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COSTAR INSIGHT

Despite Sluggish Transaction Volume, Few Signs Of
Distress In US Of�ce Market

Investors Remain Cautious, Focusing on Deals for Properties Least Impacted by the
Pandemic

The sale of McDonald’s new headquarters in Chicago's popular Fulton Market area underscores office investors' renewed
focus in the current environment on high-credit tenants signed to long-term leases. (CoStar)

By Nancy Muscatello 
CoStar Advisory Services

December 11, 2020 |  10:25 AM

The COVID-19 pandemic and subsequent economic slowdown continue to disrupt

activity in the of�ce market, from both a leasing and sales perspective.
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Leasing activity, including both new leases and renewals, has fallen to just 60% of its

typical level from the start of the pandemic through October, and more �rms are putting

currently unused space up for sublease, which has increased signi�cantly. At the end of

the third quarter, total available sublease space had reached 1.7% of the national of�ce

inventory, the highest share on record dating back to 2005.

These shifts in demand for of�ce space underscore the uncertainty among tenants

regarding future space needs and the renewed focus on cost savings in the current

environment.

At the same time, of�ce investors have also hit the pause button, choosing to be patient

and assess the severity of the pandemic's economic impact before making any purchase

decisions or waiting for pricing to adjust.

However, signs of distress in the investment market remain low and sales activity has

not come to a complete halt. Where the investment dollars have been �owing in recent

months has generally corresponded with investor sentiment on the healthiest parts of

the market. A handful of markets are seeing activity hold up better than others, and

assets backed by long lease terms to credit tenants, as well as healthcare and lab

transactions, are making up a greater share of recent activity.

The increased uncertainty in the market today has dampened deal volume. In the seven-

month period from April to October 2020, sales of of�ce properties in the largest 54 U.S.

markets totaled roughly $30 billion, which was 58% lower than the average volume

registered in the same seven-month period over the previous three years.

On a positive note, sales activity accelerated in September and October relative to the

low-point in the spring, although totals were still about half of prior-year levels.
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While of�ce transaction volume has been muted, distress activity remains low. The

share of of�ce trades that were distressed composed around 1% of all deals in the �rst 10

months of 2020, modestly below the roughly 2% average from 2017 to 2019. Given that

the current recession was not caused by a meltdown in the �nancial markets, major

owners today generally remain well capitalized and are choosing to wait through the

near-term period of uncertainty.

Furthermore, while national of�ce fundamentals have certainly weakened amid the

downturn, the sector’s longer lease terms provide some ballast against major swings in

demand.

While signi�cant distress has yet to appear, it will likely increase in the coming months,

as demand headwinds ranging from rising remote working rates, employment losses and

increasing sublease space continue to buffet the of�ce market, putting some owners in a

more precarious position. However, given the relatively strong position that many

buyers are in today and the amount of dry powder on the sidelines, distress levels are

not expected to approach the peak levels recorded a decade ago.
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The slowdown in sales activity has been widespread, but the extent of the drop by

metropolitan area has been mixed since the onset of the pandemic. Many of the primary

gateway markets, including New York and San Francisco which have been the

bene�ciaries of the lion’s share of investment dollars in the past few years, have

witnessed some of the largest declines in volume since the pandemic began.

Additionally, some of the high-�ying tech-focused secondary markets, including San

Jose and Austin, have also witnessed a steeper drop-off in activity since the onset of the

pandemic. In many cases, these markets are also facing higher levels of new

construction and elevated sublease space availability as some �rms with aggressive

growth plans may have found that they over-committed to leasing space considering

current rising remote working arrangements.
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Other markets have been more resilient in the face of slowing deal volume. In many

cases, the metropolitan areas that have held up better since the pandemic began have

featured building sales that are not directly in the path of the current headwinds facing

the of�ce market, such as buildings backed by long-term leases and those focused on the

outperforming lab subsector of the of�ce market.

For example, in Chicago, deal volume from April to October 2020 was down by around

30%, much less than the national average, with sales activity bolstered by the purchase

of the McDonald’s headquarters building for the highest price in the market this year.

The buyer was likely attracted by the company’s long-term lease for 85% of the building.

Life science space is also a factor in those markets that have bene�ted from the most

stability in sales activity since the pandemic began. Alexandria Real Estate Equities’

purchase of a lab- and biotech-focused portfolio in the Research Triangle Park in

Raleigh, North Carolina, bolstered sales in that market, while biotech and healthcare-

focused property trades have also boosted sales volume in Boston and Philadelphia.

Sales activity remains down from typical levels and recent trading highlights the pockets

of strength in the of�ce market. While distress activity remains low in this heightened
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Atlanta Continues to Land Big-Name Of�ce Tenants, but Challenges Remain

Charlotte Posts Worst Year for Of�ce Demand in Recent History

Canadian Investor Picks Up Redmond Of�ce Conversion

Hartland Of�ce Park Building Sold for $3.9 Million

period of uncertainty, it is likely to pick up in the months ahead as a weaker economy

puts more pressure on supply and demand fundamentals and building owners alike.

In this environment, those properties that offer investors the best defense against the

pandemic-induced headwinds facing the of�ce market are bound to attract the most

favorable pricing.

Nancy Muscatello is a managing consultant with CoStar Advisory Services in Boston.
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Life Science Research Company Signs Full Building Lease

Developer Looks to Convert Part of Santa Monica Mall Near Los Angeles Into
Of�ces
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