
Historically Low Interest Rates Drive Buyer Acquisitions
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Local organizations will create 44,000 jobs this year, expanding the labor market by 4.1 percent 
as office-using firms drive payroll growth. Last year, firms hired 42,500 additional staffers, a 4.2 
percent rate of advancement.

Developers will complete 740,000 square feet of retail space in 2016, more than doubling deliv-
eries from the prior year when nearly 300,000 square feet was brought to market. The majority 
of this year’s projects will come online in Palo Alto and South San Jose.

Tenant outflows will sponsor a 140-basis-point rise in the metro vacancy rate for 2016 to 5.8 
percent, removing all of last year’s 90-basis-point tightening. The Sunnyvale/Cupertino and Palo 
Alto submarkets will see the greatest increases.

The average asking rent will climb 4.1 percent to $33.92 per square foot as new, modern spaces 
command a premium to the median floor plate. Over the previous 12-month period, the average 
asking rent advanced 8.3 percent.

4.1% increase
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740,000 sq. ft.
will be completed

4.1% increase
in asking rents

140 basis point

increase in vacancy

Retail Research
Market Report Third Quarter 2016

San Jose Metro Area

Labor market continues to grow as re-
tail operations cool; longer-term pros-
pects remain in place. Major economic 
trends in technology have fostered an in-
credible expansion in the San Jose labor 
market as local organizations of all sizes 
compete for engineering and other busi-
ness-related talent. This trend has resulted 
in the formation of thousands of households 
in the metro, boosting demand for retail 
establishments. However, weak net ab-
sorption and escalating rents have fostered 
modest upswings in vacancy as retailers 
migrate to the most modern spaces, par-
ticularly those near the marquee corporate 
office tenants in the metro. This has had a 
tremendous impact on the average asking 
rent in the area, which has escalated nearly 
$4 per square foot since the beginning of 

2014. Looking forward to the years ahead, 
a continued slowdown in retail deliveries, 
which are set to remain near the lowest lev-
els of the current cycle in 2016, will keep de-
mand for existing spaces high amid a lack of 
alternatives. However, the next few months 
are likely to be turbulent until net absorption 
stabilizes further. While this will do little to 
stop a fifth straight year of rent growth, in-
vestors will need to remain vigilant over the 
coming months.

Structural impediments to development 
pique buyer interest; capital continues 
to flow to corporate strongholds. As his-
torically low interest rates continue to pro-
liferate, high-net-worth individuals and insti-
tutions of all sizes have been incentivized to 
deploy capital at greater rates of return. As 

a result dollar volume continues to acceler-
ate, particularly in the corporate strongholds 
of Palo Alto, Los Gatos, Mountain View and 
Sunnyvale. Although operations have stum-
bled somewhat recently as net absorption 
has weakened, buyers have remained ac-
tive, pushing cap rates toward the low-5 
percent range, with prime properties some-
times closing in the high-4 percent band. 
While net-leased product transactions have 
skewed overwhelmingly toward marquee 
tenants with corporate credit, multi-tenant 
center trading has been primarily value-add 
in nature. Typical strategies include redevel-
opment and re-tenanting spaces with high-
er-quality leases. Transactions will hinged on 
the number of willing sellers this year, possi-
bly limiting deal flow.
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Economy
• In the last 12 months ending in June, local organizations created 42,200 new 

positions, expanding the labor market by 4.1 percent. This represents a mod-
est improvement from the 39,900 jobs added in the previous yearlong period.

• Metro employment growth has remained incredibly broad-based over the past 
year, with all local sectors recording an increase in headcounts. Office-using 
firms, particularly the professional and business services sector, accounted 
for the vast majority of payroll additions with 16,860 workers hired.

• Along with office-using firms, education and healthcare and construction 
workers were also in high demand, with firms in these sectors adding 9,600 
and 3,300 jobs, respectively. As a result of the growing labor market, the un-
employment rate has fallen 60 basis points over the past year to 3.6 percent. 

Outlook: The workforce will advance 4.1 percent this year as 44,000 new 
workers are hired, with Fortune 500 firms accounting for the bulk of payroll 
additions.

Construction
• Over the past year, builders in the San Jose metro delivered roughly 500,000 

square feet of retail and mixed-use space. The bulk of the new additions was 
mostly net-leased space. In the previous year, more than 635,000 square feet 
was delivered.

• One of the largest expected completions over the coming year is Sand Hill 
Property Company’s Main Street Cupertino project. The 18.4-acre site will 
include retail, hotel, office and multifamily uses totaling over 500,000 square 
feet. More than 95,000 square feet of retail space will come online this year.

• An additional large delivery this year was the Stanford Shopping Center in the 
Downtown Palo Alto submarket. The project contains more than 170,000 
square feet of retail space in an open-air mall format. The majority of the re-
tailers are high-end boutiques and specialty stores.

Outlook: Construction firms will deliver more than 740,000 square feet of 
retail space this year, representing a sharp upswing from the 300,000 brought 
to market in 2015. Multi-tenant centers will make up the bulk of new supply.

Vacancy
• During the last four quarters, vacancy has risen 140 basis points to 5.6 per-

cent as net absorption turned negative, even as supply growth has slowed 
considerably from earlier years in the cycle. In the previous yearlong period, 
vacancy was unchanged as supply and demand were roughly in balance.

• Assets in the Palo Alto and San Benito County submarkets vastly outper-
formed the broader metro as vacancy fell 20 basis points to 2.0 percent and 
130 basis points to 1.8 percent, respectively. Net absorption remained robust 
as construction efforts were nearly nonexistent.

• Tenant outflows were propelled by the net-leased market, where vacancy 
advanced 240 basis points to 6.7 percent. Multi-tenant offerings fared much 
better, with occupancy down 60 basis points to 3.2 percent. 

Outlook: The metro vacancy rate will move up 140 basis points to 5.8 per-
cent this year as construction picks up while net absorption remains uninspiring. 
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Asking Rent Trends
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Rents
• During the last four quarters, the average asking rent climbed 4.6 percent to 

$33.47 per square foot as the vast majority of submarkets continued to post 
robust advancement. In the previous 12-month period, the average asking 
rent soared 7.7 percent metrowide.

• The Santa Clara and North San Jose submarkets far outpaced the broader 
metro as the average asking rent surged 19.3 percent to $39 per square foot 
and 5.7 percent to $35.34 per square foot, respectively. While growth was 
primarily driven by net-leased product in North San Jose, Santa Clara perfor-
mance was prompted by swelled demand at multi-tenant centers.

• Rent ascension has moderated somewhat in the Campbell/Los Gatos sub-
market. Over the past year, the average asking rent has climbed 0.9 percent 
to $39.03 per square foot, representing a fairly sharp slowdown from the 11.6 
percent surge registered in the prior four-quarter period.

Outlook: The uptick in metro vacancy will trigger a slowdown in the pace 
of average asking rent advancement, which will record a 4.1 percent increase 
this year to $33.84 per square foot.

Single-Tenant Sales Trends**
• Net-leased deal flow increased marginally over the past year, rising roughly 

5 percent as investors pursued metro assets. Dollar volume over this period 
slipped more than 25 percent, indicating a buyer preference toward lower 
price points.

• The average price per square foot has remained broadly in the mid-$400 to 
mid-$500 per square foot range, with tenancy and lease duration having the 
greatest impact on closing prices.

• Corporate credit tenant buildings will exchange ownership with cap rates 
in the low-5 to mid-5 percent range, while regional credit and lesser-known 
brands can trade into the mid-6 percent band. Drugstores and fast-food 
restaurants will close below 5 percent.

Outlook: Exchange-motivated buyers remain the most active participants 
in the market, creating stiff competition for well-located assets. 

Multi-Tenant Sales Trends**
• Demand for multi-tenant centers fostered a 10 percent jump in closed trans-

actions as dollar volume surged more than 30 percent to nearly $280 million. 
Assets inside San Jose and Santa Clara made up the bulk of trading.

• The average sale price per square foot was in the low-$400 range, up 8 
percent over the past year as operations proved much more resilient than 
net-leased product. The highest prices were paid in Cupertino and Palo Alto.

• The average cap rate was down 30 basis points to the low-5 percent range, 
with corporate credit centers in Los Gatos and Mountain View extending 
down into the high-4 percent range. Higher-yielding product exchanged 
ownership in Santa Clara and Gilroy.

Outlook: Investors seeking higher initial yields will bid aggressively in an 
effort to deploy capital in the metro.
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Asking Rent Trends
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Capital Markets
By WILLIAM E. HUGHES, Senior Vice President | Marcus & Millichap Capital Corporation

• Global capital markets have remained stable over the past few weeks, even 
as Brexit and the continued devaluation of the Chinese yuan have induced 
bouts of volatility into stock and bond markets. Meanwhile, U.S. economic 
data has proved resilient, with increases in retail sales and steady hiring sup-
porting a measured pace of growth. Additionally, higher bond prices have 
lowered prospective yields, boosting the appeal of commercial real estate.

• As the current economic cycle has continued, retail vacancy descended to 
5.8 percent by the end of the second quarter. A focus on net-leased con-
struction for pre-leased tenants and mixed-use developments has limited 
development activity in relation to prior cycles, supporting robust increases 
in average asking rents. Builders will deliver 46 million square feet of retail 
space this year, with more than two-thirds of new supply slated as sin-
gle-tenant structures. This environment will sponsor a fourth straight year of 
average asking rent growth, with advancement projected to exceed inflation 
over the same period.

• Capital markets remain highly competitive, with a broad assortment of fixed-
rate products available through commercial banks, life-insurance compa-
nies and CMBS lenders. Loans are generally offered at terms up to 10 years 
at maximum leverage of 65 to 75 percent. For 10-year terms, rates will 
typically reside in the high-3 to mid-4 percent range, depending on leverage 
and underwriting criteria. Floating bridge loans and financing for reposition-
ings are typically underwritten with LTVs above 80 percent, while pricing at 
300 basis points above Libor for recourse deals and extending to 470 basis 
points above Libor for non-recourse transactions.

Local Highlights
• The Milpitas City Council has voted unanimously to approve a new industri-

al development site near state Route 237 and Interstate 880 on McCarthy 
Boulevard. The 44.7-acre site will house five single-story industrial buildings 
with square footages between 99,000 square feet and 314,000 square feet.

• New York City developer Related Cos. has received approval for a $6.5 bil-
lion project that will be known as City Place in Santa Clara. The 9.7 million-
square-foot City Place is the largest private construction deal ever in Sili-
con Valley, with plans calling for 5.7 million square feet of offices, 1.1 million 
square feet of retail space, 700 hotel rooms and between 200 and 1,680 
apartments surrounding a 35-acre park.

• The Irvine Company has acquired several buildings in the Peery Park area 
as it seeks to revamp the area into a mixed-use project. Filed plans would 
see the current industrial buildings razed to make room for roughly 2 million 
square feet of office space, 200,000 square feet of retail floorplates and 215 
residential units.

• Robotic surgery pioneer Intuitive Surgical has recently leased up to 600,000 
square feet in two buildings in Sunnyvale, marking the largest lease signing by 
the firm. The new lease would allow for staff additions and research spaces.

The information contained in this report was obtained from sources deemed to be reliable. Every effort was made to obtain accurate and complete information; however, no represen-
tation, warranty or guarantee, express or implied, may be made as to the accuracy or reliability of the information contained herein. Note: Metro-level employment growth is calculated 
using seasonally adjusted quarterly averages. Sales data includes transactions valued at $1,000,000 and greater unless otherwise noted. Triple-net rents are used. Sources: Marcus & 
Millichap Research Services; Bureau of Labor Statistics; CoStar Group, Inc.; Moody Analytics; Real Capital Analytics; TWR/Dodge Pipeline; U.S. Census Bureau.
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