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   If cost were all that mattered, little or no capital equipment would be


leased. But despite its high prices, leasing is one of the fastest growing


segments of the U.S. financial services industry.





Consider: The $ 147 billion in new capital leases written in 1995 - close


to one-third of the value of all equipment acquisitions - was a significant


5.3% increase over 1994, according to Commerce Department estimates.





From his headquarters in Albany, NY, KeyCorp Leasing Ltd. CEO Frederick E.


Wolfert sheds some light on the leasing boom. "Corporate financial managers


are being driven by a growing number of variables these days," he explains.


"For one thing, technology is changing so fast that acquiring technological


tools raises serious questions about residual value. Upgrade equipment or


replace it? And what are the balance-sheet or off-balance-sheet


implications?"





Not long ago, obsolete capital assets in the United States were just that,


and relatively valueless. No longer. "There are now emerging markets in


less developed countries for telecommunications and medical equipment.


Equipment that is not leading edge here may be leading edge in the Third


World, which allows for more aggressive residual positions here," Mr.


Wolfert points out.





That strategy is carried a step further by General Electric Capital Corp.,


Stamford, CT, where marketing manager Thomas P. McDonald sees equipment


remarketing as an opportunity for his company. GE Capital looks at


international and domestic markets for equipment that is coming off lease.


"What is second-generation to U.S. clients is first generation in less


developed countries," he observes.





Not that cash purchases don't still make the most sense. "They do," he


says, if a company has a glowing balance sheet, a strong bottom line,


little debt and is a so-called full taxpayer, able to make the most of its


depreciation benefits.





Depreciation and tax strategies





And if, of course, they can get past the specter of AMT - the alternative


minimum tax, something the 1986 Tax Reform Act put into place to ensure


that no company can become tax proof through depreciation. "Companies in


that position end up paying a penalty," explains Mr. Wolfert. "The last


thing in the world they want is more depreciation." In which case, they


turn to leasing companies that can use the depreciation "and pass the value


back to them by way of a lower monthly rent."





"There is a 150-basis-point difference between a tax lease (in which the


leasing company takes the depreciation) and a non-tax lease," notes Shawn


Halladay, leasing consultant and co-author of Equipment Leasing.





Mr. Wolfert cites an AMT-vulnerable Rocky Mountain manufacturer that


considered adding $ 60 million in production machinery. "We showed them a


saving of between $ 7 million and $ 8 million by having us buy the


equipment, take the depreciation and construct our lease deal to reflect


the benefit to them that would have been lost otherwise."





That KeyCorp Leasing is a fast-growing, $ 1.7-billion subsidiary of


KeyCorp., the $ 64-billion Cleveland-based bank holding company, says a


great deal about where banking is headed these days. Beset by competition


from financial services providers of all kinds from Wall Street to Main


Street, KeyCorp and other traditional banks are joining the fray by going


after the high end of the market. And where better than the burgeoning and


lucrative leasing area?





But as happens sooner or later in all burgeoning and lucrative markets,


heated competition among lessors is hammering lease rates. "Lessees now


receive most of leasing's benefits," says James J. Duffy, assistant


treasurer for The Pittston Co., a diversified coal producer headquartered


in Stamford, CT. His company leases more than $ 50 million in equipment


annually and 100% of the machinery used in its coal business. "We have a


long list of bidders for our lease deals," he says.





Price is not always the sole factor with Pittston. "Contract terms are


often more important than price," says Mr. Duffy. "We insist on certain


terms," which include favorable renewal dates, conditions for upgrading the


leased asset and termination options.





Pittston and other knowledgeable lessees not only work up lease-buy


analyses going in; they make extensive evaluations over the contract period


to confirm the sagacity of their decisions.





Competition driving a lessee's market





Pressed by the increasing competition, KeyCorp and other lessors never stop


refining their products; hence the growing list of options offered by


lessors to users of heavy equipment and other construction gear.





Fleet Credit, the Fleet Financial Group subsidiary in Providence, RI,


offers a product called Convert-I-Lease, tax-structured leases that can be


converted to purchase agreements - non-tax leases - at the option of the


lessee, according to Ronald H. Chamidees, the Fleet Credit president.





In Mr. Chamidees' view, the prime risk for a lessee is the financial


soundness of the leasing company. If the lessor can't complete a deal as


agreed, the would-be lessee could be deprived of an important asset for


some time. Equally bad, if a lessee goes bankrupt before the expiration of


the lease, a lessor could find itself in bankruptcy court. He says that


knowing the other party is the surest way to head off such perils.





Sale-leaseback agreements are also on the increase - and not only for new


equipment, notes Mr. McDonald of GE Capital Corp. With assets of $ 131


billion at the end of 1994, making it the mightiest lessor of them all, GE


Capital also writes sale-leaseback agreements on used equipment.





To offset thinner profits, some major lessors are bundling groups of leases


into packages and using them to secure debt issues, helping the lessors


raise capital at attractive interest rates, according to Mr. Halladay.





With about a quarter of all leasing companies subject to the AMT, it is not


surprising that many sell parts of their portfolios to other lessors that


can use the depreciation. Indeed, the tax status of the lessor can make a


difference in way a deal is constructed.





Lessors also sell and buy leases to diversify their assets. And some


leasing companies increase revenues through syndication, which involves


finding equity partners to share the risk and returns of a deal. Mr.


McDonald reports that his company has enlisted partners in transactions


that are "beyond our choke point."





"There's no 'best way' to do a lease," advises Paul B. Luke, a BDO Seidman


partner in Seattle who is also national director of the firm's equipment


leasing practice. "It depends on the condition of the company. Each


business should take a look at its financial condition and tax situation.


Ask yourself, 'If I'm growing and need more capital equipment, what impact


will leasing have on my balance sheet, income statement and tax status?'"





Off-balance sheet advantages





Mr. Luke estimates that 80% of U.S. companies are involved in some sort of


leasing, be it a single office copier or fleet of trucks. "The benefits are


obvious," he says, placing improved cash flow and access to the latest


technology at the head of the list. He also highlights another advantage:


"Companies can obtain equipment without drawing down their lines of credit


or capital reserves."





Furthermore, a lease carried off the balance sheet is not likely to set off


any trigger clauses lurking in a corporate loan agreement. Don't lenders


consider the ramifications of off-balance sheet financing? "Obligations


that don't appear on the balance sheet are not part of a company's


leveraged ratio, and bank lenders are less inclined to factor them in,"


replies Mr. Luke. "I've never heard one talk about off-balance-sheet


stuff."





Leasing professionals expect increasingly sophisticated financing to play


an even greater role in the future as lessors package their lease


portfolios quickly and move them off their balance sheets via


securitizations, private placements or other financial strategies.





Some even foresee lessors eventually operating more like international


trading companies that are primarily concerned with distribution. The


assets in which they invest will be determined by the future demands of


their end users.





Daniel J. McConville is a New York-based financial writer.
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