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HEDGING INTEREST-RATE RISKS
8 FOR LESSORS

BY GEORGE A. HacHEY, PH.D. AND JAMES M. JoHNSON, PH.D.

The level and volatility of interest rates has increased
dramatically over the past fifteen years, causing lessors
to explore and implement new methods of protecting
profit margins. This article examines tools which can be
used to protect profit margins of businesses subject to
variable interest rates, and evaluates their usefulness to
lessors. The two asset mechanisms evaluated are
variable rate leases and variable lease maturities.
Liability management tools examined include financial
futures and interest rate swaps:

SINGLE-INVESTOR LEASE ACCOUNTING:

Zé Is 1T EcONOMICALLY REALISTIC?

BY LLOYD A. HANES, JRr.

The article analyzes how well accounting for single-
investor leases represents the underlying economics.
The implications of the conclusions reached are then
investigated with regard to stipulated loss values and

lessor default exposure.




DEVELOPING A STRATEGIC
MARKETING PLAN

BY STEPHEN C. D1AMOND

The article presents some of the variables that should be
considered in segmenting the market as a prelude to
developing a strategic marketing plan.

IMPLICATIONS OF AN AAEL
CREDIT ANALYSIS SURVEY:

A FEW SURPRISES

BY ALBERT R. MCMEEN

The article analyzes the results of an AAEL Credit
Analysis Survey, providing an overview of how the
diverse elements within the equipment leasing industry
approach credit analysis.

CAPITAL FORMATION, TECHNOLOGY,
AND EcoNOMIC POLICY

BY BARRY P, BOSWORTH @

The article reviews empirical studies of the productivity
growth slowdown with particular emphasis of the role of
capital, examines the behavior of saving, investment
and trends in capital income taxation and discusses
policy actions that might be taken to promote a faster
rate of productivity growth in the future.







essors increasingly have
become exposed to inter-
est rate risk over the past
fifteen years due to struc-
tural changes in the global
economy. As a result of interest rate
variability, lessors which cannot obtain
fixed-rate financing run the risk of
diminishing profit margins (or losses)
whenever interest rates are rising. This
article discusses some of the ways in
which a lessor can protect against such
risk from both theoretical and practical
perspectives.

Background

The level and volatility of interest
rates have become z fact of life over
the past fifteen years, and show no
signs of abating in the near future.
During this pericd, each successive
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business cycle has set both higher
highs and higher lows in interest rates.
As a result of this phenomenon, many
lessors have been faced with a problem
not confronted previously: Obtaining
fixed-rate debt financing. During the
1950s and most of the 1960s, lessors
could finance leasing portfolios with
either short or longterm debt at rates
which were fixed or virtually fixed.
The beginning of the new era can be
traced to the 1969-1970 recession in
which many banks were forced to
honor contractual lines of credit at
fixed 10% rates, while borrowing in
the federal funds market {from other
banks) at 11 to 12%. Due to the in-
evitable profit margin squeeze which
ensued, banks began to negotiate
variable-rate loans in increasing
numbers.

During the 1980-1982 recession,
many lessars found it increasingly dif-
ficult to raise fixed long-term financing
as well. The result of these variable
interest rate pressures—both short and
long-tetm—was to cause a number of
lessors to consider or require variable
rental payments to protect profit
rnargins.

Interest-Rate Risk

The dilemma facing lessors can be
explained in terms of interest-rate risk.
Interest-rate risk can be defined
broadly as the adverse consequences
associated with an unexpected change
in interest-rate levels. It can impact a
lessor in several ways. First, if interest
rates rise, the value of fixed-income
(rent) investments (leases) declines.
Also, if a lessor is financing a fixed-
rate lease investment with variable-rate
debt (either short-term commercial
paper ot bank lines, or longer-term
variable-rate debt), the cost of the
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financing increases. Depending upon
the magnitude and duration of the
interest rate increase, profit can be
eroded and losses can result. Alrer-
natively, a decline in rates will result
in a more favorable yield on fixed-rent
leases, although this is somewhat
diminished by cash flows being rein-
vested at lower rates. Any strategy
employed by lessors to protect yields
when they are subject ro variable-rate
debt financing is termed hedging.

Traditional
Perception of Hedging

Basic finance textbooks discuss
hedging as a2 matching of asset and
liability maturities.! Thus, short-term
assets are financed with short-rerm
debt (or variable-rate debt set to be
repriced when the assets mature) and
long-term assets are financed with
long-term fixed-rate debt. The goal of
this approach to asset/liability manage-
ment is to secure a positive spread
between leasing and borrowing rares,
developing an acceptable yield on
invested capiral.

1If a lessor finances intermediate to
long-term lease investments with short-
term or variable-rate debt, it faces two
tisks. The first risk is that che lessor
may not be able to “roll over” or
renew the financing. The second risk is
that it only may be able to roll over
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the financing at a higher rate (interest-
rate risk). The more closely the lessor
matches the maturities of asset invest-
ments with those of the funds used to
finance them, the smaller the potential
impact of rollover and interest-rate
risks.

Alternative traditional hedging
strategies involve intentional mis-
matching of asset and liability
maturities. These strategies are utilized
to take advantage of expected changes
in interest rates. Thus, if interest rates
are expected to decline, a fixed-rate
borrower might choose to shorten the
maturity of its liabilities in order to
lower its cost of funds more rapidly. If
an increase in interest rates is forecast,
a borrower might choose to lengthen
the maturity of its fixed-rate liabilities
to take advantage of their current
lower cost.

Matching the maturities of assets
and liabilities would seem to be a
relatively easy strategy to follow. In
practice, however, significant dif-
ficulties can and do arise. A lessor
must design its financing product to
meet the needs of its customers, and
be competitive with other lessors. The
terms and maturities of leases it can
offer are largely determined by these
two factors. Thus, lessors often find it
important to offer fixed-rate leases for
intermediate or longer periods of time.
At the same time, however, a lessor
might be unable to obtain fixed-rate
debt financing with a term which
matches that of the lease being struc-
tured. During volatile interest-rate
periods, variable-rate debt may be the
only type of funding available. Thus,
matching asset and liability maturities
may prove difficult or impossible dur-
ing such rimes.

When confronted with variable-
tate debt financing, a lessor may
attempt to hedge (protect) profit
margins by employing either asset or
liability strategies. The conceptual and
practical aspects of four possible
strategies will be explored in the
remainder of this article: Two on the

asset side and two on the liability side.

Possible asset hedges are variable lease
payments and variable lease terms.
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Liability-focused tools include financial
futures and interest-rate swaps.

Variable Lease Payments

Variable lease payments would
seem to be the easy solution to a
variable interest-rate financing prob-
lemn. Lease payments could be tied to
any number of indices, and adjusted at
various intervals. The ideal hedge
would require, for example, that rent
payments be adjusted such that lessor
yield is constant—regardless of the
duration or extent of unfavorable
interest-rate changes affecting lessor
financing.

Although straightforward in con-
cept, lessors must assess three issues in
determining whether variable rents
represent an attractive hedging tool.
One issue relates to the financial
substance of the lessee. To the extent
that a lessee is a relatively weak credit
risk and/or operates a cyclical
business, charging variable lease
payments does not necessarily insure
collection.? Because interest rates tend
to peak at the conclusion of an
economic recovery {and thus at the
beginning of a decline), variable lease
payments tend to increase lessee
obligation at precisely that time when
it will create the greatest economic
burden to do so.

A second consideration invalves
specification of the formula selected to
link lease payments to interest-rate
changes. For lessors which adhere to
IRS Revenue Procedures (guideline
lessors), it is important to specify in
the lease contract how rents may vary
as a function of a defined index.? In
terms of economics, it is important o
utilize an index which matches--as
nearly as possible—the changes in the
lessor’s cost of funds. The importance
of this is caused by the lack of perfect
correlation between different interest
rate series. Ideally, a lessor will specify
the same index for lease payment
adjustments as its lenders use in
adjusting its debt service.

A third consideration—and to
many lessors the most important—
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relates to marketing. Offering variable-
rate leases may protect lessor profit
margin, but at what price? If a lessor
offers only variable-rate leases while
competitors offer attractive fixed-rate
leases, the effectiveness of variable
rates as a profit hedge becomes
somewhat irrelevant. Little comfort
can be had in knowing that profit
margins have been protected if transac-
tions cannot be closed, leaving no pro-
fit to protect.

Thus, the ultimate effectiveness of
variable-rate leases as a hedging device
is directly related to competitive prod-
uct offerings.

Variable Lease Maturities

Commmercial banks have used
successfully variable loan maturities as
a method of protecting investment
yields, without requiring borrowers to
increase their debt service payments
during periods of rising interest rates.
Effectively, a loan is structured such
that the total periodic payment is
fixed. ¥f bank cost of funds subse-
quently changes, the fixed payment
simply is allocated between interest
and principal reflecting the rate
appropriate for that period. Should
interest rates rise subsequent to com-
mencement of the loan, the result will
be a longer than originally anticipated
loan term, because smaller allocations
of loan payments will be made to prin-
cipal than was originally the case.

Variable lease maturities, as with
variable rents, would appear to be a
plausible mechanism for lessors to
erploy. This device would eliminate
the unattractive aspects of variable
lease payments, while permitting the
lessor to protect its investment yield.
However, tax law may preclude this
from being an attractive option to
guideline lessors.* IRS guidelines
require that the useful economic life of
a leased asset be the greater of one
year or 20% of its total economic life
at the end of the lease term. Thus, if a
variable lease term is negotiated, it
ultimately could violate the remaining
life requirement even though this was
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met at the inception of the lease. Con-
cern over this requirement will be
greater as the initial lease term in rela-
tion to the economic life of the asset
increases. Another potential tax issue
concerns residual value. Because
guideline lessors must expect a residual
equal to 20% (or more) of original
equipment cost, 4 maturity extension
brought about by interest rate
increases would be expected to
diminish residual value—possibly below
the allowable minimum.

Financial Futures

Many commodities and financial
assets can be purchased with two basic
types of delivery terms. The first is for
immediate delivery, and takes place on
what is called the cash or spot market
for the asset. Alternatively, an asset
can be purchased with delivery de-
ferred to some future date: This is the
futures market. Futures contracts in
financial instruments provide a means
for hedging mismatched asset and
liability maturities for relatively short
periods of time,

A financial futures contract is an
agreement to buy or sell an asset at a
specified future date. Futures markets
presently exist for such financial
instruments as Government National
Mortgage Association pass-through
securities, L1.S. Treasury bills, notes
and bonds, commercial bank cer-
tificates. of deposit, Eurodollars, and
others. In a futures market transaction,
the price at which the underlying
financial asset is purchased is deter-
mined in the current day’s trading, but
payment and delivery are deferred
until some specified date in the future.
In fact, because the futures market is
used primarily to hedge against interest
rate movemenss rather than to take
future delivery of a financial security,
most positions are closed out (repur-
chasing a contract previously sold)
before delivery occurs.

Hedging with financial futures con-
tracts requires a high degree of correla-
tion between the price of the futures
contract and the price or rate of the
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transaction being hedged. It involves
taking a position (buying or selling a
financial futures contract) in the finan-
cial futures market that is equal in
value to the cash market position.
However, the futures market position
is selected so that when adverse conse-
quences of a change in interest rates
occur, a gain is obtained on the
futures position which will wholly or
partially offset the loss on the cash
market side.

To illustrate, assume that a lessor
is financing the asset underlying a six-
month fixed-rate lease with commercial
paper having a three-month maturity.
The lessor expects interest rates to
increase in the near future, and thus
expects to pay a higher rate upon roll-
ing over the paper for the second
three-month financing term. This
investment ideally would be hedged by
the lessor selling a three-month com-
mercial paper futures contract for
delivery in three months. If the lessor’s
expectations regarding interest rates
proved correct, in three months two
transactions would take place. First,
the lessor would roll over the commer-
cial paper issue used to fund the lease
at a higher rate. Second, the lessor
would go into the market and pur-
chase a three-month commercial paper
issue in the cash market, effectively
closing out the hedge investment,
Because interest rates had increased,
the lessor would be buying the hedge
contract at a price below that of the
original contract. To the extent that
the lessor matched the funding and
hedge transactions, the dollar loss on
refunding the commercial paper issue
would have been offset exactly by the
dollar gain on the hedge.

As a practical matter, the lessor
would be required to hedge using U.S.
Treasury bills rather than commercial
paper since financial futures contracts
in commercial paper were tried and
abandoned by one of the major futures
exchanges, due to their failure to gain
acceptance by the market. Thus, a
perfect hedge against commercial paper
is not possible since commercial paper
and Treasury bill rates are not per-
fectly correlated; at various times dur-
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ing a business cycle, the spread
between these two instruments widens
and narrows. In fact, regardless of the
short-term or longer-term variable-rate
debt security employed, a pefect hedge
rarely can be achieved, since short-
term rates are not perfectly correlated
with one another, and the correlation
of variable longer-term rates with

Treasury bills will depend upon the
index used to adjust the variable rate.
A second problem with attempting to
use Treasury bill futures as a variable-
raté debt hedge in leasing has to do
with contract timing. The market for
Treasury bill futures does not consist
of numerous issues maturing on a daily
basis, and thus the timing of refunding
or changing longer-term debt rates
may not coincide perfectly with the
expiration date of futures contracts.
Consequently, the price of the futures
contract cannot converge perfectly
with the cash-market price. The resule-
ant basis (the difference between cash
and futures prices) can cause the
change in futures prices to imperfectly
match the change in financing costs,
causing a gain or a loss to result. A
third issue concerns the current prac-
tice in the futures market of requiring
that increases in the futures contract
price used to create the short hedge
(described abowve)} be “marked to
market.” This means that the lessor
must deposit additional funds with the
futures broker to prevent the broker
from liquidating the hedge. This prac-
tice can cause unexpected and
undesirable reductions in the lessor’s
cash account. This last issue, however,
can be ofiset to a considerable extent
by posting margin in the form of
marketable securities—a practice
available to most market users.

Notwithstanding the above caveats
with regard to the use of financial
futures contracts, they could offer a
reasonably effective vehicle for lessors
to hedge variable-rate debt. It would
be a rather simple matter to sell a
series of contracts for delivery at
appropriate future dates in such a
fashion to hedge any variable-rate debt
contract (or series of short-term
rollovers) and thereby eliminate a con-

11



siderable amount of interest-rate risk.
At the present time, however, financial
futures are not available for sufficiently
long periods of time for them to be of
use to lessors. Contracts presently
extend out for delivery for a maximum
of eight quarters, and thus only very
short-term leases can be hedged using
this tool. But even this is an over-
statemnent, since the market for con-
tracts more than one year out is quite
thin. The thinness of the outer part of
the market makes its usefulness ques-
tionable, and, even if purchases or
sales can be effected, they are more
costly.

Although the short period
available in the futures market is a
distinct disadvantage for lessors, a
strategy known as “rolling the hedge”
is considered by some to at least par-
tially offset the short maturity prob-
lem. Though there are numerous
methods of employing a rolling hedge,
most strategies amount to a series of
purchases and sales of futures contracts
over the life of the underlying invest-
ment being funded. The “roll” comes
about due to investments having
longer lives than futures available to
hedge them.’

Consider, for example, a lessor
which invests in five-year leases, and
funds them with 90-day bank notes.
the lessor will make a 20-quarter
investment, requiring the bank note to
be rolled over 19 times. Since 90-day
futures contracts are available for only
eight quarters, the lessor may elect to
sell (short) one contract for each of the
first seven quarters, and sell (short) 12
contracts for quarter eight (for a total
of 19 futures contracts for 19 bank
note rollovers). At the end of the first
quarter, the lessor would: Buy back
(cover) the contract for that period,
thus closing that position; sell a new
contract {short) for quarter nine; and
buy back one of its 12 quarter-eight
contracts. Thus, every quarter, the
lessor would sell one new contract and
buy back two until quarter 16, at
which time no further contracts would
be sold. In quarters 16 through Z0,
one contract would be bought back
each quarter, resulting in the last con-

1Z

tract being closed out {covered) in
quarter 20.

Unfortunately, the difficuities in
employing 2 rolling hedge are con-
siderable, In addition to the issues
raised with respect to standard futures
hedges, the rolling hedge can result in
much higher transactions costs due to
the relatively large number of pur-
chases and sales of contracts. Also,
due to the thinness of the futures
market beyond one year, the roll may
be constrained to four quarters rather
than the theoretical eight, thereby
rendering it less useful than would
otherwise be the case.

Interest-Rate Swaps

Interest-rate swaps are another
method by which lessors may hedge
interest-rate risk. The major advantage
of swaps for lessors is that they are
available in considerably longer
maturities than are futures. The most
prevalent maturity range is three to
ten years, although maturities as short
as one year and as long as twelve years
have been negotiated.

An interest-rate swap is a contract
between two parties who agree to
exchange interest payments for a
specified period of time; one party
swaps variable interest-rate payments
to another who trades fixed interest-
rate payments in return. The term
“interest-rate swap” is indicative of the
transaction, as the two parties do not
exchange principal obligations—only
interest payments. Typical transactions
involve $10 to $15 million in notional
principal (the amount of financing that
underlies the swap), and indications
are that $5 million is generally the
minimum (though some transactions
have been in the $1 million range).

The interest-rate swap market
originated by most accounts in 1982,
and has expanded rapidly from about
$5 billion (in 1982) to a projected $35
to $40 billion for 1984.6 Though the
first swaps involved U.S. variable-rate
and foreign fixed-rate partners,
numerous transactions presently
involve two U.S. partners, and,
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according to estimates, the vast major-
ity of transactions involve an
intermediary.

The participants and fund flows
that result from a lessor interest-rate
swap transaction are characterized in
the following example. The four parties
involved are a U.S, lessor, a U.S. com-
mercial bank, a European bank, and
Eurobond investors.” The motives for
entering into a swap are as follows.
The U.S. lessor can obtain readily
relatively inexpensive variable-rate
financing via commercial paper or a
variable-rate term loan. However, the
lessor has a maturity mismatch
between its assets and liabilities
hecause it offers fixed-rate leases for
terms of seven years, yet tuns the risk
of adverse interest-rate changes every
90 days (the frequency with which it
either rolls over its short-term debt or
experiences a term loan rate adjust-
ment). To reduce the lessor’s exposure
to rising interest costs, it would prefer
to finance with fixed-rate liabilities.
However, the lessor faces difficulties in
securing fixed-rate money at a
reasonable cost. The lessor lacks
recognition in international financial

‘markets, and/or has an adequate but

not serong credit rating. The Eurcbank
malkes variable-rate loans, with interest
pegged to the London Interbank Offer
Rate (LIBOR)—the rate at which major
European banks lend to one another,
and comparable to Federal Funds for
U.S. banks—and may tap easily both
money markets for shott-term variable-
rate funds and capital markets for
intermediate-term fixed-rate debt
financing. The Eurobank would like to
protect its investment spreads by mak-
ing variable rate interest payments
pegged to LIBOR. The Eurobank also
is interested in taking advantage of
arbitrage opportunities in international
financial markets.

Thus, the ingredients for a
favorable exchange exist. The ULS.
lessor may cbtain reasonably priced
fixed-rate debt, and the Eurcbank may
obtain relatively inexpensive variable-
rate debt., The result of the swap will
ke for the U.S. lessor to both borrow
and invest at fixed rates, and the
Eurcbank to borrow and invest at
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variable rates. The U.S. lessor will
eliminate debt payment fluctuations,
and fully hedge (eliminate) interest-rate
risk. The Eurobank will not eliminate
borrowing and lending rate fluctua-
tions, but will lock in a fixed percen-
tage point spread between the two,
since both rates are tied to LIBOR.

Suppose the U.S. lessor presently
can borrow seven-year money from a
.S, bank at a fixed rate of 12.25%,
or borrow at an initial variable rate of
10.50%, the latter rate pegged to
changes in LIBOR.® The Eurobank
may sell seven-year Euronotes at a
fixed rate of 11.00%, and the present
LIBOR rate is 10.00%. Either directly
or through an intermediary, the U.S.
lessor and the Eurobank are matched
and an interest swap is negotiated.
Because the Eurobank is large, well-
established and has the financing
sources, it offers to assume the U.S,
lessor’s variable-rate interest
obligations—but at a rate 25 basis
points {.25%) below LIBOR, for a day-
one rate of 9.75%. In return, the U.S.
lessor must agree to assume the
Eurchank’s fixed interest payments of
11.00%.

Figure 1 illustrates the parties and
funds flow for the example on day one
{commencement} of the swap. The
U.S. lessor obligates itself to repay
principal on its variable-rate loan from
the U.S. bank, and to pay variable-
rate interest, pegged at 50 basis points
over LIBOR {for a day-one rate of
10.50%}. The Eurobank obligates itself
to repay principal on its fixed-rate loan
from Euroinvestors, and to pay fixed
interest of 11.00%. The U.S. lessor
and the Eurobank then swap interest
obligations, but it is not a pure swap,
due to the financial preeminence of
the Eurobank. Instead of the Eurobank
paying the U.S. lessor’s LIBOR rate
plus 50 basis points, the Eurobank
pays LIBOR minus 25 basis points,
leaving the U.S. lessor 75 basis poines
short on day one. On the Eurobank’s
side, it will receive 11.00% interest
from the U.S. lessor for payment to its
Euroinvestors and pay the U.S. lessor
9.75%. This puts the Eurobank 25
basis points ahead on day one relative
to its borrowing rate {LIBOR) from
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other European banks (its alternate
source of variable-rate debt).

In Figure 1, it will be noted that
the obligations of the U.S. lessor and
the Eurobank to their financing
sources (the 1.S. bank and investors,
respectively), are shown by white
arrows, and the swapped obligations
shown by gray arrows. Under the swap
agreement, the U.S. lessor has agreed
to make fixed interest payments of
11.00% to the Eurcbank, with 11.00%
flowing through to Euroinvestors. The
U.S. lessor also makes fixed interest
payments of .75% to the U.S. bank.
The Eurobank makes variable interest
payments {at a day-one rate of 9.75%}
to the U.S. lessor, all of which flows
through to the U.S. bank.

In the example, the U.S. lessor has
managed two favorable effects by swap-
ping. It has lowered its fixed obligation
from 12.25%, which it would have had
to pay the U.S. bank, to 11.75%. It
also has hedged its interest-rate risk by

exchanging variable-rate debt for fixed-
rate debt. The Eurobank, for its part,
has locked in a variable-rate loan
pepged at 25 basis points less than it
would need to pay if it borrowed from
other European banks—its alternate
{and conventional} source of variable-
rate financing.

It is clear that both parties benefit
from the example swap transaction.
The U.S. lessor achieves a fixed-rate
cost of borrowing at a lower cost than
is possible through direct fixed-rate
borrowing from the U.S. bank, and
the Eurobank converts a fixed-rate
liability into a variable-rate one on
favorable terms relative to other
alternatives.

Whether an interest-rate swap
involves U.S. and foreign partners,
.S, partners exclusively, or involves
an intermediary is not the central
issue, however. What is important is
the ability of two business entities with
different interest payment needs to
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effect a trade such that both may
match their asset and liability struc-
tures, and do so on more favorable
terms than available by engaging in
direct financings. In other words, an
interest-rate swap will be mutually
advantageous if it accomplishes the
following: A fixed-rate asset business
achieves a lower fixed interest cost,
and a variable-tate asset business
achieves a lower variable interest cost
by exchanging interest payments than
would be possible by negotiating their
own fixed and variable-rate (respec-
tively) loans directly with lenders.

Summary and Conclusions

This article has presented tech-
niques which lessors might use or
investigate to protect lease investments
against interest-rate volatility.
Background regarding interest rates,
interest-rate risk and hedging has been
presented as a prelude to discussing
four possible profit margin protection
strategies which lessors might consider
if faced with variable-rate debt financ-
ing (attributable to either short-term
rollover financing or adjustable rare
intermediate term loans).

The two asset strategies discussed
are variable rent payments and
variable lease maturities. In principle,
either of these two tools may be used
to protect profit margins and yield. In
practice, the desirability of each
depends upon the factors discussed in
the text. In the case of variable rents,
the key issue is whether such struc-
tures are competitively attractive to
lessees. For variable-term structures,
the main issue is one of tax risks for
lessors who adhere to the IRS guide-
lines. Guideline lessors must assess the
likelihood that either the remaining
life or residual value test {or both)
ultimately would be violated.

Financial futures and interest rate
swaps are examined as possible Hability
hedging strategies. Although some
drawbacks are noted in the case of
financial futures, overall they do have
the potential to become a variable

hedging tool. At present (and for the
foreseeable future), however, financial
futures do not extend nearly far
enough out in time to be useful for
lessors engaged in leasing for terms
greater than about two years. Also,
the protection offered by employing
rolling hedges does not appear to
significantly alleviate the maturity
problem of futures, due in large part to
the thinness of the market beyond one
year.

Of the four hedging tools exam-
ined, interest-rate swaps generally
appear to be the most promising.
Swaps avoid the potential tax issues
discussed with respect to variable-term
leases. In addition, swaps eliminate the
need to transfer interest-rate risk to
lessees in the form of variable rates or
terms. The appeal of swaps relative to
financial futures lies in the substan-
tially longer maturities available with
swaps. Furthermore, as the interest-rate
swap market continues to grow and
mature, it is likely that minimum
transaction sizes will decline, which
will broaden its availability to include
smaller lessors.

Footnotes

1. See, for example, reference 4, pages 164-169.

2. Commercial banks faced comparable problems
with variable-rate loans during the 1980-1982
recession. In a number of cases, especially
hard-hit borrowers were zble to reduce their
debt service o “interest only,” and in extreme
cases, both principal and interest payments
were temporarily suspended.

3. Revenue Procedure 75-21 (applicable to
leveraged leases, yet adhered to by a number
of lessors in single-investor leases as well)
includes uneven rent tests for true lease com-
pliance. Among other tests, rents for any one
year may not be more than 10% higher or
lower than average annual rents over the
entire lease term. Though this would appear
to place cerrain variable-rent structures in tax
jeopardy, the tests are not applied when rents
ate referenced to an index.

4. Most lessors choose to follow the Revenue
Procedures indicated, even though they were
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written for use in leveraged lease transactions.
Although some argue with merit that
guideline-complying leases represent conser-
vatism, it does in fact represent a “safe har-
bor” for lessors who feel to do otherwise
would run che risk of an adverse audit
outcorae.

5. For an excellent analysis of rolling hedges, the
interested reader is referred to reference 4.

6. See reference 3, page L.

7. Note that this is an illustrative transaction. It
need not include foreign participants, and the
vaziable rate may be tied to whatever index
agreed to (other than LIBOR). See footnote 8.

8. Discounts from or premiums to LIBOR are an
increasingly prevalent method of pricing loans
and adjusting variable-rate loans in both the
U.S. and Europe. Other floating rate index
candidates include 11.5. Treasury bills, U.S.
prime rate, certificate of deposit composite
rate, commercizl paper compasite rate,
Federal Funds, as well as others.
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Everyone claims they deliver the “best answer,” but
have you asked youzrself...

To influence your profit potential, you need superior results—and that’s
what TIP gives you. But TIP also gives you resulis that are marketable, timely
and cost efficient.

B Superior Results—The highest possible
vield io the lessor, and the lowest possible cost

1o the lessee,
&8 Marketable Resulis—Siructures that can & Timely Resulis—Today's competitlve mar-
be controlled, understood and fracked by the ket won't wait for your bid optlimizer. And w1ﬂ‘1 ey

lessor, lender and lessee. TIP it won't have to.You'll have your Iesults
S in minutes, not hours. -

a Cosi Efficient Resulfs—For aslitile as
549 per rent and debt optimization, instead
of $100's.That's beccuse TIP automatically
chooses your periodicity, timing cand
interim for you.
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by Stephen C. Diamond

Much has been written about how
leasing has blossomed into a major
economic force during the past two
decades. A large part of this growth
was generated by entrepreneurs who
instinctively recognized that leasing is
no more a single, homogeneous prod-
uct than is lending. They saw that
leveraged leases, involving such big-
ticket items as aircraft fleets, have dif-
ferent marketing, credit, and opera-
tional dynamics than do small-ticket
conditional sales contracts. In addition,
the discounting of operating leases
requires a different type of risk analysis
than does discounting of full payout
leases. These equipment leasing entre-
preneurs carved out market segments,
or niches, which became the base of
their business.

Today, there may be fewer entre-
preneurs and more professional
managers in the industry than was the
case several years ago, but the fact re-
mains that leasing still includes a
myriad of different market segments,
each of which may have its own credit
and operational characteristics. The
mix of market segments chosen to be
served will dramatically impact the
profit and market dynamics of an
operation.

Because there are differences in
profit dynamics, because second
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generation professional management
may not have the same instinctive
market sense as founding entre-
preneurs, and because the leasing
market, while still growing, is begin-
ning to mature, it is becoming increas-
ingly incumbent to better formalize

The author is chairman of First Chicago
Credit Corporation, responsible for First
Chicage Corporation asset-based lending and
vendor finance activities. Diamond attended
Stanford University and U.S.C. Law Scheol,
where he was an associate editor of the Law
Review. After a brief period of practicing law,
he worked with Walter E. Heller & Company
for 20 years, leaving as president of Heller's
central commercial finance and factoring divi-
sion. He served three years as president of
Chase Commercial Corporation, a subsidiary
of Chase Manhattan Corporation, immediately
brior to his present position.

Diamond serves as consultant or divector
to @ number of corporations, and is chairman
of the National Commercial Finance Associa-
tion, a trade association for firms engaged in
asset-based financial services. He has made
numerous speaking appearances before profes-
sicnal groups and has published many articles,
including several in the Robert Morris
Associates Journal. His teaching background
includes The Wisconsin School of Banking,
The American Banking Association Commer-
cial Bank Lending School and The School of
Banking of the South.
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Figure 1
MARKET SEGMENT FOCUS
Single . Multiple Total . .
Niche_ Market

market planning efforts. This includes
identifying available market segments,
deciding which to serve, and gearing
sales and operating processes around
the needs of those identified segments.
This article presents some of the
variables that should be considered in
segmenting the market as a prelude to
developing a strategic marketing plan.

Market segmentation is essential
to developing a successful marketing
strategy. A lessor (or other financial
source) may define its target market
universe in a number of ways. The
broadest definition would include
“every conceivable user of any type of
capital equipment,” and would be
represented at the extreme right in the
continuum presented in Figure 1. This
position would be categorized as a
“total market” player. Few companies
have the resources to effectively imple-
ment this approach.

At the other extreme would be a
lessor who defines its business closely,
such as leasing copy machines to pro-
fessional firms with populations of
from 5 to 100 located in metropolitan
areas of over 50,000. This hypothetical
lessor would be a single-niche player.

Between these two extremes are a
wide number of variations. The advan-
tage in concentrating on a single-
market niche is that resources can be
dedicated exclusively to that niche,
focusing on target market criteria, and
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customizing operating, credit, and
marketing efforts into a tightly linked,
integrated package. A firm attempting
to cover the total market will have to
take a much more diffused, less inte-
grated approach. The single-niche
player can develop both cost efficiency
and market effectiveness through prod-
ucts tailored to the specific segment’s
needs, focused selling efforts, and com-
munications efforts targeted to those
needs. The tradeoff, however, is that
by limiting market scope, the single-
niche player also may be limiting
upside sales potential, since it is nar-
rowing the definition of its target
market. This, incidentally, highlights
why market share statistics can be
extremely misleading, since a niche
player will, by definition, have a
smaller potential market universe than
will a total-market player.

The question is whether to
penetrate more deeply intc a smaller
market universe or less deeply into a
larger one. The total-market player is
really acknowledging that by diluting
its focus it may not get as large a share
of any single segment as it would had
it concentrated on that segment, but it
nevertheless is proceeding on the
premise that it will get enough share
from a number of segments to compen-
sate for this inefficiency. The total-
market player argues that it will over-
come inefficiency through increased
volume. The problem is compounded
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in the real world because one has to
make a difficult series of choices in
allocating resources—people, capital,
tax base—to serve the targeted market
optimally. The greater the number of
market segments attempted, the greater
the likelihood of a degradation of
operational efficiency and/or market
efficiency.

In a rapidly growing economic
environment, there is room for such
suboptimal producers to grow and
even prosper, but as an industry
matures and economic growth slows,
the rewards go to the low-cost pro-
ducer and/or effective marketer. In
this writer’s judgment, there is a
greater probability of the niche player
achieving that future status than the
full-market player.

A compromise approach is a
multiple-niche strategy, where the
lessor doesn't attempt to be all things
to all people, but at the same time
refuses to limit itself to a single market
niche. The tradeoff conceptually is the
same as with the single-niche player—
greater volume against suboptimal
allocation of resources—but the degree
of tradeoff is reduced as the number of
niches increases.

If the aim is toral market status, in
its broadest sense, market segmentation
becomes irrelevant; if, however, a com-
pany opts for either a single-niche or
multiple-niche strategy, it becomes
important to clearly define the niche(s)
that will be targeted, and to integrate
all credit, operations, and sales policies
around the needs of that segment(s).
There are obviously an almost limitless
number of approaches available to seg-
ment the market for leasing services.
Although not necessarily appropriate
for all leasing firms, following is a
template used successfully by the
author in past efforts at strategic
planning.

Segmenting the Market

Begin by segmenting the market
through four sets of variables: Source
of business, transaction size, product,
and customer class. Since a four-
function matrix cannot be reduced to
a visually understandable rendering,
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Figures 2 and 3 depict two-dimensional
matrices. This article will discuss each
of the variables as an axis of a matrix;
the reader should remember, however,
that in the actual decision making pro-
cess, the two matrices are linked and
not separate.

Source of Business

The vertical axis of Matrix 1
segments the market by source. A
company that sources through markets
to end users basically will be selling
leasing as a stand-alone product. The
equipment [eased will be of secondary
importance as long as it passes the
credit screen of the lessor. For this
reason, a direct-market sales force has
a better chance of absorbing its costs if
different types of equipment are
involved than if it concentrates on a

single type of equipment. Even so, it is
obvious that the cost of supporting a
sales force capable of calling on every
potential end user, to determine what
new capital equipment it might want
to acquire, would be prohibitive. A
lessor attacking the end-user commu-
nity, therefore, should direct its sales
force calling activities to prescreened
segments of that community. Even
with a more focused marketing effort,
however, maintenance of a sales force
capable of sourcing through the end
user is extremely expensive. In addi-
tion, there tends to be little customer
loyalty, since the lessor is providing
only transactional financing. This
moves pricing closer to a commodity
basis, except to the extent the lessor is
willing to take an equipment risk. The
bottom line is that the end-user source
provides the greatest market potential
in terms of size, but it also necessitates

Figure 2
MATRIX 1
Source of Transaction Size (3)
Business (5O0M SOM.250M SO e
End User
Vendor
e Wholesale
@ Retail
Broker
Figure 3
MATRIX 2
Customer
Product Putbrlic Privaie
Sector Sector
Lease
® Finance
© Operating
@ Tax Oriented
~— Leveraged
— Single Investor
Conditional Sale
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Figure 4

RELATIVE VALUE ADDED TO A VENDOR
BY A VENDOR FINANCE SOURCE

L g ; 'Fié_ecoufse"- Nonrecourse
’ _c".'? Funding :- - Funding -

. Asstmption of.
Cperational
Functions:.
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Assistarice; " Assistance::’
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heavy selling expenses, with relatively
narrow pricing available for a given
level of credit risk.

A lessor attempting to source
through a vendor has two basic
options: It can provide wholesale ven-
dor financing programs, with relatively
low selling expense, while adding less
value to the customer than does a
retail program—thereby subjecting itself
to greater price sensitivity than with a
retail program; or, it can provide retail
financing programs, which both add
more value to the customer and
significantly increase selling expense—
thereby increasing both its cost and
pricing structures. The relationship
between incremental market opportun-
ity, incremental vield, and incremental
selling expense will, of course, direct
the decision.

The relative value added to the
vendor in any vendor program can be
schematically displayed, as on the con-
tinuum shown in Figure 4, with the
recognition that as value is added,
pricing becomnes less sensitive and the
lessor’s costs increase.

This is not to say that funding is
per se low value-added; it is, however,
to point out that funding alone will
provide minimal differentiation
between financing sources, and pricing
will tend to be commedity-oriented.

In assessing risks and rewards to
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the financing source, the vendor pro-
gram brings an additional item of
value to the table: Most are supported
by some type of recourse, repurchase,
or remarketing agreement, which pro-
vides the lessor with a higher level of
protection for a given quality of credit
than is the case with either most end
users or brokers. Vendor finance, in
sum, brings a wide range of
risk/reward ratios to the financing
source.

The third source of business for
the lessor is the broker. Since the
broker lives by the “scalp,” the financ-
ing source is trading off spread within
a given range of credit quality for:

(1) A lower marketing cost, and (2) an
ability to build portfolio quickly. The
primary caution in broker-generated
paper is related to credit quality. If
acceptable quality business can be
generated from this source at returns
that meet financing source targets, this
can be desirable business. Experience,
however, has indicated that such a
combination is relatively rare.

One additional point the lessor
should note in determining the
source(s) upon which it will focus:
QOperational requirements are quite dif-
ferent with respect to paper generated
from a vendor than with paper
generated from other sources. Clearly,
some financial weight can generally be
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given to representations and warran-
ties, relating to paper, that are made
by the vendor, whereas in the direct
market such representations and war-
ranties are nonexistent; and, in the
case of brokers, even where they are
obtained, they may have questionable
financial value. Operating inefficiencies
will develop to the extent that the
same operating personnel are asked to
process contracts generated by different
sources. Therefore, defining the target
market will not only enable the scop-
ing of marketing costs, but also will
help define the scope of operating
expense.

Transaction Size

The horizontal axis in Matrix 1
(Figure 2) relates to size of each
individual transaction. The target size
established by a financing source will
be a function of its operational and
systems capacity. Generally speaking,
the stronger that capacity, the greater
will be the ability to manage smaller-
ticket transactions effectively. A cor-
ollary is that the smaller the ticket
size, the less the pricing sensitivity.
Each lessor has to determine what size
range it can effectively and efficiently
handle within available systems and
operational capacity. A concomitant
issue is what incremental investment
would be required to reduce the
threshold transaction size that could
be efficiently processed by the opera-
tion, and what incremental income
such investrmnent would produce.

In addition to transaction size
being constrained by systems and
operational capacity, the credit process
also is impacted by transaction size.
Clearly, as the average size per transac-
tion decreases, credit scoring and pro-
cedures applicable to retail credit
become increasingly relevant, since a
sibstantial analytical time investment
cannot be justified by the available
dollar spread contribution on a small-
ticket item.
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Customer Class

Once having decided source and
transaction-size niches that will define
the target market, the focus can turn
to the horizontal axis of Matrix 2
{Figure 3)—segmentarion by customer
class. Again, this segmentation can be
cut in many ways. It’s useful to make
the initial cut between the public and
private sector; subsequently, the
private sector can be further defined
by company size, credit quality,
geography, and industry, to name only
four variables.

Public-sector finance obviously has
the risk of nonappropriation or
cancellation. Some financing sources
rake on this risk; others do not. Some
may be willing to invest only a given
percentage of their portfolio in this
type of paper. Once a decision is made
with respect to what the risk appetite
should be, that decision links into the
segmentation strategy that will define
the target market.

Product

The vertical axis of Matrix 2
(Figure 3) addresses the type of prod-
uct that will be offered. The amount
of tax base available to the lessor will
determine its tax appetite. les will-
ingness to take equipment risk will
determine its mix of operating leases,
true leases and finance leases. The type
of equipment also will be a factor in
determining targeted product mix: A
determination rmust be made as to
what given percentages of the portfolio
should be invested in particular types
of equipment, from both a residual
risk and a credit risk perspective.

Having gone through this process,
aided by industry knowledge and
whatever meaningful statistics are
available, each player can determine
which market segments it intends to
attack and what resources are required
to make the attack effective. A whole
set of strategic issues will flow from
this process, including staffing
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requirements, pricing requirements,
funding requirements, processing
options, risk appetite, and systems
needs—to name but a few. After com-
pleting this process, the difficult part
remains. It is one thing to develop a
strategic plan and another to imple-
ment i{t—particularly if significant
change is required. Nevertheless, the
framework for action will be present.

Conclusion

The risk of writing an article about
market segmentation is that it will be
either too short, and therefore super-
ficial, or too long, and therefore
tedious. This article does not attempt
to articulate all variables that should
be considered in determining segmen-
tation; instead, it tries to describe a
conceptual framework for developing a
meaningful segmentation.

The benefit of investing time up
front in the planning stage is that,
done properly, it will produce a more
effective marketing plan and a more
efficient back office. Nonplanners may
eliminate the effort and accomplish the
same results through trial and error.
But the fact that “doing” rather than
“planning” may have worked in the
past does not argue either that it is
optimally efficient or that it will work
in the future. Times change, and so
must the industry. In this increasingly
competitive world, those who under-
stand the dynamics of their particular
operation and link them effectively
with a marketing strategy based on
market segmentation will probably
have a greater opportunity to optimize
performance than those who are not
as well focused.

Developing a marketing strategy is
much like an athlete developing a
training strategy. What works for one
person might not work for the next,
because of differences in style, struc-
ture, or capacity. The athlete who has
the best chance of winning is the one
who has developed a regimen uniquely
suited to his capacities; but even a
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regimen thac is not optimal will prob-
ably permit him to finish ahead of
those who didn’t train at all. The
world is filled with one-time successes
who eventually failed because they
could not anticipate or react to a
change in environment. Intelligent
planning will minimize the risk of that
happening, and increase the odds for
continued success.
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Art Stein

by Lloyd A. Haynes, Jr.

v Realistic?

i+ he formal guidelines for account-
ing for leases by lessors go back to the
Accounting Principles Board (APB)
Opinions No. 7 {Accounting for Leases
in Financial Statements of Lessors, issued
May, 1966} and 27 (Accounting for

Lease Transactions by Manufacturer or

Dealer Lessors, issued November, 1972).

As discussed mere fully below, these
guidelines essentially dictate that leases
be accounted for by a lessor like a
loan. The Financial Accounting Stan-
dards Board (FASB) in its Statement
No. 13 (Accounting for Leases, issued
tions (including leveraged leases),
endorsed the APB approach to lessor
accounting. In paragraph 97, the
FASB states: .. .the dccounting provi-

The author is a vice president of Chase
Manhattan Capital Markets Corp. in New
York City. He heads the Chase Lease
Advisory Service, which provides financial
advisory services to lessors and lessees and of-
fers industry leasing seminars. Prior to joining
Chase, he had seven vears of leasing
experience, working for PruCapital, Inc.,
Kerox Credit Corp. and Equilease Corp. In
addition, he is currently authoring a book on
equipment ledsing to be released by Probus
Publishing of Chicago during the latter half of
1985.
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sions of this Statement applicable to
lessors, with the principal exceptions noted
below, generally follow those of the two
APB Opinions. Thus, the formalized ap-
proach to accounting for the single-
investor leases by lessors required to-
day has its roots in the [960s,

The discussion which follows
addresses the question of whether
lessor accounting for single-investor
leases represents economic reality. Due
to space constraints, it will be accepted
for purposes of this article that the
best indicator of economic reality is
“yield,”?

The accounting unquestionably
does not represent economic reality in
the case of single-investor leases. The
case of leveraged leases is not as clear
cut. Leveraged lease accounting comes
closer to economic reality than vir-
tually any other generally accepted
accounting principle methodologies in
use today. This is net to say no prob-
lems exist, however, this article will
limit itself to single-investor lease
accounting treatment.

Single-Investor Accounting

-Single-investor accounting for
leases is computed based upon the
pretax cash flow from a lease. The
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only exception to this is that, if invest-
ment tax credit (TC) is taken, it is
netted out against the initial invest-
ment by the lessor. Once the net
initial outlay for the equipment is
determined, the rents are set, and an
estimate of the equipment residual
value is made, an internal rate of
return (IRR) is computed on these cash
flows. For all intents and purposes this
is a pretax yield computation. For a
transaction which is clearly tax-
oriented, use of this yield to accrue
income has little logical appeal. The
lessor is not making its investment
decision on pretax cash flows, but
rather after-tax cash flows. Nor, to the
extent this methodology is recognizing
the tax cash flow from ITC, is it even
accurate. This is because a lessor can
never receive all of its ITC on day one
of a lease. Under the Internal Revenue
Code, it can only net [TC propor-
tionately against its estimated and
make-up tax payments over time.

A fuller understanding of single-
investor lease accounting can be
gained by looking at an actual trans-
action. Consider the single-investor
lease transaction outlined in Table 1.
The cash flows associated with the
transaction are derived in Table 2.
The single-investor yield is 13.9%
based on pretax cash flow net of ITC
and is used to compute the allocation
of pretax earnings on investment in
Table 3 as with a variable payment
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Table 1

SINGLE INVESTOR LEASE

TERMS

Cost of leased equipment
Lease term
Lease rental payments

Residuatl vaiue

Depreciation aliowable ¢ lessor
for income tax purposes

Lessor income tax rate

Investment tax credit

Initial direct costs

Multiple investment yieid

AND ASSUMPTIONS

$1,004,000
7 years
$190,661, annually in arrears

$200,000 estimated to be realized at lease
termination

Five-year accelerated cost recovery system on
95% of original equipment cost, due to depreci-
able basis being reduced by 50% of ITC taken

46% paid annualiy (assumed io continue in exisi-
ence throughout the lease term)

10% of equipment cost or $100,000

For simplicity, initial direct costs have not been in-
cluded in this example

17% pretax, 9.18% aftertax

Tahle 2

SINGLE-INVESTOR LEASE

CASH FLOW STATEMENT

Income Tax
Asset Sost Taxable Benefit
& Pretax income (Liability) After-Tax
Year Residual Rent Cash Flow Depreciation {Loss) @ 46% ITC Gash Flow
o (1,000,000) (1,000,000) (1,000,600}
1 180,661 190,661 {142,500) 48,161 (22,154) 100,000 268,507
2 190,661 190,661 {209,000) (18,339) 8,436 199,097
3 190,661 190,661 {199,500} (8,839) 4,066 194,727
4 190,661 190,661 (199,500} (8,839) 4,066 194,727
5 180,661 190,661 (199,500) (8,839) 4,066 194,727
6 190,661 190,661 . 190,661 {87,704) 102,957
7 200,000 190,661 390,661 390,661 (179,704) 210,957
(800,000) 1,334,627 534,627 (950,000) 584,627 (268,928) 100,000 365,699
Quote to Lessee: 7.7848%
Yields Based on After-Tax Cash Flow
Afier-Tax IRR: 9.1800%
Pretax IRR: - 17.0000%
Yields Based on Pretax Cash Flow
Pretax 10.8514%
THE JOURNAL CF
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Table 3

SINGLE-INVESTOR LEASE INCOME STATEMENT
(based on single-invastor lease accounting methodology)

AHacation of Pretax Gash Flow la

Earnings on & Return of nvestment

AHlocation of Pretax Earnings
{0 Pretax Income, ITC, &
Tax Payments on a Pro Rata Basis

Pretax Tax Effest
Pretax Earnings at
Cash Flow  on Investment  Amortization Effective Cumulative
(Including at of Investment Prefax Rate af After-Tax After-Tax
Year ITG} 13.9179% Investment Balance Income 50.3021% ITG Income Ingome

0 {900,000) (900,000) 900,000
i 190,661 125,261 65,400 834,600 105,523 (53,080) 19,738 72,181 72,181
2 190,661 116,159 74,502 760,097 87,855 (49,223) 18,303 66,935 139,116
3 180,661 105,789 84,872 675,226 89,120 (44,829) 16,670 60,960 200,076
4 190,661 93,977 96,684 578,542 72,169 (39,824) 14,808 54,154 254,230
5 190,661 80,521 110,140 468,402 67,833 (34,121 12,688 46,394 300,629
¢ 190,661 65,192 125,469 342,932 54 919 (27,625) 10,272 37,566 338,195
7 390,661 47,729 342,832 0 40,208 (20,225) 7,521 27,503 365,699

634,627 634,627 9] 534,627 (268,928) 100,000 365,688

Table 4

SINGLE-INVESTOR LEASE INCOME STATEMENT
{based on leveraged-lease accounting methodology)

Allocaticn of After-Tax Gash Flow to
Earnings on & Relurn oi Invesiment

AHogation of After-Tax Earnings
tg Prefax Income, I17C, &
Tax Payments on a Pro Rata Basis

After-Tax Tax Ciect Prior
Earnings at Investment
on Investment  Amorlization Effeclive Cumuiative Balance
After-Tax at of Investment Prefax Rate of After-Tax Plus Accrued
Year Cash Flow 9.1800% Investment Balance Income 50.3021% ITG Ircome Earnings
0 (1,000,000) {1,000,000) 1,000,060 1,000,000
1 268,507 91,800 176,707 823,293 134,205 (67,508) 25,103 91,800 1,081,800
2 199,097 75,578 123,519 699,774 110,400 (55,579) 20,667 167,377 898,871
3 194,727 64,239 130,488 569,286 93,913 (47,240) 17,566 231,616 764,012
4 194,727 52,260 142,467 426,819 76,401 (38,431) 14,291 283,877 621,546
5 194,727 39,182 155,545 271,274 57,281 (28,814} 10,714 323,058 466,001
6 102,957 24,903 78,054 193,219 36,406 (18,313} 6,810 347,961 296,176
7 210,957 17,737 193,219 0 25,931 (13,044} 4,850 365,699 210,957
365,699 365,692 G 534,627 (268,928) 100,000
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Figure 1
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loan. The pretax income, tax effect,
and ITC columns simply involve
accruing the total figures from the
same columns in Table 2 on the same
pro-rata basis as the pretax earnings
on investment column. Thus pretax
earnings of $125,261 in year one repre-
sent 19.738% of total pretax earnings
of $634,627, so 19.738% of the
$100,000 in ITC or $19,738 is booked
as income, etc. The initial outlay of
$900,000 is, of course, the $1,000,000
equipment cost minus the $100,000 in
ITC.2 The total tax effect of $268,928
is 50.3% of the total pretax income of
$534,627. This is higher than the 46%
statutory rate because, if a [essor takes
10% ITC, it must reduce its asset’s
depreciable basis for tax purposes by
one-half the ITC taken. The column
representing after-tax income is derived
by summing the three columns show-
ing the allocation of pretax income to
taxable income, tax effect, and ITC.
Given that the after-tax cash flow
for the transaction in Table 2 would
appear to be much more front-loaded
than the pretax cash flow, a corre-
sponding question would be what is
the internal rate of return on the after-
tax cash flow? It is 9.2% after-tax, or,
grossed up, 17.0% pretax. That is con-
siderably higher than the 13.9% pretax
yield computed on pretax cash flows.
Using this yield to allocate after-tax

cash flows between after-tax earnings
and return of investment, gives the
results in Table 4. The allocation of
earnings in the last three columns
{pretax income, tax effect, and ITC}) is
done on the same pro-rata basis as
after-tax earnings. This is analogous to
the methodology in Table 3. In
leveraged-lease accounting, the yvield
just computed is called the multiple-
investment yield. The internal rate of
return and multiple-investment yield
become the same when no sinking
fund (i.e., negative investment) phase
is created. Thus, Table 4 follows the
same accounting approach as the
FASB dictates for a leveraged lease,

Comparing the
Approaches to
Booking Income

Figure 1 shows a graphic com-
parison of the periodic and cumulative
after-tax accounting earnings which
would result from each of the two ap-
proaches outlined above. It is inter-
esting to note that, based on the
leveraged-lease accounting approach,
after-tax book earnings are higher for
the first three years than on a single-
investor basis. On a cumulative basis
this advantage persists throughout the
lease term.

Single-investor accounting actually
has very little underlying logic. As
indicated above, it is an atfempt to
account for a lease like a loan.
However, unlike a loan, lease vield is
significantly impacted by tax cash
flows. This does not mean that in
using single-investor accounting some
after-tax cash flows are unaccounted
for, it simply means that they are
allocated differently. The total alloca-
tion of after-tax cash flow is very
transparent with leveraged-lease
accounting. This is not the case with
single-investor accounting.

As a first step in understanding
the allocation of after-tax cash flow
under single-investor accounting, it is
useful to set up a balance sheet for the
transaction. This is shown in Table 5.
The two sides of the balance sheet are
fairly straightforward, except for the
net funds invested and the deferred
taxes columns. Deferred taxes are com-
puted by taking the cumulative dif-
ference between the tax liability
accrued for accounting purposes in
Table 3 and those actually paid in
Table 2. This is cash to the lessor
which is not recognized in the pretax
amortization of investment in Table 3.
Thus, the deferred tax figure must be
netted against book investment to ob-
tain actual cash investment. On a
single-investor accounting basis, it is

Table 5

SINGLE-INVESTOR LEASE BALANCE SHEET
(pased on single-investor lease accounting)

ASSETS LIABILITIES & OWNER EQUITY

Gross Renis Residual Unearned Deferred Het et Funds Deferred Met Lease

Year Receivable Receivabla Income ITC Assets Invested Taxes Investment
0 1,334,627 200,000 (534,627) {1060,000) 900,000 900,000 0 900,000
1 1,143,966 200,000 (429,104) (80,262) 834,600 803,674 30,926 834,600
2 953,305 200,000 (331,249) (61,959) 760,097 671,512 88,585 760,097
3 762,644 200,000 (242,129) (45,289) 675,226 537,745 137,480 675,226
4 571,982 200,000 (162,960) (30,481) 578,542 397,172 181,370 578,542
5 381,322 200,000 (85,127) (17,793) 468,402 248,844 219,657 468,402
5] 190,661 200,000 (40,208) (7,521) 342,032 183,454 158,479 342 932
7 0 0 0 0 G 0 0 0
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ALLOCATION OF AFTER-TAX CASH FLOW TO NET LEASE INVESTMENT
{based on single-investor accounting methodology)

from Ineome Statement
Based on Single-

Table 6

from

Single-investor
Accounting-Based

Investor Lease Balance
Accounting Methodology Sheet Cash Flew Net Lease
o Investment
Increase Investment (= Amount
(Decrease) (= After-Tax Cash Flow Garried on
After-Tax in Cash Flow te Reduce Single-lnvestor
Earnings Amortization of Deferred from Gash {Increase} Accounting-Based
Year on Invesiment Investment Taxes Flow Statement) Investment Balanee Sheet)
0 (1,000,000) (1,000,000}
ITC: 100,000 100,000 (800,000) 900,000
1 72,181 65,400 30,926 168,507 96,326 803,674
2 66,935 74502 57,659 199,097 132,162 671,512
3 60,960 84,872 48,895 194727 133,767 537,745
4 54154 96,684 43,889 194,727 140,573 397,172
5 46,399 110,140 38,187 194,727 148,328 248,844
6 37,566 125,469 (60,079) 102,957 65,391 183,454
7 27,503 342,932 {159,479) 210,957 183,454 0
365,699 ] 0 365,699 0
#TPMENT LEASE %
FINANCING FALL 1984




the after-tax actual cash investment
(i.e., net funds invested) figure from
Table 5 which is comparable to the in-
vestment balance figure in Table 4.

Further clarification can be gained
by looking at Table 6. This table
reconciles the cash flow to investment
under single-investor. accounting to the
after-tax cash flow figure used to amor-
tize investment under leveraged-lease
accounting. When the change in de-
ferred taxes is added to the after-tax
earnings accrued and the amortization
of investment, the net result is equal
to after-tax cash flow, Whether
leveraged-lease accounting or single-
investor accounting is used, the incom-
ing cash must be allocated to return
on or reduction of investment. The
only difference is how much of the
cash flow is attributed to earnings and
how much to return of invested funds.
This has interesting implications for
the computation of stipulated loss
values.

Stipulated Loss Values
for a Single-Investor Lease

Stipulated loss values (SLVs) are
computed to protect lessor economics
in a transaction in the event of a
casualty. They are computed so thar,
on an after-tax basis, the lessor comes
out whole. In other words, after
recognizing any tax implications of the
equipment destruction and receipt of
the SLV by the lessor, there are just
enough funds left over to recover the
lessor’s outstanding investment
including any accrued earnings.

Given our definition of lessor
economics, it should be readily
apparent that SLVs based on the
multiple-investment yield will maintain
both lessor economics and book
income for a leveraged lease. For all
intents and purposes the economic and
accounting measures of a leveraged
lease transaction are one and the
same. There are, however, frequently
questions as to how SLVs for single-
investor lease transactions should be
computed. There is often concern as to
whether the common practice of

FALL 1984

basing all SLVs, whether for leveraged
or single-investor transactions, on the
multiple-investment yield really offers
protection.

It should be clear that SLVs based
on the multiple-investment yield will
always protect the econormics of a
transaction. For single-investor leases,
the question is whether the lessor can
be assured that no book loss will be.
incurred if a casualty occurs. However,
there is no need for concern in this
regard. Single-investor accounting’s
primary computations are done on a
pretax basis, thus its primary outstand-
ing investment figure is pretax. What
counts is after-tax investment. Two
major points {0 remember are:

(1} Single-investor accounting books
after-tax earnings more slowly than
leveraged-lease accounting; and (2) The
after-tax cash flows to be allocated are
identical in either case (see Table 6).
Therefore, using single-investor
accounting on an after-tax basis, funds
are applied more rapidly to recovery of
investment than under leveraged-lease
accounting. This implies that, except
at the beginning or end of the lease
term, the lessor’s outstanding invest-
ment balance will be consistently lower
using single-investor accounting than
using leveraged-lease accounting. This
can be verified by comparing the net
funds invested figure on the balance
sheet in Table 5 (an after-tax, single-
investor, accounting-based figure) with
the investment balance in Table 4 (a
leveraged-lease, after-tax, accounting
figure). A graphic representation of
this is shown in Figure 1. While basing
SLVs on the lower after-tax, single-
investor accounting, net funds invested
balance would protect book earnings,
this is not a rational economic deci-
sion. In a true economic sense, the
lessor expected to earn a higher rate of
return during the given time span.
Thus basing SL.Vs on the after-tax,
leveraged-lease accounting investment
balance makes the most sense. These
higher SLVs will result in a ook ac-
counting gain for a single-investor
lease, but no economic gain. The after-
tax .book gain which would result will
be equal to the difference between the
outstanding after-tax investment
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Table 7

LEVERAGED-L.EASE ACCOUNTING

Nontax-Adjusted Components of SLV

Tax-Adjusted Components of SLV

COMPUTATION OF STIPULATED LOSS VALUES UNDER

Additional
Unrecovered ITG Basis Investment Writeoff

Year Investment Recaptured  Writeoff /.54 IT6/.54 X (.46/.54) SLY

0 1,000,000 0 {1,000,000) 1,851,852 ¢ (851,852) 1,000,000
1 823,293 100,000 (857,500) 1,524,616 185185 (730,463) 979,338
2 699,774 80,000 (638,500) 1,295,877 148,148 (543,807) 900,118
3 569,286 60,000 (429,000) 1,054,233 111,111 (365,444) 799,889
4 426,819 40,000 (219,500) 790,405 74,074 {186,981) 677,498
5 271,274 20,000 (10,000) 502359 37,037 (8,519) 530,877
6 193,219 357,814 357,814
7 108,000 200,000 200,000

Table 8
PROOF OF STIPULATED LOSS VALUES IN TABLE 7

Prefax Total Basis Taxable Income Tax

Finat Cash Writeoff Income Benefit Net ITC After-Tax

Year SLY Rent Flaw in Year {Loss) (Liability) Recapture Cash Fiow
0 1,000,000 1,000,000 {(1,000,000) 0 0 0 1,000,000
1 979,338 190,661 1,169,999 {1,000,600) 169,999 {78,200) 0 1,091,800
2 900,118 190,661 1,090,779 (847,500) 243,279 {111,908) {80,000) 898,871
3 799,899 190,661 980,560 (628,500} 362,060 (166,548) (60,000} 764,012
4 677,498 190,661 868,159 (419,000} 449,159 (206,613) (40,000} 621,546
5 530,877 190,661 721,538 (209,500) 512,038 (235,5638) (20,000} 466,001
6 357,814 190,661 548,475 548,475 (252,298) 296,176
7 200,000 190,661 390,661 390,661 (179,704) 210,957
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balances under each of the two ac-
counting methods.

The method of computing SLVs to Table 9
maintain the economics, or to main-
tain the book income, of a single- COMPARISON OF STIPULATED LOSS VALUES
investor lease is the same except for (Based on Single-Investor & Leveraged-Lease Accounting & the
the handling of lessor outstanding Economic Yield Protected by Each)
investment. Thus, for simplicity, initial und
conce‘rn will focus upon_onl‘y the com- Leveraged-Lease Single-Investor sta:]e;:;nl
putation of SLVs to maintain the Accounting Accounting of LV Net Loss
multiple-investment yield of a transac- Neededio  in Economic
tion. If an SLV for each period can be Protecied Frotected Maintain Yield Due
found which is sufficient to pay off the ; \;ie;d ; Yie;d YE_B:!:;m_ic lgL[Lasing

; L ased 6n ased on sin S0

lessor’s Outstandu}g mvesrment. phfs After-Tax Alter-Tax Sinﬁe-lnvesgllar Single-inv§slar
accurnulated earnings, economic yield  ygyr gy Cash Flows SLy Cash Flows  Accousting  Accounting
will be maintained. 1.000.000 < 000.000 5

The computation of the SLVs
needed to protect lessor economic yield
is shown in Table 7 and their proof in
Table 8. Three clarifications concern-
ing the tables should be made.

First, a conservative assumption for
purposes of vesting ITC was made;
namely that vesting of portions of [TC
does not take place until the day after
the equipment acquisition anniversary The fundamental assumptions under-
date. Note, too, that the recapture of  lying this table are that, as of the
the ITC is an after-tax number. Since casualty date, the lessor receives the
$1.00 in SLV results in only $0.54 rent due it, the SLV due it, writes off
after-tax, any ITC recapture must be any remaining depreciable basis, and
grossed up. Thus each dollar of ITC pays any tax liability due (including
recaptured will require $1.85 ($1.00/ ITC recapture).

979,338 9.1800% 943,007 7.2181% 36,332 1.9619%
900,118 9.1800% 847,782 7.8927% 52,336 1.4873%
799,899 9.1800% 741,491 8.0357% 58,408 1.1443%
677,498 9.1800% 622,596 8.3486% 54,902 0.8314%
530,877 9.1800% 489,342 8.6610% 41,636 0.5190%
357,814 9.1800% 339,729 B.9853% 18,085 0.1946%
200,000 9.1800% 200,000  9.1800% 0 0.0000%

~N DO N e

0.54) in SLV for the lessor to come In order to compute SLVs based
out whole. The same logic would apply upon book net funds invested, sub-
to recouping the lessor’s outstanding stitute this figure for unrecovered
investment. investment in the tables. The book net
Second, the handling of deprecia-  funds invested figure from Table 5 is
tion may seem confusing. Keep in appropriate for this purpose, since the
mind that the depreciable basis is in- deferred tax figure on the balance
creased by one-half of any ITC recap-  sheet disappears when all the tax
tured and that our concern here is payments associated with a casualty
with cash flow. Depreciation in and of  are made. While detailed tables deriv-
itself results in no cash flow. It ing and proving these values are not

generates cash flow only to the extent  provided, the actual figures are con-
it reduces the lessor’s taxes. The cash tained in Table 9, and can be verified
flow from writing off $1.00 of de- easily. Another column is also pro-
preciable basis is only $0.46. This is an  vided showing the lessor’s actual
after-tax figure and must be divided by economic yield based on these SLVs,
.54 to gross it up to a pretax figure. As assuming a casualty in any given

a result, $1.00 in depreciable basis period. Note that the economic yield
writeoff only reduces the required SLV  would be consistently lower, even
by $0.85.3 though no book loss would result.

Third, Table 8 proves the SLV by
computing the after-tax cash flow
resulting from a casualty and showing
that it covers outstanding investment
plus accrued earnings from Table 4.
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Lessor Maximum
Default Exposure

A more neglected issue is the
lessor's maximum default exposure. Us-
ing leveraged-lease accounting, it is the
same for both book and economic pur-

Table 10

COMPUTATION OF MAXIMUM DEFAULT EXPOSURE UNDER
LEVERAGED-LEASE ACCOUNTING

Nontax Adjusled Expesure

Tax-Adjusted Exposure

poses. However, this is not true for Components Components " Maximum
single-investor accounting. The book " s - - Aﬂefr-Tilx
1 £ inole-i nrecovered Basis riteo Befault
iﬁ: i; CC};}:]Z;Z;E ' 12821;%;;21:2%01‘ Year Investment Recaptured  Wrileoff Investment ITC X .46) Expasure
economic default exposure. 0 1,000,000 0 (1,000,000) 1,000,000 0  (460,000) 540,000
Tables 10 and 11 show the maxi- 11,091,800 0 (1,000,000) 1,091,800 0 {460,000) 631,800
mum economic default exposure of the 2 898,871 80,000 (847.500) 898,871 80,000 (389,850) 589,021
e I Ll R
airly straightforward. They assume 5 466,001 20,000  (209,500) 466,001 20,000  (96,370) 389,631
that the lessee defaults, the lessor does 6 296,176 296,176 996176
not receive its latest rent {or any suc- 7 210,957 210,957 210,957

ceeding rents), the equipment proves
to be worthless, any remaining
depreciable basis is written off, and
any tax benefit (net of ITC recapture)
is received. Obviously, to the extent
the equipment being leased has some
value, the maximum default exposure
would be reduced.

One caveat in analyzing Table 10
is that maximum default exposure is
being computed on an after-tax cash
flow basis. Thus the handling of items
is somewhat different from the SLV
table (Table 7). Loss of the lessor’s
ourstanding investment results in no
tax benefit and so on an after-tax basis

is simply the amount written off.
(Remember that the lessor received a
depreciation writeoff on its invest-
ment.) ITC is likewise already an after-
tax number. Depreciation, on the
other hand, results in an after-tax cash
inflow of $0.46 per $1.00 of basis
written off.

For purposes of Table 11 (proof of
maximum default exposures) any after-
tax cash flow upon a default resules
solely from the tax consequences of
liquidation of the lessor’s position.
Thus lessor default exposure can be

Table 11
PROOF OF MAXIMUM DEFAULT EXPOSURE FIGURES IN TABLE 10

loaked at as simply its outstanding in-
vestment less any tax benefits received.
It is interesting to note that for
much of the lease rerm, the lessor’s
default exposure is less than its
outstanding investment plus accrued
earnings. This is due to the fact that
for the first five years of the lease
term, the lessor is still eligible for
depreciation tax writeoffs upon default.
However, once all depreciation has
been taken this will no longer be true.
{The recapture of ITC would always
work against the lessor.)

Outstanding

Investment
Pretax Total Basis Taxahle income Tax Net Plus Accrued Maximum
SLv Rent Cash WriteoH Income Benefit iTG After-Tax After-Tax After-Tax
Year Received  Received Flow in Year {Loss) (Liahility)  Recapture  Cash Flow Earnings Exposure
¥ 0 0 {1,000,000) (1,000,000) 460,000 0 480,000 - 1,000,000 540,000
1 0 0] 0 {1,000,000) (1,000,060) 460,000 0 460,000 1,091,800 631,800
2 0 0 0 (847.500) (847,500) 389,850 (80,000) 309,850 898,871 589,021
3 0 0 0 (628,500) (628,500} 289,110 (B0,000) 229,110 764,012 534,902
4 G 0 0 (419,000) (419,000} 192,740 (40,000) 152,740 621,546 468,806
5 0 0 0 (209,500) (209,500) 96,370 {20,000) 76,370 466,001 389,631
6 0 0 0 0 o 0 296,176 296,176
7 0 0 0 0 0 0 210,957 210,957
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Table 12

COMPARISON OF MAXIMUM BOOK DEFAULT EXPOSURE
(Single-Investor Accounting versus Leveraged-Lease Accounting)

Maximum Maximum
After-Tax Aiter-Tax Understatement
Defauit Default of Economic
Exposure Expasure After-Tax
Based an Based an Default Exposure
Laveraged-lease Single-Investor Using Single-investor
Year Accounting Accounting Accounting
0 540,000 540,000 0
1 631,800 612,181 19,619
2 589,021 560,759 28,262
3 534,902 503,362 31,540
4 468,806 439,159 29,647
5 389,631 367,201 22,429
6 296,176 286,411 9,766
7 210,957 210,957 0

Analogous to computing SLVs, in
order to evaluate book default expo-
sure, substitute book unrecovered net
investment figures based on single-
investor accounting for those based on
leveraged-lease accounting. As was
done with SLVs, although derivations
and proofs are not given, the default
exposures based on net funds invested
using single-investor accounting are
shown in Tahble 12. Also shown are
the default exposures from Table 10
and the amount by which the book
loss for a casualty in any given period
would understate the lessor’s true
economic loss.

Conclusions

Single-investor lease accounting has
little to recommend it. It is an attempt

FALL 1984

by the accounting profession to impose

nontax-based loan accounting treat-
ment on a tax-based transaction. It
would be simpler, and economically

more realistic, to account for all leases

using leveraged-lease accounting.
Taxes are a motivating force
behind single-investor leases, and

should be recognized in the accounting
for them as they are in the accounting

for leveraged leases. In addition, the
concept of matching income to the
period it is earned would be better
served.
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Footnotes

1. This is in deference to coramon industry prac-

tice. However, this is not necessarily true, in
general, since the lessor is dealing with limited
resources, i.e., investable capital and tax base.
For example, assume that one has $1,000,000
ro invest and has a choice between three one-
year investments of equal risk. The first
invesrment requires $1.00 and yields 100%,
the second requires $992,999.00 and vyields
10%, and the third requires $1,000,000.00 and
vields 15%. Even though it does not have the
highest yield, the 15% choice is clearly best,
returning $150,000, The 100% choice is
intuitively appealing, but it precludes
investing in the 15% alternative. The only
feasible selection is then a combination of the
100% and 10% investments, which returns
only $100,000.90.

. This is one widely used approach to handling

[TC. FASB Statement No. 13 leaves itself
open to interpretation. Thus, some lessors
may time their netting of [TC against invest-
ment differently. However, this would not af-
fect any of the conclusions reached.

. Note that one-half of the ITC recaprured is

added back to the rax book value of the
asset. This can be illustrazed by deriving the
additional basis wrizeoff for year one of
$857,500 as shown in Table 7. In the exam-
ple, the full 10% ITC was taken. The asset's
basis must be reduced to $950,000. Therefore,

the asset’s tax book value at the end of one
year is $807,500 ($950,000 - $142,500).
However, in the event of an early rermina-
tion, the asset’s tax book value is increased
by one-half of any ITC recaptured—in this
case $50,000.
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ih. or several years the American
Association of Equipmenr Lessors
(AAEL) has considered producing
more information regarding credit
extension in the equipment leasing
industry. To initiate activity in this
area, in April of 1983, AAEL mailed a
Credit Analysis Survey (Appendix A)
to 250 of its members. Ninety-two
complete responses were received,
generating a return rate of 37%.

Technical Aspects

A major problem of any survey is
the extent to which it truly represents
the overall universe of the audience.
The present sample is approximately
equal to 10% of the equipment leasing
industry population. The Credit
Survey stimulated a response mix of
46% independents, 40% bank sub-
sicliaries, and 14% captives—a
reasonable matching. From a portfolio
size perspective, respondents to the
Credit Analysis Survey can be
categorized as shown in Figure 1.

Industry-Wide Results

There were a number of industry-
wide findings which deserve discussion.
For example, 60% of all respondents
have no credit manuals. In addition,
86% of the respondents had no credit

The author has a 12-year background in
equipment leasing, and recently has written a
text entitled The Treasurer and Controller’s
New Equipment Leasing Guide, published
by Prentice-Hall.
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training manuals. This lack of
guidelines raises the question of quality
of process, and has implications affec-
ting the industry’s profit performance
in the long term, as entrepreneurs pass
on the reins to professional
management.

On the other hand, 77% of the
respondents required financial
statements on transactions over $10M.
The dominance of the financial state-
ment requirement is a clear indication
that, while the credit process may not
be formally documented, credit con-
trols are in place.

A significant question, and the
most difficult to quantitatively assess,
concerned information priorities in
arriving at a credit decision. Respon-
dents were asked to rank a list of thir-
teen identified criteria in reaching a
credit decision. Part of the assessment
problem relates to the manner in
which respondents made their rank-
ings. Based on interpretation and
extrapolation of the survey dara, it
appears that the three most significant
criteria were: Financial statement spread
(26%); bank references (15.5%); years in
business (12.2%?). Figure 2 illustrates the
results of these categories of credit
priorities, as well as the remaining

items in the top nine. It was of par-
ticular interest to note the low ranking
of equipment analysis and orher lender
history.

The credit philosophy section of
the survey offered the contrasting
possibilities of: (1} Reducing risk
through diversifying the portfolio by
industry and geography, and (2) reduc-
ing risk through specializing in an
industry or area to gain expertise.
Overall, 60% of the respondents felt
that spreading of risk among clients
was an important component of port-
folio quality. Spread of risk by
industry or geography, however, only
elicited 2 40% response; and only 16%
believed that industry specialization
was the optimal way to reduce risk.
This low percentage was unexpected,
because 33% of the respondents had a
50% concentration of one industry in
their portfolio. It is questionable
whether respondents believed that
while spread of risk may be important
from a credit standpoint, credit
parameters are not as important as
volume. Furthermore, regardless of
spread risk, 49% of the respondents
agreed that “Historical performance
analysis is the best way to predict
likelihood of repayment.”

Figure 1
PERCENTAGE OF RESPONDENTS $ PORTFOLIO SIZE
24 (5MM
28 §-20MM
24 21-100MM
24 »100MM
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Equipment Analysis 7.2%

Agency Ratings 7.3%

Trade Relaticnships 7.3%

Ratios and Trends 8.9%

Prior Relationship 11.0%

Figure 2
IMPORTANCE OF CREDIT DECISION TOOLS

Other Lender Mistory 4.1%

Financial Statement 26.6%

Bank Reference 15.5%

Years in Business 12.2%

In the area of credit operations,
46% of the respondents suggested that
the credit department is a support staff
to help make the transactions
“doable.” This open-minded attitude
contrasts with the response on credit
decentralization, where only 7.6% sup-
ported decentralization.

Twenty-five percent of the
respondents supported the proposition
thae: “Credit people keep salespeople
from giving away the shop.” However,
the input of salespeople was considered
of value ta either the analysis or col-
lection activity by approximately 33%
of the respondents. It is interesting
that more credit people state that their
role is to intelligently support sales
than will listen to the salesperson.

Subgroupings

Because of the healthy response,
survey responses were segmented into
four subgroups using portfolio size,
type of company, transaction size, and
degree of industry specialization as
criteria. The rest of this article focuses
on these areas.

The analysis process is based upon
how each subgroup evaluated each

issue in relation to the other
subgroups.

Segmentation
by Portfolio Size

The fizst subgroup based upon
portfolio size fell into four categories:
(1) Less than $5MM, (2) $6-20MM,

(3) $21-100MM, and (4) over $100MM.
Respondents were distributed evenly
among banks and independents, but,
not surprisingly, the smaller-sized firms
were under-represented in the captive
category, while the larger-sized firms
were over-represented in that category.
The banks did have a small bulge in
representation in the $21-100MM size
firms.

With respect to the average trans-
action size, smaller firms dominated
the smaller average transaction size seg-
ment, and the larger firms dominated
the larger average transaction size seg-
ment. (In fact, there are no small firms
which have average size transactions
over $150M, while 74% of the largest
sized firms have average transaction
sizes of over $150M.) The primary
deviation from the expected distribu-
tion curve was the 60% concentration
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of the $6-20MM size {irm in the
average $10-75M average ticker size.

Concerning the specialty areas, the
distribution of the various sized firms
indicated nothing unusual. It is
noteworthy, however, that the largest
firms predominated in the 30-50% con-
centration segment, and were under-
represented in the less than 30% con-
centration segment (which is hereafter
referred to as the “nonspecialized
segment”).

To analyze the credit profile sec-
tion by segment, graphic visualization
may be helpful. Figure 3 clearly shows
that the larger the firm, the more for-
malized the credit process. However,
there is an absence of training manuals
throughout the population. Figure 3
also shows the relatively heavy
weighting of process in bank affiliates
and in companies with large average
size transactions—both of which tend
to be in larger-size groupings.

Within the credit analysis priorities
section, relative weighting of the
various credit components, as indicated
in Figure 4, was interesting. The
heavier weight placed on financial
spreading and ratio analysis by the
larger companies both reflects a more
analytical approach from a risk stand-
point, and a larger average-size transac-
tion of the larger companies.

The graph reflects the interest of
the smallest firms in items such as
prior relationship (RELAT); trade
referenced (TRADE); and years in
business (YEARS). The largest firms
also exhibited a strong interest in
equipment analysis (EQUIP). The
weight placed upon the significance of
equipment analysis by the largest two
categories of firms demonstrates the
focus of the larger firms in collateral
protection. The low significance given
the larger firms for items such as trade
and bank references and agency ratings
{AGENT) demonstrates a markedly
different approach from the one used
by the smaller firms, who often have
fewer resources with which to analyze
historical data. One bulge in the data
perhaps worth mentioning, but not
clearly understandable, is the relative
importance of other lending history
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Figure 3
EXISTENCE OF MANUALS BY SEGMENT

1 Procedure E] Training
100
80
“
]
Z
£ 80
=
£
= 40
32
26 :
) £ . !' il I
{5MM 620 —100 100 INDEP BANK CAPTV (10M 10-75 (100 }150 AVRGE
Portfolio Type Transaction Size
Figure 4
CREDIT ANALYSIS PRIORITIES
100
Y5100 MM /
B0
$21-100 MM /

[or]
<

N

% Category Vote
-
<

[}
o

w55'2°N\ AN m Y /
~ ~
e~ T~

{55 MM

o]

e —

TRADE BANKS  YEARS FINAN

EQUIF
Priorities of Different Size Firms

RELAT  AGENT RATIO LENDH

{LENDH) by the $6-100MM sized
firms.

The differences in credit
philosophy focused primarily on the
importance of analysis to both the
smallest and the largest companies; the
$21-100MM segment gave less relacive
importance to the historical perfor-
mance analysis, instead focusing its
attention on spread of risk, a concept
also heavily supported by the smallest
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firms. The largest companies also relied
more on diversification of portfolio by
industry and geography than the
smallest firms. This may indicate an
ability of the largest firms to
accomplish this diversification with
branches and specialists in different
fields. The larger firms also supported
credit authority decentralization at
twice the rate of other firms in the
industry, perhaps because broader

THE JOURNAL OF

EQUIFMENT LEASE
FINANCING

geographic coverage is somewhat
inconsistent with total centralized con-
trol. Specialization was deemed
relatively insignificant by the entire
industry.

In the credit operation section, the
largest variation occurred in the use of
salespeople to perform collection work.
Thirteen percent of the larger com-
panies supported this notion, as did
56% of the $6-20MM segment. In
terms of whether it is a function of the
credit department to help make a
transaction “deable,” of the smallest
and $21-100MM size firms nearly 60%
articulated that it was, while of the
largest and $6-21MM size firms only
30% supported the statement.

The conclusions that might be
reached with regard to company size
are: (1) The expected focus on
establishing policies and procedures by
larger companies; (2) the stronger
reliance on analytical aspects of finan-
cial statement review by the larger
firms than by the smaller firms; and
{3) greater emphasis on third-party
credit information sources by smaller
firms. It is questionable whether the
larger firms rely more on analysis
because it gives better results or
because it is consistent with a broader,
institutional approach to credit.
However, the survey does not answer
that question.

Segmentation by
Company Type

Classification between independ-
ent, bank-related or captive caused
some distortion because the captive
grouping represented only 13% of the
sample size and less than 1% of the
total universe. Whether this sampling
reflects the position of captives gen-
erally is certainly subject to debate.
On the other hand, the independent
and bank-related segments are well
represented, and conclusions concern-
ing their opinions probably can be
stated with more confidence.

In terms of portfolio size, captives
were generally in the $2IMM area and
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Figure 5
TRANSACTION SIZE BY COMPANY TYPE
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over. Banks and independents were
distributed reasonably equally over size
ranges.

Figure 5 reflects transaction size.
The independents appear to deal in
large or mid-small transactions, and
not in mid-sized ones—those ranging
from $75-150M. The captives were
spread relatively equally. Finally, the
banks showed relatively low represen-
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tation in the smaller transaction size
segment, probably a reflection of their
concern with return on expense.

In the specialty categories, only
19% of the bank-related firms were
concentrated at the >50% specialty
level. The captive firms obviously were
dominant in the >50% level, while
independents occupied all levels in line
with the total population.
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Previously, it was noted that Figure
3 shows the preoccupation of banks
with credit process, as reflected by
their insistence on manuals. Concern-
ing the requirement of financial
statements, 42% of the captives noted
this as a requirement on all transac-
tions, compared with 27% of bank-
related and independent companies.
This contrasts with the legend that
captive leasing companies do not
require financial statements because
they are eager to finance the sales of
their parent.

In the credit philosophy area, the
captives, unsurprisingly, had a relative-
Iy low regard for the spread of risk
approach, and also stood out with
their greater willingness to accept more
tisk if the rate is higher. The banks
emphasized belief in historical analysis
as a proper methodology and also sup-
ported diversification by industry and
geography—all in accordance with
expectations.

Significant differences appeared in
the credit operation area, as shown by
Figure 6. While all the segments pre-
ferred the centralization of credit
(CENTR) to decentralization
(DECEN), support was relatively
stronger from the bank group—perhaps
reflecting institutional rather than
industry bias. The bank group also
gave heavier relative weighting to the
importance of salespeople to {a) the
credit analysis (SAL-) and (b) the col-
lection process (SAL-C). This is prob-
ably a reflection of the role of the rela-
tionship manager in banking circles, as
contrasted with the higher level of
sales specialization among the inde-
pendents and captives. The banks gave
little credence to the premise that
“credit department should make a deal
doable” (DOABL). In contrast to the
36% bank vorte for this position, 57%
of the independents supported this
premise. Finally, the statement:
“Credit people keep salespeople from
giving away the shop,” was supported
by 33% and 31% of captives and
bankers, respectively, versus only 18%
by the independents.
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Segmentation by
Average Transaction Size

There were sharp differences
established by average size of transac-
tion. It is clear that average transac-
tion size and portfolio size are cor-
related. With regard to types of firms,
it appeared that independents were
excluded from the $75-150M average
size transaction arena. This may be a
function of “plain vanilla” low cost
transactions flowing to banks on a rate
basis, forcing nonbank third parties
out of this segment, but permitting
them to structure larger, more complex
transactions or smaller, less price-
sensitive transactions.

Firms with the smallest transaction
sizes tended not to require statements
on transactions under $10M. Where
average transaction size was $10-75M,
60% require statements, and where
average transaction size exceeds $75M,
virtually all firms require statements on
virtually all transactions.

With regard to credit priorities, the
graph in Figure 7 indicates the relative
importance to the various average
transaction size segments of the nine
most significant priorities. The largest
firms focus their interest on financial
statement spreads (FINAN), equipment
analyses (EQUIP), agency ratings
(AGENT), and ratic studies (RATIO);

they give low significance to references.

The smallest firms granted highest
priorities to prior relationships
(RELAT), agency ratings (AGENT),
lending histories of others (LENDH),
and vears in business (YEARS), and
gave low significance to financial state-
ment spreads and ratio analysis. The
two middle-size groups (totaling
$10-150M) focus their attention on a
mixture of the interests of the larger
and smaller transaction size subgroups:
Financial statements, bank and trade
references, and lending histories of
others while giving minor significance
to equipment analysis, agencies, prior
relationships, and ratios. Clearly, as
firms move from analysis of the small
transaction to the larger transaction,
they move from strictly outside
references toward more internal
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Figure § indicates that with regard
to credit philosophy and operations,
the smallest firms gave little weighting
to specialization (SPECI} in reducing
credit risk. In addition, they seemed
more willing to accept high risk if the
rate is commensurate. This graph
shows how the middle two subgroups
almost totally disregarded the
significance of risk/reward (RS/RW).
The focus of the middle subgroups was
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on pricing, to offset risk.

The credit operations graph (Figure
9} indicates that the small-transaction
firms supported the credit department’s
responsibililty in making a transaction
doable. They also gave surprisingly
strong support to decentralization of
the credit authority. Eighty percent of
the $75-150M group, while small in
absolute numbers, supported the use of
salespeople in the collection process.

45



Figure 9
CREDIT OPERATIONS & TRANSACTION SIZE
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As indicated previously, this group
consists primarily of bankers, who
believe in the relationship management
generalist; they also showed strong
support for centralization. The two
middle groups also supported the posi-
tion: “The credit department keeps the
salespeople from giving away the
shop.”

Segmentation by Specialty

The last part of the company pro-
file section dealt with degree of
specialization. This segment of the
survey addressed the issue of whether
a firm considered itseif to be special-
ized or not. A majority of the respon-
dents (73%) said they were not. This
was verified by asking firms to break
down their portfolios into major
industry groupings. This second
approach produced results different
from that obtained in the first. The
tallying process considered those firms
with a greater than 50% concentration
(349) to be highly specialized, those
firms with 30-50% concentrations
(19%) to be mildly specialized, and the
balance (47%) to be unspecialized.

The specialists were undez-
represented in the large portfolio area;
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in contrast, the 30-50% concentrated
groups were disproportionately
represented in the large portfolio
groupings, with 50% of their members
falling in that category. Moreover, the
30-50% specialists were dispropor-
tionately under-represented in both the
portfolio sizes of $6-20MM and
$21-100MM.

With regard to company type,
banks were well represented in the
nonspecialist category and under
represented in the >50% concentra-
tion category. Captives were high in
the latter category, as was expected.

In the average transaction size,
specialists and nonspecialists both
seemed to focus on the $10-75M
subgroup, leaving the >3$150M trans-
actions to the moderately specialized
(i.e., moderately portfolio
concentrated).

Analysis of the credit priority areas
showed only minor departures within
any segment from the average industry
curve. Differences sufficiently signifi-
cant to merit discussion took place on-
ly in the credit philosophy and credit
operations areas. Here over 50% of the
specialists indicated support for their
present concentrations. They also ex-
pressed a low level of interest in hav-
ing salespeople help with the credit
work, a factor explained by the high
number of captives in this subgroup.
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he results of the Credit Analysis
Survey offer an overview of how the

" diverse elements within the equipment
leasing industry approach credit
analysis. The factors identified by the
survey findings should be of assistance
in planning credit policies within the
industry.
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Appendix A

AAEL CREDIT ANALYSIS
QUESTIONNAIRE

to be completed by the credit manager
1. Company Profile

1. Please indicate your leasing company size
(gross receivables).
[1 $5 million or less
O $6-2C million
O $21-100 million
3 above $100 million

2. Please indicate vour leasing company type.

O independent
[1 bank-related
O captive

3. Please indicate your average size
transaction.
T $10,000 or under
0 $10,000-$25,000
1 $25,000-575,000
0 $75,000-$150,000
O $150,000-$1 million
[0 over $1 million

4. Most of my company’s business is with:
0 brokers
0 vendors
{1 direct to lessee

5. Do you specialize in a particular type of
equipment or industry or do you lease a
variety of equipment types?
£] general equipment
O particular equipment or industry

6. If you specialized in one or several types
of equipment, please indicate approximate
percentages of concentration or single
specialty:

___ printing/graphics

construction

business machines/computers

medical

machine tools/tobotics

automobiles

trucks/containers

farm

communication (telephone,

broadcast)

— aircraft

—_ extractive

____ power generation
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il. Credir Profile

7. How many are employed by your com-
pany in the credit function?
J 1.5
0 6-10
3 1120
O over 20

8. Do you presently have a:
credit policy manual £1 yes O no
credit procedures manual O yes [J no
credit training manual O yes [J no

9. At what size transaction do you require
financial statements?
3 over $10,000
O over $13,000
[ over $25,000
3 over $50,000
O other

10. What type of financial information do

you require when analyzing a company’s
credit worthiness? {Please check all ap-
propriate items and add those not listed
in the space provided.}

1 lease application

O financial statements

[0 credit references

[J agency reports

[ equipment information

[ company profile

O industry profile

{1 information on lessee’s customers

oCcoo

1. Please rank by number the importance

you give the following items when mak-

ing credit decisions. (You may omit those
items not included in your decision mak-

ing process.}

_ trade references

____ bank references

___ years in business (fessee)

_ ... rating agencies (Moody's, etc.)
. financial statement spread
. equipment analysis

___ industry analysis

- prior relationship with lessee
___ numerical scoring system
__ ratio and trend analysis

__ history of other lenders with lessee

____ rteferences from customers and/or
suppliers
_ use of computer aided analysis
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. Which statements most closely describe
your credit philosophy? (You may check
mote than one.)

(1 spread risk in the portfolio among a
large number of clients

O specialize in industry to better evaluate
equipment {collazeral) position

[ specialize in industry to better evaluate
financials and references

[ prepared to take addicional risk if rate
is sufficient

O historical performance analysis is the
best way to predicrt likelihood of
repayment

O diversify the portfolio both in collateral
and geography

]

3. Which statements are indicative of the

operation of your credit department or

group? (You may check more than one.)

O Credit people keep sales people from
giving away the shop.

1 Sales people must perform an integral
part of the analysis.

[0 Sales people are responsible on their
accounts for some collection work.

[J Credit is a support staff to help make
the deal “doable.”

O3 Credit authority should be centralized.

[0 Credit authority should be
decentralized.
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he sharp deterioration in produc-
tivity growth since the early 1970s has
been a major motivation behind the
renewal of interest in economic policies
to expand aggregate supply. The public
discussion has emphasized an
accelerated accumulation of physical
capital as 2 major goal of policy, and
particular importance has been
attached to increased tax incentives for
private saving as a primary means of
achieving that objective. Yet in several
respects, the attention directed both to
the slowing of physical capital accumu-
lation as a cause of the previous short-
fall in productivity growth and the
importance attached to tax incentives
to promote private saving as the cure
seem misplaced. It has also contributed
to an excessively narrow view of the
actions that could be taken by govern-
ment to accelerate the growth of pro-
ductivity. In fact, it can be argued that
the net outcome of the policy actions
to date will likely be to retard rather
than to promote future growth.

The first section of this paper
reviews the empirical studies of the
productivity growth slowdown with
particular emphasis on the role of
capital. The second section examines
the behavior of saving and investment

Barry P. Boswaerth, is a senior fellow in the
economic studies program at the Brookings In-
stitution. He has been a director of the Coun-
cil on Wage and Price Stability, and has
served as staff economist on the Council of
Economic Advisers, assistant professor at Har-
vard University, and visiting lecturer at the
University of California-Berkeley. Bosworth, a
member of the American Economic Associa-
tion, has co-authored two books, written
several articles, and is an active lecturer.
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and trends in capital income taxation.
The third section is directed toward
the policy actions that might be taken
to promote a faster rate of productivity
growth in the future.

Capital and the
Productivity Slowdown

There are several problems in
ateributing to capital a major role in
the slower growth of productivity.!
First, since 1973 the contribution of
slower growth in the capital-labor ratio
accounts for only a few tenths of a
percentage point of the shortfall of
multifactor productivity growth (output
per unit of labor and capital input).?
That fact is very apparent in the new
data on multifactor productivity
prepared by the Bureau of Labor
Statistics and reproduced in Table 1.

The contribution of capital to out-
put is a product of two factors: The
rate of accumulation of capital and its
share of total factor income. The
slower growth of the capital input that
has occurred has been as much due to
a fall in its share of income as to a
slower rate of physical accumulation.
That highlights the second problem:
The average before-tax rate of return
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One of the most critical areas of ULS. policy
today focuses upon determining the type of
economic policy that can best influence future
capital formation. The subject of industrial
change within the U.S. and public policy in-
itiatives in this area s important to the equip-
ment leasing industry due to the industry’s ma-
jor vole in the capital formation process. The
following paper is reprinted from Industrial
Change and Public Policy, the proceedings of
an August, 1983, symposium sponsored by the
Federal Reserve Bank of Kansas City.

on capital fell sharply throughout the
1970s. Even after adjusting for the
influence of recession, the real return
on business capital has fallen by three
percentage points—from 1% to
8%—since the mid 1960s.* That is not
consistent with the usual notion of
growing capital scarcity. It also casts
doubt on the usual argument that the
effective tax rate on capital income
increased during the 1970s, a situation
which would be expected to produce a
higher before-tax rate of return.

The major conclusion that emerges
from the growth-accounting studies of
recent years is that the productivity
slowdown is, in large part, a mystery.
Those studies have achieved important
results in quantifying the contribution
of a large number of potential explana-
tions for the slowdown. Among the
contributing factors identified are a
younger and less experienced work-
force, government regulation, higher
energy prices, and reduced research
and development. Each of these fac-
tors, however, can contribute only a
few tenths of a percent annually.
Other common explanations, such as a
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Table 1

AVERAGE ANNUAL RATES OF GROWTH IN OUTPUT, LABOR AND CAPITAL INPUTS,

AND PRODUCTIVITY, BY MAJOR SECTOR, 1948-81

{percent)
Private Business® Nonfarm Business Manufacturing

Measure 1948-73 1973-81  Slow- 1948-73 1973-81 Slow- 1948-73 1973-81  Slow-

down down down
Output per hour of all persons 3.0 0.8 -22 2.5 0.6 -1.9 2.9 1.5 ~1.4
Minus contribution of capitai’hourt 1.0 0.7 -0.3 0.8 0.6 -0.2 0.7 1.1 -04
equals:
Multifactor productivityt 2.0 0.1 -1.9 1.7 0.0 -1.7 2.2 0.4 -18
Output 3.7 2.2 -15 39 2.1 -1.8 40 1.2 —2.8
Hours of all persons 0.7 1.4 0.7 1.3 1.5 0.2 1.1 0.2 -1.3
Capital services 36 3.2 ~0.4 3.6 33 -0.3 35 4.0 0.5
Combined capitat and labor inputs 1.7 2.0 0.3 2.1 2.1 0.0 1.8 0.2 -0.9

Source: Bureau of Labor Statistics, U.S. Depariment of Labor

*Excludes government enterprises

+Change in capital per unit of labor weighted by capital's share of total output
£ Output per unit of combined labor and capital input
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shift to a service-based economy, have
been dismissed. Studies of productivity
growth in other countries reach similar
conclusions. In many of these coun-
tries the decline in multifactor produc-
tivity is greater than in the United
States.*

Another hypothesis is that the
1970s were an unusual period of
economic disruptions, and as a result
much of the capital stock became
obsolete. That is, a measure of the
capital stack calculated by cumulating
past investments overstates the effec-
tive stock during the 1970s. The
evidence on the obsolescence hypo-
thesis is, at best, ambiguous, but it
appears unlikely that it can account
for such a large and sustained slowing
of productivity growth.

Unexpected obsolescence daes offer
an appealing explanation for the
decline in the rate of return on
capital—the value of the denominator
is overstated. But the decline in the
rate of return began in the early 1970s.
Even if as much as 25% of the equip-
ment stock became obsolete in the
1973-74 period, normal depreciation
and retirements would reduce its effect
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on the value of capital stock, and thus
the rate of return, to about 2% by
1981, which would increase the rate of
return only by a few tenths of a
percentage point., Thus, accelerated
obsolescences would have to be very
large and continuing to explain the
behavior of the return on capital.
More recently, studies have
focused on a slowing of advances in
knowledge, tather than changes in the
quality or quantity of the inputs, as
the most likely cause of the productiv-
ity slowdown. The term “knowledge”
is used in a general sense to include
improvements in management skills as .
well as the introduction of new
technology. Dale Jorgenson in par-
ticular has argued that reallocations of
output among sectors {such as might
follow a period of economic disloca-
tion) actually made 2 small positive
contribution to growth after 1973, and
that the decline thereafter was caused
by slower rates of technical change in
individual industries.® The difficulty
with such an explanation is that the
contribution of advances in knowledge
is only a residual measure in the
growth accounting, which makes it dif-
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ficult to analyze in any systematic
fashion.

The results of a recent study of
trends in output and productivity
growth in different regions of the U.S.
add to the argument for a general
change in the residual. While rates of
output growth have varied substan-
tially among the regions, those dif-
ferences are almost fully explained by
different rates of growth in the capital
and labor inputs, and there are not
major differences in the growth of
multifactor productivity. Multifactor
productivity has grown at least as
rapidly in the Snow Belt as in the Sun
Belt, despite a significantly slower rate
of capital accumulation. Furthermore,
the slowdown in productivity growth
after 1973 is common to all.?

At times, it is argued that
technological innovation is embodied
in new capital in order to support a
view that capital is of greater impor-
tance in the growth process than is
implied by the growth accounting
studies. However, several authors, in
examining the importance of the
embodiment hypothesis, have pointed
out that there is insufficient variation
in the age structure of the capital stock
to make it an important source of
change in the nation’s growth rate.®
Under such circumstances gross invest-
ment is the relevant concept, rather
than the net capital stock, and gross
investment has increased as a share of
GNP during the 1970s.

It is also important to avoid confu-
sion between the argument that new
technology may require new capital,
and a different argument that in-
creased investment will significantly
alter the pace of a technological
innovation. In any period there is
always a large volume of investment
with substantial variation in the
expected returns on the individual pro-
jects. Those that are most profitable,
supposedly embodying the most signifi-
cant technical advances, will be under-
taken first. In each period, investment
will be undertaken to the point where
the expected return on the marginal
investment, inclusive of any return on
embodied technology, is equal to the
cost of funds. Thus, the embodiment
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of technology does not imply any
extraordinary return on an additional
unit of investment at the margin.

Investment was heavily concen-
trated in areas of rapid technological
innovation during the 1970s. Expen-
ditures (measured in 1972 dollars) on
computers and communication equip-
ment rose from 12% of total equip-
ment purchases in 1960 to 17% in
1970 and 32% in 1981. Nonetheless,
there is little evidence that these high-
technology investments had a signifi-
cant impact on any economy-wide
measure of productivity. The increase
in productivity should be even more
evident if, as is often claimed, invest-
ment in such equipment is understated
by the use of priced deflators based on
resource cost. The investments in
information systems were supposed to
improve business decistonmaking, but
there is little evidence that they have
done so.

Saving and Investment

The previous section outlined
some reasons for skepticism about the
degree of emphasis being placed on
physical capital accumulation as a
cause of the slowdown in productivity
growth.

It is not necessary, however, to
argue that reduced capital formation
was the cause of the productivity
slowdown in order to advocate in-
creased investment as a means of
accelerating productivity growth in the
future. Although the before-tax return
on capital has declined, it has re-
mained in the range of 8-10%. An
increase in the share of net investment
in net output of one percentage point
would, in the near term, raise the
growth of output by about 0.1 percen-
tage point annually. If the share of net
business output going to investment
could be doubled (from an average of
4-5% in the 1970s) the growth of out-
put would rise by about 0.4-0.5 percen-
tage points annually. A rise in the net
investment share does not have a per-
manent effect on the rate of produc-
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tivity growth, but in the long run the
level of output is increased by about
5% for each one percentage point rise
in the investrent share. These gains
are substantial, but they also imply
that truly heroic actions would be
required to restore the postwar trend
in productivity by an expansion of
capital formation alone.?

There are, however, several signifi-
cant issues of how best to achieve that
objective. The policy conflicts are par-
ticularly evident in the tax area, where
major new initiatives have been undes-
taken to expand incentives for both
private saving and investment, and
additional actions are under considera-
tion for the future.

The main issues can be highlighted
by asking whether government policies
should focus on expanding incentives
for saving or for investment. In an
idealized world of full employment,
competitive markets, and no foreign
trade there would be little relevance to
such a distinction. Saving and invest-
ment can be viewed as opposite sides
(supply and demand) of the same
market, with the interest rate serving
as the equilibrating price. In the
idealized world it makes little dif-
ference whether incentives are ex-
tended to savers or investors, since the
interest rate adjusts to maintain a
balance. In practice, there are many
pitfalls in this process.

Saving

Much of the discussion concerning
the need for expanded incentives for
saving implied that private saving has
declined in the United States. Yet the
private saving rate has remained very
stable throughout the postwar period
at about 16-17% of GNP, and there is
no evidence of a decline during the
1970s (Table 2). What has changed is
the compasition of that saving: Cor-
porate saving (retained earnings and
capital consumption allowances) has
increased, while saving attributed to
the residual sector of households, non-
profit institutions, and unincorporated
business has declined. In part, this
compositional change may be asso-



Table 2

SAVING AND INVESTMENT SHARES OF GROSS NATIONAL PRODUCT, 1951-82

{average annual percentage share)

Private Saving Government Saving Investment Net Saving and Investment”
State Nonresi- Residen- Net Private Private Capital

Period Total Personal Total Federal andlocal dential tial Foreign Saving lnvestment Consumption
1951-60 16.2 47 -0.3 -0.2 -0.2 10.4 52 0.3 8.0 73 8.9
1961-70 16.3 4.7 -04 - 0.5 0.1 1141 4.3 0.5 8.6 7.6 8.4
1971-75 17.2 586 -1.2 -1.8 0.6 111 4.6 0.3 8.7 7.0 9.3
1976-8C 171 42 - 0.7 -2.0 1.2 11.9 4.6 -0.2 7.4 6.7 10.5
1981 17.1 4.4 -1.0 —-2.0 1.1 12.5 3.6 0.1 6.6 5.4 1.2
1982 17.4 4.6 -3.8 —-49 1.0 10.6 31 -0.2 6.5 2.4 11.6

Source: U.S. Department of Commerce, National Income and Product Accounts of the U.S.

*Percent of net national product

ciated with the sharp fall in income of
noncorporate business, but any inter-
pretation is complicated by the prob-
lems of allocating interest income
among sectors of the economy during
a period of high variable inflation, and
accounting for capital gains and losses
in estimating net wealth.!® In any case,
it is not clear that it has any particular
significance for the issue of capital for-
mation. The composition of govern-
ment saving has also changed as a
tendency toward larger deficits at the
federal level is offset by larger surpluses
of the state and local governments’
employee retirement funds.

Some economists prefer to deduct
from gross saving the flow of deprecia-
tion on capital to get net saving, and
they observe that the net saving rate
has declined (see Table Z). But the rise
in depreciation that led to the decline
reflects a shift in the pattern of invest-
ment rather than saving hehavior. The
composition of business investment has
moved toward shorter-life capital—
equipment relative to structures—with
a consequent rise in depreciation, and
the stock of depreciable capital has
grown more rapidly than output.
Whether that shift provides a basis for
increasing private saving incentives
depends upon the factors that caused
it. If it is due to a distorting change in
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the relative taxation of short and long-
life capital or if it reflects the often-
discussed short-term planning horizon
of U.S. business, the shift is not
desirable. On the other hand, it may
simply reflect the changing nature of
current investment opportunities—less
need for offices, shopping centers, and
industrial plants relative to short-life
assets such as computers. We are pass-
ing on a smaller capital stock to future
generations, but if the social return on
that type of capital is declining, the
reduction is appropriate. Either way, it
is not clear that new incentives for
saving are the appropriate response to
a changing mix of domestic invest-
ment—particularly when that increased
saving could flow to many other uses.
The United States is one of a
group of countries that stands our in
any international comparison as hav-
ing relatively low rates of private sav-
ing (Table 3). Those differences,
however, do not appear to be related
to differences in the rate of after-tax
return on capital.l! Many of the
empirical studies have emphasized the
importance of differences in rates of
income growth, and, in fact, that
explanation was appealing in compar-
ing the United States, Europe, and
Japan in the 1960s. However, private
saving rates have remained relatively
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constant in these countries despite a
large deceleration of growth in Burope
and Japan after 1973. Substantial dif-
ferences remain that may be related to
differing social and institutional
arrangements. In any case, the interna-
tional differences in business invest-
ment rates are significantly less than
those for private saving. There is a
substantial variation in rates of govern-
ment saving or dissaving that tend to
offset differences in private saving, and
other countries devote more resources
to homebuilding than does the United
States.

The question of adequate saving to
support a specific level of investment is
only relevant to a fully employed
economy in which resources for
increased investrnent must be achieved
by foregoing private or public con-
sumption. In the presence of
unemployment, an increase in invest-
ment can be financed by utilizing idle
resources. The increase in investment
raises production and incomes, pro-
viding higher levels of both saving and
consumption.

Even commencing from a situation
of full employment, it is paradoxical
that an increase in planned saving may
not lead to an increase in
investment—at least in the short run.
The increased supply of saving will
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lower interest rates and serve as a
positive inducement to investment. At
the same time, the decline in consumer
spending will reduce current demand
and business perceptions of the need
for additional capital. The increased
planned saving will translate into
increased investment only if wages,
prices, and interest rates adjust quickly
to offset the initial decline in demand.
Under normal circumstances adjust-
ment lags will lead to a transitional
period of depressed output. If that
transition is to be avoided, it will be
necessary to coordinate changes in sav-
ing incentives with direct actions to
raise investment.

While both of these concerns
about an exclusive emphasis on saving
incentives raise only short-run issues of
transition, the longer-term view thar
Americans save too little and that the
low saving rate constrains domestic
investment ignores the important role

of world capital markets. In a situation
of international capital markets,
domestic saving and domestic invest-
ment are not necessarily equal: An
increment to private saving could eas-
ily flow abroad if the return on foreign
investment is above that of domestic
investment, and domestic investment
can draw on a pool of world-wide sav-
ing.!2 In fact, the sharp rise in world
saving rates, embodied in the surplus
of the OPEC countries after 1973, pro-
vides an illustration of the mechanism
as the funds flowed primarily through
U.S. financial institutions to finance
investment in the developing countries.
Therefore, the adequacy of domestic
private saving is not necessarily rele-
vant to answering the question of why

investment in the United States is so
low relative to other countries.

There are, of course, political and
institutional limits on a country’s abil-
ity to finance domestic investment on
a sustained basis from foreign capital
inflows. In view of these constraints,
while higher domestic saving may not
be sufficient to ensure increased
domestic investment, it is an appro-
priate long-term element of a program
that does do so. Government can
increase national saving either indi-
rectly by reducing taxes in such a way
as to expand private saving incentives
or directly through reducing its own
dissaving. The difficulty with an
emphasis on tax incentives for private
saving is that the policy relies on an
aspect of economic behavior about
which economists are very uncertain of
the likely effects.

A reduction in tax rates affects
private saving behavior in two ways.

Table 3

PRIVATE SAVING AND ITS USES IN MAJOR INDUSTRIAL COUNTRIES, 1970-79
(percent of gross domestic product, half-decade averages)

Uses of Private Saving

Private Business Government  Net Foreign Residentiai inventory Statistical
Country Pericd Saving Investment Deficit Investment  Construction Change Discrepancy
Canada 1970-74 17.8 13.0 ~0.8 -0.2 5.3 09 -0.4
1975-79 19.6 139 20 -24 58 0.5 (.2
United States 1970-74 16.4 10.5 0.6 0.1 48 08 -0.2
1975-79 17.3 10.9 1.3 0.0 46 07 -0.1
Japan 1970-74 315 223 -1.8 1.0 7.6 2.1 0.3
1975-79 29.3 181 3.0 0.8 7.5 0.6 ~{0.6
France 1970-74 20.9 13.1 ~1.2 ~0.3 7.0 2.2 n.a.
1975-79 20.4 12.4 0.7 -0.3 6.7 0.9 n.a.
Germany 1970-74 211 13.6 -1.7 1.1 7.3 0.9 n.a.
1975-79 21.0 11.9 i.5 0.7 6.0 1.0 n.a.
ftaly 1970-74 28.8 12.4 7.0 -0.4 57 2.1 n.a.
1975-79 27.2 111 8.5 0.7 52 1.8 n.a.
Netherlands 1970-74 22.3 13.8 -0.9 1.7 58 1.9 na.
1975-79 18.9 "7 12 0.8 55 0.6 na.
Sweden 1970-74 14.2 1.1 -4.0 07 5.1 1.2 n.a.
1975-79 14.0 11.6 -1.2 -1i5 4.3 0.8 n.a.
United Kingdom 1970-74 14.8 10.7 -0.1 ~0.8 3.5 0.8 0.5
1975-79 17.3 11.4 3.2 ~0.9 35 0.5 -0.4
Australia 1970-74 205 15.3 -1.2 -05 49 1.0 09
1975-79 19.5 13.9 1.8 -18 48 0.5 0.4

Source: Computed by the author from Organization of Economic Cooperation and Development, Naticnial Income Accounts of OECD Countries,

1962-1979, vol. 1l (Paris, 1981).
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First, it increases the attractiveness of
future relative to current con-
sumption—the substitution effect. But
the tax reduction (higher after-tax
return) also raises expected future
income from previously planned saving
and individuals may actually increase
current consumption in anticipation of
the higher lifetime income—the income
effect. This offsetting income response
is of particular importance in the short
run because of the increased income
from previously accumulated wealth of
older generations (they receive a wind-
fall gain on prior saving which
stimulates consumption). The net effect
in saving is ambiguous from a
theoretical perspective and the
empirical evidence is not convincing
on either side of the issue.!?

In any case, much of the discus-
sion of tax incentives to promote sav-
ing ignores the role of the government
budget. In a fully employed economy a
tax reduction to expand private saving,
if not matched by an equal reduction
of government expenditures, requires
the private sector to save the entire
tax cut simply to leave the national
saving rate unchanged.

Given the uncertainties surround-
ing private saving behavior, direct
actions to shift the government budget
toward a surplus are a more certain
means of increasing saving. Yet there
is not complete agreement that a rise
in government saving will augment
national saving. Some economists
argue that variations in the govern-
ment debt, a negative bequest to
future generations, lead to compen-
satory adjustments in private saving
and investment.!* The empirical
evidence on the more extreme versions
of this hypothesis is not very convinc-
ing, however. The general conclusion
is that national saving would rise,
although probably not on a one-for-
one basis. !

Investment
The evidence that government

policies can have a direct effect on
business investment is significantly
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stronger than the evidence for private
saving incentives. One reason is that
the direction of the effect of a change
in taxes or interest rates is not
ambiguous from a theoretical point of
view. The major issue under dispute is
the potential for substitution between
capital and labor in production. For
example, given the decision to build a
new plant, as determined by expecta-
tions of future demand, to what extent
will business choose a more capital-
intensive process in response to a
reduction in the cost of capital relative

to that of labor. For more than 20
years the discussion has been led by

Dale Jorgenson, who believes that the
possibilities for substitution are high,
and Robert Eisner, who believes they
are low. To date, neither has con-
vinced the other, but I think it is fair
to summarize the consensus of the pro-
fession that the truth is roughly an
average of the two extremes. One con-
venient rule of thumb that emerges
from the major econometric models is
that the investment induced by a tax
incentive limited to new investment
{(such as the investrment tax credit) is
roughly equal to the loss of tax
revenue—a bang-for-the-buck of about
unity.

A second major finding of the
empirical studies is that a change in
the cost of capital has a bigger effect
on residential construction and con-
sumer durables than on business
investment. Thus, a decline in interest
rates, for example, increases total
investment but shifts it in the direc-
tion of housing and consumer
durables. That is a significant issue
that [ will return to in a later discus-
sion of policy options.

If we accept the hypothesis that
government policy can significantly
affect investment demand through
changes in the after-tax price of
capital, the evaluation of past govern-
ment support for investment depends
upon trends in the taxation of capital
income and the cost of funds. To date,
the public discussion has concentrated
on the tax issue. Yet, the economic
analysis tends to argue that, if there
was an increase in the cost of capital
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in the 1970s, it was the result of
increased financing costs rather than
higher taxes.

Taxes and Investment On the
tax side, the discussion seems to have
been confused by the failure to
distinguish adequately between average
tax rates on capital income and the
marginal tax rate relevant to invest-
ment. While the various studies seetn
contradictory, [ believe they are consis-
tent once we adjust for differences in
what is being measured.

First, the average tax rate on the
income from corporate capital was
high and increased due to inflation in
the 1970s.!% Inflation affected tax
liabilities int several distinct ways. The
effective tax rate increased because
depreciation allowances were not
adjusted for inflation within the cor-
porate tax system. Additionally, cor-
poration taxes were reduced by the
deduction of nominal interest pay-
ments, which were also not adjusted
for inflation. While the inflated
interest payments were taxed under
the personal income tax, the tax rate
on corporate income is higher than
that on personal capital income; so
that the value of the deduction to cor-
porations exceeded the tax paid by
individuals, the treatment of interest
actually reduced the net cost of debt
finance during the 1970s. Thus, while
the effects of inflation on the taxation
of interest largely canceled in an in-
tegrated view, the failure to adjust
depreciation remains a significant
source of variation in the tax on the
income from corporate capital. Finally,
there was a large nominal capital gain
on the revaluation of physical assets
that potentially may raise tax pay-
ments in future years if it is realized in
higher earnings.

Second, the average tax rate on all
capital income (calculated at the
margin above labor income) within the
personal tax system alone is quite
low—about 10%—because so much of
the income is exempt {rom taxation
(residential housing) or deferred (pen-
sions and capital gains.)!?
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For investment, it is more relevant
to examine trends in the effective
marginal tax rates on an additional
unit of capital. That has been done in
several studies of the corporate tax and
the general conclusion is that effective
rates of taxation fell throughout the
1970s because of liberalization of
depreciation allowances, the invest-
ment tax credit, and the deductibility
of nominal interest payments. A recent
study reports a fall in the effective tax
rate from 53% in 1960 to a low of
26% in 1965, a rise to 55% in 1969,
and a subsequent decline to 33% by
1980.18 As a result of the I981 and
1982 tax acts, that rate will continue
to fall about 15% in the 1983-86
period. It also is apparent that the
effective tax on equipment is substan-
tially lower and has declined more
than that for structures; it is thus con-
sistent with the previously mentioned
shift toward short-term assets.

These analyses of the effective tax
on new corporate investment did not,
however, take account of property and
personal income taxes. That issue has
been examined in a recently completed
study of capital income taxation in
four countries.!® The study found that
the overall marginal tax on capital
income from the corporate sector was
abour 32% in 1983, and that it had
declined from 48% in 1960 and 47% in
1970. As reported for studies of the
corporate tax alone, equipment is
taxed much less heavily than other
types of investment. The study also
concluded that elimination of the cor-
porate tax would, in its present con-
figuration, have very litele effect on the
expected tax for the average new
investment. One interesting result of
the study was the finding that the
marginal tax rate on capital income is
lower in the United States than in
Germany, about the same as in
Sweden, and far higher than in the
United Kingdom.2® The differences in
capital taxation certainly do not cor-
relate well with differences in rates of
capital formation for these countries.

Thus, the conclusion drawn from
the analysis of tax rates is not so much
that the tax on capital income has
increased but that tax rates are highly
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Table 4

EFFECTIVE MARGINAL TAX RATES ON INCOME FROM
CORPORATE CAPITAL, 1560-83

{percentage)

Category 1980 1970 1980 1983
Asset

Machinery 59.3 48.5 17.6 11.0

Buildings 45.0 471 411 33.2

Inventories 45.6 453 47.0 47.0
Finance

Debt -36 -0.2 -16.3 -235

New share issues 96.5 92.9 91.2 87.7

Retained eamings 731 69.7 62.4 57.3
QOverall 48.4 47.2 37.2 31.5

Zero inflation 44.9 43.8 32.0 287

10% inflation 48.3 47.4 38.4 33.0
Coniribution of.*

Property tax 6.2

Corporate tax 1.9

Personal tax 29.5

Source: Fullerton and King, The Taxation of income from Capital, chapter 6. The basic calculations
assume a constant 10% before-tax real rate of return for all investment projects with a 8.8% inflation
rate. Alternatively, if the real rate of return before tax to the saver is equal for all projects, the effective
tax rates for the four years are 58, 57, 50, and 45%, respectively.

*Because of interrelationships between the taxes, such as deductibility of property taxes, the
components do not add to the total, instead, they show the decline in the tax rate that would occur if

the specific tax were eliminated.

variable by type of capital asset and
owner. Corporate capital is one type
that is particularly heavily taxed. That
is a potentially serious source of a
misallocation of capital. Yet one has to
ask why the corporate share of capital
has grown so rapidly if it is so disad-
vantaged by the tax system? Appar-
ently, the tax doesn'’t exceed the value
that incorporation extends to the
owners of capital.

One conclusion that emerges from
these studies is, regardless of whether
the tax on capital income is too high
or too low, the effective tax on new
investment has declined throughout
the 1970s. That is to say, tax policy
has generally been stimulative to
private investment, and at least in
some ‘studies, the implication is that
there is listle more that government
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can do at the corporate level unless i
wishes to provide a tax subsidy. There
is, however, a wide disparity of tax
rates on different types of capital.

Cost of Funds The uncertainty
about the net direction of change in
investment incentives results from
guestions about what happened to the
real cost of funds. That cost is 2
weighted average of the cost of equity
and debt finance. The real cost of debt
finance appears to have declined as the
studies agree that market interest rates
did not rise in step with any available
measure of expected inflation of capital
goods prices. There is greater uncer-
tainty about the cost of equity finance
ot, in other words, the risk premium,
on investment during the 1970s. The
price-earnings ratio fell very sharply,



which implies a sharp increase in the
cost of equity finance. However, some
interpret the decline in market value
as a reflection of unexpected obso-
lescence of existing capital and not as
an implicarion of an increased cost of
financing new investment. That is, the
present value of future income from
existing capital really had declined and
existing stockholders were not sur-
rendering large amounts of {uture
income to obtain new equity financing.

Others have interpreted the
decline in share values as reflecting
confusion by investors in valuing
future earnings in an inflationary situa-
tion. According to this view, the 1970s
might have been a period of high
financing costs, but I would then
expect the policy issues to tevolve
around means of strengthening
investor confidence-controlling infla-
tion in an economic environment of
sustained expansion.?!

The issue takes on even greater
importance in interpreting events of
recent years. The 1981-82 tax changes
sharply lowered the effective tax on
new investments. At the same time,
however, the rise in the real interest
rate appeared to offset fully any net
stimulus to domestic investment.

Policy Options

The decline in productivity growth
is an issue that should be of great con-
cern to public policy. While the con-
cept is often confusing to the general
public and carries with it negative con-
notations of automation and robots
destroying jobs, it is the source of the
rise in real incomes. If the post-1973
slowdown had never occurred, the real
income of the average worker would
today be over 20% higher than it is.

The discussion of potential policy
actions reflects two extremes. In focus-
ing so heavily on tax incentives for
private saving, the supplyside debate in
the United States has ignored actions
in other areas that would make impor-
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tant contributions. Furthermore, the
pressure for tax reductions, without a
coordinated scaling back of expen-
ditures, has led to large deficits that
are likely to discourage investment in
future years.

Alternatively, much of the current
public discussion reflects a belief that
the United States needs to develop an
industrial policy. That would require
the government to develop an explicit
plan of what the future structure of
the economy ought to be, and to
adopt a combination of tax, loan,
trade, and regulatory policies to chan-
nel investment and output in the
desired direction.

A more conventional view of a
pro-growth strategy would give greater
weight to the traditional respon-
sibilities of government policy.
Stabilization policies are the subject of
another paper at this conference. Yet
the resolution of those issues is likely
to be of greater importance to the
future growth of the economy than
any of the more microeconomic
policies that might be suggested. The
creation of a favorable environment
for domestic investment and inno-
vative activity involves more than tax
policy alone. It is equally important
that government restore business con-
fidence in sustained future expansion
of the overall economy, reasonable
availability of financing, and exchange
rates that are reflective of underlying
competitive conditions relative to other
nations.

Beyond these macroeconomic
policy concerns, there are two major
areas where changes in government
policies might have significant benefits.
First, the wide variation in effective
tax rates on different types of
investments indicates that the current
tax system could be seriously distorting
the allocation of capital. Second, there
is evidence that research and develop-
ment earns a private rate of return
substantially above that of physical
capital. And, evidence that the full
benefits of R&D are not captured in
private returns, such that the social
return exceeds the private return,
creates an argument in favor of some
public role to increase R&D.
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Stabilization Policy

Government could make a substan-
tial contribution to the potential for
future growth if it performed better in
managing the overall economy so as to
avoid the extremes of inflation and
recession. This is an obvious point but
it is often overlooked in current discus-
sions. For example, the expected
return on new capital is a function of
its expected utilization as much as of
taxes and the cost of funds. A sus-
tained expansion would increase the
utilization and thus the return of
existing capital, and raise expectations
of future needs. Thus, restoring
private-sector confidence in a sustained
expansion of overall economic activity
is a strong pro-investment measure.

In addition, there is substantial
evidence that the mix of fiscal and
monetary policies has important effects
on the allocation of output between
investrent and consumption. In recent
years there has been a shift toward 2
more expansive fiscal policy with a
consequent increase in the burden
placed on monetary policy as a
restraining anti-inflation influence. In
future years, this pattern is expected to
be accelerated as the budget deficit is
projected to rise even with economic
recovery.

This mix of policy may have an
impact on capital formation in several
ways. As the economy recovers there
will be an increasing tension between
the fiscal stimulus and the inflation
concerns of the monetary authorities
with a consequent upward pressure on
interest rates. That is, if concerns
about inflation on the part of the
monetary authorities place a ceiling on
national output, similar to that which
would exist at full employment, gov-
ernment borrowing in capital markets
could crowd out private investment.
Thus, it is argued that a shift in the
mix of policy toward fiscal restraint
with an offsetting easing of monetary
policy would lower interest rates, raise
investment, and provide the required
financing through higher government
saving.

This argument is tempered by
noting that both residential construc-
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tion and consumer durables spending
appear to be more sensitive to interest
rates than business investment.
Therefore, if personal taxes were
raised, with an offsetting change in
monetary policy in order to keep the
path of GNP unchanged, most of the
increment to national saving would be
reflected in housing and durables. If
the tax increase were concentrated in
areas that directly affect investment,
nonresidential capital formation might
actually decline.

The conflict between an expan-
sionary fiscal policy and a restrictive
monetary policy will also affect the
foreign balance and the competitive
position of 1.8, goods in world
markets. High domestic interest rates
will attract foreign capital and main-
tain a high value of the dollar. In part,
the large government deficit will be
offset by a substantial foreign account
imbalance. The direct effect of the
budget deficit and tight money on
business investment is reduced, but the
depressive effeces on 1.5, export and
import-competing industries would
limit their demand for investment
goods.

Capital Income Taxation

Views about the appropriate rate
of raxation of capital income relative
to labor income are heavily influenced
by equity considerations—how tax
burdens should be distributed. But the
recent studies have highlighted other
less controversial issues. First, the
system may seriously distort the alloca-
tion of investment because of widely
disparate effective tax rates for invest-
ment of different durabilities, methods
of financing, and ownership. For cor-
porations, some categories of equip-
ment investment, financed by debt, are
heavily subsidized under the current
tax system, while equity-financed struc-
tures are taxed at a very high rate.
Under the personal tax system, many
forms of capital income escape taxation
altogether, while others pay very high
rates. Second, within both the cor-
porate and personal tax systems, the
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rate of taxation on capital income is
highly sensitive to variations in the
rate of inflation. Third, the value of
the investment tax incentives is depen-
dent upon the individual firm having
sufficient tax liabilities from other
operations against which to charge
deductions and tax credits. That
means that the system may discrimi-
nate against investments by new firms.
And, fourth, the problems of measur-
ing the income from capital are
responsible for most of the admin-
istrative complexity of the current tax
systern. While recent changes in the
tax laws have reduced the effective tax
on the average new investment, they
have aggravated some of the distor-
tions in the allocation of investment.

There have been two major lines
of suggested reform. The first would
attempt to fix up the system by mov-
ing back toward a comprehensive
income tax with inflation adjustments
and economic depreciation. The sec-
ond would abandon efforts to tax
capital income and move to a con-
sumption tax, which is equivalent to a
tax on wage income alone under some
circumstances.??

At the corporate level these con-
trasting views are reflected in two pro-
posed reforms. The first, suggested by
Jorgenson and Auerbach, would con-
tinue to tax capital income, but would
give firms the full present value of
depreciation, based on economic useful
lives, at the time the investment is
undertaken, thus, eliminating the
problem of adjusting depreciation for
inflation.

The alternative plan, suggested by
Robert Hall, among others, would con-
vert to a system of current expensing
for all investments, thus eliminating
the administrative machinery of
depreciation accounting. In addition,
the tax would be applied to the total
income of corporate capital: Interest
expenses would no longer be deducti-
ble. Current expensing does not imply
the elimination of the corporate tax.
Taxes would still be paid on any
income in excess of the cost of
capital—infra-marginal returns. It does
imply a zero tax on the opportunity
cost of capital. Current expensing also
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results in a substantial increase in the
tax on interest income unless it is com-
bined with a consumption tax concept
at the personal level.

Both proposals would create a cor-
porate tax that is neutral in its treat-
ment of investments of differing
durability and the elimination of the
interest deduction under current
expensing would remove any distorting
effects induced by variations in the
method of financing-—equity versus
debt. Firms would earn the full before-
tax rerurn on agsets and they would
pay the full before-tax cost of funds.
The Jorgenson-Auerbach proposal
would retain the interest deduction at
the corporate level, however, because
the underlying concept is still that of a
tax on income. Thus, there would stil
be a difference in corporate taxation of
capital financed by different means.

Both proposals still encounter the
possibility that a firm may have
negative tax liability in some years.
Thus, there would be a possibility of a
variation in the tax on investments of
different firms. One solution would be
to provide an unlimited carry-forward
of unused deductions.?® Alternatively,
firms would be paid out of the
Treasury for the amount of any
negative tax liability, or they could sell
unused credits to other firms as with
the current system of safe-harbor leas-
ing. {Editor’s note: Safe harbor leasing
was phased out of the U.S, tax struc-
ture by the Tax Equity and Fiscal
Responsibility Act of 1982.]

These alternative proposals for
reform of the corporate tax illustrate
an issue that is confronted more
directly in discussions of the personal
tax systemn: Should tax liabilities be
based on income or consumption? The
Jorgenson-Auerbach proposal main-
tains income as the tax base, but it
adjusts the measure of capital income
for the effects of inflation. Current
expensing of investment at the cor-
porate level, with elimination of the
interest deduction, is equivalent to a
consumption tax for individuals.

The current personal tax system is
a hybrid between an income and a
consumption-based tax, and it is
responsible for much of the variation
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in effective tax rates on different types
of investment. On the one hand,
many forms of capital income are
either exempt from taxation (housing)
or the tax liability can be deferred to
the point where the effective tax rate
is near zero (capital gains and pension
funds). On the other hand, interest
income is taxed at high and variable
rates because of the failure to index
the tax base for inflation.?

There are two alternative means of
implementing a consumption tax. The
first would simply exclude the income
of capital from the tax base and
eliminate the deduction of interest
expenses. The second approach would
measure total income (capital plus
labor) on a cashflow basis but allow a
deduction for saving. The two con-
cepts are equivalent for investments
which earn the market rate of return:
It makes little difference whether the
funds are excluded from taxation when
they are put into the savings account
(the deduction approach) or when the
income is earned {(the exclusion
approach). Thus, in the simplest case,
any consumption tax is a wage tax.
The approach of deducting saving,
however, maintains taxation of the
inframarginal returns to capital—
similar to the treatment of business
investment as a current expense. In
addition, the deduction of saving
involves fewer transitional problems
when it is introduced because the
exclusion of capital income completely
would involve large windfall gains to
existing wealth holders.

The deduction of saving is not as
simple as the exclusion of capital
income, but it still results in a
simplification of tax reporting because
it would use cash-flow accounting.
There is no need to measure capital
gains or losses because if the funds are
not withdrawn from the account they
are saved and can be excluded from
the measure of income. The use of
cash-flow accounting also eliminates
the need to adjust the income measure
for inflation.

If the United States were to shift
from its current personal income tax
te a consumption or wage tax of
equivalent revenue, there would be an

increase in private saving incentives.
The greater gain, from the perspective
of domestic capital formation, how-
ever, is likely to result from the
equalization of taxation on different
types of capital.

Nenetheless, the consumption tax
is controversial. It would initiate a
substantial redistribution of tax
burdens and the increased effective tax
on labor income may cause offsetting
reductions of labor supply and work
effort. In addition, the consumption-
tax advocates assumne that wealth has
no value beyond its ability to support
future consumption. Others believe
that wealth confers power, security,
and access to opportunities that are
not reflected in consumption.
Therefore, on equity grounds they
prefer to use income as the basic
measure of tax Hability. One com-
promise is to combine the consump-
tion tax with an inheritance tax aimed
at preventing the concentration of
wealth among a few. Because such a
combined tax system does imply a
positive tax on capital income, we can-
not be certain of the net effect on
saving.

The opponents of the consumption
tax normally advocate a broadening of
the current rax base to move in the
direction of a comprehensive income
tax and use of the proceeds to reduce
effective tax rates. In this way, they
would equalize the tax on alternative
investments by bringing back into the
definition of income many of the com-
ponents that are now excluded, and
they would index the tax base to
adjust for inflation. Some argue that
the failure to index interest is not a
major distorting factor as long as the
tax rates paid by borrowers (who
deduct the payments) and the lenders
{who include them in income) are
roughly equivalent. Indexation would
be required for depreciation and
capital gains (which would then be
taxed as ordinary income). The
revenues raised by the base-broadening
measures could then be used to reduce
marginal tax rates.

The income tax that emerges may
be more complex than a consumption
tax, but it is a compromise its
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advocates accept to achieve their
equity objectives. Moreover, the con-
sumption tax is unlikely to emerge, in
practice, in the pure form that has
been suggested. Most of the tax
preferences that exist under the cur-
rent system are likely to exist under
either a consumption or an income
tax. These preferences reflect explicit
decisions to favor specific groups and
activities, rather than difficulties of
measurement or concept. Likewise, a
consumption tax would encounter its
own problems of distinguishing
between saving and consumption,
education being a particularly
important example.

In summary, either a consumption
tax or a comprehensive income tax
could eliminate most of the distortions
in the current treatment of different
types of capital income. The compre-
hensive-income tax is aimed at
eliminating tax preferences; the con-
sumption tax extends them to all
forms of capital income. The consump-
tion tax would increase saving incen-
tives, but the magnitude of the effect
on actual saving is uncertain. More
important, an increase in national,
rather than private, saving should be
the major objective of policy, and that
goal could be achieved with greater
certainty by simply reducing govern-
ment dissaving,

Research and Development

A large number of studies over the
last two decades have provided strong
evidence of a high return to R&D
expenditures. Those studies have util-
ized a variety of different techniques.
Criliches has used a production func-
tion framework to estimate the con-
tribution to output from time series
data of individual firms and industries.
He finds a significant effect on output
that would correspond to a gross
private rate of return (that is,
including depreciation) of about
20-25%.25 Mansfield and his associates
evaluated the return on specific
innovations. They also found an
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average private before-tax rate of about
20-25%, and then went on to estimate
the social return, which appears to be
much higher.?s The social return
would be expected to be higher
because of the ability of competitors to
imitate the innovations. There is less
evidence of a high return for publicly-
financed R&D, but that may be
because of its concentration in defense
and basic research where the links to
output are less immediate and direct.

The magnitude of the gap between
the social and private return does
create a strong argument for a public
role in R&D, but the large difference
between the private return for R&D
and that for physical capital raises a
question about why the private sector
does not spend more on R&D. In
part, the explanation may involve the
riskiness of such investment, but it
should be possible to pool R&D proj-
ects so as to reduce the risk associated
with the individual project.

There are also many questions
about the most effective form that
public incentives for R&D should
take. Before 1981, the tax laws allowed
firms to deduct all R&D costs as a
current expense.?’ The 1981 tax act
assigned all capital used for R&D o
the three-year recovery class regardiess
of its expected rate of economic
depreciation.?® Furthermore, qualified
R&D expenditures (essentially labor
and other nondepreciable costs) in
excess of a base period amount are
eligible for a 25% tax credit. The net
effect of these changes is to provide a
neat tax subsidy to labor and other
nondepreciable costs of R&D, a net
tax subsidy to capital expenses that are
financed by debt (because of the
deduction of interest costs) and an
effective tax of 5-10% on the appor-
tunity costs of R&D capital that is
equity financed.?® It is too early to
evaluate the effect of these measures,
but there is a concern that firms will
simply inflate the category of expend-
itures that they classify as R&D
because of the tax advantages.’

The tax system may favor invest-
ment in risky activities such as R&D,
but the magnitude of the effect, and
even its direction, are subjects of con-
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tinuing controversy. The simple view is
that income taxation shifts the
distribution of investments toward
more risky projects because the govern-
ment shares in the losses as well as the
gains—reducing the variance of after-
tax returns. Government thereby
becomes a partner in the activity. In
practice, however, the situation is
more complex for several reasons.
First, firms (particularly new firms)
may not have sufficient tax liability
from other sources to absorb the tax
deductions. Second, the progressivity
of the personal tax yields an assym-
metric treatment of income gains and
losses, Third, in a situation where
individuals can diversify their port-
folios to avoid all but social risk
{(business cycles, for example} they
don’t need the government as a part-
ner. And fourth, the analysis depends
upon individual attitudes toward risk.*!

The special treatment of capital
gains provides a more clear-cut exam-
ple of a positive tax incentive. For
these purposes R&D constitutes a
natural deferral activity in the sense
that the costs can be passed through
to the partners in the venture and be
offset immediately against ordinary
income. Meanwhile, the return can be
translated into a capital gain, delayed,
and then taxed at 40% of the rate on
ordinary income. Problems arise
because the law applies equally well to
a wide range of other activities, and it
is difficult to design a capital gains
incentive for R&D that is not subject
to abuse.

Finally, it is sometimes argued that
tax incentives for physical investment
are an indirect means of encouraging
innovation because an expansion of
demand in the capital goods industry
stirnulates its R&D activity.’? This
demand-pull argument should apply
equally to increases in the demand of
any industry, and, as far as I know,
there is little evidence that R&D in
the capital goods industry has 2 higher
return than elsewhere. The argument
should reinforce the gbservation that a
sustained economic expansion raises
productivity. In fact, a reduction in
the tax on physical capital alone
reduces the refative advantage of R&D
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and may equally well lead to a reduc-
tion of such efforts.

It may be a mistake, however, to
focus so heavily on tax incentives for
private R&D. While total R&D ex-
penditures have fallen as a share of
GNP since the 1960s, the decline was
due solely to cutbacks in federal
government outlays for defense and
space (see Table 5).

Conclusion

For future growth it is important
to enhance the rate of capital forma-
tion, but the definition of capital
should be a broad one that encom-
passes investments in human capital
and research as well as in physical
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Tabie 5
SHARES OF GNP DEVOTED TO RESEARCH AND DEVELOPMENT,
1961-81
{percent)
R&D Expenditures by Source
Period Total Civilian* Private
1961-70 2.8 1.4 1.0
1971-75 2.4 1.5 1.1
1976-80 2.3 1.6 1.1
1981 2.4 1.7 1.2
Type of Researcht
Basic Applied
Research Research Development

1961-70 0.4 0.6 1.9
1971-75 0.3 0.5 1.5
1976-80 0.3 0.5 1.5
1981 0.3 0.5 1.5

Source: National Science Board, Science Indicators, 1980
*Includes private and government civilian expenditures

+Applies to total R&D

capital. The major barrier to increased
physical capital seems to be the lack of
demand for new investment rather
than a lack of available resources in
the form of saving. The poor environ-
ment for investments is in turn a
reflection of the chaotic state of cur-
rent fiscal and monetary policies—high
financing costs and an appreciation of
the exchange rate that has sharply
reduced the competitiveness of 115,
products in world markets. A shorrage
of saving at levels of resource utiliza-
tion acceptable to the monetary
authorities is an element in the high
financing costs, but the shortage is the
result of a sharp rise in government
borrowing rather than a decline in
private saving. This issue is best ad-
dressed by stabilization policy rather
than an attempt to achieve an offset-
ting rise in private saving.

Second, tax incentives for private
saving should not be the focus of the
current policy discussion. For the short
term, the existing level of idle
resources can finance a substantial
increase in investment. For the longer
term, there is room to increase
national saving by reducing the
government deficit and, even beyond
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that, by increasing the financing of
public pension programs.

Third, the discussion of capital
income taxation has focused heavily
on the average or average marginal tax
rate, with too little concern for the
distorting influences of the variation in
tax rates for different types of invest-
ment. The wide variations in effective
tax rates on different types of capital
potentially result in a substantial waste
and misallocation of existing invest-
ment. These allocative issues could be
addressed within either a2 consumption-
wage tax or a comprehensive income
tax. The choice between the twe is a
very complex isste that involves equity
and other concerns. It is not clear that
advocates of either proposal actually
address the basic issue of what to do
about rax preferences; yet it is the tax
preferences, rather than conceptual dif-
ferences over the appropriate tax base,
which is responsible for much of the
variation in effective tax rates.

Fourth, the evidence on rates of
return supportts the advacates of an
increased national effort on research
and development. Private R&D spend-
ing, however, has been steadily in-
creasing, and the 1981 tax law changes
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introduced several new incentives. The
reduction in overall R&D investment
is the result of cutbacks in federal
financing. Tax incentives to private
firms are unlikely to be effective in
encouraging basic research where the
discrepancy between social and private
returns is expected to be most signifi-
cant. Thus, any increased public effort
should probably take the form of
direcr expenditures rather than tax
incentives.
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