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Net |leasing has weathered the times, and
continuesto be a valuable financing vehicle

et leasing is the Old Man River of real

estate finance. It just keeps rolling

along. Since I'm almost as old as that
River — having spent more than the last 40
years as awitness to the ups and downs of this
business — | can speak with authority when |
say that leasing has never been more popular
than it istoday.

With the current economic slowdown, net
leasing is proving to be a solid way of raising
capital with a cost of funds that is usually
much lower than direct borrowing costs. But
where is it going to be when the economy
improves?

My opinion: net leasing will continue to
prosper, but at a more moderate rate, while
other areas of real estate begin their periodic
(every 10 years) decline. Although I'm the
guy who predicted an Adlai Stevenson
landslide in 1952, a blowout by Sonny Liston
of Mohammad Ali in the early 1960s and a
Fred Harris presidency beginning in 1976,
here’ swhy I'm right thistime.

Real estate professionals never cease to be
amazed at how resistant net leasing is to the
enormous swings in the real estate industry.
While almost every other form of real estate
seems to add proof to the big bang theory of
the universe — with pulsating booms and busts
— net leasing never goes to these extremes.
Investors in net lease transactions may not
make fortunes, but they don’t lose them either,
and for good reason.

Net lease transactions may look like real
estate investments, but, when you scratch
them, you find they are really credit
investments — based upon the credit of the
lessee and not the real estate. The rents are
based upon the lessee’ s bond rate and not real
estate market rates. At the end of the lease
term, usually between 15 and 20 years, the
investor will own a residual interest in the
property. But unless there is a remarkable
burst in values over the lease term, the
investor’s return will be tied closely to the
return it would get from investing in a bond of
the corporate lessee. Accordingly, the
investment is in essence a bond with aresidual

kicker.
Although net leasing could be characterized
as a "moderate” investment, the spurt in its

growth over
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years has been anything but moderate. There
isone reason: the corporate need for liquidity.

| have learned when hiking that when you
get a sore back you don't just dump your
unnecessary gear. Rather, you lighten your
load from the beginning and then you will
never get a sore back. Corporations are
catching on to this principal, and to the fact
that it is harder for them to raise capital.
Corporations are striving for liquidity, and the
ownership of real estate does not meet that
objective. Few assets on a corporate balance
sheet are as illiquid as real estate. Companies
are realizing that net leasing is not just a
reaction when you need to raise capital. Itisa
sound business financing strategy. Net leasing
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alows companies to use the cash in their
businesses where it can earn a significant
multiple of what it can earn by being tied up in
land and bricks. Consequently, more and more
companies are disgorging themselves of their
properties and leasing them back. And, when
they expand, they are doing it through leasing
rather than owning.

This push for liquidity is reinforced by the
other standard reasons for choosing leasing
over ownership, including off-balance sheet
treatment, the bel ow-market cost of occupancy
and 100% funding of the value of the rea
estate.

Moreover, the tax laws alow a corporate




lessee to benefit from a remarkably low after-
tax cost of funds. Since 100% of the rents are
deductible, the after-tax cost of leasing is well
below comparable term Treasury rates.

Guessing economic cycles has become a
national sport that has more participants and
patrons than baseball, football and basketball
combined. But as a friend reminded me
recently, economic cycles are man-made.
They are not laws of nature. It's possible that,
instead of being in acycle, we will continueto
move upwardsin astraight line.

It cannot be emphasized enough that net
leasing is fundamentally a credit investment.
Therefore, what we foresee for real estate
generically has no necessary relevance to this
area. As a result, the value of net lease
investments previously made will not be
dramatically affected by a real estate
turndown.

As to future investing, real estate funds
may dry up but not net lease funds. The
capital markets may be more selective when
investing in corporate lessees, and they may
impose tighter terms upon the lessee and
require shorter maturities. And the cost of
funds will go up. But the markets will
continue to invest. The problem is not, as with
many other types of real estate, the
unavailability of funds at any price.

Net leasing has been labeled dull and
unimaginative, and | can accept that. Like
many other dull and unimaginative things, it is
steady. Steady in good times may not sound
too appealing. But in bad times, it's the brass
ring.?

Robert L. Nessen, the Chairman of Bogon-
based CRIC Capital, LLC, has specialized in
corporate and net lease financing since
beginning his career in 1958. Mr. Nessen is
nationally recognized for the work he has
done in creating and implementing new
financing techniques for real estate, corporate
net lease and other off-balance sheet
financing. You can learn more by calling
617-303-4400 or through visiting the
company Web site at www.criccapital.com.



