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John Affleck (JA):  Hello and welcome to CoStar’s State of the US Office market update for 2019Q2.  I’m 

John Affleck, Vice President of Market Analytics. 

Robb Calhoun (RC):  And I’m Robb Calhoun, Managing Director and Senior Economist from CoStar’s New 

York office.  Thanks so much for joining us.  In this update, we’ll start with the macroeconomy and then 

look at office fundamentals. 

JA:  Then we’ll look at rent trends so far in 2019, and which markets are leading and which are lagging.  

And we’ll have a look at what our latest forecasts suggest for the outlook. 

RC:  And we’ll wrap up with capital markets, including transaction volume, pricing, and the headline 

deals.  So let’s get started! 

JA:  Well, it’s official:  this is now the longest expansion on record.  The US economy has added jobs for 

105 consecutive months, including a respectable 512,000 jobs in the first quarter.  That goes along with 

GDP growth of 3.1%.  And, the S&P 500 just topped 3,000 for the first time, rising more than 20% this 

year.  So why is everyone so worried? 

 

RC:  I think most observers expect a slowdown in economic growth as we move through 2019.  Last I 

looked, consensus estimates for GDP growth in Q2 are below 2%.  The Fed expects full year 2019 GDP 

growth of just 2.1%, down from about 2.9% in 2018, predominantly driven by the runoff of fiscal 

stimulus that juiced growth in 2018.  However, the labor market remains strong, and wage growth 



continues to support consumer spending.  So we expect a slowdown in domestic economic growth, but 

nothing alarming.   

JA:  Then why is the Fed set to cut rates at their next meeting?  Isn’t that a bit of an overreaction? 

RC:  Hey, monetary policy is hard!  The Fed often doesn’t get it right, and as many have said, the biggest 

risk to economic growth is often the Fed themselves.  The case for raising rates has gotten significantly 

weaker over the last year as fiscal stimulus has worn off and measures of inflation have softened.  While 

the domestic economy remains somewhat insulated by the strong labor market and continued wage 

growth, there are signs of a slowdown in global economic growth, and trade tensions certainly haven’t 

gone away.  Given that the risks to the economy seem to have shifted to the downside, a shift to a more 

dovish stance is probably justified from a risk management standpoint. 

JA:  There’s some demographic headwinds out there too:  the Baby Boom generation is aging out of the 

workforce faster than the younger generations are growing up.  That means working age population 

growth is going to slow.  And that’s the main reason for the weak outlook in the Base Case, with job 

growth forecast to slow by half. 

 

JA:  The Base Case scenarios uses Oxford Economic’s Moderate Upside assumptions.  As always, we offer 

a range of scenarios, including one based on Oxford’s Severe Downside outlook.  And we offer the Trend 

Growth scenario, in which recent trends largely continue. 

RC:  Let’s have a look at what we’re seeing in the space markets for U.S. office.  After a very weak 

showing in the first quarter, net absorption rebounded in the second quarter to post the strong demand 

since 2016.  In total, CoStar recorded net absorption of 24 million square feet.  With just 12 million 

square feet of new supply, the vacancy rate ticked lower, to 9.6%--the lowest point yet this expansion. 



 

JA:  Robb, we expected demand to be pretty strong, given the scheduled move-ins we track.  In 

particular, TimeWarner moved into its new headquarters at 30 Hudson Yards, occupying 1.5 million 

square feet.  They had left their prior home on Columbus Circle, which will be occupied by Deutsche 

Bank in 2022. 

RC:  In Seattle, Amazon moved into yet more space, taking 1.1 million square feet at 1234 Westlake Ave 

in a new purpose-built property. 

JA:  And in Dallas, Charles Schwab moved into its new 580,000 SF campus in Westlake.  There’s more big 

move-ins to come in the next few quarters, including DropBox occupancy of its new headquarters at 

1800 Owens Street in San Francisco, Bank of America moving into new space on Tryon Street in 

Charlotte, and Macy’s moving into its new headquarters in—wait for it—Long Island City. 

RC:  And tenants continue to sign leases at a record clip:  we’ve already recorded more than 100 million 

square feet signed for last quarter—that’s the highest total we’ve ever recorded at this point after 

quarter end.  And, based on patterns in data collection, we can reasonably expect another 50 million 

square feet to be added to this total. 



 

JA:  Robb, this has become a running theme in these updates:  record leasing volume, quarter after 

quarter. 

RC:  It’s pretty remarkable, given that supply has been pretty limited, and vacancies are now in single-

digits.  And all that leasing will produce pretty healthy demand in next few quarters, as we see in our 

demand forecast.  Thereafter, though, that weak employment growth we talked about will weigh on 

office demand.  At the same time, we do expect supply to pick up as construction returns to normal 

levels in many secondary markets.  And that means vacancies will trend higher over the five-year 

forecast, rising to 10.5% by 2024. 



 

JA:  That’s still pretty low by historical standards, and that’s partly because construction still remains 

pretty controlled.  Austin, Texas and Nashville, Tennessee face the heaviest supply, with more than 5% 

of current stock underway.  

 

RC:  Supply is nothing new in Austin and Nashville, two markets known for their attractiveness to 

employers and developers alike.  But San Francisco, New York, Boston, Seattle, Washington, and LA—



the sexy six if you like—have not traditionally been known for high levels of construction.  In fact, 

investors have long cited the inherent supply constraints of markets as part of the investment thesis. 

JA:  That thesis probably needs to change.  Over the course of this expansion, developers have 

fundamentally disrupted the traditional CBD in these markets by offering high-quality new space in 

Hudson Yards in New York, South of Market in San Francisco, the Seaport and East Cambridge in Boston, 

the H Street and NoMa corridor in DC, and Lake Union in Seattle. 

RC:  These developers are testing a new thesis:  that the quality of space might be more important than 

the quality of the location.  And so far, it looks like they’re right.  Signature tenants have happily left the 

creature comforts of Grand Central and Sixth Avenue for the far West Side at Hudson Yards—served by 

a single subway line. 

JA:  And here in Boston, firms are trading traditional Financial District addresses and a short walk from 

South Station for the Seaport or, increasingly, North Station—an area best known for bar hopping 

before Bruin’s games, but now home to Converse and some of Boston’s largest developments. 

RC:  Let’s have a look at some of the largest projects underway.  Hudson Yards will add five new towers 

by 2022, each offering nearly more than two million square feet of space.  Across town, JPMorgan’s new 

headquarters at One Vanderbilt will complete in 2020. 

JA:  In Chicago, the Old Post Office project on Van Buren Street will open, offering 2.5 million square 

feet—much of it still available. 

JA:  These projects, and others like it, have had an outsized effect on the market, forcing landlords of 

aging stock to take a defensive posture to maintain their tenants.  That could mean slowing rent 

increases, or even offering discounts. 

RC:  And we’ve seen rent growth slow recently.  Based on our same-store rent series, we estimate rents 

rose by 2.3% year-over-year in the first quarter.  This unremarkable figure is, in fact, pretty remarkable:  

it marks the 34th consecutive quarter of rent increases, the longest period on record.  But, over this 

period, rent growth has averaged just 3.3%. 



 

JA:  Normally, office rents are either booming, as in 2000 or 2007, or busting, as in 2001 or 2008.  But 

this extended slow-and-steady growth is quite unusual. 

RC:  It’s also a little unusual that rent growth would be this slow with vacancies in single-digits—rent 

growth in 2007, for example, topped 10%. 

JA:  Tech markets have posted the strongest rent growth over the past year, with Austin, San Jose, and 

San Francisco leading the way.  Seattle ranks fifth, just behind Charlotte.  Other markets posting strong 

growth include other sunbelt markets better known for oversupply than strong rent growth—but these 

markets are enjoying a respite from construction. 



 

RC:  On the other hand, New York, Washington DC, and Boston rank among the weakest rent growth 

markets.  As we saw, these markets all are facing uncharacteristically high levels of high-quality new 

supply, and landlords have taken a very defensive posture to maintain occupancy in the existing stock. 

 

JA:  Other markets posting weaker rent growth include demographically-challenged Midwest and 

Northeast markets, like Stamford, Norther New Jersey, Detroit, Milwaukee, or Kansas City.  Energy-

dependent markets like New Orleans, Oklahoma City, and Houston, have also posted weak rent growth. 



RC:  Given the weakening demand outlook and rising supply, our forecast models call for rent growth to 

weaken further, rising only about 1.5% per year over the next five years. 

 

JA:  That forecast plays out differently across markets.  San Jose is forecast to lead all markets, followed 

by Inland Empire, Charlotte, Raleigh, and Jacksonville.  There are all high-demand markets where supply 

simply hasn’t kept up. 

 



RC:  On the other hand, markets with the weakest forecast rent growth include Boston—where the 

forecast calls for rent losses—as well as Austin and San Francisco—all tech markets with a history of 

economy volatility.  New York, one of the laggards recently, joins the normal cast of Northeast and 

Midwest markets also expected to post weaker growth over the forecast. 

JA:  Robb, the lackluster rent growth and outlook does not appear to be discouraging investment. 

RC:  To the contrary, deal volume last quarter was the highest for a second quarter since 2007 at nearly 

$40 billion.  And that total will rise as CoStar’s researchers finish entering all the deals from last quarter.   

This strong showing offsets the weak first quarter total, and puts 2019 on pace for a potential record 

total. 

 

JA:  Investors showed a clear preference for tech markets in the second quarter, with Boston, Seattle, 

Austin, San Francisco, and San Jose all posting deal volume well above typical second quarter levels.  

Washington and Los Angeles, on the other hand, saw somewhat muted deal volume.  And while deal 

volume in New York exceeded $5 billion last quarter, a large portion of that was due to one deal:  Time 

Warner’s $2.2 billion sale-leaseback at 30 Hudson Yards.  Absent this blockbuster deal, New York would 

have posted very low deal volume for the second consecutive quarter. 



 

RC:  Other major deals in the second quarter included Blackstone’s $1.2 billion acquisition of a two-

building portfolio in Seattle:  999 Third Avenue and 1420 Fifth Avenue.  Ivanhoe Cambridge was the 

seller, and Amazon was not a tenant in either asset. 

JA:  Google expanded its presence in New York with a $592 million acquisition of the Milk Building at 450 

West 15th Street in Chelsea, around the corner from its New York headquarters.  Jamestown was the 

seller. 

RC:  And Juul—the e-Cigarette firm—acquired 123 Mission Street in San Francisco for $397 million, or 

more than $1,100 per SF.  The location will serve as the firms new headquarters.  Northwood Investors 

was the seller. 

JA:  In another major portfolio deal, the Bullfinch Companies acquired a three-building Cambridge 

portfolio from MIT for $990 million, or more than $2,000 per square foot.   

RC:  The average transaction price jumped last quarter to $242 per square foot, from $225 in the first 

quarter.  However, this view of pricing is heavily affected by which properties trade each quarter.  To 

control for this, we estimate a price series for every property, and use these estimates to evaluate 

pricing trends.  Based on this series, we estimate that prices rose about 3% over the past year—the 

largest increase since 2016. 



 

JA:  Here’s a graphical representation of office transaction volume, with each dot showing a transaction 

cap rate, sized according to price, and shaded to indicate a trend.  We’ve seen fewer low cap rates over 

the past few quarters, and a simple value-weighted average suggests cap rates have drifted higher. 

 



 

RC:  However, as with prices, transaction cap rates are affected by which properties trade each 

quarter—and which report a cap rate.  So, as with prices, we estimate a cap rate for every property as 

well.  This series shows that cap rates have flattened, but haven’t started rising—at least not yet. 

 

JA:  But the Base Case forecast does call for the BAA interest rate to rise, either as the result of higher 

policy rates or a widening risk premium.  Higher interest rates will cause cap rates to expand about 20 

basis points through 2024. 



 

RC:  The modest cap rate increases combine with slowing rent growth to produce a forecast of 

continued price gains, though at a slowing pace. 

 

JA:  Of course, we do offer alternative views for those wishing for a more dire outcome. Try, for 

example, the Interest Rate shock scenario, or the Severe Downside if you want to make sure that deal 

pencils. 



RC:  But this forecast feels pretty reasonable to me, John.  Fundamentals are in fine shape, and there’s 

little supply risk outside of a few markets.  We may not be seeing rent growth consistent with single-

digit vacancy rates, but it’s enough to attract record levels of investment into office—and CRE in 

general. 

JA:  And, CRE is, ultimately, a defensive investment.  So I expect all that capital piling into office assets is 

motivated by some measure of fear, as well as a healthy dose of greed. 

RC:  We’ll be watching deal volume closely to see if investment will continue to climb in the second half 

of the year—potentially setting a new record. 

JA:  And we’ll be keeping an eye on fundamentals in aging CBD stock in major markets to see if the 

Hudson Yards effect continues to play out. 

RC:  And we hope you’ll join us again next quarter for the 2019Q3 State of the US Office Market Update. 

JA:  Till then, from Robb and I, thanks so much for watching. 

 

 


