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ommercial real estate

lenders are looking

more closely at orig-

inating retail loans,

a significant turna-

round for a sector
that has long been a poster child for the
impact of overbuilding and aggressive
pricing. While there is a growing sense
that the worst of the sector’s troubles
are behind it, lenders are wary of the
potential impact of a near-term reces-
sion.

There are two significant metrics
causing lenders to consider retail lend-
ing opportunities more seriously: sup-
ply and demand and relative pricing.

“New construction in retail has
been remarkably subdued over the last
decade, so vacancy rates should remain
relatively low barring a severe econom-
ic recession,” says James Bohnaker,
senior economist at Chicago-based
advisory Cushman & Wakefield. “Ad-
ditionally, recent pricing increases for
retail assets during 2020 and 2021 were
not as aggressive as other sectors.”

Price increases in the industrial and

Minding
the shop

Subdued levels of new retail supply over the past

decade means lenders bave one eye on the sector — and

one eye on a potential recession,

multifamily sectors translated into cap
rates in the low-4 percent range. By
comparison, cap rates are in the mid-
5 percent range for retail. “There re-
mains potentially more opportunity for
investors to yield positive returns given
the retail pricing relative to other as-
sets,” Bohnaker says.

Shopping centers are presenting a

writes

particularly interesting opportunity
as vacancies dropped 20 basis points
to 5.9 percent from the second to the
third quarter — the lowest level since
2007. Additionally, average asking
rents rose by 1.4 percent quarter over
quarter to $22.77 per square foot, ac-
cording to Cushman data. These met-
rics will allow potential investors and
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lenders to have a positive outlook for
ongoing income growth over the next
several years, Bohnaker says.

‘While retail is not immune to rising
rates or a recession, these metrics will
allow potential investors and lenders
to be optimistic about ongoing income
growth over the next several years,
Bohnaker says.

There is a growing sense among
sponsors that the sector has weathered
the worst of a storm that began long
before the covid-19 pandemic.

Tingting Zhang, founder and CEO
at Los Angeles-based commercial real
estate lender and investor TerraCotta
Group, is actively looking at potential
lending opportunities in the sector.
Demand for brick-and-mortar retail
assets has been underestimated, espe-
cially with the relatively slow pace of
new stock coming online following the
Global Financial Crisis, she explains.

TerraCotta’s view on retail heading
into any oncoming recession continues
to be optimistic because of the multi-
ple cycles the sector has gone through
in the last 20 years. As a lender, Zhang
believes the most favorable retail as-
sets will be recession-proof concepts
and services, including grocery stores,
hair stylists and a tenant base that has
outlasted previous e-commerce waves
alongside pandemic volatility.

Chris Coiley, first senior vice-presi-
dentand head of commercial real estate
lending at Wayne, New Jersey-based
Valley Bank, says retail notably does
not sit at the bottom of the sector pri-
ority deck when it comes to partici-
pating in deals to keep a given lending
book active.

Jason Hernandez, managing direc-
tor and head of US debt at New York-
based Nuveen Real Estate, notes that
in today’s market a significant portion
of new originations are being directed
toward multifamily assets and other
similar, stable property types. Nuveen
is also seeing viable opportunities in
the retail space, particularly in needs-
based portfolios.
lender’s

From a perspective,

Hernandez says sponsor quality and
general liquidity top the needs list
when Nuveen is considering a new
opportunity. “We want to be in larger
liquid markets,” he says. “If it feels like
you are taking liquidity risk in retail,
we don’t want to compound that with
business plan risk.”

TerraCotta Group follows a sim-
ilar strategy. “We don’t lend to retail
centers unless the property is in the top
quartile in terms of its location score,
which is a proprietary methodology we
use to force-rank the subject property’s
location factors against the peer group
in the sub-market,” Zhang says.

Performance benchmarks

While the retail sector has changed
substantially over the past 10 years, the
way lenders evaluate potential oppor-
tunities has not.

“Retail fundamentals really haven’t
changed a whole lot, especially the
neighborhood centers,” Zhang says.
“It’s by and large dependent upon the
consumer behaviors of the local res-
idents, and we tend to benchmark
against the retail asset performance
during the Global Financial Crisis.”

Greg Michaud, head of real estate
finance at Atlanta-based Voya Invest-
ment Management, says one of the
key metrics for assessing a viable retail
lending opportunity is diving into ten-
ant issues and seeing how much rent
relief was given and then seeing how
much the borrower received during
periods of volatility. In situations where
nothing or next to nothing was given,
such assets are more likely to be stable
in the future.

Michaud notes past tenant bank-
ruptcies are another factor, particu-
larly looking at how quickly an asset
was able to re-tenant a space after
losing a major tenant. As one exam-
ple, Michaud says Voya is looking at
one deal in Atlanta right now where a
major grocery anchor is seeking a new
10-year lease with two years remaining
on its current contract. Even with an-
ticipated recessionary signals present,

Voya is willing to take the risk with
the brand because he knows one of its
many grocery peers would take the lot
if it turned over simply because it is
well-located and highly trafficked.

Bohnaker says the biggest risks for
retail lenders are more tied to the broad-
er macro and interest rate environment.
“Once there is more clarity on where
the Fed is taking rates, that should al-
low for stabilization in debt markets and
more clarity on market clearing prices,
both of which are needed for transac-
tions to ramp back up,” he says.

One more thing to note: store open-
ings by retailers this year are outpacing
closures for the first time since 2017,
he adds.

As the US moves into what is wide-
ly expected to be a period of distress,
Bohnaker notes that buyer profiles also
change and shift considerably during
periods of market disruption. “We’ve
seen institutional investment managers
and public buyers take to the sidelines,
while private buyers have grown rela-
tively more active, attracted to yield
with a long-term investment perspec-
tive — many of these buyers are able to
buy either all cash or with low lever-
age,” he says.

As  retail
Bohnaker says the sector is becoming

continues to evolve,
less about traditional anchors and more
about consumer experiences rang-
ing from fitness to social activities to
unique entertainment options. Retail-
ers have gotten smarter — and will con-
tinue to do so — about store locations
and design, and consumers seem to be
re-enthused about the in-person shop-
ping experience.

At this point, the retail tenant pro-
file is still healthy compared to previous
recessions where there were waves of
store closures and bankruptcies. “There
are a handful of troubled retailers out
there, but not enough that would war-
rant severe disruption in tenant de-
mand,” Bohnaker says. “This should
allow the retail fundamentals to remain
relatively healthy despite a period of
weaker corporate earnings.”
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