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WHAT IS MY BEST COMBINATION OF RESOURCE CONTROL METHODS? 

Should one lease or purchase? This has been a continuing concern for 
today's businessman. Gaining control of the resources at the low cost route 
is the name of the game with modern businessmen. Ownership is a traditional 
means for acquiring control of equipment. In some cases operators exchange 
the use of equipment and/or use custom services as a control technique. Leasing 
and renting the use of equipment is also an established means for gaining 
control and this is the method we will compare to ownership in this paper. 

The real dilemma in equipment acquisition is between over coamitment of 
capital resulting in high overhead costs reducing profits or undermechanization 
causing low labor productivity thus low profits. Also, the inability to 
perform the necessary job satisfactorily and on time may exact such a high 
cost that profits are depressed or impossible. 

The most desirable equipment control method depends upon the particular 
situation. A business may find one or a combination of the following methods 
acceptable: 

Ownership - is the most complete degree of equipment control, as all 
decisions can be made by the owner. The major disadvantages include a high 
user cost if the machine is not used to capacity, the full risk of obsolescence, 
a large capital commitment, and operating-maintenance responsibilities. 
Advantages may be full control and the use costs may be lower than other 
acquisition techniques if adequate use is achieved. Both depreciation and 
investment credit tax options are eligible to the owner. Pride of ownership 
and other non-economic values may be very important for some businessmen. 

Co-Ownership - as a control technique may work in some areas. The advantage 
is more use of a piece of equipment than one owner would have thus less fixed 
cost per hour of use. Disadvantage is the need for compatibility and timing 
of the use schedule. 

Custom hire - both equipment use and labor may be provided by other 
similar operators, custom companies, or equipment dealers. This option may 
not be available to florists. 

Leasing - the seasonal nature of the· use of equipment may contribute to 
high use cost. Leasing generally has a higher annual cost per hour of operation 
than ownership, but the total capital co11111itment is not as great. 

Leasing of equipment does not involve credit extension as such, but it 
is a means of gaining control without financing the total value. Thus, less 
capital is tied up annually. A financial equipment lease generally provides 
for adequate payments to cover the purchase price of the item, iDterest, and 
risk, over the life span of the lease, which can vary from three to five years. 
The ORportunity cost of mogey and time value of money may make leasing look 
favorablt in your case. The annual lease cost is totally a tax deductible 
business expense to the less••· 
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Leasing to some degree is like owning, in that the key to profit is the 
amount of use available. Because of the wide variations in types of equipment, ·~ 
intensity of use, as well as the potential obsolescence, the terms, conditions, ~ 
and rates are negotiated in each case. Leasing is generally only available to 
the businessman who has an excellent credit rating. Lessors have established 
rigid requirements such as high net worth and real estate ownership. Nearly all 
companies require complete credit analysis. These requirements protect the 
lessor but frequently make it impossible for many expanding operators to use 
leasing as an equipnent control technique. Finance companies, banks and 
commercial businesses have served as lessors. 

The equipment lease is essentially a capital transfer agreement granting 
control of the equipnent by an owner (lessor) to a user (lessee) for a specific 
period of time for an agreed upon payment. Most ownership responsibilities 
are accepted by the lessee, including insurance, maintenance, repairs, and 
taxes on the equipment. 

The full-service lease includes equipment repairs, maintenance, insurance, 
license, etc. that is provided by the lessor. This type of a lease is prevalent 
in trucking and construction industries. 

The most common lease plan in use today is the long-term financial lease. 
These leases typically are three to five years in length and are full payback 
instruments. This type of lease is also used in many non-agricultural 
industries and charges are set to cover equipment costs, interest, and the 
operating costs of the lessor plus profit to the lessor. 

Rentals - equipment rental is available from some dealers where equipment 
is obtained by the hour, day, week, or month. However, the major disadvantage 
is the assurance of having the equipment available for use when needed. This 
technique differs from custom hire in that the operational labor is the 
lessee's responsibility. 

Considerations in Selecting Equipment Use Techniques 

An operator considers the size of job, time available to do the job, 
available qualified labor, and rates of accomplishment when making an 
equipment acquisition decision. This decision may have to be up-dated or 
changed due to unusual demand such as unseasonable weather, loss of labor, 
or change in the operation. Changes in technology often makes the 
obsolescence of the present line of equipment a real problem. 

Annual use coat is a prime consideration in choosing an equipment control 
technique, but other factors should not be overlooked. These include flexibility 
in the operator's future production methods (ease of coping with the obsolescence 
problem); capital c0111Ditment required; service required and availability of 
service; and price or image of ownership. Value placed on the above factors 
vary by different busine11aen. 

The equipment acqui1ition decision should therefore be evaluated 
initially in an objective economical fashion. After all the costs of the 
available technique• have been analyzed, and the subjective factors taken 
into account, the decision can be made. 
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A break even analysis can be a first step in evaluating the available 
equipment acquisition techniques. Leasing and purchase methods can be 
compared with custom hire and/or renting on a per unit basis. The average 
variable costs of equiplllent ownership or lease tend to remain constant per 
unit of use but fixed costs decline as the number of units increases. This 
results in a downward sloping total unit cost curve for ownership and leasing. 

Let us consider whether it is profitable to consider ownership or leasing 
as equipnent control techniques. Fixed costs are those such as depreciation, 
interest, taxes, and insurance which occur regardless of the volume of use. 
On the other hand, variable costs such as labor, fuel, annual repairs, etc. 
vary as the use of the machine varies. 

One method which can be used to evaluate alternative control techniques 
is the net yearly cost comparison method. This allows several techniques to 
be jointly compared, and ultimately, selection of the most economical method 
for a given situation. 

Features of the net yearly cost comparison are: principal recovery and 
interest are pro-rated over the length use no matter when the costs are 
incurred, salvage value recognized, income taxes as they affect the decision 
can be included. Each technique will have yearly outlays from which income 
tax reductions will be taken to arrive at net yearly after tax costs.];/ These 
costs can then be the basis for comparison to select an economical equipment 
control technique. 

The following example illustrates the use of this cost comparison method. 
It assumes a $25,000 refrigerated truck with a $5,000 salvage value and a five 
year use period. These further explanations are offered: 

1. Investment credit is assumed passed on to the lessee; so both owner
ship route and lease route can take same advantage of this tax option. 

2. Principal recovery: $25,000 cost minus $5,000 salvage • $20,000. 
$4,000 to be pro-rated over five years or annual depreciation of 
$4,000. This could be varied depending on your selected depreciation 
method. 

3. The rate for a five year lease is assumed to be .251 per year or 
$6,276 per year paid at $523 per month. Assume $5,000 is fair 
market value after five years. 

4. Bank interest is assumed to be 10 percent times half life or one
half interest rate on original cost. Seventeen percent is the 
assumed interest rate for conditional sales or purchase agreement. 
Annual interest at 10 percent on lease being paid at $523 per month; 
so it is one-half interest rate of annual lease cost. 

5. Insurance, license, and taxes are assumed to be 3.0 percent of 
equipment value per year. 

6. Repairs are assumed to be 3.0 percent of value per year on purchase 
and leased method. 

11 Minimizing taxes can be over emphasized while a more worthy objective 
might be to maximize income above taxes. You can minimize taxes by 
buying equipaent you do not really need. 
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TABLE 1 

~ 
(Bank Finance) (Cond. Sales) Lease 

Yearly Outlay Purchase Purchase (5-Year) 

Principal recovery or Depr. 
(or) lease Pmt. $4,000 $4,000 $6,276 

Interest $1,150 2,125 314 

Insurance-taxes-license 750 750 750 

Repairs 750 750 750 

(1) Total Annual Cost and Tax 
Deductible Expenses $6,650 $7 ,625 $8,090 

Tax Reductj.ons 
@ 25'%. bracket 

Depr. or lease Pmt. -1,000 -1,000 -1,569 

Int., Ins. , Taxes, License 
and repairs -662 -906 -454 

(2) Actual Tax Dollars Saved :..1,662 -1,906 -2,02;3 

~ Cost After-Taxes/Year (1)-( 2) $4,988 $5,719 $6,067 

Ta~ Redy£t!on1 
@ 50'%. bracket 

Depr. or lease Pmt. -2,000 -2,000 -3,138 

Int., Ins., Taxes, License 
and repairs -1,325 -1,812 - 907 

(2) Actual Tax Dollars Saved -3,325 -3,812 -4,045 

Cost After-Taxes/Year ( 1)-(2) $ 3, 325 $3,813 $4,045 



-5-

CHART 1: TOTAL ANNUAL COST AND AFTER TAX COST AT THE 

25% AND 50% TAX BRACKET PER 1,000 MILES OF 

TRUCK USE PER YEAR 
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Each leasing company has different propositions so each case needs to 
be analyzed separately, but hopefully Table 1 gives you an idea of at least ··~ 
one way to determine the merits of leasing or owning in a specific case. ~ 

Chart 1 visualizes the importance of intensity of use of a capital 
purchase to the cost per unit of use. Whether you own or lease you must 
be able to intensively use the asset or unit costs are high. Your tax 
bracket has influence on commitment of capital through a lease or ownership. 
As you will note, the top two curves on Chart I show the total annual costs 
and if you have nor tax liability your business pays the total cost. The 
next two curves show that Uncle Sam pays 25 percent of the costs and in the 
last two curves 50 percent of the costs are absorbed by the government. 
Remember it is the profit above taxes that is important and not the fact that 
you have minimized taxes. Chart I shows that daily or weekly rental, custom 
hire or possible co-ownership needs to be employed until you have over six 
thousand miles of use or more. 

Summary 

The cost of leasing equipment is generally higher than the costs of 
ownership. Leasing depends upon the financial situation of each business and 
the amount of use. With a high rate of use there can be some reduction in 
costs associated with rapid "wear out." The loss in value of equipment would 
be incurred by the lessor. Leasing may aid in flexibility and obsolescence 
problems. Leasing may be more attractive to businessmen in the high income 
brackets with extremely heavy use, and with a good financial reputation who 
does not desire to tie up equity in ownership. ~ 

Stretching capital by leasing may cause annual cash flow problems. A 
lender may feel that a long term lease reduces the ability to repay current 
debts and he may be reluctant to loan for more productive inputs. 

A combination of equipment control techniques may be the low-cost path 
in some cases. The least cost route depends on many factors depending on 
the particular situation. 

Guidelines to follow before signing a lease contract: 

1. Budget your annual cost per hour of use or mile traveled for leasing 
or owning and compare the cost to available custom hire rates or 
short time rental rates. Understand how your decision will affect 
your cash flow situation during the next 3-5 years. 

2. Check the contract for Internal Revenue Service consequences. A 
check with a tax consultant or attorney is advisable. Some lease 
contracts have purchase options which alter the tax picture from 
the way it may have been explained. If the equipment can be 
purchased at its fair market value after the lease period no 
questions are asked by 1.R.S. 
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3. Be sure you understand who pays personal taxes, insurance, license, 
repairs, etc. How long does the warrantly hold? Requirement of 
condition of machine at the end of the lease period and how it is 
determined. Is there residual value credited to the lessee? 

4. Understand when payments are due and how unexpected circumstances 
are to be handled, such as inability to use machine or to make 
payments the last year of a three year lease. 

5. Consult your lender to see how your line of credit will be 
affected by the proposed lease. 

When the costs of various alternatives are compared, generally ownership 
is least expensive while leasing is most expensive. The amount of capital 
cODBitted is less for leasing than for ownership. Neither leasing or 
ownership offers as much protection against obsolescence as renting or 
custom hire. 
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