
Service Industrial:
An attractive niche within industrial real estate

Over the last decade, industrial real estate has rebranded itself to become one of the darlings of the 
commercial real estate industry as e-commerce growth and heightened supply chain risks highlighted its 
strategic importance in the seamless and efficient delivery of consumer goods.  Capital rushed into the 
property type, swelling the development pipeline to over 700 million square feet in 2022. Today’s uncertain 
environment, causing businesses to pause leasing decisions at the same time this supply is being delivered, 
is resulting in industrial vacancies rising. Market vacancy is expected to reach nearly 7% next year, dampening 
market rent growth expectations.

However, painting an entire sector with this broad brush is an easy way to overlook the opportunities in the 
nuanced industrial subsectors. We believe the service industrial subsector, which we define as small-bay 
multi-tenant industrial product in densely populated infill areas, presents a compelling opportunity that has 
the ability to generate outsized yields relative to other industrial subsectors due to 1) a significant lack of 
supply producing strong fundamentals and 2) a fragmented market ripe for institutionalization.

The statements and conclusions made in this presentation are not guarantees and are the opinion of CenterSquare Investment 
Management and its employees. Any statements and opinions expressed are as of the date of publication and are subject to change as 
economic and market conditions dictate. Past performance is not indicative of future results.
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The industrial property type consists of a diverse set of more niche property sub-types, all with their own unique profiles. 
We consider service industrial to be small-bay assets with average suite sizes below 10,000 square feet and less than 30% 
office finishes. These buildings are typically less than 120 feet deep with 12- to 24-foot clear heights and predominantly 
grade-level loading. These spaces are tailored toward service-oriented businesses that are proximate to residences and 
businesses.  As such, the ideal service industrial assets are located in infill, densely populated, or rapidly growing areas.

The small suite sizes in a typical service industrial asset encourage robust tenant diversification (Figure 1) without anchor 
tenant risk. Often, the tenancy is primarily small businesses, which account for 99.9% of businesses in the U.S.1, for whom 
these spaces are mission critical. Therefore, service industrial properties typically boast high occupancy levels through 
cycles despite the lack of credit tenants, attracting diverse lenders to this subsector.

What is Service Industrial?

Figure 1: Typical tenant profile

1U.S. Small Business Administration, as of March 2023.
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Concurrently, demand for service industrial product continues to grow. In fact, industrial assets smaller than 25,000 
square feet represented the only segment within the industrial sector with positive leasing volumes in the first half of 
this year when compared to the first half of 2021 and 2022, both years of record industrial leasing activity (Figure 3). 
Meanwhile, leasing across larger assets has not kept pace. Taken together, these favorable supply and demand dynamics 
have resulted in service industrial product boasting the lowest vacancy among industrial assets (Figure 4). 
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2CoStar, as of February 7, 2024; Figure 2: CoStar, CSIM, as of June 30, 2024; Figures 3 & 4: CBRE, as of July 2024.

A significant lack of supply is producing strong fundamentals
Throughout the last real estate cycle, the industrial sector has emerged as a favored property type, attracting significant 
capital, particularly for new developments. During that time, the development pipeline has meaningfully skewed toward 
larger individual assets, rather than smaller infill assets for several reasons. First, development has shifted away from 
infill locations due to land scarcity and zoning restrictions, and second, investors’ desire to deploy large amounts of capital 
has resulted in larger individual assets, making the capital deployment process more efficient.

As a result, less capital has been deployed into developing industrial assets smaller than 25,000 square feet. Despite 
these assets representing 29% of the existing industrial inventory in the U.S., they represent less than 2% of the industrial 
space under construction this year2. Further, due to the infill nature of existing service industrial product, existing 
product is frequently repurposed into other higher and better uses, generally residential, resulting in net demolitions and 
decreasing supply. The stock of industrial assets smaller than 25,000 square feet has grown by 1.5% cumulatively over 
the past five years while the inventory of industrial product greater than 500,000 square feet has grown by nearly 26% 
(Figure 2).
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Figure 3: YTD 2024 leasing volumes vs. comparable 
periods in 2021 and 2022 by size range

Figure 2: Recent growth in U.S. industrial stock 
has been concentrated in larger properties

Figure 4: Industrial vacancy  
by size range

“The stock of industrial assets 
smaller than 25,000 square feet 
has grown by 1.5% cumulatively 
over the past five years while the 

inventory of industrial product 
greater than 500,000 square feet 

has grown by nearly 26%.
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Figure 5: CenterSquare, as of September 3, 2024.

Fragmented market ripe for institutionalization
Due to the older and smaller nature of this product type, service industrial assets have historically been owned by local, 
private owners. Today, ownership is significantly fragmented, with few institutional investors in the space, creating a 
meaningful consolidation opportunity. Further, service industrial presents an attractive opportunity for investors looking 
to deploy capital into the industrial sector, with an attractive yield-on-cost well wide of prevailing cap rates. While service 
industrial assets tend to be stabilized properties at acquisition, they typically have shorter weighted average leases 
that are well below existing market rates and tend to have deferred maintenance. The execution risk is limited, offering 
value-add or opportunistic returns by simply institutionalizing the management and operations of the asset. This can be 
achieved by converting shorter duration leases (monthly to 2 years) to 3 to 5+ year leases at prevailing market rents with 
4% or higher annual rent escalations and addressing deferred maintenance for the asset. 

Take, for example, the following typical transaction in this subsector. Going-in cap rates range from 5.5%-6.5%, with 
existing leases 30-60% under prevailing market rents and weighted average lease term under two years. The business 
plan would consist primarily of capturing the mark-to-market opportunity and converting the shorter-duration leases to 
longer-term leases with 4% annual escalations.  Assuming even modest 3% rent growth, the stabilized yield-on-cost for 
this transaction would be between 8-9% (Figure 5). 

Elsewhere, more traditionally institutional and core industrial assets are still being priced at steep valuations driven 
by two factors. First, there is a scarcity premium appearing in the market – given the limited transaction volumes, any 
available traditional institutional product is being bid up by investors looking to deploy capital in the sector. Second, 
traditional developers are now looking to invest in existing institutional product given it remains very difficult to build and 
finance new development today. As such, institutional product is transacting at a basis we believe to be too high, given 
the reset in real estate valuations occurring because of structurally higher debt costs, and generating yields-on-cost we 
believe to be too low in the current market environment.
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“Service industrial presents 
an attractive opportunity 

for investors looking to 
deploy capital into the 

industrial sector, with an 
attractive yield on cost well 
wide of prevailing cap rates.

While the outlook for the industrial sector might not be as bright as it appeared a few years ago, compelling opportunity 
remains in certain, more specialized subsectors. The convergence of a development pipeline biased toward large industrial 
assets and conversions of infill properties to higher and better use has resulted in limited to no new supply within the 
service industrial subsector. Limited supply, along with the opportunity for the institutionalization and consolidation of 
assets that have historically been privately owned and rented well below market rates, has created an attractive entry 
point for service industrial within the broader industrial real estate landscape.

Figure 5: Yield-on-Cost based on  
average deal characteristics
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Disclosures

Any statement of opinion constitutes only the current opinion of 
CenterSquare and its employees, which are subject to change 
and which CenterSquare does not undertake to update.

The material in this publication is for general information only 
and is not intended to provide specific investment advice or 
recommendations for any purchase or sale of any specific 
security or commodity. Due to, among other things, the volatile 
nature of the markets and the investment areas discussed  
herein, investments  may  only be suitable for certain investors. 
Parties should independently investigate any investment area 
or manager, and should consult with qualified investment, 
legal, and tax professionals before making any investment. 
Some information contained herein has been obtained from 
third-party sources and has not been independently verified by 
CenterSquare Investment Management LLC (“CenterSquare”). 
CenterSquare makes no representations as to the accuracy or 
the completeness of any of the information herein. Accordingly, 
this material is not to be reproduced in whole or in part or used 
for any other purpose. Investment products (other than deposit 
products) referenced in this material are not insured by the 
FDIC (or any other state or federal agency), are not deposits of or 
guaranteed by CenterSquare, and are subject to investment risk, 
including the loss of principal amount invested.

For marketing purposes only.  Any statements and opinions 
expressed are as at the date of publication, are subject to 
change as economic and market conditions dictate, and do not 
necessarily represent the views of CenterSquare or any of its 
affiliates. The information has been provided as a general market 
commentary only and does not constitute legal, tax, accounting, 
other professional  counsel or investment advice, is not predictive 
of future performance, and should not be construed as an offer 
to sell or a solicitation to buy any security or make an offer where 
otherwise unlawful. The information has been provided without 
taking into account the investment objective, financial situation 
or needs of any particular person.

Any indication of past performance is not a guide to future 
performance. The value of investments can fall as well as rise, so 
investors may get back less than originally invested. Because the 
investment strategies concentrate their assets in the real estate 
industry, an investment is closely linked to the performance 
of the real estate markets. Investing in the equity securities of 
real estate companies entails certain risks and uncertainties. 
These companies experience the risks of investing in real estate 
directly. Real estate is a cyclical business, highly sensitive to 

general and local economic developments and characterized 
by intense competition and periodic overbuilding. Real estate 
income and values may also be greatly affected by demographic 
trends, such as population shifts or changing tastes and values. 
Companies in the real estate industry may be adversely affected 
by environmental conditions. Government actions, such as tax 
increases, zoning law changes or environmental regulations, may 
also have a major impact on real estate. Changing interest rates 
and credit quality requirements will also affect the cash flow of 
real estate companies and their ability to meet capital needs.

This communication is not an offer of securities for sale in the 
United States, Australia, Canada, Japan or any other jurisdiction 
where to do so would be unlawful. CenterSquare has not 
registered, and does not intend to register, any portion of the 
securities referred to herein in any of these jurisdictions and does 
not intend to conduct a public offering of securities in any of these 
jurisdictions. This communication is being distributed to, and is 
directed only at,  persons in the United Kingdom in circumstances 
where section 21(1) of the Financial Services and Markets Act 
2000 does not apply (such persons being referred to as “relevant 
persons”). Any person who is not a relevant person should not 
act or rely on this communication or any of its contents. Any 
investment activity (including, but not limited to, any invitation, 
offer or agreement to subscribe, purchase or otherwise acquire 
securities) to which this communication relates will only be 
available to,  and will only be engaged with, persons who fall within 
the target market. This communication is an advertisement and 
is not a prospectus for the purposes of Directive 2003/71/EC, as 
amended (such directive, the “Prospectus Directive”) and/or Part 
IV of the Financial Services and Markets Act 2000.

Any communication of this document  by a person  who is not  
an authorized person (as defined in the Financial Services and 
Markets Act 2000 (“FSMA”)) is directed only at the following 
persons in the United Kingdom, namely (i) persons falling within 
any of the categories of “investment professionals” as defined 
in Article 19(5) of the Financial Services and Markets Act 2000 
(Financial Promotion) Order 2005 (the “Financial Promotion 
Order”), (ii) persons falling within any of the categories of persons 
described in Article 49(2) of the Financial Promotion Order, (iii) 
persons falling within the categories of “certified high net worth 
individual” described in Article 48(2) of the Financial Promotion 
Order and “self-certified sophisticated investor” described in 
Article 50a(1) of the financial promotion order and (iv) any person 
to whom it may otherwise lawfully be made. Persons of any other 
description should not review, nor act upon, this document.
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For more information, please contact: 
CenterSquare Investment Management, LLC 
Eight Tower Bridge 
161 Washington Street 
Seventh Floor 
Conshohocken, PA 19428 
contactus@centersquare.com 
www.centersquare.com/industrial

Follow us on social media:

About CenterSquare

Founded in 1987, CenterSquare Investment Management is an independent, employee-owned real asset manager focused  on  
listed real estate, private real estate equity and private real estate debt investments. As a trusted fiduciary, our success is 
firmly rooted in aligning our interests with those of our clients, partners and employees. CenterSquare is headquartered in 
suburban Philadelphia, with offices in New York, Los Angeles, London and Singapore. With approximately $14 billion in assets 
under management (July 31, 2024), our firm and subsidiaries are proud to manage investments on behalf of some of the world’s 
most well-known institutional and private investors.
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