
M A R K E T O V E R V I E W

OfficeResearch
Phoenix Metro Area Th ird Quarter 2012

Guarded Optimism Prevailing Despite High Vacancy

Supported by the lack of completions and large lease signings, the offi  ce market will record positive net absorption in 2012, 
marking the second year of improving operations. Most of the activity, however, will happen in the Class A sector as tenants 
capitalize on favorable lease options and upgrade to prime space in sought-after business districts. Infusionsoft, for instance, will 
move from Gilbert to 86,000 square feet at the Allred Park Place along the Price Corridor in Chandler by year end, where the fi rm 
will create 700 jobs in the next three years. Additionally, Fenmore Craig will relocate from Downtown to 120,000 square feet at 
the Biltmore Financial Center Plaza by 2013. As major relocations  persist, large blocks of available Class A space are dwindling, 
bolstering rent growth and encouraging builders to plan speculative offi  ce towers in Tempe, Chandler and Scottsdale. Although 
the buildings will fulfi ll demand for top-tier space, the new competition  may hinder the already sluggish recovery in the Class 
B/C sector, where vacancy remains near peak levels. In order to compete, operators of older buildings may need to perform major 
renovations to garner tenant interest.  

Th e investment market will heat up as buyers turn to Phoenix for attractive yields on assets trading at a signifi cant discount. 
Competition will be stiff  for the best-in-class buildings as institutions look to expand their presence in the metro. Phoenix offi  ce 
properties off er these buyers elevated returns compared with coastal markets as cap rates average near 7 percent. Meanwhile, many 
local syndicates will accept greater risk and purchase distressed buildings with near-term debt maturities. At midyear, nearly $300 
million worth of troubled assets is scheduled to be auctioned off  in the coming quarters. In order to stave off  competition, buyers 
will need to utilize cash at the auctions , and have additional liquidity to make capital improvements. After performing upgrades, 
investors with short-term horizons will off er lucrative concessions to backfi ll the space quickly, and refi nance or sell the property 
to embark on another value-add opportunity.    
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Employment: Outside of the information segment, all the major employment sectors will boost 
staff  levels by the end of the year. Th e metro will gain 41,000 jobs in 2012, representing an increase 
of 2.4 percent. Th e primary offi  ce-using sectors will expand by 7,500 positions, or 1.7 percent. In 
2011, a total of 28,600 positions were created.

Construction: In 2012, developers will add 200,000 square feet to offi  ce inventory, which will 
increase stock by 0.3 percent. Last year, 620,000 square feet of fully leased space was completed.  

Vacancy: Firming demand, coupled with minimal supply additions, will generate a 140-basis point 
reduction in vacancy to 24.7 percent in 2012. Last year, vacancy slipped 40 basis points on net 
absorption of 740,000 square feet.

Rents: As new competition remains limited, owners will raise asking rents 0.8 percent this year to 
$22.40 per square foot. Eff ective rents will rise 1.0 percent to $17.45 per square foot. In the prior 
four quarters, asking and eff ective rents dipped 0.4 percent and 0.1 percent, respectively.
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Economy
■ Although employers trimmed payrolls by 900 workers in the second quarter, 

22,200 jobs were created in the fi rst half of 2012, marking growth of 1.3 percent. 
In the preceding six months, growth in the education and health services sector 
supported 19,300 new positions. As a result of the 41,500 new jobs in the last year, 
the jobless rate tightened 160 basis points to the mid-7 percent range.

■ White-collar job growth was modest in the last 12 months as the offi  ce-using 
sector expanded 1.3 percent, or by 5,800 employees. Most of the positions were 
generated in the professional and business services and fi nancial activities sectors, 
which added an aggregate 5,500 staff  to payrolls.   

■ Th e Mayo Clinic is in the process of developing a $182 million proton-beam 
therapy center adjacent to its Phoenix hospital, as well as adding a medical school 
campus in Scottsdale by 2016. Th e moves will boost the company’s head count, 
potentially attract new bio-tech fi rms to the region, and enhance Mayo’s economic 
impact on the Valley, which is already above $1.4 billion annually.

 Outlook: Employers will add 41,000 staff  members this year, marking growth of 
2.4 percent. Offi  ce-using sectors will expand by 7,500 positions, or 1.7 percent. 

Construction
■ Th e completions of the FBI Regional Headquarters in Deer Valley and the Foun-

tain Offi  ce Plaza in Tempe added a total of 620,700 square feet in the metro in the 
past year. Marketwide, inventory rose by 0.9 percent,  but vacancy was not aff ected 
as the buildings came online fully leased.

■ Th e lack of large, contiguous blocks of Class A space has prompted developers 
to break ground on high-end projects totalling 540,000 square feet. Th e second 
phase of the 258,000-square foot Allred Park Place was started during the fi rst 
quarter in Chandler, with a fi nishing date set for 2013.

■ Builders currently have 11 million square feet on the drawing board, which rep-
resents 15.6 percent of total inventory. Over 3.5 million square feet is planned 
for the Mesa/Chandler submarket, while Tempe has 2.8 million square feet under 
consideration. Two projects have groundbreaking dates set for the fourth quarter.

■ Outlook: By year end, Phoenix’s offi  ce market will gain 200,000 square feet, 
which will boost inventory by 0.3 percent. 

Vacancy
■ Net absorption of 140,000 square feet in the fi rst half and no additions to stock 

reduced vacancy 20 basis points to 25.9 percent at midyear. In the last two quarters 
of 2011, vacancy dipped 40 basis points. 

■ Demand remained strong for Class A space in the fi rst two quarters as businesses 
upgraded to higher-quality layouts. As a result, top-tier vacancy fell 50 basis points 
to a two-year low of 27.5 percent. 

■ As tenants gave up over 20,000 square feet of Class B/C space in the past six 
months, vacancy ticked up 10 basis points to 23.9 percent, which nearly off set the 
20-basis point improvement in the latter half of 2011.

■ Outlook: Vacancy will fall 140 basis points in 2012 to 24.7 percent as tenants oc-
cupy an additional 1.1 million square feet.
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Rents
■ In the most recent two quarters, asking rents inched up 0.4 percent to $22.30 per 

square foot, which is 8.5 percent below levels recorded at the start of the recession.  
At the same time, eff ective rents rose 0.3 percent to $17.32 per square foot.

■ With demand picking up for Class A space, operators gained suffi  cient leverage 
to boost asking rents 0.5 percent since year-end 2011 to $24.99 per square foot. 
Asking rents were unchanged in the fi nal two quarters of last year.

■ Class B/C asking rents inched up 0.2 percent in the fi rst two quarters to $19.04 
per square foot, which is a slight improvement from the second half of last year, 
when rents held fi rm.

■ Outlook: Owners will raise asking rents 0.8 percent this year to $22.40 per square 
foot, while eff ective rents will gain 1.0 percent to $17.45 per square foot.

Sales Trends**
■ As lenders cleared the books of distressed assets, opportunistic buyers capitalized. 

As a result, sales spiked 12 percent from the second quarter of 2011, while dollar 
volume jumped 8 percent to $1.3 billion.

■ Th e rising competition for offi  ce assets helped boost the median sales price 8 per-
cent year over year to $97 per square foot. Trophy buildings net leased to a cor-
porate tenant commanded above $300 per square foot, while older, highly vacant 
REO properties traded as low as $25 per square foot. 

■ Favorable interest rates and heightened bidding compressed cap rates to the high-7 
percent range in the last year . Institutional-quality product can change hands at 
100 basis points lower . 

■ Outlook: Owner-user deals will pick up as businesses secure attractive debt to ac-
quire smaller buildings trading below replacement cost. Th ese types of moves will 
reduce monthly expenses, and free up capital to expand businesses. 

Medical Offi ce
■ In the last year, only 60,000 square feet of medical offi  ce space came online, in-

creasing stock by 0.3 percent. However, as demand accelerated in that time, build-
ers broke ground on projects totalling 140,000 square feet, all of which should 
come online by mid 2013. 

■ Th e improving employment picture and aging population supported demand for 
healthcare services in the last 12 months. As medical practices and testing services 
expanded operations to keep up with demand, the market recorded positive ab-
sorption of 140,000 square feet, reducing vacancy 80 basis points to 20.6 percent.

■ Asking rents for available medical offi  ce space fi nished the second quarter at 
$23.21 per square foot, which is down 2.5 percent from a year earlier. 

■ Medical offi  ce sales increased twofold during the past four quarters as local inves-
tors targeted buildings in the $1 million to $10 million range. Robust investor 
demand helped compress cap rates 30 basis points during the period to the low-9 
percent range, though the median price slightly fell to $125 per square foot.
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CoStar Group, Inc., Real Capital Analytics



Capital Markets
By WILLIAM E. HUGHES, Senior Vice President, Marcus & Millichap Capital Corporation

■ Th e FOMC announced after its August meeting that it would take no new steps 
to improve the economy before September. Th e Fed has pledged to maintain its 
lending rate near zero through at least late 2014 and has also amassed a portfolio 
of long-term U.S. Treasurys in an attempt to hold down long-term rates. In fact, 
the Fed expanded “Operation Twist” by $267 million during June of this year.  

■ In general, lenders continue to be discriminating. Banks remain a source of rela-
tively low-leverage fi nancing for acquisitions of multi-tenant properties, and will 
also underwrite deals for three- and fi ve-year terms. Life companies are focused 
on quality assets in primary markets, while conduit lenders are more apt to loan 
on lesser-quality properties in primary, secondary and, in some instances, tertiary 
markets. Additionally, smaller, owner-user purchases are often funded using SBA 
7A and 504 loans.

■ Ten-year loans are available at rates in the mid-4 percent range, or roughly 250 ba-
sis points to 300 basis points above the U.S. Treasury. Th e rate on the benchmark 
10-year U.S. Treasury hovered in the mid- to high-1 percent range throughout the 
second quarter and into the summer. DSCs start at 1.25x, with repayment sched-
ules of 25 years and LTVs of up to 70 percent available.

Submarket Overview
■ A recent lack of construction and tight vacancy in the Class A sector in Tempe 

has encouraged city offi  cials to support new offi  ce projects. As a result, developers 
will begin construction on the third phase of Hayden Ferry Lakeside in the fourth 
quarter, which will bring 250,000 Class A space to the area by 2014 .  

■ QBE Insurance Group recently announced it will relocate its call center and 600 
workers from Gilbert to 183,000 square feet at the 2700 Corporate Center in 
Chandler  by year end. Th e move will help the company fulfi ll its plans to add up 
to 1,000 employees at the site.

■ After vacancy in the North Central submarket peaked at 27.5 percent in 2010, 
owners cut rents and off ered lucrative concessions to stimulate demand. Tenants 
capitalized on the favorable leasing incentives and absorbed over 330,000 square 
feet in the last 18 months, reducing vacancy 490 basis points to 22.6 percent.

Submarket Vacancy Ranking
   Vacancy Y-O-Y Basis Effective Y-O-Y
 Rank Submarket Rate Point Change Rents % Change
 1 Downtown 19.4% -230  $22.71  -0.8%

 2 Tempe 21.9% 100  $14.93  0.5%

 3 North Central 22.6% -330  $17.58  0.7%

 4 Uptown 24.3% 70  $15.48  0.5%

 5 Camelback 24.4% -210  $19.23  -0.1%

 6 Mesa/Chandler 27.6% -90  $15.78  0.4%

 7 Northwest 27.6% 210  $13.74  -1.2%

 8 Scottsdale 28.0% -160  $19.09  2.4%

 9 East Central 37.3% 180  $16.98  -0.8%

  10 West 37.7% 20  $14.14  0.0%

Notes: Employment growth is calculated using seasonally adjusted quarterly averages. Construction, rent and vacancy fi gures exclude build-to-suit, fl ex space and medical offi  ce properties unless otherwise noted.

Th e information contained in this report was obtained from sources deemed to be reliable. Every eff ort was made to obtain accurate and complete information; however, no representation, warranty or guarantee, express or implied, may be made as to 
the accuracy or reliability of the information contained herein. Sources: Marcus & Millichap Research Services, Bureau of Labor Statistics, CoStar Group, Inc., Economy.com, Real Capital Analytics, Reis, Torto Wheaton Research Services.
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