
a. 1) who are the two parties to a lease transaction?
 Lessor – The party who owns the asset in this case Consolidated Leasing is the lessor. 
Lessee – The party who uses the asset, in this case Lewis Securities Inc is the lessee.

2) What are the five primary types of leases, and what are their characteristics?
1. Financial leases-Financial leases are long-term, non-cancelable lease arrangements. The most crucial aspect of a financial lease agreement is that it includes a clause in which the lessor offers to transfer title to the asset at a nominal expense at the end of the lease term.
2. Operating Leases- In nearly any way, an operational lease differs from a financial lease. The lessee has only a restricted right to use the commodity under this lease arrangement. The lessor is in charge of the asset's upkeep and maintenance.
3. Sale and lease back- It's a form of finance lease. The owner of an asset sells the asset to a third party (the buyer), who then rents the asset back to the owner in exchange for lease rentals. However, the properties are not physically traded under this arrangement; instead, it is done by paperwork. This is just a transaction on paper.

4. Leveraged leasing- A third party is interested in a leveraged lease deal, in addition to the lessor and lessee. The lessor borrows a portion of the assets selling price (say, 80%) from a third party, the trustee, and the asset is used as collateral for the loan. 
5. Direct Leasing- Direct leasing is where a company buys the right to use an asset directly from the producer. The producer retains control of the asset that is rented out. Manufacturers, financing firms, individual lease companies, special purpose leasing companies, and other direct lessors are among the most common.
b) How are leases classified for tax purposes?
Lease payments and depreciation of the asset are tax deductible (genuine leases, not loans called a lease).
4) What effect does leasing have on a firm’s balance sheet?
 Originally, leasing did not appear on a firm’s balance sheet, it was only mentioned in the footnotes that the company had leased an asset. Once the Financial Accounting Standards Board issued Statement 13, all leases except Operating Leases MUST be shown on the balance sheet. The value of the asset is recorded as a fixed asset and the present value of future payments is recorded as a liability.

5) What effect does leasing heave on a firm’s capital structure?
Off balance sheet capital leases (Operating Leases) do not show any change in the capital structure of a firm. All other leases increase fixed assets that, in turn, lower the debt/asset ratio

b. (1) what is the present value of owning the equipment? (Hint: Set up a timeline that shows the net cash flows over the period t = 0 to t = 4, and then find the PV of these net cash flows or the PV of owning.)

Owning the equipment:
Cost of the equipment = $1,000,000
Depreciation Schedule:
	Year
	1
	2
	3
	4

	Depreciation Rate
	33.33%
	44.45%
	14.81%
	7.41%

	Depreciation Expense
	$ 333,300.00
	$ 444,500.00
	$ 148,100.00
	$ 74,100.00

	Depreciation Tax Shield
	$   83,325.00
	$ 111,125.00
	$   37,025.00
	$ 18,525.00


Depreciation is a non-cash expense, so it only reduces the after tax costs by the tax shield.
Tax shield = depreciation expense x tax rate
Annual Maintenance = $20,000
After Tax Maintenance cost = 20,000 x (1 - tax rate) = 20,000 x (1 - 0.25) = $15,000
Salvage Value = $200,000
since the equipment is fully depreciated by year 4, the salvage value will be completely taxable
after tax salvage value = 200,000 x (1 - 0.25) = $150,000
Interest rate = 10%
the interest paid on the loan is tax deductible. After tax interest rate = 10 x (1 - 0.25) = 7.5%
Since the interest is tax deductible, the PV of all the after tax loan payments discounted using the after tax interest rate will be equal to the cost of the equipment, i.e. $1,000,000
Cash Flows: 
(Outflows are positive, inflows are negative)
	Year
	0
	1
	2
	3
	4

	After Tax Maintenance Cost
	$150,000.00
	$150,000.00
	$150,000.00
	$150,000.00
	$150,000.00

	Depreciation Tax Shield
	
	-$83,325.00
	-$111,125.00
	-$37,025.00
	-$18,525.00

	Cost of Equipment
	$1,000,000.00
	
	
	
	

	After Tax Salvage Value
	
	
	
	
	-$150,000.00

	Net Cash Flow
	$1,150,000.00
	$66,675.00
	$38,875.00
	$112,975.00
	-$18,525.00

	PV of Cash Flow
	$1,150,000.00
	$62,023.26
	$33,639.81
	$90,940.42
	-$13,871.53



NPV of owning = Sum of PV of cash flows = $1,332,731.95
(2) What is the discount rate for the cash flows of owning?
The discount rate used is the after tax interest rate = 7.5%

c)  What is Lewis’s present value of leasing the equipment? (Hint: Again, construct a
time line.)
Annual lease cost = $260,000
after tax lease cost = 260,000 x (1 - 0.25) = $195,000
Since the lease payments are in the beginning of the year, it is an annuity due
PV of annuity due = P x (1 + r) x [1 - (1 + r)-n] / r
PV = 195,000 x (1 + 0.075) x [1 - (1 + r)-4] / 0.075
 = $702,102.52
d) What is the net advantage to leasing (NAL)? Does your analysis indicate that Lewis should buy or lease the equipment? Explain.
NAL = PV of Owning - PV of Leasing = 1,332,731.95 - 702,102.52 = $620,629.43
Since the BAL is positive, the option of leasing is cheaper than of owning, so the equipment should be leased.
e) Now assume that the equipment’s residual value could be as low as $0 or as high as $400,000, but $200,000 is the expected value. Because the residual value is riskier than the other relevant cash flows, this differential risk should be incorporated into the analysis. Describe how this could be accomplished.
 The firm could end up with no money in return for the asset at the end of the term, which means no money to put back towards the debt owed on the equipment. If the residual value were $400,000, the company would be in luck, but there is no way of knowing or preparing for such a high return. In order to include this risk into the present value calculation, the firm would have to come up with a rate for the risk and multiply it into the residual value. If the amount of owning the equipment still comes out to be more costly than leasing the equipment, Lewis should stay with the lease.

F) The lessee compares the cost of owning the equipment with the cost of leasing it. Now put yourself in the lessor’s shoes. In a few sentences, how should you analyze the decision to write or not to write the lease?
The position of the lessor is almost identical to the position of the lessee, just the mirror image. If the lessor wants to know whether leasing the equipment would be a good strategy, they should enter their information into a timeline, much like the one used to find the present values for the lessee position. If Consolidated Leasing is able to make more money by leasing the equipment, then they should write the lease.







