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As of 2016 Q3, more than a third of U.S. leases
tracked by MSCI were set to expire in less
than 40 months. Nearly 60% of the underlying
contracted rents in these leases were tied to
office assets, two-thirds of which were located
in CBDs. Timing matters for these expiring
leases, especially for contracts ending in

the next two to three years, a period when
U.S. domestic and foreign policy priorities
could experience transition. For institutional
investors, uncertainty — whether upside or
downside — requires careful management of
risks to the income stream. The analysis of the
CBD office sector in these pages covers the four
primary dimensions of risk in IRIS (MSCI's

property income risk and performance service):

concentration, lease length, market conditions,
and tenant credit.

Sector Focus - CBD Office

Two of every five dollars held by institutional
investors in U.S. non-residential rental contracts
could be traced to CBD offices as of 2016 Q3.
And within this property type, nearly half
(48%) of assets were located within the big
three CBDs of the Northeastern corridor: New
York, Boston, and Washington. The average
CBD office lease in the U.S. was set to expire in
5.6 years, making it only a few months longer
than the 5.2-year average for the overall U.S.
commercial market. If expiring leases were to
roll to current market rents, investors could
reasonably expect a 4% premium on their CBD
office allocations, with rents in this property
type rising by 19.1%, on average, above current
contracts (versus a 14.8% rise in rents for the
all-sector average).

MSCI Global Intel Report



S/
USA: National Overview As Of September 2016

THE FOUR MAJOR COMPONENTS OF REAL ESTATE INCOME RISK*
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*based on the current status and expiration schedules of actual lease contracts held by institutional owners.

This is not a forecast.
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KEY POINTS

e As of Q3 2016, expirations of CBD
office leases were back-loaded
relative to all U.S. commercial leases,
with just over 60% of CBD office
leases up for renewal after 2020
compared with an all-sector average
below 55%.

o Nearly half (48%) of all
institutional investment in U.S. CBD
offices could be found in the big
three Northeastern markets of New
York, Boston, and Washington. The
two major California markets (LA
and the Bay Area) accounted for less
than 20% of the national total.

® The tenant base for CBD offices
differs from the overall non-
residential market. The top five
tenant groups for CBD leases include
banks, law firms, consultants, medisa,
and ground-floor retailers. These
five groups together account for 57%
of all CBD rents, but only 30% of all
non-residential rental contracts held
by investors.
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REMAINING LEASE TERM
years (weighted)

REMAINING LEASE TERM
years (weighted)
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LA/OC/Riverside

® The average commercial lease in
the U.S. expires in 5.2 years, with the
remaining lease term falling a few
months short of the 5.6 year average
for CBD offices.

e Of the major CBD markets in the
U.S., the Bay Area leases were the
most front-loaded with an average
remaining lease term of just 3.5
years. New York, Chicago, and
Washington were the only CBD
markets with an average exceeding
six years.

e Financial services firms as a group
represent nearly one-fifth (19%) of
all CBD leases. The remaining lease
terms for these financial tenants
averages 5.2 years, somewhat short
of the CBD average of 5.6 years.

KEY POINTS

e As of Q3 2016, CBD office leases
were better placed for rental gains
than the all-sector average. If all
expiring leases were renewed at
current market rents, the average
U.S. lease would roll up by 14.8%
compared to 19.1% for CBD offices.
This CBD premium would be front-
loaded, with potential gains on lease
renewals occurring over the next five
years and then largely aligning with
the all-sector average by 2021.

e Potential gains on CBD office lease
renewals in the Bay Area New York,
and Seattle exceed the national
average for this property type. In
Washington, however, CBD leases
rolling to open market rents would
likely produce only marginal gains.

® Across most (but not all) tenant
industries, potential gains tended to
be higher for CBD offices than for
the all-sector average.
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CREDIT RISK KEY POINTS
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Source: MSCI (IRIS) and Dun & Bradstreet
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e Credit risks at the tenant level can
be weighted and rolled up to identify
discernible but often nuanced
differences when aggregated across
geography or tenant industries.

e Credit risks for CBD office tenants
showed a degree of minor variation
when aggregated to the
metropolitan level. Tenants in Los
Angeles, New York, and Seattle
exhibited modestly higher aggregate
risks. Washington, despite its
limited potential for rental gains,
held the lowest weighted risk score
of the major markets, reflecting
underlying differences in its local
tenant base and distinguishing its
risk/return profile among the major
markets.
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