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   One of the main choices that machine tool buyers face today is "Do I


borrow with a traditional loan or do I lease the equipment?" Companies that


view asset ownership as an advantage and accumulating assets as a


worthwhile long-term goal may prefer a loan to a lease.





But, leasing has become today's more popular method of financing equipment


acquisition. The benefits of equipment leasing, as opposed to purchasing,


are many including, but not limited to, income tax factors, cash


management, financial reporting requirements, and avoidance of equipment


obsolescence.





There are basically two types of leases: operating leases and capital


leases. Under Financial Accounting Standards Board statement number 13


(FASB 13), a capital lease transfers substantially all of the benefits and


risks of ownership of the property to the lessee. Such a lease must be


shown on the lessee's balance sheet as an asset with a corresponding


liability. Purchase options range from as little as $ 1 up to 10%, 15%, or


even 20% of the price. Such transactions involving machine tools are very


common today. For financial reporting purposes, a capital lease is treated


like a loan. The advantages of this type transaction, over a traditional


loan, are generally less up-front costs and reduced cash flow.





The operating lease provides "off balance sheet" financing. The asset and


liability are not reflected on the lessee's balance sheet and the full


rental payment is expensed on the lessee's income statement as opposed to


just the interest on the payment, the way in which a capital lease or loan


would be handled. Four criteria must be met under FASB 13 rules for the


lease to qualify as an operating lease:





* Title must not automatically pass to the lessee as a condition of the


lease.





* The lease must not contain a bargain purchase option.





* The lease term must be less than 75% of the economic life of the


equipment.





* The present calculated value of the lease payments must not be equal to


or greater than 90% of the fair market value of the leased property.





Generally leasing costs associated with operating leases do not cost more


than other types of financing. Operating leases for manufacturing equipment


are usually structured with terms of one to five years, and sometimes


longer. The lessor assumes a residual risk with respect to the asset value


at the end of the lease term that must be recouped by the lessor to


recapture its initial investment. Accordingly, the lessor is able to reduce


the lessee's front-end costs and monthly rental payments to much below what


a loan of similar term would dictate. For cash-flow purposes, the leases


will be much more favorable to the loan.





Another advantage of an operating lease is the balance-sheet treatment.


Operating leases have similar characteristics to capital leases but are not


shown on the lessee's balance sheet. Keep in mind that because operating


leases pass rights of ownership including depreciation to the lessor, the


lender must be a taxpayer and be able to use the depreciation in


structuring the transaction for it to be competitive.





As in any capital transaction you must take into account all important


factors - particularly financial reporting and income tax consequences -


and consult with your financial people.





Proper preparation for obtaining financing for your machine tool


acquisition program is essential. Here are some important things to do:





* Be proactive. Don't wait for distributor recommendations, though they can


be a good source of information on available sources of funding.





* Be prepared with current financial statements.





* Keep your lines of credit with your bank open and clean, recognizing its


continuing relationship to your business.





* Evaluate sources of financing the same way you would evaluate any


supplier, i.e. by reputation, commitment to the machine tool industry, and


service to their customers.





Bill Purcell, President, US Bancorp Leasing & Financial, Machine Tool


Finance Group, Portland, OR
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