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Introduction

Recent development in the uropean economic landcape, uch a inflation, higher interet rate and trict regulation for
commercial ank, have prompted variou tpe of orrower to explore alternative method of raiing financing. Thi i
epeciall true when it come to orrower eeking long-term funding, uch a commercial real etate developer,
hipping companie, large corporate and governmental organiation.

Credit Tenant Leae (CTL) financing i one uch alternative method of financing. Thi article highlight it ke feature,
challenge and enefit and i aed on inight gained in our recent involvement in a large numer of CTL financing
acro urope and eond.

Key features

Funder
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Tpicall, a CTL financing i funded  intitutional invetor, including penion fund, inurance companie and aet
manager. Thee entitie provide funding through private placement, a financing method dicued in our recent article
on thi uject:

epoke Private Placement: An Alternative ource of Det Funding in urope | Gloal law firm | Norton Roe Fulright

orrower

While currentl not widel utilied in the Netherland and the ret of urope, CTL financing could e an appealing option
for a wide variet of invetor, ponor and orrower.

tructure

CTL financing are provided to the owner of an aet, uch a a real etate propert or a veel. The relevant aet i
leaed to a tenant with a trong credit rating on the ai of a long-term leae agreement. uch leae agreement take the
form of a doule net, triple net or aolute net leae, enuring a tale tream of revenue for the aet owner for an
extended period of time, tpicall ranging etween 10 and 20 ear. The financing itelf can take the form of either a ond
or a loan.

Rating agencie’ aement

In a more conventional real etate or aet finance context, the primar focu lie on evaluating the creditworthine of the
aet owner and aeing the collateral’ value. However, when it come to CTL financing, rating agencie hift their
attention to the following factor:

(i) the credit rating of the tenant;

(ii) the leae term and tructure of the leae in relation to the aet;

(iii) the proailit of a default  the tenant under the leae agreement; and

(iv) to what extent rental income will contriute to ervicing the det under the CTL financing.

Importantl, the aet’ value hold le ignificance in the rating agencie’ anali for CTL tranaction compared to
conventional real etate or aet finance.

Given the comparativel low rik aociated with net leae, lender are generall willing to provide funding on favourale
term. Thee term ma include:

(i) a lower interet rate;

(ii) a longer term;

(iii) a higher Loan to Value (LTV) ratio; and

(iv) a lower Det ervice Coverage Ratio (DCR) ratio.

ector

CTL financing can e ued acro multiple ector, with the financed aet tpicall eing a epoke and a crucial aet
for the operation of the tenant. Ue cae include tank torage, ditriution centre, warehoue, headquarter of large
corporate, propertie ued in the pulic ector and data centre.

Net lease agreements

The net leae agreement

In term of leae tructure, the allocation of rik etween the leor and the tenant pla a crucial role for CTL lender in
determining the credit rik profile. ach of the relevant form of net leae are riefl decried elow.

(a) Doule net leae (or: NN-leae) 

The doule net leae i a commonl ued leae tructure for commercial real etate, where in addition to a fixed
ae rent, the tenant alo pa the relevant taxe in repect of the aet and inurance cot. Maintenance and repair
cot relating to the aet are uuall orne  the aet owner.

() Triple net leae (or: NNN-leae) 
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The triple net leae i particularl advantageou for CTL lender eeking a tale rental income with relativel minimal
expoure to cot aociated with aet operation. In addition to a fixed ae rent, the tenant alo pa the relevant
aet taxe, inurance cot, and operational and maintenance cot. Depending on the cot allocation laid down in
the leae agreement, major aet maintenance and repair cot ma e orne  the aet owner.

(c) Aolute net leae (ondale leae) 

The aolute net leae i the mot attractive leae tructure for lender a the tenant i not permitted to terminate the
leae agreement or to upend an of it leae oligation. The tenant i oliged to continue to perform it oligation
under the leae agreement at all time and under an circumtance. In addition to a fixed ae rent, the tenant alo
pa aet taxe, aet inurance cot, operating and maintenance cot (including major maintenance cot) and
an other cot relating to the aet.

Ke element and rik of net leae agreement

CTL lender will favour an aolute net leae arrangement, where the (creditworth) tenant ear all cot and expene
and aume all rik aociated with the leaed aet. When evaluating a CTL financing, rating agencie examine the
leae agreement carefull, with a pecific focu on the following element which are deemed critical:

(a) Term. The tenor of the leae agreement mut at leat e equal to the term of the CTL financing.

() Hell or high water. The tenant agree to compl with it (pament) oligation under the leae agreement until
the end of the leae tenor at all time and under an circumtance regardle of an right the tenant might otherwie
have to upend it (pament or other) oligation (o called: “hell or high water” proviion). Thi mean that an
incentive, reduction, withholding, reak option or conditional pament under the leae agreement which ma
negativel a�ect the rental income are not allowed. Thi i important to enure a predictale and tead rental
income, which i ued to pa det ervice in repect of the CTL financing.

(c) Termination. In order to maintain an uninterrupted tream of rental income, the leae agreement ma not provide
for an termination right or purchae option for the tenant, unle thi would trigger full repament of the
outtanding amount due under the CTL financing (including make-whole cot).

(d) Allocation of liailit. An liailit relating to the aet hould e for the account of the tenant, including damage
to the aet, environmental iue, licence/permit requirement, etc.

(e) ecurit. ecurit hould e created over the total amount of leae receivale for the full tenor of the leae
agreement. From a local legal perpective it hould e conidered whether the total amount of leae receivale can
e recovered in cae of ankruptc of the orrower or the tenant a uch amount will e required to full repa the
CTL financing. The outcome hereof ma di�er according to the juridiction. An pament default rik under the leae
agreement can e further mitigated  taking ecurit over the aet itelf and the relevant ank account, the ue of
a credit default wap, putting in place a parent compan guarantee (or alternativel, a credit upport letter or an
equit commitment letter from the tenant’ parent compan).

(f) Fixed date-certain leae. The leae agreement hould provide for a fixed date a of which the tenant i oliged to
tart paing rent. Thi ma ecome relevant in cae of a contruction project if completion of the aet i delaed. The
tenant hould neverthele tart paing rent on the agreed fixed date. In uch a cae the contractor ma ecome
liale for dela damage, which ma e ued to compenate the tenant. An pament default rik with regard to the
contractor ma e mitigated  a performance guarantee or parent compan guarantee given  the contractor’
parent compan.

(g) Inurance. The aet inurance i uuall in the aet owner’ name, however the tenant mut enure timel
pament of the inurance premium.

(h) Parent compan guarantee. Depending on the creditworthine of the tenant, a parent compan guarantee from
the tenant’ parent compan ma e required to enure that the credit rating of the tenant i u�icient. CTL lender
ma require having a direct contractual relationhip with the parent compan o that the are ale to claim from the
parent compan direct in a default cenario.

Key challenges

Cooperation  the tenant
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Peruading the tenant to collaorate with CTL financing could poe a ignificant challenge for the aet owner, given the
tringent requirement et forth  CTL lender in relation to the leae term. The ke incentive for the tenant lie in the
propect of reduced rent. Thi reduction i made poile ecaue the aet owner can ecure financing from CTL lender
at more favourale term when opting for CTL financing. Particularl over an extended leae duration, thi arrangement
prove highl advantageou from a cot perpective for the tenant. Additionall, the tenant gain control over the aet and
it development, a it i reponile for maintaining the aet. Moreover, the cot aociated with the aet fall within the
tenant’ control, potentiall remaining relativel low if e�icientl managed  the tenant.

Local law retriction

Careful conideration hould e given to the relevant local law involved, including the law governing the leae agreement,
the juridiction of incorporation of the tenant and the juridiction where the relevant aet i located. CTL financing ma
not e an availale option in tenant-friendl juridiction where local mandator law and regulation limit the poiilit of
CTL-proof leae agreement. For example, the “hell or high water proviion” a highlighted aove, ma not hold up in
court if mandator local law rule prevent the tenant from validl waiving it right to upend it pament oligation in
cae of a leor default.

Alo, it ma not e poile in each juridiction to take ecurit upfront over the aggregate amount of the leae receivale
which are paale over the lifetime of the leae. In certain juridiction, uch ecurit would onl capture the leae
receivale due up to the time of enforcement of uch ecurit or up to the moment the ecurit provider or tenant i
declared ankrupt.

Change of law and regulation

A CTL financing (and conequentl, the correponding leae agreement) tpicall pan a more extended period, ranging
from 10 to 20 ear. Throughout thi duration, partie ma encounter iue ariing from change to the relevant local law
and regulation. uch rik are tpicall orne  the tenant.

Change of credit rating tenant

In CTL financing tructure, an advere change to the tenant’ credit rating during the life of the CTL financing i tpicall
not mitigated, and thi rik i uuall orne  the CTL lender. Conequentl, a thorough upfront aement of the
tenant’ creditworthine i eential.

Contruction dela

Completion of capital expenditure (capex) project ma experience dela due to uppl chain iue, geopolitical factor
or contractor default (including inolvenc). Conequentl, it i prudent to ae whether a ank guarantee from the
contractor i necear, if a performance guarantee hould e provided  the contractor’ parent compan, or if the aet
owner can otain a refund guarantee from the contractor to ecure the repament of advance pament in a contractor
default cenario.

Accounting and tax implication

It will need to e determined, on ai of the applicale accounting rule, whether the leaed aet hould e recognied
a an aet on the orrower’ and/or the tenant’ alance heet. uch aement ma alo have tax implication, which
mut e carefull conidered from a local law tandpoint a negative tax conequence could potentiall a�ect the tenant’
credit rating.

Why CTL financing?
Financing aet leaed  tenant with a trong credit rating under a net leae agreement tpicall repreent tale and
low-rik return for the orrower. From a lender’ perpective, the rik of orrower default i reduced. Conequentl, CTL
lender are willing to provide financing on more favourale term. Thee term ma include reduced interet rate, a higher
LTV ratio and a lower DCR. In ome cae, orrower ma not e required to contriute an equit, freeing up capital for
other invetment. Tenant can enefit from the CTL financing tructure if orrower factor in the lower financing cot
into the rental price. Thi erve a a ignificant incentive for tenant to collaorate with orrower, enuring that the leae
agreement term are eligile for CTL financing.
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