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COMMERCIAL MARKET REPORT

“We're obviously going
to be in a tenants’
market for the next
three to five years

and potentially longer.
Property owners are
going to have to bend
at some point.”

Dan Mihalovich,
Mihalovich Partners
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Office Tenants Shun

Tenants’ Market

Some landlords resist taking steps to entice
business to commit to space.

By John McCloud

rom a technical standpoint, the Bay

Area office market is a tenants’ market

in 2009. Vacancy is climbing, rents are
falling and landlords are looking for innovative
ways to lure new tenants and to keep the ones
they have. But try telling a broker specializing in
tenant representation how great things are, and
you'll hear a different story.

“Business is pretty slow right now,” says Eric
Risberg, principal of the Skyscraper Group Inc., a
tenant rep firm in San Francisco. “Space is avail-
able, and you can get some good rates, but not
much is happening”

The main problem he sees is that businesses
are afraid or unable to act. The first group is re-
luctant to commit because of uncertainty about
their own prospects, combined with the difficulty
of securing loans or capital to fund growth. The
second group is facing cutbacks if not actual dis-
solution. Rather than seek new space, these ten-
ants want to rid themselves of what they have, or
at least a part of it.

The result is stalemate. Deals may be out
there, but few tenants are stepping forward to
take advantage. Most tenants, says Risberg, opt
to stay put rather than scout the market for the
best opportunities.

“Tenants are in a position where they can re-
new their leases at better rates if they want to.
And most of them choose that route, especially
since landlords are willing to offer space short-
term,” says Risberg. This provides companies the
chance to delay major business decisions until
the economy settles enough for them to feel con-
fident about their future.

A secondary problem, he says, is landlords’
reluctance to face reality, particularly landlords
who bought at the market’s top.

“They have to justify their purchase price,
which is astronomically high. They’re still asking
$60 [a square foot] and up in a market where it’s
hard to get $40. They're going to have to drop the
rates if they’re going to get tenants,” he says.

But landlords in general are slow to take the
steps needed to land tenants, he says.

“The market is still lagging behind on giving

concessions. There are times in the past when

landlords have given much more. You can get

free rent, but there’s not a lot of tenant improve-
ment dollars. There’s still a ways to go to make
buildings really attractive to tenants,” he says.

Tenant improvement money, however,
may be the least likely concession, says Vincent
Schwab, vice president of investments at Marcus
& Millichap Real Estate Investment Services in
San Francisco. Landlords typically depend on
their lenders to underwrite TI design and con-
struction, but lenders today generally refuse to
pour additional funds into buildings that are not
performing well.

Dan Mihalovich, a tenant rep and principal
of San Francisco-based Mihalovich Partners, be-
lieves landlords will ultimately be forced to adapt
to tenant demands, though he concedes they may
have to be dragged to that point.

“It’s the consumer and commercial tenants
who will dictate the plight of the commercial real
estate markets, not building owners, no matter
how much landlords paid for their buildings,” he
says. “The market fundamentals will always pre-
vail over time”

In Mihalovich’s opinion, tenants have signifi-
cantly more clout than they realize, not just now

but most of the time. He considers brokers partly
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