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2005 Recap

San Francisco office occupancy grew by a robust 2,363,575
square feet in 2005.
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More than 500,000 square feet of this absorption occurred in the
4™ quarter, largely on the strength of two transactions including
San Francisco State University's 107,125 square foot Anchor
Tenant lease at the new Westfield Centre at 835 Market Street. |
am proud to have represented SFSU in this transaction, which will
more than double SFSU’s downtown presence and establish an
extraordinary resource for people who wish to take advantage of
SFSU’s many extension courses and/or pursue a graduate
business degree at a convenient downtown location. The other
large Q4 transaction was Barclay's Global Investors' pre-
construction lease for 321,545 square feet at a new Foundry
Square building to be built at First and Howard Streets in the
South Financial District.

Vacancies have now dropped to 12.6%: 10.4% represents
space available directly from landlords, and 2.2% is space
available on subleases.
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The market appears to be at or close to equilibrium: there is
neither a huge surfeit of vacant space, nor a severe shortage.
Most tenants can select from a number of alternatives that can
satisfy their needs.

Rents rose considerably in 2005 but are still relatively reasonable
by historic standards, and continue to compare favorably to rents
for comparable space in the East Bay, the Peninsula and Marin.

2006 Looking forward

One large transaction has already closed in 2006, and several are
pending. We therefore expect a strong first quarter.

The crystal ball gets very cloudy after Q1. Markets typically do not
remain in equilibrium for very long. Eventually, one of two things is
likely to occur, described as "Bullish” and "Bearish” Scenarios
below.

Bullish Scenario: if the economy remains strong occupancy will
continue to grow, which could trigger a steep increase in rents.
When San Francisco absorbs another 2.1 million square feet of
office space, the overall vacancy rate (direct and sublease) will fall
below 10%. In fact, San Francisco's landlords need only absorb
another 304,000 square feet on a direct (non-sublease) basis for
the direct vacancy rate to fall to single digits. Single-digit vacancy
rates could precipitate a tipping point in rents.

Nearly half the Central Business District is owned by recent
purchasers who paid high prices that are not supported by today’s
rents. These landlords are counting on rents to increase in order to
realize a return on their investments, and thus are highly motivated
to push rents higher. Other landlords will happily follow suit.

Bearish _Scenario: Alternatively, an economic slowdown could
occur that would depress absorption and prevent vacancies from
falling further. While the market is strong at the moment, there are
some hints of possible weakness. Examples: Absorption in the
Financial District would have been negative in Q4 had it not been
for Barclays' 321,545 square foot lease. State Compensation
Insurance Fund plans to move 1,000 employees from San
Francisco to the East Bay. And, at least one other large San
Francisco tenant is quietly whispering that it could make up to
100K square feet available if someone wanted it.

If an economic slowdown does occur, a large gap could develop
between the “bid” from tenants and the “ask” from landlords. That
could make for a challenging deal-making environment as tenants
seek economic deals reflecting soft market conditions, and
landlords of recently purchased buildings strive to hold out for the
higher rents they need to justify their purchase prices.

Frank Fudem represents corporate tenants in office space transactions.
When you foresee a real estate need please call, write or e-mail:
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