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The Office Glut: End or Upswing in '89?

Vacancy rates for California’s
leasable office space fell in 1988 for
the second consecutive year. As of
December 1988, 16.6% of office
space in the state was vacant. This is
the lowest rate of vacancy since
1984, down from 20.1% in 1986 and
18.1% in 1987. The lower vacancy
rate reflects the much closer balance
between new supply and net absorp-
tion that has been achieved in
many markets during the past

Rising building permit values in-
dicate that growth in office stock
may take an upswing again in 1989.
Statewide, commercial building per-
mit values jumped to $6.1 billionin
1988. While this is below the 1985
peak of $6.2 billion, it is well above
the 1986 and 1987 values of $5.8 bil-
lion and $5.6 billion respectively.
Furthermore, in some regions 1988

commercial permit values exceed the
previous 1985 peaks.

Shifting Economic Sectors
and Office Space Demand
Concern over excess supply does

not imply that demand for office
space is weakening. On the contrary,

(Continued on page 2,

WO years.

This is welcome news in a
state that has experienced a
large and increasing surplus of
office space for much of the
1980s. However, a closer look
at recent statistics indicates
that in some parts of the state,
the leveling off of vacant of-
fice square footage may be a
brief hiatus in a market that
continues to build new supply.

Building activity in 1988
pushed office supply in
California’s major
metropolitan markets to al-
most 440 million square feet.
While vacancy rates have
stopped rising, the actual
amount of space available for
lease has decreased only
slightly, and the state con-
tinues to have over 70 million
square feet of vacant office
space.
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FIGURE 1
Estimate of Vacant Office Stock in California
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1988 office-related
employment continues to

expand more rapidly than 12

overall employment in
California. Statewide, of-
fice employment grew at
4.9% in 1988 while total
employment increased by
3.4%.

Last year’s growth,
however, indicates that
growth in office demand
isnot spread evenly
among all sectors (see
Figure 2). Finance, in-

surance and real estate -2

(FIRE), which accounted
for just over one-third of
office-related employ-
ment statewide in 1987,
grew much more slowly
than other office sectors
in 1988. Expanding by

FIGURE 2
Growth Rates of Office Emplt_)lyégn_;agta in Major Metropolitan Areas,

% Change 1987-88
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only 1.5% between 1987
and 1988, employment
gains in FIRE accounted
foronly 10.4% of all office employ-
ment growth in the state, Business
services employment had the fastest
rate of increase in 1988. Growing by
over 60,000 jobs statewide, business
services employment accounted for
over half of all office employment
growth between 1987 and 1988.
Finally, other office- related services
added 40,000 jobs over the past year.

Regional Differences
in Employment Growth

The most rapid gains in office
employment occurred in Southern
California. During 1988, over 75,000
office-related jobs were added, at an
annual growth rate of 5.7%, as
shown in Table 1. Office employ-
ment growth rates in the individual
counties ranged from 5.4% in Los
Angeles and Orange to 6.4% in San

Diego, 7.4% in the Riverside/San
Bemardino metropolitan area, and
7.8% in Ventura County. Growth
rates of major office sectors varied
significantly within Southern Califor-
nia, FIRE employment growth was
very slow in Los Angeles County
(only 0.3% between 1987 and 1988),
moderate in Orange County (1.6%),
and much more rapid in San Diego
(5.3%), Riverside/San Bemardino
(8.3%) and Ventura (8.7%). In con-
trast, business services growth in Los
Angeles and Orange counties (at
10.2% and 11%) was far stronger
than in either San Diego (5.7%) or
Ventura (8.9%).

In the four major Central Valley
metropolitan markets, office employ-
ment growth averaged 5.2% from
1987 to 1988, an increase of almost
9,000 jobs. While all office activity
had solid growth in 1988 in the

Sacramento metropolitan area, FIRE
jobs declined in Fresno County and
jobs in the other services category
declined in Kern County. San Joa-
quin County lagged behind statewide
trends in FIRE and business services
employment growth, but exceeded
the statewide rate in other office-re-
lated services.

The San Francisco Bay Area had
the slowest rate of office employ-
ment growth of the three major
regions, at4.3% between 1987 and
1988, but nevertheless added over
28,000 new office-related jobs. Only
the East Bay (Oakland metropolitan
area) and the Santa Rosa
metropolitan area (Sonoma County)
had positive growth in FIRE, while
only the East Bay and the San Jose
metropolitan area exceeded

(Continued on next page)
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statewide growth rates for the other
services category. In the
Napa/Solano portion of the North
Bay, where office markets are not
yet tracked on a regular basis, no in-
crease occurred in office-related
employment.

New Space in
Southern California

Office square footage in
Southern California rose to an es-
timated 231 million square feet by
December 1988, accounting for
more than half of the state’s office
square footage, as shown in Table 2.
The region’s 39.2 million square feet
vacant is close to the 39.6 million
square feet available in December
1987. However, the stable level of
vacant stock in fact masks the the dif-
ferences in construction, net absorp-
tion and growth in vacant space that
occur by county.

Construction slowed from earlier
averages in Los Angeles County in
1988, according to Grubb and Ellis
figures, while net absorption (the net
change in square footage occupied)
exceeded construction levels for the
first time in the 1980s. This led the
amount of vacant space to drop by
about 1.5 million square feet and the
vacancy rate to drop from 16.7% in
1987 to 14.6% in December 1988. In
contrast, Orange and San Diego
counties continued to add more
space than was absorbed, and the
amount of vacant space rose in both
counties. In both Orange and San
Diego, the amount of vacant space in
December 1988 was more than three
times the average annual net absorp-
tion for the county. Riverside/San
Bemardino and Ventura counties had
construction levels matching net ab-
sorption rates in 1988, and both coun-
ties have substantially smaller

TABLE 1

Total Employment and Office Sector Growth, 1987-1988

* Includes finance, i

miscellaneous services,

Rosa (Sonoma).

Source:

Employment Data and Research Division.

OFFICE TOTAL PERCENT
EMPLOYMENT* EMPLOYMENT CHANGE
1987-88
County/MSA 1987 1988E 1987 1988E Office Total
Southern California 13335 1409.8 6817.3  7066.0 57 3.6
Los Angeles 8209 865.3 4011.9 4121.8 54 2.7
Orange 2226 234.7 1094.9 1140.3 54 41
Riverside/San Bern 81.2 87.2 627.5 648.6 74 3.4
San Diego 174.3 185.4 862.9 924.7 6.4 7.2
Ventura 345 37.2 2201 230.6 7.8 4.8
San Franclsco Bay Area 632.9 660.1 2801.0 28825 4.3 29
Fairfield/Vallejo/Napa MSA** 15.6 156 129.3 134.4 0.0 39
Oakland MSA** 150.3 161.9 814.2 8445 7.7 3.7
San Francisco MSA** 287.3 292.3 934.7 946.5 1.7 1.3
San Jose MSA** 158.7 168.1 793.9 8234 59 3.7
Central Valley 164.0 1726 1159.2 1196.3 52 3.2
Fresno 314 33.0 256.1 264.5 5.1 33
Kern 219 225 190.2 190.7 2.7 0.3
Sacramento MSA+ 89.0 94.7 556.9 578.3 6.4 38
San Joaquin 21.7 22.4 156.0 162.8 3.2 4.4
California 2364.3 24792 120235 124357 49 34
Notes: .

=l ; Y= \
nce, real estate, business services, legal, educational and social
services, membership organizations, museums, zoos and botanical gardens, and

E 1988 figures are estimates from monthly preliminary data provided by the California
Employment Development Department, Employment Data and Research Division.

** The nine San Francisco Bay Area counties are included in 5 MSAs, as follows:
Fairfield/Vallejo/Napa (Napa and Solano counties), Oakland (Alameda and Contra Costa), San
Francisco (Marin, San Francisco and San Mateo), San Jose (Santa Clara County), and Santa

+ The Sacramento MSA includes El Dorado, Placer, Sacramento and Yolo counties.

Computed from data provided by the California Employment Development Department,

proportions of excess supply than do
most of the larger markets.

Although vacancy rates have
been stable or declining in most
Southern California counties, over-
supply is by no means a concern of
the past. Building plans continue to
be optimistic in the region. After ad-
justing for inflation in building costs,

the value of commercial building per-
mits for the region rose by 7.5% in
1988, surpassing the previous peak

in 1985. Signs of potential overbuild-
ing are further apparent in under con-
struction and planned square footage
figures. Grubb and Ellis estimates

(Continued on page 4)
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that the Los Angeles area will
add 10.4 million square feet in
1989, while the Newport
Economics Group reports 4.9
million square feet of space
under construction in Orange
County as of December 1988
and an additional 9 million
planned through mid-1990.
Plans for San Diego and the
Riverside/San Bemardino
areas appear equally optimis-
tic according to figures from
Coldwell Banker (San Diego)
and the Newport Economics
Group (Riverside/San Bernar-
dino). Thus, the amount of
square footage vacant in
Southern California is likely
to rise again by the early
1990s.

San Francisco Bay Area
Moves Towards Closer
Balance

The San Francisco Bay
Area has almost two-fifths of
the state’s office square
footage. While the city of San
Francisco continues to be the
region’s largest office center,
with 39% of the region’s
space, its share has dropped

TABLE 2

California Office Space, Major Metropolitan Markets

Percent Average Average Vacant
Stock Of State Percent Increase Net Sq. Ft.
December December Vacant In Stock Absorbed December
Location 1988 1988 1988 1980-88 1980-88 1988
Southern California 231.0 529 17.0 18.6 14.1 39.2
Los Angeles 128.0 29.3 14.6 9.8 786 18.7
Crange 52.3 12.0 20.3 4.3 3.2 10.6
Riverside/San Bernardino 12.2 28 14.1 1.2 1.0 1.7
San Diego 33.8 7.7 221 28 1.9 7.5
Ventura 4.7 1.1 15.7 0.5 0.4 0.7
San Francisco Bay Area 163.3 374 15.7 111 8.3 25.7
Alameda (880 Corridor) 20.0 46 202 15 11 41
Contra Costa (680 Corridor) 29.6 6.8 16.2 3.2 27 48
Marin 36 0.8 10.2 0.3 0.2 0.4
San Francisco 63.6 146 13.2 24 1.5 8.4
San Mateo 15.5 35 15.4 1.1 08 24
Santa Clara 31.0 71 18.1 28 21 5.6
Central Valley 42.7 9.8 178 NA NA 76
Fresno 6.6 15 179 NA NA 1.2
Kem 51 1.2 27.0 0.3 0.2 1.4
Sacramento 259 59 171 26 2.1 4.4
San Joagquin 51 12 120 NA NA 0.6
Total, Major Metropolitan Areas 437.0 100.0 16.6 NA NA 725

Source:
Compiled and estimated by CREUE, using data provided by:
Canaan Land Properties (San Joaquin)
Charles Tingey & Associates (Kern)
Coldwell Banker (Contra Costa, Sacramento, San Diego 1988)
Cushman & Wakefield (San Francisco, Alameda)
Greater San Diego Chamber of Commerce (San Diego, earlier years)
Grubb & Ellis (Los Angeles, Ventura, Riverside, Santa Clara, Marin, Fresno)
Newport Economic Group (Orange, Riverside/San Bernardino—part of 1988)
San Mateo County Economic Development Association (San Mateo)

substantially since 1980, as
centers in the East Bay and
South Bay grew to account for half
of the region’s office square footage
(see Figure 3).

The past two years of building
activity and demand growth in the
Bay Area have brought the region’s
office market into closer balance. As
in Southern California, office vacan-
cy rates have dropped regionwide.
Net absorption equalled or exceeded
construction in 1987 and 1988 in the
East Bay, Marin and the Peninsula,

as indicated by inventories con-
ducted by Coldwell Banker, Cush-
man and Wakefield, Grubb and Ellis,
and the San Mateo County Economic
Development Association, In San
Francisco, Cushman and Wakefield
figures show that new construction
in 1988 slightly exceeded net absorp-
tion, largely because of an excess of
sublease space coming on the
market. Grubb and Ellis figures indi-
cate that Santa Clara County also had
slightly stronger construction than

net absorption in 1988, but this fol-
lowed a year of almost no new con-
struction and strong net absorption.
In both San Francisco and Santa
Clara County, the difference be-
tween construction and net absorp-
tion was small enough to lower
vacancy rates (the percentage of
space vacant) from their 1987 levels.

In contrast to Southern Califor-
nia, the Bay Area’s slowdown in
(Continued on next page)
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and two-fifths of its 1985 level. In
San Francisco, commercial building
permit value reached $235 million,
more than twice the 1987 level but

building activity appears to be longer
term. Commercial building permits
in the San Francisco Bay Area
dropped for the third consecutive
year, with the 1988 annual level of
$888 million at only half the infla-
tion adjusted 1985 peak level. Build-
ing permit levels dropped most sharp-
ly in Contra Costa and San Mateo
counties. Contra Costa, at $98 mil-
lion in 1988, was 45% below the
1987 commercial permit value and
less than one-fourth of its 1985 per-
mit level, while San Mateo County’s
1988 commercial permit value, at
$74 billion, was half of its 1987 level
and one-third of its 1985 level. Com-
mercial permits also show a steadily
downward trend in Santa Clara Coun-
ty, where $151 million in 1988 per-
mits are three-fifths of its 1987 level

still substantially below 1985 and
1986 levels.

Slower building activity in the
San Francisco Bay Area will offer
the opportunity for the region’s of-
fice market to achieve a closer
balance between supply and demand.
With average annual net absorption
still at less than one-third the amount
of space vacant, it is not surprising
that construction plans remain
cautious.

Broadening Markets
in the Central Valley

The Sacramento market is the
dominant Central Valley office
market, with three-fifths of the office
stock in central California’s major
markets (see Figure 4). Kemn, Fresno
and San Joaquin counties have also
developed significant office markets

over the past few years. Trends vary
significantly within the Central Val-
ley, with vacancy rates ranging from
alow of 12% in San Joaquin County,
as estimated by Canaan Land Proper-
ties, to a high of 27% in Kern Coun-
ty, as reported by Charles Tingey As-
sociates.

According to Charles Tingey As-
sociates, high vacancy rates in Kemn
County represent a combination of
heavy investment in the first half of
the 1980s in oil related stock in
response to the oil boom, and va-
cated single-tenant buildings that are
considered functionally obsolete for
multi-tenant use. In contrast, San Joa-
quin County’s low vacancy rates
may reflect a diversifying economy
and a rapidly growing population
base. Fresno County, according to
Grubb and Ellis data, saw slower ab-
sorption and construction in 1988,
but the vacancy rate, at 17.9%,
remains close to the 1986 and 1987
levels.

While Sacramento continues to
have more than a two-year

1980

San Francisco

South Bay

Source: Center For Real Estate and

FIGURE 3

Office Market Shares in the San Francisco Bay Area, 1980-1988
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supply of vacant space,
Coldwell Banker surveys indi-
cate that vacancy rates have
dropped annually since 1985,
and the amount of vacant
space dropped by 8% in 1988.
Optimistic building plans for
the metropolitan area are like-
ly to further challenge the
market over the next year or
longer. Sacramento County’s
commercial building permit
value was up by 45% in 1988
and was 42% above the pre-
vious peak of 1986.

Opportunities and
Concerns in the
Coming Year
California’s office
markets may take divergent
paths in 1989. In Southern
California, new building ac-
tivity may well outpace the

(Continued on next page)
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growth in demand despite a job base
that is expanding at a healthy pace.
Contributing to the continued spurt
of office construction in Southemn
California may be the ever present
threat of growth restricting initiatives
— an “‘under the wire” effect
similar to that which occurred in San
Francisco and Contra Costa County
earlier this decade.

In contrast, Northern California
office markets appear more likely to
move towards a tighter balance.
While demand in these markets is
growing more slowly than in
Southern California, the pace of con-
struction has also slowed, only partly
as a result of growth restictions al-
ready in place in San Francisco and
some of the other Bay Area markets.

Speculative investments are like-
ly to be quite restricted in the
southern part of the Central Valley,
where the economies remain heavily
dependent on agriculture and other
natural resource bases. The
Sacramento and San Joaquin
markets, drawing on a more diver-
sified base of activities and offering
aless restricted building environ-
ment than in many other parts of the
state, will continue to attract new
development.

In conclusion, the office glut is
receding in California, but its further
resolution will be played out inde-
pendently in the state’s different
metropolitan areas. Building activity
in 1989 and 1990 will determine
which regions of the state can
achieve a closer balance between
supply and demand and which will
move towards new levels of over-
supply.

Cynthia A. Kroll
Karen Lopilato

SAVE THE DATE!
December 12, 1989

12th Annual Real Estate & Economics Symposium

Fairmont Hotel, San Francisco

Those of you who have joined us at the Symposium in
past years know why it has earned the reputation of the
West Coast Real Estate Event of the Year and how
valuable our programs are to your professional activity.
We'll again be lining up the best business minds and
most powerful decision makers in the country to give you
the competitive edge you'll need to prosper in the 1990s.
— So save the date to join us this year for another
extraordinary full day program!

FIGURE 4
Geographic Distribution of Central Valley
Office Square Footage, 1988
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