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When purchasing business software the initial plan for most businesses is to pay for it up front, but this is often not the most effective use of working capital. This paper provides an overview of the business implications for financing rather than outright purchase of such assets.
Working Capital
Every business needs working capital to pay for infrastructure, but also needs working capital to pay for employee wages, fund inventory, receivables and a host of other items. In general working capital is a scarce resource that needs to be carefully managed.
When allocating working capital the question therefore needs to be asked: “Is this the best use of a scarce resource ?”. 
Some purchases are easy to finance and some are not. If a business was to buy a building then this would normally be funded using a loan. This is because:
It is easy to obtain finance on property as it provides good security to lenders
It is low risk and the interest rate is generally attractive
We are used to financing property
The same goes for major plant and equipment. Often vendor finance is offered or it is fairly easy to obtain a lease for this kind of capital purchase.
However it is harder to finance stock or receivables. Sometimes options are available but it is generally expensive and hard to manage. Many expenses have to be paid for outright, like employee wages or telephone charges. These must come out of cash in the bank or an overdraft.
So unless a business is very cash rich a cost benefit calculation for finance should be on the table for every major asset purchase.
Opportunity Cost
Businesses generally exist to make money. In other words they make a return on equity.
If you have $100k and you put it in the bank you may earn 5% on it. If you put your $100k into the stock market, then (for an increased risk) you may hope to earn 10% on it. If you put it into a business then you may hope to earn more. A well run business may return 15% to 30% on shareholders equity. 
To grow a business generally needs more funding:  to pay for wages for more people, to buy bigger machinery, to fund more stock, or to cover more receivables. The reverse is also true, without sufficient funding a business may be limited in its growth and may not be able to take advantage of market opportunities. For example, if a competitor goes out of business then it there is an opportunity to fill the void, but only if you have the staff to manage the work, the money to buy the stock, and the funding to cover the receivables. Many businesses cannot respond quickly to such opportunities through lack of working capital, and a competitor fills the void.
So again it comes back to working capital. It is the lifeblood of business and makes the difference between operating hand to mouth versus being able to be flexible and responsive to opportunities.
Cost of Finance
Often people will say that they would rather pay cash than finance because they don’t like paying interest. The interest rates on plant and equipment, or software, are higher than on, say, property.
The decision however should be based on the real opportunity cost to the business of tying up valuable working capital versus paying interest. Putting aside the taxation and accounting treatment, very roughly the decision may be based on the question: “Can I realise a greater return on my capital than the bank or finance company charges me in interest ?”.
In general unless you can answer yes to this question, you need to ask yourself whether you should be in business at all.
If you answer yes, then the conclusion should be that you should look for every reasonable opportunity to have people loan you money because you can turn it into a profit !
Taxation Issues
Under Australian tax law businesses are penalised for purchasing capital equipment. 
When you allocate funds to a capital purchase those funds are not treated as a tax deductable business expense. Only over the life of the asset can you claim back depreciation expenses, often over many years. 
As such many businesses have to pay company tax up front on the money that they earned to pay for the capital equipment at 30%, and only get this tax back again over a number of years. Adding to the burden on working capital, you therefore need to find 130% of the cost of the equipment in the first year.
Lease payments, however, are 100% deductable and, as they are generally paid monthly, they closely align with the business benefit that you derive from the asset.
Leasing Software
A lease involves paying a monthly fee for using an asset that is owned by the finance company. In a true lease (as opposed to a Commercial Hire Purchase) you have no ownership rights to the asset and claim no depreciation. However all of your lease payments are 100% tax deductable expenses.
The finance company who owns the asset aims to recover their capital cost, plus interest, over the term of the lease. On some assets they generally have an agreed residual value at the end of the lease, e.g. a motor vehicle, and the finance company aims to dispose of the asset on the market for that value at the end of the lease. This depreciation is also factored into the payments.
As the finance company still owns the asset they retain the right to reclaim it if the lessee fails to make the payments. As such the asset is secured against itself and does not impose additional claim on other securities like property that the business may be using to secure other loans.
Because software is an intangible product with little resale value on the open market, banks and many finance companies have been reluctant to offer leases against software as its resale value as a security is somewhat dubious.
Some specialist finance companies do, however, offer finance on software. They base their security on the business fundamentals and a director’s guarantee. They may even allow some proportion of the implementation cost and ongoing maintenance to also be paid for by the lease.
In the case of software only leasing the finance company would typically use zero residual value at the end of the lease, meaning that there is no final amount owing and the cost of the software is fully covered over the term. 
Worked Example
In this example we investigate the cost / benefit of leasing $25,000 of software, implementation and support. The breakup of this purchase is:
Software		$15,000
Implementation	$ 4,000
Support for 3 years	$ 6,000	($2,000 per annum, paid monthly)	
Other assumptions:
· Company tax is paid on earnings at 30%
· The software is depreciated over 4 years as per ATO guidelines
· The opportunity cost of working capital is 10% cumulative
· GST is excluded
· Lease payment is indicative
Cash Payment:
If cash is paid for this purchase, an initial payment must be
made of:	$19,000
Over the first year monthly support amounts to:	$2,000
Company tax is paid on the earnings used to fund the purchase
($19,000 x 30%)	$5,700
Depreciation is claimed on a 4 year straight line method:	($1,425)
Cumulative opportunity cost of $19,000 based on a 10% ROE is 
factored in:	$1,989
TOTAL YEAR 1 COST	$27,265
Years 2 and 3 are likewise:
Support:	$4,000
Depreciation:	($2,850)
Opportunity Cost:	$4,626
TOTAL 2 and 3 year COST	$5,776
TOTAL COST OVER 3 YEARS:	$33,040	
Leasing:
A 3 year lease is taken out to cover the full cost of the implementation, including the yearly maintenance.
Lease Amount:	$25,000
Monthly Payment:	$822*
TOTAL LEASE COST OVER 3 YEARS:	$29,592
OR A SAVING OF 	$3,448
	

In conclusion it is evident that by accounting for a modest return on equity of 10% on your working capital, leasing may cost less than outright purchase, plus it has the benefit of taking the pressure of working capital allocation and provides better alignment between your expenses and your income. 

Disclaimer: The information given here is of a general nature only and does not take into account the specific needs or situation of your business. As such you should obtain professional advice before acting on this information. Evolve Systems Consulting Pty Ltd is not a financial advisor, but believes the information to be true at the time of publishing. Evolve Systems Consulting Pty Ltd does not accept any liability of any form for losses incurred by using this information.
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