Volume 1 Number 2

© Copyright 1983 by the American Association of Equipment Lessors



ECONOMIC BENEFITS OF
LEASE FINANCING
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incentives for lease financing, and the costs of leasing from
a public policy perspective. It quantifies leasing as it relates

____‘ to other sources of business investment, offers a profile of
the equipment leasing industry and investigates leasing’s

contribution to business investment and employment.

f/l\?
! BY BRIMMER & COMPANY, INC.
¢ An executive summary of an indepth analysis of the
economic impact of the equipment leasing industry on
' the U.S. economy, the article reviews the economic

14 YIELD ANALYSIS
FOR LESSORS: A PRIMER

BY JAMES M. Joxnson, PH.D.

The article presents a number of the more frequently
encountered measures of yield. The notions of pretax

and after-tax yields, nominal and effective yields, return
on investment, internal rate of return, multiple investment
yields, and standard sinking fund yields are defined and
discussed. Example single investor and leveraged leases

are developed to demonstrate the calculation of the
various yield measures presented, and the similarity among
leveraged lease yields.




MODELING A LEVERAGED
LEASING COMPANY

BY THOMAS E. SCHRICKEL

The author describes how computerized modeling can
provide management of a leveraged leasing company with
a tool to forecast the size of net income for a wide range
of marketing strategies, employing a variety of volume
levels and transaction types. The article explains how such
modeling can be done, starting with tax modeling and its
determination of new business volume, and concludes
with financial statement modeling and capital structuring.

ADOPTING THE MARKETING CONCEPT: 38

THE KEY TO LESSOR SURVIVAL—AND PROSPERITY—IN THE 1980s

BY THOMAS C. WAJNERT

The article takes the position that the equipment leasing
industry has matured to a point where the old marketing
formulas no longer apply, and suggests re-evaluation of stra-
tegic positions based on an assessment of market needs,
competitive forces, technology, and financial objectives.

PROPOSALS FOR A UNIFORM 4.4
PERSONAL PROPERTY LEASING LAW:

A NONTECHNICAL SYNOPSIS

BY ALICIA NAVAR NoyoLa, Esg.

Because various laws may be applied to a leasing
transaction depending upon whether the transaction is
viewed as a true lease or simply as a financing, a uniform
personal property leasing law has been suggested to clarify
the treatment of lease transactions. The article discusses,

in a nontechnical manner, these varying laws and reviews

some proposals for a uniform code. . A— -







Senefits of

cing

The following article is the executive
summary of a study by Brimmer & Com-
pany, produced under the direction of
Andrew F. Brimmer, Ph.D. The study was
initiated to determine the economic cost
and benefits of guideline leasing in general
and its implementation in specific
industries. The relationship between leas-
ing, investment and employment was
included in the parameters of the study.

Because of the limited amount of
statistical data available in this area,
much of the basic information used in this
analysis was constructed from a variety of
sources. While @ major amount of informa-
tion was provided from studies and records
of the American Association of Equipment
Lessors and other industry sources, data
was also provided by the U.S. Department
of Commerce, the Federal Reserve Board,
a compilation of corporate annual reports,

and World Leasing Yearbook.
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Traditional guideline leasing con-
stitutes a major source of capital for
American industry. This method of
financing has helped to expand the
availability of funds—and to reduce the
cost of credit—to many segments of
American business which would other-
wise find it difficult to obtain the
equipment and facilities needed to
expand the supply of goods and ser-
vices on which the welfare of the
American public depends.

These general conclusions are
derived from a comprehensive assess-
ment of the roie which lease financing
plays in capital formation in the
United States. The study is based on a
newly collected body of statistical and
other information which made it possi-
ble to describe the pattern and
magnitude of lease financing in
American industry in recent vyears. It
was also possible to estimate the
number of additional jobs which leas-
ing heips to create through the financ-
ing of new investment in plant and
equipment.

Brimmer & Company is a diversified economic
and financial consulting firm, established in
1976 by Andrew F. Brimmer, a former member
of the Board of Gavernors of the Federal
Reserve System. The firm conducts research on
financial developments affecting financial
institutions, trends in economic activity and
interest rates in money and capital markets. It
has prodiwced a number of studies on employ-
ment, technology, economic growth and industry
structure and competition.
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Economic Incentives
for Lease Financing

The acquisition of capiral equip-
ment through leasing has expanded
substantially in recent years. This was
primarily a reflection of the increased
appreciation of the economic benefits
provided by this source of financing.
The tax incentives introduced in the
1950s and 1960s—designed o encour-
age investment spending-gave a strong
boost to leasing. The reason is straight-
forward: If a firm needing equipment
faces a tax situation which precludes its
taking advantage of accelerared depreci-
ation or the investment tax credit, it
can lease the equipment from another
company which can use the tax bene-
fits. The availability of tax benefits to
the leasing company enables the latter
to charge rents below the cost to the
user of purchasing the equipment.
Thus, leasing lowers the cost of capital
to many businesses while providing tax
benefits to lessors who bear the risk of
ownership.

Beyond tax incentives, however, a
number of other economic factors
make leasing an attractive financial
instrument for many companies. These
include the high cost of tying up cash
in equipment purchases that might be
better employed in other uses (such as
the provision for working capital) or to
acquire short-term financial assets.
Moreover, compared with the use of
bank loans to purchase equipment,
leasing requires a smaller down pay-
ment, and it typically involves fewer
restrictions, Many lease arrangements
also include maintenance and repair
services.

)



Costs of Leasing:
Public Policy Perspective

Table 1
The benefits of leasing (particularly
FINANCING BUSINESS INVESTMENT, 1980-1983 ' the tax savings) accrue primarily to the
{amounts in billions of doflars) lessor and lessee, the principal parties
to the transaction. The counterpart of
Category 1980 1981 1982 4983 F these private tax savings is the loss of
' tax revenue by the federal government.
Business Fixed : Thi:ls loss of tax revenue is roughly
Investment 2092 346.1 2476 3270 _ equivalent to expenditures of federal
Strucluses 1196 1207 1414 1302 funds, and they are computed and
Producers Durable accounted for as “tax expenditures.”
Equipment 198.6  216.4 206.2 1897.7 _ For instance, in fiscal year 1982, roral
- tax expenditures were calculated at
Selected Sources $253.5 billion. Of this amount, $198.4
of Funds _ billion were benefits to individuals, and
Equipment Leasing 435 55 576 612 the remaining $55.1 billion (21.8% of
Corporate Equilies 29 —115 o 8.5 the total) were benefits to corporations
Corporate Bonds 328 356 42.0 42.4 ' . )
: These benefits to business enter-
Commercial Mortgages 20.7 - 1.1 -08 6.9 . ) }
Commercial Bank Loans 28.3 42.8 387 — 7.4 prises represent a direct reflection of
_ the express intent of Congress to pro-
Sources of Funds as a : vide benefits and incentives—through
Percent of Business, : the tax code—for companies to under-
Fixed Investment take certain types of economic activity.
Equipment Leasing 14.1 16.1 16.6 18,7 The most important of these specific
Corporate Equities 42 -33 0.5 2.6 objectives is the stimulation of invest-
Corporate‘ Bonds 10.6 10.3 12.1 129 ment in new plant and equipment. The
Commem,‘al Mortgages 6.7 ~0.3 -0.2 2.1 tax benefits derived from leasing have
Commercial Bank Loans 95 124 111 —-2.2 b . ¢ .
een a major source of support for this
new investment.
F = Forecast ' For instance, in fiscal year 1982,
Source, Compred and calculated by Brunmer & Company Data onbusiness hixed invesimenl {from U 8 tax benefits associated Wit}‘l all lease
Deparlment ol Commerce. Burgau of Econamic Anglysis Data on sousces of lunds from the Board of \ financing are estimated at $67 billion.
Governors ol the Federa! Reserve System Data on equipmenl igasing caiculated by Bnmmer & Com- o . o
pany. based on the Amencan Associahon ol Equipment Lessors. Annual Survey of Accouniing and ) Th!S ﬁgure represented 3 ]- 4 /6 Of total

Buswmess Prachces 1980, 1981 1962 rax benefits generated by capital expen-
ditures. The leasing-related benefits
were divided into those associated with
traditional guideline leasing ($4.0
billion) and safe harbor leasing ($2.7
billion). Thus, despite che large but
transitory impact of safe harbor leasing,
the traditionally used guideline leasing
accounted for 60% of the tax benefits
derived from leasing. Consequently,
lease financing clearly has an impor-
tant-and growing—role in the promo-
tion of new capital investment. lts
share of tax benefits appeats to be an
accurate reflection of the contributions
this type of financing makes to total
investment expenditures.
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Lease Financing of

Business Investment Teble 2

Lease financing has expanded to
the point where it is the most impor- CAPITAL EXPENDITURES AND LEASE FINANCING
tanr single source of funds to support OF SELECTED TYPES OF EQUIPMENT, 1982
business expenditures for capital equip- {amcunts in billions of dollars)
ment. For example, as shown in Table
1, in 1982, spending on business fixed Capital Lease Financing
investment amounted to $347.6 billion. . Category Expenditures Amount percent of
This toral was divided into outlays for capital expenditure

structures ($141.4 billion) and pro-

ducers durable equipment ($206.2 Computers 340 >0 17

billion). In the same year, equipment Railroads - Ciass | 2.0 0.7 35.0

leasing is estimared at $57.6 billion. At Motor Vehicies 301 9.3 30.9

this level, lease financing was equal to :

16.6% of total business ?ixed invest- Arrcraft 40 '8 450

raent. It also represented 27.9% of Shipping? 3.1 0.7 22.6

outlays for producers durable Agricultural

equipment. Equipment? 13.3 0.7 53
Moreover, during the last few Equipment and

years, leasing has risen faster than total Faciities:

capital expenditures. Lease financing as State and Local

a proportion of the latter climbed from Governmenlst 14.6 2.0 13.7

14.1% in 1980, to 16.1% in 1981, and
to 16.6% last year. During 1983, the

fraction is projected to l’iSE fUl’thEL’ o ' Capilal ieases pius tax benelll lransiers
o Capital expendidures consist ol 1he value ol newly produced nonmililary vessels

18 G ¢ Farm gross capital expendilutes (512 b brion) plus new ieases ol equipment {30 7 billony 1981
These estimates suggest [hat leasing * Eshimated outiays for equipment {512 6 billion) plus new jeases {32 0 biton). 1981

is a more important source of funds to Source Estmates by Bummer & Company 3

meet business capital requirements than
either new equity issues, corporate
bonds, commercial bank loans, or
commercial mortgages. Leasing is at
least five times as important as new
equities or commercial mortgages and
nearly one and a half times as impor-
tant as corporate bonds and commer-
cial bank icans.

Lease Financing:
Industry Profile

While leasing finances about one-
sixth of business fixed investment
across American industry taken as a
whole, the proportion is much higher
for a number of important types of
equipment. The broad pattern and ex-
tent of reliance on leasing can be seen
in Table 2, which shows capital expen-
ditures and lease financing of selected
types of equipment in 1982,
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Table 3

LEASING AND EMPLOYMENT, 1981

New Jobs per Vatue of Leases Increase in

Industry 31.0 Biltion of on New Equipment Employment
investment {billions of
Spending doliars) (number)
Computers 43170 4.1 176,997

Office Machinery
and Equipment 41,080 3.1 127,348

Transportation
Equipment 20,542 15.0° 08127

Construclion
Machinery and
Equipment 25170 1.6 40,272

Production
Machinery and
Equipment 26.410 6.9 182.229

Nonproduction
Machinery and

Equipment 27.880 35 97.615

Agricultural

Equipment 24720 2.9 71,688

Medical

Equipment 33,430 2.0 66,860

Other Equipment 30.302 3.0 90,906
Total 27,602 421 1,162,042

Includes arcratl frecks, busimess avtomotbste lieets {100 more and shipbuilding basedon eslimites

by Bammer & Company

Sources Value ol new leases estimated by Bummer & Company Basic data lrom the Annual Survey of
Accountng and Busmness Practices Amencan Associalion of Equipment Lessats 19682 Increases in
employment calculated by Bnimmer & Company

THE JOURNAL OQOF
EQUIPMENT LEASE

FINANCING

Capital expenditures for aircraft are
the most heavily dependent on lease
financing. In 1982, such expenditures
came to $4.0 billion, and leasing pro-
vided $1.8 billion: (45.0%) of this
amount. Second in line were railroads,
where $700 million in leasing
accounted for 35.0% of capital outlays.
Close behind were motor vehicles.
Businesses spent $30.1 billion for this
type of equipment, and $9.3 billion
(30.9%) was provided by leasing. In the
case of shipping, nearly one-quarter
{22.6%) of the value of newly produced
nonmilitary vehicles was covered by
leasing.

Capital outlays for computers
amounted ta $34.0 billion in 1982.
Leasing supplied $5.0 billion (14.7%) of
the required financing. Spending on
agricultural equipment came to $13.3
billion. However, lease financing has
not made much headway in this sector,
and it accounted for only 5.3% of total
capital expenditures.

While not directly comparable to
rraditional guideline leasing trans-
actions, lease-purchase financing of
equipment and facilities by state and
local governments has been increasing.
in 1982, this type of financing
amounted to $2.0 billion and repre-
sented [3.7% of the estimated $14.6
billion in outlays for equipment ac-
quired by these jurisdictions. The
volume of lease-purchasing of equip-
ment and facilities by state and local
governments has nearly tripled over the
last three years. This rapid growth has
been stimulated by the seriously
adverse economic and fiscal problems
faced by states and municipatlities.

Leasing, Investinent,
and Employment

Leasing makes a major contribution
to the creation of new jobs in che
American economy. This contribution
arises primarily through the support of
business spending on new plant and
equipment. Such outlays stimulate the
demand for capital goods and for a
variety of related products and services.
As output tises to meet these demands,
labor requirements increase, and new
jobs are created.
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The impact of lease financing on
new job creation is illustrated by the
statistics in Table 3. The first column
of figures indicates how much addi-
tional labor (input) is required to bring
forth a specified amount of production
(output). For the present analysis, it
was assumed that an additional expen-
diture of $1.0 billion was made on new
equipment in selected industries. For
example, a rise of $1.0 billion in
outlays for computer and equipment
increases toral employment by 43,170
persons over what the level otherwise
would have been. (This gain consists of
17,050 jobs in the computer industry
plus 26,120 jobs generated in related
supplier industries.) Surnmary estimates
of added employment per $1.0 billion
of new investment spending are also
shown for other industries.

The second column in Table 3
shows the value of leases on new equip-
ment in 1981, These amounts, when
multiplied by the number of extra jobs
in the first column, provide an estimate
of the increase in total employment
generared by the volume of lease financ-
ing of the types of equipment in-
dicated.

For example, lease financing of
computers and equipment is estimated
to have stimulated the creation of
about 177,000 new jobs in 1981.
Among the eight types of equipment
shown, the number of new jobs ranged
from just over 40,000 in construction
machinery and equipment to more
than 308,000 in transportation equip-
ment. In the aggregate, it is estimated
that the $42.1 billion of equipment
leasing shown in Table 3 stimulated the
creationn of more than 1,000,000 new
jobs in 1981.
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Concluding Observations

The results of this study lead to
several important conclusions: Tradi-
tional guideline leasing does derive a
part of its appeal to investors from the
federal income tax benefits associated
with the capital expenditures financed
under this type of arrangement. How-
ever, those benefits are an integral part
of the series of tax incentives which the
federal government has provided to
help achieve a variety of werthwhile
public purposes. And among the latter,
the stimulation of investment and the
creation of new jobs have been given
the highest priority on the agenda of
national economic policy.



phate by Arr Seein

Introduction

The word “vyield” may well be the
most pervasive and the most con-
volusive term at work in the leasing
community. The reason for its Loch
Ness likeness, however, is not
mysterious. Different uses merely have
evolved to assist lessors in accom-
plishing their varied objectives.
However, the myriad of vield defini-
tions can be somewhat overwhelming.
Accordingly, this article will explain
the uses of yield information, describe
the more frequently used types of yield,
and illustrate how yields are calculated.

Yield Definition

The term “yield” is intended to
convey a notion of return on invest-
ment. Yield allows dollar amounts of

The author is Associate Professor of Finance at
Bentlev College, in Waltham, a subwh of
Boston. Prior to Bentdey, he was a member of
the finance feculty at Notre Dame University,
In addition to publishing over two doten articles
and books on business and finance, Johnson has
acted as a consultant to a number of business
and professional organizations, including the
American Assaciation of Equipment Lessors,
and has conducted many conferences on finance
and leasing.
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investment cash inflows and outflows
to be converted into a more useful
form of information: A percentage
return on funds invested. All yield
measures—regardless of their specific
form—are designed to serve this
purpose.

Uses of Yield
Information

There are three major uses of yield
in the leasing industry. First, it is used
to determine how earnings must be
reported in compliance with the Finan-
cial Accounting Standards Board
(FASB).! Second, it is employed to
price leasing transactions in the
marketplace (i.e., to determine the rent
requirement). Third, it may be utilized
to measure profitability. Since these
purposes differ from one another—
sometimes substantially—it becomes
clearer why vyield measures themselves
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may produce significantly different
results,

The FASB requires that earnings
produced by leveraged leases be
allocated to the various years the lease
will be in existence, according to a
multiple investment yield compuration
(to be discussed in more detail later).
Basically, FASB 13 states that a
leveraged lease may produce reportable
earnings at a constant percentage rate
(that rate being the multiple investment
yield calculated) of unrecovered invest-
ment during those periods in which the
lessor’s investment is positive. Thus,
lessors who attach great importance to
near-term reportable earnings may
attempt to structure a transaction to
boost the multiple investment yield
(since this will permit a higher per-
centage of unrecovered investment to
be “booked” in the early years of the
lease), or structure it to permit the first
investment to be recovered more
rapidiy (which also allows earnings to
be reported earlier in the lease). In
sum, lessors concerned with the timing
of reported earnings must deal with a
yield concept known as the multiple in-
vestment yield.

Yield measures are used to price
leasing transactions in the marketplace.
Yields used in this context are methods
of communication among various
parties. An appropriate analogy might



be the prime rate. Although several
banks may charge the "same” prime
rate, the real cost of a business loan
may differ from bank to bank, depend-
ing upon fees, compensating balances
and other facrors. However, knowing
the prime sends a reasonably clear
message to all market participants con-
cerning the cost of money at any point
in time. Quored lease yields work in a
similar manner. To facilitate com-
munication, most market participants
ralk abour yields in terms of the single
investor rate, and the multiple invest-
ment yield rate. Single investor indi-
cates that there is only one investor at
risk. Multiple investment indicates that
rthe lease is leveraged as defined by
FASB 13.

The yield measure most widely
quoted in either case is a rate earned
on the equity investor’s “at risk”
investment, after taxes, nominal per
annum,? with a zero interest rare sink-
ing fund® (whew!). In the case of &
single investor lease, the yield quorted is
the rate the lessor expects to earn on
toral capizal invested, after taxes. It is
based on total investment, since a
single investor (lessor) by definition is
risking all the capital in the financing.
(The lessor may choose 1o borrow
funds for part of che financing, but
usually does so on a recourse basis.’)
The rate quoted on a leveraged lease is
based upon the muitiple investment
rate, computed on the lessor’s at-risk
investment, Here, however, the lessor’s
at-risk investment is not the total
capital invested in the financing, but is
total investment less funds borrowed
from a lender on a nonrecourse basis.
Thus, if a single investor lease is quoted
as earning a 14% yield, for example,
one should have a reasonably good
idea how it was calculated, since the
procedure for se doing is widely agreed
upon within the profession.

Lease profitability measurement
undoubtedly produces the widest possi-
ble range of meanings for yield. There
are probably hundreds of vield prof
itabilicy measures in use, each tailored
to the way a particular lessor wishes to
evaluate a lease. Although lease prof-
itability znalysis does in fact vary
widely from lessor to lessor, one thing

is clear: Profitability drives the other
two uses of yield. Yields quoted on
leases are a by-product, or a function of
the lessor’s cost of doing business; as
the lessor’s cost of financing changes,
for example, this is factored into a
model to determine what quoted yield
will be necessary to produce an
acceptable level of profitability.

One yield profitabilicy model,
popular especially among subsidiary
firms, is to price a lease at a fixed
number of basis points above their cost
of money (n order to achieve a fixed
“spread” of profiz. Other lessors ser a
target return on actual equity invested
in a lease, net of recourse borrowing
they employ; this in turn allows them
to determine what quoted yield rates
will be necessary to insure their target
rate of return. Other measures are all
designed to accomplish the same objec-
tive—that of determining lease rate
requirements adequate to achieve
profitability goals.

T?pes of Yields

Most yield measures are developed
upon three types of assumptions; in
fact, it may be said thar all yields are
constructed as if these three assump-
tions had been addressed—whether or
not that is the actual case. For con-
venience, these assumptions will be
referred to as compounding, tax and
cash utilization.

The compounding assumption
refers to the frequency of cash flow
compounding. Since most leases will
generate cash flows much more fre-
quently than once a year, it is
necessary to decide what, if anything,
intrayear cash flows will earn. Suppose,
for example, that a single investor lease
is priced to earn 1% per month on
total invested capital. If the lessor
wishes to assume that these cash flows
can be reinvested between years but
not within years, then the lessor will
only focus upon what is called the
nominal annual yield. If cash flows are
assurned to be reinvested within each
year, then the effective annual yield
will be used. In the example, a lease
earning 1% per month will have a
neminal annual yield of 12%. In
general, a nominal annual vyield is
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determined by multiplying the yield for
the cash flow interval by the number of
such periods in a year. Thus, the
monthty yield of 1% cranslates into 1%
x 12 = 12% per year. Alternacively, an
effective vield presumes that cash can
be reinvested for all intrayear periods,
earning the intrayear rate. An effective
annual rate is calculated by adding I to
the intrayear rate, raising the sum to a
power equal to the number of periods
in a year, and deducting | from the
result: A straightforward compounding
procedure. For the example, the effec-
tive rate is 12.68% ([1+.0ljexp 12 —1=
112681 = .1268 = 12.68%)."

The yield tax assumption refers to
either pretax or after-tax yietds,
depending upon whichever holds more
interest to the lessor. In most leasing
software packages available, the after-
tax return is solved first. Then,
somewhat artificially, the after-tax -
return is “grossed up” by dividing it by
the quantity one minus the tax rate
assumed in the analysis. If a lease pro-
duced a 13% after-tax yield for a 46%
tax-bracket lessor, this would be con-
verted to a pretax equivalent by
dividing 13% by .54, resulting in a
pretax return of 24.07%. This pretaxing
procedure is artificial primarily due to
its failure to reflect the elfect of taxes. If
one were to literally measure the pretax |
rerurn on a lease, pretending that taxes
and tax credits were not cash flow
components, the calculated yield would
be considerably tess than the after-tax
grossed up number, because the pretax
calculation cannot, by definition,
reflect the value of investment tax
credits or accelerated depreciadion.
However, the engineered pretax
number can be quite useful in com-
municating with those who are used to
thinking in pretax terms, and who are
not well versed in tax-oriented
investments.

The cash utilization assumption
probably offers the most fertile ground
for debate among these three yield
measures. In a sense, it is a special case
of the compounding assumption in that
it deals with reinvestment. [t focuses
upon reinvestment as an issue only
when a lease produces a secondary
investrnent problem; i.e., the lease
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requires an initial investment (negative
cash flow}, produces cash inflow
{positive cash flow), and then produces
subsequent negative cash flow (which
may or may not be followed by more
positive cash flow, usually in the form
of a residual value). A lease which pro-
duces negative, positive, negative, {and
perhaps then more positive) cash flow
in series is treared differently by most
lessors (and must be treated differently
for reporting purposes, as mandated by
the FASB in Statement 13) than a
standard single investor lease which
produces negative then positive cash
flow.

The - +— + cash-flow-type lease is
generally a leveraged lease and is vari-
ously referred to as a multiple invest-
ment, multiple phase, or separate phase
lease. The FASB requires unique yieid
measurement procedures for multiple
investment leveraged leases because of
their objection to recording {bocking™)
income in periods during which the
investor has no investment; the
method required by FASB 13 over-
comes this, and is known as the muldi-
ple investment yield or the FASB com-
plying vield.

Members of the lessor community
may wish to treat multiple investment
leases differently for various reasons.
First, a standard internal rate of return
calculation may produce more than
one “correct” answer: A lease may be
found to have a rerurn of 3% and alse
have a return of 43% (and perhaps
even a negarive return) due to the
multiple sign changes in the cash flow
sequence. Adjustment procedures
employed may not solve this multiple
return “problem, but they do fix it. Sec-
ond, a lessor may want to insure that a
lease can produce sufficient cash flow
to “fund” the secondary investment
without requiring additional dollars to
be injected from other socurces at the
disposal of the business (i.e. with
dollars “outside the deal™. This issue is
generzlly addressed by the use of &
sinking fund concept. One sinking fund
procedure uses the context of the
FASB 13 multiple investment yield, bue
permits cash received in excess of 100%
return: of investment to earn inrerest

(prohibited by FASB 13) as it awairs
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use to finance the secondary invest-
ment. This may be referred to as the
“multiple investment yield with sinking
fund” method. Another sinking fund
concept simply sets cash inflow aside,
earning interest, in a quantity precisely
necessary to fund subsequent cash
outflows. This is commonly called the
“standard sinking fund method.”

The purpose of this section has
been to develop a general understand-
ing of the uses to which yields are put.
In the sections that follow, examples
will be used to demonsirate how the
various measures are actually
calculated, along with interpretation.
Due to the wide diversity of profitabil-
ity models, however, they will not be
discussed here.

Yield Measurement

For ease of presentation, two leas-
ing examples will be employed. A single

investor lease will be used to illustrate
the concepts of pretax/after-tax,
nominal/effective, and return: on
investment vields. A leveraged lease
then will be used to illustrate the inter-
nal rate of return, standard sinking
fund, and multiple investment yields
(FASB complying, and FASB type with
sinking fund).

The Single Investor Lease

The numbers which are used o
calculate yield measures are net cash
flows. Net cash flows are simply the
after-tax cash inflows or outflows
generated by an investmenrt during
each period of its anticipated life. Table
1 contains data for a sample single
investor lease. The specifics are shown
at the bottom of the table. The financ-
ing involves a piece of equipment
which cost the lessor $300,000. A
residual value of $60,000 is expected to

SINGLE INVESTOR LEASE

Reni required = $ 70512

Equipment cost = § 300000
Residuzal = $§ 60000
ITC =3 30000C
Depreciable

basis = 95%
Tax rate = 46%
Priceloearn = 15%

COLUMN -1- -2- -3 —4- —~5- -6 -7~
[1-2] [1—4-5-6]
Rent, Depreci- Taxable ([3]x 46%) Net Cash
YEAR Residual ation income Taxes ITC Investment Flow
0 42750 — 42750 19665 —30000 300000 - 250335
1 70512 62700 7812 3593 0 0 68918
2 70512 58850 10662 4904 0 0 65607
3 70512 58850 10662 4904 o 0 656807
4 70512 59850 106862 4904 0 0 65607
5 70512 G 70512 32435 o) 0 38076
6 70512 0 70512 32435 0 0 38076
7 130512 0 130612 60035 0 0 70475
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be realized at the end of the lease term,
and the equipment permits the lessor
to earn $30,000 in investment tax
credits (ITC). The asset is five-year
property, and 95% of its basis (cost)
will be depreciated over five tax years.
(TEFRA requires five-year property to
be 95% depreciated if 10% [TC is
elecred, or 100 % depreciated if 8%
ITC is elected; the former is preferable
. See Reference 1.} The
lessor's tax rate is 46%, and the lease
{for purposes of illustration) is priced to
earn a return of 15% on total invest-

in this example

ment.’ Finally, the lease is executed
and the equipment placed in service on
December 10, all cash flows are
assumed to occur at the end of each
year, and the lease will have a term of
seven years, calling for rents to be paid
at the end of each vear (i.e., in arrears).
Net cash flow for year zero (the
commencement date) is the tax benefic
of depreciation (depreciation deduction
rimes the lessor's tax rate of 46%) plus
[TC minus the cost of the asset. For
years one through six, net cash flow
equals rent income minus taxes paid on

taxable income. Net cash flow for year
seven is the same as one through six,
plus the anticipated residual income of
$60,000 (on which taxes are paid as if ic
were ardinary income). The drop in net
cash flow from year four to year five is
caused by the loss of further deprecia-
tion deductions.”

Table 2 explains the concept of
return on investment (ROI), a standard
form of yield. Recall that the lease was
priced to earn a 15% after-tax ROL
Precisely what does that mean? It
means that this lease is designed to
provide the investor (lessor) with a
return of 15% per vear on the funds
invested for each vear. The concept is
identical to that of 2 mortgage lean
wherein interesz paid each period is
computed as a percentage of the
amount owed at the beginning of that
period; the portion of the mortgagé
payment left after interest is paid goes
toward reducing the principal outstand-
ing on the loan. The sole difference
berween a mortgage and a lease is that
the lease is priced to develop an after-
tax rate of return based upon after-tax

Table 2
RECONCILATION OF SINGLE INVESTOR Y{ELD
Cash Flow Ai.'ocarron to
GOLUMN -1- -2- -3- —4- -5 .--2-—' N
(1-3 ' R
Beginning 15% Ending . 15%
Unrecovered Capital Investment Unrecovered Net Cash Capital In\restment
YEAR Investment Charge Recovery Investment Flow - Charge Recovery
0 0 0 —250335 250335 - 250335 o o L 250335
1 250335 37580 29368 220957 66918 37550 20368
2 220067 33145 30462 188504 65607 33145 32462
3 188504 28276 37332 151173 : '6560.7_ .28275- 37332
4 151173 22676 42032 108241 - 65807 22676 ' . 42932
5 108241 16238 21840 86401 38076 '16236 S 21840
6 86401 12960 25116 61284 - 33076 12960 . 25118
7 61284 9192 51284 0 704769192 61284
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cash flows; mortgage amortization is
computed on pretax values.

At the inception of the lease, the
lessor pays $300,000 for the equipment
and receives the benefit of depreciation
and ITC; thus unrecovered investment
at commencement is $250,335—the
amount the lessor wishes to recover
over the seven-year investment term.
For year one, the lessor has a "begin
ning balance” of unrecovered invest-
ment of $250,335 (column 1); i.e., he
has an investment of $250,335 for that
year. Recalling that the lease was priced
to produce a 15% ROI, the capital
charge for year one is 15% of the
capital employed for that year {column
7) or $37,550 ($250,335x.15). Since total
cash inflow for year one (taken from
Table 1) is $66,918 (column 5), the
$29,368 of cash flow remaining after
capital charges goes toward investrment
recovery (column 3); accordingly, the
beginning unrecovered investment for
year two is whart it was at the begin-
ning of the previous year minus the
amount recovered at the end of the
previous year, or $220,967
{$250,335-529,368).

It will be noted from Table 2 that
the ending recovered investment for
year seven is zero. This is as it should
be, since the lease was designed to pro-
duce an ROI of 15%. The 15% ROI for
this example means that the lease will
produce a 100% return of capital over
its seven-year life, and a constant 15%
after-tax return on (declining capizal)
investment during each year of its life.
At the end of the lease term, the lessor
will have fully recovered its investument,
and will have been earning 15% after
tax on funds employed each vyear.
Stated yet another way, if all net cash
flows from the lease were discounted at
a 15% rate for the appropriate number
of years, the ner present value of the
lease would be exactly zere—which is
why the unrecovered investment
balance at the end of the lease term
must be zero, the lease was priced to
earn 15% and therefore must produce a
zere net present value when cash is
discounted at 15%

This ROl is also identical to the
internal rate of rerurn (IRR) measure.

IRR is defined as that rate which will

v
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LEVERAGED LEASE YIELD MEASURES:

A QUICK FIX
Purpose of Sinking Fund
Adjustmentis to Earnings
Yield Method Cash Flow Assumption

FASB 13 complying
the same vield
FASB with sinking
the same yield
internal rate of
return (IRR)

the same vield

Standard sinking

cause an investment to have a net
present value of exactly zero.

Since this lease example uses an-
nual cash flows, its nominal and effec-
tive vields are the same; only when
cash flow intervals are rerms other
than years will chere be a difference
between the two. However, suppose
one wished to know the nominal and
effective monthly yields for this lease.
The nominal monthly yield would be
the annual vield divided by 12, or
1.25%. The effective monthly yield is
computed by adding one to the annual
decimal equivalent yield, raising the
sum to the 1/12th power (.083 power),
and deducting one from the result; ie.,
{[14.15] exp [1/12]-1), or 1.17%. Sup-
pose for a moment that the Table 1
lease penerated quarterly cash flows,
and nominal and effective annual yields
were desired. Suppose further that the
lease was priced to earn a 4.0% after-
tax quarterly ROL The nominal annual
vield of the lease would be 16% (4x4%),
and the effective annual yield would be
16.986% ([1+.04lexp 4—1 =1.16986-1=
16986 = 16.986%).

The single investor lease in Table !

FALL/WINTER 1983

Create separale and distinct
investment phases, each with

Create separate and distinct
fund investment phases, each with

Create separate and distinct
investment phases, each wih

Create one investiment phase
tund by applying early year cash lc

No interest earngd
on funds allocated
1o sinking fund

Conservative inierest

raie earmed

Internal rate of return
interest rate earned

Caonservative interest
rate earned

{any) subsequent invesiment(s)

was designed to produce an after-tax
return. To convert the 15% afrer-tax
yield to a pretax equivalent, the after-
tax rate is divided by the quantity one
minus the lessor’s assumed tax rate of
46%, or 15%/(1~.46) = 27.78%.

To summarize, the 15% ROl
earned on the single investor lease is
the yield measure generally referred to
in the marketplace. It is an after-tax
vield earned on total capital employed.
[t generates a pretax ROI of 27.78%,
which is the after-tax return solved for,
“grossed up” by dividing the after-tax
yield by one minus the lessor's tax rate.
Since the lease uses annual cash flows,
the nominal and effective vields are
identical. Had the lease employed
shorter time intervals between cash
flows, the nominal and effective annual
vields weould have differed. The
nominal annual yield would be the per-
period yield solved for, multplied by
the number of time intervals in a year.
The effecrive annual yield would be
calculated by adding one to the decimal
equivalent of the per-period yield, rais-
ing the sum o the number of time in-
tervals in a year, and deducting one
from the result.

THE JOCURNAL OF
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The Leveraged Lease

The most prevalent yield measures
for leveraged leases will be discussed in
this section. These measures include
the FASB-complying multiple invest-
ment yield (FASB-complying), the
FASB-styled mulciple investment yield
which includes a sinking fund (FASB
with sinking fund), internal rate of
return {IRR), and the standard sinking
fund method. The basic structural dif-
ference among these four methods has
to do with the cash flow numbers used
to compute yield. With the exception
of IRR, none of the methods utilize
actual cash flows expected to emanate
from a lease, bur rather adjust them in
various ways to overcome conceptual
ohjections to JRR.

To focus attention upon the com-
mon characteristics of these yield
measures, as well as to crystaltize their
differences, one sample lease will be
used for all cases—che leveraged lease pro-
vided in the FASB 13 document
itself—znd afl measures will be
presented in the same analysis struc-
rure. In Tables 3 through 6, it will be
noted that the beginning unrecovered
investment value for year one is
$400,000, and all cash flow numbers
are identical; this is as it should be
since the same lease is being analyzed
in all cases. $3400,000 is the lessor's
equity investment in the iease at incep-
tion, and thus represents the amount
to be recovered over the lease term.



Table 3 exhibits the analysis which
produces the FASB-complying
yield—that yield used by lessors to
book income. Income under FASB 13
may be booked at the multiple invest-
ment rate {a constant) times the
unrecovered investrment for each year.
The mulciple investment yield is that
rate which, when applied to
unrecovered investment during those
years in which the investment is
positive, will exactly recover the lessor’s
investment by the end of the term. In
the case of the sample lease, the multi-
ple investment rate (FASB-complying

rate) is 8.6469%. There is no exact pro-
cedure which permits the FASB yield
o0 be calculated directly; rather, com-
puter routines are generally employed
which determine the rate through an
irerative (trial and error) process.

Note that the FASB rate is
muitiplied by the unrecovered invest-
ment for each year to produce report-
able earnings (column 3). Earnings for
year four are thus $92,945 times
086469, or $8,037. For each year, the
amount of cash flow which remains,
after earnings have been deducted, goes
toward investment recovery until all

Table 3
LEVERAGED LEASE
(FASB 13 COMPLYING}
11 Cash Flow Aliccation to* i
COLUMN -1- -2 §— =4 -5 -6 -7 -5~
5 © Sinking

Beginning S TR Tolfrom Fund Sinking Eamnings

Unrecovered Met Cash ~Earnings . lnvestment._ Sinking Eamings  Fund and
YEAR  Investment Flow 8.6469000 . Recovery: : Fund: - 0.0000000 Balance Recovery
1 400000 159421 . 3 134833 0 o 189421
2 265167 119923 1.} 229; 96984 0 0 119923
3 158172 89769 14543 o 0 89769
a 92945 71525 - 80: 0 0 71525
5 29457 53182 . o 21178 32004
6 0 18616 0 0 39794 0
7 0 ~9553 . 0 30241 0
8 o -11108 - o 19133 o
9 0 12803 0 6330 o
10 0 — 14649 Do 0 a - 8319
1 8319 ~ 16663 - :_?_is_._ 0 0 0 - 16663
12 25701 — 18857 222 0 0 0 - 18857
3 46781 -21248 . 4045 25293 ) o O ~21248
14 72074 -23856 . 6232 30088 0 0 ¢ -238%
15 102162 -26698 8834 - 35532 0 0 0 —26598
16 137694 149600 © 19906 < 137694 0 0 0 149800
TOTALS 516601 116501 . 400000 0 o 516601
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capital has been recovered; this is the
case for years one through four. [n
years five and six, the positive net cash
flow produced goes into a sinking fund
{parking lot)—none of the cash flow is
permitted to be booked as earnings
since there is no investment, and none
is ascribed as investment recovery since
all investment has been recovered. The
cash flow allocated to the sinking fund
does not earn interest, since FASB 13
does not permit it.

For years seven through fifteen, the
sample lease produces negative cash
flow each year, which is indicative of a
second or secondary investment.
However, unrecovered investment
{colurmn 1) does not become positive
during this secondary term until year
eleven. The reason why unrecovered
investment rermains zero for four years
of negative cash flow {years seven
through ten) is due to the sinking fund.
Since funds were placed in the sinking
fund—funds generated by chis lease
during years five and six—it is FASB’s
opinion that unrecovered investment
cannot become positive until the sink-
ing fund is depleted. In year ten, the
sinking fund is insufficient to offset
negative cash flow for that year, and
the amount by which cash flow exceeds
sinking funds becomes the unrecovered
investment at the beginning of year
eleven; further, since there is now again
an investment, earnings are recorded as
before {even though cash flow is
negarive}, When earnings are bocked
during negative cash flow years (years
eleven through fifteen), investment
recovery will be negative by the
amount of net cash flow minus booked
earnings (e.g., vear fourteen investment
recovery, cotumn 4, equals
—$23,856-5$6,232 or —$30,088). In
year sixteen, the beginning unrecovered
investment is exactly offset by invest-
ment recovery for the year~$137,694;
this is also reflected in the total of col-
umn 4, which adds all positive and
negative invesrment recovery numbers
for all sixteen years.

Perhaps the easiest way to reconcile
the meaning of the FASB {3 yield is to
examine column 8. Here, all values—
positive and negative—for both earn-
ings and recovery {columns J and 4)
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Tabie 4
LEVERAGED LEASE
{FASB WITH SINKING FUND)
i Cash Flow Allocation to .+
COLUMN -1- -2- =842 wBl wfe ~7- -8~
S T Sinking
Beginning SrS s ui U Tolfrem Fund o Sinking Eamings
Unrecovered Net Cash ~ Earnings ' Investment  Sinking Eamings  Fund and

YEAR Investment Flow 8.9372700 ° Recovery : - Fuad  4.0000000 Balance Recovery
1 490000 160421 .. 35748 133672 .1 0 0 0 189421

2 266328 119923 - 23802 98121 . . 0 0 119923

3 170208 89769 - 15212° 74557 o 0 89789

a 95650 71525 ' B549 . g2a7e ° 0 715%

5 32674 53182 1.2920° . 2674 17568 0 17888 35506
8 0 1866 ° SO0 1ee1s 704 3se07 0

7 o - 9553 " : ~9563 1476 28831 o

8 ¢ -1108 11708 1158 18878 c

9 0 -i2803 0. —12803 755 6828 0
10 0 —14649 i -7105 273 0 —7548
1 7548 —16663 .. 675 ¢ 0 0 —16863
12 24886 - 18857 .. 2224 0 0 0 -18857
13 45967  -21248 . . 47087 0 0 0 -21248
14 71323 —23856 . 6374 - ) 0 0 0 -23856
15 101553 - 26698 :. 9075 0 0 0 -26698
16 137327 149600 © - 12273 0 0 0 149600
TOTALS 518601 - 120863, -4361 4361 520962

have been totalled by year. First, it
may be noted that the total of column
8 is exactly equal to the sum of the
totals for columns 3 and 4. Second, it
is apparent that the investment has
been separated into two distinet phases;
Phase 1 reqtiires a cash outlay of
$400,000 in year zero, and produces
earnings and recovery in years one
through five (in the amounts shown in
column 8). Phase Il requires investment
in years ten through fifteen, and
realizes earnings and recovery in year
sixteen only.

It is instructive to compute the JRR
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for each of these two investment
phases—IRR being calculated by finding
that rate which causes net present
value to equal zero. What is the IRR
for an investment requiring an outlay
of $400,000 in year zero, and producing
the benefits shown in years one
through five in column 87 Secend,
what is the IRR with the investment
requirements shown in years ten
through fifteen of column 8, followed
by the singular $149,600 benefit in year
sixteen? The IRR of the Phase 1 invest-
ment is found to be 8.6469%. The IRR
of the Phase 1l investment will also be
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EQUIPMENT LEASE
FINANCING

8.6469%. Finally, if the cash flows in
column 8 are all treated as one invest-
ment (with a dormant period in years
six through nine), it will also produce
an IRR of exactly 8.6469%. This equal-
ity of vield for the various phases of a
leveraged lease will always be identical
under FASB 13—by design.

Table 4 shows the results of the
FASB vield, but with an interest-
producing sinking fund added. This
yield is not FASB-complying, but is fele
to be more realistic by most members
of the lessor community for the simple
reason that few lessors are likely to
invest a temporary surptus of cash in a
noninterest-bearing vehicle. Here, the
structure and mechanics of determining
yield are identical to Table 3 except
that sinking fund contributions are per-
mitted to earn interest. The interest
rate assumed is 4% in the example,
after-tax; most lessors use a rate
between 3.5% and 4%, since the fund’s
purpose is to simulate short-term
investment (the rate on Treasury bills).
Not surprisingly, the yield calculated
under this method is higher than the
FASE rate, since fewer sinking fund
contributions are required {sinking fund
earnings total $4,361).

The IRR measure of yield is shown
in Table 5. The conventional calcula-
tion of IRR, as stated previously, is to
find that rate which will cause the net
present value of an investment to equal
zero; the rate which achieves this is, by
definition, the IRR. For unconven-
tional investments like leveraged leases,
however, there may be more than one
IRR due to the multiple sign changes in
the cash flow sequence. (For the sample
lease, only one IRR is obtained.)

Calcularion of the IRR for the
example using conventional means is
accomplished by secting the initial in-
vestment of $400,000 in year zero equal
to the present value of all future cash
flows shown in column 2 and selving
for the vield that accomplishes this
strict equality; the rate is found to be
9.25753%. The implicit theory behind
IRR is that all cash flows—positive or
negative—-should be discounted at the
same rate, and on an “as is/where is”
basis (without adjustments). To further

_explore the significance of this assump-

21




tion, the IRR may be viewed in a
different fashion.

£ [RR is shown in a different con-
text, it will be clear that it differs from
the FASB complying rate in only one
respect, and is identical in structure to
the FASB with sinking fund yield
measure. To see this, compare the col-
umns in Tables 3 and 5. Note that in
each case unrecovered investment falls
to zero, and becomes positive in later
years. Note that earnings are computed
only for those years in which the net
investment is positive. Further note
that investment recovery (column 4)
censes when all investment has been
recovered, and surplus cash flow goes

into the sinking fund. It is clear that
the two tables are identical in all but
one respect: The IRR allows sinking
funds to earn interest. Now compare
Tables 4 and 5. Here, both yield
measures permit interest to be earned
on sinking funds. In fact, the results pro-
duced in Tubles 4 and 5 are exactly the
sume in structure and content, with the
sole exception of the rate earned on sinking
funds! The sinking fund rate used in
the IRR yield is the [RR itself; the rate
used in the FASB with sinking fund
yield is designed to reflect the after-tax
rerurn on shors-term {money market)
investments.

The decision of which rate is

Table 5
LEVERAGED LEASE
{(iRA)
~ Cash Flow Allocaticn to:
COLUMN -1 —2- -3- —4- —5- -6- I e
: Sinking
Beginning Tolfrom Fund Sinking Earnings
. Unrecovered Net Cash Eamings  Invesiment Sinking Earnings  Fund and
YEAR Investment Flow  9.2575300 Recovery Fund 9.2575300 Balance Recovery
1 400000 163421 37030 132321 0 0 o] 169421
2 267509 119823 24774 95149 0 4} Q 119923
3 172460 89769 . 15966 73803 0 o} o 89?69
4 98657 71525 9133 52382 4] Q 0 71525
5 36265 53182 3357 36265 13580 o} 13560 39622
5] ¢ 18616 0 o] 18616 1255 33431 0
7 o} —9553 0 g - 9553 3095 26973 G
8 o] - 11108 0 0 -11108 2497 18362 0
9 Q - 12803 0 0 - 12803 1700 7259 ¢
10 [ — 145649 0 -6718 =79 672 Q - 6718
il 6718 - 16663 622 — 17285 o} o ¥ — 16663
12 24003 - 18857 2222 - 21078 0 0 a — 18857
13 45082 - 21248 4173 — 2542 0 0 0 - 21248
14 70503 — 23856 6527 — 30383 0 0 4 — 23856
i5 100886 ~ 26698 2340 - 36038 0 0 0 — 26698
18 136924 149600 12678 136924 0 [¢] i} 149600
TOTALS 516601 125820 400000 -9219 g219 525820

2z
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preferable to use depends upon the
individua! lessor. Those lessors who feel
that a conservative sinking fund earn-
ings rate should be employed would
probably argue that this is proper due
to the short period of time during
which the sinking funds are available
for investrmensz. A perusal of column 5
in Tables 4 and 5 will reveal that con-
tributions to either sinking fund are
made for only two years, followed by
withdrawals thereafter; thus, it would
seem unrealistic to ascribe a long-term
earnings race to funds available for
such a short time. Those who would
accept the IRR sinking fund rate as
more appropriate would argue that
sinking funds are not real—they are
merely conceptual tools—and, in any
case, they are not interested in whether
one investment can generate enough
cash by iself to finance a secondary
one. IRR proponents probably feel chat
if one adopts a portfolio approach, it is
then easy to assumne that cash from one
investment will be available for
reinvestment in others, and will not be
placed in money market securities.

Table 6 illustrates the yield calcula-
tion for a leveraged lease using what is
usually termed the standard sinking
fund method. This is probably the least
frequently utilized yield measure for
leveraged leases. Of the four leveraged
lease yield measures presented, the
standard sinking fund methed is the
most unique, due to its objective. The
three previous methods ali allocate net
cash flow-—positive and negative—to
earnings, recovery, and a sinking fund,
and all allocate cash flow to earnings
during only those years in which the
net investment is positive. Once total
investment is recovered, all surplus
cash flow is allocated to a sinking fund.
The standard sinking fund method is
more cash-flow oriented, in that it
allocates cash flow to a sinking fund in
such a way that the secondary invest-
ment is completely eliminated. To see
this, compare the earnings and
recovery columns (column 8) for Tables
3 through &. It is seen that only the
scandard sinking fund method
eliminates the negative values.
Mechanically, this method allocates
cash inflows on an LIFQ basis (last in,
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first out) jusc sufficient to completely
“fund” the secondary investment, given
a specified earnings rate on the sinking
fund.

To determine how much cash
inflow is necessary to fund the second-
ary investment, the cash outflows are
discounted back in time and deducred
from the cash inflows (beginning with
the last inflow in vear six) until the
cumulative present value of all outflows
has been driven to zero. The resuits of
this procedure are shown in Table 6.
All the cash flow from years five and
six, plus $46,569 of the cash flow from
vear four is sufficient to fund the
outflows in years seven through fifteen,
assuming thar the sinking fund will
earn a 4% after-tax rate.

To summarize, it has been shown
that three of the four leveraged lease
yields are extremely similar; in fact,
they differ only in the earnings rate
assumed for the sinking fund (zero, a
money rate or an investment rate). The
fourth measure—che standard sinking
fund merhod—was found to be the
most unique, singe it is the only
measure which has the objective of
eliminating the secondary investment,

Footnotes

1. The FASB is a body which establishes
accounting rules and procedures governing
how companies must report financial
informarion.

2. FASB 13 is the statement which deals with
the financial reporting of lease transactions.

3. See the first part of the types of yield section
for an explanation of nominal yields.

4. Refer_to the leveraged lease section for an ex-
planation of sinking funds and interest rates
earned thereon.

]

. Recourse borrowing means the borrower is
obligated 1o repay the lender under any and
all circumstances, This is distinguished from
nenrecourse borrowing, which is typical in
leveraged leases. In the latter case, a borrower
(the lessor) may be required to repay the
lender only 1o the extent that rents are paid
by the lessee. Should the lessee be faulted on
rent, the lender has recourse only to the
lessee.

6. (1 + 0ltexp 12 — I means raise the quantity
1.0} to the rwelfth power and deduct 1.0 from
the result.

FALL/WINTER 1983

Table 6
LEVERAGED LEASE
(STANDARD SINKING FUND [4%3)
Cash Fiow Allocationtor -
COLUMN —-i- -2 =30 g - -6- -7 -8
Sl Ui Sinking
Beginning : : Sy Tolfrom Fund Sinking Earnings
Unrecovered Net Cash Earnings Investment Sinking Earnings  Fund and

YEAR Investment Flow 7.4508700 Recovery Fund 4.0000000 Balance Recovery
1 400000 169421 . 29803 139618 S0 0 0 169421

2 260382 119923 13401 1 100822° 1 0 0 0 119¢23

3 159880 89769 i 11911 - 778581 10 ¢ 0 B8769

4 52002 74525 6110 : 18847 | 46568 0 46569 24956

5 63156 S3182 . 47064706700 1863 101613 0

6 57861 18616 . 5086 0 i—5056 18516 4065 124294 0

7 72918 ~9553 7 5433 . -5433 -9553 4972 119713 0

B 78351 —11108 583G 7 5838 —11108 4780 113303 0

9 84188 ~12803 6273 -6273. - 12803 4536 105126 0
10 50461 ~ 14649 © 1 B74DUZB74D — 14649 4205 94682 0
" 7201 - 16663 | 7242 . 7242 -16663 3787 81808 0
12 104444 - 18857 7_752"-_""__;7782 -18857 3272 66221 C
13 112226 —21248 .0 8362 0 -8362 21248 2649 47622 0
14 120587 ~ -23856 ... 8985 . 8985 -23856 1905 25671 0
15 120572 - 26698 | 9654, -9854 —26698 1027 0 0
16 139226 149600 © 10374 139228 0 0 0 149500
TOTALS 516601 | 153669, . . 400000 - 37068 37088 553669

7. It is important to note here that the 15% f
References

after-rax rate assumed is for demonstrartion
purposes only, and is substantially higher than
prevailing rates at the time of this writing.
However, the specific yield assumption used in
this example in no way compromises the

410,

principles being developed.

8. It may sound counterintuitive to say that

property being depreciated over five years will
run out of deductions by the end of year four.

However, this is correct within the context of

the example presented. The example presumes
that commencement accurs in early
December, which means that ITC and first
vear depreciation rax benefits will be earned
within a few days after the lessor's investment
is made. Thus, “year one” tax benefits are

included in "year zero,

"o

year two' benefits

included in “year one,” etc.
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phato by Art Stein

a Leveraged Leasing Comp:

MODELING

by Thomas E. Schrickel

Overview

With the advent of joint venture
leasing and the frequent startup,
acquisition, or divestiture of subsidiary
leasing companies, the need for refined
analysis of financial statements is more
critical than ever before. Corporations
which have taxable income and avail-
able cash often consider investment in
leveraged leasing, because the tax defer-
ral is large in proportion to the lessor’s
investment and the returns can be
attractive. Leveraged leasing is a com-
plex financing method in itself, how-
ever, and is further complicated
because it has been subjected to much
tegislation and accounting regulation.
Additionally, the profiles of both
typical transaction and typical lessee
have been subject to considerable
change, due to legislation and eco-
nomic fluctuations in lessee industries.

A leveraged leasing company
operating in this dynamic environment
faces many uncertainties which must be
managed, such as: How much, and
what types of, new leasing business can
be funded in the next year, or in the
next several years? What would the
botrom line impact be from funding
various amounts and types of new
business! What capital structure will
enable the company to attain its
threshold level of return most
efficiently?

There are so many elements to this
complex problem that a computer
model is undoubtedly the most prag-
matic solution. The entire process can
be thought of as a simulation to be per-
formed many times, with a resulting

The author is a vice president of Continental
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range of preferred marketing plans and
volume levels from which a scrategy
can be chosen. This article explains
how this modeling can be done, start-
ing with tax modeling and its determi-
nation: of new business volume, and
concluding with financial statement
modeling and capital structuring.

Tax Modeling

As a start to the modeling effort,
assume that Parent Corporation has
considerable taxable income, is paying
income taxes, and expects this pattern
to continue on a projected basis for a
five-year period. Additionally, assume
that Parent’s board has decided to
invest in leveraged leasing because of
the attractive returns, with the result-
ing deferral of a substantial part of its
tax liability. The Parent’s capaciry for
lease transactions can be developed
through a four-step process: {1} Derive
a forecast of Parent’s taxable income,
liability, and tax credits by year
for five years; () determine the per-
centage or amount of tax liability to
be sheltered; (3} decide what typels) of
lease transaction is representative of the
market for new business; and, (4) esti-
mate the amount of new leasing busi-
ness which can be transacted, given the
tax laws and these constraints.

Although this process is straight-
forward, there are pitfalls in each step.
It is difficult to produce a five-year fore-
cast of taxable income for a large cor-
poration. The uncertainty in this type
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of forecast is obvious when the ingredi-
ents are considered: A forecast of oper-
ating income, expenses and capital
expenditures by each operating sub-
sidiary of Parent, coupled with the tax
department’s estimate of foreign tax
withholding and stare rax position and
financial management’s interest
expense/income forecast.

Step 2 could turn out to be a mov-
ing rarget for several reasons. First,
Parent’s tax liability exclusive of bene-
fits from leasing will change with eco-
nomic circumstances such as interest
rates and the operating performance of
each subsidiary. Second, management’s
position on paying taxes can have poli-
tical foundatiens, and the company's
tax policies are therefore subject to
change. Finally, tax legislation has been
and likely will continue to be very
dynamic, due to Congress and the
nature of the legislative process.

The difficulty in predicting the
types of lease transaction for furure
business can be exemplified by two
words: ERTA and TEFRA. Legislative
changes, especially in the tax area, can
cause drastic changes in the structure
and nature of transactions, as shown
by tax benefit transfers under both the
1981 Economic Recovery Tax Act
{ERTA), the 1982 Tax Equity and
Fiscal Responsibility Act {TEFRA) and
TEFRA finance leases.! There are also
vagaries of lessee industries to consider.
Transactions which are common today
may not be available or desirable
tomorrow. As an example, four years
ago not many leasing companies or
railroads anticipated the severity of the
recent recession, with its adverse effects
on railroads or railcar builders.
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Aware of the level of difficulty of
the modeling process, an example is in
order to show how modeling works. To
avoid an excess of technical detail, the
example will be purposely simple. For
the first step—the forecast of Parent’s
federa! taxable income and credits—
assume the absence of foreign income,
withholding, and taxes, and that the
taxable income forecast is net of any
effect from state tax deductions and
credits.

For each year of the forecast,
Parent’s taxable income is multiplied by
46% to determine the gross tax pay-
able.? The gross tax payable is reduced
by the amount of investment tax credit
(ITC), subject to the stated limitation
of 85%,3 o calculate the net rax
payable. Table 1 shows Parent’s five-
year forecast of taxable income and
credits exclusive of any leasing, along
with the resulting federal tax liability.

Table 1

PARENT CORPORATION FORECASTED TAX POSITION
EXCLUSIVE OF LEVERAGED LEASING

Year
Parent Taxabie Income

Total Taxable Income

Gross Tax Payable at 46%
ITC Limitation at 85%

Parem: ITC

Total ITC

Net Tax Payable

amounis in millions of dollars

19 =0 19 x 1 9x2 19 % 3 19 =4
55.00 61.00 67.00 74.00 81.00
55.00 651.00 67.00 74.00 81.00
25.30 28.06 30.82 34.04 37.26
21.51 23.85 26.20 28.93 31.67

4.00 4.50 5.60 5.50 6.0C

4.00 4.50 5.00 5.50 6.00
21.30 23.56 25.82 28.54 31.286

Note. Fighhghted area shows Parent’s forecasted tax payments, exclusive of any benefis from leveraged leasing
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+ A proven computer software sysiem which accounts for
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The taxable income stream starts at an
assumed level of $55 million and

increases at about 10% per year; the Tabie 2

stream of tax liability likewise increases

by about 10% annually, going from STRUCTURE AND ITEMS OF TAXABLE INCOME/LOSS
the five-year period—quite a predictable

amounts per dollar of equipment cost
pattern.

In terms of Parent’s fax policy,

hat ¢ has placed Principal Interest Net Taxable

assume that management has ,p aced e Year Rent Repayment Payment Depreciation Income (Loss)
mternal constraints on Parent s tax
payments, such asfa floor or a mini- ] 0452 0082 0390 1425 (.1363)
mum Pe“el“tage © C"fmpaf“’ *i"‘_“?mx N 2 0904 0136 0768 2090 (.1954)
imcome. A 50 aSSUme. or stmp ICI‘CY that 3 0904 0155 0749 1995 ( 1840)
management has no interest in carry- 4 09504 0175 0729 1905 {.1820)
back or carryover of either operating 5 0904 0199 0705 1995 {.1796)
losses or ITC. This means that when 6 0904 0226 0678 0 0226
computing the volume of new leasing 7-21 1.3108 5047 5732 0 7376
business for a given year, the tax bene- TOTALS  1.8080 6000 9751 9500 (1171)
fits from that new business should be
sufficient just to offset as much of that
year’s tax liability as is allowable, Assumptions:
without causing excess benefits which Nonrecourse Debt/Equity: 60%/40% of equipment cost, respectively
would be carried back to prior years or A
carried forward to future years. investmeni Credit: 10% of equipment cost

Te keep the third step simple, a Depreciable Basis: 100% of equipment cost {reduced by one-half the ITC),
20-vear leveraged lease wilt be S-year ACRS depreciation
representative of t_he de.sn'ed. type of Feo: None
new business. As is typical in a 20-year
transaction, deductions from five-year Lease Term: 20 years, commencing at mid-year
accelerated cost recovery system Rental Payments: 40 congecutive semiannual payments in arrears, each in
(ACRS) depreciation and interest on the amount of 4.52% of equipment cost
the nonrecourse debt exceed rental , . .
. . . . Debt Structure: 38 semiannual payments in arrears, 13% interest rate,
income during the first five years of the S X

) lting in signifi repayment structured lo minimize second investment

transactlo‘n, resu tlng .1[] s1gni lc.ant rax amount and period
losses during that period. In this
example, the lessor will receive 10% Residual Assumption: 20% of eguipment cost at the end of the lease term
ITC and will assume a 20% residual, Tax Method: 100% current year, eveniy paid on the four current -year tax
while funding the equipment with 60% dates on an accrual basis. In the first year of the transaction
nonrecourse debt and 40% equity. only the two tax dates after the lease funding date are used.

Table 2 shows the details of the
assumed structure, as weltl as the
calculation of taxable income or loss
each year {rent less interest expense less
depreciation) for such a transaction.
The final step of computing the
amount of new leasing business works
as follows: Starting with the tax
pavable before new leasing business,
add new leasing business until that
year's tax bill is reduced to ics allowable
minirmurm from the tax losses and
credizs due to such new business. The
formula for this calculation is quite sim-
ple, and is based on the facts that the
tax loss from each incrementat dollar of
new business reduces Parent’s net tax

Lessor Rate of Return: Approximately 9% after lax
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liability (before applying any ITC), and
only 85% of such net tax liability can
be offser by ITC.

The modet calculates that $114 mil-
lion of new leasing business will accom-
plish Parent’s goal of one year's maxi-
mum allowable tax reduction, as shown
in Table 3. Starting with Parent’s tax-
able income of $55 million in year
19x0, the tax loss from $114 million of
new leasing business reduces taxable
income by $15.54 million (from Table
2, year one tax loss of .1363 per dellar,
multiplied by $114 million) to $39.4¢
million. Tax at 46% on $39.46 million
is $18.15 million, limiting [TC to
$15.43 million (85% of the tax). Along
with Parent's $4 million of ITC, credits
from leasing in the amount of $11.4
million effectively exhaust the ITC
limitation. The net tax payable of $2.75
million in year 190 in Table 3 is a
dramatic reduction of the comparable
figure of $21.30 million from Table 1.

Note that the stream of caxable
loss/income from the new leasing
business in year 19x0 also causes reduc-
tions or increases in Parent’s forecasted
tax bills for succeeding years, all of
which must be taken into account
when computing a multi-year forecast
of new leasing volume. In such a mult-
vear forecast, the same calculations
mentiened above will be applied to suc-
cessive years of the forecast, and will
produce leasing volumes which achieve

30

PARENT CORPORATION FORECASTED TAX POSITION

Table 3

ONE YEAR OF LEVERAGED LEASING/MAXIMUM TAX REDUCTION

New Leasing Equipment Cost

Year

Parent Taxabie Income
Leasing Taxable Income

Total Taxable Income

Gross Tax Payable at 46%
ITC Limitation at 85%

Parent iTC
Leasing ITC

Total ITC

Net Tax Payable

amounts in millions of dollars

114.00
19x0 19 %1 19 x 2 19x3 19x4
55.00 61.00 67.00 74.00 81.00
(15.54) (2228 (20.98) {20.75) (20.47)
39.46 38.72 46.02 53.25 60.53
18.15 17.81 217 2450 27.84
15.43 15.14 17.99 20.82 23.66
4.00 4.50 5.00 5.50 6.00

11.40
15.40 4.50 5.00 5.50 6.00
2.75 13.31 16.17 19.00 21.84

Note; Highlighted area shows the reduced amounls of Paranl’s torgcastad tax payments, due to one year ol new leveraged leasing
business
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maximum tax reduction in each of
those years. Table 4 shows an example
Table 4 of three years of new leasing husiness,
and the resulting reductions of Parent’s
tax bill in each of the forecasted five
years. The second and third year tax
bills of $2.09 million and $1.83 million,
respectively, show significant savings
from the Table 3 values of $13.31
million and $16.17 million, and even
the fourth and fifth year projected

PARENT CORPORATION FORECASTED TAX POSITION
THREE YEARS OF LEVERAGED LEASING/MAXIMUM TAX REDUCTION
amounts in millions of doliars

New Leasing Equipment Cost  114.00 69.00 50.00

Year 190 1Bx1 19x2 193 18x4 taxes are down over $10 million each.
The expected result of the tax plan-
Parent Taxable Income 5500 6100 6700 7400 8100  Wingexercise has been realized, which
Leasing Taxable Income (16.54) (31.68) (41.28) (43.22) (42.23) s the large tax savings attributable to
leveraged leasing. The derivation of
Total Taxable Income 30.46 2032 2572 30.78 38.77 Parent’s capacity for leasing business,
based on its assumed tax position, has
b hown step by step. Having com-
Gross Tax Payable at 46% 1815 1349 1183 1416  17.83 NN n‘:o d‘é]in b one Caf o
ITC Limitation at 85% 1543 1146 1005 1204 1516 P Jeling, one.
porate the results into financial
Parent ITC 400 450 500 550 600  statement modeling.
Leasing ITC 11.40 6.90 5.00
Financial Statement
Total ITC 15.40 11.40 10.00 5.50 6.00 Mode]ing
Net Tax Payable 2.75 2.09 1.83 866 1183 After determining marketing plans

for new leasing business, management
will want to determine the effect of this
new business on Parent’s reported
income. A financial statement model is
necessary, both to handle the range of
marketing plans and to examine capital
structuring alternatives. The tax law
and lessee market uncertainties do not
directly affect this type of modeling,
since the example uses an assumed vol-
ume and type of leasing business. The
uncertainties here are more company-
specific, such as associating a level of
operating expense to a given volume of
business or deciding on a leverage ratio
or capital contribution.

This model reguires three steps:
{1} Gathering financial statement data
associated with the new leasing
business plan in question, and inte-
grating it with data from any existing
leasing business; (2) estimating levels of
income and expense for items which
are not directly transaction-related,
such as operating expense and interest
rates; and, (3) deriving the capital
structure which produces the best
financial resuits for Parent and the leas-
ing comparny, while meeting legal and
corporate constraings.

Nole: Highlighted area shows the reduced amounls of Parent’s forecasted tax payments. due lo Inree years ol new leveraged
teasing business

THE JOURNAL OF
EQUIPMENT LEASE
FALL/WINTER 1983 FINANCING 31



FINANCIAL STATEMENT MODEL
ASSUMPTIONS AND DEFINITIONS

Pretax lLease Income
and Allocated ITC:

Operating Expense:

Interest Expense:

Tax Rate:

Current Provision:

Dividends and

Return of Capital:

Net Rent Receivable:

Residual Value:

Unearned ITC and

Unearned Lease Income:

Notes Payable:

Peterred Tax Payable:

Common Stock and
Contributed Capital:

32

Earnings from lease transactions by applying FASB 13
methcd of accounting for income

Assumed annual cost for general gperation of the
company

Interest on noles payable at 13%

Assumed to be 46%, and no benefit from any state in-
come tax is assumed

Actual tax benefits to be realized by Parent. Because the
ITC is included in the initial year's current provision, it
must also be included as an offset in the deferred provi-
sion. MHowever, since ITC is a permanent reduciion of
taxes, and not a deferral, it is not included in deferred
taxes payable.

Dividends are paid agairst retained earnings to the extent
avaitable while maintaining the targeted debt to equity
ratio. Contributed capital is returned oniy after ali debt has
been repaid.

Rent to be paid to the lessor net of debt service on the
nonrecoeurse debt

20% of equipment cost 10 be realized at the end of the
lease term

The remaining income is to be earned in fuiure years
under FASB 13 method of income reporiing

The borrowing necessary to fund the equity portion of new
leasing business, nol to exceed the targeted debt-to-

equity ratio at any year-end

Income tax deferred that is payabie in future years

Initial capitalization is assumed to be $100,000 in com-
maon stock. Contributed capital is increased as needed to
fund lease transactions and maintain the targeted debt-io-
equity ratio.
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For the first step, the income state-
ment effects of new leasing business are
dictated by the lease accounting rules
of FASB 13;* investment credit and
pretax lease income are earned in pro-
portion to outstanding investment by
the multiple investment method.’ Taxes
must be provided on allocated pretax
lease income on the income statement,
whereas actual tax benefits or payments
are based on renral income less interest
expense less depreciation. In a lever-
aged lease, these timing differences
result in large deferred tax provisions
during the five-year period of tax losses
due to depreciation, and reductions in
deferred taxes due to taxable income
thereafrer. On the income starement,
the deferred tax provisions are offset by
the current tax provisions, which
reflect the actual tax benefits to be
realized.

On the asset side of the balance
sheet, net lease investment each year is
the sum of rentals and residual
receivable, less nonrecourse principal
and interest payable, less unearned
income. The liability component of
deferred taxes payable is the cumulative
total of the deferred tax provisions, net
of permanent tax reductions due to
ITC. This financial statement skeleton
is displayed in Table 5, using the first
example of $114 million of new leasing
business from Table 3. Table 5 shows
the balance sheet and income state-
ment components of the assumed lever-
aged lease transaction in isolation. The
task to be performed is the financing of
this transaction within the corporate
structure.

By examining the balance sheet in
Table 5, the net asser which must be
financed each year can he defined as
the difference between net lease financ-
ing and deferred taxes payable. A com-
bination of equity contribution and
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Statements of Income

Leasing New Business

Table 5

LEVERAGED LEASING COMPANY
CAPITAL STRUCTURING FRAMEWORK
amounts in thousands of dollars

notes will usually be the method of
financing this asset. Parent will realize a
higher percentage return on its equity
as it uses a greater percentage of notes
for this financing, as long as the after-
rax cost of the notes is less than the
after-rax earnings of the total capitaliza-
tion. Along these lines, the goal of this
exercise is to show how a higher return
on equity (ROE) can be achieved with

($ million asset cost) 14 0 ¢] (1] 0 greater leverage.
19 x0 19x1 19x2 19x3 19 x4 From this framework foliows the
capital structuring step, after making
Pretax Lease Income 626 807 558 208 49 interest rare and operating expense
Allocated ITC 1,902 2,452 1,694 906 148 assumptions. A constant interest rate
Total Revenue 2,528 3,259 2,252 1,204 197 of 13% has been chosen, and $500,000
Operating Expense per vear is used for operating expens.es.
Interest Expense Tab]es 6 and ? ShO\V the effeCtS 0]( dif‘
Total Expense ferent leveraging in the chree-year leas-
ing volume projection from Table 4.
Income/Loss beiore These two examples differ only in the
Tax Prowao'n 2,528 3,259 2:252 1.204 197 year-end targeted debr to equity ratios.
Current Provision The sole effect on the income
Deferred Provigion 18,836 10,616 9,807 9,679 9,441 statements is in interest expense, where
Total Tax Provision the higher leverage (Table 7, at 4:1)
Net Income produces greater expense than the
lower leverage (Table 6, at 3:1). Note
Balance Sheets 19 x0 19 x 1 19x2 19x3 19 x 4 the resulting net income benefit in year
Asset 19x0 for the lower leverage of $51 thou-
SSels sand ($1,199 versus $1,148 of net
Rent Receivabie 200,959 190,654 180,348 170042 159,737 income for the higher leverage). On the
Less: Borrowings ( 67,693) { 66,139) ( 64,376) { 62,376) { 60,108) balance sheet, a lower note payable
tnierest (106,713} ( 97,962) ( 89,419) { 81,113) ( 73,076) balance of the lower leverage is off
/ ge is offset
Net Rent Receivable 26,553 26,553 26,553 26,553 26,553 by a greater requirement of centributed
Residual Value 22,800 22,800 22,800 22,800 22,800 capital, creating a greater capital base
Less: Unearned iTC { 9,498) ( 7048} ( 53520 ( 4447) ( 4,298) for the ROE Calculczltion The advan-
Unesarned Lease . s
Income ( 3427) ( 23200 ( 1762) ( 1464) ( 1415  U9€° of the .hxgher leverage, in the form
_ ' of less required total equity in year
Net Lease Financing 36,728 35,987 42,239 43,443 43,640 19x0, is $1,464 thousand (35,859 versus
Total Assets 36,728 30987 42239 43443 43640  $7 373 of toral equity for the lower
leverage). As the result of higher
Liapilities leverage, the company's average ROE
Notes Payable in year 19x0 of 39.2% is higher by
Deferred Tax Payable 7,436 18,052 27,959 37,638 47,078 6.5% than the 32.7% ROE of the lower

Totai Liabilities
Shareholders Equity

Common Stock
Contributed Capital
Retained Earnings

Total Equity
Total Liability & Equity

leverage, at the expense of slightly
lower annual profit.

Note: Amounts shown are financial statemenl componenis of the assumed leveraged lease transachion misolaton, before capilal
slruciuring 1s perlormed. Highlighted areas show the amounts needed 1o compute the nel assel 10 e tnanced (total assels jess
deferred tax payable).
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Table 6

LEVERAGED LEASING COMPANY
NOTES TO EQUITY RATIO OF 3:1
amounts in thousands of dollars

Statements of Income and Retained Earnings

Leasing New Business

($ million asset cost)

Pretax Lease Income
Allocated ITC

Total Revenue

Operating Expense
Interest Expense

Total Expense
Income/Loss befare
Tax Provisicn

Current Provision
Deferred Provision

Total Tax Provision
Net Income

Beginning of Year
Retained Earnings
Net Income

Less; Dividend Paid

End of Year
Retained Earnings

Balance Sheets
Assets

Rent Receivable
Less: Borrowings
Interest

Net Rent Receivable

Residual Value

Less: Unearned (TC
Unearned Lease
Income

Net Lease Financing
Total Assets

Liabilities

Notes Payable
Beferred Tax Payable

Total Liabilities
Shareholders Equity

Common Stock
Contributed Capital
Retained Earnings

Total Equity
Total Liability & Equity

Average Equity
Average ROE

114 69 50 0 0
9x0 19x7 19x2 19x3 19x4
626 1,186 1,321 990 474
1,902 3,603 4,012 3,006 1,439
2,528 4,789 5,333 3,996 1,913
560 500 500 500 500
1,428 3,362 3,903 3,108 1,138
1,928 3,862 4,403 3,608 1,638
600 928 930 388 275

{ 19,434) ( 23,247) ( 26,012) ( 21,536) ( 20,180)
18,836 22,017 24594 20332 19,645
(599 ( 1231) ( 1,418 ( 1,204) ( 536
1,199 2,158 2,348 1,592 811

0 1,199 .3,357 3,542 0

1,199 2,158 2,348 1592 811
1,199 3,357 5,705 5,135 811

0 0 2,163 5,135 811

1,199 3,357 3,542 0 0
19x0 19x1 19x2 19x3 19x4
200,959 312,287 383,884 362,820 341,757
{ 67,693) (107,111) (134,097) (130,349) (126,097}
(108,713) (162,551} {195516) (178,201) (161,390)
26,553 42,625 54,271 54271 54,271
22800 36,600 46600 46,600 46,600
( 9,498) ( 12,795) ( 13,783) { 10,776) ( 9,337}
( 3127) ( 4212) ( 4537) ( 3548) ( 3,074)
36,728 62217 82551 86,547 88,460
36,728 62,217 82551 86,547 88,460
21,969 29,749 30,303 17,509 0
7436 22552 42478 62,478 82,123
20405 52301 72,450 79,988 82,123
100 100 100 100 100
8,024 8,459 6,459 6,459 6,237
1,199 3,357 3,542 0 0
7,323 9916 10,101 6,559 6,337
36,728 62217 82551 86,547 88,460
3,662 8620 10,009 8.330 6,448
32.7%  250%  235%  191%  126%

Note. Highlighted areas show the primary resulls of differences in capital strucluring (in thus case, a 3:1 notes o equily ralio versus
Table 7 at 4:1).
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Note that these relationships
among leverage, interest expense, and
ROE hold throughout the five-year
period of the example, albeit to varying
degrees. Although the “greater
leverage/higher ROE” example shown
here is not particularly imaginative, the
conceptual real-world issues of leverage
and capital structure, as well as other
structuring alternatives, are very
accessible with financial statement
modeling. To complete the set of finan-
cial information, additional statements
such as changes in financial position
and cash flow are simple extensions of
the model presented.

Conclusion

Management of a leveraged leasing
company faces uncertainties in plan-
ning volume and type of new business,
and needs to know botrom-line impact
of preferred strategies. Computerized
modeling can provide insight without
risk inta a range of proposed marketing
solutions.

Despite the simplicity of the
examples used herein, the effectiveness
of the modeling appreach in real world
situations cannot be denied. By
employing modeling, the questions of
how much business and how much net
income can be answered for a wide
range of volume levels and transaction
types. Management can visualize the
effects of an aggressive marketing cam-
paign or a different capitalization
without actually making a move and
taking a risk. This capability can be
valuable to a company considering
entry into leasing, and indispensable to
a company already in the business.
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Table 7

LEVERAGED LEASING COMPANY
NOTES TO EQUITY RATIO OF 4:1
amoeunts in thousands of dollars

Statements of Income and Retained Earnings

Leasing New Business

Footnotes

1.

The specific effects on lease ransactions of
both ERTA and TEFRA have been well
documented in various publications by
accounting firms, banks, and other profes-
sional organizations. For example, see “The
[mpact of TEFRA on Leasing Transactions”

($ million asset cost) 114 69 50 0 0 E\’ Jf‘;“es 1M~ F}":_f‘m“l;}[_’h-'?- " VOI‘;_“E L
umber 1, of this publication for a discussion
19 x 0 19 x 1 19 x 2 19 = 3 19 x 4 of TEFRA's adverse impact on lessee rents.
Pretax Lease Income 626 1,186 1,321 99¢ 474 2 Th ol € 46%. which angl;
Allocated ITC 1,902 3,803 4,012 3,006 1,439 o € marginai tax rate of 20, Which applies
Total R > 508 1789 to corporate taxable income in excess of
ota _evenue ! ! 9,333 3,996 1,913 $100,000, is assumed to apply to the entire
Operating Expense 500 500 500 500 200 amount of taxable income throughoust all
Interest Expense 1,623 3,586 4,164 3,383 1,355 examples. Differences atributable to the
Total Expense 2,023 4,086 4,664 3,853 1,855 actual graduaced scale of tax rates on the first
$100,000 of taxable income are insignificanc.
Income/Loss before
Tax Pl’OViS!Op 505 703 670 143 58 3. For taxable years which begin after December
Current PI’OVIS.IO‘{} ( 19,478) ( 23,351) ( 26,132) ( 21,649 { 20,280 31, 1982, the raxpayer may apply [TC against
Deferred Provision 18,836 22,017 24,594 20,332 19,645 the first $23,000 of tax liabitity plus 35% of
Total Tax Provision { 643) ( 1.334) ( 1538 ( 1,317 ( 635} the tax liability exceeding $25,000 (Internal
Net income 1148 5037 2007 1460 694 Revenue Code, Section 46). For simplicicy,
. : . - the examples have assumed that the 85%
Beginning of Year limitation applies to the entire rax liabilicy.
Retained Earnings 0 1,148 3,185 3,333 86 Excess credits may be carried back to
Net Income 1,148 2,037 2,207 1,460 594 previous taxable years or carried over to
3148 3185 5392 4,793 759 Fature years.
Less: Dividend Paid 0 9 2,059 4727 59 4. Financial Accounting Standards Board Srate-
End of )’ear . ment No. 13, “Accounting for Leases,” was
Retained Earnings 1,148 3,185 3,333 66 0 issued in 1976 in an attemprt to standardize
the accounting treatment of leases by lessees
Balance Sheets 19 x 0 19 x 1 19 x 2 19 x 3 19 x 4 and lessors. Statement No. 13 has been the
Assels subject of numerous amendments, interpreta-
Rent Receivable 200959 312,287 383,884 362820 341,757 fions, and technical bulletins by the FASE
Less: Borrowings ( 67,693) (107,111} (134,007} (130,349) (126,097) o e o
Interest (106,713) (162,551) (195,516) (178,201) (161,390) untig has fec stgniticandy-
Net Rent Receivable 26,533 42,625 54,271 24,271 54,271 5. Statement No. 13 specifies that in a leveraged
Residual Value 22,800 36,600 46,600 48,600 46,600 lease, income recognition is determined by
Less: Unearned ITC { 9.4988) (32795 (13783 (10,776) ( 9,337) allocating the anticipated cash flows between
Unearned Lease income and the decrease/increase of the
income (3127 ( 4212) ( 4537) ( 3548 ( 3074 lessor’s investment. Because of this income
Net Lease Financing 36,728 62,217 82,551 86,547 88,460 recognition merhed, in many leveraged leases
Total Assets 36,728 62217 82551 86547 88,460 2 second investment wil occur after the
initial investment has been recovered. The
Liapilities complication of this method is that the por
Notes Payable 23 434 31730 32 323 19.955 1589 tion of cash flow allocated to income must be
Deferred Tax Payable 7436 22552 42147 62478 B2123  hewmed incoman proporion to ousnd.
Toiat Liabilities 30,870 54,284 74,470 81,733 83,712 pragram must i:e used to determine the
Sharehoiders Equity allocation rate.
Common Stock 100 100 100 100 100
Contributed Capital 4,611 4643 4,648 4,648 4648
Retained Earnings 1,148 3,185 3,333 66 0
Total Equity 5,859 7,933 8,081 4814 4,748
Total Liability & Equity 36,728 62,217 82,551 86,547 88,460
Average Equity 2,929 6,896 8,007 6,447 4,781
Average ROE 39.2% 29.5% 27.6% 22.7% 14.5%

MNote Highiighted areas show the primary results of differences i caprial siructuring {in this case. a 41 notes lo equily ratio versus.
Table 6 at 3-1).
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g Concept:

The Key to Lessor Survival—and Prosperity—in the 1980s

by Thomas C. Wajnert

The economic forces and business
atritudes which prevailed in the go-go
1960s and the infladonary 1970s
fostered explosive growth in the
domestic equipment leasing industry.
From its founding in 1952 through its
development to multi-billion dollar
status in the early *80s, che industry has
greeted hospitably new participants,
offering both entrepreneur and institu-
tion seemingly unlimited opportunities
for growth and profit.

Now, it appears that the industry
has reached a point of maturity where
the tried and true formulas for success
developed during the growth years no
longer apply.

A lengthy capital goods reces-
sion—and the effects of regulation,
deregulation and a Treasury Depart-
ment awakened to a new source of tax
revenue-~has temporarily turned
growth into stagnation and possibly
into decline. As a result, the industry is
reorganizing and volume-starved lessors
are awakening to the role marketing
can play in revitalizing their com-
petitive position. Selling—price and
promotion—is passe; marketing—
segments, targets, niches, and differen-
tiated products—is now in vogue.
Apparently, the leasing industry has
finally discovered the marketing
concept.

To assert that the equipment leas-
ing industry has finally discovered a
twenty-year-old concept is not pejora-
tive. It only reinforces the notion that
there had been *no need” o do so

The author is president of .S, Portfolio Leas-
ing, Inc., a company specializing in the crea-
tion, acquisition, and management of portfolios
of operating lease assets. He was previously
executive vice president of U.S. Leasing Cor-
poration. He currently serves as chairman of the
American Association of Equipment Lessors
Operating Lease Technical Panel.
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earlier. The older management con-
cepts (production, product, or sefling)
were ali that were needed for success.
The marketing concept was for-
mulated about 1960 through an infor-
mal consensus of early marketing
practitioners. It is a management orien-
tation that requires identification and
grouping of potential customers into
different market segments depending
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on their needs and wants and, then,
adaption to deliver needed “products”
(satisfiers) more effectively than those
of competitors. The tasks are ¢
research and choose target markets and
develop effective offers and marketing
programs as the key to attracting and
holding customers.!

The difference between the market-
ing concept and the older management
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concepts is clear: The marketing theory
dictates “find wants and fill them.”
Other concepts advocate a variant of
“create products and sell them.” The
marketing concept requires an inge-
grated corporate effort to generate
customer satisfaction and meet the
organizational goals while other
theories rely on selling and promotion
alone to expand profits through

FALL/WINTER 1983

increased sales volume.

Peter Drucker is often quoted two
reinforce the implicit differences
between selling and marketing:
“Indeed, selling and marketing are anti-
thetical rather than synonymous or even
complementary. There will always, one
can: assume, be need for some selling.
But the aim of marketing is to make
selling superfluous. The aim of
marketing is to know and understand
the customer so well that the product
tits him and sells itself, Ideally,
marketing should result in a customer
who is ready to buy. All that should be
needed is to make the product or ser-
vice available, i.e., logistics rather than
salesmanship, and statistical
distribution rather than promotion.”

To be sure, the leasing industry
does not stand alone as the last
holdout; marketing has not played a
major role in the management of most
service businesses. In late 1981, the
Marketing Science Institute descibed
the marketing deficiencies within the
service sector: “This situation stands in
sharp contrast to the mode prevailing
in manufacturing firms, especially those
in the business of selling consumer
goods. For the past quarter century or
more, marketing has been a dominant
management function in consumer
goods firms, offering strategic direction
as well as tactical expertise. Marketing
of industrial goods has lagged the con-
sumer sector but has become
significantly more organized and more
professional in the past 10 to 15 years.
Both conceprually and in practice, pro-
fessional marketing management is stili
relatively new to the service sector.
However, the increasingly competitive
nature of many service industries is
serving to emphasize both the impor-
tance of a marketing orientation and
the link between good marketing
practice and profitable performance.”

As firms in the leasing industry
begin to recognize their own need to
adopt the marketing concept, they
should be mindful of what Philip
Kotler refers to as the “five stages of
marketing enlightenment.” The
natural evolution of marketing through
the “five stages” leads from sales and
sales support systems o real customer
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service and sensitivity; from simple
products to innovative and differen-
tiated products that satisfy specific
needs; from customer perceptions
generated through personal selling o
strategic positioning within target
markets; and from ever-increasing
yearly sales quotas to sophistications in
analyzing markets, developing strageties
and ractics, and installing control
systems.

While some firms in the leasing
industry are clearly further along the
evolutionary marketing pach than
others, ic’s fair to say that the industry
has been predominantly sales driven.
Consider the ever-increasing compensa-
tion schemes granted to leasing
salespeople over the years; the prolifera-
tion of brokers, packagers, and other
entrepreneurial spirits whose value
added is limited to their hard selling
efforts; and those inevitable questions
asked when recruiting a potentiai sales
manager: “What kind of following do
you have! What business comes with
vou? Which vendors do you have in
your pocket? How many new equity
sources can you bring along?”

Of course, there have been
attempts to segment the market and
demonstrate greater customer sen-
sitivity: Who can forget the conven-
tional lessor specialties of “big ticket,”
“middle market,” and “vendor pro-
grams?”’ But, these represent only a
limited effort at market segmentation,

There also has been product inno-
vation: Some developed by lessors,
some by regulators. In the 1970s, the
industry went from a money-over-
money type lease with a choice of pur-
chase options to leveraged and single-
investor tax-oriented leases. The
accounting profession provided defini-
tions for capital, operating, and sales-
type leases while Uncle Sam gave, then
modified, and finally took away an
innovative and potenzially damaging
product, the Tax Benefit Transfer
(TBT). But, as an industry, equipment
leasing persists in offering a product
that is arguably the functional
equivalent of credit and is packaged,
delivered, and sold as a service by an
individual sales representative {AKA
district or regional manager, leasing
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officer, business development or
account manager, and every executive
title from assistant vice president to
chief executive officer).

With all this said, it’s still true that
this now mega-billion dollar industry is
extremely fragmented. No competitor
holds a clear and commanding position
with a dominant market share. The
opportunity to apply the marketing
concept and establish a strategic posi-
tion within the market is overwhelm-
ing: If this huge, fragmented market
could be segmented to group potential
customers into target markets, and
bundles of services could be developed
to satisfy the needs of those markets,
then individual lessors could rise to a
profitable deminance of those niches.

Perhaps, in reality, the issue is
more one of survival than one of iden-
tifying opportunities to be grasped. It is
necessary to recognize that the leasing
industry, like others before ir, has
matured; the overwhelming growth
that camouflaged a multitude of
management indiscretions has slowed
dramatically. Ease of entry into the
industry has become ease of exic. Insti-
tutions are now facing up to the pric-
ing and credit decisions of years past,
recognizing their losses and, in some

cases, selling out or closing shop. Bank
lessor after bank lessor has opted out of
leasing; industrial finance companies
and diversified financial service firms
have reported huge losses on their lease
portfolios; traditional lessor tax bills
have evaporated; and, ironically, there
still isn't enough business to go around.

Under examination, there are com-
petitive strategies at work that are con-
sistent with mature rather than growth
industries:*

¢ Joint venturing to access and reor-
ganize a mature market—major leasing
joint ventures recently have been
announced, including the Merrill
Lynch partnerships with both IBM
Credit and Comdisco.

e Accessing 2 marure market through
acquisition then rationalization or
consolidation—rtwo major insurance
companies have taken this approach
within the last six months: One
through its acquisition of Seafirst
Leasing; the other through its
acquisition and consolidation of

Equico Lessors and OMNILEASE.

e Development of clearly defined
market segments with strategic posi-
tioning by competitors—computer
leasing is so well defined that it has

Figure 1
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its own industry trade association,
Computer Dealers and Lessors
Association {COLA), with well-
positioned competitors (such as
Comndisco, CMI, CIS) belonging to
both COLA and the American
Association of Equipment Lessors.

¢ Development of brand recognition to
estzblish dominance in a mature
market—many large lessors have
utilized advertising in business and
consumer magazines to establish
their brands. More significantly,
Genera! Electric Credit Corporation
has recently commirted to a national
television compaign to create broad
customer brand recognition.
If these observations are cor-
rect—and the equipment leasing indus-
try has moved into its "mature stage”
(see Figure 2)—then 1 predict a shake-
out scenario with more intense com-
petition, but fewer competitors. Product
innovation will increase but, with few
barriers 1o entry, will be quickly
duplicated by competitors. Increased
specialization will take place with
lessors acting to dominate a market seg-
ment and establish defensible niches.
Competitors will be larger--with greater
resources—but potentially restrained
from acting quickly because of cor-
porate hierarchies and systems.
In light of this continuing
reorganization of the industry, lessors
would be well advised to re-evaluate
their own strategic position. A
thoughtful analysis should include:
® Market segmensation and an assess-
ment of market needs;

¢ A competitive dissection;

¢ A technology or product-potential
assessment;

¢ Profit sensitivity and impact of alter-
native strategies on overall organiza-
tional objectives.

Market Segmentation
and an Assessment
of Market Needs

This effort must go further than
the traditional big ticker, middle
market, vendor program approach.
Vertical industries, geographic location,
channels of distribution, and financing
requirements can all be used to further
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segment the market. Big ticket might
be segmented to project financing for
fully auromated manufacturing
facilities; middle market to in-patient
health care facilities with over 200
beds; vendor programs to agricultural
dealers in the tri-state (California,
Oregon, Washington) area. For a seg-
ment to be considered attractive, one
must be able to assess the degree to
which:
¢ The segment size and needs can be
measured;
® The segment members can be
effectively reached and served;
¢ The segment’s potential proficabilicy
merits the time and money to create
a dedicated effort.

Assessing and measuring the unmet
needs of a segment is crucial and
should not be based solely on intuition
or experience. Actual user interviews
by objective business analysts can over-
turn conventional wisdom and identify
innovation opportunities based on
unrecognized market needs. Curiosity is
important here, not preconception.

Competitive Dissection
This is an aggressive analysis to

identify competitor weaknesses which

may provide strategic opportunities.

This effort should develop answers to

questions such as:

¢ Which segments offer the least or
most vulnerable competition?

¢ Which competitors are tied to
elaborate corporate management
systems? Which have financial
problems?

¢ What are the backgrounds and atti-
tudes of the senior managers of
major competitors?

Technology or
Product-Potential
Assessment

This is an evaluation of the
technologies that lead to innovation,
product differentiation, need satisfac-
tion and vaiue added through
improved performance features, qualicy,
and application. Traditionally, it would
include a lessor's ability to evaluare and
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react to the changing regulatory/tax
environment, the ability to raise financ-
ing or find a tax bill to shelter, the
ability to fully administer a diverse
lease portfolio, or the ability to provide
a vendor timely and professional sales
and training. Many of these are “base
technologies” upon which the leasing
industry was formed, while some are
“key technologies” which are still under
development. The base technologies are
shared by many, while the key
technologies are possessed by few.
Then, there are “pacing technologies”
which are in an early stage of develop-
ment and have potential for further
product innovation. This assessment
leads to conclusions as to future invest-
ments: A new interactive computer
system to process vendor lease applica-
tions; development of new tax-based
financing sources; establishment of a
nationwide salesforce; an authorization
to hire experienced tax counsel; a
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sophisticated pricing system distribured
to a vendor sales force via personal
computer and telecommunications; etc.

Profit Sensitivity

The final step is ro identify the two
or three levers that dramatically move
profits—volume, gross margin, general
and administrative costs, sales
expenses, depreciation and residual
policies, etc.—and to relate them to the
needs of the selected marker segmens,
competitive positioning, and the results
of the technology assessment. All these
factors are then related to the overall
objectives of the organization, and a
strategic marketing plan is formulated.

Despite the much promoted
“experience” or “learning curve,” there
are many industries in which company
profits do not depend on it being the
low-cost producer. Differentiated prod-
ucts commanding a dominance in a
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market segment or defensible niche
grow faster, command higher prices
and bring higher margins than their
undifferentiated counterparts. They
also tend to generate higher returns on
investroent than do more price
sensitive “commodity” products.
Survival—and, perhaps, pros-
perity—is a realizable goal for lessors in
what appears to be a maturing indus-
try. In spite of the efforts of regulators,
deregulators, and special incerest groups
lobbying for faverable tax treatment,
there are tremendous oppertunities for

lessors who are willing to adopt the
marketing concept. There are market
segments te be identified; innovative,
need-satisfying services to be developed;
and niches to be dominated and
defended. All lessors share in the base
technologies of the industry. Many
have invested in key technologies to
differentiate services, and a few leading-
edge lessors (the survivors?) are
developing those pacing technologies
that will profitably position them in
the more competitive, market-driven
leasing industry of the 1980s.
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After 14 years and $300,000,000 in rental program pur-
chases you might like 10 know our secret of success.

it's simple.

We help ourseives by helping others.  We increase our
manufacturing clients’ market share and profitability by
praviding their customers with a more attractive way of
acquiring equipment. We solve the problems that aren't
solved through conventional full payout, third party
leasing:

For example, we developed innovative rental programs
that hefped:

[0 A fledgling office automation company implement
their market strategy by getting instant placements
rather than months of indecision from their
customers.

7 A food processing machinery manufacturer reap
extra profits by renting their $10,000 peach pitters
to fruit canners during the short canning season.

O A medical equipment manufacturer post heafthy
sales increases and gain wide market acceptance
by renting their sophisticated EKG diagnostic and
data transmission equipment to doctors.

We made rental pronrams ao from experimentat to
fundamental. No matter which service we offer—
acquiring and managing a portfolio of rental agree-
ments (operating leases) and capital leases from our
manufacturing clients, managing a lease portfolio for
institutional investors or entering into direct eguipment
rental agreements with end-users—our programs have
become a very fundamental and very profitable part of
business today.

Very profitable to manufacturers because they realize
an instant cash sale from their rental equipment, plus
an opportunity to share in future rental income, resi-
duals and tax benefits. And very profitable to investors

and lessees because of our expertise in managing

their assets.

Success in the rental business is more than
money can buy. We didn’t become num-

( ber one in our business just going by the

numbers.
Our personnel are experienced in market-
ing and operations as well as in finance. We
understand the needs of our clients and their cus-
tomers. We also understand equipment and the forces
of changing technology. We manage the risks of own-
ership, maximizing the value of the rental equipment,
and increasing immediate cash to our clients,

We provide service: marketing expertise to design
and promote specific programs and comprehensive
administrative support covering everything from billing
services and equipment tracking to detailed manage-
ment reporting.

In this case, bigger is hetter. We are a wholly-owned
subsidiary of U.5. Leasing International, inc., the
nation's oldest and largest independent leasing com-
pany. We have the resources to maintain and expand
our position of leadership in providing the most inno-
valive rental and leasing programs in America.

And since we’re specialists in managing rental
and lease porifolios, we can devote all our time and
energies 1o this end.

So whether America needs to process data, pit
peaches or plot a pulse, U.S. Pertfolio Leasing is here
to help today with rental and [ease programs to increase
market share and improve profitability.

UNITED STATES
» PORTFOLIO LEASING

LEASING

A U.S. Leasing Company
P 0. Box 3985
San Francisco, CA 84119
(415} 445-7453



Proposals for a
Uniform Personal Property
Leasing Law:

A Nontechnical Synopsis

by Alicia Navar Noyola, Esq.

With increasing frequency, lawyers
are suggesting the adoption of a
uniform law for personal properry leas-
ing. The rationale cited is both the lack
of uniformity in applicable law and
widespread uncertainty on whether par-
ticular statutes or concepts of common
law, originally developed in the context
of transactions categorized as sales of
personal praperty or financings secured
by personal property, should be applied
to transactions which are denominated
as leases by their parties.

Many who have spoken and writ-
ten on this topic have long experience
and established credentials as legal
theorists or as professionals or both.!
This article is not intended to add ro
or to comment on the body of juris-
prudential literature that has developed
over some 13 years in this area,? but

instead to summarize some of the
discussions in a nontechnical form and
to offer some observations from the
view of a leasing practitioner.

THE APPLICABLE LAW
While the conceprt of leasing may
be said to have ancient origins,? the
industry, as a truly significant factor in
capital formation, has only been in
existence this last quarter century. The
notions of sales and of chattel mort-
gages and other types of secured trans-
action have developed slowly, sup-
ported by a body of common and
statutory law that developed in parallel
to the development of the pecuniary
concepts. In contrast, leasing appeared
cn the legal scene virtually full grown.
For want of a better classification,
legal scholars apply the designation of




“bailment for hire” to this type of
transaction, but the venerable theories
of bailment are neither sufficient for,
nor wholly applicable to, the issues
raised by a modern leasing transaction.
In the abstract, a lease is properly
perceived as a bailment (the delivery of
a thing to a party not its owner, for
that party’s use, in return for compen-
sation pursuant to a contract).? In prac-
ticality, a lease can be seen not only as
a bailment, but also as a sale of the
leased equipment or as a financing
secured by that equipment. The extent
to which those various aspecis dictace
the true nature of a transaction
denominated as a “lease” depends upen
the structure of the transaction and on
the circumstances in which it was
entered into.

Because of its multiple
characreristics, courts and litigants have
struggled te make a host of commercial
rules of law fic the leasing arrangement.
The application is seldom predictable
or uniform, and, what is more unfor-
tunate, the consequences of the appli-
cation of these commercial laws may be
inconsistent with the relationship
which the parties intended when they
entered into the transaction. What
follows is a description of the way in
which various of those laws have been
or could be applied to leasing
transactions.

The Lessor as Creditor

One area of difficulty involves that
group of legal concepts brought to bear
as a result of che lessor's role as a
financing party. If the transaction is
viewed as a financing device, and the
lessor's interest in the leased propercy is
interpreted as a security interest, laws
regarding the perfection and priority of

The author is senior vice president and counse!
of Pacesetter Leasing Corporation, a newly
organized, privately held company that arranges
and participates primarily in third-party
operating-lease programs. She formerly held a
similar position at Budd Capital Markets, Inc.,
has been affiliated with United States Leasing
International, and has acted as lecturer in con-
tract writing and analysis at the University of
Califarnia, Berkeley School of Law.
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security interests, availability of
remedies, limitations on permissible
interest rates, and the rights of the
parties in the event of a bankruptcy,
might be properly applied.

Perfection and Priority

The Uniform Commercial Code
{UCC), adopted in much the same
form in virtually every state® includes,
in Article 9, provisions establishing the
rights of secured lenders and governing
their enforcement. A lessor deemed to
be covered by the Code is required to
make a public record of its interest in
the leased property by filing under the
provisions of Article 9 to protect its
interest in the leased property from
being subject to the interests of the
lessee’s creditors. A failure to file would
place the lessor in the category of an
unsecured creditor.’

The Code also establishes rules for
priorities among parties that may have
competing interests in the same col-
lateral. Even though a proper filing
under Article 9 may be in place, a
lessor’s interest may be subordinate to
those of other parties who may have
filed earlier than the lessor,? or to the
interests of a buyer withour knowledge
of the lessor’s interests, or to liens in
respect of federal or state tax liabilities,’
or to liens attaching because of the
nature of the property as a fixture,! or
to workmen's or materialmen’s liens.?!

Remedies

Article 9, in Part 5, sets out che
rights of a secured party in the event of
a debtor default. These provisions have
been applied to transactions where a
lease was determined to be one
“intended for security,”!? and have also
been applied to transactions where
there was no determination of whether
the lease was one intended for security,
and so expressly within the coverage of
Article 9, or a genuine lease.?? It is the
application of the provisions of this
Article to transactions denominated
leases which has caused the most com-
ment and concern among lawyers, and
has given impetus to proposals for a
uniform statutory approach to personal
property leasing.
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The remedies available to a creditor
under Article 9 include the right to
repossess the collateral if it can be done
without a breach of the peace, or to do
so rhrough judicial process;!? if the
debror consents, the right to retain the
collateral in full satisfaction of the
debt;!® and the right to dispose of the
property—by sale, lease, or other-
wise—so long as the disposition meets
the two basic requirements of the
Code: The debtor must receive
reasonable notice of the creditor’s
intention to dispose of the asset, and
second, the disposition must be
“commercially reasonabie.”!$

The creditor’s rights are balanced
by the rights of the debtor to redeem
the property at any time before it has
been disposed of or before an agree-
ment is made as to disposition or as to
retention, by paying to the debtor the
amounts owing;'? and to challenge a
proposed disposition before it is
made. '8

i, after a proper disposition, there
remains a deficiency owing by the
debtor, the creditor may claim the
amount of the deficiency. If there are
excess proceeds from the disposition,
these are credited to the debror.!?

The intent of the Code is to assure
that the highest possible price will be
obtained for the collateral that secures
the debt.?0 While this is certainly the
same intent of a lessor seeking 1o
dispose of leased property defaulted
upon by the lessee, in several respects
the application of Article 9 can be at
odds with the interests of a lessor in a
true lease transaction.

The premise underlying the
remedies prescribed by Aurticle 9 is that
the debtor has equity in the property,
which cannot be bargained away.?!
Consequently, the debtor is entitled to
the value of the property, offset only
by the amount of the debt obligation.
If Article 9 is applied literally to a lease
rransaction, then the entire disposition
proceeds, including the proceeds that
can be attributed to the residual value
of the equipment after che lease term,
are credited against the lessee’s obliga-
tions under the lease,?? and if there is
any excess, it is paid to the lessee. The
lessor is deprived not only of the
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residual value that it may have
assumed at the beginning of the lease,
but if the property has increased in
value beyond the parties original expec-
rations, the lessee, not the lessor,
receives the benefit of the windfall. The
lessee is thus in a more advantageous
position as a result of the default than
it would have been had no default
occurred and the parties had disposed
of the property at the end of the term
in accordance with the lease.

The premises underlying Article 9
are intended to protect not only the
debtor’s interests but also (or perhaps
more so} the interests of other secured
parties. Hence the Code permits the
debtor to vary the provisions of the
Arricle by contract only within a
limited scope. While a leasing transac-
tion may be intended as the functional
equivalent of the extension of credit,
and the remedies provided for by Arti-
cle 9 may be suitable, leases are fre-
quently entered into on the basis of
noncredit considerations, and the
remedies designed in light of such non-
credit considerations may not be
enforceahle upon application of
Acrticle 9.

The standards impased by the Arti-
cle on a creditor in connection with a
disposition are stringent, requiring that
“every aspect including the method,
manner, time, place, and terms” of a
disposition be commercially reason-
able.2? The procedures that les-
sors presently have in place for dis-
position of leased assets defaulted
upon may not rmeet the standards. The
effect of a lessor's failure to comply
with the required method of dispesition
is significant: Such a lessor may be dis-
qualified from collecting any deficiency
from the lessee.??

Usury

If the lease can be said to be a loan
of money or a forbearance of a debt,
then it is subject to the limitations
against usurious rates of interest
imposed in most states by statute or
constitutional proscription.?® A great
volume of leasing is exempted from
usury limirations either because of the
nature of the lessee as a commercial
entity, because there is a specific
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exemption provided for the lessor, or
because of the time-price doctrine,
which allows a seller of property to sell
at one price for cash and at another for
credit, without the application of usury
laws. However, in cases where the laws
are deemed to apply, the consequences
for violation are severe, ranging from
precluding the creditor from collecting
the portion of interest held to be
usurious, to penalizing the lender by
requiring a reimbursement to the bor-
rower of a multiple of the usurious
interest.

Bankruptcy

Whether a transaction is
characterized as a lease or as a secured
lending can have a significant bearing
on the rights of the lessor/creditor in
the event of a bankruptcy by the
lessee/debror. In either case, the filing
of a bankruptcy petition automatically
stays the exercising of the creditor or
lessor remedies against the debror or in
respect of the property at issue.?® If the
rransaction is a lending, the debtor has
the right to continue to use any of the
collateral property, with or without the
consent of the lender, so long as the
lender is given “adequate protection”
that the “value” of the property will be
preserved.?” The extent to which this
protectiorn: is beneficial to the lender
depends upon how the property is
valued. By comparison, if the transac-
tion is a lease, the debtor/lessee must
assume the lease or reject it in its
entirety, and if assumed, must give to
the lessor “adequate assurances” that
any prior default will be cured
promptly, and that performance will
take place in the future,”® thus protect-
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ing the lessor’s negotiated rental
stream.

The Lessor as Seller

A further group of laws is sought
to be applied to lessors as a conse-
quence of their role as direct or indirect
suppliers of equipment. These may
create liabilities in respect of sales war-
ranties, impose an obligation to collect
taxes, and limit the enforcement of
lessor remedies.

Warranties

 There have developed over time in
the common law, two warranties that
are implied in connection with trans-
actions involving goods. These warran-
ties, that of merchantability and that of
fitness for a particular purpose, have
been codified in Article 2 of the
Uniform Commercial Code.? The
significance of the warranties lies in
their strict imposition of liability: War-
rantor liability does not depend on
fault, so that there is liabilicy even
where there is no negligence.?

The warranties have been applied
in lease cases both prior to and since
the adoption of the Uniform Commer-
cial Code?! in instances where courts
have found some nexus between the
lessor and equipment that justified the
imposition of liability, such as the
lessor’s special knowledge of, or extent
of experience with, the equipment, and
a showing of reliance by the lessee on
the lessor’s judgment.?? The warranties
can be excluded by contract provision
meeting the requirements of the

Code.??
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Sales and Use Tax

When a lease is perceived as a sale
of the leased property, the laws
requiring collection of sales or compen-
sating use taxes may be applicable.
Some jurisdictions specifically include
leases within the types of transactions
on which taxes are imposed.™ By con-
trast, a true financing is not itself
subject to sales and use tax laws.

Remedies

Article 2 of the Uniform Commer-
cial Code also describes the remedies
available to a seller in the event that a
buyer defaults in the payment of the
purchase price of goods. Because of a
lessor’s role as a supplier of equipment,
these sections of the Code have been
made to apply to lessors. Thus the pro-
vision that liquidated damages should
be only for “an amount which is
reasonable in the light of the antici-
pated or actiral harm caused by the
breach, the difficulties of proof of loss,
and the inconvenience or nonfeasibility
of otherwise obtaining an adequare
remedy,” and the prohibition of
“unreasonably large liquidated
damages™¥® could limit the enforce-
ability of acceleration of rentals clauses.

A further provision of Article 2
would, if applied to a lease, indirectly
require a lessor to mitigate its damages
in enforcing its remedies. Damages to a
seller under Article 2 are limited to an
amount equal to the difference between
the market price of the goods involved
in the defaulr, and the unpaid contract
price.’® In order to mitigarte, the lessor
would be required to dispose of the
leased asset by sale or re-lease, crediting
the lessee with at least the value of the

use of the property during the remain-
ing lease term.?? As is required in con-
nection with the enforcement of
remedies under Article 9, applying to
secured parties, the disposition of the
goods must be done in 2 “commercially
reasonable” manner.®

It has been suggested that a “mer-
chant lessor” (a lessor who is in the
business of leasing equipment of the
same type as that sought to be disposed
of) is unfairly burdened by the require-
ment o lease or sell the equipment
involved in a default to a customer
who would otherwise have taken an
item of equipment from the “merchant
lessor's™ inventory, and that there
should be some exemption from the
requirement to mitigate for such
lessors.*® However, this is exactly the
burden thar Article 2 places expressly
upon sellers of goods, and it seems
inconsistent to relieve a supplier from
the requirement of the statute because
of the method that it selects for placing
the goods in the hands of & customer.®

The Lessor as Owner

The lessor's status as owner of the
leased equipment may be the basis for
liability for personal property taxes.’! It
also may make applicable the doctrine
of strict liability in tort, under which a
lessor/owner may be deemed liable in
connection with claims or losses relat-
ing to the equipment, even without
a showing of negligence on its parc.’2.

THE PROPOSALS

None of the proposals for statutory
treatment of personal property leasing
appearing to date have offered com-
prehensive statements of what a new
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law should be. Rather, the proponents
have soughrt to encourage discussion
within their profession and in the
industry as to the merirs of various
suggested approaches.

The proposals primarily have
addressed remedies available to a lessor
in the event of a default under the
lease, and, to a lesser extent, the
requirement of filing to create a public
notice of lease transactions. Among
tegal scholars, there is much debate as
to whether the statutory treatment
should take the approach of an amend-
ment to the definitions section of the
Uniform Commercial Code and to
Articles 2 and 9 of the Code, the addi-
tion of one or more Articles to the
Code, the creation of an entirely new
code, or some combination of the
above. For purposes of this article, the
substance of the proposals mighr best
be understocod withour considering how
changes in the law would be accom-
plished structurally. The proposals sum-
marized below reflect the widely diverg-
ing approaches that are possible with
respect to this issue.

A “True Lease” Statute

One approach* is to acknowledge
a distincrion between “true” leases and
teases which fall in the category of
security arrangements. Leases in the
latrer category are presently and would
continue to be governed by Article 9.

"Nonsecurity” leases would be
covered by new provisions of law,
which would provide remedies designed
to protect the lessor’s benefit of its
bargain. These remedies would include:
All the remedies to which a secured
party is entitled; and in addition,.the
right to terminate the lease, to recover
any accrued and unpaid rentals, with
interest, and to recover such compensa-
tion as will place the lessor in the posi-
tion in which it would have been had
the leasing agreement been performed
in accordance with its terms.

In determining the amount of this
compensation, the lessee would be
credited only with the value of the use
of the repossessed equipment for the
remainder of the original lease term,
and would receive no credit for the
value of any residual; the lessor would
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be required to make reasonable effores
to avoid loss.

This approach does not provide
any simple formula for calculating the
damages available on a breach, leaving
a great deal to be determined in accord-
ance with the circumstances surround-
ing the lease transaction. Thus, for
example,. whether the lessor was a
“merchant” (and so would lose velume
of sales by being required to sell or
re-lease equipment which had been
default upon) would be taken inte
account in determining what compen-
sation would give the lessor the benefit
of its bargain. Similarly, there is no
absolute requitement that a lessor sell
or re-lease the equipment in order to
mitigate its damages. The lessor would
be required to do so only if it were
reasonable to do so in order 1o
diminish the loss.

A "No Distinction” Statute

An alternate approach* is pre-
mised on the cheory that there is no
theoretical line between a lease con-
stituting a security agreement and one
more properly termed a “crue” lease,
and that, so long as the remedies
which are designed are appropriate to
the transaction, it does not matter that
a distinction cannot be drawn between
the two types of agreements.

The starting point of this proposal
is that whenever a lessor grants a pur-
chase option to a lessee, for whatever
price, that lessor has given up to the
lessee the opportunity for economic
gain from the residual. Consequently,
remedies should be drawn which pre-
serve this equity position for the lessee.
On lessee default, the lessor would be
required to sell the property, and all of
the proceeds, less the option price,
would go to the credit of the lessee and
be applied against its liability for prior
and future rents. (Presumably an
option to purchase at fair market value
would bring the transaction within the
ambit of these requirements, so that a
lessor would be required to sell the
equipment in order to preserve the
right to damages, but the lessor would
preserve the benefic of any unantic-
ipated increase in the value of the
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equipment. Such a sale would establish
facenally what the market value of the
equipment is {an amount that equals
the lessee’s option price).

If there is no purchase option, the
lessor would be required to sell the
equipment only if at the time of
repossession the lease term remaining is
more than half of the remaining useful
life of the equipment. The lessee
receives credit for a portion of the sale
proceeds in the proportion of the pres-
ent value of the use of the equipment
for the remaining term to the present
value of the use of the equipment
beyond the term. If the lease term
remaining is less than the remaining
useful life, the lessor is obligated only
to re-let the equipment.

These proposals are radically dif-
ferent. Each has appeal from the
perspective of a lessor. The merit of the
first proposal is that it acknowledges
and preserves for the lessor its antic-
ipated benefit from a true lease transac-
tion. However, in order to do so, it
requires that a distinction be made
between a lease which constitures a
“security agreement” and one which
does not. The difficulty in distin-
guishing between the two is, in large
part, the cause of the current uncer-
tainty and unpredictability that is
sought to be avoided by a statutory
treatment of leasing.

The drafters provide some stan-
dards intended to guide a court in
classifying the transaction, such that a
lease which preserves a “meaningful
residual” for the lessor is considered to
be a true lease. The existence of a fixed
price option to buy or to re-lease, so
long as it is for an amount “reasonably
estirnated by the parties at the time the
agreement was made to be not less
than the fair market value of the prop-
erty at the time the option is
exercised,” does not of itself disqualify
an agreement as a true lease; however,
if: The agreement requires the lessee to
pay an amount reasonably equivalent
to the purchase price of “the goods”
and provides the option to purchase
the equipment at no consideration or
for nominal consideration; or at the
time the lease or an extension is
entered into, the parties “could not
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reasonably have expected that the
leased item would be returned by the
lessee to the lessor at a time and in a
condition that it would have a value
not insubstantial in comparison with
the value of the property at the time
the lease was made,” then the agree-
ment is deemed to be one for security.

All of these standards are
thoughtful references ta the intention
of the parties at the time a lease is
entered into or extended. However,
none of the standards is 2 touchstone.
Because by necessity they encompass a
wide spectrum of factual circumstances,
they must be drafted in broad
language. Certainly, the guidelines
would be a valuable codification of
critical factors that a court is to con-
sider, such that some of the more
anomalous and contradictory judicial
conclusions would probably be
avoided. It is difficult nonetheless to
expect that there would be a significant
reduction in litigation as courts struggle
to determine whether the facts of a
given situation fit the guidelines.

The “no distinction” statute is
appealing because it avoids the dif-
ficulcy of making a definitional distinc-
tion between a true lease and a security
agreement. However, it rests on making
key factual determinations: Whether a
purchase option exists, and if not, what
the life of the equipment is when a
default occurs.

Even when the facts are clear as to
the existence of a purchase option, it
seemns unlikely that lessors would be
prepared to acknowledge thar in grant-
ing a purchase option, at any price,
they have forfeited their ownership
interests in the leased equipment. The
argument that the grant of an option
indicates a lessor’s willingness to part
with the economic gain that might be
obtained upon disposition of the eguip-
ment is correct as an abstraction, but
this is a2 willingness to pare with ticle to
a given lessee, for a given price, and on
the premise that the lessee perform
fully its lease obligarions. From a prac-
tical point of view, lessors often obtain
the benefit of a residual higher than
originally anticipated even in cases
where an option has been granted to
the lessee, because the lessee is not
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interested in or is not able to exercise
the option. The proposal would, as a
matter of taw, declare that a lessor who
has granted an option has no entitle-
ment to a gain from residual and—
what is perhaps more troublesome—
would deliver the benefit of the gain tw
a defaulting lessee.

Moreover, the same requirement
that equipment be sold is imposed even
absent a purchase option whenever the
remaining term of a lease is equal to or
greater than half of the remaining life
of the leased equipment. The avail-
ability to the lessor of the economic
benefit of ownership would thus
depend on the timing of the lessee
default. One can expect that in those
situations where there is gain to be
expected by the lessee from a forced
sale, there would likely arise dispute as
to what, in fact, constituted che
“remaining useful life” of the equip-
ment, in order to establish the
applicability of the requirement.

There is a further practical diffi-
culty with the requirement of a disposi-
tion by sale. Such a requirement
imposes on the lessor the risk of recap-
ture of tax benefits in circumstances in
which it is least likely that the lessee
could perform on its indemnity to the
lessor covering the availability of those
benefits.

Various factors contribuze to the
difficuley of determining, either as a
matter of law or of fact, what is the
nature of a given lease transaction. A
key factor, discussed above, is the
mixed jurisprudential heritage of this
type of transaction. Yet there are other
factors which ought to be recognized in
connection with discussions respecting
a uniform personal property leasing
law.

Many of the cases in which courts
sought to make the distinction between
a lease and a security agreement share
a common factual thread: The lessor
sought to enforce remedies that were
inconsistent or overreaching. One can
infer that-a court, in order to avail
itself of the equitable principles
underlying the security agreement laws,
would seek to classify the lease as such
an agreement. So long as lessors con-
tinue to write leases containing remedy
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provisions which could be seen as
unconscionable, or as providing a
benefit beyond that originally intended
to be cbtained from the transaction,
the line between security agreements
and true leases will continue to blur, as
courts and legal scholars reach for
whatever codified principle they can
apply, either directly or by analogy, to
balance the equities between the
parties.

Another factor that makes it dif-
ficult to draw the line between the two
types of transactions is the extraor-
dinary flexibility and originality of the
leasing industry in devising lease struc-
tures to accommodate changing
economic and technological cir-
curastances. Structures for variable rates
or variable terms, leases for terms
materially less than the useful life but
longer than month-to-month, and
leases permitting cancellations before
the expiration of their terms could not
easily be analyzed on the basis of the
criteria suggested in these proposals.

One of the stated purposes of codi-
fying the law of persenal property leas-
ing is chat such treatment would pro-
mote uniformity in the treatment of
lease transactions. Like the Uniform
Commercial Code, a leasing statute (in
whatever form it is ultimately enacted)
could be adopred in substantially che
same form in every state of the
Union.*’ But this will not result in
meaningful uniformity. It is unlikely
that a state statuce will govern the
determination of substantive issues that

are raised in a federal tax context, or in

a bankruptcy, or in connection with
questions of securicies law. These areas
of law are likely to continue to be
enforced in the manner that their
enforcers believe best meets the special
purposes for which they were adopted.
Yet the codification of leasing law may
have an impact that proponents may
not intend, by adding to the muleiple
criteria that already are applied in
those areas of the law to determine
whether a transaction is a lease, and sc
increasing uncertainty.

Discussions on the purpose
underlying a uniform codification and
on the actual proposals for a statute
will likely continue for some time. The
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nonlegal sector of the leasing industry
would do well to bring its perspective
o these discussions.

Footnotes

I. The topic is currencly being studied by the
Subcommittee on Personal Propesty Leasing
of the Committee on the Uniform Commer-
cial Cede, American Bar Association Section
of Corporations, Banking and Business Law;
by the National Conference of Commis-
sioners on Uniform State Laws, Personal Prop-
erty Leasing Commitree, and, in a cross-
national context, by the Internaticnal
institute for the Unification of Private Law

(UNIDROIT).

=]

See, for example, Coogan, Hogan and Vagts,
Secured Transactions Under the Uniform Com-
mergial Code (Matthew Bender 1963, Supp.
1983), Chapters 4.1 & 4.2 by Peter F.
Coogan and Chapter 4.3 by Mr. Coogan
and Amelia H. Boss; Kripke, Book Review:
Equipment Leasing - Leveraged Leasing, 37 The
Business Lawyer 723 (1982} Leary, Jr., The
Procrustean Bed of Equipment Leasing, 56
N.Y.U.L. Rev. 106 1 (1981); Maney, Personal
Property Leasing: A Challenge, 36 The
Business Lawyer 160 ] {1981); and carlier
commenzs at 47 Notre Dame Lawyer, 993
(1972) and 13 UCLA Law Review 12}
(1965).

3. Leasing lore has it that the first recorded
instances of leasing involved the purchase
and leaseback by Egyptian Pharaohs of their
subjects’ fand. A more appropriate historical
precedent is the practice of railroads, begin-
ning in the {9th Cencury, to lease their
rolling stock.

4. ). Story, Comumnentaries on the Law of
Bailments (rev.ed. 1832).

All the states of the Union, except Loui-
siana, and the District of Columbia and the
Virgin Islands, have adopted the Code. Loui-
siana has adopted only certain sections.
Uniform amendments to the Code are in
place in 21 statck.

6. UCC Section 9-302. The Code also provides
for a “precautionary” filing under Secrion
9-408; such a filing is not an acknowledge-
ment that the interest of the lessor is only
thar of a secured lender, bur protects irs
interests in the event that it is determined
cthat the lease is intended as a securivy and is
not a true lease,

7. UCC Section 9-302.
8. UCC Section 9-301.

5. UCC Section 9-312(5)a).”
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10. UCC Section 9-313.

11. See, for example, Lease Service Corp. v. Car-
bonex, Inc., 512 F.Supp 253 (S.D.N.Y. 1931).

12. Grossman v. Lippson, 8 Cal. App.3d 554, 146
Cal Rptr. 741 (1978).

13. Puritan Leasing Co. v. August, 16 Cal.3rd 451,
346 P.2d 679, 128 Cal.Rptr.175 (1976), relied
on for the proposition that the remedies
applicable in a secured transaction and in a
true lease are the same in W.W. Leasing
Unlimited v. Torok Exploration, Mining &
Construction Ce., 575 F.2d 1259 (9:h Cir.
1978). See DeKoven, Leases of Equipment:
Purizan Leasing Company v. August, on
Dangerous Decisien, 12 US.F.LR. 257 (1978).

14. UCC Section 9-503.

15. UCC Section 9-505(2). The consent of other
secured parties may also be necessary.

16. UCC Section 9-504(3).

17. UCC Section 9-506. Mr. Coogan comments
that even where there exists a valid accelera-
rion clause triggered by a debtor's default in
paying a given installment, it is conceivable
that a court mighe allow a debtor to redeem
by paying only the installments that may be
unpaid, without requiring payment of the
full accelerated amount. Cooper, et. al.,
supra, at Section 8.06.

18. UCC Scetion 9-507(1}. The right to
challenge also is given to other parties
secured by the property being disposed.

19. UCC Section 9-504.
20. UCC Section 9-504, comment 1.

21. See G. Gilmore, Security Interests in Personal
Property, section 44.2 (1965).

22. This was the outcome of Puritan, supra n. 13.
23. UCC Section 9-504{3).

24. There are two lines of chought as to the con-
sequences: One would deny the right to any
deficiency, and the other would deny the
right only to the amount of the difference
berween what was actually collected at the
nencemplying disposition and what would
have been obrtained ar a disposition in line
with the requirements of the Code. See cases
cited Messts. Coogan and Hogan in Coogan,
et. al., supra, at Section 8.06 (2).

25. See, for example, National Car Rental v.
Hendyix, 565 F.2nd 255 (2d Cir. 1977).

26. Section 362 of the Bankruptey Code.

27. Sectien 363 of the Bankrupicy Code.
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32

33

34.

35.

3é.

38

39,

40,

41.

42,

43.

44.

Section 365 of the Bankruptey Code.
UCC Section 2-315 and Section 2-314.

See Farnsworth, Implied Warranties of Quality
in Non-Safes Cases, 633 Columbia Law
Review, discussion at 657-660.

Article 2 has been applied directly to leases
and has been applied by way of analogy.
Mocney, supra, at 1619.

Carlin, Product Liability for the Equipment
Lesser? Merchant-Lessor versus Finance-
Lessor, Chaprer 8, Equipment Leasing-
Leveraged Leasing, Practicing Law Institute
{1980).

UCC Section 2-316 and 2-317.

As does, for example, California.

UCC Section 2-718(1).

UCC Section 2-708.

. UCC Section 2-706.

id.

See Honeywell, Inc. v. Lithonia Lighting, Inc.,
317 Supp. 406 (N.D. Ga. 1970), discussed at
Hawkland, The Impact of the Uniform Com-

mercial Code on Equipment Leasing, 1972 Tl

L.F. 446, 458,

Kripke, Getting Down to Earth on Equipment
Leasing Transactions, 12 Practicing Lawyer 9,

36 (1966).

See, for example, RCA Corporation v. State
Tax Commissioner 513 S.W.2d 313 (Mo.
1974}.

See Fraser, Application of Strict Tore Liability
to the Leasing Industry: A Closer Look, 34
Business Lawyer 605 (1979).

Proposed by Mr. Coogan and Professor Boss
ar a symposium “Personal Property Leasing:
Prospects and Proposals for Uniform Statute”
sponsored in February, 1983, by the
American Law Institute and the American
Bar Association.

Proposed by Mr. Kripke at the same sym-
pesium, n.43.

. There is, of course, no guarantee of unifor-

mity, as the statute is adopted by indepen-
dent process in each state. Nor will adoption
be speedy. For example, the amendments o
the Uniferm Commercial Code promulgated
in 1972 are to date in effect only in some 22
states.
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[] Excellent [] Good [ Fair [ Nonexistent
(If you presently use guide books, lower by two.)

Full-time Field Inspectors/ Shared Costs.

[0 Excellent [] Good [ Fair [] Nonexistent

Collateral Worth/Auction Prices Paid.

All categories of equipment.
[1 Excellent [ Good [] Fair [J Nonexistent

Fixed Interval Inspection Plan,
[] Excellent [ Good [J Fair [J Nonexistent

Remarketing.
Ability to identify and reach 100,000 end users.
[ Excellent [ Good [J Fair ] Nonexistent

As you probably didn't check the first box under all
the headings you now know this is an unfair test,

Without a large user base, most Lessors couldn't justify
such sophisticated management tools. Thanks to our
clients we can. So if your Equipment Department’s scora
is somewhat less than excelient, you can benefit from
our vast knowledge and experience.

As a recognized leader in the equipment leasing and
financing field, Maryland National Leasing Services
Corporation knows the market as few others do. Regard-
less of whether it’s a single unit or a large inventory of
equipment, we have the personnel and professional
background to evaluate, manage, inspect
and ultimately dispose of leased
assets for the best possible
return on investment. To find . A
out how we always score

[E/Excellent ... call
301-321-1100

marvyiand
national S
leasing services COI"DOPatIOD

300 East Joppa Rd., Towson, MD 21204

AR

annownces the velocation of its
Intermediate Term Lending
Division
to new expanded offices at:
104 Carnegie Center
Princeton, New Jersey 08540
(609) 452-0600
Contact -
Richard S. Ballard, President, or
Susan M. Lamm, Vice President,
Sfor details on Armco alternative
financing plans, including:
Intermediate Term Lendmg,
Syndications,
Leveraged Acquisitions, and
Senior Delt Issues.

AL

ARMCO
ARMCD FINANCIAL
CORPORATION






