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This article provides a brief description of synthetic leases, their history, financial ac-
counting changes, and some advantages/disadvantages of this specialized type of lease.

A synthetic lease is a financing technique
structured to be an operating lease for the les-
see’s financial accounting purposes and a
financing for U.S. federal tax purposes. Syn-
thetic leases are most often used in acquisi-
tion or construction facilities for company
headquarters or other real estate projects,
corporate aircraft and large equipment, but the
technique has wide application. They provide
a method to finance the full cost of construc-
tion or acquisition at competitive rates without
requesting funds from a corporate credit facil-
ity while permitting the lessee depreciation
deductions.

Although this financing technique’s popular-
ity dipped years ago, we’ve experienced
increasing synthetic leasing engagements and
requests to assist with evaluating and imple-
menting synthetic leasing as a new product
offering. These developments are occurring
even in the face of new financial accounting
changes that affect the lessee’s balance sheet
treatment of leases, including synthetic leases.
This article provides a brief description of
synthetic leases, their history, financial ac-
counting changes, and some advantages/
disadvantages of this specialized type of
lease.
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The Structure

Traditional operating leases treat the lessor
as the owner for both financial accounting and
U.S. federal tax purposes, while a synthetic
lease bifurcates the typical accounting and tax
treatment. Unlike most operating leases where
the lessor is treated as the tax owner for U.S.
federal income tax purposes, in a synthetic
lease, the lessee is treated as the owner, and
therefore is entitled to depreciation deductions
with respect to the property. Similarly, the les-
see is also typically able to deduct the interest
portion of the lease payments as interest
expense for U.S. federal tax purposes.

The lessor is usually a bank or large finance
company due to financial accounting changes
that occurred in 2003. The lessor is also the
borrower under a loan facility that provides
financing for 75 percent or more of the cost of
the leased asset from banks or other finance
companies. Lease payments by the lessee are

sufficient to service the debt as well as the
lessor’s investment and generally include little
or no amortization during the lease term. In a
bankruptcy, a synthetic lease is treated as a
secured loan from the lessor to the lessee.

End of Term Options

Synthetic leases are triple net leases (i.e.,
all expenses of operating the property are
borne by the lessee) and at the end of the
lease term, the lessee typically has the option
to extend the lease term, return the property
or purchase the property. If the lessee elects
to return the property, then the lessor will mar-
ket the property for sale to a third party;
however, the lessee may be required to make
a potentially substantial lease termination pay-
ment if the sale price is less than an agreed
upon threshold. Such lease termination pay-
ments can be up to 65–80 percent of the initial
cost of the property if the net sales proceeds
are lower than expected. The lessor also bears
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some asset risk because the lessee is not
required to pay the full amount of the property
cost if the property is returned. Because the
lessee often relies on the property and the
lease termination payment can be substantial,
the lessee usually extends the lease term or
purchases the property. Of course, the lessee
could opt to resell the property thereafter.

A Brief History

Synthetic leases were very popular with
companies growing quickly that did not want
to tie up capital in large asset acquisitions.
Certain financial ratios, such as return on as-
sets, were enhanced because the assets
subject to a synthetic lease were not included
on the lessee’s balance sheet. This off bal-
ance sheet treatment became an issue in the
press and became the target of public scrutiny.
Around 2001, there were many articles about
complex corporate off balance sheet finance
and guaranty structures that obfuscated the
capital structure; the criticism of off balance
sheet structures expanded to include articles
criticizing companies for synthetic leases.
When off balance sheet structures became
the target of negative press, interest in syn-
thetic leases declined significantly as compa-
nies shied away from these structures.

In addition to the negative press, in 2003,
the Financial Accounting Standards Board
implemented new guidance in FIN 46 Consoli-
dation of Variable Interest Entities that dis-
rupted the predominant structure of synthetic
leases by significantly restricting the use of a
special purpose entity with a single asset as
the lessor. Essentially, FIN 46 provided that if
the lessee is the primary beneficiary of a vari-
able interest entity, such as a single-asset les-
sor, then the lessor entity must be consolidated

by the lessee on its financial statements
destroying the off balance sheet benefits of a
synthetic lease. In response, financial institu-
tions began providing multi-asset entities to
serve as the lessor in most synthetic leases.

Off Balance Sheet Treatment—Then
and Now

Unlike assets and liabilities in a loan trans-
action or a capital lease, operating lease (and
synthetic lease) assets and liabilities do not
appear on the lessee’s balance sheet, al-
though the payments flow through the income
and cash flow statements. This off balance
sheet treatment was appealing to companies
in the past, even after agents and lenders in
credit facilities revised their financial covenant
calculations to expressly include synthetic
leases as indebtedness.

Ironically, the end of what was once consid-
ered a benefit of synthetic leasing — the off
balance sheet treatment by the lessee — may
be sparking renewed interest in the product.
Like other operating leases, synthetic leases
are required to be included on the lessee’s
balance sheet pursuant to ASC 842 (which
commenced with fiscal years commencing af-
ter December 15, 2018 for most public compa-
nies and will commence the following year for
private companies). With this change to the off
balance sheet treatment for operating leases,
ASC 842 requires the lessee to record a
“Right-of-Use asset” on the balance sheet as
well as a lease liability. This will eliminate one
of the criticisms of synthetic leases and one
benefit, but there are a number of other
benefits that continue to make synthetic leases
appealing.
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Advantages and Disadvantages

Synthetic leases can provide very efficient
financing. In a synthetic lease, the lessee is
able to select the asset and may be able to
make custom improvements or construct the
facility to its specifications, subject to certain
accounting limitations, and receive financing
for the full cost of the asset — not just 70
percent or 80 percent of the cost. The financ-
ing rates for most facilities are competitive with
the lessee’s borrowing rate on its general
working capital facility. In many cases the les-
see’s existing credit facility will not need to be
amended since a synthetic lease facility is
often permitted by the lessee’s corporate credit
facility, but these facilities will almost always
include the synthetic lease as indebtedness in
the calculation of financial covenants. As
mentioned previously, the lessee is typically
able to depreciate the asset for federal income
tax purposes and has the ability to purchase
the property at the end of the lease term for
an agreed upon amount, which permits the
lessee to realize any appreciation on the
property. During the lease term, there is
minimal amortization, which lowers the les-
see’s lease payments. As a result, the lessee
must have strong credit quality to qualify for a
synthetic lease. This is also a complex prod-
uct, which means it is more expensive to put
in place and to avoid consolidation onto the
lessee’s balance sheet, a substantive lessor is
typically needed, which further limits the par-
ties willing to serve in this capacity. As men-
tioned briefly above, there are also accounting
changes in ASC 842 that impact synthetic
leases. First, pursuant to ASC 842, there will
be a Right-of-Use asset on the lessee’s bal-
ance sheet and a lease liability. The lease li-
ability will be discounted to present value for

reporting purposes. The lessee accounting
rules for determining whether a lease is an
operating lease or a capital lease (now finance
lease) will be subject to additional interpreta-
tion since the bright-line tests with percent-
ages will become guidelines. To allay concerns
from these changes, at least one of the Big 4
accounting firms has confirmed in their litera-
ture that they will not object to the use of the
bright-line tests from ASC 840 to make this
determination under the new lease standards
of ASC 842, but as in the past, this does not
necessarily mean a lessee will have operating
lease treatment by not tripping a criterion.

The 2017 Tax Cuts and Jobs Act changed a
number of key leasing/financing related
provisions. The most significant in this context
should be the introduction of 100 percent
expensing for qualified tangible property with
a recovery period of 20 years or less. This cur-
rent year expensing applies to property placed
in service after September 27, 2017 and
before January 1, 2023, and for phased-down
amounts (20 percent annual reduction of the
percentage) generally through 2026. The
recovery period for real estate assets exceeds
20 years and thus real estate assets do not
qualify for expensing, but other associated
tangible personal property may qualify. This
100 percent expensing opportunity may spur
some taxpayers to seek synthetic lease treat-
ment for qualifying assets so that, as the tax
owner, the lessee may claim the full expensing.
This benefit needs to be balanced against an-
other new provision that limits the deduction
for “business interest” for any taxable year to
the sum of the taxpayer’s “business interest
income” and 30 percent of the taxpayer’s
“adjusted taxable income” for the taxable year.
In general, adjusted taxable income is defined
as EBITDA before 2022 and EBIT thereafter.
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Of particular interest to real estate synthetic
lease participants, the lessee may own the
real property or lease it through a ground lease
and construct improvements on the real
property. While there is a deadline for comple-
tion or substantial completion of construction,
typically there are not interim construction
milestones with draw limits during the con-
struction period, which can remove substantial
limitations and compliance burdens from the
lessee in its role as construction agent.

CONCLUSIONS

While synthetic leasing will not be as com-
mon as many other types of lease facilities, it
does provide a good alternative for companies
that are interested in a method to keep lease
payments low during the lease term, depreci-
ate the property for U.S. federal tax purposes
and have the ability to acquire the property.
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