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Executive Summary

Prepared by Washington, DC-based Partners for Economic Solutions (PES) for the
Montgomery County Planning Department, this in-depth market study examines the many
forces changing the regional office market, current conditions in the county and best
practices for office development.

The goal of the research is to better understand the unprecedented challenges confronting
the market, including changing tenant preferences, high vacancies, flat rents and slow
absorption of new and relet space. While these trends partly reflect a still-recovering
economy, the Washington, DC region has been especially hard hit by cuts in federal
government spending and leasing.

Regional Office Vacancies (Second Quarter, 2015)

e A total of 71.5 million square feet of office space currently is vacant throughout the
Washington, DC region.

¢  With 20 million square feet of vacant office space, Fairfax County accounts for the
largest share (28 percent) of vacancies region-wide. The District of Columbia has the
second highest share (22 percent), with 15.6 million square feet.

e Montgomery County has nearly 11 million square feet of vacant office space,
accounting for 15 percent of regional vacancies.

e Prince George’s County has 7 percent of the region’s vacant office space.

e In Montgomery County, 12 office buildings totaling 2.1 million square feet of space
are completely vacant. Eight more buildings totaling 1.2 million square feet will
become vacant this year.

e Seven relatively small office buildings totaling 400,000 square feet are now under

construction in the county. Region-wide, 33 office buildings totaling 7.3 million
square feet are under construction.

v
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Findings

e Most jobs created during the economic recovery have been in restaurants, retailers
and health care facilities, rather than in office-based sectors such as professional
and technical services.

e Telecommuting, technological advances, more efficient work spaces and practices
such as hoteling have enabled office tenants to reduce their square footage even as
they expand their workforce.

e The most successful office clusters in Montgomery County are part of mixed-use
developments with a strong sense of place and a quality environment. Transit
connectivity is increasingly important to office tenants. This trend is consistent with
recommended land use strategies in recent County plans for White Flint, Bethesda,
White Oak and other communities.

e Single-use office developments without convenient transit or highway access are
having difficulty in attracting tenants.

e Future office development is likely to occur at a much slower pace and be
concentrated in prime locations. Not every location will be able to attract new office
development or maintain former occupancy levels.

Recommendations

e C(Create or retrofit office environments that are attractive to today’s tenants by
adding amenities, mixed-uses and improved transit or highway connections.
Incentives to renovate offices could be effective for buildings near transit or in
mixed-use areas.

¢ Reduce the supply of non-competitive office space by converting vacant office
buildings to housing, hotels or other uses. Policies that facilitate site assembly could
help owners of older, small office buildings to redevelop. Plans for approved but
unbuilt suburban office parks may need to be revisited. Some projects already have
converted planned office space to residential or other uses, but redirecting
development capacity to more competitive locations should be considered. Zoning
impediments to redevelopment and diversification should be removed.

e Increase demand by competing for office tenants more effectively. County economic
development initiatives including business attraction and retention, workforce
development, technical assistance and support for local entrepreneurs should be
intensified.
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Introduction

The Washington, DC metro region’ is currently experiencing unprecedented challenges in
its office market, exemplified by vacancy rates that have risen in the past year from 14.6
percent to 15.0 percent,? more than 70 million square feet of vacant space, average reported
rents that have declined 0.5 percent since 2008, larger than normal concession packages,
slow absorption and minimal new construction.

Montgomery County is suffering along with the rest of the region, performing better than
other jurisdictions on some indicators and worse on others. The county’s vacancy rate rose
from 14.8 percent to 14.9 percent between 2014 and 2015. However, average reported rents
in the county have declined more than 7.8 percent since 2008, and absorption has been
slower than seen in the District of Columbia and Fairfax County. Most new office deliveries
in the past year have been built-to-suit for single tenants.

The region and county have experienced recession-driven office market downturns for
decades. What is different this time is a major realignment as tenants reduce their office
space even as they expand their workforce. That trend will impact local and regional office
markets for many years into the future.

Montgomery County’s Challenge

As of mid-year 2014, the office inventory includes 11 totally or almost totally vacant
buildings with 2.25 million square feet of space; another nine buildings are almost totally
available with 1.4 million square feet.3 All of these buildings are located in office parks or
independent campuses.

High vacancies also threaten the financial viability of individual buildings. They pressure
each landlord who has vacant space to lower rents or increase concession packages in order
to lure tenants, undercutting the building’s cash flow and thus its market value. As more
buildings are affected, these depressed values could have negative implications for the
property tax base of the county, the City of Gaithersburg, and the City of Rockville.

1 Defined to include the District of Columbia; Montgomery, Arlington, Calvert, Charles, Clarke, Culpeper,
Fairfax, Frederick, Loudoun, Prince George’s, Prince William, Rappahannock, Spotsylvania, Stafford and
Warren counties; and the cities of Alexandria, Fairfax, Falls Church, Manassas, and Manassas Park.

2 Well-leased office buildings have vacancies of three to five percent. A healthy office market that combines a
wide range of properties would have vacancies of eight to ten percent.

3 As of mid-year 2015, 12 major office buildings totaling 2.1 million square feet stand completely empty, and
another eight buildings are soon to be largely vacant.
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Projected occupancy rates do not suggest any near-term relief in these problems. Only
significant increases in office-based employment, office building demolitions or conversions
to other uses could make a dent in the county’s nearly 11 million square-foot vacant office
inventory.

To bring the county office market back into balance with a vacancy rate of less than 10
percent, employment in office-based industries would need to expand by at least 21,900
jobs. That is equal to eight percent of all jobs in office-using industries and more than seven
times the number of total jobs created in the county from 2004 through 2013.

Office development has played a major role in anchoring new developments in the county.
That role has shifted now to residential development. Master plans will need to recognize
that shift and may require revisions to accommodate that new reality. Reuse or
redevelopment strategies will be needed for some buildings that can no longer compete
effectively for tenants.

The zoning re-write has lowered some of the barriers to repositioning single-use office
districts by allowing introduction of non-office uses into office park zones. However, more
may need to be done to encourage the required transitions.

Several major single-use office parks will need major injections of new private investment
to compete with walkable mixed-use districts. New infrastructure may be required to
provide quality transit access and roadway improvements to better serve pedestrians.

To provide a better understanding of the many issues involved in office development, this
analysis has delved deeply into the performance of the county’s office base, focusing on
variations by location and type and class of space.

This report addresses:

e forces changing the office market, including employment trends;

e trends in office market conditions in the region, county, county subareas, and
specific office clusters;

e future prospects for the market;
e Dbest practices, the lessons they offer, and the strategies they suggest; and

e conclusions and recommendations, emphasizing planning-related strategies.
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|. Forces Changing the Office Market

Several major forces are changing office markets — national, regional, and local. This
section outlines those forces, distinguishing among those primarily impacting demand and
those affecting supply conditions. Because the forces affect different types of office users
differently, the discussion begins with an introduction to the different types of users active
in Montgomery County. The second half of the section explores employment trends in more
depth due to their importance in explaining and predicting office demand.

Types of Office Tenants

Montgomery County offers the full range of office spaces of different classes, age, rent levels
and type of setting from urban centers near Metro stations to bare-bones buildings along
major thoroughfares to stand-alone campuses to amenitized office park buildings. They
attract a wide variety of users with differing needs, budgets and locational criteria. At the
risk of over-generalization:

e Corporate or agency headquarters look for prestige locations with good regional
accessibility from which to draw a well-educated workforce. Access to client
businesses and/or other companies that support or collaborate with them can be
important. That can argue for locating within major office clusters, close to a major
client, and/or near a major airport. For some, signage and visibility are important to
corporate image-making.

e Contractors often seek close proximity to their major client (e.g., the Pentagon) and
flexible lease terms that can accommodate the life of a major contract.

e Many smaller companies are less driven by prestige and more constrained by
finances. Their locations often represent a compromise between easy access for their
owners and/or workers and affordable rents.

e Support operations, such as back-office operations, tend to locate in less expensive
office space accessible by a more local workforce and offering free parking.

e Health and other professionals serving the local market depend on access and
visibility to serve local residents; health care providers often cluster near hospitals
to reduce the physicians’ travel times. Their ties to local customers makes them less
mobile and less likely to relocate. Many own their own office building.

e Other local service providers — real estate agents, insurance, tax preparers — depend
on the local population for their business and will often use a visible location to
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advertise their services and attract customers. They often locate in retail space
and/or own their space.

These tenant groups and individual tenants approach the office market differently and
location criteria change over time depending on the industry culture (e.g., software
development), the company’s stage in its life cycle (e.g., start-up or established), and the
state of the economy. Over the last few years, the growing competition for qualified
workers has raised the importance of office environments that can attract tech workers and
others with specialized skills in high demand. This variation in location criteria
complicates the process of generalizing trends in the office market.

Regional and County Employment

Office demand is driven by employment in sectors that occupy office space. Montgomery
County competes within the region for businesses and other organizations to fill its office
space. This section reviews regional and local employment trends and Montgomery
County’s shifting competitive position.

Regional Employment Trends

Metropolitan Washington and Montgomery County weathered the Great Recession much
better than the rest of the country. The region’s concentration of federal government
functions and its extensive base of contractors and suppliers positioned it to benefit from
the government’s relative employment stability and stimulus spending. Employment
declined only 1.6 percent (45,000 jobs) from 2008 to 2009 and then expanded 1.8 percent,
adding 50,000 jobs to 2011. The region’s relatively strong economic performance in contrast
with many other parts of the country made it a magnet for in-migration, particularly among
younger millennial workers leaving college and getting started in their careers.

Since then, the expiration of the stimulus programs, drawdown of American actions in Iraq
and Afghanistan, budget wars on Capitol Hill, sequestration and the government shutdown
have taken their toll. The 2013 sequestration imposed significant cuts in government
contracting. Failure to reach a comprehensive budget accord for more than three years
created great overall uncertainty regarding existing and future Federal government
contracts and directly impacted contractors’ employment levels and their willingness to
commit to long-term leases. With the Bipartisan Budget Act of 2013, the uncertainty has
been reduced somewhat, but the budget wars continue to influence the regional economy.
The region’s employment growth has slowed from 1.4 and 1.3 percent annual growth in
2011 and 2012, respectively, to 1.0 percent in 2013 and 0.5 percent for the 12 months from
August 2013 through July 2014. . L

The region’s and the county’s shifting
Higher-wage jobs traditionally based = economies are creating more lower-wage

in office space are growing more jobs that don’t require office space.

4
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slowly than lower-wage service jobs in restaurants, retailing and hospitals. Federal
government employment is down by 1.8 percent since 2010. Information employment fell by
5.0 percent while professional, scientific, and technical services grew 3.9 percent with the
economic recovery. (Annual employment data are shown in Appendix Table A-5.) Three
sectors — leisure and hospitality, education and health services, and trade, transportation,
and utilities — added 87,200 jobs from 2010 to 2013 as compared with only 34,200 in
traditional office-using categories of professional and business services, information, and
financial activities.

Economic performance over the 12 months from July 2013 to July 2014 showed an even
greater shift to lower-wage industries. Employment in professional and business services,
financial activities, federal government and information declined by 5,400 jobs while retail
trade, leisure and hospitality, education, and health services expanded by 18,800 jobs.
Decline in the region’s core industries would blunt the region’s ability to attract new
residents and provide jobs for existing residents; that calls out for economic diversification
to reduce the region’s dependence on the Federal government and its expenditures.

Table 1. Employment Trends, Washington-Arlington-Alexandria, DC-MD-VA-WV Metro Area, 2004-2013

2004-2013 Change 2010-2013 Change
Industry | 2004 | 2007 [ 2010 | 2013 | Number | Percent | Number | Percent
Government
‘ederal Government 340.0 341.8 380.2 373.4 33.4 9.8% -6.8 -1.8%
State and Local Government 283.1 304.8 307.4 313.7 30.5 10.8% 6.3 2.0%
Total Government 623.1 646.6 687.6 687.1 64.0 10.3% -0.5 -0.1%
Private-Sector Employment
Goods-Producing Sectors
Conetuehion, Hatiral 177.3 184.9 139.9 146.0 813 -17.7% 6.1 4.4%
Resources and Mining
Manufacturing 66.1 62.2 52.1 47.9 -18.2 -27.5% -4.2 -8.1%
Total Goods-Producing 243.4 247.1 192.0 193.9 -49.5 -20.3% 1.9 1.0%
Service-Producing Sectors
Teado, Transpartition, and 399.0 404.2 377.9 389.6 9.4 -2.4% 11.7 3.1%
Utilities
Information 106.0 93.9 80.3 76.3 -29.7 -28.0% -4.0 -5.0%
Financial Activities 157.4 159.4 146.9 151.1 6.3 -4.0% 4.2 2.9%
Professional and. Panintes 619.3 675.1 680.3 706.8 87.5 14.1% 26.5 3.9%
Services
Feacation 450 Haalts 304.4 330.4 359.6 393.6 89.2 29.3% 34.0 9.5%
Services
Leisure and Hospitality 237.7 254.3 259.9 291.4 53.7 22.6% 31.5 12.1%
Other Services 165.5 180.6 182.0 189.3 23.3 14.4% 7.3 4.0%
Total Service-Producing 1,989.3 2,097.9 2,086.9 2,198.1 208.8 10.5% 111.2 5.3%
Total Private 2,232.7 2,345.0 2,278.9 2,392.0 159.3 7.1% 113.1 5.0%
Total Employment
Total Employment 2,855.9 2,991.4 2,966.6 3,079.0 223.1 9.8% 112.4 3.8%
Note: Data in thousands of jobs.
Source: Bureau of Labor Statistics, 2014: Partners for Economic Solutions, 2014,
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| Montgomery County Employment Trends

Figure 3, Table 2 and Appendix Table A-6 summarize county employment trends over the

last decade. From 2004 to 2013, the county’s employment base grew 0.7 percent, adding just

over 3,000 jobs to reach 451,800 total jobs in 2013.

The county’s employment base grew more strongly until its 2006 peak of 464,800 jobs. Total
employment fell sharply with the Great Recession, reaching the low of 441,600 jobs in 2010.
With the national economic recovery, the county has replaced more than half of the jobs lost

since 2006.

Figure 3.

AT-PLACE EMPLOYMENT TRENDS, 2004 to 2013
WASHINGTON METRO AREA AND MONTGOMERY COUNTY
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Table 2. Employment Trends, Montgomery County, 2003-2013

2004-2013 Change 2010-2013 Change

Industry 2004 | 2007 | 2010 | 2013 || Number | Percent | Number | Percent
Government
Federal Government 40,661 40,319 45,072 46,854 6,193 15.2% 1,782 4.0%
State Government 1,062 1,066 1,199 1,122 60 5.6% = -6.4%
Local Government 36,105 37,469 37,140 40,707 4,602 12.7% 3,567 9.6%

Total Government 77,828 78,854 83,411 88,683 10,855 13.9% 5,272 6.2%
Private-Sector Employment
Goods-Producing Sectors
Natural Resources and Mining 682 806 796 258 424 -62.2% -538 -67.6%
Construction 29,117 30,449 22,291 23,363 -5,754 -19.8% 1,072 4.8%
Manufacturing 15,463 14,563 12,356 11,219 4,244 -27.4% 1,137 -9.2%

Total Geoods-Producing 45,262 45,818 35,443 34,840 -10,422 -23.0% -603 -1.7%
Service-Producing Sectors
Trade, Transportation, and Utilities 64,367 62,631 57,287 57,607 -6,760 -10.5% 320 0.6%
Information 14,832 14,089 12,818 12,359 -2,473 -16.7% -459 -3.6%
Financial Activities 34,598 35,371 30,830 30,479 -4,119 -11.9% -3561 -1.1%
Professional and Business Services 96,406 105,189 100,075 98,510 2,104 2.2% -1,565 -1.6%
Education and Health Services 55,205 58,983 63,188 66,767 11,562 20.9% 3,679 5.7%
Leisure and Hospitality 38,331 37,614 36,894 40,257 1,926 5.0% 3,363 9.1%
Other Services 21,307 22,125 21,637 22,307 1,000 4. 7% 670 3.1%

Total Service-Producing 325,046 334,002 322,729 328,286 3,240 1.0% 5,557 1.7%
Unclassified 646 672 0 0 -646 -100.0% 0

Total Private Employment 370,954 380,492 358,172 363,126 -7,828 -2.1% 4,954 1.4%
Total Employment
Total Employment 448,782 459,346 441,583 451,809 3,027 0.7% 10,226 2.3%

Source: Maryland Department of Labor, Licensing and Regulation, 2014; Partners for Economic Solutions, 2014.

Government employment expanded by 9,800 jobs from 2007 to 2013 along with increases in
education, health services, leisure, and hospitality jobs.

While the major job losses in construction, manufacturing, trade, and transportation had
little impact on office demand, key office-using industries also suffered significant job
losses. The information and financial activities sectors lost 16.7 and 11.2 percent of their
jobs from 2004 to 2013, respectively.
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With the cutbacks in Federal contracting and other economic contractions, the county lost
4,700 jobs in professional and business services from its peak level in 2005 to 2013.

Over the last decade, Montgomery County’s economy has followed the same track as the
region as a whole. However, the Great Recession hit the county somewhat harder than
other parts of the region, causing the county’s share of regional employment to fall from
15.7 percent in 2004 to 15.0 percent in 2009. Its share has continued to trend downward to
14.7 percent in 2013, as shown in Figure 4.

Figure 4.
MONTGOMERY COUNTY SHARE OF METRO AREA JOBS
2004 TO 2013
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The change in the county’s share of regional jobs has not been uniform across industries, as
shown in Table 3. The county increased its share of government jobs from 12.5 to 12.9
percent from 2004 to 2013 and grew its share of the information industry from 14.0 to 16.2
percent. However, employment in professional and business services declined from 15.6
percent of the regional total to 13.9 percent.

, 2004-2013

Industry 2013
Government
Federal Government 12.0% 11.8% 11.9% 12.5%
State & Local Government 13.1% 12.6% 12.5% 13.3%

Total Government 12.5% 12.2% 12.1% 12.9%
Private-Sector Employment
Goods-Producing Sectors
Constrlu(':tion, Natural Resources 16.8% 16.9% 16.5% 16.9%
and Mining
Manufacturing 23.4% 23.4% 23.7% 23.4%

Total Goods-Producing 18.6% 18.5% 18.5% 18.0%
Service-Producing Sectors
Trade, Transportation, and Utilities 16.1% 15.5% 15.2% 14.8%
Information 14.0% 15.0% 16.0% 16.2%
Financial Activities 22.0% 22.2% 21.0% 20.2%
Professional and Business Services 15.6% 15.3% 14.7% 13.9%
Education and Health Services 18.1% 17.9% 17.6% 17.0%
Leisure and Hospitality 16.1% 14.8% 14.2% 13.8%
Other Services 12.9% 12.3% 11.9% 11.8%

Total Service-Producing 16.3% 15.9% 15.5% 14.9%

Total Private Employment 16.6% 16.2% 15.7% 15.2%
Total Employment
Total Employment 15.7% 15.4% 14.9% 14.7%

Source: Maryland Department of Labor, Licensing and Regulation, 2014; Partners for
Economic Solutions, 2014.
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As shown in Figure 5, comparisons of job growth performance in key industries across
major jurisdictions in the region indicate that the Montgomery County’s share has declined
somewhat, while Fairfax County, the District of Columbia, and Arlington County have
increased their shares.

Examining office-using sectors in more detail reveals that some individual subsectors grew
in spite of losses in the overall industry.

e Health care offices outside of hospitals added almost 1,200 jobs from 2007 to 2012.
¢ Business and technical schools and educational services added more than 300 jobs.
e More than 1,400 jobs were created in the office administrative services sector.

¢ Employment in the management, scientific and technical consulting and scientific
research and development services sector increased by 2,400 jobs.

However, these gains were more than eclipsed by losses in other office-using sectors,
including most segments of the financial activities sector, legal services, and computer
systems design and related services. Appendix Table A-7 shows 2005-2012 employment in
office-using industries.

The employment losses from 2007 to 2012 were reflected in the number of establishments
as well. (See Appendix Table A-8.)

o The county lost 407 business establishments, a 1.5-percent loss.

o The losses happened across the size spectrum with three-quarters having four or
fewer employees.

e During the same time, though, there was growth among large companies with an
additional nine establishments moving into the category of 500 to 999 employees
and six more companies reaching 1,000 or more employees.

4 These charts reflect the Bureau of the Census’ County Business Patterns data through 2012; the categories
differ slightly from those used by the Bureau of Labor Statistics and the Maryland Department of Labor,
Licensing and Regulation in Tables 1 to 3.
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Figure 5.

INFORMATION JOBS
Share of metro area emp oyment by jurisdiction

PROFESSIONAL/SCIENTIFIC/TECH SERVICES JOBS
Share of metro area employment by jurisdiction
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Regional and National Trends in Office Demand

This section discusses a range of region-wide and larger industry forces that are
fundamentally changing office demand everywhere.

Employment-Driven Demand

Traditionally, office demand has been driven by the number of people employed in
industries that typically locate in office space. As such, macroeconomic forces and regional
employment trends have been reliable predictors of demand for office space in Montgomery
County. This is no longer the case.

The Great Recession’s impact on business activity and growth affected office demand in
markets across the country, the region, and the county. The Washington region fared better
than many other markets as government employment grew with stimulus spending. But as
the stimulus spending wound down, Federal, State, and local government employment
declined and the recovery slowed.

This downward trend was accelerated through major Federal budget cuts and the
sequestration cuts imposed by the Budget Control Act of 2011. The cutbacks affected both
direct government and contractor employment as contracts were canceled or not renewed.
As a result many of the region’s major contractors have restructured their organizations,
reduced their workforce and consolidated into smaller blocks of office space. Lingering
uncertainty about Federal funding reduces contractors’ willingness to commit to long-term
leases.

The national and regional economic recovery has been slower than in previous recessions,
and the Washington region’s recovery has been undercut by its dependence on Federal
spending. Key office-using sectors — professional, scientific and technical services,
information, and financial activities — have been slow to recover, limiting demand.

Life Sciences Companies

Specific to the Montgomery County office market is demand from the biotechnology and
related life science industries, which have been a major force in the I-270 corridor office
market. Over the last decade, the industry’s volatility has impacted office demand. The
industry’s pattern of mergers and acquisitions has had varying effects. AstraZeneca’s
acquisition of MedImmune has been associated with continued growth whereas
GlaxoSmithKline’s acquisition of Human Genome Sciences resulted in staff reductions and
relocations, creating new office vacancies. Fluctuating availability of financing for biotech
companies also has affected the industry’s growth.

12
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| Changing Office Space Utilization Patterns

. . . ffi r empl
Major shifts in the amount of space occupied per Office Space per emp ,Oyee,
employee have been underway nationally for the last has fallen from the historic
decade or two as technology and design changes have  average of 250 square feet
affected tenapt layouts. Formerly typical employee per employee to 180 square
space allocations of 250 rentable square feet per . .

. feet. Unlike cyclical
employee have declined to 180 square feet per B
employee and may continue to decline to 150 or fewer ~ variations, these are
square feet per employee. Unlike the cyclical structural Changes likely to
employment changgs, thes.e shifts appear to be . persist into the future.
structural changes in the industry, likely to persist
into the future.

Across most industries, technology | © % W
is reducing the number of employees » | L —
actually working in the office and Al .
the amount of space they require.
Many workers are no longer
tethered to their desks and are able
to work almost anywhere. Tele-
commuting from home, their clients’
offices and/or local coffee shops is
increasingly common. Workers are
seeking greater flexibility and
employers are responding by
relaxing previous requirements that
all work take place in the office.

Reacting to the high costs of office
leases, companies adopted

strategies to reallocate office space, Photo credit: Smith Group JJR
moving away from permanent desk

assignments to “hoteling” where the Tenants are redueing their space
employees in the office on any day select usage by 10 to 25 percent with no

temporary desks and roll over portable
cabinets with their files and materials. The
U.S. General Services Administration (GSA)
has found that, in many agencies, only half of the employees may be in the office at the
same time.

change in the number of employees.
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Strategies to enhance collaboration and teamwork have led many companies to move away
from the traditional pattern of private offices to large shared workplaces. These alternative
layout designs result in 10- to 25-percent reductions in space per employee.

Information management technology also has reduced significantly the amount of space
required for file and information storage. Law firms no longer need substantial law
libraries now that all the information is retrievable electronically. With more professionals
generating their own documents, the ratio of secretaries and assistants to professionals has
dropped significantly in many industries. Major law firms had averaged 800 square feet per
attorney. That ratio is now down to 600 square feet.

Shifting Locational Demand

In the competition for technology and other
highly-valued workers, office style and
location are becoming an important factor.
Millennials are showing much greater
affinity for urban, walkable locations that
allow them to live, work, and play within
close proximity without depending on a car.
They and other workers also place an
increasing value on a sustainable workplace
that provides a healthy work setting and
reflects their environmental values. Long
work hours place a premium on shorter
commutes. Nearby restaurants make it
easier to stay connected with friends. In
contrast, stand-alone office campuses have
fallen out of favor along with many single-
use office parks that require a car and time
to access restaurants, services and retailers.

Timing of Change

The trend toward higher employee densities is clear. However, not every office tenant will
increase its employee density in the near term. Some companies will be locked into long-
term leases or buildings that they own, be unable to find space suitable for open layouts, or
unable to afford renovations to achieve the higher densities. Given lease terms and
resistance by older managers accustomed to traditional office layouts, the trend may take
seven to ten years to spread through the market.
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| Federal Space Cutbacks

The county’s extensive Federal
presence, long a source of economic
strength and stability, is now
disrupting the local office market as

Figure 1.

GSA LEASED SPACE IN MONTGOMERY COUNTY,

entire office buildings are vacated. BY JURISDICTION, 2014
n = 8,100,000 rentable square feet

In a government-wide push to reduce
facility costs, the General Services
Administration (GSA) launched the
Freeze the Footprint initiative in 2013, Bethesda

formalizing ongoing efforts to reduce 20%

the amount of private space leased and Silver Spring
to move more Federal employees into 18%
government-owned space. Each agency
is required to submit a plan on how it
will maintain or reduce its 2012 level of
office and warehouse space, subject to
annual compliance review.

Rockyville
54%

This initiative follows on the heels of
moves mandated by the 2005 Base
Realignment and Closure Commission
and largely completed by 2009. Defense Department moves from multiple buildings near
the Pentagon to government-owned buildings at Fort Belvoir, Fort Meade, and other
locations created major vacancies and triggered heightened competition for tenants.

The National Institutes of Health (NTH),
the Department of Health and Human
Services (HHS), the Food and Drug
Administration (FDA), the Department of
Energy (DoE), the National Institute of
Standards and Technology (NIST), the
Nuclear Regulatory Commission (NRC), the
National Oceanic and Atmospheric
Administration (NOAA) and other agencies
are major players in the county’s office
market, representing 11 percent of the total
countywide inventory. GSA rents 8.1
million rentable square feet of space in the
county (Appendix Table A-1) and owns 30 Photo credit: GSA
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buildings with a total of 3.67 million usable Continued GSA lease
square feet’ (Appendix Table A-2). Its geographic ~ consolidations could eliminate
distribution is shown in Figure 1. 1.1 million square feet of

GSA is adopting many of the new office design private office leases by 2017.

concepts, telecommuting, and other techniques to

improve the efficiency of government-owned space. At the GSA headquarters in the District
of Columbia, the agency brought back employees out of leased space, increasing the number
of employees from 2,200 to 3,300 in the same amount of space following renovations.

Where private space leases are still most appropriate, space requirements are reduced 10 to
25 percent from the amount of space previously leased. For example, GSA was authorized
by Congress to seek a 345,000 square-foot lease for NIH, replacing three blocks of leased
space that had a total of 435,000 square feet. A second prospectus is seeking 194,000 square
feet of space for the NIH Office of Director to replace four current leases with a total of
250,000 square feet. Appendix Table A-3 lists the major lease prospectuses for Montgomery
County leases approved by Congress from 2009 to 2014.

The strategy to shift more Federal operations to government-owned space is playing out in
Montgomery County with the phased construction of new facilities for the Food & Drug
Administration on its new White Oak campus. While several divisions have moved already,
others are in leased space awaiting construction of new facilities. Each building’s
construction must be approved by Congress in the annual budget process. In the meantime,
FDA is leaving 231,500 square feet of private office space to take excess space at the
Nuclear Regulatory Commission in Rockville.

Going forward, the impacts of the
Freeze the Footprint program are
likely to be most significant over the
next year with the expiration of 3.6
million rentable square feet of
leases in 2014, 2015, and 2016. (See
Figure 2.) Of that total space,
actions have been taken on 2.0
million square feet of leases. They
include renewal of 802,000 square
feet at the Parklawn Building,
vacating 636,000 square feet for
moves into the Parklawn Building
or government-owned space, and
517,000 square feet of leases out for

Photo credit: GSA

5 Roughly equivalent to 4.2 million rentable square feet of space.
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proposals with a reduction of 146,000 square feet. That leaves an additional 1,571,000
square feet of leases to be renewed or replaced. The pattern from other lease renewals
suggests a likely 20-percent decrease in leased space due to efficiency gains in the new
leases. That translates into an additional 310,000 square feet of vacant space. All told, GSA
actions could reduce Montgomery County’s private office space occupancy by roughly 1.1
million square feet over the next five years.

Figure 2.

GSA LEASES EXPIRING IN MONTGOMERY COUNTY,
2014 to 2028

2,380,000

1,730,000 § 1 680,000

680,000 600,000 680,000
320,000

2014 2015 2016 2017 2018 2019 to 2023 2024 to 2028
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Supply Forces

The market is responding to the unprecedented mix of cyclic and structural changes in the
amount, type and location of office that tenants demand.

Responding to Changing Tenant Preferences

Developers and building owners
are accommodating structural
changes in tenant demand for
more efficient, collaborative,
sustainable and mixed use,
accessible office environments in a
variety of ways.

Office designs increasingly provide
open plan spaces for individual
work stations or for a collection of
tables and couches where people
can work on their laptops. These
spaces are supplemented by a
collection of meeting and team
rooms of varying sizes as well as
private spaces for lengthy phone
calls. Co-working office space has
been developed in Bethesda and Silver Spring to accommodate entrepreneurs and other
workers needing a desk away from their office or home. Urban mixed-use developments in
Bethesda, Rockville and Silver Spring and elsewhere in the region have excelled in
competing for office tenancy in recent years.

Photo credit: Smith Group JJR

Corporate efforts to reduce their carbon footprints and environmental impacts are driving
developers to improve the sustainability of office buildings under the Leadership in Energy
& Environmental Design (LEED) certification program. LEED buildings with open-span
space, high ceilings, and floor-to-ceiling glass exteriors allow natural light to reach a much
greater share of workers, reducing energy consumption and enhancing productivity.

“Office landlords should consider embracing flexible design features, green
technologies and Leadership in Energy and Environmental Design (LEED)
systems or face the consequences. Obsolescent suburban office space now
follows nearby left-for-dead regional malls into value-loss oblivion.”
Emerging Trends in Real Estate 2013
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‘ Construction in Excess of Demand

The region’s and county’s current high vacancy rates reflect extensive construction in the
early- and mid-2000s that had been premised on continuation of healthy growth in the
technology and government contractor sectors. When absorption lagged due to the economic
downturn, the subsequent constraints on Federal spending and the slowing of the
biotechnology sector, the new space exceeded demand.

The downturn in demand was greater and lasted longer than expected due to the
combination of forces discussed above. In the county, more than 12.3 million square feet of
space were delivered from 2002 to 2013 (a net addition of 11.1 million after discounting for
demolition) relative to absorption of 7.7 million square feet.

What distinguishes the market’s performance this time is that the demand for office space
has been much slower in the recovery from the Great Recession, allowing the large
overhang of vacant space to persist much longer than would have been expected.

Major Vacancies

The county has 10 buildings with 2.0 million square feet of space that are completely or
almost totally vacant. The 540,000 square-foot Comsat Building on I-270 south of
Clarksburg was vacated when Comsat was acquired by Lockheed Martin and moved to
other space. Vitro Corporation had occupied a 265,000 square-foot building in Aspen Hill,
which has since sat vacant for four years. Eight of the vacant buildings are Class A
buildings. Several were vacated by GSA tenants, including the National Cancer Institute.

Appendix Table A-4 lists 30 buildings with at least 100,000 square feet of vacant or
available space. Another nine buildings with 1.4 million square feet are completely
available though not yet vacant. All of the totally vacant or available office buildings are in
office parks or campuses. Three spaces of 100,000 square feet or more are available in
White Flint and downtown Silver Spring. The rest are in single-use office districts.

At least four buildings were returned to their lenders as a result of losing a major tenant or
failing to lease up. The lenders then disposed of those buildings at prices of $80 to $100 per
square foot as compared with replacement costs of $250 or more per square foot. These
“bargain prices” allow the buyers to make substantial improvements to upgrade the
buildings’ systems and finishes while still offering low rents with large concession
packages. Those rent levels for renovated space will likely allow them to attract tenants
from other office parks, spreading vacancies among other buildings and suppressing the
rent increases required to support new construction.
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‘ Limited New Construction

Given the high vacancy rates, only two new speculative
office buildings are under construction countywide. In ) ) °
both cases, superior locations in mixed-use environments hkely to remain limited
convinced their developers that they could succeed in for several years.

spite of the overall overhang of vacant space.

Speculative building is

For example, the speculative office building currently under construction in the Pike &
Rose development in White Flint was able to lure Bank of America Merrill Lynch to move
from a Tower Oaks location on I-270 to higher-rent space because the environment would
be more attractive to its employees and customers. The reduction from 60,000 to 43,000
square feet with the move offset the higher per-square-foot rents. Federal Realty
Investment Trust had access to internal financing and needed the office building for a
complete first-phase development of its retail environment.

Speculative building is likely to remain limited with developers and their lenders and
investors waiting for pre-leasing before proceeding with new buildings. This will greatly
impact pipeline projects approved for development but not yet built. Such projects propose
construction of an additional 22.7 million square feet of office space, much of which is in
single-use auto-reliant office parks. Over the last three years, amended site plans have
removed 558,000 square feet of office space from the pipeline.

Heavy Competition

Throughout the region, individual jurisdictions and developers are intensely competitive.
Developers are offering larger incentive packages, including greater allowances for tenant
improvements, months of free rent, moving expenses and other incentives.

Other jurisdictions also have stepped up their incentive packages for major
employers/tenants, including Federal agencies. For example, Alexandria provided
substantial incentives (rumored to be worth tens of millions) to entice the National Science
Foundation to relocate from Arlington®.

6 Jonathan O’Connell, “National Science Foundation headquarters to move to Eisenhower Avenue in
Alexandria.” Washington Post Capital Business Blog, 6/7/2013 as posted on
http://www.washingtonpost.com/blogs/capital-business/post/national-science-foundation-
headquarters-to-move-to-eisenhower-avenue-in-alexandria/2013/06/07/636b61d0-cf82-11e2-8845-
d970ccb04497 blog.html
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‘ Office Building Conversions

Responding to the somewhat bleak outlook for vacant office buildings over the near term,
some owners of older Class B or C office buildings across the country have responded to lack
of market potential caused by the flight to quality by converting their buildings to
residential use. This has happened most often in downtown settings with buildings that
have experienced high vacancies at low rents for a long period of time and are facing major
capital costs to bring them up to modern standards. Most conversions have been to
residential or hotel uses. One creative reuse opportunity is for a school. Fairfax County
recently purchased and retrofitted 6245 Leesburg Pike in Falls Church for use as a 700-

pu