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Introduction
In recent years, both farm size and the level of mechanization of farm businesses have been increasing
rapidly. As a result, there is an increasingly high level of
investment in farm machinery and motor vehicles per
farm. Commercial dairy farmers enrolled in Extension
farm business management programs in nine Northeastern states had an average machinery investment of
$24,300 in 1969. This compares with a 1969 census
estimate of $15,000 per farm for all Northeastern farms
(1). In 1974, these commercial dairy farmers had an
average machinery investment of $36,000. For those
with over 100 cows, the average was $65,000.
This large and increasing investment in machinery is
part of a rapid growth in total capital investment. During
the five-year period 1969 to 1974, average capital investment on the Northeastern commercial dairy farms
enrolled in Extension business management programs
climbed from $120,000 to $205,000 (2,3,6,7). This rate
of increase in investment exceeds the rate of equity
capital accumulation on most farms. Thus, a sizeable

proportion of new farm investment must be purchased
with borrowed capital or substitutes for borrowed capital.
To reduce the pressure on available credit, the suggestion
is often made that farmers should use machinery leasing
as a method of obtaining additional nonequity capital.
Other industries, such as construction, make wide use of
leasing as a method of obtaining needed machines
without having to borrow increased amounts of capital.
Although much of the focus on leasing has been
caused by the pressure on available debt capital caused
by expanding capital requirements, a number of additional possible advantages and disadvantages are often
cited for leasing (4). Those most frequently noted for
farm businesses are:
Advantages
1. Improved tax-timing. If annual lease payments exceed depreciation and interest charges during the
first few years of the life of the machine, some taxes
are deferred until later in the life of the investment.

2. Freed or increased working capital. Leasing does not
require a down payment or a commitment of available
debt capital. This may be an advantage for businesses
with limited capital.
3. Flexibility. In some cases the term of the lease is
shorter than the life of the investment or there is a
clause that allows early termination of the contract.
This allows more flexibility for replacement of a
machine or discontinuation of use of the machine
than is possible through purchase.
Disadvantages
1. High cost. Leasing companies must charge for in
terest, risk, and their own profit. This normally in
creases the total cost of the machine.
2. Loss of residual value. If the machine has value at
the end of the lease period, this value reverts to the
lessor.
For leasing to be a viable alternative source of investment capital for farmers, it must also be profitable for
dealers. Thus, both parties have a mutual interest in the
economics of leasing.

Organization and Definitions
The objectives of this investigation were to determine
the availability of, and terms for, leasing and renting
farm machinery in the Northeast and to assess the relative
advantages of these two alternatives compared to outright
purchase. The first section of this publication reports the
results of a survey of different leasing and renting
programs offered by Northeastern farm equipment
dealers. The second presents an economic analysis of the
merits of machinery rental and leasing programs as
compared to outright purchase of selected machines.
For this study, we have used mutually exclusive definitions for leasing and rental. Leasing is an
exclusive-use contract for one year or more. Rental is an
exclusive-use contract for any period less than one
year. These
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definitions may appear to be somewhat arbitrary since
it is possible to think of renting and leasing as being
essentially the same thing. However, in practice they are
different. A lease, under this definition, is an alternative
roughly equivalent to purchase; whereas rental
represents the purchase of services of a machine for a
short enough period that it is not equivalent to purchase.
For example, renting a backhoe for only one week to
dig a foundation clearly has no equivalent purchase
alternative.

Availability and Terms of
Leasing and Renting
Survey
To determine the availability and cost of machinery
leasing and renting in the Northeast, machinery dealers
in eight Northeastern states were surveyed by mail in
late 1971 and early 1972. Dealers were selected for the
sample from the membership lists of the New York,
Pennsylvania, and New England Farm Equipment
Associations. While these associations do not include all
dealers in the Northeast region, those listed were assumed to be reasonably representative of dealers who
might offer leasing programs. The number of dealers
surveyed and the rate of response to the questionnaire
are shown in table 1.

Extent of Leasing and Renting
Only a small proportion of the machinery dealers in
the Northeast rent or lease their equipment. Fifteen
percent provide farm equipment by rental; eleven percent,
on a lease basis. Leasing and renting were most prevalent
in the states of New York, Pennsylvania, Vermont, and
Maine.
Tractors were leased and rented more frequently than
any other machine (table 3). Part of the cause of this may

be that farms generally use more tractors than any other
machine. Rental, however, may occur for a second reason.
Since tractors are one of the few farm equipment items
that are used year-round, a tractor that is rented for one
or two months may be rented again or sold at the end of
the rental period. For most other farm machines, total
annual use involves only one or two months per year so the
dealer must wait until the next crop year to sell or rent
them out. As a consequence, the dealer must set the rental
rate high enough to cover costs for the entire year, and the
extent to which a farmer might reduce costs by renting a
machine for part of the year rather than purchasing or
leasing it is thereby lessened. At present, sources of
financing for leasing and renting vary considerably (table
4). Approximately half of the financing arrangements for
both leasing and rental programs are provided by the
manufacturer. But although all major manufacturers offer
both programs (5), the other 50 percent of dealers renting
or leasing chose not to use company plans. The reasons for
this were not determined, although Palmer (5) found that
some dealers were unfamiliar with the leasing programs
offered by their manufacturer. A number of dealers
financed their lease or rental program themselves. For
some, this may provide a method of expanding their
business without having to add new equipment lines or
cover a larger geographical area.
Leasing and renting are often proposed as methods
that will allow farmers to obtain the use of equipment
without commitment of their equity or debt capital.
Leasing or renting may also increase the amount of credit
available to the rural community. To the degree that
these programs are manufacturer financed, the farmer is,
in effect, funnelling additional credit into the local community by tapping outside credit markets, since most
manufacturers are large national or international corporations. Where the leasing or renting is financed by a
local bank or finance company, the community's avail-

able credit may be used up just as much as if the equipment had been purchased with borrowed capital. This
may be important for rural communities where total
local capital is limited or where other market transactions are siphoning local funds from the community.

Dealer Interest in Leasing
The degree of interest in leasing and renting on the
part of dealers not now doing so may indicate much about
the future of these options, as well as the way dealers
evaluate their profit potential as alternatives to selling
equipment. Only about one-quarter of the dealers responding to our survey expressed interest in adding
either leasing or renting programs. The remaining
three-fourths were about evenly divided between categories labelled as "not interested" and "not sure."
Although this does not indicate widespread interest in
leasing or renting, the large number in the "not sure"
category may imply a significant degree of uncertainty
about the profit potential for either dealer or farmer or
both.
To determine the trend of interest, the survey results
for New York State were compared with the findings of a
similar study made three years earlier (table 5). Because the
firms contacted in both studies were selected in the same
manner, a direct comparison of results can be made.
The proportion of dealers leasing had more
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than doubled in the three-year period, but was still only
12 percent of all dealers. The number of them expressing
interest in leasing had declined significantly, while those
expressing no interest whatsoever had increased only
slightly. A large proportion of the dealers expressing interest in 1969 appear to have had second thoughts by
1972 and were now in the "not sure" category. This may
imply that they had gained unfavorable information on
leasing in the intervening three years. However, only
two dealers who were presently leasing and one who
was renting indicated that they planned to discontinue
their programs within the next two years.
In total, these findings indicate that although some
dealers are successfully using lease and (or) rent programs, a large number are unconvinced that they should
follow suit.

Special Requirements of Lease
and Rental Contracts
Most dealers required farmers to meet specific criteria
before they would either lease or rent equipment to them.
With lease contracts, the farmer was usually asked to
meet credit conditions similar to those required for an
installment contract sale; that is, to have a good credit
rating. All that was usually required of potential rental
customers was that they have a good reputation in the
community; although sometimes special reference to
the farmer's reputation for care of equipment was included.
A number of dealers required a minimum net worth
($50,000 for one company) for all lease customers. Although this requirement provides security for the dealer
and (or) machinery company and, to a certain extent,
can be used as a yardstick of a farm's success, it may prevent some potentially good customers from leasing. The
young farmer with little equity is one of the people most
likely to be experiencing capital limitations and for
that reason would be a potential candidate for leasing.
So in this case, to set high equity capital requirements
becomes self-defeating. An estimate of the farmer's
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expected repayment capacity should provide a much
better basis for determining eligibility than an equity
limit. Although more difficult to apply, such a procedure
could at least be used for exceptional cases.

Contract Provisions
The total cost to both farmer and dealer of leasing or
renting a machine is influenced significantly by the
apportionment of responsibility for the costs of operation and maintenance. The division of these responsibilities used in lease and rental contracts, respectively,
is indicated in tables 7 and 8. Each individual cost item
was almost always the responsibility of either the dealer
or the farmer alone. Operating costs, such as fuel, oil,
and lubrication, were always covered by the farmer, but
other charges varied from dealer to dealer. For lease
contracts, the farmer was frequently responsible for all
operating and maintenance costs. For renting, the dealer

was generally responsible for insurance, major repairs,
and normal wear and tear.
Because responsibilities for individual costs vary
from dealer to dealer, it is essential for farmers to know
what is in their contract before leasing or renting. When a
lease contract says the dealer is responsible for ''major
repairs" and the farmer for normal "wear and tear," for
instance, it is important to get exact definitions of what
normal wear and tear is and what actually constitutes
major repairs.
Leasing is often suggested as an alternative to purchasing since it does not require a down payment or use
of limited available credit. As table 9 indicates, leases
are frequently little more than a different method of
purchase. Most dealers with lease programs reported
that the farmer usually purchased the machine at the end
of the lease period. Sometimes, only a very nominal
purchase price is charged at that time (table 10).
When lease payments during the first part of the life
of an investment exceed the depreciation and interest
payments that would be necessary with other financing
methods and are correspondingly lower later in the life
of the investment, some income taxes are delayed for a
number of years. This could be accomplished by either
lease renewal at a significantly lower price at the end of
the initial contract period or purchase of the item for a
nominal fee. Farmers planning to make use of the potential tax advantages of leasing must give careful consideration to purchase provisions within the contract. If
the Internal Revenue Service deems the contract a sale,
they will not allow the lease payments to be counted as a
business expense, and the farmer will be forced to depreciate the machine as a purchase. Even if the contract is
not challenged until the sale takes place, the farmer may
be liable for back taxes to the extent that the lease
payments exceeded allowable depreciation.
The most frequently used method of setting a sale
price at the end of a rental period was to subtract 90 to
100 percent of the payments from a predetermined sum
(sometimes the list price). If the final cost agreed upon is
approximately equivalent to that which would have been
paid with an outright purchase, discounting of rental
payments becomes a method of charging interest for the
money invested by the dealer. In this case, the economic
gain or loss from renting can be determined by comparing the discount of rental payments with the interest
that would have been charged had an outright purchase
been made. Such an analysis is given later.

Rates Charged
Rates charged for leasing and renting tractors and
plows are indicated in tables 11, 12, and 13. The number
of other items rented or leased was insufficient to allow
summarization of rates. Generally, rental rates were
significantly above lease rates. This is not surprising
since items are often rented for peak-use periods only

and the dealer is left with idle machinery on hand for the
rest of the year. Also, as indicated in tables 7 and 8, the
dealer frequently assumes responsibility for more of the
ownership costs under rental contracts than under lease
contracts.
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Lease and rental rates charged for essentially similar
machines vary widely. At least three possible reasons
are: (1) dealer inexperience with leasing or renting, (2)
dealer desire to obtain "what the market will bear,"
and (3) differing levels of ownership costs borne by
dealers. Although the data do not provide sufficient information to determine the relative importance of these
factors, each appears to be important, though in varying
degrees in different circumstances.

Economic Analysis of Rental Contracts
Previously we discussed the availability and terms of
renting and leasing in the Northeast. This section will
present an economic analysis of leasing and renting
machinery where the ultimate intent is purchase. Although the economics of leasing and rental are implied
by the terms and conditions of the respective lease and
rental contracts, many variables are involved, and the
actual impact on the farm business is often far from obvious to the farmer. Therefore, a systematic economic
analysis is necessary.

Actual Cost of Rental Contracts
Rental contracts are frequently used as the first
phase of purchase when the ultimate intent is to buy a
machine. In these cases the responsibilities of the farmer
and the dealer are often the same as if the machine had
been purchased outright, and the true cost of renting is
the implied interest charge inherent in the rental contract.
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Most rental contracts give the farmer credit for some
portion, usually 85-95 percent, of the rental payments
towards the purchase of the machine. This procedure is
equivalent to the dealer lending the farmer the money and
requiring principal and interest payments equal to the
rental fee each month with a balloon payment at the end
of the rental period. With payments scheduled in this
manner, the true rate of interest is difficult to calculate,
and in fact can be determined only by a trial and error
process.
To determine the actual interest cost, a FORTRAN
computer program was developed to calculate the true
rate of interest to the nearest .01 percent (10) from
typical contract rates as reported in the survey. The results
of this analysis are shown in tables 14 through 17. The
length of rental contract, level of rental fee, and proportion
of payments applied to the purchase are all important
determinants of the rate.
For example, assume a farmer is considering rental
of a tractor that could be purchased for $10,000. The
rental rate is $700 per month and the dealer allows 90
percent of the rental payments towards purchase at the
end of the rental period. If he were to rent the tractor for
six months and then purchase it, table 15 indicates that he
would be paying the equivalent of 10.85 percent interest
($700 is 7.0 percent of $10,000). Thus, the farmer would be
better off borrowing the money to buy the tractor at 8
percent than renting it. However, if the only alternative
available were to purchase on an installment contract
with a simple interest rate of 14 percent, renting would
be a more economical method of purchasing the use of
the tractor.
As indicated in table 11, average monthly rental rates
for tractors generally fall in the range of 6 to 7 percent of
the total purchase price. Depending upon the duration of
the rental contract and the number of rental payments
applied to the purchase price, a 6 to 7 percent rate
could imply an interest rate of anywhere from 4 to 20
percent. This indicates a wide variation and that, while
renting may be profitable for some farmers, it may be
unprofitable for others. Some farmers with money in
savings accounts have an opportunity cost of capital as
low as 5 or 6 percent. Others with limited capital and
(or) very profitable businesses may have opportunity
costs as high as 20 percent.
It should be noted that tables 14 through 17 refer to
the actual purchase price, not the list price. If the list
price is used to calculate the payments, the interest
rate may be significantly higher. For example, if the
$10,000 tractor could have been purchased outright for
$9300:

In fact, an outright purchase discount can be a more
important determinant of the true interest rate than the
percentage of rental payments applied to the purchase
price. As demonstrated by comparing tables 15 and 18,
giving up a 10 percent immediate purchase discount
increases the actual interest rate paid in renting so much
that it would rarely be profitable for a farmer to purchase in this manner.
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An immediate purchase discount, however, is not a
normal part of simple interest calculations. A dealer
would therefore often be completely justified in presenting values shown in tables 14 through 17 as the
simple interest rate on the contract. This is one case in
which the "truth-in-lending" law does not indicate the
actual interest rate paid. Only the manager who can determine the magnitude of any possible immediate purchase discount can calculate the true rate paid. Tables
14 through 18 should make this calculation easier.
Aside from the actual rate of interest paid, purchase by
initially renting may have an inherent disadvantage;
that is, the rapid rate at which the item must be paid for
during the rental period. For example, with a 6.5 percent
rental rate, over 30 percent of the cost of the machine is
paid during a six-month rental period. Purchase of a
large machine in this manner could severely strain the
cash flow position of many farm businesses.

Economic Analysis of Lease Rates
In deciding whether leasing is a desirable alternative
to purchase, it is crucial to determine the relative costs
of the two options for an owner's specific farm situation.
Although there may be advantages and disadvantages to
leasing that are not economically quantifiable, a sound
decision cannot be made without first analyzing the
economic factors given below.

A computer program (7) incorporating the above
factors was used to analyze the lease rates charged
by dealers. The program, designed to examine
lease-versus-buy and lease/buy-versus-buy problems,
calculates the present value of the net costs of buying and
of the lease or lease/buy alternative. The advantage of
leasing over buying is determined by subtracting the
latter from the former.
For example, to analyze lease versus buy for a tractor,
the present value of costs for the purchase alternative
is calculated as:
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Similarly, the present value of costs for the lease alternative is calculated as:

The computer program includes in its analysis gains
or losses from improved tax timing, differences in total
costs, and loss of residual value. The cost of working
capital is included only to the degree that it is reflected
by the opportunity cost of capital. However, if leasing
frees capital that could not be otherwise obtained at any
price, this release of working capital is not included.
The degree of flexibility gained by leasing depends
upon the terms of the lease. If the contract cannot be
broken without making the remaining lease payments,
little real flexibility is gained.
The lease/buy program was used to analyze the lease
rates submitted by dealers. Varying opportunity costs
of money and marginal tax rate assumptions were included. Inasmuch as tractors are the most popular
lease item, and also because only a limited number of
lease rates for other items were submitted, the analysis
was conducted solely on tractors. However, it does not
seem unreasonable to assume that the relative profitability of leasing other items would be similar to that of
tractors. In many cases the lease rate is based on the
price of the machine and not on its function; thus, lease
rates for other machines would probably be comparable.
Because most leases are contracted on a yearly basis,
the dealer is not left holding a leased machine through
the off-season.
The lease rate data submitted included the machine
price as well as the amount and frequency of payments.
However, dealers did not indicate the value of the services they provided under a lease. Only the division of
responsibility between the dealer and farmer for these
items was stated (table 7). To more accurately evaluate
the lease alternative, dollar estimates of these values
were calculated.
The values assumed for fire, wind, and theft insurance
and major repairs are shown in table 19. Since none of
the Northeast states has a personal property tax, it was
assumed that there were no taxes involved in buy-lease
decisions except investment tax credit.

For most farms, public liability insurance costs would
not decline if some of the machinery were leased rather
than owned. Thus, it was assumed that even if the
dealer did carry liability insurance, this would not reduce the farmer's costs.
Normal wear and tear was assumed to be the responsibility of the dealer. Although a majority of dealers did
indicate this was the farmer's responsibility during
the contract period, it appears that in most cases a
major portion of normal wear and tear is borne by the
machine's owner at the end of the lease. If the farmer
buys the machine at that time and the sale price, even if
only a nominal charge (such as $1), were agreed to at
the initiation of the lease, the farmer stands the wear and
tear. If the charge is negotiated at the end of the lease,
or the farmer does not buy the machine, the dealer
presumably bears all normal wear and tear that was not
offset by minor repairs during the lease period. The price
a buyer is willing to pay at the end of the contract time
usually depends on the condition the machine is in.
Transportation costs were assumed to be the same
whether the farmer purchases the item or leases it.
Normally they are small compared with other leasing
costs and have a negligible effect on the economic desirability of leasing.
Machine values at the end of the lease were taken
from the "as is" average resale prices published in the
Official Tractor and Farm Equipment Guide compiled
by the National Farm and Power Equipment Dealers
Association.

Results, Lease Versus Buy
The profitability of leasing when the machine is not
purchased at the end of the lease period is shown in
tables 20 and 21. Two important factors stand out in
these data. First, leasing is generally less profitable than
outright purchase. Second, lease terms differ, and consequently, the relative profitability of leasing varies
significantly.
Only for very short lease terms and high marginal
tax rates is it generally more remunerative to lease than to
buy. The major reason for this is the high rate of decline
in market value during the first year of the life of a
purchased machine. To compare a lease with an
equivalent purchase option, the period of ownership
under the purchase option must equal the duration of
the lease. Thus, a two-year lease is compared with purchase of the item at the beginning of the period and
selling it at market value after two years. With the large
first year depreciation spread over only two years,
the cost of ownership is high. As indicated in table 22,
average annual repairs and depreciation costs decline
sharply during the first few years of a machine's life.
If you assume that operating costs, insurance, and
taxes would be the same each year regardless of the
number of years the machine is kept, the annual cost
would be approximately $73 per $1000 of original cost
lower if the tractor were kept ten years instead of two.
The analyses reported in tables 20 and 21 compare
leasing to ownership for the length of the lease period.
In other words, it cannot be concluded from these data
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that a farmer in a high tax bracket should lease a new
110-horsepower tractor every two years instead of buying
one and keeping it for eight or ten years. In order for
leasing every two years to be more profitable than owning
a machine for ten years, the advantage of leasing over
buying would have to be sufficient to offset this higher
ownership cost.
Farmers in high tax brackets (over 45 percent), however, may find it profitable to lease certain items. For
example, leasing a 110-horsepower tractor for two-,
three-, and four-year periods was profitable (table 21).
However, the longer an item is kept, the lower the likelihood that leasing will be the more profitable alternative. The ranges shown on tables 20 and 21 indicate
that with a five-year contract, leasing is rarely profitable,
and even when it is, the net gain is small. It may be
reasonable to abstract from that information and say
leasing is unlikely to be profitable if the expected period
of ownership exceeds one-half the life of the machine.

Results, Lease/Buy Versus Buy
Use of a lease as an interim step in the purchase of an
asset is often encouraged by a low end-of-period sale
price. For example, setting the price at $1 encourages
purchase. Tables 23 and 24 indicate the economic gain
or loss implied by the lease rates and purchase conditions submitted by dealers. In general, the results are
similar to those found with straight lease programs:
(1) the lease/buy alternative is normally less profitable
than outright purchase; and (2) there is tremendous
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variability in lease/buy rates and, thus, in the profitability of different contracts. As with straight leasing, the
lease/buy alternative is more likely to be profitable for
farmers with a high marginal tax bracket and (or) a high
cost of capital. Also, the longer the lease period, the
lower the probability that the lease/buy alternative
will be superior to outright purchase. Thus, if a tractor is
needed for the next ten years, it is extremely unlikely that
a lease/buy alternative will be more profitable than
outright purchase.

Break-Even Rates
A basic question to both farmers and farm machinery
dealers is "What is the break-even lease rate?" As indicated previously, the break-even lease rate will be a

function of: (1) cost of capital, (2) marginal tax bracket,
(3) duration of lease, (4) level of cost saving due to leasing,
and (5) the specific terms of the lease. A typical situation
was assumed in order to determine break-even rates.

1. Machine has a 10-year life.
2. If purchased, the machine will be depreciated using the
double declining-balance method with additional 20
percent first-year depreciation and a 10 percent salvage
value.
3. Investment qualifies for 7 percent investment tax credit.
4. Market value of used machines by age is shown in table

25.
A ten-year life is most common for tractors and similar
types of machinery. However, as long as the used market
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values indicated are approximately correct and the life
of the machine is at least seven years (so that 100 percent
investment tax credit applies), the results indicated can be
applied to other situations.
A rapid depreciation method was chosen under the assumption that if the machine were purchased, a minimum tax strategy (in present value terms) would be
undertaken. If a less rapid method were chosen, the advantage of leasing would increase. Use of a rapid depreciation method compares leasing with the most
similar ownership pattern.
As noted earlier, the fact that the dealer or manufacturer must provide services in leasing that would otherwise be the responsibility of the machine's purchaser
plays an important role in determining the profitability
of leasing. Tables 26 through 29 indicate the increase
in the advantages of leasing over purchase in present
value terms (per $100 increase in the annual savings
due to leasing). That is, if the services provided by the
dealer are increased by $100 per year, the advantage of
leasing is increased by $190 when the tax bracket is
zero percent and the cost of capital is five percent.

The longer the lease, the greater the impact of an increase in the level of services provided by the dealer.
This is, of course, a direct result of the fact that annual
savings are achieved for a greater number of years. An
increase in either the opportunity cost of capital or the
tax rate will reduce the advantage gained from any given
increase in annual savings.
Given the evident importance of the value of services
provided by the dealer, break-even rates can be determined only if the level of these services is known. Figures
1 through 8 indicate the typical situation assumed with
lease periods of two through five years. Figures for only
the zero- and fifty-percent brackets are presented here,
but break-even rates for any tax bracket between those

two figures can be estimated by interpolation.
Figures 1 through 8 can be interpreted two ways.
First, the break-even lease rate can be determined for
any given level of expense savings by selecting the figure
with the correct tax bracket and period of lease and reading
up from the level-of-expense saving to the appropriate
cost-of-capital line. The break-even lease rate is then
read off the vertical axis.
Second, the level of expense savings required to make
a given lease rate break even can be ascertained by
selecting the appropriate figure and reading across
from the lease rate to the appropriate cost-of-capital
line. The required expense saving is read off the horizontal axis.
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The data presented in figures 1 through 8 are summarized in table 30. The average rate found for the leases
offered by Northeast machinery dealers (table 12) was
3.6 percent of the sale price. A lease rate of 3.0 percent
requires $40 to $260 annual savings per $1000 invested.

Summary
A survey of farm machinery leasing and renting by
dealers throughout the Northeastern states indicated
that only 11 percent offered machinery to farmers on
14

a lease basis and 15 percent through rental. Approximately half of the machines being leased or rented were
tractors. Although the most important source of financing for rental or lease programs was the manufacturer,
dealers sometimes financed their own programs. To
qualify for leasing or renting, farmers frequently had to
meet the same personal and financial criteria required
for installment purchase.
Considerable variability exists in contract provisions.
Either the machinery dealer or the farmer may be responsible for such items as major repairs or transportation. The amount the farmer would have to pay
to buy the machine at the end of the lease period also
varies from dealer to dealer. The average monthly lease
rate for tractors was 3.6 percent of the list price. Lease
rates ranged from approximately 2 percent to as high as 7
percent of list price. Rental rates were normally higher
and even more variable. For tractors, the average
monthly rental rate was 6.3 percent of list price.
Rental contracts, which are frequently called
short-term leases by manufacturers, are often used as the
first step of a purchase transaction. Under these
conditions a rental agreement becomes a source of debt
capital, and an evaluation of the desirability of renting
can be made by determining the implicit rate of interest
being paid. Analysis of rental terms indicates that
implicit rates range from 3 to 35 percent when the
monthly rental rate is based on the actual purchase
price. If leasing also forces a farmer to forego an
immediate purchase discount, the rate of implied interest
may go as high as 60 percent.
Although there is considerable variability in the
economic gain or loss implied by different lease contracts, average lease rates reported by dealers were
usually unprofitable for farmers. In some cases, the advantage of purchase over leasing is large. Leasing is most
likely to be profitable for farmers with tax rates of over
45 percent, opportunity costs of capital exceeding 12
percent, and (or) who expect to use the machine for a
relatively short period. The extreme variability in rates
and terms, however, does indicate that some lease programs are profitable for the farmer.
An analysis of lease/buy programs found that this alternative was generally more profitable than a straight
lease. However, it, too, was unprofitable unless the
machine was used for only two or three years and either
the cost of capital or the tax rate was high. Usually when
the machine is to be kept for more than one-third to
one-half of its expected life, leasing is not likely to be more
profitable than outright purchase. Although a few lease
and rental contracts do represent profitable alternatives,
most farmers will be better off borrowing the money
necessary to make an actual purchase. Under current
conditions, there appears to be little basis for expecting
leasing and (or) renting to become important sources of
capital for farming.
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