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NET LEASE

Sector Segue

As institutional investors right-size their portfolios and The Fed moves
on interest rates, the net lease market experiences cap rate adjustment.

Randall Shearin

he market for single-tenant net
I lease retail properties had a steady
year in 2016, despite some hesita-
tion related to world, economic and po-
litical events. Entering 2017, investment
sales brokers are seeing a lot of demand
from exchange buyers and a variety of
properties coming to market. For the
first time in a long stretch, cap rates have
adjusted slightly. That, in turn, has caused
supply — tight for many years — to loosen
slightly and make more desirable proper-
ties more attainable for some buyers. On
the sell side, some large institutions are
balancing their portfolios by shedding
some properties so rents from similar
retail categories are proportional and
numbers are working to their advantage,
creating some supply in the market. At
the same time, they are keeping their eyes
open for portfolios and assets that they
desire to grow their returns.

Many investment brokers and buyers
say the market still favors the sell side,
but it was more evenkeeled in 2016,
tempered by lulls in activity throughout
the year. The rising interest rate environ-
ment toward the end of the year — the 10-
year Treasury rate rose steadily after the
election in November and the Federal
Reserve Bank voted to raise interest rates
in mid-December — has also tempered
many buyers who must place debt on new
acquisitions.

Brokers and buyers agree that the out-
look is favorable for 2017, with many
forecasting a year similar to 2016 for the
sector. For this article, SCB spoke to
more than 15 investment sales brokers
and buyers active in the single-tenant net
lease sector, to get a pulse on the industry.

SUPPLY AND DEMAND

For the first time in a number of years,
sources active in the single-tenant net
lease industry are reporting that supply
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SRS recently sold this Walmart Neighborhood Market in Columbia, South Carolina.

is better than it has been in recent years.
Some report the supply situation is better
because the gap between buyer and seller
expectations was wider in 2016. Among
the most active buyers in the market have
been 1031 exchange buyers — those that
have sold other properties and are seek-
ing to defer capital gains taxes by placing
their proceeds in a similar asset. Most
of these buyers, report sources, are sell-
ing multifamily assets and trading to less
management-intensive properties like sin-
gle-tenant net lease retail assets.

“There are certain property types, like
multifamily, that are moving at aggressive
cap rates, which are forcing people to
look into doing 1031 exchanges,” says
Jonathan Hipp, CEO of Calkain Cos.
“Net lease properties line up well with
1031s.”

“We are seeing a major push right now
of people disposing of their multifamily
assets,” adds Sean O’Shea; managing di-
rector of the O’Shea Net Lease Advisory
group at BRC Adpvisors in Los Angeles.
“That s partially because they’ve achieved
great rent accretions over the past few

years and they're really not sure that
they’re going to see continued rent raises
because there’s a lot of new multifamily
product coming online in many markets
now. We are seeing a lot of these owners
transition into net lease investments.”

Institutions are also active buyers, but
most were net sellers in 2016 as they right
their portfolios [see “Buyers and Sellers”
on page 58].

While supply overall may have in-
creased, A-quality assets in top tier mar-
kets still command top pricing from sell-
ers and top attention from buyers.

“The supply has been tight for quality,
there’s no doubt about it,” says Robert
Horvath, executive vice president with
Horvath & Tremblay, a firm launched in
2016 to serve several real estate sectors,
including net lease. “There are plenty of
secondary and tertiary market assets and
non-credit deals, as well as dollar stores
and other product, but the supply is still
pretty tight.”

Another reason supply is seemingly bet-
ter is that deals are taking longer to trade.

“Our average days on market across
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100-plus individual sales in 2015 was ap-
proximately 160 days from beginning of
marketing to close of escrow,” says Patrick
Luther, managing principal of the nation-
al net lease group and senior vice presi-
dent of investment properties with SRS.
“That number will likely end up closer to
200 to 210 days for 2016.”

Similarly, other investment sales bro-
kers are seeing deals that started in 2016
stretch into 2017.

“We’re going to have a fifth quarter of
2016 because of the number of transac-
tions that are dribbling over into the first
quarter of 2017,” says Sean O’Shea of BRC
Adpvisors.

Whereas single-tenant net leased prop-
erties traded in between cap rates of 6
percent to 9 percent pre-recession, some
top credit properties in primary markets
went below 4 percent in the recession.
That change was due in part to rising de-
mand as new investors entered the market
seeking properties with lower price points
that they could buy in all-cash transac-
tions. Many in the industry now feel that
the sector has peaked in terms of demand,

with pressure on cap rates now lessening
a bit. With the rising interest rate environ-
ment that is expected to continue in 2017,
many feel that the sector may be heading
toward a more stabilized period.

“We’ve seen some pricing adjustments
already,” says O’Shea. “I'm assuming two
things: that sellers are trying to price in
some presumed increase in cap rates and
that we are past the peak of the bubble
market that we've been in.”

“A lot of owners want to take advan-
tage of the market,” says Chris Sands,
founder and CEO of Sands Investment
Group, based in Santa Monica, Califor-
nia. “There’s definitely some speculation
on whatis to come, following the small in-
terest rate uptick that we saw in the fourth
quarter. Owners that were on the fence
but that were leaning towards selling are
trying to take advantage of the cap rate
compression that the market has enjoyed
over the past three or more years.”

Because of financial concerns, many
sellers are seeking to list properties to
avoid a rising cap rate environment.

“There’s an assumption that there’sg6?

ing to be some adjustment in cap rates,
so sellers would like to sell right now in
the current market, and the buyers are, to
some degree, hoping that there will be an
adjustment,” says O’Shea.

Many sales brokers feel that a lower cap
rate environment is being sustained by in-
vestor demand for the asset class.

“There is still more demand than there
is supply, which is obviously helping keep
us in this low cap rate environment,” says
Bob Moorhead, managing partner in the
Dallas office of Trivanta. “I don’t see that
changing, at least in the short term of the
next six to 12 months.”

Because of the anticipated rising cap
rates, many investment sales brokers are
advising their clients who are acquiring to
go for quality rather than settle, a factor
that may be adding to the length of time
that properties are on the market since
that could extend the search for the right
target property.

“We are suggesting to people that
they should be more focused on invest-
ment-grade assets rather than just the nor-
mal triple net assets,” says O’Shea. “We’re

INLAND

o REAL ESTATE ACQUISITIONS, INC.

Joe Cosenza

Vice Chairman of
The Inland Real Estate Group, Inc.

Q: With cap rates rising slightly, have you altered your investment criteria, or changed the assets you are acquiring?

A: Well, let’s start with the fact that the reason these cap rates are rising slightly is because the 10-year Treasury is at 2.40%,
and if you look at just July, it was down to 1.40%. That is a 100-point increase in the last 4 to 5 months. I haven't altered my
investment criteria at all or changed the asset class, but I sit by my phone more. Why? Because every other day I get a phone call
where I am told the highest bidder kicked out of a deal because they couldn’t perform in this marketplace, and they call Inland,
even though we weren't the highest bidder; they see Inland as the most certain to close the deal.

Our asset class for purchasing properties has not changed. During the last 24 months we have purchased approximately
$3 Billion of commercial real estate in 115 deals, 39 of them were single tenant, 34 were grocery-anchored centers, 27 were
apartment complexes (A’s and B’s), three were student housing, 10 were medical office, and two were industrial buildings, and
I still have four weeks of the year left to go.

Q: Is it challenging to acquire properties in this market? What strengths does your company have in acquisitions?

A: Tlove volatility; whenever there is volatility there is opportunity, and whenever Inland has an opportunity we pounce on
it. The reason why we can pounce on it is because we know exactly what we want to buy for all of our different funds, and we

have the cash to do it.

Q: What are your predictions for 2017?

A: My predictions for 2017 were pretty darn bleak on November 8th, but they got a heck of a lot better at 1:42 in the morning on
November 9th. Why? Because I had believed that the 1031 Exchange Rules were going to be altered drastically, and then when I
saw the final results of the election, my predictions now are that the real estate market is going to be booming in 2017. Not only
will most of the rules of the 1031 Exchange Rules likely stay in place but every individual and every company will have less
taxes to pay and that means more money in the marketplace.

ADVERTORIAL

42 » SHOPPING CENTER BUSINESS e January 2017


tmyby
Highlight

tmyby
Highlight

tmyby
Highlight

tmyby
Highlight

tmyby
Highlight

tmyby
Highlight

tmyby
Highlight


SPERRY

—— COMMERCIAL— Sean O'Shea

THE O'SHEA NET LEASE ADVISORY Managing Director
OF BRC ADVISORS —m—

Q: What issues are you watching as we enter 2017?

A: Subject to the impact in the debt markets of the Fed rates in December, there will be some adjustment in debt rates
in Q1 2017; and eventually on cap rates. Historically, it has taken the markets three to six months for cap rates to adjust.
Buyers hope for an identifiable uptick in cap rates; and Sellers, hope for modest changes or no change in cap rates. Also,
the implications of Tax Reform Act, and specifically, Section 3133 of the current House Ways & Means and Senate Finance
Drafts relating to possible repeal of IRC 1031 Exchange provisions.

Q: Cap rates have risen slightly in some markets. What is this reflective of? How is it shifting the market?

A: Monitoring the data closely from Real Capital Analytics; as well as, a granular sense of the NNN market on a daily
basis, we see some adjustment is ‘Pricing in’ the Fed rate raise; but, of equal importance, the growing view, that we have,
in fact, passed the peak of this NNN market cycle. Rates will adjust accordingly over time. They have been moving north,
no doubt.

Q: With 2016 as a good year for the net lease sector, what do you predict for 2017 for the sector?

A: The role of securing acceptable debt solutions, combined with securing the “best-of-breed” net lease assets will
be mission critical due to the spreads. Net leased assets which are well-located, with credit worthy tenants and lease
structures that limit investor liability, will continue to serve as a bond equivalent investment providing predictable, stable
income streams...but, “Not all net lease are the same.” Protecting and preserving client wealth is paramount for us.

ADVERTORIAL

NEW GLOBAL PLATFORM

SPERRY

—COMMERCIAL—

GLOBAL AFFILIATES

THE O'SHEA NET LEASE ADVISORY
——— OF BRC ADVISORS ——

Family Offices
High Net Worth Investors
Cross-Border Investors
1031 Trade Buyer Solutions

Sean O'Shea www.NNNAdvisory.com 310433.8851
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NET LEASE

Thomas Company recently sold this CVS/Pharmacy location in New Orleans.

recommending that they really need to
review the structure of the leases to un-
derstand all of the implications during
their holding period, checking out early
termination issues or signing issues. Not
all net leases are the same. It’s helpful to
have a good net lease advisor providing
assistance on these transactions.”

“The market is still very healthy,” says
Horvath. “There is still a lot of capital
flow coming into net lease, whether it is
private clients who are looking for yield,
1031 buyers, or institutions; there’s a
good amount of activity.”

INVESTOR INTEREST

What piques an investor’s interest in a
particular property? It depends on what
they are looking for, of course. Topping
the list for many is the old adage “loca-
tion, location, location.”

In 2016, the net lease market saw ups
and downs in the levels of investor inter-
est at times, said a number of sources that
SCB interviewed. Some speculated that
the November election and other political
or world events throughout the year, like
Britain’s Brexit vote, had to do with the
timing of the slow periods.

“I couldn’t put a single deal in escrow
in October,” says one investment sales
broker describing the most recent period.
“For about four or five weeks, all of the
buyers just went on vacation, disappeared
or climbed into a hole. It seemed like the
first week of November, everything start-
ed to pick up again; all of the active buyers
returned, and I probably put 10 deals in es-
crow in the first two weeks of November.”

“There seem to be micro blips in the
market at times, where you are wonder-
ing, ‘All right, what’s going on?” says
Moorhead. “When you try to figure out
why the market is soft, activity is great
again and you have offers again. Overall,
buyer demand has been very strong from
exchange buyers and all-cash investors.”

“Deal velocity has slowed down a little
bit,” says O’Shea. “There was an atmo-
sphere of uncertainty before the election.
There’s also a bit of sticker shock to some
investors in terms of cap rates. Overall,
people are being more deliberative about
their investment decisions.”

The rise in the value of the U.S. dollar
versus the euro and pound has caused a
pullback from some foreign investors.

TeN-X
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Scoftt M. Scurich
Managing Director,
Net Lease

Q: What do your investors expect from your firm?

A: Netlease properties by their nature are income producing assets with a fixed return and should theoretically be traded
quickly and efficiently, much like a stock or bond. Ten-X, the nation’s leading online real estate transaction marketplace,
turns this theory into reality with our Offer Select platform. Offer Select differs from our Live Bid format by allowing
investors a non-auction-based and more traditional means for transacting real estate, albeit online. The added flexibility
with Offer Select is key to serving our investors who expect a consistent, transparent, and seamless process that allows
them to purchase with confidence in a compressed timeline.

Q: What issues are you watching as we enter 2017?

A: Economic policy specifics from the Trump Administration and how change is implemented will be front and center in
the coming year. How the broader real estate market reacts to rising interest rates, especially in a year with an abundance
of debt maturities looming will be a big story in 2017.

Q: Cap rates have risen slightly in some markets. What is this reflective of? How is it shifting the market?

A: One of the driving forces behind the historically low cap rates we’ve seen over the past few years has been the surge
of aggressive 1031 exchange capital deployed in the net lease sector. The abundance of 1031 buyers is a direct function
of high transaction volume across all asset classes. 2016 saw a dip in transaction volume relative to 2015, translating into
fewer 1031 buyers competing for assets. Assets in tertiary markets and those with flaws in lease or credit fundamentals
have seen a slight cap rate uptick from lower overall demand. The market shift has been minimal to date, but a further
decrease in exchange capital could create opportunity for larger institutional investors be more active.

ADVERTORIAL
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“Foreign capital used to represent a
majority of our buyers for our product in
Southern California,” says Luther. “To-
day, that’s not so. They have definitely
taken a step back. The private, 1031 ex-
change buyers coming out of apartments
and office tend to be the buyers willing to
pay the highest premium for these deals.”

For many investors, interest rates are
tempering their willingness to execute.
With the 10-year Treasury rate ramping
up, followed by the Federal Reserve
Bank raising interest rates 25 basis points
in December, investors are re-examining
yvields to see if targeted properties still
make sense. Some may evaluate their cri-
teria and see if now is still the time for an
acquisition.

“The one thing that has changed — real-
ly over the past few weeks —is the increase
in the 10-year Treasury rate, which has im-
pacted some deals where financing hasn’t
been locked. There’s some re-trading go-
ing on in the marketplace,” says Horvath.
“In my high net worth client base, they are
probably not as optimistic as they were a
month ago.”

O’Shea says, “We see the rates begin-
ning to move up a little bit and the under-
writing criteria for loans is getting a little
more stringent. Those two aspects con-
spire to make effective debt executions a
lot more questionable. With compressed
cap rates, the spreads are fairly thin to
start with so now more equity may be re-
quired while folks still think they can get
70 or 75 percent loan-to-value.”

Aswith activity, cap rates were also spot-
ty in 2016 [see “Cap Rates” on page 66],
likely because of waning buyer interest at
times. During periods of waning buyer in-
terest, established long-term buyers — like
Inland — love to be active in the market.

“I'love volatility,” says Joe Cosenza, vice
chairman of Inland Real Estate Acquisi-
tions. “Immediately after the election
and immediately after the rates started
to jump, we get the phone calls that, “We
had a deal signed with another buyer, but
they have backed out and even though you
weren’t the highest bidder, are you still
interested?”” The sellers go to certainty
instead of the high price.”

Sellers will likely push more product to

market before interest rates rise further in
the future.

“Our clients’ motivations to sell are var-
ied,” says Jim Gibson, regional director in
the Houston office of Stan Johnson Co.
“Our merchant developer clients are very
consistent in their model of building and
selling. Realizing a fair profit now and
eliminating market risk in the long term
is typically a strong motivator to sell.”

For buyers, getting in line with the
numbers and having the right expecta-
tions with a deal is important. With cap
rates fluctuating, buyers are taking longer
to make sure now is the time to execute.

“Investors continue to move forward
as long as they’re comfortable with what
they believe is happening with rates and in
the market in general,” says Moorhead. “If
there is any kind of uncertainty, investors
take this wait-and-see approach, which re-
ally isn’t good for selling net lease invest-
ments. Right now, it appears that investors
feel comfortable with the overall direction.
People feel like rates are going to tick up
and I think everyone is comfortable with
that, so we are seeing good activity.”

ENVOYNNN

Ralph Cram
President

‘/ Y

Q: With cap rates rising slightly, have you altered your investment criteria, or changed the assets you are

acquiring?

A: We are making sure that the margin between the developer’s return on costs and projected cap rates remains robust.
While new net lease properties will have the lowest volatility in cap rates due to their longer lease terms, we believe that
the larger ($4M+) special-purpose net lease properties (day care centers, movie theatres, urgent care centers) might need
higher cap rates to sell. On the other end of the market, the investment credit ground leases, trading at sub — 5% cap rate,
are another area of concern as even an increase of 25bps in cap rate can cause the sales price to drop by 5%.

Q: What do your investors expect from your firm?

A: Our investors are seeking higher short-term returns than they can find in other fixed income assets with similar
investment periods (1-3 years). They also expect us not to lose money.

Q: What are your predictions for 2017?

A: We believe that the demand for long term, high quality net lease properties will remain strong with a small increase
in cap rates. New buyers continue to enter the market, especially foreign capital. That said, we believe that shorter term,
poor credit quality net lease property offerings might need to significantly increase their cap rates to sell in a market full
of other such offerings. The days of indiscriminant buying of net leases are coming to an end. Sellers of B and C class net
lease assets will need to adjust their sales expectations.

Tax reform is the other wild card for 2017. Nearly everyone believes it's going to happen now that Republicans control
all three branches of government. Just because Donald Trump has been a big user of 1031 tax deferred exchanges in the
past doesn’t mean that he won’t swap this tax benefit for the grand compromise to get tax reform passed.

ADVERTORIAL
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NET LEASE

BUYERS AND SELLERS

Since the Great Recession, the netlease
sector has been riding a rising wave. Be-
cause of the constraint with capital in the
early part of the recession, many buyers
sought properties they could buy with
cash. Because most single-tenant retail
properties trade at $5 million or below,
the asset class saw a swarm of new inves-
tors, driving up demand in a time that was
already supply constrained.

“The net lease space has become such
an asset class that there are a variety of
buyers,” says Sands.

Today, those include wealthy private
individual buyers, both international
and domestic, and institutional buyers
like REITs, fund-based investors, and
entities offering pooled investments, like
Delaware Statutory Trusts (DSTs).

“Public and private REITs and funds re-
main active in the market,” says Jim Gib-
son at Stan Johnson Co. “They provide
sellers with a high surety of close.”

Inland Real Estate Acquisitions contin-
ues to be a big buyer of net lease proper-
ties. Over the past two years, the company

Q
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has acquired $3 billion in commercial real
estate, and 39 of its 115 deals over the past
24 monthsinvolved single-tenant net lease
properties. Much of what Inland acquires
is done in single property transactions,
meaning the company has to cull through
alot of properties and meet a lot of sellers
to find the ones that fit its criteria.

“The sellers in the marketplace today
are pension funds, insurance compa-
nies and many of the listed REITs,” says
Cosenza of Inland. “In addition, you've
got the individual and small companies
who are able to develop one or two net
lease deals on their own.”

VEREIT, another large owner, was a
net seller in 2016, selling $2 billion of
commercial real estate from April 2015
through the third quarter 2016. The
company’s  investment management
arm, Cole Capital, has $7 billion of real
estate assets under management held
in numerous REITs. The Cole REITs
acquired $500 million in the first three
quarters of 2016. VEREIT has 4,200
properties comprising 98 million square
feet. The Cole-controlled entities have

1,500 properties with 30 million square
feet. Because of its volume, VEREIT
closely tracks the commercial real estate
market.

“It is an extremely active market,” says
Glenn Rufrano, CEO of VEREIT. “There
were $17 billion worth of properties of-
fered to us over the first three quarters
of 2016; that means there are a bunch of
sellers out there. The fact that we sold $2
billion shows that there is a lot of activity
in the triple net market for office, retail
and industrial.”

Many larger companies are rebalanc-
ing portfolios, sending properties to the
market. VEREIT, for example, acquired
a portfolio of Red Lobster restaurants in
2014 for $1.6 billion, which represented
12.5 percent of the company’s income.
The company doesn’twantany one tenant
to be greater than 5 percent of income, so
it has shed some of those properties.

“Even though it was avery good transac-
tion and we like the business, we just have
too much of it,” says Rufrano.

VEREIT is also balancing its diversifi-

cations among real estate categories so it

CBRE knows Net Leases. Through our industry leading perpspectives, scale and deep capital markets expertise,
we deliver outcomes that drive business and bottom-line performance for every client we serve. How can we
help transform your real estate into real advantage?

CBRE CORPORATE CAPITAL MARKETS

NET LEASE * SALE LEASEBACKS e BUILD-TO-SUITS  CREDIT TENANT LEASE
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NET LEASE

Horvath & Tremblay recently arranged the
sale of this O'Reilly Auto Parts in Fall River,
Massachusetts.

want to move away from thatand not have
as much exposure,” says Sands.

The bulk of acquisition activity in 2016
came from individual investors, many of
whom are buying a replacement property
in a 1031 exchange after selling another
asset.

“1031 trade buyers are active, as are
private clients because there are not a
lot of good alternative yields out there,
so real estate is still a good investment,”
says Horvath.

“Usually about 50 percent of our busi-

ness is 1031 related, but it was more than
that in 2016,” adds O’Shea.

Value-add buyers — those who will look
at properties that have shorter terms left
on the leases or that may have other qual-
ity-related concerns — are another catego-
ry that have been active acquirers in 2016.

“There do not seem to be a ton of insti-
tutional buyers that are chomping at the
bit,” says Jereme Snyder with Colliers In-
ternational. “A lot of opportunity-driven
buyers who are looking for properties that
have some sort of value play are active.
No one is buying net lease deals just to
get the 5 percent yield; they are looking
for some sort of extend or re-tenanting
play. The majority of our buyers are 1031
exchange-driven.”

Those who drive activity in the market
also control the balance of the market.
Right now, the balance is strong, say our
sources.

“Supply is somewhat abundant, particu-
larly in the dollar, drug and big box store
space,” says Luther. “There are over 100
available drug stores on the market with
10-plus years of remaining lease term. The
same is true for dollar store product. Sourc-

ing that supply at the ideal buyer target cap
rate and yield expectations is the issue.”

Among the institutions actively acquir-
ing are fund-based players, like Minneap-
olis-based AEI Funds and Miami-based
United Trust Fund; companies that assist
retailers and other entities with recapi-
talizing their business by acquiring their
real estate assets like STORE Capital; and
large institutions like VEREIT and Inland,
which acquire for various investment enti-
ties within their organizations.

For STORE Capital, helping retail-driv-
en businesses with about $25 million in
revenue capitalize their businesses by ac-
quiring their real estate assets is the goal.
The company has stepped in to fill a void
to provide longterm capital for many
companies. About one-third of STORE’s
business for the past few years has been
repeat business with existing clients.

“We’re helping retail-oriented business-
es expand organically; we are helping
people expand their businesses through
acquisition, and we’re helping them ex-
pand locations when they need to and it
is all part of us trying to help our tenants
make their businesses more viable,” says

LIC|N

Capital Partners

Managing Partner

Ed LaPuma
Co-Founder/

Q: With cap rates rising slightly, have you altered your investment criteria, or changed the assets you are acquiring?

A: I've been investing in sale-leasebacks for more than 20 years. In the 90s and early 00s, deals were at 10-12% cap rates.
So I have gone through a few cycles, and take a long-term perspective. Even three years ago when LCN launched, we
were very aware that the current rates were at historic lows. So our investment criteria haven’t changed, but all our
investments have been structured with rising cap rates in mind.

Q: Is it challenging to acquire properties in this market? What strengths does your company have in acquisitions?

A: It can be challenging as more investors enter the market, attracted by the long-term inflation protected income that
sale-leaseback investments generate. We see many of them making fundamental mistakes in negotiated lease terms and
recourse debt. So to protect our investors’ capital, we choose not to compete strictly on pricing. Instead, with a principal-
level relationship on every deal, we develop long-term relationships and are building LCN’s reputation on being flexible
in achieving our tenant-clients’ goals. Importantly, we provide speed and certainty that our competitors cannot; the
investment committee is made up of me and my co-founding partner, Bryan Colwell, and our capital is completely

discretionary.

Q: What are your predictions for 2017?

A: Overall, we expect 2017 to be another good year. Despite the recent rise, interest rates remain low and the markets
seem unsure of growth or recession. Companies continue to need capital, and the need to rationalize corporate balance
sheets and increase capital efficiency through the sale-leaseback continues to be strong. So we expect 2017 to remain a

strong year for sale-leaseback.

ADVERTORIAL
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NET LEASE

Chris Volk, presidentand CEO of STORE
Capital.

Like STORE, many large institutions
consider their core mission to serve ten-
ants through a financing vehicle.

“Our business, primarily, is the real es-
tate equity finance business,” says Rufra-
no of VEREIT. “Our primary products are
sale-leasebacks to corporations and com-
panies where we're basically providing
capital to them and they are leasing back
their housing, whether it’s retail, industri-
al or office, for long periods so they can
control it.”

Many investment sales brokers, too,
have moved from beyond the traditional
property sales function to build relation-
ships with tenants to help them figure
out how to best capitalize their real estate
assets.

“We’ve expanded to work with a lot of
operators and I think the tenants that have
been benefiting from cap rate compres-
sion and taking a look at what their next
strategy is or looking at their growth plans
and figuring out their next locations,”
says Sands. “We’ve seen a big push in the

sale-leaseback sector. It’s nice to work
with tenants as they are looking to expand
and match up relationships, whether it be
developers with tenants or private equity
firms with tenants who are looking to ex-
pand and grow. It’s definitely more than a
brokerage business today. You really have
to have relationships, creating opportu-
nities by introducing concepts to people
who want to invest in them, and grow
with the relationships you’ve cultivated.”

Fund buyers have also continued to be
active in the market. AEI Funds, active
in the market since 1970, continues to
acquire net lease retail on an all-cash ba-
sis for its many funds. The company was
about to close a fund as of press time that,
at $150 million, is the largest in the com-
pany’s history. AEI also now has a DST
vehicle that was created to attract 1031
exchangers.

Crowd funding platforms are a relative-
ly new form of buyer. These often form
DSTs and other ownership entities that
pool small amounts of capital from many
investors to acquire assets.

“Crowd funding platforms acquiring

1

SRS

Real Estate Partners

Q: How well did the net lease sector perform in 2016, from your

perspective?

A: The overall net lease sector continued to perform well in 2016,

and in our view, we experienced a continuation of the past few years
within the sector. Our platform transacted net lease property sales in 42 states, continued to transact within compressed cap rate ranges,
in some cases in the low to mid 3.00% range, and generated interest from a wide range of investor profiles, private and public, with
continued demand from the exchange investor. Note, however, we did realize a decrease in offer activity and overall market velocity,
particularly in secondary and tertiary markets, and with properties backed by flat leases. The softening was in part due to the pricing
level of net lease properties in both core and secondary markets, as well as the increase in overall net lease supply on market. Lenders,
and particularly conduit lenders, pulled back due to pricing levels, and in the case of the conduit market, the implementation of new
regulations that impact their ability to sell tranches of their loans to the secondary market.

Q: What issues are you watching as we enter 2017?

Matthew Mousavi
Managing Principal,
National Net Lease Group  National Net Lease Group

net lease assets allow investments for as
little as $1,000,” says Luther. “To some
extent, there are no longer barriers to
entry by asset size or equity required, for
an investor to gain exposure to net lease
products. This liquidity will continue to
hold down yields and cap rates within the
sector.”

CAP RATES

Because demand has been spotty
throughout the year and supply has re-
mained steady in the net lease retail sec-
tor, cap rates have risen or fallen slightly
at times. Other factors, like decreasing de-
mand from international buyers, have also
enabled a number of buyers to acquire
better assets at more favorable prices.
Many investment sales brokers feel that
it may not be that cap rates have changed
all that much, it is just the rate of change
has been affected by the changing activity
in the market.

“The days of everything being a 4 cap
rate are gone for now,” says Snyder with
Colliers International. “Cap rates adjust-
ed a bit last year. It started off slow, but

Patrick R. Luther, CCIM
Managing Principal,

A: The new administration is widely expected to bring substantive changes to taxation, infrastructure, defense, banking and
international trade. It is expected that the incoming President Trump, backed by a Republican-controlled Congress, will reduce personal
and corporate taxes, and increase spending on defense and infrastructure. These measures are designed to increase growth and in turn,
inflation. The Fed will be forced to take a more hawkish approach to be in front of this curve via increases in interest rates that will
result in higher borrowing costs, albeit at a slow rate. Nonetheless, we see a positive trend for commercial real estate given the incoming
President’s business-friendly approach to taxation, spending and reduced regulations. Higher rents, increased construction, higher
wage growth and consumer consumption, all bode well for our industry.
E-commerce and its impact on net lease property is also something we are watching, and we expect this to continue to shape investor
sentiment in 2017. Investors are bullish on food, entertainment, lifestyle, fitness, and healthcare uses, which tend to be e-commerce
resistant and utilized heavily by millennials and a younger demographic. Compared to soft goods, electronics, and other retail uses
more susceptible e-commerce pressures, necessity based net lease retail property should continue to experience healthy demand.

ADVERTORIAL
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things started picking up in early March
and then it was great, but there were small
adjustments to cap rates throughout the
year: they have gone up a little bit. That
being said, there have been some anoma-
lies. There are still a few unique deals that
will sell at a crazy cap rate.”

“It does feel like cap rate compres-
sion has slowed and maybe we are at a
bottom,” says Moorhead. “But, we said
that the past few years and cap rates have
continued to push lower.”

Thomas Company hasanumber of drug
stores that it is marketing. The company
measures cap rates by asking prices and
has seen cap rates rise slightly throughout
2016, with more aggressive pricing com-
ing in the fourth quarter as buyers seek to
close before the end of the year.

“The moments when we saw sub $ per-
cent cap rates and high 4 percent cap rates
on drugstores consistently were a while
ago,” says Thomas. “We’ve definitely seen
cap rates move. It’s hard to really say that
cap rates have moved a lot one way or
the other, especially when you look back
year-over-year and the average ask that
we are tracking; in the middle of the year
it moved up a bit, but it has gotten tight
again.”

One factor that will change cap rates is
the rising cost of debt, for borrowers not
in an all-cash position.

“Cap rates will have to go up to reflect
the increased cost of money,” says Hipp
of Calkain. “When you finance a prop-
erty, if your debt is more expensive and
it costs you a higher payment, you need
a better cap rate to get the same kind of
cash-on-cash return that you could have
gotten before.”

“Historically, when there has been rate
change with the Fed, there is a corre-
sponding cap rate adjustment, but it usual-
ly takes three to six months,” says O’Shea.

In addition, velocity has slowed over
the past year.

“We're still seeing good velocity, but
maybe it has slowed from where it was
earlier in the year,” says Thomas. “I'd say
that slowdown would need to be more
persistent for a few more quarters before
you’re going to see a big movement in
pricing or any movement in cap rate.”

Many of the properties that are sell-
ing below 6 percent cap rates are those
brought to market by merchant develop-

ers. That market is dependent on one type
of buyer for their properties because the
margin between entry and exit is so thin.

“As retailers drive return on cost for
these developers to 7 percent and under,
or are only allowing — in some cases —
100 to 125 basis points of spread between
return on cost and exit cap rate, these de-
velopers specifically rely on exchange in-
vestors to exit their projects,” says Luther.
“Without the exchange market, developer
spreads would be reduced further and, in

NET LEASE

some cases, would allow virtually no prof-
it for development risk.”

HOT PROPERTIES

Buyers have targeted properties that
meet their specific criteria. That criteria
changes based on market conditions —
what they can afford and what supply is
on the market. Geographic location also
tends to be a concern for many buyers;
individual buyers like to acquire proper-
ties in locations familiar to them, while

4 SRS

NATIONAL NET LEASE GROUP
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NET LEASE

institutional acquirers often will be more
forgiving on a property’s specific location.

“Investor interest is high for core, top
tier credit, top 10 MSA product and
would appear to remain so despite rising
interest rates,” says Luther of SRS. “It’s a
function of have and have not. Tertiary
product remains challenging to sell.”

“There is a decent amount of invento-
ry, but people are looking for safety and
security in return in a well-located trade
area,” says Snyder. “It’s difficult to bring
all of those variables together and find a
property that fits perfectly.”

SRSrecently marketed five Sherwin-Wil-
liams locations with identical 10-year
lease terms in various markets. Two of the
properties — one in the Boston MSA and
the other in Austin, Texas — received more
than five offers each and ended up trading
within 90 days at cap rates of 5.70 and
5.75 percent, respectively. The remaining
assets, in rural Missouri and Georgia, have
been on the market for more than 180
days and Luther estimates these will sell
at cap rates close to 6.5 percent.

“The spread in the vyield created by
geographic inferiority was approximately
75 basis points in cap rate, or about 12
percent in additional yield required, with
an identical lease,” says Luther. “Many
investors are saying that they won’t take
the tertiary locations without similar ad-
justment for risk.”

Most new construction today is found
in secondary and tertiary markets, where
retailers see plenty of opportunity for
growth in sales and locations. While
some investors shy away from these ar-
eas, others see them as opportunities.
Many 1031 investors will buy in smaller
markets, especially if they are near their
primary residence. Drug stores, especial-
ly, have been going to smaller markets to
seek new store locations.

“If you are looking for a $3.5 million
to $7 million exchange property where
it’s very passive and strong credit, you're
almost, by default, going to be following
tenants into those secondary and tertiary
markets,” says Thomas. “Most investors
are comfortable with that. They under-
stand that these corporations have long-
term obligations, so they're taking a big
risk at opening up and committing to a 25-
year lease at a certain location. Investors
understand that these companies have
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done their homework and that they’re go-
ing to be paying rent for the whole term.”

“Depending on the return on cost
and the spread that a developer has in a
project, many are choosing to put new
product on the market well before con-
struction has been completed, often 90 to
120 days,” says Luther. “They are seeking
to have a buyer in hand and recycle their
capital very quickly into a new project or
back to investors. Speed of execution and
sales drive their internal rate of return and
hedges against the concern of rising inter-
est rates. Many of our clients have stated
that they would prefer to own the asset
once complete for the shortest time pos-
sible.”

Drugstores continue to be in demand
from investors of all types. For many
owners, drugstores are about as manage-
mentfree as it gets: the perfect triple-net
lease asset, especially when in top loca-
tions. Inland purchased a portfolio of 24
CVS/pharmacy locations in 2016, all with
25-year leases.

“They are dynamite,” says Cosenza.
“We don’t have to worry about managing
all of these properties around the country
because they are bonded leases and CVS
does everything,”

From a lender’s perspective, Ralph
Cram, president of Envoy Net Lease Part-
ners, is seeing credit become increasingly
important to investors.

“Over the past sixmonths, we are seeing
more credit, higher quality net lease deals
coming to us,” says Cram. “Banks are
pulling back from advancing more than
75 to 80 percent loan-to-cost financing on
credit net lease deals and for non-credit
deals, it’s even worse — probably 65 to 70
percent — which is about 5 to 10 percent
less than last year this time.”

As well, Cram says he sees more room
for cap rate flexibility in secondary mar-
kets, where a lot of growth is occurring.

“The secondary properties are starting
show a little bit of pricing flexibility,” says
Cram. “If you need to sell a property, you
need to be flexible on price at what you
get off the top. If it’s an A-quality net lease
deal, it’s still getting prices pretty close to
where they were last year, but when you
get off the quality and you have shorter
lease terms, in secondary markets, those
issues are starting to be priced in and
properties are starting to trade in the 7
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NET LEASE

percent cap range instead of the 6.5 per-
cent range. It is a different market. For
new properties, there’s still fairly good de-
mand just because there aren’t that many
new properties in the market except for
dollar stores.”

Dollar stores, as investors know, are
considered a sub-category within net
lease. Many deals have little rent growth
built in, and while the fundamentals are
strong, most of the locations tend to be in
secondary and tertiary markets. For some
net lease investors, dollar stores are can’t
miss investments that satisfy a need for
income stability in their portfolios. How-
ever, many smaller investors are seeking
yields and growth over the lease term and
look for properties that will yield greater
income over the lifespan of the lease.

“Dollar stores work for many investors,
but if you look at it from an institutional
standpoint, most of the institutions are al-
ready fully allocated — they’ve filled their
buckets with that category,” says Hipp.
“The people who are buying the dollar
stores today are those who are trying to
match equity. It’s not because it’s the dol-

lar stores, it’s because it fits the amount
of equity that they have or the trade need
that they have.”

Quick-service restaurants (QSRs) and
fast casual/fast food restaurants continue
to be in demand with investors. They are
among the hottest assets on the market
and generally do not spend much time on
the market.

“We sold more than 70 restaurant deals
in 2016 from Chick-fil-A to Texas Road-
house to Jack in the Box,” says Chris
Sands.

Luther adds: “QSR and fast casual
restaurant concepts are highest in de-
mand, by far, as a function of 15-plus year
leases and rent growth either annually or
every five years, and their cap rates reflect
this. Automotive parts retailers like Ad-
vance Auto, O’Reilly and AutoZone are
among the other favorable categories as
their leases are typically 15-plus years and
have some rent growth. Third-tier would
be your retailers that choose to sign with
only 10-year leases, or flat leases with min-
imal rent growth.”

Investor interest has also continued to
grow in gas and convenience store chains.
In a recent deal, Sands Investment Group
brought to market a portfolio of 30 gas
station locations in the Southeast, which
sold for $40 million in a saleleaseback
structure. Sheetz and Wawa are among
the large players in the sector with aggres-
sive growth plans.

Properties with consumer-facing medi-
cal-oriented uses are also quickly becom-
ing a favorite of net lease buyers, especial-
ly institutional investors. Many of these
retail-like medical users are owned and
operated by large corporations who see
the value in consumer-friendly locations.
They include dialysis providers like DaVi-
ta and Fresenius, and plasma centers like
BioLife. AEI Funds is one institutional
owner that has purchased a number of
these properties.

“Medical has become a new retailer,”
says lan Harrison, vice president of ac-
quisitions at AEI Funds. “The sites we
are buying are retail-esque locations. They
have high traffic flows and high visibility.
We typically want the sites we buy to be

LOCATION, POPULATION & COOPERATION

HEMET

Follow success...to Hemet. \With available sites, growing population (over 80K), rising household incomes
and the center of a trade area of over 150,000 customers, Hemet is right for you, right now!

To join those who've found success in Hemet and learn more about opportunities in Inland Southern California, the Nation's
most powerful market, contact the City of Hemet, Administration Office at 951-765-2301 or kaguilar@cityofhemet.org

www.cityofhemet.org

1ROSS

DieESS FOi¢ LESS

72 » SHOPPING CENTER BUSINESS e January 2017

WSUPPLYCQ

TractorSupply.com

Sears

jep
Marshalls.

Walmart

Save money. Live better.

-

LA|FITNESS.

QBR

@ TARGET
WinCo

FOODS

An Employee Owned Company

SINCE 1954

SUBS

wnour Pierdimports

E


mailto:kaguilar@cityofhemet.org
http://www.cityofhemet.org

either near other medical uses or near
high-traffic flow grocery concepts. We
believe in the hub-and-spoke model that
many of the hospital systems are trying to
take advantage of.”

According to Sands, “Medical has
definitely become the hot tenancy right
now in the marketplace. There is a lot of
comfort in these assets from investors.
You have urgent care and ambulatory
outpatient type concepts that have pretty
significant tenant improvement require-
ments that need a lot of capital; there’s
some certainty that the tenant is staying
versus relocating, since alternative space
is not necessarily readily available as it
would be for a fast food concept or dol-
lar store. There’s also a gravitation to the
credit behind these leases.”

The quick evolution of the medical
sector in net lease has caused investors
to consider a variety of properties within
that band, stretching beyond those that
are retail-oriented.

“People like anything in the medical
space,” says Hipp. “Not only medical of-
fice but also urgent care, or Fresenius or
DaVita. Anything that has a medical com-
ponent to it seems to attract not only in-
stitutional investors, but also private, high
net worth buyers, and even 1031 buyers.
Medical is something where it doesn’t
matter if it’s recession or prosperity. Itjust
seems to garner all buckets of opportuni-
ty from all types of buyers.”

To expand their options and find acqui-
sitions with better yields, many investors
are going further afield from single-tenant

net lease retail. Some are including other
options, like ground leases and corporate
sale-leasebacks for office and other prop-
erties, in their portfolios.

“We’ve seen a lot of investors going
after ground leases. We're selling a lot
of ground leases under pretty interesting
assets, whether they be hotels or office
buildings around the country or larger
infill assets,” says Thomas. “It is another
product type within net lease. We are see-
ing more investors become comfortable
with a leasehold interest as long as they
are being rewarded on yield.” SCB

CREATING EFFICIENCY IN THE MARKETPLACE

A_ s part of our article, SCB spoke with Scott Scurich, manag-
ing director at Ten-X. The company’s new platform, Offer

Scurich: It’s standardizing the sales process. In a typical pro-
cess, you're dealing with all sorts of different types of sellers

Select, is working with brokers, buyers and sellers to help buy-
ers and sellers transact more efficiently in the net lease space.

SCB: How is Ten-X active in the net lease space?

Scott Scurich: 'm the managing director of our net lease busi-
ness. Ten-X created a product last spring called Offer Select,
which utilizes the same technology and infrastructure as our
auction product, but is geared more towards a traditional real
estate transaction. There’s a due diligence period and there is
some level of negotiation between buyer and seller. This plat-
form is ideally suited for net lease assets because of the way that
they should, in theory, trade. It should be more of aliquid trans-
action and a faster transaction, and it’s one that really benefits
from using technology to make it more of an efficient trade,
almost like you would see something trade on the NASDAQ.

SCB: Who are the target buyers of those type of products?

Scurich: It’s the full spectrum of buyers. It is really designed to
make the process more efficient for the 1031 exchange buyer
and the private investor. The transparency we’re adding to the
process and the frontend due diligence that we are exposing
the buyer pool to — prior to them being under contract — ex-
pedites the ability for a transaction to close more quickly. The
buyers are more educated about the asset when they enter into
a purchase and sale agreement.

SCB: How is that different than a broker-direct relationship?

from your private individual to an institution, and all of those
different types of sellers behave a little bit differently in the
sale of an asset. Different brokers run a different process for
their transactions. That’s very difficult for a 1031 exchange
buyer when they’re on a very tight time frame and they have
a specific need that they’re trying to fill in a short amount of
time. A lot of them are not experienced or repeat real estate
buyers, so this may be the first time that they’re transacting in
real estate. We're standardizing the process and making that
process look the same from every type of seller. We’re working
with every broker that is on the platform so every property has
the same level of due diligence, and every property has a sale
agreement, every property has a title commitment run at the
beginning of the process. We're taking the uncertainty out of
the asset that we’re marketing and we’re making a very similar
process for all of these buyers so they can come to the site
and have full transparency on each asset. If they like something
they can make an offer online, they can find the purchase and
sale agreement online and they’re not waiting on the back and
forth of a seller being reactive to providing those documents.
It really adds a lot of efficiency to the marketing timeline. Ev-
ery asset that we have on the platform is marketed through a
broker, so we’re very broker-friendly and we’re really trying to
add to the brokers marketing process with out platform and
with our process and with our firepower that we bring to the
marketing of each asset. We're very broker-friendly, but we’re
also discussing these agreements with sellers and reaching out
to sellers, so we're talking to both parties, but every transaction
has a broker on it.
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