
Wayne Hyatt has very generously given
me the opportunity, as ACREL President for the
coming year, to write this last President’s letter
of 2004 in order to tell you about our plans for
2005. One of Wayne’s many initiatives this year
was to convene a task group on New Ideas and
Best Practices, led by Jay Epstien. Jay’s task
group, in turn, met with over 10% of the
College’s membership, including inactive
members. We have listened carefully to the
results of those sessions and found guidance for
our efforts in the coming years. In some cases,
it’s merely a matter of publicizing better the
things that we are already doing. But in others,
the cumulative weight of members’ comments
and suggestions has led us to the conclusion
that we should take a fresh look at some of our
activities.

One such area is member selection—
both the process of selecting new members and
the criteria applied. I’ve asked Joe Fries, our
immediate past member selection committee
chair, to head up a task group in 2005 that will
take a fresh look at the whole subject of
member selection. Are our criteria appropriate
in today’s world? Are we attracting the right
mix of younger up-and-comers and major
players? I urge you to share your thoughts on
these topics with Joe and his group in the
coming year.

Another initiative that is particularly
near and dear to my heart—and that was

launched by Wayne this year, under the
leadership of Kevin Shepherd—is the subject of
professionalism. It’s been said that the
distinction between ethics and professionalism
is that ethics defines what we must do, while
professionalism defines what we should do.
Professionalism should be
one of the hallmarks of an
ACREL member. It should
be part of our “trademark,”
if you will. Recognizing
that, it is my hope that in
2005, we will take giant
steps toward creating a
framework where the
College can make a
significant contribution to
the profession by raising
consciousness about these
issues. We aspire to nothing
less than becoming, in the
words of one of Jay’s task
group members, a “beacon
of professionalism in the
bar.”

Kevin’s task group
will continue to lead our
professionalism initiatives
in 2005, with two special emphases: The first is
to develop model teaching and “group learning”
materials on professionalism issues in the real
estate practice. Bob Thompson will lead this
effort, which will start with workshops at the
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College level and in the process, develop
teaching materials that are rich in “real world”
examples and hypotheticals from our practice
area. The result will be “professionalism in a
box”—high quality materials that we can take
back to our law firms or law departments and
our local bar groups, initiating workshops that
will continue—and lead—the dialogue on
professionalism.

In addition, under the leadership of
Kevin and Neil Kessler, we will be working
jointly with the ABA Real Property Section and
with the American College of Trust and Estate
Counsel to shape the response of the
transactional bar to the “Gatekeepers Initiative,”
growing out of the recommendations of the
international Financial Action Task Force on
Money Laundering. That subgroup will
participate in the dialogue with regulatory
agencies on whether transactional lawyers have
any appropriate role in policing client
investment activities and attempt to stave off
more severe and possibly overreaching
regulatory requirements. This effort is right in
line with our objective of assuring that the
College has a place at the table when important
policy decisions impacting our practice are
under discussion.

Finally, Ira Waldman’s Public Policy
Working Group has been developing our first-
ever public policy forum, which will be
presented at our Tucson meeting, in the process
creating a model for future forums, and Susan
Talley’s Collegiality Working Group will
continue its efforts to involve members as
thoroughly as possible in the activities of the
College, including rolling out a handbook for
mentoring new members.

I am very excited and energized about
what’s in store for the College in 2005, due
primarily to the energy, enthusiasm and talent of
so many of our members who take an active role
in the life of the College. Taking a page out of
Wayne’s book on the importance of early
planning, I have spent a good part of the past

year talking with many of you about taking
leadership in our many initiatives for next year.
The results were extremely heartening. You—the
many of you who head or play an active role on
committees, on the Board of Governors and in
special working groups—are the reason that
ACREL is the vital, energetic and enjoyable
place to be that it is today. Thanks to all of you,
and to Wayne and my many mentors, for your
support for and confidence in me. I look
forward to working with you all in 2005!
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Use of the power of eminent domain to
assemble large tracts of land for the purpose of
economic development by private entities is
increasingly coming under attack as violative of
constitutionally protected property rights. In
County of Wayne v Edward Hathcock, 471
Mich. 455, 684 NW2d 765, decided on July 30,
2004, the Michigan Supreme Court held that
the county could not condemn 19 parcels to
plug the holes in a 1,300-acre site for the
purpose of enabling it to be developed as a
business and technology park called the
Pinnacle Project. The issue presented was
whether the resultant creation of 30,000 jobs
and $430 million in tax revenue to the county
would constitute a public use or purpose
sufficient to invoke the power of eminent
domain, as required by Article 10, Section 2 of
the Michigan Constitution.

To establish that the project constituted
a public use or purpose, the county relied on
Poletown Neighborhood Council v City of
Detroit, 410 Mich. 616, 304 NW2d 455 (1981),
in which the City of Detroit was permitted to
condemn an entire residential neighborhood
involving hundreds of parcels in order to turn
the site over to General Motors Corporation for
the construction of an automobile assembly
plant. In Poletown the Michigan Supreme Court
observed that the terms “public use” and
“public purpose” had been used interchangeably
in Michigan statutes and decisions, that a public
use changes with the changing conditions of
society and that it is the right of the public to
receive and enjoy the benefit of the use that
determines whether the use is public or private.
A public use was found in Poletown because the
record indicated that the power of eminent
domain was being used primarily to accomplish
the essential public purposes of alleviating

unemployment and revitalizing the economic
base of the community and that the benefit to a
private interest was merely incidental.

Poletown is a landmark case that has
been followed in dozens of condemnation cases
in Michigan and has paved the way for similar
decisions in other states. It was expressly
followed by the lower courts in finding that
Wayne County did not abuse its discretion in
determining that the Pinnacle Project served a
public purpose.

To the surprise of many, the Hancock
court not only held that the Pinnacle Project
failed to pass the test established in Poletown of
primarily benefiting the public, it expressly
overruled Poletown and did so retroactively so
as to be applicable it to all pending cases in
which a challenge to Poletown had been raised
and preserved. The court found that “public
use” is a legal term of art that must be
interpreted in light of the case law in existence
at the time the 1963 Constitution was adopted.
The majority opinion’s distillation of that case
law yielded a determination that the transfer of
condemned property to private entities is a
public use only in three specific contexts:

(1) Where public necessity of the extreme
sort requires collective action, e.g., where
the very existence of the public benefit to
be generated depends upon the use of
land that can be assembled only by the
coordination central government is
capable of achieving, such as in the case
of highways, railroads, canals and other
instrumentalities of commerce;

(2) Where the property remains subject to

Condemnation of Private Property for
Economic Development Torpedoed by
the Michigan Supreme Court
by James N. Candler, Jr., Dickinson Wright PLLC, Detroit, MI
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public oversight after transfer to a private
entity, e.g., a pipeline subject to regulation
by the Michigan Public Service
Commission; and

(3) Where the property is selected because
of facts of independent public
significance, rather than the interests of
the private entity to which the property is
eventually transferred, e.g., condemning
property to remove blighted housing and
thereby advancing public health and
safety, with the subsequent resale of the
land being incidental to that goal.

The court concluded that because
Poletown’s 1981 conception of a public use –
alleviating unemployment and revitalizing the
economic base of the community – has no
support in, and constitutes a radical departure
from, the court’s eminent domain jurisprudence
existing in 1963, it cannot reflect the common
understanding of the phrase among those
sophisticated in the law at the time the
constitution was ratified, and therefore could
not serve as precedent for the Pinnacle Project
or any other economic development project as a
public use. Four justices signed the majority
opinion. The three other justices concurred in
the result, but dissented from the majority’s
elitist focus on the understanding of those
“sophisticated in the law” and instead asserted
that constitutions must be interpreted as the
people, learned and unlearned, would
commonly understand them.

It was not necessary for the Michigan
Supreme Court to decide whether the Pinnacle
Project would pass muster under federal
constitutional standards, because it has the last
word on what the Michigan Constitution of
1963 requires.

It now appears that the assemblage of
large sites for economic development projects
in Michigan cannot be implemented by
condemnation unless it can be demonstrated

that the primary purpose of the condemnation is
a function of the present status of the property,
e.g., slum clearance, and not the public benefit
to be derived from subsequent development of
the property in private hands.

In Kelo v City of  New London, 268
Conn. 1, 843A.2d 500 (2004), handed down
about four months prior to Hathcock, the
Supreme Court of Connecticut was presented
with essentially the same issue and came to the
opposite conclusion. The 4-3 majority opinion
concluded that the term “public use” is
synonymous with public benefit or advantage
and that the courts must apply a deferential
approach to legislative declarations of public
use so that the power of eminent domain will
have a degree of elasticity to be capable of
meeting new conditions and improvements in
the ever-increasing necessities of society. The
court noted that the U.S. Supreme Court had
applied a similarly broad and deferential
interpretation to the public use clause of the
federal constitution and accordingly held that an
economic development plan that the appropriate
legislative authority rationally has determined
will promote significant municipal economic
development constitutes a valid public use for
the exercise of the eminent domain power under
both the state and federal constitutions.

Ironically, the majority opinion in Kelo
analyzed at length and cited with approval
Poletown as a landmark case that “illustrates
how the use of eminent domain for a
development project that benefits a private
entity nevertheless can rise to the level of a
constitutionally valid public benefit”.

Three justices dissented from the
majority opinion in Kelo upon the basis that the
record did not contain clear and convincing
evidence to establish that the properties actually
will be developed to achieve a public purpose.
On September 28, 2004, the U.S. Supreme
Court granted certiorari. 

Condemnation of Private Property...
continued from page 3
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Estoppel certificates executed by
tenants in connection with sales of commercial
property, if not accurately and fully completed,
can have severe and unintended legal
consequences. This is amply demonstrated by
two recent California appellate court decisions.

In Plaza Freeway Ltd. Partnership v.
First Mountain Bank, 81 Cal.App. 4th 616
(2000), the California appellate court held that
an estoppel certificate the tenant executed in
connection with the landlord’s purchase of the
property constituted a written “instrument”
within the conclusive presumption created by
the California Evidence Code. Section 622 of
the California Evidence Code provides that
facts recited in a written instrument are true as
between the parties or their successors. Based
on this statute, the court determined that the
tenant was estopped in unlawful detainer
proceedings from contradicting the lease
termination date set forth in certificate, even
though the termination date was inaccurate and
the exact termination date intended under the
lease was unknown.

This issue arose in connection with the
tenant’s attempt to exercise an option to extend
the term of a commercial property lease, which
covered premises in a shopping center in Big
Bear, California. The lease required the tenant
to notify the landlord in writing of its intent to
renew 12 months before the expiration of the
lease term. The landlord claimed that, based on
the lease expiration date set forth in the tenant
estoppel certificate executed by the tenant
(which had been signed, after review, by the
tenant’s chief financial officer), the notice from
the tenant was too late and therefore ineffective
to extend the lease term. The tenant argued that
because the parties had never executed a
contemplated addendum to the lease setting
forth the actual commencement date, and

because the tenant opened for business on a
date more than six months after the
commencement date stated in the estoppel
certificate, equity dictated that the notice be
deemed appropriate. The trial court agreed with
the tenant, but the California appellate court
reversed and held for the landlord.

The appellate court first noted that
under Section 622 of the California Evidence
Code, “[t]he facts recited in a written
instrument are conclusively presumed to be true
as between the parties thereto, or their
successors in interest... .” The court, after
reviewing the applicable case law (as well as
the Webster’s Dictionary definition of
“instrument”), held that although “instrument”
usually refers to a contract, the estoppel
certificate nonetheless constituted a written
instrument under this provision of the
California Evidence Code because “[t]he

California Appellate Courts Rule on
Enforceability of Estoppel Certificates
by John C. Murray, First American Title Insurance Co., Chicago, IL © 2004
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written paper or instrument need not represent
an agreement.” 

The court noted the significant reliance
that commercial sellers, purchasers and lenders
place on the reliability of a tenant estoppel
certificate in a commercial real estate
transaction. The court found that a tenant
estoppel agreement “reveals the present intent
and understanding of the parties to a
commercial lease agreement,” and “is exactly
the type of document to which application of
section 622 would be appropriate.”

The court also noted that the
introductory paragraph of the estoppel
certificate stated that the purchaser and lender
were relying upon the representations made
therein in connection with the purchase of the
property and the funding of the loan. The court
therefore ruled that even if the estoppel
certificate contained an erroneous statement as
to the lease terms, the recitations contained
therein would be conclusively presumed to be
true under section 622. As the court noted in
support of its ruling, “application of section 622
to estoppel certificates would promote certainty
and reliability in commercial transactions. A
contrary conclusion would defeat the purpose
behind the widespread practice of using
estoppel certificates.”

In a subsequent case by a different
division of the California appellate court, Miner
v. Tustin Ave. Investors, 116 Cal.App. 4th 264
(2004), the commercial lease entered into
between the parties contained an option to
extend the lease for five years, to be exercised
by the tenant not later than June 2002. In
November 2001, the tenant signed an estoppel
certificate, at the request of the purchaser of the
property from the original landlord, stating that
the lease was in full force and effect. The
estoppel certificate contained language that the
tenant had no options “except as follows,” but
the tenant left the lines that followed this
language blank and made no mention the option

to renew. In May, 2002, six months after
signing the estoppel certificate, the tenant
informed the purchaser of the property (as
successor landlord) of its intention to exercise
its option to renew the lease. The parties were
unable to agree on the rental rate for the
renewal, and the tenant brought a declaratory
judgment action for a determination of the
renewal rental rate, and claimed he had validly
exercised his option rights. The successor
landlord asserted that the estoppel certificate,
which made no mention of the tenant’s renewal
right, eliminated the tenant’s option contained in
the lease. 

The successor landlord relied solely on
the Plaza Freeway case, supra, and the section
of the California Evidence Code cited therein.
The tenant countered that the estoppel
certificate was ambiguous, and that the
language in the certificate regarding options
applied only to “other options and first rights of
refusal” that were not already part of the lease
itself. The trial court determined that the Plaza
Freeway case was controlling and ruled in favor
of the successor landlord, but suggested that the
case be appealed because of the importance of
the issue.

The appellate court reversed the holding
of the trial court, first finding that there was an
ambiguity in the documents entered into by the
parties. According toe the appellate court, the
estoppel certificate referenced the lease as
being “in full force and effect,” and the question
of whether the option to renew continued to
exist could only be determined by reading the
lease and the estoppel certificate together. The
court reasoned that because no extrinsic
evidence had been introduced as to the parties’
intent, and because an ambiguity should be
resolved “against the party who caused the
ambiguity to exist,” an interpretation favoring
the tenant’s position should be adopted. The
court that because “there is no exception in . . .
the Estoppel Certificate for the option provision
. . . we decline to judicially insert one.” Id. at 272.

California Appellate Courts Rule...
continued from page 5
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The appellate court distinguished the
Plaza Freeway case on the basis that in that
case there was no written document that ever
specified the actual commencement date,
whereas in this case the exact opposite situation
existed: the option term was clearly stated in
the lease but not clearly stated in the estoppel
certificate. According to the court, “Plaza
Freeway correctly states the governing
principles, but application of these principles
results in reversal here.” Id. In a somewhat
strained interpretation of the language in the
estoppel certificate regarding option rights in
the instant case, the court found that it was
“plausible” that it was designed “to identify
option provisions that are separate and
independent from those contained in the Lease”
(such as cutting off option claims other than
those expressly set forth in the lease, or to
notify the landlord of option rights not
contained in the lease). Id. The court also
determined that the tenant had not specifically
waived his option rights, and “[t]here is no
justification for adding an express waiver into
the landlord-supplied Estoppel Certificate when
the landlord itself did no choose to do so.” Id.
The court also stated that its ruling was
consistent with “basic principles of commercial
real estate law,” which the court found
encouraged the enforceability of contractual
options permitting tenants to remain in the
leased premises beyond the original lease term.
Id. at 273. The appellate court did, however,
upon remanding the case to the trial court, also
acknowledge the importance of estoppel
certificates in commercial real estate
transactions and stated that, “[o]ur decision
leaves all issues open for trial, including the
meaning of the Estoppel Certificate (should
there be any competent extrinsic evidence on
the subject, as well as the viability of [the
tenant’s] attempts to exercise his option.” Id.

It is apparent that the holding in the
Miner case was driven by equitable
considerations and by the desire of the court to
“do the right thing.” The court strained, based

on the facts in the case, to distinguish the
earlier Plaza Freeway decision by the California
appellate court. It seems clear that the court in
the Miner case was bothered by the fact that the
tenant had timely (under the lease) notified the
successor landlord of its interest in extending
the lease, and that the successor landlord
claimed that the option was void (because of
the lack of any reference in the estoppel
certificate to the renewal right) only after the
parties had engaged in lengthy negotiations and
were unable to agree on the rental rate for the
option term. But the court did leave open the
possibility, on remand to the trial court, of
admitting any relevant “extrinsic evidence”
bearing on the actual intention of the parties
regarding the option right. As the court noted, a
provision in the lease specifically required the
tenant to provide an estoppel certificate upon
10 days’ prior notice or it would be in material

California Appellate Courts Rule...
continued from page 6
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default, and further provided that “[a]ny such
statement may be conclusively relied upon by
any prospective purchaser or encumbrancer of
the Office Building Project or of the business of
Lessee.”

The holdings in the Plaza Freeway and
Miner cases, supra, should serve as a
cautionary tale for parties to a commercial real
estate transaction who may be tempted to
minimize the significance of tenant estoppel
certificates and the information contained
therein – and their legal consequences. An
estoppel certificate should be treated as an
important legal document and carefully

analyzed and reviewed before execution, to
ascertain the completeness and accuracy of the
recitations and representations set forth therein.
The lease and the estoppel certificate should be
compared to make certain that they are
consistent with each other and do not contain
any ambiguities or conflicting statements or
provisions (unless fully explained and disclosed
in the estoppel certificate), to avoid resorting to
litigation and having a court decide what the
parties actually intended. As evidenced by the
California cases discussed above, court
decisions in this area — which are rare — are
often fact-based and unpredictable. 

California Appellate Courts Rule...
continued from page 7

ACRELades

Douglas Becker has been elected
Chair, and Philip Weller has been elected
Treasurer, of the Real Estate, Probate and
Trust Law Section of the State Bar of Texas
for the 2004-5 year.

Bruce Cohen has been elected
Chairman of the International Association of
Attorneys and Executives in Corporate Real
Estate.

Howell Crosby was installed as the
new President of the American College of
Mortgage Attorneys for the year ending
October 2005. In addition, Jack Murray was
designated President-Elect, and Nyal Deems
was elected Secretary of ACMA.

David Fishman was the recipient of
the Distinguished Maryland Real Property
Practitioner of the Year Award for 2003-2004,
awarded by the Maryland State Bar
Association’s Section Council of Real
Property, Planning and Zoning.

Robert Hetlage has been elected
President of the American Bar Foundation. As
President, he also serves on the Board of the
American Bar Endowment and as liaison to
the Council of the American Bar Association
Fund for Justice and Education.

The second edition of Jesse
Ishikawa’s book, "Wisconsin Law of
Easements," was recently published by the
State Bar of Wisconsin.

David Kochanski was appointed as
Chairman of the Maryland State Bar
Association Real Estate Section.

Stanley Sklar was honored with the
American Bar Association Forum on the
Construction Industry’s Cornerstone Award
for 2004, which recognizes his "exceptional
service to the construction industry, to the
public and to the legal profession..."
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continued on page 10

Background

On March 25, 2004, a federal judge
sentenced Jamie Olis, a 38 year old former mid-
level executive at Dynegy, Inc., to more than 24
years in prison for his role in a 2001 finance
scheme “designed to mask the company’s
financial difficulties”.2 The judge felt he had no
choice but to impose the sentence, and that the
punishment “reflects Congress’ intent” that
white-collar corporate fraud defendants receive
harsh sentences.3

Even in an age of increased sensitivity
to white-collar crime, Mr. Olis’ sentence seems
excessive, especially for an employee whose
highest combined annual salary and bonus was
$272,000.4 Unfortunately for Mr. Olis, though,
for frauds causing losses in excess of $100
million, the federal sentencing guidelines are
quite severe. In hindsight, it is obvious that in
the era following Enron, Worldcom, Tyco,
IMClone and Martha Stewart, when fraudulent
actions or even alleged fraudulent actions can
cause significant stock market losses, those
operating “on the edge”, if found guilty of
“going over the edge”, may face a sentence that
could be incarcerative as well as economically
punitive.

Since the “corporate scandal” trials
almost always involve financial re-engineering,
it is no surprise that these trials and the
concomitant publicity would have an impact on
sale-leaseback transactions (“SLT’s”) and those
planning such transactions. It thus should be
expected that in the “post-Enron era”, all

financial and accounting transactions will be
examined with a heightened degree of scrutiny,
particularly those with an “aroma of fancy
accounting” - for corporate executives and
outside advisors now know that it is much
harder to obtain a “free pass” for “bad”
accounting. With the stakes for aggressively
advising on SLT’s having been significantly
raised, it follows that SLT’s are now becoming
increasingly more difficult and complicated to
complete.

SLT’s have been a favored “financing”
technique because a property owner can obtain
more capital from the “sale portion” of an SLT
than by retaining ownership and arranging a
conventional mortgage. SLT’s allow the
property owner to realize up to 100% of the fair
market value of the property -- significantly
above what traditional loan-to-value lending
would provide -- while retaining full possession
and use of the property. Of even greater
importance, if the lease-back portion of the SLT
is treated for financial accounting purposes as a
true “operating lease”, as opposed to a “capital
lease”, the seller will be able to strengthen its
financial statements since the full amount of the
proceeds from the sale of the property will be
treated on the balance sheet as an increase in
assets, and the Seller will retain possession and
use of the property without an offsetting
liability on the balance sheet (although a
footnote to the balance sheet will be required).

An SLT, however, is almost always more
complicated to close than a conventional
mortgage. Such is the case because (i)

Sale-Leasback Transactions - in the
“Corporate Scandal” Era
by Jeffrey H. Newman and Mark Levenson1

1Messrs. Newman and Levenson are partners in the New Jersey headquartered firm of Sills Cummis Epstein & Gross. Mr.
Newman is chair of the firm’s Real Estate Practice.
2New York Times, March 26, 2004.
3Wall Street Journal, March 26, 2004.
4New York Times, March 24, 2004.
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restrictions imposed by the SLT lessor on use of
the underlying property by the SLT-seller/lessee
are often more onerous than with conventional
financing; (ii) there are always more “parties at
the table”; and (iii) the accounting requirements
are significantly more restrictive, often flying in
the face of real estate as well as economic
realities thereby giving the business parties
much pause to ponder. As a result, most SLT’s
are entered into by sellers who are primarily
motivated by a desire to enhance their balance
sheet; hence, their willingness to endure more
lease restrictions and “work through” a more
complicated transaction.5

Business Concerns

Each SLT is driven by the business
realities impacting the particular deal. For
instance, the prospective purchaser (SLT-lessor)
(i) will likely want significant restrictions on
the ability of the SLT-seller/lessee to further
transfer the property during the lease period,
unless a credit guarantee remains in place; (ii)
may want approval rights regarding transfers;
(iii) might insist on higher standards of
maintenance and/or an enhanced capital
replacement program (thereby creating negative
impact on the deal economics); (iv) may want
input or perhaps even veto rights with respect to
any significant management issues relating to
the property; and (v) could have conflicting
views on the development of adjacent property
if owned or becomes owned by the SLT
seller/lessee. Although the overall economics of
the SLT (i.e., the sale price in relation to the
lease carry costs) may make all of the foregoing
of minor concern to the SLT seller/lessee,
nonetheless, these issues must be worked
through and reconciled. While having a “rated”
guarantor of the SLT-seller/lessee or a “rated”
SLT-seller/lessee lessens the concerns of the

purchaser/lessor on the foregoing issues, since
the purchaser/lessor could then look primarily
to the creditworthiness of the guarantor or SLT-
seller lessee as opposed to the real property
collateral, significant negotiation on these
issues is still likely. 

Another area of concern that often
complicates an SLT is environmental. Even
with the credit of a strong guarantee, a lender
funding the SLT and particularly a residual
value insurer6 -- an oft-involved party in an SLT
-- will require a comprehensive environmental
review. The environmental review, depending on
the lender’s requirements and whether there
may be a future securitization, can be more
rigorous and may therefore necessitate
enhanced environmental remediation or the
implementation of additional environmental
compliance and maintenance programs beyond
that which might have been required in a
conventional mortgage. Thus, notwithstanding
scope and quality, creditworthiness by itself
may not be enough to vitiate the higher
environmental standards that may be required
by a lender. 

Accounting Treatment

As noted above, the structure of an SLT
is often dictated by the accounting requirements
necessary to obtain “operating lease”
characterization. What may be agreed to in a
term sheet between a motivated SLT
seller/lessee and SLT purchaser/lessor may not
survive the required accounting hurdles. Post-
Enron, accounting firms are even more
conservative in their approach to granting
“operating lease” status to the leaseback portion
of SLT’s. The major accounting firms, in
particular, will often hew to the “black and
white” of the accounting industry guidelines

Sale-Leaseback Transactions...
continued from page 9

continued on page 11

5Sale-Leaseback Transactions after Enron and Worldcom—A Tougher Landscape, in New Jersey Business, October 2002; By
Jeffrey H. Newman and Mark S. Levenson.
6Residual value insurance is a form of financial guarantee insurance that protects the insured party against unexpected declines
in market value upon the termination or expiration of the lease agreement. Harper Risk Inc., Insurance and Risk Resources
Library. 
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and their manuals, and are unwilling to go into
the “grey”. SLT’s are further complicated by the
fact that the Financial Accounting Standards
Board (“FASB”) financial accounting criteria
are not identical to published Internal Revenue
Service (“IRS”) guidance. FASB provides more
“bright-line” tests which are therefore, “safer”
to work with than the IRS’ safe harbors which
are not “bright-line” and even less consistently
market-realistic7. Reconciling these potentially
conflicting FASB and IRS guidelines requires
creativity, patience and special effort to achieve
the parties’ respective goals and yet remain in
respective compliance. 

To accomplish this, as well as
“operating lease” treatment, the accounting
requirements applicable to the proposed
transaction should be ascertained in light of the
SLT-seller/lessee’s specific objectives at the
early stages of the transaction. In so doing,
before unnecessary time and cost is expended,
the parties can determine their ability to (i)
meet the applicable accounting requirements;
and (ii) adjust the proposed transaction in order
to satisfy the accounting requirements in a
manner that will not interfere with the
attainment of the SLT-seller/lessee’s financial
goals from the proposed SLT.

While this article should not be
construed as providing accounting or tax

advice, it is appropriate to highlight some of the
major accounting issues in a proposed SLT.
Separate from the lease-back of the property by
the SLT-seller--which must be tantamount to an
independent, stand-alone transaction -- it is also
necessary that “the payment terms and
provisions” in an SLT “must clearly transfer all
of the other risks and remedies of ownership as
is demonstrated by the absence of any other
continuing involvement by the seller/lessee”8.
Accordingly, for instance, options to repurchase
the property by the seller/lessee are generally
prohibited as a form of “continuing
involvement” under SFAS 989. Even rights of
first refusal must be based upon bona fide
offers from unrelated third parties; otherwise,
they too would be considered options to
repurchase the property10 which will taint the
“operating lease” status of the SLT. In fact,
SFAS 13 specifically defines a “capital lease”
(which characterization would defeat the
benefits accruing to the balance sheet of the
SLT-seller/lessee were the lease-back treated as
an “operating lease”) as a lease where “(1) the
lease transfers ownership of the property to the
lessee by the end of the lease term; or (2) the
lease contains a bargain option11.” 

Any lease not classified as a “capital
lease” is classified as an “operating lease”, the
characterization virtually always the more
favorable to SLT-seller/lessees. As stated above,

Sale-Leaseback Transactions...
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continued on page 12

7On account of the sometimes non-identical treatment, some transactions are structured to take advantage of these differences to
obtain the benefit of inconsistent book and tax treatment, i.e., an "operating lease" for book purposes and "a financing" for tax
purposes, to avoid a gain on any appreciation. Holthouse, 593 Tax Management (BNA), Real Estate Leases, Section VI, SLT’s at
A-49 through A-56(1) ("Holthouse").
8Statement of Financial Accounting Standards ("SFAS") 98. 
9Ernst & Young, Financial Reporting Developments, September 2003, L716 at Page 130 ("Ernst & Young").
10Ernst & Young, L715 at Page 130.
11The other two of the four criteria, either of which would cause a sale-leaseback lease to be treated as a "capital lease", are:

(3) The lease term is equal to 75% or more of the estimated economic life of the leased property. If, however, the
beginning of the lease terms falls within the last 25% of the total estimated economic life of the property, including
earlier years of use, this criterion is not used in classifying the lease; or 

(4) The present value at the beginning of the lease term of the minimum lease payments, excluding that portion of the
payments representing executory costs to be paid by the lessor, including any profit thereon, equals or exceeds 90% of
the fair market value of the leased property to the lessor at the inception of the lease. If, however, the beginning of the
lease terms falls within the last 25% of the total estimated economic life of the leased property, including earlier years of
use, this criterion is not used in classifying the lease. 
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when the lease-back portion of the SLT is
treated as an “operating lease”, an asset (cash
and/or an account receivable which is derived
from the sale portion of the SLT) is added to
the balance sheet with no corresponding
liability even though the SLT-seller/lessee
retains possession and use of the property
conveyed in fee, although a footnote disclosure
respecting the lease-back portion of the SLT is
often required12. This asset increase without an
offsetting increase in liabilities, when coupled
with the beneficial inconsistent treatment for
financial versus tax statement presentation (see
footnote 7), is the “holy grail” sought via the
SLT.

The length of term of the lease-back in
the proposed SLT is also an important element.
Many existing long term leases that would be
candidates for SLT’s have terms of 49 or more
years. The proposed basic lease term in a
bondable SLT, however, is customarily for 15 or
20 years. Even with the generally allowable six
renewal terms of up to five years each, this
could leave the seller/lessee with a shorter
possessory period than it currently has since an
option to re-purchase the property is not
allowed13. Although the “length” of term issue
can be partially addressed by providing for fair-
market value lease extension rights, this will no
doubt have some impact on the deal economics
thereby creating yet another potential
complication. Moreover, if the lease extension
option is not determined to be at fair market,

the lease would then be characterized as a
“capital lease” with the concomitant loss of
“financial presentation” benefits14. 

Another accounting hurdle that must be
overcome to obtain favorable “operating lease”
accounting treatment requires that the SLT’s
“payment terms and provisions . . . adequately
demonstrate the (SLT) buyer-lessor’s initial and
continuing investment in the property”15 and, of
course, the corollary, that the SLT-seller/lessee
has no “continuing involvement” in the
property16. Hence, for example, while the
condemnation or casualty loss provisions under
the lease-back portion of the SLT might
typically allow for a termination of the SLT-
seller/lessee’s obligation to continue paying rent
upon a substantial condemnation or casualty
loss since the SLT-seller/lessee will not have use
of the property, the economic underpinning of
the SLT nevertheless requires that the SLT-
buyer/lessor be made whole. However, whatever
termination fee is agreed upon to make an SLT-
buyer/lessor “whole” for its purchase price or
loan equivalent, that termination fee cannot be
dependent upon, or determined by, the value of
the property at the time of the loss, because it
would violate the accounting requirements
under the “continuing involvement” theory. In
fact, under the accepted accounting treatment,
only a damages provision or termination fee
that does not take into account appreciation or
depreciation of the property (lest the
SLT–buyer/lessor be “compelled” to accept the

Sale-Leaseback Transactions...
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SFAS 13. 
12Paragraph 16 of SFAS 13. See also Holthouse.
13SFAS 13; Ernst & Young, L716 at Page 130.
14Another issue in this context that needs to be weighed in the economics in certain tax jurisdictions is whether a lease-back to
the seller/lessee for more than 49 years would require payment of a second transfer tax, in addition to the first transfer tax that
would be imposed at the time of the initial sale. For jurisdictions like New York, which treat leases of more than 49 years as a
transfer of property, a long term extension might result in a second transfer tax at the rate of 3.025% of consideration. It would,
in any event, likely be the case that the exercise of a subsequent purchase option by the seller/lessee would require payment of
the transfer tax, although if operating lease treatment is desired, there can be no purchase option. 
15SFAS 98. SLT’s must also satisfy a third condition: 

a "normal-leaseback" involving the active use of property by the seller-lessee in consideration for the payment of rent
and excluding certain continuing involvement provisions or conditions. See also Holthouse. 

16SFAS 98.
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SLT–seller/lessee’s offer), might be acceptable17.
In other words, terms worked out and
satisfactory to the parties, which are
nevertheless deemed too favorable to the SLT-
buyer/lessor, might prevent obtaining “operating
lease” accounting treatment. As expressed
earlier, SLT’s are too time consuming and
expensive not to resolve these significant points
at the outset.

As alluded to earlier, while FASB
criteria, and in particular SFAS 13 and SFAS
98, provide clear-cut tests to be followed, the
tax law in this area is less clear and the IRS
“safe harbors” often seem to be under severe
mist if not fog. Nevertheless, taxpayers
challenging adverse IRS sale-leaseback
characterization have had some successes in the
courts. Perhaps, the leading sale-leaseback case
is Frank Lyon Co. v. U.S. (“Lyon”)18 in which
the U.S. Supreme Court summarized the
relevant criteria in analyzing an SLT, even
though the Court failed to provide explicit
guidelines for differentiating true sale-
leasebacks (i.e., “operating leases”) from
financing arrangements (i.e., “capital leases”).
Subsequent Tax Court decisions and particularly
the literature analyzing these cases, however, do
suggest the elements or “thresholds” that should
be included in an SLT in order to avoid an IRS
challenge. Holthouse’s Tax Management sets
forth a useful checklist:

(1) The property should be sold at fair
market value, the amount of which is
supported by an independent appraisal.

(2) Rent should be fair market value and
also supported by independent appraisal.

Level or increasing rental payments are
desirable.

(3) Multiple (more than two) parties are
recommended: the seller-lessee, the
buyer-lessor, and, preferably, an
institutional lender.

(4) The lease term should not exceed the
economic life of the property. Renewal
options should provide for a fair market
rental value at the time the option is
exercisable.

(5) There should be no repurchase
options. If one is necessary, ideally it
should be based on the fair market value
of the property at the exercise date.

(6) All condemnation and insurance
payments in excess of liabilities on the
property should inure to the buyer-lessor.

(7) There should be a business purpose
for the transaction and the formalities of
the agreement should be followed. The
agreement should avoid loan language or
structure.

(8) A substantial cash return on the
leaseback should be included, to avoid
having the transaction viewed as being
created solely for tax purposes.

(9) The lease should not be structured as a
pure net lease.

(10) The sale-leaseback should be
designed to qualify as an operating lease
under GAAP.19

Sale-Leaseback Transactions...
continued from page 12

17The issue of the amount of acceptable termination fee in the context of a casualty or condemnation loss is also a matter of
some tension between the accountants and the parties, particularly the SLT-seller/lessee. In such a situation, the SLT-
Seller/Lessee wants to pay as little a termination fee as possible, and the SLT-buyor/lessor may be willing to accede to such a
position given the unlikelihood of occurrence, and the possibility of insuring against the risk or covering the risk by other
approaches. The accountants, however, insist on a rather high pre-determined amount, fixed at the time of entering into the
transaction, so as to avoid "economic compulsion" on the SLT-buyer/lessor. In fact, the "safe harbor" amount that is generally
considered to be acceptable by the major accounting firms is the rather costly payment of an amount equal to the present value
of all remaining lease payments at the time of the termination.  
18435 U.S. 561 (1978) revising 536 F2 746 (8th cir. 1976), revising and remanding 75 USTC ¶ 9545 (E. D. Ark 1975).
19See SFAS 13 and SFAS 98. Continued on page 14
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(11) The leaseback should terminate in
the event the property is destroyed.

(12) If possible, the term of the leaseback
should be less than 30 years.

(13) Two entirely different sets of
documents should be drafted, one for the
sale of the real estate and one of the lease
agreement.

(14) The buyer-lessor should make an
equity investment in the property.

(15) The seller-lessee should not provide
guarantees of the loans financing the
purchase of the property (although a
pledge of the lease would not be
uncommon).

(16) The transaction should not be
between related parties.

(17) The buyer-lessor should not have a
put on the property.

(18) The seller-lessee should not possess
the right to sell the property without the
buyer-lessor’s consent.

(19) The transaction should be structured
so that the buyer-lessor can meet the so-
called imprudent abandonment test. This
means that the buyer-lessor must be able
to demonstrate that he or she: (i) has
made more than a negligible investment in
the property, (ii) possesses more than a
negligible right to receive rents, and (iii)
reasonably anticipates more than a
negligible return from the right to enjoy
the residual value of the property.

Holthouse’s Tax Management at pps.
A-56 and A-56(1).

Conclusion

The foregoing has been intended to
highlight some of the potential accounting
“pitfalls” on the path to obtaining “operating
lease” status for the lease-back portion of an
SLT. SLT’s are effective devices to enhance a
balance sheet in the context of raising liquidity
from the sale of realty while maintaining
possession and use status quo. However, they
have become somewhat less attractive in the
“post-Enron era”, perhaps due to an intuitive
sense that the SLT device is somehow
“counterintuitive” by virtue of the
disproportionately positive impact to the
balance sheet of the SLT-seller/lessee
notwithstanding that which looks, on the
surface, from an operational perspective, as
maintaining the status quo ante. As a result, it is
not surprising that accounting firms put SLT’s
under an even more magnified glass to assure
themselves that the lease-back component of
the SLT should be treated as an “operating
lease”. This heightened scrutiny by the
accountants (and tax lawyers) should not be a
reason to forego an SLT; rather, it should
merely alert clients and their counsel to “bring
on the terms” to all interested parties early in
the process, thereby avoiding the excess costs
that flow together with the agony of a deal
which aborts late in the process. Moreover,
involving the accountants and tax lawyers early
on will probably enable the parties to more
easily find practical solutions, when flexibility
on both sides is generally the greatest. 

Sale-Leaseback Transactions...
continued from page 13
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Dear Fellow ACREL Members:

The idea to write this letter came to me
during the course of a lively discussion between the
members of ACREL’s Member Development
Committee at our committee meeting at the recent
October, 2004 Annual Meeting in Denver, Colorado.
In the midst of discussing the proper role of the
Membership Development Committee in identifying
potential new members of the College it occurred to
me that the College as a whole should re-emphasize
the importance of mentors and mentoring.  With
proper mentoring, the younger real estate attorneys in
our respective organizations and communities would
provide a pipeline of potential new College members
who would have all of the necessary and desirable
credentials for election.  Portia Morrison’s remarks
regarding her goals for the College during the term
of her presidency (in particular, her comments
regarding professionalism and an evaluation of the
College’s membership selection process) only
reinforced my thoughts about the positive impact that
increasing our individual efforts to mentor our
younger colleagues would have in advancing the
aims of the College, not only during the coming year
but in future years as well.

The content of this letter reflects some of my
experiences as both a mentor and the beneficiary of
many mentoring relationships.  My goal in writing
this letter is to encourage all of you to reaffirm your
commitment to mentoring, not only as a means of
increasing the pool of potential College members,
but also as a means of increasing the level of skill
and professionalism among all real estate attorneys.
Our efforts are more important now than ever, given
the increasing level of specialization in the legal
profession, consolidation of law firms into ever-
larger and often impersonal entities, and
“commoditization” of certain types of real estate
legal services.

Mentors and Mentoring

The Oxford American Dictionary and
Thesaurus (2003 edition) defines a “mentor” as “an
experienced and trusted adviser”.  For reasons that I
will discuss below, I believe that the “mentoring”
provided by a good mentor involves much more than
acting as an “adviser” to an advisee.  Although good
mentoring can be narrow or broad in scope, it is
always dynamic in execution.

During my lifetime I have had the good
fortune to have a number of mentors.  My mentors
have been of people of various races and professions,
located throughout the United States.  I have been
mentored by some people regarding relatively narrow
matters (e.g., acquiring experience and expertise in
certain types of real estate transactions), while other
mentoring relationships have covered much broader
topics (e.g., my professional development generally).
Some, but not all, of my mentors have become close
personal friends.  Several of my mentors currently
are members of the College.  Without the guidance,
teachings, good will and efforts of all of my mentors,
I would not be a member of ACREL.

Since becoming a partner, I have had the
privilege of serving as a mentor to younger attorneys.
The development and retention of younger attorneys
(an organization’s “human capital”, in economic
terms) are crucial to our respective organizations’
ability to provide effective, cost-efficient services to
our clients in the global marketplace and to attract
and retain new attorneys and new clients.
Furthermore, having an organization where good
mentoring programs are prevalent helps us develop
and maintain the institutional collegiality that so
many of us treasure as being integral to our daily
professional existence.

I believe that “mentoring” is an ongoing,
proactive process wherein a good mentor:

• Teaches, not only the “nuts and bolts” of our
profession, but also the importance of sound

An Open Letter to ACREL Members:
Some Observations on Mentors and
Mentoring
by Everett S. Ward, Schiff Hardin LLP, Chicago, IL
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judgment and the tenets of professionalism itself.
This education should occur not only during the
course of working on transactions and participating
in meetings with clients and opposing counsel, but
also as part of being active members of professional
and civic organizations;

• Listens to the concerns and suggestions of his or
her advisee.  Being a good listener is crucial in order
for the mentor (i) to understand the advisee’s issues,
needs and concerns and to give reasoned, meaningful
advice, and (ii) to develop the trust and confidence of
the advisee;

• Evaluates the professional development of his or
her advisee, and provides praise, encouragement and
constructive criticism where necessary;

• Makes available resources and opportunities to his
or her advisee.  Those resources should include
providing:  (i) opportunities for continued
professional development (e.g., legal and civic
speaking and writing opportunities, and opportunities
to participate in client development activities), (ii)
opportunities to work on substantial matters
involving your client relationships as well as the
client relationships of other partners in your firm;
(iii) guidance regarding how to effectively manage
personnel and firm politics; (iv) information to your
advisee, such as articles and other forms of media, in
order to further your advisee’s knowledge base; and
(v) introductions to others, both inside and outside of
the legal profession, who can serve as additional
mentors and resources for your advisee;

• Leads by example, in demonstrating the highest
levels of commitment to professionalism and
teamwork.  A common (heartening) similarity among
my mentors has been that I have found their personal
actions to be consistent with their advice to me
regarding how to approach a given situation.

“Selecting” an Advisee

My general experience has been that
advisees and their mentors select each other.  In this
regard, I strongly encourage you to keep an open
mind should a potential advisee reach out to you.  All
too often I have seen colleagues make quick,

unsubstantiated negative judgments regarding the
personality, work habits or intellectual capacity of a
younger attorney, thereby effectively cutting off the
possibility of a mutually rewarding mentoring
relationship.  Some of my best mentors have been
people with whom, based on a cursory initial
conversation, I have little in common.  However, in
those situations both my mentor and I have made
sincere efforts to identify and build on that which we
have in common, and consequently have developed
meaningful and very productive mentoring
relationships.  I cannot over-emphasize the need for
more senior attorneys to extend themselves to
potential advisees in the way I just described,
particularly given the need for us to increase the
diversity in both the business and legal sides of the
real estate profession and, more specifically, in the
composition of the College membership.  In my own
acceptance of advisees, I ask only that they share my
passion for learning and a desire to become better
every day as an attorney and a person. 

What to Do?

So…, if you have not done so recently, take
a younger colleague to lunch, invite him or her to
attend professional and civic events with you,
encourage him or her to become involved in some of
the activities that each of you find personally and/or
professionally rewarding and useful (or to invest time
in new activities); in short, take an interest and show
that you care.  At times, the day-to-day demands of
our profession can seem all-encompassing, leaving
little time for developing the types of personal,
collegial relationships that I (and I expect that most,
if not all, of you) cherish.  However, we must
continue to make the effort to acts as good mentors
and develop meaningful mentoring relationships.
The College has benefited and continues to benefit
from the contributions of those members who (in
furtherance of one of the stated purposes of ACREL’s
existence) “will contribute substantially to the
accomplishments, achievements and good fellowship
of the College”.  Mentoring our younger colleagues
is perhaps the best way for us to make sure that, in
future years, the College continues to have a
committed, energetic and accomplished membership,
willing and capable of making such substantial
contributions.
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