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Abstract

Over the last decades the augmented core business focus have initiated an increase of
divestitures of corporate real estate (CRE) divisions, representing real estate assets owned by a
firm not primarily in the real estate sector. A popular alternative to pure divestments of the CRE
assets is sale and leaseback transactions where the property is sold to another party and
simultaneously leased back from the new owner. The market reactions of CRE sale and
leaseback announcements of the selling firm have generally been investigated on the U.S. and
European markets. Nevertheless, the Swedish CRE sale and leaseback market in specific remains
exceptionally unexamined. Therefore, this thesis aims at examining the Swedish stock market’s
reactions of CRE sale and leaseback announcements of the selling firm and the sources behind
the reactions by using data obtained from 27 announcements of Swedish firms between the
years of 1997 to 2007. We find that CRE sale and leaseback deals, on average, produce positive
abnormal returns of 2.35 per cent at the event day and 2.42 per cent over the interval one day
before to one day after the announcement. We furthermore conclude that the positive
abnormal returns arise predominantly from CRE sale and leaseback deals which size is large in
comparison to the market capitalization of the selling firm and deals announcing a large capital
gain from the transaction in relation to the announced transaction value. We also discover that
the tax rate of the lessee firm, on average, have a positive effect on the abnormal returns
around the announcement, while the financial position of the lessee firm seem to have a low
influence on the abnormal returns upon the announcement. Lastly, the abnormal returns
around CRE sale and leaseback announcements appear not to be driven by the announced use
of the proceeds from the transaction.
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1. Introduction

This preliminary chapter begins with a brief introduction to the corporate real estate sale and
leaseback subject followed by a presentation of the objectives this master thesis sets to
accomplish. The chapter is finalized with possible delimitations of our study and a description of

the outline of the thesis comprising a short summary of the content of each chapter.

1.1 Background and Objectives

Over the last decades the corporate landscape has evolved towards a strong focus on core
business functions and companies are on a global basis pursuing outsourcing as a strategy to
follow the trend. This evolvement towards core business focus has affected several operations
that are not direct contributors to the core success of a business (Adkison (1999)), among these
several corporate real estate (CRE) functions.

The term CRE applies to real estate assets owned by a firm not primarily in the
real estate sector (Manning and Roulac (1999)). Previous literature on the subject CRE has
discovered that CRE holdings constitute a significant amount of total assets in companies. One
of the pioneering studies of this topic executed by Silverman and Zeckhauser (1983) on the U.S.
market in the 1980’s indicated that 25 to 40 per cent of total assets in companies were in CRE
and that corporate managers were regularly neglecting their CRE assets. Later on several U.S.
studies indicated that CRE holdings were generally undermanaged, which together with the
growing outsourcing trend initiated the commencement of divestitures of CRE in the U.S.

One popular way of dealing with undermanaged CRE assets without divesting the
assets entirely is by employing CRE sale and leaseback transactions. Under these transactions, a
firm (the lessee) sells real estate it owns to another party (the lessor), which then
simultaneously leases the property back from the new owner. The transactions are often, due to
their structure and characteristics considered as a financing alternative and a substitute for debt
(Allen et al. (1993)). The CRE sale and leaseback transactions increased in popularity in the U.S.
during the 1990’s and a study by Nappi-Choulet (2002) suggested that the portion of CRE to
total assets in U.S. firms in 2002 had decreased from 25 to 40 per cent to around 15 per cent. In
the same study, Nappi-Choulet (2002) furthermore declared that the portion of CRE assets in

Europe in 2000 was around 35 to 40 per cent and hence close to the U.S. numbers in the 1980’s.



Despite the fact that the market for CRE sale and leaseback transactions has started to grow in
Europe during the later years, there is still today a significant difference in the CRE assets to
total assets ratio between European and U.S. corporations. This remaining divergence together
with the fact the CRE sale and leaseback market in Europe commenced as late as in the
beginning of this century indicate that there is reason to expect that the CRE sale and leaseback
market will continue to evolve in the European countries (Charlton and Laposa (2001)).

As papers frequently investigate the market reactions to the announcements of
different financing decisions, the CRE sale and leaseback announcements have also been
investigated. However, the CRE sale and leaseback announcements have only been touched on
the surface and a more thorough analysis on the rationales behind the market reactions of CRE
sale and leaseback announcements is absent. Moreover, only a few studies have focused on
explaining possible differences in stock market reactions between firms announcing CRE sale
and leaseback transactions. Therefore, there is no preset theoretical framework neither of the
expected market reactions of CRE sale and leaseback deals nor of the variations in the possible
market reactions. Furthermore, the majority of the previous studies on the market reactions of
CRE sale and leaseback announcements has been performed on the U.S. market (Slovin et al.
(1990), Rutherford (1990), Allen et al. (1993), Ezzell and Vora (2001), Fisher (2004)) whereas a
few have been performed on the European market (Liow (1997), Gronlund et al. (2004)).
Nevertheless, the Swedish CRE sale and leaseback market in specific remains exceptionally
unexamined. To our knowledge, no previous studies on CRE sale and leaseback announcements’
effect on the share price of the lessee firm have been performed exclusively using Swedish data.
Based on these facts we believe that there is a need to shed more light on the relatively
unexplored CRE sale and leaseback market in Sweden and the potential sources behind the
market reactions. A study on the Swedish market including both the market reactions of CRE
sale and leaseback announcements and the sources behind the possible different reactions of
CRE sale and leaseback announcements would consequently be of interest.

The aim of the thesis is therefore to examine the market reactions of CRE sale
and leaseback announcements of Swedish publicly listed lessee firms. Furthermore, we aim to
discover if the market reactions are contingent on different firm- and transaction specific
variables. Consequently, the aim of the thesis is therefore twofold where the primary objective
is to investigate the CRE sale and leaseback announcements short-term effects on the share

price of the lessee firm. This primary objective will be accomplished by using quantitative data



from CRE sale and leaseback announcements among Swedish publicly listed firms between the
years of 1997 to 2007. The methodology that will be applied is the standard event study
methodology testing the abnormal returns of the firms around the announcement date. Our
secondary objective is to examine the potential sources of the observed share price effects and
hence discover if the abnormal returns are contingent on different firm- and transaction specific
variables. This objective will be accomplished by using our quantitative data and investigate
whether different sub-sample portfolios of the firm- and transaction specific variables
experience different abnormal returns around the CRE sale and leaseback announcement date.
Furthermore, in order to assess the explanatory power and the relative importance of the
variables we will perform a multivariate regression analysis on the abnormal returns around the
date of the announcement including the firm- and transaction specific variables as independent

variables.

1.2 Delimitations of our Study

Our focus in this thesis will be to investigate the CRE sale and leaseback market in Sweden by
examining the short-term market reactions of CRE sale and leaseback announcements of
Swedish publicly listed lessee firms and discover if the market reactions are contingent on
different firm- and transaction specific variables. Nevertheless, we find it useful to state some
delimitation in order to eliminate any confusion regarding our topic of study. We will not
perform valuations of the intrinsic value of the firms, but rather focus on the market’s
assessment of a CRE sale and leaseback announcement nor discuss the CRE sale and leaseback
announcements long-term effect on the share price of the lessee firm. Furthermore, our study
will solely focus on the perspective from the lessee firm and not on the purchasing firm in the
transaction as well as exclusively explore the Swedish market for CRE sale and leaseback

transactions.

1.3 Outline

The remaining thesis will be organized as follows. The descriptive analysis in section two will
serve as a starting point for the thesis where the CRE sale and leaseback transaction and the
market for CRE sale and leaseback transactions in Sweden are illustrated in detail. This section is
mainly based on our qualitative data obtained from our interviews and surveys with

practitioners in the CRE sale and leaseback market in Sweden. In section three, the theoretical



framework is presented, which will underlie our subsequent hypotheses formulations. In this
section we will combine leasing theories and theories on divestitures of CRE holdings in order to
construct a theoretical framework. The section will be based on three different sources; pure
economic theories, previous research and additional contribution from our qualitative data from
interviews and surveys with financial and legal advisors. Thereafter the hypotheses of the thesis
are formulated based on our primary and secondary objective. In section five we present the
methodology of our thesis where we have chosen to include a description of the methods that
will be employed when performing the statistical testing of our hypotheses and our regression
analysis. In section six we introduce our data set including the collection and descriptive
statistics of the data and the variables together with an explanation of the sub-sample division
of the data. In the sixth section we present the empirical results from the testing of our
hypotheses and the results from the regression analysis while relating our results to previous
studies on the subject. In the last section we will bring our study to a close by summing up our

results, discuss possible limitations of our study and introduce suggestions for further research.



2. Descriptive Analysis

This section will present a descriptive analysis of the CRE sale and leaseback subject including a
definition of CRE sale and leaseback transactions, the accounting- and tax effects associated
with CRE sale and leaseback arrangements in Sweden and a background description of the
Swedish CRE sale and leaseback market. The analysis will mainly be based on our qualitative
data obtained from our interviews and surveys with practitioners in the CRE sale and leaseback

market in Sweden, unless otherwise stated.

2.1 Definition of CRE Sale and Leaseback Transactions

A CRE sale and leaseback transaction occurs when a non-real estate firm (the lessee) sells real
estate it owns to another party and simultaneously enters an agreement to lease the property
back from the new owner (the lessor) for a pre-determined period of time (Manning and Roulac
(1999)). This definition is consistent with IAS (International Accounting Standards) 17’s definition
of the sale and leaseback transaction as a transaction arising when a corporation sells an asset
and immediately re-acquires the use of it by entering into a lease with the buyer (IAS 17). In a
CRE sale and leaseback arrangement a buy back option can be added which gives the seller the
option to buy the property back from the new owner. CRE sale and leaseback transactions are
often considered as a pure capital acquisition method since it allows the seller of the property to
receive cash and retain the use of the property in exchange for the obligation to pay future
leasing charges for a predetermined period of time. The transactions are moreover in the option
of many analysts simply a form of debt financing. This is especially apparent for CRE sale and
leaseback transactions including the buy-back option since the ownership of the CRE is
outsourced and the lessor is a lender and can be viewed as having made a secured loan (Allen et

al. (1993), Myers et al. (1976)).

2.2 Accounting Effects of CRE Sale and Leaseback Transactions

The accounting for CRE sale and leaseback transactions is generally subject to IAS 17 for listed
companies and specifically to local accounting principles. Both under IAS 17 and under the
Swedish accounting principles, the CRE sale and leasebacks arrangements are divided into two
subcategories, financial and operational leases. According to IAS 17 a lease is classified as a

financial lease if the lessee (the seller) retains substantially all the risks and rewards subject to



ownership of the property, while all other leases are classified as operating leases. A CRE sale
and leaseback transaction where the actual property related risks are not transferred to the
buyer is hence classified as a financial lease which causes the CRE assets to remain as non-
current assets on the seller’s balance sheet. The assets are presented at the lowest of their
actual value at the start of the lease period or at the present value of the minimum leasing
costs. The present value of the minimum leasing costs is calculated by using the leasing
contract’s implicit interest rate or the lessee’s marginal borrowing rate. Furthermore, the
obligations to pay future leasing charges are posted as long-term- or current liabilities on the
balance sheet. If a CRE sale and leaseback transaction results in a financial lease, any extra value
from the proceeds of the sale in relation to the book value must furthermore not immediately
be presented as income in the seller's financial statements. Instead, the value must be deferred
and written down over the term of the lease.

Operational leases, on the other hand, resemble more traditional rental
agreements. They are considered as off-balance sheet financing from the lessee’s perspective
since the leasing costs are merely brought up as expenses in the income statement
systematically over the term of the lease (IAS 17). The operating lease obligation is reported in
the financial statement notes as a contingent liability, as opposed to being reflected on the
balance sheet. This implies that the arrangements are not shown as an asset or a debt obligation
on the lessee’s balance sheet provided that they meet the criteria for operational leases. Capital
gains on assets sold under sale and leaseback agreements with all the characteristics of an
operating lease are recognized directly in the income statement.

The interviewed financial advisors on CRE sale and leaseback deals in Sweden
stated their clients’ desire for an off balance sheet sale and leaseback arrangement since they
do not want the asset and subsequent liability to weaken the performance figures. Hence, the
management of most corporations engaging in a CRE sale and leaseback transaction attempt to
transfer all financial risks and benefits associated with the properties to the lessor and hence
classify the leasing contract as an operational lease. CRE sale and leaseback as operational
leases are furthermore strengthened by the literature suggesting that most real estate leases
usually are operating leases (Nourse (1990)). Displayed in Table A in Appendix is an example of
an operating CRE sale and leaseback arrangement and the related accounting effects on the
balance sheet and the income statement. However, the example is not representative for all

CRE sale and leaseback deals since they differ largely in their structure and the use of the



proceeds from the transaction.

2.3 Tax Effects of CRE Sale and Leaseback Transactions

According to the Swedish tax laws applied to Swedish CRE sale and leaseback deals there is no
separation made between financial and operational leasing. For both financial and operational
leases the main tax advantage of a sale and leaseback transaction is that the lessee’s lease
payments under the lease are fully tax deductible. However, in conventional debt financing of a
property, the borrower can deduct both the mortgage interest component of the loan and the
depreciation of the property. Nevertheless, the rental deductions from a CRE sale and leaseback
deal may exceed the deductions achieved when applying conventional debt financing of the
property. This occurs if the loan to value of the property is moderately low and if the property
has appreciated in value, since depreciation deductions are limited by the cost of the property
while rental deductions may equal the fair market value of the property or if the property has
been fully or substantially depreciated. The same reasoning holds for a firm owning a CRE asset
which has been financed only by internal cash. The difference is however, that the firm financing
property with conventional debt is subject to mortgage interest deductions, while a firm
financing the property solely with internal capital is only subject to the depreciation deductions.

Furthermore, for firms in need of cash to expand their core operations a CRE sale
and leaseback deal can be a more profitable capital acquisition method than conventional debt
financing. Whereas most mortgage lenders impose a loan to value limits of around 70 per cent,
a properly structured CRE sale and leaseback can provide 100 per cent of current market value
of the investment. From a tax perspective, the seller will be able to deduct the full leasing
payments compared to the mortgage where the seller only can claim deductions on the
mortgage component.

Another tax consideration regarding CRE sale and leaseback transactions is the
capital gain or loss involved in the transactions. Since the CRE holdings involved in a sale and
leaseback deal generally is held for use in the seller’s business, it qualifies for capital gain or
ordinary loss treatment. A possible capital gain from an operating CRE sale and leaseback
transaction will be taxable as ordinary income while if the sale results in a loss, it will be
deductible in full as an ordinary loss. Furthermore, a seller can use a CRE sale and leaseback to
time the recognition of gains or losses while retaining the use of a property. A business may

want to recognize gains to net operating loss carryovers and if the business owns appreciated



property, a sale of the CRE holdings will produce a gain that could be offset by the net operating
loss carryovers.

The tax effects of a CRE sale and leaseback transaction for firms governed under the
Swedish tax laws hence largely depends on the financing of the CRE holding when purchased,
when the holdings were purchased, whether a capital gain is realized, the motivations behind
the transaction and the financial position of the firm. Hence, there is no general tax effect for
Swedish firms engaging in a CRE sale and leaseback transaction since each transaction must be
evaluated separately depending on the firm- and transaction characteristics. Our interviews with
legal advisors on the transactions furthermore state that for Swedish non-real estate firms, the
decision to engage in a CRE sale and leaseback transaction must be based on substantial

income-tax evaluations on each specific transaction.

2.4 The CRE Sale and Leaseback Process

The overall process in undertaking a CRE sale and leaseback transaction comprises a number of
steps shown in Figure 1 and can be initiated either by the company or from an advisor’s sales
pitch. However, the decision to perform a sale and leaseback transaction must be resolved
either by the board of directors or the CEO of the selling company. This depends on the size and
the art of the sale and leaseback transaction and whether the transaction is a part of the
company’s ongoing operations. Since CRE sale and leaseback transactions are performed by
companies not primarily in the real estate business they are not considered a part of the
company’s ongoing operations and hence the decision is often made by the board. This implies
that the board of directors often is the primary decision-taker regarding CRE sale and leaseback
deals. Eventually, the company together with the financial advisors needs to find potential
buyers of the real estate assets to be divested. An investment memorandum of the transaction
is presented to the potential buyers and a bidding process is initiated. The next step involves
due-diligence of the property by the potential buyers including property appraisals and
information concerning property taxes, present or threatened claims, litigation or administrative
actions relating to other tenants, damages to the asset, construction of the property and so
forth. As the due diligence stage comes to an end, the buyer and the seller should be closing in
on a specific price and a final bid, including specific stipulations. This is followed by negotiations
of the specific terms and conditions of the leasing arrangement, resulting in a final step of

signing and closing the deal.



Figure 1. The CRE sale and leaseback process
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2.5 The Swedish CRE Sale and Leaseback Market

The European market for CRE sale and leaseback transactions has experienced a strong growth
in recent years from approximately SEK 60 billion in 2004 to SEK 425 billion in 2007 in
transaction values. The interviews with the practitioners in the CRE sale and leaseback market in
Sweden assign the remarkable growth in Europe to the high prices on commercial real estate
during the past few years that has enabled companies to realize substantial profits over book
value on their real estate holdings. Another declared factor is the credit turmoil that has
resulted in an increase in the cost of debt and furthermore made property divestment an
attractive alternative to conventional debt financing.

The Swedish market for CRE sale and leaseback transactions has followed the
same development as the rest of Europe with an escalating trend in recent years. The first large
CRE sale and leaseback transactions in Sweden were made in the end of 1990 and in the
beginning of 2000, which spurred later transactions and resulted in a fast growth in the market.
Despite the favorable development of Swedish CRE sale and leaseback market, the general view
is that non-real estate companies still tend to own a considerable amount of CRE holdings. At
the same time, Sweden compared to other Nordic countries is the most developed market for
CRE sale and leaseback transactions and is considered to be the leading Nordic country in the

area.



The interviewed practitioners expect the increasing trend of CRE sale and leaseback transactions
in Sweden to continue in a positive direction despite the current rather insecure economic
situation, demonstrating less CRE ownership among Swedish companies. The public sector and
the industrial area among others offer a considerable amount of potential transactions to be
performed where the market expects to observe a significant growth in the coming years.
Additionally, a significant increase in the share of foreign investors providing CRE sale and
leaseback finance on the Swedish market has been noticed during the past few years and is
expected to continue. The stated factors above together with the fact that many Swedish firms
still hold extensive CRE holdings indicate a continued positive development of the Swedish CRE

sale and leaseback market.
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3. Theoretical Framework

In this section we present the theoretical framework which will underlie our subsequent
hypotheses formulation. Due to the lack of a preset theoretical framework of CRE sale and
leaseback announcements, the section will be based on three different sources; pure economic
theories, previous research and additional contribution from our qualitative data from interviews
and surveys with financial and legal advisors. In the section we will moreover combine leasing
theories and theories on divestitures of CRE holdings in order to construct a theoretical
framework of the expected market reactions of CRE sale and leasebacks and the sources behind

the possible market reactions.

3.1 Modigliani and Miller Theorem

The fundamental corporate structure model in corporate finance was presented by Modigliani
and Miller (MM) in 1958. The basic MM theorem states that under the assumption of perfect
markets, in the absence of taxes, bankruptcy costs and asymmetric information the method of
financing is irrelevant to the total value of the firm (Miller and Modigliani (1958)). According to
the MM theorem leasing, as a financing alternative (Allen et al. (1993)), would hence not affect
the value of the firm. This statement was examined by Miller and Upton (1976) who included
leasing in the MM theorem within a perfect market and concluded that no financial advantages
or positive net present value accrues from leasing.

The subsequent paper by Modigliani and Miller (1963) furthermore extended the
initial theorem by including taxes (Brealey and Myers (2000)). The revised theorem states that in
a world with taxes, debt financing maximizes the value of the firm and hence the financing
decisions of a firm are not irrelevant. Myers et al. (1976) related these findings to the leasing
alternative and revealed that, in the presence of taxation, CRE sale and leasebacks allow parties
to generate wealth gains by expropriating wealth from the government. In their study, they
concluded that there can be tax advantages from CRE sale and leaseback transactions, but the
dimension of the tax effect depends on the specific transaction, the related tax rates and the
country specific tax laws applying to the transaction.' The more recent study by Elayan et al.

(2006) on the U.S. market extended the study by Myers et al. (1976) and examined the actual

! For further discussion regarding the specific tax effects on the Swedish CRE sale and leaseback market
see section 2.3 Tax Effects of CRE Sale and Leaseback Transactions
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tax rate of the lessee firm as an explanatory factor to the extent of the market reaction upon
CRE sale and leaseback announcements. Their intuition was that CRE sale and leaseback
transactions should be relatively more valuable for firms paying higher taxes since the lease

payments arising from the leasing will be a tax-deductible expense.

3.2 Pecking Order Theory

The pecking order theory of capital structure was first introduced by Myers and Majluf (1984)
and explains how companies prioritize their sources of financing. The theory relies on two basic
assumptions. The first one is asymmetric information about earnings and growth opportunities
between the insiders of the firm and the investors. The second assumption relies on the fact
that managers act in the interest of the existing shareholders. The theory concludes that due to
adverse selection firms use a pecking order when acquiring capital in order to avoid the
signaling effects associated with external financing. Retained earnings are selected first,
secondly debt and only in extreme circumstances firms issue equity (Myers and Majluf (1984)).
The empirical evidence of the pecking order theory indicates that stock price announcement
effects of equity issues are on average significantly negative while returns to announcements of
debt issues are generally non-positive but not significantly different from zero (Smith (1986)).
Hence, if the market views the CRE sale and leaseback arrangement as a form of debt (Allen et
al. (1993)), a CRE sale and leaseback announcement should have slightly negative or zero effect

on the share price of the lessee firm (Slovin et al. (1990)).

3.3 Information Asymmetry Theory

According to the paper by Akerlof (1970) information asymmetry is based on the premise that
different parties of a transaction often have different levels of information about the
transaction. Potentially, this can lead to situations where one party can take advantage of the
other party’s lack of knowledge. A solution to these problems was first introduced by Spence
(1973), who presented the theory of signalling. He proposed that in a situation with information
asymmetry, it is possible for parties to signal their true value, thus believably transferring
information to the other party and resolving the asymmetry.

The classical theories of information asymmetry and signalling have been applied
to the CRE market. One of the investigated reasons for positive market reactions on real estate

divestitures is based on information asymmetry (Owers and Rogers (1986)). CRE holdings
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generally increase in value over time, however, under the historical cost accounting convention
real estate assets are reported in the balance sheet at historical cost or at values determined
during the last revaluation. The information asymmetry situations are caused since property
revaluations are not carried out in a frequent manner. At the time of real estate divestiture
announcements, information is hence disclosed on the value of the real estate assets, which
enables the market to view the true value of the CRE assets. When CRE assets are sold at higher
market values than the book values, it may furthermore create incentives for the market to
believe that more values are hidden within the firm (Owers and Rogers (1986)). This reasoning is
strengthened by one of our interviewees who mention the announced capital gain from selling
the CRE asset as a variable that can have a positive effect on the market reaction around the

CRE sale and leaseback announcement.

3.4 Focus Hypothesis

The focus hypothesis argues that an improved focus on the core business of a firm by divesting
unrelated lines of business tend to increase the share price of the selling firm at the time of the
divestment announcement (Berger and Ofek (1995)). Firms that sell off their CRE holdings which
are not direct contributors to the core success of the business should hence experience an
increase in their share price. This reasoning is confirmed by the interviewees who furthermore
argue that firms owning CRE holdings generally has a lower return on the properties than on
their core business activities. By divesting the CRE holdings the firm is hence able to employ the

capital previously tied up in the CRE holdings more profitably in their core business.

3.5 Financial Significance Hypothesis

Although previous studies have focused on examining the market reactions of CRE sale and
leaseback transactions, only a few have focused on stating possible reasons for differences in
stock market reactions between firms announcing CRE sale and leaseback transactions. The
study by Gronlund et al. (2004) does however bring up the relative size of the transaction value
of the deal to the market capitalization as an explanatory variable. This variable has also been
brought up in divestiture studies on announcement returns where differences between the
relative sizes of the divested units partly have explained the different announcement returns
(Klein (1986)). The previous research within this area has on average found a positive

relationship between the relative size of the transaction and the abnormal returns around the
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announcement date. The intuition behind the positive relationship and transaction value as a
source to explain the different market reactions is based on the fact that the larger the relative
size of the transaction, the larger is the economic significance of the transaction. All the
interviews furthermore agree on the importance of the relative size of the announced deal for
the market reactions; “In order to have an effect on the stock price, the real estate holdings must

constitute a large part relative to the total market capitalization of the firm”.

3.6 Incentives Hypothesis

Previous research has pointed out various possible incentives® for firms to engage in CRE sale
and leaseback transactions. Barris (2002) and Asson (2002) state raising cash in order to
enhance growth of the core business or pay down debt as the two primary motivators of a CRE
sale and leaseback transaction. Firms engaging in CRE sale and leaseback transactions can hence
have different intentions for the use of the proceeds. Cooney et al. (2004) examine divestiture
announcements distinguishing between firms announcing to use the proceeds for strategic
investments such as enhance growth of the core business and firms announcing to use the
proceeds to reduce debt. Their results suggest that firms announcing to use the proceeds in
order to enhance growth of the core business are met with more favourable market reactions
than firms announcing to use the proceeds in order to pay down debt. The intuition behind their
results is that if the proceeds are used to enhance growth of the core business, the money will
be invested in the business and the shareholders will hence gain from the transaction.
Conversely, if the proceeds are used to pay down debt, the money will accrue to the
debtholders and the shareholders will hence not have any significant gain from the transaction.
Furthermore, if the announced motive is to use the proceeds to pay down debt, the market
could view this as a weakening of the corporate governance function of debt and hence be met

with a less favourable market reaction (Williamson (1988)).

3.7 Financial Position Hypothesis

The study by Elayan et al. (2006) evaluates whether the financial position of the lessee firm can
have an effect on the market reactions upon the announcement of a CRE sale and leaseback

transaction. They observe a difference in the market reactions between lessee firms that are

?See Table 21 in Appendix for a summary of the incentives respectively the disincentives for firms to
engage in CRE sale and leaseback transactions based on previous research on the subject
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less creditworthy and have a high probability of financial distress and firms that have growth
opportunities and are able to invest the proceeds in positive net present value projects. As one
interview with a financial advisor working on CRE sale and leaseback transactions reveal; “a
company owning CRE holdings would expect a return on the properties of around 7 to 10 per
cent while normal return on investment targets for growth companies range from 15 per cent to
30 per cent. Thus, a CRE sale and leaseback transaction should allow a company to net an 8 per
cent to 20 per cent gain on the capital that is now available for more profitable investments in
the company’s core business.”

The results from Elayan et al. (2006) suggest that the market should reward firms
with high growth opportunities using CRE sale and leasebacks with a positive market reaction
since the market believes that the proceeds from the transaction will finance profitable
investments at a higher rate of return than their CRE holdings. Conversely, firms with a high
probability of financial distress in need of cash to meet debt obligations are expected to be
penalized with negative market reactions. The intuition is that firms with higher probability of
financial distress are less able to extract favorable leasing terms from the lessor and finance
profitable investments with the proceeds and will hence be perceived by the market as value
deteriorating (Elayan et al. (2006)). However, the importance of the financial position of the
lessee firm prior to the announcement is weakened by findings on divestiture announcements
of no relationship between the financial position of the firm prior to the announcement and the

market reactions of the announcement (Miles and Rosenfeld (1983)).
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4. Hypotheses

In the fist part of this section we will formulate the hypothesis intended to evaluate our primary
objective of CRE sale and leaseback announcements’ short-term effect on the stock price of the
lessee firm. Thereafter we will formulate six hypotheses intended to test our secondary objective
of whether different firm- and transaction specific variables can explain the market reactions of
CRE sale and leaseback announcements. The formulated hypotheses in this section will mainly be

based on our theoretical framework outlined in section three.

4.1 Hypothesis based on our Primary Objective

Our primary objective concerns CRE sale and leaseback announcements’ short-term effects on
the share price of the lessee firm. The MM-theorem, under the assumption of perfect markets
discussed in section 3.1 Modigliani and Miller Theorem, implies that leasing, as a source of
financing would not have an effect on the stock price of the lessee firm. However, as the MM-
theorem is extended to include taxes, the theory declare that there can be tax advantages from
CRE sale and leaseback transactions and the market should react positively to a CRE sale and
leaseback announcement. The argument for an enhanced value of the firm when employing CRE
sale and leaseback transactions is furthermore supported by the information asymmetry
hypothesis stating that a CRE sale and leaseback announcement should signal favourable
information to the market. Conversely, according to the pecking order theory discussed in
section 3.2 Pecking Order Theory, the returns to announcements of CRE sale and leaseback
arrangement are expected to be non-positive, but not significantly different from zero, if
considered as a form of debt financing (Allen et al. (1993)). Nevertheless, the focus hypothesis
argues that an improved focus on the core business of a firm by divesting CRE holdings
unrelated to the core business should generate a positive market reaction upon announcement.
Based on the reasoning above derived from the theoretical framework, our first hypothesis is
hence that CRE sale and leaseback announcement, on average, should have a positive impact on
the share price of the lessee firm as measured by abnormal returns.

Hypothesis 1: CRE sale and leaseback announcements by lessee firms produce, on

average, positive abnormal returns.
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4.2 Hypotheses based on our Secondary Objective

The second objective of the thesis aspires to explain the possible drivers behind the stock
market reactions and potential dissimilarities in the reactions between firms announcing CRE
sale and leaseback transactions. The objective will be achieved by testing different firm- and
transaction specific variables’ effect on the market reactions of CRE sale and leaseback
announcements. The first hypothesis of the second objective will focus on the relative size of
the transaction in relation to the market capitalization of the lessee firm. Based on the
discussion in section 3.4 Financial Significance Hypothesis, we anticipate a positive correlation
between the size of the CRE sale and leaseback transaction in relation to the market
capitalization of the lessee firm and the abnormal stock returns from a CRE sale and leaseback
announcement. The hypothesis is hence formulated as:

Hypothesis 2: The relative size of the CRE sale and leaseback transaction to the
market capitalization of the lessee firm is positively related to the abnormal returns from a CRE
sale and leaseback announcement.

As suggested by the theory of information asymmetry and CRE divestments
discussed in section 3.3 Information Asymmetry Theory there should be a positive market
reaction upon CRE sale and leaseback announcements since information on the true value of the
CRE holdings are disclosed to the market, which may create incentives for the market to believe
that more values are hidden within the firm. We hence anticipate that the larger gap there is
between the net book value of the property and the announced transaction value (the capital
gain) the larger is the probability that the market and the analysts assume that more values are
hidden within the firm. Consequently, the firm will be priced higher due to the revealed
information of hidden values.

Hypothesis 3: The announced capital gain in relation to the announced
transaction value is positively related to the abnormal returns from a CRE sale and leaseback
announcement.

In hypotheses four and five we intend to test whether the financial position of the
lessee firm can have an effect on the market reactions upon CRE sale and leaseback
announcements by using proxies for creditworthiness and growth opportunities. As discussed in
section 3.6 Financial Position Hypothesis, Elayan et al. (2006) observed differences in the market
reactions of announcements between lessee firms that are less creditworthy with a high

probability of financial distress and firms with growth opportunities that are able to invest the
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proceeds in positive net present value projects. The discussion suggests that the market should
reward firms with high growth opportunities using CRE sale and leasebacks with a positive
market reaction since the market believes that the proceeds from the transaction will finance
profitable investments in the business at a higher rate of return than their CRE holdings. For our
empirical tests, we will follow the suggestion by McConnell and Servaes (1995) and use the P/E
ratio the year prior to the announcement as a proxy for future growth prospects of the lessee
firm. We anticipate that a higher P/E ratio of the firm implies a higher probability that the
market believes that the proceeds from the transaction will be invested in the business to fund
growth. The fourth hypothesis is hence formulated as follows:

Hypothesis 4: The P/E ratio of the lessee firm is positively related to the abnormal

returns from a CRE sale and leaseback announcement.
The fifth hypothesis will conversely focus on the market reactions of a CRE sale and leaseback
announcement for firms with high probability of financial distress. As a proxy for financial
distress we have chosen to use the same proxy as Ezzell and Vora (2001), the interest coverage
ratio of the lessee firm the year prior to the announcement. The ratio is interpreted as the
higher interest coverage ratio the lower is the probability that the firm incur financial distress.
Firms with high probability of financial distress in need of cash to meet debt obligations, are less
able to extract favorable leasing terms from the lessor and more likely to use the proceeds from
the transaction to cover current debt obligagtions (Elayan et al. (2006)). Since the proceeds will
not be invested in the business and since their leasing terms will be less favourable we believe
that the market will view the CRE sale and leaseback transaction as value deteriorating. This
leads us to our fifth hypothesis:

Hypothesis 5: The interest coverage of the lessee is positively related to the
abnormal returns from a CRE sale and leaseback announcement.

As discussed in section 3.5 Incentives Hypothesis, firms engaging in CRE sale and
leaseback transactions can have different intentions for the use of the proceeds. If the proceeds
are used to enhance growth of the core business, the money will be invested in the business and
the shareholders will gain from the transaction. Conversely, if the proceeds are used to pay
down debt, the market could view this as a weakening of the corporate governance function of
debt together with the fact that the shareholders will have less personal gain from the
transaction. We hence anticipate that firms announcing to use the proceeds from the CRE sale

and leaseback in order to enhance growth of their core business will be met with a more
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favorable market reaction than firms announcing to use the proceeds in order to pay down
debt.

Hypothesis 6: Firms announcing that the proceeds from the CRE sale and
leaseback transaction will be used in order to enhance growth of the core business experience
higher positive abnormal returns from a CRE sale and leaseback announcement than firms
announcing that the proceeds will be used in order to pay off debt.

The seventh hypothesis is based on the tax considerations associated with CRE
sale and leaseback transactions mentioned both in section 2.3 Tax Effects of CRE Sale and
Leaseback Transactions and section 3.1 Modigliani and Miller Theorem. The dimension of the
tax effects on the Swedish market depends heavily on the financing of the CRE holding when
purchased, when the holdings were purchased, whether a capital gain is realized, the
motivations behind the transaction and the financial position of the firm. Therefore we aim to
test the results from the study by Elayan et al. (2006) on the U.S. market, suggesting that a CRE
sale and leaseback transaction should be relatively more valuable for firms paying higher taxes,
and apply the same examination on the Swedish market. Thus, our last hypothesis aims at
examining if there is a positive relationship between the abnormal returns from a CRE sale and
leaseback announcement and the tax rate of the lessee firm the year prior to the
announcement, where the tax rate is measured as tax expense divided by EBIT as suggested by
Elayan et al. (2006).

Hypothesis 7: The tax rate of the lessee firm the year prior to the announcement

is positively related to the abnormal returns of a CRE sale and leaseback announcement.
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5. Methodology

Chapter five presents the methodology involved in writing the thesis. The chapter begins with a
detailed description of the test methodology for the formulated hypotheses together with a
thorough description of the computation of the firm- and transaction specific variables included
in our secondary objective hypotheses. Furthermore, the multivariate regression model together

with the methodology of performing the regression will be presented.

5.1 Test Methodology

5.1.1 Primary Objective

To test our first hypothesis we will employ the standard event-study methodology (Bowman
(1983)) to track the effects of CRE sale and leaseback announcements on the lessee firm’s share
price. The main objective of the methodology is to compare the expected return for each
sample firm with the actual return around the announcement date. The actual day of each CRE
sale and leaseback announcement is termed t = 0 while the event window includes the time
period of one day before (t = -1) and one day after the announcement date (t = 1). The reason
for using an event window of three days is mainly based on the thesis’ intention to examine the
short-term effects and additionally supported by the theory that prices in today’s economy
adjust in real time (Tapscott (1996)). By comparing the expected returns with the actual returns,
the abnormal or unexpected returns that cannot be explained by the general market influences
can be detected. Initially we hence need a measure of the expected return in order to appraise
the announcements’ impact on the share price of each firm. The expected returns are
estimated by using the simple market model which assumes that daily observed returns

conform the following structure:

Ri=a,+6R, +€, (1)
where
R,  isthereturn of assetjat timet
R,.: istherate of return of the OMXS All Share Index at time t
€, the unexplained or abnormal return on day t ( ARM )
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The simple market model (1) is employed in order to estimate the parameters &; and 6j for

each individual firm and transaction with an OLS regression using a 100 days pre-event
estimation window designated as t = =101 to t =-1. The difference between the actual daily
returns and the expected daily returns for firm j at time t, defined as the abnormal return, is

calculated by rewriting equation (1):

ARj,tZRth—(Olj+6ij,t) (2)

After the abnormal return for each firm is calculated, average abnormal returns AAR; for each
day within the event window are calculated as a simple cross-sectional average over N firms (all

firms within the sample) as shown in equation (3):

1 N
AAR, :NZA/J (3)

By cumulating the abnormal returns over the event window for each firm we obtain the
cumulative abnormal returns (CARyy ;) for the period computed as the sum over the event

window days accumulating from days T1 to T2:

T2
CAR;, -, = D AR, (4)

t=T1

The cumulative abnormal return for each firm thus captures the total firm-specific stock
movement for the period when the market might be responding to new information. In
addition, the cumulative average abnormal return for the whole sample is calculated by using

equation (5):

18,2
CAARTJ,TZ :NZ ZARj,t (5)

j=1t=T1

In order to achieve our primary objective we will test for zero average sample abnormal returns
around the date of the announcement by using the equally weighted abnormal returns for each
day within the event window (AAR;) and the cumulative abnormal returns over the event
window (CAARy1,). T-statistics will be given for two-tailed tests of zero average abnormal

returns for each day within the event window and zero average cumulative abnormal returns
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over the event window. The tests will hence disclose if the hypothesis of on average positive

abnormal returns around the CRE sale and leaseback announcement date can be confirmed.

5.1.2 Secondary Objective

The six firm- and transaction specific variables that underlie our six hypotheses formulated to
accomplish our second objective are the announced transaction value in relation to the market
capitalization of the firm at the time of the announcement, the announced capital gain in
relation to the announced transaction value, the P/E ratio, the interest coverage ratio, a variable
indicating the use of the proceeds form the transaction and the tax rate of the lessee firms. A
description of each variable together with the variable names is displayed in Table 1 below.

Table 1. Description of the variables included in the study

Variable Description Variable name

Announced Transaction Announced transaction value of CRE asset sold and leased TVMC
Value/Market Capitalization divided by the market cap of the selling firm calculated as
the share price of the selling firm at the announcement date
times the number of outstanding shares at the same time
Announced Capital Gain/ Estimated difference between book value CRE asset and CG
Announced Transaction Value announced transaction value (after tax) divided by the announced
transaction value

Price/Earnings Market price per share divided by the earnings per share PE
the year prior to the announcement

Interest Coverage EBIT divided by the interest expense the year prior to the cov
announcement

Use of the proceeds Variable indicating the announced intended use of the USE
proceeds from the transaction

Tax Rate Tax expense divided by EBIT the year prior to the TAX
announcement

Following Gronlund et al. (2004) we divide our sample into three different sub-samples in order
to measure the differences in the market reaction between the sub-samples and hence evaluate
each stated hypothesis. By using these sub-sample portfolios we aim to investigate whether the
three different portfolios’ abnormal returns differ in their reaction to the CRE sale and leaseback
announcements. The division of the announcements into the three sub-sample portfolios is
made on the basis of the size of each variable value for each announcement. For the majority of
the variables we have divided the portfolios according to the device that portfolio 1 and 3
should represent approximately 35 to 40 per cent of the total sample each, constituting the
lowest and highest values respectively. Portfolio 2 should represent approximately 20 to 25 per
cent, comprising the middle values. These weights are used in order to achieve higher sample

sizes for both ends of the distribution since these values are considered most relevant to the
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testing. The tax rate variable, not divided according to this structure has yet been divided into
three similar sub-samples, but the three portfolios represent slightly different percentages in
order to better suit the variable. Lastly, the variable used to test the announced use of the
proceeds is not divided according to values but grouped in two portfolios according to the two
main stated uses of the funds.

After the division into sub-samples we examine the secondary objective’s
hypotheses by evaluating each variable separately by testing whether the different portfolios
differ in their reaction to the CRE sale and leaseback announcement by using AAR, and CAAR.; ;
as two measures of abnormal returns. T-statistics will be given for two-tailed test for zero AAR,
and CAAR_;; respectively. Each separate hypothesis is then tested by evaluating each portfolio’s
market reaction to the announcement of the CRE sale and leaseback transaction. Lower
abnormal returns for portfolio 1 which represents the lowest variable values and higher
abnormal returns for portfolio 3 which represents the highest variable values will indicate a
positive relationship between the abnormal returns and the specific variable and vice versa. For
the USE variable, higher abnormal returns for portfolio 1 indicate a more positive market
reaction of announcements stating portfolio 1’s firms’ indicated use of the proceeds and vice
versa if portfolio 2 demonstrates higher abnormal returns. By examining the abnormal returns
using different portfolios divided according to the sizes of their values, we will consequently be
able to observe whether there exist a positive or a negative relationship between each variable

and the abnormal returns from the CRE sale and leaseback announcement.

5.1.3 Multivariate Regression

The multivariate regression aims at explaining the sources of the market reactions upon
announcements of CRE sale and leasebacks transactions and hence assessing the explanatory
power of the secondary objective’s hypotheses. The multivariate regression model (Binder
(1985)) has been used extensively to measure the sources of abnormal returns in stock market
event studies. The regression method has an advantage over the sub-sample method used in
our secondary objective testing since it is able to control for other factors that could influence
the market's response to CRE sale and leaseback announcements and captures the effect of all
the including variables simultaneously. Furthermore, by employing the regression we can assert
the magnitude of each specific variable’s impact on the market reactions upon CRE sale and

leaseback announcements. When performing the regression we will moreover use the

23



multivariate regression with robust standard errors in order to obtain estimates adjusted for
issues concerning heterogeneity and lack of normality.

The dependent variable in our study will be the abnormal return upon each
announcement as measured either by the AAR, and the CAAR.; in order to capture the
abnormal returns both at the specific announcement day and during the entire event window.
The model that will be used in order to explain the variation in abnormal returns upon the date
of CRE sale and leaseback announcements will include all variables tested in our secondary
objective testing as independent variables. The model specifications with the two different
dependent variables are shown in equation (6) and (7) where the independent variables are as

defined previously in section 5.1.2 Secondary Objective and € is the error term.

AAR, =8, +8,TVMC +8,CG + 8,PE +8,COV + B.USE + 8,TAX + ¢ (6)

CAAR,, =86, +6,TVMC +6,CG + 6,PE + 8,COV + B,USE + 6,TAX + € (7)

The dummy variable USE will take on the value 1 if the firm intends to use the proceeds from
the transaction in order to enhance growth of the core business and the value 0 if the firm
intends to use the proceeds in order to pay down debt. We anticipate that there can be a
correlation between the USE, PE and COV variables. The intuition behind our anticipation is that
we believe that a high P/E ratio is closely related to firms intending to use the proceeds to
finance growth of the core business and that a low interest coverage ratio is closely related to
firms trying to pay down debt. However, this will be tested for in section 7.3 Empirical Results

from the Multivariate Regression.
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6. Data

In this fifth chapter we will present the collected quantitative data that will underlie our
forthcoming empirical testing. The chapter starts by briefly explaining the approach chosen
when collecting the data. Thereafter a thorough description of the data set is presented together
with a description of the firm- and transaction specific variables included and their sub-sample

portfolio division.

6.1 Collection of the Data

In order to investigate our two objectives for the thesis we use a sample of CRE sale and
leaseback announcements made by publicly listed Swedish companies during a ten year period
from 1997 to 2007. Since we have not found any database available where announcements of
CRE sale and leaseback transactions are stated, we have searched for the announcements in
news databases. Additionally, we searched for the announcements in other publicly available
sources, including, among others, industry magazines, different Internet search services as well
as the press release database from Stockholm Nordic Stock Exchange. Regarding the
announcement dates of the transactions, we find it important to be precise in specifying the
specific dates used when collecting our data in order to eliminate any confusion. To begin with,
the announcements included are only those available in public sources. Secondly, the
announcement date included in our sample is the earliest recorded announcement date of the
transaction. This means that the announcement date can be several months before the actual
transaction is executed while in some cases the announcement date is the same as the
transaction date, if no announcements of the transaction have been revealed before. For
example, if the CRE sale and leaseback transaction is executed on December the 1* 1996 but the
firm announces the plans of the transaction August the 10" 1995, the announcement date that
will be used for analysis will be August the 10" 1995. But if the deal is announced first at the
date of the actual executed transaction, the date that will be used for analysis is December the
1* 1996.

We obtained 28 CRE sale and leaseback announcements made by 19 Swedish
publicly listed companies during our time period beginning 1997 and ending 2007. After the 28
announcements were collected and registered, the stock return data from the included firms
and returns from the OMXS All Share Index were listed from Datastream, which will be used in

order to test for abnormal returns around the announcement date. However, in order for us to
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be able to perform our tests and our analysis we had to set one additional criterion for the
announcements. The criterion set was that no other major contemporaneous announcements
or events were allowed to occur during the time period around the CRE sale and leaseback
announcement. To determine whether an announcement was contaminated or not, we
examined news databases and screened the firm’s websites for contemporaneous
announcements. This criterion narrowed our initial sample to a sample of 27 announcements
made by 18 companies that will be used when testing our hypotheses.

Thereafter we assembled more detailed information on the transactions and the
companies at the time of the announcement from firm websites, firm-specific press release
archives and from the advisors working on the specific transactions. Included in our assembled
more detailed information about the transactions were the firm- and transaction specific
variables outlined in section 5.1.2 Secondary Objective. The announced transaction values and
the announced capital gains of the deals were obtained from the publicly available
announcements. If the obtained value was announced as above a certain value we used the
lower stated vale, and if the value was given as a range we used an arithmetic average. The
market capitalization, the P/E ratio, the interest coverage ratio and the tax rate of the firm was
collected by using information from the financial reports of the companies one year prior to the
announcement. To assemble information on the announced intended use of the proceeds we

identified the main motive stated in each announcement.

6.2 Descriptive Statistics

The data set in our study consists of the 27 CRE sale and leaseback announcements made by 18
Swedish publicly listed firms over our sample period from 1997 to 2007 (more detailed
information on each transaction is displayed in Table C-E in Appendix). The 27 announcements
included in our sample have very diverged announced transaction values with a minimum value
of SEK 12 million and a maximum value of SEK 14 000 million. This variety is most likely related
to the fact that the listed companies included in our study have very different market
capitalization values and both small size companies and large size companies have been
included in our data set. The mean, minimum, maximum and median values for the announced
transaction values, the market capitalization values at the time of announcement and the
announced capital gain from the transaction can be seen in Table 2 underneath. The largest

transaction value of SEK 14 000 million was the CRE sale and leaseback transaction announced
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by Nordea in quarter one 2003 while the smallest transaction was the transaction announced by
Nilérngruppen in quarter four 2006 which had an announced transaction value of SEK 12 million.
Nilorngruppen is moreover the company included in our sample with the lowest market
capitalization at the time of the transaction of SEK 74 million whereas ABB has the highest
market capitalization of around SEK 165 000 million. The estimated capital gains were only
observable for 20 transactions where the minimum announced capital gain was announced by
Bong Ljungdahl of SEK 4 million in 2002 while the maximum announced capital gain was
expected by the transaction announced by Nordea in 2003 of SEK 1 700 million.

Table 2. Descriptive statistics of the announced transaction value, the market capitalization and the
announced capital gain

Numbet: of Mean Minimum Maximum Median
observations
Announced Transaction Value 27 1527 12 14 000 240
Market Capitalization 27 27 722 74 165 408 6991
Announced Capital Gain 20 388 4 1700 234

The announced transaction value divided by the market capitalization (TVMC) is included in
order to demonstrate the financial significance of each announcement. The values of the ratio
are fairly diverged where portfolio 1 represents TVMC values between 0 and 7 per cent,
portfolio 2 values between 7 and 15 per cent and portfolio 3 values between 15 and 101 per
cent. Portfolio 1 and 3 represents 10 transactions each in both ends while portfolio 2 represents
the 7 announcements in between. As can be observed in Table 3 below, the mean values differ
significantly between the different portfolios where portfolio 1 has a mean TVMC value of 2.8
per cent while portfolio 3 has a mean of 52.0 per cent.

Table 3. Descriptive statistics of the TVMC variable for each portfolio

Value range Number of

) Mean Minimum Maximum Median
TVMC observations

Portfolio 1 0-7% 10 2,8% 0,7% 6,6% 1,6%
Portfolio 2 7-15% 7 12,4% 7,8% 15,1% 12,8%
Portfolio 3 15-101% 10 52,0% 16,2%  101,3% 46,4%
Total 0-101% 27 23,5% 0,7%  101,3% 12,8%

The descriptive statistics for the announced capital gain of the transaction in relation to the
announced transaction value (CG) can be seen in Table 4. Portfolio 1 represents CG values
between 0 and 20 per cent, portfolio 2 values between 20 and 40 per cent and portfolio 3 values
between 40 and 77 per cent. Portfolio 1 and 3 represents 6 respectively 9 transactions in both

ends while portfolio 2 represents the 5 announcements in between. The highest CG ratio of 76.5

27



per cent was announced by Brio for their transaction announced in 2007 while the transaction
announced by Capio in 2001 announced the minimum expected capital gain in relation to the
announced transaction value of 0.7 per cent.

Table 4. Descriptive statistics of the CG variable for each portfolio

Value range Number of

X Mean Minimum Maximum Median
CG observations
Portfolio 1 0-20% 6 11,3% 0,7% 19,2% 11,2%
Portfolio 2 20-40% 5 28,5% 23,3% 36,8% 24,3%
Portfolio 3 40-77% 9 49,0% 40,0% 76,5% 45,8%
Total 0-77% 20 32,6% 0,7% 76,5% 35,9%

The table of the descriptive statistics of the PE variable (Table 5) demonstrates that the firms
included in our sample have very diverged P/E ratios. Portfolio 1 represents PE values between -
61 to 0, portfolio 2 values between 0 and 13 and portfolio 3 values between 13 and 59. Portfolio
1 and 3 represents 11 transactions each in both ends while portfolio 2 represents the 5
announcements in between. The firm with the highest P/E ratio of 59 was Karolin Machine Tool
in 2006 while the lowest value is represented by SAS in 2002 with a value of -61.

Table 5. Descriptive statistics of the PE variable for each portfolio

VR GERs e 6 Mean Minimum Maximum Median

PE observations
Portfolio 1 -61-0 11 -19,9 61,0 -2,0 -10,8
Portfolio 2 0-13 5 9,8 6,5 11,9 10,8
Portfolio 3 13-59 11 24,9 13,0 58,9 19,0
Total -61-59 27 3,9 -61,0 58,9 10,8

The variable COV representing the interest coverage of each firm the year prior to the
announcement is divided in three portfolios where portfolio 1 represents values ranging from -7
to 0, portfolio 2 values ranging from 0 to 1 and portfolio 3 values ranging form 1 to 25 (see Table
6). The majority of the firms included in the sample have an interest coverage ratio below 1
which indicates that the majority of the firms are not generating sufficient revenues to satisfy
their interest expenses. The minimum value of the coverage ratio of -6.5 was the ratio of Brio in
2006 while the maximum of 24.4 was the ratio of Swedish Match in 1997.

Table 6. Descriptive statistics of the COV variable for each portfolio

Value range Number of

cov observations Mean Minimum Maximum Median
Portfolio 1 -7-0 8 -3,4 -6,5 -0,3 -3,6
Portfolio 2 0-1 5 0,4 0,3 0,5 0,4
Portfolio 3 1-25 10 8,6 2,1 24,4 5,9
Total -7-0 23 2,7 -6,5 24,4 0,5
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The variable stating the announced use of the proceeds from the CRE sale and leaseback
transaction is not divided according to values but grouped according to the declared use of the
funds. Portfolio 1 includes firms announcing that the proceeds from the transaction will be used
in order to enhance growth of their core operations while portfolio 2 includes firms announcing
that the proceeds will be used in order to pay down debt obligations. The third residual category
is included in order to accommodate the announcements which do not fall under any of the two
main categories of intended use of the proceeds or do not indicate how the firm intends to use
the proceeds. However, this residual category will not be included in our testing, hence only
portfolio 1 and 2 will be tested. Table 7 demonstrates the announcements grouped according to
the declared use of the proceeds. As can be seen in the table the majority of the firms in the
sample (51.9 per cent) intends to use the proceeds from the CRE sale and leaseback transaction
in order to enhance growth of their core business while 29.6 per cent of the firms in the sample
intend to use the proceeds in order to pay down debt.

Table 7. Announcements grouped according to the declared use of funds from the CRE sale and
leaseback transaction

Declared use of the proceeds Number: of Portfolio Percentage
observations
Enhance growth of the core business 14 1 51,9%
Pay down debt obligations 8 2 29,6%
Other or missing 5 3 18,5%
Total 27 100,0%

The tax rates of the firms are divided into sub-samples somewhat differently than previous
variables. Instead of focusing on achieving higher sample sizes for both ends, we have focused
on using weights that better suits the variable values. Since the corporate tax rate in Sweden is
at 28 per cent we have divided the sample into portfolios representing values far below the
corporate tax rate, values close to the corporate tax rate level and values high above the
corporate tax rate. The division can be seen in the Table 8 where the maximum tax rate is at
198.5 per cent while the lowest is at -39.1 per cent.

Table 8. Descriptive statistics of the TAX variable for each portfolio

VRN GRS WEr 6 Mean Minimum Maximum Median

TAX observations
Portfolio 1 -40-17% 11 -6,3% -39,1% 12,7% -0,6%
Portfolio 2 17-32% 9 23,4% 17,3% 27,2% 25,0%
Portfolio 3 32 - 200% 7 71,7% 32,3% 198,5% 43,5%
Total -40 - 200% 27 23,8% -39,1% 198,5% 20,5%
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7. Empirical Results

In this section we will exhibit the results both from our primary objective’s hypothesis testing and
our secondary objective’s hypotheses testing. For each hypothesis we will present the results
from our testing as well as results from previous studies on the subject in order to discuss
possible similarities or dissimilarities. We will moreover discuss a few specific results from single
transactions in order to strengthen our reasoning. Finally we will examine the results received
from our multivariate regression analysis on the abnormal returns around the date of the
announcement in order to assess the explanatory power and the relative importance of our

secondary objective’s hypotheses.

7.1 Empirical Results from the Primary Objective

Our primary objective is to investigate the CRE sale and leaseback announcements’ short-term
effects on the share price of the lessee firm by examining if the abnormal returns are on average
positive around the announcement date. In order to achieve our primary objective we have
tested for zero average abnormal returns around the date of the announcement by using the
average abnormal returns for each day within the event window (AAR;) and the cumulative
abnormal returns over the event window (CAAR1; ).

Each one of the 27 announcements individual AR; values are displayed in Table F in
Appendix. In the table it can be seen the number of positive AR; values at the day of the
announcement (ARy) are 19 relative to 8 negative. The large proportion of positive values
(70 per cent) indicates that there seem to be an overall positive market reaction of CRE sale and
leaseback announcements. The results from the AAR; testing are summarized in Table 9 where
the average sample abnormal returns for each day within the event window and their respective
t- and p-values are displayed.

Table 9. Sample average abnormal returns for event days -1 to + 1

Day AAR, t -value p -value
-1 -0,64% -1,51 0,14
0 2,35% 2,80** 0,01
1 0,71% 1,21 0,24

T-statistics are given for the two-tailed test of zero
average abnormal return for each day within the
event window together with the p-value. Significant
values at 5 per cent level are indicated with ** and
significant values at 10 per cent are indicated with

*
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The table distinctly shows a significant positive stock market reaction of 2.35 per cent in average
abnormal return for CRE sale and leaseback announcements at the day of the announcement
(AAR). The average abnormal return at the event date is furthermore found to be significantly
positive at the standard 5 per cent level in the two-tailed test for zero average abnormal return.
The results hence support the primary objective hypothesis that CRE sale and leaseback
announcements by Swedish lessee firms on average produce positive abnormal returns. The
abnormal returns one day prior to and one day after the event date are furthermore found to be
-0.64 per cent and 0.71 per cent respectively, however, neither of the results are significant and
are consequently regarded as being random.

We have moreover calculated the average cumulative abnormal returns over the
event window (CAARy;1,) in order to capture the share price movements for the total event
window period when the market responds to the announcement. The individual CAR.;; values
for each one of the 27 announcements are displayed in Table F in Appendix. The number of
positive CAR; ; values are 17 relative to 10 negative, indicating a positive market reaction during
the event window of 63 per cent of the sample announcements. The results of the average
cumulative abnormal return testing over the event window for the entire sample, CAAR; 15, are
summarized in Table 10. For all intervals the cumulative abnormal return takes on a positive
value, strengthening the indication of an overall positive market reaction to the announcement.
The interval prior to the announcement day, the cumulative abnormal return (CAAR ;) is 1.20
per cent significantly different from zero at the 10 per cent level. For the entire event window
the cumulative abnormal return (CAAR ;) is estimated at 2.42 per cent with a t-statistic of 2.25
which is significantly different from zero at 5 per cent level. The interval after the
announcement day estimates an average cumulative abnormal return (CAAR, ;) of 3.06 per cent,
also significantly different from zero. We can hence state a significant positive abnormal return

in the overall event window period.
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Table 10. Sample average cumulative abnormal returns for different intervals within the event window

Interval CAAR;; 1, t-value p -value
[-1, 0] 1,20% 2,05%* 0,05
[-1,1] 2,42% 2,25%* 0,03
[0,1] 3,06% 2,96%* 0,01

T-statistics are given for the two-tailed test of zero

average cumulative abnormal return for each interval

within the event window together with the p-value.

Significant values at 5 per cent level are indicated with

** and significant values at 10 per cent are indicated

with *.
Both the results from the AAR; testing and the CAAR 1, testing hence supports our primary
objective hypothesis that CRE sale and leaseback announcements by Swedish lessee firms on
average produce positive abnormal returns. Our results of on average positive abnormal returns
around the announcement date of a CRE sale and leaseback transaction are in line with previous
empirical findings on market reactions of CRE sale and leaseback announcements. A summary of
previous studies on the subject is displayed in Table 11 below.

Table 11. Summary of prior results for studies of CRE sale and leaseback announcements effect on
abnormal returns as measured by the abnormal average return at the announcement date and the
cumulative average abnormal return for an interval surrounding the announcement date

Author Year of study  Sample period Sample region AAR, CAARy; 15
Slovin et al. 1990 1975-1986 U.S. - 0,85% (.1,0)
Rutherford 1990 1980-1987 U.S. - 1,59% (19
Allen et al. 1993 1979-1991 U.S. 0,85% 0,84% (.1,
Liow 1997 1982-1991 Europe (UK) 1,41% -

Ezzel and Vora 2001 1984-1991 U.S. 1,24% 2,36% (.1,0)
Fisher 2004 1990-2000 U.S. 0,05% 1,30% (1,9
Gronlund et al. 2004 1998-2003 Europe 1,03% 1,43% (14

As can be observed, the reactions on the Swedish market appear considerably stronger
compared to the results from the studies performed on the US and the European market. The
increase of 2.35 per cent on the Swedish market is to be compared with 0.05 to 1.41 per cent
for the referred studies on the US market and the European market. One possible explanation
for the divergence of the extent of our results and the other studies is that our sample includes
certain outliers, which might have an effect on the magnitude of our results. As an example,
Bilia is an extraordinary case and as the company announced its CRE sale and leaseback
transaction in June 2005 their share price increased with 12.4 per cent on the same day. This

generated a total increase of the market capitalization of approximately SEK 260 million, as

32



compared to their total market capitalization of SEK 2 400 million at the day of the
announcement. The deal itself was furthermore distinctive from other CRE sale and leaseback
transactions. First, the properties constituted nearly 50 per cent of the total value of the firm
and the announced transaction value to the market capitalization amounted to approximately
84 per cent. Secondly, the properties were announced to be transferred into a separate legal
entity, Catena, and spun off as an initial public offer on the Stockholm Stock Exchange.

Another example of a strong market reaction upon a CRE sale and leaseback
announcement is the CRE sale and leaseback transaction announced by Brio in 2007. At the time
of the announcement of the CRE sale and leaseback transaction Brio’s share price increased
with 13 per cent, comprising approximately SEK 50 million of Brio’s total market capitalization of
SEK 446 million. The company was at the time making severe losses, however, selling off their
properties played a major part in the recovery process. The transaction was estimated to
generate SEK 98 million for the properties with an estimated capital gain of SEK 75 million,
which is a considerably high ratio of announced capital gain to announced transaction value
(approximately 77 per cent). Thus, there could be two explanations which affected the high
abnormal return from the sale and leaseback announcement of Brio; partly the financial position
of the company before and at the time of the announcement and partly the extraordinary high
announced capital gain in relation to the announced transaction value.

In conclusion, our results of, on average, positive abnormal returns around the
announcement date of CRE sale and leaseback transactions imply that the market perceives CRE
sale and leaseback transactions as value enhancing deals creating substantial positive gains for
the lessee firms. However, the results of positive abnormal returns contradict with the
traditional theories of irrelevance of financing choices in a world without taxes and the theories
of debt financing reported in section 3.1 Modigliani and Miller Theorem respective section 3.2
Pecking Order Theory. According to the theories of debt financing a CRE sale and leaseback
announcement, since compared with a form of external debt financing announcement, should
have on average a non-positive effect on the share price of the lessee firm. The findings of a
significant positive effect of CRE sale and leaseback announcements could be argued to be
unanticipated as the traditional theories assumes a non-positive effect. The CRE sale and
leaseback transactions must hence provide some benefits favourable to the shareholders of the
firm. The potential increase in the value of the lessee share price can be attributable to tax

advantages, the financial position of the lessee firm, signalling of hidden values, and improved
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focus on the core business or more efficient use of employed capital among others. Section 7.2
Empirical Results from the Secondary Objectives and 7.3 Empirical Results from the Multivariate
Regression will however evaluate the potential sources of the observed share price effects more
in detail in order to discover if the abnormal returns are contingent on different firm- and

transaction specific variables.

7.2 Empirical Results from the Secondary Objectives

Our secondary objective aims at examining the potential sources of the observed share price
effects and discover if the abnormal returns are contingent on the included firm- and
transaction specific variables. The six hypotheses related to this objective are evaluated by
examining each variable’s three portfolios’ abnormal returns around the date of the
announcement by computing each portfolio’s AAR, and CAAR;;. Table 12 summarizes the
hypotheses and the variables tested as well as the expected results as measured by the average
abnormal returns at the event date (AARy) and the cumulative abnormal returns over the event
window (CAAR. ;). As stated previously the USE variable is only tested for portfolio 1 and 2,
which represent firms announcing that the proceeds will be used to enhance growth of their
core business and firms announcing that the proceeds will be used in order to pay down debt
obligations.

Table 12. Summary of the variables included in the secondary objective testing and their expected
relationship with the abnormal returns from a CRE sale and leaseback announcement measured by
AAR,and CAAR.;

Hypothesis Expected results Tested variable
Hypothesis 2 Portfolio 1< Portfolio 2< Portfolio 3 TVMC
Hypothesis 3 Portfolio 1< Portfolio 2< Portfolio 3 CG
Hypothesis4  Portfolio 1< Portfolio 2< Portfolio 3 PE

Hypothesis 5  Portfolio 1< Portfolio 2< Portfolio 3 cov
Hypothesis 6  Portfolio 1> Portfolio 2 USE

Hypothesis 7 Portfolio 1< Portfolio 2< Portfolio 3 TAX

In line with our expectations we find that the TVMC variable is positively related to the
abnormal returns from a CRE sale and leaseback announcement. This can be observed from the
statistical testing results in Table 13 where the AAR, and CAAR; ; values for each portfolio are
displayed together with the t-values and p-values for the two-tailed test of zero AAR, zero and
CAAR,;,; respectively The results show that portfolio 3 with the highest TVMC values
experiences the significantly highest abnormal return of 3.99 per cent AAR, while portfolio 1 and

2 with low TVMC values only experiences 1.16 to 1.53 per cent AARy. The CAAR ; ; testing results
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moreover corroborate with the AARy results and the testing hence support our hypothesis that
there is a positive correlation between the relative size of the CRE sale and leaseback
transaction to the market capitalization of the lessee firm and the abnormal stock returns from
a CRE sale and leaseback announcement. The results are in line with our previous reasoning that
the larger relative size, the larger is the economic significance of the deal, and the larger should
the overall gain to the company be. The findings by Grénlund et al. (2004) corroborate with our
findings that a large part of the positive abnormal returns from a CRE sale and leaseback
announcement is attributable to the transaction value sizes in relation to the lessee firms’
market capitalization. In addition, our results can be related to previous studies of divestiture
announcements, which found that the magnitude of the abnormal returns around the
announcement is a function of the size of the divestiture (Klein (1986)). This can furthermore be
seen in the case of Bilia, where the announced transaction value in relation to the market
capitalisation was nearly 84 per cent and the abnormal return upon the announcement was 13
per cent. Although Bilia can be considered as an outlier (see section 7.1 Empirical Results from
the First Objectives), the case confirms our stated hypothesis.

Table 13. AAR,and CAAR_; ; test statistics from the testing of the TVMC variable

TVMC AARo t -value p -value CAAR 1, t-value p -value
Portfolio 1 1,53% 1,31 0,22 0,42% 0,20 0,85
Portfolio 2 1,16% 1,59 0,16 3,44% 2,31* 0,06
Portfolio 3 3,99% 2,17% 0,06 3,70% 2,22% 0,05

T-statistics is given for the two-tailed test of zero abnormal return together with the p-value. Significant
values at5 percentlevel are indicated with ** and significantat 10 percentlevel are indicated with *.

Concerning the testing of the CG variable it can be observed that portfolio 1 and 2 show a very
small reaction to the CRE sale and leaseback announcement of 0.66 to 0.70 per cent AAR, and -
0.17 and 0.07 per cent CAAR_; respectively (see Table 14) Conversely, portfolio 3 evidently
differs from the other portfolios with a surprisingly high reaction of 4.65 per cent AAR; and 4.83
per cent CAAR , both statistically significant at a 5 per cent level. These results consequently
support our hypothesis that a larger announced capital gain in relation to the transaction value
generates larger abnormal returns upon the announcement. These findings can be attributable
to the markets belief that the larger gap between the CRE asset’s net book value and its market
value, the larger is the probability that more values are hidden within the firm and hence the
firm is priced accordingly. Moreover, a case that supports this intuition is Brio. The company

announced a capital gain in relation to announced transaction value of 77 per cent and had an
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abnormal return of 13 per cent the same day. However, what contradicts our results is the fact
that the capital gain is taxable as ordinary income. The larger capital gain from the transaction,
the larger is the lessee firm’s tax burden and hence the less favourable would the transaction be
for the firm form a tax perspective. However, since our results prove a positive relationship
between the abnormal returns and the capital gain, the market seem to value the disclosure of
hidden values more than the increased tax burden of the firm. What can be seen as surprising
about the market’s reaction is that the market has not been able to value the full potential of
the CRE assets into the market price prior to the announcement. The market’s inability to value
the CRE assets properly hence creates a possibility for the CRE sale and leaseback
announcement to release information of possible hidden values within the firm and create
shareholder value. We have not found any other studies that have evaluated the announced
capital gain in relation to the transaction value of the CRE sale and leaseback deal and our
results can hence neither be strengthen nor undermined by other findings.

Table 14. AARy,and CAAR_; ; test statistics from the testing of the CG variable

CG AARo t -value p -value CAAR 1, t-value p -value
Portfolio 1 0,66% 0,92 0,40 -0,17% -0,09 0,93
Portfolio 2 0,70% 0,63 0,56 0,07% 0,02 0,98
Portfolio 3 4,65% 2,46%* 0,04 4,83% 2,77%* 0,02

T-statistics is given for the two-tailed test of zero abnormal return together with the p-value. Significant
values at5 percentlevel are indicated with ** and significant at 10 percentlevel are indicated with *.

The results from the testing of the PE variable deviate from the expected results from our
hypothesis stating that the P/E ratio of the lessee firm at the time of the announcement is
positively related to the abnormal returns from a CRE sale and leaseback announcement. As can
be observed in Table 15, portfolio 1, representing firms with low P/E ratios, have the highest
abnormal returns whereas portfolio 3, representing firms with high P/E ratios, experience much
lower abnormal returns. The results indicate that firms with low P/E ratios and hence low
growth prospects experience relatively higher abnormal returns from a CRE sale and leaseback
announcement than firms with high P/E ratios and high growth prospects. The findings disagree
with our hypothesis of a positive relationship between the market reaction of a CRE sale and
leaseback announcement and the growth prospectus of the lessee firm and the results from
Elayan et al. (2006). An explanation of our unexpected results might be the inadequacy of the

P/E ratio as a proxy for growth prospects or the lack of importance of the financial position of
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the lessee firm prior to the announcement as found on studies on market reactions of
divestiture announcements (Miles and Rosenfeld (1983)).

Table 15. AAR,and CAAR_; ; test statistics from the testing of the PE variable

PE AARo t -value p -value CAAR 1, t-value p -value
Portfolio 1 4,30% 2,87** 0,02 5,15% 2,92 ** 0,02
Portfolio 2 -0,16% -0,23 0,83 -2,58% -1,91 0,13
Portfolio 3 1,49% 1,29 0,23 1,96% 1,38 0,20

T-statistics is given for the two-tailed test of zero abnormal return together with the p-value. Significant
values at5 percentlevel are indicated with ** and significantat 10 per centlevel are indicated with *.

The COV variable which is hypothesized to be positively related to the abnormal returns from a
CRE sale and leaseback announcement demonstrates the opposite relationship when
performing our tests. Portfolio 1, representing firms with low interest coverage ratios,
experience abnormal returns of 5.73 per cent AAR, respectively 5.45 per cent CAAR,,
significantly different from zero at a5 per cent level (see Table 16). In contrast, portfolio 3
representing firms with higher interest coverage ratios experience notably lower abnormal
returns, although not statistically different from zero. Firms with low interest coverage ratios,
considered to have a high probability to incur financial distress, consequently seem to
experience higher abnormal returns than firms with high interest coverage ratios, considered to
be less likely to incur financial distress. In their study, Ezzell and Vora (2001) examined the
interest coverage ratio’s relation to abnormal returns from CRE sale and leaseback
announcements and hypothesized a negative relation. Conversely to our hypothesis and
supportive of our test results, they found a negative relationship between abnormal returns
associated with CRE sale and leaseback announcements and interest coverage ratios. Their
explanation of the findings was that firms close to financial distress can reduce the expected
costs of distress by leasing rather than owning their assets. Conversely, the study by Elayan et al.
(2006) expected a positive relationship between the ratio times interest earned (calculated as
net income divided by interest expense and hence a proxy of the interest coverage ratio) and
the abnormal returns around the announcement date of a CRE sale and leaseback
announcement. Their results did however in accordance with our results and the results in the
Elyan et al. (2006) study show a negative relationship. To summarize, firms with high probability
of financial disress and low interest coverage ratios hence seem to achieve higher abnormal
returns from a CRE sale and leaseback announcement than firms with low probility to incur

financial distress and high interest coverage. However, neither the P/E ratio nor the interest
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coverage ratio testing generate statistically significant results since only a few portfolios
generate statistically significant values and the variables must hence be evaluated further in the
multivariate regression analysis.

Table 16. AAR,and CAAR_ ; test statistics from the testing of the COV variable

cov AARo t -value p -value CAAR 1, t-value p -value
Portfolio 1 5,73% 3,08** 0,02 5,45% 3,28** 0,01
Portfolio 2 0,44% 2,14* 0,10 2,63% 0,82 0,46
Portfolio 3 1,33% 1,01 0,34 0,75% 0,43 0,68

T-statistics is given for the two-tailed test of zero abnormal return together with the p-value. Significant
values at5 percentlevel are indicated with ** and significantat 10 per centlevel are indicated with *.

When testing the USE variable we have only tested the two portfolios representing firms using
the proceeds in order to enhance growth of the core buisness (portfolio 1) respectively firms
using the proceeds in order to pay down debt (portfolio 2). The hypothesized result that
portfolio 1 should experience higher abnormal returns around the CRE sale and leaseback
announcement date than portfolio 2 is confirmed by our performed AAR, tests. Portfolio 1
experience a 3.16 per cent AAR, significant at a 5 per cent level cent while portfolio 2
experiences a lower AAR, at 2.13 per cent (see Table 17). The results hence support our
hypothesis that the market reacts more positively if the proceeds from the transaction are
announced to be used in order to enhance growth of the core business than if announced to be
used in order to pay down debt. Our results from the AAR, testing can be related to the results
from the study by Cooney et al. (2004) indicating that higher and more significant abnormal
returns are observed for firms announcing to use the proceeds from a CRE divestiture in order
to enhance growth of the core business, compared with lower and only marginally significant
abnormal return for firms intending to use the proceeds to repay debt. The results are
furthermore in line with the results from Williamson (1988) who find that announcements
announcing that the proceeds will be used in order to pay down debt are met with a less
favourable market reaction due to the market’s view of a weakening of the corporate
governance function of debt. The findings from the CAAR,; testing do however confirm the
opposite relationship as portfolio 2 experience abnormal returns of 5.06 per cent CAAR; ; while
portfolio 1 experience an abnormal return of 1.78 per cent. Due to these deviating results, we
can hence not draw any statistically significant conclusion of the relationship between the
abnormal returns around CRE sale and leaseback announcements and the announced use of the

proceeds.
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Table 17. AAR,and CAAR_, ; test statistics from the testing of the USE variable

USE AARo t -value p -value CAAR-1,1 t-value p -value
Portfolio 1 3,16% 2,31%* 0,04 1,78% 0,99 0,34
Portfolio 2 2,13% 1,51 0,17 5,06% 3,65** 0,01

T-statistics is given for the two-tailed test of zero abnormal return together with the p-value. Significant
values at5 percentlevel are indicated with ** and significant at 10 per cent level are indicated with *.

The last firm- and transaction specific variable tested is the tax rate of the lessee firm. Our
hypothesis suggested a positive relationship between the tax rate of the lessee firm and the
abnormal returns around the CRE sale and leaseback announcement date. Table 18 show
somewhat dispersed results from the AAR, testing of the TAX variable since portfolio 1 have
higher abnormal returns than portfolio 2, while portfolio 1 and 2 have lower abnormal returns
than portfolio 3. The fact that portfolio 3 have the highest abnormal returns as measured by
AAR, among all portfolios do however indicate a positive relationship. Furthermore, by
examining the CAAR ; ; testing, which demonstrate higher abnormal returns for portfolio 2 and 3
in relation to portfolio 1, we can conclude that there seem to be a positive relationship between
the TAX variable and the abnormal returns. Nevertheless, no statistically significant conclusion
can be drawn since only one portfolio generates statistically significant values at a 10 per cent
level. The reason might also be that the dimension of the tax effects on the Swedish market
depends heavily on the specific transaction as mentioned in section 2.3 Tax Effects of CRE Sale
and Leaseback Transactions which might create difficulties to draw a general conclusion. The
study by Elayan et al. (2006) did however found evidence that the lessee firm’s tax rate is
positively related to the abnormal returns from a CRE sale and leaseback announcement while
Ezzell and Vora (2001) found the opposite. Our discovered fairly weak positive relationship
together with the other studies conflicting results do hence suggest that the market reaction
form a CRE sale and leaseback announcement is not generally driven by the lessee’s tax rate.

Table 18. AAR,and CAAR_, ; test statistics from the testing of the TAX variable

TAX AARo t -value p -value CAAR-1,1 t -value p -value
Portfolio 1 2,43% 1,67 0,13 1,77% 1,01 0,34
Portfolio 2 1,93% 1,37 0,21 2,86% 2,01* 0,08
Portfolio 3 2,74% 1,66 0,15 2,86% 1,04 0,34

T-statistics is given for the two-tailed test of zero abnormal return together with the p-value. Significant
values at5 percentlevel are indicated with ** and significant at 10 per centlevel are indicated with *.
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7.3 Empirical Results from the Multivariate Regression

As a final test we undertake the multivariate regression analysis as an attempt to assess the
explanatory power of the secondary objective hypotheses and state the importance of each
specific variable’s impact on the market reactions upon CRE sale and leaseback announcements.
As stated in section 5.2.3 Multivariate Regression, the dependent variable in our regression
analysis is the abnormal return around each announcement measured either by AAR, or CAAR.
11- In the same section we furthermore anticipated a correlation between the PE, COV and USE
variables. However, when examining the correlation matrix in Table G in the Appendix we
observe reasonably low correlation between the PE, COV and the USE variables. A regression
including all the firm- and transaction specific variables included in our secondary hypothesis
testing should hence not lead to skewed regression results. The model specifications that will be
applied in our regression are hence the specifications outlined in equation (6) and (7) in section
5.2.3 Multivariate Regression. The USE variable in the equation is represented by a dummy
variable set to 1 for firms announcing to use the proceeds in order to finance growth and 0 for
firms announcing to use the proceeds in order to overcome liquidity constraints. The results
from the two models is presented in Table 19 where the intercept, the estimated parameter
coefficients for the independent variables TVMC, CG, PE, COV, USE and TAX are presented
together with the t-statistic, p-values, the number of observations in the regression, the
adjusted R? and the F-statistics.

In the regression the data sample is reduced to a regression sample size of 15
observations since the announcements with missing independent variables are omitted. The
TVMC parameter estimate and the CG parameter estimate are positive as predicted under the
second hypotheses testing and significant at a 1 per cent level in both the AAR, and the CAAR; ;
regressions, except for the CG parameter estimate in the AAR, regression which exhibits
significance at a 5 per cent level. The parameter estimates for the P/E ratio (PE) show
unexpected negative signs in both regressions, though exceptionally modest negative values and
insignificant both when regressed against AAR, and CAAR ;. The interest coverage ratio (COV)
estimates in the regressions show unpredicted negative signs, but they are negligible and not

found to exhibit significance neither in the AAR, nor in the CAAR ; ; regressions.
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Table 19. Multiple regression of all firm- and transaction specific variables regressed against AAR, and

CAAR,,
Variable AARo CAAR.1.1
Coefficient  t-value p -value Coefficient  t-value p -value
Intercept -0,0943  -3,63*** 0,007 -0,0769 -2,11% 0,011
TVMC 0,1256 4,89%*** 0,002 0,1434 4,15%** 0,014
CcG 0,1492 2,80%* 0,005 0,1830 3,96%** 0,524
PE -0,0003 -0,90 0,411 -0,0004 -0,72 0,602
cov -0,0008 -0,88 0,459 -0,0008 -0,52 0,089
USE 0,0463 2,42%* 0,050 -0,0186 -0,82 0,559
TAX U8l 163 0216 _ 00543 531t 0p14
N 15 N 15
Adj. R* 0,7676 Adj.R* 0,6570
F-statistics 11,62*** F-statistics 12,99***
(p-value) 0,0014 (p-value) 0,0010

This table reports the multivariate regression results when using the AAR, respectively

CAAR ; ; as dependent variables. The independent variables in the regression are the

TVMC-, CG-, USE-, and the TAX variables. The number of observations (N), adjusted R*

F-statistic and the corresponding p-value are reported for each regression.

* Significant at the 10 per cent level

** Significant at the 5 per cent level

*** Significant at the 1 per cent level
The parameter estimates from the PE variable and the COV variable hence indicate that the
variables are negatively related to the abnormal returns around a CRE sale and leaseback
announcement, a result hence contrary to the formulated hypotheses. However, since the
coefficients are insignificant and hence not significantly different from zero, the variables cannot
provide a substantial explanation for the observed abnormal returns. The coefficient for the USE
variable exhibits diverse results in the AAR, and the CAAR.; regressions with positive
respectively negative signs, although the coefficient in the AAR, regression is the only significant
at a 5 per cent level. The dummy variable USE indicates that firms announcing to use the
proceeds in order to enhance growth of the core business on average experience higher AAR,
than firms announcing to use the proceeds in order to pay down debt. In the CAAR_; ; regression
the negative sign of the coefficient indicates that firms announcing to use the proceeds in order
to enhance growth of the core business experience lower CAAR_; ; values than firms announcing
to use the proceeds in order to pay down debt. To conclude, the results from the dummy
variable in the AAR, and the CAAR_;; regressions do not fully support the hypothesis that firms
announcing to use the proceeds in order to enhance growth of their core business experience
higher positive abnormal returns than firms announcing that the proceeds will be used in order

to pay down debt. We can hence not state a significant statistical relationship between the

announced use of the proceeds and the abnormal returns around the announcement date. The
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parameter estimates for the tax rate of the lessee firm do however show a positive sign as
predicted under the seventh hypothesis both in the CAAR.; ; regression and the AARyregression.

The results from each individual firm- and transaction specific variable in general
support our sub-sample testing in section 7.2 Empirical Results from the Secondary Objectives.
The regression method can not only strengthen the results from the sub-sample testing but
moreover captures the effect of all the including variables simultaneously and state the
importance of each specific variable. The most essential finding in the regressions is hence that
the TVMC variable and the CG variable provide the strongest explanation for the observed
abnormal returns around the announcement date of a CRE sale and leaseback transaction. The
TAX variable is furthermore an important explanatory factor to the abnormal returns, although
not as strong as the TVMC and CG variables, while the PE, COV and USE variables exhibit low
explanatory influence on the observed abnormal returns. The coefficient of determination,
adjusted R?, measures the variation of the abnormal returns explained by the model as a
percentage of the total variation in the dataset and are adjusted to take into account the sample
size and the number of independent variables included in the model. The adjusted R*value of
0.7676 in the AAR, regression respectively 0.6570 in the CAAR_; ; regression thus demonstrate
that the two models explain a sufficiently large per cent of the variation in the data, which we
conclude is a good fit of the model. The significant F-statistics in both models reinforce our
conclusion that most of the variation in the abnormal returns around the announcement date
can be explained by the regression results. However, what should be noticed is that the model
regressed against AAR, seems to exhibit the largest explanatory power and hence the results

from this regression should be considered slightly more reliable.
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8. Conclusion and Final Remarks

In this final section we will complete our study by summing up our results from our hypotheses
testing and our multivariate regression. We will furthermore discuss possible limitations of our

study and introduce suggestions for further research.

8.1 Conclusion

Over the last decades the increased core business focus has initiated a growth of divestitures of
CRE divisions. The development to divest non-core operations together with the generally
undermanaged CRE assets has given rise to the growth of CRE sale and leaseback transactions.
The European CRE sale and leaseback market commenced later than in the U.S. but has in
recent years experienced a strong growth. The Swedish market for CRE sale and leaseback
transactions has followed the same development as the rest of Europe and has escalated in the
past few years. Nevertheless, the Swedish CRE sale and leaseback market remains exceptionally
unexamined compared with the European and U.S. markets. As no previous studies have been
performed on the Swedish CRE sale and leaseback market, our study intended to examine the
short-term market reactions of CRE sale and leaseback announcements of Swedish publicly
listed lessee firms as measured by abnormal returns. Moreover, our study has focused on
explaining possible sources behind the stock market reactions and potential dissimilarities in
abnormal returns between firms announcing CRE sale and leaseback transactions.

Our empirical findings from the primary objective of investigating the CRE sale
and leaseback announcements short-term effects on the share price of Swedish publicly listed
lessee firms indicate that the abnormal returns at the date of the announcement is, on average,
positive at 2.35 per cent. The findings are moreover confirmed by the findings from the
cumulative abnormal return testing around the announcement date indicating an overall
positive market reaction. The results hence support our hypothesis that CRE sale and leaseback
announcements by lessee firms, on average, produce positive abnormal returns. Furthermore,
the results are in line with previous studies on market reactions of CRE sale and leaseback
announcements on the U.S. and European markets, however, the magnitude of our observed
abnormal returns appear considerably stronger.

Our secondary objective of potential sources of the observed share price effects

reveals that the positive abnormal returns arise primarily from CRE sale and leaseback deals
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where the announced transaction value is large in comparison to the market capitalization of
the selling firm and deals announcing a large capital gain from the transaction in relation to the
announced transaction value. The results are in line with the theory of information asymmetry
as well as the financial significance hypothesis. Secondly, our results indicate that the abnormal
returns can be driven by the tax rate of the lessee firm. However, the tax rate cannot be
considered as the main source behind the abnormal returns arising from a CRE sale and
leaseback announcement. Thirdly, the PE ratio and the interest coverage ratio of the lessee firm
the year prior to the announcement indicated a weak negative relationship with the market
reactions of a CRE sale and leaseback announcement. However, the results are not statistically
significant, indicating that the financial position of the lessee firm have a low influence on the
abnormal returns upon the announcement of a CRE sale and leaseback transaction. Finally, the
market seems to be indifferent to whether the firm intends to use the proceeds in order to
enhance growth or pay down debt. Hence, the abnormal returns around CRE sale and leaseback
announcements appear not to be driven by the announced use of the proceeds from the
transaction.

Taken all together, our study indicates a positive abnormal return, on average, for
CRE sale and leaseback announcements performed on the Swedish market. However, two deals
with apparently comparable structures can have quite different market impacts since the
abnormal returns around the date of the announcement are contingent on different firm- and
transaction specific variables. Although the abnormal returns can be explained by some of the
variables included in this study, there must be other sources affecting the market reactions of
CRE sale and leaseback announcements. One possible underlying explanation for the market
reactions are the ability for firms engaging in CRE sale and leaseback deals to focus on their core
business where their primary profit potential is. We believe that an enhanced focus on the core
business signals the managements’ increased interest in creating shareholder value to the stock
market by more efficient use of capital. The focus hypothesis is included in our study, however,
its effect on the market reactions cannot be measured outright. The market reactions of CRE
sale and leaseback announcements consequently seem to be driven only partly by fundamental
value drivers such as the market value of the real estate holdings, the capital gain achieved and
the tax advantages involved in the deal. Therefore, we suggest that the market reactions that
are left unexplained by the fundamental value drivers is a consequence of the investors’ belief

of the managements’ determination to create shareholder value.
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To conclude, our study has shown that there are potential benefits to be received
by Swedish companies performing CRE sale and leaseback transactions and that the transactions
could be interpreted as a value increasing external financing alternative superior to other
external financing alternatives. Nevertheless, positive market reactions of CRE sale and

leaseback announcements cannot simply be assumed.

8.2 Limitations of the Study

There are certain limitations of the study that have potential effects on the obtained results.
First, our sample is of a small size which limits the statistical power of the tests. The small
sample size of 27 observations hence may have prohibited us from detecting consistent results.
In order to increase the reliability of the results and draw more accurate conclusions, a larger
sample would have been required. Nevertheless, according to Brown and Warner (1985) even a
small sample size does not dramatically alter the specification of test statistics within the given
sample. The reason is that even in the presence of abnormal returns that do not obey a normal
distribution one can still use t-tests. Due to the small sample size, we have furthermore not
been able to exclude any outliers; a fact which may decrease the t-statistic and thus perhaps
eliminating a significant difference. The outliers have furthermore affected the magnitude of the
positive abnormal returns, however, since we have concluded that the number of positive
abnormal returns far exceeds the number of negative abnormal returns it should not affect our
conclusion of a positive abnormal return. Moreover, there are numerous factors that affect the
stock price change even though the thesis examines solely six variables. There are several
factors that could potentially drive the market reactions from a CRE sale and leaseback
announcement, but in order to stay within the boundary of this thesis only a few could be
chosen. The factors selected in the thesis are variables assessable and supported by previous
economical theory and empirical research on divestiture and leasing announcements. Another
limitation considering the variables included in the tests are the proxies applied to these. There
is a possibility that there are more accurate proxies that could have been used and we have no
guarantee for using the correct ones. Nevertheless, the proxies chosen to explain the variables
have been chosen cautiously by studying tests from previous research and studies. Furthermore,
although we have set a criterion of no other major contemporaneous announcements or events
to occur during the event window around the CRE sale and leaseback announcement, there

could be a risk that some have been overlooked accidentally.
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8.3 Suggestions for Further Research

In progressing with the thesis numerous areas for potential further research have appeared. As
concluded in this thesis, the reactions on the Swedish market are considerably stronger
compared to the results from the studies performed in the rest of Europe and the U.S. We
hence believe that it would be of interest to evaluate whether the differences in the magnitude
of the abnormal results are due to the potential outliers in our study or due to country specific
factors. However, this is left as a suggestion for further research. Furthermore, it would be
interesting to examine the post-effects of the companies involved in the sale and leaseback
transactions. This particularly applies to the companies in a high probability of financial distress
before the announcement of the transaction. Have these companies performed better after the
CRE sale and leaseback transaction and how does CRE sale and leasebacks in general affect a
company’s performance over a long period? Are there any significant long-term advantages
from CRE outsourcing? Since the thesis has focused on the short-term announcement effect of
sale and leaseback, the question still remains as to whether, in the long-run, companies
engaging in CRE sale and leasebacks create more value than companies owning their CRE assets.
Finally, it would be interesting to make a detailed comparison of the abnormal returns between
each company in our sample as well as study the possible relationship to the length of the

leasing contracts as an explanatory transaction specific variable.
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Table B. Incentives respectively disincentives for engaging in CRE sale and leaseback transactions

Incentives - CRE sale and leaseback transactions Disincentives - CRE sale and leaseback transactions
+ possibility to focus on core businesses - inability to expand space at will
+ possibility to raise funds and pay down debt - difficulties in choosing lease length and terms
+ possibility to raise funds in order to expand operations - loss of potential increases in real estate values
+ possibility to increase occupational flexibility - loss of capital allowance
+ off-balance sheet financing - risk for variation of rent levels
+ more efficient usage of property by professionals - if leased property is no longer required lease payments
+ tax advantages must be maintained
+ substitute for debt capital - uncertainty at the end of the lease term

+ maintenance of existing credit lines

+ maintenance responsibility can be avoided

+ CRE tend to be undervalued

+ rent as fixed payments - better planning of cash flows
+ rise off-balance sheet - enhance financial ratios

+ disposing of low yield assets

+ possibility to reduce the cost of capital

Sources: Gronlund et al. (2004), Barris (2002), Nappi-Choulet (2002), Sharpe and Nguyen (1995), Roulac (2003), Asson (2002),
Etter and Caldwell (1995), Lizieri and Devaney (2004)
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Table F. Each one of the 27 announcements individual AR,, AAR_; ; and CAR_; ; values

Company AR, AR, AR, AAR, ; CAR.; 1

1 -2,3% -0,8% -1,8% -1,7% -5,0%
2 -3,0% -1,2% 3,0% -0,4% -1,2%
3 0,5% 0,1% -0,7% 0,0% -0,1%
4 -4,5% 0,8% -2,0% -1,9% -5,8%
5 -5,6% 11,4% 1,3% 2,4% 7,1%
6 1,5% 0,7% -0,9% 0,4% 1,2%
7 0,4% 1,4% -1,9% 0,0% -0,1%
8 2,5% 2,4% 2,1% 2,4% 7,1%
9 3,2% -1,4% 1,2% 1,0% 3,0%
10 -3,4% -0,3% -0,6% -1,4% -4,3%
11 -3,3% -1,7% 0,4% -1,5% -4,6%
12 -2,0% -2,0% 0,3% -1,2% -3,7%
13 -1,2% 0,1% -6,0% -7,1% -2,4%
14 1,4% 1,0% 9,8% 4,1% 12,2%
15 0,2% 2,8% 0,5% 1,2% 3,5%
16 0,2% 2,6% 0,5% 1,1% 3,3%
17 1,3% 4,7% 4,4% 3,5% 10,4%
18 0,2% 0,9% 0,4% 0,5% 1,4%
19 -0,5% 11,0% 1,6% 4,0% 12,0%
20 -1,2% 0,0% 7,5% 2,1% 6,3%
21 -2,8% 12,4% 1,5% 3,7% 11,0%
22 -1,0% 3,3% 0,0% 0,7% 2,2%
23 1,1% -0,2% -0,9% 0,0% 0,0%
24 1,5% 1,4% 0,8% 1,3% 3,8%
25 0,3% 1,1% 2,2% 1,2% 3,6%
26 1,3% 0,2% -1,3% 0,1% 0,3%
27 -2,2% 12,9% -2,2% 2,8% 8,5%
Mean -0,64% 2,35% 0,71% 0,63% 2,59%

Table G. Correlation matrix all variables included in the model A respectively the model B regression

AR, CAR,; TVMC CG PE cov TAX USE
AR, 1,0000

CAR,;, 0,7457  1,0000

TVMC 0,4448  0,5304  1,0000

CG 0,5737 0,3647 -0,2000 1,0000

PE 0,0792 -0,0269 0,2485 -0,1836  1,0000

cov -0,3907 -0,3959 -0,0980 -0,2372 0,5204  1,0000

TAX 0,1480 0,3177 -0,0736 -0,1484 0,3595 0,0408  1,0000

USE 0,3273 -0,0788 -0,3103 0,2594 0,4358 0,1002 0,3714  1,0000
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