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IT managers often share the same concerns, regardless of
their industry, organization size, or budget. In this time

of economic uncertainty, managers must once again “do
more with less.” In my article, “IT Project Management: New
Tools, Same Old Problems” (Technical Support, November
2000), I discussed how managers could leverage new project
management tools to organize and manage IT pro-
jects more effectively. In this article, I will
show you why IT managers should serious-
ly consider leasing as a cost-effective
way to finance IT projects, especially
at a time when IT budgets are under
renewed pressure.

A May 2000 survey of exceptional
small business owners indicated
that these managers are twice as
likely to lease equipment as purchase
it.1 Nearly one-third of all IT pur-
chases are financed through leases.
The chart in Figure 1 shows the dollar
value of projected new leasing business in
2000. Leasing can finance purchases at all
levels, from $25,000 to more than $5 million.
How can an IT manager take advantage of IT equipment
leases to maximize the value of IT spending? Why not just
purchase IT equipment out right? What are the strategic and
financial reasons why an IT manager should consider leasing
for his company’s next IT equipment acquisition?

THE BASICS OF LEASING

In its simplest form, a lease is a contractual agreement
between two parties, the lessor and the lessee, for the use of

certain equipment for a specific period. The lessor owns the
equipment and permits the lessee to use the equipment for a
specified period of time in exchange for a series of payments.
While the lessee has the benefit of the use of the equipment,
the lessee does not own the property during the period of use.
The accompanying sidebar provides a glossary of some

common leasing terms and definitions. I must also
add a disclaimer at this point: The following

discussion is necessarily simplified and
generic. As an IT manager, you must

coordinate with your finance and
accounting staff or tax advisor to
determine the correct tax treatment
for your specific project.

ADVANTAGES OF LEASING

Leasing offers many benefits for
the IT manager. In its report on the

state of the equipment financing indus-
try, and as indicated in Figure 2, the

Equipment Leasing Association of America
indicates that the major reasons why firms use

leases include cash flow and tax advantages, convenience,
flexibility and protection against technological obsolescence.

Major IT equipment companies also provide lease-financ-
ing alternatives. Their web pages include many of these same
reasons for leasing. For example, Compaq recommends
leasing as a way to “get more technology for your money” by
financing purchases with a low monthly payment. Hewlett-
Packard gives an example of how the same expenditure can
buy “three times as much” technology — truly an example of
doing more with less.

To Lease or To Buy?
That is the Question

L`easing offers many benefits and can provide IT managers with a cost-effective way to finance
IT projects.

What are the
strategic and financial

reasons why any IT
manager should consider
leasing for their next IT
equipment acquisition?

1Equipment Leasing Association (ELA) and Small Business Administration (SBA) survey of 52 SBA State Small Business Person of the Year nominees, May 2000.
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Cash Flow Benefits
In a typical technology purchase, the organization must pay for

the equipment up front out of current cash, or borrow the full
amount of the equipment and repay the loan. Technology acquisi-
tions made in this way cause an “uneven” drain on the cash in the
business. Lease financing smoothes out these cash payments over
the life of the lease by exchanging the larger, up-front expenditures
for a smaller, fixed payment for the duration of the lease.

Tax Benefits of Leasing
Leases can provide valuable tax benefits. Lease payments are

fully tax-deductible expenses for the lessee, if the IRS agrees that
a particular contract is truly a lease and not an installment loan in
disguise. In order for the lease to be acceptable to the Internal
Revenue Service, the contract must comply with the following IRS
tax guidelines2:

1. The lease term must not exceed 80 percent of the estimated
useful life of the equipment, including renewals/extensions at
the fixed rate.

2. The equipment’s estimated residual value must equal at least
20 percent of its starting value at lease completion.

3. Neither the lessee nor a related party can have the right to
purchase the equipment at a fixed price upon lease
completion. This causes a problem with the so-called
“dollar buy-out” leases.

4. The lessee cannot make any investment in the property
beyond the lease payment.

5. The leased equipment cannot be “limited use” property as
defined by the IRS.

IT managers should consult with their firm’s tax advisor or the IRS
to determine the tax treatment of any specific purchase. If the lease
meets these guidelines, the lease payments are expenses for the
business, which in turn reduce taxable income and thus reduce taxes.
In contrast, when a company purchases IT equipment outright, they
can only use the depreciation expense to reduce taxable income.

Ease, Convenience and Flexibility
Leasing also provides convenience and flexibility for IT equip-

ment acquisitions. In a recent InformationWeek Research survey, 51
percent of respondents indicated that they are replacing PCs more
frequently in response to increasing demands from applications and
operating systems.3 Lifecycle management has become a significant
concern for IT managers. They can negotiate lease terms more
accurately to match the expected useful economic life of the
equipment. This flexibility provides a more customized and disci-
plined approach to lifecycle management. Many equipment vendors
have added value in this area by bundling hardware and software
configuration services into the lease payment. In this way, IT
managers effectively outsource life cycle management for certain
IT equipment while maintaining current technology at a known,
fixed monthly cost. At least one major New York State agency has
implemented this policy to all desktop and laptop PCs. Working
with Dell Computer Corporation, the agency is able to pre-configure
each workstation with agency-specific software. Based on a three-year

lease term, the agency is able to replace one-third of their desktop
workstations annually and the agency is not stuck owning obsolete
equipment after three years.

For growing businesses, some leases provide the additional
flexibility to be able to add to the lease during the lease term. With
this feature, a business can contract for the IT equipment needed
now and have the option to add to the contract as the firm grows.
This flexibility allows the firm to delay IT expenditures until they
actually need the equipment and helps fuel business growth while
smoothing cash flows.

Other “Non-Tax” Factors Affecting the Decision to Lease
In a 1998 study published in the Journal of Finance, Graham,

Lemmon and Schallheim demonstrate several other non-tax factors

Note: $’s in billions
2000 Projected Total New Business Volume by Ticket Segment

($'s in billions)

Micro ($0-25,000)
7%

Small ($25,000 - 250,000)
18%

Middle ($250,000 - $5 million)
35%

Large (Over $5 million)
40%

Source:  ELA Survey of Industry Activity Report 1999-2000, FIC analysis

$18.2

$46.8

$91.0

$104.00 

FIGURE 1: 2000 PROJECTED TOTAL NEW
BUSINESS BY TICKET SEGMENT

Cash flow 35%
Dollar value 17%
Taxes 13%
Ease, convenience 13%
Maintenance options, cost 13%
Technology 9%
Source:  Equipment Leasing Association

FIGURE 2: PRIMARY LEASING DECISION DRIVERS 

Hardware/servers  $      750,000
Software  $      250,000
Install/config/training  $      500,000
Annual maintenance  $      125,000
Tax rate 40%
Straight-line deprec.  $      200,000
Annual lease payment  $      500,000
Discount rate 6%

FIGURE 3: PURCHASE VS. LEASE EXAMPLE 

2Brigham, E. F., L. C. Gapenski, et al. (1999). Financial Management: Theory and Practice, Dryden Press., 738.
3Mary Hayes, “The Search for Simplicity,” InformationWeek, March 8, 1999, 38-46.
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that affect a firm’s decision to lease instead
of using debt for equipment purchases.
They found that the likelihood of financial
distress, the level of government regulation
and the size of the firm influence the deci-
sion to lease.

1. Financial distress — a firm increases
its probability of facing financial
distress as it increases its use of
fixed-payment obligations like debt
and leases. In the event of bankruptcy,
however, continued payment of lease
obligations receives higher priority.
Bankruptcy proceedings allow the
debtor to suspend loan payments until
the bankruptcy is settled.

2. Government regulation — In some
regulated industries, such as utilities,
the return for shareholders is
determined based on the amount of
investor’s capital. Operating leases do
not count as part of the capital base;
capital leases may or may not count.
Debt, however, always counts as part
of the capital base. As a result,
shareholders of regulated companies
would prefer more debt and less leasing.

3. Size of the firm — Larger firms have
easier access to debt financing and
seem to use leasing less.

AN EXAMPLE: BY THE NUMBERS

Before examining the actual numbers,
you must agree on the setting. As an IT
manager, in this example, assume that you
have already determined the technology
components (hardware, software, training,
maintenance) needed to meet your organi-
zation’s needs. The question at this point is
not what to buy, but how to pay for it.
Traditionally, this would be the time to
coordinate with the finance and accounting
staff to purchase the system and start the
implementation. Now is the time (if not
before) to consider lease financing. The
desired IT system will cost $1.5 million to
implement and $125,000 per year to
maintain. The system includes $750,000 in
hardware servers, printers, and worksta-
tions; $250,000 in software; $500,000 in
installation, configuration and training
costs. The system has a five-year economic
life, after which you expect to replace it. At
that time, the system will be technologically
obsolete and will have no salvage value. See
Figure 3.

Under a traditional purchase, the firm
would have to find the cash to pay for the
entire system at the start of the project,

potentially placing a significant cash flow
burden on the firm. In this example, the firm
has financed the hardware and software
portion of the purchase with a five-year
simple interest loan at a 10 percent annual
interest rate. Once the firm purchases the

equipment, the firm could expense the
depreciation based on its five-year economic
life. Using a straight-line depreciation
method, this expense would be $200,000
per year (assuming that the installation,
configuration and training could not be
depreciated). This expense would reduce
the firm’s taxes by $80,000 each year. The
annual maintenance cost of $125,000
would also generate a tax savings of
$50,000 annually. The cash flows for the
purchase alternative are shown in the table
in Figure 4.

From a financing perspective, the proper
way to value this alternative is to calculate
the value of each of these future payments
in present dollar terms based on the idea
that future dollars are not worth as much as
today’s dollar. The future payments in this
example were discounted at a 6 percent
annualized rate. The discounted present
value of these cash flows is ($1,478,938).

Under the lease contract, the full amount
of the system including installation, config-
uration, training and annual maintenance is
bundled into the $500,000 annual lease
payment. The lease payments, made at the
beginning of each year, generate an annual
tax savings of $200,000. The discounted
present value of these cash flows is
($1,339,532), representing a savings of
$139,406 in present dollars. Under these

By understanding the
benefits of leasing and the

basics of present value
analysis, the IT manager

can more effectively
communicate with the
finance and accounting
staff. Together, they can

make the right purchasing
and financing decisions
to maximize the value of

the business.

Glossary
☛ Depreciation — a systematic way to expense a long-lived asset subject to tax laws

and Generally Accepted Accounting Principles (GAAP).

☛ Lessee — the party to a lease transaction that obtains the use of some equipment in

exchange for one or more lease payments.

☛ Lessor — the party to a lease transaction that owns the property and permits the

lessee use of the property in exchange to mutually agreed upon payments.

☛ Operating lease — (service lease) provides for both financing and maintenance for the

equipment. Often, the maintenance cost is built into the lease payment and the

equipment is not fully amortized during the life of the lease. Many times, operating

leases will also include a cancellation clause that gives the lessee the right to can-

cel the lease and return the equipment early. This flexibility is particularly valuable

when leasing IT equipment that may become technologically obsolete during the

lease term.

☛ Financial leases — (capital lease) usually do not provide for maintenance service, are

not cancellable, and the equipment is fully amortized during the term of the lease.

The lessee typically pays the property taxes and insurance on the leased property.
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circumstances, the firm should lease the
equipment instead of buying. See Figure 5.
The further advantage of the “smoothed”
cash flows is also shown in Figure 6.

Leasing is a viable, value-creating
alternative for IT equipment acquisitions,
especially in firms that can take advantage
of tax savings generated by lease payments.
Leases offer flexibility for the firm to
respond to changing business conditions by
permitting the IT manager to add equipment
during the lease term or to cancel the lease
early. The constant lease payment also
provides smoother cash flows, reducing the
perceived risk-taking to the firm. By under-
standing the benefits of leasing and the
basics of present value analysis, the IT
manager can more effectively communicate
with the finance and accounting staff.
Together, they can make the right purchasing
and financing decisions to maximize the
value of the business.
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FIGURE 6: COMPARISON OF ANNUAL CASH FLOWS: PURCHASE VS. LEASING 

Now Year 1 Year 2 Year 3 Year 4 Year 5
Lease payment (500,000) (500,000) (500,000) (500,000) (500,000)
Payment tax savings 200,000 200,000 200,000 200,000 200,000
Net cash flow (300,000) (300,000) (300,000) (300,000) (300,000)
Present value cost of leasing (1,339,532)     

FIGURE 5: COST OF LEASING 

Now Year 1 Year 2 Year 3 Year 4 Year 5
Initial outlay (Install./config./training) (500,000)
Annual interest payments (10% simple interest) (100,000) (100,000) (100,000) (100,000) (1,100,000)
Interest tax savings 40,000 40,000 40,000 40,000 40,000
Maintenance costs (125,000) (125,000) (125,000) (125,000) (125,000)
Maintenance tax savings 50,000 50,000 50,000 50,000 50,000
Depreciation tax savings 80,000 80,000 80,000 80,000 80,000
Net cash flow (500,000) (55,000) (55,000) (55,000) (55,000) (1,055,000)
Present value cost of owning (1,478,938)     

FIGURE 4: PURCHASE ALTERNATIVE 


