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In a nearly yield-less bond environment, the need for
fixed income-oriented alternatives has dramatically
increased for investors starving for long-term and pre-
dictable income streams. As a result, net-leased real
estate has, of late, garnered significant attention from
a wide array of institutional and individual investors.
Net leases—also known as “NNN” or “triple-net” leas-
es because the tenants are typically responsible for

all expenses including real estate taxes and operating
and other costs so that the rent received from the ten-
ant is truly “net” to the landlord—offer the potential
for investors to get higher yields from corporate ten-
ants than those same corporations are paying on their
debt obligations that trade publicly. This is one of the
reasons that net-leased properties have experienced a
surge of interest from investors and enjoyed significant
yield compression over the past few years.

What is a Net Lease investment?

Many perceive commercial real estate (CRE) invest-
ments as high-maintenance and risky, particularly
when compared to traditional fixed income vehicles.
What exactly is a net-lease investment, and how does
it differ from other real estate investments? In broad
strokes, as referenced above, net-leases are struc-
tured to shift many of the costs and burdens of CRE
ownership away from the landlord and onto the ten-
ant. This shift nullifies many concerns surrounding
rising expenses and maintenance costs, while offer-
ing long-term income generation. Additionally, most
net leases have built-in rental rate escalations. These
contractual rent “bumps” usually cause the rent to in-
crease annually by a fixed amount (e.g., 2% to 3% per
year) or varying increases indexed to inflation. These
escalations enable the landlord/owner to count on an
increasing income stream over the life of the lease.

Net-lease structures are common in three of the four
main property types (retail, office, and industrial but

excluding multifamily) as well as others including data
centers, healthecare, and biotech facilities with vary-
ing lease terms and with a myriad of tenants across the
credit spectrum. So, for discerning investors, there is
plenty to choose from in terms of risk, duration, and
yield.

Comparing NNN to government & corporate bonds

The most significant driver of the voracious appe-

tite for cash-generating alternatives to traditional
“risk-free” fixed income (e.g., government debt) is the
dramatic compression of bond yields over all time peri-
ods since 2000. In just the past three years, bond yields
for the 30-year, 10-year, and 5-year have all “come-in”
since year-end 2018, at 92, 120, and 162 basis points,
respectively (a basis point, or “bp,” is 0.01%). The most
commonly-used benchmark for real estate investors is
the 10-year U.S. Treasury. At year-end 2001, the 10-year
Treasury Note yield stood at 5.07%, 358 bps higher than
it was on June 30, 2021.

Following a similar but even more dramatic trajectory,
investment-grade corporate bonds have experienced
greater yield compression than government debt.
High-quality corporate debt is trading at historically
low yields; as of June 30, 2021, the average corporate
yield was 2.04.% (a compression of 433 bps and 216 bps,
respectively since year-end 2001 and year-end 2018).
Yield-hungry investors often favor corporate bonds
over government bonds to increase income from their
bond portfolio. Because of the compression in invest-
ment-grade corporate yields, the traditional “arbitrage”
is less compelling than it has been historically.

But what about inflation?

It’s impossible to pick up a newspaper or catch TV and
radio business news without hearing concerns about
inflation. In spite of Federal Reserve Chairman Powell’s
assurances to the contrary, many market observers,
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Comparing U.S. Corporate Bonds to Net-Lease Investment Cap Rates
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economists, and investors believe that massive gov-
ernment spending coupled with the Fed’s easy money
policies are bound to trigger a run of inflation, which
will erode consumer buying power and make tradition-
al fixed-income vehicles less attractive for investors.
Over the last 20 years, annual inflation has averaged
2.1%; however, in the 12 months ending May 31, 2021,
inflation was 5.0%, its highest level in 13 years. Any sus-
tained rise in inflation will eat away at bond yields at a
time when bond coupons are already skimpy. This will
also heighten investor’s interest in investments that
have the potential to provide a “hedge” against infla-
tion. Real estate, generally, has been viewed favorably
from this perspective. Net-lease investments with con-
tractual rent escalators as described earlier are not a
perfect inflation hedge (especially if inflation starts

to run away), but they are certainly much better than
non-indexed traditional fixed income vehicles.

Considering risk and reward

With less incentive to invest in investment-grade cor-
porate bonds, net leases (with an investment-grade
tenant) can be a suitable alternative due to key struc-
tural similarities regarding low issuer/tenant default
risk, yield generation, and perceived long-term cash
flow into the future. In addition, capitalization rates’
in the real estate market are the mirror image of bond
yields in the public markets. Hence, both metrics can
be understood to be a measure of the balance between
risk and reward. With that said, the same structure
and benefits afforded to investment-grade corporate
bonds—Ilike predictability (regarding yields) and an at-
tractive passive payment structure focused on stable
cash flow—applies to net lease investments too.
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When comparing net lease cap rates against invest-
ment-grade corporate bond yields, the spread is
substantially in favor of net lease investments. Like
corporate bonds, net lease cap rates have compressed
over the past 20 years but at a more modest rate. Ac-
cording to Real Capital Analytics (RCA), the average net
lease cap rate was 6.1% as of Q2 2021, down 3 bps from
the prior quarter. Over the last 20 years, the average
yield spread between net lease cap rate and the invest-
ment-grade corporate bond yield was 294 bps. How-
ever, in the last year (ending June 30, 2021), the average
spread increased to 408 bps, indicating even greater
yield potential than investment-grade bonds (albeit
with the slightly higher risk of leased real estate).

In the current low-yield environment, a net lease in-
vestment could be an ideal alternative investment for
some investors due to higher yields vis-a-vis both cor-
porate bonds and government bonds, as well as their
inflation-hedging characteristics, achieved through
rent escalation and pass-through of expense increases
to the tenant. Those benefits do not come without the
risk of illiquidity and re-leasing challenges in the case
of a tenant default or if/when the tenant moves out at
the end of its term. However, these risks are somewhat
mitigated by the reality that the owner of the property
(i.e., the landlord) still owns the real estate, which if
they have done their due diligence properly, has signif-
icant intrinsic value. Simply put, when done carefully
and prudently, net lease investments can be a relatively
high-yielding and superior fixed income alternative.

1A property’s capitalization rate, or cap rate, is a measure of its Net Operating Income relative to its market value.

the 9:05 | 2nd Quarter 2021 2



ABOUT THE 9:05

Since 1978, we’ve held a weekly company-wide meeting during which we talk about
the prior week’s activities and those anticipated in the week to come. We refer to
this meeting, which begins just after nine each Monday morning, as “the 9:05.”
Just as the 9:05 meeting enables us to share our knowledge and insights with each
other, this newsletter provides us with a valuable means of communicating with
our clients. Hence its title: the 9:05.

DISCLOSURES

the 9:05 is produced by the Asset Management Group of Bailard, Inc. The information in this publication is based
primarily on data available as of June 30, 2021 and has been obtained from sources believed to be reliable, but its
accuracy, completeness, and interpretation are not guaranteed. We do not think it should necessarily be relied
on as a sole source of information and opinion.

This publication has been distributed for informational purposes only and is not a recommendation of, or an
offer to sell or solicitation of an offer to buy any particular security, strategy, or investment product. It does not
take into account the particular investment objectives, financial situations, or needs of individual clients. Any
references to specific securities are included solely as general market commentary and were selected based on
criteria unrelated to Bailard’s portfolio recommendations or the past performance of any security held in any
Bailard account. All investments have risks, including the risks that they can lose money and that the market val-
ue will fluctuate as the stock and bond markets fluctuate. Asset class specific risks related to real estate include
but are not limited to fluctuations in supply and demand, inexact valuations, and illiquidity. The volatility of real
estate may be understated due to inexact and infrequent valuations. Real estate has significant risks and is not
suitable for all investors. There is no guarantee that any investment strategy will achieve its objectives. Charts
and performance information portrayed in this newsletter are not indicative of the past or future performance
of any Bailard product, strategy, or account unless otherwise noted. Market index performance is presented on a
total return basis (assuming reinvestment of dividends) unless otherwise noted. Past performance is no guar-
antee of future results. All investments have the risk of loss. This publication contains the current opinions of
the authors and such opinions are subject to change without notice. Bailard cannot provide investment advice in
any jurisdiction where it is prohibited from doing so.

the 9:05 is published four times a year by Bailard, Inc., 950 Tower Lane, Suite 1900, Foster City, California 94404-
2131. (650) 571-5800. www.bailard.com. Publication dates vary depending upon the availability of critical data, but
usually fall in the first month of each new quarter.
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