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Retail investment properties have historically been one of the favorite investments for both
institutional and private investors alike, providing current return plus the potential for additional
percentage rent based upon the individual store sales. Additionally, retail leases are typically crafted
on a net basis, so the tenant assumes his proportionate share of all operating expenses, limiting the
owner's exposure to increases in property related expenses. With tenants historically in expansion
mode, newer and larger stores were added to their inventory, capturing market share and driving
down vacancy rates to low single digit percentages in the most sought after markets. All good for the
retail investor: stable cash flow, the potential for increasing percentage rent and high occupancy
rates. The ownership and investment returns were safe and secure.
So what happens when the landscape is derailed by a few upstart Internet retailers who require no
physical presence (e.g. Amazon and eBay)? Nothing good for the traditional retail investor, if he is
unaware of the dynamic shift in the retail business model. 
Consumers are attracted to e-commerce retail purchasing due in part to convenience in terms of
time savings and comparison price shopping from various retailers. The Commerce Department
indicates that internet sales amount to approximately $200 billion of total retail sales in 2011, or
about 5% of total retail sales. Although a small percentage of overall retail sales, this percentage
has increased by 40% since 2007, dramatically outgrowing traditional retail sales of 4% over the
same period. Projected internet annual sales growth rates are estimated at 8.5% till 2016. If we
convert online sales for 2011, this would equate to approximately 400 million s/f of unnecessary
retail space based on typical sales volume per s/f. Not a small number, and a bit alarming in specific
retail categories. 
Retail segments that capture the bulk of consumer sales are electronics, apparel and hobbies
(inclusive of books and music). These categories comprise approximately 56% of all Internet sales,
and can be viewed as forming the base of the Internet sales triangle. Products within this base
share a common thread. They are typically price-sensitive goods with generally inexpensive
shipping and are hard to distinguish between various retail outlets. Retailers competing for sales
within this market segment have, in the past, specified large space designs to attract consumers
with an all-encompassing inventory and product selection. Office Depot is evaluating a revised store
concept reducing their typical square footage of 27,000 s/f to 18,000 s/f while maintaining an
Internet sales capability. One would expect the inventory of retailers within this segment to follow a
similar business model as they seek to maximize profit by reducing store size and operational costs
while increasing internet sales. 
While the future will be bright for the base retailers who modify operations to compete in the new
landscape, the anticipated reduction in retail space needs is a concern for investors owning
neighborhood shopping centers anchored or co-anchored by these retailers. Tenants downsizing,or



vacating a center will present unique issues of tenant replacement. Has the business model of the
past fundamentally changed? We have seen many examples of health clubs and deep discount
stores tenanting vacant space at steep discounts to historic rents. The profit margins of these
retailers simply do not allow the payment of the historic rents from the prior tenants. This does not
reflect a landscape of increasing rents and maintaining cash flow as in the past for the unsuspecting
retail investor.
By contrast, at the top of the pyramid are the urban flagship, grocery and health care related
categories. Flagship stores that take occupancy in an urban environment focus their efforts on
high-end street retailing. Fifth Ave. is an excellent example. What would be staggering rents in a
suburban market may be viewed as a combination of store rent plus brand marketing. The retailer's
goal is to advertise their product to a high demographic audience, and drive sales through the entire
store network, as well as through internet sales. Grocery related Internet sales comprise only 2% of
all Internet sales, with online sales declining. No one has quite figured out how to squeeze a
grapefruit through the internet, so the physical act of shopping for produce should remain constant.
Investors of grocery anchored neighborhood centers should fare better in terms of occupancy and
earnings over the long-term. Prime street retail in major metropolitan areas should continue to
outperform the market. 
It is estimated that a tenth of shopping centers may be currently obsolete, with Internet sales
potentially doubling this estimate over the next decade. Retail investments must be viewed in light of
the ongoing challenge posed by e-commerce, to avoid becoming an e-commerce casualty. 
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