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Transcendent metros

Transcendent metros tackle office market headwinds

by Stewart Rubin

advances and demographic changes are cre-
ating headwinds in the path of office space
demand. Certain metro areas, however, have
advantages that may transcend those challenges.
The number of office-using jobs are growing
at a faster rate than the average for all jobs and, as
a corollary, office-using jobs is a growing share of
all jobs. This trend is not evenly distributed and is
most pronounced in technology-concentrated mar-
kets, low-cost markets and certain major markets.
Office-using jobs have grown almost three
times as fast as office inventory growth since
2009. Nevertheless, the level of new construction
is near a 20-year low point. The national office
occupancy rate has not yet recovered to its pre—
global financial crisis level, and certainly not to
the levels experienced in 2000. In New York City,

S pace utilization densification, technological

Los Angeles, and Washington, D.C., office vacancy
rates are higher than they were 10 years ago.

The mismatch between job growth and space
use for office can be explained by a confluence
of factors working against office demand, including
densification (reducing the space per employee),
teleworking and technological advances. Going
forward, we expect the slow growth rate in the
working-age population nationally and a declining
working-age population in certain major, secondary
and suburban markets will affect demand for office
space. This trend is exacerbated by the decline in
the office-using, employable, working-age popula-
tion caused by the exit of the long-term unemployed
from the labor pool and low education-attainment
rates in certain population centers.

These demographic and social waves will
add to the technological challenges facing office
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demand growth. Perhaps the greatest threat gener-
ated by technological advances — the elimination
of certain cognitive office jobs — is only begin-
ning to be experienced. Its full manifestation in the
coming decades may have a considerable impact
on office demand.

Nevertheless, these trends may be transcended
in certain markets, including those that (1) are
technology-focused, (2) are low-cost, (3) have a
concentration of machinery-resistant jobs, (4) have
a growing working-age population and (5) have
high education-attainment rates. (The term machin-
ery is used as an all-encompassing reference o
automation and technological advance that may
jeopardize certain jobs — office-using jobs in the
context of this article. It was first used in the early
19th century to refer to the mechanization of pro-
duction processes that resulted in the loss of jobs.
Early 19th-century usages included “the machinery
question,” referring to whether the introduction of
machines would result in massive job losses.)

Office-using jobs as a share of total jobs
increased from 21.4 percent in 1995 to 23.6 percent

Occupied office square footage per worker (U.S.)
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in 2015, 1t had been 18.1 percent in 1982, The dis-
tribution of this increase is uneven, and certain
metros benefitted disproportionally, while others
experienced a decline,

Office construction as a share of existing inven-
tory is at its lowest level since 1996. Since 1994,
office employment has grown 45 percent, while
office stock has grown 34 percent, and since second
quarter 2009, office employment has grown 14.2
percent, while office stock has grown 3.5 percent.

Despite very little new construction over the
past 10 years, the vacancy rate for The CoStar
Group’s top 54 markets (PPR54) has only declined
from its post—global financial crisis high of 13.3
percent to its current level of 10.8 percent, but
still has not rebounded to the 6.4 percent experi-
enced in 2000. According to CoStar, Nashville; San
Jose; San Francisco; Austin: Pittsburgh; Raleigh,
N.C.; Columbus, Ohio; Portland, Ore.; and Denver
are among those showing the largest declines in
vacancy over the past 10 vears.

According to CoStar, space per employee
has been declining; 2010 saw 194 square feet per
employee, compared with 183 square feet in 2015,
a 5.6 percent decline (see “Occupied office square
footage per worker,” below left). This follows an
overall densification pattern that began in 2004
and was interrupted by the Greal Recession, Dur-
ing that economic downturn, significant job losses
resulted in a greater amount of office space per
employee. Carving oul the layoff-driven increase,
the longer trend of 2003 to 2015 represents a 6.7
percent decline in space per employee.

Space per employee has declined by 7.7 per-
cent over the past five years, and CoStar forecasts
it to decline by an additional 4.8 percent over
the next five years. This is not evenly distributed
among metro areas. In general, the markets with
high growth rates in terms of hoth rent and jobs
have experienced greater densification; densifica-
tion is being used as a tool to keep costs low in
accelerating and presently expensive markets. In
its 2016 Workplace Report: TMA by the Numbers,
Ted Moudis Associates (IMA) notes the average
space per worker for newly leased space is now
142 square feet and ranges from a high of 220
square feet to a low of 95 square feet.

Demand for office space can be further
reduced via a leveraged-seating ratio. According
to TMA, most offices could leverage seats at a ratio
of 1.3 persons for every one seat and still have
enough seats for everyone who physically works
in an office on any given day. Some employers
may be able to use an even higher ratio. Densifica-
tion does have limits and may be curbed by eleva-
tor, bathroom and parking capacity, particularly in
older buildings. In addition, not all work can be
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efficiently done in close quarters, and certain types
of cognitive effort require more privacy and quiet.

Densification of employee workspace is not
the only cause of reduced office use, however; digi-
tization of files and cloud computing also are less-
ening the need for office space. Historically, offices
of large insurance companies, law firms, lending
institutions and financial services firms used thou-
sands of square feet of office space for the storage
of paper files. Now files can be digitized and stored
electronically. Files also can be stored and accessed
in the cloud. The alorementioned TMA report stated
paper-light offices are reducing file drawer space to
one for every 1.7 workers.

Telework, as defined by the U.S, Office of Per-
sonnel Management, is a work flexibility arrange-
ment under which an employee performs the
duties and responsibilities of such employee’s
position, and other authorized activities, from an
approved worksite other than the location from
which the employee would otherwise work (e.g.,
home or telework center). This does not mean
they work exclusively from home.,

Number of telecommuting employees
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According 1o Global Workplace Analytics, the
number of teleworkers who regularly work at home
more than doubled between 2005 and 2014, increas-
ing from 1,819,000 in 2005 to 3,700,000 in 2014,
meaning 2.8 percent of the workforce now works
from home at least half the time (see “Number of
telecommuting employees,” below lelt). Gallup Inc.
polls have documented a steady rise in workers
who have (elecommuted, from 9 percent in 1995 (o
32 percent in 2000 to 37 percent in 2015. The 2015
Gallup poll found 55 percent of college-educated
respondents had  telecommuted, compared with
only 26 percent of those who were not college
graduates. This has a direct impact on office space
demand because college-educated employees are
more likely to work in an office environment.

Need for workers may decrease:
technological advances and globalization
Technology has been a net job creator, as evi-
denced by the growth in cognitive jobs and the
success of technology-focused metros. Neverthe-
less, technological advances and globalization
have reduced the need for workers in various
job sectors in the United States. Technology also
has enabled the offshoring of cognitive jobs that
would not have been possible in previous gener-
ations. The abhility to offshore office jobs to India,
the Philippines and other lower-cost locations
has reduced the need for U.S. office workers,
The Federal Reserve Bank of St. Louis divided
certain types of jobs in to four categories: (1) cogni-
tive non-routine, (2) manual non-routine, (3) cog-
nitive routine and (4) manual routine. Cognitive
non-routine jobs include management; business
and financial operations; computer and mathemati-
cal; architecture and enginecring; life, physical and
social sciences; community and social service occu-
pations; legal; education, training and library; arts;
design; entertainment; sports; media; healthcare
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practitioners; and technical occupations. These types
of jobs have exhibited the most growth over the past
30 years. Cognitive routine jobs include sales and
related jobs, as well as office and administrative sup-
port occupations (see “Occupation by type,” below).

The relevant categories for office  space
include the cognitive routine and cognitive non-
rouline categories, Technological advances have
had a profound impact on routine cognitive jobs,
climinating roles such as secretarial typing pools.
In the eight years ended December 2015, the num-
ber of cognitive routine jobs declined by 3.4 per-
cent. The losses in the cognitive routine category
have been more than offset by increases in the
cognitive non-routine category, which grew 11.2
percent during the same period; however, this may
nol be the case going lorward,

According o a 2013 study by Carl Benedikt
Frey and Michael Osborme of Oxford University,
about 47 percent of total US. employment is at

Occupation by type
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risk. Although the magnitude of such job losses
may be overstated, the direction is clear. This would
not be the first time new technology has reduced
demand Tfor labor, Indeed, concerns were raised
from the very inception of technological innovation.
Reconsidering his original view, in the 1821 edition
of his On the Principles of Economy and Taxation,
the economist David Ricardo wrote that the employ-
ment of machinery is frequently detrimental to the
laboring class, What is new is, it is now affecting
jobs that require an advanced degree. Deep neural
networks (or “deep learning” systems) are making
rapid progress in areas such as speech recognition,
image classification and language translation. Law,
brokerage, insurance claims and policy processing,
bookkeeping, accounting, and auditing clerks, as
well as library technicians, tax preparers, insurance
underwriters, mathematical technicians, title exam-
iners, abstractors, telemarketers, loan officers, and
legal secretarics are exposed to this 21st-century
machinery risk. Numerous other cognitive jobs may
be affecled in the computer, law, insurance, math-
ematical and finance sectors. As more job functions
are automated by artificial intelligence, additional
job types will move to cognitive routine from cog-
nitive non-routine and, ultimately, to a fully auto-
mated or offshored job category.

Exposure 1o this type of machinery risk is
greatest in certain smaller, low-cost metros, such as
Tampa, Orlando and Jacksonville, Ila., and Phoe-
nix, as well as other locations that have attracted
back-office jobs and call centers. This risk is lower
in metros with a greater share of office-using jobs
that are not exposed. The financial services indus-
try technology, or Finlech, for example, which
remains concentrated in New York City and Boston,
is essential. The technology of automation must
be maintained and, therefore, the need for those
types of jobs grows as mechanization expands.
State capitals also are more secure because of gov-
ernment jobs that are not easily automated. Areas
with high advanced-technology-job location quo-
tients and strong education-attainment rates also
are more resistant to machinery risk.

Fewer workers available
One of the conundrums of the economic recov-
ery is the decline in the number of employed
persons. Despite the fact the unemployment rate
has declined from 10.0 percent in 2009 to 4.9 pet-
cent in 2016, the labor force participation rate has
declined from 65.8 percent in 2009 to 62.8 percent
in 2016 (compared with 67.3 percent in 2000).
The employment-to-population ratio declined
from 64.7 percent in April 2000 to 59.6 percent in
2016. 1t declined from 65.6 percent in April 2000
to 61.5 percent in 2016 for those aged 25-64. For
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the prime working years of ages 25-54, it declined
from 81.9 percent in April 2000 to 77.7 percent
in 2016 (see “Employment-to-population ratio for
those aged 25-04 years,” above).

The growth rate of the working-age U.S. popu-
lation is expected to slow (o nearly a halt. In 2022,
the number of working-age adults is projected
to decrease, and it is anticipated to be most pro-
nounced in the 45-64 age bracket.

An analysis by the White House Council of
Economic Advisers (CEA) in 2014 estimated about
hall of the decline in labor force participation
since 2009 was due to the aging of the U.S. popu-
lation. Labor force participation rates decline as
workers enter their sixth decade of life. The CEA
further estimated about 17 percent of the decline
was the result of a cyclical decline consistent with
historical patterns in previous recessions. The CEA
estimated the remaining one-third of the decline
was the result of long-term unemployment among
a wide range of age groups, including younger
people. Some have dropped out of the labor force
because their skills have atrophied. It also may be
the result of a lack of good-paying jobs or contact
with the criminal justice system.

Non-employed workers tend to be those who
have been left behind by generational economic
changes. Their jobs have been replaced by tech-
nology or have gone overseas, and they can no
longer find work that pays as well. Although this
historically has been applicable to manual work-
ers, it is increasingly applicable to cognitive and
office workers, The number of workers on dis-
ability has increased significantly over the past 15
years. Although slowing recently, its rise has been
a significant contributor to the declining labor
force. Recent Federal Reserve research indicates
those who left the workforce are not coming back.

The above notwithstanding, the impact on
various office markets will be uneven. Established

office markets such as San Francisco, Boston,
New York City, Chicago, Los Angeles, Seattle, and
Washington, D.C., should continue to be upper-tier.
Other markets that outperform will have several
of the following characteristics: (1) above-average
growth in office-using jobs, (2) office-using jobs
growing at a faster rate than office inventory, (3)
fast-growing working-age population, (4) above-
average education-attainment rate, (5) high tech-
job location quotients and/or fast growing number
of tech jobs, and (6) lower-cost commercial and
residential real estate. Metros that include several
of these characteristics are markets that should be
on the winning side, despite the negative trends
detailed above.

In addition to top-tier metros, two types of
office markets are experiencing above-average
demand growth: tech hubs and lower-cost office
markets. One should not be distracted by the
headlines of headquarter transfers because they
frequently involve relatively few employees, with
the majority of workers located in low-cosl cities
and suburbs in the United States and abroad.

Transcendent markets

Markets that should outperform their peers and
prove more resistant to the headwinds detailed
earlier in this article include certain top-tier
markets, ascendant lower-cost markets, and
technology-focused markets. Other less-educated,
low-cost markets should continue to exhibit
strength but ultimately may be challenged by
machinery risk.

Top-tier markets continue to do well, includ-
ing San Prancisco/San Jose, Boston, New York
City, Seatde, and Washington, D.C. These world-
class metros have high tech-job location quotients,
and are professional, business and/or financial
service jobs powerhouses. These are global inter-
national cities with a significant corporate head-
quarters presence, and they should continue to
transcend headwinds.

Although Los Angeles exhibits  weaker
education-attainment rates and office-using jobs,
it continues to be a center of the entertainment
industry, financial services and a growing technol-
ogy sector. Of interest, Los Angeles is considered a
low-cost alternative to the San Francisco Bay Area
for technology companies. Its Orange County sub-
urbs are projected to experience above-average
growth in office-using jobs. Chicago traditionally
has been the mid-America center of commerce and
a financial services hub. It now faces competition
on both these fronts from Dallas—Fort Worth but
is still the undisputed regional capital of the Mid-
west. San Diego has one of the top technology-job
location quotients at 1.81 and, given its relatively
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high education-attainment rates, should continue
to be an important office market.

Office-using-job migration patterns have traced
a route to metros concentrated in, but not limited
to, the South and the intermountain West. These
markets are categorized by a growing working-age
population, and lower costs associated with com-
mercial and residential real estate, labor and taxes.
They generally are situated in states with less regu-
lation. These expanding markets are experiencing
self-perpetuating growth, as population increases
spawn demand f(or business and professional ser-
vices, financial services, government, elc., that in
turn attract more migration to {ill the additional jobs
created. Part of the migration trend is explained by
the overall U.S. population shift to the South. Many
are in states with no income tax, such as Florida,

Tennessee and Texas. In addition, companies have
relocated jobs from established high-cost metros,
such as Chicago, Los Angeles and New York City.
These areas also are more attractive 1o employees
because ol lower-cost housing and taxes. A middle
manager may earn less in Dallas than in Los Ange-
les, for example, but have more spending power
and a more comlortable lifestyle.

In tandem with other office-using jobs, {inancial
activities jobs are migrating toward ascendant and
lower-cost cities. According to NewGeography.com,
a joint venture of journalist and author Joel Kotkin
and Praxis Strategy Group, the top five growing
markets for financial activities jobs since 2010 are:
Nashville, up 24.5 percent; Dallas, 23.2 percent, Salt
Lake City, 19.9 percent; Phoenix, 19.7 percent; and
Charlotte, N.C., 14.2 percent. The top five grow-
ing markets for professional and business services
employment since 2010 are: Nashville, up 47.2 per-
cent; San Francisco, 45.7 percent; Austin, 42.3 per-
cent; San Jose, 36.4 percent; and Dallas, 28.9 percent.

Not all lower-cost markets are equally strong
for the long term. Metros with high and/or growing

education-attainment rates and a technology focus
may prove more resilient. This includes markets
that have high or growing technology-job loca-
tion quotients and host the types of jobs that are
more resistant to the threat of artificial intelligence
and automation. In addition, regional economic
capitals and state capitals, especially those that
domicile a strong university, are less susceptible
to machinery risk. These areas have attracted rela-
tively high-paying professional and business and
services jobs. This category includes Dallas—Fort
Worth; Atlanta; Denver; Nashville; Austin; Raleigh;
Columbus; Salt Lake City/Provo/Ogden, Utahy;
Charlotte; Minneapolis; and Portland.

Other small-size, low-cost markets generally
have lower education rates but are nevertheless
growing and atltracling olfice-using jobs. These
metros include Phoenix; Louisville, Ky.; San Anto-
nio; Orlando; Tampa; and Jacksonville (other
small-size, low-cost markets that have experienced
a significant increase in olfice-using jobs, but have
less-positive demographics include Kansas City,
Mo.; Indianapolis; and Pittsburgh). These metros
are experiencing accelerated working-age popula-
tion growth and are expected to continue to do
so over the next decade. Featuring low-cost com-
mercial and residential real estate, they also ben-
efit [rom lower taxes and less regulation compared
with metros in other regions. These cities are par-
ticularly vulnerable, however, to the challenges of
artificial intelligence, the second machine age and
automation. Many ol the back-office jobs in these
locations are exposed to offshoring as well. These
are low-cost places — but locations in India and
the Philippines are even more low cost.

Conclusion

The olfice sector is facing headwinds in the
form of densification, teleworking, technological
advances, globalization and a very slow-growing
working-age population. Top-tier metros should
continue to thrive despite their high costs. Ascen-
dant metros that are technology-focused and
lower cost, with a growing, educated working-
age population are outperforming, despite the
aforementioned national trends. Smaller, lower-
cost markets with below-average education-
attainment rates and growing working-age
populations are attracting office-using jobs but
are particularly exposed to machinery risk. <
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