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Executive Summary

The COVID-19 pandemic dramatically accelerated demand for e-commerce. Correspondingly,
it accelerated demand for distribution space from which to fulfill purchases made online.
These conditions have led developers in land-constrained markets to consider new formats

for distribution buildings and pursue redevelopment projects that would not have been feasible
before 2020. At the same time, brick-and-mortar retailers have responded to customer
preferences by expanding online order pickup services and shipping orders from retail stores.
Together, these trends are contributing to the convergence of industrial and retail real estate,
with implications for developers, investors and building owners.

The NAIOP Research Foundation commissioned this report to examine three trends related to
this convergence: the conversion of shopping centers to distribution centers, adding distribution
uses to existing retail buildings, and the development of mixed-use properties that include both
distribution and retail. The author conducted secondary research and interviewed developers,
investors, architects, analysts and other commercial real estate professionals to identify the
opportunities and risks associated with each strategy. Some findings include:

e Functionally obsolete shopping centers can be attractive targets for conversion to
distribution space given their size and location. However, developers should weigh these
advantages against the costs associated with converting or demolishing existing buildings,
possible political opposition and the difficulty of acquiring full control of a shopping center.

¢ Retailers are adding distribution capacity and online order pickup and return services
to existing retail stores to enhance their customers’ shopping experience. New retail
development can facilitate this strategy and minimize congestion in parking lots and
store aisles by tailoring building and parking lot design to the needs of both in-store and
online customers.

e Some developers are pioneering mixed-use developments that colocate retail and
industrial space. Locations near transportation networks and population centers often
support both uses and onsite retail can serve as an amenity for logistics workers. However,
pedestrian safety requires careful planning to segregate industrial and retail traffic, and
developers should be prepared to address local concerns about a development’s traffic
impact on adjacent roads.
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Introduction

In 2021, e-commerce sales represented over 13% of total U.S. retail sales, and that number

is anticipated to increase.! The trend is contributing to unprecedented levels of demand for
industrial space from which to fulfill online orders, and correspondingly to unprecedented
levels of growth in industrial rental rates in areas that allow for fast, inexpensive and convenient
delivery of goods to end consumers.?

Some real estate developers are seeking to exploit market conditions by building e-commerce
distribution space in unconventional places. Notable examples include converting vacant big
box stores and malls into last-mile distribution centers,® accommodating distribution activities
from operational retail outlets,* and including space for distribution in mixed-use development
projects that also have a retail component.5 Each of these strategies arguably has merit but may
also pose significant challenges that should not be overlooked.

This report, sponsored by the NAIOP Research Foundation, examines these three strategies
to introduce readers to new places and new spaces for e-commerce distribution. It draws on
trade literature, case studies and conversations with industry professionals. Findings suggest
industrial and retail spaces are converging in interesting ways and are likely to coexist in more
diverse forms and settings than they have in the past.
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Strategy: Converting Vacant Big Box Stores
and Malls into Last-Mile Distribution Centers

Fulfilling online orders requires a substantial
amount of industrial space, and perhaps as much

as three times more industrial space than other
modes of distribution in the absence of advanced
technologies.® This is because warehouses used in
e-commerce fulfillment must provide retailers, as
well as the third-party logistics companies with whom
they work, with sufficient space to pick, pack, ship
and process returns for larger assortments of goods
than are typically held on the shelves of retail stores.
Demand for space is satisfied in large distribution
centers located outside of densely populated urban
areas as well as smaller facilities located within

such areas.” The latter, often referred to as last-mile
distribution centers, are an essential part of modern
supply chains because they help facilitate same-day
deliveries that consumers have grown to expect.?

Unfortunately for retailers who sell goods online, the
supply of space in distribution centers—including
last-mile—has not kept up with demand. This is
evidenced by rapidly rising rental rates in industrial
submarkets across the U.S., including prime
submarkets where Newmark estimates that rents
for new distribution space have gone up by 24.3%
over the past two years alone.® Rent escalations of
this magnitude encourage real estate developers

to get creative,'® and that is just what a small but
growing number have done by converting vacant
big box stores and malls into last-mile distribution
centers. These conversions may come in the form of
full or partial adaptive reuse of retail structures or in
the form of ground-up industrial construction after
obsolete retail structures are demolished.

CBRE reports that dozens of retail-to-industrial
conversions have been completed already," and
more may be coming soon.1?

Retail-to-industrial conversions are conceptually
appealing because vacant big box stores and malls
often sit on large parcels of land near transportation
networks and residential neighborhoods that

are suitable for last-mile distribution.’® Adaptive
reuse of existing retail buildings, parking lots and
infrastructure can also be a cost-effective alternative
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to new development. That said, one should not
jump to the conclusion that these conversions

are easy. Real estate developers must overcome a
myriad of obstacles, some of which are economic,
legal and political.**

Recognizing Obstacles to Successful
Retail-to-Industrial Conversions

The economics of retail-to-industrial conversions
can be quite challenging. Big box stores and malls
already have infrastructure in place, but that does
not mean the infrastructure is in the right place or of
the right size to accommodate traditional distribution
centers. Existing retail buildings may also have
ceiling heights, floor load capacities and loading

bay locations that are suboptimal for e-commerce
distribution activities.'®

The cost of addressing these problems is likely

to vary from project to project and may make the
adaptive reuse of buildings a less financially appealing
alternative than it initially appears.*® “Anything is
possible with such a shortage of space available for
e-commerce distribution,” said Garrick Brown, director
of advisory services and business development at
Lockehouse Retail Group. “But [converting retail
space into industrial spacel is often better in theory
thanitis in practice.”

As for legal obstacles, they come in many different
forms. Some of the most common include cotenancy
and exclusivity clauses in leases, reciprocal easement
agreements, and loan covenants that respectively
allow tenants, adjacent property owners and lenders
to exert control over how space in vacant big box
stores and malls is used even though they do not own
or occupy the space.'” These parties may oppose
retail-to-industrial conversions because they view
e-commerce as a threat to traditional brick-and-
mortar retail establishments or believe the presence
of non-retail tenants will erode a shopping center’s
value. '® Overcoming these concerns may prove
essential if real estate developers are to effectively
breathe life into failing retail properties.




Aerial view of Middle Georgia Industrial Park, a retail-to-industrial conversion in Macon, Georgia, completed by Ultimate Realty.
Courtesy Ultimate Realty.m

Middle Georgia Industrial Park and Rustic Hills North Shopping Center

Westgate Shopping Center, originally constructed

in 1961, was the first fully enclosed mall in both

the city of Macon and state of Georgia. Changing
consumer preferences led to its redevelopment as

a retail power center in the mid-1990s, but this did
not result in long-term success. Less than 20 years
later, the property was largely vacant and in need

of help. Ultimate Realty acquired the six-building,
411,000-plus-square-foot property with the intent of
converting it into the Middle Georgia Industrial Park.
The plan was viable because the property benefited
from 18- to 24-foot ceiling heights, proximity to
Interstates 75 and 16, and surplus land available
for truck parking and build-to-suit opportunities.
Acquiring the asset for approximately $8 per square
foot and receiving local tax incentives via the

Macon Bright program also provided the company
with the financial flexibility to upgrade signage

and landscaping, improve loading docks, enhance
lighting systems and add ESFR sprinklers to select
buildings. The property is now 100% occupied. Some
of the variables that made the project work included
a low purchase price, great industrial location, clear
plan for adaptive reuse and the services of a third-
party leasing team with a national footprint.

Brennan Investment Group is early in the process

of converting the five-building, 220,000-plus-
square-foot Rustic Hills North Shopping Center

in Colorado Springs, Colorado, into an industrial
facility. The property was originally constructed as a
grocery-anchored shopping center and operated as
such for over 30 years until Albertson’s moved out in
2006. One of the five buildings will be demolished,
one left in place for small-shop retail tenants, and
three others transformed into industrial and light-
manufacturing space. The size of the buildings slated
for adaptive reuse and their 15- to 16-foot ceiling
heights make them particularly well suited for smaller
industrial tenants. Brennan Investment Group hopes
to take advantage of the property’s location on a
heavily travelled thoroughfare in a growing, middle-
income area where high-quality industrial space is
currently in short supply. Planned improvements
include changing the property’s facade to make it
appear more like a traditional distribution center,
relocating dock doors to accommodate intensified
truck traffic, a roof replacement, and incorporating
screening into the project to prevent the property
from having a visual impact on a nearby

residential neighborhood.

NAIOP Research Foundation | New Places and New Spaces for E-commerce Distribution 4



gl

Brennan Investment Group is converting a former grocery-anchored shopping center in Colorado Springs, Colorado, into an industrial
facility. Facade and dock door improvements are planned to ensure the building no longer appears or functions like a retail asset.
A site map of the property is featured in the Appendix. Courtesy Brennan Investment Group. m

Finally, and perhaps most importantly, is the risk of
political opposition.’® Elected officials are sometimes
reluctant to support the rezoning of high-profile retail
properties for industrial uses. This reluctance may
stem from concerns that industrial properties will
generate negative externalities (e.g., truck traffic,
noise) or from hopes that retail properties could
someday rebound and produce the property and
sales tax revenues they did in the past.? In either
event, it may fall to real estate developers to overcome
inaccurate perceptions and demonstrate that
retail-to-industrial conversions are beneficial to

the communities in which properties are located.

“People often oppose the development of distribution
centers near their neighborhoods because they

think it is all about 53-foot trailers coming in and

out all day,” said Matt Powers, managing director

at JLL. “They need to be [shown] what different
types of distribution look like. A facility 30 miles out
of town is going to operate differently than a last-mile
facility, and that isn’t always evident to the layperson.
Last-mile distribution may also be the best option for
a property when it no longer makes sense for any
type of retail.”

The economic, legal and political complexities of
retail-to-industrial conversions help explain why they
have occurred in relatively small numbers in the past
and may continue to occur in relatively small numbers
in the future. Prologis foresees no more than 100
million square feet of such conversions over the next
10 years—an amount that represents less than 3%
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of anticipated industrial deliveries.?! These figures
suggest conversions are a niche type of real estate
investment that developers should approach with a
great deal of caution, and with full awareness that
modern last-mile distribution facilities cannot always
be easily set up in vacant space that was not initially
designed with that use in mind.?? “You have to buy
the property for nearly nothing,” said Brandon Isner,
Americas head of retail thought leadership at CBRE.
“Otherwise, the cost of converting retail to industrial
can be more expensive than the cost of building new.”

Thoughtfully Evaluating Conversion
Opportunities

The starting point for conversion feasibility studies
is assessing whether industrial space is the most
appropriate use for a site. “There’s no substitute for
highest and best use analysis,” said John Morris,
executive managing director at CBRE. “Industrial
has to beat out all of the other alternatives on a
risk-adjusted basis.” This is by no means a forgone
conclusion as real estate developers have found
success converting vacant big box stores and malls
into a variety of things ranging from off-price retailers
to educational complexes to medical facilities.??

Candidates for conversion must also offer locational
advantages that are not readily available elsewhere.
In addition to convenient and cost-effective access
to population centers, obsolete retail properties
generally must be in areas with a scarcity of raw




land suitable for industrial development and in
municipalities where policymakers are eager to
partner with the private sector on revitalization
efforts.?* These conditions increase the economic
attractiveness of retail-to-industrial conversions by
putting real estate developers in a position to deliver
industrial space to submarkets where it might not
otherwise exist.

As for evaluating the physical characteristics of retail
buildings to determine if they can be converted,

the checklist is rather straightforward. Buildings
well-positioned for conversion are single-story and
have high ceilings, floorplans that allow for the
unencumbered movement of goods and an ample
number of loading bays, as well as other features
distributors typically demand.?® Stand-alone big box
stores have these features more often than power
centers or malls, which is why adaptive reuse of

the former is more common than the latter.2¢ Yet,
companies like Brennan Investment Group and
Ultimate Realty are converting power centers.?

Chris Copenhaver, senior director at Cushman &
Wakefield, encouraged real estate developers not to
underestimate the amount of work that goes into a
conversion: “Old retail centers often have old HVAC
systems that need to be replaced, sprinkler systems that
need to be improved, lighting that needs to be replaced
and dock doors that need to be moved or reconfigured,”
he said. “They also have facades that need to be
modified to look more like traditional industrial buildings.
Owners have to commit to doing these things well to
change a property’s image in the market.”

Retail-to-Industrial Reality Check

Retail-to-industrial conversions are
conceptually appealing because:

Vacant big box stores and struggling
shopping malls exist in many urban and
suburban submarkets throughout the country.

These properties often sit on large parcels
of land with abundant parking that benefit
from proximity to population centers and
transportation networks.

Adaptive reuse of retail structures or total
redevelopment of retail sites may serve as
a means of satisfying robust demand for
last-mile distribution space.

Retail-to-industrial conversions can
be difficult because:

Fragmented land ownership, political
opposition and legal obstacles such as
cumbersome cotenancy clauses, reciprocal
easement agreements and loan covenants
can all make the conversion process lengthy.

The cost of adaptive reuse may be
prohibitively high when existing retail
structures do not satisfy the demands of
sophisticated industrial tenants.

Distribution space may not be the highest
and best use of retail properties located
on primary commercial arterials.

Points to consider:

Approach retail-to-industrial conversions
with caution and focus on properties in
land-constrained markets that can be bought
well below reproduction cost.

Collaborate with municipalities that have
come to realize retail properties may no longer
be suitable for the purposes for which they
were built.

Avoid assuming retail buildings can be
converted to industrial buildings quickly and
at a manageable expense simply because
they have similar physical characteristics.

NAIOP Research Foundation | New Places and New Spaces for E-commerce Distribution



Strategy: Accommodating Distribution
Activities from Operational Retail Outlets

Another way the worlds of retail and industrial real estate are colliding is less conspicuous than
outright retail-to-industrial conversions, but nonetheless observable in shopping centers across
the country. General and specialty retailers alike are using space in their brick-and-mortar
stores to fulfill purchases made online.2 The trend is part of a much broader movement toward
omnichannel retailing, where the objective is to effectively integrate online and in-store retail
environments to provide consumers with a significant amount of flexibility when searching for
goods, trying them, purchasing them and returning them if necessary.®

Real estate owners should be intimately familiar with the most common omnichannel retail
strategies because they are changing how tenants use retail and industrial space throughout
their supply chains. One of those strategies is “buy online, pick up in store” (BOPIS). While

it existed long before COVID-19, it became far more prominent during the pandemic due to
changing consumer preferences and public health regulations that forced many retailers to close
their doors to walk-in traffic.2° Over 75% of large retailers in the U.S. now offer a BOPIS option.3!
This has been a boon for retailers because it prevents them from incurring last-mile distribution
costs, reduces their reliance on third-party logistics providers and increases the likelihood of
online shoppers making in-store purchases when picking up orders. 32

Closely related to BOPIS is “buy online, return in store” (BORIS). There is abundant evidence
that the convenience consumers enjoy from purchasing products online does not extend to
returning products due to shipping fees, lengthy time periods to obtain refunds and difficulty
tracking the status of transactions.®? In fact, survey data suggests that over 80% of consumers
prefer to return products in store irrespective of where they bought them.3* This creates an
opportunity for retailers with geographically dispersed brick-and-mortar outlets to enhance their
customers’ online shopping experiences by making the return process easy. Retailers who do
so may have a marked competitive advantage considering goods purchased online are returned
roughly three times more often than those purchased in store.® The logistical advantages of
BORIS can vary greatly depending on whether retailers restock store shelves with returned
goods or send them back to a centralized distribution center, making this omnichannel strategy
more about customer satisfaction than supply chain cost savings.3®

Ship-from-store is a third omnichannel retail strategy blurring the lines of demarcation between
industrial and retail real estate. Retailers that engage in this practice use a portion of their
operational retail outlets as microfulfillment centers to reduce shipping time and cost and to
enhance the customer experience.®” Some retailers choose to ship directly from all their stores and
others from only a few that are in areas with both high online sales volume and reliable third-party
logistics services.?® Either of these approaches may be appropriate depending on the configuration
of a retailer’s stores and the demographic profile of the areas in which those stores are situated.

Predicting the Disruptive Impact of Emerging Technologies

One-size-fits-all strategies are rare in the realm of omnichannel retailing. Those who engage in

BOPIS, BORIS and ship-from-store must therefore do so in a manner consistent with their long-
range business plans. 3 However, this can be a difficult task due to the rapid pace at which new
technologies are entering the marketplace and changing the last-mile distribution game.

NAIOP Research Foundation \ New Places and New Spaces for E-commerce Distribution



Something as seemingly simple as curbside pickup
may have dimensions retailers and retail property
owners have not fully thought through. “Curbside
pickup makes a lot of sense,” said Paula Rosenblum,
managing partner and cofounder of RSR Research.
“But there aren’t a lot of accepted best practices

for doing it well. Where should pickup take place?
Who should manage it? What technologies are
needed to make it work efficiently? Who pays for

that technology? The answers to all these questions
may differ across large and small shopping centers,
urban and suburban shopping centers, and shopping
centers differing in quality and tenant mix.”

Geoffrey Kasselman, SIOR, LEED AP, senior vice
president, workplace strategies at CRG/Clayco,

put forth other questions yet to be answered: “Infill
sites are advantageous for e-commerce distribution
today, but may not be forever,” he said. “Autonomous
vehicles, electric vehicles and drones, for example,
could make it possible to ship more goods, more
hours of the day, from more remote locations, and still
satisfy consumer demands for same-day shipping.”
The comment illustrates the difficulty of predicting
the dynamics of where fulfillment will occur in the
future and how stores, vehicles and technologies
(both old and new) will be used in the process.

Automated fulfillment systems muddy the water
further. These systems designed by companies such
as Fabric and Takeoff facilitate the automated retrieval
of frequently purchased items from dedicated racks so
they can be shipped more quickly and conveniently.4
The principal advantages of incorporating these
systems into operational retail outlets is the ability to
stock goods for walk-in customers and e-commerce
customers from the same delivery trucks and shift
product from one to the other based on prevailing
demand. The principal disadvantage is lower
distribution throughput than is possible in traditional
distribution centers or dark stores.

To adequately weigh the pros and cons of automated
fulfillment systems and other emerging technologies,
Miya Knights, director and publisher of Retail
Technology Magazine, contended that it is essential
for retailers to form partnerships. “Clever retailers
aren’t going it alone,” she said. “They are working
together to stand apart. They are collaborating with
technology providers who can help them satisfy
customers’ purchase requirements—and they are
doing it without creating artificial distinction as to
what is retail space and what is industrial space.”

NAIOP Research Foundation | New Places and New Spaces for E-commerce Distribution

Takeoff Technologies

Takeoff Technologies Inc. was founded in 2016 to
help grocery retailers participate in e-commerce
more efficiently. The company specializes in

the design, development, implementation and
performance of automated fulfillment systems
called Micro Fulfillment Centers that operate
alongside a retailer’s employees. Depending
upon client needs, these systems can be
incorporated into distribution centers, dark
stores or operational retail outlets, all with the
potential to dramatically reduce the time and
cost of preparing online orders for pickup or
delivery. By automating the picking and packing
of the relatively small number of products that
make up a vast majority of grocers’ sales, the
software, hardware and expertise provided by
companies such as Takeoff are making ship-
from-store a more profitable option for retailers
and a more convenient option for the customers
those retailers serve.

O Takeoff

Systems developed by Takeoff Technologies use small
shuttles such as the one pictured to move frequently
purchased goods through Micro Fulfillment Centers,
thereby making it more convenient and cost effective
for grocers to engage in e-commerce. Courtesy Takeoff
Technologies. m

Examining the Implications for
Real Estate Owners

Omnichannel retailing and microfulfillment have
important implications for real estate owners.

First and foremost, their emergence supports the
proposition that stores will continue to play a critical
role in retail supply chains despite the proliferation
of e-commerce.* This leaves real estate developers
and owners with the task of figuring out exactly
what that role will be.




“Planning and programming for in-store distribution
is still very much in its infancy from a property
owner’s perspective,” said Anjee Solanki, U.S. retail
head at Colliers International. “Things that matter to
tenants are changing, and [retaill property owners
have to respond.”

Despite the uncertainties that exist, real estate
developers and owners can potentially benefit from
designing, leasing and operating retail properties
with omnichannel retailing and microfulfillment in
mind. Design innovations are in order because most
shopping centers and malls are arranged to keep
customers onsite rather than distribute goods off-site.*
Areas for curbside pickup, outgoing delivery truck
traffic and reverse logistics are a low priority as a
result. *® This leaves both e-commerce and traditional
customers to navigate congested parking lots and
crowded store aisles never intended to accommodate
BOPIS, BORIS and ship-from-store activities.

Fillogic

Design features as simple as improved wayfinding,
dedicated parking for online purchasers picking

up goods onsite, and defined areas for processing
returns can go a long way toward improving the
shopping experience, while simultaneously creating
a more profitable environment for landlords and
tenants alike.

Jose Sanchez, mixed-use design leader at DLR
Group, suggested that shopping center retrofits
must not only make microfulfillment efficient, but
also enjoyable for consumers. “I think [BOPIS], for
example, is going to evolve a lot like ridesharing
did,” he said. “Property owners initially responded
to ridesharing by designating areas for pickups
and drop-offs, but eventually invested in things like
covered seating and lounges. The same is likely

to happen for curbside pickups. Property owners
are going to provide space for it that is convenient,
comfortable and safe; space that doesn’t make the
customer feel like they are in the way.”

Founded in 2018, Fillogic has quicky emerged as a leading provider of “logistics as a service.” The company
operates mall-based microdistribution hubs in properties owned by Brookfield, Simon Property Group, Tanger
Factory Outlets and others. These hubs range from 4,000 to 25,000 square feet in size and occupy underutilized
space in malls that often falls outside the gross leasable area. Some of the services Fillogic provides mall tenants
on a fee basis include receiving inbound merchandise, fulfilling e-commerce orders through curbside pickup or
ship-from-store, restocking shelves and managing returns. Outsourcing these activities allows mall tenants who
don’t have extensive back-of-the-house space to engage in many different forms of omnichannel retailing at a
reasonable cost and without diminishing the in-store experience.

Fillogic operates micro-distribution centers at shopping malls owned by some of the largest players in the real estate industry.
Some of the services it provides to the tenants of these properties include fulfilling e-commerce orders and managing returns.

Courtesy Fillogic. m
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As for negotiating leases, real estate investors
should take properties’ microfulfillment potential
into account. This means avoiding percentage-rent
provisions that do not generate supplemental income
for property owners when in-store experiences yield
online sales,** as well as cotenancy clauses that
provide one tenant with lease-termination rights

in the event another tenant engages in distribution
activities.*> Thoughtfully designed leases should
accommodate tenants’ e-commerce needs, while
rewarding real estate investors for doing so.

Improved real estate operations may result from
offering logistics-as-a-service. *¢ Several prominent
mall owners are partnering with companies like
Fillogic to set up microfulfillment centers in
underutilized parts of their properties that are both
high-tech and customer-service-oriented.*” These
centers help tenants process curbside pickups,
shipments and returns in an orderly manner and at
a cost lower than they could achieve on their own.*®
Ship-from-store, ship-from-shelf and ship-from-
store site (e.g., directly from an adjacent micro-
fulfillment center) are all possible for retailers with
this assistance.

Design innovations, lease modifications, and
logistics-as-a-service can undoubtedly make
microfulfillment at the store level easier for tenants,
but one must not lose sight of the paradigm shift they
collectively represent for real estate investors. “Most
companies who buy shopping centers and malls want
passive income,” said Shlomo Chopp, managing
partner at Case Equity Partners and founder of
ShopFulfill Corp, developer of the retailOS platform
that aids retailers in onsite fulfillment. “They don’t
want to be in the business of being in business with
their tenants. [Retaill has to evolve if property owners
want to remain competitive.”

Christina Tong, economist at CBRE, agreed that
real estate developers are responding slowly to
emerging trends, but she argued that it could be due
in part to prevailing market conditions. “There isn’t
a lot of evidence [yet] that real estate developers
are designing and constructing retail buildings with
hybrid uses in mind,” she said. “But that could be
because there isn’t a lot of retail development going
on in general. Deliveries are at historic lows.” She
went on to say that many of the durable impacts of
microfulfillment on the real estate industry are yet
to be seen.

Distribution from Operational
Retail Outlets Reality Check

Distribution from operational retail outlets
is conceptually appealing because:

e Retailers increasingly realize that omnichannel
strategies such as buy online, pickup in store;
buy online, return in store; and ship-from-store
strongly appeal to customers.

e Brick-and-mortar stores are well located for
last-mile distribution because they are close
to the places where customers live and work.

e Property owners who help their tenants
implement omnichannel strategies are likely
to position themselves for long-term success.

Distribution from operational retail outlets
can be extremely difficult because:

e Economies of scale make it challenging for
smaller retailers to roll out omnichannel
strategies in a cost-effective manner.

e Rapidly evolving technologies and a dearth
of generally accepted best practices make
it difficult for retailers to determine what
omnichannel strategies are right for them.

e Helping tenants successfully implement
omnichannel strategies is a new frontier for
many retail property owners, and it requires
a paradigm shift in their approach.

Real estate developers participating in
such transactions should consider:

e Designing retail properties with omnichannel
strategies in mind to better meet tenants’
needs and to improve the experience of both
online and traditional customers.

¢ Avoiding cotenancy clauses and percentage-
rent clauses in leases that prevent or diminish the
value of accommodating omnichannel strategies.

e Exploring ways to offer logistics-as-a-service
to tenants who need assistance making
omnichannel strategies a profitable endeavor.

NAIOP Research Foundation | New Places and New Spaces for E-commerce Distribution 10



Strategy: Including Distribution Space
In Mixed-Use Development Projects

Omnichannel retailing and microfulfillment are
largely tenant-driven trends. Thus, it is useful to
juxtapose them with direct efforts on the part of
real estate developers to integrate industrial space
and retail space into purposefully designed mixed-
use development projects. This is happeningin a
diverse array of locales, albeit sparingly, for reasons
worth exploring.

From a market perspective, including industrial space
and retail space in the same project is logical in that
both thrive when located on primary commercial
arterials and in areas with strong demographics.*®
Retail outlets also serve as amenities for those who
work in industrial parks, just as those who work in
industrial parks serve as a reliable customer base
for retail outlets.>® These factors suggest colocating
retail space and industrial space can be beneficial
when steps are taken to prevent one from creating
negative externalities for the other.

The devil is, of course, in the details, and real estate
developers must eliminate potential sources of
friction between industrial and retail tenants as best
they can. “Eighteen-wheelers and [pedestrians] don’t
mix,” said Spencer Levy, global chief client officer
and senior economic advisor at CBRE. “So think
about how to keep them from interacting in ways you
don’t want them to interact.” Strategies for doing so
include increasing the number of ingress and egress
points throughout a development project to segregate
retail and industrial traffic, as well as conducting
traffic studies to understand how trucks will move
throughout a site.

Fortunately for real estate developers interested in
delivering mixed-use projects with both a retail and
industrial component, municipal policymakers are
coming around to the idea that modern distribution
facilities are not inherently incompatible with retail,
office or multifamily space.* There are even those
who believe this type of industrial development
can create jobs, limit traffic congestion and reduce
pollution. Real estate developers committed to
helping cities accomplish these goals may therefore
find themselves with allies in the public sector.>2

Ben Conwell, senior managing director of Cushman
& Wakefield, spoke to the prospects of successfully
mixing purpose-built last-mile delivery facilities with
other real estate product types: “Industrial space
can be a perfectly fine neighbor to retail space or any
other land use as long as it is well executed.” He went
on to note “well executed” is a context-specific term.

Synergistically Mixing Industrial and
Retail Space

Developing multiple acres of small retail pad sites
on the periphery of industrial parks is one model of
mixed-use development that can be observed in the
field. United Properties, for example, has done this
to good effect on numerous occasions.>® Another
model can be observed in Dade County, Florida, at
Prologis Beacon Lakes. Several million square feet
of industrial space operates alongside big box stores
and small shop space in an environment where over
5,000 people come to work each day.>*
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Prologis Beacon Lakes in Miami, Florida, serves as an example of how large industrial and retail centers can coexist in a planned
business park environment. Site maps for this development are featured in the Appendix. Courtesy JLL. m

United Properties and Prologis Beacon Lakes

United Properties uses the term “next-gen mixed-use development” to describe its practice of wrapping
industrial parks with pad sites for small, single- or multitenant retail buildings. The strategy is advantageous
because it maximizes the value of land located on high-traffic corridors, while also providing industrial tenants
with convenient access to desirable amenities. Service retailers coexist with distributors and light manufacturers
in these unique settings. United Properties has utilized the strategy successfully on at least three occasions

in the Denver metropolitan area, where it has developed industrial parks alongside pads for national retailers
such as 7-Eleven and Starbucks. Other, perhaps more surprising, retail tenants found in these projects include

a childcare center, fitness studio and multiple fast-casual restaurants.

Prologis Beacon Lakes in Miami offers additional evidence that mixing industrial and retail space can be
synergistic in some instances. Approximately five million square feet of the former sits adjacent to approximately
450,000 square feet of the latter in a 600-acre business park. E-commerce distribution, among other industrial
activities, takes place in proximity to big box retailers such as Ashley Furniture, Dick’s Sporting Goods and Home
Depot, as well as national restaurant chains such as Chili’s, Chipotle and Jersey Mike’s Subs. The combination

of industrial and retail tenants works well in this setting due to the project’s location on a frontage road, ample
daytime population, and thoughtfully designed points of ingress and egress.

Another Prologis project (in the planning phase as of early 2022) has the potential to expand the mixed-use
development genre even further. The company acquired Hilltop Mall in Richmond, California, in 2021 with the
intention of demolishing it and using the 77-acre site in the East Bay submarket for a combination of housing,
office, retail and logistics facilities.* Buildings for e-commerce distribution are anticipated to be in the product
mix due to the property’s size and location.®¢ If the project successfully breaks ground in two to three years,

it will represent Prologis’ foray into a type of mixed-use development once thought unfeasible by many

real estate investors.%
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Ed Klimek, principal at KSS Architects, believes these
types of projects are the beginning of an exciting
trend. He foresees a time when industrial, office,
residential and retail space are routinely included in
both horizontal and vertical mixed-use developments
to garner economic benefits that none of these types
of real estate could achieve on their own. “Forward-
thinking real estate developers have an opportunity to
create ecosystems that promote creation, innovation,
and economic efficiency,” he said. “Those who do so
will set themselves apart.”

Winning Public Support, Designing to Reduce
Friction, and Underwriting Conservatively

Since most municipal zoning ordinances and related
land-use regulations do not contemplate the forms
of mixed-use development discussed here, real
estate developers must garner public support for
new concepts.?® This requires open conversations
with policymakers and the constituencies they
serve about a project’s potential impact on the
surrounding area. Developers engaging in these
conversations need defensible information about
the amount of traffic e-commerce distribution
facilities will generate and how that compares to
other potential site uses.>® In some cases, it may be
advantageous to point out that last-mile distribution
activities frequently take place outside of peak
traffic hours and have a less dramatic effect on local
road networks than one might expect. &

Designing mixed-use projects to maximize the benefits
and minimize the burdens of colocating industrial

and retail space is just as important. This starts with
ensuring customers, employees and delivery trucks
can access sites easily and circulate within them

safely and efficiently, but it does not end there. 5!
Industrial buildings must accommodate sufficient

distribution throughput despite being located next to
retail buildings, just as retail buildings must provide
customers with an enjoyable shopping experience
despite being located next to industrial buildings.
Compromises cannot be made at the expense of
falling short of market standards if these two real
estate product types are to successfully operate
side-by-side.

Kevin Evernham, regional vice president at Ware
Malcomb, acknowledged that retail is going to
logistics and logistics is going to retail and that
these spaces can be designed to work together,
but he warned that there are institutional pressures
that keep developers from leaping headlong into
this form of mixed-use development. “Debt and
equity investors want predictability,” he said.
“They generally don’t want to put their money into
something that is new and unproven. Only the
pioneers of [the real estate development industry]
have the courage to take risks that ultimately change
the way we shop and behave.”

To appease investor demands, it may therefore prove
necessary to conservatively underwrite mixed-use
development projects with integrated industrial and
retail components. Ibrahiim Banyaan, economist

at CBRE, spoke to the issue directly: “Industrial
rents are going up rapidly right now, and it is leading
people to think new types of development are
possible,” he said. “That is true at some level, but
[developers] shouldn’t be planning projects based
on historic relationships between e-commerce sales
and demand for e-commerce distribution space. The
ratios are going to change as supply chain managers
respond to rising real estate costs and find more
efficient ways to get products to consumers. Rent
growth will taper off when that happens, and some
of the creative types of industrial development [that]
people are discussing simply won’t work.”

NAIOP Research Foundation | New Places and New Spaces for E-commerce Distribution 13



Industrial Mixed-Use Reality Check

Mixed-use development with retail and industrial space is conceptually
appealing because:

¢ Retail tenants and industrial tenants that engage in e-commerce distribution often
benefit from locations with similar attributes.

e [ndustrial tenants with a relatively large number of employees working onsite often
value proximity to retail outlets.

e Thoughtfully designed projects can stimulate economic development, reduce traffic
congestion and improve surrounding neighborhoods in many other ways.

Mixed-use development with retail and industrial space can be extremely
difficult because:

¢ Most municipal land-use regulations do not contemplate this form of development
and therefore present obstacles to obtaining entitlements.

e Community support for such projects may be limited due to misconceptions about
what modern last-mile distribution space looks like and how it operates.

e Providing retail customers with a safe and enjoyable shopping experience can be
challenging in environments with significant delivery truck traffic.

Real estate developers participating in such transactions should consider:

e Presenting public officials and other stakeholders with defensible information about
the amount of traffic projects with industrial and retail components will generate.

e Segregating industrial traffic from retail traffic to the extent possible to ensure both
can navigate sites safely and efficiently.

e Underwriting conservatively to ensure industrial space can produce sufficient rent
to warrant its inclusion in mixed-use projects otherwise comprised of retail space.

NAIOP Research Foundation \ New Places and New Spaces for E-commerce Distribution
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Closing Thoughts

Opinions among knowledgeable parties differ about
the magnitude of impact the trends discussed in

this report will have on the real estate industry.
However, there is one thing most tend to agree
upon—it is no longer appropriate to think about
retail and industrial real estate as tangentially related
product types that largely compete in separate
markets. They are becoming more and more
interconnected each day, and real estate developers
must understand the implications.

Tray Anderson, supply chain executive at Veyer
Logistics, offered the following: “Too much attention
is being given to the conversion of retail space

into industrial space,” he said. “The thing people
should be focusing on is the disappearing distinction
between the two. Companies need to stop thinking
about brick-and-mortar stores as entities separate
and apart from their distribution operations, and the
real estate professionals they work with need to do
the same.” Larry Kilduff, president and CEO of the
Kilduff Company, added: “It doesn’t matter if you
call it retail space or industrial space—companies
want it if it gets products closer to consumers.”

A logical first step toward helping companies think
more holistically about their real estate requirements
is making sure the right parties are at the table

when real estate advice is given and real estate
decisions are made. Some real estate owners and
operators are already doing this by forming working
groups comprised of both industrial and retail real
estate experts who can collectively speak to supply
chain issues. Others are ensuring prospective
tenants’ supply chain managers are involved in lease
negotiations along with their directors of corporate
real estate, as logistics teams and retail teams have
historically operated in silos in many organizations.
These practices recognize that industrial and retail
real estate ultimately serve the same purpose of
helping companies get their products to customers
in ways that they value.

Curt Bimschleger, managing director at Deloitte,
succinctly described the importance of looking at
both industrial and retail real estate from a supply
chain perspective: “Rent is often an insignificant
cost in comparison to the cost of getting a product to

NAIOP Research Foundation | New Places and New Spaces for E-commerce Distribution

the end consumer,” he said. “[Retail and industriall
property owners who recognize this aren’t selling
space—they are selling supply chain efficiencies.
Clients hire us [as consultants] to help them quantify
and articulate these efficiencies [to prospective
tenantsl.” He went on to note that it will become
increasingly important for retail real estate owners

to understand how their properties fit into retailers’
distribution networks to maximize the rent levels they
are able to achieve.

Real estate owners and operators should also be
cognizant of the fact that real estate decisions in the
industrial and retail sectors are unlikely to be driven
solely by efforts to optimize supply chains. Companies
are under increasing pressure to minimize the
environmental and social impacts of their real estate
portfolios and run the risk of becoming less competitive
if they do not. Environmental, social and governance
(ESG) initiatives must therefore be considered. These
initiatives may encourage users of both industrial and
retail space to look for creative ways to shrink their real
estate portfolios when possible, or increase the amount
of space they occupy in buildings with environmentally
friendly leases, net-zero-carbon emissions, and related
design features that conserve water and energy.®?

“Neither property owners nor tenants have fully
come to grips with what is coming down the pike

in terms of ESG,” said David Zoba, global retail
leasing board chair at JLL. “Companies with large
environmental footprints are going to be penalized

in the marketplace when everything is measured,
captured and reported. It will change how [industrial
and retaill property owners and tenants view space,
use space and interact with each other.”

No one is certain how quickly bright-line distinctions
between industrial and retail space will disappear,
how market participants will react or how ESG
initiatives will shape corporate real estate portfolios.
However, it stands to reason that all these factors
may influence the prospects of retail-to-industrial
conversions, microfulfillment from operational retail
outlets, and mixed-use development that includes
industrial and retail components. Real estate
developers who are mindful of them may therefore
succeed in such projects when others fail.




Appendix: Maps and Site Plans
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