INCENTIVE ENOUGH?

LANDLORDS ARE DEBATING THE USE OF TI PAYMENTS TO SWEETEN LEASES
By Steve McLinden
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ANDLORDS HAVE LONG USED THE TENANT IMPRCVEMENT
allowance to help retailers cope with the costs of operung stares, These
TI payments have, in fact, amounted to a deal-making tool for land-
lords, one they typically used with liecle fanfare. At least, this is the way
it was until thus past July, when apparel discounter Steve & Barey'’s
Chaprer 11 filing brought T1 payments tnro the spotlight and revealed
just how vital such incentives have been to the sustenance of the chain’s
unconventional business model,

The payments dried up in the aftermath of the credit crunch, and
Steve & Barry’s cash flow dried up with them. (New York City=based
Bay Harbour Management and York Capital Management took

over Steve & Barry’s in Auoust [story, page 52]). Court dogu.

menis show that the brunt of che earmnmg.
uf Sreve & Barry's, which sells most ems
for under $10 ac razor-thun profic mangan.,
came in the lorm of landlord T payments,
sume of which were estimared 1o be as

high as $7 mullion to $8 mullion, in the |

larger stores.

Landlords grant these and other mone-
tary mducements routinely ro help fill
empty spaces and generate fuor trathe.
Typcally, a landlord will pive 4 tenant o
set amount of money per square foot up
frone for unprovement or opening ex-
penses, then roll over some or all that mty
the length of the lease. The arrangement
15 akim 1o buying a house and simultane.

vusly addmyg a poul w i, then consolidat-
mg everything into the same note, says
Juseph Brady, managing director of retail
oursourcing services at Junes Lang LaSalle.

Tl payments can be an wdeal way for a
revailer to gain access to capwal that the
landlond gets at cheaper rates, says Brady
“They are a standard deal generator and

have been a perfectly acceptable pracuce
through the ennre retad food chan,”
Brady said. But the somewhat unusugl
structure of the Steve & Barry's deals,
where the company recewed up w $80 pes
sequare (oo, constituted a lughly apgressive
use of the Tl allowance and even Jemon-
strated a willingness on the pare of vomye
landlosds to act as a bank, he says.
Shopping center vwners, i luding
several lange rerarl REILTs, could lose wme
if nwoi all of chose improvement dollars 4.
unsecured creditors, says Howard David-
wwitz, chawman of Davidowirz & Associ-
ates, a New York Cuy-based retal con-
sulung and investment banking firm.
Even the commercial lending vt of
General Elecunic Co., a major Steve &
Bary’s lender and a secured creditor m the
banknupecy, wall get nowhere near a dullar-
for-dollar recovery on invesiment, he says.
"Sa where does that leave tandlords as un-
secured creditors?” Where indeed — un-
der Bay Harbour-York Caputal, Steve &
Barry's has asked landlords of surviving
skores i renegouiare leases for at least 25
percent less than what was previously
pard, Davidowsz says.



Whch sume exceptions, must mayor
shupping center REITS pay out far less in
tenant allowances than Steve & Barry's
recewed, usually between $10 and $20 per
square foor, sources say. Ths is consistent
with what Taubman Centers has given out
i mall tenant allowances over the past
five years. Taubman paud our $18.47 per
square foot w2007, $19.05 n 2006,
$19.84 i 2009, $19.02 in 2004 and
$13.37m 2003.

In Steve & Barry's case, landlowds es-
sentally boughe the tratfic-generaung re-
tatler with those overly generous tenanr
wnprovement allowances, and they did so
with eyes wide open, says Davidownz.
“They haud o weigh that aganst the sk of
not having an anchor score and the prob-
lems that would create with other ten-
ans," Davidownez said. “Thar's what they
were mast wornied about, in my view.”

Even in the wake of the Steve &
Barey's debacle, such payments are going
to become more prevalent, nur less, espe-
cally with current market realities being
what they are, says Davidowic:. “Every-
buody has read what Steve & Barry's gos,”
he said. “Now they know whar they can
ask for. Landlords are gowg 1 be furced o
make some business decisions that are
based un the lesser of two evils

Because Steve & Barry's became so
pupular so fast, some landlords neglecred
todo their inancial homework beloee dis-
bursing such large renant allowances, says
Mez R Birdie, director of NAI Realvests
Retail Investment Services, of Mastland,
Fla. Though renant wnprovement al-
lowances remain a good mvestment n
must nstances, “if you have a recailer
with flat or declining comp-store sales
and you stll continue to give out big con-
cessions, you're traveling on a slippery
rad,” Birdie said. “Free rent and conces-
s1ons are meaningless if the recailer sn’t
able to gencrare sales.” Even though the
current market demands more anchor
concessions, “you simply can't give the
tarm away, and that's what happened n
the case of Steve & Barry's,” Birdie said
"No martrer how artractive the rent 1s,
[tenants] still need to have some skin 1
the game, some kind of risk factor. The
tenant has ro have a respectable halance
sheer ro make it worthwhile for the land-
lord." Most privately held recailers will

divulge their inancials “but the landlord
veally has to push for them sumenimes,”
Birdhe said.

The retail REITs concerned were un-
willing o discuss cheir T1 policies ar the
specthes of thew Steve & Barry's deals. But
10 a November 2006 SCT story on tenant
creditworthiness, Robert Williams, senior
vice president of development and leasing
ar Macenich, saul teams of uts asset man-
agers rypically grade tenants on a nisk scale
af 1 to 10 but then factor in the inpor-
tance of that rewailer 1o the center’s mer.
chandusing plan.

Usually, the T1 numbers balance vur
and make sense for both landlords and
tenants, Brady says. “In a typical transae-
twn, the capical that the tenant gets will
not make or break that retailer,” he said.
That chese allowances have raken such a
prumunent place 1o trade news 1s further
ndication that the Steve & Barry* situa-
ton 1s an anvmaly, says Brady, who was a
reguonal vice president of development ar
Hollywood Entertainment. “Even with
that situation, | don't thunk lenders are pu-
g to rase a red flag and say, ‘No more big
tenant allowanges.’ "

A Merill Lynch report ssued June
says thar CBL & Associares Properties,
Feldman Mall Properties, Glimgher Re-
alty Trust and Westiield Group had the
greatest physical expusure ro Steve &
Barry’s, which at the tume was a tenant
at roughly a quarcer of thew malls, ur
more. In dollar terms, Steve & Barry's
revealed that i owed $2.2 millon o Se
mon Properey Group, $1.2 mullion to
General Growth Properties, $1.2 mul-
Lion 1o CBL & Associates and $812,000
to Westfield,

[nv & second-quarter hling, Ghimcher
lawd our a worst-case scenario 1n which a
reyection of all us Steve & Barry's leases
and closure of all the retailer’s stores i the
porrfubo would cost the landlord $1.5 mil-
hon in base rent and an additional $1 mil-
lion un nonlquid write-offs assuciated with
lease inducemens.

Birdie says center uwners are likely to
vet privately held anchor cenants mare
carefully now, no matter how *hor* they
might seem to be. “If you have a second-

generanon space that 15 not revenue.
producing, you certainly want to have it
occupied and generating income, so the
tempration 1s always there,” he said.
“But you can't give financial incentive
to renants where the economics dun't
make sense.”



