A Class Of Its Own

New players make the net lease sector a crowded, but congenial, market.
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EXP Realty Advisors sold this CVS/pharmacy in Austin, Texas, in July 2013 to a local 1031 exchange buyer.
The property was well located and sold for a 5.2 percent cap rate.

r I Yhe single tenant net lease retail
sector continues to be on a growth
path. As the most active area of

retail — by number of transactions — the

sector 1s also growing by number of inves-
tors and the size of investors. Traditionally
known as an area filled with individual in-
vestors, large equity players now dominate
the mdustry — a dramatic change from

a decade ago, when there were only a

handful of large companies in the space.

Today, large equity vehicles that buy net

lease properties are some of the most pro-

lific real estate investment trusts (REITS),
and they show no signs of slowing down.

“In three to five years, net lease is prob-
ably going to be a $100 billion-plus sector
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within the REIT space,” says Guy Ponti-
cello, managing director with Jones Lang
LaSalle. “That has put pressure on a lot
of the other buyers.”

Well capitalized individual buyers are
still competing with institutions for top as-
sets, but many mid-size and lesser capital-
ized buyers seeking yields have changed
their criteria over the past few years by
acquiring assets with shorter lease terms
or in secondary and tertiary markets.

‘While the current economy bodes well
for the net lease sector, velocity in the
industry 1s dependent on interest rates.
With a direct effect on cap rates, mnter-
est rates are one of the largest controlling
factors on yields when cap rates are at

all-time lows.

“What happens with interest rates in the
next six to 12 months, will play a major
factor in what gets done and what gets
taken to the market,” says Jonathan Hipp,
president of Reston, Va.-based Calkain
Cos.

LARGER PLAYERS

One noticeable change in the industry
over the past five years has been the cre-
ation of many equity vehicles, including
REITs, which are well capitalized and
can easily buy top credit properties in top
locations at top dollar. The REITSs have
really pushed net lease to the forefront
of the mvestment community, serving as
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AVERAGE NET LEASE CAP RATES

ences are really for

MNET LEASE OCT

SECTOR 2013
All Retail 7.29%
Bank 5.97%
QSR 7.00%
Restaurant 7.23%
Pharmacy 6.92%
Dollar Store 7.96%
C- Store 6.60%
Automotive 7.46%

the positive. The
mvestments have in-
NOV .

2013 creasing cash flows.
You are also holding
6.93% a hard asset that has

5 890 value in the end.”
The pending ac-
6.69% quisition of Cole
7 09% Real Estate Invest-
ments by American
5.06% Realty Capital will
7.67% create an entity that
has $27 billion in en-
6.23% terprise value. The
resulting  company
e will be the largest
owner of single

Source: Calkain Cos. Research

an alternative to bonds and other stable
mvestments that offer a consistent return.

“Net lease has become its own asset
class,” says Jason Fox, co-head of global
mvestments for W. P. Carey. “There are a
lot of public companies like W. P. Carey;
we have seen a lot of new entrants as well.
This 1s a bond-like investment; the differ-
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tenant assets in the

United States, and

it will be 64 percent

larger than the next

largest net lease REIT. Moreover, the
resulting REIT will become one of the
15 largest REITSs by equity capitalization.
“This will be the largest REIT merger
in any sector over the last few years,” says
Ponticello. “|The merger| creates a focus
on the net lease sector within the overall

REIT world. The sector is now being cov-
ered by a more consistent fashion by the
REIT analysts.”

More than their impact on the REIT
universe, large cap REIT funds allow ev-
eryday investors to own stock in net lease
properties. They are an easy entrance to
real estate for many investors.

Cole Real Estate Investments was the
third largest buyer of single-tenant retail
properties over the past 24 months, ac-
cording to Real Capital Analytics. The
Phoenix-based company likes to acquire
real estate with credit-worthy tenants in
long-term leases, according to Brian Gar-
rigan, Cole’s vice president of acquisitions
- single tenant retail.

“Traditionally, we seek brand name,
necessity retail and services, including
pharmacies, grocery stores, home im-
provement stores, dollar stores, national
superstores, restaurants and other lcading
regional retailers,” says Garrigan. “We are
able to pursue opportunities across the
United States in major markets, as well
as strategic secondary and tertiary markets
that meet our criteria.”

W. P. Carey has been an active buyer of
net lease retail properties in Europe for a



number of years. The company acquires
net lease properties by strong Furopean
retailers like Agrokor, a Croatian food
retailer.

“There 1s fewer retail square footage
per capita in Europe than in the U.S., so
there i1s more inherent long-term value of
retail in Europe,” says Fox. “There is also
a less developed market for commodity-
driven net lease assets.”

Due to the less competitive environ-
ment, yields are stronger in Europe, espe-
cially on large portfolio transactions, says
Fox. W. P. Carey also concentrates on
portfolios because it doesn’t want to get
mto competition on single assets.

“For us, doing one-off retail and com-
peting with 1031 buyers 1s not that inter-
esting for us; we can do larger portfolios
and put some more money to work. We
get economies of scale by acquiring larger
portfolios,” says Fox.

Inland Real Estate Acquisitions (IREA)
1s one of the larger players in the industry,
having purchased more than $11 billion
of single tenant net lease properties over
the past 10 years. The company has a vari-
ety of properties it searches for, says Vice
Chairman Joe Cosenza, who estimates
that the company will acquire north of
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$2 billion of net lease assets in 2014. The
company buys large — it recently acquired
12 7-Eleven stores and was in the process
of acquiring a portfolio of 72 drug stores
at press time.

‘While many buy other funds or merge,
Inland Real Estate Acquisitions has cho-
sen to build its portfolio property-by-
property, occasionally buying portfolios.
This process is intricate when buying the
volume that IREA does. Cosenza says that
is aided by the fact that IREA’s reputa-
tion 1s such that about 50 percent of deals
come directly from the sellers. About 25
percent of deals come through advisors
and brokers who seek Inland as a poten-
tial buyer.

“We only buy what we want to buy,”
says Cosenza. “If that takes us seeking out
all of these sellers, or all the represen-
tatives of these sellers, and dealing with
them individually, we are doing it.”

The larger players have undoubtedly set
the bar for the industry, and changed what
other investors can buy.

“Because the large players have a low
cost capital, they can acquire for all-cash,”
says Ricky Novak, CEO of Atlanta-based
Strategic Exchange Advisors. “As those
groups raise more money and have to de-

ploy it, they are buying more and more of
the quality assets. That has pushed others
down to the lower-quality assets.”

CHANGED INDUSTRY

‘While the big guys have changed the
way investors might approach the indus-
try, they are also changing the way the
industry and new investors view it.

“Net lease has come of age; it 1s a recog-
nized asset class now,” says Gordon Whit-
g, managing director of Angelo, Gordon
& Co. “Twenty years ago, I spent two-
thirds of my time educating CEOs and
CFOs as to what a sale-leaseback was and
why it would be a benefit to them. Today,
everyone understands the economics of
it.”

The growth in recognition comes at a
strange time for the sector: Many in the in-
dustry say that the volume of development
of single-tenant net lease retail buildings 1s
about 25 percent of what it was five years
ago. The constrained supply in a period of
mtense demand has changed the market
for many who have been in it a long time.

“Resource scarcity’ 1s the new catch-
phrase in the net lease business,” says



many brokers, who are finding
new buyers and sourcing new
sellers in many new markets.
Tulsa, Okla.-based Stan John-
son Co. has seen opportunity
in the market; over the past
few years, the company has
opened several offices nation-
wide, the latest in Atlanta, to
pursue activity in the South-
east market. The company
represents a lot of developers
selling into the market.

The new activity in the mar-
ket has also adjusted the way
that assets are priced when
they come to the market. Be-
cause of the sheer number of
deals that the larger players are
doing, and the critical timing
of buyers in 1031 exchanges,
brokers know that they usu-
ally only have one chance for

Upland Real Estate sold this Gander Mountain location in Lubbock, Texas, X
for $9.8 million in 2013. a buyer to consider a property

— and that the price must be
right.

Hipp says Calkain advises
its clients selling properties to price them
right for the market the first time. Many
sellers who don’t get hits when a property

Sean O’Shea, managing director of the callylow cap rates. When you factor in the
net lease group at Los Angeles-based lack of supply, the net result is a scarcity
BRC Advisors. “It is the result of histori-  of product.”

cally low debt rates, which support histori- The scarcity has increased velocity for
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CUMULATIVE MONTHLY SALES VOLUME,

2010-2013

Similarly,
Keith Sturm,
principal with
the net lease

SINGLE TENANT RETAIL NET LEASE SALES group of Min-
neapolis-based
— 2013 — 2012 2011 2010 Upland Real
14,000 Estate Group,
12,000 says that his
10,000 firm  advises
8,000 clients to price
6,000 properties cor-
4,000 rectly to fit the
2,000 - needs of many
0 buyers, so they
! are attractive
when they hit

Source: Real Capital Analytics the market.
“We like to

1s marketed often suffer from no mnterest
when it 1s repriced lower and remarketed,;
buyers often see the property and not
the changed price. Recently, buyers have
tended to chase deals when price 1sn’t fully
defined or details not fully thought out.
“When a buyer senses that a seller 1s
getting unrealistic about pricing, they lose
their patience and develop deal fatigue,”
says Hipp. “Buyers are quicker to cut bait
today than to stay and try to make a deal.”
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price proper-
ties close to what we think the actual sales
price is versus overpricing product and
seeing If there 1s a single buyer who will
fit that price,” says Sturm. “In the sector,
the buyers, brokers and sellers are get-
ting more educated as far as where pricing
should be.”
For sellers, timing is always a factor.
The fear that interest rates may change
and affect the buyer’s ability to close is at

the forefront of an exit strategy.

“Right now, sellers see that cap rates
may move higher next year, so if they are
going to get deals done, they may realize
lower prices,” says Hipp. “In deals of $15
million-plus, cap rate 1s becoming more of
an issue because debt is increasing. The
buyer pool just isn’t as big.”

BUYERS AND SELLERS

Some in the industry say that the in-
creased presence of the large players has
created a trickle-down theory over the past
few years. Large institutional investors and
well capitalized private mvestors can still
acquire top properties in top markets,
but others — who used to be able to af-
ford those properties — have now been
pressed to pay up or change their criteria
to achieve desired yields.

“There’s no question that there’s been
a trickle effect,” says Ponticello. “Inves-
tors are having to look beyond your tra-
ditional commodity of single tenant deals
in the retail sector like banks and drug
stores. They are going into niches like
automotive companies and properties n
secondary and tertiary markets to get their
returns.”

The market for deals less than $10 mil-



lion 1s still driven largely by the private
mvestor market, say brokers.

“The smaller buyers have the ability to
pay more aggressive pricing in some cases
because they don’t have the yield require-
ments,” says Alvin Mansour, senior direc-
tor of Marcus & Millichap’s National Re-
tail Group. “The private buyers are able
to play in the same space [as the larger
entities]. Once you get over $8 million,
the mstitutional buyers are really stepping
up right now.”

“It’s not that the REITs are crowding
out everyone else, but based on their capi-
tal needs, they are focused on the larger
transactions and cap rates that are accre-
tive to their dividends,” adds Ponticello.
“That means that private mvestors can
still play in the sub-$20 million space.
However, that space has gotten extremely
competitive.”

The addition of many new players to
the net lease sector has created a frenzy
when it comes time to sell a property.
Many properties are privately marketed
to a select group of qualified buyers before
— if need be — they are mass marketed.
Investment sales executives say this is the
way the industry has evolved, simply be-
cause of supply and demand. They are
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able to tailor the asset to the correct buyer,
often.

“We have entered a new era, where
there i1s demand from many different buy-
er pools,” says Jereme Snyder, executive
vice president in the Irvine, Calif., office
of Colliers International. “There are a lot
of people fishing in a very small pond.”

There are three major factors in pricing,
say many investment sales brokers: lease
terms (including length and actual legal
terms like cancellation clauses); location
of the property; and the tenant’s credit.

“We look at those three factors and then
determine what the value of the property
1s,” says Sturm. “Then, buyers look at the
alternative properties and determine the
value of the individual property to them.
Pricing-wise, our sector is good at coming
up with a range that works. The real dif-
ference lies in how important a buyer or
seller thinks their particular location 1s.”

Buyers who were used to acquiring top
properties have moved on. They are get-
ting comfortable with assets in secondary
and tertiary markets, as well as net lease
properties with lower credit tenants.

“Investors are going to tertiary markets,
chasing yields,” says Rob James, president
of New York City-based EXP Realty Ad-

visors. “Investors who have higher yield
targets as a result of a higher cost of capital
are priced out of A-quality product. In-
stead, they are buying tenants that are not
credit rated, non-public, or tertiary mar-
kets to achieve higher yields and deploy
their money.”

Location has become less of a factor
to some buyers, who still want credit. For
other buyers, they simply want a net lease
and will go for the risk of lesser credit,
lesser location.

“It used to be that buyers only wanted
top credit, no matter the market,” says
Novak. “Now, we are seeing net lease
deals get snapped up regardless of their lo-
cation. We are seeing some people make
decisions based on the cash flow, not the
underlying real estate. As you start getting
mto the C class assets, you are really taking
on a lot of risk.”

Another reason the single tenant net
lease sector has gotten crowded is that
retail sales — especially among commod-
ity- and needs-based retailers — have
picked up.

“Retail 1s coming back in popularity,”
says Novak. “We are seeing more inves-



tate side and the debt.

“There are a few [indi-
vidual] buyers who suffer
from sticker shock when
they go to their lenders,”
says O’Shea. “People who
are chasing yield almost
have to do that on a cash
basis. To get the best
rates, you have to be at a
50 to 60 percent leverage
range. Real estate 1s still a
good Ivestment, but it is
a long-term play. You can
get comparative returns on
real estate, even with low
cap rates, but depending
on how you finance it, you
can’t just turn around and
sell it at 9 a.m. tomorrow
like you can a stock.”

Still, many say that net
lease properties are no lon-
ger an alternative to stable,
market-based investments
like bonds, but a comparable substitute.

“Net lease buyers are flocking to safety
and security,” says Snyder.

Camping World is one of a number of retailers who have become attractive to net lease investors.
Upland sold a Camping World location in Flagstaff, Ariz., in 2013 for $7.2 million (prototype store
pictured).

tors look at retail as an option, so more to get their arms around.”

dollars are looking to flow into retail. Brokers say that many entering the sec-
‘With high net worth individuals who are  tor are often well educated, but may still
looking at real estate, net lease retail 1s  be unfamiliar with the intricacies of net
probably the easiest asset class for them lease properties, particularly the real es-
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“The stock market is rallying, but that
1s a world where you are not sure what
you’re buying,” says Bill Rose, national
director of Marcus & Millichap’s National
Retail Group. “Net lease properties have
residual value when the leases mature.
People who own real estate are active in-
vestors; that’s why this business will always
remain strong.”

NEW SUBSECTOR

With the trickle-down theory of prop-
erty, many investors have discovered a
new market: purchasing well-located,
strong credit tenanted net lease proper-
ties that have shorter lease terms. Often,
these properties are under 10 years old,
but the eroding lease term makes them at-
tractive to some buyers, who want to take
a risk that the location is the property’s
best asset.

Joey Odom, principal at Stan Johnson
Co., has seen this trend first-hand. A Wal-
greens in Seattle that he sold in 2010 at
a 7.6 percent cap rate just sold again at a
5.95 percent cap rate.

“You see a lot of second-generation
product trading hands because cap rates
make a lot of sense for owners of top
properties to sell now,” says Odom. “Be-
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cause cap rates are so low, a lot of institu-
tions are not buying the newer product;
they are letting the 1031 investors pay the
lower cap rates. Instead of looking for a
‘Walgreens with 25 years left, they will find
a Walgreens with 15 years left and get a
little bit higher cap rate in exchange for a
little less lease term.”

“There are investors who are focused
on properties with shorter leases because
they can achieve a better yield,” adds
Ponticello.

This dovetails with the efforts of many
net lease mvestors, who don’t like to hold
the properties through the end of the lease
term.

“We advise our clients to sell their
properties while they still have 10 years
or more of remaining lease term,” says
James. “Our experience has been that
prices go down as the lease term erodes
past 10 years. That mostly has to do with
the debt that is available for properties
with lesser lease terms.”

There are also companies in this realm
who will, once a property 1s under con-
tract, approach the retailer about extend-
ing the lease. If negotiations are success-
ful, the buyers have already increased the
value by the time they get to the closing

table.

The market for properties with shorter
lease terms is strong, but since less debt
1s available and the risk is higher, many
buyers are willing to take a chance.

“A lot of the product we have seen the
past couple years has been existing assets
from owners who bought three years ago.
There has been significant cap rate com-
pression, and the lease terms they have
are still viable,” says Ponticello.

Investors who look at this market are
banking on the future. The first option
with this is that the current tenant renews
at a higher rent. The second gamble is
that they must rely on the fact that the real
estate 1s so strong that, should the current
tenant leave upon lease expiration, they
can secure a new tenant at a higher rent.

“There’s less competition, but still ro-
bust demand,” says James. “People are
starting to get comfortable with shorter
remaining lease terms if they are sophis-
ticated investors. The buyer has to have
a grasp of the store’s performance and
the quality of the real estate must give the
store decent prospects for redevelopment
in the event that the tenant left.”

“The benchmark for the net lease mar-
ket 1s really the 10-year Treasury rate,”



adds Jonathan Wolfe, principal of Chica-
go-based STREAM Capital Partners. “As

investors see higher rates on the horizon,

SINGLE TENANT RETAIL NET LEASE they will look for better lease structures,

even 1f they are at shorter terms. Three

SALES BY TOTAL DOLLARS years ago, everyone wanted 10 or more

(M'LL'ONS) years on the lease; now there is more
of an appetite for the right risk-adjusted
return.”

= Rolling 12-mo. Total =Quarterly Vol. The trend is so prevalent that even
16,000 larger companies are getting in on the act.
14,000 Inland Real Estate Acquisitions is starting
a fund to acquire properties with top loca-
12,000 tions, strong retailers, but with lease terms
10,000 less than 10 years.

8,000 “We have the same standards with the
properties that we do with properties that
6,000 have 15- and 20-year leases,” says Cosen-
4,000 za. “The real estate, to the best of our
2,000 knowledge, has got to be just as good as
the real estate that has a long-term lease,
0 and you have to believe that if your ten-
Q1'10 Ql1'11 Q1'12 Ql1'13 ant never renews, someone else will come

mto that property.”

Source: Real Capital Analytics
RETAILERS

The favored retail sectors for single
tenant net lease mvestments continue to
be high credit tenant drug stores, banks,
dollar stores, big box retailers, auto parts
retailers and quick service restaurants.
Strong, A-rated retailers like McDonald’s
and Walgreens are trading at strong cap
rates. Other strong retailers, including
bank properties like those of Wells Fargo,
Chase and Bank of America on new 15-
vear leases, are trading at extremely low
cap rates. However, there are users like
medical, convenience stores and grocery
stores that have become popular with
mvestors.

“At the end of the day, this business
is always about location,” says Rose. “If
you are a private client and you are buy-
ing for yield, then you are going to have
to go with a non-rated net lease property,
but you make sure that you know the real
estate. That way, when the lease matures,
vou have the opportunity for a new tenant
at a higher rent.”

Rob James of EXP says that drug re-
tailers have also returned to the market
somewhat, which has helped to case sup-
ply. The company 1s selling 7-Elevens in
the low 5 cap rate range.

“Cap rates are moving down for tenants
like Dollar General,” says James. “Many
tenants have grown to become investment
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EXP Realty Advisors sold this Pollo Tropical in Ft. Myers, Fla., for $2.625 million in 2018.

The sale was at a 6 percent cap rate.
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grade. Once that
happened for
Dollar General,
cap rates for
those stores went
down 100 basis

points.”
A brand new
Walgreens with

a 20-year lease
will sell fora 5.75
percent cap rate,
says Ponticello,
who 1s marketing
a new Walgreens
m Southern Cali-
forma that he
estimates will sell
fora 5.25 percent

cap rate.
Large buyers
prefer tenants

that have a needs-
based consumer.
Drug stores and
banks are the
most obvious In
this category, but
savvy  Investors
are good at find-

Ing new categories of re-
tailers who fit the bill. In
addition to its 7-Eleven
purchase, Inland Real
Estate
has also been acquir-
mg Mariano’s grocery
stores around the Chi-
cago area. The compa-
ny has purchased sev-
eral Pathmark grocery
stores in New Jersey
and New York as well,
particularly ones with
high sales volumes, says
Cosenza. It also likes
BJ’s Wholesale.
Mansour, of Marcus
& Millichap, has seen
a lot of development
activity from retailers
like Walmart Neighbor-
hood Market and from
food grocery

Acquisitions

natural
stores.

“We are also seeing
a lot of growth and cap
rate compression in the
two-to-three tenant strip
centers,” says Mansour.
“We will continue to see
a lot of growth there in
2014. More buyers are stepping up in this
area.”

Another area where Mansour has seen
expansion is net lease medical users, like
urgent care centers. Many of these are
second-generation space users. Discount
retailers, like dollar stores, are another
area of growth.

“Dollar General is a tenant who has
consistently increased its credit rating, its
net worth, and its profitability since we
have been working them,” says Inland’s
Cosenza.

“We are not seeing expansion in the
mid-range retailers, but we are seeing
expansion of the discount retailers,” says
O’Shea. “This 1s really reflective of the
new economy.”

Beyond retailers, small strip centers
— so called convenience or service cen-
ters — with two to four tenants are also
coming to market as triple net assets. Exp
Realty Advisors was marketing a center
with Panda Express, Slim Chickens and
EFlegant Nails in Arkansas at the time this
article was written.

“Some of our buyers are okay with a
two-tenant building,” says James of EXP
Realty Advisors. “If they are equipped for



it, such as a family office who can do some
property management, it works well.”

10381 Acrivity oN THE Rise

Because of the popularity of other real
estate sectors — most notably, multifamily
— the increase of 1031 buyers who trade
into net lease properties is on the rise. The
1031 like-kind exchange — part of the IRS
tax code — allows sellers of property to
re-invest the proceeds into a like property
within 180 days. The trick of the 1031
has always been the timing, says Novak
of Strategic Exchange Advisors.

“From the day you sell, you have 45
days to identify the new property,” he says.
“The minute a seller’s property goes un-
der contract, they are starting to look. As
soon as earnest money goes hard on their
sale, they are immediately trying to put
the replacement property under contract.
In this kind of net lease market, proper-
ties will go quickly. They are being very
conscious of the timing.”

That can sometimes lead to finding a
property on the double, and paying a little
more for it or trading certain wants for the
need to close on time and avoid paying
capital gains tax.

“The mdividual 1081 buyers have time
constraints related to their exchange, and
they are looking to fit a need,” says Sturm.
“Some buyers change their parameters,
like location or return expectations, to
work within their exchange requirements.”

1031 exchanges continue to be a strong
business line for many in the net lease
idustry.

“Half of our sales are due to individuals
completing 1031 exchanges,” says James.
To facilitate that, EXP Realty Advisors has
a co-brokerage model to help it identify
1031 buyers. The company was originally
known as Kimco Exchange Place before
splitting off into its own entity a few years
ago. The company still valuates nearly ev-
ery net lease property that Kimco has ac-
quired over the past few years, says James,
and 1t maintains a close relationship with
the REIT regarding its net lease business.

“The only people beating the mstitu-
tional investors on pricing are the 1031
exchange buyers,” says James.

As an example of that, EXP sold a
CVS/pharmacy in Austin, Texas, in July
2013 to alocal 1031 exchange buyer. The
property was well located and sold for a
5.2 percent cap rate, despite interest by a
number of institutions. James says to his
estimation it was the lowest cap rate for a

CVS/pharmacy at the time.

“At the end of the day, we sold it to the
exchange buyer,” says James. “Those guys
can still beat out the institutions with the
low cost of capital because they have to
buy something.”

2014

Signs are positive for 2014, say many
experts that SCB spoke to for this article.
Most of the larger funds, whose appetites
are based on contributions from investors
stated — while not giving specifics — that
they anticipated being active acquirers
over the next year. Investment sales bro-
kers also say that they see signs toward

another strong year. The only looming
question remains interest rates.

“If interest rates do pick up, cap rates
will follow pretty quickly thereafter,” says
Mansour.

Ponticello, of Jones Lang LaSalle, be-
lieves that 2014 will see more consolida-
tion in the net lease sector.

“There have been a tremendous num-
ber of acquisitions by private companies
over the past five years. Those companies
are now starting to get scale and will ulti-
mately need to have a liquidity event. That
1s probably going to come in the form of a
public exit or a merger or sale to a publicly
traded entity.” SCB
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