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The Looming Threat to Office Buildings:
Uncle Sam Is Downsizing
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Budget pressures, coupled with evolving agency needs, are driving a shift away
from large, traditional office spaces. This prospect raises serious concerns for
landlords, investors and the broader economy.
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Real Estate

By David Podein

The commercial real estate market, particularly the office sector, faces a

significant and imminent challenge: substantial reductions in federal

government leasing. It's not a question of if but how much Uncle Sam will

downsize its office footprint. Budget pressures, coupled with evolving

agency needs, are driving a shift away from large, traditional office

spaces. This prospect raises serious concerns for landlords, investors

and the broader economy.

The General Services Administration (GSA), the federal government's

primary tenant entity in commercial leases, oversees thousands of leases

across the nation. While precise figures on the total number and the

specifics of cancellation rights remain somewhat opaque, it's clear that a

significant reduction in federal leasing is already underway and will

trigger a cascade of financial consequences.

As reported by CRE Daily, the GSA is considering massive lease

reductions that could significantly impact the office market. The agency

may cut over 53 million square feet of leased space by 2028, with

potential reductions reaching a staggering 63% by 2034. This translates

to a loss of $1.87 billion in annual rent payments by 2028, escalating to a

jaw-dropping $3.4 billion by 2034. These figures paint a stark picture of

the potential scale of the downsizing.
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Imagine a scenario in which the government, driven by budgetary

realities, actively reduces its leased office space. In certain submarkets,

vacancy rates will soar, rents will plummet, and property values will fall.

Landlords, especially those heavily reliant on government tenants, will

face financial distress.

The concentration of federal tenants in certain cities, such as

Washington, D.C., makes these markets particularly vulnerable. Investors

who have poured billions into government-leased office buildings will

see their investments sour. Pension funds and other institutional

investors with exposure to these assets will also be affected.

The impact on property values stems directly from the way commercial

real estate, particularly office buildings, is valued. A core metric is net

operating income (NOI), which represents the property's income

(primarily rent) minus its operating expenses (excluding debt service).

When a major tenant like the federal government terminates a lease, the

immediate effect is a reduction in NOI. Because commercial real estate is

often valued using a capitalization rate (cap rate), which is the ratio of

NOI to property value, a drop in NOI has a magnified impact on value.

Even a seemingly small percentage decrease in NOI can lead to a much

larger percentage decrease in property value. This is because the cap

rate acts as a multiplier. For example, if a building is valued at a 5% cap

rate, a $1 decrease in NOI translates to a $20 decrease in value ($1 / 0.05

= $20). Thus, the loss of rental income from large government tenants

quickly translates into substantial value destruction, impacting not only

landlords but also the institutional investors who own these properties.

One critical factor exacerbating the problem is the often slow-moving

nature of institutional investment in real estate. Large real estate funds,

pension funds, and other institutional investors often operate on long-

term strategies, with assets that are not easily or quickly liquidated. The

sudden shift in federal leasing demand, driven by rapid cuts and

changing agency needs, creates a mismatch between the market's rapid



evolution and the ability of these large investors to react. They may find

themselves holding onto devalued assets with limited exit strategies,

facing significant losses.

It's important to distinguish between the federal government's return-to-

office mandates and the broader trend of private sector companies

embracing hybrid work models. While the federal government has

largely pushed for in-office work, private sector tenants are increasingly

renewing leases for smaller spaces, reflecting the impact of remote work

on their own office needs. This trend further compounds the challenges

facing the office market, increasing competition for tenants beyond just

the government sector.

Landlords and investors must prepare for a leaner federal tenant.

Diversification, lease term management, and exploring alternative uses

for office buildings are crucial strategies for navigating this increasingly

challenging landscape.

The future of the office market is being reshaped now. Uncle Sam is

actively reducing its footprint, leaving landlords and investors scrambling

for solutions. This shift has significant implications for the commercial real

estate market and the broader economy. The time to prepare is not

tomorrow, but today.

David Podein, is an equity partner at Haber Law. He concentrates his

practice on community association representation, real estate and

construction law.
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