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Overview

2009: Averting Disaster
The Great Recession, the worst down-
turn since the Great Depression, most 
likely passed into history last fall. From 
its beginning in December 2007 through 
October 2009, the recession destroyed 
7.3 million payroll jobs, but that estimate 
will be revised upward by approximately 
824,000 in February when the Bureau 
of Labor Statistics benchmarks its data 
to state unemployment insurance tax 
records, as it does annually. With further 
losses anticipated through 2010, the final 
damage could approach 9 million jobs 
eliminated, or about 6 to 7 percent of 
total employment. That would make this 
labor market downturn worse than all 10 
of the other post-World War II recessions, 
more than double the average employ-
ment loss of 2.7 percent.

The recession pushed vacancy rates 
higher, rental rates lower, absorption into 
the red and construction starts toward 
zero across all product types. Retailers 
downsized or postponed expansion plans, 

slicing demand for retail and industrial 
space. Falling global trade hurt demand 
for industrial space, particularly in import-
dependent markets. Job losses in the 
financial services and professional and 
business services sectors pushed office 
absorption deep into the red. Even the 
unflappable apartment market was hurt 
when new graduates couldn’t find work 
and young adults were laid off. The only 
subsector showing some resilience was 
medical office and healthcare properties. 
Conditions were even worse in the invest-
ment market where transaction volume 
slowed to subsistence levels. The average 
commercial property sales price, based on 
repeat sales (however few), fell approxi-
mately 40 percent from its 2007 peak.

It could have been worse, perhaps much 
worse. “Depression 2.0, ”  a contemporary 
version of what the world endured in the 
1930s, was on the table from late 2008 
through early 2009. Although reasonable 
people may disagree, it appears that the 
epic rescue measures undertaken by the 

it won’t feel like a classic recovery.
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government – two stimulus packages, 
TARP and a host of lending programs 
at the Federal Reserve – helped pull the 
global economy back from the brink.

2010: The Aftermath
As the recession ebbs, discussion has 
turned to the shape of the recovery, 
with letters of the alphabet being the 
most popular descriptors. The possi-
bilities are framed by the optimistic 
scenario of a brisk rebound (a “V”) and 
the pessimistic scenario of a double-
dip recession or zero growth following 
a stimulus-fueled bounce (a “W”). In 
between are weak but sustainable 
recoveries of varying lengths – a “U” 
depicting a jobless period of moderate 
length, and an “L” where the weakness 
lasts longer, perhaps much longer as 
occurred in Japan during the 1990s.

We believe a U-shaped recovery is most 
likely, with the labor market bottoming 
in the second half of 2010 and sustained 
job growth returning in 2011. The labor 
market is unlikely to recoup the 8 to 9 
million lost jobs until 2014 or 2015. Infla-
tion will not be an issue in 2010 but could 
become a problem down the road unless 
the government takes steps to control its 
debt. A little inflation could burnish real 
estate’s long-dormant reputation as an 
inflation hedge.
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Job Losses Related to Post-War Recessions
Months After Start of Downturn

Source: U.S. Bureau of Labor Statistics, Grubb & Ellis
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Overview
continued

Expect the four core property types to 
recover in the following sequence:

1. Multi Housing: Early in the down-
turn, apartments benefited from 
the stream of foreclosed home-
owners seeking a place to live. But 
the growing wave of foreclosures 
increased the supply of shadow units 
– unsold condominiums and houses 
being offered for rent. Job growth is 
required for a robust recovery. Longer 
term, apartments will benefit from 
the return of homeownership rates 
to pre-bubble levels (if not below) 
and growth of the 20 to 29 age 
cohort as the boomers’ kids move 
out on their own.

2. Industrial: The recession dealt a blow 
to the drivers of demand for industrial 
space – retail sales, logistics, global 
trade and manufacturing. Expect 
leasing market conditions to bottom 
out by year-end as these drivers 
register modest rebounds.

3. Retail: The crystal ball is cloudiest for 
this property category. Was this reces-
sion just another cyclical downturn, 
or are there secular forces at work 
that will permanently alter tenant 
demand for retail space? Bubble-era 
spending, inflated by unsustainable 
housing prices and a flood of credit, 
will not return, and the savings rate 
will keep rising. These changes may 
be part of the wallpaper in a couple of 
years – that is, part of the new normal 
operating environment for retailers 
and their customers.

4. Office: The shadow space inventory 
may be higher in this downturn 
because job layoffs, implemented so 
swiftly following “Lehman Brothers 
weekend,” have outrun tenants’ 
ability to shed unneeded space. 
Expect the vacancy rate to peak in the 
first half of 2011 and rents to bottom 
in the second half of 2011 followed 
by a multi-year return to equilibrium. 
Vacancy is likely to set a modern-day 
record by the end of 2010.

In the investment arena, we antici-
pate transactions to increase 20 to 30 
percent in 2010 compared with last 
year’s artificially low levels. This is likely 
to be the start of a multi-year recapi-
talization process for commercial real 
estate where banks, CMBS servicers and 
other lenders finally write down and sell 
a steady river of distressed assets. Prices, 
already down 40 percent from their 
peaks, may decline another 10 percent 
as buyers finally get in the game. Anec-
dotes suggest that capitalization rates 
for apartment and medical office prop-
erties actually fell slightly late in 2009 
as credit market panic abated, so prices 
may be finding a floor.
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Office

For tenants seeking office space, 2009 
was the best time in years to lock in 
a long-term lease at a low rental rate, 
and the deals only got better as the 
year progressed. The problem, though, 
was that not many tenants were biting. 
Concerned about their revenue, tenants 
frequently asked for and received one-
year extensions as their leases expired, 
choosing to forego good deals offered 
by worried landlords, who were experi-
encing the worst of times. The average 
lease term, the average lease size 
and total leasing activity all declined, 
evidence that companies were being 
more conservative in planning for their 
space needs. The most popular strategy 
was “blend and extend,” sometimes 
initiated by the tenant and sometimes 
by the landlord. This is where tenants 
with several months or years left on 
their lease sign a new lease at a lower 
rate, locking in immediate rent relief 
while the landlord secures a long-term 
commitment. Not all landlords pursued 
this strategy; many wanted to be posi-
tioned to raise rates in two or three years 
when the market will be stronger.

The conventional metrics describing 
the health of the office market deterio-
rated throughout the year. The vacancy 
rate ended 2009 at 17.6 percent, up 
from 14.8 percent at year-end 2008. Net 
absorption, which was barely negative 
in 2008, turned sharply lower in 2009 
as tenants vacated a net total of 62 
million square feet. Asking rental rates 
slipped by 4 percent while effective rates, 
which include periods of free rent and 
above-standard tenant improvement 

allowances, receded by 12 percent. 
Sublease space rose briskly as the year 
progressed, nearly doubling to 130 million 
square feet. This is not far from the 2002 
record of 146 million square feet.

One measure of the severity of the 
recent recession is that virtually no 
U.S. office market remained unscathed, 
although some held up better than 
others. Among major U.S. markets, 
vacancy remained lowest in New York 
City despite the prominent role that its 
financial firms played in the credit crisis. 
New York’s availability rate, however, 
ended 2009 in the mid-teens, meaning 
that vacancy may rise further as leases 
expire. Vacancy was highest not in 
auto-dependent Detroit but in Phoenix, 
which suffered from its reliance on the 
construction industry. Atlanta underper-
formed its reputation as the anchor of 
the fast-growing Southeast. The District 
of Columbia, cushioned by demand 
from the federal government, lobbyists, 
law firms and trade organizations, held 
up well, but the 6 million square feet 
still under construction is worrisome. 
Vacancy rates were high in Texas – not 
unusual for a rapidly growing state and 
nowhere near their peaks in the early 
1990s when the state was at the center 
of the savings and loan crisis. Rising oil 
and commodity prices helped cushion 
the blow in Texas and the entire Great 
Plains region.

“it was the best of times, it was the worst of times.” U.S. Office Vacancy Rate
Year-End

Source: Grubb & Ellis

� CBD � Suburban � Combined

0%

10%

20%

30%

'10F'09P'07'05'03'01

U.S. Office Completions vs. Absorption
Year-End (in Millions of SF)

Source: Grubb & Ellis
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U.S. Office Asking Rental Rates
Year-End ($/SF/Yr. Full Service)

Source: Grubb & Ellis
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Office
continued

Forecast
It’s a simple equation: the office market 
will not return to health until employers 
begin hiring again. The first half of 
2010 may bring isolated months of job 
growth, but a broad-based resumption 
of hiring is not expected to begin before 
the second half of next year. The vacancy 
rate is likely to end 2010 between 18.5 to 
19.0 percent, which would be the highest 
on record since Grubb & Ellis began 
tracking the national market in 1986.

There seems to be a difference of 
opinion in the commercial real estate 
community about the velocity of leasing 
transactions in 2010. Some observers 
note that the deal pipeline is not getting 
replenished, portending a diminished 
volume of activity even from the reduced 
levels of 2009. But others are more 
hopeful, noting that the recession has 
most likely ended and, unlike 2009, 
the economy will grow. Moreover, from 
September 2008 until spring 2009, 
the global financial system was barely 
functioning, the economy was in a 
tailspin and the labor market was shed-
ding jobs at an alarming pace. Though 
the recovery will be slow in 2010, there 
will be less fear about the unknown 
and a greater willingness on the part of 
executives to position their companies 
for the road ahead. Consequently, more 
decisions should be made in corporate 
boardrooms and C-suites, and this 
should translate into a greater volume of 
deals. But a vigorous recovery may have 
to wait until 2011.
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Metro Office Rental Rates
Class A – $/SF/Yr. FSG

* District of Columbia
Rental rate data refer to average asking rental rates for Class A space that is available on the market at the end of 2009. 
Rates are per square foot, quoted on an annual, full service gross basis.
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Industrial

The vacancy rate, which began 
increasing in the fourth quarter of 2007, 
rose steadily through 2008 and 2009, 
ending the year at 10.7 percent. Net 
absorption, which held up surprisingly 
well in 2008 despite the worsening 
recession, fell deep into the red in 2009, 
approaching negative 160 million square 
feet. This reflected the manic corporate 
cost-cutting that followed “Lehman 
Brothers weekend” in September 2008. 
Completions for the year totaled 61 
million square feet, adding to the excess 
of supply over demand. By year-end, the 
construction pipeline was emptying 
rapidly with less than 20 million square 
feet still under way and starts almost 
nonexistent. Average asking rental rates 
fell in 2009 by 6.2 percent for ware-
house/distribution space, 2.8 percent 
for general industrial space (primarily 
manufacturing) and 8.5 percent for 
R&D/flex space. The average effective 
rate for all types of industrial space 
decreased by 12 percent, reflecting 
landlord concessions to tenants such 
as periods of free rent and some tenant 
improvement allowances. During 2008 
and 2009, industrial space available for 
sublease nearly doubled, which was 
about the same rate of increase as office 
sublease space, though the sublease 
availability rate – 1.0 percent at the end 
of 2009 – was just one-third of the office 
sublease rate.

The massive volume of logistics space 
construction over the previous decade 
came home to roost in 2009. Class A 
logistics space – warehouse/distribu-
tion buildings greater than 100,000 
square feet with a minimum 28-foot 
clear height, ample dock doors and other 
state-of-the-art features – accounted 

for half of all new industrial construc-
tion since 2000. Ten markets attracted 
90 percent of new Class A logistics 
construction over the decade, led by 
Southern California’s Inland Empire, 
Chicago and Dallas-Fort Worth. When 
demand softened in these and other 
high-flying logistics markets, the rapid 
pace of construction in certain submar-
kets contributed to supply overhangs, 
pushing vacancy sharply higher in 2009. 
The market for general industrial space 
remained more stable thanks to lower 
levels of construction and a greater 
percentage of owner-occupied space, 
28 percent compared with 19 percent of 
warehouse/distribution space. Overall 
vacancy rates for the general industrial 
and warehouse/distribution product 
types ended the year at 7.8 and 12.2 
percent, respectively.

R&D/flex space accounted for a rela-
tively small 11 percent of the total 
industrial inventory at year-end 2009. 
In its size, layout and finish, R&D/flex is 
a hybrid of industrial and office space, 
and it often serves as a low-cost alterna-
tive to traditional office space when the 
office market tightens. This dynamic is 
perhaps most evident in Silicon Valley 
where a vast supply of R&D/flex space, 
approximately 13 percent of the U.S. 
inventory, competes with office space for 
tenants. When the office market softens, 
this source of demand dries up, pushing 
vacancy rates higher for R&D/flex space. 
This trend was evident in 2009 with the 
U.S. vacancy rate ending the year just 
under 14 percent, up from 11.5 percent at 
the beginning of the year. The average 
asking rental rate for R&D/flex space 
has fallen by almost 10 percent since the 
recession began.

industrial leasing market fundamentals were dismal in 2009. U.S. Industrial Vacancy Rate
All Product Types, Year-End

Source: Grubb & Ellis
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U.S. Industrial Asking Rental Rates
Year-End ($/SF/Yr. Triple Net)

Source: Grubb & Ellis
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Industrial
continued

Forecast
Of the four core property types – apart-
ments, industrial, office and retail – the 
industrial market is expected to place 
either first or second in terms of how 
quickly it begins to recover. On the 
supply side, the construction pipeline 
empties out earlier than the other prop-
erty types because it takes six to nine 
months to build a warehouse, compared 
with 12 to 18 months or more for office, 
retail and apartment projects. On the 
demand side, several indicators already 
have bottomed out and begun climbing 
again, notably global trade (both imports 
and exports), freight shipments and 
manufacturing activity. Even retail sales, 
which plunged sharply when credit 
froze and layoffs increased beginning in 
September 2008, are showing signs of 
life. This means that more goods of all 
types are or soon will be flowing through 
corporate supply chains, supporting 
demand for manufacturing and logistics 
space in key markets.

Expect the industrial vacancy rate to 
hit bottom by year-end 2010 and begin 
a gradual recovery in 2011. Of the four 
core property types, industrial is least 
dependent on job creation to generate 
demand for space, which will work in 
its favor as the jobless recovery grinds 
on. Rental rates are unlikely to begin the 
recovery process until the first half of 
2011. Rents typically are the last leasing 
market indicator to turn around as the 
cycle gradually shifts from recession to 
expansion.
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Metro Warehouse/Distribution Rental Rates
$/SF/Yr. Triple Net

Rental rate data refer to average asking rental rates for warehouse/distribution space that is available on the market at the end of 2009. 
Rates are per square foot, quoted on an annual, triple net basis.
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Retail

Retail sales appear to have bottomed out 
and even increased slightly late in 2009, 
but they are unlikely to bounce back 
quickly. The credit crisis and ensuing 
recession dealt crippling blows to all 
three supports to retail sales – home 
equity, investment portfolios and the 
labor market. The unemployment rate, 
10.0 percent in November, understates 
the degree of pain being inflicted by 
layoffs and the sharp decline in hiring. 
The U-6 rate, which includes discour-
aged job seekers who have given up the 
search as well as part-time workers who 
would like to work full-time, was 17.2 
percent in November, although this was 
down slightly from the recent peak of 
17.5 percent in October. Even people with 
jobs were more frugal in an effort to pay 
down debt or rebuild their nest eggs, 
which took a bite out of retail sales and, 
by extension, tenant and owner-user 
demand for retail space.

Data provider Reis reported that the 
average vacancy rate for neighborhood 
and community centers increased to 10.8 
percent at year-end, up from 8.9 percent 
at the beginning of the year. Vacancy for 
regional malls ended the third quarter 
at 8.6 percent, the highest rate of the 
decade. Grocery-anchored neighborhood 
centers are the best performers in the 
retail pantheon, particularly those in 
mature trade areas. Fortress malls with 
stable national tenant rosters fit this 
profile, too. Community centers anchored 
by discounters also performed admirably 
as consumers aggressively searched out 
the biggest bargains. Wal-Mart, which 
had trouble keeping up during the boom 

years, has found its footing again in the 
past couple of years as the economy 
drove consumers through its front doors. 
At the other end of the product spectrum 
are unanchored strip centers on the 
urban fringe where housing construc-
tion has stopped and trade areas are 
only partially built out. These centers are 
where the financial distress is concen-
trated and, conversely, where the best 
investment deals may be available for 
aggressive buyers willing to accept the 
risk of waiting out the downturn.

Tenants vacated a net total of 27 million 
square feet of space in neighborhood 
and community centers in 2009, by far 
the greatest annual negative absorp-
tion total since 1980 when Reis began 
tracking this statistic. The construction 
pipeline delivered 10.8 million square 
feet of new space into an already satu-
rated market. Asking rents declined by 
2.2 percent in 2009 while effective rents 
were off by 3.9 percent.

Forecast
Consumer spending has found a bottom 
as the fear that gripped the economy 
and financial markets in the first few 
months of 2009 has receded. The 
question is how quickly spending will 
come back. During the depth of the 
crisis, some analysts suggested that an 
entire generation coming of age might 
be jolted into permanent frugality like 
the generation growing up during the 
Great Depression. That may be extreme. 
A more plausible scenario is that 
consumers will increase their spending 
when the labor market improves, 

the retail market was hit hard by the consumer-led recession. U.S. Retail Vacancy Rate*
Year-End

*Neighborhood and community centers
Source: Reis, Grubb & Ellis
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Year-End (in Millions of SF)

*Neighborhood and community centers
Source: Reis, Grubb & Ellis
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U.S. Retail Asking Rental Rates*
Year-End ($/SF/Yr. Triple Net)

*Neighborhood and community centers
Source: Reis, Grubb & Ellis
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Retail
continued

including purchases to satisfy pent-up 
demand accumulating during the recent 
months of belt-tightening. Even so, 
the days of blowout spending associ-
ated with the housing boom and easy 
consumer credit will not return anytime 
soon. Some of this newfound conser-
vatism and attention to value on the 
part of consumers will be permanent, 
particularly the increase in the saving 
rate from near zero in recent years back 
to around 5 percent or more. These 
changes may be part of the wallpaper in 
a couple of years after the recession has 
ended, that is, part of the “new normal” 
operating environment for retailers and 
their customers.

Expect the vacancy rate to end 2010 
at 11.7 percent before embarking on a 
sustained recovery in 2011. Landlords 
will have to endure one more year of 
negative absorption with occupied space 
falling by about 7 million square feet, 
which would be a significant improve-
ment from the market’s performance in 
2009. Asking and effective rental rates 
are likely to decline a bit further, by 1.5 
percent and 2.4 percent, respectively, 
before bottoming out and beginning a 
slow recovery in 2011. Overall, the retail 
market recovery will be less than robust 
in 2010 because the labor market will 
remain challenged, but retail leasing 
should be more active than in 2009. 
The coming year will be a transition 
to a more vigorous retail market and 
economy in 2011.
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Investment

Outstanding commercial real estate loans 
at commercial banks fell by more than 4 
percent during 2009, and new issuance 
of commercial mortgage-backed securi-
ties was nonexistent until late in the year. 
A reservoir of equity capital was filling 
up on the sidelines, waiting for prop-
erty prices to fall further or perhaps for 
someone to fire the starter’s pistol. But 
transaction volume was disappointing to 
say the least, down 70 percent from 2008, 
which was itself down by 70 percent from 
the record sales pace of 2007. Capitaliza-
tion rates increased by 100 to 150 basis 
points, while prices based on repeat sales 
(however few) fell 37 percent during 2009 
and are off by 40 percent since their peak 
in the fall of 20071.

This cycle has been reminiscent of the 
early 1990s savings-and-loan-fueled crisis 
when office property prices fell some 50 
percent and the Resolution Trust Corpo-
ration took control of assets from failed 
S&Ls and sold them into the private 
sector at cents on the dollar. That episode, 
despite the loss of hundreds of millions of 
dollars in real estate equity, is viewed to 
have been a success, laying the ground-
work for impressive price gains later in the 
decade for those who were brave enough 
to buy properties at the bottom. Moreover, 
the government was able to facilitate 
the write-down of property prices and 
transfer the assets to new owners 
relatively smoothly, which removed an 
impediment to economic recovery.

There are differences between the 
current cycle and the cycle of the early 
1990s. Twenty years ago, there was less 
confidence in commercial real estate as 
a viable asset class worthy of serious 

attention by institutional investors. The 
overbuilding triggered by favorable tax 
treatment prior to 1986 was so pervasive 
that some analysts thought the market 
would not need another square foot 
of office space until after the millen-
nium. In the current cycle, commercial 
real estate did not cause the financial 
crisis. Rather, it got caught up in the 
credit bubble like every other asset class 
in every corner of the globe. Some have 
called commercial real estate “the next 
shoe to drop,” which implies that it could 
wreak damage on the financial system 
equivalent to the subprime residential 
mortgage losses. This is highly unlikely 
if for no other reason than the value of 
outstanding commercial mortgages at 
$3.1 trillion is about one-fourth the value 
of outstanding residential mortgages. 
Also, much of the distress is concentrated 
in smaller regional banks as opposed to 
the money center commercial and invest-
ment banks that played in the subprime 
lending market and were deemed too 
big to fail. The good news, if one can call 
it that, is that the FDIC and other regu-
lators have a process in place to shut 
down insolvent banks on a Friday and 
reopen them under new ownership the 
following Monday. The transition is as 
close to seamless as it could be given the 
circumstances. The bad news, besides the 
fact that the losses will mount over the 
next several years, is that regional banks 
are big lenders to small businesses, which 
are the primary job-generators in the U.S. 
economy. If small banks aren’t lending 
because they’re coping with losses in 
their real estate portfolios, this could 
impede the economic recovery.

Like a car without motor oil, the commercial real estate investment 
market practically ground to a halt in 2009 for lack of the capital 
needed to lubricate transactions. 

U.S. Commercial Property Sales Volume
(in Billions)

Source: Real Capital Analytics, Grubb & Ellis
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About Grubb & Ellis Company
Named to The Global Outsourcing 100™ in 2009 by the International Association of Outsourcing Professionals™, 

Grubb & Ellis Company (NYSE: GBE) is one of the largest and most respected commercial real estate services 

and investment companies in the world. Our 6,400 professionals in more than 130 company-owned and 

affiliate offices draw from a unique platform of real estate services, practice groups and investment products to 

deliver comprehensive, integrated solutions to real estate owners, tenants and investors. The firm’s transaction, 

management, consulting and investment services are supported by highly regarded proprietary market research 

and extensive local expertise.  Through its investment subsidiaries, the company is a leading sponsor of real estate 

investment programs that provide individuals and institutions the opportunity to invest in a broad range of real 

estate investment vehicles, including public non-traded real estate investment trusts (REITs), tenant-in-common 

(TIC) investments suitable for tax-deferred 1031 exchanges, mutual funds and other real estate investment funds.  

For more information, visit www.grubb-ellis.com.
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