COLLIERS INTERNATIONAL | SACRAMENTO REGION

The Knowledge Report

OFFICE OVERVIEW | SECOND QUARTER | 2007

Sacramento Office Overview

A PAUSE IN THEACTION
2007 MARKET INDICATORS Vacancy for the Sacramento office market currently stands at 13.1%, up slightly from the 12.6%
mark recorded as of the close of the first quarter of this year. This uptick in vacancy comes af-
ter what could best be described as a lackluster quarter in which the market recorded negative
occupancy growth to the tune of just under 50,000 square feet. Aggressive office development
continues to add additional upward pressure to vacancy rates, with an additional 415,000 square
VACANCY f f feet of new office space delivered during the second quarter of this year. Yet despite this, the
number of tenant requirements in the deal pipeline remains high—thanks primarily to the surg-

QUARTER 2ND 3RD

NET ABSORPTION ; f ing needs of the State of California. While one of these major deals landed during the second
quarter, most remain in the deal pipeline. This pause in the action played out in the form of
CONSTRUCTION f f increased vacancy and negligible occupancy losses for the second quarter of this year. »
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Sacramento Office Market
2nd Quarter 2007
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The sale-leaseback of DST’s
220,000 square foot Folsom
campus was the largest deal
of the second quarter.

DEAL ACTIVITY

The largest deal of the quarter was DST’s sale-
leaseback of its roughly 220,000 square foot Fol-
som campus—however, as we survey both multi-
tenant office space and owner occupied space, this
transaction resulted in no change in our overall
occupancy totals. The second largest deal of the
second quarter was the Department of Corrections
and Rehabilitation’s lease of over 130,000 square
feet in the Highway 50 submarket. This was tem-
pered, however, by Ameriquest’s return of 90,000
square feet to the marketplace when it abruptly
closed its Rancho Cordova office at the beginning
of this quarter.

Once the nation’s largest sub-prime lender, Ame-
riquest’s closure reflects the ongoing challenges
faced by the sub-prime mortgage industry and
marks the largest single hit that the Sacramento
office market has experienced so far in terms of
fallout from the residential housing slowdown.
With the housing market not expected to rebound
before next year, this trend may not be over.

But the news is not all bad. The return of the
State of California to the marketplace remains the
largest factor behind our optimism. We are aware
of at least 1.2 million in remaining State of Cali-
fornia requirements as well as another 1.3 million
in requirements from the private sector currently
in the marketplace. While timelines vary, we be-
lieve that most of these will result in signed deals
within the next 18 months.

VACANCY AND ABSORPTION TRENDS

While vacancy trends in the Sacramento market
are certainly impacted by overall macro-economic
trends, it is important to note that following
Washington DC, Sacramento is the second largest
government town in the United States. In terms
of commercial real estate, a strong governmental
presence generally equates to market stability.
While strong government markets often do not
experience the types of robust growth that can
occur when different industry types enter boom
periods (Silicon Valley and the tech sector, for
example), they are usually insulated during eco-
nomic downturns.

For much of the past few years the public sector
has been relatively inactive in the marketplace.
Though the private sector has been active, aggres-
sive development has far outpaced demand. The
return of the State of California to the marketplace
should begin to register a more significant impact
on the market over the final half of 2007. Based
upon deals already in the pipeline, we expect large
increases in occupancy growth over the final half
of the year. Unfortunately new deliveries will also
be up significantly during that time. While the
second quarter may ultimately be remembered as
a pause in the action, we expect leasing and sales
activity to pick up substantially over the final half
of the year. Whether it will be able to keep pace
with new development, however, is the million-
dollar question. »

SELECT SALES ACTIVITY YTD
PROPERTY ADDRESS

300 Capitol Mall

Parkshore Plaza

California Center

9815 Goethe Road

111l Howe Avenue

SELECT LEASE ACTIVITY YTD
PROPERTY ADDRESS
400 Capitol Mall

10951 White Rock Road
400 Q Street

4330 Auburn Boulevard
2750 Gateway Oaks Drive
3636 American River Drive
1808 14th Street

1325 S Street

1720 Prairie City Road
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SALES DATE SALE PRICE

6/14/07 130,000,000

4/11/07 80,000,000

4/19/07 29,000,000

6/26/07 15,750,000

6/05/07 14,685,099

OCCUPANCY TENANT

2/1/07  Wells Fargo
2/1/07  Aerojet

4/18/07 CDCR
I1/1/07  Strategies for Change
3/1/07  Sutter Health Sac Sierra Region

3/28/07  Matheny, Sears, Linkert & Long
2/1/07  Union of CA State Workers
2/1/07  Union of CA State Workers
5/1/07  Meridian Project Systems

SIZE SF PRICE/PSF TYPE
383,000 $339.21 ClassA
272,853 $293.20 ClassA
166,881 $173.77 ClassA
80,000 $196.88 Class B
102,693 $143.00 Class C
SIZE SF PRICE/PSF TYPE
45,247 $2.76  Class A
35,000 $1.75 Class B
33,164 $2.80 ClassA
30,000 $1.60 Class C
27,514 $1.80 ClassA
22,407 $2.15 Class B
20,000 $1.67 Class C
14,700 $1.67 Class C
21,515 $1.44 Class B
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It’s been a busy year for Steven
Schwarzman’s Blackstone Group.
After purchasing Equity Office
Properties Trust for $36 billion,
the then-private equity buyout
firm chopped up and flipped the
580-building portfolio to various
parties before launching the sixth
largest IPO ewver and then moving
to acquire Hilton Hotels. In the
Sacramento area this translated into
the sale of 32 office properties to
Hines Real Estate Investment Trust
for a reported $760,000,000 or an
estimated $312 per square foot.

COLLIERS INTERNATIONAL

CONSTRUCTION TRENDS

New deliveries outpaced net absorption through-
out 2006, with the market recording over 1.5
million square feet of new product compared to
roughly 610,000 square feet of occupancy growth.
Unfortunately, this trend appears to be continu-
ing in 2007. So far this year the market has added
over 670,000 square feet of new product while
absorbing just under 420,000 square feet of space.

While approximately 860,000 square feet of our
ongoing construction total relates to build-to-suit
projects that will be fully occupied upon comple-
tion—including a 400,000 square foot project
for CalSTRS in West Sacramento as well as a
170,000 square foot office campus for EDFUND
in the Highway 50 Corridor—the remaining 2.2
million square feet of space is all speculative de-
velopment, of which only about 250,000 square
feet have commitments in place.

New development remains aggressive throughout
the region. For the first time since 1999, two
high-rise office buildings are simultaneously under
construction in Downtown Sacramento. David
Taylor Interest’s 25-story U.S. Bank Tower at 621
Capitol Mall will add over 366,000 square feet of
space to the marketplace upon its delivery in late
2008. At the time of this report approximately
one third of its space had been pre-leased. Mean-
while, Tsakopoulos Investments’ 500 Capitol Mall
will add over 430,000 square feet of competitive
space to the marketplace upon its completion
in the Fall of 2009. As this report went to press
we knew of no pre-leasing agreements in place
for this 25-story office tower. These two projects
alone account for nearly 800,000 square feet of
new office space or roughly 26% of all current
construction.

Going forward there is no reason to believe that
this trend will change. There is just over three
million square feet of new office space currently
under construction throughout the region—a
level that we have not seen in years. By year’s
end we should top the two million square foot
mark. While we expect occupancy growth to
increase significantly over the final half of the
year, current levels of new construction almost
guarantee that the trend of increasing vacancy
rates will also continue heading into 2008. Most
significantly impacted by this trend will be the
Roseville/Rocklin submarket—which accounts
for nearly half of the suburban office construction
currently underway. Yet, while this may sound
like a doom and gloom forecast to developers, the
fact is that there are some Sacramento submarkets
where we believe new development may actually
be overdue. With overall vacancy at just 10.8%,

the Folsom submarket is prime for further office
development. El Dorado Hills is another potential
growth market where a lack of institutional quality
office space and vacancy in the ten percent range
may also prove to be the right formula for develop-
ers. And though vacancy is currently high in the
Elk Grove submarket, this market’s strong popula-
tion growth and ongoing transition from being
mainly a professional/medical office market could
also offer opportunities.

TOO MUCH OF A GOOD THING?
The Roseville/Rocklin submarket has been the

Sacramento region’s premier suburban office mar-
ket for the majority of the past decade. It has led
the region both in terms of net absorption and
new construction. Yet vacancy currently stands
at 14.5% for all office product—up from 13.2%
at the close of the first quarter. Just two years ago
this number stood at 10.9%. It is imperative to
note that we track both multi-tenant and owner
occupied buildings. When we take owner occupied
space out of the mix, vacancy shoots considerably
higher. The current vacancy rate for multi-ten-
ant office space in the Roseville/Rocklin market is
17.5%. Two years ago this number stood at 12.9%.

Since 2001, this submarket has accounted for
roughly 40% of all office space built within the Sac-
ramento region. It also has accounted for roughly
40% of all occupancy growth during that period
and was the market leader in terms of rental rate
growth. With over 1.1 million square feet of new
space under construction, it continues to lead the
market in terms of new office construction account-
ing for over 37% of all space in the development
pipeline.

From 1999 to 2006, the Roseville submarket re-
corded over 3.9 million square feet of occupancy
growth, or an average of over 120,000 square feet
per quarter. However, since 2006 this market
has cooled considerably in terms of occupancy
growth. During the first three months of the year
the Roseville submarket accounted for just under
20,000 square feet of occupancy growth—despite
the fact that over 61,000 square feet of new product
came online in the same period. Over the past
18 months, Roseville has averaged quarterly net
absorption of approximately 54,000 square feet per
quarter.

The Roseville/Rocklin submarket has histori-
cally led the way in terms of suburban office rental
growth in the region. Despite current challenges,
it still leads the market in terms of suburban rents,
with a current average asking rate of $2.30 per
square foot (based upon a monthly full service
basis) for all classes of office space. »
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This average has remained steady over the past
nine months even as vacancy has continued to
creep upward. This is not to say that this market is
immune to pricing pressures.

We have seen considerable movement from land-
lords in terms of concessions with tenant improve-
ment allowances increasing considerably—par-
ticularly for national credit tenants—as well as
additional free rent. Whereas a national credit
tenant may have expected one or two free months
on a five-year deal in 2005, we are now seeing
landlords offer the same caliber tenant as much as
double that. Likewise, we have seen some recent
leases offering tenant improvement allowances up
to $50 per square foot, which is up by as much as
40% from just a year ago.

One event that may prove beneficial in terms
of occupancy growth is the recent sale of Equity
Office’s portfolio. Equity’s national portfolio sold
in February to the Blackstone Group, who im-
mediately split up the portfolio and flipped it. In
Northern California, it sold these properties to
Hines—including 11 major office buildings in the
Sacramento market. Hines is known as the “mar-
ket maker” and is expected to push rents up at
least 10% on renewals. This will likely get at a few
tenants moving around in the marketplace and we
expect many of them to land in Roseville.

And while we expect the overall Sacramento mar-
ket to record strong occupancy growth over the fi-
nal half of this year, much of that will be generated
by deals inked by various governmental entities.
It is unclear how many—if any—of these deals
could land in the Roseville/Rocklin submarket.

Current levels of new development all but ensure
that vacancy will climb upward in the near future.
As a result, we expect asking rents to register
minor declines by next quarter. The good news,
however, is that Roseville remains the region’s
premier suburban market in terms of tenant ap-
peal. Even following the current wave of new
development, this submarket remains within two
solid years of market equilibrium. However, this
is completely dependent upon the pace of specula-
tive development slowing significantly.

LOOKING AHEAD

Look for occupancy gains to increase significantly
in the second half of this year. Despite this, con-
tinued high levels of ongoing development will
mean that vacancy levels will likely continue to
increase. Vacancy will continue to increase in
the Roseville/Rocklin market as projects currently
under construction come to market.

We expect strong performances from the Folsom
and Highway 50 submarkets. The Highway 50
submarket will likely be the greatest beneficiary
of the State of California’s current space require-
ments. Folsom is already positioned for a strong
performance thanks to low vacancy, high prestige
and continued tenant demand. North Natomas/
Northgate and Elk Grove will continue to develop
into major suburban submarkets, despite currently
high levels of vacancy. In the case of Elk Grove,
vacancy levels may actually increase in the short
term as new projects come online, but the evolu-
tion of this area’s office market will take a huge
step forward with a shift away from professional
office and flex space toward high-end institutional
grade product. H
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UNITED STATES:
Sacramento, CA

Dennis Shorrrock
Sr. Managing Director
1610 Arden Way
Suite 240

95815

Tel: 916-563-3023
Fax: 916-649-0001

Garrick Brown
Research Director
1610 Arden Way
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95815

Tel:916-536-3035
Fax: 916-649-000

This report has been prepared for general
information only. Information contained herein
has been obtained from sources deemed reliable
and no representation is made as to the accuracy
thereof. Colliers International does not guaran-
tee, warrant or represent that the information
contained in this document is correct. Any inter-
ested party should undertake their own inquiries
as to the accuracy of the information. Colliers
International excludes unequivocally all inferred
or implied terms, conditions and warranties
arising out of this document and excludes all
liability for loss and damages arising there from.This
report and other research materials may be found
on our website at www.colliersmn.com.

Colliers Macaulay Nicolls Inc. and its country
subsidiaries are member firms of Colliers Inter-
national Property Consultants, an affiliation of
independent companies with over 240 offices
throughout more than 50 countries worldwide.

COLLIERS

INTERNATIONAL

Our Knowledge is your Property




COLLIERS INTERNATIONAL | SACRAMENTO REGION
OFFICE OVERVIEW

1610 Arden Way, Suite 240
Sacramento, CA 95815

T: 916-929-5999
F: 916-649-0001

www.colliers.com/sacramento




