Leasing Policy



Leasing policy is just a special case of financial policy so why should it matter?





Remember:



If:

financial policy affects firm value 



Then it must be because at least one of the following is true:

financial policy affects a firm's tax obligation

financial policy affects contracting costs

financial policy affects real investment policy



So, if leasing policy matters, it must be because it affects either a firm's tax obligation, its contracting costs, or its real investment policy (or some combination thereof).

�Smith and Wakeman (1985)



Cash flows (present values) of buying and leasing an asset:



�Purchased�Leased��Description of Cash Flow:�Buyer/User (b)�Owner/

Lessor (o)�User/Lessee (u)��Nontax Cash Flows:�����Initial investment in asset�-INVb�-INVb���Lease Payments��+LEASEo�-LEASEu��Salvage value of assets�+SALVb�+SALVo���Maintenance expense�-MAINTb�-MAINTo�-MAINTu��Cash flow from asset's operation�+CFLOWb��+CFLOWu��Out-of-pocket contracting costs�-COSTSb�-COSTSo�-COSTSu�������Tax-Related Cash Flows�����ITC�+ITCb�+ITCo�+ITCu��Depreciation tax shield�+tb(DEPb)�to(DEPo)���Tax implications of lease payments��-to(LEASEo)�+tu(LEASEu)��Tax on capital gain from disposal of asset�-tb(GAINb)�-to(GAINo)���Tax shield from maintenance�+tb(MAINTb)�+to(MAINTo)�+tu(MAINTu)��Tax on cash flows from operations�-tb(CFLOWb)��-tu(CFLOWu)��Additional debt interest tax shield generated by asset�=tb(DEBTb)�+to(DEBTo)�+tu(DEBTu)��



�Leasing in an M&M world



M&M assumptions:

No taxes

tax related cash flows go away

No contracting costs

COSTSb = COSTSo = COSTSu = 0

Fixed real investment policy (and competitive markets)

INVb = INVo

SALVb = SALVo

MAINTb = MAINTo + MAINTu

CFLOWb = CFLOWu



(	Given the M&M assumptions, there is no economic difference between owning an asset and leasing an asset.



Let's look at the no taxes assumption first.

�Leasing and Taxes



Investment tax credits

ITCb ( ITCo + ITCu

want to shift ITCs to where their value can be maximized

Depreciation tax shields

what if tb ( to?

tb(DEPb) ( to(DEPo)

watch out for "constructive sale" interpretation of lease

what if DEPb ( DEPo?

Manufacturer versus Third-Party Lessors

for a manufacturer lessor the basis for calculating depreciation (and ITCs) is the manufacturing cost while for a third-party lessor the basis for calculating depreciation (and ITCs) is the sale price of the asset, but

for manufacturer lessors the manufacturing profit (sale price minus cost) can be realized over the life of the lease

�Lessor Characteristics Affecting Leasing Decisions



Opportunities for price discrimination

tie-in sales and metering

Comparative advantage in disposing of the asset

SALVb < SALVo

�User Characteristics Affecting the Leasing Decision



Compensation policy

Firm-specific assets

COSTSb ( COSTSo + COSTSu

How long will asset be used?

COSTSb ( COSTSo + COSTSu

�Leasing and Firm-specific assets



Leasing separates the rights to the cash flows over the life of the lease from rights to the salvage value of the assets.  Thus, leasing produces incentives for:

asset abuse

under maintenance

opportunistic behavior at lease renewal [KCA (1978)]





Example of opportunistic behavior at lease renewal:

 

Suppose that, as part of a new project, your company needs a building (with unique features) with a 20 year useful life.  Further, suppose that you decide that rather than building the building yourself, you're going to contract with someone else who will build the building and then lease it to you.  The building has the following values (as a function of time):



�Time���0�10 years�20 years��General Value�30�15�0��Firm-specific value�20�10�0��Total value�50�25�0��

Suppose further that we negotiate a 10-year lease (why only 10 years?).  What happens at the end of the lease?

�Provisions of Lease Contracts



Bonding Use and Maintenance

Deposits and Penalty Clauses

Restrictions on Subleasing and Use

Service versus Net Leases



Metering and Tie-In Sales

Metering and Price Discrimination

Metering and Asset Abuse

Metering and Bonding

Metering and Risk Reduction



Options

Option to cancel

Option to extend or renew 

Option to purchase



�Leasing Policy and Firm Characteristics





Firm Characteristic�Impact on Leasing��Size�?��Leverage�?��Growth options�?��Credence goods�?��Product warranties�?��Future product support�?��Supplier financing�?��Closely held firm�?��Firm-specific assets�?��Regulation�?��Marginal corporate tax rate�?��Marginal personal tax rate�?��

 


