MANAGEMENT

Making

L ease-Or-Buy

When your garden center needs to buy new
vehicles, you have many financing options.
Learn the tools you need to make this decision.

By George Koziarz

ero-percent financing,
single-payment leases and
an assortment of other
financial options are con-
tinuously offered to any-
one looking to make automobile or
light-truck acquisitions today. So how
do you make the right car or truck
decision for your garden center?

As a starting point, you can
merely add up the payments and
take the least expensive option, but
often the apparent cheapest deal is
not always the best deal. The deci-
sion to lease or buy a vehicle or

Decisions

piece of equipment is usually based
on an analysis of the company’s
cost of capital, the company’s cash
flow and the time value of money.

Facing A Decision

Let’s assume you are faced with
the following lease-or-buy decision.
You can purchase a $25,000 delivery
vehicle by putting 10 percent down
and paying off the balance at 6¥-per-
cent interest with five annual install-
ments of $5,414. The vehicle will be
used in your business for five years
after which it can be sold for $2,500.

Garden center operators have a variety of financial options available to them when making their vehicle acquisitions.
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EQUIPMENT PURCHASE ANALYSIS

Estimatedicost $25,000 Loan o Previous Year Ta.x Net Cash | Discount | Present

Year Balance Payment | Principal | Interest Deprec. Saving Flow Factor Value
Capitalization or ......... $2,500
down payment 0 $0 $2,500 $0 $0 $0 $0 $2,500 1 $2,500
(if required) 1 $22,500 $5,414 $3,952 $0 $0 $0 $5,414 1 $5,414
Interest rate (percent) ....... 6.5 2 $18,548 $5,414 $4,209 $1,463 $5,000 $2,585 $2,829 0.9091 $2,572
Term of loan (years) ............ 5 3 $14,340 $5,414 $4,482 $1,206 $5,000 $2,482 $2,932 0.8264 $2,423
Annual payment ........ $5,414 4 $9,857 $5,414 $4,774 $932 $5,000 $2,373 $3,041 0.7513 $2,285
(principal and interest) 5 $5,084 $5,414 $5,084 $641 $5,000 $2,256 $3,158 | 0.6830 | $2,157
Depreciation ................... 5 6 ($0) ($2,500) $0 $330 $5,000 | ($1,000) | ($1,500) | 0.6209 ($931)
period (years)

Present value of net cash flow from purchase option: $16,420
Discount rate (percent) ...... 10
Tax rate (percent)............. 40 Figure 1. Shown here is the total net cash flow of a 5-year financed purchase of a $25,000 vehicle, with a 10-percent down payment and an interest rate of

6.5 percent. Note the ($2,500) in the Year 6 Payment column is the estimated resale value of the vehicle.

The alternative is you can lease
the same delivery vehicle for five
years at an annual lease payment of
$6,016, the first payment of which is
due on delivery. You will be respon-
sible for the equipment’s mainte-
nance costs during the lease. The
vehicle will be turned in to the leas-
ing company at the end of the lease.

You expect that your combined
federal and state income tax rates
will be 40 percent for the entire
period. You can further assume
that your cost of capital is 6 per-
cent (the 10-percent financing rate
adjusted by your tax rate).

How do you know which of these
options is best?

Analyzin
Your Decision

Figures 1, above, and 2, page 58,
demonstrate how you can use a cash-
flow analysis to assist you when mak-
ing a lease-or-buy decision for your
business. (The Figures use annual
payments for the sake of brevity.)

Buying. Assume you chose the
financed purchase of a $25,000
vehicle for 10-percent down, inter-
est at 6% percent and five annual
payments of $5,414 (all payments

are made on the first day of the
year). In this case, we are assuming
straight-line depreciation.

Interest accrues on the outstanding
balance of the loan at the end of each
year. The fourth column in Figure 1,
above, shows the portion of each
annual payment that goes to principal
and reduces the outstanding loan.

Leasing. Assume that same
$25,000 vehicle will be leased for five
years for an annual lease payment of
$6,016, with the first payment being
due on delivery and the following
payments due on the first day of each
subsequent year (see Figure 2, page

58). The business is assumed to have
a combined federal and state income
tax rate of 40 percent (tax benefits
are computed as of the first day of
the year following the year for which
the lease deduction was claimed) and
a 6-percent cost of capital.

In this case, if cost were the sole
criterion for making the decision,
you probably would be inclined to
purchase the vehicle because in cur-
rent dollars, the cost of leasing is
$17,458 while the cost of purchas-
ing is $16,420.

Even if cost isn’t your sole criteri-
on, a cash-flow analysis is useful B
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Even if cost isn’t

. . Estimated cost ......... $25,000
your sole criterion,
Capitalizationor .............. $0
a cash-flow analysis down payment
(if required)
is useful because Lease periods .................. 5
. (years)
it can show you
Periodic .................. $6,016
how much you payment
. Discount rate (percent) ...... 10
are paying for
Tax rate (percent)............. 40

non-cost factors

EQUIPMENT LEASE ANALYSIS

T || Ern || ot || MEE || e || S
0 $0 $0 $0 1 $0
1 $6,016 $0 $6,016 1 $6,016
2 $6,016 $2,406 $3,610 0.90921 $3,281
3 $6,016 $2,406 $3,610 0.8264 $2,983
4 $6,016 $2,406 $3,610 0.7513 $2,712
5 $6,016 $2,406 $3,610 0.6830 $2,465
6 $0 $0 $0 0.6209 $0
Present value of net cash flow from lease option: $17,458

Figure 2. Shown here is the total net cash flow of leasing a $25,000 vehicle over five years.

that may dictate

because it can show you how much

you are paying for non-cost factors

that may dictate your decision to lease.
We used the straight-line method

of depreciation in Figure 1, page 57.

your decision

to lease.

This is a very conservative approach.
Remember, the sum of after-tax
earning, interest expense and dep-
recation expense is the amount
lenders calculate as amount of

money you have to service existing
and new debt. Accelerated deprecia-
tion enhances current-year cash flow
but usually at the expense of future
years’ cash flows.
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You need to know what the financial implications are before making a lease-or-buy decision for your business.

Know The Tax
Implications

Before making any decision about
leasing versus buying, remember
that decisions under this area should
always be made with the advice of a
tax professional who understands
your business.

Under a typical equipment lease,
you are generally entitled to deduct
your payments during the year of
lease if you use the leased equip-
ment in your business. This is usually
referred to as an “operating lease.”

However, you need to be aware
that, in certain situations, the
Internal Revenue Service (IRS) may
deny lease deductions if it audits
your return and concludes that
your lease is in reality an install-
ment or conditional sale, some-
times referred to a “capital lease.”

If the IRS does reclassify your lease
as a sale, your lease payments will not
be deductible. Instead, you will be
entitled to depreciation deductions as
the owner of the equipment for tax
purposes. Moreover, a portion of
your lease payments, which the IRS
effectively reclassifies as being install-
ment payments on a purchase price,
will most likely be considered interest
that you can currently deduct.

What other types of factors attract
the IRS’s attention? Here are just a
few examples:

¢ A portion of your lease pay-
ments establishes equity in the
leased equipment.

® You acquire title to the equip-
ment after paying a specified
amount of the lease.

® Your lease payments are made
over a relatively short period of time
and are inordinately large in com-
parison to the amount required to
purchase the equipment.

® Your lease payments substan-
tially exceed the fair rental value of
the equipment.

®*You acquire the equipment
under a purchase option for a price
that is nominal in relation to the
equipment’s value (“dollar buy-
outs”) at the time you can exercise
the option or that is nominal in
comparison to your total payments
under the lease.

¢ A portion of your lease payment
is specifically designated as being
interest or is readily recognizable as
being the equivalent of interest.

If any of these factors describe an
equipment lease you are preparing to
enter, you should proceed with cau-
tion to avoid interest and penalties if
the IRS reclassifies the transaction. If
you have any doubt as to how the IRS
may view the vehicle lease for your
garden center, have your accountant
or lawyer review the agreement
before signing on the dotted line. %

George Koziarz is president of George
Koziarz & Associates, Inc., Glenview, Ill. He
can be reached at gkainc@ix.netcom.com.
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For more information related to this article,
go to www.lgrmag.com/Im.cfm/Ig070606
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