
Is North
America Overbuilt?

New Study Calls for 50 Percent Cut in Office Construction

P rimary office space construction
activity over the next ten years
needs to average about 50 per-

cent of actual construction in the
previous decade, greatly impacting
developers, investors and contractors,
according to a real estate study recently
released entitled “America’s Office
Needs: 1985-1995,” by David L.
Birch, Masschusetts Institute of
Technology (MIT), and co-sponsored
by the MIT Center for Real Estate
Development and Arthur Andersen
& Co.

In the study, Birch, director of the
Program on Neighborhood and Re-
gional Change at MIT, says that this
construction cutback is necessary to
establish a healthy 6 percent vacancy
rate, which translates into a one- or
two-year supply.

“Information supplied by this study
quantifies many of the trends real
estate industry professionals were ex-
periencing,” said Hank Spaulding,
Chairman of the Massachusetts In-
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stitute of Technology Center for Real
Estate Development.

“MIT and Arthur Andersen & Co.
co-sponsored the study to provide a
thorough analysis of past and current

Construction 1985-1995 and Vacancy Rates in 1995 if
Overbuilding Continues at 1975-1985 Levels by Region

Total Total
Space Space Change Change Vacant

Region 1985 1995 85-95 75-85 1995
(in millions of square feet)

New England 241.7 319.4 77.7 84.0 12.4%
Middle Atlantic 710.8 939.4 228.5 173.1 12.3%
East Northcentral 588.3 736.7 148.4 132.9 16.8%
West Northcentral 231.1 288.6 57.5 66.2 16.6%
South Atlantic 586.9 832.2 245.3 230.9 18.4%
East Southcentral 152.5 200.1 47.6 46.7 20.7%
West Southcentral 399.9 626.0 226.1 203.9 29.2%
Mountain 192.5 306.8 114.3 103.2 33.7%
Pacific 626.4 922.3 295.8 307.5 27.6%
Total United States 3730.1 5171.4 1441.2 1348.5 20.5%

Source: America�s Office Need: 1986-1995
©Copyright 1986, Massachusetts Institute of Technology

trends to assist the real estate indus-
try in successfully planning for the
future.”

In the study, Birch forecasts a
decreasing need for new office space
construction after he examined the
recent experiences of 7.2 million
businesses, estimating their projected
growth and translating that growth
into office terms.

Severe glut developing . . .

He explained that the overbuilding
of the last ten years resulted in a glut
of vacant primary office space in
1985—about 650 million square feet.
“Encouraged by readily available
money, active foreign investment and
favorable tax laws, developers and in-
vestors in the last 10 years built about
20 percent more primary office space
than the market could absorb,” Birch
added.

According to the study, which pro-
jects office space needs through 1995

Primary Office Construction: 1985-1995 vs 1975-1985

Region

Primary
Office

construction
1975 to 1985

(million sq. ft.)
New England 84 56 67%
Middle Atlantic 173 166 96
East Northcentral 133 64 48
West Northcentral 66 25 38
South Atlantic 231 135 58
East Southcentral 47 16 34
West Southcentral 204 71 35
Mountain 103 24 23
Pacific 308 84 27
Total 1,349 641 48%

Primary
Office

construction 1985-95
1985 to 1995 as % of

(million sq. ft.) 1975-85

Source. America�s Office Need: 1985-1995
©Copyright 1986, Massachusetts Institute of Technology
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“In some areas of the country, construction rates may slow to virtually
zero, while a few others may be able to continue at their present rates.”

in each of the 50 states and in 239
metropolitan and rural areas in the
U.S., the future need for primary of-
fice space will not be evenly distributed
across the country. Henry J. Murphy,
head of Arthur Andersen & Co.’s real
estate industry team, said, “In some
areas of the country, construction rates
may slow to virtually zero, while a few
others may be able to continue at their
present rates.”

According to Murphy, we are start-
ing the decade with the same number
of developers as were active during the
boom times. Because the total number
of projects is shrinking, he predicts
there will be consolidation and fallout
in the development industry. “As com-
petition heats up, we can expect that
some of the bigger developers will

Changing Job Growth 1975-1995 by Market
Change Change Shift in

Area 1985 Base 1975-1985 1985-1995 Change
United States 90,441.920 19,540,608 16,733,152 -2,807,456
New England 5,704,569 1,360,184 1,034,439 -325,745
Middle Atlantic 14,959,469 1,757,340 2,362,547 605,207
East Northcentral 15,640,824 1,442,067 1,812,824 370,757
West Northcentral 6,546,043 1,085,777 833,490 -252,287
South Atlantic 15,339,748 4,394,212 3,552,492 -841,720
East Southcentral 4,943,591 901,492 734,758 -166,734
West Southcentral 9,391,977 2,850,064 2,016,181 -833,883
Mountain 4,591,712 1,655,026 1,218,238 -436,788
Pacific 13,323,986 4,094,499 3,168,205 -926,294
Source America�s Office Need 1986-1995
©Copyright 1986, Massachusetts Institute of Technology

overwhelm the smaller players. Na-
tional developers will have the ability
to redeploy resources, while regional
developers can be expected to have

more problems,” he said.
Regional developers, Murphy said,

may want to consider other avenues of
development, including industrial and
residential. “Overall, it is important
that developers find niches where
special needs can be filled, such as
moving into different markets, serving
the needs of the smaller space users,
or renovating old properties.”

Spaulding explained that, even
though it appears there is employment
shrinkage in the industrial workforce,
a different kind of job growth is
stimulated. “Economic setbacks spawn
more enterpreneurs, which in turn can
signal the need for smaller blocks of
office space.” He said, “These smaller
businesses represent another possible
niche for developers.”

More lease concessions . . .

He also anticipates that the market
can expect more lease concessions in
new and developing buildings. “As
present leases begin to terminate, the
effect of the overbuilding of office
space will favor tenants,” he said.

It is possible that developers will
have to have more preleasing to justify
projects, he said, adding that there
will certainly be fewer speculative
developments.

Birch said the consequences of con-
tinuing to speculate on unneeded
buildings will produce a worse glut
than the one that existed in 1985.
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“Vacancy rates as high as 35 and 40
percent—or worse—could result,” he
added. The report estimates, for exam-
ple, that by continuing to build un-
needed space at the current rate,
Phoenix would end up skyrocketing to
a 46 percent vacancy rate on its
primary office market in 1995. Denver
would stand at 27 percent, Dallas at
28 percent, Houston at 34 percent and
Austin at 36 percent.

Birch said, “Clearly, the speculative
fever of the past 10 years must cool
down if the investors who fueled it are
to avoid significant losses on these
investments.”

The increased risk of current over-
supply brings, said Murphy, may drive
up financing costs for primary office
space because lenders are going to
want a higher return. “This increased
cost will manifest itself in the form of
higher interest rates and investors
demanding greater participation and
ownership in the projects,” he said.
Higher costs may also drive rents up
and/or drive return on the investments
down.

Watch your competition . . .

Birch cautions all players in the real
estate industry to pay attention to their
competition, an important element in
using the information forecast in the
study. “To avoid the lemming effect,
developers must continually gather in-
formation about their proposed
building markets from a diverse
number of sources,” he said.

Murphy agreed, stating that,
“because there will be fewer good
markets in the next decade, those few
will be getting even more attention,
which will be a quick road to over-
supply if caution isn’t exercised.”

The Center for Real Estate De-
velopment was established by the
Massachusetts Institute of Technology
to  jo in  academic and indust ry
resources in addressing the changing
issues and needs of the built environ-
ment, and offers programs in three
areas: education, research, and
membership.

To order “America’s Office Needs:
1985-1995” please contact Mary
Leander at (3 12) 580-0069 or send your
request to her at Arthur Andersen &
Co., 69 West Washington St., Suite
2143, Chicago, IL 60602.

About the Author: Dr. David L.
Birch, director of the Program on
Neighborhood and Regional Change
at the Massachusetts Institute of
Technology, has published major
reports on U.S. trends in housing,
office needs, job creation, population
distribution and business location for
more than 15 years. The most recent
of his works is the real estate study,
“America’s Office Needs: 1985-1995,”
co-sponsored by the MIT Center for
Real Estate Development and Arthur
Andersen & Co.

In addition to his title as director of
the Program on Neighborhood and
Regional Change, Birch also holds the
positions of senior research scientist at
the Laboratory for Architecture and
Planning, and lecturer in the Depart-
ment of Urban Studies and Planning
at MIT.

Previously, he. was an associate
professor at the Harvard Business
School. He received his undergraduate
degree and both his doctorate and
master’s degrees in business adminis-
tration from Harvard University.
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