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2017 Outlook

Consumer Optimism Buoys Net-Leased Sector 
But Rising Interest Rates Spur Buyer Recalibration

Positive economic momentum carries into 2017, driven by 
confident consumers. Boosted by the resurgent consumer, the 
economy maintained momentum to perform admirably in 2016 fol-
lowing a slow start to the year. This trend will likely carry into 2017 
as consistent job creation across a wide array of employment sec-
tors provides momentum for the economy while compressing the 
unemployment rate. Meanwhile, tight labor markets are translating 
into more robust wage growth, with the latest employment report 
showing an annual increase in average hourly earnings of 2.8 per-
cent. These economic trends have given way to a tremendous rise 
in consumer confidence, particularly following the election, with the 
measure at its highest level since 2000. As a result, steady eco-
nomic growth will likely be supported through 2017, benefiting a 
wide range of single-tenant net-lease concepts that will dominate 
the development pipeline over the coming year.

• Job growth remains steady, with gains averaging 195,000 po-
sitions per month over the past year. As a result, the unemploy-
ment rate fell to 4.7 percent, the lowest level since 2007.

• Consumer Sentiment posted its highest level since 2000, with 
expectations also elevated. The index is 11.9 percent above the 
average reading since the survey began.

• Core retail sales vaulted 5.7 percent year over year in February, 
highlighting the strength of consumers. Lead growth categories 
include e-commerce, food and drink establishments, and health 
and personal care stores.

Rising interest rates spark investor recalibration. The post-
election interest rate surge forced many investors to reconsider 
their strategies, though the limited use of leverage by net-leased 
investors tempered the pullback in transactions. Still, the pro-
nounced downward pressure on net-leased asset yields during 
the cycle has flattened in response to higher interest rates. The 
popularity of these assets, particularly among investors exchang-
ing out of more-management-intensive assets, will minimize any 
upward pressure on cap rates. Properties in good locations in ma-
jor metros backed by strong credit and long lease terms remain in 
demand, though declining velocity in other property sectors could 
reduce exchanges. One variable of particular consideration for net-
leased assets will be the future of the section 1031 tax-deferred 
exchange, with activity potentially increasing over the coming year 
due to uncertainty regarding potential changes to the statute. The 
scrutiny of this provision by Capitol Hill amid a broader tax reform 
plan is raising concerns among investors and developers, but little 
guidance on the future of this tax provision has yet emerged.

• Net-leased properties recorded a 3.9 percent advance in the av-
erage asking rent last year, more than doubling the pace of multi-
tenant shopping centers over the same period. 

• Asking rents in net-leased properties are less than 2 percent be-
low the pre-crisis peak, averaging $19.62 per square foot na-
tionwide.

• Over the past three years, development has averaged 44 million 
square feet, while net absorption has averaged 66 million, pro-
viding a strong tailwind to the segment.
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United Congress and presidency set aggressive agenda based on 
tax cuts and deregulation. Bond yields moved higher at the end of 2016 
on the expectations for greater growth and inflation. In addition, equity mar-
kets surged, propelled by the prospect of a simpler, lower corporate tax rate 
system. While these moves have boosted investor sentiment, a shift in buyer 
and seller expectations is underway in the net-leased space as investors 
contemplate the outcomes of potential policy changes. The possibility of a 
major tax overhaul, combined with the rise in interest rates, has formed a 
gap between buyers and sellers. Until greater clarity emerges, the pace of 
closings could slow.

• Tax policy discussions are evolving, with initial reports involving a system 
of lower overall rates for both corporations and individuals.

• Regulatory reform centers around removing regulations in multiple indus-
tries including finance, energy, healthcare and manufacturing. An initial 
executive order formed a task force to begin the process of eliminating 
duplicate or unnecessary regulations not passed by Congress.

Tightening spread between cap rates and borrowing rates emerges 
as buyers remain active. While longer-term interest rates have recently 
stabilized, it is anticipated that the Federal Reserve will continue to raise 
short-term interest rates throughout the year. Combined with intensifying 
inflation expectations, mortgage rates are likely to increase in the year ahead 
as well. These two factors have narrowed the spread between 10-year Trea-
sury rates and average cap rates from 560 basis points in 2011 to 360 basis 
points at the end of 2016.

• Rising inflation, powered by strong gains in oil and commodity prices, 
pushed the consumer price index up 2.5 percent over the past year. 

• The Federal Reserve has signaled its intention to raise its benchmark in-
terest rates two additional times this year. The increase of the Federal 
Funds rate in March underscores this intention. 

Developers favoring net-leased properties amid tight vacancy and 
strong demand from a variety of tenants. Throughout the current busi-
ness cycle, builders have overwhelmingly delivered projects favoring sin-
gle-tenant concepts, particularly in the quick-service restaurant, pharmacy  
and dollar-store segments. Broadly, single-tenant offerings have accounted 
for more than 80 percent of retail construction since 2009, up from below 70 
percent before the recession. Despite the upswing of net-leased deliveries, 
demand for spaces remains well ahead of supply growth, with net absorp-
tion exceeding development by an average of nearly 16 million square feet 
annually since 2010. As a result, vacancy has fallen 240 basis points to 4.8 
percent nationwide during this time. This level is 100 basis points below the 
pre-recession peak, underscoring the vast improvement in the sector.

• Retail sales remain constructive for net-leased development, with core 
retail sales rising 5.7 percent in March on a year-over-year basis. Growth 
was particularly strong in the health and personal care and food service 
and drinking establishment categories, with year-over-year gains of 8.5 
percent and 5.6 percent, respectively.

• For 2017, store openings will be led by the dollar-store segment in 2017. 
In addition, consistent expansion in the fast-food sector will continue over 
the coming year. 

• After Walgreens’ management reworked the details of the pending Wal-
greens/Rite Aid merger, approval is likely to occur in July. The renewed 
offer involves selling 1,200 Rite Aid locations to Fred’s in order to gain 
antitrust approval.
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Brand Credit Rating U.S. Locations

Auto Parts

Bridgestone/Firestone A 1,600

O'Reilly Auto Parts BBB+ 4,712

AutoZone BBB 5,839

Advance Auto Parts BBB- 5,185

Pep Boys BB+ 804

Dollar Stores

Dollar General BBB 13,205

Dollar Tree / Family Dollar BB+ 14,284

General Retail

Wal-Mart AA 11,593

Sherwin-Williams A 4,180

AT&T BBB+ 16,000

Verizon Wireless BBB+ 2,330

Mattress Firm B+ 3,482

Office Depot/Max B- 1,441

Pharmacies

CVS BBB+ 9,987

Walgreens BBB 8,185

Rite Aid B 4,547

Quick Service Restaurants

Dairy Queen AA 4,800

Starbucks A- 25,085

Chipotle BBB+ 2,250

McDonald's BBB+ 36,899

Yum Brands BB 43,085

Burger King B+ 20,351

Wendy's B 6,503

Carl's Jr./Hardee's B- 3,000

Fast Casual

Chili's BBB- 1,652

Darden Restaurants BBB- 1,541

Red Lobster BBB- 700

Bloomin’ Brands BB 1,270

Applebee's B 2,033

Ruby Tuesday B- 546

1% 10%2% 3% 4% 5% 6% 7% 8% 9%0% 11% 12% 13% 14% 15%

Closed Cap Rate Range by Brand*

* For transactions closed in 2016
Sources: CoStar Group, Inc.; CreditNtell; company sources

Cap rates shown above are representative of deals that closed in 2016. Actual yields will vary by location, tenant, lease terms and other considerations. Locations sourced 
from CreditNtell for public companies and company websites for private companies.
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Capital Markets
By WILLIAM E. HUGHES, Senior Vice President, Marcus & Millichap Capital Corporation

The information contained in this report was obtained from sources deemed to be reliable. Every effort was made to obtain accurate and complete information; however, no 
representation, warranty or guarantee, express or implied, may be made as to the accuracy or reliability of the information contained herein. This is not intended to be a forecast 
of future events and this is not a guaranty regarding a future event. This is not intended to provide specific investment advice and should not be considered as investment ad-
vice. Sales data includes transactions valued at $1,000,000 and greater unless otherwise noted. Marcus & Millichap is not affiliated with, sponsored by any commercial tenant 
or lessee identified in this advertisement. The presence of any corporation’s logo or name is not intended to indicate or imply affiliation with, or sponsorship or endorsement by, 
said corporation of Marcus & Millichap, its affiliates or subsidiaries, or any agent, product, service or commercial listing of Marcus & Millichap, and is solely included for infor-
mational purposes only. Sources: Marcus & Millichap Research Services; Bureau of Labor Statistics; ChainStoreAge.com; CoStar Group, Inc.; Moody’s Analytics; International 
Council of Shopping Centers; Real Capital Analytics.
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Recent Marcus & Millichap Transactions

• Trends that emerged at the end of last year will carry forward into 
2017 and impact financing of retail single-tenant properties. An 
increase in the yield on the 10-year U.S. Treasury following the 
election is encouraging many borrowers to reassess pricing and 
potential returns. Additional upward pressure on long-term rates 
could limit the extent of additional price increases and place up-
ward pressure on cap rates. Whether investors are seeking to ac-
quire assets or refinance in the next several months, lenders will 
likely resist overextending leverage and will maintain debt-cover-
age ratios for all but the best credits at a minimum of 1.25X.

• National banks are the most active lenders across the net-leased 
space, providing financing for both private parties and large insti-
tutions. Leverage for retail single-tenant assets ranges up to 75 

percent with interest rates hovering between 3.75 percent and 
4.5 percent depending on terms, strength of borrower, property 
location and tenancy. Community and regional banks are more 
flexible, providing creative financing options for local borrowers 
or familiar assets. 

• Financing through life insurance companies remains an option 
for investors less concerned about leverage and focusing on 
flexible options and longer terms. CMBS originations, in partic-
ular, are lagging behind other capital sources because of rigid 
structures including borrowing entities, prepayment penalties 
and warm body carve-outs. Life insurance companies prefer to 
lend on high-quality, trophy retail single-tenant assets to borrow-
ers who intend to hold for extended periods.

Property Name
City,
State

Sales
Price

Price per
Sq. Ft.

Cap
Rate
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Walgreens Clinton, CT $6,272,727 $459.54 5.50%

Golden Corral The Villages, FL $5,760,000 $496.30 6.25%

CVS Coral Springs, FL $4,550,000 $400.78 4.40%

IHOP Amarillo, TX $4,000,000 $1,053.19 6.25%

McDonald’s Baldwin Park, CA $3,750,000 $963.76 3.63%

Wendy's Chino, CA $3,500,000 $967.65 4.76%

Aldi Cottage Grove, MN $3,030,000 $151.30 6.28%

Advance Auto Parts Nashville, TN $2,606,663 $377.94 6.45%

Olive Garden San Marcos, TX $2,540,000 $508.00 5.00%

Red Lobster Hattiesburg, MS $2,276,079 $399.73 6.20%

Del Taco Bakersfield, CA $2,250,000 $829.95 4.27%

Dollar General Emmitsburg, MD $2,139,700 $237.69 6.41%

Applebee's Avon, IN $1,930,000 $377.99 5.33%

Arby's Waycross, GA $1,876,000 $586.25 6.17%

Five Guys Wooster, OH $1,800,000 $467.53 6.75%

Dollar General Anderson, IN $1,628,000 $178.90 6.50%

Taco Bell Brewton, AL $1,476,500 $614.44 5.45%

Rite Aid Otisville, MI $1,417,665 $141.71 8.05%

Burger King Salem, MO $1,330,000 $341.81 5.90%

Starbucks Murphy, TX $1,316,000 $731.11 5.25%

Taco Bell Bristol, TN $2,200,000 $843 5.40%


