands its U.K. ca-
pacity by 50%. With currently 6,400 employees in
the U.K., Google will soon have capacity for 10,000
employees in the region.

It's not just technology companies that are
paying top-dollar rent for prime office space. In
San Francisco, Citigroup is leaving its namesake
tower downtown and relocating to a more
expensive property at 1 Market Street.? In New
York, Chubb, a property and casualty insurance
company, will relocate from its current headquar-
ters near Times Square and lease 240,000 square
feet as the anchor tenant at 550 Madison Avenue,
a redeveloped trophy office property.'™ Also in
New York, Morgan Stanley signed a 15-year lease
for roughly 400,000 square feet and will take
additional space at Park Avenue Plaza, located at
55 East 52nd Street." Finally, in downtown Los
Angeles, Adidas recently leased 107,000 square
feet at California Market Center, a new office
redevelopment owned by Brookfield.'?

A Flight to Quality Office Properties

/

Tis all

Companies Are
Expanding Workforces

Workers Are
Returning to Cities

Prime Rents
Are Rising
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“Google has been fortunate to call
New York City home for more than
20 years, during which time we have
grown to 12,000 employees. New
York’s vitality, creativity and world-
class talent are what keep us rooted
here ... It is why we continue investing
in our offices around the world.””

- Ruth Porat, Alphabet and Google CFO
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The Have-Nots:
Lower Quality Spaces

“Welcome to the age of accelerated
obsolescence,” the private markets
publication PERE remarked in December
2021, “as more stringent ESG
requirements and tenant demands have
now rendered many properties no longer
up to standard.”®

Most office assets require more capital than
people might have underwritten five to 10 years
ago. In turn, greater obsolescence risk has also led
to a shrinking of the investable universe. For some
of these Class B and C office assets, the money it
would take to bring their buildings up to date—to
modernize the elevators, overhaul the mechanical
systems, complete a full facade reclad, and more—
is just not worth it.

Instead, some will be converted to multifamily,
some will be converted to life science assets,
some will be converted to hotels, and some will
be converted to industrial spaces. Others will
continue to operate, but like zombies—attracting
some tenants but struggling with chronic vacancy
around 35%.

BROOKFIELD INSIGHTS | OFFICE UPDATE: A FLIGHT TO QUALITY IS UNDERWAY

Conclusion

From a fundamental point of view, it's important to remember
that office buildings went into this pandemic-induced downturn
highly leased—perhaps more than they ever had been. In the U.S.,
for example, roughly a decade of positive national net absorption
followed the global financial crisis. And because many tenant
companies made it through the pandemic without going bankrupt,
they still have long-term leases, and are still paying their rent.

Of course, fully leased does not necessarily mean fully occupied, and some
companies may come to decide they need less office space in the future.
Then again, that would also suggest that the new office construction pipeline
has likely peaked—and that, over time, this lack of new supply would increase
demand for existing high-quality office properties.

Office is recovering, but we believe that recovery will be weighted toward the
best office assets. These are exactly the types of assets that companies want
to lease—and institutional investors, pension funds, and sovereign wealth
funds would like to deploy their capital into.

06



DANNNANNANNANNANNNANNANNNNANNNNNNNNNNNNNNNNY

Appendix

@ On The Ground:
Manhattan

The high-end
Manhattan office
UEILGIMES
rallied back to
pre-pandemic
norms.

In December 2021, despite the negative
sentiment resulting from the pandemic, two
transactions occurred in New York City that
highlight the strength of the investment
market for high-quality assets.

The first is the redevelopment of One Madison
Avenue. SL Green Realty Corp. sold a 25% interest
to an unnamed institutional investor, who will
commit at least $259.3 million of equity to the
project.™ According to SL Green, “health and
wellness is paramount to the building design”; in
practical terms, this means the circulation of fresh
air, oversize windows, lots of natural light and
outdoor space.

The second is the sale of a 49% interest in One
Manhattan West."> A Brookfield-led group sold a
49% stake in a transaction that valued the 67-story,
2.1 million square foot office tower—which opened
in 2019 and is now 94% leased—at $2.85 billion.
Beyond the sale price, note that valuations for
de-risked and cash-generating assets, like One
Manhattan West, also benefit from the low-interest-
rate environment.

In a city where roughly 90% of the office stock is
more than 20 years old, these high-quality assets
are the type we believe are best positioned going
forward—both from a tenant demand and an
investment sales standpoint.

BROOKFIELD INSIGHTS | OFFICE UPDATE: A FLIGHT TO QUALITY IS UNDERWAY
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Appendix

@ On The Ground:
Sydney

Sydney's office
market is
experiencing
fierce competition
for high-quality
office properties.

In Sydney's investment market, we're
seeing fierce competition for top-quartile
assets—supported by, as the Australian
Financial Review described in January 2022,
“the weight of capital chasing long leases on
quality buildings and the growing impact of
environmental, social and governance con-
siderations on investment decisions."®

In 2021, one transaction that exemplified this flight
to quality trend was 200 George Street. In July,
Mirvac partnered with M&G Real Estate to buy the
50% of the property that it did not already own.
The price was $575 million, which represented a
4.3% capitalization rate.

Another recent transaction demonstrates how
the best office assets are attracting a significant
bid in the investment market: the Darling Quarter
office complex. Darling Quarter, which is leased
to the Commonwealth Bank for the next 12 years,
had a 50% stake marketed for sale by the Abu
Dhabi Investment Authority, one of the asset's
two co-owners. In late January, according to

the Australian Financial Review, a joint venture
between Allianz Real Estate and the National
Pension Service of Korea acquired the 50% stake."
The purchase price was A$633 million, which
represents a cap rate of less than 4%—a record
low yield for the Australian office market.

BROOKFIELD INSIGHTS | OFFICE UPDATE: A FLIGHT TO QUALITY IS UNDERWAY
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Appendix

@ On The Ground:

London
London provides another strong example of
the office sector’s flight to quality. According
to research produced by Green Street in
September 2021, in Central London, prime
office rents are “decoupling” from overall
market vacancy rates (see Figure 2)."8 In
other words, even though occupancy levels

declined during the pandemic, rental rates
for prime properties went up.

Part of the explanation for this decoupling, accord-
ing to Green Street, is that while the overall market
availability rate in Central London hovers around
11%, the estimated figure for prime stock is likely
somewhere between 5% and 9%.

In London, having new or renovated prime office
space in gateway cities can be a competitive advan-
tage to help attract talent. One example is Citigroup,
which in January 2022 announced plans to trans-
form its London headquarters, home to its Europe,
Middle East and Africa operations.” The company
will completely refurbish 25 Canada Square, its
42-story office tower in London’s Canary Wharf
district, that it had purchased for just over £1 billion
in 2019. The refurbishment will place a greater em-
phasis on collaboration spaces and energy efficien-
cy, alongside well-being zones for employees. The
three-year undertaking is estimated to cost more
than £100 million.

BROOKFIELD INSIGHTS | OFFICE UPDATE: A FLIGHT TO QUALITY IS UNDERWAY

“London’s position in Citi's global framework and strategy is undiminished
and is actually growing. It is a major project and a real commitment to
the city and our staff. It will sort us out for the next 25 years ... A tower in
London is a valuable physical asset.”

- David Livingstone, Citigroup'’s CEO for Europe, Middle East and Africa

FIGURE 2

London's Prime Office Rents ‘Decouple’ From Vacancy Rates @ Historical Data

Quarterly Prime Headline Rent Growth vs. Vacancy Rate Change Since Preceding Quarter @ Green Street '21E-'24E
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Appendix

@ On The Ground: FIGURE 3
Seoul Class A Vacancy Rates Are Falling in Seoul

Grade A Vacancy Rates
Overall Grade A office vacancy continues

to fall in Seoul. In a January 2022 report, @ Seoul Overall Central Business District Gangnam Business District @ Yeouido Business District
Colliers remarks that the Seoul office
market, which has been a tenant-favored 25%
market since 2010, has changed to a
landlords’ market.?°

20% A

Office demand is coming from the expansion of
tech companies, including call center operators, as
well as biopharmaceutical companies. As a result,

15%
the availability of rentable space is decreasing (see 0

Figure 3). N

Tech tenants continue to expand and are 10% - .

targeting all available prime grade office space.
As it becomes difficult to find leasing options in

the Gangnam business district, tech tenants are 5% _

expanding to the central business district and the
Yeouido business district.
0%

Anecdotally, leasing activity last year at IFC Seoul, a
mixed-use complex in the Yeouido business district
owned by Brookfield and its partners, reflected

Q117
Q217
Q317
Q417
Q118
Q218
Q318
Q418
Q119
Q219
Q319
Q419
Q120
Q220
Q320
Q420
Q121
Q221
Q321
Q421

these trends; in fact, office occupancy at IFC Seoul

Source: Colliers.

is now above 99%.
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Appendix

@ On The Ground:
Bangalore

Growing companies
are fueling strong
demand for
premium properties
in office markets
across India,
particularly in
Bangalore, India's
high-tech center.

In India, technology companies continue to
drive office demand. Indian IT multinational
companies have been adding to their sub-
stantial headcounts—and this is expected
to further create office demand.

Bangalore, for example, which is also known

as Bengaluru, is the capital of India’s southern
Karnataka state. It's also the center of India’s
high-tech industry. At Brookfield, we are seeing
requests for proposals from tenants for significant
footprints in this market—in total, almost 5 million
square feet, with deliveries planned over the next
two years.

Office vacancy levels are on the rise in Bangalore;
however, as Savills remarks in a January 2022
report, “premium quality buildings in active mi-
cromarkets continue to be preferred by occupiers
and have negligible vacancy."?

This matches up with what Brookfield is seeing
in other markets across India. Our assets have
seen strong leasing with marquee tenants—for
example, a 423,000 square foot lease with Mas-
tercard at Bluegrass Pune, and a 377,000 square
foot lease with Samsung at Candor Techspace
N2—demonstrating the demand for high-quality,
Grade-A institutional assets.

BROOKFIELD INSIGHTS | OFFICE UPDATE: A FLIGHT TO QUALITY IS UNDERWAY
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Appendix

@ On The Ground:
Dubai

Flight to quality
is also evident

in Dubai when
looking at leasing
activity and
premium rents.

ICD Brookfield Place, equally owned by Brookfield
and its partner, opened roughly two years ago
and is a super-prime asset.

According to information tracked by CBRE, ICD
Brookfield Place accounted for approximately 48%
of new leases within the DIFC's premier grade office
buildings in 2021.22 Swiss luxury group Richemont is
one example of a tenant who now leases space at
ICD Brookfield Place.

Dubai average market rents continued to soften in
2021, according to CBRE. In fact, in 2021, Dubai av-
erage Class A rents in the central business district

fell 0.1% year-over-year. Meanwhile, Dubai average
Class B and C rents fell 4.4% and 6.8%, respectively,

year-over-year.

Rents at ICD Brookfield Place, however, bucked this
trend in 2021, increasing 5% year-over-year. Dig-
ging deeper, Dubai prime and Class A office rents
are around $52.27 (AED 192) and $38.66 (AED 142)
per square foot per year, respectively. Compare
that with average ICD Brookfield Place rents, which
are $69.42 (AED 255) per square foot. This means,
in Dubai, not only are average ICD Brookfield Place
rents 33% above prime office rents, they're also
80% above Class A office rents.

BROOKFIELD INSIGHTS | OFFICE UPDATE: A FLIGHT TO QUALITY IS UNDERWAY
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