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The Beginnings of a RE Rebound
As institutional capital creeps back into real estate, opportunity abounds
NICO BOLZAN and KATIE BARTHMAIER
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covering shortfalls have real estate operators
making new friends with investment banks.
Even traditional mortgage brokers fall short in
their ability to complete the capital stack.
What many operators are discovering as
they learn the ropes of institutional limited
partner capital is that they are not only hungry
for one-off deals, but are increasingly looking
to form larger joint ventures with experienced
real estate firms that weathered the recession
and can demonstrate relatively positive performance through the cycle. Middle-market investment banks stand to reap the benefits of more
newcomers to the equity market seeking institutional capital for the first time. Moreover, as
that capital chases yield further down the risk
spectrum and into the secondary and tertiary
markets ignored by large REITs, opportunities
abound for investment banks with solid connections to smaller real estate clients.
Perhaps an even larger opportunity for middle-market investment banks lies in the role that
real estate plays in unlocking value in traditional
corporate M&A transactions.
Asset-based borrowing has long been a
prevalent form of financing for private equity
firms and management groups looking to acquire companies with significant corporate real
estate holdings.
Although until recently the volume of new
acquisitions had dropped precipitously due to
the limited availability of capital sources in the
prevailing credit environment, asset-based financing is again emerging as a viable source of
funding for companies with strong management
and solid business strategies.
The long term sale-leaseback is a form of asset based financing that allows companies to access the value embedded in corporate real estate
and convert it to a liquid source of capital that
can be used to fund new acquisitions, retire existing debt, fund operating costs, support expansion strategies or some combination of all four.
The basic premise of the sale-leaseback is that
a corporation sells its real estate to an investor
who then leases the property back to the com-

pany on a long term basis. The transaction allows
the company to access the value of the real estate asset while retaining control of the property.
One way that value can be unlocked in the
context of middle-market M&A transactions is
through the sale-leaseback of real estate assets of the acquiring or target company or both.
Sale-leaseback investors who have proven to be
a “constant source” of capital in good times and
bad are those who evaluate new investments
in terms of their ability to generate consistent
income over the longer term. Traditionally these
investors look for critical assets owned by companies that are well positioned in their industry
and have a long term business and growth strategy that will enable them to “pay the rent” well
into the future. The best investors in this sector
are those who are credit oriented and have the
ability to look at a company and its pro forma
financials in the framework of its post merger
structure.
Although the sale-leaseback may seem
like a simple concept, a company that “sells”
a key operating facility to an investor needs to
know that the investor is capable of closing the
transaction on a timely basis. In addition the
company needs to assess the investor’s ability
to structure a transaction within sale-leaseback
contractual parameters while addressing the
specific operating and financial requirements of
the company. The investor must also have the
financial expertise to determine independently
that the company’s operations will support the
rental obligations to the investor owner and
also generate a profit for the company.
A critical question from the company’s standpoint is “What is the source of investor capital
that is funding current sale-leaseback transactions?”
The answer: Some is provided institutionally
through private sale-leaseback funds and some
is provided by individual retail investors who
invest in REITs committed to a sale-leaseback
investment strategy.
Whereas the institutional funds tend to
be less focused on generating current income

for their investors, retail investors are primarily seeking a steady current income stream and
preservation of capital over the longer term. The
ideal sale-leaseback partner is one who manages funds on behalf of retail investors but brings
institutional expertise to the investing process.
The purchasing fund or REIT should have secure long term capital commitments. It should
also be structured so that a failure or default
with respect to any individual portfolio property
does not impair the overall financial strength of
the investor. Consequently the size and diversity
of the investor’s portfolio as well as the financial structure of individual investments held by
the investor should be understood. Portfolio diversity should include diversity with respect to
geography, industry and tenant. Given that the
purchasing entity in a sale-leaseback transaction is in essence becoming a long term financial
partner of the company as well as its landlord,
the purchaser’s investment history, reputation
and depth of asset management need to be understood as well.
The middle market is critical to the health of
the U.S. economy and a consistent trend is that
its ownership structure is shifting. It is estimated that private equity owns 48% of midmarket
businesses, by valuation compared to just 23%
in 1997.
While the availability of financing has certainly improved from its low point of a few years
ago, many traditional lenders remain cautious
and lending criteria and conditions for acquisitions involving lesser credits remain stringent.
When it comes to developing a capital structure for a proposed middle-market M&A transaction, purchasers of companies with substantial
real estate assets may well find that sale-leaseback financing is able to fill the financing gap in
lieu of more traditional sources.
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