To Lease or to Buy?: Problem Handouts
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Should he lease or buy the car? That was the question on Jim Morris' mind. Jim recently graduated from college and was excited about starting a new job. He was currently using a car that was handed down to him by his parents when he was in college. Although the car ran reasonably well and was packed with fond memories of his college days, it had become old and required considerable expense for maintenance. Jim thought it was time to replace it.
One weekend he met Randy, a friend from college who was a business major, and discussed his plan to get a new car. Randy said ''Jim, did you consider leasing a car instead of buying one? Several car dealers are advertising good deals on leases. These leases may have lower monthly payments than the payments on car loans.'' Jim thought Randy might be right.
Several questions came to Jim's mind. What should he know about leasing versus buying? What were the main factors that would drive the decision making process? Jim thought he could get some information if he looked up lease versus buy advertisements by automobile dealerships in the local newspapers. Another alternative was to visit the dealerships or their websites.
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Jim first decided on the type of car he would like to own. His annual income from his new job was about $55,000. He currently had $4,000 in savings and graduation gifts to use for either purchasing or leasing the car. After much consideration, Jim decided on a price ranging from about $18,000 to $24,000.
Jim was confident that he could compute the monthly payment on the loan if he knew the amount he would need to borrow and the interest rate on the loan. Jim's credit ratings were high enough to get the best interest rate.
In order to compare leasing with buying, Jim wanted to find the lease payments for the cars he had in mind. To collect the information, he visited several automobile dealerships of the brands he had chosen. The monthly payment for the lease alternative seemed comparable to the payments on the car loan, but they also required an upfront fee (down payment at the beginning of the lease).
Jim first wanted to compare the cost of buying a car versus leasing one and consider the non-financial and qualitative factors later. To compare the costs, he needed to make a crucial assumption: If he bought the car, how long did he intend to own it? Will it be three years, six years, ten years?
Several people Jim spoke with mentioned that buying a car is more economical if the intention is to keep it for a long time. But no one could suggest a method for estimating in dollar terms how much it would cost him to own a car instead of leasing it. Jim approached Randy again for help. Randy said,''I am not sure if I read anything that directly compares leasing versus buying for a situation like yours. In college I solved several numerical problems on ''lease versus purchase'' alternatives, but the basic assumption in all of them was that the asset will be used for the same length of time regardless of whether it is leased or bought. In your case, the lease alternative is based on the assumption that the lease will terminate three or four years from the date of purchase, because most automobile leases are for those time periods. The implicit assumption is that if you buy the car, you will keep it for a longer time. The life of the two alternatives is not the same. However, I can suggest a method we used for comparing projects with unequal lives.'' Jim thought Randy's suggestions were reasonable and asked him to help with the calculations.
Jim did further research on leasing a car. He found that in addition to monthly lease payments, there were several other factors he should consider before leasing. He found there could be mileage limitations on the use of the car, charges for excessive wear and tear, penalty for early termination of the lease, etc.
The leasing alternative posed another problem to Jim. When buying a car, one can obtain pricing information at websites such as Kelley Blue Book (KBB) or Edmunds. Using the information from these sites, a buyer can negotiate the price with a dealer. No such information was readily available for negotiating a lease. In order to negotiate a lease with the automobile dealer, Jim had to consider the lease contract from the perspective of the dealer. This required identifying the factors important for the dealer to make his decision. Would these factors be the same as the factors relevant for Jim? Jim did some research online. Several blogs indicated lease payment calculations require an estimate of the residual value of the car at the end of the lease term and an estimate of the interest rate charged for the lease. Using this information and an assumed tax rate for the lessor, Jim thought he could estimate the minimum lease payment acceptable to the dealer and use it to negotiate the lease payment. 
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