
A 
community college wishes to upgrade 
its existing 15,000-square-foot student 
fi tness center. The upgrade will include 
new fi tness equipment costing $210,000, 

a television entertainment system costing 
$25,000, an audio system costing $10,000, a 
security system costing $15,000 and removable 
fl ooring costing $15,000 — putting the total cost 
at $275,000, an outlay the college cannot afford 
this budget year.

The fi tness center is free to registered 
full-time students and faculty, though to 
generate enough income to partially subsidize 
the fi tness center, a membership fee is charged 
to part-time students and others wishing to join. 
The college does have $100,000 available this 
budget year, so it decides to move ahead with the 

upgrade by pursuing a municipal lease approval. 
The college will fi nance the entire $275,000 
upgrade by agreeing to pay three annual advance 
lease payments of $97,204.37 at a 6 percent 
annual percentage rate. The fi rst payment is not 
payable until all items have been delivered and 
installed and the updated fi tness center is 
operational. At the end of the lease term, the 
college owns the equipment for a $1 buyout.

This example illustrates how an entity 
wishing to make capital improvement purchases 
can do so while having just a portion of the 
capital available in its current budget. The 
college benefi ts because its fi tness center is now 
state of the art. The students, faculty and 
members all benefi t because they now have use 
of the latest fi tness equipment. The vendors 
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benefi t because they are able to 
consummate a sale now rather than 
waiting until the entire $275,000 
becomes available in a future budget 
— if it does at all. Finally, the leasing 
company benefi ts because it will earn 
a 6 percent return on its investment in 
an entity with an excellent credit and 
bond rating. The students, college, 

vendors and leasing company are all 
winners — and the play that led them 
to paydirt is municipal leasing.

WHAT IS A LEASE?
A tax-exempt municipal lease is a 
fi nancial instrument that allows 
qualifying government entities to 
acquire essential, new equipment. The 

lease is a fi nancing transaction of the 
installment sale type, with extremely 
attractive terms and streamlined 
documentation in which the lessee, or 
borrower, is part of a state or local 
government.

In order to qualify for a tax-exempt 
interest rate, the “municipal” entity 
must have one of three powers: 1) 
police, 2) eminent domain or 3) tax. 
Virtually any state, county, city or 
municipal government agency 
qualifi es for municipal leases under 
IRS Section 103. Consequently, law 
enforcement, public safety, fi re, 
rescue, EMS, water and port authori-
ties, school districts, community 
colleges, state universities and hospi-
tals can all use municipal leases to 
purchase nearly all types of essential-
use equipment, vehicles, land and/or 
buildings. There may be exceptions, 
when a not-for-profi t corporation also 
can qualify for tax-exempt fi nancing.

“Essential use” becomes the 
primary factor when the leasing 
company, or lessor, is making its credit 
decision. If the equipment is of high 
essential use, the lessee credit can be 
marginal. As the essential use lessens, 
the fi nancial strength of the lessee 
becomes more important. For 
example, even a nearly bankrupt 
school district would continue to 
make lease payments for a phone 
system since it could not possibly 
operate without telephones. However, 
in a case in which a city wants to lease 
purchase a water slide for a local park, 
the water slide serves no essential 
purpose for the city and thus the 
motivation to pay for the slide is 
signifi cantly less if funds become 
tight. 

WHY LEASE?
The overriding reason why govern-
ment entities, municipalities, colleges 
and universities lease is to spread the 
costs of capital acquisitions over 
several fi scal periods. The entity may 
lack the revenues to make outright 
cash purchases or face a backlog of 
capital replacement needs too large to 
fi nance in a single year’s budget. By 
spreading the cost of acquiring 
expensive equipment over several 
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years, the entity can more easily 
match the revenue earned from user 
fees or other funding sources. 
Moreover, the approval process for a 
lease is often simpler and quicker than 
alternative means of fi nancing. 
Funding for each yearly payment is 
accomplished through the normal 
budget process and is often simpler to 
allocate within a capital budget.

In addition, municipal lease rates 
are lower than conventional loans or 
standard commercial leases. Typical 
municipal lease applications are one 
page, so the application process is easy. 
Most funding sources give same- or 
next-day approvals, so the process is 
also very fast. Non-appropriation 
language is typically automatically 
included in the lease document, and 
there are minimal documentation and 
underwriting costs at the closing of 
the lease. Finally, you can lease-to-
own. At the end of the fi nancing term, 
the lessee may take full ownership of 
the asset being fi nanced for a nominal 
purchase option. 

And the capital improvement 
purchases that can be included in a 
lease are virtually limitless. 
Organized, formal lease programs can 
be set up with any company that sells 
products used by an entity in the 
normal course of conducting its 
business. Companies wishing to 
establish lease programs must 
demonstrate fi nancial strength, as 
well as the ability to manufacture, 
deliver and arrange for the repair of 
their products. Once a formal lease 
program is established, a vendor 
enhances its ability to make sales, 
since fi nancing the purchase now 
becomes an option that did not 
previously exist.

Here is just a sampling of potential 
purchases that can be fi nanced 
through a municipal lease: building 
systems (including mobile and prefab 
buildings), computer hardware and 
software, fi tness equipment, lighting, 
lockers and locker benches, mowers, 
point-of-sale systems, pool pumps and 
water saving equipment, removable 
fl ooring, retail displays, scoreboards, 
security systems, sound systems, 
stadium bleachers and outdoor 

seating, steam rooms and saunas, 
synthetic turf, telephone systems, 
televisions and entertainment system 
hardware, and washers and dryers.

WHAT’S THE LEASING
PROCESS?
There are laws in all 50 states that 
generally make it impossible for state, 

county and municipal governments to 
incur new debt requiring payments 
that extend over multiyear budget 
periods. Of primary concern is that 
until those future budgets are 
formally approved and voted into law, 
there is no legal authority to bind the 
government entity to make future 
payments. Bond issues are very 
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complicated legal documents, and because they can have a 
direct impact on every taxpayer, bonds typically require 
voter approval. Consequently, bonds are generally used 
only for the most substantial infrastructure projects such 
as sewers, roads and large building projects.

However, because municipal leases automatically 
include non-appropriation language, they will be readily 
approved by the municipality’s legal counsel. Most 
government entities would not be allowed to sign a 
municipal lease without non-appropriation language 
included in the legal document, and most entities treat 

their lease obligations as current expenses and do not 
characterize them as long-term debt obligations on their 
balance sheets. Non-appropriation language effectively 
relieves the government entity of the obligation to pay in 
the event funds are not appropriated in any subsequent 
budget period, for any legal reason. This is why municipal 
leasing is a risk for the leasing company, which relies 
heavily on a municipality’s bond rating (measuring 
fi nancial strength) and its Dunn & Bradstreet report 
(showing payment history) in making the underwriting 
decision. 

As in all fi nancial transactions, there is an order of events 
that dictates the timeliness of the entire process. Since all 
leases involve the participation of at least three different 
entities — the lessee, the vendor(s) and the leasing com-
pany — the speed of the process hinges on the timeliness of 
the entities involved in any given transaction. Lease 

acceptance may be delayed pending an approval at the next 
board of directors meeting, for example, or funding of a 
lease may be delayed by lengthy manufacturing or installa-
tion processes.

Still, the leasing process typically unfolds in the follow-
ing way: The lease application is completed and submit-
ted to underwriting. Once the application is received by 
the underwriter, there may be a request for additional 
vendor information from the invoice submitted and/or 
for more current fi nancial information from the lessee. In 
the best case, the lease is approved. The approval will 
include contingencies; the maximum term of the lease; 
the monthly, quarterly and/or annual lease payments; the 
approval expiration date and the date by which the offer 
needs to be accepted by the lessee. If accepted, an original 
signed lease document is returned to the funding source 
with the deposit, if any is required. Also, all contingen-
cies, which invariably include insurance on the leased 
items, must be met. Once the original lease document is 
received and reviewed so that all contingencies are met, 
the purchase order is issued from the funding sources to 
the vendor. All deliveries and installations must be 
completed prior to that expiration date. If more time is 
needed for manufacturing and for delivery and installa-
tion, a lease approval extension must be granted by the 
underwriter. Once delivery and installation are complete, 
a site inspection is scheduled to ensure that all items have 
been delivered and are in good working condition. Once 
the site inspection is complete and the lessee acknowl-
edges it as satisfactory, the vendor is paid and the lease is 
funded.

A
fter the equipment is delivered and the vendor has 
been paid, the lessee must continue full insurance 
coverage over the course of the lease term. As stated 

earlier, the lessee must produce evidence to that effect as a 
contingency prior to the funding of a transaction. Also, the 
maintenance of the equipment is the responsibility of the 
lessee unless specifi cally provided by the vendor that sold 
the equipment. The equipment is expected to be kept in 
good working order throughout the term of the lease.

Finally, the lessee is responsible for the payment of all 
property taxes, if any, resulting from the leased equipment 
and which are typically billed annually by the state and/or 
municipality. Since the leasing company will retain 
ownership of the equipment until the end of the lease 
term, the leasing company is billed the property taxes. The 
leasing company is responsible for paying the invoice on a 
timely basis and will invoice the lessee to reimburse the 
property tax expense paid on its behalf.

If approached properly, municipal leases offer govern-
ment entities the opportunity to improve their facilities and 
services in any number of ways now, even if the cash 
needed for an outright purchase isn’t available until later. Ω

Paul Bosley (paul@ffcash.net) is executive vice president 
of First Financial & Leasing in Ft. Lauderdale, Fla.
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