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US MALL REITS: DIVERGING PATHS AND CHANGING TIDES

Digital disruption is a function of modern society and retail real estate has been one 

of the sectors where changing consumer habits have forced participants to adapt or 

face extinction.

A review of the last 10 years in the US mall sector 

shows the diverging paths of high-quality mall 

operators versus their lower-quality peers.  Ironically, 

under the strain of rapidly-changing market forces 

A-malls (malls that generate sales per square foot 

over $400 per annum) have emerged in even 

stronger shape than has been the case historically. 

The focussed efforts on maintaining dominance has 

not only resulted in outperformance between high-

productivity and low-productivity malls, but has also 

resulted in outperformance relative to other property 

sectors where the threat of disruption has not been 

so prevalent.
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Figure 1: Long-term Total Returns in the US retail REIT sector, 2006-16
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US Mall REITs: Diverging Paths and Changing Tides

Recent negative sentiment around store closures 

has extended beyond low-productivity operators, 

and investors have begun to question whether 

A-malls will be able to withstand a fresh bout of 

bankruptcies and store closures. Department stores, 

in particular, have come under scrutiny. While this 

tenant category typically occupies a third of total 

leasable floor space, they pay less than two per cent 

of the overall rent.

This paper aims to provide a perspective on the 

A-mall retail real estate market in the United 

States as well as determine whether valuations are 

appropriate given the evolving retail landscape.

75 

80 

85 

90 

95 

100 

105 

Oct-16 Nov-16 Dec-16 Jan-17 Feb-17 

Source: Bloomberg, 24 February 2017

Sep-16 

US REIT Market High Quality - SPG Low Quality - CBL 

Figure 2: Short-term Total Returns, US retail REIT sector, 2016-17
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Defining the retail real estate landscape

DEFINING THE RETAIL REAL ESTATE LANDSCAPE

In the United States, there are roughly 8 billion 

square feet of retail real estate, of which 1.2 billion 

or 15 per cent can be defined as high quality 

institutional space. High-quality is typically defined 

as retail assets that generate above $400 of sales 

per square foot. Of the high-quality retail assets, 

60 per cent is open-air format and 40 per cent 

are enclosed malls. As a result of their first mover 

advantage and access to capital, listed REITs own 

the vast majority of A-malls in the US which they 

themselves have built over the last three decades.

There are 1,034 enclosed malls in the US. 

The top 200 malls represent nearly 70 per cent 

of property value, contrasted to the bottom 

400 malls representing only five per cent of value. 

It is therefore appropriate to be discerning when 

referring to the retail real estate market in general. 

Source: Wells Fargo Securities, LLC Estimates, 22 March 2017
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Figure 3: Top 20% of Regional Malls Represent Nearly 70% of Industry Asset Value

“ Investors need to look through the noise and be more discerning. The 
bifurcation between high-productivity and low-productivity malls is 
clearer than ever, yet markets are painting all retail with the same brush.”
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Ever-evolving fashion and store closures

Dealing with struggling retailers is not a new issue 

facing the mall sector. Fashion, by design, ebbs 

and flows with consumer preferences and as a 

result tenant churn has been a feature of the retail 

environment since its genesis. Figure 4 shows the 

current top 10 tenant list for the world’s largest 

listed property landlord Simon Property Group (SPG) 

versus 10 years ago. Notably only half of the top 

tenants remain in the list today.

News headlines around store closures, which were 

large by number of stores in 2015 and large by total 

floor space today due to department store closures, 

have resulted in mall share prices underperforming. 

As retailers aim to right-size their platforms, a 

large number of stores have closed or have been 

earmarked for closure. 

However closures in high-productivity malls tend to 

be a small fraction of announced closures as these 

stores are generally profitable. SPG has had to deal 

with 90 store closures over the last five years of 

which only two remain vacant today. Demand for 

the best space remains strong as evidenced by the 

company’s 97 per cent occupancy level.

While the natural evolution of fashion is evident 

on changing tenant lists, malls have also seen the 

introduction of new categories in the market. 

Food and beverage operators have been the most 

significant in taking space, benefiting the mall 

through increased dwell-time and footfall. Non-

traditional categories have also made a strongly 

successful foray as evidenced by Tesla taking 

showroom space next to traditional fashion brands.  

Technology companies historically occupied distant 

corners of the mall, but today Apple stores are 

positioned at the epicentre and many retailers cite 

the benefit from the halo-effect of having line-of-

sight to the tech-giant. 

There is little doubt that 10 years from now 

malls will have new categories that emerge and 

dominate the top 10 category list. Embracing this 

trend has been central to the success of A-malls 

over the last decade.

Figure 4: SPG Top 10 Retailers by Income, 2006 and 2016

2016 2006

The Gap L Brands

L Brands The Gap

Ascenda Retail Group Foot Locker

Signet Jewellers Abercrombie & Fitch

PVH Corporation Zale Corporation

Abercrombie & Fitch Luxottica Group

VF Corporation Sterling Jewellers

Forever 21 Children's Place

Foot Locker American Eagle Outfitters

Luxottica Group Genesco

Source: Company Filings, Q4 2006, Q4 2016
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E-commerce: The elephant in the room

E-COMMERCE: THE ELEPHANT IN THE ROOM

Source: US Census Bureau, 2000 to 2014 
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Figure 6: E-commerce sales as percentage of total sales, 2000 -2015
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 $                  4,221 89.7% Direct brick and mortar sales

 $                      143 3.0% Online sales from retailers with brick and mortar presence (Omni-channel sales)

 $                  4,364 92.7% Brick and mortar related sales

 $                     144 3.1% Mail order and e-commerce auction sales

 $                       26 0.6% Non-merchandise receipts (incl. shipping, electronic auction commissions)

$ 173 3.7% Pure-play e-commerce

$ 4,707 100.0% Total Retail Sales

Figure 5: Total retail sales in the US by type of distribution, 2015 

E-commerce sales are growing by 20 per cent 

annually and are expected to reach $750 billion 

this year, compared to the four per cent long-run 

growth rate for overall retail sales. E-commerce 

sales account for roughly seven per cent of total 

sales and are expected to grow to the mid-teens 

over the coming years. 

3.7 per cent of total retail sales in the U.S. are 

pure-play e-commerce. Interestingly, in 1994 

catalogue retail sales (ordering via phone and post 

in the pre-internet days) in the U.S. totalled $62 

billion, or roughly 3.7 per cent of total retail sales.
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Source: ICSC analysis of 2015 U.S
Census data, GGP Investor Presentation March 2017
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Amazon and profitability

AMAZON AND PROFITABILITY

The e-commerce giant accounted for 43 per cent 

of all online retail sales in the US in 2016. It is the 

de facto flag bearer for the disruption taking 

place in the retail market. Yet the beat to which 

Amazon marches sets an unsustainable pace for 

most peers. That is largely attributable to Amazon’s 

ability to easily raise capital from investors without 

the expectation of profits. The success of Amazon 

Web Services has created a deceptive perception 

that pure-play e-tailing is viable.  The same issues 

which plagued the dot-com era continue to pose a 

challenge today:

 – Unsustainable customer acquisition costs

 – High shipping costs

 – A discount driven model with razor-thin margins

Source: SEC Filings, L2 & Simon Property Group, 12 January 2016 
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Figure 7: Amazon quarterly shipping costs, $ millions, Q1 2014 – Q3 2015 

Source: Amazon, 2006 to 2016

 0   

 2,000  

 4,000  

 6,000  

 8,000  

 10,000  

 12,000  

 14,000  

 16,000  

 18,000  

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 

Sh
ip

pi
ng

 a
cti

vit
y i

n 
m

illi
on

s, 
$ 

Shipping Revenue Outbound Shipping Costs 

Figure 8: Amazon shipping revenue versus outbound shipping costs, 2006-16 



Aviva Investors | US Mall REITs: Diverging Paths and Changing Tides 9

Omni-channel: A model for success

OMNI-CHANNEL: A MODEL FOR SUCCESS

L2 surveyed thirteen venture capital-backed 

“evolved pure-play” retailers and reported that 

over two-thirds of retailers who raised capital did 

so with the intention of growing physical store 

presence. Retailers who choose to do so enjoy 

the dual benefit of store-profitability as well as 

enhanced organic online search growth with 

natural marketing benefits. Store growth provides 

a blue-print for sustained profitability after 

concepts have been curated online.

Traditional retailers have similarly benefited 

from online expansion. Research in the United 

Kingdom by Verdict and British Land highlights the 

complementary “halo-effects” of having a physical 

store supplemented by click & collect and online 

store browsing. The research found this boosts 

physical sales by five per cent. Excluding food and 

grocery sales, that number rises to nine per cent. 

While the narrative is generally that e-commerce 

cannibalises physical stores, there is evidence 

that those who embrace technology benefit 

exponentially.

“ It’s not a one-way bet. Physical retailers need to embrace online as much as 
e-tailers need to expand into real estate to be sustainable. The omni-channel 
equation leads to the whole being greater than the sum of the parts.”
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The Value Investor’s Playbook
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Figure 9: Premiums and discounts to NAV (%) in the retail sector, 1990-2017

THE VALUE INVESTOR’S PLAYBOOK

Net Asset Value has long been the friend of the 

property investor. The ability to assess value by 

considering the market value of the underlying 

assets has been a powerful tool for REIT investors 

too. They are able to buy discounted assets on Wall 

Street prices when they differ too much from Main 

Street prices.

The mall sector is notoriously difficult to value 

on this basis however, because REITs have been 

precious about retaining ownership and, therefore, 

there is little evidence to confirm prevailing market 

capitalisation rates.

In late 2015 the US dedicated A-mall owner and 

operator Macerich, sold a selection of assets across 

its portfolio, which was helpful in providing useful 

read-through for the rest of the market. They sold 

$5.4 billion, generating average sales per square 

foot of $650. While the transaction cap rate was not 

disclosed, analysts subscribed a rate of 4.5 per cent 

based on the income generated by the asset base.

Taking into account portfolio composition and 

sales productivity, we are able to extrapolate a 4.6 

per cent cap rate for the wider A-mall subset. This 

in turn implies a 28per cent discount to Net Asset 

Value (NAV) for the group, levels last seen during 

the Global Financial Crisis. Markets are pricing in 

severe distress and turmoil compared to the rest of 

the real estate sector, which is priced closer to NAV.

Due to the lack of transactional evidence, many 

investors are suspicious of using NAV and as a 

result ignore the methodology all together. In any 

instance, the implied cap rate for the mall sector 

is 5.8 per cent, which represents a 125 basis point 

spread to Baa Corporate Bonds.
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If Cash is King

NOI Growth Rate Forecast

Source: Green Street Advisors, Aviva Investors 31 March 2017
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Figure 10: Growth in Net Operating Income, 1995-2020

IF CASH IS KING

For those investors who are uncomfortable with 

NAV valuations, a more traditional approach to 

cash flow analysis may be a preferred. There are 

three levels of cash flows worth considering for 

REIT investors. 

1)  NOI: Net Operating Income represents the 

unlevered cash flows of the real estate before 

adding the effects of financial or operational 

leverage. It is useful because it allow investors to 

compare cash flows on a like-for-like basis because 

financing strategies vary among landlords.

  US Mall REITs have an outstanding record when 

it comes to growing unlevered cash flows. The 

sector has only produced one year of negative 

growth (in 2009, declining by -1.8 per cent that 

year). While NOI Growth is expected to moderate 

from the mid-4 per cent range over the last 

few years, the expectations are for NOI to track 

around three per cent in the longer-term.

2)  AFFO: Adjusted Funds from Operations is akin to 

corporate earnings. It incorporates the effects of 

leverage including amongst others adjustments 

for depreciation and capital expenditures. The 

current AFFO yield for the mall sector is 5.8 per 

cent and based on current forward guidance is 

expected to grow by 5.2 per cent.

3)  Dividends: These are the cash flows that are 

distributed to shareholders. REITs are required by 

law to pay out over 90 per cent of their operating 

income. The sector on aggregate has an AFFO 

Coverage Ratio of 138 per cent, with a dividend 

yield of 3.9 per cent. 

  Dividend growth is an often under appreciated 

characteristic of the asset class. SPG, for example, 

has grown its dividend by 12.75 per cent 

compounded annually over the last five years.

Against a backdrop of a 28 per cent discount 

to NAV, we view this cash flow profile as highly 

attractive. And while sentiment might remain 

negative over the months to come, in the end, 

the proof will be in the pudding.
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