Raising Local Capital through Sale-Leasebacks

by Ronald Pollina
“A pessimist is one who makes difficulties of his opportunities and an optimist is one who makes opportunities of his difficulties.”
—Harry S. Truman
Like other communities across the nation suffering from the recession, your community may want to raise funds in order to support projects and operating needs. For decades, Fortune 500 companies have used a vehicle that has allowed them to use their real estate assets to help finance their business needs—the sale-leaseback.

Like companies, communities can use the sale and simultaneous leasing back of their facilities as a means of accomplishing specific financial objectives. A sale-leaseback is a situation in which the owner transfers real estate for cash and simultaneously executes a lease on the same property.

A sale-leaseback allows the community (the seller-tenant) to capitalize on its financial stability and the value of the secure rent stream it will pay during the lease term. It allows the community to sell brick, mortar, and dirt (city hall or other local government property) for a price in excess of the market value without the lease. A sale-leaseback is a secure alternative to the traditional method of raising capital by selling local government bonds or raising taxes. It provides an opportunity to raise cash while maintaining operational control of the property as if it were still owned by the community.
Why Communities Like Sale-Leasebacks
A sale-leaseback allows a community to use the capital that would otherwise remain locked up in its real estate assets. Unlike bond issues, sale-leasebacks do not put a new, or any additional, tax burden onto a local government’s citizens. If a community believes it could better use the capital tied up in city hall or other local properties for improvements to the community or for other financial obligations, a sale-leaseback could be extremely helpful.
Often, communities are surprised to discover the value of their real estate equity. Maximizing the sale price for a municipal property is a function of understanding this unique market, including the specialized investors and lease structures required.
Sale-leaseback capital can be used to finance new public facilities, facility improvements, infrastructure, and other capital improvement projects. It has also proven effective in plugging budget gaps and increasing bond ratings and capacity. Notably, the capital from a sale-leaseback can be used however the community wishes. In today's economy, this can be critical.

Who Are the Buyers and What Do They Look For?
The buyers in sale-leaseback transactions have three principal goals. The first objective is to secure cash flow through rent from the community's lease; the second is to take advantage of any tax benefits associated with property ownership that might be available under the Internal Revenue Code. And the third is to take advantage of the residual value of the property at the end of the lease.
The stronger the credit of the community and the better the property, the more negotiating leverage the community has. A significant part of structuring a sale-leaseback is finding the correct buyer in light of the specific property and the community’s credit. Buyers come from private and public equity funds, pension funds, trust funds, and other investors that invest for the long term. This matchmaking is a complex but essential process if the community is to receive the maximum price and the best lease terms.
Some sale-leaseback property buyers also structure a “construct-leaseback” in which an investor provides all of the capital to build a new facility according to a community’s specifications. In such cases, the community may not be required to put forth any cash for initial construction. In addition to being able to occupy a new facility at market rents, the community can often pocket additional funds when, because of the community’s lease term and creditworthiness, it in effect sells the building for more than the cost of construction. 
Economic Considerations

One critical question for a community is: Does the rent paid, plus the possible loss of residual value (market price of the property at end of lease), outweigh the advantages of receiving the net cash proceeds from the sale? This is the answer to whether a sale-leaseback is the most advantageous avenue for a community to take. It is different for every community and can vary from year to year.
In terms of the lease rate and purchase price, transactions are usually based on current market rents and capitalization rates. Although market capitalization rates may vary slightly at any time, the “cap” rate for a specific transaction depends on the size of the property, the type of property, the location, and the financial strength of the community.
Typical lease terms range from 15 to 20 years. Most buyers prefer a 20+-year lease with increases in the rent ranging anywhere from 1 percent to 3 percent annually.  Leases can be negotiated, with options for the community to renew the lease for five or ten year increments. If after 20 years, or longer (after renewals), the community no longer wants the property, they can simply not renew their lease.  An option to re-purchase the property at the end of the lease can also be include.  Such re-purchase options are generally at the then-market value of the property or are based on a right-of-first refusal.  Because most sale-leaseback transactions are for single-user buildings, buyers prefer that leases be on a pure triple-net basis (tenant is responsible for building operation and maintenance). Contrary to what many buyers may state, everything in the purchase contract and the lease is negotiable within industry standards.
Sale-Leaseback Case Studies
Here are two case studies that provide a better understanding of how a sale-leaseback can be a valuable tool in a community’s financing toolbox.
Case study no. 1. A Midwest community with a population of approximately 40,000 required funding to build and equip a new fire station. A sale-leaseback of the community’s city hall was a secure alternative to issuing bonds or raising taxes in order to support the financing required for the fire station.

The appraised replacement value of this seven-year-old building, exclusive of contents, was estimated at approximately $5,000,000. Because the community was willing to sign a 20-year lease at a market rental rate of $19.25 on a triple net basis (tenant responsible for all operations and expenses), an investor committed $8,250,000 for the property.

At the time, the community had approximately $3,981,000 in debt. After paying off the debt service from the sale proceeds, the community received a cash payment of $4,268,000. Whether the community used bond financing or a sale-leaseback to raise needed money, in both cases they have taken on debt that would need to be paid off.  One advantage of the sale-leaseback is that the sale will generate more cash ($4,268,000 in case Study 1) than the actual land and construction cost. This additional cash can be invested and used to help pay monthly rent or applied to the re-purchase at the end of the lease if the community wishes to re-purchase. In Case Study 1, the institutional investor received an approximate return of 7 percent on the investment, and the community was able to raise the cash necessary to build the new fire station. The following table provides the breakdown:
	Sale-leaseback sale price
	$8,250,000

	Appraised value
	$5,000,000

	Outstanding debt on the building
	$3,981,000

	Cash paid to community
	$4,269,000


Case study no. 2. A growing Midwestern city of approximately 100,000 citizens sought to acquire an 18,500-square-foot building adjacent to its existing city hall that would accommodate its mounting need for administrative space. The adjacent structure was offered for sale at $2,000,000 and required improvements of approximately $1,000,000 to bring it up to the community’s specifications. The community needed to find a way to raise cash quickly to pay for the building and improvements.

An arrangement was orchestrated such that an institutional investor agreed to purchase the building for $4,269,230 so long as the municipality entered into a 20-year lease at $15.00 per square foot ($277,500 annually). Given the city’s creditworthiness and secure cash flow from rental payments, the community was able to generate proceeds from the sale in excess of the property and improvement costs. This deal represents a 6.5 percent return to the investor while the community pocketed $1,269,230 in addition to having operational control of a newly renovated 18,500 square-foot facility. Details are on the table below.
	Sale-leaseback sale price (with municipal lease)
	$4,269,230

	Cost of building plus improvements
	$3,000,000

	Additional cash paid to community
	$1,269,230


Sale-Leasebacks versus Bond Financing

Traditionally, communities raise funds by issuing bonds. The sale-leaseback is not intended as a replacement for issuing bonds but as an alternative to be used when and where appropriate. As is the case with bond financing, where the community must pay off the bond, the community must make lease payments in a sale-leaseback transaction. The following table provides a comparison of sale-leaseback and bond financing.
	
	Sale-leaseback Capital
	Bond Financing

	Voter approval
	Voter approval not needed.
	Needs voter approval.
· Potential loss of referendum.
· Cost of election and advertising.

	Risk 
	Monthly rental payments; effectively transfers the obsolescence risk of property to the buyer.
	Repayment of bonds
Changing interest rates.

	Term
	Most effective for terms of 15 or more years with options to renew; purchase price established through bid process.
	Appropriate for large issues and terms to lock in low rates.

	Timing and documentation
	Process takes 90 to 120 days; purchase contract; lease documentation 
	Bond issuance process slow, consumes staff time, and incurs hidden expenses and overhead costs.

	Costs and fees
	Costs are minimal.
•
Closing costs and legal fees.
•
Real estate commissions can be paid by buyer.
•
Funding for rental payments comes from annual operating budget.

•
No additional fees or reporting requirements.

•
Staff time and soft costs are minimized.

•
Retains bond capacity and future bond alternatives open.
	Cost of issuing bonds is high and continues after the bonds are sold.

•
Trustee fees.
•
Compliance reports.
•
Insurance.
•
Footnote disclosure and added audit fees.
•
Periodic rating agency reviews and fees.
•
Restricts future bond issues because of covenant constraints.

	Property control
	Uninterrupted possession and use of the property with a leasehold interest. 
	Complete control as owner.

	Repurchase and buyout
	Early buyout and repurchase options may be negotiated.
	Call provisions with prepayment penalties after a period of time.

	Financial benefits and risks
	Immediate access to 100 percent of asset's market value, which is typically more than the replacement cost (bricks and mortar), given the long-term lease and creditworthiness of the lessee (municipality).
	Bond issues may not exactly match capital needs; excess bond proceeds may end up in general fund and earn less than the interest rate charged on bonds.

	Useful life
	Ability to match expected useful life of leased property to the term of lease.
	Bond term may exceed useful life of real estate.

	Flexibility
	Proceeds from transaction can be used as the community deems fit.
	Funds are tied and limited to a specific use or project.


Economic Development Tool
Communities across the nation suffering from the recession are having difficulty raising funds for community improvements and also for providing economic development incentives as they compete for major employers. The best way to explain how the sale-leaseback can be used as an economic development incentive is by way of example.

Assume your economic development organization is competing for a major research and development employer that could bring 320 high-paying headquarters and engineering jobs to your area. Competition for this company between interested states and communities is fierce and to stay in the competition every community must be creative.

The field has been narrowed to a select group of communities that met the company’s location criteria, including yours. You are told that the final decision will be heavily influenced by incentives. Properly structured, the community can offer this employer two attractive incentive alternatives. The first alternative is a new facility built to the company’s specifications at a rental rate substantially below market rents.

The second alternative is the same new facility at market rental with a $4,137,000 cash grant or forgivable loan. In both cases, the community would lease the property for a long term, and may not be subjected to paying real estate taxes, which are normally passed on to the tenant. The issue of real estate tax payments varies by jurisdiction and must be examined in each case.
How does this work? In essence, the community signs a 15-year lease on an existing building in the community or a building to be built for the company and then subleases the property to the company for the same period at the community’s rental rate. The community receives a bonus payment of $4,137,000 from the investor who will own the building.

Where does the cash bonus come from? The sale-leaseback investor will pay the community more than the brick and mortar cost of the building as the investor is paying for the building on the basis of the long-term lease commitment of the community. The community then has one of three options: (1) it takes the cash bonus from the investor-developer for itself; (2) it passes the bonus on to the company as a cash grant or forgivable loan; or (3) it reduces the rent to the company by the amount of the cash bonus. By investing the cash bonus into an interest-bearing account, the community may further reduce rents by the amount of interest generated.

In this example, investing the $4,137,000 at 3 percent would allow the community to further reduce rents to approximately $15.70. Ultimately, the community (master lessee) may allocate all, none, or a portion of the cash bonus as it chooses.
Because the community has master-leased the entire building, it may not be obligated to pay real estate taxes. In many jurisdictions, this benefit can be passed on to the community’s tenant as an additional incentive. In some states and communities, however, passing this tax benefit on to a subtenant may be prohibited. The following table shows the financial breakdown of alternatives.
	
	Community keeps excess cash or gives as cash grant to company
	Community passes excess cash to subtenant as reduced rent

	Building size
	64,000 square feet
	64,000 square feet

	Building cost of construction
	$14,400,000
	$14,400,000

	Community rent
	$21.00 per square foot
	$21.00 per square foot

	Subtenant rent
	$21.00 per square foot
	$15.70 per square foot*

	Sales price (with municipal lease)
	$18,537,000
	$18,537,000

	Cash to community or company
	$4,137,000
	—


*The reduced rental rate over the term of the lease results from passing along to the subtenant the additional capital ($4,137,000) derived from the building sale plus interest earned (3 percent).
The Goal
Sale-leaseback transactions enable communities to monetize real estate assets and use the proceeds for other community requirements, without relinquishing operational control over the property. To accomplish this goal, the economics of a proposed transaction must be carefully evaluated and structured. Sale-leasebacks should be viewed as a tool that can be adapted to many different situations.
The success of a sale-leaseback lies in consulting with a real estate professional who has the expertise to guide your community through the process. For the community, success will be based in large part on matching the type of property and investment with the institutional investor that will pay the maximum for the investment.
It is important that a real estate professional has access to a wide variety of sale-leaseback buyers and that the local government manager or a consultant who assists the manager can best represent the community in the negotiation of both the purchase contract and the long-term lease. Thus, the real estate professional needs expertise in real estate sales transactions and in structuring and negotiating sale-leaseback triple-net leases as well as the ability to find the most suitable sale-leaseback buyer.
If a community is pursuing a sale-leaseback as an economic development tool in an effort to acquire a new employer or to assist an existing employer in its growth, the manager or local government consultant should have both community economic development and corporate experience. Access to a wide range of institutional investors will provide the community the opportunity to maximize the price to the community and thus the amount of the incentive offered the prospective employer. Knowledge of how corporations evaluate incentives and how to structure them in a manner that corporations find most attractive is also essential to the success in winning an employer over to your community. PM
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Callouts if needed to fill layout space:
The sale-leaseback is not intended as a replacement for issuing bonds but as an alternative to be used when and where appropriate.
Sale-leaseback transactions enable communities to monetize real estate assets and use the proceeds for other community requirements, without relinquishing operational control over the property.
Executive Summary
· A sale-leaseback is a secure alternative to the traditional method of raising capital by selling municipal bonds or raising taxes. . It provides an opportunity to raise cash while maintaining operational control of community property as if it were still owned by the community.
· A sale-leaseback allows the community to sell brick, mortar, and dirt (city hall or other local government property) for a price in excess of the market value without the communities lease.
· A sale-leaseback can provide an excellent economic development tool for attracting new employers and keeping existing employers in your community.

