Nonprofit Foundation Real Estate Ownership:

Lower Costs, Create Liquidity and Maintain Control
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Hall Render

Hall Render is a national business and health law firm with
offices in Anchorage, Annapolis, Dallas, Denver, Detroit,
Indianapolis, Milwaukee, Raleigh, Seattle and Washington,
D.C. Providing advice and counsel to health care clients in
nearly all 50 states, Hall Render is recognized as one of the
nation's preeminent health law firms and recognized as the
nation’s largest law firm exclusive to the health care industry

Hall Render’s mission statement is derived from these values:
Excellence in the Whole Person, Caring Relationships, Loyalty,
Quality Service, Integrity and Respect
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Introductions

e Jerimi Ullom, Chair of Health Care and Public Finance Section,
Hall, Render, Killian, Heath & Lyman

e 20 years’ experience representing health care Borrowers and
Financial Institutions in taxable and tax-exempt financings

including bond issues, private placements, commercial and
project financings

 Experienced with public private partnership structures and
project finance
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RSM

e Founded in 1926, RSM US LLP is the nation’s fifth-largest
audit, tax and consulting firm and the leading provider to the
middle market, a vital segment of the U.S. economy

e RSM'’s Technical Accounting Consulting team is comprised of
technical accounting specialists who provide accounting
advisory services related to complex accounting issues, capital
market transactions, and new accounting standard
implementations
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Introductions

 Bob Malinowski, Senior Director, Technical Accounting
Consulting, RSM US LLP

 Nearly 20 years’ experience assisting clients navigate the
accounting and financial reporting consequences of complex

financial structures employed in mergers, acquisitions,
divestitures and financing transactions

e Technical lease accounting leader for RSM’s Technical
Accounting Consulting team
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Hall Render Advisory Services (HRAS)

e Hall Render Advisory Services’ team of consultants and
advisors assist health care organizations with a variety of
educational and strategic initiatives, including:

— Real Estate Consulting

— Medicare Reclassification

— Payment & Reimbursement Consulting
— Information Technology Consulting

EERHALL
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ADVISORY SERVICES
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Introductions

e John Marshall, Principal Advisor, Hall Render Advisory Services
Real Estate Consulting

e 17 years’ experience exclusive to health care real estate — 15
working for two major national health care real estate
development firms

 Hall Render Advisory Services Real Estate Consulting to
provide objective, transparent and ethical guidance to help
hospitals and health care providers navigate the complexities
of strategic real estate needs and optimize real estate value
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Agenda

e Own vs. Lease, You Know the Drill

e Traditional Real Estate Models Are So 1980s

e The Nonprofit Real Estate Foundation Is for Real
e Benefits and Risks of the Foundation Model

e Leasing Scenarios and Lease Accounting

* Financing the Foundation Model

e Applications of the Foundation Model

e (Case Studies —yes, we have actually done this
* FAQs
* Next Steps




Own vs. Lease, You Know the Drill

e A Question for the Ages

* Factors:
— Cost of Capital — Internal Hurdle Rate
— Real Estate not our Core Business — Capital Allocations
— On-Campus vs. Off-Campus — Clinical Space vs. Non-Core
— Hospital Use vs. Private Use — Joint Venture Considerations
— Market Risk — Reimbursement Trend Risk
— Speed to Market — Internal Bandwidth
— Balance Sheet — Internal Hurdle Rate

e Many providers maintain a process for making this determination,
some more scientific than others
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Traditional Real Estate Models

e Ownership:
— Funded with long-term debt, cash, philanthropy or combination thereof
— On balance sheet
— Long-term operating cost/expense
— Generally exempt from property taxes
* Leasing:
— Existing building owned by REIT or private developer
— Build-to-Suit development (might be ground lease or developer own)
— Long-term leases of 10, 12, 15 years
— Building value from Hospital credit
— 2-3 percent rental rate escalators, NNN lease, property tax pass-through
— Less balance sheet impact
— Hospital can ‘walk’ at end of lease
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The Nonprofit Real Estate Foundation

* Nonprofit Real Estate Foundations generally formed in the late 1980s and
1990s in reaction to 1986 changes in tax law

e Charitable purposes include facilitating the development of facilities for use by
other 501(c)(3) organizations in furtherance of their charitable purposes

— Economic benefits to the 501(c)(3) Tenant
* Rents substantially below market
* Favorable, better-than-market, purchase options
e Upside accrues to Tenant, not Owner

— Administrative fees intended to cover costs — not profit motivated
— Donative intent

* An attractive alternative to for profit or REIT owners and landlords

Hall Render: Not for Distribm




Benefits of the Foundation Model

e Mission Alignment

e Lower Cost of Occupancy

* Donative Intent

e Potential Property Tax Exemption
e Flexibility in Terms

e Favorable Purchase Options

e Control Approximating Ownership
e Upside Value Accrues to the Tenant

12
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Mission Alignment

e By definition, Foundations’ purposes are aligned with those of
their nonprofit Tenants

* Friendly Landlords

e May own facilities used in furtherance of Tenant’s charitable
purposes (different standard than tax-exempt financing)

@

MISSION
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Lower Costs of Occupancy

14

Closest alternative to direct debt cost
Lease rate is substantially below market
Fully transparent

Lease rate = Foundation debt service + Foundation
administrative fee intended to cover Foundation costs and
reasonable reserves

Recent 156,000 sq. ft., $82 million transaction resulted in
annual lease savings of more than $1.5 million vs. prior for
profit owner — nearly S10 per sq. ft.
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Donative Intent

e Fully amortizing leases will, by definition, result in ownership
by Tenant at end of lease

 Donative Intent policies provide Foundations will gift property
to the 501(c)(3) organization upon full payment of Foundation
debt

e Shortest possible ground leases provide additional assurance
of Donative Intent

e Donative Intent policies also provide for ongoing charitable
contributions from excess revenues generated by the

Foundation
Hall Render: Not for Distribﬂ’

15




Property Tax Exemption

e Depending on jurisdiction, nonprofit ownership coupled with
nonprofit use may result in property tax exemption

e Recent build to suit MOB received automatic property tax
exemption under state law

e Recent 156,000 sq. ft., $82 million transaction may save an
additional $1.3 million per year in property taxes
— Bringing total annual savings to $2.8 million vs. for profit alternatives
— Lease + Property Tax Savings = $18 per sq. ft. total savings

16
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Flexibility in Terms

 Foundations are indifferent as to lease terms
* Financing, operating or hybrid lease structures at Tenant’s direction

 Lease payments are reflective of Foundation’s underlying financing
requirements and costs

* Project debt amortization directed by Tenant

 Lease payments may be flat or may include escalators at Tenant’s
option

— Escalators, if included, serve to lower lease payments in early years and ramp them up over time

e Ground leases are kept as SHORT as possible

Hall Render: Not for Distribﬂ’

17




Favorable Purchase Options

e Purchase options mirror Foundation’s underlying debt
defeasance or redemption terms rather than fair market value

e Purchase options may be executed at any time and at Tenant’s
option

* |n sale leaseback transactions, purchase options may affect
lease accounting

18
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Control Approximating Ownership

 Foundation model approximates ownership
 Tenant and Foundation collaborate with respect to:

— Use Restrictions
— Property and Asset Management
— Other operational items
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Upside Accrues to Tenant

* Increases in value of property are captured 100 percent by
Tenant, not by the Foundation owner

— By definition in fully amortizing leases
— Through favorable purchase options in other lease structures

e Consistent with Donative Intent policies and nonprofit status
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Risks of the Foundation Model

e Limited to charitable purpose activities — while broader
standard than tax-exempt bonds some projects may not
qualify

 Foundation Tax Exemption Risk

 Market Risk (if Hybrid Lease)

* Property Tax Exemption is state-specific
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Leasing Scenarios

Foundation flexibility allows Tenant to select lease structure
Fully Amortizing Leases
Twenty Year Traditional Leases

Hybrid Leases

— 10-20 year leases; “debt-type” structures
— Amortization driven by Tenant

— End of term options:

e Renew

e Purchase property for the Lease Balance (which equals the amount of
outstanding Foundation debt)

e Return the property subject to a partial first loss Residual Value Guaranty
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Residual Value Guaranty (“RVG”)

e Residual Value Guaranty is a guaranty by the Tenant of approximately 70-100% of the
outstanding Lease Balance of the Foundation at the end of the initial term

e The main purpose of the RVG is to reduce the rent profile for the Tenant, and to reduce the
recorded Lease Liability for accounting purposes (RVGs are excluded from capitalization in
the Lease Liability calculation under the new lease accounting rules)

e The Tenant will have three options at the end of the lease term:

1. Renew/Refinance the lease with the existing investors or new capital providers
2. Purchase the property at the outstanding Lease Balance
3. Sell the property in the market subject to the RVG
a) Sale proceeds more than the outstanding Lease Balance, Tenant is entitled to retain the
upside
b) Sale proceeds less than the outstanding Lease Balance, Tenant makes up deficiency through
the RVG

Again, the RVG structure approximates “ownership” for the Tenant
RVG is set at an amount that approximates the Tenant’s view of the future property value
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Residual Value Guaranty
Simplified Example

e 5100 million building, leased for an initial term of 10 years

* Projected market value of the property at the end of the lease is not less than $S90
million
— Over initial term, $10 million of Foundation debt is amortized (leaving $90 million outstanding Lease
Balance)
— Over initial term, Tenant has potentially saved $15 million in rent expense
— Over initial term, Tenant has potentially saved $15 million in property taxes

e |f Tenant chooses to exit building at end of initial lease term, Foundation sells the

building and Tenant

— Receives any excess proceeds above $90 million
— Is obligated to pay any shortfall below $90 million up to the amount of the stipulated RVG

— Taking into account the savings during the term, the building would have to be worth less than $60 million (a
40% decline in value) for the traditional real estate model to break even with the Foundation model
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Accounting Considerations

New lease standard effective dates

e Accounting implications may vary depending on whether applying
ASC 840, ASC 842, IFRS 16, GASB 13, or GASB 87
— For private companies and private not-for-profit (NFP) entities, ASC

842 will be effective for fiscal years beginning after December 15,
2021

— For NFP entities that have issued or are conduit bond obligors and
which have not yet issued financial statements ASC 842 will be
effective for fiscal years beginning after December 15, 2019

— GASB 87 will be effective for fiscal years beginning after June 15, 2021

25
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Accounting Considerations

Residual value guarantees

e Under ASC 840 and ASC 842, the maximum amount payable under
a residual value guaranty is included in lease payments for purposes
of lease classification

e Regardless of classification, only the amount probable of being paid
under the residual value guaranty is included in the measurement
of the lease asset and liability

e Under ASC 842, the probable amount of the guaranty is reassessed on an
ongoing basis

26
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Accounting Considerations
Lease term — ASC 842

* Any non-cancellable periods

* Periods covered by an option to extend the lease if the lessee
is reasonably certain to exercise that option

* Periods covered by an option to terminate the lease if the
lessee is reasonably certain not to exercise that option

e Periods covered by an option to extend (or not terminate) the
lease in which the exercise option is controlled by the lessor

» Lessees reassess lease term if there is a significant event or a significant change in circumstances within
the lessee’s control that directly affects whether the lessee is reasonably certain to extend the lease

» Lessees do not reassess lease term for existing leases in transition unless electing the hindsight expedient
» Lessee can elect not to capitalize leases with total terms of 12 months or less

27
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Accounting Considerations

Build-to-Suit and sale-leaseback

e ASC 840 and ASC 842 each have specific guidance pertaining to
build-to-suit and sale-leaseback transactions
e Under ASC 842, a lessee would be deemed to be the accounting owner of

the asset during the construction period if the lessee is deemed to control
the construction of the asset

— A purchase option exercisable during the construction period is deemed to
provide the ability to control the construction process

* |If deemed the owner of the construction project, the lessee would record
100% of the construction costs as an asset and a liability for amounts
funded by the lessor

* Lessee applies sale-leaseback guidance upon construction completion

28
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Accounting Considerations

Build-to-suit and sale-leaseback (continued)

e Under ASC 842, a lessee is precluded from recognizing a sale in
connection with a sale-leaseback transaction if either:

— The lease would be classified as a finance lease
— The lessee has an option to purchase the leased asset

e |f sale accounting is precluded, the transaction is characterized as a secured
borrowing
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Comparative Economics

 Direct ownership and secured borrowing will almost always
result in lowest cost of capital

e Comparisons between Foundation model and direct
ownership are not apples-to-apples

e Among third-party (non-ownership) options, the Foundation
model will outperform all other options
— Amortizing leases
— Traditional leases
— Hybrid leases

30
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Comparative Economics of Hybrid Lease
S50 Million Project

Hybrid Comparative Benefits vS. Ownership vs. Landlord Assumptions

Initial Balance Sheet Liability

Reduction 47.5% 30.0% o  15-yearterm

Total Income Statement Expense

Savings 1.5% 33.2% e Ownership borrowing rate
assumes “A” rated system

Hybrid Ownership  Landlord * and secured, tax-exempt

Average Annual Per SF borrowing

Expense/Rent $23.51 $24.01 $34.59 _ o .

Average Annual Expense/Rent $2,350,952 $2,400,875 $3,458,683 o s e B el

of Foundation cost of capital

Lease Rate / Borrowing Rate 3.95% 2.79% B Y
Initial Rent Constant 4.70% N/A 6.00%

Accounting Classification Operating Lease  Ownership  Operating Lease

Purchase Option $42,500,000 N/A N/A

Residual Value Guarantee 66.94% N/A N/A

* Landlord Lease = 2.00% Escalators, Liability calculated using 2.88% discount rate.
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Comparative Balance Sheet Impact
S50 Million Project

_ Balance Sheet Liabilities
e Residual Value $50

Guaranty is not $45
capitalized as lease $40
liability $35

$30 Ownership
Landlord

$25
$20
$15
$10
$5
$0

Millions

0123456 7 89 101112131415
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Financing the Foundation Model

 Foundation will acquire debt to finance 100% of the project
— Fully transparent
— Tenant collaboration
— Based on credit of the Tenant

* May require system guaranties or Keep Well Agreements, if Tenant
is a subsidiary entity

— Foundations may access various credit sources
e Credit Tenant Lease financings
e Taxable or Tax-Exempt Bond Issues
e Private Placements
33 * Government Agencies
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Applications of the Foundation Model

Build-to-Suit Projects

Acquisition of existing leased properties from current for
profit owners

Sale/leaseback of existing owned properties

Clinical facilities, Medical Office, FSED, Administrative facilities
Academic Medical Center research, education or grant driven
facilities

Energy and other infrastructure facilities

On Campus or Off Campus

Hall Render: Not for Distribm



Case Studies

* Negotiation and purchase of existing administrative services center
from for profit landlord — 156,000 rentable sq. ft.

— System had leased the building from for profit owner for 10 years and rents
had steadily increased over time

— The Centurion Foundation purchased the building for $82 million

— Centurion transferred the land to the System at closing and entered into a
ground lease thereby providing the System with more control

— System and Centurion signed a new 10-year lease

— Annual rental savings exceeded $1.5 million resulting in $17 million in rental
savings over the initial 10-year term

— Pending property tax exemption will save an additional $1.3 million annually
— Building will revert to System upon repayment of Foundation debt
25 — NPV benefit vs. for profit owner estimated to be $61 million
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Case Studies
Build-to-Suit Medical Office Building

The Centurion Foundation engaged to serve as project owner
System self-developed the project as has been their practice

Annual rental savings of approximately $300,000 on $32 million project when
compared to for profit proposals

Annual property tax savings of $150,000

Tenant will own the building free and clear after 25 year term; $100 purchase
option at end of term

Centurion financed the project through a local governmental issuer thereby
obtaining both sales tax exemption on materials and long-term property tax
exemption

Rents structured “flat” at the request of the Tenant = no escalators
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FAQs

What’s in it for the Foundation? Why would they do this?
e Whydon’t | just form my own Foundation?
 Aren’t these all really capital leases?
e Who develops/builds? Do | need a developer?
e Can | hire my own CM?
e How is the property then managed? Asset and PM?

e Howdo limplement?
e What are the fees?

e This seems complex, how much burden will this put on my staff?

37
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Call to Action

* In arobust and healthy capital market, the Foundation model offers compelling
and financial benefit to hospitals and health systems seeking

To reduce overall occupancy costs

Preserve or obtain property tax exemptions

Gain control of assets and capture their upside value

Preserve cash and borrowing capacity; protect their balance sheet; manage covenants
Improve liquidity in the wake of COVID-19 crisis

e The combination of the Foundation model and the Hybrid Lease is powerful. In
almost all circumstances it will prove superior to all other options

e Hospitals and health systems should re-examine their traditional real estate
strategies and align with a Foundation partner
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Hall Render Advisory Services

e HRAS’s Real Estate Advisory team stands ready to assist
hospitals and health systems in developing a Foundation real
estate strategy for appropriate projects

e HRAS is an independent advisor; we do not offer
development, project management or other conflicting
services

 Beyond the Foundation model, HRAS offers multiple other
services to navigate the increased complexities of real estate

needs as part of system strategic direction WAL
( A'WEOQEEJRCER)
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Please visit hallrenderas.com/real-estate/ to learn more about Hall Render Advisory Services.

Visit the Hall Render Blog at http://blogs.hallrender.com for more topics related to health care law.

Presented by
Jerimi Ullom| (317) 633-4878 | JUllom@HallRender.com

John Marshall| (317) 670-8527 | JMarshall@HallRenderAS.com
Bob Malinowski| (312) 634-3796 | Bob.Malinowski@rsmus.com

HEALTH LAW EEHALL
This presentation is solely for educational purposes and the matters presented IS OUR BUSINESS. B RENDER
herein do not constitute legal advice with respect to your particular situation. Learn more at hallrender.com. KILLIAN HEATH & LYMAN
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