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Background 

Leasing is a process by which a firm can obtain the use of a certain fixed assets for which it must pay a 
series of contractual, periodic, tax deductible payments. 
The lessee is the receiver of the services or the assets under the lease contract and the lesser is the owner 
of the assets. The relationship between the tenant and the landlord is called a tenancy, and can be for a 
fixed or an indefinite period of time (called the term of the lease). The consideration for the lease is called 
lease rent.  

 

Parties to lease agreement 

I) Lesser: The owner of the asset who permits the use of the asset to other party on payment of 
periodical amount. 

II) Lessee: The party to the agreement who acquires the right to use the asset on payment of 
periodical amount 

The leased asset can either be tangible property such as a home, office, car or computer, or intangible 
property like a trademark or brand name. The lessor in each instance is the owner of the asset. In the case 
of real estate or a car, the lessor is the property owner or an automobile dealer respectively; in the case 
of a trademark or brand name, the lessor is the company that owns it and has conferred the right to use 
the trademark or brand name to a franchisee. 

 

Distinguish between Leasing and Hire Purchase 

Basis Leasing Hire Purchase 
Ownership of 
the asset 

In lease, ownership lies with the 
lessor. The lessee has the right to use 
the equipment and does not have an 
option to purchase. 

Whereas in hire purchase, the hirer has 
the option to purchase. The hirer 
becomes the owner of the 
asset/equipment immediately after the 
last instalment is paid. 

Depreciation In lease financing, the depreciation is 
claimed as an expense in the books of 
the lessor.  

On the other hand, the depreciation 
claim is allowed to the hirer in case of 
hire purchase transaction. 

Duration Generally lease agreements are done 
for longer duration and for bigger 
assets like land, property etc.  

Hire Purchase agreements are done 
mostly for shorter duration and cheaper 
assets like hiring a car, machinery etc. 

Tax impact In lease agreement, the total lease 
rentals are shown as expenditure by 
the lessee.  

In hire purchase, the hirer claims the 
depreciation of an asset as an expense. 

Repairs and 
Maintenance 

Repairs and maintenance of the asset 
in financial lease is the responsibility 
of the lessee but in operating lease, it 
is the responsibility of the lessor.  

In hire purchase, the responsibility lies 
with the hirer. 
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Types of Leasing 
There are two main types of lease: Financing Lease and Operating Lease. 

Financing Lease 

Under a finance lease, the finance company owns the asset throughout and the agreement covers a set 
period – considered to be the full economic life of the asset. Often, there is an option to continue leasing 
at a reduced, or ‘peppercorn’ rate, at the end of the contracted period. 
The finance company can claim the writing-down allowances and pass this benefit to you in reduced 
rentals. 
 
Operating Lease 
An operating lease runs for less than the full economic life of the asset, and the lessee is not liable for the 
financing of its full value. 
The lessor carries the risk associated with the residual value of the asset at the end of the lease.   
This type of lease is often used when the asset is likely to have a resale value, for example, aircraft and 
vehicles. The customer gets the use of the asset, sometimes along with other services. Operating leases 
are particularly attractive to companies that frequently update or replace equipment and want to use 
equipment without ownership. 
The most common form of operating lease in motor finance is contract hire, particularly in the provision 
of vehicle fleets 

Distinguish between Financial and Operating lease 

Basis Financial Lease Operating Lease 
Lease term Covers the economic life of the 

equipment 
Covers significantly less than the 
economic life of the equipment  

Cancellation Financial lease cannot be cancelled 
during the primary lease period. 

Operating lease can be cancelled 
by the lessee prior to its 
expiration. 

Amortization The lease rentals are more or less 
fully amortized during the primary 
lease period. 

The lease rentals are not sufficient 
enough to amortize the cost of the 
asset. 

Risk of obsolescence The lessee is required to take the 
risk of obsolescence. 

The lessee is protected against the 
risk of obsolescence. 

Costs of 
maintenance, taxes, 
insurance etc. 

Incurred by the lessee unless the 
contract provides otherwise. 

Incurred by the lessor. 

 

Sale and lease back leasing 
Leaseback, short for 'sale-and-leaseback,' is a financial transaction, where one sells an asset and leases 

it back for the long-term; therefore, one continues to be able to use the asset but no longer owns it. 

After purchasing an asset, the owner enters a long-term agreement by which the property is leased back 

to the seller, at an agreed rate. One reason for a leaseback is for the seller to raise money by offloading 

a valuable asset to a buyer who is presumably interested in making a long-term secured investment.  
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Sale aid lease 
When the leasing company (lessor) enters into an agreement with the manufacturer of the equipment, 

to market the latter’s product through its own leasing operations, it is called “sales-aid-lease”. Leasing 

company gets a commission from the manufacturer on such sales. 

 

Advantages of Leasing 

1. Flexibility 
In most of the cases the leasing company offers an arrangement that can be modified in order to 

suit the specific requirements of the lessee making the lease transaction more flexible. 

2. 100% Financing 
Generally, banks/financial institution do not allow 100% financing of the asset but the leasing 

company may allow it. 

3. Protection against obsolescence 
Lease arrangements helps to protect the lessee against the risk of obsolescence in respect of the 

assets which become obsolete at a faster pace. For example, many larger clients lease rather than 

purchase their computer equipment so they can stay current with new and faster computer 

processing technology. 

4. Tax advantages 
Separate from any tax benefit a company may gain, lease payments can reduce taxable income in a 

more appropriate manner than depreciation expense. 

5. Off-balance-sheet financing 
Operating leases provide off-the-books (or balance sheet) financing. In other words, the company’s 

obligation to pay the lease, which is a liability, doesn’t reflect on the balance sheet. This can affect 

a financial statement user’s evaluation of how solvent the company is because he will be unaware 

of the debt—hence the importance of footnotes to financial statements. 

6. Absence Of Restrictive Convenience 
The financial institution while lending money usually attaches several restrictions on the borrowers 

as regards management, debt-equity norms declaration of dividends etc. Such restrictions are 

absent in the case of lease financing. 

7. Leasing Increases Lessee's Capacity To Borrow 
Leasing arrangements enable the lessee to use more of its own funds for working capital purposes 

instead of using low yielding fixed assets. 
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Disadvantages of Leasing 

1. Cash outflow soon after the acquisition of asset 
No moratorium period is permissible as in case of term loans from financial institutions. Thus, 

leasing may not be suitable for new projects as it would entail cash outflows even before the project 

comes into operation. 

2. Seller’s warranty may not be there 
Leased asset is purchased by the lessor who is the ultimate owner of the equipment. Thus, seller’s 

warranties for satisfactory operation of the asset may not be there in the lease. 

3. Hypothecation by bank 
Lessor obtains credit facilities from banks etc. to purchase the leased equipment which is subject 

to hypothecation charge in favour of the bank. Default in payment by the lessor may sometimes 

result in the seizure of assets by banks causing loss to the lessee. 

4. High cost of financing 
Lease financing has a very high cost of interest as compared to interest charged on term loans by 

financial institution/banks. 

 

Structure of lease rentals 
Lease rentals are tailor made to enable the lessee to pay from the funds generated from its 

operations. Example if profits from the leased plant start from 3rd year and go on increasing, then 

lessee will structure the instalment of the plant in such a way that he will pay more in 4th year and 

onwards i.e. Ballooned leased rentals. 

Lease Rentals can be of three types 

1. Deferred Lease Rentals 
2. Stepped up Lease Rentals 
3. Ballooned Lease Rentals 
1. Deferred Lease Rentals 

Often Lessor offers discount at the beginning of the lease period and it may require the lessee 

to start making payment after the initial decided period. 

Example: RajuChaiwala has taken AC on lease for 7 years where he was required to make the 

annual payment of Rs. 2 lakhs with 2 years of deferment; means Raju will start making payment 

from 3rd year onwards. 

2. Stepped up Lease Rentals 
A step-up lease is a lease agreement which stipulates that the rental rate will increase by 

predetermined amounts at various points in the future. Through the rent increases in the future, 

the lessor hopes to hedge against various risks such as inflation and other cost increases. 

Example: After a lot of emotional harassment by his wife, Mr. RamuPanwala decided to bring 

Aston Martin [V12 Vantage] car worth Rs.3.50 Crores on lease. The lessor agreed with Mr. 

RamuPanwala and the lease rentals of Rs. 40 lakhs for 1-3 years, 50 lakhs for 4-6 years and Rs. 

75 lakhs for 7-8 years were fixed. This is the kind of arrangement were lease rentals has been 

increased at different point during the term. 

3. Ballooned Lease Rentals 
A "balloon" rental is a lump sum rental amount that is held back to the end of the lease 
agreement and is used to enhance the cash flow of the business in the interim.  
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Example: Ramlal has bought Ferrari on lease in which he was required to make the lease 
payment of Rs. 40 lakhs each year for 3 years and 2 crores lump sum at the end of 3rd year.  

Methods of Evaluation Leasing Proposals 

1. Present Value Analysis 
In this method, the present value of the annual lease payments (tax adjusted) is compared with that 

of the annual loan repayments adjusted for tax shield on depreciation and interest, and the 

alternative which has the lesser cash outflow will be chosen.  

The discounting rate is the after tax cost of borrowing i.e.Kd (1-t) 

Particulars Working Note Amount 

Present value of cost under Lease option 1 XX 

Present value of cost under Borrowing option 2 XX 

Decision: If cost under leasing is less than borrowing, leasing should be 
preferred otherwise borrowing will be better. 

 

Working Note 1: Lease Option  

Lease Rentals x PVAF XXX 
Less: Tax saving on lease rentals x PVAF XX 

PV of cost under lease option XXX 

 

Working Note 2: Borrowing Option 

Year Principle 
Repayment 

Interest 
Payment 

Depreci
ation 

Other 
Expenses 

Tax Saving 
[c+d+e]x 
Tax rate 

Net Cash 
Outflow 

[b+c+e -f] 

PVF Present 
Value 

a b c d e f g h i 

1        XX 
2        XX 
3        XX 

Present value of total cost under borrowing option XXX 

 

Discount rate 
to be used in order to discount the cash flows  

Where Appropriate discount 
rate is 

Notation 

Leasing is an alternative to borrowing After tax cost of debt 𝑲𝒅(𝟏 − 𝒕) 

Leasing is an alternative to equity financing Cost of equity 𝑲𝒆 

Leasing is an alternative to both, borrowing 
and equity  

Weighted Average cost 
of Capital 

𝑲𝒐[WACC] 

 
2.  Internal Rate of return analysis 

Under this method there is no need to assume any rate of discount. To this extent, this is different 
from the former method where the after-tax cost of borrowed capital was used as the rate of 
discount. In IRR analysis the IRR of leasing proposal is compared with the weighted average cost of 
capital. Here the leasing proposal is accepted when the return (IRR) on proposal is more than the cost 
of funds employed in (WACC). 
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Particulars Working Note  

WACC 1 XX 
IRR of the leasing proposal 2 XX 

Decision: If IRR is more than WACC, then leasing proposal is feasible for 
the lessor. 

3.  Bower-Herringer and Williamson Method 
This method segregates the financial and tax aspects of lease financing. If the operating advantage of 

a lease is more than its financial disadvantage or vice-versa lease will be preferred.  

The procedure of evaluation is briefly stated as follows:   

1. Compare the present value of debt with the discounted value of lease payments (gross), the 
rate of discount being the gross cost of debt capital.  

2. The net present value is the financial advantage (or disadvantage). Work out the comparative 
tax benefit during the period and discount it at an appropriate cost of capital. The present 
value is the operating advantage (or disadvantage) of leasing.  

3. If the net result is an advantage, select leasing. 

Particulars Working Note Amount 

Financial Advantage/ (Disadvantage) 1 XX 

Operating Advantage /(Disadvantage) 2 XX 

Net Advantage/(Disadvantage)  XXX 

 
WN 1 Financial Advantage/ (Disadvantage) Amount 

PV of Loan Payments XXX 
PV of lease rentals discounted at gross cost of debt XX 

Financial Advantage/(Disadvantage)  XX 

 

WN 2 Operating Advantage/(disadvantage) 
End of 
year 

Tax shield 
on 
Leasing 

Tax Shield on borrowing 
[Interest + Depreciation 
+ Other Exp]  

Incremental 
saving due to 
leasing [b-c] 

PVF@ 
Cost of 
Capital  

Present 
Value  
[d x e] 

a b c d e f 

1     XX 
2     XX 
3     XX 

Operating Advantage/(disadvantage)  XXXX 
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Cross Border Leasing 
Cross-border leasing is a leasing arrangement where lessor and lessee are situated in different countries. 
This presents significant additional issues related to tax avoidance and tax shelters. 

A major objective of the cross border leasing is to reduce the overall cost of financing through utilization 
by the lessor of tax depreciation allowances to reduce its taxable income. The tax savings are passed 
through to the lessee as a lower cost of finance. The basic prerequisites are relatively high tax rates in the 
lessor’s country, liberal depreciation rules and either very flexible or very formalistic rules governing tax 
ownership. 

Other important objectives of the cross border leasing include the following: 

1. The lessor is often able to utilize nonrecourse* debt to finance a substantial portion of the 
equipment cost. The debt is secured by among other things, a mortgage on the equipment and by 
an assignment of the right to receive payments under the lease. 

2. Also depending on the structure, in some countries the lessor can utilize very favorable “leveraged 
lease” financial accounting treatment for the overall transaction. 

3. In some countries it is easier for a lessor to repossess the leased equipment following a lessee 
default because the lessor is an owner and not a mere secured lender. 

4. Leasing provides the lessee with 100% financing. 
 

Break Even Lease Rentals (BELR) 

1. Break Even Lease Rental from Lessee’s point of view 

From the lessee’s point of view BELR is a rental at which the lessee is indifferent between 
borrowing & buying option and lease financing option. In other words at BELR S(he) can opt for 
any option. At this option the Net Advantage of Leasing (NAL) will be zero. BELR is the maximum 
lease rental the lessee would be willing to pay. In case if BELR is less than the actual rent payable, 
the lease option would not be viable. 

𝐀𝐓 𝐁𝐄𝐋𝐑, 𝐍𝐀𝐋 𝐰𝐢𝐥𝐥 𝐛𝐞 𝐙𝐞𝐫𝐨 

 Break Even Lease Rental where loan or lease option will be at par/indifference point.  

 

Annual Lease Rental x  PVAF  =  PV of the total cost under Loan Option 
 

2. Break Even Lease Rental from Lessor’s point of view 
From the lessor’s point of view BELR is the minimum lease rental which he should accept. In this 
case also NAL = 0, any lease rental below BELR should not be accepted. It is to be noted that while 
calculating NPV, overall cost of capital should be used. 
 
 
 
 
 
 
 
 
 

*Nonrecourse Finance: A type of loan that is secured by collateral, which is usually property. If the borrower defaults, 

the issuer can seize the collateral, but cannot seek out the borrower for any further compensation, even if the 

collateral does not cover the full value of the defaulted amount. This is one instance where the borrower does not 

have personal liability for the loan. 
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Important concepts in leasing 

1. Calculation of Lease Rentals 
Unless otherwise specified we assume that lease rent is being paid at the end of the year. And 

accordingly lease rent is calculated using following formula: 

𝐀𝐧𝐧𝐮𝐚𝐥 𝐋𝐞𝐚𝐬𝐞 𝐑𝐞𝐧𝐭𝐚𝐥 𝐱  𝐏𝐕𝐀𝐅  =  𝐂𝐨𝐬𝐭 𝐨𝐟 𝐭𝐡𝐞 𝐀𝐬𝐬𝐞𝐭 

 

 

Year       0        1          2          3   4 5           6         7          8          9         10 

 

 First Payment       Last Payment 

2. Advance Lease Rentals 
When lease term specifies that the lease is to be payable in advance then the present value annuity 

factor in the calculations of lease rent is to be calculated for (n-1) period, n being the period of lease. 

Hence the lease rentals (LR) can be calculated by using following formula: 

𝐋𝐞𝐚𝐬𝐞 𝐀𝐦𝐨𝐮𝐧𝐭 = 𝐋𝐑 𝐱(𝟏 + 𝐏𝐕𝐀𝐅𝐊𝐝,𝐧−𝟏)  
Suppose lease period is for 10 years, and lease rent is payable in advance then: 

 

Year       0        1          2          3   4 5           6         7          8          9         10 

   

First Payment       Last Payment 

 

 

 

3. Different Lease Period 
At times we may face a situation when we have to choose from two or more leasing alternatives. The 

decision becomes easier if the life of all leasing alternative is same. In case the life of leasing options 

available is not same then Equated Annual Cost (EAC) method should be used in order to decide which 

option is favourable. The one with lowest EAC should be selected. 

EAC =
Present value of total cost

annuity factor
 

4. Annual instalment of Loan 

Annual Instalment =  
Amount Borrowed

annuity factor @ interest rate
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Practical Problems 

 

1. Leasing Company expects a minimum lease of 10% on its investment in the leasing business. 

It proposes to lease a machine costing ̀ 5,00,000 for ten years. Lease payments will be received 

in advance. Calculate the lease rentals. 

 

2. Sundaram Ltd. discounts its cash flows at 16% and is in the tax bracket of 35%. For the 

acquisition of a machinery worth `10,00,000. It has two options – either to acquire the asset 

by taking a bank loan @ 15% p.a. repayable in 5 yearly instalments of `2,00,000 each plus 

interest or to lease the asset at yearly  rentals of `3,34,000 for 5 years. In both the cases the 

instalment is payable at the end of the year.  

Depreciation is to be applied at the rate of 15% using written down value method. You are 

required to advise which of the financing option to be exercised and why. 

Year 1 2 3 4 5 

PVF @ 16% 0.862 0.743 0.641 0.552 0.476 

----------------------------------------[Jun 2009, 14 Marks]---------------------------------------- 

3. Bright limited is considering to acquire an additional sophisticated computer to augment its 

time-share computer services to its clients. It has two options: 

Either,  

(a) To purchase the computer at a cost of  ` 44,00,000 

or 

(b) To take the computer on lease for 3 years from a leasing company at an annual lease 

rental of `10 lakhs plus 10% of the gross time share service revenue. The agreement 

also requires an additional payment of `12 lakhs at the end of the third year. Lease 

rentals are payable at the year end and the computer reverts back to lessor after period 

of contract. 

The company estimates that the computer will be worth `20 lakhs at the end of the third year. 
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The gross revenue to be earned are as follows  

Year ` in lakhs 

1   45 

2   50 

3   55 

Annual operating cost (excluding depreciation/lease rental) are estimated at `18 lacs with and 

additional cost of `2 lakhs for start up and training at the beginning of the first year. These 

costs are to be borne by the lessee in case of lease arrangement also. The company proposes 

to borrow @ 16% interest to finance the purchase of the computer and repayments are to be 

made as per the following schedule: 

Year 

end 

Repayment of 

principal (in `) 

1 10,00,000 

2 17,00,000 

3 17,00,000 

For the purpose of this computation assume that the company uses the straight line method of 

depreciation on assets and pays 50% tax on its income. 

You are required to analyse and recommend to the company which of the two options is better. 

[PV factor@8% for year 1(0.926), year 2(0.857), and @ 16% for year 1 (0.862), year 2 (0.743) 

and year 3 (0.641)] 

4. With the following data available, compute the BELR that ABC Ltd. should charge from 

lessee. 

Cost of Machine      `150 Lakhs 

Salvage Value of Machine at the end of 5 years  `10 Lakhs 

Expected useful life     5 years 

Rate of depreciation (WDV)    25% 

𝐾0        14% 

Applicable tax rate      35% 

Machine will constitute a separate block for depreciation purpose. 
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5. The following are the details of a lease by RST Ltd. 

a. Cost of machine is `1,00,000 financed 80% through debt and balance through equity. 

Cost of debt before tax amount to 20% and equity 16%. 

b. The less or is in 35% tax bracket. The rate of depreciation for machinery is 20% WDV. 

c. The scrap value of machine is `10,000 at the end of 5th year. 

d. Estimated cost for maintenance is `1,000 per annum. 

e. The lessee agrees to pay the following: 

(i) Annual rent of `36,000 for 5 years payable at the end of each year. 

(ii) The security deposit of  `3,000 which is refundable at the end of lease period. 

(iii) Training fees payable at the beginning of lease period is `2,500. 

Decide whether the less or should lease the asset (based on IRR). 

 

6. Agrani Ltd. is in the business of manufacturing bearings. Some more product lines are being 

planned to be added to the existing system. The machinery required may be bought or may 

be taken on lease. The cost of machineis`40,00,000 having  a useful life of 5years with the 

salvage value of ̀ 8,00,000. The full purchase value of machine can be financed by 20% loan 

repayable in five equal instalments falling due at the end of each year. Alternatively, the 

machine can be procured on a 5years lease, year-end lease rentals being `12,00,000 per 

annum. The Company follows the written down value method of depreciation at the rate of 

25%. Company’s tax rate is 35 percent and cost of capital is 16 percent: 

i) Advise the company which option it should choose–lease or borrow. 

i i )  Assess the proposal from the lessor’s point of view examining whether 

leasing the machineisfinanciallyviableat14%costofcapital.  

(Detailed working notes should be given. Calculations can be rounded off to `lakhs). 

-------------------------------------------- [Nov 2012, 20 Marks] --------------------------------------- 

7. Armada Leasing Company is considering a proposal to lease out a school bus. The bus can 

be purchased for`5,00,000 and, in turn, be leased out at`1,25,000 per year for 8 years with 

payments occurring at the end of each year: 

1. Estimate the internal rate of return for the company assuming axis ignored. 

2. What should be they early lease payment charged by the company in order to earn 20 

per cent annual compounded rate of return before expenses and taxes? 

3. Calculate the annual lease rent to be charged so as to amount to 20% after tax annual 
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compound rate of return, based on the following assumptions: 

i. Tax rate is 40%; 

ii. Straight line depreciation. 

iii. Annual expenses of`50,000 

iv. Resale value`1,00,000 after the turn.  

------------------------------------------ [May 2003, 16 Marks] ------------------------------- 

8. Fair finance, a leasing company, has been approached by a prospective customer in tending 

to acquire a machine whose Cash Down price is ̀ 3crores. The customer, in order to leverage 

his tax position ,has requested a quote for a three year lease with rentals payable at the end 

of each year but in a diminishing manner such that they are in the ratio of 3:2:1.Depreciation 

can be assumed to be on straight line basis and Fair Finance’s marginal tax rate is 35%. The 

target rate of return for Fair Finance on the transaction is 10%. 

Required: 

Calculate the lease rents to be quoted for the lease for three years. 

--------------------------- [Nov 2004, 08 Marks]-----------[Nov 2012, 8 Marks]------------------ 

9. ABC Company has decided to acquire a `5,00,000  pulp control device that has a useful life 

of ten years. A subsidy of `50,000 is available at the time the device is acquired and placed 

into service. The device would be depreciated on straight-line basis and no salvage value is 

expected. The company is in the 50% tax bracket. If the acquisition is financed with a lease, 

lease payments of `55,000 would be required at the beginning of each year. The company can 

also borrow at 10% repayable in equal instalments. Debt payments would be due at the 

beginning of each year: 

a. What is the present value of cash out flow for each of these financing lternatives, 

using the after-tax cost of debt? 

b. Which of the two alternatives is preferable?  

-------------------------------------- [May 2006, 15 Marks] --------------------------------------- 

10. ABC Ltd. Sells computer services to its clients. The company has recently completed a 

feasibility study and decided to a acquire an additional computer, the details of which are as 

follows: 

(1) The purchase price of the computer is`2,30,000 maintenance, property taxes and 

insurance will be`20,000 per year. The additional expenses to operate the computer are 

estimated at`80,000. If the computer is rented from the owner, the annual rent will 
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be`85,000, plus 5% of annual billings. The rent is due on the last day of each year. 

 

(2) Due to competitive conditions, the company feels that it will be necessary to replace 

the computer at the end of three years with a more advanced model.   Its resale value is 

estimated at `1,10,000. 

(3) The corporate income tax rate is 50% and the straight line method of depreciation is 

followed. 

(4) The estimated annual billing for the services of the new computer will be `2,20,000 

during the first year, and `2,60,000 during the subsequent two years. 

(5) If the computer is purchased, the company will borrow to finance the purchase from a 

bank with interest at 16% per annum. The interest will be paid regularly, and the 

principal will be returned in one lump sum at the end of the year 3. 

Should the company purchase the computer or lease it?  

Assume (i) cost of capital as 12% (ii) straight line method of depreciation (iii)salvage value of  

`1,10,000 and evaluate the proposal from the point of view of less or also.  

-------------------------------------- [Nov 2007, 20 Marks] ---------------------------------------- 

11. M/s Gama & Co. is planning of installing a power saving machine and are considering buying 

or leasing alternative. The machine is subject to straight line method of depreciation. Gama & 

Co. can raise debt at 14% payable in five equal annual instalments of `1,78,858 each, at the 

beginning of the year. In case of leasing, the company would be required to pay an annual end 

of year rent of 25% of the cost of machine for 5 years. 

The company is in 40% tax bracket. The salvage value is estimated at `24,998 at the end of 5th 

year. 

Evaluate the two alternatives and advise the company by considering after tax cost of debt 

concept under both alternatives 

PVF: 0.9225, 0.8510, 0.7851, 0.7242, 0.6681 respectively for 1-5 years. 

-------------------------------------- [Jun 2009, 12 Marks] ---------------------------------------- 
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12. Alfa Ltd. Desires to acquire a diesel generating set costing `20 lakh which will be used for 

a period of 5 years. It is considering two alternatives (i) taking the generating set on lease or 

(ii) purchasing the asset out right by raising a loan. The company has been offered a lease 

contract with a lease payment of `5.2 lakh per annum for five years payable in advance. 

Company's banker requires the loan to be repaid @ 12% p.a. in 5 equal annual instalments, 

each instalment being due at the beginning of the each year. Tax relevant depreciation of the 

generator is 20% as per WDV method. At the end of 5
th 

year the generator can be sold 

at`2,00,000. Marginal Tax rate of Alfa Ltd. Is 30% and its post tax cost of capital is 10%. 

Determine: 

(a) The Net Advantage of Leasing to Alfa Ltd. and recommend whether leasing is 

financially viable. 

(b) Break Even Lease Rental.  

-------------------------------------- [May 2010, 12 Marks] --------------------------------------- 

13. R Ltd., requires a machine for 5 years. There are two alternatives either to take it on lease or 

buy. The company is reluctant to invest initial amount for the project and approaches their 

bankers. Bankers are ready to finance 100% of its initial required amount at 15% rate of 

interest for any of the alternatives. 

Under lease option, upfront Security deposit of ̀ 5,00,000/- is payable to less or which is equal 

to cost of machine. Out of which, 40% shall be adjusted equally against annual lease rent. At 

the end of life of the machine, expected scrap value will be at book value after providing, 

depreciation @ 20% on written down value basis. 

Under buying option, loan repayment is in equal annual instalments of principal amount, 

which is equal to annual lease rent charges. However in case of bank finance for lease option, 

repayment of principal amount equal to lease rent is adjusted every year, and the balance at 

the end of 5th year. 

Assume Income tax rate is 30%, interest is payable at the end of every year and discount rate 

is @ 15% p.a. The following discounting factors are given: 

Year 1 2 3 4 5 

Factor 0.8696 0.7562 0.6576 0.5718 0.4972 
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Which option would you suggest on the basis of net present values? 

-------------------------------------- [May 2015, 8 Marks] ----------------------------------------- 

14. AGD Co is a profitable company which is considering the purchase of a machine costing 

`32,00,000. If purchased, AGD Co would incur annual maintenance costs of `2,50,000. The 

machine would be used for three years and at the end of this period would be sold for 

`5,00,000. Alternatively, the machine could be obtained under an operating lease for an annual 

lease rental of `12,00,000 per year, payable in advance. AGD Co can claim depreciation @ 

25% on WDV basis. Annual lease rental will be paid in the beginning of each year. 

The company pays tax on profits at an annual rate of 30% and all tax liabilities are paid one 

year in arrears. 

Required: 

(1) Using an after-tax borrowing rate of 7%, evaluate whether AGD Co should purchase or 

lease the new machine. 

(2) Suppose a bank had offered to lend AGD Co `32,00,000 for a period of five years interest 

payable every six months, then you are required to: 

i. Calculate the Annual Percentage Rate (APR) implied by the bank’s offer with 

interest payable every six months. 

ii. Calculate the amount of instalment payable at the end of each six-month period if 

the offered loan is to be repaid in equal instalments. 

------------------------------------------ [Nov 2014, RTP] ------------------------------------------ 

15. Khalid Tour Operator Ltd. is considering buying a new car for its fleet for local touring 

purpose. Purchase Manager has identified Renault Duster model car for acquisition. 

Company can acquire it either by borrowing the fund from bank at 12% p.a. or go for leasing 

option involving yearly payment (in the end) of `2,70,000 for 5 years. 

The new car shall cost `10,00,000 and would be depreciable at 25% as per WDV method for 

its owner. The residual value of car is expected to be `67,000 at the end of 5 years. 

The corporate tax rate is 33%. You are required to: 

(a) Calculate which of the two options borrowings or leasing shall be financially more 

advantageous for the Company. 
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(b) Measure the sensitivity of Leasing/ Borrowing Decision in relation to each of the following 

parameters: 

i. Rate of Borrowing 

ii. Residual Value 

iii. Initial Outlay 

Among above which factor is more sensitive 

------------------------------------------- [Nov 2015, RTP] --------------------------------------- 

16. X Ltd. had only one water pollution control machine in this type of block of asset with no book 

value under the provisions of the Income tax act, 1961as it was subject to rate of depreciation 

of 100% in the very first year of installation.  

Due to funds crunch, X Ltd. decided to sell the machine which can be sold in the market to 

anyone for `5,00,000 easily. 

Understanding this from a reliable source, Y ltd. came forward to buy the machine for 

`5,00,000 and lease it to X Ltd. for lease rental of  `90,000 p.a. for 5 years. X ltd. decided to 

invest the net sale proceed in a risk free deposit, fetching yearly interest of 8.75% to generate 

some cash flow. It also decided to relook the entire issue afresh after the said period of 5 years. 

Another company, Z ltd. also approached X ltd. proposing to sell a similar machine for 

`4,00,000 to the latter and undertook to buy it back at the end of 5 years for `1,00,000 provided 

the maintenance were entrusted to X Ltd. for yearly charge of `15,000. X ltd. would utilize the 

net sale proceeds of the old machine to fund this machine also should it accept this offer. 

The marginal rate of tax of X Ltd. is 34% and its weighted average cost of capital is 12%.  

Which alternative would you recommend? 

Discounting factor @ 12% 

Year  1 2 3 4 5 

 PVF  0.893 0.797 0.712 0.636 0.567 
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Practice Problems 

17. Outlook Ltd., a small manufacturing firm, is considering the acquisition and the use of a 

machine. After evaluating equipments offered by seven different manufactures, it has come to 

the conclusion that “Z” was the most suitable machine for its needs. Consequently, it has asked 

the manufacturer’s sales personnel to provide information on alternative financing plans 

available through their financing subsidiary. The subsidiary presented the two alternatives. 

Alternative I was to lease the “Z” equipment for 7 years, which was the machine’s expected 

useful life. The annual lease payments would be `14,700 and would include service and 

maintenance. Lease payments would be due at the beginning of the year. Lease payments 

would be fully tax deductible. 

Alternative II would be to purchase the “Z” equipment through 100% loan from the financing 

subsidiary. The cost of the machine is `50,000. It would make seven annual payments of 

`9,935 each to repay the loan of `50,000. Payments would be, at the end of each year. 

The company’s marginal tax rate is 44%. It has estimated that the equipment has an expected 

salvage value of `1,000. The Company plans to depreciate the equipment by using straight 

line method. The service and maintenance would cost `3,700 annually. 

You are required to advice the company on the desirability of the alternative plans, assuming 

that the interest is 9% p.a. 

 

18. The following information is relating to an asset to be leased by A ltd. 

a. Cost of equipment is `1,00,000 

b. The cost of capital of the less or is 12% 

c. The less or is in 40% tax bracket 

d. The depreciation is charged according to straight line method and the salvage value 

is `20,000 after 5 years. 

e. The direct cost to the less or is Rs. 500 at the end of the 1st year. 

f. The estimated cost for general administration in respect of the equipment, to the 

less or is Rs. 1500 per year. 

g. The lessee agreed to pay: An annual rent of Rs. 36,000 for 5 years, a security 

deposit of Rs. 3,000 which is refundable at the end of the lease term, and a sum of 

Rs. 1350 as non returnable management fees payable at the time of inception of the 

lease. 

Evaluate the proposal from the point of view of the less or. 
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19. Alpic Finance. Ltd. a leasing company, have been approached by a business interested in 

acquisition of a machine through leasing. The price of the machine is `3,00,000 +10% sales 

tax. The proposed lessee desires to have a primary lease period of 5 years. 

Target rate of return of Alpic on the transaction is 8% post-tax. It wish to fix annual lease rents 

which are to be payable in arrears at the end of each year. Their effective income tax rate is 

50%. The income tax rate of depreciation on the machine is 25% WDV. Calculate the annual 

lease rent to be charged by Alpic Finance Ltd. 

 

20. ABC Leasing Ltd. is in the process of making out a proposal to lease certain equipment. The 

cost of the equipment is `10,00,000 and the period of lease is 10 years. The following 

additional information is available. 

a. The machine can be depreciated fully over the 10 years on straight line basis. 

b. The current effective tax rate is 40% and is expected to go down to 30% from the 

beginning of the 6th year of the lease. 

c. It is the normal objective to make a 10% post-tax returns in its lease pricing 

d. Lease management fee of 1% of the value of the asset is usually collected from the 

lessees upon signing of the contract of lease, to cover the overhead costs related to 

processing of the proposal. 

e. Annual lease rents are collected at the beginning of every year. 

You are required to determine the equated annual rent to be charged for the proposal. 

 

21. ABC Company has decided to acquire a `5,00,000 pulp control device that has a useful life of 

ten years. A subsidy of `50,000 is available at the time the device is acquired and placed into 

service. The device would be depreciated on straight-line basis and no salvage value is 

expected. The company is in the 50% tax bracket. If the acquisition is financed with a lease, 

lease payments of `55,000 would be required at the beginning of each year. The company 

can also borrow at 10% repayable in equal instalments. Debt payments would be due at the 

beginning of each year: 

i. What is the present value of cash out flow for each of these financing alternatives, 
using the after-tax cost of debt? 
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ii. Which of the two alternatives is preferable?  
-------------------------------------------- [May 2006, 15 Marks]--------------------------------- 

22. ABC Ltd. is contemplating have an access to a machine for a period of 5 years. The company 

can have use of the machine for the stipulated period through leasing arrangement or the 

requisite amount can be borrowed to buy the machine. In case of leasing, the company 

received a proposal to pay annual end of year rent of `2.4 lakhs for a period of 5 years. In 

case of purchase (which costs `10,00,000/-) the company would have a 12%, 5 years loan to 

be paid in equated instalments, each instalment becoming due to the beginning of each years. 

It is estimated that the machine can be sold for `2,00,000/- at the end of 5th year. The 

company uses straight line method of depreciation. Corporate tax rate is 30%. Post tax cost 

of capital of ABC Ltd. is 10%.  

You are required to advice  

i. Whether the machine should be bought or taken on lease.  

ii. Analyse the financial viability from the point of view of the less or assuming 12% 

post tax cost of capital.   

 

PV of `1@10% for 5  years PV of `1 @ 12% for  5  years 

1   .909      .893  

2   .826      .797  

3   .751      .712  

4   .683      .636  

5   .621      .567 

 

23. A firm can purchase for `2500 an asset having life of 5 years after which its salvage value is 

`500. The firm provides depreciation on straight line method. Purchasing and using the asset 

will increase the firm’s revenues by `1500 per year and will raise its expected operating 

expenses (not including depreciation) and interest by `700 per year. The corporate tax is 50% 

and the cost of capital of the firm is 10% 

The firm can also lease the asset for a yearly rental of `650. The incremental revenue will 

be same at `1500 per year and the increase in firms expected non-depreciation expense is 

`600 per year only. Evaluate the proposals. 
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24. ABC ltd. is faced with two options as under in respect of acquisition of an asset valued 

`1,00,000 

a. To acquire the asset directly by taking a Bank Loan of `1,00,000 repayable in 5 

year end instalments together with interest of 15% or 

b. To lease the asset at rentals of `320 per `1000 of the asset value for 5 years 

payable at year end 

The following additional information is available 

i. The rate of depreciation of the asset is 15% WDV 

ii. The company has an effective tax rate of 50% 

iii. The company employs a discounting rate of 16% 

You are to indicate in your report which option is more preferable to the Company. Restrict 

calculation over a period of 10 years. 
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