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Health System Strategy:
Lease Versus Buy
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Lease Versus Buy

Health systems in today’s operating environment face many challenges. With costs rapidly
rising and margins becoming slimmer, systems must more frequently operate in an
ambulatory setting to retain market share from competitors This modern shift in healthcare,
from mostly on-campus facilities to a mix of ambulatory and on-campus facilities, puts
additional pressure on executives to manage the balance sheet effectively and get the most

out of their capital.

One of the biggest questions health systems encounter when securing new facilities is

whether it would be more advantageous to lease or own their real estate.

Additionally, many health systems seek to maintain investment grade credit and often
consider other alternative financing such as: synthetic lease, credit tenant lease, private REIT
or other structured finance methods. This whitepaper primarily focuses on the discussion
around leasing and buying real estate, but recognizes that other alternative financing

methods exist.
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What factors should be considered to choose the

most appropriate form of occupancy?

The “Lease versus Buy” decision can be sorted into two primary considerations,
operational and financial. Specific operational considerations include, but aren’t
limited to, flexibility and length of occupancy, desired control and level of building
acuity, and location of the asset. Whereas cost of capital, cash position, and total

cost of occupancy/reversion price of the asset are common financial considerations

in any lease versus buy decision.

Operational Financial

Flexibility and Length of Occupancy Cost of Capital/Alternative Investment

Desired Control of Building/

Cash Position
Level of Acuity

Total Cost of Occupancy/
Location of Asset

Reversion of Asset

— Operational Considerations

Flexibility and Length of Occupancy

The ability or need to maintain flexibility when establishing locations or practices

can heavily influence a health systems’ decision to lease or buy real estate.

The flexibility of leasing allows health systems to decide if a practice or service
line will succeed in a new market. Naturally, a healthcare provider is only
committed to the leased space for the duration of the lease term which typically

requires a lower entry cost than an outright purchase or ground-up development.
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At the end of a lease term, should a health system want to vacate, less capital is

tied up in the building. When leaving an owned building there is significant time
required to market and sell an asset, which increases the time required to recoup

capital and reinvest it into more profitable services.

With more opportunity to exit or expand in leased space, provider networks can

grow, shrink, and shift as patient needs change and evolve.

Desired Control of the Building/Level of Acuity

Control of a building or site is one of the biggest factors in choosing between
leasing or ownership. Ownership ensures a health system has control over physical
aspects of the building and site such as parking, ingress and egress, the building

facade, signage, and more.

From an operational perspective, it is generally preferred to own a hospital or acute
care facility. When considering the capital requirements to construct these facilities,
licensing requirements, and alternative locations to move or relocate, having a third
-party own these facilities can become problematic in the event of a lease

renegotiation.

Additionally, health systems are unique businesses with distinct regulatory
challenges. The intense regulatory environment around health systems further
complicates these decisions, especially when considering hospital outpatient
department (HOPD) billing and certificate of need (CON) requirements. In the case
of a HOPD billing or CON licensing, more consideration should be given to
ownership as these facilities are typically more critical to the operations of a health

system.
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As demonstrated below, there is typically a strong positive correlation between the
level of acuity of a building and the desire or need for control of a building.

Typically, control is not required for a medical office building or urgent care. As a
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