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The U.S. office investment market shows signs of being back on track, following a slow
down at the end of 2018 that lingered into early 2019. The political and economic
climate—shaped by the government shutdown, an uncertain interest rate market
and the very real threat of tariffs and trade war escalation—raised questions and
generated considerable uncertainty. In the face of that uncertainty, activity slowed.
While some of the primary issues remain, and experts maintain that we are reaching
the top of the cycle, many concerns have burned off. Further, there remains significant
capital in the market earmarked for commercial real estate. Buyers and sellers have hit
the reset button and are expected to deliver a consistent and palatable baseline of
activity in the remainder of 2019 and into 2020.

Key Trends Impacting the Office Investment Market
•

Coworking expansion continues—However,
some investors expressed concerns about
coworking market saturation and how it might
impact values in the event of a downturn.

•

There is plenty of dry powder on the
sidelines—Investors have allocated about $200
billion for CRE, leaving plenty of room for deals.

•

There is a shortage of quality assets—Given
the length of this cycle, many assets have
traded; still others are considered overpriced,
impacting investors’ ability to place capital.

•

Investors are cautiously confident—
Economic expansion, population growth and
low unemployment all bode well for the sector.
There is caution, given the length of the cycle
and concern about how a downturn would
impact pricing.

•

Suburban office investment is seeing a
resurgence—Select
suburban
markets
with strong job and population growth are
experiencing increased activity, which includes
value-add transactions.

“Conventional wisdom and years of experience tell us that we may be long in
the cycle. At the same time, there is a broad sense of optimism, albeit somewhat
cautious, that with the level of capital poised for investment, there are still
allocations to be met and transactions to be completed. ”
Tina Lichens
Chief Operating Officer, Real Capital Markets
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Expecting Consistency
Approaching the mid-point of 2019, those surveyed expressed confidence in the health of the market.
Given the length of this cycle, there are many diverse dynamics occurring at once. According to
industry estimates, there is approximately $190 to $200 billion in dry powder waiting to be deployed,
yet there are diverse differences in pricing and availability of assets in many markets. Some Class A
assets in core markets are considered overpriced, with owners expecting peak pricing while investors
caution against buying at a high-water mark.
Investment Activity Expectations Over the Next 6-12 months:
Activity Levels Will Be Consistent

39%

Activity Levels Will Decrease, But Only Nominally

19%

Activity Levels Will Decrease

12%

Activity Levels Will Increase, But Only Nominally

20%

Activity Levels Will Increase

10%

This is a stark difference from the height of
the last cycle, from 2005 to 2007, when capital
was being placed more evenly. Tom D’Arcy,
Senior Managing Director at Hines says there
is significant capital waiting to be placed and
investors aren’t “turning off the spigot or sitting
on the sidelines.”
In Dallas, as well as other parts of the country,
the amount of capital raised by institutional
investors and private equity firms is “at an all time
high,” says Steve Pumper, Executive Managing
Partner, Transwestern’s Capital Markets and
Asset Strategies Group. Pumper added that this
environment had led to many firms looking at
mergers and larger portfolio acquisitions to
more effectively and efficiently place capital.

According to Paul Noland, VP, Acquisitions, L&B
Realty Advisors, the sweet spot in the market
today has been around $75 million, and there is a
shortage of transactions significantly higher than
$100 million. “There is nothing fundamentally
wrong, we are simply long in the cycle,” he says.
“Given that we are ‘long in the cycle’, certain
investment groups, especially public entities, are
reluctant to place large volumes at what could
be perceived as the top of the market.”
Kevin Shannon, Co-Head of U.S. Capital Markets,
Newmark Knight Frank concurs with the
cautionary tone but also notes that recoveries
don’t die because of old age, they die because
of some type of significant imbalance, such as
overleverage, tenant bubbles and/or bank crises.

“Recent political and economic uncertainty has caused investors
to be more sober and thoughtful in how they are underwriting
transactions and how aggressive they will be.”
Tom D’Arcy
Senior Managing Director, Hines
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Pricing Expectations
Expectations for pricing are following similar trends to those for overall activity, with consistency
being the dominant characterization. While the majority of those surveyed expect pricing levels will
remain steady, more than 30% expect prices to decrease over the next 6-12 months.
According to industry experts, those sentiments are to be expected as we near the top of the cycle
and experience more disparity between bid and ask price. In order to move more assets, motivated
sellers will be more inclined to reduce pricing rather than risk having to extend their hold periods.
Pricing Expectations Over the Next 6-12 months:
Pricing Levels Will Be Consistent

53%

Pricing Levels Will Decrease, But Only Nominally

28%

Pricing Levels Will Decrease
Pricing Levels Will Increase, But Only Nominally
Pricing Levels Will Increase

“A black storm event could change our
path. And while there are potential
issues like the level of corporate debt
and a tariff war with China to contend
with, right now there are mostly green
lights in our path.”
Kevin Shannon
Co-Head U.S. Capital Markets, Newmark Knight Frank
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Coworking Creates Opportunities & Risks
One of the most significant story lines is the ongoing expansion of coworking, which accounted
for nearly half of the U.S. office absorption in 2018, according to industry experts. Given this rapid
expansion and its impact on building vacancy rates across the country, some investors are questioning
whether this market segment is nearing a saturation point. And, from an investment standpoint, how
much is too much?

Moderate Risk

50%

Great Potential Risk (Market is Oversaturated)

37%

Concerned if Market Shifts

9%

No Risk At All

4%
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Respondents Selected the Following Risk Levels Associated with Coworking:

At mid-year 2019, 87% of those surveyed associate great or moderate risk with coworking. Investors
noted the top three ways coworking is impacting the market:

• Pushing vacancies down – adding value for landlords, stabilizing buildings and improving the
health of some market areas.

• Creating an incubator mindset – for some larger owners and REITs that embrace the concept
as a way to attract smaller tenants and manage those relationships as they grow.

• Paving the way for more dramatic disruption to office leasing – the coworking lease

process overall is less expensive, not as protracted or labor intensive as the standard lease and
could be a harbinger of things to come.

The coworking concept has taken many markets by storm over the past several years, wooing landlords
with the security of large leases, sometimes spreading across multiple floors. With contemporary
open spaces and hospitality-like amenities, coworking spaces can inject new energy into a building
and the market. Owners and investors see the opportunity. As a result, large, national property
owners and developers are looking at establishing their own competitive coworking brands. Yet the
explosive growth of the sector also raises concerns. The key question is: What’s the saturation point?

“Coworking is a way to incubate tenants in your own building, and
then work with them, once they get big enough, to keep them
within your portfolio. Coworking companies become less of a
landlord and more of a partner to tenants.”
William Prutting
Senior Managing Director, JLL Capital Markets
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Coworking Creates Opportunities & Risks (cont’d)
D’Arcy falls somewhere in the middle, cautioning that the industry will reach a saturation point in
the number of coworking companies vying for market share. In his estimation there are three or four
dominant market leaders followed by many “wannabe providers”.
Others acknowledge that a good coworking partner is important for stability and cash flow. “The
right coworking brand becomes or should be accretive to value,” says Prutting.
The fact that the coworking sector has yet to experience a downturn leads to the question of what
mix is appropriate for owners and investors. While some buildings may be 30 percent, 50 percent or
fully leased to coworking companies, industry experts say a reasonable range to target may be far
less than that.
Newmark’s Shannon and Transwestern’s Pumper both suggest keeping coworking space in a building
to 20 percent or less, with the 10 to 15 percent range being ideal. “If it gets above that 15 to 20 percent
range, you could be in competition against your own vacancy and as an owner, you don’t want to
have that,” says Pumper.
The general consensus of investors and owners is that coworking can co-exist with other tenants in
a building, especially those that are +/- one million square feet. The prevailing sentiment is that in
those large buildings, owners and investors should either embrace it or provide it themselves.
Another issue to consider is the impact on the traditional lease process. In fact, Noland believes
people could be missing the real effect coworking is having on the office market. “Coworking is
disrupting the traditional office leasing model,” Noland said. “It is having a huge impact on the way in
which space is leased.”
In a typical coworking situation, for example, a tenant can quickly sign a one-year, one-page lease—
with no security deposit. It is a seamless, “plug and play” process that runs contrary to the traditional
processes that involve brokers, lawyers and, typically, lots of time and paperwork. As a result, the longterm market impact could be significant.
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Well Located & Value-Add Suburban Top Opportunity List

RCM survey participants noted the greatest
opportunities in today’s office market to be
outside of the urban core, i.e., in both value-add
suburban properties (39%) and well-located
properties in emerging markets (37%).
This sentiment aligns with the investment
approach at Bailard, Inc., an institutional
investment manager. The firm, which has
about one-third of its assets in the office sector,
is focused on finding good relative value in a
variety of markets, including Charlotte, Chicago,
Minneapolis, Phoenix, Raleigh-Durham, and St.
Louis, among others.
Markets with good fundamentals, including
population and job growth, as well as a highly
trained labor force are making the grade with
investors.

“We are focused on the suburban
office market not only because
there is an opportunity to add
value through active asset
management and repositioning,
but because of the extraordinary
arbitrage between suburban
and CBD office pricing.”

In the Midwest market, for example, the firm
holds office assets in Oak Brook and Itasca,
close-in western suburbs of Chicago; Easton,
outside of Columbus, OH; and Eden Prairie,
MN, southwest of Minneapolis. These markets
are stable, easily accessible and known for
outstanding schools, among other factors.
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While the coworking phenomenon is making
headlines for its evolutionary and disruptive
practices, it isn’t the only game in town.

Experts maintain that while a building’s features
are important, real estate is still all about location.
Other important factors include the health of
the submarket and how a building’s location fits
into new and/or current market trends.
“A great urban location, or a suburban building
that is part of a transit-oriented development
will do better than an “A” building in a mediocre
location,” Shannon says.
On the other end of the spectrum, the two
property categories seen as less attractive, or
having the least opportunity, are stabilized,
well-located downtown buildings and trophy
properties. These findings reflect the perceived
lateness in this investment cycle and investors’
continued focus on growth, value and yield.
These strategies are more difficult to find with
many stabilized assets.

Preston R. Sargent
Executive Vice President, Bailard
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“Tenant improvements are the biggest underwriting challenge.
Universally, tenant improvement costs are going up a lot faster than
rents have increased.”
Paul Noland
VP Acquisitions, L&B Realty Advisors, LLP

Operational Challenges Are Impacting Value
In spite of its relative strength and consistency, the office sector is not without its share of challenges.
Two of the issues characterized as the greatest challenges were cited by more than half of
participants—the cost of tenant improvement allowances, and tenants taking less space. The third
most significant challenge is the cost of converting underperforming assets.
Pumper supports that assessment, characterizing the cost of tenant improvements over the last two
years as “skyrocketing.” He notes that 10 years ago, improvements were $60-$80 per square foot. Now
they are approaching $110, or greater, per square foot. Even modest improvements that may have
been as low as $40 per square foot are now nearly double.
Increases in tenant improvements can be problematic, especially in markets with lower rents.
While there can be greater disparity in rental rates from primary to secondary and tertiary markets,
tenant improvement costs, from materials to labor, are more consistent, regardless of geography.
Unfortunately, costs are not expected to decrease. It’s especially a concern if the lease term is less
than 10 years, as it is difficult for an owner to recover those costs.
“With these increases, investors are carefully scrutinizing and budgeting lease-up costs and tenant
improvement allowances as part of their underwriting,” Pumper said.
The trend of tenants taking less space, selected as one of the greatest challenges by more than 54
percent of investors surveyed, is a double-edged sword. It is typically the result of evolving, state-ofthe-art technologies and operational efficiencies achieved both by tenants and building owners. The
improved efficiencies, a goal of everyone, often correlate to a reduction in space.
Investors also view the cost associated with converting underperforming assets as the third greatest
challenge. For some, it comes down to making the assets stand out and be more compelling within
their competitive set. “Owners are being challenged to enter the differentiation arms race.” Prutting
said.“They must demonstrate how making capital investments in a property makes it more competitive
and compelling from a leasing standpoint. There isn’t a demand base that says mediocrity is okay.”
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Conclusion
“We’ve reached a very interesting time in this current investment cycle,”says Steve Shanahan, Executive
Managing Director, Real Capital Markets. “This is an investment cycle that despite its challenges, has
been extended by robust levels of capital available for investment coupled with putting many lessons
that have been learned from past cycles into practice.”
Investors expressed that the office sector has seen good restraint in most markets in terms of adding
supply. Further, with the majority of investors believing that continued corporate growth is likely,
professionals in the sector are aligned with the sentiments of Sargent who says, “As long as the
economy is growing, even modestly, the real estate markets will remain in a relatively healthy balance.”
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Real Capital Markets regularly surveys industry professionals to gauge the current commercial real estate
market. Visit rcm1.com/reports to view a list of past studies.
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About Real Capital Markets:
Founded in 1999, Real Capital Markets (RCM) is the global
marketplace for buying and selling CRE. RCM increases
the speed, exposure, and security of CRE sales through its
streamlined online platform. Solutions include integrated
property marketing, transaction management, and business
intelligence tools to unify broker-level and firm-level data
and work flows.
To date, RCM has executed 69,000+ assignments with total
consideration exceeding $2.3 trillion. Approximately 50% of
all U.S. commercial assets sold, over $10 million, are brought
to market using RCM’s online marketplace annually.
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