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n today’s hyper-competitive
Ihealthcare operating envi-
ronment, liquidity is a key
motivator (or constraint) to-
wards achieving innovation, up-

dating technology, and capturing
market share.

In evaluating strategic direction
for real estate assets, many lead-
ing healthcare providers decide
to leverage third-party capital
to fund existing and future real
estate needs — Hackensack Uni-
versity Medical Center, Crystal
Run Healthcare, TriHealth and
Catholic Healthcare Partners(1).
These healthcare providers have
used third party capital in a vari-
ety of situations, such as: mone-
tizing existing buildings, funding
to-be-constructed facilities, and
refinancing existing indebted-
ness/ownership. Utllization of
third-party capital is often eval-
uated in terms of strategic, fi-
nancial, and operational consid-
erations.

Strategic considerations: A
healthcare provider’s core objec-
tive is to deliver quality care to

its patient base and enhance the
health of its local population.
To accomplish this objective
the provider must deliver care
through hiring or affiliating with
quality physicians, recruiting and
maintaining strong provider net-
works, and providing caretakers
with the best operating environ-
ment. The physical buildings
that health providers utilize to
deliver care, whether it be a hos-
pital, medical office, surgery cen-
ter, clinic or rehabilitation site, is
viewed as essential to developing
both patient and physician loyal-
ty, but ownership of the building
is not.

During the consideration pro-
cess for strategic funding op-
tions in regard to ongoing/
future projects, a health enter-
prise must carefully evaluate the
benefits, costs, and risks associ-
ated with real estate ownership.
For example, a health system
may recognize that ambulatory
care facilities are an important
element in their strategic plan;
however, allocating $50 million
towards the ownership of such

assets could potentially con-
strict resources and compete
with higher priority investment
in technology and equipment.
Health systems experiencing the
aforementioned situation have
found that third party ownership
of non-core real estate creates
capital liquidity and allows for
investment in other strategic ini-
tiatives, as well as eliminates the
financial, legal, and operational
liabilities that exist through real
estate ownership. Utilizing third
party capital to own or fund one’s
real estate does not preclude the
former owner (now tenant) from
controlling the building(s) future
tenancy, usage, signage or other
prior benefits associated with
ownership.  Control
can be developed to ensure the

features

health system’s control survives
for generations of caretakers, of-
ten 99 years or longer.

Financial considerations: The
potential financial benefits of
monetization focus on four fac-
tors: capital allocation, average
cost of capital, debt capacity and
tuture required capital expendi-



tures for real estate assets.

Capital allocation: Through own-

ership of non-core real estate as-
sets a health system has allocated a
precious resource to the real estate
business away from its primary
operations. By owning its urgent
care centers and medical office
space providers, miss financial op-
portunities to redeploy capital to
margin-generating projects or ad-
vance growth imperatives.

Cost of capital: There is evidence
investors value more highly and re-
quire a lower cost of capital for the
real estate than a combination of
healthcare operations plus real es-
tate. As of March 31, 2015 health-
care real estate investment trusts
averaged a 19.6x cash flow multi-
ple while publicly-traded hospitals
and sutgical / rehabilitation com-
panies averaged noticeably lower
multiples of 8.9x and 10.5x cash
flow. This is support that investors
value the real estate significantly
more, by a 2:1 multiple!

This also implies an average cost
of capital of 5.3% for real estate
versus meaningfully higher aver-
age costs of capital of 11.2% and
9.5% for publicly-traded hospitals
and sutgical / rehabilitation com-
panies, respectively.

Although, as a healthcare provid-
er, capital considerations may dif-
fer considerably, leveraging third
party capital for a sale/leaseback
or higher priority capital projects
often makes compelling financial
sense due to the disparity in re-
turns. Case in point - the Ardent

Health Services transaction in

April 2015 split hospital real es-
tate from operations in two con-
current transactions with Ventas
REIT. The spinoff of real estate
allowed Ardent Health to create
additional value for its sharehold-
ers of almost $0.17 on every dol-
lar allocated to real estate. Ventas
priced the hospital real estate at
14x rent (7.1% capitalization rate),
while the operations with the real
estate were valued at a significantly
lower multiple (albeit a record high
for the hospital market) of 12x. In
other words, the real estate’s 14x
multiple or 7.1% cap rate, the in-
vestot’s cash-on-cash return, was
deemed acceptable. When com-
pared to required returns to a
healthcare provider, such as for
medical equipment, which often
returns in excess of 20%, this real
estate yield seems slim. Thus given
the disparity in returns, leverag-
ing third party capital for a sale/
leaseback or higher priority capital
projects is financially powerful.

Debt capacity: Real estate can car-
ry a fair amount of debt, 75% or
90% of a property’s value, this
debt can have a meaningful im-
pact to an organization’s balance
sheet, credit rating and corporate
debt covenants. Through leverag-
ing third party capital an organi-
zation can pay down its property
debt with sales proceeds — creat-
ing capital liquidity to achieve ma-
terially lower interest rates, and/
or more generous financial cove-
nants. A new long-term lease can
be structured for operating lease
treatment so that the lease obliga-
tions do not burden the right side

of the balance sheet, even if 15 or
20-years in term. Some healthcare
providers have monetized their
real estate in advance of obtaining
an independent credit rating,

Future  capital  requirements:

Bricks-and-mortar requires up-
keep and maintenance. Moreover,
when a tenant’s lease expires, the
landlord is expected to update a
space to attract new tenants, cost-
ing nearly $30-$50 per square foot
in some situations. Negotiating
new rents can cause undue ten-
sion between the tenant, and the
landlord, especially if a business
relationship extends beyond the
lease. Third-party ownership of
real estate can dramatically reduce
this deferred/future liability for
tenant improvements, while main-
taining the arms-length nature of
the rental rate discussion, preserv-
ing goodwill between related par-
ties. Also, by divesting of involve-
ment in leasing, future Stark or
anti-kickback violations are easily
avoided.

Operational  considerations:
Real estate ownership requires not
only an allocation of financial cap-
ital but also an allocation of hu-
man capital in terms of managing
real estate operations. Healthcare
professionals generally are already
tasked with demands beyond ca-
pacity, so to expect effective and
efficient real estate management
of an aging physical plant or de-
velopment of new outpatient
facilities concurrent with other
corporate initiatives, often leaves
the real estate as one of the last
priorities. An attractive building



for patients and providers requires
the property to be maintained at
a level consistent with properties

in the area or those owned by the
competition. Being responsible
for tenant demands requires much
attention and effort to ensure
tenant needs are met on a timely
basis. Similar to capital, which can
be allocated away from the core
businesses, time and talent dedi-
cated to real estate operations can
be reallocated to more focused,
critical missions.

While many health system owners
assume that serving as a landlord
can help facilitate efforts to build
physician loyalty, the opposite is
in fact often true. A third party
landlord who is experienced in
meeting tenant needs and rent ne-
gotiations provides professional
high quality management of the
properties, as well as an interme-
diary between physician and hos-
pital relationships. With compli-
ance being a growing concern and
economic drain, the third party
can help meet requirements by en-
suring real estate transactions are
completed at fair market value and
not designed to provide prohibit-
ed financial incentives to physician
tenants. In the west a large not-
for-profit health system was fined
$25 million in a Stark penalty case,
this is not uncommon.

Types of third party owner-
ship: There are numerous owner-
ship options common in real es-
tate transactions, including direct
sale, sale/leaseback, joint venture
and co-investment. In a direct sale,
the real estate is monetized with-

out future leaseback obligations
to a third-party. This is most pop-
ular for health providers desiring
to divest of non-core or obsolete
space. Real estate investors are
most interested in sale/leaseback
transactions, whereby, the seller
becomes a tenant to a new land-
lord agreeing to a long-term lease
at market rates, as was the case
with Hackensack, Crystal Run,
and CHP. The motivation for each
organization to sell its real estate
was different but the result was
the same — an infusion of capital
reinvested into the core business.

Physician-investors are often in-
vited into a third party financed
real estate transaction, offering the
health system another opportuni-
ty to build a stronger relationship
between the doctor and hospital
/ physician practice. The seller
is afforded immediate liquidity
while maintaining ownership-like
control through covenants in the
space lease (or deed restrictions or
ground lease). The space lease can
be structured as an off-balance
sheet or operating lease with con-
sultation of a company’s auditor,
further enhancing the flexibility
afforded to an organization’ cor-
porate capital structure.

Real estate investors have the abili-
ty to co-invest or formulate a joint
venture agreement for long-term
financing of a company’s real es-
tate. It can be done through an
ownership or developer agree-
ment for future facilities, which
was a framework successfully cre-
ated for TriHealth and implement-
ed through a five year period — a

more creative approach.

Dr. Richard Becker(2), former
CEO of Brooklyn Hospital Cen-
ter, and CEO of New Found
Health LLC said “As Brooklyn
Hospital

expand its outpatient presence

Center continues to
through expansion of urgent care
sites and other ambulatory facili-
ties, we were considering a num-
ber of financial alternatives, such
as a lease versus own model that
utilizes third party capital for the
ownership of the real estate and
allows us to reallocate our capital
into the core business of provid-
ing health care.”

In the future, when a competitor
mentions operating margins rec-
ognize that third-party real estate
capital may be the leverage for
growth.

Notes:

Hackensack, Crystal Run, TriHealth
and CHP are all clients of the author.

Dr. Becker is now CEO of New Found
Health 1I.C, a portfolio company of
Blue Wolf Capital Partners I.LC.
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