~

Real Estate

The focus of the previous chapters dealing with income propertics has been that of an
owner/investor who leases Space to tenants. These tenants would generally be firms that
use space as part of business operations. For example, a typical user could be a corporation
that leases some, or all, of the space in an office building for use by its employees. Thus, the
corporation uses the office space but does not own the building as an operating assel. This
chapter analyzes real estate f; rom the point of view of firms that are not real estate investors.
but use real estate ag part of business operations. Because 50 many of these “user firms™
are corporations, their real estate activities are commonly referred to ag corporate real
estate.! However, (his chapter is intended for any user of real estate assets and is not limited
Lo corporations. Even though the primary business of these corporations is not real estate
investment, they have to make many decisions regarding the use of rea estale because real
estate is typically an integral part of the firm’s operations. For example, real estate is used
for office space, warchouse Space, manufacturing, and so on. In addj tion to using real estate,
firms may choose to own real estate for a variety of other reasons, including these:?

»  Owning, rather than leasing, space used in the operation of the business.

+ Investing in real estate as one means of diversification from the core business.

* Retaining, rather (han selling. real estate that may have been used previously in business
operations.

* Acquiring real estate for future business expansion or relocation,

For these reasons, corporations are very significant users of commercial real cstate in the
United States. Corporate uvsers control as much as 73 percent of all commercial real eslate
according to some estimates. On 4 book-value basis. moreover, roughly one-third of the total

' Portions of this chapter are based on an article by Wiliiam B. Brueggeman, Jeffrey D. Fisher, and
David M. Porter, “Rethinking Corporate Real Estate,” Journal of Applied Corporate Finance, 1991
{published by Continenta| Bank, Chicaga),

2By “owning" real estate, we are referring to fee simple ownership In the Property. A corporation may
also have a leaschold interest in real estate that has value because the property is leased at 3 below
market rate,
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otherwise lease space saves lease payments, which is analogous to an investor earning
lease income. By owning real estate, the corporation also receives the tax benefits from
depreciation allowances. Furthermorc, by owning real estate, the corporation retains the
right to sell the property in the luture. At that time, the property can be leased back from
the purchaser if the firm still needs to use the space. Firms whose core business is not real
estate investment, however, musl consider additional factors. In particular, the user must
consider the opportunity cost of capital invested in real estate, the impact (hat ownership of
the real estate will have on corporatc financial statements, and the corporation’s ability 1o
use space cfficiently. These are some of the issues that this chapter will consider. We begin
by considering how a corporate user should analyze whether or not Lo leasc or own space
necessary in its business opcrations.

Lease-versus-Own Analysis

Corporations can either lease or own space nceded in business operations and may con-
duct lease-versus-own analysis (o decide which option is superior. If a corporation owns
space, it is essentially “investing” in real estate. When purchasing these assets, a corporation
may decide to finance the purchase by taking oul a morlgage secured by the property in
addition to equity capital, or it may decide to use only equity capital. Alternatively, depend-
ing on the extent of debt already used to finance business operations, capital could consist
of a combination of unsecured corporate debt and equity obtained from sale of stock or
retained earnings.

If the firm leases space. on the other hand, it can use the space without investing corporate
equity, [reeing the equity capital for other investment opportunities available to the firm.
Whether these investment opportunitics are better than investing in the real estate depends
on the after-tax rate of return and risk of these opportunities rejative (o that of the real estate.

Leasing versus Owning—An Example

To illustrate the decision to own rather than lease real estate that the corporation plans to
use in its operations, consider the following example. Assume that the XYZ Corporation
is considering opening an office in a new market area that would allow it to increase its
annual sales by $1.5 million. The cost of goods sold is cstimated to be 50 percent of sales,
and corporate overhead would increase by $200.000. which does not include the cost of
either acquiring or leasing office space. XYZ will also have to invest $1.3 million in office
furniture, office equipment, and other up-front costs associated with opening the new office
before considering the costs of owning or leasing the office space.’

XYZ could purchase a small office building for its sole use at a total price of $1.8 mil-
lion, of which $225,000 (12.5%) of the purchase price would represent land value, and
$1.575.000 (87.5%) would represent building value. The cost of the building would be
depreciated over 31 5 years. XYZisina 30 percent tax bracket. As an alternative to own-
ing, an investor has approached XYZ and indicated a willingness to purchase the same
building and lease it to XYZ for $180,000 per year for a term of 15 years. XYZ would pay
all real estate operating expenses (absolute net lease), which arc estimated to be 50 percent
of the lease payments. XYZ has estimated that the property value should increase over the
15-year lease term, and the building could be sold for $3 million at the end of the 15 years.’

3 Other costs might include sales training, relocating employees, and the like.
< Eorillustration only. The depreciable life would depend on the tax law in effect at the time of purchase.
s Even If the corporation still needs to use the space, it could sell the property and lease it back at the

end of the lease term. Sale-leaseback Is considered later in this chapter. The corparation could also
decide to sell the building and relocate its sales office to another property that is \eased or owned
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XYZ has also determined that if it purchases the property, it could arrange financi ng with
an interest-only morlgage on the property for $1 .369,000 (76% of the purchase price) at an
interest rate of 10 percent with a balloon payment due after 10 years.%

Cash Flow from Leasing

Exhibit 15-1 shows the calculation of after-tax cash flow associated with opening the office
building and obtaining use of the Space by leasing. Recall that the initial cash outlay of
$1.3 million is the up-front cost of setting up the office. After-tax cash flow of $196,000 is
received each year for 15 years. We also assume that XYZ wil close the office at the end of the
lease, and that the furniture and equipment will have no residual value. An after-tax rate of return
of 12.5 percent is assumed o be the opportunity cost, or after-tax reinvestment rate savings of
$1.3 million, if XYZ chooses to lease rather than own the office building. This is the ratc of
return after tax that XYZ can compare with other investment alternatives of equal risk when
considering whether it should inves the §1.3 million necessary to open the new office building.

Assuming that XYZ belicves that it should open a new regional office, the next question
is whether the firm should lease or own the property that will house the new opcration,
One way (o answer this question is 1o calculate the afy ter-tax cash flows and after-tax rate of
return assuming that the space is owned rather than leased.

Cash Flow from Owning

Exhibit 15-2 shows the after-tax cash flow from opening the office building under the
assumption that it is owned. The initial cash outlay of $1,731,000 includes the equity
invested in the office building of $431.000 as well as the other up-front costs of $1.3 million,

EXHIBIT 15-1 Cash Flow from Operations

After-Tax Cash
Flow: Leasing Office Lease
Building Sales $1,500.000
Cost of goods sold 750,000
Gross income 750,000
Less operating expenses:
Business 200,000
Real estate* 90.000
Less: Lease payments 180,00(_)
Taxable income $ 280,000
Tax 84,000
Income after tax $ 196,000
After-tax cash flow $ 196,000

Summary of After-Tax Cash Flows

Outlay Cash Flow
Year 0 1-15
$—1,300,000 $ 196,000
IRR 12.50%

*Opetating expenses on the real estate (such as property taxes and insurance) thay the
tenanl is responsible [or paying under the net lease,

® For purposes of illustration, we assume the loan amount to be equal to the present valye of the lease
Payments of $180,000 per year, discounted at the mortgage loan interest rate of 10 percent. This
makes the flnancing comparable with leasing, as we will discuss fater in the chapter,
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EXHIBIT 15-2

e — e

Operating Years
After-Tax Cash e ———— _pe____g o
Flow: Owning Office Sales $ 1,500,000
Building Cost of goods sold 750,000
Gross ncome 750,000
Less operating expenses.
Business 200,000
Building or property 90,000
Less: Interest 136,900
Depreciation L _50.000
Taxable income 273,100
Less: Tax - 81930
Income after tax 191,170
Plus: Depreciation 50,000
Cash flow $ 241,170
Sale at End of Lease
Reversion $ 3,000,000
Mortgage —1,369,000
balance
Reversion $ 3,000,000
Basis —1,050,000
Gain $ 1,950,000
Tax -585,000
Cash flow $ 1,046,000
Lo e Calculation of /RR Summary
Outlay Cash Flow Reversion
Year 0 1-15 15
Cash flow $-1,731,000 $241,170 $ 1,046,000
IRR 12.95%

During the first 15 years, the after-tax cash flow is $241,170. The after-tax cash [low from
sale of the real cstate is $1.046.000. The after-tax IRR under this scenario is 12.95 per-
cent. This return is slightly higher than (he after-tax rate of return of 12.50 percent if XYZ
chooses 10 lease the space, as shown in Exhibit 15-1. This return 8
better than leasing, Note. however, (hat the 12.95 percent rate of return is the after-tax rate
of return on both the funds invested in opening the office building ($1.3 million) and the
additional equity invested in owning the building (5431 L000).
for two combined investment decisions: (1) to open the office building
office building. Although the rate of return associated with owning the office building is
greater than leasing it, the risk may also be greater. depending on the risk of holding the real
estate as an investment.” To evaluate this risk further, we have 10 is0

That is. this rate of return s
and (2) to own the

return associated with making the investment in the real estate only.

7The decision whether or not to use the space for an office building sho
considering the after-tax cash flow from leasing the space. This ensures
space Is based on the market-determined cost of using the space. It also

uld normally be made by
that the decision to use the
separates the benefits of

owning the space from the benefits of using the space for a new sales office,

uggests that owning is

late the aficr-tax rate of
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Cash Flow from Owning versus Leasing

Thus far, we have been dealing with two interrelated decisions. The first decision is whether
the corporation should expand its operations by investing funds to use the additional office
space. The second decision is how to pay for the use of the space. In the preceding analy-
sis, we calculated the rate of relurn under two different assumptions about how the firm
would pay for the use of the space. Assuming that the rate of return under one or both of
these alternatives meets the firm's investment criteria, the firm should decide to use the
space. It is not clear, however, whether the risk and rate of return are the same for both alter-
native ways of obtaining use of the space. In this example, both scenarios involve use of the
same building with the same sales potential and non—real estate costs.®

As we have seen, however, the decision to own the space involves an additional equity
investment in the property that is not required when lcasing. To look more closely at the
equity investment in the property that is included with the decision to own versus lease, we
must consider the difference in the cash flow to the corporation if it leases the space rather
than owns the space. Exhibit 15-3 replicates the after-tax cash flow under both the lease
and own scenarios and computes the difference in these cash flows.

The first two columns of Exhibit 15-3 repeat calculations of the after-tax cash Mows
for owning and leasing, respectively. As we have discussed, these cash flows 1o the firm
would result from using the office building based on cach alternative. The $431.000 ini-
tial outlay now represents only the equity for investment in the property. During the first
I5 years, the alter-tax cash flow would be $241,170 per year if the property were owned,
as compared o $196.000 per year if the property were leased—a difference of $45,170
per year. The firm would realize the $1,046,000 cash flow from sale if it chaoses to
own the project. When making the lease-versus-own decision. remember that the vol-
ume of sales and the operating costs associated with generating those sales will be the
same whether the space is leased or owned. Therefore, the decision to lease or own
should depend only on the difference in cash flows under the two alternatives. In other
words, owning or leasing a building should in no way affect the XYZ's business opera-
tions. The difference i cash flows is shown in column 3 of Exhibit 15-3. By owning
rather than leasing, XYZ should save $45,170 per year after taxes.? Furthermore. if XYZ
owns the space, it will receive $1.046,000 at the end of the 15th year from sale of the
office building.

Return from Owning versus Leasing

Recall that the equily investment required to own the property was $431,000. Based on this
investment and the incremental cash flows of $45.170 per year and $1,046.000 in year 15
(owning vs leasing). the after-tax /RR is 13.79 percent. Whether this is sufficient to Justfy
the additional investment in ownership versus leasing the space depends on the opportu-
nity cost and risk associated with the investment of equity capital in the property. I[f XYZ
believes that an after-1ax rate of return of 13.79 pereent is not sufficient to warrant (he risk
associated with owning the space, it should decide to lease rather than own the space. On
the other hand, if XYZ thinks that 13.79 percent is an adequate return given the risk of
owning and eventually selling the property after 15 years. then it should own.

%1n practice, space that is available for leasing may not be available for purchase, so that the space
that would be leased would not be the same as the space that would be owned, This could result in
slightly different assumptions about the sales potential of each alternative. For simplicity, we have
ignored this potential difference.

? Alternatively, by leasing rather than owning, the corporation must pay an additional $45,170 per year.
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EXHIBIT 15-3

Lease-versus-Own
Analysis

Cash Flow from Operations

Difference
Own Lease {Own — Lease)
Sales $1,500,000 $1,500,000 0]
Cost of goods sold 750,000 750,000 0
Gross income 750,000 750,000 0
Operating expenses:
Business 200,000 200,000 0
Real estate 90,000 90,000 0
Lease payments 0 180,000 —180,000
Interest 136,900 0 136,900
Depreciation ___50."_@ ) ___2{1999
Taxable income 273,100 280,000 6,900
Tax __ 81930 84,000 _ 2070
Income after tax 191,170 196,000 4,830
Plus: Depreciation 50,000 0 50,000
After-tax cash flow $ 241,170 $ 196,000 $ 45,170
Cash Flow from Sale
Reversion/owning $ 3,000,000
Mortgage halance -1,369,000
Reversion $ 3,000,000
Basis —1,050,000
Gain $ 1,950,000
Tax -585,000
After-tax cash flow $ 1,046,000
___Summary of After-Tax Cash Flows
Outlay Cash Flow Reversion
Year 0 1-15 15
Own - Lease $-431,000 $45,170 $1.046,000
IRR 13.79%

Importance of the Residual Value of Real Estate

Leasing and owning are often viewed as two financing alternatives because lease payments
substitute for debt payments as discussed above. As we saw in the above cxample, how-
ever, the deb liability that is comparable to a lcase liability does not cover the portion of
the purchase price that represents an investment in the right to the residual value. Hence,
leasing property differs from cquipment leasing, where the residual value can usually be
assumed 1o be zero.

Generally, leasing or owning real estate differs from leasing or owning equipment because
real estate may have a substantial residual value. The owner of the real estate has the right to the
residual value and incurs the risk that the residual value will be different from the cost of the
property at the time it was purchased. Thus, in addition to having use of the real estate during
the term of the leasc. a corporation that chooses to own real estate has also made an investment
in its residual value. This means that deciding between owning and leasing real estate is not
simply a choice between two financing alternatives. Although they are both ways of financing
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the use of the real cstate over the lease term, ownership includes the right to the residual value
of the property at the end of the lease term. !0 Leasing does nol give the company any interest in
the residual value of (he property.!! This resicual value can be quite substantial if the property
has retained its value or appreciated in value over the lease term, whercas with corporate cquip-
ment the expected residual value is so small in most cases that it can usually be ignored.

The residual value of the property is affected by changes in the su pply and demand for
real estate over the term of the lease and is usually more uncertain than the contract lease
payments. Thus, the required rate of return from owning (discount rate) used to evaluate
the incremental cash flows from owning versus leasing should probably be higher than the
alter-tax cost of corporate debt, although the rate of return may not have to be as high as
the cost of capital used for the typical corporate investment. 2

Estimating the Residual Value

Residual value—that is, the reversion value of land and improvements at the end of the
lease term—is an important part of the decision to lease or own that causes confusion for cor-
porate managers. Some analysts assume that the residual value of the real estate will be equal
to the book value of the property, or the original acquisition cost less accounting depreciation
at the cxpiration of the lease term. Others £0 to the extreme of assuming that there will be no
residual value. Why? Because there will always be a need for a facility and the residual sale
price received must be reinvested in a lease or on a new facility at that time.

Because real estate does not typically decline in value as fast as accounting deprecia-
tion and rarely has zero value at the end of a Lypical leasc term, assuming no residual value
biases the lease-versus-own decision toward leasing. However, it is just as incorrect to
assume unrealistically high rates of appreciation that bias the analysis toward ownership.
The correct approach is to make a realistic estimate of the residual value of the real estate
and the uncertainty of the value estimate. This estimate should consider the market value
of the real estate (as discussed in Chapter 10), not the investment value to the corporation.

By deciding to own, a corporation chooses, in effect, to bear a residual real estate risk
that may be completely unrelated to its operating success. Real estate differs from other
corporate assets in that, at the end of the lease term, the range of possible residual val-
ues runs from well below to well above the initial cost of the property. Over the life of a
medium- to long-term lease, local, regional, and even international economic factors can
cause the market values of corporate real estate to change significantly. By deciding to own
rather than lease space, the company must bear the risk of any unexpected changes in the
residual value of the real estate.

@ Assume that the property in our lease-versus-own example is financed with a nonrecourse mortgage
loan. The difference between owning and leasing (aside from the tax benefits) would be an option

to keep the property If at the end of the lease its value exceeds the loan balance, If the value of

the property is less than the loan bala nce, the corporation could default on the maortgage, and the
property would revert to the lender just as it would to the lessor at the end of the |ease. In this case,
owning differs from leasing by including the investment made to purchase a call option on the residual
value property. The exercise price of the option Is the mortgage balance at the end of the lease term.
Because we assumed the loan amount to be equal to the present value of the lease payments, the
price paid for the call option is essentially the amount of equity that must be invested.

'" Leases can also be structured to Include a claim on the residual value of the property. For example,
an equity lease gives the lessee an ownership interest in the bullding. The lesses might also have an
option to buy the property at the end of the lease.

"2 The cost of capital typically used by corporations is a weighted average of the cost of corporate

debt and equity capital. Because equity Is more expensive than debt, the weighted average cost of
capital is greater than the cost of debt. {See chapter appendix.)



510 Part4 Income-Producing Properties

Some analysts argue that the residual value of the real estate is irrelevant because the
corporation needs to use space on an ongoing basis. That is, there will always be a need for
a facility, and proceeds from the residual sale must be reinvested in a new facility at that
time. But this approach ignores the fact that, by owning, the corporation retains ownership
of an assct with value at the end of the typical lease term. At that time (when the lease ends)
management may or may not decide to continue to wse the same space. The corporation has
the option to relocate il a change in the highest and best use of the site makes the space inef-
ficient for continued use.!3 If the corporation decides to continue Lo usc the space, it can then
decide whether Lo continue to own the space or scll the space and leasc it back.™

Regardless of what the firm decides to do in the future, the initial decision to own versus
lease means that the firm has an asset with an expected market value when the initial lease
term would have ended. I property values have risen. the corporation has an asset that i
more valuable than when it was purchased. If property values have fallen, the asset is less
valuable than when purchased. In cither case, the corporation has an asset on the balance
sheet that it would not have had if it had decided to lease. 1f the market capitalization rate
for the property has remained fairly constant, any change in the market value of the prop-
erty and market rental rates should be highly correlated. Thus, by owning, the corporation
has in effect invested in an asset that has a rate of return that is correlated with changes
in the corporation’s cost of leasing the space. As suggested above, this may or may not be
correlated with the return on the corporation’s core business. 1T market values and rental
rates rise., the opportunity cost of using the space will be greater in the future whether the
space is leased or owned. The difference is that by having decided to own, the company has
an asset that has appreciated in value and a gain on the value of the real estate. As noted. it
can realize this historical gain by a sale and leaseback or by relocating.'?

Alternatively. if the company had leased. it would still face higher lease costs but may
or may not have invested funds in an asset that has increased in value. Of course, if rental
rates fall, the company can now lcase the space at a Jower ratc. But by owning instead of
leasing. the company has also incurred a loss on the real estate.

The point is that by owning rather than leasing. the corporation has made an investment
with a rate of return that depends on what happens to local real estate values. Own-versus-
lease decisions must consider how the risk and expected return {from the investment fit into
the corporation’s overall investment and l[inancing strategy.

The Investor’s Perspective

In the above analysis, we considered the incremental cash flow associated with owning ver-
sus leasing. The return from owning (and the cost of leasing) from the corporation’s point
of view was calculated to be 13.79 percent. If the corporation decides to lease the space, our
analysis assumes that there is an investor willing to own the space and lease it 1o the corpo-
ration. What rate of return would the investor expect? This depends, of course, on how the
investor finances the property and the investor's tax situation. For the sake of comparison.
assume that the investor is in the same tax bracket as the corporation and that the property
would e financed the same way. Exhibit 15-4 shows the projected after-tax cash flows [rom
operating the property during the term of the lease and resale at the end ol the lease.

13 Options available to the corporation when the highest and best use of the space has changed are
considered in a later section.

11 gale-leaseback is examined in more detail later in the chapter.

15 If lease payments have risen as well as property values, the company may still be better off by
continuing to own rather than selling and leasing back the space. This does not negate the fact that
the return from owning the real estate may or may not have been greater than the return that the
corporation could have carned from leasing instead of owning and investing the funds elsewhere,
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Lease income $ 180,000
Operating expenses (net lease) (o]
Net operating income 180,000
Less: Depreciation 50,000
Less: Interest 136,900
Taxable income —-6,900

Tax -2,070

Net operating income 180,000
Less: Debt service 136,900
Less: Taxes -2,070
After-tax cash flow 45,170
Sale at End of Lease
Reversion $ 3,000,000
Mortgage balance —1.369,000
Reversion $ 3,000,000
Basis _—1,050,000
Gain $ 1,950,000
Tax —-585,000
Cash flow §_ 1,046,000
Summary

Outlay ATCF Reversion
Year o] 1-15 15
Cash flow $-431,000 $45,170 $ 1,046,000
IRR 13.79%

The rate of return for the investor is exactly the same as it was for the corporation. This
should be no surprise because we have emphasized that the difference between owning and
leasing is a real estate equity investment.

A Note on Project Financing

In the lease-versus-own analysis considered carlier. we assumed that the corporalion took
out a mortgage on the property. Rather than a mortgage, the corporation could have used
unsccured corporate debt. Using a mortgage loan utilizing real estate as security substi-
tutes for the use of unsecured corporate debl under the assumption that the corporation
wanlts Lo maintain a constant proportion of total debt (c.g., mortgages on real estate, cor-
porate bonds). However, corporations may [ind that the rate on a morigage secured by the
real estate is less than the rate it has to pay on a new issue of unsecured corporate debl.
This is becausc the rate on a mortgage tends to reflect the risk of the real estate, whereas
the risk for unsecured corporate debt reflects the risk of the corporation,

A corporation with a high credit rating may pay less for unsecured debt than for a mort-
gage because the rate on mortgage loans, particularly those made without recourse to the
borrower, reflects the risk of defaultl—the inability of the cash lMows produced by the prop-
erty Lo service the debt rather than the default risk associated with the borrower. That is,
in the case of nonrccourse financing, the rate on the mortgage includes a risk premium
to the lender because the borrower has the option to default in the event that the property
value is less than the loan or cash flow cannot service the debt. In such cases, the financial
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Factors Affecting

community may consider debt based on the assets of the corporation less risky than the
real estate, and, therefore, the unsccured corporate borrowing rate may be lower than that
of a morlgage loan based solcly on the real estate as security.

On the other hand, a corporation that has assets that are riskier than the real estate may
have to pay more for unsccured corporate debt than the mortgage rate used to finance the
acquisition of rcal estate when real estate is the only collateral for the debt.

If the corporation can obtain unsecured corporate debt at a lower rate than a mortgage
on the property, we can assume the lower rate in the analysis in Exhibits 15-2 and 15-3.
Alternatively, analysts sometimes calculate the incremental cash flows from owning versus
leasing (as in Exhibit 15-3) without explicitly considering the debt financing. This type of
analysis is analogous (o calculating the return from owning the real estate (as in Exhibit
15-4) by using the cash [lows before considering financing, that is, as if the property were
unleveraged. In this case, the rate of return from owning (vs leasing) must be compared to
the firm's weighted-average cost of capital, which is an average of the firm’s cost of debt
and equity capital. This approach allows the cost of debt financing to be reflected in the
required rate of return from owning the real estate rather than considering financing in the
calculation of the cash flows.'® As shown in the appendix to this chapter, this approach does
not change the conclusion about the ralc of return carned by investing in real estate. Analysts
often argue that for lease-versus-own decisions, the rate of return on the incremental cash
flows from owning versus leasing (when financing is not explicitly considered) should be
compared with the corporation’s cost-of-debt capital ratber than a weighted-average cost
of debt and equity. This argument is based on the assumption that the lease liability (based
on the present value of the lease payments) is equivalent to the amount of debt financing
and that no additional equity would be invested in owning. This assumption is realistic for
equipment leasing because equipment has no substantial residual value. However, as our
example illustrated, even if we can borrow an amount equal to the present value of the lease
payments, real estate requircs an additional equity investment due to the expected present
value of the residual.

Own-versus-Lease Decisions

The above example provides insight into key financial factors that affect the decision Lo own
or lease space. Additional matters, however, must be considered. Some of these are difficult
to incorporate explicitly in a lease-versus-own analysis, but they may affect the final decision.

Space Requirements

Leasing is preferablec when the company’s space requirements arc far less than the optimal
development on a given site. In cases where the amount of space a corporate user desires is
less than the optimal building scale that should be developed on a site. we expect (and typi-
cally find) corporate users leasing and developers (and their investment partners) assuming
real estate risks. Even in cases where a corporate lessce will be the dominant tenant, it may
be preferable for the corporate user to lease. For example, companices like IBM may be able
Lo negotiatc lease concessions (or a share of the developer’s profits) that reflect the devel-
oper’s use of the corporate credit when obtaining development financing.

Amount of Time Space Is Needed

In cases where the expected life of an asset far cxceeds the company’s projected period
of use, companies will also generally choose to lcase rather than bear the costs associated

16 This approach is typically taken in corporate finance texts. The appendix to this chapter discusses
the use of the weighted-average cost of capital approach.
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with sclling an illiquid asset. This tendency can be explained, in part, by the comparative
advantage of lessors in creatin € or locating allernative uses for such asscts.

Risk Bearing

We have discussed the importance of the residual value of the real estate, which is affected
by changes in local property values. Lease-versus-own analysis should carefully consider
any relationship between the factors that influence the company’s operating value and
those driving local property markets. The aim of such consideration should be to deter-
mine whether other real estate investors have a comparative advantage in bearing the risk
associated with local real estate markets. Pension funds, for exam Ple, generally hold unle-
vered portfolios of real estate diversified both by property type (offices, warchouses, ete.)
and by geographic region. These funds, as well as real estate investment trusts (REITs), arc
likely to be able to diversify risks in property markets much more efficiently than all but
the largest corporations. When a given real estate investment represents a large proportion
of the company’s total capital, the comparative advantage of other investors in bearing
such risks may create a strang preference for leasing. For these reasons of relalive risk-
bearing capacity, larger companies with broadly dispersed operations are more likely to
own than are smaller companies with geographically concentrated operations,

Management Expertise

Owning and managing real estate is not typically a primary part of a corporation’s business
activity. Thus, the corporation can be at a disadvantage when it comes 1o owning real cstate.
The corporation may not have the expertise to manage real estate assets. When property is
owned rather than leased, managers may not be as aware of the true cost of using the space,
leading to inefficient use of real estate. Leasing is favored when the company does not have
4 comparative advantage relative to devclopers and other investors in managing property
and eventually selling it.

Maintenance

Companies are more likely to own assets whosc values are highly sensitive to the level
of maintenance. Lessors that OWNn maintenance-sensitive buildings, unless protecied by
cnforceable maintenance provisions,'” are likely to charge higher lease rates to compensate
for lower expected levels of maintenance undertaken by (particularly short-term) tenants.
Therefore, unless corporate users find some means of reassuring lessors that maj nienance
1s in the user’s as well as the owner's best interest (perhaps through a very long-term lease),
corporate users arc likely to find it more economical to own.

Special Purpose Buildings

Companies are more likely to own buildings that have becn customized for their opera-
tions, especially when those operations ar¢ unusual and (he company has few competitors.
To illustrate the casc of customized corporate real estate, we typically observe corporations
owning rather than leasing buildings outfitted for hi-tech, R&D operations. '® (Bulk distribu-
tion warchouses, by contrast, are far more likely to be leased than owned.) The high costs

'7 Effective contracting may be very difficult to achieve even if a net lease is negotiated with the

lessor because of time losses in menitering, assessing blame, and resolving disputes over excessive
equipment failures or other problems caused by poor building design or other flaws believed to be the
responsibility of the lessor.

'8 The maintenance and specialization issues may n fact be closely related. For example, in an R&D
facility requiring specific hardware in Its design, technicians employed by the corporate entity may be
better able to diagnose and respond to maintenance problems. In such Cases, ownership would be
preferable to constructing intricate provisions in lease contracis for the lessor to maintain such assets,
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of relocating specialized corporate fixtures and machinery are an obvious incentive to own
rather than lease. In the case of many single-tenant. special purpose buildings, the value
of the real estate may well be far higher in its current corporate use than in any conceivable
alternative use. To the extent this is (he case. a lessor would be effectively holding a cor-
porate security whose value depended almost entirely on the company’s operating Success.
In such cases. corporate users would likely have a considerable advantage over real estate
investors in bearing such firm-specific risk.

Tax Considerations

Tax considerations have historically played a major role in the standard lease-versus-buy
analysis. It is less clear today than it was prior o 1986 whether corporations or individuals
(through the medium of gither partnerships or institutions) arc the tax-favored owners of
real estate.

The simple rule of thumb on taxes in lease-versus-buy decisions is as follows: 1f the lessor
is in a higher tax brackel than the lessec. then leasing puts “ownership™ of the assel in the
hands of the party that can most henefit from the tax shelter provided by depreciation. From
1981 to 1986. two clements of the tax code together encouraged the ownership of real estate
by individuals in high tax brackets: (1) depreciation lives were considerably shorter for real
estate assets. thus increasing the depreciation tax shield and (2) the marginal tax rate for
wealthy individuals (50%) was higher than the highest marginal tax rate for corporations
(46%). and many companies had other tax shields that effectively lowered their marginal rate
well below the statutory 46 pereent rale. These two conditions, combined with the ability of
partnerships to pass through operating losscs directly to investors and avoid the double taxu-
(ion of corporate dividends, created strong incentives for partnerships of high-tax individuals
to own rcal estate and lease it to corporations. These tax incentives for corporations to sell
real estate to individuals coupled with the market's perceived reluctance to re lNect corporate
real estate values in stock prices explain much of the real estate sales and sale-leasebacks that
occurred during this time period.

The Tax Reform Act of 1986 in several ways substantially reduced the incentive [or
individuals to lease to corporations, First. it lengthened tax depreciation lives, thus lowering
{he tax shicld. Second, the highest marginal tax rate for corporations (34%) is now slightly
higher than that of wealthy individuals (31%). Third. individuals are subject (0 limitations
on “passive” losses thal restrict their ability to use accounting losses from real estate to off-
set other income. These tax law changes have leveled the playing field among partnerships.
corporations, and tax-exempt entitics such as pension funds as owners of real estate." For
this reason. taxes are far less likely today to be the deciding factor in corporate leasc-versus-
own decisions.

Access to Capital Markets

Real estatc is very capital intensive. The cost of owning real estate is a function of the cost of
obtaining debt and cquity capital. As mentioned previously, corporations with a high credit
-ating may be able to obtain unsecured corporate debt and equity at a cost less thun the cost of
capital for the individual or institutional investor that would be willing to own and lease the
real cstate to the corporation. This would tend to make owning preferable because the lease
rate must cover the owner’s cost of capital. On the other hand, a corporation that has a high
cost of capital relative to a potential lessor might find leasing more attractive than owning.

12 |n fact, some researchers now claim that, for tax purposes under certain conditions, corporations
rather than partnerships may be the optimal organizational form for holding real estate. See Jeffrey D.
Eisher and George Lentz, “Tax Reform and Organizational Forms for Holding Investment Real Estate:
Corporations vs. Partnerships,” The American Real Estate and Urban Economics Association Journal
17.no. 3, 1989.
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® Sale—Leasebacks and

CQI’pO ate Re _E

Many corporate users with a significant presence in the retail sector choose to use sale—
leasebacks as an integral, recurring part of their primary business operations. Firms that
use this approach include, among many others, Walgreens, CVS, Mattress Firm, Dollar Tree,
—_ Dollar General, Lone Star Steakhouse, and Tractor Supply.

These firms use sale-leasebacks for several reasons. They can

(1) exert significant control regarding the location, size, and design of their retail outlets.

(2) receive cash flow from the sale of these real estate assets, thereby redeploying funds for
— alternative uses and not tying up corporate capital in real estate assets.

(3) use the strength of their corporate credit rating when executing long-term leases, which

) Provides more secure rents for investors who purchase these properties.

i This option also serves as an alternative to using corporate bond financing. Using bond financ-

pi ing could require that all Properties be cross-collateralized as security for the bond offering. An
economic faiture of one or more of the retail properties could have significant negative effects

— when all properties are used as security for the bonds. Under a sale—leaseback arrangement,
a negative event would result in a lease termination and a financial settiement for only those

= individual properties affected by the sale-leaseback.

e 8

—~—

It a property is mortgaged. we might expect the rate (o be the same for the corporation or
o= the investor. assuming that the rate is based on the risk of the real estate rather than the risk
of the borrower. If the loan is made with recourse Lo the borrower, however, the morlgage raie

i W for corporations and investors could differ.
F Control
o The corporation may want to control the real cstate by owning the property for financial
- reasons not considered in the above example. For example, as the corporation does business
at a particular site, it may build up goodwill that is difficult to transfer 1o another location.
=) If the space is leased, the lessor Mdy altempt (o extract some of this firm-specific value f; rom
o the corporation by churging a lease rate that is higher than the prevailing market rate. Owning
the real estate ensures that the corporation retains goodwill at a reasonable cosl.
—~
- Effect on Financial Statements
The decision to own versus lease space has an impact on the financial statements of the
- corporation, which, in turn, may alfeel the value placed on the corporation by investors and
= lenders and. consequently. the cost of capital for the corporation. These linancial consider-
ations can have a substantial impact on the decision to own versus lease, In fact, because of
=) the nature of real estate versus other corporale assets, corporations are often at a disadvan-
o tage owning real cstate versus other investors,
Looking again at Exhibit 15-3, note that by owning versus leasing, income after tax is
i only $4.830 higher during the first 15 years, even though the after-tax cash flow is hi gher
-~ by $45,170. Income based on accounting statements versus cash flows presents polential
problems because investors may be aware only of the earnings per share reported by the

corporation. not the cash flow. Furthermore, much of the benefit of owning in this example
== comes from the residual value of the real eslate at the end of the lease term. This unrealized
source of potential gain would not be reflected in the annual income statements. Another
potential problem is that real estate is carried at book value on corporale balance sheets.
—~ Because book values are based on cost, they are equal to the original acquisition cost less
5 accumulated depreciation. The investment community may not be aware of the markel

value of the real estate held by the corporation, or at leas! the real estate value is difficult
—~ 515
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{0 determine. Thus, many analysts argue that a corporation’s stock price may not reflect the
benefit of any above-average appreciation in any rcal estate assets that it owns.™

Indeed, unless rcal estate asscts arc valued periodically, corporate managers may not real-
ize that the corporation’s real estate is worth more than book value. Thus, they may use real
estate inefficiently because they do not consider the true cost of the space. Corporations’ inef-
ficient use of real estate can lead to takeover attempts by investors who recognize the value of
the real estate and the fact that it is not being put 10 its highest and best use. After such take-
overs. the new owners sell real estate assets and shift operations to cost facilities clsewhere.

Another distortion in corporate balance sheets occurs when real estate is carried at book
value but is financed with a mortgage based on its current market value. If (his occurs, the
proportion of financing (loan-to-market-value ratio) is lower than the loan-to-hook-value
ratio. Thus, a mortgage can increase a corporation’s overall debt ratio, which is based on
assets carried at book value. The debt ratio can make the corporation appear riskier 10
shareholders and result in a lower stock price because the assets of the firm may appear
to be more highly levered than they actually are. Many have argued that this distortion
partially accounts for premiums paid over the prevailing stock prices by investors who are
aware of this difference when they seek t0 take over a firm.

Off-Balance-Sheet Financing

Because ownership of real estate often has an unfavorable impact on the company’s financial
statements, corporations often attempt 10 avoid showing real estate on the financial state-
ments. They do this by using off-balance-sheet financing. Leasing may allow the corpora-
tion to get the real estate of the balance sheet if the lease meets certain criteria. If the lease is
accounted for as an operating lease, the lcase contract does not affect the corporation’s bal-
ance sheet. If the lease is accounted for as a capital lease, however, the lease is recorded on
the balance sheet as both a long-term assct and a long-term liability. Both are recorded on the
balance sheet at an amount equal to the present value of the lease payments.*' This obviously
increases the corporation’s debt-to-asscts ratio. Thus. many corporations prefer to account
for the lease as an operating lease. Under Financial Accounting Standards Board (FASB)
guidelines. however, the leasc must be accounted for as a capital lease il it meels any onc of
the four conditions. A lease is a capital lease if it extends for at least 75 percent of the asset’s
fife. if it transfers ownership to the lessee at the end of the lease term. or if it seems likely that
ownership will be transferred to the lessee because of a bargain purchase option.” Finally,
if the present value of the contractual lcase payments equals or exceeds 90 percent of the fair
market value of the asset at the time the lease is signed, then the lease is 2 capital lease,

In the past, many corporations used unconsolidated subsidiaries to provide a way 1o
own real estate assets but report only the equity ownership interest (not the purchasc price
and the debt liability) and still report the earnings on consolidated financial statements.
Corporations could use subsidiaries in this way when the subsidiary was considered to

20 |nvestors may know that real estate has a higher value on average than its book value. But without
details as to the market value of the real estate for a specific company, the best they can doisto
assume that the market value is higher than the book value by some arbitrary amount.

21 This was one of the reasons that we assumed in the lease-versus-own example that the loan would
equal the present value of the lease payments. FASB guidelines require that the discount rate be
appropriate given the creditworthiness of the lessee. Recall that we assumed that the loan amount was
equal to the present value of the lease payments discounted at the mortgage interest rate. A lease and
a mortgage to the same corporation would be of comparable risk.

22 FASB, Statement of Financial Accounting Standards No. 13, par. 7.

23 A pargain purchase option gives the lessee the right to purchase the asset for a price less than the
fair market value of the asset expected when the option is exercised.
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engage in nonhomogeneous, or unrelated, activities. Thus, if real estate was unrelated to the
firm's core business, the corporation could use an unconsolidated subsidiary to own the real
estate without alfecting the consolidated balance sheel. FASB guidelines have since heen
revised, however, to severely restrict the use of unconsolidated subsidiaries for this purpose.
Companies wanting to use unconsolidated subsidiaries to keep the real estate off the bal-
ance sheet must own less than 50 percent of the subsidiary, which means that they must give
up control of the subsidiary.

The Problem of “Hidden Valye”
The appreciation in value of some corporate real estaie poses a critical problem for man-

investors and, therefore, not fully reflected in stock prices. This is the problem of hidden
value. To the extent that real estae values are not reflected in share prices, corporate
management is vulnerable to the predations of raiders who are abje to buy companies at
bargain prices and then sel] off the undervalued assets,

The perceived undervaluation of corporate real estate is leading corporate managers
to take careful inventory of real assets and to evaluate their alternative uses. In some
cases, this process has led to outright property sales accompanied by major relocations,
in others to sale-leaseback. and in still others to a variety of asset-backed refinancing
strategies designed (o capture hidden values. At the same time, some companics are
attempling to reduce Occupancy costs as well as the potential for future hidden-value
problems through the use of equity leases and joint ventures. Such methods allow cor-
porations to participate in the appreciation of real estate projects in which they are
major tenants, while avoiding the costs associated with a major capital commitment to
real estate.

Third, in the case of operating real estate, the fact that management persists in using
assets with much-higher-valued alternative uses in marginally profitable operations would
also warrant a large discount in the stock—again, provided management does not signal to
the market its intent to sell or convert the assel,

Still another potential problem in valuing real estate arises cven in the case of income-
producing propertics. Because accounting depreciation charges generally exceed true eco-
nomic depreciation, the reported carnings of real estate companies typically understate
the level of operating cash flow. And if the market responds mechanically to reported
earnings, then it could systematically undervalue real estate assets, thus leaving companies
prey to raiders concerned only about cash flow. But if markets do look through earnings 10
cash flow, as much as academic rescarch suggests, then accounting conventions should not
lead to the undervaluation of real estate.
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On the other hand, as mentioned carlier. the ability of acquirers 10 take over asset-rich
companics, write up the value of acquired real estate assets to market, and then depreci-
atc their values over shorter lives (provided by the Economic Recovery Tax Act of 198 1)
clearly provided an artificial stimulus to takeover activity in the early 1980s. Such a stimu-
lus was removed, however, with the Tax Reform Act of 1986.

To summarize, then, besides the possibility of market incfficiency. information and con-
trol problems could be responsible for large disparities between stock prices and perceived
real estate values. First, in the case of large industrial companies with dispersed real cstate
assets, the costs to investors of ascertaining such values may he very large. Second. even il
the market knows the value of such asscts. the remaining uncertainty aboul whether manage-
ment will take steps to realize the value of such real estate options, and about when such steps
will be taken, could lead investors 1o heavily discount real asscts in setting stock prices.

The business covironment continually changes, many situations arise which may include:
widespread dercgulation, heightened international competition. and increased shareholder
activism.ete. These changes forccAmerican corporations 10 reexamine many aspects of
their operations in the attempt (o increase shareholder value (and. in SOme Cascs. to defend
against raiders). By sicpping up the urgency of management’s search for cificiencies, these
competitive forces may produce mergers and acquisitions, divestitures, spinoffs, leveraged
buyouts, and other major recapitalizations, Real estate assets are often a focal point in
these restructurings.

In today's environment, corporate management are far more likely to question the traditional
notion that corporations have a comparative advantage in owning real estate, It is important
to remember that corporate real assets. while functioning as [acilities in corporate operations,
are part of local and regional property markets. And unless the company is a dominant force
in a small local economy, the market value of those assets is typically governed by factors very
different from those that drive the value of the firm’s operating business. Developers and real
estate investors are likely 10 be more alert to changes in property values, and to opportunities
{o take advantage of such changes, than a corporate management focuscd on operations.

Sale-Leaseback

An additional analysis that is relevant for a corporation that has owned real cstate for some
{ime is whether it should sell the real estate and lease it back from the new owner. This proce-
dure would be attractive in cases where the company wants (o sell the real estate but nceds to
continue 1o use the space because relocation is not practicable. For cxample, many years 4go.
Time. Inc.. sold its 45 percent intercst in its Rockefeller Center headquarters to the building’s
former co-owner, the Rockefeller Group, and then arranged a long-term leasc.

Why might the corporation benefit from a sale-leaseback? In such cases, the corpora-
tion receives cash from sale of the property and. assuming that it still needs to use the real
estate, leases the facilities back and makes lease payments. It also loses any remaining
depreciation allowance on the book value of the building. However, it also removes the
risk associated with the residual value of the property.

As discussed in the analysis of lcasing versus owning, whethera corporation bencfits from
continuing o be an mnvestor in the real estate will dictate whether to do a sale—leaseback.
In fact, the analysis is very similar to that of lcasing versus owning. Therc is one main differ-
ence: Because the corporation already owns the real estate, it has to consider the after-tax cash
flow it receives from sale of the property (rather than the purchase price) as the amount of
funds invested if it decides to continue to own the property.

—

—



EXHIBIT 15-5
Sale-Leaseback
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ived on [unds left in (he prop-

erty (if the company does not do a sale-leaseback) may be greater than would be the case if
the company were decidin £ 1o own or lease the same property that it did not already own,

To sec how we might analyze whether a corporatio
will extend the cxample we considered earlier in the Je

ase-versus-own analysis. Suppose that

Original price: (5 years ago)

Land $ 225000
Building 1,575,000
Total 1,800,000
Depreciation
Tax rate 30.00%
ATCF If sold today:
Reversion
Mortgage balance
Reversion $ 2,000,000
Basis -1.550,000
Gain $ 450,000
Tax
Cash flow
Lease payment
Operating expense
Own
Sales $ 1,500,000

Cost of goads sold 750,000

Gross income 750,000
Operating expenses:
Business 200,000
Real estate 100,000
Lease payments 6]
Interest -136,900

Depraciation -50,000

Taxable income 263,100
Tax 78,930

Income after tax 184,170
Plus: Depreciation 50,000
Less: Principal 0
Cash flow _.-234.770
Reversion

Mortgage balance

Reversion

Basis (after 20 years)

Gain

Tax

Cash flow

Year 0
Own — Lease $ -496,000

31.5 years

12.50%
87.50%
100.00%

$ 2,000,000
—1,369,000

—135,000
$ 496,000
$200,000 (15-year net lease)
50.00% of lease payment

Difference
Lease {Own — Lease)
$ 1.500,000 $ 0
750,000 (0]
750,000 0
200,000 0
100,000 0
200,000 -200,000
0 —136,300
0 —_ 50,000
250,000 13,100
75,000 3,930
175,000 9,170
0 50,000
0 0]
- 175000 59,170
$ 3.000.000
-1,369,000
$ 3,000,000
—800.000
$ 2,200,000
~660,000
$_971.000
1-15 15
$ 59,170 $ 971,000

IRR 14.10%

the property if

n should sell and lease back space. we
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five years ago, the corporation had decided to own rather than lease the real estate. Assume
that it is now five years later and management is considering a sale-leascback of the prop-
erty. The property can be sold today for $2 million and leased back at a rate of $200.000
per year on a 15-year leasc starting today. Exhibit 15-5 shows the after-tax cash flow if the
property is sold today, taking into consideration that the company purchased the property
five years ago for $1.8 million. Because it has depreciated the property Over the past [ive
years, the firm must pay capital gains tax of $135.000. making the after-tax cash flow from
the sale today $1.865,000. By leasing instead of owning for the next 15 years, management
must pay an additional $155.000 in after-tax cash flow each year.™ Further, if the property is
sold today, the firm will not receive (he cash flow from sale of the property at the end of the
lease. We assume that the property will be worth $3 million at the end of the 15-year lease.

As shown in Exhibit 15-5, the IRR from owning versus leasing is 14. 10 percent. This is the
return from continiting to own instead of leasing. Alternatively, the IRR can be viewed as the
cost of the sale-leaseback financing, that is, the cost of obtaining $496,000 today by selling
the property, then leasing it back. The return {rom continuing to own is slightly greater than
in the original lcase-versus-own example. Why? One reason is that taxes must be paid if the
property is sold, which increases the benefit of continuing to own. Lease payments are also
higher because market rents increased during the past five years. In this situation, there are
more benefits from owning because the higher Jease payments arc now saved. Should the firm
choose to lease. higher lease payments offsel the higher price of the property that would be
realized if the property were sold and reduce the benefit of owning relative 1o leasing.

A sale-leascback also has implications for the corporation’s financial statements. As we
discussed. sale of the property results in capital gains (ax. At the same time. however,
it allows the corporation to report additional income because of the gain on the sale.
Additional income results in an increase in reported carnings per share. Managers may
have the incentive to do a real estate sale-leaseback to recognize a capital gain when they
want to show an increase in earnings per share. Sale-lcaseback for that reason is not neces-
sarily in the best interest of the corporation, however.

A sule-leaseback, like any asset sale, removes an option for potential raiders o use real
estate as a means of financing. Provided management can profitably reinvest the sale pro-
ceeds in its basic business or return the cash to sharcholders, the opportunity for outside
investors to profit from takeover by selling or refinancing the real estate is foreclosed.
Furthermore. if the company leases with a short-term lease, it retains its option to relocate.
But if a company simply sells and then commits itself 10 a long-term lease. the ownership
transfer may offer no economic gain. The capital inflow from the sale may simply be offset
over time by the higher rent charged by the new owner. Moreover, if the sale triggers a
Jarge tax liability payment. then the transaction could actually reduce gshareholder value.

Assuming, however, that companies can shelter capital gains,™ corporale shareholders
could benefil from sale-leaseback (o the extent that U.S. institutional or foreign invesiors
are willing to accept lower yields than the returns required by corporate investors (again,
adjusted for risk and leverage). In such cases, the sale proceeds to the company could exceed
the present value of the new lease stream as well as any forgone ax savings from ownership.

Another potential benefit of sale_leaseback is its rolc as a “signaling” device. To the extent
investors have been unable or unwilling to recognize real cstate values. a sale-leaseback clearly
demonstrates those values 1o the marketplace. Perhaps equally important, a sale—leaseback.
especially when combined with stock repurchases, may also persuade inveslors that man-
agement has become morc serious about its commitment to increasing shareholder value.

24 pjternatively, by continuing to own, the corporation saves $1 55,000 in after-tax cash flow.

25 Of course, there will always be cases where sale-leaseback may be used to recognize gains from
the sale of assets to offset any l0ss carryforwards that a corporation may want to utilize

S
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A type of off-balance-sheet financing called synthetic
leases became popular in recent years as a way for cor-
porations to structure leases an real estate. Many tech
€ompanies financed the construction ar purchase of
their corporate headquarters with these types of leases,
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Use a search engine to find either 3 company that has
used this method or a site that discusses how these
leases work. What were the major advantages and
disadvantages of this |ease structure? Are they still
being used?

For companies in mature industries with limited investment opportunitics. a sale-leaseback
together with a large distribution to shareholders may add value by returning excess capital

to investors. 20

Stll another possible benefit from sale~leaseback is to provide a source of capital that
can be used to fund growth opportunities or lo refinance existing high-priced debt. Fred
Meyer, Inc., for cxample. once sold and leased back 35 stores and a distribution center.

thereby raising $400 million. Bac

h store was leased for 20 years with a fixed-payment, net-

lease ratc. and an operating lease structure that allowed off-balance-sheet treatment. This
transaction effectively enabled the company to capture the full market value of real estate
assets, use the sale proceeds (o retire some of is higher-yiclding debt, und retain control of
the asscts by means of long-term leascs.

Refinancing

One reason that the corporation might he considering a sale-leascback as discussed in
the previous section is to raise capital. An alternative might be to refinance the real cstate
with a mortgage, especially if unsecured corporate financing sources were initially used.
As discussed carlier, mortgage financing may be a substitute for corporate debt if it is
shown on the balance sheet and increases the corporation’s debt ratio. Thus, the corpora-
tion must consider whether a mortgage on the real estate can be obtained at a lower cost

nancing with a hybrid mortgage, as discussed in Chapter 12,

Investing in Real Estate for Diversification

Corporations may view ownershi

p of real estate as a way of diversifying their business

activities, leading to the purchase of more real estatc than it needs for its operations. For
cxample, the corporation may decide to develop or purchase an office building that is larger
than it needs for its own use. The rest of the office building is held as an investment,2?

% This is the substance of Michael Jensen's argument known as the “agency costs of frec cash flow."
For a nontechnical explanation of this concept and its reflection in corporate restructuring activity,
see Michael Jensen, “The Takeover Controversy: Analysis and Evidence,” Midiangd Corporate Finance

Journal 4, no. 2 (Summer 1986).

27 |f the corporation needs to expand, bullding ownership can be an advantage because, in effect, the
Corporation has the first option on space In the building it owns when another tenant's lease expires.
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real estate investments. That is. would the real estat
by a different entity such as a real estat
ship? These investment vehicles will be
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is that corporations ne

best interests of their sharcholders.

e be considered more valuable if held
¢ investment trust or a rcal estate limited partner-
discussed further in later chapters. The point here
holding real estate as an investment is in the

Sharcholders may prefer to have the corporation own

only assets related to its core business.

e
This chapter focused on the decisio
tion as part of its core business.
{o be similar to the pure real estate

chapters. A key diflerence. however
estate can have on the corporation’s

Conclusion

should own or lease depends on whether it has

-

We showed the decision to own versus lease recal estate

1 10 own or lease real estate that is used by a corpora-

investment decision we analyzed extensively in earlicr
_is the impact that ownership or sale-lcaseback of real
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a comparative advantage owning real estate
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Why is the value of corporate real estate often considered hidden f; rom shareholders?

How does the analysis of a sale-leaseback differ from the analysis of owning versus lcasing?
Why is the cost of financing with a sale—leaseback essentially the same as the return from con-
tinuing to own?

Why might it be argued that corporations do not have a comparative advantage when investing
in reul estate as a means of diversification from the core business?

Why has real estate often been a key factor in corporale restructuring?

Why might refinancing be considered an allernutive 10 2 sale- leaschack?

What factors might cause the highest and best use of reg] estate o change during the course of o
typical lease term?

Why should corporations have their real cstate appraised on a regular basis?

What factors would tend to affect the value of a Jease?

The ABC Corporation is consideri ng opening an office in a new market area that would allow it

to increase its annual sales by $2.5 million. The cost of goods sold is estimated 1o he 40 pereent

of sules. and corporate overhead would increase by $300.000, not including the cost of either

dequiring or leasing office space. The corporation will have to invest $2.5 million in office fur-

niture. olfice equipment, and other up-front costs associated with opening the new office belore

considering the costs of owning or leasing the office space,

A small office building could be purchased for sole use by the corporation at a total price of

$3.9 million. of which $600.000 of the purchase price would represent land value, and $3.3 million

would represent building value. The cost of the building would be depreciated over 39 years, The

corporation is in a 30 percent tax hracket, An investor is willing to purchase the same building and

lease it to the corporation for $450,000 per yeur for a term of 15 years. with the corporation paying

all real estate operating expenses (absolute net lease). Real eslate operating expenses are estimated

1o be 50 percent of the lease payments. Estimates are that the property value will increase over

the 15-year lease term for a sale price of $4.9 million at the end of the 15 yewrs. If the property is

purchased. it would be financed with an interest-only mortgage for $2,730,000 at an interest rte of

10 percent with a balloon payment due after |5 years.

a. What is the return from opening the office building under the assumption that it is leaged?

& What is the return from opening the office building under the assumption that it is owned?

. What is the return on the incremental cash llow from owning versus leasing?

d. In general, what other factors might the firm consider before deciding whether to lease or own?

Refer 1o Problem |, Suppose that five years 4go the corporation had decided 10 own rather than

lease the real cstate, Assume that it is now five years later and management iy considering a sule-

leasebuck of the property. The property can be sold loday for $4.240,000 and leased back at arate of

$450.000 per year on a 15-year lcase starting today. It was purchased five years ago for $3.9 million.

Assume that the property will be worth $5.7 million at the end of the 15-year leasc.

d. How much would the corporation receive from a sale-leaseback of the property?

b What is the cost of obtaining [inancing with a sale -leaseback?

¢. What is the return from continuing to own the property”?

d. In gencral. what other factors and alternatives might the firm consider in order (o decide
whether to do a sale-leaseback?

Refer to Problem 1. ABC realizes that the benefits of leasing versus owning may be scnsitive

to many of the assumptions being made. The management wants to know how the return on the

incremental cash flow from owning versus leasin & 15 affected by different dssumplions. (This

problem is best donc using a spreadsheel. )

a. How would the return be affected by the corporation bein & in a zero tax bracket?

b. How will the return be affected if the property value does not inerease over time but remains
constam?

¢. How would the return be affected if the mortgage were a( an 8§ percent (rather than 10%
interest rate?
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4. Excel. Refer to the "Chl5 Lease_ Own'” tab in the Excel Workbook provided on the website.

How does each of the {ollowi

leasing?

ng affect the IRR on the ATCF difference from owning Versus

a. The property can be leased for $175.000 instead of $200,000.
b A loan can be obtained at an 8 percent interest rate instead of 10 percent.

Appendix

Real Estate Asset Pricing and Capital

Budgeting Analysis: A Synthesis

Introduction

As we have discussed beginning with Chapter 11, real estate
income property is usually valued from the point of view of
the equity investor. That is. we discount the cash flows (before
or after tax) available to the equity investor based on explicit
assumptions about the cost and terms of the mortgage used to
finance the property. We use an afier-tax discount rate to dis-
count the after-tax cash flows. When analyzing the after-tax
basis, the calculation of the after-tax cash flow to the equity
investor reflects the tax deductibility of interest. The amount
of equily an investor is willing to invest represents the value
of the equity position. The amount of loan that a mortgage
tender will lend on the property represents the value of the
mortgage position. The total property value is the sum of the
value of the mortgage and equity positions.

In contrast, the traditional capital budeeting procedures
shown in corporate finance textbooks suggest that after-tax
cash [lows produced by the project before deducting any
Sinancing costs should be discounted by a weighted average
cost of capital that considers alter-tax cost of debt and equity.
Tax deductibility of interest on debt is treated in one of the two
ways: (1) the after-tax cost of debt is uscd when calculating the
weighted-average cosl of capital or (2) the tax shicld created by
{he interest deduction on debt is added back to the after-tax cash
flow produccd by the project. In this latter case, the before-tax
cost of debt is used to calculate the weighted-uverage cost of
capital. In both of these approaches, the after-tax cost of equity
is included in the weighted-average cost of capital.

This appendix demonstrates that all three approaches
mentioned above ate consistent and result in the same prop-
erty value when applied correctly.

Mortgage-Equity Approach

As we saw in Chapter 9, the lerm mortgage-equity analysis
is often used in real estate 10 refer to the valuation of real
estate income property by explicitly considering how the
property will be financed. For simplicity, in this appendix,
we assume that all cash [lows are a level perpetuity, the loan

is interest-only (no amortization). and there is no deprecia-
tion allowance.! In general, the value of the property can be
found with the mortgage-cquity approach as follows:

y=£f}’9£:_%{’l“_;”+g

where

V = Estimated property value
D = Amount of debl
NOI = Net operating income
t = Tax rate
r, = Cost of debt (before tax)
R, = Cost of equity (after lax)

Example
Assume that NOI is $115,000 per year. A loan (D) 1s avail-
able for $8300.000 with an interest rate (£q) of 10 percent. The
investor's tax rate (1) is 20 percent and (he investor’s required
after-tax rate of return (R} is 14 percent.

Using the preceding formula, we have

e 3 =i 1
(115,000 - .10 X 800.000) (1 =200 _ g5 05

V="——"—""

14
V = 200,000 + 800,000
v = 1,000,000

Weighted-Average Cost
of Capital—Alternative 1

Use of a weighted average cost of capital assumes that the
project will have the same proportion of debt as in other proj-
ecs. In the above example, debt represented 80 percent of
property value. Assuming that another project is undertaken

' Assuming that cash flows are not level and that the project

is sold after a finite holding period or assuming that there is a
depreciation allowance does not change any of the conclusions of
this appendix.



with the same proportion of deby, the weighted average cost
of capital is as follows:
R.=[DIVxryx(-p] + [EIVXR,

where

Ry = Weighted-average cost of capital

E = Amount of equity

DIV = Proportion of debt

E/V = Proportion of equity

The value of the property is found as follows:
_Norti -

RH

For the example considered earlier, we have

115.000(1 — 20)

Vv

V=— e
[.80x.10x (1 - 2] +(20x.14)
092

V= 1,000,000

This is obviously the same answer as before.

Weig hted-Average Cost
of Capital—Alternative 2

An allernative way of valuing the property is to adjust the
after-tax cash flows available on the praject for the tax shield
associated with the deductibility of the debt. This tax shield
is equal to the annual interest payment (r, X D) multiplied by
the tax rate (1). In terms of the above symbols, the tax shield is
equal to ry X 1) X t. When the cash | lows are adjusied by the
tax shicld, the cost of capital is caleulated by using the before-
tax cost of debl ¢r,) rather than the after-tax cost. The after-tax
cost of equity (r,,) is still used. In this case. the value can be
cxpressed as follows:

Ve INOD(T — 1) 4 (r, x Dx1)
(DIVXry) +(EIVXR,)
Note that the numerator in the above formula is not the cash
flow 1o the equity investor. It represents the cash flow on the

entire property plus an adjustment for the additional tax ben-
cfit associated with the debt.2

2 This adjustment does not necessarily asstime that the use of debt
adds to the value of the property relative to an unlevered property.
It simply recognizes the fact that interest is tax deductible.
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For the sume example considered above, we haye

v = 1150000 ~ 20) + (.10 x 800.00 x 20)
.80 x.10] + (.20 x 14)

y_ 108000
1080
V = 1,000,000

Again, the answer is the same as before.

Conclusion

Use of the morlgage-equily approach is consistent with tradi-
tional capital budgeting procedures when valuing real estatc.
When using the mortgage-equity approach, the after-tax cost
of cquity is used in place of the weighted-average cost ol cap-
ital when discounting the cash flows produced after payment
of interest. When using the traditional weighted-average cost
of capital calculation. an afier-tax cost of debt and equity is
used to discount before-tax cash flows. An aliernative to the
latter approach is to adjust the after-tax cash flow from the
property by adding back an amount that represents the tax
savings associated with the debt. When using this approach,
a before-tax cost of debt must he used when calculati ng the
weighted-average cost of capital. In either case. the estimated
value is the same as the marigage-equily approach, which is
typically used 1o value real estate,

We simplificd the above analysis by assuming that cash
Mows were perpetuities and that the debt was not amorlized.
This approach implies that the proportion of debt and cquity
remains constant over time. Analysts argue that corporations
can maintain a target proportion of debt in their capital struc-
ture by alternating between issuing debt and equity. Thus. it
may nol be appropriate to valuc a particular project based
on the amount of debt or equity used (o finance that proj-
cct. However, mortgage loans are typically amortized and are
usually sccured by a specific property. Relinancing is expen-
sive and, therefore, it is not feasible to maintain a constunt
proportion of debt from year 1o year. As this appendix points
out, the value produced by the mortgage-equity approach
is the same as that found with traditional capital budgeting
techniques if consistent assumptions are made about the use
of financing. However, because real eslate is used as security
for debt and ref inancing (o maintain a constant ratio of debt
Lo assets is costly. using the mortgage-equily approach may
be more appropriate because it allows linancing to be con-
sidered explicitly.



_~

-~

-~

L

Financing Corporate
Real Estate

The focus of the previous chapters dealing with income properties has been that of an
owner/investor who leases space 1o (enants. These tenants would generally be firms that
use space as part of business operations. For example, a typical user could be a corporation
that leases some, or all, of the space in an office building for use by its cmployees. Thus, the
corporation uses the office space but does not own the building as an operating asset. This
chapter analyzcs real estate from the point of view of firms that are not real estate investors,
but use real estate as part of business operations. Because so many of these “user lirms”
are corporations, their real estate activities are commonly referred (o as corporate real
estate.' However, this chapter is intended for any user of real estate assets and is not limited
to corporations. Even though the primary business of these corporations is not real estate
investment, they have to make many decisions regarding the use of real estate because real
estate is typically an integral part of the firm’s operations. For example, real estate is used
for office space., warehouse space, manufacturing. and so on. In addition to using real estate.
firms may choose to own real estate for a variety of other reasons, including these:?

+ Owning, rather than leasing, space used in the operation of the business.

« Investing in real estate as one means of diversification from the core husiness.

* Retaining, rather than selling, real estate that may have been used previously in business
operalions.

* Acquiring real estate for future business cxpansion or relocation.

For these reasons, corporations are very significant users of commercial real estate in the
United States. Corporate users control as much as 75 percent of all commercial real estate
according to some estimates. On a book-value basis. moreover, roughly cne-third of the total
assets of Fortune 500 companies is cstimated to be real estate. With such a large concentration
of corporate wealth in commercial property, it is worth taking a closer look at the way that
businesses or users of real estate should make real estatc invesiment and financing decisions.

Benefits associated with ownership of real estate for a corporate user include many
of the same benefits realized by investors. For cxample, a corporate owner that would

' Portions of this chapter are based an an article by Willlam B. Brueggeman, Jeffrey D. Fisher, and
David M. Parter, “Rethinking Corporate Real Estate,” Journal of, Applied Corporate Finance, 1991
(published by Continental Bank, Chicago).

2 By “owning" real estate, we are referring to fee simple ownership in the property. A corporation may
also have a leasehold interest in real estate that has value because the property Is leased at a below
market rate.

503
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otherwise lease space saves lease payments, which is analogous te an investor carning
lcase income. By owning rcal estate, the corporation also receives the lax benefits from
depreciation allowances. Furthermore. by owning real estate, the corporation retains the
right to sell the property in the [uture. At that time. the property can be leased back from
the purchaser if the firm still needs to use the space. Firms whose core business is not real
estate investment, however, must consider additional factors. In particular, the user must
consider the opportunity cost of capital invested in real estate, the impact that ownership of
the real estate will have on corporate financial statements, and the corporation’s ability to
use space cfficiently. These are some of the issues that this chapter will consider. We begin
by considering how a corporate user should analyze whether or not to lease or own space
necessary in its business operations.

Lease-versus-Own Analysis

Corporations can cither lease or own space needed in business operations and may con-
duct lease-versus-own analysis to decide which option is superior. If a corporation owns
space, it is essentially “investing” in real estate. When purchasing these assels, a corporation
may decide to finance the purchase by taking out a mortgage secured by the property in
addition to equity capital, or it may decide to use only equity capital. Allernatively, depend-
ing on the extent of debt already used to finance business opcrations, capital could consist
of a combination of unsecured corporate debt and equity obtained from sale of stock or
retained earnings.

If the firm leases space. on the other hand, it can use the space without investing corporate
equity, freeing the equity capital for other investment opportunities available to the firm.
Whether these investment opportunities are better than investing in the real estate depends
on the after-tax rate of return and risk of these opportunitics relative to that of the real estate.

Leasing versus Owning—An Example

To illustrate the decision to own rather than lease real estate that the corporation plans to
use in its operations, consider the following example. Assume that the XYZ Corporation
is considering opening an office in a new market area that would allow it to increase its
annual sales by $1.5 million. The cost of goods sold is estimated to be 50 percent of sales,
and corporate overhcad would increase by $200,000, which does not include the cost of
cither acquiring or leasing office space. XYZ will also have to invest $1.3 million in office
furniture, office equipment, and other up-front costs associated with opening the new office
before considering the costs of owning or leasing the office space.’

XYZ could purchase a small office building for its sole use at a total price of $1.8 mil-
lion, of which $225.000 (12.5%) of the purchase price would represent land value, and
$1,575,000 (87.5%) would represent building value. The cost of the building would be
depreciated over 31.5 years.* XYZ is in a 30 percent tax bracket. As an alternative to own-
ing, an investor has approached XYZ and indicated a willingness to purchase the samc
building and lease it to XYZ for $180,000 per year for a term of 15 years. XYZ would pay
all real eslate operating expenses (absolute net lease), which are estimated to be 50 percent
of the lease payments. XYZ has estimated that the property value should increase over the
15-year lease term, and the building could be sold for $3 million at the end of the 15 years.’

2 Other costs might include sales training, relocating employees, and the like.
4 For illustration only. The depreciabie life would depend on the tax law in effect at the time of purchase.

5 Even if the corporation still needs to use the space, it could sell the property and lease it back at the
end of the lease term. Sale-leaseback Is considered later in this chapter. The corporation could also
decide to sell the building and relocate its sales office to another property that is leased or owned.
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- XYZ has also determined that if it purchases the property, it could arran ge financing with
an interest-only mortgage on the property for $1,369,000 (76% of the purchase price) at an
= interest rate of 10 percent with a balloon payment due after 10 years.®

Cash Flow from Leasing

—~ Exhibit 15-1 shows the calculation of after-tax cash flow associated with opening the office
building and obtaining use of the space by leasing. Recall that the initial cash outlay of
$1.3 million is the up-front cost of setting up the office. After-tax cash flow of $196,000 is
~~ received cach year for 15 years. We also assume that XYZ will close the office at the end of the
lease, and that the furniture and equipment will have no residual value. An after-tax rate of return
of 12.5 percent is assumed to be the opportunity cost, or after-tax reinvestment rate savings of
~ S$1.3 million, if XYZ chooses to lease rather than own the office building, This is the rate of
return after tax that XYZ can compare with other invesiment alternatives of equal risk when
considering whether it should invest the $1.3 million necessary to open the new office building.
— Assuming that XYZ believes that it should open a new regional office, the next question
is whether the firm should lease or own the property that will house the new operation.
One way to answer this question is 1o calculate the after-tax cash flows and after-tax rate of
~ return assuming that the space is owned rather than leased.,

Cash Flow from Owning

= Exhibit 15-2 shows the after-tax cash flow from opening the office building under the
assumption that it is owned. The initial cash outlay of $1.731,000 includes the equity

mvested in the office building of $431.,000 as well as the other up-front costs of $1.3 million.
EXHIBIT 15—1 Cash Flow from Operations
— After-Tax Cash
Flow: Leasing Office Lease
~— 3 3
Building Sales $1.500,000
—_ Cost of goods sold 750,000
o Gross income 750,000
Less operating expenses:
~ Business 200,000
Real estate* 90,000
Less: Lease payments 180,000
& Taxable income $ 280,000
- Tax 84,000
income after tax $ 196,000
=® After-tax cash flow $ 196,000
) Summary of After-Tax Cash Flows
=y Outlay Cash Flow
—_ Year 4] 1-15
$-1,300,000 $ 196,000
b IRR 12.50%
*Operating expenses on the reul estate (such us property tuxes and Insurunce) that the
— tenant is responsible for puying under the net lease,
& ® For purposes of illustration, we assume the loan amount to be equal to the present value of the lease
payments of $180,000 per year, discounted at the mortgage loan interest rate of 10 percent. This
makes the financing comparable with leasing, as we will discuss later in the chapter,
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EXHIBIT 15-2 Operating Years
After-Tax Cash
Flow: Owning Office Sales $ 1,500,000
Building Cost of goods sold 750,000
Gross income 750,000
Less operating expenses:
Business 200,000
Building or property 90,000
Less: Interest 136,900
Depreciation 50,000
Taxable income 273,100
Less: Tax 81,930
Income after tax 191,170
Plus: Depreciation 50,000
Cash flow $ 241,170
Sale at End of Lease
Reversion $ 3,000,000
Mortgage -1,369,000
balance
Reversion $ 3,000,000
Basis _—]_.OEQ;QQO
Gain $ 1,950,000
Tax —585,000
Cash flow $ 1,046,000
Calculation of {RR Summary
Qutlay Cash Flow Reversion
Year o] 1-15 15
Cash flow $—1,731,000 $241,170 $ 1,046,000
IRR 12.95%

During the first 15 years, the after-tax cash (low is $241,170. The after-tax cash flow from
sale of the real estate is $1.046,000. The after-tax IRR under this scenario is 12.95 per-
cent. This return is slightly higher than the after-tax rate of return of 12.50 percent if XYZ
chooses to lease the space. as shown in Exhibit 15-1. This return suggests that owning is
better than leasing. Note. however, that the 12.95 percent rate of return is the after-lax rate
of return on both the funds invested in opening the office building ($1.3 million) and the
additional equity invested in owning the building ($431.000). That is, this rate of return is
for two combined investment decisions: (1) to open the office building and (2) to own the
office building. Although the rate of return associated with owning the office building 1s
greater than Ieasing it. the risk may also be greater, depending on the risk of holding the real
estate as an investment.” To evaluate this risk further, we have to isolate the after-tax rate of
return associated with making the investment in the real estate only.

7The decision whether or not to use the space for an office building should normally be made by
considering the after-tax cash flow from leasing the space. This ensures that the decision to use the
space is based on the market-determined cost of using the space. It also separates the benefits of
owning the space from the benefits of using the space for a new sales office.
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Cash Flow from Owning versus Leasing

Thus far, we have been dealing with two interrelated decisions. The first decision is whether
the corporation should expand its operations by investing funds to use the additional office
space. The second decision is how to pay for the use of the space. In the preceding analy-
sis, we calculated the rate of return under two different assumptions about how the firm
would pay for the use of the space. Assuming that the rate of return under one or both of
these allernatives meets the firm's investment criteria, the firm should decide to use the
space. It is not clear, however, whether the risk and rate of return are the same for both alter-
native ways of obtaining use of the space. In this example, both scenarios involve use of the
same building with the same sales potential and non-real estate costs.”

As we have seen, however. the decision to own the space involves an additional equity
investment in the property that is not required when leasing. To look more closely at the
equily invesiment in the property that is included with the decision to own versus lease, we
must consider the difference in the cash flow to the corporation if it Ieases the space rather
than owns the space. Exhibit 15-3 replicates the after-tax cash flow under both the lease
and own scenarios and compules the difference in these cash flows.

The first two columns of Exhibit 15-3 repeat calculations of the after-tax cash [Nows
for owning and leasing. respectively. As we have discussed, these cash (lows to the firm
would result from using the office building based on cach alternative, The $431,000 ini-
tial outlay now represents only the equity for investment in the property. During the first
15 years, the after-tax cash flow would be $241,170 per year if the property were owned,
as compared to $196,000 per year if the property were leased—a difference of $45,170
per year, The firm would realize the $1.046,000 cash flow from sale if it chooses to
own the project. When making the lease-versus-own decision, remember that the vol-
ume of sales and the operating costs associated with generating those sales will be the
same whether the space is leased or owned. Therefore, the decision to lease or own
should depend only on the difference in cash flows under the two alternatives. In other
words, owning or leasing a building should in no way affect the XYZ's business opera-
tions. The difference in cash flows is shown in column 3 of Exhibit 15-3. By owning
rather than leasing, XYZ should save $45,170 per year after taxes.” Furthermore, if XYZ
owns the space. it will receive $1,046.000 at the end of the 15th year from sale of the
office building.

Return from Owning versus Leasing

Recall that the equity investment required to own the property was $431,000. Based on this
mvestment and the incremental cash flows of $45,170 per year and $1.046,000 in year 13
(owning vs leasing), the after-tax /RR is 13.79 percent. Whether this is sufficient to justify
the additional investment in ownership versus leasing the space depends on the opportu-
nity cosl and risk associated with the investment of equity capital in the property. If XYZ
belicves that an after-tax rate of relurn of 13.79 percent is not sufficient Lo warrant the risk
associated with owning the space, it should decide to lease rather than own the space. On
the other hand, il XYZ thinks that 13.79 percent is an adequate return given the risk of
owning and eventually selling the property after 15 years, then it should own.

fn practice, space that s available for leasing may not be available for purchase, so that the space
that would be leased would not be the same as the space that would be owned, This could result in
slightly different assumptions about the sales potential of each alternative. For simplicity, we have
ignored this potential difference.

? Alternatively, by leasing rather than owning, the corporation must pay an additional $45,170 per year.



508 Part4 Income-Producing Properties

EXHIBIT 15-3
Lease-versus-Own
Analysis

Cash Flow from Operations

Difference
Own Lease (Own — Lease)
Sales $1,500,000 $1,500,000 0
Cost of goods sold 750,000 750,000 0
Gross income 750,000 750,000 e]
Operating expenses:
Business 200,000 200,000 (0]
Real estate 90,000 90,000 0
Lease payments 0 180,000 —-180,000
Interest 136,900 0 136,900
Depreciation 50,000 gt 50,000
Taxable income 273,100 280,000 6,900
Tax 81930 ___ 84,000 2070
Income after tax 191,170 196,000 4830
Plus; Depreciation 50,000 0 50,000
After-tax cash flow $ 241,170 $ 196,000 $ 45170
o s Cash Flow f;c_:m Sale =
Reversion/owning $ 3,000,000
Mortgage balance ~1,369.000
Reversion $ 3,000,000
Basis -1,050,000
Gain % 1,850,000
Tax —585,000
After-tax cash flow $ 1,046,000
gt Summary of After-Tax Cash Flows
Outlay Cash Flow Reversion
Year 0 1-15 15
Own - Lease $-431,000 $45,170 $1,046,000
IRR 13.79%

Importance of the Residual Value of Real Estate

Leasing and owning are often viewed as two financing alternatives because lease payments
substitute for debt payments as discussed above. As we saw in the above example, how-
ever. the debt liability that is comparable to a lease liability does not cover the portion of
the purchase price that represents an investment in the right to the residual value. Hence,
leasing property differs from equipment leasing. where the residual value can usually be
assumed o be zero,

Generally, leasing or owning real estate differs from leasing or owning equipment because
real estate may have a substantial residual value. The owner of the real estate has the right to the
residual value and incurs the risk that the residual value will be different from the cost of the
property at the time it was purchased. Thus. in addition to having use of the real estate during
the term of the lease, a corporation that chooses to own real estate has also made an investnent
in its residual vafue. This means that deciding between owning and leasing real estate is not
simply a choice between two financing allernatives. Although they are both ways of financing
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the use of the real estate over the lease term, ownership includes (he right to the residual value
of the property at the end of the lease term.'? Leasing does not give the company any interest in
the residual value of the property.'! This residual value can be quite substantial if the property
has retained its value or appreciated in value over the lease term, whereas with corporate equip-
ment the expected residual value is so small in most cases that it can usually be ignored.

The residual value of the property is affected by changes in the supply and demand for
ceal estate over the term of the lease and is usually morc uncertain than the contract lease
payments. Thus, the required rate of return from owning (discount rate} used to evaluate
the incremental cash flows from owning versus leasing should probably be higher than the
after-tax cost of corporate debt, although the rate of return may not have to be as high as
the cost of capital used for the typical corporate investment.'?

Estimating the Residual Value

Residual value—that is, the reversion value of land and improvements at the end of the
lease term—is an important part of the decision to lease or own that causes confusion for cor-
porate managers. Some analysts assume that the residual value of the real estate will be equal
to the book value of the property, or the original acquisition cost less accounting depreciation
at the expiration of the lease term. Others go to the extreme of assuming that there will be no
residual value. Why? Because there will always be a need for a facility and the residual sale
price received must be reinvested in a lease or on a new facility at that time.

Because real estate does not typically decline in value as fast as accounting deprecia-
tion and rarely has zero value at the end ol a typical lease term, assuming no residual value
biases the lease-versus-own decision toward leasing. However, it is just as incorrect 0
assume unrealistically high rates of appreciation that bias the analysis toward ownership.
The correct approach is to make a realistic estimate of the residual value of the real estate
and the uncertainty of the value estimate. This estimate should consider the market value
of the real estate (as discussed in Chapter 10), not the investment value to the corporation.

By deciding to own, a corporation chooses, in effect, to bear a residual real estate risk
that may be completely unrelated (0 its operating success. Real estate differs from other
corporate assets in that, at the end of the lease term, the range of possible residual val-
ues runs from well below to well above the initial cost of the property. Over the life of a
medium- to long-term lease, local, regional, and even international economic factors can
cause the market values of corporate real estate to change significantly. By deciding to own
rather than lease space, the company must bear the risk of any unexpected changes in the
residual value of the rcal estate.

10 Assume that the property in our lease-versus-own example Is financed with 8 nonrecourse mortgage
loan. The difference between owning and leasing (aside from the tax benefits) would be an option

to keep the property If at the end of the lease its value exceeds the loan balance, If the value of

the property is less than the loan balance, the corporation could default on the mortgage, and the
property would revert to the lender Just as itwould to the lessor at the end of the lease. In this case,
owning differs from leasing by including the investment made to purchase a call option on the residual
value property. The exercise price of the option is the mortgage balance at the end of the lease term.
Because we assumed the loan amount to be equal to the present value of the lease payments, the
price paid for the call option is essentially the amount of equity that must be invested.

11 Leases can also be structured to Include a claim on the residual value of the property. For example,
an equilty lease gives the lessee an ownership interest in the bullding. The lessee might also have an
option to buy the property at the end of the lease.

12 The cost of capital typically used by corporations is a weighted average of the cost of corporate

debt and equity capital. Because ecuity is more expensive than debt, the weighted average cost of
capital Is greater than the cost of debt. {(See chapter appendix.)
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Some analysts argue that the residual value of the reul estate is irrelevant because the

corporation needs to use space on an ongoing basis. That is, there will always be a need for
a facility, and proceeds from the restdual sale must be reinvested in a new facility at that
time. But this approach ignores the fact that, by owning, the corporation retains ownership
of an asset with value at the end of the typical lease term. At that time (when the lease ends)
Mmanagement may or may not decide to continue to use the same space. The corporation has
the option 1o relocate if a chan ge in the highest and best use of the site makes the space inef-
ficient for continued use.'? I the corporation decides to continue (o use the space, it can then
decide whether to continue to own the space or sell the space and lease it back_ !

Regardless of what the firm decides to do in the future, the initial decision to own versus
lease means that the firm has an asset with an expected market value when the initial lease
term would have ended. If property values have risen, the corporation has an asset that is
more valuable than when it was purchased. If property values have fallen, the asset is less
valuable than when purchased, In either case, the corporation has an asset on the balance
sheet that it would not have had if it had decided o lease, I the market capitalization raic
for the property has remained fairly constant, any change in the market value of the prop-
erty and market rental rates should bhe highly correlated. Thus, by owning, the corporation
has in effect invested in an asset that has a rate of return that is correlated with changes
in the corporation’s cost of leasing the space. As suggested above, this may or may not be
correlated with the return on the corporation’s core business. If market values and rental
rates rise, the opportunity cost of using the space will be greater in the future whether the
space 1s leased or owned. The difference is that by having decided to own, the company has
an assel that has appreciated in value and a gain on the value of the real estate. As noted, it
can realize this historical gain by a sale and leaseback or by relocating, !

Alternatively, if’ the company had leased, it would still face higher lease costs but may
or may not have invested funds in an asset that has increased in value. Of course. if rental
rates fall. the company can now lease the space at a lower rate. But by owning instead of
lcasing, the company has also incurred a loss on the real estate.

The point is that by owning rather than leasing, the corporation has made an investment
with a rate of return that depends on what happens to local real estate values. Own-versus-
lease decisions must consider how the risk and expected return from the investrent fit into
the corporation’s averall investment and financing strategy.

The Investor’s Perspective

In the above analysis, we considered the incremental cash (low associated with owning ver-
sus leasing. The return from owning (and the cost of leasing) from the corporation’s point
of view was calculated 10 be 13.79 pereent. If the corporation decides to lease the space, our
analysis assumes that there is an investor willing to own the space and lease it to the corpo-
ration. Wha rate of return would the investor expect? This depends, of course, on how the
investor [inances the property and the investor’s tax situation. For the suke of comparison,
assume that the investor is in the same tax bracket as the corporation and (hat the property
would be financed the same way. Exhibit 15— shows the projected after-tax cash flows from
operating the property during the term of the lease and resale at the end of the lease.

2 Oplions available to the corporation when the highest and best use of the space has changed are
considered in a later section.

' Sale-leaseback is examined in more detail later in the chapter.

' If lease payments have risen as well as property values, the company may still be better off by

continuing to own rather than selling and leasing back the space. This does not negate the fact that

the return from owning the real estate may or may not have been greater than the return that the

corporation could have earned from leasing instead of owning and investing the funds elsewhere. "
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with selling an illiquid asset. This tendency can be explained, in part, by the comparative
advantage of lessors in creating or locating alternative uses for such assets.

Risk Bearing

We have discussed the importance of the residual value of the real estate, which is affecied
by changes in local property values. Lease-versus-own analysis should carefully consider
any relationship between the factors that influence the company’s operating value and
those driving local property markets. The aim of such consideration should be to deter-
mine whether other real estate investors have a comparative advantage in bearing the risk
associated with local real estate markets. Pension funds. for example, generally hold unle-
vercd portfolios of real estate diversified both by property type (offices, warchouses, cte.)
and by geographic region. These funds, as well as real estate investment trusts (REITs). are
likely to be able to diversify risks in property markets much more efficiently than all but
the largest corporations. When a given real estate investment represenis a larec proportion
of the company’s total capital, the comparative advantage of other investors in bearing
such risks may create a strong prefercnce for lcasing. For these reasons of relative risk-
bearing capacity, larger companies with broadly dispersed operations are more likely to
own than arc smaller companies with geographically concentrated operations.

Management Expertise

Owning and managing real estate is not lypically a primary partof a corporation’s business
activity. Thus. the corporation can be ata disadvantage when it comes Lo owning real estate.
The corporation may not have the expertise 1o manage real estate assets. When property is
owned rather than leased. managers may not be as aware of the truc cost of using the space,
Jeading to inefficient use of real estate. Leasing is favored when the company does not have
a comparative advantage relative 1o developers and other investors in managing property
and eventually sclling it.

Maintenance

Companies are more likely to own asscls whose values are highly sensitive to the level
of maintenance. Lessors thal own maintenance-sensitive buildings, unless protected by
enforceable maintenance provisions,!” are likely to charge higher lease rates 1o compensaie
for lower expected levels of maintenance undertaken by (particularly short-term) tenants.
Therefore. unless corporate users lind some means of reassuring lessors that maintenance
is in the user’s as well as the owner’s best interest (perhaps through a very long-term lease).
corporate uscrs arc likely to find it more economical to own.

Special Purpose Buildings

Companies are more likely to own buildings that have been customized for their opera-
tions, especially when those operations are unusual and the company has few competitors.
To illustrate the case of customized corporate real estate, we typically observe corporations
owning rather than leasing buildings outfitted for hi-tech, R&D operations.' (Bulk distribu-
tion warehouses, by contrast. are far more likely to be leased than owned.) The high costs

V7 Effective contracting may be very difficult to achieve even if a net lease is negotiated with the

lessor because of time losses in menitoring, assessing blame, and resclving disputes over excessive
equipment failures or other problems caused by peor building design or other flaws believed to be the
responsibility of the lessor.

12 The maintenance and speciallzation issues may in fact be closely related. For example, in an R&D
facility requiring specific hardware In its design, technicians employed by the corporate entity may be
better able to diagnose and respond to maintenance problems. In such cases, ownership would be
preferable to constructing intricate provisions in lease contracts for the lessor to maintain such assets.
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of relocating specialized corporate fixtures and machinery are an obvious incentive to own
rather than lease, In (he case of many single-tenant. special purpose buildings, the value
of the real estate may well be far higher in its current corporale use than in any conceivable
alternative use. To the extent this is the case, a lessor would be effectively holding a cor-
porate sccurity whose value depended almost entirely on the company's operating success.
In such cases, corporate users would likely have a considerable advantage over real estate
investors in bearing such firm-specific risk.

Tax Considerations

Tax considerations have historically played a major role in the standard 1 sase-versus-buy
analysis. It is less clear today than it was prior to 1986 whether corporations or individuals
(through the medium of either partnerships or institutions) arc the tax-favored owners of
real estate,

The simple rule of thumb on taxes in lease-versus-buy decisions is as follows: If the lessor
is in a higher tax brackel than the lessee., then leasing puts “ownership™ of the assel in the
hands of the party that can most benefit from the tax shelier provided by depreciation, From
1981 10 1986. two elements of the tax code together encouraged the ownershi p of real estate
by individuals in high tax brackets: (1) depreciation lives were considerably shorter for real
estate assets. thus increasing the depreciation tax shicld and (2) the marginal tax rate for
wealthy individuals (50%) was higher than the highest marginal tax rale for corporations
(46%). and many companies had other tax sh ields that effectively lowered their marginal rate
well below the statutory 46 percent rate. These two conditions, combined with the ability of
partnerships to pass through operating losses directly to investors and avoid the double taxa-
tion of corporate dividends, created strong incentives for partnerships of high-tax individuals
to own real estate and lease it to corporations. These tax incentives for corporations to sell
real estate to individuals coupled with the market's perceived reluctance to reflect corporate
real estate values in stock prices explain much of the real estate sales and sale-leasebacks that
occurred during this time period.

The Tax Reform Act of 1986 in several ways substantially reduced the incentive for
individuals 1o lease to corporations. First. it lengthened tax depreciation lives, thus lowering
the tax shield. Second. the highest marginal tax rate for corporations (34%) is now slightly
higher than that of wealthy individuals (31%). Third. individuals are subject Lo limitations
on “passive” losses that restrict their ability to use accounting losses from real estate 1o of[-
sct other income. These tax law changes have leveled the playing field among partnerships,
corporations. and tax-cxempt entitics such as pension funds as owners of real estale. ! For
this reason, taxes are far less likely today to be the deciding factor in corporate lease-versus-
own decisions.

Access to Capital Markets

Real estate is very capital intensive. The cost of owning real estate is a function of the cost of
obtaining debt and equity capital. As mentioned previously, corporations with a high credit
rating may be able to obtain unsecured corporate debt and equity at a cost less than the cost of
capital for the individual or institutional investor that would be willing to own and lease the
real estate to the corporation. This would tend to make owning preferable because the lease
rate must cover the owner's cost of capital. On the other hand, a corporation that has a high
cost of capital relative to a potential lessor might find leasing more attractive than owning.

'9In fact, some researchers now claim that, for tax purposes under certaln conditions, corporations
rather than partnerships may be the optimal organizational form for holding real estate. See Jeffrey D.
Fisher and George Lentz, “Tax Reform and Organizational Forms for Holding Investment Real Estate:
Corporations vs. Partnerships,” The American Real Estate and Urban Economics Association Journal
17, no. 3, 1989,

—
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EXHIBIT 15-4

Investment Analysis
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Lease income $ 180,000
Operating expenses (net lease) (0]
Net operating income 180,000
Less: Depreciation 50,000
Less: Interest 136,900
Taxable income —6,900
Tax =2,070
Net operating income 180,000
Less: Debt service 136,200
Less: Taxes —-2,070
After-tax cash flow 45,170

Sale at End of Lease

Reversion $ 3,000,000
Mortgage balance -1,369,000
Reversion $ 3,000,000
Basis —=1,050,000
Gain $ 1,950,000
Tax —585,000
Cash flow 5 1,046,000
Summary

Outlay ATCF Reversion
Year 0 1-15 15
Cash flow $-431,000 $45,170 $ 1,046,000
IRR 13.79%

The rate of return for the investor is exactly the same as il was for the corporation. This
should be no surprise because we have emphasized that the difference between owning and
leasing is a real estate cquity investment.

A Note on Project Financing

In the leasc-versus-own analysis considered earlier, we assumed that the corporation took
out a mortgage on the property. Rather than a mortgage, the corporation could have used
unsecured corporate debt. Using a mortgage loan utilizing real estate as sccurity substi-
tutes for the use of unsecured corporate debt under the assumption that the corporation
wants to maintain a constant proportion of total debt (e.g., mortgages on real estate, cor-
porate bonds). However, corporations may find that the rate on a mortgage secured by the
real cstate is less than the rate it has to pay on a new issue of unsecured corporate debt.
This is because the rate on a mortgage tends to reflect the risk of (he real cstate. whereas
the risk for unsecured corporate debt reflects the risk of the corporation,

A corporation with a high credit rating may pay less for unsecurcd debt than for a mort-
gage because the rate on mortgage loans, particularly those made without recourse (o the
borrower, reflects the risk of default—the inability of the cash flows produced by the prop-
erty o service the debt rather than the default risk associated with the borrower. That is,
in the case of nonrecourse financing, the rate on the mortgage ncludes a risk premium
to the lender because the borrower has the option to default in the event that the property
value 1s less than the loan or cash low cannot service the debt. In such cases, the financial
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community may consider debt based on the assets of the corporation less risky than the
real estate, and. therefore, the unsecured corporate borrowing rate may be lower than that
of a morlgage loan based solely on the real estate as security.

On the other hand, a corporation that has assets that are riskier than the real estate may
have to pay more for unsecured corporate debt than the mortgage rate used to [inance the
acquisition of real estate when real cstate is the only collateral for the debt.

Il the corporation can obtain unsccured corporate debt at a lower ratc than a morigage
on the property, we can assume the lower rate in the analysis in Exhibits 15-2 and 15-3.
Alternatively, analysts sometimes calculate the incremental cash flows from owning versus
leasing (as in Exhibit 15-3) without explicitly considering the debt financing. This type of
analysis is analogous to calculating the return from owning the real estate (as in Exhibit
15-4) by using the cash flows before considering financing, that is, as if the property werc
unleveraged. In this case, the rate of return from owning (vs leasing) must be compared to
the firm's weighted-average cost of capital, which is an average of the firm’s cost of debt
and equity capital. This approach allows the cost of debt financing to be reflected in the
required rate of return from owning the real estate rather than considering financing in the
calculation of the cash flows.'® As shown in the appendix to this chapter, this approach does
not change the conclusion about the rate of return carned by investing in real estate. Analysts
often argue that for lease-versus-own decisions, the rate of return on the incremental cash
flows from owning versus leasing (when financing is not explicitly considered) should be
compared with the corporation’s cost-of-debt capital rather than a weighted-average cost
of debt and equity. This argument is based on the assumption that the lease liability (based
on the present value of the lease payments) is equivalent Lo the amount of debt financing
and that no additional equity would be invested in owning. This assumption is realistic for
equipment leasing because equipment has no substantial residual value. However, as our
cxample illustrated, even if we can borrow an amount equal to the present value of the lease
payments, real estate requires an additional equity investment due to the expected present
value of the residual.

Factors Affecting Own-versus-Lease Decisions

The above example provides insight into key financial factors that affect the decision Lo own
or lease space. Additional matters, however, must be considered. Some of these arc difficult
to incorporate explicitly in a lease-versus-own analysis, but they may affect the final decision.

Space Requirements

Leasing is preferable when the company’s space requirements are far less than the optimal
development on a given site. [n cases where the amount of space a corporate user desires is
less than the optimal building scale that should be developed on a site, we expect (and typi-
cally find) corporate users leasing and developers (and their investment partners) assuming
real estate risks. Even in cases where a corporate lessee will be the dominant tenant, it may
be preferable for the corporate user to lease. For example. companies like IBM may be able
to negotiate lease concessions (or a share of the developer’s profits) that reflect the devel-
oper’s use of the corporate credit when obtaining development financing,

Amount of Time Space Is Needed

In cases where the expected life of an asset far exceeds the company’s projected period
of use, companies will also gencrally choose (o lease rather than bear the costs associated

16 This approach Is typically taken In corporate finance texts. The appendix to this chapter discusses
the use of the weighted-average cost of capital approach.
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e—Leasebacks and

Many corporate users with a significant presence in the retail sector choose to use sale—
leasebacks as an integral, recurring part of their primary business operations. Firms that
use this approach include, among many others, Walgreens, CVS, Mattress Firm, Dollar Tree.
Dollar General, Lone Star Steakhouse, and Tractor Supply.

These firms use sale—leasebacks for several reasons, They can

(1) exert significant control regarding the location, size, and design of thelr retail outlets.
(2) receive cash flow from the sale of these real estate assets, thereby redeploying funds for
alternative uses and not tying up corporate capital in real estate assets.

(3) use the strength of their corporate credit rating when executing long-term leases, which
provides more secure rents for Investors who purchase these properties.

This option alse serves as an alternative to using corporate bond financing. Using bond financ-
ing could require that all propertles be cross-collateralized as security for the bond offering. An
economic failure of one or more of the retail properties could have significant negative effects
when all properties are used as security for the bonds. Under a sale—leaseback arrangement,
a negative event would result in a lease termination and a financial settlement for only those
individual properties affected by the sale—leaseback.

If a property is mortgaged. we might expect the rate to be the same for the corporation or
the investor, assuming that the rate is based on the risk of the real estate rather than the risk
of the borrower. If the loan is made with recourse to the borrower, however, the morlgage rale
for corporations and investors could differ.

Control

The corporation may want 1o control the real estate by owning the property for financial
reasons not considered in the above example. For example, as the corporation does business
at a particular site, it may build up goodwill that is difficult to transfer to another location.
IT the space is leased, the lessor may attempt to extract some of this firm-specific value from
the corporation by charging a lease rate that is higher than the prevailing, market rate. Owning
the real cstate ensures that the corporation retains goodwill at a reasonable cost.

Effect on Financial Statements

The decision to own versus lease space has an impact on the financial statements of the
corporation. which, in turn, may affect the value placed on the corporation by investors and
lenders and. consequently. the cost of capital for the corporation. These financial consider-
ations can have a substantial impact on the decision to own versus lease. In fact. because of
the nature of real estate versus other corporate assets. corporations are often at a disadvan-
tage owning real cstate versus other investors,

Looking again al Exhibit 15-3, note that by owning versus leasing, income after tax is
only $4.830 higher during the first 15 years, even though the after-tax cash flow is higher
by $45.170. Income based on accounting statements versus cash flows presents polential
problems because investors may be aware only of the earnings per share reported by the
corporation. not the cash flow. Furthermore, much of the benefit of owning in this example
comes from the residual value of the real estate at the end of the lease term. This unrealized
source of potential gain would not be reflected in the annual income statements. Another
potential problem is that real eslate is carried at book value on corporate balance sheets.
Becausc book values are based on cost, they are equal to the original acquisition cost less
accumulated depreciation. The investment community may not be aware of the market
value of the real estate held by the corporation. or at least the real estate value is difficult

515
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to determine. Thus, many analysts argue that a corporation’s stock price may not reflect the
benefit of any above-average appreciation in any real estate assets that it owns.™

Indeed, unless real cstate assets are valued periodically, corporate managers may not real-
ize that the corporation's real estate is worth more than book value. Thus, they may use real
estate inelTiciently because they do not consider the true cost of the space. Corporations’ inef-
ficient usc of real estate can lead to takeover attempts by investors who recognize the value of
the real estatc and the fact that it is not being pu to its highest and best use. After such take-
overs, the new owners scll real estate assets and shift operations to cost facilities elsewhere.

Another distortion in corporate balance sheets occurs when real estate is carried at book
value but is financed with a mortgage based on its current market value. If this occurs, the
proportion of financing (loan-to-market-value ratio) is lower than the loan-to-book-value
ratio. Thus, a mortgage can increase a corporation’s overall debt ratio, which is based on
assels carried at book value. The debt ratio can make the corporation appear riskier to
sharcholders and result in a lower stock price because the assets of the firm may appear
to be more highly levered than they actually arc. Many have argued that this distortion
partially accounts for premiums paid over the prevailing stock prices by investors who are
aware of this difference when they seek to take over a firm.

Off-Balance-Sheet Financing

Because ownership of real estate often has an unfavorable impact on the company’s [inancial
statements, corporations often attempt to avoid showing real estate on the financial state-
ments. They do this by using off-balance-sheet financing. Leasing may allow the corpora-
tion to get the real estate off the balance sheet if the lease meets certain criteria. If the lease is
accounted for as an operating lease, the lease contract docs not affect the corporation’s bal-
ance sheet. If the lcase is accounted for as a capital lease, however, the lease is recorded on
the balance sheet as both a long-term asset and a long-term liability. Both are recorded on the
balance sheet at an amount equal Lo the present value of the lease payments.*! This obviously
increases the corporation’s debt-to-assets ratio. Thus, many corporations prefer to account
for the lease as an operating lease. Under Financial Accounting Standards Board (FASB)
guidelines, however, the lease must be accounted for as a capital lease if it meets any onc of
the four conditions.™ A lease is a capital lease if it extends for at least 75 percent of the asset’s
life, if it transfers ownership to the lessee at the end of the lease term, or if it seems likely that
ownership will be transferred to the lessee because of a bargain purchase option.” Finally,
if the present value of the contractual lease payments equals or exceeds 90 pereent of the fair
market value of the asset at the time the lease is signed. then the lcase is a capital lease.

In the past. many corporations used unconsolidated subsidiarics to provide a way to
own real estate assets but report only the equity ownership interest (not the purchase price
and the debt liability) and still report the earnings on consolidated financial statements.
Corporations could usc subsidiaries in this way when the subsidiary was considered to

2 nvestors may know that real estate has a higher value on average than its bock value. But without
details as to the market value of the real estate for a specific company, the best they can do is to
assume that the market value is higher than the book value by some arbitrary amount.

21 This was one of the reasons that we assumed in the lease-versus-own example that the loan would
equal the present value of the lease payments. FASE guidelines require that the discount rate be
appropriate given the creditwarthiness of the lessee. Recall that we assumed that the loan amount was
equal to the present value of the lease payments discounted at the mortgage Interest rate. A lease and
a mortgage to the same corporation would be of comparable risk.

22 EASB, Statement of Financial Accounting Standards No. 13, par. 7.

23 A bargain purchase option gives the lessee the right to purchase the asset for a price less than the
fair market value of the asset expected when the option is exercised.
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engage in nonhomogencous, o anrelated. activitices. Thus, if real estate was unrelated to the
(irm’s core business, the corporation could use an unconsolidated subsidiary to own the real
estate without affecting the consolidated balance sheet. FASB guidelines have since been
revised, however, to severely restrict the use of unconsolidated subsidiaries for this purposc.
Companies wanting to use unconsolidated subsidiaries to keep the rea! estate off the bal-
ance sheet must own less than 50 percent of the subsidiary, which means that they must give
up control of the subsidiary.

The Problem of “Hidden Value”

The appreciation in value of some corporate real estate poses & critical problem for man-
agement. Many observers claim that: (1) because accounting conventions require compa-
nies to carry real estate assets on 4 lower of cost or market basis and (2) many propertics
contribute little to reported earnings, the value of corporate real estate is hidden from
investors and. therefore, not fully ref lected in stock prices. This is the problem of hidden
value. To the extent that real estate values are not reflected in share prices, corporaie
management is vulnerable to the predations of raiders who are able 1o buy companies at
bargain prices and then scll off the undervalued assets.

The perceived undervaluation of corporale real estate is leading corporate managers
to take careful inventory of rcal asscts and to cvaluate their alternative uses. In some
cases, this process has led to outright property sales accompanicd by major relocations,
in others to sale-leaseback, and in still others to a varicty of asset-backed refinancing
strategies designed to capture hidden values. At the same time, some companies are
attempting to reduce occupancy COsts as well as the potential for future hidden-value
problems through the use of equity leases and joint ventures. Such methods allow cor-
porations to participate in the appreciation of real estate projects in which they are
major tenants, while avoiding the costs associated with a major capital commitment (o
real estate.

The case of real estate presents several special problems that may result in a discount
in the share price. For one thing, the costs for outside investors Lo ascertain the values of
such real estate may be large enough to warrant a large discount, especially if management
(1) does not know the value of its own real estale or (2) does know but fails to communi-
cate it to investors,

Second, investors may discount 100 heavily (if they consider itat all) the expected future
value of real estate that produces no current operating cash flow—especially if they believe
that management has no intention of selling or developing the real estate. For example. if
prices of undeveloped land have risen dramatically but management does not inspire con-
fidence that it has a plan to harvest such value, then investors may be justified in assigning
low value o such growth options. Investors, after all. do not have the control necessary to
realize hidden values.

Third, in the case of operating rcal estate, the fact that management persists in using
assets with much-higher-valued alternative uses in marginally profitable operations would
also warrant a large discount in the stock—again, provided management does not signal 0
the market its intent to sell or convert the asset.

Still another potential problem in valuing real estate arises even in the case of income-
producing properties. Because accounting depreciation charges generally exceed true eco-
nomic depreciation, the reported earnings of real estate companies typically understate
the level of operating cash flow. And if the market responds mechanically to reported
carnings. then it could systematically undervalue real estate assets, thus leaving companies
prey to raiders concerned only about cash flow. But if markets do look through earnings 1o
cash flow. as much as academic research suggests, then accounting conventions should not
lead to the undervaluation of real estate.
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On the other hand, as mentioned carlier, the ability of acquirers to take over assel-rich
companies, write up the value of acquired real estate assets to market, and then depreci-
ate their values over shorter lives (provided by the Economic Recovery Tax Act of 1981)
clearly provided an artificial stimulus to takeover activity in the early 1980s. Such a stimu-
lus was removed, however. with the Tax Reform Act of 1986,

To summarize, then, besides the possibility of market ine; ficiency, information and con-
trol problems could be responsible for large disparities between stock prices and perceived
real cstale values. First, in the case of large indusirial companics with dispersed real estate
assets. the costs to investors of ascertaining such values may be very large. Second, even if
the market knows the value of such assets, the remaining uncertai nty about whether manage-
ment will take steps to realize the value of such real estate options. and about when such steps
will be taken, could lead investors to heavily discount real assets in setling stock prices,

The Role of Real Estate in Corporate Restructuring

The business environment continually changes, many situations arise which may include:
widespread deregulation, heightened international competition. and increased sharcholder
activism.ete. These changes forceAmerican corporations to reexamine many aspects of
their operations in the atiemplt to increase sharcholder valye (and. in some cases, to defend

competilive forces may produce mergers and acquisitions, divestitures, spinoffs, leveraged
buyouts, and other major recapitalizations. Real estate assels are often a focal point in
these restructurings,

In today's environment, corporale management are far more likely to question the traditional
notion that corporations have a comparative advantage in owning real estate, It is important
1o remember that corporate real assets. while functioning as facilitics in carporate operations.
are part of local and regional property markets. And unless the company is a dominant force
inasmall local economy. the market value of those assets is typically governed by factors very
different from those that drive the value of the firm’s opcrating business. Developers and real
estate investors are likely to be more alert to changes in property values. and to opportunilies
to take advantage of such changes. than a corporate management ocused on operations.

Sale-Leaseback
e e e R

An additional analysis that is relevant for a corporation that has owned reul estate for some
time is whether it should sell the real estate and lease it back from the new owner. This proce-
dure would be attractive in cases where the company wants to sell the real estate but needs to
continue (0 use the space because relocation is not practicable. For example, many years ago,
Time, Inc., sold its 45 percent interest in its Rockefeller Center headquarters to the building’s
former co-owner, the Rockefeller Group. and then arranged a long-term leage.

Why might the corporation benefit from a sale-leaseback? In such cases, the corpora-
tion receives cash from sale of the property and, assuming that it still needs 1o use the real
estate. leases the facilities back and makes lease payments. It also loses any remaining
depreciation allowance on the book valye of the building. However. it also removes the
risk associated with the residual value of the property.

As discussed in the analysis of leasing versus owning, whether a corporation benefits from
continuing to be an investor in the rea] estate will dictate whether 1o do a sale-leaseback.
In fact, the analysis is very similar to that of leasing versus owning, There is one main differ-
ence: Because the corporation already owns the real estate. it has (o consider the afler-lax cash
flow it receives from sale of the property (rather than the purchase price) as the amount of
funds invested if it decides 1o continue to own the property.
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Sale-Leaseback
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The after-tax cash flow (rom sale will be less than the cost of purchasing the property if
capital gains tax must be paid. Thus, the rate of return received on [unds left in the prop-
erly (if the company does not do a sale-leascback) may be greater than would be the case if
the company were deciding to own or lease the same property that it did not already own.

To see how we might analyze whether a corporation should sell and lease back space. we
will extend the cxample we considered carlier in the lease-versus-own analysis. Suppose that

Original price: {5 years ago}

Land $ 225,000 12.50%

Building 1,575,000 87.50%

Total 1,800,000 100.00%
Depreciation 315 years
Tax rate 30.00%
ATCF if sold today:

Reversion $ 2,000,000

Mortgage balance -1,369,000

Reversion $ 2,000,000

Basis _—@02@

Gain $ 450,000

Tax —135,000

Cash flow $ _ 496,000
Lease payment $200,000 (15-year net leasc)
Operating expense 50 00% of lease payment

Difference
Own Lease (Own — Lease)

Sales $ 1,500,000 $ 1,500,000 $ 0
Cost of goods sold 750,000 750,000 0
Gross income 750,000 750,000 0
Operating expenses:

Business 200,000 200,000 0

Real estate 100,000 100,000 0
Lease payments 0 200,000 —200,000
Interest —136,900 0 -136,900
Depreciation ~—50,000 N B __—50,000
Taxable income 263,100 250,000 13,100
Tax 78,930 75,000 3,930
Income after tax 184,170 175,000 9,170
Plus: Depreciation 50,000 0 50,000
Less: Principal 0 0 0
Cash flow _ 234170 175,000 59,170
Reversion $ 3,000.000
Mortgage balance —1,369,000
Reversion $ 3,000,000
Basis (after 20 years) —-800.0{)_0
Gain $ 2,200,000
Tax —-660,000
Cash flow $ 971,000
Year 0 1-15 15
Own — Lease $ —496,000 $ 59,170 $ 971,000

IRR 14.10%
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five years ago, the corporation had decided to own rather than lease the real estate. Assume
that it is now five years later and management is considering a sale-leaseback of the prop-
erty. The property can be sold today for S2 million and leased back at a rate of $200,000
per year on a 15-year lease starting today. Exhibit 15-5 shows the after-tax cash flow if the
property is sold today, taking into consideration that the company purchased the property
five years ago for $1.8 million. Because it has depreciated the property over the past five
years, the firm must pay capital gains tax of $135,000, making the after-tax cash flow from
the sale today $1.865,000. By lcasing instead of owning for the next 15 years, management
must pay an additional $155.000 in after-tax cash flow each year.* Further. if the properly is
sold today, the firm will not receive the cash flow from sale of the property at the end of the
lease. We assume that the property will be worth $3 million at the end of the 15-year leasc.

As shown in Exhibit 15-5, the IRR from owning versus leasing 1s 14.10 percent. This is the
return from continuing to own instead of leasing. Alternatively, the JRR can be viewed as the
cost of the sale-leaseback financing, that is, the cost of obtaining $496,000 today by selling
the property, then leasing it back. The return from continuing to own is slightly greater than
in the original lease-versus-own example. Why? One reason is that taxes must be paid if the
property is sold, which increases the benefit of continuing to own. Lease payments are also
higher because market rents increased during the past five years. In this situation, there arc
more benefits from owning because the higher lease payments are now saved. Should the firm
choose to lease. higher lease payments offset the higher price of the property that would be
realized if the property were sold and reduce the benefit of owning relative to leasing.

A sale-leaseback also has implications for the corporation's financial stalements. As we
discussed, sale of the property results in capital gains tax. Al the same time, however.
it allows the corporation to report additional income because of the gain on the sale.
Additional income results in an increase in reported earnings per share, Managers may
have the incentive to do a real estate sale-leaseback to recognize a capital gain when they
want to show an increase in carnings per share. Sale-leaseback for that reason is not neces-
sarily in the best interest of the corporation, however.

A sale-leaseback, like any assel sale, removes an option for potential raiders to use real
estate as a means of financing. Provided management can profitably reinvest the sale pro-
ceeds in its basic business or return the cash to sharcholders, the opportunity for oulside
investors to profit from takeover by selling or refinancing the real estate is foreclosed.
Furthermore, if the company leascs with a short-term lease, it retains its option to relocate.
But if a company simply sells and then commits itself to a long-term lease, the ownership
transfer may offer no economic gain. The capital inflow from the sale may simply be offset
over time by the higher rent charged by the new owner. Moreover, if the sale triggers a
large tax liability payment, then the transaction could actually reduce sharcholder value.

Assuming, however, that companies can shelter capital gains,™ corporate sharcholders
could benefit from sale—leaseback to the extent that U.S. institutional or foreign investors
are willing to accept lower yields than the returns required by corporate investors (again,
adjusted for risk and leverage). In such cascs, the sale procceds Lo the company could exceed
the present value of the new leasc stream as well as any forgone tax savings from ownership.

Another potential benefit of sale-leaseback is its role as a “signaling™ device. To the extent
investors have been unable or unwilling to recognize real estate values, a sale-leaseback clearly
demonstrates those values to the marketplace. Perhaps equally important, a sale-leaseback.
especially when combined with stock repurchases, may also persuade investors that man-
agement has become more serious about its commitment (o increasing shareholder value.

2 Alternatively, by continuing to own, the corporation saves $155,000 In after-tax cash flow,

25 Of course, there will always be cases where sale-leaseback may be used to recognize gains from
the sale of assets to offset any loss carryforwards that a corporation may want to utllize.
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A type of off-balance-sheet financing called synthetic Use a search engine to find either a company that has
leases became popular in recent years as a way for cor-  used this method or a site that discusses how these
porations to structure leases on real estate. Many tech leases work, What were the major advantages and
companies financed the construction or purchase of disadvantages of this lease structure? Are they still
thelr corporate headquarters with these types of leases. being used?

Refinancing
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For companies in mature industries with limited investment opportunilies, a sale-leaseback
together with a large distribution to sharcholders may add value by returning excess capital
to investors. ™

Still another possible benefit from sale—leascback is to provide a scurce of capital that
can be used to fund growth opportunities or to refinance existing high-priced debt. Fred
Meyer, Inc.. for example. once sold and lcased back 35 stores and a distribution center,
thereby raising $400 million. Each store was leased for 20 years with a fixed-payment, net-
lease rate, and an operating lease structure that allowed off-balance-sheet treatment. This
transaction effectively enabled the company to caplure the full market value of real estate
assets, use the sale proceeds to retire some of its higher-yielding debt, and retain control of
the assets by means of long-term leascs.

One reason that the corporation might be considering a sale-leaseback as discussed in
the previous section is (o raise capital. An alternative might be to refinance the real estate
with a mortgage, especially if unsccured corporate financing sources were initially used.
As discussed earlier, mortgage financing may be a substitute for corporate debt if it is
shown on the balance sheet and increases the corporation’s debt ratio. Thus. the corpora-
tion must consider whether a mortgage on the real estate can be obtained at a lower cost
than unsecured corporate debt. An additional option available to the corporation is refi-
nancing with a hybrid mortgage, as discussed in Chapter 12.

Investing in Real Estate for Diversification

Corporations may view ownership of real estate as a way of diversifying their business
activities, leading to the purchase of more real cstate than it needs for its operations. For
example, the corporation may decide to develop or purchase an office building that is larger
than it needs for its own usc. The rest of the office building is held as an investment.??

A corporation may also own space that was formerly used for the core business but is
no longer needed. This excess space might be kept as an investment. In both of these cases.
the question is whether the corporation has the expertise (0 own and manage investment
real estate and whether the value of the company’s stock will fully reflect the value of the

%6 This is the substance of Michael Jensen’s argument known as the "agency costs of free cash flow.”
For a nontechnical explanation of this concept and its reflection in corporate restructuring activity,
see Michael Jensen, “The Takeover Controversy: Analysis and Evidence.” Midland Corporate Finance
Journal 4, no. 2 (Summer 1986).

27If the corporation needs to expand, building ownership can be an advantage because, in effect, the
corporation has the first option on space in the building it owns when another tenant's lease expires.
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real estate investments. That is, would the real estate be considered more valuable if held
by a different entity such as a real estate investment trust or a real estate limiled partner-
ship? These investment vehicles will be discussed further in later chapters. The point here
is that corporations need to determine whether holding real estate as an investment is in the
best interests of their sharcholders. Shareholders may prefer to have the corporation own
only assets related 1o its core business.

Conclusion

This chapter focused on the decision to own or lease real cstate that i used by a corpora-
tion as part of its core business. We showed the decision to own versus lease real estate
(o be similar to the pure real estatc investment decision we analyzed extensively in earlicr
chapters. A key difference, however. is the impact that ownership or sale—lcaseback of real
estate can have on the corporation’s financial statements. Whether a particular corporation
should own or lease depends on whether it has a comparative advantage owning real eslate
relative to other investors or investment vehicles.

CFOs, realizing the importance of property to their bottom line and share price. are increas-
ingly giving corporate real estate more attention. Facilities managers today must justily owner-
ship of real estate against a varicty of alternatives that combine the operating control provided
by ownership with reduced investment and greater flexibility. Corporations are more likely
to accept such altcrnatives, which include a variety of lcasing forms as well as joint-venturce
ownership, as ownership becomes unnecessary (o maintaining operating control of real estate.
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Questions

capital lease, 516 ofl-balance-sheet sale-leaschuck, 578
corporate real estate, 503 financing, 516 special purpose
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lease-versus-own analysis, 504 residual value, 509

www.reis.com—Provides commercial real estate trends. analytics, market research, and news that
support transactions by real estate professionals.

www.corenetglobal.org—Corporate Real Estate Network. or CoreNet Global, is the premier
organization for business leaders engaged in the strategic management of real estate for major
corporations worldwide.

www.naiop.org—National Association of Industrial and Office Properties. Trade association for
developers. owners, investors. and assel managers in industrial, office, and related commercial real
estate.

www.equiscorp.com—UGL Equis is a global real estate company that focuses on managing
corporate real estate.

What are the main reasons that corporations may choose to own real estate?

19

What factors would tend 1o make leasing more desirable than owning?

3. Why might the cost of a mortgage loan he greater than the cosl of using unsecured corporate
debt to finance corporate real estate?

4. Why might the riskiness of cash low from the residual value of the real estate differ from the
riskiness of cash flow from the corperation’s core business? What would cause these cash flows
to be correlated?

5. What would cause the rate of return for an investor that purchases real estate and leases 1t to the
corporation ta differ from the rate of return carned by the corporation on the incremental invesl-
ment in owning versus leasing the same property?

6. Why might the decision to own rather than leasc real estate have an unfavorable effect on the

corporation’s financial statements?
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=

Why is the value of corporate real estate often considered hidden from shareholders?
8. How does the analysis of a sale-leascback differ from the analysis of owning versus leasing?
9. Why is the cost of financing with a sale-leaschack essentially the same as the return from con-
linuing to own’?
10. Why might it be argued that corporations do not have a comparative advantage when investing
in real eslate as a means of diversilication from the core business?
11. Why has real estate often been a key factor in corporate restructuring?
12. Why might refinuncing be considered an alternative 1o a sale-leaseback?
13. What factors might cause the highest and best usc of real estate to change during the course of a
typical lease term?
[4. Why should corporations have their real estale appraised on a regular basis?
15. What factors would tend to affect the value of a lease?

@Thc ABC Corporation is considering opening an office in a new market area that would allow it
Lo increase its annual sales by $2.5 million. The cost of goads sold is estimated to be 40 percent
of sales. and corporate overhead would increase by $300.000, not including the cost of cither
acquiring or leasing office space. The corporation will have 1o invest $2.5 million in office fur-
niture, office equipment. and other up-front costs associated with opening the new office before
considering the costs of owning or leusing the office space.
A small office building could be purchased for sole use by (he corporation at a total price of
$3.9 million, of which $600.000 of the purchase price would represent land value. and $3.3 million
would represent building value, The cost of the building would be depreciated over 39 years. The
corporation is in a 30 percent tux bracket. An investor is willing to purchase (he same building and
lease it Lo the corporation for $450,000 per year for 4 term of 15 years. with (he corporation paying
all real estate operating expenses (absolute net leasc). Real estate operating cxpenses are estimated
to he 50 percent of the lease payments. Estimates are that the property value will increase over
the |5-year lease term for a sale price of $4.9 million at the end of the 15 years. If the property is
purchased. it would be financed with an interest-only mortgage for $2.730,000 at an interest ratc of
10 percent with a balloon payment due after 15 years.
a. Whaut is the return from apening the office building under the assumpiion that it is leased?
5. What is the rcturn from opening the office building under the assumption that it is owned?
¢. What is the return on the incremental cash low from owning versus lensing?
d. In general. what other lactors might the firm consider before deciding whether to leasc or own?
@ Refer to Problem 1. Suppose that five years ago the corporation had decided to own rather than
lease the real estate. Assume that it is now five years later and management is considering a sale—
leascback of the property. The property can be sold today for $4,240,000 and leased back at a rate of
$450.000 per yeur on a 15-year lease starting today. It was purchased five years ago for $3.9 million.
Assume that the property will be worth $5.7 million at the end of the 15-year lease.
¢. How much would the corporation receive from a sale-leaseback of the property?
L. What is the cost of obtaining financing with a sale-Jeaseback?
¢. What is the return from continuing to own the property?
d. In general. what other factors and altcrnatives might the firm consider in order to decide
whether o do u sale-lcaseback?

3. Refer to Problem 1. ABC realizes that the benefits of leasing versus owning may be sensitive
Lo many of the assumptions being made. The management wants to know how the return on the
incremental cash flow from owning versus leasing is affected by different assumptions. (This
problem is best done using a spreadsheet.)
¢. How would the return be affecied by the corporation being in a zcro tax bracket?

h. How will the return be affected if the property value does not increase over time but remains
constant?

¢. How would the return be affected if the morlgage were at an 8 percent (rather than 10%)
interest rate?
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4. Excel. Refer to the “Ch15 Lease_Own™ tab in the Excel Workbook provided on the website.
How does each of the following affect the /RR on the ATCF difference from owning versus

leasing?

a. The property can be leased for $175.000 instead of $200.000.
b. A loan can be obtained at an 8 percent nterest rate instcad of 10 percent.

Real Estate Asset Pricing and Capital
Budgeting Analysis: A Synthesis

Introduction

As we have discussed beginning with Chapter 11, real estate
income property is usually valued from the point of view of
the equily investor. That is, we discount the cash flows (before
or after tax) available 1o the equity investor based on explicit
assumptions about the cost and terms of the mortgage used 1o
linance the property. We use an after-tax discount rate to dis-
count the after-tax cash flows. When analyzing the afier-1ax
basis, the calculation of the after-tax cash flow to the equity
investor reflects the tux deductibility of interest, The amount
of equily an investor is willing to invest represents the value
of the equity position. The amount of loan that a mortgage
lender will lend on the property represents the value of the
mortgage position. The total property value is the sum of the
value of the mortgage and equity posilions.

In contrast, the traditional capital budgeting procedures
shown in corporate finance textbooks suggest that after-tax
cash flows produced by the project before deducting any
financing costs should be discounted by a weighted average
cost of capital that considers after-tax cost of debt and equity.
Tax deductibility of interest on debt is treated in one of the two
ways: (1) the after-tax cost of debt is used when calculating the
weighted-average cost of capital or (2) the tax shicld created by
the interest deduction on debt is added back to the after-tax cash
flow produced by the project. In this latter case, the before-tax
cost ol debt is used to calculate the weighted-average cost of
capital. In both of these approaches, the after-tax cost of equity
is included in the weighted-average cost of capital.

This appendix demonstrates that all three approaches
mentioned above arc consistent and result in the same prop-
erty value when applied correctly.

Mortgage-Equity Approach

As we saw in Chapter Y, the term morigage-cquity analysis
is often used in real estate to refer to the valuation of real
estate income property by explicilly considering how the
property will be financed. For simplicity. in this appendix.
we assume that all cash (lows are a level perpetuity, the loan

is intercst-only (no amortization). and there is no deprecia-
tion allowance.! In general, the value of the property can be
found with the mortgage-cquily approach as follows;

y_WNOI=r, D)1 =0 |
R

D

)
where

V = Estimated property value
D = Amount of debt
NOI = Net operating income
t = Tax ratc
r, = Cost of debt (before tax)
R, = Cost of equity (after tax)

Example
Assume that NO!I is $115,000 per year. A loan (D) is avail-
able for $800,000 with an interest rate (r,) of 10 percent. The
investor's tax rate (¢) is 20 percent and the investor’s reguired
after-tax rate of return (R,) is 14 percent.

Using Lhe preceding formula, we have

5 —_
1 — (115,000 = .10 X 800.000) (1 = 200 o000
14
V = 200,000 + 800,000

V = 1,000.000

Weighted-Average Cost
of Capital—Alternative 1

Use of a weighted average cost of capital assumes that the
project will have the same proportion of debt as in other proj-
ects. In the above example, debt represented 80 percent of
property value. Assuming that another project is undertaken

! Assuming that cash flows are not level and that the project

is sold after a finite holding period or assuming that there is a
depreciation allowance does not change any of the conclusions of
this appendix.



with the same proportion of debt, the weighted average cost
of capital is as follows:

R,= [DIVxryx (1 =] + |EIVXR,)

where
R, = Weighted-average cost of capital
E = Amount of equity

D!V = Proportion of debt

E/V = Proportion of equity

The value of the property is found as follows:
_NoI1 -1

= .

For the example considered earlier, we have

_  hsoeo00d-200
[.80 % .10 x (1 —.2)] + (.20 % .14)

Vv

V= 92,000
.092
V = 1,000,000

This is obviously the same answer as before.

Weighted-Average Cost
of Capital—Alternative 2

An allernative way of valuing the property is to adjust the
after-tax cash flows available on the project for the tax shield
associated with the deductibility of the debt. This tax shield
is equal to the annual interest payment (r,; X D) multiplied by
the tax rate (1). In terms of the above symbols, the tax shicld is
equal to r, X D % . When the cash flows are adjusted by the
tax shield, the cost of capital is calculated by using the before-
tax cost of debt (r,) rather than the afler-tax cost. The after-tax
cost of equity (r,) is still used. In this case, the value can be
expressed as follows:
Ve (NOD(l = D) + (ry X D X 1)
(DIVxr,)+ (EIVXR,)

Note that the numerator in the above formula is not the cash
flow to the equity investor. It represents the cash flow on the

entire property plus an adjustment for the additional tax ben-
efit associated with the debt.?

2 This adjustment does not necessarlly assume that the use of debt
adds to the value of the property relative to an unlevered property.
It simply recognizes the fact that interest is tax deductible.
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For the same example considered above, we have

v 115.00001 = 20) + (.10 X 800,00 X .20)
1.80 % .10] + (.20 x .14)

/- 108,000
1080
V = 1,000,000

Again, the answer is the same as before.

Conclusion

Use of the mortgage-cquity approach is consistent with tradi-
tional capital budgeting procedures when valuing real estale.
When using the mortgage-equity approach, the after-tax cost
of equity is used in place of the weighted-average cost of cap-
ital when discounting the cash flows produced after payment
of interest. When using the traditional weighted-average cost
of capital calculation, an after-tax cost of debt and equity is
used to discount before-tax cash flows. An alternative to the
latter approach is to adjust the after-tux cash flow from the
property by adding back an amount that represents the tax
savings associated with the debt. When using this approach,
a before-lax cost of debt must be used when calculating the
weighted-average cost of capital. In either case, the estimated
valuc is the same as the mortgage-equily approach, which is
typically used to value real estate.

We simplified the above analysis by assuming that cash
flows were perpetuities and that the debt was not amortized.
This approach implies that the proportion of debt and cquity
remains constant over time. Analysts argue that corporations
can maintain a target proportion of debt in their capital strue-
ture by alternating between issuing debt and equity. Thus. it
may not be appropriate (o value a particular project based
on the amount of debt or equity used to finance that proj-
ect. However, mortgage loans are typically amortized and arc
usually secured by a specific property. Refinancing is expen-
sive and, therefore, it is not feasible to maintain a constant
proportion of debt from year to year, As this appendix points
out, the value produced by the mortgage-equity approach
is the same as that found with traditional capital budgeting
techniques if consistent assumptions are made about the use
of financing. However, because real estate is used as security
for debt and refinancing to maintain a constant ratio of debt
to assels is costly, using the mortgage-equity approich may
bc more appropriate because it allows financing to be con-
sidered explicitly.



