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S ingle tenant net lease prop-
erties remain a hotbed of 
activity in the commercial 

real estate industry. And market fun-
damentals point to continued strength 
in the sector.

Yet sentiment has begun to soften 
ever so slightly based on the respons-
es to NREI’s second annual exclusive 
survey of the net lease real estate sec-
tor, which was conducted in February. 
Rising interest rates and general eco-
nomic uncertainty remain concerns, as 
does the lack of stability in Washington 
emanating from the chaos of the new 
Trump administration.

While respondents are hoping for 
the best in terms of the investment 
climate, it’s unclear whether Trump’s 
economic agenda will ultimately help 
or harm net lease development and 
investment.

Existing sentiments
While respondents to our survey indi-
cated that there remains healthy appe-
tite for net lease properties, the sen-
timent dampened slightly compared 
with 2016. This year, 13 percent of 
respondents said there is too much sup-
ply on the market for investment—up 
from 7 percent in 2015. Overall, 35 per-

from 48 percent). Meanwhile, 19 per-
cent said it is more widely available 
(down from 32 percent) and 21 percent 
said it is less available (up from 10 
percent).

On the development front, 43 per-
cent of respondents said there is the 
“right amount” of development, up 
from 36 percent in 2016. Another 25 
percent said there is “too little” (down 
from 35 percent), while only 11 percent 
said there is “too much,” up from 10 
percent.  Another 19 percent said they 
were unsure vs. 22 percent a year ago.

Challenges and 
opportunities
As part of the survey, we asked respon-
dents to write about what they saw as 
the biggest changes in the space from 
12 months ago and what they saw as the 
biggest opportunities and challenges for 
the net lease sector. 

By far the change noted by most 
respondents was the interest rate envi-
ronment. And some uncertainty about 
what lies ahead may be leading to a last 
spike in deals.

“There seems to be a greater sense of 
urgency among investors and develop-
ers,” one respondent wrote. “They seem 
to sense that activity will not last long.”

cent said there is the “right amount” of 
supply, which is essentially unchanged 
from last year’s 36 percent figure. 
Meanwhile, 29 percent said there is “too 
little” supply, down from 35 percent a 
year ago. 

Respondents estimate current cap 
rates for net lease properties to be 
at about 6.0 percent. But there is a 
strong expectation that cap rates will 
increase—which represents a shift 
from last year’s survey. This year, 69 
percent expect an increase, up from 42 
percent in 2016. Meanwhile, only 20 
percent expect no change, down from 
48 percent a year ago. In addition, just 
11 percent of respondents said cap 
rates will decrease, which is in line with 
last year’s survey.

In terms of money chasing deals, 48 
percent of respondents said they would 
characterize the availability of equity 
in the net lease sector as unchanged 
from a year ago. An additional 26 per-
cent said equity capital is more widely 
available, while only 11 percent said it 
is less available. 

On the debt side of the equation, 
respondents indicated some tighten-
ing compared to 2016. There, 46 per-
cent said the availability of debt is 
unchanged from a year ago (down 

Hanging In
Although signs of softening are emerging, the net lease sector remains healthy.

By David Bodamer



Figure 1: Respondents identified medical office/healthcare and industrial 
as the sub-sectors with the best outlook for net lease assets.
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An increase in interest rates is 
already causing cap rates to creep 
higher and there could be more price 
adjustments ahead for 2017.

“Going into this year, the big ques-
tion mark is going to be how much 
the recent rise in interest rates is going 
to affect the single tenant market, 
as well as investment sales overall,” 
says Britton Burdette, a director with 
the Stan Johnson Co. in Atlanta. 
During the fourth quarter, the 10-year 
Treasury yield increased about 80 
basis points from 1.63 percent at the 
start of October to 2.45 at year-end 
and it continues to hover around that 
same level.

Pricing on net lease assets has been 
at all-time highs for the past two to 
three years, and many in the industry 
believe that higher interest rates will 
likely have a cooling effect on pric-
ing and cap rates. In fact, there are 
signs a correction is already starting 
to occur. According to a fourth quar-
ter report released by The Boulder 
Group, a Northbrook, Ill.-based real 
estate services firm specializing in sin-
gle tenant properties, cap rates for the 
single tenant net lease sector increased 
or remained the same for all three asset 
classes during the fourth quarter. Retail 
cap rates climbed a slight 9 basis points 
to 6.19 percent—their first increase 
since the third quarter of 2013. Cap 
rates for the industrial sector increased 
by 3 basis points to 7.17 percent, while 
cap rates in the office sector remained 
unchanged at 7.08 percent.

It is still a bit early to gauge the 
full impact of higher interest rates. 
“Overall, it hasn’t had a huge effect 
on demand or pricing quite yet. But 
that is something that we certainly 
expect to see a little later down the 
road,” says Gary Chou, first vice pres-
ident and senior director at brokerage 
firm Matthews Real Estate Investment 
Services in Los Angeles.

For example, among the 40 to 50 
active deals that Chou is working on 

currently, the increase in interest rates 
has only had an impact on one or two 
deals. There are a couple deals coming 
together where the buyer came in very 
aggressive and then re-evaluated their 
offer due to higher financing costs, he 
adds. “So it has had an effect, but it 
hasn’t had a drastic effect yet,” he says.

It also remains to be seen wheth-
er a shift in pricing expectations will 
slow sales activity. “Buyer demand is 
still very strong. There is still a lot of 
liquidity on the sidelines chasing solid 
assets,” says Chou. That being said, 
single tenant transaction volume has 
declined compared to the near record 
highs achieved in 2015. That could be 
a reflection of the bull run the market 
has been on in recent years, with a 
lot of opportunistic sellers that have 
already pulled the trigger and complet-
ed transactions.

Last year was another strong year 
for single tenant investment sales, with 
total transactions of $54.1 billion—on 
par with 2014. However, that volume 
fell short of 2015 by about 16 percent, 
according to research firm Real Capital 
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‘‘There seems 
to be a greater 

sense of urgency 
among investors and 

developers,” one 
respondent wrote. 

“They seem to sense 
that activity will not 

last long. ’’



office/healthcare scored 37 percent on 
that question, followed by drugstores 
and industrial (both at 36 percent). 
Those sub-sectors were followed by 
restaurants/fast food (29 percent) and 
convenience stores (20 percent). Auto 
and fitness tied for the lowest score at 
4 percent each.

The results were largely in line with 
the 2016 numbers. The sector that 
moved the most was industrial, which 
saw its favorability numbers jump in 
both questions.

Rite Aid divestitures
In a deal announced in late 2016, 
Walgreens Boots Alliance said  it would 
sell more than 1,000 Rite Aid locations 
to help it meet regulatory approvals 
before completing its planned $7.4 bil-
lion merger and expanding its footprint 
across the United States.

But in an environment where retail-
ers across all categories are feeling the 
effects of previous years of overbuild-
ing, industry insiders are left won-
dering who will buy the properties, 
and how the stores will be used after 
they are divested. Virtually no Rite-
Aid stores changed hands during the 
third quarter of 2016, according to data 
from Calkain, a research firm based in 
Herndon, Va. Owners of net-leased 
Rite Aids were likely holding onto their 
properties until they understood how 
the proposed merger with Walgreens 
would evolve, says Vinky Marolia, a 
research analyst with Calkain.

Cap rates on both Walgreens and 
CVS stores increased by 58 basis points 
and 46 basis points, respectively, from 
the previous quarter, according to 

grocery stores (27 percent), auto (19 
percent), government (16 percent) and 
fitness (16 percent).

In terms of those property types, 
respondents ranked medical office/
healthcare and industrial as having the 
best outlook, giving both sectors scores 
of 3.8 on scale of 1 to 5. That was fol-
lowed by convenience store/discount 
(3.5) and grocery stores and drugstores 
(both at 3.4). But, generally, the out-
look for all net lease property types 
was fairly consistent. Every sub-sector 
ranked between 3.0 and 3.8.

Those results roughly match what 
respondents said were the property 
types in greatest demand. Medical 

Analytics (RCA), which tracks single 
tenant property sales valued at $2.5 
million and higher.

Medical offices, 
drugstores lead the way
Respondents to the survey work across 
the spectrum of net lease property 
types. The most prevalent net lease 
property type identified was indus-
trial (45 percent). That was followed 
by restaurants/fast food (44 percent), 
office (42 percent), medical office/
healthcare (37 percent), drugstores (37 
percent), miscellaneous retail (36 per-
cent), convenience store/discount (33 
percent), bank/financial (29 percent), 
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Figure 2: The number 
of respondents saying 
there is too much net 
lease supply doubled 
in 2017, although it 
remained a minority 
opinion. 0% 20% 40% 60% 80% 100%
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Figure 3: Respondents to this year’s survey identified medical office/
healthcare, drugstores and industrial as the assets experiencing the 
greatest demand.  
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Calkain data. Sales of Rite Aid loca-
tions made up only 13.0 percent of all 
transactions. During the period, Rite 
Aid units experienced a 67 basis point 
drop in cap rates, a rate movement that 
is uncharacteristic for the retail phar-
macy sector.

Investors began buying Rite Aid 
locations again in the fourth quarter. 
Going forward, some industry pro-
fessionals believe that 1031 exchange 
investors are likely to be among the 
most active Rite Aid store buyers, 
according to Tim O’Brien, managing 
partner at Calstar Partners, a real estate 
services firm and investor based in 
Laguna Niguel, Calif.

“They have to buy a property 
within a certain time frame to com-
plete their exchanges,” O’Brien says. 
He adds that such investors end up 
overpaying for the properties—which 
trade at between $200 and $400 per 

sq. ft., according to Calkain,—because 
they are under deadline pressure to 
complete their exchanges within the 
legal window. Calstar, a more strategic 
buyer, would consider $200 per sq. ft. 
a worthwhile price for a Rite Aid loca-
tion, O’Brien notes.

Much of the subdued trading of 
Rite Aid properties stems from the 
fact that Walgreens has not identified 
which Rite Aid stores it will divest of or 
close during the merger.

Rite Aid properties have always 
traded at higher cap rates than 
Walgreens or CVS units because the 
company has not had a lot of new store 
development in the last 20 years. The 
company has a weaker credit profile 
than its two larger peers in the busi-
ness, according to John Feeney, a vice 
president at Boulder Group, but Rite 
Aid properties have several important 
merits independent of being fodder for 
1031 exchanges. The stores are usual-
ly triple-net-leased and often occupy 
high demand corner locations. That 
might explain why cap rates on the 

properties have generally been drop-
ping, even if cap rates on Walgreens 
and CVS properties are still tighter, 
according to Calkain’s data. n

Beth Mattson-Teig and Donna Mitchell 
contributed to this report.

Research Methodology: 
The NREI research report on the 
net lease sector was completed via 
online surveys distributed to readers 
of National Real Estate Investor in 
February. The survey yielded 371 
responses. Recipients were asked 
what regions they operated in 
(and were allowed to select mul-
tiple regions). Overall, 47 percent 
said they operated in the South, 
along with the East (44 percent), 
the Midwest (41 percent) and the 
West (47 percent). Approximately 63 
percent of respondents are investors 
and/or developers. More than half of 
respondents (54 percent) hold the 
titles of owner, partner, president, 
chairman, CEO or CFO.

‘‘Buyer demand 
is still very strong. 
There is still a lot 
of liquidity on the 
sidelines chasing 
solid assets. ’’

Figure 4: Expectations on cap rates have shifted in the past 12 months. 
Overall, 63 percent of respondents expect to see an increase. 

60

50

40

30

20

10

0

%

Rise
 by

 10
0 b

ps
 or

 m
ore

Fa
ll b

y 1
00

 bp
s o

r m
ore

Rise
 by

 80
 bp

s

Rise
 by

 60
 bp

s

Rise
 by

 40
 bp

s

Rise
 by

 20
 bp

s

Fa
ll b

y 2
0 b

ps

Fa
ll b

y 4
0 b

ps

Fa
ll b

y 6
0 b

ps

Fa
ll b

y 8
0 b

ps

No c
ha

ng
e

n 2017      n 2016


