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AFTER TAX CASH FLOWS

(Very dependent on specific tax laws of different countries)

™ Financing Method Can Dramatically Affect LCC on ATCF

I Tax Advantages With True Leases and With Municipal
Bonds (when appropriate)

I Example ATCF With Calculated Present Worth For All
Methods in Appendix (obviously, if interest rate, MARR, IRR,

is different, numbers would be different)

& Company uses available cash to implement project.

™ The most profitable approach since company keeps all
revenue (savings).

I Cash is in short supply so most projects are not
implemented.

@ Company must be willing to manage and maintain

equipment

CASH FLOW DIAGRAM 4

For Purchase With In-House Cash

It is important to note here that these cash flow diagrams are for
illustration purposes only. Changing the MARR, tax rates, interest
rates on loans, etc. can dramatically change the ATCF and Present
Value. Seeing how the method affects cash flows can be very
revealing. That is why these tables are presented.

Investment = $2,500,000

Savings = $100,000/yr

Maintenance = $50,000/yr

MARR, Loan Rate, Bond Rate, etc. stated in Table

Salvage Value = $1,200,000 end of project (5 years)




1| 950,000 357,250(
2| 950,000 612.250|
3| 950,000 437,250]
4 950,000 312,250
5 950,000 111,625
|5 [ 1200000 e0;

2,500,000
Net Present Value at 18% $320675
[Notes: Loan Amount: 0
Loan Finance Rate: % MARR = 18%
Tax Rate 4%
'MACRS Depreciation for 7-Year Property, with half-year convention at EOY 5
Accounting Book Value at end of year 5: 689,375
Estimated Market Value at end of year 5 1,200,000
EOY 5" lustrates the Equipment Sale and Book Value
Taxable Income:  ={Market Value - Book Value)
(1,200,000 - 669,375) = $530,625.

DIRECT PURCHASE USING BORROWED MONEY

& Company borrows money from lender (financial institution,

%
insurance company, vendor, third party, etc.) to implement project. ey
S

I Return may not be as attractive as interest has to be paid unless =
borrowing rate is less than return on investment in which case compal
makes money (net return) on borrowed money. See example below.
™ In-house cash is saved for other purposes.

™ Interest on loan is tax deductible.

™ Company must be willing to manage and maintain equipment as we
risk. Cash Flow Diagram For Purchase With Borrowed Money

Cash Flow Diagram For Purchase With Borrowed Money

ECONOMICS OF USING A LOAN

[

1| os0000| 367250 74005 130,176)
2 9s0000f 612250( 6245/ 197,966
3 os0000f 4372500 874%| 116719

950000 312250] 563924

4 865 745789 648511| 455885 155001  49210)
s 950000 11625 e48511| 97.277| 745789
s+

o8| 2stam| 4761
530625 180413 1,019,588)

1.200000| 669.375|
2500000

Net Present Value at 18%: $757,121
[Notes: Loan Amount 2,500,000 (used to purchase equipment at year 0)
Loan Finance Rate: 15% MARR = 18%
TaxRate %
Accounting Book Vale at end o year 5 9375
Estiated Market Vabe atendof year 5. 1200000

EOY 5* lustrates the Equipment Sale and Book Value.
Taxable Income:  =(Market Value - Book Value)
=(1.200,000 - 669,375) = $530.625




DIRECT PURCHASE USING CASH FROM SALE OF BOND

@ Company implements project using money obtained from sale of
bond (another form of borrowed money).

™ Characteristics similar to borrowed money option above plus.

™ If bond issuer (company) is tax exempt, interest paid to bond holder i
also tax exempt so bond holder is willing to take smaller yield to get R

larger effective yield (after taxes).

Cash Flow Diagram For Purchase Using Cash From Sale Of Bond

ECONOMICS OF USING A BOND E
Principal | Taxable [ Ta ATCF

Savings | Depr. ax

EOY
Income
[ 2,500000]
1| 950000 357250) 75000 3750000 2500000) 217750 74035 500965
2 950000| 612250) 375000( 375,000 2500000 -37.250) 0 575000
3 950000 437250 375000 3750001 2500000 137,70( 46835 528165
4 950000 312250 75000 375000 250000 262750 89335 485665
5 950,000 463375( 167548) -2082.548)
|+ | 1200000] 680375 530625| 180413] 1.010588)
2500000
Net Present Value at 18%: 44831
[Notes:Bond Amourt. 2,500,000 (used 1o purchase equipment at year 0)
‘Coupon Interest ate: 5% MARR= 18%
TaxRale %

Year 5
Aocounting Book Valueatendofyear5: 699375
Estimated Market Vaue at end of year 5. 120000
[EQY 5* illustrates the Equipment Sale and Book Value
Taxable Income: ={Market Value - Book Value)
=(1200000-669.375) = $5%0625

& Company implements project using cash from sale of new stock.
™ This could be viable for very large projects.

I Balance sheet usually won't tolerate this option.

™ Characteristics similar to other methods of in-house purchase plus.
™ Dividends must be paid (similar to interest on borrowed money) but
dividends are paid after company pays taxes thus, dividends are not
deductible reducing attractiveness to company.

™ Frankly, we have never seen this done for EMP.

Cash Flow Diagram For Purchase Using Money From Sale of Stock Sto:

purchased end of project (5 years)




ECONOMICS OF A TRUE LEASE

Net Present Value at 18%: $963757

LEASING OF EQUIPMENT USING A
CAPITAL LEASE (EVENTUAL OWNERSHIP)

™ In a capital lease, company leases equipment for a time after
which it assumes ownership through some agreed upon option.

@ Agreed upon option can be a bargain price at the end of the lease
period.

™ Characteristics

1.Since company will own, only the interest portion of loan is deductible

2.Company can depreciate imr ly so depreciation is deductible (ng

similarity to purchase by loan)
™ Capital leases are very popular in performance contracts at least

partially due to the flexibility.
Cash Flow Diagram For Capital Lease of Equipment

ECONOMICS OF A CAPITAL LEASE

Tax ATCF
Income.
519,218

367,056| 124799 205983
276,627,

367,169| 1 199,145|
571405| 1! 136,503|
838,375 664,953
530625 180413 1,019,588

Depr.

0|

1| 950,000| 357,250|
2| 950000| 612,250|
3| 950000| 437,250
4
5|

950,000| 3122250
950, 111,625)
5* 1200000 669,375]

2,500,000
Net Present Value at 18%: $681,953
Notes: Total Lease Amount: 2,500,000
However, in advar logous fo a Down-Payment
Thus the actual amount borrowed is only = 2,500,000 619,218 = 1,880,782
Lease Finance Rate: 2% MARR = 18%
Tax Rate %
7-Year Property, with half-year 0Y5

Accounting Book Value atend of year 5. 669,375
Estimated Market Value at end of year 5: 1,200,000
EOY 5* llustrates the Equipment Sale and Book Value
Taxable Income:  =(Market Value - Book Value)
(1,200,000 - 669,375) = $530,625




LEASING OF EQUIPMENT USING
A “TRUE LEASE” (RENTING)
™ In a true lease, lessor owns the equipment, the company only
leases or rents that equipment.

™ Characteristics

1. Lease period is significantly shorter than equipment life.

2. Company never owns the equipment or agrees to buy the equipment\
Once the lease is over, ownership may be an option but the original
agreement cannot specify that.

3. Equipment never appears on company balance sheet, lessor deprecia

equipment
@ Since a true lease is renting, total payment is deductible as an expen:
Cash Flow Diagram For True Lease Of Equipment Lease Payments: Stasts!

each year

Noles: Value of Sock S0 (Which & =
Cost of Capital = Annual Dividend Rete:
T-Year Property, wi
Acccirting Book Value at end ofyear 5
Estimeted Morket Value at end o year 5
EOY 5*lttetes the Equiprent Sale et Book Value
Tacable Inoome:

PERFORMANCE CONTRACTING (PC)

™ PC can and often does include several of the financing

options above.

™ Typical performance contracting options.

1.0utsourcing (agreement as to services provided and price,
chauffage)

2.Shared savings

3.Guaranteed savings.




PERFORMANCE CONTRACTING (PC) q

™ Characteristics

1. Company gets use of new equipment without spending capital.‘\:

2.Company is using a share of future savings to pay for equipmel 4
today.

3.Company usually does not maintain equipment (ESCO does).
Company can concentrate on building widgets (its core objecti
4.There can be a capital lease involved if company wants to “get

in”

Cash Flow Diagram For Performance Contracting (Shared Savings ShoW

EOY| Savgs | Depr. ESCOPaymers P
Tod_|Qustrdirg
[
11000 a0
2100 800,
3100 a0
41,000, Lol
51,000 800y
Net Presrt Ve at 183

Nfes: ESO0 pchesesioperdtes equpmert. Fostpays ESOO 80l e saings = 800,000

CHARACTERISTICS AFFECTING WHICH
OPTION IS BEST
& Company Characteristics
1.Availability of rebates to company
2.Tax status (tax free; low int. bonds)
3.Company strategy (support for maintenance, desire to concentrate ol
support of energy manager)
4.Cash flow status
@ Project Characteristics

1.Project risk
2. Depth and breadth of skills required
3.Project need for management and maintenance

4.Equipment life and time horizon of need




CHARACTERISTICS AFFECTING WHICH
OPTION IS BEST +

™ Financial Characteristics

1. Present value or other criterion
2.Impact on corporate capital structure
3. Flexibility

4. Warranty
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