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Sale/Leasebacks: The Key
to Funding Your Expansion

A salefleaseback strategy can be an important tool in your company's growth.

By Chad Adams, Director of Project Development, Century Equities, Inc.

HAT IS YOUR corporate real estate strategy? Do you have an answer?

Too many LtJIIIl).IIIil s never even ask the que stion, .u‘\umiug, that t()ﬂ'lp.llli{‘i

should alw: ays own their real estate in order to maintain complete control of their

property This is a fine (albeit archaic) w: ay to think, except that it can limit rapid

expansion and can hamper the growth of your
operations — and, ultimately, your bottom line.
Suplmsv someone created a prograin that
allowed companies to tap into the millions of
dollars locked up in “bricks and mortar” in their
facilities while maintaining complete control of
their property, all while enjoying numerous tax
and financial advantages? Look no further; the
program is here, and it is thriving. Firms
around the country are using sale/leasebacks to
compete, grow, and prosper. Is yours?

The Basics

A sale/leaseback is a financial strategy that
gives you an opportunity to raise cash and
improve your balance sheet. A sale/leaseback
takes place when a business sells real estate it
already owns t{u a third party for fair market
value (the “sale”), and then immediately enters
into a long-term net lease and continues to
ocenpy the property (the “leaseback”). If the
transaction is structured as a triple net lease,

the tenant continues to be responsible for maintenance, utilities, and insurance,

therefore retaining control of the property. In entering into a sale/leaseback agree-

ment, you are paid fair market value for your property, which provides cash to
t'\l)dllt' OperT: tions, pay down existing de |1l create hqmthl\ and/or substanti: I.“\-

improve your balance sheet and financial ratios.

A sale/leaseback essentially provides 100 percent financing to the business
owner. A company looking to build 4 new tacility does not have to tie up cash in the
{(Hlll ()[ ﬂll_‘ 25 ad l)l reent or more (](]\\TI l) HAY ]n(“t l\!]l( -lII\ re (il]"l l! ll\- comime ](lc.li

banks. Further, the entire lease payment is tax deduc tible, as ¢ mnpm’(‘(l to a tradi-

AREA DEVELOPMENT APRIL/MAY 2005 25



tional mortgage where only the inter-
est portion of the loan payment is
deductible. If a company already owns
its real estate, it can “unlock™ the equi-
ty in the property and turn that equity
into cash. The nrwma] purchase price
of a building, its cost, net of accumulat-
ed depreciation, is shown on the bal-
ance sheet. A property that was pur-
chased for 83 million 10 vears ago is
shown at a net book value of $2.25 mil-

lion on the balance sheet, but may
have a current market value of $7 mil-
lion. A sale/leaseback on that property
would replace the $2.25 million asset
on the balance sheet with an asset of $7
million in cash.

Operating vs. Capital Lease

When structuring a sale/leaseback
transaction, most financial profession-
als prefer that the transaction be treat-
ed in the financial statements as an
“operating lease” as opposed to a “capi-
tal lease.” Seasoned real estate invest-
ment firms should be able to walk you
through the maze of accounting
requirements in order to ensure that
the transaction qualifies and takes
advantage of the favorable tax treat-
ment associated with an operating
lease. The distinction between these
two types of leases is governed by Gen-
erally Accepted Accounting Pnnupkﬂ.
(GAAP) as outlined in FASB state-
ment No. 13, as amended.

There are five basic tests that a
sale/leaseback transaction must pass in
order to qualify as an operating lease.
The following questions are answered
by examining the terms of the lease
agreement. In order for the lease to be
treated as an operating lease, these
questions must be answered in the
negative.

1) Does the lease transfer ownership
of the real estate from the landlord
to the tenant?

2) Does the lease provide for a bargain
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purchase option less than fair mar-
ket value?

3) Does the beginning of the lease
term fall within the last 25 percent
of the total estimated economic life
of the real estate?

4) Is the lease term, excluding renewal

options, greater than 75 percent of

the estimated economic life of the
real estate?
5) Is the present value of the minimum

If a company already owns its real
estate, a sale/leaseback can “unlock” the
equity in the property and turn it into cash.

lease payments greater than or
equal to 90 percent of the fair mar-
ket value of the real estate?

When a sale/leaseback is structured
as a capital lease, both the real estate
asset and the associated debt are added
to the balance sheet. Only the building
portion (not land) of the real estate
asset is depreciated, usually over 40
years, and deducted as an expense
from the income statement. Also, only
the interest portion of cash payments
to the lender are treated as an expense
on the income statement.

However, when the transaction is
structured as an operating lease, the
real estate asset and the associated
debt are omitted from the balance
sheet. Footnote disclosure of future
minimum rental payments in the
aggregate and for each of the five suc-
ceeding fiscal years is required. The
full rental paviments are treated as an
expense throughout the term of the
lease.

Custom Structure

Some firms that specialize in
sale/leasebacks can not only handle
typical deals, but can structure transac-
tions in a customized manner to meet
the particular needs of their clients.
These firms are experienced in these
transactions and work to maximize the
client’s benefits by understanding the
company’s goals and using creative
solutions to meet them. Some ways to
customize a transaction include: using

variable rents to meet tenant cash How
needs, forwarding purchase commit-
ments or dt-'\’t'lupmt'ni participation
for new construction, using lease struc-
tures to maximize tax results, and
establishing nonstandard lease periods
to meet a tenant’s need to use a build-
ing for a limited time.

In family-owned businesses, the
real estate is often viewed as a erucial
part of the business because it has
been passed down from generation to
generation. Families find it very diffi-
cult to consider selling their real estate
to an “outsider.” Century Equities,
Inc., a real estate investment firm, has
structured a method to have continued
family ownership in the property to
help achieve estate-planning goals,
while allowing the company to realize
the benefit of unlocking the capital in
their real estate. The familv should be
able to make more money investing
dollars into its core business than it
would make on the appreciation of its
real estate.

Case Study I: Rapid Industrial
Expansion

A regional manufacturing company
was quickly gaining traction in its mar-
ket but needed to grow nationally to
achieve its financial goals. Faced with
the challenge of building multiple
industrial facilities without a war chest
of cash, this company turned to a real
estate investment firm for help. The
real estate investment firm acquired 12
locations in five states over four years
through sale/leaseback transactions. At
the end of each calendar year, this
company would sell and leaseback the
facilities they had developed that year.
These dollars were then used the fol-
lowing year to develop the next round
of facilities. For four vears, this compa-
ny used this financing method to grow
its business, which enabled it to com-
pete on anational level.

This important relationship with the
real estate investment firm allowed the
company to keep the real estate and its
associated long-term debt off of its bal-
ance sheet by structuring the transac-
tions as operating leases. By doing so,
they were relegated to disclosure in the
footnotes of the audited financial state-
ments. The sale/leaseback transactions
provided this regional business with
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the tools to grow its business and

established it as a prime acquisition

candidate.

Case Study 1I: Build to Suit with a Spin

A pll]!]it‘]\' traded textile giant wanted a
custom-built facility on the Mexican
border but did not want to tie up capi-

tal in construction. After identifving

the site where l]lu_\ wanted to locate,
the company pn!'tn(‘n’:l with a real
estate investment firm to make it II'.{E‘r-
pen with a “build-to-suit with a spin’”
strategy. The real estate investment
firm funded construction with the
security of having an executed long
term lease in place with the textile
company.

The textile company did not have
to invest any money or go through the
arduous process of finding construc-
tion funding. It was able to dictate the
<]1m-if1'(-:||‘in||s for its new |';|('i|il_\ and
enjoy the comfort of being in control
ol l|u property ll\ Signing 1|:m” term
net lease \Il}lllll"ll this transaction
was not a pure sale/leaseback, the
concept and the result was f-sst-min”_\

the same, in that the textile company

realized the value ol having a lease
p'.i_\'ll]l‘lll VErsus increase 'II lll‘[l!

Case Study lli: Creation of Much-
Needed Capital

A pl'i\':lln"]} owned logistics company
currently leases the maje ity of the 70
or more facilities it operates; it only
owns a handful of properties. In order
to accommaodate a customer’s demand,
the |t)l*__f|i.\fil'h company had to build a
Im'i]il_\ for this customer with short
lead time, It did not have time to locate
and partner with a reual estate invest-
ment firm, because it had to get the
facility up and operating. U nderstand
ing that they had millions of dollars
tied up in !|u- lml[thng after constric-
tion, and needing to “free llp" that cap
ital, the
sale/leaseback with Century Equities,

company completed a
Inc. To minimize risk, the logistics
company leased the facility back on a
seven-vear net lease to match the
seven-vear contract it had with this
customer. If the customer renews the
contract, the logistics company will
also renew its lease. This In'm'i-[l-cl

much-needed t.\t[iit.l] that allowed the
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company to better leverage its Corpo-

|';1I:-\1|'t-1|;_:[]|.\ and minimize debt.

Self Evaluation
Do vou have a strategy for your real
estate? Are you making vour real estate
work for vou? Does it make more
sense to sell and leaseback some ol
your properties and deploy that capital
into more I‘nrmhn_'tl\'r.' areas ol yvour
core business? Can you improve your
eritical financial ratios and thereby l\ln‘
_\'nu:'!\'t*lf in a stronger position with
your banks?

More and more companies are
using sale/leasebacks as a cost-effective
and eflicient alternative to traditional
debt in funding the costs ol expansion
acquisition and construction of new
facilities. Evaluate vour core business
[ yals and the direction of your ¢ ompa-
ny. Decide whether owning real estate
is of prim;nj impm't;uu‘q' or whether
the dollars tied up in “bricks and mor-
tar” could be better spent elsewhere.
Pre pare a sumimary of your current sit-
nation, inclading [nehnmhm informa-
tion on your company and vour current
real estate ]uli([ml“\ Lm<| contact an
(-\[n-nrru-t-lf real estate investment
company for a review. Explain your
goals, and these professionals m|L||F
help costom-structure a program for vou.

In tight economic times, companies
need to be Hexible
continue their financial growth and

and find wavs to

l)}l_\'\'il_‘.'ll expansion. A saleleaseback
can be an llnimrtun! tool in your comni-
p;m\"s '._{rn\\'th and ht-lp vou to stay

ahead of vour competition.

Chad Adams, Director of Project
!Ju'r'{'fu;mn'nr for Century l;'rfurr.é.w,
Inc., s weializes in salefleaseback trans-
actions and can be reached via phone
at (304) 232-5411,
r'mfrumﬁ".“:'nhu‘qrqnﬂjrw com,

e-mail at
or his
firm's website at www.centurye-

(uities.com. AREA
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