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ABSTRACT

THE IMPACT OF LEASES ON FINANCIAL ANALYSIS

by Andrew Thomas Nelson

Leasing has experienced a tremendous growth in recent years.
This growth has been accompanied by a fundamental change in the
nature of the lease transaction. It is no longer solely a means of
obtaining services but is now also an important means of financing.

The advent of the 'financial' lease has given rise to some very
important accounting problems, the solution of which will have a
profound effect on the entire business world. These problems hinge
on current reporting practices which provide for disclosure of
leases in the body of the financial statements only to the extent that
the rentals have been paid or accrued. As a result of this practice,
assets which are obtained through lease financing are omitted from the
lessee's balance sheet. Likewise, the liabilities which give rise to
these assets are not shown in the financial statements. While this
practice is probably adequate for "service' leases, it ignores the
economic and financial fact that 'financial' leases are in reality means
of financing which are similar to conventional debt.

A number of proposals for correcting these deficiencies have
already been made. The purpose of this thesis is to determine the
impact that the various proposals for reporting leases have upon con-
ventional financial analysis. An answer to this problem is necessary

in order to evaluate fairly the available alternatives.
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The study is divided into five phases. First, the advantages and
disadvantages of leasing are reviewed in order to expose artificial
advantages and determine the extent to which accounting has contributed
to their existence. Second, the extent and nature of current financial
statement reporting is examined in order to gain an understanding of
the underlying problem. Third, the proposed changes in financial
statement reporting are examined with special attention being directed
to the capitalization proposal. Fourth, the leases of eleven corporations
are capitalized and the financial statements reconstructed to reflect
these amounts. Finally, fifteen different financial ratios are computed
for each of the eleven lessee firms both before and after capitalization.
An evaluation is then made of each of these ratios to determine whether
or not they are improved by capitalization.

Major findings of the study include:

1. Current techniques for reporting of "financial' leases are not
adequate in that they fail to recognize important financial and economic
facts.

2, Current reporting does not provide sufficient detail to enable
the financial analyst accurately to capitalize leases.

3. Much of the case presented in favor of leasing rests upon
"illusory" arguments which are based upon faulty reporting techniques.

4. Capitalization of lease rentals with the amounts included in the
balance sheet totals is the only proposal examined that can satisfactorily
overcome the deficiencies in current reporting.

5. Capitalization is deeply rooted in accounting theory and com-
pletely compatible with current.principles of accounting.

6. Most of the ratios affected by leasing are made more meaning-

ful by capitalization. In fact, ratios that are computed from conventional
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financial statements are misleading and mavy result in faulty decisions.
7. Through capitalization most of the financial ratios analyzed
will make a lessee firm's weak financial position apparent whereas

without capitalization this fact may remain concealed.
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CHAPTER I

THE IMPACT OF LEASES ON FINANCIAL ANALYSIS

Significance of the Problem

Leasing is not a modern day innovation. In fact, the practice
actually dates back for hundreds of years before Christ.! For centuries
the lease was used almost exclusively in connection with agricultural
land. It was a tool which enabled the ruling class to retain control of
vast estates, benefit from the land's production, and yet be freed from
the problems associated with the actual farming operations. With the
coming of the industrial revolution and the urbanization movement which
accompanied it, the lease was extended beyond its initial bounds. Many
of the commercial buildings constructed during this period of early
urban development were built on land which was made available under
long-term leases. Even in the cities, however, the lease was confined
primarily to transactions involving land and represented a rather
insignificant pé.rt of our economy. |

Today le‘asing is growing at an accelerated pace and is pervading
all facets of the American economy as an alternative to purchasing.
Indeed, today it is difficult to find a capital good which is not available

through leasing should the customer desire it.? This growth has been

1Stanley L. McMichael and Paul T. O'Keefe, Leases--Percentage,
Short and Lon&-Term (5th ed.; Englewood Cliffs, N. J.: Prentice-Hall,
Inc., 1959), p. 1.

It has been reported recently, for example, that many large
companies are now leasing tires and tubes for their fleets of company
cars. See Fred J. Busko, '"Leased Tires Inventory, " N.A.A. Bulletin,
Vol. XLI (October, 1959), p. 24.




accompanied by a fundamental change in the nature of the lease
transaction. It is no longer solely a means of acquiring property which
is not available by other legal means but has now become an important
means of financing. The present study then is prompted by two factors:
first, the accelerated growth in leasing which is making this a subject
of widespread interest to virtually every segment of the economy; and

second, the changing nature of the lease transaction.

The Problem Defined

In spite of these very significant changes in the nature and im-
portance of leasing, the accounting profession has continued to record
and report these transactions in the traditional manner. Conventional
accounting has provided for the recognition of lease rentals only to the
extent that they have been paid or accrued. As a result of this practice,
the assets used by companies which have been obtained through lease
financing have been omitted from their balance sheets. Likewise, the
liabilities which have given rise to the funds necessary to obtain the
use of these assets have not been shown in the financial statements.

A great deal has already been written on the subject of accounting
for long-term leases. This thesis is directed at one major problem

which as yet remains unanswered: What impact would the various pro-

posals for reporting leases have upon conventional financial analysis?

After all, we must have an understanding of the impact of any proposal
before we can attempt to reach a decision on its merits. The question
of impact naturally raises some other important questions to which a
portion of this study will be directed, such as:

1. What are the various types of leases?

2. How are each of these types reported under current practices?

3. What types of leases require different treatment than is
currently being provided?



4. What are the alternatives to current methods ?

5. Which of these methods would produce the most meaningful
results from the standpoint of financial analysis?

6. Have reporting practices contributed to "illusions' which
have resulted in the misuse of lease financing?

Scope of the Study

A number of limitations in the scope of the study have been made
in order tobound the problem in workable form and to bring the study
within reasonable limits.

First of all, the present study is limited to problems associated
with lessee firms. No attempt has been made specifically to determine
the possible impact that these proposals might have on the lessors.

Second, the study is limited to long-term leases. The meaning
of "long-term leases, " of course, varies with one's time perspective.
One writer has defined them as leases which extend for "twenty-one

! On the other hand, the American Institute of Certified

years or more. "
Public Accountants has used the expression '"long-term leases' to cover
those leases which extend beyond three years.? This latter meaning is
the one used here, although this is strictly an arbitrary decision.

Third, in appraising the impact upon financial analysis we will be
primarily concerned with the financial ratios. Obviously there are
other important means of financial analysis. However, each of the

commonly used ratios directs attention to the firm's financial statements.

Since the ratios themselves are computed from the financial statements,

'McMichael and O'Keefe, op. cit., p. 92.

ZAmerican Institute of Certified Public Accountants, Accounting
Research and Terminology Bulletins. (Final edition; New York: Ameri-
can Institute of Certified Public Accountants, 1961), p. 126.




any study which measures the impact of a factor (in this case, long-term
leasing) on financial ratios will to a large extent measure the impact on
the underlying financial statements.

Fourth, the study is confined to an examination of the problems
associated with leasing and does nct cover the broader problem of account-
ing for other contractual commitments; such as, contracts for the
purchase of materials or employment contracts.

Additional restrictions will be placed on the study because of the
limited data available. These will be discussed later in the thesis as the
problems which give rise to these additional restrictions are presented.
None of the limitations in the scope of this study is meant to imply that
all matters of significance lie within the problem area. Nor are they
intended to imply that the conclusions reached have no application to
areas excluded from this study. On the contrary, it is hoped that this
thesis will stimulate further investigation into other important areas
and that the conclusions reached here may have broader application than

to this specific problem.

Approach to the Problem

A background to the problem of accounting for long-term leases
is presented in Chapter II. First of all, the two factors which make
this problem one of major importance are discussed; namely, the
growth of leasing and the changing nature of the lease transaction.
This is followed by a presentation of the advantages and disadvantages of
leasing, an attempt being made to expose and point up artificial advan-
tages and determine the extent to which accounting has contributed to
their existence.

The purpose of Chapter IIl is to gain an understanding of current

techniques so that they may be evaluated in light of other alternatives.



The current reporting techniques are examined in connection with the
requirements for reporting that have been established by the American
Institute of Certified Public Accountants and the Securities and Exchange
Commission. Deficiencies in current reporting are then analyzed in

an attempt to determine the causes of these inadequacies. The final
section of this chapter is devoted to the rationale behind current
practices.

The proposed changes in financial statement reporting are examined
in Chapter IV. The first topic of discussion is the three major proposals
for revising current reporting: through a supplementary schedule,
through capitalization with the amounts shown short, or through capitali-
zation with the amounts included in the totals. After discarding the first
two proposals, attention is focused on the last one. The rationale behind
the capitalization proposal as it has evolved from accounting theory is
discussed next. The final section of this chapter will be centered around
the capitalization controversy and the development of capitalization.

The methodology followed in the analysis of capitalization and
current reporting is presented in Chapter V. The method by which the
companies which were analyzed were selected, the determination of
the rental schedules used, the selection of the appropriate rate of
interest, and other problems associated with capitalization are presented.

In Chapter VI the impact of capitalization on conventional financial
ratios is appraised. To begin with, the limitations of financial analysis
are discussed. This is followed by a brief discussion of the objectives
of each ratio selected for analysis. The ratios before and after capital-
ization are presented next, and an attempt is made to determine which
way the ratios come nearest to meeting their objectives.

The findings of the study are summarized and the conclusions

presented in the final chapter.



CHAPTER II

BACKGROUND

The Growth of Leasing

It is difficult to estimate the volume of lease transactions because
there is no central organization which gathers data from the wide
variety of firms engaged in the leasing business. However, a person
can get some idea of the rate at which leasing is growing by taking a
look at the capital equipment under lease. It has been estimated that
in 1953 the total amount of capital equipment under lease was about
$450 million and that by 1958 the amount had grown to about $1.5
billion.! This means that capital equipment leasing grew over 300 per
cent during this five-year period. There are indications that leasing
may grow at an even faster rate in the future.

Leasing has also grown rapidly in the real estate field. The type
of transaction which has probably accounted for the largest part of this
growth has been the sale-and-lease-back agreement. This type of
transaction is usually designed so that the user of the property either
purchases or constructs the asset to its own specifications and needs.
Upon completion of construction, the asset is sold to a second party
under an agreement which provides for the lease of the property back
to the party desiring its use.

Although the sale-and-lease-back transaction is probably not new,

it has only come into wide usage since the second world war. The first

'Francis T. Knouss, "You Can Rent It--But Should You?"
N.A.A. Bulletin, Vol. XLI (October, 1959), p. 80.




important sale-and-lease-back agreement was executed in 1936 by
the Safeway Stores.! Since that time Safeway has continued to use the
lease as a primary tool for expansion. In its 1960 annual report the
company reported 2, 904 property leases with minimum annual rentals
of approximately $43 million.?

Since the second world war, the sale-and-lease-back transaction
has increased in frequency and magnitude. For examplxe, in a single
transaction which occurred in 1945, the Allied Stores Corporation sold
land, buildings and equipment valued at approximately $16 million
(net of depreciation) to the Real Property Corporation.? This sale was
accompanied by an agreement which provided for the lease of all of
the properties back to Allied or its subsidiaries for a thirty-year
period with annual rentals totaling over $26 million., Many other com-
panies have since made use of this type of transaction.

The leasing of real estate is particularly significant in the retail
merchandising and grocery fields. Many retail stores of the large
chains are occupied under long-term lease agreements. At January
31, 1961, Sears, Roebuck and Company reported '"a number' of long-
term leases with minimum fixed rentals of $23,417, 000 per Xe_:a_Ef
F. W. Woolworth Company reported at December 31, 1960, minimum
annual rentals for leased property of approximately $44, 300, 000.°

At February 1, 1961, the Montgomery Ward and Company, Inc.,

'Albert H. Cohen, Long-term Leases: Problems of Taxation,
Finance and Accounting (Ann Arbor, Michigan: University of Michigan
Press, 1954), p. 22,

ZSa.feway Stores, Inc., Annual Report, December 31, 1960, p. 18.

3Cohen, op. cit., p. 25.

*Sears, Roebuck and Company, Annual Report, January 31, 1961,
p. 27.

F. W. Woolworth and Company, Annual Report, December 31,
1960, p. 27.




reported 667 long-term leases with aggregate minmimum rentals of

over $11 million per year.'

Types of Leases

As with other forms of contracts, the lease can be 'tailor-made"
to meet the needs of the parties involved. For this reason, leases
vary greatly with respect to term, duties of various parties, restrictions,
alternatives at termination, method of payment, flexibility, and purpose.
With this wide array of provisions many methods of classification are
potentially available. One which seems particularly appropriate to
this study is a method which has been suggested by Professor John H.
Myers which classifies leases according to their fundamental purpose.
Professor Myers has indicated that leases are generally of two types.?
The first of these may be designated as a service lease, It is entered
into solely for the services to be rendered, these services being pro-
vided by the lessor over the term of the agreement.

The other major type of lease has financing as its fundamental
objective and for this reason may be designated as a financial lease.
Under the financial lease, the lessor provides all of the service which
is required of him at the beginning of the contract. From then on he
simply sits back and collects the rent while the lessee is given '"'"quiet
enjoyment" of the property. The lessor is not called upon to render

service over the period of the agreement. An example of this type of

lMontgomery Ward and Company, Inc., Annual Report, February
1, 1961, p. 11.

2An address given by Professor John H. Myers at the technical
session '""Progress in Accounting Research' at the 74th Annual Meeting
of the American Institute of Certified Public Accountants, Monday,
October 30, 1961, at McCormick Place, Chicago.



contract is a typical sale-and-lease-back agreement.

Under both types of lease, the lessee customarily utilizes the
service over the entire life of the agreement. The distinction between
the two cannot be made on the basis of when the lessee receives the
benefits from the contract; rather it must be made on the basis of when
the lessor fulfills his part of the agreement. Where the lessor is called
upon to render this service throughout the duration of the lease, the
arrangement may be termed a service lease. On the other hand, when
the lessor is called upon to provide funds and perform other duties at
the beginning of the lease and where the contract is essentially
"performed' from the standpoint of the lessor, the agreement is termed
a financial lease.

Many leases are probably neither wholly financial nor entirely
service leases but rather are hybrids instead. Professor Myers has
suggested that the rentals payable under each such lease be separated
into service and finance components. He has noted that this task would
be no more complex than other joint cost problems currently faced by
the accountant and has suggested five possible criteria for making the
separation:

1. Does the agreement use up part of the firm's "pool" of credit?

2. Who bears the rewards and risks of ownership?

3. Was the decision to lease based upon financial or operational
considerations ?

4. Does the lessor rely primarily upon the general credit of the
lessee?

5. Is it customary to lease this type of property ?!
It is not within the scope of this study to determine whether or not
all leases can be properly divided into their financial and service com-

ponents. It will be assumed here that such a distinction is possible.

1Myers address, op. cit.
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To the extent that this assumption is not valid, the application of the
findings contained herein will be lim:ited.

The service lease presents no serious accounting problems,
Under this type of contract, the rentals are recorded only to the extent
that they are paid or accrued. The lessee has no asset under this type
of agreement except insofar as the rents are prepaid. Nor does he have
any liability except to the extent that services have been received but
have not yet been paid for. An example of such a contract is the lease
of telephone service.

The financial lease, on the other hand, presents some very
serious accounting problems to which the remainder of this study will

be devoted.

The Financial Lease

In order to gain a better understanding of the nature of the prob-
lems, it is necessary to examine the financial lease more closely.
Some of its more common characteristics are as follows:

(1) The decision to lease is based primarily on financial con-
siderations rather than on strictly operational reasons: i.e., leasing
is considered as a source of capital by management. This method is
selected after giving consideration to other forms of financing such as
issuing capital stock, retention of earnings, or borrowing through bank
term loans or mortgage bonds.

(2) The lease is normally noncancellable, or is cancellable only
under heavy penalty, during the initial term of the lease.

(3) The rentals payable under the lease agreement are designed
so as to return to the lessor the total cost of the asset involved plus a

return on the invested funds during the initial term of the lease.’

'In many financial leases the rentals are not fixed but are based
upon a certain percentage of the gross sales or profits of the lessee from
the property. Such leases are usually termed "percentage' leases and
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(4) The lessor--the legal owner of the asset--retains title to the
property involved at the expiration of the initial lease term. However,
provision is often made for the lessee to obtain use of the property
after this date by the lessor granting to the lessee either an option to
renew the lease at reduced rates or an option to buy the property.,1
In either case, the lessee must make additional payments (above and
beyond the asset cost plus a reasonable return thereon) in order to have

continued use of the property.

normally provide for a fixed minimum rental which is required to be

paid regardless of the level of sales or profits. In these cases the
guaranteed or minimum rentals are designed so as to return to the lessor
the total cost of the asset involved plus a fixed return on the invested
funds. The "premium' rentals resulting from the percentage clause
would represent additional return to the lessor, above and beyond his in-
vestment.

'There is some danger of losing certain tax advantages by includ-
ing a purchase option in the lease agreement. However, it appears that
the purchase option will generally not jeopardize the deductibility of the
rental payments provided the purchase price reasonably approximates
the fair market value of the property at the date of purchase. Prentice-
Hall sets forth the following guides for distinguishing a lease from a
sale for tax purposes:

"No general rule can be given, and each case must be
decided on its own facts. However, generally, in the absence
of evidence of a true rental, agreements for the lease of property
will be treated as purchases and sales if one or more of the follow-
ing conditions are present:

(1) Portions of periodic payments apply specifically to an
equity to be acquired by the '"lessee''.

(2) "Lessee" will acquire title on payment of a stated
amount of '""rent" which must be paid in any event.

(3) Total amount that "lessee' must pay for a relatively
short period of use is very large compared with the amount
needed to get transfer of title.

(4) Periodic payments materially exceed current fair rental
value.

(5) Property may be purchased under an option at a price
which is (a) nominal in relation to value of property at time option
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(5) Financial leases often contain what is usually termed a
"rejectable offer' clause. Under this provision the lessee may offer
to purchase the leased asset at any time according to a schedule of pre-
determined prices. If the lessor rejects the offer of the lessee, the
agreement is automatically canceled.

(6) Financial lease’s normally employ the ''net lease' principle
which requires the lessee to pay all maintenance costs, repairs, insur-
ance, taxes, alterations, and all other costs (other than initial costs)
normally associated with ownership. The purpose of this clause is to
make the rental payments clear or '"net" to the lessor so that the return
he receives during the initial term of the lease is certain and determin-
able in advance,

(7) The primary security behind a financial lease is normally the
general credit of the lessee rather than the value of the leased property.
The following statement of policy by one of the nation's largest insurance
companies indicates the importance of the general credit standing of

the lessee in such transactions:

may be exercised, or (b) relatively small compared with total
required payments.

(6) Part of the '"rent'" is specifically designated interest, or
is easily recognizable as the equivalent of interest.

(7) Total rental payments plus option price approximate
price at which property could have been purchased plus interest
and carrying charges." ! [Numbered inserts are mine. ]

'William F. Connelly, Robert B. Mitchell, and Stanley B. Tunick
(eds.), Prentice-Hall 1962 Federal Tax Course (student edition; Engle-
wood Cliffs, N. J.: Prentice-Hall, Inc., 1961), p. 1837. For a dis-
cussion of tax aspects of leasing see: David Schaff, "When Is a Lease
a Sale for Tax Purposes?" The Controller, Vol. XXVII (February, 1959),
pp. 70-72, and Frank K. Greiesinger, "Equipment Leases Can Schedule
Payments, and Deductions, to Avoid Tax Hazards, ' The Journal of
Taxation, Vol. XIII (October, 1960), pp. 226-227.
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The first factor to be taken into consideration is the credit
of the proposed tenant. The tenant should be a larger, well-
known corporation of some national prominance to whom we
would be willing to lend money on their unsecured debentures.

Such matters are referred to our bond department for analysis

and their recommendations.’®

Financial leases are generally of two types. Under the first, the
two-party lease, the company desiring to obtain the use of a particular
asset (land, building or equipment) negotiates a lease directly with the
owner. The latter party (the lessor) supplies the funds necessary to
finance the transaction. The lessor may be either the manufacturer of
the asset or a separate leasing company that has purchased the asset
from the manufacturer for the purpose of negotiating the lease. The
important fact is that the lessor assumes the financial burden.

The second tvpe of financial lease, and probably by far the most
common form, is the three-party lease agreement. This varies from
the two-party lease primarily in that the funds are not provided by the
lessor but are furnished by an outside financial institution. In this case
there are three parties to the lease: the lessor, who owns the asset;
the lessee, who obtains the use of the asset for a specified period of
time; and the financial institution, which furnishes the funds necessary
to finance the transaction. As in the case of the two-party lease, it is
the general credit of the lessee corporation that is the major security
behind the lease. The importance of this point is stressed by the follow-
ing statement made by an insurance company executive:

In the field of direct placements insurance companies are
from time to time offered investments in the long-term debt
obligations of corporations which have been organized as part of
the financing transaction (or adapted therefor) and derive their
borrowing capacity from leases to or contracts with other

'As quoted by Albert H. Cohen, "The Future of Lease Financing
under New Depreciation Rules, " The Journal of Accountancy, Vol.
XCVIII, (August, 1954), p. 190.
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corporations of established high credit standing. Although the
borrower acquires valuable property as part of the financing
transaction and is usually required to secure its obligation
with a first mortgage on such property, the lender looks to the
lease or contract with the high credit corporation as the princi-
pal security for its loan and relies upon the income provided to
the bcl)rrower under the lease or contract for repayment of the
loan.

In a study of equipment manufacturers, Alvin J. Bytwork found
a similar stress on the credit of lessee companies where the lease
being negotiated was primarily of a financial nature. In a questionnaire
which was sent to selected companies he asked: "If a customer's credit
position was too poor for a financed sale, would you normally give
him a: rental? rental purchase? finance lease recommendation? '*?

In response to this question Bytwork found that while over half of
the respondents would rent equipment to a firm with a weak financial
position, less than three per cent would enter into a financial lease
arrangement with the same firm.? This re-emphasizes the importance
of a high credit standing as a prerequisite to a financial lease. While
there may be many legal differences between the two-party and the
three-party lease, financially speaking, they are the same. Both lean

heavily on the general credit of the lessee corporation.

Advantages and Disadvantages of Leasing

There has been a great deal written both for and against leasing.

While it is not the purpose of this study to evaluate the desirability of

'Ralph L. Gustin, Jr., "Financing by Contract and by Lease--
Some Considerations, " paper read before the Association of Life Insurance
Counsel at The Plaza, New York, Tuesday, December 10, 1957.

2Alvin Jay Bytwork, '"The Effectiveness of Alternatives to Purchase
in the Marketing of Construction Equipment Through Distributors, ' un-
published Ph.D. dissertation, Department of Marketing and Transporta-
tion Administration, Michigan State University, 1961, p. 126.

31bid.
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leasing, it is nevertheless essential that we examine some of these
arguments in order to determine the true nature of the transaction for
which we are accounting. Many of the advantages of leasing are rather
artificial and do not hold up after careful examination. They seem to
be attempts to make leasing appear to be something that it is not--
a cure-all for financial difficulties or a readily available substitute for
financing. They tend to obscure the fact that leasing is a means of
financing--nothing more or less.'

For purposes of discussion, the advantages of leasing may be
classified into five groups as follows: f{first, advantages which are over-
stressed; second, advantages of avoiding ownership; third, advantages

in laws and regulations; fourth, advantages of financial leverage; and

fifth, advantages of improved financial position.

Advantages Which are Over-Stressed

1. Leasing provides greater flexibility than does ownership in
the event that the asset becomes unprofitable.

2. Leasing is an economical method of obtaining expert servic-
ing of equipment beyond the capability of the firm's own
maintenance department.

3. Leasing permits cost savings.

4. Leasing presents special accounting advantages to a firm
using direct costing.

Since leasing is only a means of financing, the decision to borrow
or lease should be based largely upon quantitative differences. For a
discussion of various methods of quantifying financing alternatives see:
William D. McEachron, "Leasing: A Discounted Cash-Flow Approach, "
The Controller, Vol. XXIX (May, 1961), pp. 213-219; Edward A. Ravens-
croft, "Return on Investment: Fit the Method to Your Need, " Harvard
Business Review, Vol. XXXVIII (March-April, 1960), pp. 97-109;
Thomas N. Spaeth, '""Discounting Differential Cost in Machine Replace-
ment--An Outline, " N.A.A. Bulletin, Vol. XLI (June, 1960), pp. 18-20;
Allen Sykes, "Lease or Buy--An Exercise in Economic--Accounting
Arithmetic, " Accountancy, Vol. LXXI (March, 1960), pp. 153-156;
Richard F. Vancil, '"Lease or Borrow--New Method of Analysis, "




16

The above arguments seem to be perfectly valid under certain
circumstances but are often over-stressed in importance or else pre-
sented as though they had almost universal application. An example is
the argument that leasing provides increased flexibility. It is true
that under certain circumstances the lease may increase a firm's flexi-
bility; however, there is nothing flexible about a long-term noncancell-
able lease agreement which provides the firm almost no escape if the
asset should prove unusable. On the other hand, if the firm owns an
asset rather than leases it, and the property becomes unprofitable, it
can sell the asset thereby providing more flexibility than under a lease

agreement.

Advantages of Avoiding Ownership

1. Leasing eliminates the need for preparation of time-consuming
depreciation schedules and subsidiary fixed asset schedules.

2. Leasing enables a firm to gain the use of assets without the
problems associated with ownership.

The above arguments are not valid because they merely represent
"shifted headaches." It is true that by leasing, the user of an asset can
avoid doing certain costly and time-consuming things, such as prepar-
ing depreciation schedules and subsidiary records of fixed assets. He
cannot, however, avoid paying for these activities because under a lease
agreement the user of the asset merely ""'subcontracts' these functions
to the lessor. It is not an advantage to be able to pay some outsider to

do something that can be done more economically by your own staff.

Harvard Business Review, Vol XXXIX (September-October, 1961), pp.
122-136; Richard F. Vancil, '""Lease or Borrow--Steps in Negotiation, "
Harvard Business Review, Vol. XXXIX (November-December, 1961),

pp. 138-159.
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Advantages in Laws and Regulations

1. Leasing enables the management of a lessee firm to avoid the
"red tape' associated with capital expenditure controls.

2. Leasing enables a firm or division within a firm to stay with-
in its operation budget.

3. Leasing enables firms to obtain certain federal, state, and
local tax advantages.

4. Lease charges are reimbursable costs under certain Govern-
ment contracts whereas the cost of financing (debt or equity)
is not.

5. Leasing avoids the restrictions which normally accompany
long-term debt.

This group of arguments represents leasing ''locpholes.' They
are valid arguments in favor of leasing only because scme responsible
party has failed to understand the true nature of the financial lease.

For example, in many companies top management has established capital
expenditure controls with the idea that all major acquisitions of property
must be properly justified. Because these managements have not under-
stood the true nature of the financial lease, the control procedures

have only been extended to ''purchases'' of property. As a result of this
"loophole, " lower management has by-passed these controls by acquiring
the desired equipment through long-term lease agreements, often at
considerably higher cost.

Similarly, the misunderstanding of the true nature of the financial
lease has resulted in the enactment of poor laws and regulations. For
example, the Armed Services Procurement Regulations clearly exclude
the cost of borrowed funds as a reimbursable contract cost. On the
other hand, in regard to leases, the regulations state that '""rental costs
of land, building and equipment and other personal property are allowable

if the rates are reasonable. " !

!Armed Services Procurement Regulations 15-205. 34 (a).
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Certainly this is an advantage of leasing from the standpoint of the
contractor and has probably contributed to its wide use in defense
industries. However, there is no sound reason why the interest factor
contained in a lease agreement should not be treated as a cost of debt.
The provision in the Armed Services Procurement Regulations which
allows the interest element in a lease payment as a reimbursable contract
cost while excluding the cost of ""debt'" is simply a tax "loophole. " It
seems likely that the officials who prepared the regulations were not
aware that the wording would permit contractors to shift the cost of
capital to the Government.

Some state and local laws are similarly deficient. For example,
where tax levies are based upon the firm's total capital rather than upon
its equity capital only, the leased assets are often exempt from the tax.
One such act, the Texas Corporate Francise Tax, states:

The tax is based upon that proportion of the stated capital,
surplus and undivided profits, plus the amount of outstanding bonds,
notes and debentures (outstanding bonds, notes and debentures
shall include all written evidences of indebtedness which bear a
maturity date of one year or more from date of issue. . . ), as
the gross receipts from its business done in Texas bear to the
total gross receipts from its entire business.!

In regard to this and similar laws Alvin Zises makes the following

statement:

Because law follows the mores and customs of a people,
treatment of the leases as debt may eventually cause the taxing
authorities to similarly treat all leases as debt. . . . In view of
the clamor for taxes, the imagination need not be stretched to
foresee how the state of Texas may view the capitalization of
long-term commitments if they were reported as "evidences of
indebtedness. " 2

'!Commerce Clearing House, Topical Law Reports, State Tax Guide
(2d ed.; Chicago: Commerce Clearing House, Inc., 1961), p. 856.

2Alvin Zises, '"Disclosure of Long-Term Lease," The Journal of
Accountancy, Vol. CXI (February, 1961), p. 40.
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Zises' point is a valid one from the standpoint of lessees, lessors,
Government contractors, or others who may have vested interests in
current tax "loopholes.!'" From the standpoint of the taxpayers who are
carrying an unfair share of the tax load, however, the picture is quite

different.

Advantages of Financial Leverage

1. Leasing frees working capital and gets the merchandising or
manufacturing company '"out of the real estate business."

2. Leasing enables a firm to acquire modern equipment that it
could not otherwise afford.

3. Leasing avoids dilution of ownership.

4. Leasing provides a hedge against obsolescence and inflation.

The above arguments are really not advantages of leasing only
but advantages of not using equity financing. They are equally applic-
able to conventional debt, leasing or any other form of non-equity
financing. They are really arguments in favor of using financial leverage
or of '"trading on the equity." This theory states that if a firm can
earn more on an investment than the cost of the funds invested, the excess
amount will represent a "windfall'" gain to the stockholders. It makes
no difference whether the funds are provided through a lease agreement
or through more conventional debt instruments. The principle is still
the same. In comparing any form of debt to equity, the arguments pre-

sented in this group seem to be perfectly valid.! In comparing the

'The theory of "trading on the equity" has long been accepted as a
fundamental principle of finance. However, recently Modigliani and
Miller have challenged the advantages to the company's residual owners
of favorable "trading on the equity.'" For an excellent discussion of this
subject see: F. Modigliani and M. H. Miller, "The Cost of Capital,
Corporation Finance, and The Theory of Investment, " The American
Economic Review, Vol. XLVIII (June, 1958), pp. 261-296; D. Durand,
"The Cost of Capital, Corporation Finance, and The Theory of Invest-
ment: Comment, " The American Economic Review, Vol. XLIX (Septem-
ber, 1959), pp. 639-654; and F. Modigliani and M. H. Miller,
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lease with the more conventional forms of debt financing, however,

these arguments are of no concern. Any case presented in favor of
leasing should make the fact clear that these particular advantages are

not unique to leasing but are equally applicable to conventional debt financ-
ing. The buy-lease controversy would be much more clear if it were

not cluttered with arguments which are not applicable.

Advantages of Improved Financial Position

l. Leasing improves the lessee company's balance sheet.
2. Leasing improves the lessee company's financial ratios.

3. Leasing increases the total amount of credit which is
available to a firm.

4. Leasing provides one hundred per cent financing rather
than sixty-six and two-thirds per cent or seventy-five per
cent.

5. Leasing permits greater turnover of capital.

The above arguments are all associated with the method of balance
sheet presentation and are heavily stressed in promotional literature of
the leasing industry. Typical of this literature are the following com-
ments taken from a promotional pamphlet of United States Leasing

Corporation:

For the very simple reason that a lease is not a loan, your
credit is effectively conserved when equ1pment is leased. If funds
are borrowed for the purchase of equipment, existing lines of
credit will be reduced by a like amount. If the equipment is leased,
on the other hand, credit lines remain virtually intact since the
lease is financed through United States Leasing Corporation. Ineffect,
therefore, leasing extends your present borrowing ceiling, because:
The combination of leasing and borrowing--compared to borrowing

alone--produces the greater command of credit. Since . leasing

"The Cost of Capital, Corporation Finance, and the Theory of Investment:
Reply, " The American Economic Review, Vol. XLIX (September, 1959),

pp. 655-669.
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permits the acquisition of equipment without disruption of exist-
ing credit lines, it serves as a new and practical credit source.

The balance sheet effect of leasing can also be important.
If equipment is purchased and capitalized, it follows that liabilities
will be increased, the asset-to-liability ratio will be impaired and
liquidity will be decreased. When the equipment is leased, on the
other hand, your important ratios remain unchanged. The net re-
sult is a cleaner balance sheet, with neither impairment of credit
nor reduction of liquidity.

For balance sheet purposes, the net effect of leasing is
clearly shown by the following comparison between cash purchase,
conventional borrowing, and leasing. The comparison is based on
the acquisition of equipment having a total cost of $25, 000,

If Equipment Before After
costs $25, 000 Obtaining Buying After After
Equipment for Cash Borrowing Leasing

Current Assets $100, 000 $ 75,000 $100,000"  $100,000

Fixed Assets 50,000 75,000 75, 000 50,000
Total $150, 000 $150,000 $175,0600 $150, 000

Liabilities $ 50,000 $ 50,000 $ 75,000 $ 50,000

Capital 100,000 100, 000 100, 000 100, 000
Total $150,000 $150,000 $175,000 $150, 000

Liquidity

(Current Ratio) 2 tol 1.5to 1 1.33 to 1 2tol

Debt of Equity 1 to2 1to2 1.5to 2 l to 2

b

But the required compensating balance is frozen and cannot be used.’

Although the above financial statements seem to present a strong
case for leasing, there are instances where it would be desirable for the

lessee to include the leased property in his balance sheet. One writer

'United States Leasing Corporation, The Engineered Equipment
Lease. A promotional pamphlet of the United States Leasing Corporation,
copyright 1961.
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has gone so far as to suggest that the accountant prepare two balance
sheets and that the lessee use whichever is to his advantage in the
particular circumstances. (Talk about wanting to have your cake and
eat it too') He writes:

The overall operating strength of a company . . . which leases
will be apparent to anyone who studies its operating reports.
Furthermore, the balance sheet of the lessee corporation will

not depict a large outstanding liability in the form of conditional
sales accounts payable. When the use of chattel assets is acquired
on leasing programs the lease liability is not shown on the balance
sheet as a liability. Of course there is no asset account for the
leased equipment on the asset side; however, the asset to liability
ratio and income to liability ratio will be higher. These ratios

are important to creditors and to shareholders. Thus a lessee
may, by leasing, save its regular credit sources for other pur-
poses, and at the same time show a favorable balance sheet and
current operating report when the time comes to utilize this credit.
The advent of extensive balance sheet footnoting may result in the
listing in footnotes of the leasing contracts, but accountants are by
no means agreed as to the necessity for this practice. Even if the
listing is necessary, the strength of this operating position will
still be apparent.

Conversely, there may be an economic advantage in leasing
for some public service corporations, such as utilities, airlines,
and the railroads, which has not been utilized because of this
standard balance sheet presentation. Should not the airlines in-
clude those leased assets which they use in their business when
figuring their rate base, even though these assets are not listed
on the balance sheet? Accountants recognize that the presentation
of the economic picture of a corporation can take many forms, and
may require different techniques or sets of reports for different
problems. These different reports need not coincide as long as
they truly depict the accounting information which it is their func-
tion to impart. . . .

Business enterprises should be able to include their leased
assets on their balance sheets for rate making purposes, even
though for certain other general accounting purposes these assets
are not to be so listed. This concept is realistic and feasible.

It should be remembered that in many cases the lessees' control
of their leased equipment is virtually complete under the lease
terms. The rental payments often purchase the use of the equipment
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for its entire useful life. If the rate determining agencies must
cling to ownership concepts in determining these rate questions,
this control of equipment is sufficiently akin to ownership to be
reflected in the rate base. This legal and accounting treatment of
leased equipment could be fairly applied to many situations.

The airlines, for example might lease their entire ground equip-
ment fleet, and still retain the benefits of using these assets in
their rate determination proceedings.l

The weakness in this last group is the fact that the arguments are
all based upon incomplete information presented in the financial state-
ments. To the extent that the readers of these financial statements fail
to look beyond the information presented in the body thereof, these are
valid advantages from the standpoint of the lessee. They represent
balance sheet '"illusions' because the statements upon which they are
based do not present all the financial facts. The methods of balance
sheet presentation will be discussed at length in subsequent chapters.
Suffice to say here, any acceptable method must present a complete
report of the financial facts associated with the transaction. It should
not tend to give one form of financing a competitive advantage over
another. Selection of a method of financing is a decision that should be

made independently of the accounting and reporting treatment.

General Misunderstanding

The stressing of '"half truths' in advertising is not peculiar to the
leasing industry. In fact the proponents of leasing have properly noted
that banks do not tell the whole truth when they quote a five per cent

interest rate on term loans which require a compensating balance. 2

'Charles W. Steadman, "Chattel Leasing--A Vehicle for Capital
Expansion, " The Business Lawyer, Vol. XIV (January, 1959), pp. 525-526.

2See for example: Clyde William Phelps, "Small Business and
Motor Vehicle Leasing, " Credit and Financial Management, Veol. LXI

(May, 1959), p. 21.
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This practice of 'fudging' has long been a part of American business
and will probably continue to play a part in business decisions. The
thing that is most disturbing about the arguments presented in favor of
leasing is the fact that outsiders, supposedly acting in independent
roles, have likewise been guilty of presenting a slanted case for leasing.
"The Pros and Cons of Leasing, ' a study published by The Foundation
for Management Research, is a case in point. This study is directed

to smaller manufacturers, department stores and supermarkets and
presents several case studies which seem to make leasing appear to be
much more attractive than other financing alternatives. The case
studies presented are based upon some very important assumptions
which are not clearly stated. Not withstanding the special nature of
these cases and in spite of the important assumptions made, the Founda-
tion makes the following statement:

While the dollar cost of leasing is greater than purchase
through cash, the net cost is less. Actually, the net cost of
leasing is less than cash purchase, less than purchase through
conditional sales contract, less thamy other means of acquir-
ing the use of the equipment.'

In order to see what is behind this statement, let us refer to the
illustrations upon which it was based. The case studies were prepared
based upon the following set of facts:

Using the lease payment schedules typical for small and
medium-size enterprises, we might look at a typical company
considering leasing, and see what its choices are.

The company, a medium-sized manufacturer, called the
Widget Corporation, has a net worth of $250, 000 and liquid
working capital of $100,000. Net profits (after taxes) on net
working capital of the company is assumed to be a typical 14 per
cent, the corporate tax rate is 52 per cent, and profit before taxes

'The Foundation for Management Research, "The Pros and Cons
of Leasing: A Study for Smaller Manufacturers, Department Stores,
Supermarkets, " (Chicago, Illinois: The Foundation for Management
Research, c.1960), p. 9.
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on net working capital is about 30 per cent. This manufacturer
wishes to acquire some new machinery, costing $25,000 with a
composite life of ten years and no scrap value. (These assump-
tions are made in round figures for ease of computation. In
reality, the life of the equipment may be longer or shorter, and

the equipment may have some or no cash value at the end. These
variables do not materially affect the statistical conclusions below.)

Such a manufacturer in wishing to use this equipment, has
four choices: (1) he can buy it entirely for cash taken out of his
liquid capital; (2) he can finance it through a conditional sales
contract; (3) he can finance it through his bank and repay it in
instah;nents over (say) three years; or (4) he can lease the equip-
ment.

Case studies were prepared to compare the four alternatives which
faced the Widget Corporation. These are reproduced in Exhibits 1 through
6. Each study indicates that although the gross dollar outlay of leasing

is greater than under any alternative, the net cost of leasing is less.

The conclusions may be summarized as follows:

Cash Purchase vs. Leasing:

1. In the 10th year of leasing, the company's working
capital is still greater by $5,469 (as shown in column 3 of
Exhibit 2) than it would have been under the cash purchase plan.

2. Company net profits after taxes for the 10-year leasing

period, are greater by $12,436 (as shown in column 7 of Exhibit 2)
than under the cash purchase plan.

Conditional Sales Contract vs. Leasing:

1. In the 10th year, as a result of leasing, the company's
working capital is still greater by $1, 944 (as shown in column
3 of Exhibit 4) than under the conditional sales contract purchase
plan.

2. In the 10th year, as a result of leasing, the company's
net profits after taxes for the 10-year period are greater by

1bid.
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$6, 844 (as shown in column 7 of Exhibit 4} than under the
sales contract purchase plan.

Bank Loan vs. Leasing:

1. The calculations in Exhibits 5 and 6 show clearly that
a company leasing $25,000 worth of equipment, after 10 years
would still have $1, 337 more working capital on hand (as shown
in column 3 of Exhibit 6) than the company would have had if it
borrowed the cash from a bank on a three-year instalment basis,
and used the cash to buy the equipment.

2. Similarly, at the end of 10 years, a company leasing

the equipment would have $6, 537 more net profit after taxes (as

shown in column 7 of Exhibit 6) than if the same company had

bought the equipment for cash, using a bank instalment loan for

the funds.'

A closer analysis of the exhibits presented by The Foundation for
Management Research reveals quite a different picture. To begin with,
the conclusions presented by The Foundation ignore the fact that in all

cases the gross outlay is greater under leasing than under any other

alternative. For example, the gross outlay is actually $12, 874 greater

before taxes and $6, 175 greater after taxes under leasing than under the
cash purchase. This means that the company's net profits after taxes
for the ten-year leasing period are greater by only $6, 261 rather than
$12,436 as stated by the Foundation; i.e., what the Foundation states

is the '"net profits after taxes' is really extra gross income from
leasing. The '"net profits'" can be computed only after deducting there-
from the extra expenses of leasing. By combining the figures shown

in Exhibits 1 and 2 we arrive at this same conclusion; i.e., the net
advantage of leasing is only $6, 261, the difference between the $6, 175 in
column (k) of Exhibit 1 and the $12,436 in column (7) of Exhibit 2.

'Ibid., pp. 10-11. Table numbers are mine.
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Applying the same reasoning to the other case studies, we find
that the net profits after taxes for the ten-year period are greater by
only $2, 224, rather than $6, 844 under the conditional sales contract
purchase plan ($6, 844 in column (7) of Exhibit 4, less the $4, 620 in
column (k) of Exhibit 3). Similarly, the company leasing the equipment
would have only $1,529, rather than $6, 537, more net profit after
taxes than it would have had if it borrowed the cash from a bank on a
three-year instalment basis, and used the cash to buy the equipment
($6, 537 in column (7) of Exhibit 6 less the $5,008 in column (k) of
Exhibit 5).

In the tables, as well as in the conclusions the Foundation made
the assumption that the equipment would have no scrap value at the end
of the ten-year period. They later discuss the impact that a ten per
cent salvage value would have on the conclusions reached. Since the
sale of the asset at the end of the tenth year would be subject to capital
gains tax, the after-tax gain on the sale of the equipment would amount
to $1,875 (seventy-five per cent of $2,500). This would represent an
additional advantage of ownership which would reduce the savings from
leasing to only $4, 386 under the cash purchase plan, to a mere $349
under the conditional sales contract, and actually reverse the bank

loan case so that it favors ownership by $346.

The most serious objections to the study published by The Founda-
tion for Management Research relate to the underlying assumptions.
To begin with, the assumption was made that the thirty per cent
relationship between profits before taxes and net working capital would
hold true in the future regardless of the relative proportions of fixed
assets and working capital. This implies a relationship which is absurd.
A company does not earn profits on net working capital alone, but on all
assets. The primary difference between current assets and fixed assets

is one of time, and it is ridiculous to imply that only current assets



34

contribute to a firm's earnings. If profits were in fact earned only on
current assets, then it would pay a firm to sell all non-current assets
and put the cash to "work." And then, why stop there? Any firm that
can earn thirty per cent return on any cash they can obtain should place
no limit on borrowing. In fact, it would be profitable for them to pay
as much as twenty or twenty-five per cent interest, since they would
still come out ahead.

Another assumption which was passed over very lightly was the
period over which the loan was to be repaid. Since the entire case for
leasing was based on the "cash flows, " the period of repayment is a
key factor. The assumption that the loan is to be repaid '"in instalments
over (say) three years, " is a necessary condition for making the lease
appear more attractive. This may be illustrated by referring to
Exhibits 7 and 8 in which all assumptions are the same as those made
by the Foundation for Management Research in Exhibits 5 and 6 except
that the bank loan is assumed to be payable in ten equal annual instal-
ments instead of requiring a ﬁfty' per cent payment during the first
year and a twenty-five per cent payment during each of the next two years.

By making only this one simple change in the assumptions, the
outcome is completely reversed. Instead of favoring leasing by $1,529
after taxes (Exhibit 5 and 6), the case now favors ownership with bank
financing by $19, 803 ($181 from column (k) of Exhibit 7 and $19, 622
from column (7) of Exhibit 8). Again, note that this complete reversal

in conclusions came about solely by changing the period over which the

loan was to be repaid.! This is hardly a point to be passed over lightly,

and yet the terms of loan repayment were scarcely mentioned by the

Foundation for Management Research in their '"non-partisan' study.

!Even the Foundation's assumption that the interest rate was five
per cent on the origi<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>