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Weigh Anchor Inducements To Sink
Property Tax Bills

Anchors weigh heavily in tax decisions.

5 the post-recession recovery lor

retarl propertes contnues, local

taX AsSessOrs are eager o ncrease
shopping center tax assessments to their
pre-recession highs or beyond. But re-
gional and super-regional shopping cen-
ters are among the most complex types of
real estate that assessors regularly value,
and that complexity vields errors.

By failing to remove the value of an of-
ten-overlooked intangible assct, asscssors
arc improperly attributing excess income
to the real property, resulting in excessive
tax assessments. This error stems from
assessors mceorrecdy answerlng one ol
the most lundamental quesuons 1 prop-
erty assessment: What property is being
valued?

Too many asscssors look at the income
generated by a shopping center and con-
clude thar the mcome 1s entirelv attribut-
able o the real eslate. But the value ol
a shopping center’s gomy concern 1s not
equal to the market value of its real prop-
crty. Unless the assessor makes an cffort
to extract the non-real-estate components,
the value indications under the income
and sales comparison approaches to vahie
will capture nol just the value ol the real
property, but also non-laxable personal
and intangible property.

AGRFFMFNTS ARF INTANGIBLE

One major non-realty component of
a shopping center's value 1s ils operaling
agreements with anchor tenants.

Shopping centers depend on their an-
chor tenants for more than rent. Anchors
typically make major advertising expendi-
tures to draw customers to the property.
As a resulr, customers ordinarily visit the
mall with the mitial purpose ol shopping
al the anchor retaler, and ouly then ven-
turing out into the rest of the mall, which
is typically the domain of more specialized
retailers.,
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Shopping centers with better-quality an-
chors are able 1o draw more customers and
charge higher rents w inline tenants, The
presence of high-quality anchors also con-
veys stability, which atracts potental inline
tenants. Conversely, when a mall loses one
or more ofits anchor tenanrs, iInhine renants
almost always [ollow the anchor, and the
landlord must oller larger concessions Lo
attract replacement tenaunts.

Bevond helping to attract and retain in-
line tenants, high-quality anchor tenants
contribute indirectly to higher income
generation for the shopping center. Be-
cause  shopping centers ollen  collect
percenlage renl, or rental income based
in part on an inline tenant’s retail sales,
the long-term presence of an anchor that
draws customers is vital to a mall’s long-
term financial success.

Shopping center developers typically
oller sigmlicant inducements o altract
and retain anchor tenants, and w convince
those tenants to sign favorable long-term
opcrating agrcements.  These  induce-
ments may take the form of cash, a pre-
terred site, site improvements, or reduiced
expense recoveries, and may oceur both
upon the nilial developmenlt ol the shop-
ping center and during redevelopment.

Whatever the form and timing, shop-
ping centers have to subsidize the anchor's
costs. The shopping center gets a return
on this investment over the lifetime of the
tenancy in the form ol higher in-lme rents.

Because tie lugher rental mcome [rom
m-line tenants is, i part, a byproduct of
the anchor operating agreements rather
than a reflection of the real estate value
alone, it is inappropriate to atribute the
entire income stream to the real property.
But when assessors use the ol meome
ol the shopping center's busmess m thewr
calculations, they nmplicitly value the total
assets of the business, rather than the real
property alonc.

PROPER ASSESSMENT
TECHNIQUE

To properly value
Just the shopping cen-
ter’s real property, the
mcome attributable to
the tavorable anchor
operaing agreerments
must be subtacted
the shopping
center’s total Income
prior to capitalization.

The calculation of
attribult-
anchor -

from

the ncome
able (o
ducements i1s a two-
First,
must

SIep  Process.
the
determine the value
ol the anchor induce-
ments, accouning for both a return of
the miugal mmvestment and a return on

appraiscr - :
Benjamin Blar

that mvestment that would be expected
by developers in the market. There is no
one-sizeits-all method of determining
the amount needed to induce a particu-
lar anchor renant. Ivery shopping center
owner has its own method of determining
how much it should pay in mducements o
polenual anchors given the location, size,
age, design, and tenant distribution of the
shopping center.

Whatever merthod is nsed ro determine
the value of the favorable contracts, it 1s
miportant that apprasers select values that
rellect nducements actually provided by
market participants. For that reason, it is
important that taxpayers contesting as-
scssments scleet appraisers who have ex-
perience with shopping centers and who
understand the dynamics ol that ndustry,

farticle coniinues on page 535)



SCB: Who 1s buying, who 1s selling, and
how Ingh can pricing go?

Mousavi: Today’s NNN buver pool is
the most diverse and dyvnamic our hirm
has ever witnessed. First time mnvestors,
famuly trusts, private investors and part-
nerships, forelgn buvers (both private and
mstitudonal), public and private REITS,
real estate funds, private equity groups,
T'1Cs, banks and insurance companies are
all buying net leased properties. The seller
proliles are also very diverse, however
they all share the motivaton to capital-
ize on this lughly active market. We're
transacting NNN properties for institu-
fional owners that typically hold indehi-
nitely, who are simply disposing of select
non-core assels on an opportunistic basis
due to favorable pricing. Yields for trophy
NNN assets are now n historically low 3
percent range. Manyv experts believed that
cap rates would never go below 5, then 4
percent. As we look to other highly active
sectors, mulafamly investments are also
trading at ulira-low cap rales — some n
the 2 percent range in nurkets like Man-
hattan and San Francisco. We are seeing
many of these mulafamily owners trading
into retail NNN properties, pushing the
cap rates lower. With the federal reserve
set in moton to hegin increasing interest
rates, confinued job market gans, and a
slow but steady increase m wage growth,
consumer conflidence and spending, we
do see a flattening out of the compression
in cap rates for certain NNN properties
and markets, particularly within the sec-
ondary and tertiary markets. We do see a
low cap rate environment [or some e,
and within core markets and prized assets,
ultralow cap rates will continue. We see
this as a peak-pricing tvpe environment,
and helieve it is an opportune time for
ovwners and developers to consider dis-
posing ol select assels within their portfo-
lio, namely those with shorter lease terms
and within non-core markets. SCB

ANCHOR INDUCEMENTS, continued from page 56

Once the assessor calculates the total return of and on the inducements, the
second step in this process 1s to determine the mcome attributable to those n-
ducements. To do this, the appraiser must amortize the total return over the term
of a wpical anchor agreement — generally 10 to 15 vears — at a vield rate ngh
enough to account for the fact that intangibles are the highest-nisk components of
a business enterprise.

The appraiser will then subtract the resulting hgure from the going concern’s
net operating income, along with return of and on personal property and other
non-real-estate expenses, such as start-up costs. The result will be the net income
from the real propertv alone, which 1s the correct base for the income approach
for property tax purposcs.

For most retail properties, the largest expense alier debt service 1s the property
tax bill. Any reduction i the tax burden can drastically impact a property’s proli-
ability, and a reducnon in property taxes passed through to tenants can itselt be
a method of attracting and retaining better-quality tenants. So as the retml market
continues its slow recovery, proper treatment of anchor agreements may be a way
to keep from drowning in excessive property taxes. SCB

Stephen Paul is a partner and Benjamin Blair an associate in the
Indianapolis office of the law firm Faegre Baker Daniels LLP, the Indiana
member of American Property Tax Counsel (APTC), the national affiliation
of property tax attorneys. They can be reached al stephen.paulwFaegreBD.
com and benjarmin.blair@lFaegreBD.com.
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