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Synthetic leases in essence are just a term loan structured so as to take advantage of favourable accounting and tax treatments. The asymmetry between the accounting and tax positions creates the advantage for the product.

"Synthetic leases” are  also referred to as off-balance sheet loans, see-through leases , phantom leases, full benefit leases, asset-defeasance programs and broken leases. 

The best definition of a synthetic lease is "a corporate financing that is poured onto a(n asset) lease structure"(Saegert.1998).That is, there are two parts to the transaction, a financing part and a lease part.

A synthetic lease attempts to score advantages from both sides, by combining the off-balance sheet treatment of leasing with the advantages of debt financing, such as retaining the tax benefits for the lessee.

U.S. real estate has been a major focus of synthetic leases. Recently, they have also been important in the aircraft market. For example, there have been synthetic leases for $US34 million of  MD-11 flight simulator equipment, and a $US26 million MD=83 aircraft. In the IT field, synthetic leases are used to fund emerging technologies.

A second definition of synthetic leasing is that it " is devised, arranged or fabricated for special situations to imitate or replace usual realities"(Vogt,1998).

A third definition is less enticing :"a clever structuring device under which form has overwhelmed substance."(Nessen,1998).

Synthetic leases should be seen as the third generation of leases. The first generation lease is the capital lease, where the capital lease interest appears as an asset on the balance sheet, and is offset on the liability side by the payment obligations of the lease. The second generation is the operating lease, which is off-balance sheet .The lessee here is only able to deduct the lease expense, but not the depreciation or interest.

The third generation, synthetic leases, is a hybrid that expects to combine the accounting benefits of the operating lease and the tax benefits of the capital lease.

Let us look at how we reach the third generation, with respect to a company seeking to finance the purchase of a large piece of equipment, through leasing.

If the company seeks a capital lease, as lessee it deducts depreciation and interest expenses, but the lease obligation is on the balance sheet as a liability. If it seeks the second generation form of lease, it becomes an off-balance sheet transaction, but the company cannot now claim depreciation and interest.

By moving to the third generation product, a synthetic lease, the company expects to be able to obtain the combined advantages of the first and second generation products. Here the rental liability is off-balance sheet, so that only the lease expense but not depreciation and interest expense apply to the gross margin. Also, the company is able to deduct depreciation and interest expenses from pre-tax earnings. The financiers receive an up-front structuring fee, a fee incorporated in the lease rate for the residual value and payment for ongoing administrative services.

How is this done?

Necessary preliminaries

1)The lease must qualify as an operating lease. To do so(Statement of Financial Accounting Standards(SFAS)No.13).it must not

          (a) transfer ownership to the lessee at the end of the lease;

         (b) contain an option for the lessor to purchase the real estate at a bargain basement price;

         (c) have a noncancellable lease term equal to or greater than 75% of the estimated economic life of the real estate ;or

         (d) have the present value of the rents and other minimum lease payments equal or exceed 90% of the fair value of the leased property.

2) It must be clear in the transaction, that the lessee is the owner for tax purposes.

3) The lessee must have a strong credit rating.

4) The asset cannot have been owned by the lessee.

In order to give some idea of the range of uses to which synthetic leases have been put, three cases are provided sourced from details of existing transactions that met the approval of the U.S. authorities.

Case 1

           A building is acquired by a Special Purpose Vehicle(SPV),which has been formed by a bank that intends to provide financing. The sole business of the SPV is to own, lease and obtain financing for the facility and to make an equity investment of usually 3% in the project. The 3% could be borrowed. A lender invests in the SPV an amount equal to 85% of the asset cost. An equity participant invests 12% of the asset cost in the SPV.

The SPV enters into a lease with a corporate tenant, which transfers all the obligations of ownership through to the tenant. Debt service, taxes, operating expenses and a return on the SPV's equity investment are covered by the rent.

The tenant cannot under any circumstances terminate the lease. This is crucial because it is the credit of the tenant which is the key underwriting element of the transaction.

Once the tenancy agreement is in place, the SPV takes a loan to finance the building purchase. The lender receives investment certificates entitling it to periodic interest and principal payments from the rent paid by the lessee. The 3% investor receives a certificate representing beneficial ownership of the trust. The 12% equity participant receives investment certificates.

During the lease term, should the tenant's investment grade rating fall, the tenant may be required to provide further collateral. The interest rate on the loan is based on LIBOR(London Interbank Offered Rate).In the US the attraction of this benchmark has been that it has been 200 to 300 basis points less than the cost of other alternative financing arrangements.

The tenant pays as rent the negotiated return on the total cost(debt and equity),any principal reduction negotiated by the parties, and all costs associated with owning, maintaining and managing the building during the lease term.

The lessee is entitled at any time during the term of the lease, to terminate the lease by making a termination payment that will be less than the financing balance. The formula applied is:

                           the termination payment, when combined with all previous rent payments, will have a present value of not more than 89.9% of the value of the property to the owner at the inception of the lease.

At the expiry of the lease term the lessee has the right to purchase the property for the financing balance(including the SPV's equity),or to terminate the lease as above, or to have the property sold to a third party at fair market value, or to renew the lease, provided the debt is refinanced or rolled over. If the sale option is taken the company must make up any deficiency if the sale price is less than the debt balance, but gets to keep the excess if the sale price exceeds the debt balance.

Case 2

A financial institution required 100,000 square feet of office space for a call centre, that would have a high-grade telecommunications network and power systems and space for 6000 cars(obviously not in the Sydney CBD).A search of the market found no available space within the timeframe required. A build-to-suit alternative was required. This had been a preferred option initially except for the initial financial impact, the adding of the asset to the balance sheet and the long-term commitment.

Using a synthetic lease, a 5 year term was structured at an annual rent of substantially less than a straight build-to-suit proposal. The financial institution controlled the building and realised the tax benefits. The property is listed as an operating lease on the balance sheet.

Case 3

X was a company operating restaurants which as lessee had an agreement with a city council, C, for the lease of real property and equipment acquired by X with industrial revenue bonds. X depreciated the equipment and leasehold improvements. X sought to enter into a synthetic lease to re-finance. It was proposed that x would assign its leasehold interest in the equipment to a financial institution,  for the financing costs. A lease was structured with a fair market value purchase option allowing the owner to claim the lease payments as expenses. Using a synthetic lease the deal was created as one transaction with 12 pieces each relating to one of its restaurants. Using a LIBOR base an interest rate saving of over 2.5% was achieved.

Why are synthetic leases attractive to lessees? First they enhance financial ratios, as return on assets, return on equity and interest-coverage ratios are improved by the failure of the real estate, the mortgage liability or equity ownership to appear on the balance sheet.

Second the ability to deduct the interest component of the rent, as well as to depreciate the property is seen as advantageous. Third the transaction is priced as a corporate loan, which is usually a lower interest rate. Fourth the lease can be structured with an all-in cost. Fifth the lessee is usually able to realise the benefits of  any increase in the value of the property;

Sixth  it is less expensive than sale/leaseback financing as it avoids risk-based real estate costs.

Seventh , it enables all project costs to be financed and is an extra and alternative source of funding for lessees with covenant restrictions. Eighth, it enables a prospective tenant to finance a property rather than leaving it to the developer. Ninth, the fact that the SPV has made a 3% equity investment which can be deemed to be substantive and at risk during the lease term means that the lessee does not need to consolidate the assets, liabilities and cashflows of the SPV.

Tenth, the tenant receives the property's appreciation, if there is a fixed-price purchase option.

Eleventh the use of LIBOR-type benchmarks has offered considerable interest-rate savings; and

the tax benefits are optimised by eliminating or deferring the amortisation of the underlying financing.

Twelfth it assists with financing flexibility.

The disadvantages are that the lease term is generally short(3 to 10 years);the transaction costs are usually higher than those for an unsecured corporate loan and will be too high for transactions of $10 million or less; and the arrangements are complex, can take time to put together and are expensive to document. Further an improperly structured synthetic lease can have the negatives of its two components;

"tax-deferral advantages on a true lease make for cheap long-term funding. Stretch out a synthetic lease and you will see exactly the opposite effect"(a US tax lawyer quoted by Keating(1996,at p 40).

Other limitations are that it is essential to work with the intended lessee's accountants throughout both the negotiation and the documentation in order to ensure that they will not require the asset or the debt to appear in the lessee's financial statements; synthetic leases are usually only available for the acquisition or construction of new assets; there is a regulation risk as there are still no guarantees that the transactions will be continually classified as off-balance sheet; it is very difficult to do a synthetic lease transaction with companies rated at S&P's BB or below; without amortisation, the lessee's chances of receiving any value from the residual position in the property is seriously reduced; and

-the residual value risk is usually absorbed by a specialist lessor at a higher return than bank borrowing.

Within the accounting profession" not all auditors will accept that a lessee faced with paying around 95% of the equipment cost at the end of a one-year lease has any other option but to renew that lease"(S.Stern quoted in 

Keating(1996 at p.40). If there is no walkaway option, is this an operating lease as the lessee does not have title to the property, it may have to meet a high standard of proof to establish that it is the true owner for tax purposes.

Accounting Requirements

                                         The structure must qualify as an operating lease to achieve off-balance sheet financing. This means that the four criteria set out in the necessary preliminaries above, which are the SFAS criteria must not be met. Once the operating lease is established the asset will not be counted as part of the lessee's asset base and the debt will be outside covenant constraints.

 Taxation Requirements

                                     In a synthetic lease, it is the intention that by qualifying as a financing transaction, the lessee gains the ownership rights. The lessee gains access to the appreciation of the asset through the fixed price option, but may lose if there is a loss on the sale of the property. Since the lessee does not have title to the property there a burden of proof to be satisfied that it is the true owner for taxation purposes.

Friedman and Hoppe (1998) note that this requires disregarding the transaction's form which is a lease, in favour of its economic substance which is a financing. In deciding whether the lessee in fact retains the benefits and burdens of ownership, three specific questions are relevant:

                  -who would the property ultimately revert to?

                  -does the lessee have a residual value risk?

                  -and, will the lessee derive any profit if the property sold at the end of the lease term for more than what was due to the lessor at the time?

Long-life leases

A key feature of synthetic leasing is the use of variable-rate funding, based on a LIBOR or other benchmark. Care needs to be taken where long terms are considered. Five or six year leases with an option to extend may be a way of dealing with this issue.

Putting a lease into project finance is an interesting development. APT Satellite secured $US232 million in financing for its Apstar 2R telecommunication satellites. The 12 to 15% chance of failure with satellite launches was dealt with by insurance. According to Credit Lyonnais who syndicated the deal

                              "The project is based upon strong guarantees and insurance. The sponsors are providing a completion guarantee. The launch is insured. Following a successful launch and testing period, security is based on the long-term leasing contracts and insurance. Banks were attracted by this".

In ING Lease's satellite financing the lessor takes ownership of the transponders after launch and relies then on contract security. Should the satellite owner become bankrupt, the leasing company can assume ownership of the rental contracts on the transponders that provide cash flows.

Sports stadium financing is another focus for long-term leasing in conjunction with project finance. Banks are able to use as guarantees the long-term leasing out of corporate hospitality boxes.

Conclusion

                  Synthetic leasing does seem to have an interesting niche in the financing alternatives, especially with respect to development projects for specific tenants.Their special nature is partly reflected in their comparatively high cost with respect to other leasing formulations. Provided it is recognised that it is a term loan structured for taxation and accounting advantages it is a helpful addition to the corporate financing menu.

References

1) Saegert, Ann (1998) “Synthetic leases: a regular financing option for corporate real estate” Haynes and Boone, Texas.

2) Vogt, Richard (1998) “A lease by any other name” Airfinance Journal, January.

3) Nessen, Robert L. “Financing alternatives in corporate real estate” Corporate Realty Investment Company LLC.

4) Brobeck, Phleger and Harrison Real Estate Group (1998) “BPH Real Estate Cases”

5) Vogt, Richard (1998) “Synthetic lease-real value” Asset Finance International, February.

6) Ratner, Andrew (1996) “Synthetic leasing: too good to be ignored” National Real Estate Investor ,August.

7) Keating, Sean (1996) “A dose of realism” Airfinance Journal , June.

8) Keating, Sean (1996) “Synthetic leasing moves into the mainstream” Asset Finance and Leasing Digest, May.

9) Friedman, Steven M. and Samuel H. Hoppe (1998) “Synthetic leases: benefit or burden?” Commercial Investment Real Estate Journal ,March/April

