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I. INTRODUCTION

Prompted by the Enron accounting scandal,1 the Securities
and Exchange Commission has promised increased scrutiny of
off-balance-sheet transactions2 and has demanded immediate
promulgation of new financial accounting standards for special
purpose entities.3 In response to such demands, on November 13,
2002, the Financial Accounting Standards Board, approved in
concept, and expects to finalize and issue in December 2002, a
new accounting regulation (the “Proposed Interpretation”)4 that
dramatically changes the standards for consolidation of special
purpose entities. Under the Proposed Interpretation, beginning in
June 2003, a substantial portion of the over $100 billion5 in exist-
ing synthetic leases will be added to tenants’ balance sheets as
debt.  At the same time, several prominent public companies have
cancelled plans to engage in synthetic lease transactions (an off-
balance-sheet financing vehicle treated as a lease for accounting
purposes but as financing for tax and other purposes). After
Enron, these companies are electing conventional (on-balance-
sheet) financing instead.6 In light of these developments, some
public companies may have concerns about another popular7 and
long-standing off-balance-sheet real estate financing vehicle – the
sale-leaseback.

In a sale-leaseback transaction, a company owning real prop-
erty sells that property and simultaneously leases it back from the
buyer.  Certain sale-leasebacks—particularly those financed with a
credit tenant loan (“CTL”)—have some of the same characteris-
tics as synthetic leases. Specifically, in both the CTL-financed sale-
leaseback and the synthetic lease, the lender is relying primarily on
the credit of the tenant rather than the value of the mortgaged
property. As a result, the landlord, generally a thinly capitalized
special purpose entity, is able to finance over 95% of the value of
the property. However, as discussed in this article, a properly
structured off-balance-sheet sale-leaseback differs from a synthet-
ic lease in one critical way: the off-balance-sheet sale-leaseback
must, under current accounting rules, result in a lease with eco-
nomic substance while a synthetic lease has no such requirement.
As a result, although it may be subject to somewhat greater scruti-
ny, the off-balance-sheet sale-leaseback should continue to serve as
a useful tool for both real estate investors and corporate real estate
owners and users even in the post-Enron environment.  

Section II of this article describes the characteristic benefits
and costs of the sale-leaseback transaction and summarizes the
financial accounting standards applicable to a seller-tenant seeking
off-balance-sheet treatment of a real estate sale-leaseback.  Section
II then describes synthetic leases and compares a typical CTL
financed sale-leaseback with a synthetic lease. It also discusses the
effect the Proposed Interpretation will have on synthetic leases and
sale-leasebacks. Finally, Section III of this article discusses two
basic structures used in a sale-leaseback financed with a CTL to
accommodate the often conflicting requirements of the landlord’s
lender and the tenant’s auditor.

II. DESCRIPTION OF OFF-BALANCE SHEET LEASES
AND SUMMARY OF CURRENT GAAP REQUIREMENTS

A. The Sale-Leaseback: Benefits and Costs to the 
Seller-Tenant

Companies that own their factories, retail outlets, or other
real estate facilities often find that the capital tied up in these assets
would yield a higher return if reinvested in their core businesses.
Accordingly, many companies monetize their real estate assets
through various forms of asset-based financing.  The real estate
sale-leaseback offers several advantages over conventional financ-
ing.  First, the sale-leaseback should provide the company with
cash equal to 100% of the fair market value of the property, while
conventional mortgage financing generally yields cash proceeds
equal to 75% or less of the value of the property.  Second, when
long-term interest rates are low, a sale-leaseback may enable the
company to lock in a low cost of funds for a longer term than is
available to the company through conventional financing.8 Third,
a company’s ability to obtain a mortgage loan may be limited or
precluded by state or federal regulations9 or by financial covenants
under its existing credit facilities.  In such cases, a sale-leaseback
may be the company’s only practical means of raising capital with-
out violating such restrictions. Finally, a properly structured sale-
leaseback provides the seller-tenant with favorable financial
accounting treatment: the seller-tenant removes the real estate and
related liabilities from its balance-sheet and adds any profit from
the sale to its income statement.10 By contrast, with conventional
financing, the borrower does not sell the property so there is no
gain to recognize.  Although conventional financing generally
offers a favorable means of generating tax-free cash, the borrower
must show the financing as a liability on its balance-sheet and
must record annual depreciation charges for the property’s
improvements as an expense on its income statement. As a result,
an off-balance-sheet sale-leaseback will improve the company’s
reported earnings, return on assets, and equity and debt-to-equity
ratio as compared to conventional financing.

Sale-leasebacks also have drawbacks for the seller-tenant.
First, the seller-tenant gives up the right to share in future appre-
ciation of the property. Second, the seller-tenant is locking itself in
to a lease term that may extend beyond the period for which the
seller-tenant can profitably use the property. Third, the seller-ten-
ant may have to pay capital gains tax on its profit from the sale.
Fourth, a sale-leaseback triggers transfer taxes and reassessment for
purposes of real property taxation.   

B. Summary of Current GAAP Requirements

Although the Securities and Exchange Commission (“SEC”)
has the statutory authority to establish financial accounting and
reporting standards for publicly held companies,11 since 1938 it
has relied on the private sector to formulate what is now termed
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“generally accepted accounting principles” or “GAAP”.12 Since
1973, the primary authority for GAAP has been the Financial
Accounting Standards Board (“FASB”),13 a private, independent
organization composed of seven board members and additional
support staff.14

Under GAAP, a sale-leaseback transaction will be “off-bal-
ance-sheet” from the tenant’s perspective, if and only if all of the
following are true: the transaction qualifies for sale-leaseback
accounting under FAS 9815 (see Section II.B.1 below), the lease
qualifies as an operating lease under FAS 1316 (see Section II.B.2
below), and the tenant is not required to “consolidate” the land-
lord under applicable accounting regulations (see Section II.B.3
below regarding consolidation rules).   

1. FAS 98—The Question of “Continuing Involvement”

In 1988, FASB issued FAS 98, which imposes restrictive tests
for off-balance-sheet treatment of real estate sale-leasebacks.  FAS
98 defines “sale-leaseback accounting” as “a method of accounting
for a sale-leaseback transaction in which the seller-lessee records
the sale, removes all property and related liabilities from its bal-
ance-sheet, recognizes gain or loss from the sale … and classifies
the leaseback in accordance with Statement 13.”17 If the lease is
classified as an operating lease under FAS 13 (as discussed in
Section II.B.2 below), the seller-tenant may be required to defer
all or a portion of the gain, depending upon the terms of the lease.
If the seller-tenant leases back only a minor part of the property,
it immediately recognizes all gain from the sale.18 If the leaseback
is not minor, then the seller-tenant immediately recognizes gain to
the extent it exceeds the present value of the minimum lease pay-
ments.19 The balance of the gain is deferred and recognized
straight-line over the term of the lease.20

Under FAS 98, sale-leaseback accounting should be used by
the seller-tenant only if the transaction includes all of the following:

a. A “normal” leaseback - defined as one in which the
tenant occupies the real estate as opposed to subleasing
it,21

b. Payment terms and provisions that adequately
demonstrate the buyer-landlord’s initial and continuing
investment in the property,22 and,
c. Payment terms and provisions that transfer all of
the other risks and rewards of ownership to the buyer-
landlord, as demonstrated by the absence of any other
continuing involvement by the seller-tenant.  

It is the third condition—the absence of “continuing involve-
ment” by the seller-tenant—that raises the largest number of
issues for off-balance-sheet treatment. The word “other” in the
phrases “other risks and rewards of ownership” and “other contin-
uing involvement” means other than those that would ordinarily
be present in a “normal leaseback”—i.e., one in which the seller-
tenant intends to occupy the property.23 Thus, the continuing
involvement prohibition may be restated as follows: A transaction
structured as a sale-leaseback will be respected for accounting pur-
poses only if (i) the buyer-landlord receives all of the risks and
rewards of ownership other than the right of possession during the
lease term, and (ii) the seller-tenant retains no continuing involve-
ment in the property other than the right of possession during the
lease term.  

FAS 98 provides the following examples of prohibited con-
tinuing involvement by the seller-tenant: (i) the seller-tenant has
an obligation or an option to repurchase the property,24 (ii) the
seller-tenant guarantees the buyer-landlord’s investment or a
return on that investment,25 (iii) the seller-tenant provides nonre-
course financing to the buyer,26 (iv) the seller-tenant provides col-
lateral on behalf of the buyer other than the property or guaran-
tees the buyer-landlord’s debt,27 (v) the “seller-tenant enters into a
sale-leaseback transaction involving property improvements or
integral equipment without leasing the underlying land to the
buyer-landlord,”28 (vi) any other provision that allows the seller-
tenant to participate in the appreciation of the leased property,29

(vii) the sales contract or an accompanying agreement requires the
seller to develop the property in the future or to construct facili-
ties on the land.30

It is instructive to compare the continuing involvement pro-
hibition of FAS 98 with the federal income tax rule governing
ownership of leased property.  In contrast to GAAP, which lacks
any precedent setting case law and is subject to very few in depth
articles, federal tax law in general, and the issue of tax ownership
of leased property in particular, are the subject of a wealth of
cases31 and thoughtful articles.32 According to the United States
Supreme Court in Frank Lyon Co. v. United States, the landlord
will be deemed the owner of the leased property for tax purposes
so long as the landlord “retains significant and genuine attributes
of the traditional [landlord] status…”33 Or as stated by one com-
mentator: “[s]o long as the nominal owner has retained either the
upside or the downside potential,” the nominal owner will also be
the owner for tax purposes.34

In other words, for federal income tax purposes, the buyer-
landlord in a sale-leaseback may be deemed to be the owner of the
property even though it receives less than all of the benefits and
burdens of ownership and even though the seller-tenant has some
continuing involvement in the property (in addition to the right
of possession).  Thus, a sale-leaseback that includes a tenant pur-
chase option may be respected for tax purposes,35 but never for
accounting purposes36 because it provides the seller-tenant with a
potential share in the residual value of the property.  Similarly,
non-recourse financing by the seller-tenant will not necessarily
preclude a sale-leaseback from being respected for tax purposes,
but it will always preclude sale-leaseback treatment for accounting
purposes37 because it exposes the tenant to loss exposure for the
buyer-landlord’s investment in the property.  In short, the
accounting standards for sale-leaseback treatment are generally
stricter than those under federal income tax law.  

Another difference between the test for tax ownership and
the test for book ownership is the manner in which each test is
applied.  As explained above, the tax ownership test applies a sub-
stance over form approach in which the courts analyze the various
transactional terms to determine their combined effect on the
landlord’s upside potential and downside exposure.  By contrast,
FAS 98 simply prohibits certain transactional terms regardless of
their overall effect on the landlord’s risks and rewards.  For exam-
ple, as mentioned above, FAS 98 categorically precludes a tenant
purchase option in a sale-leaseback—even one that is based on fair
market value at the time of exercise—because it constitutes “con-
tinuing involvement” on the part of the seller-tenant.  For tax pur-
poses, courts evaluate the effect of a tenant purchase option on the
landlord’s upside potential.  Thus, in Frank Lyon Co., the United
States Supreme Court upheld a sale-leaseback with a tenant pur-
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chase option that, if exercised, would generate for the buyer-land-
lord a 6% compound annual interest on its equity investment.38

Another example of the formal approach required by FAS 98 is
the way in which the landlord’s down payment is evaluated.  FAS
98 incorporates FAS 66, which in turn imposes rigid mechanical
rules for testing the adequacy of the landlord’s down payment.
Thus, under GAAP, the buyer-landlord may engage in a sale-lease-
back with nothing down and 100% non-recourse financing, so
long as such financing is provided by a party unrelated to the sell-
er-tenant.39 By contrast, while the courts may respect for tax pur-
poses a sale-leaseback in which the buyer-landlord makes no down
payment,40 when combined with limited upside potential, the
absence of an equity investment will likely result in a finding that
the buyer-landlord is not the tax owner.41

2. FAS 13—The Four Questions

Like FAS 98, FAS 13: Accounting for Leases, is based on the
principle that “a lease transaction that transfers substantially all of
the benefits and risks of ownership of the property should be
accounted for as the acquisition of an asset and incurrence of an
obligation by the tenant.”42 Under FAS 13, such a lease is charac-
terized by the tenant as a “capital lease.” This treatment requires
that the asset and the obligation associated with it be carried on
the tenant’s balance sheet.43 In other cases, the tenant should
account for the lease as an “Operating Lease,” or a true rental
arrangement. 

In order to be classified as an operating lease under Paragraph
7 of FAS 13, none of the following four criteria can exist at lease
inception (i.e., the tenant must “fail” all four tests):

“a. The lease transfers ownership of the property to the
tenant by the end of the lease term….
b. The lease contains a bargain purchase option….
c. The lease term …is equal to 75 percent or more of the
estimated economic life of the leased property….
However, if the beginning of the lease term falls within
the last 25 percent of the total estimated economic life
of the leased property, including earlier years of use, this
criterion shall not be used for the purposes of classifying
the lease.
d. The present value at the beginning of the lease term
of the minimum lease payments…, excluding that por-
tion of the payments representing executory costs such
as insurance, maintenance and taxes to be paid by the
lessor, including any profit thereon, equals or exceeds 90
percent of the excess of the fair value of the leased prop-
erty… to the lessor at the inception of the lease over any
related investment tax credit retained by the lessor and
expected to be realized by [the lessor].”44

In a real estate sale-leaseback, subparagraphs 7a and b of FAS
13 do not impose any additional restrictions beyond those already
imposed by FAS 98. In the case of subparagraph 7a, a lease that
transfers ownership to the tenant would clearly constitute prohib-
ited continuing involvement precluding off-balance-sheet treat-
ment. Similarly, in the case of subparagraph 7b, a purchase option
of any sort granted to the tenant is a prohibited form of continu-
ing involvement under FAS 98. In theory, subparagraph 7c—pro-
hibiting a lease term of 75% or more of the property’s economic

life—does impose an additional restriction for off-balance-sheet
sale-leasebacks beyond those contained in FAS 98. However,
given the relatively long economic life of most buildings, a limit
of 75% of economic life for the lease term rarely poses a practical
problem for landlords or tenants. As a result, it is subparagraph 7d
of FAS 13 - the 90% test - that imposes the only practical limita-
tion on off-balance-sheet real estate sale-leasebacks over and above
those contained in FAS 98.

(a) The 90% Test

To apply the 90% test, the tenant must calculate the present
value of the minimum lease payments and then compare that
present value to the purchase price of the property.45 If the present
value of the lease payments equals or exceeds 90% of the purchase
price of the property, then the tenant must treat the lease as a cap-
ital lease—an on-balance-sheet transaction. If the present value of
the lease payments is less than 90% of the purchase price of the
property, and the tenant fails the other three tests of FAS 13 para-
graph 7, then the lease is considered an operating lease—an off-
balance-sheet transaction. 

In computing the present value of the minimum lease pay-
ments, the tenant is generally required to use a discount rate equal
to its “incremental borrowing rate.”46 FAS 13 defines the tenant’s
incremental borrowing rate as “the rate that, at the inception of
the lease, the tenant would have incurred to borrow over a similar
term the funds necessary to purchase the leased asset.”47 In a cred-
it tenant lease financing, since the landlord’s loan is based on the
tenant’s credit, the tenant’s auditor may question an incremental
borrowing rate that differs materially from the interest rate on the
landlord’s real estate financing. 

3. Consolidation Rules—The Question of Control

When the accounting standards require that one company
“consolidate” another company, it means that the first company
must report the results of operations and the financial position of
both itself and the company it must consolidate essentially as if
the two were a single company with one or more divisions.48 A
company must consolidate all other companies in which it direct-
ly or indirectly has a controlling financial interest.49 “Control”
means the non-shared decision making power over matters nor-
mally expected to be addressed in “carrying out the entity’s current
business activities.”50 According to APB Opinion 18, 

“The usual condition for control is ownership of a
majority (over 50%) of the outstanding voting stock.
The power to control may also exist with a lesser per-
centage of ownership, for example, by … lease, agree-
ment with other stockholders, or by court decree.”
(Emphasis added.)

(a) Constructive Control

Control of a special purpose entity (“SPE”) is often accom-
plished through the SPE’s governance documents, contracts, or
leases rather than through stock ownership. In such cases, it may
be difficult to determine which party to the arrangement has the
decision-making power that is normally held by shareholders,
partners, or investors.  Under certain circumstances, control is
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conclusively presumed to exist and consolidation is therefore
required. Section II.B.3(b) below summarizes the current rules for
determining constructive control over an SPE landlord in a real
estate lease.  Section II.C.4 below summarizes the Proposed
Interpretation, which would create new rules for determining
constructive control for SPEs in all transactions, including real
estate leases.  

(b) EITF 90-15

In 1990, the Emerging Issues Task Force (“EITF”) of the
Financial Accounting Standards Board issued EITF 90-15,51

which describes the conditions under which a tenant must con-
solidate a special purpose landlord, despite the tenant’s lack of any
ownership interest in the landlord. In the event of consolidation,
the landlord’s debt is “on-balance-sheet” debt for the tenant. EITF
90-15 provides in relevant part as follows:

“[A] lessee is required to consolidate a special-purpose
entity lessor when all of the following conditions exist:
(1) substantially all of the activities of the SPE involve
assets that are to be leased to a single lessee, (2) the
expected substantive residual risks and substantially all
the residual rewards of the leased asset and the obligation
imposed by the underlying debt of the SPE reside direct-
ly or indirectly with the lessee, (3) the owner of record
of the SPE has not made an initial substantive residual
equity capital investment that is at risk during the entire
term of the lease.”

A careful reading of this rule and FAS 98 reveals that a sale-
leaseback qualifying for off-balance-sheet treatment under FAS 98
should never be subject to consolidation under EITF 90-15.
Specifically, a sale-leaseback qualifying for off-balance-sheet treat-
ment under FAS 98 will transfer all of the risks and rewards of
ownership (other than possession) to the buyer-landlord and will
therefore fail condition 2 of EITF 90-15, which is met if substan-
tially all of the risks and rewards reside with the tenant. If a lease
fails condition 2 of EITF 90-15, consolidation will not be
required under EITF 90-15 because this standard requires consol-
idation only when all three conditions are met. As a result, if a
sale-leaseback qualifies for off-balance-sheet treatment under FAS
98, it will not be subject to consolidation under EITF 90-15. 

C. Synthetic Leases, CTL Financed Sale-Leasebacks, 
and the Proposed Interpretation

1. Synthetic Lease

In simplest terms, a synthetic lease is a financing vehicle that
is treated as an operating lease under GAAP but as a financing
mechanism under federal income tax law. The synthetic lease
gained popularity in the 1990s and is the subject of many arti-
cles.52 In its typical structure, the lease is an absolutely net lease
that allocates all real estate responsibilities and risks to an invest-
ment grade rated tenant, while the landlord finances 97% of its
purchase price of the property with a non-recourse, non-amortiz-
ing loan53 and makes only a 3% equity investment. In most cases,
the landlord is an SPE owned by the institution(s) making the 3%
equity investment. The defining feature of the synthetic lease is

the fact that the tenant has certain obligations at the end of the
lease term that support repayment of the “funded amount”—that
is, landlord’s financing and equity investment after taking into
account any amortization. Depending upon the structure of the
particular transaction, at lease expiration, the tenant generally
must either: (1) renew the lease if it can refinance the debt and
equity investments, (2) purchase the property for a price sufficient
to repay the funded amount, or (3) arrange for a sale of the prop-
erty to a third party. If the property sells for more than the fund-
ed amount, the sale proceeds are used to repay the equity and debt
holders and the tenant keeps the excess. As a result, the tenant
realizes any appreciation in the value of the property. If the prop-
erty sells for less than the funded amount, the tenant must pay the
difference—not to exceed 85% of the funded amount.54 Thus, the
tenant absorbs all losses from depreciation of the property’s value
until the value of the property has declined to 15% of its original
value, at which time the equity holder55 (and at 12%, the debt
holder) begin to suffer losses. This tenant obligation is known as
a “residual value guarantee.”

Another characteristic of the synthetic lease is that the rent is
usually sufficient to pay the interest on the debt plus a cash-on-
cash return on the 3% equity investment.56 The lease term is fair-
ly short—generally five to seven years—so that the present value
of the rent, including the payment pursuant to the residual value
guarantee57 that the tenant may be obligated to make on lease ter-
mination, is less than 90% of the fair market value of the proper-
ty as required for operating lease treatment under FAS 13.  

The requirement of a 3% equity investment is a result of
EITF 90-15.58 As discussed above, EITF 90-15 requires a tenant
to consolidate a special purpose entity landlord when three condi-
tions are met. A typical synthetic lease will always meet the first
two conditions: (1) the special purpose entity landlord has no
other business other than ownership of the property, and (2) the
tenant has substantially all of the risks and rewards of ownership
of the property. As a result, a synthetic lease is structured to avoid
consolidation under EITF 90-15 by failing the third condition—
the owner of the SPE has not made an initial substantive residual
equity capital investment that is at risk during the entire term of
the lease. The SEC has stated that 3% is the minimum acceptable
investment that will satisfy the requirement of “an initial substan-
tive residual equity capital investment” under condition #3.59

Thus, synthetic leases require a 3% (or greater) equity investment
in order to fail condition #3 and avoid consolidation under EITF
90-15. 

2. Elements of a Typical Credit Tenant Lease Financing

A credit tenant loan (CTL) refers to a loan to the landlord
that is supported primarily by the lease obligations of an invest-
ment grade60 rated tenant.61 That is, the loan is based primarily on
the tenant’s credit rather than the value of the property.62 Most
CTLs are made by life insurance companies, who must account
for their investments in accordance with the risk-based capital
rules established by the National Association of Insurance
Commissioners (NAIC).63 Under the NAIC rules, a life insurance
company making a qualifying CTL is accorded advantageous reg-
ulatory accounting treatment for such loans in that the loan
results in a lower charge against the life insurance company’s bal-
ance sheet than would a conventional mortgage.64 Specifically, a
qualifying CTL is classified as a bond (a Schedule D investment)
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rather than a mortgage loan (a Schedule B investment).65 Because
the reserve requirements for investment grade bonds are signifi-
cantly lower than those for mortgage loans,66 qualifying CTLs
(i.e., those qualifying for Schedule D treatment) have significantly
lower reserve requirements than do conventional mortgage loans.

In a properly structured CTL, all risks of a loan default other
than a lease default by the tenant are minimized.  The lease is a
triple net lease in which the tenant pays all costs associated with
the property including utilities, maintenances, taxes, and insur-
ance. Often, the lease will be a bond style lease in which the ten-
ant’s obligation to pay rent is not excused or reduced for any rea-
son including complete destruction of the premises. If the lease is
not a bond style lease, any real estate risks or obligations imposed
on the landlord must be mitigated through insurance or other
means.67 In addition, many CTL lenders require a “lockbox”
arrangement in which the tenant pays its rent directly to landlord’s
lender to cover the debt service of the loan.68 Finally, the borrow-
er-landlord is generally required to be a special purpose entity
whose sole asset is the property, whose only business is owning
and leasing the property and whose sole liability is the CTL.69

This requirement minimizes the risk of the borrower filing bank-
ruptcy for reasons other than the tenant’s breach of the lease.

The holder of a properly arranged CTL owns a debt instru-
ment similar in risk profile to a corporate bond issued by the ten-
ant.70 As a result, CTL lenders generally will allow the borrower-
landlord to finance 100% of the cost of acquiring the property.
Moreover, CTL lenders generally allow a debt coverage ratio of
1.0 – that is, they will make a loan in which the debt service pay-
ments are exactly equal to the rent under the lease.  By contrast,
other commercial real estate lenders generally require that the
property have a value substantially higher than the loan amount
and that the rental payments be substantially higher than the debt
service payments in order to provide the lender with a margin of
security.  

Because equity capital commands a higher return than does
debt capital, an investor who uses 100% CTL financing to acquire
real estate will generally have a lower cost of capital than one who
uses a combination of conventional financing and an equity
investment for the “down payment.”

3. Comparison of Synthetic Lease and CTL-Financed 
Sale-Leaseback

A synthetic lease and a CTL-financed sale-leaseback share
several characteristics: (1) they both involve net leases in which all
or substantially all of the real estate obligations are the responsi-
bility of an investment grade rated tenant, (2) they are both
financed with non-recourse loans from institutional lenders rely-
ing primarily on the credit of the tenant rather than the value of
the property, and (3) in both cases, the landlord is typically a thin-
ly capitalized special purpose entity. 

However, a synthetic lease and a CTL-financed sale-leaseback
have three critical differences. First, in a synthetic lease, the tenant
did not previously own the property and is therefore not engaging
in a sale-leaseback. As a result, the transaction is not subject to
FAS 98, and the tenant may have “continuing involvement” with
the property while keeping the lease off-balance-sheet. By con-
trast, a sale-leaseback is always subject to FAS 98 so that the ten-
ant’s “continuing involvement” will preclude off-balance-sheet
treatment.

Second, in a synthetic lease, the tenant has substantially all of
the risks and rewards of the property because (a) the tenant’s
option to buy the property for the amount of the landlord’s orig-
inal investment provides the tenant with all the upside potential
and (b) by virtue of the residual value guarantee, the tenant has
substantially all of the downside risk of the property. As discussed
above, federal income tax law applies a substance over form
approach in determining tax ownership of property—that is,
where the tenant has both the risks and rewards of the property, it
will be treated as the owner for tax purposes. Thus, by design, the
tenant in a synthetic lease is treated as the owner of the property
for tax purposes and is therefore entitled to the applicable depre-
ciation deductions relating to the property and interest deductions
on the financing.71 However, after the fall of Enron, the form over
substance structure characteristic of synthetic leases has proved
troubling for some companies that are sensitive to transactions
that appear to use “creative accounting” to hide debt. By contrast,
in a sale-leaseback, the landlord must have all of the risks and
rewards of ownership in order for the transaction to qualify for
off-balance-sheet treatment under FAS 98. As discussed above, the
accounting standards for sale-leaseback treatment are stricter than
those under federal income tax law.  Thus, the landlord in an off-
balance-sheet sale-leaseback should always be treated as the owner
of the property for federal income tax purposes. Moreover, since a
sale-leaseback contemplates a “true sale” and a “true lease,” it
should not raise concerns that the tenant is using a form over sub-
stance structure to hide debt.

4. Proposed Interpretation: Consolidation Based on 
Variable Interests

The Proposed Interpretation will supersede EITF 90-15 and
will impose stricter requirements for consolidating special purpose
entities based on constructive control.72 The final interpretation
will be effective upon issuance for SPEs created after the issuance
date and will be effective for SPEs created before the issuance date
for fiscal periods beginning after June 15, 2003.

In its current form, the Proposed Interpretation is founded
on the premise that when an SPE has “no voting equity interests
or the voting equity interests do not provide sufficient financial
support for the SPE to conduct its activities,”73 the SPE will
receive financial support (called “variable interests”) in a form
other than voting equity interests. Such financial support may
take the form of loans, guarantees, or subordinate interests. The
Proposed Interpretation states: “[e]conomically, the holders of
variable interests would not be willing to provide an SPE with the
type of support normally provided by equity investors without an
expected return commensurate with the risk of an equity invest-
ment. The variable interest holders also will protect their inter-
ests…either by establishing predetermined limits on the SPE’s
activities or by wielding decision-making authority in some form
other than a voting interest.” Accordingly, FASB concluded that
in this case, the holder of the majority of variable interests (called
the “primary beneficiary”) will have risks and rewards that are of
the same character as an equity investment and should consolidate
the SPE even though it does not hold a majority of the voting
interests in the SPE.74

The Proposed Interpretation establishes five conditions for
constructive (i.e., non-voting) control. If the SPE meets all five
conditions, it is not subject to the Proposed Interpretation—that
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is, the SPE should be consolidated by another entity only if such
entity has voting control of the SPE.75 Conversely, if the SPE fails
any of the five conditions, it must be consolidated by its primary
beneficiary without regard to voting control.76 The five conditions
are as follows:

a. The equity owners have voting rights that permit
them to make decisions about the SPE’s activities.77

b. The equity invested in the SPE is sufficient to allow
the SPE to finance its activities.78 An equity investment
of less than ten percent of the SPE’s total assets is pre-
sumed to be insufficient.79

c. The equity investment is subordinate to all other
interests in the SPE, so that “it is the first interest sub-
ject to loss…and its return is not limited or guaran-
teed…”80

d. The assets that the equity owners provided in
exchange for their equity interest are not subordinated
beneficial interests in another SPE.81

e. The equity investment was not provided directly or
indirectly to the equity owners by another party with an
interest in the SPE.82

Finally, FASB reached a consensus at its meeting of October
16, 2002 not to define an SPE. Indeed, the final version of the
Proposed Interpretation may not use the term “SPE.” Instead, the
Proposed Interpretation will apply to all entities other than those
that are divisions of a “substantive operating enterprise.”83 A “sub-
stantive operating enterprise” is one that conducts business oper-
ations, “has employees, and has sufficient equity to finance its
operations without support from any other enterprise or entity
except its owners.”84 (When used in this article, the term “SPE”
refers to an entity that is not a substantive operating entity.)
Although the Proposed Interpretation will not apply to divisions
of a substantive operating entity, it will apply to the subsidiary of
a substantive operating entity unless that subsidiary is itself a sub-
stantive operating entity. Thus, the parties to a lease can avoid
application of the Proposed Interpretation by structuring the
transaction so that the property is directly owned by a substantive
operating entity.

5. Synthetic Leases Under the Proposed Interpretation

Although the landlord in a synthetic lease is usually an SPE,
that is not always the case. Thus, where a single financial institu-
tion is willing to provide 100% of the equity financing for a syn-
thetic lease, it may simply arrange for one of its subsidiaries
(which is a substantive operating entity) to serve as landlord. In
that case, the Proposed Interpretation would not apply and off-
balance-sheet treatment could be obtained in accordance with
FAS 13.  Assuming that the landlord in a synthetic lease is an SPE,
the next step is to determine whether the SPE fails any of the five
conditions of constructive control noted in the preceding section.
The third condition on constructive control requires that the
equity investment be in first loss position and that its potential
return be unlimited. In other words, the SPE’s owners must have
the risks and rewards typically associated with equity ownership.
The landlord in a synthetic lease has neither. As a result of the ten-
ant’s 85% residual value guarantee, the tenant takes first loss posi-
tion—the landlord is not exposed to loss unless the property’s

value drops to less than 15% of its cost. Furthermore, in a syn-
thetic lease, the tenant rather than the landlord has all of the
upside potential of the property by virtue of the tenant’s fixed
price purchase option. As a result, an SPE landlord in a synthetic
lease has a limited potential return. Thus, the SPE fails this con-
dition. It must therefore be consolidated by its primary benefici-
ary.

According to the Proposed Interpretation, “if the lessee pro-
vides a residual value guarantee …, the lessee to the SPE is the
probable primary beneficiary.”85 As a result, under the Proposed
Interpretation, the tenant in a synthetic lease will probably be
required to consolidate an SPE landlord. Since the purpose of the
synthetic lease is obtaining off-balance-sheet treatment for a
financing transaction, synthetic leases will no longer be arranged
with an SPE landlord. 

Synthetic leases face another potential obstacle apart from the
Proposed Interpretation. In November 2002, FASB issued an
accounting regulation that changes the manner of accounting for
guarantees.86 Under this regulation, a tenant under a synthetic
lease is required to record on its balance sheet at the inception of
the lease, a liability for the residual value guarantee contained in
the lease.87 The liability is required to be reported at fair value.88

However, under this regulation the tenant records an offsetting
debit on the asset side of its balance sheet in the form of prepaid
rent.

6. Sale-Leasebacks Under the Proposed Interpretation

Assuming that the landlord in a sale-leaseback is an SPE, the
SPE will be subject to the Proposed Interpretation’s constructive
control test. Consider first whether an SPE would pass the third
condition in the constructive control test (i.e., that the equity
investment be subordinate to all other interests in the SPE). In a
sale-leaseback, the tenant does not make a residual value guaran-
tee because such a guarantee would constitute prohibited contin-
uing involvement under FAS 98.89 As a result, the landlord’s equi-
ty investment is in “first loss” position.  Similarly, FAS 98 pre-
cludes the tenant in a sale-leaseback from having an option to pur-
chase the property. Thus, the landlord’s upside potential (due to
appreciation in the residual value of the property) is unlimited.
Consequently, in contrast to an SPE landlord in a synthetic lease,
an SPE landlord in a sale-leaseback will pass the third condition in
the Proposed Interpretation’s test for constructive control. 

If the equity owners of the SPE are willing to invest sufficient
equity capital (referred to herein as a “substantive equity invest-
ment”), the SPE landlord in a sale-leaseback may be structured to
comply with the remaining four conditions for avoiding consoli-
dation with the primary beneficiary under the Proposed
Interpretation. On the other hand, if the equity owners are unwill-
ing to make a substantive equity investment, the SPE will fail the
second condition and its primary beneficiary will be required to
consolidate the SPE. According to the Proposed Interpretation, “if
the lessee does not provide a residual value guarantee or make
other arrangements that ensure that the value of the SPE’s assets
will be sufficient to meet its obligation at the end of the lease term,
the lender to the SPE is the probable primary beneficiary.”90

However, at the October 16, 2002 FASB meeting, most of
the board members expressed the opinion that if a lender’s only
variable interest in the debtor is investment grade debt (or debt
with terms similar to that of investment grade debt), the lender
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should rarely if ever be the primary beneficiary of the debtor. As
stated by one board member, “the issue is variability; on its own,
investment grade debt doesn’t have much variability.” 

Because a CTL has terms similar to that of investment grade
debt, a CTL lender should rarely, if ever, be the primary benefici-
ary of the borrower-landlord under the Proposed Interpretation.
Consider the case of a CTL-financed lease with an investment
grade tenant where the landlord is an SPE in which the equity
owners have made a nonsubstantive equity investment. As dis-
cussed in Section III.B.2(a) below, if the CTL has a balloon pay-
ment, it will be secured by a residual value insurance policy.  As
the guarantor of asset value, a residual value insurer will be con-
sidered a variable interest holder under the Proposed
Interpretation.91 Given that the equity holders in this example are
assumed not to have made a substantive equity investment, under
the Proposed Interpretation each equity holder is also considered
to be the holder of a variable interest.92 Although there are argu-
ments to the contrary, the landlord’s lender will apparently also be
considered the holder of a variable interest, as the lender is at risk
of losing its investment if the tenant defaults and the property is
of insufficient value to repay the loan.93 By contrast, it appears that
the tenant in this example is not a variable interest holder because
it is not subject “to a risk of losing an investment in the SPE or
incurring a loss as a result of a contingent obligation to transfer
assets or issue securities to the SPE.”94

Now that the variable interest holders have been identified, it
is possible to identify the primary beneficiary. At the October 16,
2002 meeting, FASB reached a consensus that the primary bene-
ficiary is the entity holding the majority of the variable interests
and that such determination will be both quantitative (i.e., based
in part on the interest holder’s expected future losses and expect-
ed future gains) and qualitative (i.e., based in part on the extent to
which the variable interest is subordinate to other interests). Thus,
if two or more variable interest holders have similar expected
future losses and gains, the primary beneficiary will be the one in
first loss position.95 The lender in this example has its loan pay-
ments backed by the lease payments from an investment grade
tenant and its balloon payment guaranteed by a residual value
insurance policy; and it is in third loss position —behind the equi-
ty holders and the residual value insurer— with respect to the risk
of decrease in the residual value of the property. Thus, its expect-
ed losses are nominal and its right to repayment is not subordinate
to that of any other interest holder. Furthermore, it has no claim
against the future appreciation of the property. Accordingly, the
lender will not be the primary beneficiary. As a result, in this
example, the primary beneficiary — and therefore the entity
required to consolidate the SPE landlord — will be the residual
value insurer or one of the equity holders, rather than the lender
or the tenant. 

FASB’s recent shift away from consolidation by a CTL lender
is supported by GAAP’s conceptual framework. According to
FASB Concepts Statement 6, Elements of Financial Statements,
“all classes [of equity] depend at least to some extent on enterprise
profitability for distributions of enterprise assets, and no class of
equity carries an unconditional right to receive future transfers of
assets from the enterprise except in liquidation, and then only
after liabilities have been satisfied.”96 Because a CTL lender has an
absolute right to repayment collateralized by a senior lien on the
borrower-landlord’s sole asset, it would be inconsistent with
GAAP’s conceptual framework for the CTL lender to classify its

interest in the borrower-landlord as an equity interest. The
lender’s consolidation of the borrower-landlord would result in
the lender treating the borrower-landlord’s assets as those of the
lender; therefore, consolidation by the lender is inconsistent with
GAAP’s conceptual framework.

Finally, it is important to emphasize that the Proposed
Interpretation will only affect lenders’ GAAP accounting. Thus,
insurance company regulatory accounting (which is based on
statutory accounting principles97) will not be affected by the
Proposed Interpretation.98 Consequently, the Proposed
Interpretation will not affect insurance companies’ asset valuation
reserves under the risk-based capital rules established by the
NAIC.99 Of course, publicly traded insurance companies, like
other public companies, must also file financial statements pre-
pared in accordance with GAAP with the SEC. Such GAAP-based
financial statements will be subject to the Proposed Interpretation.

III. BASIC STRUCTURING ISSUES FOR CTL FINANCED
OFF-BALANCE-SHEET SALE-LEASEBACKS

A. Overview

There is an intrinsic tension in structuring a CTL-financed
sale-leaseback: by definition, the lender expects that loan repay-
ment will be fully supported by the tenant’s credit, while FAS 98
precludes any “continuing involvement” by the tenant and specif-
ically forbids the tenant from guaranteeing, or providing collater-
al for, the landlord’s debt.100 On the other hand, FAS 98 recog-
nizes and accepts “the form of guarantee that is inherent in a nor-
mal leaseback.”101 In other words, the landlord may rely on the
tenant’s rental obligations to support the landlord’s financing, so
long as the tenant is not directly guaranteeing, or providing addi-
tional collateral for, such financing.  Therefore, as discussed below,
the challenge in structuring a CTL-financed off-balance-sheet
sale-leaseback is in creating credit support for the balloon pay-
ment, or in some cases the lease payments themselves, without the
tenant providing additional collateral or a debt guarantee.

B. Failing the 90% Test of FAS 13

As discussed above, to obtain off-balance-sheet treatment, the
CTL-financed lease must qualify as an operating lease under FAS
13.  To do so, the lease must, among other things, “fail” the 90%
test.  That is, the present value of the lease payments must be less
than 90% of the purchase price of the property.

1. The Need for a Balloon Payment

Consider the case of a fully amortizing CTL. Using a dis-
count rate equal to the interest rate on this loan, the present value
of the debt service payments on the loan is equal to the original
loan amount. Now also assume that the original loan amount is
equal to the purchase price of the property — i.e., the CTL has a
100% loan-to-value ratio. Again, using a discount rate equal to
the interest rate on this loan, the present value of the debt service
payments must also be equal to the purchase price of the proper-
ty. Finally, assume that, as is typically the case, the lease payments
are equal to the debt service payments on such loan. Then using a
discount rate equal to the interest rate on the loan, the present
value of the lease payments is equal to the present value of the debt
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service payments, which is equal to 100% of the purchase price of
the property.  As a result, the lease in this example would not “fail”
the 90% test (i.e., the present value of the lease payments would
not be less than 90% of the purchase price of the property) as
required for operating lease (off-balance-sheet) treatment under
FAS 13.

Consequently, a properly structured off-balance-sheet CTL
with a 100% loan-to-value ratio will not fully amortize – that is,
it will have a balloon payment that is not matched by any rental
payment.  Using a discount rate equal to the interest rate on the
loan, the present value of this balloon payment must exceed 10%
of the loan amount in order for the present value of the rental pay-
ments to be less than 90% of the purchase price of the property.

Even if the buyer-landlord is not using 100% loan to value
financing, it still may wish to arrange financing that has a balloon
payment. Non-fully amortizing financing provides higher tax
deductions102 and a postponement or elimination of so-called
“phantom income,”103 as compared to fully amortizing loans.

2. Providing Credit Support for the Balloon Payment 

(a) Residual Value Insurance Policy

The NAIC rules preclude Schedule D treatment for loans
with unsupported balloon payments of over 5%.104  Furthermore,
even lenders that are not subject to the NAIC rules may require
that the balloon payment be supported by something other than
the property. The most effective way to secure the balloon pay-
ment is through a residual value insurance policy.105 The policy is
issued for the benefit of the lender, as an additional named
insured, in the amount of the balloon payment.  Generally, such
policies exclude coverage if the lender makes any changes to the
loan documents without the insurer’s consent.  In addition, the
policy generally requires that the mortgage and other loan docu-
ments be assigned to the insurer upon payment of the policy
amount.  If the residual value of the property exceeds the balloon
amount, it is unlikely that a claim will be made under the policy,
as the buyer-landlord will probably be able to repay the balance of
the loan out of the proceeds of a sale or refinancing of the prop-
erty.

An important financial accounting feature of these policies is
the treatment of the premiums under FAS 13.  The premium of
such a policy is generally paid by the tenant. However, under FAS
13 the premium is considered an “executory cost” and, as such, is
excluded from “minimum lease payments” for the purposes of the
90% test.106 Accordingly, by using non-fully amortizing financing
supported by residual value insurance, the buyer-landlord is able
to lower debt service payments, and therefore the tenant’s rent,
without any offsetting increase in minimum lease payments for
purposes of the 90% test under FAS 13. By contrast, if the tenant
were to directly guarantee all or a portion of the balloon pay-
ment—as is the case in a synthetic lease, the guarantee would be
considered a minimum lease payment for purposes of the 90%
test. 

(b) Tenant Lease Obligations

There are numerous other possible structures that provide
credit support for the balloon payment through lease obligations
imposed on the tenant.  These structures should be scrutinized to

make sure they do not constitute a form of continuing involve-
ment, thereby precluding off-balance-sheet treatment.107 For
example, when the balloon comes due, the tenant could be
required to make an offer to purchase the property at a price equal
to the balloon payment unless the landlord is able to arrange new
financing. The balloon would be paid either from the proceeds of
the landlord’s new financing or from the proceeds of the tenant’s
purchase of the property. This structure appears to be covered by
Paragraph 11 of FAS 98, which provides in part as follows: “[an
example] of continuing involvement…frequently found in sale-
leaseback transactions are provisions or conditions in which…the
seller-lessee has an obligation or an option to repurchase the prop-
erty or the buyer-landlord can compel the seller-lesser to repur-
chase the property.” Under the above structure, the landlord’s fail-
ure to obtain new financing to pay off the balloon is a “condition”
under which the tenant “has an obligation to repurchase the prop-
erty.”  As a result, it would appear that this structure is a form of
“continuing involvement” prohibited under FAS 98.  

C. Enhancing the Tenant’s Credit

The landlord may find that it can significantly improve the
terms of its financing by providing its lender with an irrevocable
standby letter of credit securing all or a portion of the lease pay-
ments.

A standby letter of credit is an obligation of the issuing bank
to pay the beneficiary upon certification of nonperformance of an
agreement.108 The certification may take the form of a written
statement signed by the beneficiary certifying simply that the
applicant has not performed.109 Upon payment of the letter of
credit, the issuing bank may recover the amount of the payment
from the applicant, who is generally a customer of the bank.

In a CTL-financed lease, the tenant should act as the appli-
cant so that the issuing bank relies on the credit of the tenant.  The
landlord, being a special purpose entity, would have insufficient
credit to obtain a letter of credit.  Furthermore, even if one of the
landlord’s principals were capable of obtaining a letter of credit,
such a structure would tie up significant equity and capital of the
landlord, thereby increasing the landlord’s cost of funds and con-
sequently, the tenant’s rental rate.

Lenders generally prefer a standby letter of credit over a sure-
ty bond as a form of credit enhancement.  The beneficiary of a let-
ter of credit is entitled to payment promptly upon the presenta-
tion of a certificate of nonperformance.  By contrast, the benefici-
ary under a surety bond must prove the existence of a default.
Meeting this burden to the satisfaction of the surety generally
results in some delay in payment and may lead to litigation.110

From the viewpoint of the landlord and its lender, a letter of
credit obtained by the tenant and issued by a creditworthy bank is
more advantageous than a tenant security deposit because it pro-
vides much stronger protection against a tenant bankruptcy than
does a cash security deposit.  Because a letter of credit creates an
independent contract between the issuing bank and the benefici-
ary, in the event of a tenant bankruptcy, the proceeds of a letter of
credit are not property of the tenant’s bankruptcy estate.111 As a
result, absent fraud in the underlying contract, neither the tenant
nor the bankruptcy trustee may prevent the issuing bank from dis-
tributing the proceeds of the letter of credit by invocation of the
automatic stay or otherwise.112 Finally, although the law is still
unsettled on this point, a landlord’s draw under a tenant provided
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letter of credit may not be subject to the bankruptcy limitation on
the landlord’s lease termination damages under Section 502(b)(6)
of the Bankruptcy Code,113 which is the greater of one year or
15% (so long as that amount does not exceed three years’ worth
of rent) of the rent for the remaining lease term.114 By contrast, in
the event of a tenant bankruptcy, a security deposit becomes an
asset of the bankruptcy estate, and if the tenant rejects the lease,
the landlord’s claim against the security deposit is subject to the
damages cap under Section 502(b)(6).115

The EITF has approved the use of an uncollateralized, irrev-
ocable letter of credit to secure the tenant’s lease payments in an
off-balance-sheet real estate sale-leaseback. Specifically, under
EITF 90-20, a tenant providing such a letter of credit from its
bank is not engaging in “continuing involvement” that precludes
sale-leaseback accounting under FAS 98.116 Note that EITF 90-
20 allows the tenant to provide a letter of credit securing the lease
payments, not the loan payments; thus, the landlord, rather than
the lender, will be the beneficiary under the letter of credit.117

1. Acceleration of Rent

Letters of credit generally are short-term instruments of no
more than one to three years duration whereas the financing of a
long-term leaseback may have a term of 20 years or more.  As a
result, the landlord’s lender will require assurance that it will be
protected in the event the letter of credit is not renewed by the
tenant’s bank.  One technique for covering non-renewal risk is to
require that the loan (and lease payments) accelerate upon non-
renewal of the letter of credit and that such accelerated lease pay-
ments be secured by the letter of credit.  So long as the tenant has
paid the accelerated rent and otherwise complies with the lease
terms, the tenant should retain possession of the property. In addi-
tion, the accelerated amounts should be discounted to present
value. Thus, the letter of credit would be in the amount of the
present value of the lease payments.

If an acceleration clause is being considered, counsel must
first determine its enforceability. The American Law Institute has
recognized rent acceleration clauses as an enforceable remedy:

“The parties may provide in the lease that if the tenant
defaults in the payment of rent or fails in some other
way to perform his obligations under the lease, the total
amount of rent payable during the term of the lease shall
immediately become due and payable.”118

In California, certain of a landlord’s remedies for tenant’s
breach of a real estate lease are limited by statute. For example,
Sections 1951.2 and 1951.4 of the Civil Code state the landlord’s
measure of damages when the tenant breaches the lease and aban-
dons the premises or when the tenant’s right of possession is ter-
minated by the landlord because of a breach of the lease. However,
the proposed acceleration clause merely changes the timing of
rental payments; it does not terminate the lease or the tenant’s
right to possession. As a result, Sections 1951.2 and 1951.4 are
not applicable. Indeed, according to a report by the Assembly
Committee on Judiciary:

“Section 1951.2 is not a comprehensive statement of the
lessor’s remedies…Where the lessee is still in possession
but has breached the lease, the lessor may regard the

lease as continuing in force and seek damages for the
detriment caused by the breach…See also Section
1951.5 (liquidated damages).”119

Section 1951.5 of the Civil Code provides that “Section
1671, relating to liquidated damages, applies to a lease of real
property.” And the courts have held that the validity of an accel-
eration clause in a lease is determined by the liquidated damages
statute.120 Under Section 1671(b) of the Civil Code, a liquidated
damages clause in a commercial lease is “valid unless the party
seeking to invalidate the provision establishes that the provision
was unreasonable under the circumstances existing at the time the
contract was made.”  In the words of the California Supreme
Court, a liquidated damages clause is unreasonable, and therefore
unenforceable, “if it bears no reasonable relationship to the range
of actual damages that the parties could have anticipated would
flow from a breach.”121

To compensate the landlord for non-renewal of the letter of
credit, the proposed acceleration clause requires the tenant to
immediately pay the present value of the rent and allows the ten-
ant to stay in possession for the remainder of the lease term.
Landlord’s lender is making its loan to landlord in reliance on the
letter of credit; therefore, non-renewal will probably result in
acceleration of the landlord’s financing. Consequently, accelera-
tion of the rents (discounted to present value) clearly bears a rea-
sonable relationship to landlord’s damages. Accordingly, although
there are no cases directly on point, the proposed acceleration
clause should be enforceable under California law. 

2. Tax Consequences of Acceleration

Counsel should also consider the tax consequences of accel-
erated rent.  A lease providing for prepaid rent may be considered
a “Section 467 rental agreement” and, therefore, subject to
Section 467 of the Internal Revenue Code requiring the landlord
and tenant to use the accrual method of accounting and time
value of money principles for income tax purposes.122 As long as
their principal purpose is not tax avoidance, the landlord and ten-
ant may allocate rents (including accelerated rents) in the lease as
they see fit.123 Accordingly, the landlord will want the lease to allo-
cate the prepaid rent over the entire lease term rather than the year
in which it is actually paid.  If the accelerated rent were allocated
to the year in which it was paid, the landlord would have taxable
income in that year for the full amount of the accelerated rent124

but no cash flow with which to pay the tax since the lender would
probably require that the entire amount of the accelerated rent be
applied to repayment of its loan to the landlord. If the accelerated
rent is allocated over the entire lease term, then the landlord may
offset a substantial portion of the rental income by deductions for
imputed interest expense125 and annual depreciation.

3. Effect of Acceleration on Tenant’s Accounting

Finally, the tenant will need to determine whether the accel-
eration clause precludes it from obtaining off-balance-sheet treat-
ment under GAAP.  EITF 97-1126 (Question 2) addresses lease
remedies for defaults that are not based on tenant’s failure to per-
form obligations customarily related to possession of the proper-
ty.  The EITF concluded that “non-performance related default
covenants do not affect lease classification under FAS 13 when all
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of the following conditions exist: (1) the default covenant provi-
sion is customary in financing arrangements, (2) the occurrence of
the event of default is objectively determinable …, (3) predefined
criteria, related solely to the lessee and its operations, have been
established for the determination of the event of default, and (4)
it is reasonable to assume based on the facts and circumstances
that exist at the inception of the lease, that the event of default will
not occur.”  

A clause accelerating rent upon the tenant’s failure to obtain
renewal (or replacement)127 of a letter of credit appears to satisfy all
of the above conditions with one possible exception: an argument
can be made that non-renewal of the letter of credit is not “relat-
ed solely to the lessee and its operations” because non-renewal
could result from a collapse of the capital markets rather than
from a reduction in the tenant’s financial strength.  However, the
continued functioning of capital markets (at least at some mini-
mum level) as well as the existence of certain basic governmental
institutions are necessary to any U.S. company’s existence and,
therefore, must be “related to its operations.”  Moreover, a com-
plete collapse of the capital markets might also affect the tenant’s
ability to comply with other customary lease provisions such as its
obligation to maintain insurance for the property.  Default penal-
ties for the tenant’s failure to insure the property are accepted as
customary provisions that do not affect lease classification under
FAS 13 despite the fact that default could result from a collapse of
the capital markets.  As a result, it appears that an acceleration
clause for non-renewal of a letter of credit should not affect lease
classification under FAS 13.  

The task force also considered whether a non-performance
related default covenant would violate the continuing involve-
ment criteria in FAS 98 and wrote: 

“Regardless of whether the above conditions exist, if the
lease is part of a sale-leaseback transaction that is subject
to the provisions of [FAS] 98, a default remedy that
allows the buyer-lessor to put the lease property to the
seller-lessee would violate the continuing involvement
criteria in [FAS]98 and, therefore, the transaction would
be [on-balance-sheet].”128

Although not explicitly addressed by the task force, it is reasonable
to conclude that a default remedy should not preclude sale-lease-
back accounting under FAS 98 so long as it does not allow the
buyer-landlord to put the lease property to the seller-tenant.
Because a typical acceleration clause will not allow the landlord to
put the property to the tenant, it should not preclude off-balance-
sheet treatment under FAS 98.

Furthermore, EITF 90-20 (permitting an uncollateralized
letter of credit in an off-balance-sheet sale-leaseback) would be
rendered practically meaningless if rent acceleration for non-
renewal of the letter of credit were considered “continuing
involvement” under FAS 98.  Absent an acceleration clause, either
the landlord has no right to draw down on the letter of credit
upon non-renewal or the landlord is allowed to draw but must set
aside the proceeds as a cash security deposit (as there is no accel-
erated rental obligation to which the rent might be applied).  If
there is no penalty for non-renewal, a letter of credit, which is typ-
ically of much shorter duration than a commercial lease, would
provide little benefit to the landlord or to its lender.  If the letter
of credit proceeds become a security deposit on non-renewal, it

would appear that the landlord is receiving additional collateral,
which is “continuing involvement” precluding off-balance-sheet
treatment under FAS 98.  Therefore, the use of an acceleration
clause for non-renewal appears to be the only viable structure for
an off-balance-sheet real estate sale-leaseback supported by a letter
of credit.

IV. CONCLUSION

Promoters of synthetic leases now face several new obstacles.
First, the Enron scandal has deterred many corporations from
using certain off-balance-sheet financing vehicles, particularly
those that rely on form over substance accounting structures.
Second, under the Proposed Interpretation, synthetic lease trans-
actions must be structured without an SPE landlord—in other
words, the financial institution funding the transaction (or one of
its operating subsidiaries) must be the landlord under the syn-
thetic lease. Finally, under the new regulation on accounting for
guarantees, the tenant under a synthetic lease will have to record
a liability on its balance sheet for the fair value of the residual value
guarantee although it will also record an offsetting asset.

By contrast, promoters of sale-leasebacks may benefit from
these changes. First, to be respected for accounting purposes
under current accounting regulations, sale-leasebacks must
involve a true leasing arrangement and should withstand the
scrutiny to which off-balance-sheet transactions are currently
being subjected. Second, the Proposed Interpretation does not
preclude the use of SPE landlords in properly structured off-bal-
ance-sheet sale-leasebacks. Third, because the seller-tenant under
a sale-leaseback does not make a residual value guarantee (because
of the rule against continuing involvement), sale-leasebacks
should not be adversely affected by the adoption of the regulation
on accounting for guarantees.
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