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Synthetic leasing can help corporate America

By STEVE EPLING
Special Report for The Business fournal

in an era of increasing rental rates, every com-
pany is faced with the challenge of minimizing
afier-tax real-estate occupancy costs, generally
the second or third-largest budgetary line item
for most service companies. Public companies
face an addigional chatienge — executing sirate-
gies which minimize the segative effects on thewr
balance sheets of owning real estate.

Fhe “synthetic lease” is 2 unique financing
alternative which accomplishes both objectives.
Although the synthetic lease concept has been
in existence for a long time {used primarily to
finance eguipment), it has recently gained
prominence as a real-gstate tool for mainstream
corporate Aimerica, particularly among explo-
sive growth high-tech firms. Although the syn-
thetic lease is appropriate for all firms, i is
particulasly ateractive for high-tech firms -
firms where Wall Street frowns heavily on in-
vestmenis outside their core businesses {where
returns are significantly higher).

A synthetic izase is an off-the balance-sheet
means of financing real estate or equipment so
that it is treated as a capital transaction for fax
purposes and as an “operating lease” under gen-
eraily accepted accounting principles (GAAP).
Therefore, the corporation realizes the federal 1ax
advantages of owning real estate {the tax shield of
depreciation and interest-expense deductions)
while achieving favorable balance-sheet trearment
under GAAP. By keeping the debt and real estate
off the balance sheet, a corporation’s return on
assets and debt ratios are improved, and higher
earnings per share are achieved.

Fhe synthetic icase is a complex transac-
tion that must be carefully engineerad jointly
with your firm’s accountanis to ensure that

upon completion, the lease is treated as an op-
erating lease on the corporation’s financials. It
is used generaily for acquiring or developing
new facilities, and not sale-leaseback trangac-
tions.

To qualify as an off-the-balance-sheet “op-
erating lease” vs. a “capital lease,” the transac-
tion must meet criteria established by the
Financial Accounting Standazds Board (FASE),
which is the rule-making body of the accounting
indusiry. FASB's Statement of Financial Ac-
counting Standards No. 13 establishes four tests
for a lease te qualify as an operating lease.

M The title cannot automatically transfer to the
lessee at the end.

M The purchase-price option gmount cannot
be a“hargain.”

B The lease term cansot exceed 73 percent of
the economic useful ife of the property. Com-
mercial real estate is depreciated based on 2 39.5-
year economic life,

H ‘The tolal minimum rental payments, dis-
counted to a present value, cannot be equal to or
greater than 90 percent of the fair market value
of the property, as calculated at the inception of
the lease.

Fo qualify as an ownership structure under
IRS guidelines, the “owner” must realize the
significant benefits and burdens of owning real
estate, Benefits in a synthetic fease transaction
are obtained by allowing the corporation to real-
ize the property’s appreciation by the fixed-
price option to buy the property at lease end.
Burdens include the residual value guaranty if
the property declines in value.

A synthetic lease transaction is structured
by creating a special-purpose entity unrelated
to the corporation {SPE/lessor) to purchase the
property and enter into a lease with the corpo-

ration {the lessee). The property may be raw
tand or a compieted or partiaily completed faci-
ity, and the synthetic lease can provide for cop-
struction of renovation to the lessee’s needs.
The SPE generally invesis at least 3 percent
equity into the property and finances the bal-
ance {usually non-recourse to the SPE) based on
the lease and the lessee’s credit, and not the
underiying vaige of the real estate created,

The tease term is generally short {three o
10 years) to comply with FASB gunidelines and
lease payments (which are generally fully ex-
pensed) are based on the SPE’s debt service,
the costs of owning and operating the real es-
tate, and a negotiated rate of returs on the
SPE’s equity investment. At lease end, the les-
se¢ has the option —- and not the obligation —
10 purchase the property at a previously nego-
tiated fixed price (the “FPO™).

H the propesty declines in value, the legsee’s
deficiency liability is limited to a previously
negotiated amount (fypically 90 percent of to-
tad cost). At lease end, the lessee can purchase
the propesty with the FPO, cause the property
to e sold to a third party {realizing either the
gain or subsidizing the deficiency 1o the negoti-
ated amount) or renew the lease, which would
mnvolve rolling over financing,

Synthetic leases carry aunigue risk because
there are no definitive accounting, IRS or SEC
rufes that guarantee these fransactions will be
recognized in the future. In the event of a nega-
tive ruling, one or more of the favorable aspects
of the synthetic lease structure may disappear.
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