Slowing Economic Activity Delivers a Blow

to Main Street CRE
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Government reports indicate that the US economy is still advancing, but it seems like cold comfort
for small businesses that increasingly face headwinds to sustained growth. It was only a matter of
time before weaker conditions on Main Street would bleed through and impede small-cap CRE
occupier fundamentals. And indeed, it has: small-cap commercial leasing activity retreated during
the first quarter for the first time since the pandemic era.

With inflation and high interest rates permeating all corners of the economy, GDP growth increased
at a decreasing 1.1 percent annual rate during Q1, or less than half the rate in the previous quarter.
As a result, small businesses face rising challenges to profitability from higher input and financing
costs, and lower sales. According to NFIB’s March optimism among small business owners was
at the lowest level since at least 2018, and owners’ outlook for growth was downbeat because of
their concerns over near-term economic conditions.

These economic uncertainties translated into a hefty pullback in office and industrial leasing activity.
On the other hand, the retail sector produced a positive surprise. Highlights of Boxwood’s analysis of
Q1 CoStar national data on small commercial properties under 50,000 sq. ft. include:
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also led to less demand for warehouse space.

Meanwhile, the negative absorption attributed to the office sector reflects the fact that
leasing of small office buildings is suffering from the same ill consequences of WFH with
which institutional office properties are plagued. See the nearby graph showing leasing
trends for all three sectors combined.?
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e Retail Defied Expectations. The staying power of neighborhood retail and strip centers is
continually underestimated. Predictably, in-person shopping has returned big time, and
retail demand was also fired up by robust Q1 consumer spending and growth in disposable
personal income. As a result, retail registered five million sqg. ft. of occupancy gains that
blunted the sector’s nominal uptick in sublet space while holding the total vacancy rate in
check at a record-low 3.5%.

The incident of negative space absorption, coming after nine consecutive quarters of encouraging,
positive demand since the tapering of the pandemic’s chaos, may not be a one-off, i.e., it may signal
more fallout ahead for Main Street businesses and CRE. Note that an instance of two or more
consecutive quarters of negative absorption have occurred twice over the past 15 years - both
associated with economic recessions. However, while a macroeconomic slowdown is clearly afoot,
the recession that many observers expected in Q1 failed to transpire and may not arise in Q2 either if
the nation’s economic and employment conditions remain resilient.

! The aggregate Q1 net negative absorption shown in the graph amounts to nine million sqg. ft. when taking retail occupancy gains
into account. In the corresponding first quarter of last year, aggregate net absorption was a positive 32 million. Also, note on the
graph that the ratio of total availability to total leased space rose to the highest point since the pandemic.

2 The office availability rate rose 20 bps in Q1 and YOY to 8.5%, below the long-term average of 10.5%. Retail availabilities increase
by just 10 bps to 4.6%, near its all-time low of 4.5% recorded last year, and well below the 12-year average of 6.8%. The

industrial rate expanded by 20 bps to 4.4%, 50 bps greater than the same period last year but comfortably beneath the long-term
average of 7.6%.
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