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Sale and Lease.-BackA Re.-Appraisal
John A. Wilson
IN RECENT YEARS considerable popularity has attached to the sale and
lease-back as a device for raising supplementary capital. It is the purpose of
this article to examine the sale and lease-back in some detail and to evaluate
it in the light of current economic and legal developments as a means of
financing business.
I The Elememts of the Transactson
The typical sale and lease-back transaction consists of the following
steps:
(1) A business corporaation, usually with
large real estate
THE AUTHOR (A.B., 1939, Princeton University, LL.B., 1942, Yale University) is House
Counsel for Affiliated Gas Equipment, Inc. in

holdings,

sells

its

land and buildings
to a life insurance
company or charitable institution such
as a university at the depreciated book value of the property.
(2)
Simultaneously with the sale, the business corporation obtains a longterm lease of the property, often running for twenty or thirty years,
at a rental which will provide for complete amortization of the purchase price plus a net return to the investor of 3 % to 4 % over
the period of the lease.
(3)
In addition the lease contains a series of provisions whereby the lessee
agrees to pay the taxes, insurance, and maintenance costs on the
property as well as providing any alterations and improvements.
These three features are common to nearly all sale and lease-back transactions. However, variations frequently occur, and it is not unusual, for
example, for the sale price to be some amount other than the depreciated
book value resulting in either a gain or a loss for tax purposes. Or there
may be addtional features in the lease permitting the lessee to renew for one
or more additional terms or to repurchase the property. Basically, however,
the sale to a financing institution and the simultaneous long-term leasing
back of the property by means of a lease giving the institution no property
management responsibilities constitute the typical sale and lease-back transaction as it has been used in recent years.
Cleveland, Ohio. He was formerly Legislative
Assistant to Senator Robert A. Taft.
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II Forces Brngng About the Post-War Lease-Back
Although the current vogue for the sale and lease-back device does not
extend back much beyond 1945, the device was not unknown before that
date. Indeed one writer on the subject cites an English case involving such a
tranaction as early as 1882.1 However, although the device was known, and
used occasionally, before the end of World War II, its greatest popularity
has occurred since the war. There are a number of reasons for this which,
when taken in conjunction with each other, indicate dearly that the sale
and lease-back was "made to order" for the economic and resultant legal
situation which existed in the immediate post-war years, and which, to
some extent, still exists.
First, and perhaps foremost, was the tremendous post-war pressure for
expansion and modernization of industrial and commercial facilities necessarily deferred during the war. Coupled with this, and increasing the
financial problem, was the general inflationary trend with sharply rising
costs of real estate and construction. Real estate financing of some sort
became essential for many businesses.
Second, was the great increase in savings during the war and the huge
accumulation of such funds by institutions, particularly life insurance companies.2 This development simultaneously (1) resulted in the more institutionalized nature of available capital which is now familiar, making traditional equity financing more difficult, and (2) produced a situation where
institutional investors were anxiously seeking satisfactory investments for
their accumulated reservoir of funds.
Third, were the high income tax rates following World War Ii, making
desirable a device which made possible a tax deduction for the equivalent of
accelerated depreciation on both land and buildings.
Fourth, was the rapidly increasing price structure which put a premium
on fast turnover and on the investment of all available funds in working
capital which could yield much greater profits than use of the same funds
for fixed assets 3
'Cary, CorporateFinancwg through the Sale and Lease-Back of Property: Busyness,
Tax, and Policy Conssderatious,62 HAItv. L REv. 1 (1948). The case is Yorkshire Ry. Wagon Co. v. Madure, 21 Ch. D. 309 (1882).
'See E. RAYMOND CORY, DIaEcr PLACEMENT O CORPORATE SECURITI
17
(1951). This entire volume points up graphically the leadership role played by
life insurance companies in the direct placement of corporate debt securities. See
also McPherson, Some Econosmta and Legal Aspects of the Purchase and Lease of
Real Estate by Life Insurance Companes, 97 U. oF PA. L. Rnv. 482 (1949).

"'Large retail firms first brought popularity to the device, and are still its most
publicized users. For them, investment in real estate meant, in the post-war boom,
loss of the potential profit to be gained from investment in inventory. Rapidly
soaring prices put a premium on fast turnover; a million dollars invested in iven-
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Fifth, was the liberalization during this period of the stringent state
statutory restrictions on investments of life insurance companies. Prior to
this period, insurance companies were not generally permitted by state law
to invest directly in real property, but the tremendous pressure for further
outlets for their huge accumulations of cash forced most states to amend
these restrictive statutes to permit investment of a limited percentage of
4
their assets in income-producing real property.
The above combination of forces has made it inevitable during the postwar period that the sale and lease-back would achieve a large measure of
popularity, particularly among businesses having a fairly large proportion
of their capital invested in fixed assets.
III

Bustnesses and Insttutons Einploysng Lease-Backs

The sale and lease-back achieved its orignal popularity during the recent
period among large retailers (e.g., Abraham & Strauss, Allied Stores, Barnberger, Bonwit Teller, Bullock's, Federated Department Stores, Filene's,
Gimbel's, Goldblatt, Lit Bros., R. H. Macy, Marshall Field, May Co., Montgomery Ward, Sears) But although it is most attractive to businesses
where a substantial part of the assets are invested in store buildings, warehouses and plants, it is by no means confined to merchandising operations.
Among the manufacturing companies which have employed lease-backs are
American Machine & Foundry, Continental Can, General Electric, General
Motors, Goodyear, International Harvester, Koppers, Liquid Carbonic, and
Remington Rand.5
Many types of property have been the subject of sale and lease-back
transactions. However, without exception, so far as is known, all "leasedback" properties have one element in common - they are peculiarly useful
to the vendor-lessee, either because of their design or location or otherwise.
The reason for this is that if any property were equally suitable the businessman lessee would normally prefer to follow the more ordinary business procedure of selling the existing property at a gain or loss and leasing a similar
equally useful property without assuming the tax risks inherent in the
lease-back device. Among the types of property whlch have been the subject of lease-backs are the following: department stores, grocery supertory could yield ten per cent several times a year, while the same amount invested
in real estate did no more than save rental payments which anyway were deductible
tax items. What was needed was cash, not fixed assets." Comment, 60 YALE UJ.
879, 883 (1951).
4E.g., OHIo GEN. CODE § 9357-2. See Wilson, ldastrmlFinancmg through OwnLease: "What-Why-How" of the Method, 17 CONTROLLER 60 (1949); Note, 34

VA. L. Rsv. 686 (1948).
'See Note, 16 U. OF CIii. L. REv. 482, 483 (1949) for a list of some of these
leasebacks and the dollar amounts involved.
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markets, single-occupancy office buildings, laboratories, automatic telephone exchanges, branch manufacturing units, manufacturers' warehouses,
retailers' warehouses and local bottling plants.
The institutional investors participating in these sale and lease-back
transactions have consisted for the most part of two groups: (1) life insurance companies, and (2) charitable institutions, particularly universities.
The significant common element possessed by these two groups is their
exemption, or virtual exemption, from the federal income tax. In the
absence of such immunity from income taxation the sale and lease-back
loses its attractiveness to the investor because under it his capital is recovered
in the form of rent which is taxable as ordinary income. A few of the more
heavily endowed colleges have another element in common with life insurance companies in that both are faced with the problem of finding investment outlets for their accumulated funds which will provide both a satisfactory return and adequate security. However, these colleges are the exception, and as is noted in Section VIII, wnfra, the ultimate source of the
funds advanced by the charitable institutions in these transactions has often
been life insurance companies which, because of the statutory restrictions in
the early stages of the current period of lease-back financing, may have been
unable themselves to enter into the lease-back transactions directly. The
significant factor here is that the sale and lease-back device is economically
feasible only if the investor is tax exempt or virtually so. Otherwise, the
necessity of paying an income tax on the full amount of the rents received
far outweighs the somewhat higher return and makes the lease-back a less
attractive investment than the conventional mortgage loan where only the
interest is taxable.
IV Advantages to the Lessee
While the brokers of the sale and lease-back device have described it as a
remedy for practically every business ailmentJ which in turn has led critics
'During the post-war period life insurance companies have enjoyed virtual tax exemption, first under the formula of Sec. 202 (b) of the Internal Revenue Code and
more recently (in 1951 and 1952) under the fixed rates of 3 /% of the first
$200,000 of their investment income and 6Y% of such income in excess of

$200,000, which were substituted for the formula in those two years. The maximum
effective tax rates on such companies each year since the war have been as follows
(assuming a uniform 52% tax rate for purposes of comparison)

5.17%
1950 1946 - 3.11%
6.50%
1951 1947 - 0.00%
6.50%
1952 1948 - 0.00%
1949 - 3.35%
Charitable institutions are exempted under Sec. 101(6) of the Code. But see
Section VIII %fra for a discussion of the effect of the Revenue Act of 1950 on this
charitable exemption.
'See Cary, Corporate Financmgthrough the Sale and Lease-Back of Property: Bustness, Tax, and Policy Consuierations,62 HARv. L. Ray. 1 (1948).
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to label it as nothing more than a passing fad, the truth is that very decided
advantages may flow to the vendor-lessee under this type of transaction
which may outweigh the concomitant disadvantages. The more important
of these advantages are the following:
1. Ability to Obtan More Cash
As contrasted with conventional mortgage borrowing on which the
mortgagor can usually raise only 3/4 to 4/5 of the value of the property at
best, the sale and lease-back transaction ordinarily enables the vendor-lessee
to obtain cash to the extent of 100% of the value. Furthermore, the vendorlessee may be better able to arrange additional future borrowing because the
rental obligation of the lease will not appear as a liability on the balance
sheet, nor will there be restrictive covenants against future borrowing as
might be the case in a mortgage loan. In periods of rising prices, the need
for more cash is often times so pressing that the lease-back seems to be the
most desirable solution, if not the only one.
2. Improvement of Credit Poss;ton
Since the lease-back achieves the two-fold result of replacing fixed
assets (land and buildings) on the balance sheet with a current asset (cash)
and of showing no liability for the rental payments due over the leasehold
period, it has been widely advertised as a method of actually improving one's
credit standing and at the same time, in effect, borrowing long-term money.8
Obviously many of the ratios would be favorably affected by the accounting
results of the lease-back. However, to what extent this favorable appearance
will be taken at face value by subsequent potential investors remains to be
seen. Furthermore, from the point of view of the vendor-lessee, if the sparkling clean new balance sheet so blinds the company's managers that they
feel they no longer have the headaches of property management or the
worries of the landowner in time of depression, they are doomed to disillusionment for all the burdens of managing the property remain theirs,
and the overhead of the rentals payments continues in good years and bad.
3. Avotdance of Exsstng Borrowing Restrictions
The potential lessee or borrower may already be encumbered with borrowing restrictions, ratio requirements of debt to working capital, or other
existing restrictions which foreclose the possibility of incurring additional
indebtedness. In such a case, the lease-back transaction is ofen the logical
solution to the need for more capital. In this connection, however, two
caveats are in order. First, the existing restrictions may also include a cove'Just how much the seeming balance sheet improvement would actually improve a
business' credit position among sophisticated investors is at least questionable. The
subject of the necessity for disclosure of the lease obligations on the lessees balance
sheet is discussed in § IX infra.
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nant not to sell "substantially all" or "a substantial part of" the borrower's
property and assets, in which case the proposed sale and lease-back must be
tested very carefully against any such covenant. Second, since the popularity of sale and lease-back transactions has made itself felt in the capital
market, some lenders have been including in their loan indentures requirements that in the event any major properties are sold the proceeds must be
used to retire the indebtedness, and that the balance sheet treatment of the
lease-back must show the rental obligation as long-term debt.9
4. Tax Dedutwn of Rental Payments
One of the most publicized advantages to the lessee of the lease-back
form of financing is the availability of a full deduction from income tax of
the rental payments as compared with a deduction of only the interest and
depreciation in the case of mortgage debt financing. This advantage, of
course, is greatest in situations where land, which is non-depreciable for
tax purposes, or fully depreciated (for tax purposes) buildings are involved
in the transaction. However, mathematically, there is some tax advantage in
almost any lease-back transaction,10 for even if there were no land involved
and the buildings were sold at their book value, the ability to take the full
deduction for the "depreciation' part of the rent within the lease term
instead of spreading it over the full life of the property would amount, in
most instances, to an accelerated amortization, which would be particularly
advantageous in periods of high tax rates. It should also be noted in considering the tax deduction advantages of the sale and lease-back that the
amount and period of the rental deductions is fixed by the terms of the lease
and can be arranged between the parties in advance, thus eliminating the
property owner's usual problem of negotiating with the Bureau of Internal
Revenue as to the proper basis of the property to be depreciated and the
proper depreciation schedule.
There is little danger in the usual lease-back of an adverse ruling on the
deduction of the full amount of the rental so long as the vendor-lessee is able
to show a business reason for using the device. A possible obstacle to obtaining the full rental deduction, however, may be presented where the
lease contained an option to renew at a nominal rent. In such a case, the
Bureau might contend successfully that the renewal option was intended
by the parties at all times to be exercised and that it would be exercised.
The conclusion would then be inescapable that the aggregate lease term, including the renewal period, should be considered as the primary term of the
lease and, therefore, part of the current rent should be capitalized as a prepayment of rent during the renewal period. However, if the rent for the
'See Note, 16 U. oF Cm. L Ruv. 482, 497 (1949).
" See Appendix sxpra.
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renewal term is reasonable or if it is to be negotiated at the tume of renewal,
there seems to be no justification for any such "respreading" of the rental."
5. Losses and Gamns
Most of the limited number of cases which have been decided on the
subject of sales and lease-backs have arisen from situations where the vendorlessee sold the property in question at a price considerably below the depreciated book value and claimed a tax loss which was some times carried
back to World War II excess profits tax years. In two cases' 2 the loss on
the sale was allowed after findings by the court that the sale was a bona
fide arm's-length business transaction, that the sale price was believed by
the parties to be fair, that there was an absolute transfer of the fee, and that
the term of the lease-back was not so long as to be the equivalent of a fee.
In Century Electric Co. v. Commissioner, s however, where the leaseback was for a term of 95 years with a right of cancellation after 25 years,
and where the only purpose of the transaction seemed to be to take a loss
which could be carried back to an excess profits tax year, a contrary result
was based upon Section 112(b) (1) of the Internal Revenue Code, providing that no gain or loss may be recognized if property is exchanged solely
for property of a like kind. It is interesting to note that the Treasury
Regulations14 implementing this Section provide as an illustration of such
an exchange a taxpayer who exchanges"
a leasehold of fee with 30 years
or more to run for real estate
" Since this is the precise converse of the
sale and lease-back situation (if the lease period is 30 years or longer), most
attorneys recommend shorter lease periods, especially where any loss is to
be daimed.
Other more recent cases where losses on the sale have been disallowed
by the courts have all concerned situations where there was some family or
corporate control relationship between the parties to the transaction. 15
It should be noted at this point that in some cases it might be advantageous tax-wise to sell the property to be leased back at a price n excess
z' See Cary, The Sale and Lease-Back of Corporate Property- A Tax Problem, 27
TAXES 225 (1949)

'May Department Stores Co., 16 T.C. 547 (1951); Standard Envelope Mfg. Co.,
15 T.C. 41 (1950)
15 T.C. 581 (1950) aff'd 192 F.2d 155 (8th Cir. 1951)
See Cary, Current
Problems n Sale, or Gift, and Lease-Back Transactions, 29 TAxES 662 (1951);
Note, 46 ILL. L. REv. 130 (1951).
' U.S. Treas. Regs. 111, § 29.112(b) (1)-1.
'Shaffer Terminals, Inc. v. Commissioner, 194 F.2d 539 (9th Cir. 1952) (lessee
partnership was composed of the sole stockholders of the corporate lessor); White
v. Fitzpatrick, 193 F.2d 398 (2d Cir. 1951) (lessor was wife of lessee); W.H.
Armston Co. v. Commissioner, 188 F.2d 531 (5th Cir. 1951) (lessor was majority
stockholder of lessee).
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of its basis so that the vendor could, by taking the 100% tax deduction on
future rent payments, gun more over-all to the extent of the difference between the future corporate tax rate and the 26% capital gains tax paid immediately. Whether this would be profitable, of course, would depend
upon the future tax rate on corporate income and upon the present discounted value of the future rental deductions.
6. Marketability of Lease
In some situations, the owner of real property expecting to dispose of it
at a future date may find that the local market for the long-term business
leaseholds is more favorable than the market for the real estate itself. Where
such a situation coincides with a need for financing, the owner might find
the lease-back device of great advantage. However, in such a case it would
be necessary to specify dearly in the lease agreement the precise terms under
which the lease could be assigned by the lessee in the future without any
residual liability.
7

Improved Situatton %nCase of Default or Bankruptcy

A final advantage to the lessee of the sale and lease-back device over the
mortgage loan is the position he occupies in case of default or bankruptcy.
In the event of default on a rent payment there can be no acceleration of
the remaining future rental payments as there generally is of the unpaid
principal balance in the case of a default on a loan payment. Likewise, in
case of bankruptcy or reorganization, the lessee has an opportumty to reduce
the rent commitment or escape the lease altogether, which would usually
be more difficult in the case of a secured loan. If the trustee in bankruptcy
does not disaffirm the lease, the bankrupts estate would be liable for rents
for only one year, or, in the case of a Chapter X reorganization, three years.
V

Advantages to the Instztutional Lessor

1. Safe Investment
It seems dear that the institutional investors providing funds under the
sale and lease-back device rely for security both upon the general credit of
the lessee and upon the value of the property to which they already have
obtained the title in fee16 That the investor would not be willing to rely
solely upon the property for security, as in the ordinary mortgage loan, is
evident since the lease-back investment is for the full value of the property
instead of only a part of the value. In each individual situation the degree of
reliance upon one or the other of these two elements of security will, of
:See Cannon,

Danger Signals to Accountants n "Net-Lease" Financng, 85 J. OF
ACCOUNTANcY 312, 313 (1948); Note, 16 U. OF Cir. L REv. 482, 489 (1949).
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course, vary. However, between the two, the investor's security should be
very sound unless the investor purchases the property for a price greatly in
excess of its value in reliance solely on the vendor's general credit.
2. Higher Interest Rate
It seems well established in the published material on the subject that the
"interest" portion of the rental under a lease-back is anywhere from Y8 % to
1% higher than the comparable interest rate on a mortgage loan. In view
of the lessor's greater security, and the fact that the lessor already has the
title in fee with no need to go through foreclosure proceedings, this higher
interest rate should be indeed attractive.
The two principal reasons for the higher interest rate seem to be (1)
the fact that the lease-back produces a larger cash investment based upon
the same property and (2) the "supply-and-demand" fact that the volume
of available investment funds for lease-back financing is far smaller than
the volume available for mortgage loan financing (partly because of statutory limitations and partly because of the comparative novelty of the leaseback device). A further reason, it should be noted, arises from the situation
of those charitable institutions which borrow much of the money required to
purchase the property from life insurance companies at the standard mortgage rate of interest and are thus forced to charge more "interest" in the
rental, since their only profit comes from the spread between the rate they
pay and the rate they receive. This reason is of less importance since the
passage of the Revenue Act of 1950, discussed below. However, it helped
create an interest rate relationship which has continued on beyond this
reason for its creation.
3. Relatwsey Large Investment Units
Since the sale and lease-back method of financing is usually not worthwhile for a corporation unless the amount of the real property involved is
quite substantial, the result has been that investors in this type of financing
have had little difficulty in acquiring relatively large investment umts compared to the size of the properties on which they might make mortgage
loans.
VI

Dzsadvantages from Viewpont of Lessee

As has been suggested, the sale and lease-back device as a method of
raising business capital is not without its disadvantages. Whether the
advantages outweigh the disadvantages is a question which must be carefully
considered by those responsible for the business' well-being after weighing
all the facts. However, it may be helpful to outline the principal disadvantages as a guide. These are as follows:
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1.

Loss of Title to Real Estate
The mere loss of tide to the property involved is, of course, not the important point here. It is the loss of the residual value of the property plus
any possible increment in that value during the lease period. The importance of this disadvantage will depend upon the condition and probable remaining life of the property at the time of the sale as compared with the
length of the lease. Usually the disadvantage would be most serious in the
case of a new building constructed by the vendor-lessee with a life of perhaps
fifty years or more leased back over a shorter term. Since this type of property is not infrequently the subject of the sale and lease-back device, the
disadvantage of losing this value is one which should be weighed most carefully. In addition, the probable long-term trend of real estate values for
property of the type in question in the locality should be very carefully considered before disposing of tide at the present value.
2. Higher Rate of Interest
Although strictly speaking there is no interest, as such, in the rental
payments under the lease-back, the rent is compted in such a way as to
amortize the sale price over the lease term, or some lesser period, and to
provide an additional return on the money invested. This latter return,
which is comparable to interest, is generally W8%to 1% higher than the
interest rate on similar mortgage loans.
3. Less Freedom of Actton Respectng Property
It might appear on the surface that the freedom of a lessee of property is
greater than that of an owner. However, in the case of a typical long-term
Ilease-back the reverse is true. Not only does the lessee have all the usual
property management problems, but in addition it has the long-term obligation of a leasehold which often is not easily transferred. The mobility of an
owner who may sell his property at will is lost. If the lessee can find a
purchaser of the lease-hold, the sale is generally subject to approval of the
lessor who, relying on the lessee's general credit, may refuse to approve any
transfer unless the transferee's credit standing is better than, or at least as
good as, that of the original lessee, or unless the original lessee will remain
secondarily liable for the rental payments.
With changing circumstances, a long-term lease-back can readily become
a serious burden to the lessee. As has been pointed out by a writer in this
field, "it is probably not too bold to predict that heavy fixed rentals assumed
.by concerns under lease agreements today will contribute to insolvency as
inexorably as obligations actually appearing on the right-hand side of the
17
balance sheet."
7

Cauy, Corporate Financng through the Sale and Lease-Back of Property:Busyness,
Tax, and Policy Considerattons, 62 HARv. L REv. 1, 26 (1948).
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Disadvantages from Instituaton's Viewpoint

From the point of view of the financing institution, too, there are disadvantages to the lease-back method of financing. For the most part these
are not so fundamental as the disadvantages to the lessee, but they nonetheless are serious enough to warrant any financing institution which con.templates such a transaction considering carefully the entire surrounding
circumstances. Briefly stated, the following disadvantages must be recogruzed:
1.

Lessee May Spread Itself Too Thin

The immediate advantages of the lease-back transaction may appear so
attractive to the lessee that, although its imtial credit position is excellent,
by engaging in additional similar sales and lease-backs (which theoretically
it could continue to do indefinitely), it may spread itself so thin that the
sheer weight of its rental obligations may bring about serious financial
consequences.
Z

Dependence Upon Lessee's Management

Since the general credit standing of the lessee is one of the main elements upon which the institution must rely for its security, much depends
upon the effectiveness of lessee's management. This, of course, is a problem present also in some other types of financing, and the solution lies in
the effective appraisal by the institution of the management of a prospective
vendor-lessee.
3. Limited Rights in Case of Lessees Insolvency
Under the lease-back type of financing, the institution has in one sense
a better position and in another sense a more limited position than the
mortgage lender in the event of insolvency. On the one hand, the institution already has title to the property constituting part of its security and
thus no problem of foreclosure. On the other hand, however, it cannot accelerate the remaining rental payments and, as stated above, has only limited
rights to further rentals in case of bankruptcy or reorganization under
Chapter X
4. Institution'sIncome Tax Burden May Be Increased
As will be discussed more fully in Section VIII, mifra, Congress has
looked with some skepticism upon the part tax exemption plays in the sale
and lease-back transaction. This skepticism has already been translated
into legislative action affecting the tax exempt status of lease-back income
of charities under certain circumstances, and there is always a possibility
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that legislation further increasing the tax liability for such income may be
forthcomingP8
VI

Taxaton of Rents Recemed by ChartableInstitutions

Although charitable institutions, particularly universities, have engaged
to some considerable extent in sale and lease-back transactions, they have
often borrowed the greater part of the funds necessary to do so. The outstanding example of this was the Allied Stores lease-back in which Allied
sold to a wholly-owned subsidiary of Union College extensive real property
in six cities for $16,150,000 and leased the property back for a term of thirty
years with an option to renew for thirty additional years. Substantially the
entire purchase price was obtained by Union's subsidiary through a $16,000,000 mortagage loan from two insurance companies. Many other
examples of similarly financed lease-backs are known and it is this type of
situation, where the charitable institution contributes nothing to the
transaction but its tax exemption, which has been the first subject of Congressional action in this field.
The Revenue Act of 1950 added Sections 421-424 to the Code, imposing a tax upon the "unrelated business net income" in excess of $1,000 of
charitable organizations except churches. Included in "unrelated business
net income" is income from so-called "Supplement U leases," which are
leases (or lease-backs) of real property for a term (including renewal options) of more than five years, provided that the lease is not entered into for
a purpose substantially related to the organizaton's tax exempt functions
and provided further that the organization incurred "Supplement U lease
indebtedness" in connection with the property leased. 9 "Supplement U
lease indebtedness" is defined in Section 423 (b) to mean the unpaid amount
of any indebtedness assumed by the lessor because of the acquisition or improvement of the property, whether such indebtedness was incurred before,
at the rume of, or after the date of acquisition or unprovement. Since it is
the indebtedness, rather than the form of the transaction which Congress
considered important, the amount of the tax is based only upon the proportion of the rent which corresponds to the proportion the unpaid indebtedness bears to the adjusted basis of the property at the end of the year. Thus,
for example, in the Allied Stores-Union College lease-back, described
above, the tax initially would be based upon 1600/1615ths of the amount

'This subject and the related question of income received by private charities from
other business sources is discussed by F.C. Latcham in Prvate Charitable Poindations: Some Tax and Policy Implications, 98 U. oF PA. L. REV. 617 (1950); See
also Tannebaun, Sale of a Business to a Chariy, 28 TAXES 723 (1950)
"INT. REv. CODE

§ 423.
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of rent received. 20 Deductions by the charity for any taxes and other expenses it may have in connection with the lease-back are allowed on the
same pro rata basis.2"
No statistics are available upon which to base a conclusive assertion as
to the general effect of the 1950 Act upon the use of the sale and lease-back
as a financing device for business. However, from personal experience the
author can state reliably that the limited purpose of the Act has been
achieved in that charitable institutions are no longer using borrowed funds
for sale and lease-back investments. However, the withdrawal of these
funds from the amount available has apparently been offset by the somewhat
greater direct participation of life insurance companies in the field, and as
a result there has been no general withdrawal from this field of investment
as a result of the 1950 legislation.
The approach taken by Congress in the 1950 Act was not directed
against the lease-back device itself nor against the vendor-lessee, but merely
against the borrowing charitable institution which seemed to be trading on
its tax exemption. As the Senate Finance Committee was careful to point
out in its report on the bill which later became the Revenue Act of 1950:
The bill deals only with tax consequences to be imposed on the lessor
organization, and, of course, no implication is to be drawn from this
limited treatment of the problem as to the tax consequences of such arrangements under existing law to the vendors and lessees of the property.
That is a separate problem, not dealt with here, and the application of
existing law to the vendors and lessees is not changed by the bill.'
Whether the existing law will be changed in this respect by subsequent
Congressional action remains to be seen, but in any event, it appears that
the Committee did regard the proper tax treatment of the lessee as a "prob-

lem."
IX

Accounting Treatment of Lease-Backs

One of the principal advantages to the vendor-lessee of the lease-back
transaction is the beneficial effect of this type of financing on its balance
sheet and the subsequent improvement of its credit position. This result
has seemed so anomalous to both accountants and lawyers that much has
been written concerning the problem of adequate disclosure of the lease22
back transaction and of the resultant obligations for the lessee.
"Comment, 60 YALE L.J. 851 (1951). As a result of this tax situation, Umon
College's subsidiary has been forced to sell the Allied Stores property.
For an excellent discussion of the effect of the Revenue Act of 1950 on sale and
lease-back transactions see Latcham, Charitable Organizationsand FederalTaxation,
3 WEsT. REs. L. Rnv. 99, 111 (1951); Note, 60 YALE L.J. 879 (1951).
SEN. RPP. No. 2375, 81st Cong., 2d Sess. (1950).

22

'Blough, Current Accounting Problems-Long term Leases, 86 J. OF AcCOUNTANCY 247 (1948); Cannon, Danger Signals to Accountants in "Net Lease" Pinanc-
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Before considering the proposed accounting treatment of lease-back
transactions, the present advantages of the device on financial statements
must be clearly understood. It has already been mentioned that the substitution of a current asset, cash, for a fixed asset, land and buildings, is one of the
primary beneficial changes on the balance sheet. Another major advantage is
the absence of any liability account showing the lessee's long-term lease obligation, despite the fact that to a great extent the credit behind the transaction
is that of the lessee. Still another accounting advantage, this time in the
profit and loss statement, is that the rent expense is normally buried in operating expenses ahead of interest. Needless to say, numerous financial ratios
are improved by these accounting results.
Three possible approaches toward adequate disclosure of these abnormal transactions have been noted. The first, and most extreme is to reflect
the leasehold as a fixed asset subject to amortization and the rent obligation
as a liability. The second is to reflect the rent obligation as a liability with
an equal offsetting debit on the liability side, representing the value of the
property. The third, and most frequently proposed, approach is to footnote
the transaction in more or less detail. It would seem that this latter procedure, at least, is necessary for full disclosure and it would further seem
that continued footnoting of the remaimng obligation in the subsequent
years of the lease should also be required. The American Institute of Accountants, in Accounting Research Bulletin No. 38, has come to the conclusion that when rentals or other obligations under long-term leases are
material:
(a) disclosure should be made in financial statements or in notes thereto
of (1) the amounts of annual rentals to be paid under such leases
with some indication of the periods for which they are payable, and

(2) any other important obligation assumed or guarantee made in
connection therewith;
(b) the above informaton should be given not only in the year in which

the tansaction originates but also as long thereafter as the amounts
involved are material; and

(c) in addition, in the year in which the transaction originates, there
should be disclosure of the principal details of any important saleand-lease transaction.'

Before concluding this paragraph on the accounting aspects of leasebacks, it should be noted that not all the effects on the financial statements
ng, 85 J. OF ACCOUNTANCY 312 (1948); Harrod, Industrzal Financng through
Own-Lease-Effect upon the CorporatePicture, 17 CONTROLLER 61 (1949); Kircher,
Long Term Leases and the Balance Sheet, 16 CONTROLLER 388 (1948); Myers,
Presentationof Long-Term Lease Labilities i the Balance Sheet, 23 THE AccoUNTn G REVWEW 289 (1948); Note, 16 U. oF Cm. L. REV. 482 (1949).
2488 J. ACcOUNTANCY 388 (1949). Cf. SEc. Reg. S-X, Rule 12-16, note 5.
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are beneficial. In at least two respects the lease-back form of financing is
less beneficial accounting-wise than in the case of a mortgage loan. First,
the charges to the profit and loss statement under the lease-back are greater
because of ( 1) the higher "interest" rate and (2) the fact that the amortization is greater since there is no depreciation for land. Second, the lease-back
presents a greater annual drain on working capital than the mortgage loan
because of the non-cash nature of depreciation.
X PrinctpalLease Prowssons
1.

Rest
As has been stated above, the rental in a lease-back transaction is bargained for between the parties and is not generally determined with reference to standard rentals of similar properties in the vicinity. It consists of
two elements: the amortization of the purchase price of the property, and
the return or "interest" on the investment. The rent may decline annually,
may step down every so-many years, or may remain constant during the
primary lease term. Ordinarily if there is a renewal option, the rent for the
renewal period is fixed at a lower figure than for the primary term or is left
for negotiation at the time of renewal.
2. Term
The usual primary term for the lease is from 20 to 30 years. The Century Electrtc Co. case is ample evidence of the danger of a primary term of
30 years or more, particularly if a gain or loss is involved.
3. Renewal Opttons
Options to renew for one or more additional periods at a reduced rental
are common features of lease-backs. The lessee should be careful, however,
to make sure that the rent for the renewal term or terms is not so nominal
as to invite the Bureau to "respread" the rent over the entire lease period including the option periods.
4. Repurchase Opttons
One or more options (or a continuing option) on the part of the lessee
to repurchase the property at set times and prices may be included. However, such provisions are not looked on with favor by most attorneys, especially if the repurchase price is low, not only because the Bureau might disregard the entire sale and treat it as a loan for tax purposes, but also because
such an option may becloud the transaction from the title point of view,
leaving the strings of ownership insufficiently cut. Such seems to be the
25
view of the Supreme Court in the one lease-back case which it has decided,
zHelvering v. F.R. Lazarus & Co., 308 U.S. 252, 60 Sup. Ct. 209 (1939)
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although the facts in that case were extreme (a 99-year lease with option
to repurchase).
28
A contrary result, however, was reached in R. H. Macy Co. V. Bates
involving a lease-back of a store building for 25 years with two renewal
periods aggregating 35 years and repurchase options at the end of the primary term and each renewal period. In upholding the transaction as a sale
and lease-back, and hence not subject to the mortgage recording tax, the
court pointed out that the repurchase right was available to the lessee on
only three dates, the earliest of which was not for 25 years. Apparently the
repurchase option does not per se turn the transaction into a mortgage loan.
However, it is equally apparent that it should only be used with judicious
restraint. Permissible uses might be where it is not available for many
years as in the Macy case or where it is provided to meet specific legitimate
landlord-tenant problems such as substantial destruction of improved premises late in the term.
5. Rejectable Offer
In order to avoid the objections to the direct repurchase option, the socalled rejectable offer has been used in some lease-backs. The rejectable
offer is simply a provision permitting the lessee to request cancellation of
the lease if at the same time it agrees to repurchase the property at the
lessor's remaining unamortized investment plus a premium. The lessor
may accept or reject the repurchase offer. Alternatively the rejectable offer
may be made available to the lessee only at specified times and prices. A
typical example of such a rejectable offer clause is set forth below.2 7 Since
the rejectable offer does not give the lessee the absolute right to repurchase,
it is less subject to criticism than the straight repurchase option.
6. "Net"Lease Provmsons
The customary lease will also contain a series of provisions requiring the
lessee to pay all real estate taxes and assessments and to pay for fire and exN.Y.S.2d 143 (3d Dep't 1952).
="Lessee shall have the right, at least sixty (60) days before the end of each lease
year during the period from the tenth (10th) to the twentieth (20th) year inclusive, to offer in writing to purchase the leased premises from the Lessor at the end of
such lease year at the applicable price set forth in Schedule "A" hereto attached, and
"a280 App. Div. 292, 114

hereby made a part hereof.

"If the Lessor fails within thirty (30) days after receipt from Lessee of its offer
to purchase the leased premses, to notify Lessee in writing of Lessor's acceptance of
the offer, then Lessee shall have the right, on written nonce to Lessor given fifteen

(15) days or more prior to the end of said lease year, to terminate this lease either
as of the end of such lease year or as of the end of any month of the succeeding lease
year as specified in the termination notice.
"The fact that Lessee has made an offer to purchase in one or more years without
terminating the lease of non-acceptance of such offer, will not preclude Lessee's

right to make offers to purchase in any one or more of the subsequent years above
specified, and to terminate the lease in case of non-acceptance of such offers."
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tended coverage insurance, public liability insurance, all repairs, improvements, alterations and additions and all utility expenses, including water. In
addition there may be a broad hold-harmless clause in favor of the owner.
7 Other Provsions
In addition to the foregoing, most leases in the sale and lease-back transaction will also contain provisions establishing the rights of the parties in
case of seizure under eminent domain; providing for continuance of lessee's
primary responsibility for rent after default and release; providing for use
of insurance moneys for restoration of damaged premises; providing security
against loss to the lessor in case of building alterations by lessee; and requiring lessee to conform with present and future requirements of public authorities. Additional provisions may also be included.
XI Conclustons
From the above consideration of the sale and lease-back as a device for
financing business, the following conclusions may be drawn.
This type of transaction has filled, or helped to fill, important economic
and financial needs during the post-war period. In particular, it has been
instrumental in providing business during this difficult inflationary period
of reconversion with a source of funds not otherwise available, and it has
also provided a new investment medium for the accumulated cash reserves
of certain institutional investors. As the acute post-war needs of business
for cash dimimsh and as institutional investors' reserves become more fully
invested, the popularity of the sale and lease-back form of financing will
probably diminish likewise, for it is already recognized that the device cannot do the inpossible notwithstanding early claims to the contrary.
The lease-back device has been abused in some respects -notably by
some charities trading on their tax exempt status, by some accountants who
have not adhered to the highest standards of their profession, and by the
use of the device by business to record deductible losses which could be
carried back against income in high tax years. These abuses have to some
extent been corrected. Those charities which borrowed funds to engage in
sales and lease-backs are now deprived of their tax-exempt status to the extent of the borrowing under the Revenue Act of 1950; the accounting profession, through its own procedure of self-regulation, has published approved accounting procedures for disclosing the effects of sale and lease-back
transactions; and the Bureau of Internal Revenue and the courts have carefully scrutinized the cases of those taxpayers who have seemingly employed
the device for effecting a tax loss in a high tax year.
The lease-back as a financing device is not all things to all men, but it
does possess certain advantages to both the lessee and the lessor, as has been
discussed above; and these advantages make it peculiarly useful to some
businesses under the proper circumstances. Summing up, it seems clear
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that the sale and lease-back has, and probably will continue to have, a
legitimate place among the many methods of providing capital for business,
without, however, replacing or overshadowing more traditional financing
means.
APPENDix

An Example of the Advantage of Lease-Back Financing
over Debt Financing
Table I (Debt Financing)
Borrowing $1,000,000, at 3 % interest for 25 years repayable in equal
annual installments of $40,000 each and assuming depreciation of $27,000
per year (3% on $900,000 of buildings, the other $100,000 assumed to be
land) and a tax rate of 52%:
Outlay
After 25 years

Principal Repayment
Interest
Depreciation ($675,000)

Before Taxes

Tax Savng

Net Outlay

$1,000,000
467,000
-0-

-0-$242,840
351,000

$1,000,000
224,160
(351,000)

$1,467,000

$593,840

$ 873,160

Table II (Lease-Back)
A sale and lease-back of 6 % (or $65,000) annual rental for a period of
25 years, assuming a tax rate of 52%.
Outlay
After 25 years

Before Taxes

Tax Sawng

Net Outlay

Rental
$1,625,000
$845,000
$ 780,000
From the above tables the net advantage of the lease-back method of financing is seen to be $873,160 less $780,000, or $93,160.

