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Office fundamentals have begun to show signs 

of bottoming as positive net absorption 

returned to the sector in Q3 2010. We expect 

the fundamentals in a majority of the markets 

that we cover to stabilize and begin to improve 

in 2011 with growth escalating in 2012, 

although the rate of improvement will vary 

greatly among markets. Highlights include: 

¶ Stabilizing Vacancy:  The national 

vacancy rate, which currently stands at 

17.5% as of Q3 2010, will likely stabilize 

at around 17.6% in early-2011. We 

expect vacancy rates will tighten 

towards 15.0%, or perhaps lower, by 

2014.  

¶ Rent Growth by Mid-2011: Positive 

rent growth is expected take hold by 

mid-2011, although the timing and 

vigor of the turn to positive rent growth 

will differ among individual markets. 

¶ Tightening Cap Rates:  After reaching 

8.37% in Q2 2010, office sector cap 

rates have tightened to 8.13% as of Q3 

2010. Expect cap rates to continue to 

tighten as demand for office product 

increases as the sector recovers. 

Property Type FocusτOffice 

Office fundamentals are beginning to show 

signs of stabilization, albeit at very weak levels, 

as nascent demand and limited supply should 

help the sector regain its footing. Most markets 

will likely see fundamentals stabilize in 2011; 

however a significant improvement in 

fundamentals is not expected until 2012. 
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Office Sector Recovery: Choppy Recovery  

Office Sector 

Office fundamentals have begun to show signs of bottoming as positive net absorption returned to the 

sector in September 2010, the first positive result since Fall 2008, according to REIS, Inc. We believe 

sector fundamentals are approaching an inflection point and we expect that momentum will turn 

positive as the economy strengthens, which will help the office sector stabilize (albeit at extremely soft 

levels) in early-2011. Of course, as with any call of a future bottom, risks remain, particularly with the 

tepid improvement in the job market. In addition, emerging investor demand for office product and 

recent tightening in cap rates is threatened by the recent rapid increase in interest rates.  That said we 

expect the fundamentals in a majority of the markets that we cover to stabilize and begin to improve in 

2011, with growth escalating in 2012, although the rate of improvement will vary greatly among 

markets.  

Sector Highlights 

¶ Increasing demand and more limited supply growth has helped stem the upward march in 

vacancy rates, which are currently at 17.5% (Q3 2010), up 490 bps from YE 2008 but only 50 bps 

from YE 2009. We expect that the sector will see vacancy levels stabilize at approximately 

17.6% in early-2011 before tightening towards 15.0%, or perhaps lower, by 2014.  

 

¶ Positive rent growth is expected take hold in mid-2011, although the timing and vigor of the 

return to positive rent growth will differ among individual markets.   

 

¶ After experiencing a return to modestly positive fundamentals in 2011, expect a rather robust 

recovery in fundamentals beginning in 2012 given the dearth of new supply and expectation of 

a strengthening economy. 

 

¶ After reaching 8.37% in Q2 2010, office sector cap rates tightened to 8.13% in Q3 2010, 

according to Real Capital Analytics. In addition, the sector recorded $9.4 billion of sales in Q3 

2010, the largest quarterly amount since Q3 2008. Expect cap rates to continue to tighten and 

demand increase as the sector recovers, with the caveat that interest rates stabilize or, at worst, 

increase in an orderly manner in combination with an improving economy. 

The confluence of a burgeoning economic recovery and minimal supply growth build a base for a 

brighter future.  As job growth returns, fundamentals will stabilize in early-2011, however, we believe 

the initial recovery will be choppy. On a micro-level, markets will likely recover at varying speeds. We 

expect a handful of markets will experience a swift resurgence in fundamental growth (already 

stabilized), while most others will regain their footing in 2011, finally a few laggards will take until 2012 

ǘƻ ǊŜŀŎƘ ōƻǘǘƻƳΦ ²Ŝ ŜȄǇŜŎǘ ǘƘŜ ǊŜŎƻǾŜǊȅ ƛƴ ǘƘŜ ǎŜŎǘƻǊΩǎ ŦǳƴŘŀƳŜƴǘŀƭǎ ǿƛƭƭ ŀŎŎŜƭŜǊŀǘŜ ōŜƎƛƴƴƛƴƎ ƛƴ нлмнΦ  
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Market fundamentals will stabilize in 2011; however we do not expect strong growth until 2012. 

Vacancy rates will begin to tighten rapidly in 2012 and effective revenue growth will increase by over 

4.0% per annum from 2012 to 2014 as increasing demand from job growth outpaces nominal supply 

growth.  

Figure 1: Office Sector Supply, Demand, Vacancy & Rent Statistics (as of Q3 2010) 

 

 

Supply 

The impact of the credit crunch and recession will limit supply growth over the near term as the sector is 

expected to add an average of around 29 million SF per year, or 0.77% of existing inventory from 2010 

to 2014. In comparison, the average additions to inventory per annum were 8.1% from 1984 to 1987, 

3.6% from 1998 to 2001, and 1.4% from 2006 to 2009. While the lack of new supply will provide the 

foundation for fundamentals to recover, we believe the impact will be muted in 2011 due to the 

ŜƭŜǾŀǘŜŘ ǎǳōƭŜŀǎŜ ǾŀŎŀƴŎȅ ǊŀǘŜ όмп҈ ŀǎ ƻŦ vо нлмлύ ŀƴŘ ŀ ǎǳǊǇƭǳǎ ƻŦ άǳƴŘŜǊǳǎŜŘέ ǎǇŀŎŜΣ ƻǊ ǎǇŀŎŜ ǘƘŀǘ ƛǎ 

currently leased by companies but not occupied by employees or offered as sublease space. We expect 

that some of the initial demand in many markets will be allocated towards sublet space or the filling of 

underused space. Fortunately, the next few years should see minimal new deliveries, which will help 

fuel a lasting recovery. 

 

  

2005 2006 2007 2008 2009 2010F 2011F 2012F 2013F 2014F

Change in Supply * 39,792 49,879 66,626 57,975 49,990 23,871 12,304 23,995 35,430 44,886
Change in Demand 67,712 57,174 68,816 -46,336 -79,698 -13,779 33,202 51,667 63,290 74,352
Vacancy Rate (Q4) 14.7% 13.4% 12.6% 14.5% 17.0% 17.6% 17.1% 16.3% 15.4% 14.7%

Source: REIS, Inc. & RAIT Securities, LLC * Does not include conversions
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Rent Level $20.39 $22.20 $24.54 $24.63 $22.44 $21.75 $21.87 $22.38 $23.15 $24.06

Rent Growth 3.2% 8.9% 10.5% 0.4% -8.9% -3.1% 0.5% 2.3% 3.5% 3.9%

NOI Growth 4.9% 9.4% 12.1% -1.5% -11.4% -3.7% 1.0% 3.2% 4.4% 4.7%

Source: REIS, CBRE, Integra Realty Resources, Marcus & Mililichap, RAIT Securities, LLC
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Figure 2: Office Completions per Annum (% of Existing Inventory) 

 
 

Demand  

The modest upward turn in office-using employment has helped the office sector record its first positive 

net absorption monthly total in almost two years.  Of course, not all markets have are participating yet 

in the recovery. Below we take a look at office-using job growth on a metro level to identify markets in 

the midst of recovery and others that continue to bounce along the bottom.    

 

Office-Using Job Growth  

Record corporate profits have only resulted in a trickle of job growth rather than a surge in new hires as 

ŘŜŎƛǎƛƻƴ ƳŀƪŜǊǎ ǊŜƳŀƛƴ Ŏŀǳǘƛƻǳǎ ŀƴŘ ƘŀǾŜ ǘŀƪŜƴ ŀ άǿŀƛǘ ŀƴŘ ǎŜŜέ ŀǘǘƛǘǳŘŜ ǘƻǿŀǊŘǎ ǘƘŜ ƴŀǎŎŜƴǘ 

economic recovery. That said office-using job growth has been positive four straight months and eight of 

the last 9 months. Since bottoming in October 2009, the office-using employment sector has added 

353,000 jobs. Fueling the office-using job growth is the professional and business services sector, which 

has added 512,000 jobs since September 2009, helping outpace losses in the financial activities sector. 

While the recent office-using job gains pale in comparison to the 2.5 million jobs lost in 2008 and 2009, 

the recent job growth is encouraging and, with consumer spending on the rise, the mid-term election in 

the rear-view mirror, and the extension of the Bush-era tax cuts, we expect office-using job gains will 

accelerate in 2011.    

 

  

0.00%

2.00%

4.00%

6.00%

8.00%

10.00%

12.00%

Apartment Competions per Year (% of existing inventory)

O
ff

ic
e

  C
o

m
p

le
tio

n
s
 (
%o

f E
x
is

tin
g
 In

v
e

n
to

ry
)

Source: REIS, Inc, PPR, Marcus & Millichap, RAIT Securities, Inc. 



RAIT Securities, LLC   
        Philadelphia | New York | Char lotte 

 

5 
 

Figure 3: Office-Using Job Growth 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Office-Using Job Growth by Metro 

Although office-using job growth on a national level has been consistent, albeit modest, the past four to 

eight months, office-using job growth on the metro level has varied widely.  Some markets are making 

impressive strides in replacing lost jobs, while others continue to flounder.  Helped by the steady (and 

growing) influence of federal government, the Washington, D.C. metro area has experienced solid 

growth in office-using employment. In fact, through October 2010 the District of Columbia has replaced 

75% of the jobs lost during the recession, while Suburban Maryland has recaptured 89% - the most of all 

the markets we track.  Other markets experiencing strong office-using job growth include metros in the 

Carolinas (Columbia, Charlotte, Greensboro, Charleston, and Raleigh), Oklahoma City, and 

Indianapolis. Orange County has increased office-using employment levels by 11,700 jobs since the 

sector bottomed in September 2009, however, the gain only accounts for 14% of the jobs lost during the 

recession.   

 

Markets in Florida (Jacksonville, Fort Lauderdale, Orlando), Northern California (Oakland, 

Sacramento), and the Midwest (Chicago, Kansas City, St. Louis, Detroit) remain weak as their office-

using employment sectors struggle to find bottom.  

 

One market of note, New York City has added 25,600 office-using jobs (2.24% gain since trough) 

through October 2010, the most 79 markets that we track.  
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Figure 4: Top 15 Metros Most and Least Jobs Gained by % - Since their Trough (Total Nonfarm, SA) 

 
 

CBD vs. Suburbs 

Much how the recovery, or lack thereof, varies among markets, we are seeing similar differences in the 

recovery between CBD office markets (more demand) and suburban markets (lagging demand). 

According to REIS, CBD markets have experienced over 1.3 million SF of net absorption this year through 

October, while suburban markets shed 10.4 million SF over the same time period. Net absorption totals 

for the first three quarters of 2010 for a few select markets help underline this trend.  

 

¶ Manhattan has experienced 1.8 million SF of net absorption over the first three quarters of 

2010, while Westchester County shed over 350,000 SF of occupied space over the same time 

period, according to REIS, Inc.  

¶ The District of Columbia has totaled over 2.5 million SF of net absorption this year; while 

bƻǊǘƘŜǊƴ ±ƛǊƎƛƴƛŀΩǎ net absorption tally is nominally positive.  

¶ Net absorption in DŜƴǾŜǊΩǎ CBD has increased over 150,000 SF so far in 2010, while the rest of 

the Denver market has experienced negative net absorption of more than 700,000 SF.  

¶ Uptown Charlotte has seen occupied space increase by almost 250,000 SF in 2010, while 

CharlotteΩs suburban markets have remained relatively flat.  

 

We expect this phenomenon will continue over the near term as healthy tenants take advantage of a 

tenant-friendly leasing environment to either expand operations in high profile addresses or move to 

more amenity-rich locations.   

Total Lost 

(in 000s) % Lost

Gain Since 

Trough (in 000s) % Gain Peak Trough

District of Columbia -14.6 -7.26% 10.9 5.71% Aug 2008 Sep 2009

Oklahoma City -9.8 -8.16% 6.2 5.44% Jan 2008 Sep 2009

Indianapolis -19.7 -9.38% 10.2 5.29% Nov 2007 Jul 2009

Columbia, SC -9.0 -11.26% 3.8 5.09% Jul 2007 Aug 2009

Charlotte -24.9 -10.49% 9.5 4.47% Feb 2008 Sep 2009

Greensboro -8.6 -11.19% 3.0 4.43% Jan 2008 Aug 2009

Charleston -5.3 -8.64% 2.5 4.37% Mar 2008 Sep 2009

Raleigh -11.0 -8.22% 4.9 3.90% Jun 2007 Aug 2009

Suburban Maryland -7.6 -4.11% 6.8 3.83% Apr 2008 Oct 2009

New Orleans -10.5 -9.93% 3.6 3.68% May 2008 Mar 2010

Minneapolis -36.4 -8.12% 14.0 3.34% Mar 2007 Sep 2009

Orange County -82.6 -18.54% 11.7 3.20% Oct 2006 Sep 2009

Northern New Jersey -24.9 -9.21% 7.1 2.91% Jan 2008 Nov 2009

Knoxville -2.9 -4.43% 1.7 2.63% Oct 2008 Jun 2009

Baltimore -28.0 -9.36% 6.9 2.53% Feb 2008 Feb 2010

United  States -2503.0 -8.54% 353.0 1.31% Dec 2007 Oct 2009

Atlanta -78.9 -11.93% 0.6 0.11% Aug 2007 Sep 2010

Albuquerque -11.0 -11.79% 0.1 0.10% Jun 2007 Aug 2010

Detroit -153.2 -27.45% 0.1 0.03% Aug 2000 Aug 2010

Columbus -15.2 -6.26% N/A N/A Feb 2008 N/A

Durham -3.7 -6.93% N/A N/A Aug 2008 N/A

St. Louis -23.4 -7.55% N/A N/A Mar 2008 N/A

Houston -51.5 -9.10% N/A N/A Jun 2008 N/A

Kansas City -25.5 -9.59% N/A N/A Nov 2007 N/A

Orlando -33.8 -11.99% N/A N/A Feb 2008 N/A

Chicago -155.6 -13.42% N/A N/A Jun 2007 N/A

Oakland -36.1 -14.45% N/A N/A Jun 2006 N/A

Jacksonville -24.0 -14.51% N/A N/A Nov 2006 N/A

Central New Jersey -40.0 -14.67% N/A N/A Dec 2006 N/A

Fort Lauderdale -36.9 -17.17% N/A N/A Jan 2007 N/A

Sacramento -36.7 -18.84% N/A N/A Jun 2006 N/A

Source: BLS.gov, Economy.com, RAIT Securities, LLC
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Office Sector ς Metro Level  

Fundamentals on a metro level vary greatly as most markets continue to be influenced by the deep 

recession with market rents being discounted and vacancy levels still on the rise (albeit at a much slower 

rate), while others have begun to show signs of life. In fact, a handful of markets stabilized, and even in 

a few cases, have exhibited signs of growth in 2010. They include the following:  

¶ Washington, D.C., New York City, Suburban Maryland, Charleston, SC, Pittsburgh, Baltimore, 

and Chattanooga.  

The bad news is that a group of markets continue to struggle and will not likely bottom until late-2011 at 

the earliest with revenue growth not expected until 2012. These markets include the following: 

¶ Oakland, Buffalo, Chicago, Memphis, Detroit, Colorado Springs, Tucson, Columbus, OH, 

Sacramento, Kansas City, Milwaukee, Jacksonville, Birmingham, and Las Vegas.  

The remaining markets are expected to see fundamentals stabilize and feel upward pressure in 2011. 

Metro Level Revenue Growth Forecast 

New York City and the Washington, D.C. metro area top our outlook for annual effective revenue 

growth through 2012, while Baltimore, Charleston, SC, and Pittsburgh have already stabilized and 

should enjoy solid revenue growth over the near term. After suffering precipitous drops in revenue 

growth, Austin and Portland appear poised to rebound as the technology sector helps propel their 

recovery. Metros located in California (Los Angeles, Sacramento, Inland Empire, and San Jose) and 

select markets in the Midwest (Omaha, Memphis, Milwaukee and Cleveland) continue to be some of 

the weakest markets we track. Finally the housing bust has impaired office sector fundamentals in Las 

Vegas as residential real estate focused office users dominate the tenant base.  

Figure 5Υ ¢ƻǇ ϧ .ƻǘǘƻƳ мл aŜǘǊƻΩǎ !ǾŜǊŀƎŜ !ƴƴǳŀƭ 9ŦŦŜŎǘƛǾŜ wŜǾŜƴǳŜ /ƘŀƴƎŜ όΩQ310-ΩYE12)
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Office Sector ς Capital Trends   

After a dramatic decrease in transaction flow, investor interest in the office sector has begun to show 

some life as the price per unit (twelve-month moving average) has pushed higher, while average cap 

rates have begun to tighten, according to Real Capital Analytics. Office sector pricing has increased after 

its precipitous fall in 2008 and 2009 with the price per square foot increasing 14% to an average of 

around $189 per SF in Q3 2010 from a low of approximately $165 per SF in Q1 2010. Office sector cap 

rates (twelve-month moving average) tightened in Q3 2010 for the first time since Q4 2007. Office 

sector cap rates tightened to 8.13% in Q3 2010 after hitting a near term high of 8.37% in Q2 2010.  

While nowhere near peak levels attained from 2005 to 2007, transaction volume has picked up steam 

after demand bottomed in 2009. The sector recorded $9.4 billion of sales in Q3 2010, the largest 

quarterly amount since Q3 2008. Office sector transaction volume has totaled $22.2 billion through the 

first three quarters of 2010, already outpacing the entire 2009 total ($15.9 billion) by 40%.  

We expect that volume will continue to increase at a moderate pace while cap rates will continue their 

tightening bias over the near term as improving underlying fundamentals, historically wide risk 

premiums, even with the recent increase in rates, and an improving underlying economy should fuel 

investor interest in the sector.  

 Figure 6: Office Sector Cap Rates, Price per Unit, Quarterly Sales Volume & Property Count 
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Appendix A: Office Fundamental Summary through 2014 
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