LEASE vs. BUY
Imagine you need a car for only a day or a week. The answer to the question of whether to lease or buy the car is simple, lease.  As the length of time you’ll need the car increases your decision to lease or buy becomes less obvious.
Several types of lease arrangements exist,
 but for tax purposes they fall into two general categories:  1) operating leases and 2) capital leases.

Operating Leases – The lessor maintains the asset (this cost is built into the payments) and the lease term is for a period that is significantly less than the economic life of the asset (i.e. operating leases are not fully amortized).  Operating leases are typically cancelable.  Staples finances the majority of its stores and certain equipment with operating leases.
Capital Lease – Also known as a financial lease, the lessee maintains the asset and the lease term equals the full price of the asset (i.e. capital assets are fully amortized), and they are not cancelable.  Staples entered into new capital lease agreements totaling $3.9 million in 2007.

Lease vs. Buy Analysis - Lessee: 

Suppose Staples would like to acquire new copy equipment for their Copy and Print Shop that they plan to use for 5 years and then replace.  The new equipment has a 10-year life and can be delivered and installed for $10,000,000.  The equipment will have a $2,000,000 resale value after 5 years and a $50,000 scrap value at the end of year 10.  The cost to lease the equipment is $2,600,000 per year (payable at the beginning of the year) which includes a $500,000 maintenance contract.  The depreciation schedule for this equipment is based on the MACRS 5-year class, the lease is a guideline lease.

If Staples were to purchase the equipment, 
 the company would most likely issue debt, so the most appropriate cost of capital for this analysis is the after tax cost of debt.
  Staples can borrow at a before tax cost of 10%.  Staples has three options: 1) accept the lease terms, 2) negotiate the lease terms, or 3) purchase the equipment.
Based on the information provided, the net cost of owning the asset for Staples would be $7,533,529.62 and the net cost of leasing the asset would be $7,479,599.64 - providing Staples a net advantage of leasing of $53,929.98.  In other words, based on these assumptions, Staples should decide to lease the equipment.  (Of course if they want to negotiate the lease terms that’s fine too.)  The calculations for theses figures are shown below.

Relevant Inputs 

Cost of the Equipment = $10,000,000
Tax Rate = 35%

Cost of Debt = 10%  After-tax cost of debt = 10%(1-35%) = 6.5%
Depreciation = MACRS system

Expected Market Value of Asset at Year 5 = $2,000,000
Lease Payment = $2,600,000 (includes maintenance contract for $500,000)
Cash Flow if Staples Buys $10M Copy Equipment (in $US thousands)

	
	t = 0
	t = 1
	t = 2
	t = 3
	t = 4
	t = 5

	Cost
	($10,000)
	
	
	
	
	

	Loan Amt.
	10,000
	
	
	
	
	

	Coupon Payments
	
	($1,000)
	($1,000)
	($1,000)
	($1,000)
	($1,000)

	Tax Savings on Interest
	
	350
	350
	350
	350
	350

	Principal Repayment
	
	
	
	
	
	(10,000)

	Maintenance Cost
	(500)
	(500)
	(500)
	(500)
	(500)
	(500)

	Tax Savings on Maintenance
	175
	175
	175
	175
	175
	175

	Tax Savings on Depreciation

	
	700
	1,120
	665
	420
	385

	Residual Value
	
	
	
	
	
	2,000

	Tax on Residual Value

	
	
	
	
	
	(490)

	Net Cash Flow
	($325)
	($275)
	$145
	($310)
	($555)
	($8,755)

	PV @ 6.5%
	($7,534)
	
	
	
	
	


Cash Flow if Staples Leases $10M Copy Equipment (in $US thousands)


	
	t = 0
	t = 1
	t = 2
	t = 3
	t = 4
	t = 5

	Lease Payment
	($2,600)
	($2,600)
	($2,600)
	($2,600)
	($2,600)
	

	Tax Savings on Payment
	910
	910
	910
	910
	910
	

	Net Cash Flow
	($1,690)
	($1,690)
	($1,690)
	($1,690)
	($1,690)
	$0

	PV @ 6.5%

	($7,480)
	
	
	
	
	


Lease vs. Buy Analysis - Lessor:

Suppose IBM would like to offer Staples the option to lease the new copy equipment for 5 years.  The new equipment has a 10-year life and can be delivered and installed for $10,000,000.  The equipment will have a $2,000,000 resale value after 5 years and a $50,000 scrap value at the end of year 10.  The cost to lease the equipment is $2,600,000 per year (payable at the beginning of the year) which includes a $500,000 maintenance contract.  The depreciation schedule for this equipment is based on the MACRS 5-year class, the lease is a guideline lease.
  IBM has a 40% tax rate (5% higher than Staples) and considers alternative investment options with a similar risk to have a 5.4% after-tax return.

Relevant Inputs 

Cost of the Equipment = $10,000,000

Tax Rate = 40%

Cost of Debt = 10%  After-tax cost of debt = 10%(1-35%) = 6.5%
Depreciation = MACRS system

Expected Market Value of Asset at Year 5 = $2,000,000

Lease Payment = $2,600,000 (includes maintenance contract for $500,000)
Cash Flow if IBM Leases $10M Copy Equipment (in $US thousands)


	
	t = 0
	t = 1
	t = 2
	t = 3
	t = 4
	t = 5

	Cost of Equipment
	($10,000)
	
	
	
	
	

	Maintenance Cost
	(500)
	($500)
	($500)
	($500)
	($500)
	

	Tax Savings on Maintenance

	200
	200
	200
	200
	200
	

	Tax Savings on Depreciation

	
	800
	1,280
	760
	480
	$440

	Lease Payments
	2,600
	2,600
	2,600
	2,600
	2,600
	

	Tax on Lease Payment
	(1,040)
	(1,040)
	(1,040)
	(1,040)
	(1,040)
	

	Residual Value
	
	
	
	
	
	2,000

	Tax on Residual Value

	
	
	
	
	
	(560)

	Net Cash Flow
	($8,740)
	$2,060
	$2,540
	$2,020
	$1,740
	($1,880)

	PV @ 5.4%
	($81)
	
	
	
	
	

	IRR = 5.7510%
	
	
	
	
	
	


Based on the information provided, the net present value of leasing the equipment at the agreed payment of $2,600,000 which includes a maintenance contract for $500,000 would be $81,205.75.  The internal rate of return on the cash flows equals 5.7510%.
































































































� For example, combination leases offer features of both operating and capital leases.


� 2007 Compan 10K, p. C-12.


� Lease payments are a tax-deductible expense for the lessee (Staples), but the benefits of ownership (i.e. depreciation and investment tax credits) belong to the lessor.


� Note: decisions such as capital structure and project selection should have already been addressed prior to any “lease vs. buy” analysis.


� Assuming that leases and loans are viewed by investors as equivalent and that all cash flows are equally risky, arguments can be made for using different rates.  For example, some analysts argue that the residual value is less certain than other cash flows and therefore use a higher rate.   


� Recovery Allowances for 5-year MACRS is 20% in year 1, 32% in year 2, 19% in year 3, 12% in year 4, 11% in year 5, and 6% in year 6.  See Financial Management, 11th edition, by Brigham & Ehrhardt pp. 427-429 for additional information on MACRS depreciation system.  p. 427 notes: “A major effect of the MACRS system has been to shorten the depreciable lives of assets, thus giving businesses larger tax deductions early in the assets’ lives and thereby increasing the present value of the cash flows.”


� MACRS year 1 depreciation =20%(10M)=2M & year 1 tax savings on depreciation = 2M(35%) = 700,000; year 2 depreciation = 32%(10M) = 3.2M & year 2 tax savings = 3.2M(35%)= 1,120,000; year 3 depreciation = 19%(10M)=1.9 & year 3 tax savings = 1.9(35%)=665,000; year 4 depreciation = 12%(10M)=1.2M & tax savings = 1.2(35%)=420,000; year 5 depreciation = 11%(10M)=1.1 & tax savings 1.1(35%)= 385.


� At year 5 according to the MACRS system the book value = 6% or 600,000.  Since the residual value is 2M then Staples would pay tax on the difference = (2,000,000 – 600,000)(35%) = 490,000.


� Note these cash flows are beginning of period cash flows, to convert end of period cash flows to beginning of period cash flows multiply the answer by (1 + i).  In this case, $7,023,098(1+0.065) = $7,479,599.64.


� Lease payments are a tax-deductible expense for the lessee (Staples), but the benefits of ownership (i.e. depreciation and investment tax credits) belong to the lessor.


� Recovery Allowances for 5-year MACRS is 20% in year 1, 32% in year 2, 19% in year 3, 12% in year 4, 11% in year 5, and 6% in year 6.  See Financial Management, 11th edition, by Brigham & Ehrhardt pp. 427-429 for additional information on MACRS depreciation system.  p. 427 notes: “A major effect of the MACRS system has been to shorten the depreciable lives of assets, thus giving businesses larger tax deductions early in the assets’ lives and thereby increasing the present value of the cash flows.”


� Since IBM has a higher tax rate, it has higher tax savings on the maintenance costs and depreciation.


� MACRS year 1 depreciation =20%(10M)=2M & year 1 tax savings on depreciation = 2M(40%) = 800,000; and so on, see MACRS note in previous example for greater detail.


� At year 5 according to the MACRS system the book value = 6% or 600,000.  Since the residual value is 2M then Staples would pay tax on the difference = (2,000,000 – 600,000)(40%) = 560,000.
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