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Reduce Headline Risk Via Net Lease Exposure

Outstanding net lease deals offer scarcity value as the sector is poised Stav G
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for recovery, and a pickup in new issuance volume. We view net lease +1(646) 768-9173
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Net lease investment activity should increase once economic conditions
stabilize. Overall net lease investment volume fell by 45% YoY in Q4 2023 to  Headquarters Address:

.- . Academy Securities, Inc.
$8.3 billion, according to CBRE. 622 Third Avenue, 12th Fl

Rising investment volumes should bolster net lease securitization. Issuance  New York, NY 10017
has been muted over the past couple of years (Figure 1). STORE Capital’s

$450 million STR 2024-1 is the only net lease ABS transaction issued YTD. The

upsized deal priced its triple-A class at 140bp over the Treasury benchmark.

In turn, the last standalone net lease SASB CMBS deals priced back in 2020. Net lease landlords
are now tapping the market again. For example, Global Net Lease financed a 20-property net lease
industrial portfolio via a CMBS loan to the tune of $237 million. The landlord shifted the properties
from a corporate credit facility into a CMBS pool. A $70 million pari-passu note of the whole loan
is the top exposure in the just-issued BMO 2024-5C4 deal.

Figure 1. Net Lease Securitization Issuance and Spreads
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Aspects to Track as ABS and CMBS Collateral Overlap Rises

We identify a few aspects to track as investors analyze net lease pools:

Issuance straddles both ABS and CMBS. We see much similarity between net lease pools
that back ABS and CMBS deals. The growing collateral overlap echoes a trend in data center
securitizations, where properties with similar characteristics can land in either master
trust ABS vehicles or CMBS conduit and SASB deals.! Such collateral overlap has two key
implications: (1) Rating agencies are increasingly harmonizing their rating approach to net
lease transactions by incorporating CMBS-like property analysis into their net lease ABS
methodology. This is consistent with the approach the agencies are implementing for data
center securitizations as well?; (2) CMBS investors looking for exposure to the net lease sector
may take a closer look at ABS deals. Amid the shifts in rating methodologies, investors can
more fully leverage existing property-level expertise to get comfortable with non-CMBS net
lease collateral. This could also facilitate portfolio diversification away from sectors prone to
headline risk, such as office and multifamily.

Rising industrial exposure. Net lease transactions increasingly offer a broader range of
underlying properties, beyond the traditional single-tenant retail exposure. Deals can feature
100% exposure to net-lease industrial pools (for example, SORT or USRE issuers), a mix of retail
and industrial pools (FIP and STORE), or occasionally office components (Oak Street) (Figure 2,
left). STR 2024-1 even had exposure to assisted living properties. The growing dominance of
net lease industrial properties is also reflected in the sector’s investment activity. Industrial/
logistics’ share of net lease investment volume rose to 50% in Q4 2023 from 43% in Q4 2022.
This bodes well for the liquidation values of net lease pools. Rating agencies place a significant
emphasis on property liquidations when projecting deal cashflows.

Figure 2. Net Lease ABS Property and Market Type Breakdowns
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1 “Data Centers: A Strong Segment Juggles ABS and CMBS,” Securitized Products Special Topics, Academy Securities, October 4, 2022
2 “Data Centers: Performance Wrinkles to Test Operators’ Role,” Securitized Products Special Topics, Academy Securities, February 21, 2024
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e Secondary and tertiary locations. The elevated exposure of net lease pools to historically
weaker secondary and tertiary locations counter-intuitively point to collateral strength amid
the current struggles of some primary/CBD locations. Deal exposures to primary markets
range from only 7.5% to 35.7%, based on rating agencies data. Tertiary locations account for
20.8% to 75.4% across different issuers (Figure 2, right).

Focus on Tenants Strength in Net Leases

Net lease pools mostly include triple-net lease agreements. In such leases the tenant pays
property taxes, insurance, and building maintenance, in addition to the rent. Other types of net
leases include single-net lease and double-net lease (Figure 3).

Figure 3. Gross vs. Net Leases
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e Double-Net Lease: the tenant pays property taxes and insurance, in addition to the rent. For
context, STR 2024-1 featured only 1.1% exposure to such leases.

e Single-Net Lease: the tenant pays property taxes, in addition to the rent. This is the least
common net lease type, according to commercial brokers.

In contrast to net leases, in a typical gross lease, the tenant pays a base rental amount and
nothing else. The property owner pays all expenses. Gross leases expose the landlord to greater
expense volatility, especially amid rising insurance premiums and property taxes. On the flip
side, net leases can have lower rent levels and require more focus on the tenant’s credit profile
given its responsibility for a range of uncertain expenses. As such, net lease pools may have
elevated sensitivity to tenant bankruptcies. Delinquencies and vacancies increased in 2023 in
some portfolios, partially on the heels of tenant bankruptcies, according to S&P. For example, the
bankruptcy filing of Bed, Bath & Beyond in April 2023 led to multiple downgrades on exposed

pools.
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Disclaimer

Although certain information has been obtained from sources believed to be reliable, we do not guarantee
its accuracy, completeness or fairness. We have relied upon and assumed without independent verifica-
tion, the accuracy and completeness of all information available from public sources.

Views and opinions expressed are for informational purposes only and do not constitute a recommenda-
tion by Academy Securities for any purpose including buying, selling, or holding any security. Views and
opinions are current as of the date of this presentation and may be subject to change, they should not be
construed as investment advice.

This information discusses general market activity, industry or sector trends, or other broad-based busi-
ness, economic, market or political conditions and should not be construed as operational, research or
investment advice. This material has been prepared by Academy Securities and is not financial research
nor a product of Academy Securities. It was not prepared in compliance with applicable provisions of law
designed to promote the independence of financial analysis and is not subject to a prohibition on trading
following the distribution of financial research. The views and opinions expressed may differ from those
of Academy Securities. Investors are urged to consult with their financial advisors before buying or selling
any securities. This information may not be current and Academy Securities has no obligation to provide
any updates or changes.

Economic and market forecasts presented herein reflect a series of assumptions and judgments as of
the date of this presentation and are subject to change without notice. These forecasts do not take into
account the specific investment objectives, restrictions, tax and financial situation or other needs of any
specific client. Actual data will vary and may not be reflected here. These forecasts are subject to high
levels of uncertainty that may affect actual performance. Accordingly, these forecasts should be viewed
as merely representative of a broad range of possible outcomes. These forecasts are estimated, based on
assumptions, and are subject to significant revision and may change materially as economic and market
conditions change. Academy Securities has no obligation to provide updates or changes to these forecasts.
Case studies and examples are for illustrative purposes only.

Index Benchmarks

Indices are unmanaged. The figures for the index reflect the reinvestment of all income or dividends, as
applicable, but do not reflect the deduction of any fees or expenses which would reduce returns. Investors
cannot invest directly in indices.

The indices referenced herein have been selected because they are well known, easily recognized by inves-
tors, and reflect those indices that the Investment Manager believes, in part based on industry practice,
provide a suitable benchmark against which to evaluate the investment or broader market described here-
in. The exclusion of “failed” or closed hedge funds may mean that each index overstates the performance
of hedge funds generally.

THIS MATERIAL DOES NOT CONSTITUTE AN OFFER OR SOLICITATION IN ANY JURISDICTION WHERE OR TO
ANY PERSON TO WHOM IT WOULD BE UNAUTHORIZED OR UNLAWFUL TO DO SO.

©Academy Securities, Inc.



