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Foreword

The International Finance Corporation (IFC) has been successful in introducing, lead-
ing, and implementing programs to develop leasing throughout the world. However,
there are many countries whose leasing sectors have not contributed to development
as much as others elsewhere. In an effort to minimize this gap in progress between
countries, IFC has commissioned this manual to share experiences on leasing devel-
opment based upon its leasing technical assistance (TA) activities.

By studying the approach of IFC leasing TA projects implemented to date, we hope to
provide a manual that can be a useful reference throughout the world to stakeholders,
lessors, lessees/SMES, governments, regulators, investors, legal/accounting, banks,
international financial institutions and donors. This manual highlights which ele-
ments to look for locally, why experiences may be different between countries, and
what (based on our collective experience) may be appropriate courses of action.

Examining the approach of current and past projects, this manual also aims to iden-
tify the key policy issues on leasing development. Within these policy issues, there
will be certain standards that are non-negotiable—tenets that form the foundation of
credibility, integrity, and success around the world. There will be other elements on
these issues that are based on general principles that can be applied only in specific
ways depending on local conditions. This manual should help leasing development
practitioners identify key local characteristics, assess their potential impact, and,
therefore, make the decisions required on which route to take.

The authors would particularly like to thank those who have contributed their time
and energies to developing this manual.We would also like to congratulate those who
have worked tirelessly to develop leasing around the world, showing tremendous
focus and belief, as well as wish all who are embarking on leasing development proj-
ects every success in the future.

Laurence Carter
Director, Small and Medium Enterprise Department
International Finance Corporation






Chapter 1
Importance of Leasing
and IFC’s Role

What Is Leasing?

Leasing in its simplest form is a means of delivering finance, with leasing broadly
defined as “a contract between two parties where one party (the lessor) provides
an asset' for usage to anotber party (the lessee) for a specified period of time, in
return for specified payments.” Leasing, in effect, separates the legal ownership of an
asset from the economic use of that asset.

Leasing is a medium-term financial instrument for the procurement of machinery,
equipment, vehicles, and/or properties. Leasing provides financing of assets—equip-
ment, vehicles—rather than direct capital. Leasing institutions (lessors)—banks, leas-
ing companies, insurance companies, equipment producers or suppliers, and non-
bank financial institutions—purchase the equipment, usually as selected by the les-
see, providing the equipment for a set period of time to businesses. For the duration
of the lease, the lessee makes periodic payments to the lessor at an agreed rate of
interest. At the end of the lease period, the equipment is either transferred to the
ownership of the business, returned to the lessor, discarded, or sold to a third party.
Under financial leasing, the lessee typically acquires or retains the asset.

1t is important to remember during this discussion and throughout this man-
ual that legal definitions, definitions for tax purposes, and definitions under
local and international accounting standards may differ considerably in differ-
ent jurisdictions. Discussion in this manual is generally directed at economic
substance, which largely corresponds to international accounting treatments.
This manual is a summary for general information only. It is not a full analy-
sis of the matters presented and should not be relied upon as legal advice.

!'This manual is primarily for equipment leases.The term asset in this manual refers to equipment and/or vehicles.
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Leasing is based on the proposition that profits are earned through the use of assets,
rather than from their ownership. It focuses on the lessee’s ability to generate cash
flow from business operations to service the lease payment, rather than on the bal-
ance sheet or past credit history. This is why leasing is particularly advantageous for
new, small and medium-size businesses that do not have a lengthy credit history or a
significant asset base for collateral. Furthermore, the lack of a collateral requirement
with leasing offers an important advantage in countries with weak business environ-
ments, particularly those with weak creditors’ rights and collateral laws and registries,
for instance, in countries where secured lenders do not have priority in the case of
default.

It should be noted that, to date, IFC has focused mainly on the development of financial
leasing. This is the primary stage in leasing development in most emerging and transi-
tional economies. Operating leases (or rent) can be equally important in the long term,
but for a number of reasons are generally typical of a later stage of development.

In some respects, operating leases are equivalent to “rental.” In the English lan-
guage, the definition of rental is arbitrary: operating leases are rental arrange-
ments that are longer than one year. Other languages and jurisdictions may
use the terms interchangeably or define them differently.

A finance lease is a contract that allows the lessor, as owner, to retain ownership of
an asset while transferring substantially all the risks and rewards of ownership to the
lessee.? A finance lease is also known as a full payout lease, because payments made
during the term of the lease amortize the lessor’s costs of purchasing the asset (there
may be a residual value that usually does not exceed 20% of the cost).The payments
also cover the lessor’s funding costs and provide a profit. Despite the legal form of
the transaction, the economic substance of a finance lease transaction is one of pur-
chase financing rather than a mere rental.

In contrast, an operating lease is essentially a rental contract for, usually, the short-
term or temporary use of an asset by the lessee. The maintenance and insurance
responsibilities (and most risks associated with the ownership of the asset) remain
with the lessor, who recovers the costs and profits from multiple rentals and the final
sale of the asset.

Differences between Finance and Operating Leases

Table 1-1 lays out the difference between finance and operating leases. International
Financial Reporting Standards state that a lease is a financial lease if it contains at least
one of the features in the list on pages 3 and 4:

2These risks and rewards of ownership may be shared or otherwise allocated, such as insuring the equipment.
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Table 1-1. Differences between Finance and Operating Leases

Finance Leases (or Full Payout Leases) | Operating Leases

B Risks and rewards of ownership are transferred to, B Economic ownership with all

and borne by, the lessee. This includes the risks of
accidental ruin or damage of the asset (although
these risks may be insured or otherwise assigned).
Thus damage that renders an asset unusable does
not exempt the lessee from financial liabilities
before the lessor.

The goal of the lessee is either to acquire the asset
or at least use the asset for most of its economic life.
As such, the lessee will aim to cover all or most of
the full cost of the asset during the lease term and
therefore is likely to assume the title for the asset at
the end of the lease term. The lessee may gain the
title for the asset earlier, but not before the full cost
of the asset has been paid off.

The lessor retains legal ownership for the duration
of the lease term, though the lessee may or may not
buy out the leased asset at the end of the lease, with
the lessor charging only a nominal fee for the trans-
fer of asset to the lessee.

The lessee chooses the supplier of the asset and
applies to the lessor for funding. This is significant
because the leasing company that funds the transac-
tion should not be liable for the asset quality, techni-
cal characteristics, and completeness, even though it
retains the legal ownership of the asset. The lessee
will also generally retain some rights with respect to
the supplier; as if it had purchased the asset directly.

corresponding  rights and
responsibilities are borne by
the lessor.The lessor buys insur-
ance and undertakes responsi-
bility for maintenance.

The goal of the lessee is usage
of the leased asset for a specific
temporary need, and hence the
operating lease contract covers
only the short-term use of the
asset. Further, the duration of an
operating lease is usually much
shorter than the useful life of
the asset.

It is not the lessee’s intention to
acquire the asset, and lease pay-
ments are determined accord-
ingly. In addition, an asset under
an operating lease may subse-
quently be rented out.

The present value of all lease
payments is significantly less
than the full asset price.

m The lease transfers ownership of the asset to the lessee by the end of the lease term.

m The lessee has the option to purchase the asset at a price that is expected to be
sufficiently lower than the fair market value at the date the option becomes exer-
cisable, and at the inception of the lease, it is reasonably certain that the option
will be exercised.

m The lease term is for a majority of the useful life of the asset and where the title
to ownership may or may not eventually be transferred.
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m The present value of the minimum lease payments at the inception of the lease
is greater than or equal to the fair value of the leased asset.
m The leased assets are of such a specialized nature that only the lessee can use
them without major modifications.
Leases that do not have any of these characteristics are considered to be operating
leases.

The Difference between Financial Leasing and Loans

From the lessee’s perspective, there is only one substantive difference between a loan
and a lease: with a loan, the asset belongs to the borrower, whereas with a lease, the
asset belongs to the lessor.

The many similarities between a loan and a financial lease include:

m The lessee and borrower have the choice over the acquisition of the asset.
The borrower and lessee (providing the terms of the lease are met) would be
able to retain the asset once payments are complete.

m Over the period of both a loan and a lease, interest and capital (equipment
cost) are repaid.

m Should there be default on either a loan or a lease, as long as the loan is secured,
both the lender and lessor have legal rights to reclaim/repossess assets.

m The risks and costs of ownership, including maintenance and obsolescence,
remain with the borrower and lessee. Also, under both a loan or a financial
lease, if the asset appreciates, neither the lender nor the lessor benefits.

m The agreements are non-cancelable until either the lessor or the lender has
recovered its outlay.

m The borrower or lessee can either settle the agreement (in the case of the
lease) or repay the loan early.

Why Is Leasing Different from Bank Financing?

With both leasing and bank financing involving credit decisions and financial risks, the
key differences are that two additional factors apply to leasing companies:

First, they have knowledge of the asset (and often the industry), and hence are lend-
ing to some degree on an asset basis. This is different from collateral-based lending,
however, in that they are lending based on the ability of the asset to contribute to
cash flow (either to the lessee or in case of forced sale/liquidation). Banks and other
lenders tend to look at the balance sheet value of collateral.

The second is that leasing companies are more sales and service oriented—they are
using their specialized knowledge to “bridge the gap” between suppliers and pur-
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chasers, and the specialized knowledge of leasing companies may also give them an
advantage in disposing of the repossessed leased assets. Suppliers are generally not
specialists in finance or credit decisions, while lessees are not specialists in finance
or equipment acquisition; leasing companies specialize in finance, credit and equip-
ment acquisition and disposal (equipment dealing). In effect, both the supplier and
the lessee are “outsourcing” certain portions of their business to a service provider
that also happens to have a certain capacity to borrow and lend money.

Financial Leases and Hire Purchase

In some countries, a distinction is made between lease and hire-purchase transac-
tions. A hire-purchase transaction is usually defined as one where the hirer (user) has,
at the end of the fixed term of hire, an option to buy the asset at a token value. In
other words, financial leases with a bargain buyout option at the end of the term can
be called a hire-purchase transaction.

Hire-purchase is decisively a financial lease transaction, but in some cases it is neces-
sary to provide the cancellation option in hire-purchase transactions by statute.That
is, the hirer has to be provided with the option of returning the asset and walking
away from the deal.If such an option is embedded, hire-purchase becomes significant-
ly different from a financial lease as the risk of obsolescence gets shifted to the hire-
vendor. Under these circumstances, if the asset were to become obsolete during the
hire term, the hirer may off-hire the asset and close the contract, leaving the owner
(the lessor) with less than a full payout from the lease.

Hire-purchase is of British origin—the device originated long before leases became
popular—and spread to countries that were then British dominions. The device is
still popular in Australia, Britain, India, New Zealand, Pakistan, and in several African
countries. Most of these countries have enacted, in line with the United Kingdom,
specific laws addressing hire-purchase transactions.

Why Develop Leasing?

Leasing provides a means for delivering increased domestic investment within
economies. By developing additional financial tools such as leasing or mortgages,
countries are able to deepen the activities of their financial sector by introducing
new products and/or industry players.

The key benefit of leasing? however, is the access it provides to those that do not
have a significant asset base already by enabling small enterprises to leverage off an

initial cash deposit, with the inherent value of the asset being purchased acting as col-

3 This manual does not address the pros and cons of leasing versus secured lending. Preferences may vary depending on
a number of factors including legislative framework, cost, level of financial market development, availability of diverse
financial instruments, etc.
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lateral. These small businesses are a portion of the population that do not have other
assets that can act as collateral for loans or other types of secured lending within
countries where unsecured lending is not an option. By developing leasing, smaller
scale entrepreneurs can become more economically active by enabling access to
finance and, subsequently, access to income-producing assets. Also, leasing offers an
important advantage in countries with weak business environments, particularly
those with weak creditors’ rights and collateral laws and registries, for instance, in

countries where secured lenders do not have priority in the case of default.

Leasing is an instrument that allows participants to manage or allocate risk. One consider-
able advantage is that, where feasible, leasing often allows participants to allocate certain
risks (for example, residual value risk) to those parties that are best able to bear that risk.

Leasing in Emerging Economies

Emerging economies face several challenges, including the need for investment. This
is compounded by an under-capitalized banking system that is only able to offer its
potential clients a limited range of products. In turn, small and medium-size compa-
nies possess insufficient collateral or credit history to access more traditional bank
finance.This results in a shortage of credit available to domestic entrepreneurs.

Developing the leasing sector as a means of delivering finance increases the range of
financial products in the marketplace and provides a route for accessing finance to
businesses that would otherwise not have it, thus promoting domestic production,
economic growth, and job creation.

In addition, many developed countries suffer from underdeveloped or imperfect legal
institutions. Although in principle secured lending and leasing should be roughly
equivalent in terms of risk, in many jurisdictions experience has shown that legal

30%

20%

10%

OECD Developing Russia
Countries

Figure 1-1. Leasing as Share of Investment in Fixed Assets

Source: IFC Russian Leasing Development Group, 2002.
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ownership is recognized by all participants, especially courts, more readily and con-
sistently than secured lending.This can reduce the risk to lenders (lessors) consider-
ably. The value of this advantage of leasing should not be underestimated, particu-
larly in more challenging environments.

Figure 1-1 shows the role leasing plays in emerging economies and in developed
economies, and the room for growth in the use of leasing in emerging economies.The
chart shows that leasing can provide a valuable additional source of finance within
these markets.

The effect of leasing can be further accelerated and strengthened where the in-
country conditions allow for investment by IFC and other international financial
institutions, with these institutions recognizing the positive effects of leasing and
introducing medium-term finance into markets where no alternative currently exists.

In many markets, discussion of leasing often focuses on “large-ticket” leasing, cross-
border structures, or tax implications. While these are also important, any discussion
of leasing should be kept as broad as possible and consider the effects for all busi-
nesses, including small and medium-size enterprises.

Stakeholder Arguments for Developing Leasing

A key consideration in developing leasing is identifying the goals of stakeholders, and
their objectives for the development of leasing markets.

Broadly, stakeholders are those individuals or groups who either are actively involved
in developing leasing locally or may be affected by the development of the leasing
sector. Key stakeholder groups include government, banks, non-bank financial institu-
tions, existing or potential lessors, existing or potential lessees, SMEs, equipment man-
ufacturers, and the professional services sector, that is, lawyers and accountants,
donors, and technical assistance providers.

In order to help target discussions with these stakeholders, this manual tries to iden-
tify objectives for each stakeholder group, and demonstrate how leasing can help
achieve these objectives (see table 1-2).
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IFC’s Role in Leasing

IFC’s Vision for Leasing Development

Leasing development TA projects within IFC fall under the wider umbrella of financial
sector development TA.This hints at IFC’s view that it is involved in the development
of leasing, specifically the development of local financial industries, in an attempt to
increase domestic access to finance and the flow of investment. Another motivation
for IFC involvement is that in developed markets, leasing companies are generally
financed with debt and/or commercial paper and securitizations. IFC can play an
important role in emerging countries with underdeveloped debt markets through its
financing mechanisms. An effective leasing industry also improves the prospects for
investment in many other sectors, particularly in capital-intensive industries.

Based on the success of leasing development projects around the world, IFC and asso-
ciated donors have identified leasing development TA projects as an effective, value-
for-money means of developing local financial markets with positive, tangible, and far
reaching results. Because of this success and the impact that reform and development
of the leasing sector can bring to the wider economies of emerging markets, IFC is
working to provide significant support and assistance to leasing development teams
around the world.

IFC's Experience and Reach

Having invested in over 100 leasing companies in 50 different countries (including
35 in Europe, the Middle East and Central Asia), IFC has a long history in financing
leasing programs throughout the world.

m IFC has helped establish the first leasing companies in 25 countries.

m IFC’s total investment in leasing over the last 30 years has been over $1 billion
in 181 leasing investments in 56 countries (between 1977 and 2003).

m IFC has advised on leasing legislation in 35 countries.

m IFC currently manages more than $5 million in leasing TA programs.

IFC and Leasing Technical Assistance

Many countries face structural obstacles in developing a leasing industry: the absence
of clearly defined and predictable laws governing leasing transactions, unclear
accounting standards, lack of an appropriate tax regime, impaired funding abilities,
and the absence of an appropriate regulatory and supervisory framework.
Regulations either do not exist or do not take into account the specific characteris-
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tics of leasing, or their application and interpretation are uncertain because of a lack
of precedent. Recognizing such weaknesses, governments have turned to IFC for help
in laying out the groundwork for leasing development.

IFC usually helps countries develop a leasing industry through one or more leasing
development TA projects that are supported by IFC regional technical assistance facil-
ities.This ensures that previous experiences and best practices are taken into account
in the implementation of IFC leasing development projects.



Chapter 2
Legislation, Regulation and

Supervision

This chapter deals with the three elements of legislation, regulation and supervision.
These are critical elements, because to make effective changes within the leasing sec-
tor, it is likely that changes will be necessary in the existing legislative framework.

This manual is intended to be a guideline in approaching all three of these elements.
‘While based on “best practices” worldwide and IFC’s experience, the approach must
also be tailored to local requirements and be pragmatic.

Legislation

In order to assist in the creation of appropriate leasing legislation, IFC has developed
the following guidelines, based on IFC’s TA experience over the past five years around
the world:

With any legislative change, amendments should be closely thought through to
ensure that the most efficient and yet comprehensive changes are put forward.

Whether the relevant local legislation is based on Civil Code or Common Law, the
development of a specific and separate leasing law may not be necessary, although this
will ultimately depend on local circumstances and existing legislation. This assumes
that it is possible to make additions and amendments to existing legislation, and that
those amendments are not compromised by other elements of the local legislation.

All legislative changes need to be coordinated to ensure that there are no opportu-
nities for conflict or contradiction. Experience worldwide has shown that contradic-
tory legislation, which can be subject to widely different interpretations, is often the
worst possible outcome.

13
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Why Is a Legislative Framework Necessary?

Leasing is essentially a financial instrument that works based on its legal framework.
Furthermore, its success rests on how well leasing legislation relates to legislation on
finance.

Often, domestic legal frameworks are not conducive to the development of leasing.
This may be due to several reasons/issues:

m There may be no leasing-specific legislation or clear definition of leasing.

m Contradictions exist between various elements of a country’s legislative frame-
work that prevent leasing from working effectively.

m Current legislation prevents the successful enforcement of leasing contracts.

m It is unclear whether lessors hold title to leased assets.

m It is unclear whether third parties can hold a security position in leased assets or
have some kind of other claim on these assets.

m It may be difficult for a lessor to take possession of a leased asset when a lessee
defaults. It may be unclear whether lessors can legally repossess nonperforming
lease assets without costly and time-consuming court procedures or restrictive
bureaucratic requirements.

m Definitions and legal implications of finance leases need to be specified in the
legislation. Rules on these issues should be clear and written with users in mind.

‘Where there is an absence of leasing-specific legislation or where leasing legislation
is imperfect, the question becomes: Can lease operations be established and function
properly, or must legislation be enacted first?

Sometimes, successful leasing is done in countries without leasing-specific legislation
(as in India) or where leasing legislation is not perfect. Technical assistance projects
cannot hope to make national leasing systems perfect.The goal is to engineer a leas-
ing environment that addresses the needs of lessors and lessees, and encourages the
continued development and sustainability of the sector.

The framework that is developed may not solve all national issues, but should serve
as a basis for developing operations that may not have previously existed or enable
the continued improvement of the domestic leasing sector.

m Clarify rights and responsibilities of the parties to a lease
m Remove contradictions within the existing legislation

m Create non-judicial repossession mechanisms

]

Ensure only the necessary level of leasing industry supervision and licensing
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Legal Systems

In general terms, two different legal systems exist globally: those based on Common
Law and those based on Civil Law. While the type of legal system (civil or common)
present in the country of operations is important to how specific legislative changes
are made, the essence of a lease should not be different in the two basic systems.

Elements of a Lease

This is an explanation of the elements in a lease—that is, the parties, asset, rentals,
residual value, etc.This section also tries to detail the unique features of a lease as dif-
ferent from a regular financing transaction. In many cases, the legal distinctions
between an operating and a financial lease may be unclear. While this manual focuses
on financial leasing, the flexibility to allow for operating leases or elements of oper-
ating lease transactions, particularly in the long term, should be kept in mind as
important tools for many economies.

Many jurisdictions will specify certain “essential elements” to a lease, particularly
financial leases, that are in reality not essential. A pragmatic approach to these factors
is important, since in many cases such factors depend on other elements of the legal
or tax system; in other instances, such formal requirements are not serious impedi-
ments to leasing.

An important element is to retain maximum freedom of contract. It is impossible to
foresee all elements of a lease that may be appropriate, and experience has shown
that leasing is most effective when the parties to a lease transaction can tailor deals
to suit their own needs and capabilities.

The transaction. The transaction of a lease is generally an asset-renting transaction,
that is, the separation of legal ownership from economic use.The distinguishing fac-
tor between a lease and a loan is that in the latter money is lent out, while in a lease
it is the asset that is lent out.

Therefore, a lease can be defined generally as a contract where a party being the
owner (lessor) of an asset (leased asset) provides the asset for use by the lessee for
consideration (rentals) that are either fixed or dependent on certain variables, for a
certain period (fixed or flexible lease period).At the end of the lease period, subject
to the embedded options of the lease, the asset may be either returned to the lessor
or disposed of per the lessor’s instructions.
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Parties to a lease. Both lessor and lessee (and the supplier in the three-party struc-
tures) can be legal entities as well as individuals (sole proprietors). There should not
be restrictions allowing only leasing companies or other financial institutions to oper-
ate as lessors.

Two- or three-party leasing. Depending on local legislation, there will be at least
two parties to a lease—the owner and the user (called the lessor and the lessee).
In many jurisdictions, a third party may be required, that is, the supplier of the
equipment.

The existence of the third party (the supplier), who is usually chosen by the lessee
and from whom the lessor buys the leased asset upon instructions of the lessee, can
be explained by the intention of lawmakers in some jurisdictions wishing to separate
leasing from other forms of property hire

The argument is that in a three-party arrangement the lessor is a financial intermedi-
ary, and the lessee effectively “hires” the lessor’s money rather than the property. The
lessor is seen as an investor who makes an investment by purchasing the leased asset
and transferring it to the possession and use of the lessee.

If a lessor holds an asset in possession without buying the asset specifically following
a lessee enquiry, the asset transfer may be considered a regular hire agreement. The
third party is the distinguishing feature between the hire or rental of the asset with-
in these jurisdictions.

While discussing three-party leasing, the International Institute for the Unification of
Private Law (UNIDROIT) convention insists that finance leasing is a three-party
arrangement.’ This convention regulates only cross-border leases, but supersedes
national legislation in all countries that have signed up to the convention for cross-
border leases.

‘Where countries accept legislation with a three-party structure—legislation then has
to address the notion of “secondary leasing”—it remains the right of the lessor to
lease the asset (which remains in the ownership of the lessor) after the first lease
agreement has terminated or the leased asset is repossessed. If secondary leasing is
not possible, the lessor will not be able to “lease the leased asset,” as in this transac-
tion there would be no supplier from whom the lessor may purchase it initially.

4This is the case in most of the countries of the former Soviet Union, certain Eastern European countries, and now cer-
tain African countries.

5 UNIDROIT is an independent intergovernmental organization based in Rome. Its purpose is to study needs and meth-
ods for modernizing, harmonizing and coordinating private and in particular commercial law as between States and
groups of States. Set up in 1926 as an auxiliary organ of the League of Nations, the Institute was reestablished in 1940
on the basis of a multilateral agreement, the UNIDROIT Statute.
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The leased asset. The leased asset must be non-consumable. Legislation can impose
some restrictions to this general rule, for example to prohibit some articles being leased
which are in limited free circulation or withdrawn from circulation (for example in
some countries, land plots or natural sites cannot be leased). Therefore, anything that
one cannot own or hold title to cannot be leased, because to act as a lessor one needs
to buy the asset first.

Lease period. The term of lease (lease period) is the period for which the agree-
ment of lease shall be in operation. In some jurisdictions, an essential element in a
lease is the ability or potential by the lessee to return the asset at the end of the lease
period (although lease terms may mean that this “right” is not likely to be exercised).
It may also be necessary, depending on local jurisdictions, to include within the con-
tract a certain period at the start of the lease where the lessee may be given a right
of cancellation. Beyond this period, the lessee may be given a right of renewal. It is
important to note that a lease cannot be viewed as a lease if it is possible to interpret
it as a sale of an asset to the lessee.

In financial leases, it is common to differentiate between the primary lease period and
the secondary lease period.The former is the period over which the lessor intends to
recover its investment, while the latter is intended to allow the lessee to exhaust a
substantial part of the remaining asset value.Alternatively, many jurisdictions stipulate
that the disposal of the leased asset (either by sale, transfer to the lessee, or return to
the lessor) must be specified in the lease contract.

The primary period is normally non-cancelable, and the secondary period is nor-
mally cancelable. Many jurisdictions restrict the minimum lease period; therefore,
this must be checked in each specific jurisdiction. The minimum lease period is
often related to the normal amortization period for a given asset, but in some cases
it is stated as a specific time period.

Lease rentals (or lease payments). Lease rentals represent the consideration
(usually monetary) for the lease transaction, that is, this is what the lessee pays to
the lessor.

If the lease is a financial lease transaction, the rentals will usually be the recovery of
the lessor’s principal and a certain rate of return on the outstanding principal. In
other words, the rentals can be seen as bundled principal repayments and interest. In
many cases, financial lease payments may include other costs such as insurance, reg-
ular maintenance, and certain taxes (such as property tax). These payments may be
on a “pass-through” basis or otherwise structured.
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If the lease is an operating lease transaction, the rentals might include several ele-
ments depending upon the costs and risks borne by the lessor, such as:

m Interest on the lessor’s investment

m Charges for certain costs borne by the lessor such as repairs, insurance, mainte-
nance or operation costs

m Depreciation of the asset

m Servicing or packaging charges for providing a package of the above service

Residual value. Put simply, “residual value” is the value of the leased equipment at
the end of the lease term.

Residual value is generally defined as market value (at the end of the lease).
But in some contexts it may mean amortized (or balance sheet) value, value
for tax purposes, or carry other definitions. These values may differ significant-
by, and these differences may bave important implications. Residual value risk
is another important term used in leasing and refers to the risRk that the actu-
al (realizable) value of the leased asset at the end of the leased term will differ
substantially from the estimated residual value at the inception of the lease.

Residual values become important when discussing operating leases, where the cost
of the operating lease depends to a large extent on the value of the asset at the end
of the lease period—the higher the residual value, the less the amount to finance and
hence the cheaper to lease the asset. Residual value financial leasing has also become
an important aspect of leasing in the United States, but most emerging economies and
many European countries still fully amortize such leases.

Residual values are important to consider during the underwriting process. If a lessee
is leasing an asset with a fast depreciation rate with the asset only achieving a low
residual value after the lease period, or if in the event of a default the lessor is forced
to repossess the asset during the lease, the lessor faces the risk of not being able to
recover sufficient capital value from the sale or disposal of the asset. Even though this
may be recoverable from the lessee (or in some cases from the supplier), it may
involve lengthy legal procedures to recover the shortfall.

End-of-term options. The options allowed to the lessee at the end of the primary
lease period are called end-of-term options. Essentially, one or more of the following
options will be given to the lessee at the end of the lease term:

m Option to buy (buyout option) at a bargain price or nominal value (typical in a
hire-purchase transaction), called bargain buyout option
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Option to buy at a fair market value or substantial fixed value
Option to renew the lease at nominal rentals, called bargain renewal option
Option to renew the lease at fair market rentals or substantial rentals

Option to return the equipment

Alternatively, the lease could be completely paid out and amortized to zero, at which
point the equipment is automatically transferred to the lessee. This is typically the
case in developing countries or new leasing markets.

In any lease the suitable option depends on the nature of the lease transaction, as well
as the applicable regulations. For example, in a full payout financial lease the whole,
or substantially the whole, of the lessor’s investment would be recovered during the
primary lease period.Therefore, it is quite natural that the lessee should be allowed
to exhaust the whole of the remaining value of the equipment. Regulation permitting,
the lessor provides the lessee with a bargain purchase option to allow the lessee to
complete the purchase of the equipment.

A buyout option may characterize the lease as hire-purchase. However, in many juris-
dictions it is the existence of such a buyout option that distinguishes leases from hire-
purchase transactions. If the lessor is interested in structuring the lease as a lease and
not a hire-purchase, the lessor would be advised not to provide any buyout option but
to allow the lessee to renew the lease and continue using the asset. In essence, a
renewal option achieves the same purpose as a purchase, but the lessor retains his
ownership as well as his reversionary interest in the equipment.

Fair market value options, either for purchase of equipment or for its renewal, are typ-
ical of operating leases. But this mechanism does no more than assure the lessee con-
tinued use of the equipment. If equipment has to be bought at its prevailing market
value, it can be bought from the market rather than from the lessor. Therefore, the
higher the fair market value, the less the value of the option for the lessee.

Upfront payments. Lessors may require one or more of the following upfront, instant
payments from a lessee:

m Initial lease rental, initial hire, or down payment
m Advance lease rental payment

m Security deposit

m Initial fees

Typically, deposits taken upfront by lessors act as a means of verifying the lessee’s
ability to service the lease.Taking deposits or advance payments also reduces the dif-
ference between the market value of the (delivered) equipment and the purchase
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price, which may include delivery, modification, or installation fees.This is especially
relevant in countries where there is no credit bureau or credit ratings, and checking
credit histories is difficult. It is also important where equipment is highly specialized
and the pool of potential buyers is limited.

These deposits are usually calculated on the basis of a number of monthly payments,
and may be the equivalent of several months of advanced rental fees or a percentage
of the total equipment cost.The amount depends on the equipment and the financial
situation of the lessee.The advance payment also reduces the amount of the purchase
price that the lessor must finance. Upfront payments represent an equity stake in the
asset by the lessee and avoid, as is desirable, 100% financing.

Accounting Standards and Recommendations
for Amended Legislation

It should always be kept in mind that different accounting standards exist, are
designed for, and are used for different purposes.Tax accounting is used as the basis
for calculating taxes payable, and often differs significantly from accounting systems
used for other purposes.

International Accounting Standards or IAS (and local versions of Generally Accepted
Accounting Principles or GAAP) are targeted at use by “arm’s length” stakeholders,
such as shareholders and creditors; IAS are designed to reflect economic substance,
usually with a conservative approach.

Management accounting systems are generally used by management for internal con-
trol and performance (and are often somewhat similar to IAS/GAAP). Owners and
controlling shareholders may have their own modifications and approach to reflect
their own goals and concerns.

The recommendations and discussion that follow are targeted at accounting stan-
dards for third-party stakeholders, but some degree of overlap and disagreement
between the systems is highly likely, since they are designed for different purposes
for use by different parties.

m Use IAS-17 as a basis for the definition of local leasing legislation, including
accounting for leases.

* IAS-17 provides a useful framework and guidelines for the development of
domestic leasing legislation.

* While the application of IAS may not be common to all countries, the
adoption of IAS is a target for most countries. With this in mind, using
IAS-17 as the basis for local leasing legislation, it is possible to build in a
quality standard for that legislation.
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m Classify leasing as an investment activity and a financial service.

» Leasing should be classified as both an investment activity and a financial
service. It is important for leasing to operate on the same level playing
field as other forms of credit.

* Classifying leasing as an investment activity may result in lessors’ receiving
additional benefits connected with domestic investment initiatives. These
could include accelerated depreciation, among others.

 If leasing is classified as a financial service, it may be possible that the
interest portion of the lease payments will not attract value-added tax (in
addition to the VAT that is levied on the equipment cost).

m Determine if there is a need for a prudent and appropriate minimum lease term,
that is, at least 1 year and in some countries up to 3 years minimum.

* The requirement for licensing of non-bank financial institutions to finance
leases needs to be evaluated based on country-specific factors, balancing
the need for prudential sector regulations to promote sector development
and prevent bureaucratic hurdles. Many emerging economies with sound
financial sectors have chosen not to require licensing for leasing.

 Similarly, supervision of leasing (as an activity) by central bank structures
should be determined based on country-specific factors. If the lease is
financed by an institution that is already under central bank supervision,
supervision by central bank structures would be prudent.

* While establishing minimum capital requirements for leasing institutions
could help weed out inadequately capitalized leasing companies, this
restriction may also inhibit the development of the leasing industry, partic-
ularly in nascent markets where it may be slow to develop. Hence, setting
up obligatory capital requirements for leasing needs to be carefully evalu-
ated in the context of the existing legal and regulatory framework and
other factors.

In some cases, market forces may provide an indirect regulation of leasing companies,
such as the discipline imposed by the market when the leasing company raises funds
from banks or other investors.

Legal Issues

Below is a discussion of legal issues pertaining to leasing in emerging markets.

Registration of leased assets. In emerging markets, the ability to register owner-
ship (a lien) of an asset may not be straightforward. This ability, however, could be
important for leasing (or other forms of secured lending) to develop.
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With a registry, anyone purchasing an asset can check that the asset is not owned by
another party. If someone buys an asset without consulting the registry, they are pre-
sumed not to have purchased the asset in good faith, and thus their title to the asset
is at risk. They are, therefore, obligated to check the registry prior to purchase.
Registries also enable leasing companies to protect their assets in instances where
lessees are subject to judicial action aimed at recovering assets.

It may be that the leasing development project has to become involved in improving
or even creating such a registry. Experience has shown, however, that although asset
registration may be available, it should not necessarily be obligatory for owners to
register their assets.

Many countries have followed the approach of a central registry for lodging liens (not
solely for registering leased assets within country) with an efficient process available
for checking if assets have a lien against them. Furthermore, it is not important
whether a private owner or state owns the registry, but it is important that the registry
has sufficient legal status to provide such assurance. This should be accompanied by
legislation that provides a mechanism for the properly documented lien holder to
recover the asset from an unsecured party. As with any monopoly, if only a single reg-
istry exists, the costs of registration and lien verification should be regulated; the ulti-
mate goal is to ensure that the cost of registration and lien verification is as low as pos-
sible (while still covering costs, of course) so as to encourage use of the registry.

Obligatory registration of lease agreements may not be necessary, as this could lead
to administrative barriers, higher costs, and indirect regulation of the industry. If insti-
tutions prefer to register agreements, this option should be available.

Repossession of equipment under lease. Repossession is a key element of leas-
ing, enabling credit providers to efficiently secure their asset and realize funds from
the asset disposal. Without such ability, leasing is little different from other forms of
unsecured finance.

To encourage the development of an efficient and fair repossession system, many
countries have adopted the following: within the legislation, in the event of a default
by the lessee, there should be scope to allow the lessee to voluntarily return the
leased asset to the lessor without penalty.

Where the lessor tries to repossess the asset and the lessee disputes its grounds for
repossession, the lessee should have access to the courts to challenge the reposses-
sion order.To encourage efficiency in repossession, a non-judicial process should be
available either through a court order (an order issued by a judge outside of court
proceedings and processed within a short time period, for example, 10 days) or a
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notary writ (a writ issued by a notary which serves as a legal basis for repossession).
Non-judicial mechanisms for repossession can be used in those cases where the les-
see admits the default but does not voluntarily return the asset.

Where a lessor has already repossessed an asset but the lessee can demonstrate hav-
ing fulfilled its obligations under the lease, the lessee will be entitled to go to court
to claim damages.

“Self-help repossession” is a unilateral act by the lessor not supported by any legal
process or permits. Basically the lessor, without asking or informing anybody, comes
to the lessee’s premises and takes back the asset. It is important to note that this can
only be done in certain common law jurisdictions, and that this repossession should
be conducted in a way that does not “breach the peace” (another common law con-
cept). In such jurisdictions, the lessor is liable for any damages. While lessors in many
jurisdictions often lobby for this right, this practice could potentially be dangerous
and highly problematic.

Efficiency is key for the whole process. If repossession takes too long, lessors will
either resort to alternative, less equitable means of recovering assets, or not enter the
marketplace to begin with. However, the process must also be balanced to prevent
abuse by lessees, for example, ensuring that lessees fulfill 100% of the obligations of
their lease.

Rights and responsibilities of the parties to a lease. The “freedom of con-
tract” concept is a cornerstone of this issue.The parties should be given the maxi-
mum opportunity to provide in the contracts the full extent of their rights and
responsibilities:

m Lessor rights and responsibilities. The lessor as owner of the leased asset
retains the right to receive scheduled lease payments arising from the lease
agreement.The lessor should, within the framework of local legislation and
practice, also have the right to assign these rights to others.The lessor’s key
responsibility is the obligation to deliver, at the outset, equipment that is “fit for
purpose.”

m Lessee rights and responsibilities. The lessee retains the right under the lease
to use the fixed asset.This is in exchange for the obligation to make sched-
uled lease payments, insure the asset, pay any applicable taxes, use the equip-
ment responsibly and in accordance with local laws and regulations, and
maintain it in good working order (subject to the lease agreement). It is
important to highlight that the lessee, as the “operator” of the equipment,
retains all responsibility and liability with respect to the operation of the
equipment.
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m In some situations, however, the law has to provide the framework/borders that
parties should not be allowed to violate. This relates particularly to those juris-
dictions which have accepted three-party leasing arrangements, and whose con-
tractual relationships are consequently complex in character.The law should
imperatively state in that situation that:

* The lessor is not accountable to the lessee for the non-fulfillment of the
sale-purchase contract except for those cases in which the selection of
the supplier and the leased asset was conducted by the lessor, as well as
cases when non-fulfillment of the sale-purchase contract was the result of
wrongful acts (omissions) on the part of the lessor.

* The lessee has the right to address all claims which stem from the sale-pur-
chase contract directly to the supplier even though the lessee is not the
party to that contract. As a result, the legislation imposes an obligation on
the lessor to notify the supplier about the purpose of purchasing an asset.

Bankrupicy of the lessee or lessor. Where the lessee is deemed to be bank-
rupt and defaults on the lease, the lessor has the right to repossess the asset. The
general norms of bankruptcy law apply, with the insolvent pool of assets consist-
ing only of those that are owned by the insolvent company. What does not belong
to the insolvent company should be returned to the owner (that is, the lessor).
Note that in cases where the bankrupt lessee’s liabilities are assumed by another
party (there is no default on the lease agreement) the “successor” may retain the
lessee’s rights under the lease agreement. This may happen where temporary
administration or wholesale purchase of a bankrupt lessee occurs, particularly
where the leased asset is essential to the viability of the (former) lessee as a going
concern.

Where the lessor is deemed bankrupt, this should have no effect on the lessee. The
lessee, if perfectly solvent, retains the right to the use of the asset. It is important to
clarify in law or regulation the procedure for asserting the right to receive lease
payments in case of dispute, that is, the party to whom the lessee must make pay-
ments to avoid facing accusations of default when payments are made in good faith.

The party that acquires the lessor’s assets as a result of the latter’s default is able to
enforce the rights of the original lessor only under the lease, that is, the receipt of
lease payments.The new owners are not able to take possession of the asset for all
cases in which the lessee is still meeting its obligations under the lease.The obliga-
tions and rights are simply assigned from the original lessor (in default) to a new
party. This has to be supported by legislation which provides that the transfer of
ownership does not lead to termination of the agreement and cannot be considered
grounds for such termination.
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Regulation, Supervision and Applications
to Lessors

Regulation is a good idea where lessors are deposit-takers (that is, where leasing com-
panies are effectively “banks”). Regulation would also be prudent in situations where
lessors are able to take receipt of deposits. There are several key tests for public reg-
ulation by which these recommendations are guided:

m Regulations should be implemented only where there is a clear public interest.
Deposit-taking institutions (generally, banking institutions) provide the best
example of a clear public interest.

m Regulate the activity at an appropriate level. For example, there is often regulation of
the trading of public securities (and the forms by which these securities are offered).
In the case of leasing companies issuing tradable securities, it is not the leasing activi-
ty that generates the need for regulation, but the act of issuing securities.

Regulation

Non-bank, non-deposit-taking leasing institutions may not need the same level
of stringent regulations as deposit-taking commercial banks, and in some
cases, no specific regulation may be necessary. The necessity and level of regu-
lations depend on a variety of factors, including the overall legal and regulato-
ry framework, and should be assessed on a case-by-case basis. Note that the
absence of regulation may affect the availability of financing or pricing of
[financing to a leasing company versus a bank.

Supervision

Supervision of leasing institutions would be necessary only when specific reg-
ulations bave been established for leasing institutions. In such a case, existing
supervisory institutions, such as banking supervisor agencies, may be able to
perform such supervision. Specific leasing supervisory bodies may be necessary
only in special circumstances.

IFC Approach to Regulation and Supervision

There are several tenets to IFC’s approach toward supervision of leasing (and many
other activities). Good supervision and regulation are essential to a functioning mar-
ketplace,and governments are the prime defender of the public good. In addition, the
government can often provide certain services for the benefit of the market. IFC
experience as outlined in the Doing Business series (see Doing Business in 2005:
Removing Obstacles to Growth, for example) also demonstrates clearly that poorly
executed and designed regulations are often a major impediment to business.
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Where leasing is at an early stage of its development, with a limited level of under-
standing as to its impact, there may be a need to regulate and supervise leasing activ-
ities. This need should be balanced by an understanding that the regulation or super-
vision of lessors, where previously imposed in other countries, has been in some
cases counter-productive. Regulation can give external institutions the opportunity to
interfere in, and could adversely affect the activities of others directly involved in, the
sector. Regulation may also provide institutions with weak corporate governance the
opportunity to profit from the development of the leasing sector. In some cases, reg-
ulation can give rise to corruption.

The market itself could act as the regulator for lessors in some cases, that is, the
lessor’s funding sources and its clients, who are well able to judge how well the com-
pany is run, rather than an external body with less understanding of the demands
under which lessors operate. Companies with poor corporate governance and weak
internal controls will have limited ability to raise investment in the market, and so
their development and ability to do business will be restricted.

Further, supervisory groups charged with overseeing the development of leasing may
find it difficult to acquire the skills and the ability to properly assist lessors in devel-
oping their internal controls. In addition, if regulation and supervision are not execut-
ed in the proper manner, this could adversely affect the competitive nature of a
domestic leasing industry and in some cases introduce artificial barriers to the devel-
opment of the leasing sector, including entry.

Common Types of Regulation for Non-Bank Lessors

There are two main types of regulation for non-bank lessors: minimum capital
requirements (MCR) and licensing of leasing activity. Each type calls for different con-
siderations.

Minimum capital requirements. The imposition of MCR for financial organiza-
tions means that companies need to retain a proportion of their assets as liquid to sat-
isfy any immediate demands placed upon their business, thus limiting their lending
to a proportion of their net asset value. The imposition of MCR for non-bank lessors
acts as a form of regulation and requires supervision of the companies affected. This
policy does not cover deposit-taking lessors.

Factors to consider in imposing minimum capital requirements for lessors.
Clear distinction has to be made between the activity of the lessors and banks, insur-
ance companies, etc., and the necessity of imposing MCR with this regard.
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Establishing MCR is a necessary prerequisite for the deposit-taking institutions to
meet their liabilities in case of default within the framework of the Basel accords on
issues such as capital adequacy ratios. For such institutions, it is important that liabil-
ities are met to avoid any negative implications for depositors.

Otbher factors Lessors conduct ordinary entrepreneurial activity and are not deposit-
taking institutions. Their default is harmful only to their stakeholders. In this respect,
lessors are in the same position as any other company, with banks financing lessors
the same as any other borrower regardless of MCR.

The establishment of MCR, depending on the amount of MCR, could affect the devel-
opment of the leasing services, as many companies might be excluded from the mar-
ket. For instance, problems may arise when a lessor is interested in financing micro-
leases, but does not have the necessary amount of capital required by legislation.

In practice, it may be difficult to determine the “right” threshold for the MCR.There are
companies that specialize in micro-leasing as well as those that finance mainly “big tick-
et” transactions. In most jurisdictions, sub-lease provisions within the legislation envis-
aged for a lessor apply equally to the sub-lessor. This creates potential difficulties for a
lessee/sub-lessor to transfer an asset subject to a sub-lease, as the MCR would also apply
to sub-lessors, which in most cases are SMEs without sufficient capital.

Licensing of Leasing Activity. Leasing has not typically required licensing in many
countries for the following reasons:

m Usually, licensing is necessary only for those activities that can cause consider-
able public loss, are detrimental to public safety, or cannot be regulated by any
other method. Leasing companies are not deposit-taking institutions, and their
bankruptcy would not influence the economy in the same way bankruptcy of
a bank would.

m In case of the lessor’s default, there is no risk for the lessees.The lessees can
continue the existing lease agreement with the new owner of an asset, and leg-
islation can provide for the protection of their rights in these cases. Only the
lessor’s shareholders suffer the loss, but their loss is no different from any other
company. This is an entrepreneurial risk that is mitigated through the mecha-
nisms of corporate and shareholder control (that is, the problem is one of cor-
porate governance and applies to any other company). As for the lessor’s credi-
tors, employees and other stakeholders, their position is also no different from
that of any other enterprise.
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m Experience has shown that licensing of leasing as an administrative barrier
could be an impediment for the development of this market, as it could limit
not only the possibilities for local enterprises but also investments by non-resi-
dent lessors who find it easier to lease in those countries that do not license
leasing.

m If there is pressure to introduce licensing of leasing because of potential abuse
of the possible tax privileges (the stated reason for licensing), it should be suffi-
cient to set clear parameters and classifications on a lease transaction for the tax
authority and other regulating bodies to have sufficient definition to classify and
reject non-conforming leases that exist only to capture tax advantages. Licensing
of leasing typically does not create a shield against potential tax abuses.

m Issuance of a leasing license for a specific period can potentially create prob-
lems for lessors. If the law provides that the license is issued for five years, then
what would the framework of operations be for a lessor whose license is due
to expire prior to the expiration of the lease agreement? The legality of these
agreements can thus be put in question.

m It is not clear whether a sub-lessor is entitled to transfer the leased asset in a sub-
lease without a license.Taking into account that in most jurisdictions the legal sta-
tus of the sub-lessor equates with that of the lessor (all provisions of the law
envisaged for the lessor also extend to the sub-lessor), the former may be obliged
to obtain a license prior to the transfer of a leased asset to a sub-lease.

m In those jurisdictions that impose the restriction that a lessor operate exclusive-
ly in the leasing business (or set exact proportions on the income from leasing
activities that a leasing company may earn), leasing companies face the chal-
lenge of flexibly adapting to the changing market situation or otherwise fall
into a non-competitive position.

m A leasing license usually does not contain many requirements that a license for
securities or banking operations contains and therefore, in most cases, it is
nothing but some type of “registration procedure.

® Many developed countries only require non-deposit-taking lending institutions
to file annual audited statements as good disclosure/transparency requirements.

m It should be noted that the argument is often made that “bad” leasing compa-
nies may harm the entire industry. While this may be true, it is no different for
example from “bad” (incompetent) shoemakers producing bad shoes and harm-
ing the reputation of the industry. Good (effective) companies will survive and
prosper, while ineffective companies that don’t adapt will inevitably be put out
of business by market forces.
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Subsidization of Leasing Companies/Government Funding

Experience has shown that direct subsidization of leasing companies has been harm-
ful to the development of the leasing industry. In many countries, it is perceived that
providing lease finance to certain sectors (for example, agriculture, aircraft) will pro-
vide a means to overcome the difficulties these sectors face.This is rarely effective,
and may actually even negatively affect both the (market-based) leasing sector and
the subsidized sector—bad money chases away good and distorts the market.

Fundamentally, this analysis is the same as for subsidized financing provided directly
to any industry. Disguising the approach as “by means of leasing” does not reduce or
change the inherent costs, risks, or problems. Instead, it often distorts and hides the
problem. As with any subsidy, if these are determined to be needed, the negative
impact should be minimized as much as possible.
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Chapter 3
Accounting and Taxation of Leases

This section concerns itself purely with the treatment of finance leases, and does not
cover the treatment of operating leases, which are accounted for differently. IAS-17
makes specific pronouncements about operating leases that are omitted here.

While this section essentially covers the financial treatment of leases and leasing, it
has been split into two distinct parts: (1) accounting for lessors and lessees; and
(2) the tax treatment of leases for lessors and lessees, as well as the effects of any tax
benefits applied.

Accounting Frameworks

IFC encourages the adoption of International Accounting Standards (IAS) or
International Financial Reporting Standards (IFRS). Specifically with regard
to leasing development projects, experience has shown that lessors and
lessees adopt IAS-17 relating to the treatment of leases. IAS provides a frame-
work for the development of emerging markets accounting, and IAS -17 in
particular forms the backbone for many suggestions made in leasing devel-
opment projects.

Accounting for Leases as a Lessee

In accordance with IAS-17, the following principles should be applied in the finan-
cial statements of lessees:

m At the commencement of the lease term, finance leases should be recorded as
an asset and a liability at the lower of the fair value of the asset and the pres-
ent value of the minimum lease payments (discounted at the interest rate
implicit in the lease if practicable, or else at the enterprise’s incremental bor-
rowing rate).
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m Finance lease payments should be apportioned between the finance charge and
the reduction of the outstanding liability (the finance charge to be allocated so
as to produce a constant periodic rate of interest on the remaining balance of
the liability).

m The depreciation policy for assets held under finance leases should be consis-
tent with that for owned assets. If there is no reasonable certainty that the les-
see will obtain ownership at the end of the lease, the asset should be depreciat-
ed over the shorter of the lease term or the life of the asset.

Under IAS, accounting for the lease transaction is based on the economic substance
of the transaction rather than the legal form of it. Essentially in a lease the lessee is
buying the asset from the lessor, but rather than paying cash for the asset, the lessee
is financing the purchase with a loan from the lessor.

This means that lessees will:

Record a fixed asset on their books
Depreciate that asset
Record a payable representing their future lease payments

Recognize interest expense as part of the lease payment each period because
they have essentially received a loan to purchase this asset from the lessor

The interest that is expensed on the income statement will be calculated from the
amount of the loan that is still outstanding each period.This means that each period
when a payment is made, a part is a payment of interest and the rest is the reduction
of the lease payable itself.

With a finance lease, lessees must write the asset, if purchased, on their books. The
lessee will then recognize a lease liability for the sale price of the asset, as this repre-
sents the money borrowed from the lessor (seller). The sales price is calculated as
the present value of all of the payments to be made under the lease agreement using
the lowest rate of interest.

Although this treatment sounds complicated, and can often look different from regu-
lar loan financing, in mostly practical terms they are identical or extremely analogous.
Lease liability should, in most circumstances, be identical to loan principal outstand-
ing (for the lessor, the net investment in a finance lease is equivalent to the value of
the loan, that is, principal outstanding).

After the asset is written on the books, the company must depreciate this asset over
its “useful life,” which is equal to the amount of time that it will benefit from this asset
(either the useful life or lease term, depending on the terms of the lease). Also, the
lessee must make a lease payment and recognize the interest expense each period.
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The journal entry will consist of cash paid, interest expense, and a reduction of the

lease liability. The three numbers are calculated as follows:

Annual lease payment (the same each period)

- Interest expense (beginning value of lease liability x interest rate)

= Reduction of the lease liability for the period

As a result of this entry, the lease liability will be reduced and the amount of interest

expense in future periods will decline each year. While the accounting for the lessee

is fairly straightforward for finance leases, we need to initially determine whether the

lease is an operating or a finance lease (see figure 3-1).

Figure 3-1. Determining If the Lease Is Finance or Operating

Lease

y

Ownership transferred by the end
of the lease term

Nov

Leasing contains bargain
purchase option

No'

Leasing term for the major part of
the asset’s useful life

Nov

Present value of minimum
lease payments greater than or
substantially equal to asset’s
fair value

Y

Operating Lease

Yes S
Yes |
Yes o
Yes >

y

Financial Lease

Apart from the criteria described in chapter 1, additional indicators of situations

which individually or in combination also support classification as a finance lease are:

m If the lessee can cancel the lease, the lessor’s losses associated with the cancel-

lation are borne by the lessee.

m Gains or losses from the fluctuation in the fair value of the residual fall to the

lessee (for example in the form of a rent rebate equaling most of the sales pro-

ceeds at the end of the lease).
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m The lessee has the ability to continue the lease for a secondary period at a rent
which is substantially lower than market rent.

While we are not discussing operating leases, their treatment is often very simple,
with the rent (lease payment) either being fully expensed in the case of the lessee, or
recognized as income in the case of the lessor. In operating leases, the asset is almost
always recorded on the balance sheet of the lessor.

Finance Leases

If the lease is a finance lease, the lessee will account for this transaction in two parts:
the acquisition of a fixed asset and the obtaining and repayment of a loan.This means
that the asset itself is going to be transferred from the books of the lessor to the books
of the lessee.

The lessee also must account for the loan (or financing) part of this transaction. This
is done as if the lessor is financing the purchase for the lessee.As a result of this loan,
part of the amount paid by the lessee at the end of each period will be interest
expense on the amount loaned, while the remainder will be the reduction of the lease
payable principal.

Calculating the Value of the Leased Asset

When accounting for a lease, the lessee must initially determine the amount at which
the asset will be recorded in its books.This is in essence what the selling price of the
asset would have been if the lessee had paid cash for the item instead of financing
the purchase.

The amount that will be capitalized as a fixed asset on the balance sheet of the les-
see is the present value of the minimum lease payments (discussed below) using the
lower interest rate (by using the lower interest rate we get a higher Present Value
[PV]).Technically, we use the lower of two specific interest rates:

m Implicit rate in the lease (if known by the lessee)
m Market rate (or incremental borrowing rate if it is given)

Exception to the value of the leased asset. There is one exception to the rule of
the recorded amount of the leased asset. If the fair market value of the leased asset is
lower than the present value of the MLP, the asset will be recorded at its fair market
value in the lessee’s books.This approach is a reflection of the conservative nature of
IAS; any eventual “gain” over the book value would usually be recorded only upon dis-
posal of the leased asset.
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Minimum Lease Payments

The minimum lease payments include all amounts the lessee is obligated to pay to the
lessor over the life of the lease. The main items that are included in the MLP are:

® The annual (or monthly) lease payment

m Any required purchase price or bargain purchase option included in the lease

® Any amount of residual value that is guaranteed by the lessee (or by a party
that is related to the lessee)

Please note that transaction costs, maintenance costs and any taxes on the leased item
are not included in the calculation of the PV of the MLP. For the lessor, in addition to
the above, the MLP includes amounts guaranteed by third parties.

Recording the Lease-Lessee Journal Entries

Once the lessee has determined the capitalized (recorded) amount of the asset, the
following journal entry will be made:

Dr Fixed Asset amount calculated as selling price
Cr Lease Liability amount calculated as selling price

The selling price is recorded as the liability because this is the amount of money that
the lessee would have needed to pay immediately to purchase the asset for cash. The
difference between this amount and that which the lessee will pay in cash over the
life of the lease will be interest expense. As with bonds, the interest expense is not
recorded as a liability because at this point it is actually not owed to the lessor.

Once the lease is recorded on the books, the remaining journal entries will relate to
the annual lease payments (and recognition of interest expense) and the depreciation
of the asset.

Depreciation of the Leased Asset

Since there is now an asset recorded on the books of the lessee, it must be depreci-
ated just like any other owned asset.The main issues, as always, are the calculation of
the depreciable amount and the determination of the useful life. The depreciable
amount will be equal to the cost paid by the lessee (as calculated above) minus any
expected salvage or residual value.

A finance lease gives rise to a depreciation expense for depreciable assets as well as
a finance expense for each accounting period.The depreciation policy for deprecia-
ble leased assets should be consistent with that for depreciable assets that are owned,
and the depreciation recognized should be calculated on the basis set out in IAS-16
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(property, plant and equipment) and IAS-38 (intangible assets). If there is no reason-
able certainty that the lessee will obtain ownership by the end of the lease term, the
asset should be fully depreciated over the shorter of the lease term or its useful life.

The depreciable amount of a leased asset is allocated to each accounting period for
the duration of expected use on a systematic basis consistent with the depreciation
policy the lessee adopts for depreciable assets that are owned. If there is reasonable
certainty that the lessee will obtain ownership by the end of the lease term, the
period of expected use is the useful life of the asset. Otherwise, the asset is depreci-
ated over the shorter of the lease term or its useful life.

The sum of the depreciation expense for the asset and the finance expense for the
period is rarely the same as the lease payments payable for the period, and it is there-
fore inappropriate simply to recognize the lease payments payable as an expense in
the income statement.Accordingly, the asset and the related liability are unlikely to be
equal in amount after the inception of the lease.

Reducing the Lease Liability

In the entry that was made at the inception (start) of the lease, the lessee also record-
ed a lease liability on the books representing the present value of the amount that will
be paid in the future to the lessor.This liability will need to be reduced over the life of
the lease so that when the last payment is made, the lease liability is reduced to zero.

Note that if there is a bargain purchase option, the lease liability will be equal to the
amount of the bargain purchase option after the last lease payment is made.

The amount of the liability is less than the cash value of all of the lease payments to
be made over the life of the lease because we calculated it by using the present value
of the annual lease payments. As previously stated, the difference between these two
amounts is the total amount of interest that the lessee will pay over the life of the
lease. This interest expense will be recognized over the life of the lease because part
of each cash payment is going to be considered as interest.

The interest expense is calculated as the remaining balance in the lease liability
account (this is the amount of the loan that is still outstanding and is therefore the
amount on which the lessee needs to pay interest) multiplied by the interest rate that
was used to calculate the net present value (NPV) of the MLP:

Beginning balance of the lease liability at the start of the period

x Interest rate used to calculate the NPV of MLP

= Interest expense
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The difference between the interest expense and the amount of the annual cash pay-
ment (the amount of the cash payment is going to be constant over the life of the
lease) is the reduction of the lease liability:

Annual lease payment

- Interest rate as calculated above

= Reduction of the lease liability for the period

The journal entry to record this is as follows:

Dr Interest Expense amount calculated above
Dr Lease Liability balance
Cr Cash amount paid

Note that if the first lease payment is made on the date when the lease is entered into,
the entire amount of that first payment is a reduction of lease liability. This is true
because no time has passed since the lease was entered into and therefore no inter-
est has accrued. It is important to look at the date the lease is entered into and the
date of the first payment—if these are the same, the first payment should be treated
as a reduction of the lease liability. In the example below, all of these calculations are
made and the journal entries are given. Let us assume the following facts:

m $20,000 for 5 years (payments on January 1, starting on the first day of the lease)
® 10% incremental borrowing rate

m Asset life 10 years

m Ownership transfers at the end of the lease

The present value of the lease payments is $83,398.This is calculated by taking the
present value of the $20,000 annual lease payments at a 10% borrowing rate (see
table 3-1 for the calculations).

Table 3-1. Calculation of Annual Interest Expense and
Reduction of Liability

Cash Paid Interest Exp.

(interest (liability Reduction of
December 31 payable) x 10%) Principal

Purchase 83,398
2001 20,000 0 (20,000) 63,398
2002 20,000 6,340 (13,660) 49,738
2003 20,000 4,974 (15,026) 34,712
2004 20,000 3,471 (16,529) 18,183

2005 20,000 1,818 (18,182) =

TOTAL 100,000 16,602 83,398 =
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Table 3-1 gives us all of the information required to record the journal entries over
the life of the lease (see figure 3-2). Note that as the lease progresses, the amount of
interest expense decreases. This is because the lessee is paying down the amount of
the principal on the lease, and the amount due for interest is therefore also lower
because the interest is calculated using the decreasing lease liability.

Figure 3-2. Recording the Lease: Lessee Journal Entries for Year One

Dr Asset 83,398

Cr Lease Liability 83,398

To record the acquisition of the asset through a lease at the present value of
the minimum lease payments.

Dr Lease Liability 20,000

Cr Cash 20,000

To record the initial payment due at the signing of the lease.

December 31, 2001

Dr Depreciation Expense 8,340

Cr Accumulated Depreciation-Leased Asset |8,340

To record depreciation over the 10 year life of the asset.

Dr Interest Expense 6,340

Cr Interest Expense 6,340
To record the interest that bas accrued during the year on the
outstanding principal.
Dr Lease Liability 20,000
Dr Interest Payable 6,340

Cr Cash 20,000

To record the second lease payment, recognizing the payment of the accrued
interest at 12/31/01.
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The Current Liability on the Balance Sheet

In the presentation on the balance sheet, the amount that should be recorded as a
current liability is only the amount by which the lease liability will be reduced in the
upcoming year. This is because the amount that will be paid as interest in the upcom-
ing year does not meet the definition of a liability on December 31.This interest will
become a liability only with the passage of time and is not recorded as a current lia-
bility at the end of the year. It is still recorded as a long-term liability, and not a short-
term one. In the example above, this means that the current lease liability that should
be reported at the end of 2002 is $15,026.

Front-End Fees and Other Miscellaneous Income/Expenses

The treatment of front-end fees and miscellaneous expenses is often different
between jurisdictions, and sometimes between companies and auditors (front-
end fees are often a percentage of the lease finance amount, and usually
charged at disbursal or contract inception; a “typical” amount might be 1%).

Front-end fees are sometimes expensed at lease inception by lessees, and some-
times amortized over the life of the lease. While either treatment is acceptable,
the latter bas the effect of delaying recognition of unrecoverable expenses. On
the other band, it may better reflect the cost of financing (over the term of the
lease). For lessees, this difference is likely immaterial.

For lessors, the income is sometimes recognized at inception, and sometimes
over the life of the lease. The former treatment probably better reflects the cost
of arranging the finance, since for the lessor, the costs associated with the
income (e.g., legal fees, sales staff time, eic.) typically occur at lease inception
(and few costs aside from finance occur over the life of the lease). Also, since
front-end fees are rarely refundable, it is true income. Some auditors and
accountants take the view that the income should be recognized over the life of
the lease, on the basis that this approach is more conservative. While neither
approach is perfect, the issue is of considerably more importance to leasing
companies, for whom front-end fees might be an important component of
income and provide far better maiching of income and expenses.

Lease Disclosures of the Lessee

In accordance with IAS-17, lessees must make the following disclosures within the
notes to the financial statements:

m The carrying amount of the asset
m A reconciliation between the total minimum lease payments and their present
value
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m The amount of minimum lease payments at balance sheet date and the present
value thereof, for (1) the next year; (2) years 2 through 5;and (3) beyond five years

m Contingent rent, recognized as an expense

m Total future minimum sublease income under non-cancelable subleases

m General description of significant leasing arrangements, including contingent
rent provisions, renewal or purchase options, and restrictions imposed on divi-
dends, borrowings, or further leasing

Accounting for Leases as a Lessor

As with the lessee, the lessor also must make a determination of whether the lease is
a finance lease or an operating lease. The accounting by the lessor for an operating
lease is the same as the accounting for the lessee, except that it is rent revenue rather
than rent expense. Please note that to calculate the cash amount of the annual pay-
ment, the lessor simply takes the fair value of the leased item divided by present value
factor. The latter is the table factor for an annuity for the number of periods at the
desired rate of return.

IAS-17 suggests that finance leases transfer substantially the risks and rewards of own-
ership of the asset to the lessee. The lease is seen as a financing arrangement with the
lease rental effectively repayment of principal and the lessor receiving finance
income from the lease.The leased asset is therefore recorded in the books of the les-
sor as a receivable, and not a fixed asset.

The IAS-17 income recognition requirement states that subject to prudent consider-
ation, the recognition of finance income should be based on a pattern reflecting a
constant periodic rate of return on the lessor’s net investment with respect to the
finance lease. The method used should be applied consistently to leases of a similar
financial character.

At the inception of the lease (that is, when the agreement or commitment is made),
a finance lease is recorded as a receivable at an amount equal to the net investment
in the lease. The net investment in the lease is the PV of:

m MLP
B Any unguaranteed residual value accruing to the lessor

Although this calculation may look complicated, net investment in lease is analogous,
if not identical, to principal outstanding, particularly for amortizing loans (leases
where periodic payments are constant). The assumption is that the periodic rate of
return (that is, the interest rate if the lessor is applying the concept of interest rate)
embodies the risk and financing costs for each lease. This is entirely analogous to a

bank loan and the method that a bank uses for accounting for its loans. The more
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complicated approach—calculating the implied constant periodic rate of return—is
necessary only where the interest rate is not specified or is not used internally.
Usually, this occurs only when lease repayments are irregular or fluctuating.

Any initial direct costs incurred by lessors, other than manufacturer or dealer lessors,
are included in the finance lease receivable. Finance income is recognized so as to
produce a constant periodic rate of return on the lessor’s net investment in the lease.
Manufacturer or dealer lessors recognize selling profit or loss in accordance with
their policy for outright sales. The lessor will need to do the following:

Remove the fixed asset from his or her books.
Recognize revenue from the sale of the asset.
Recognize a gain or a loss on the sale.

Record a receivable.

Record interest revenue each time a payment is received from the lessee.

For the lessor the accounting is similar to the lessee’s treatment. However, the com-
pany will recognize a lease receivable for the cash value of the lease and revenue for
the present value of the lease. The difference between these two numbers is the
amount of deferred interest income that the company will recognize over the term
of the lease.The lessor also recognizes the cost of goods sold for the book value of
the leased (sold) asset.

If the book value of the asset is equal to the PV of the lease payments, it is a direct
financing lease and there is no gain or loss on sale. However, if these numbers are dif-
ferent, it is called a sales-type lease and the lessor will recognize a gain or loss equal
to the difference.The remainder of the lease accounting is principally the same as the
lessee. For the lessor to account for the lease as a finance lease, there are three crite-
ria that must be met:

m The lease must be accounted for as a finance lease by the lessee.

m There is a reasonable assurance that minimum lease payments are collectible.

m There are no uncertainties regarding the costs to the lessor associated with the
lease.

If all the criteria are met, the lessor will account for the lease as a finance lease. If any are
not met it will be an operating lease, accounted for in the same manner as for the lessee.

In addition to operating leases, this manual will not cover sales-type leases (leases
where the lessor makes profits on the sale of the asset and on the financing to the les-
see). This is because the majority of emerging market leases will be of the direct
financing variety, where the lessor just profits on the financing of the asset; that is, PV
of the MLP is equal to the carrying value of the leased asset (where the PV of MLP >
CV of the leased asset, it is a sales-type lease). Consequently, in a direct financing lease
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there is no profit recognized on sale. This is because the PV of the asset on the lessor’s
books is the same as the fair value (FV) of the MLP. The lessor has only one profit from
this transaction: the interest income received over the life of the lease (see figure 3-3).

Figure 3-3. Recording the Lease: Lessor Journal Entries for Year One

January 1, 2001

Dr Lease Receivable 100,000
Cr Sales Revenue 83,398
Unearned Interest Income 16,602

To record the sale (lease) of the asset.

Dr Cost of Goods Sold 83,398

Cr Fixed Assets 83,398

To remove the asset from our books and to recognize the cost of goods sold.
The combination of this journal entry with the previous one will give us no
profit on the sale of the asset, as the revenue and COGS amounts are the same.

Dr Cash 20,000

Cr Lease Receivable 20,000

To record the initial collection due at the signing of the lease.

December 31, 2001

Dr Unearned Interest Income 6,340

Cr Interest Income - Lease 6,340

To record the interest that bas accrued during the year on the
outstanding principal.

January 1, 2002

Dr Cash 20,000

Cr Lease Receivable 20,000

To record the second lease payment, recognizing the payment of the accrued
interest at 12/31/01.
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Accounting for the Costs of the Lease

There are two types of costs associated with the creation and execution of leases—
direct costs and indirect costs. The source of direct costs is negotiating and closing
the lease, inspection and valuation of collateral and security deposits, the preparation
of documents, and finders’ fees; these costs are capitalized and recognized as a reduc-
tion of interest rate implicit in the lease. The source of indirect costs is advertising,
servicing an existing lease, establishing and monitoring credit policies, and adminis-
trative expenses; these costs are expensed.

Lease Disclosures of the Lessor

IAS-17 specifies disclosures about leases, in addition to disclosures required by other
standards.The lessor will need to disclose any contingent rentals that are included in
any income statements that are presented. These contingent rentals are those that
have been recognized as revenue in the current period on the expectation that some
event will occur in the future. Specifically,

m Reconciliation between gross investment in the lease and the PV of MLP

m Gross investment and PV of MLP receivable for the next year, years 2 through 5
combined, and beyond 5 years

Unearned finance income

Unguaranteed residual values

Accumulated allowance for uncollectable lease payments receivable

Contingent rent recognized in income

General description of significant leasing arrangements

Tax Treatment of Leases

It is tempting to avoid the subject of taxation and leasing, as well as other “indirect”
issues affecting leasing, such as regulation and accounting.As previously noted, many
countries have followed the approach of avoiding selection of one form of finance
over another, solely for tax purposes, to avoid regulation, or to show different
accounting results. However, that is not always possible. While leasing is essentially
not complex, it can have profoundly different effects depending on the local context.
This has been true from the inception of leasing and is demonstrated by the different
levels of leasing in different markets. In some, the desire is to increase leverage with-
out showing the “true” or comparable balance sheet, thereby boosting apparent
returns (known as off-balance-sheet financing). In other markets, leasing is subject to
less regulation than other forms of lending, thus reducing costs for leasing compa-
nies. Finally, tax treatment greatly affects the cost of financing.
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The box below on leasing taxation aims to highlight the impact of some of the tax
benefits that may be attached to leasing. Tax benefits are provided by governments
for policy reasons, whether to increase investment in the SME sector or to increase
the amount of value-added within a country by boosting the domestic processing and
service sectors.Tax benefits may arise in various forms and affect the treatment of key
financial elements to produce what is hoped to be a positive beneficial effect for the
companies involved and hence the economy.

Leasing Taxation

There should be a level playing field in terms of the tax effects of domestic cred-
it offerings, and leasing should be competitive with other forms of credit; that
is, the decision to lease an asset should be tax neutral when compared against
the decision to take on other forms of bank credit.

However, governments retain the right to attach preferential tax treatments to
leasing in the interests of domestic development. Thus, any tax benefits should
be moderate, as the overendowment of preferential tax treatments on leasing
may cause distortions in domestic markets and ultimately a negative effect on
the general financial sector.

A government may introduce certain measured preferential tax treatments,
should its policy be to encourage investment by stimulating the leasing sector
domestically. However, the main reason to provide preferential treatment
should be to increase domestic investment, not to stimulate the leasing sector.

Furthermore, experience bas shown that the introduction of any preferential
tax treatment should be for a limited time period, and that period should be
published at the time of introduction to enable the sector to plan accordingly.

Ultimately, the whole tax system must be considered. In many cases, some tax
benefits are given to offset other disadvantages, and this approach may be
pragmatic and effective. Judgments will therefore bave to be made in situ as to
what is appropriate.

Key elements include:

m VAT

VAT on import

VAT on delivery

VAT on lease payments

m Customs duties on the importation of equipment

m Income tax
* Deductibility of lease payments/accelerated depreciation
e Lessor profits
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This manual examines the impact of some of the benefits that can be introduced, how

these work, and what can be recommended.

m Value-added tax: VAT is levied at a set percentage for each country (for exam-
ple, 14% in South Africa, 15% in Kazakhstan and 17.5% in the United Kingdom)
on applicable items. Leasing is affected by VAT in several respects. VAT can be

levied at the applicable rate for:

e Importation of equipment: VAT can be levied on the customs value of

equipment brought into a country (see table 3.2 and figure 3.4).

* Delivery: VAT is levied on the turnover of products or services (see table
3.2 and figure 3.4).
m Lease payments: Where leasing is deemed to be as service (not a financial serv-

ice), it may be levied on the interest portion of the lease payment under exist-

ing leasing legislation.

Table 3-2. Effect of Removal of VAT on Importation
of Leasing Equipment

Remove VAT on
importation of
equipment.

Significant

Issue: In many cases, VAT charged on foreign equipment purchas-
es cannot be offset against domestic output VAT.The equipment is
therefore automatically more expensive when domestic lessors or
dealers import foreign equipment.

Solution: Governments may choose to make the importation of
certain classes of foreign equipment VAT exempt, thus stimulating
capital investments in some priority sectors of the economy. This
would have a significant effect on the importation of foreign-made
equipment, along with reducing customs duties.

Pros: Good for improving the quality of domestic processing
equipment and increasing a country’s processing capacity and
productivity.

Cons: May benefit only those companies/groups with assets suffi-
cient to buy foreign goods in the first place. Potentially open to
abuse, depending on assets allowed to be imported without VAT.

Conclusion: Depending on local government policy and the
application of certain controls, experience has shown that this
can be a useful tool. Leasing companies should receive similar
treatment as other companies, subject to the discussion below.
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Figure 3-4. Process of VAT Levy and Removal on Importation
of Equipment

(a) Levy of VAT

Domestic supplier

(b) Removal of VAT

Domestic supplier

Foreign supplier

Foreign supplier o
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Table 3-3. Effect of Removal of VAT on Delivery of
Leased Equipment

_

Removal of VAT on | Significant

delivery.
Issue: Governments may decide to introduce a policy making

equipment sales involving leasing exempt from VAT, with no VAT
being charged on the final sale of the equipment.This differs from
the usual practice of allowing companies to offset input and out-
put VAT.

Where the policy of VAT exemption is passed, this effectively
breaks the chain of VAT reclamation and means the last link in the
chain (normally the dealer) is unable to offset the input VAT (paid
on the purchase of the equipment) successfully.

Many countries have followed the approach of allowing corpora-
tions to reclaim the VAT payable on assets (as well as VAT rated
products and services) used in their businesses.

Pros: Making VAT reclaimable aids businesses by allowing them to
offset this with output (sales) VAT payable. Non-paying VAT busi-
nesses (micro businesses) are able to lease without incurring VAT
that they might not already have.

Cons: By removing VAT on delivery the VAT reclaim/offset chain
is broken, which severely and adversely affects local equipment
suppliers.

Conclusion: VAT should be reclaimable by businesses rather than
removing VAT on delivery.
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Figure 3-5. Four Approaches for Applying VAT to Leasing Equipment
(A) Both equipment sale-purchase (import) and lease are VAT levied.

Equipment cost $100 Equipment cost $100
VAT $15 VAT $15
Total $115 Total $115

Lessee
Supplier Lessor entitled to offset
VAT

(B) Equipment sale-purchase (import) is VAT levied but leasing is VAT exempt.

Equipment cost $100 Equipment cost $115
VAT $15 VAT $nil
Total $115 Total $115

Lessee
Supplier Lessor NOT entitled to
offset VAT

(C) Equipment sale-purchase (import) is VAT exempt but leasing is VAT levied.

Equipment cost $100 Equipment cost $100
VAT $nil VAT $15
Total $100 Total $115

Lessee
Supplier Lessor entitled to offset
VAT

(D) Both equipment sale-purchase (import) and lease are VAT exempt.

Equipment cost $100 Equipment cost $100
VAT $nil VAT $nil
Total $100 Total $100

Lessee has no

VAT offset
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Figure 3-5 shows options that many countries have followed in levying VAT on equip-
ment. The logic is that if VAT is levied at the sale of the equipment, it should be levied
within the whole chain and the offset is available. Where the policy of VAT exemp-
tion is passed, this effectively “breaks the chain” of VAT reclamation and means that
the next link in the chain is unable to offset the input VAT (paid on the purchase of
the equipment).

Some countries exempt leasing from VAT as a financial service (option B).This means
that the whole lease payment is exempted and a problem exists for the lessee, who
is unable to offset.The equipment effectively costs the same for the lessee, but this is
even worse for the lessee than when leasing is VAT levied because there is no offset
for the lessee.

In option C, there is an exemption of VAT similar to the “Remove VAT on importation
of equipment” section. However, this recommendation will not have an impact if
there is no exemption of leasing itself (see table 3-4). Therefore, this option must be
coupled with another exemption of the transfer of the asset from the lessor to the
lessee—otherwise it will not change anything.

Therefore, options A and D are recommended for the following reasons:

m If there is a VAT on sales (import) charged, the transfer of equipment must also
be VAT levied.

m If there is no VAT on sales (import) charged, the transfer of equipment must not
be VAT levied as well.

Customs Duties

Leased equipment may be eligible for either a partial or a full customs duty allowance.
These expenses and the apparatus surrounding customs control may form a signifi-
cant barrier to access to imported equipment and curtail the opportunity to acquire
potentially higher tech goods/attain greater productivity (see table 3-5).

Depreciation

As discussed, all business assets need to be depreciated over their useful economic
life with the annual depreciation expense allowable against gross income, reducing
corporate income tax.The parameters of the rate at which assets may be depreciated
are often laid down within corporate or national policies.

A key benefit that is attached (by some countries) to leased assets is the opportunity
to speed up the rate of depreciation. Hence the term accelerated depreciation, that
is, to allow an increased portion to be written off against corporate income and thus
further reduce the amount of tax payable (see table 3-6).
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Table 3-4. Effect of Charging VAT Only on Equipment Cost

_

VAT to be charged | Significant

only on equipment
cost. Issue: The monthly leasing repayment includes a portion of the cap-

ital (equipment) cost, the VAT on the capital cost and interest on the
capital cost.

Some countries where leasing is not classed as a financial service
charge VAT not only on the equipment cost but also on the interest
portion of the monthly lease repayment (figure 3-6a).

This makes leases uncompetitive against other forms of finance

where no VAT is payable on the repayment, for example, loans.

Where a country classifies leasing as a financial service, VAT will not

be levied on the interest portion of the lease payment (figure 3-6b).

This effectively makes leasing equal to the tax treatment of loans
where no VAT is payable on repayments.

Pros: Provides a level playing field for leasing vis-a-vis loans and the
tax treatment.

Cons: None, except as with all VAT/tax offset capabilities this

reduces the government’s ability to raise tax revenue.

Recommendation: This is an important aspect of tax legislation to
ensure that leasing has a level playing field with other credit
providers.

Table 3-5. Effect of Waiving Import Duties for Certain Leased Assets

_

Allow certain Significant

leased assets to be

excused import Though it would have a significant effect on the importation of for-
duties. eign-made equipment, duty exemption is probably not an essential

introduction for stimulating leasing. The treatment of leasing should

not be different from that applied to other importers.
Pros: Good for improving the quality of domestic processing.

Cons: May benefit only those companies/groups with assets suffi-
cient for buying foreign goods at all. Potentially open to abuse,
depending on assets allowed to be imported without duty.

Conclusion: Depending on local government policy, and the appli-

cation of certain controls, this can be a useful tool.
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Figure 3-6. Effect of Charging VAT Only on Equipment Cost

(a) Non-optimal Situation

Equipment
cost

Monthly
payments

total monthly
payment

equipment
cost

ELIMINATE
(b) Optimal Situation

Equipment
cost

I No additional VAT
Monthl payable J
paymen}(/s | Only VAT that is |

I due on the I

equipment cost

equipment
cost

This “accelerated depreciation” allowance for leased assets thereby encourages invest-
ment in fixed assets (albeit through leasing) in order to receive any tax benefits asso-
ciated. In principle, accelerated depreciation should be the same for all forms of “cap-
ital investment.” In practice, factors like balance sheet choice and depreciation poli-
cies in general need to be considered. Finally, financial leasing is a form of capital
investment that is somewhat more difficult to manipulate for tax purposes, since by
definition it involves longer-term finance.
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Table 3-6. Effect of Allowing Leased Assets to Be Eligible for
Accelerated Depreciation

Policy

Allow leased Significant

assets to be eligi-
ble for accelerated| BY allowing companies to accelerate the rate at which they depreci-

depreciation. ate their assets, policy makers are providing a valuable and targeted
benefit to the industry.

It is important that policy makers control which assets this benefit is
attached to, and it may be prudent to announce at the outset the
length of time for the benefit.

Pros: Targeted asset-based incentive that encourages increased
investment.

Cons: Policymakers must clarify which asset classes receive the ben-
efit because if attached only to leased assets, this discriminates
against non-leased asset purchases.

Conclusion: Experience has shown that while accelerated depreci-
ation is an effective incentive to increased investment, the terms of
the benefit should be limited and clearly stated at their introduction,
with any benefit having a definite lifespan and subject to review after
a set period of time.

Balance Sheet Treatment for Leases

With leasing, there is a potential for either the lessor or lessee to claim “possession”
of the asset. Lessors can claim legal ownership, whereas lessees have all the risks and
rewards of ownership and can also justifiably claim possession. Policies vary between
countries as to whether lessors or lessees can claim possession and include assets
under lease in their balance sheet for tax purposes. Note that this policy applies only
to tax accounting and not to financial accounting.

IAS-17 has made this issue clear for accounting purposes. IAS-17 states that the bal-
ance holder of the leased asset should be the lessee in a financial lease, and this is
best practice for accounting purposes.

Experience has shown that under any lease agreement, lessors and lessees should
have the right to agree as to which party will be able to include the leased asset on
the balance sheet for tax purposes, and thus claim the capital allowances.
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Furthermore, many countries have found that making one or the other the prescribed
owner is not as progressive, and that flexibility of treatment is best recommended.
The local context is important, however, and must be carefully considered.

Table 3-7. Effect of Deducting a Portion of Repayment from
Gross Income

Lessees are able Mild to significant, depending on “portion”

to deduct a por-

tion of their This allows lessees to deduct a portion, either at a minimum the
repayments from interest element or more generously the entire repayment, from
gross income, gross income.

reducing corpo-

rate profits tax Pros: At least provides a level playing field for leasing vs. other forms
payable. of credit, and encourages borrowers to choose the lease option.

Cons: There are no negatives in allowing interest to be deducted
from gross income. However, allowing more than the interest, and
especially the whole repayment, blurs the definition of finance leas-
ing by removing some of the risks of ownership and aligning it more
with operating leasing or rental.

Conclusion: Experience has shown that only the deduction of
interest from gross income should be permissible in those cases
in which the balance holder for tax purposes is the lessee. Any
greater benefit has shown to be unnecessary. In those cases where
the balance holder for tax purposes is the lessor, a full deduction
is permissible.

Income Tax for Lessees

In addition to (accelerated) depreciation being deducted from gross income, reduc-
ing income tax, there have been varying levels of assistance applied to the lessee’s
ability to deduct lease payments from gross income (see table 3-7).

At a minimum, lessees should be able to deduct the interest portion of their repay-
ment from gross income (see previous accounting section). However, in certain juris-
dictions policymakers have taken additional steps to allow lessees to claim the whole
amount of the repayment against income (corporate profits) tax. Typically, a lessee
can deduct the whole payment in cases where the lessor remains the balance holder
for tax purposes of the leased asset.
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Income Tax for Lessors

Regarding income tax, some policymakers have allowed lessors a very direct and ben-
eficial allowance of not being subject to income tax (see table 3-8). While this obvi-
ously acts as an incentive for leasing, it is typically not recommended as either a pru-
dent or sustainable benefit to be attached to leasing. In fact, the effects are likely to
be highly distortionary and negative over the long term.

This policy seems prudent, as it gives lessors a significant advantage against other
credit providers and does nothing to encourage them to develop or improve their
business practices, while encouraging non-market-oriented development of compa-
nies. Having a section of the economy that is not subject to income tax while every
other sector is does not build sustainability. If firms come to rely on this benefit or
even set up and structure themselves just to benefit from this perk, the leasing sector
could suffer as a result.

Table 3-8. Effect of Excusing Lessors from Income Tax

Lessors are not Significant

subject to income

(corporate prof- This excuses lessors from paying the income tax that would normal-
its) tax. ly be levied on business profits.

Pros: Encourages use of leasing.

Cons: Development of leasing may not reflect the real domestic
demand, but rather aim to avoid payment of corporate income tax.

Conclusion: For most countries, this benefit at best is unnecessary
for encouraging the development of lessors, and at worst is damag-
ing to the long-term sustainability and development of the sector.

Cross-Border Leasing

Cross-border leasing often attracts considerable attention for several reasons. First, it
often involves particularly expensive capital assets, such as aircraft. Second, the tax
implications can be highly complicated. Finally, it is often (incorrectly) associated
with foreign investment. In principle, no special incentives should be required,and in
practice they rarely are. If the import or leasing of certain assets is desirable, it should
be encouraged directly and not through cross-border leasing.
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It is important to remember that internationally, assets that are leased on a cross-
border basis are typically limited to assets that are actually used across borders, such
as airplanes, certain rail equipment, ships, and transport vessels. Most other types of
assets are simply leased domestically.

Finally, cross-border leasing should ideally have no particular advantages or disadvan-
tages over domestic leasing. In practice, relatively small amounts of equipment are
financed on a cross-border basis worldwide, although the amounts are significant in
certain industries.
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Accelerated Depreciation. An accounting method that allows a company to write off
an asset’s cost at a faster rate than the traditional straight line method, that is, not spread-
ing the cost evenly over the life of the asset.This includes any depreciation method that
produces larger deductions for depreciation in the early years of a project’s life. It often
results in a larger tax deduction on a company’s income statement.

Accelerated cost recovery schemes, through accelerated depreciation, may be
allowed for policy and tax purposes. These schemes include double-declining-bal-
ance depreciation or sum-of-the-years’-digits depreciation.Accelerated depreciation is
a method of speeding up the write-off from income of qualifying investments at a
faster than normal rate. Annual tax deductions are higher in the first years and dimin-
ish in later years of the write-off.

Acceptance Letter. Generally a letter signed by the lessee signifying the equipment
has been delivered; however, this will depend on the terms and conditions of deliv-
ery. The letter allows the lessor to pay the vendor. Also called Delivery and
Acceptance (D&A).

Accounting Rate of Return. The interest rate earned by the lessor in a lease meas-
ured by the difference between gross rentals and the value of investment in the lease,
calculated on an annual basis.

Accumulated Depreciation. A financial reporting term for a contra-asset account
that shows the total depreciation charges for an asset since acquisition.

Advance Payments. One or more lease payments required to be paid to the lessor at
the beginning of the lease term as part of the execution of the lease. Lease structures
commonly require one payment to be made in advance.This term also refers to leas-
ing arrangements in which the lease payment is due at the beginning of each period.

Advance Rental. Any payment in the form of rent made before the start of the lease
term. The term also is used to describe a rental payment arrangement in which the
lessee pays each rental, on a per period basis, at the start of each rental payment peri-
od. For example, a quarterly, in advance, rental program requires the lessee to pay one-
fourth of the annual rental at the start of each consecutive three-month period dur-
ing the lease term.
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Amortization. The process of separating payments into their principal and interest
components. An amortized loan is one in which the principal amount of the loan is
repaid in installments over the life of the loan, with each payment comprised partially
of interest and partially of principal.

Assign. To transfer or exchange future rights. In leasing, the right to receive future
lease payments in a lease is often transferred to a funding source, in return for up-
front cash.The up-front cash represents the loan proceeds from the funding source,
and is equal to the present value of the future lease payments discounted at the leas-
ing company’s cost of borrowing. A lease assigned by the lessor to a funding source
is called an assigned lease.The assignment of leases is a very common funding tech-
nique used by leasing companies.

Assignment. The legal transfer of title to property. The right of the lessor and lessee
to transfer their rights and/or obligations under the lease agreement to third parties.

Balloon Payment. A large payment at the end of the loan allowing smaller payments
to be made during the term.

Bankruptcy. An action taken by a party to legally protect its remaining assets by declar-
ing that it cannot pay its bills. Typically, liabilities exceed assets. A common definition
in the United States for bankruptcy is interest coverage less than one. A firm is gener-
ally forced into bankruptcy not when liabilities are greater than assets, but when the
firm cannot make its interest payments with current earnings before interest and taxes.

Bargain Purchase Option. A lease provision allowing the lessee, at its option, to
purchase the leased property at the end of the lease term for a price sufficiently
lower than the expected fair market value of the property, such that exercise of the
option appears at the inception of the lease to be reasonably assured.

Broker. An entity which specializes in the arranging of lease transactions between a
lessor and a lessee for a fee.

Capital Allowances. Depreciation allowances on assets as allowed by income tax
provisions of a country.

Capital Lease. A lease in the United States is classified as a capital lease if it satisfies
any of the following: (a) The lease transfers ownership to the lessee at the end of the
lease term; (b) The lease contains an option to purchase the property at a bargain
price; (¢) The lease term is equal to 75% or more of the economic life of the property;
(d) The present value of minimum lease rental payments is equal to 90% or more of
the fair market value of the leased property less related investment tax credit retained
by the lessor. Such a lease is required to be shown as an asset and a related obligation
on the balance sheet of the lessee.
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Capitalize. To record an expenditure that may benefit future periods as an asset
rather than as an expense to be charged off in the period of its occurrence.

Captive Lessor. A leasing company that has been set up by a manufacturer or equip-
ment dealer to finance the sale or lease of its own products to end-users or lessees.

Certificate of Delivery and Acceptance (D&A). A document signed by the lessee
to acknowledge that the equipment to be leased has been delivered and is accept-
able. Many lease agreements state that the actual lease term commences once this
document has been signed.

Civil Law. The civil law system is the most common foundation of legal systems
around the world. It is an alternative to common law system and, like common law
has its roots in Roman law, though civil law resembles Roman law to a greater extent
than common law.

In most jurisdictions, civil law is codified in the form of civil codes, but in some it
remains uncodified. Most codes follow the tradition of the Code Napoléon in some
fashion, though each country may adapt its civil code to local legal tradition, as is
done in Germany.

Civil law is employed by almost every country that was not a colony of the British
Empire, including Continental Europe, Quebec, Louisiana, the former Soviet bloc, and
much of the rest of the world.

Collateral. This refers to the security that is made available to secure finance. In leas-
ing, collateral can be a pledge of property, bank guarantee etc., and usually refers to
the leased equipment.

Common Law. Originally based on Roman law, it developed into a tradition of its
own in England, from where it expanded to the United Kingdom (apart from
Scotland), to the United States (apart from Louisiana), and to most former British
colonies.

Common law is a system of jurisprudence based on judicial precedents rather than
statutory laws. The form of reasoning used in common law is known as case-based
reasoning. Common law may be unwritten or written in statutes or codes.

Common law, as applied in civil cases (as distinct from criminal cases), was devised
as a means of compensating someone for wrongful acts known as torts, including
both intentional torts and torts caused by negligence, and as developing the body of
law recognizing and regulating contracts. Today, common law is generally thought of
as applying only to civil disputes.

57
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Cost of Capital. The weighted-average cost of funds that a firm secures from both
debt and equity sources in order to fund its assets. The use of a firm’s cost of capital
is essential in making accurate capital budgeting and project investment decisions.

Credit References. Banks and suppliers used in the lessee’s business and listed on
the lease application. Lessor will contact them to check lessee payment habits.

Credit Scoring. An objective method of quantifying creditworthiness by assigning
numerical values based on meeting established credit criteria.

Cross-border Leases. A lease deal under which the lessor is located in one country
and the lessee is located in a different country.

Default. A condition whereby the lessee does not make the payments required by
the lease contract.

Depreciation. A means for a firm to recover the cost of a purchased asset, over time,
through periodic deductions or offsets to income. Depreciation is used in both a
financial reporting and tax context,and is considered a tax benefit because the depre-
ciation deductions cause a reduction in taxable income, thereby lowering a firm’s tax
liability.

Discount Rate. An interest rate used to bring a series of future cash flows to their
present value in order to state them in current, or today’s, currency. Use of a discount
rate removes the time value of money from future cash flows.

Early Termination. Premature termination of the contract occurring when a party
to a lease fails to meet its obligations under the lease contract, to the extent that enti-
tles the other party (under the law or the agreement) to demand such termination.

Economic Life of Leased Property. The estimated period during which the prop-
erty is expected to be economically usable by one or more users, with normal repairs
and maintenance, for the purpose for which it was intended at the inception of the
lease.

Effective Interest Rate. The interest rate on a lease stated on an annual basis. The
rate includes the compounding effect of interest during the year.

End-of-term Options. Stated in the lease agreement, options give the lessee flexibil-
ity in its treatment of the leased equipment at the end of the lease term. Common
end-of-term options include purchasing the equipment, renewing the lease or return-
ing the equipment to the lessor.

Equipment Schedule. A document incorporated by reference into the lease agree-
ment that describes in detail the equipment being leased.The schedule may state the
lease term, commencement date, repayment schedule, and location of the equipment.
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Equipment Specifications. A specific description of a piece of equipment that is to
be acquired, including, but not limited to, equipment make, model, configuration, and
capacity requirements.

Estimated Residual Value of Leased Property. The estimated fair value of the
property at the end of the lease term.

Fair Market Value (FMV). The value of a piece of equipment if it were to be sold
in a transaction determined at arm’s length, between a willing buyer and a willing
seller, for equivalent property and under similar terms and conditions.

Finance Lease. Finance leases transfer substantially all the risks and rewards inci-
dent to ownership to the lessee.

Full-payout Lease. A lease in which the lessor recovers, through the lease payments,
all costs incurred in the lease plus an acceptable rate of return, without any reliance
upon the leased equipment’s future residual value.

Funding. The process of paying the manufacturer of the equipment for the equip-
ment being placed on lease.

Funding Source. An entity that provides any part of the funds used to pay for the
cost of the leased equipment. Funds can come from either an equity funding source,
such as the ultimate lessor in a lease transaction, or a debt funding source, such as a
bank or other lending institution.

Guaranteed Residual Value. A situation in which the lessee or an unrelated third
party (for example, equipment manufacturer, insurance company) guarantees to the
lessor that the leased equipment will be worth a certain fixed amount at the end of
the lease term.The guarantor agrees to reimburse the lessor for any deficiency real-
ized if the leased equipment is salvaged subsequently at an amount below the guar-
anteed residual value.

IAS-17.The International Accounting Standard (JAS) 17 on lease accounting was pub-
lished by the IAS committee in London in September 1982 and has been updated reg-
ularly. IAS-17 prescribes, for lessees and lessors, the accounting policies and disclo-
sure to apply to leases.

Implicit Rate. The discount rate that, when applied to the minimum lease payments
(excluding executory costs) together with any unguaranteed residual, causes the
aggregate present value at the inception of the lease to be equal to the fair market
value (reduced by any lessor retained investment tax credits) of the leased property.
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Inception of a Lease. The date of signing of the lease commitment or agreement
where the property to be leased has been constructed or has been acquired by the
lessor; otherwise, the date construction is completed or the property is acquired by
the lessor.

Incremental Borrowing Rate of Interest. The interest rate the lessee would have
to pay on a similar lease. Or, if that is not determinable, the rate that, at the inception
of the lease, the lessee would incur to borrow over a similar term, and with similar
security, the funds necessary to purchase the asset.

Independent Lessor. A type of leasing company that is independent of any one
manufacturer, and as such purchases equipment from various unrelated manufactur-
ers.The equipment then is leased to the end-user or lessee.This type of lessor also is
referred to as a third-party lessor.

Initial Direct Costs. Costs incurred by the lessor that are directly associated with
negotiating and consummating a lease.These costs include but are not limited to com-
missions, legal fees, costs of credit investigations, and the cost of preparing and pro-
cessing documents for new leases acquired.

Insured Value. A schedule included in a lease which states the agreed value of
equipment at various times during the term of the lease, and establishes the liability
of the lessee to the lessor in the event the leased equipment is lost or rendered unus-
able during the lease term due to a casualty.

Interest. The difference between the total loan payments and original loan amount
(principal). Interest is to a loan as earned income is to a lease.

Interest Expense. An amount paid to a lender in return for a loan. Typically the
interest is paid out over time, accompanied by a reduction in loan principal.

Interest Rate Implicit in a Lease. The discount rate which, when applied to mini-
mum lease payments and unguaranteed residual value, causes the aggregate present
value at the beginning of the lease term to be equal to the fair value of the leased
property at the inception of the lease minus any investment tax credit retained by the
lessor.

Internal Rate of Return (IRR). Financial analysis technique used to assess the
profitability of an investment proposal. The internal rate of return is the rate at which
the cash flows associated with an investment sum to zero upon discounting.The rate
thus computed is compared with the cost of capital to arrive at a judgment on the
financial viability of an investment.
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Lease. A contract between the owner of an asset and its user for the hire of that asset.
The ownership rests with the lessor, while the right to use the asset is given to the
lessee for an agreed period of time in return for a series of rentals paid by the lessee
to the lessor.

Lease Agreement. The contractual agreement between the lessor and the lessee that
sets forth all the terms and conditions of the lease.

Lease Expiration. The time at which the original term of the lease contract has
ended.

Lease Origination. The process of uncovering (through a sales force), developing
and consummating lease transactions. Steps in the process include, but are not lim-
ited to, prospecting for new lease business, pricing potential transactions, performing
credit reviews, and completing the necessary documentation.

Lease Payments. Also called rentals. The amount the lessee pays the lessor in return
for using the leased equipment.

Lease Rate. The equivalent simple annual interest rate implicit in the minimum lease
rentals. This is not the same as the interest rate implicit in a lease, which reflects the
compounding effect.

Lease Term. The fixed, non-cancelable term of the lease. Includes, for accounting
purposes, all periods covered by fixed-rate renewal options which for economic rea-
sons appear likely to be exercised at the inception of the lease. Includes, for tax pur-
poses, all periods covered by fixed-rate renewal options.

Lessee. The user of the equipment being leased.
Lessor. The owner of the equipment which is being leased to the lessee.

Lien. A security interest on property to protect the lender in the event of lessee
default.

Minimum Lease Payments for the Lessee. All the payments the lessee is obligated
to make or can be required to make in connection with leased property, including
residual rents or purchase options, but excluding guarantees of lessor’s debt and exe-
cutionary costs such as insurance.

Minimum Lease Payments for the Lessor. The payments considered minimum
lease payments for the lessee, plus any guarantee by a third party of the residual value
or rental payments beyond the lease term.

Net Present Value. The total discounted value of all cash inflows and outflows from
a project or investment.
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Nominal Interest Rate. Interest rate stated as an annual percentage without includ-
ing the effect of interest during the year.

Off-Balance-Sheet Financing. Any form of financing such as an operating lease
that, for financial reporting purposes, is not required to be reported on a firm’s bal-
ance sheet.

Operating Lease. A lease arrangement wherein the lessor seeks to recover his
investment in a lease by leasing the equipment to more than one lessee. For financial
accounting purposes, an operating lease is a lease that does not meet the criteria for
a capital lease or direct financing lease. Also, used generally to describe a short-term
lease whereby a user can acquire use of an asset for a fraction of the useful life of the
asset. The lessor may provide services in connection with the lease such as mainte-
nance, insurance, and payment of personal property taxes.

Original Equipment Cost (OEC). The amount the lessor pays the vendor for the
equipment at the beginning of the lease. Usually includes up-front sales tax.

Payment Stream. The rentals due in a lease.

Payments in Advance. A payment stream in which each lease payment is due at the
beginning of each period during the lease.

Payments in Arrears. A payment stream in which each lease payment is due at the
end of each period during the lease.

Present Value. The discounted value of a payment or stream of payments to be
received in the future, taking into consideration a specific interest or discount rate.
Present value represents a series of future cash flows expressed in today’s money.

Pricing. Arriving at the periodic rental amount to charge a lessee. A lessor must fac-
tor many variables into its pricing, which may include lease term, lessor targeted
yield, security deposits, residual value and tax benefits.

Primary Period. The period, in a finance lease, during which the lessor expects to
recover the full capital cost of the asset, along with the calculated profit.

Purchase Option. An option in the lease agreement that allows the lessee to pur-
chase the leased equipment at the end of the lease term for either a fixed amount or
at the future fair market value of the leased equipment.

Related Parties. In leasing transactions, a parent and its subsidiaries, an investor and
its investees, provided the parent, owner, or investor has the ability to exercise signif-
icant influence over the financial and operating policies of the related party.
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Remarketing. The process of selling or leasing the leased equipment to another
party upon termination of the original lease term. The lessor can remarket the equip-
ment or contract with another party, such as the manufacturer, to remarket the equip-
ment in exchange for a remarketing fee.

Renewal Option. An option in the lease agreement that allows the lessee to extend
the lease term for an additional period beyond the expiration of the initial lease term,
in exchange for lease renewal payments.

Repossession. A situation in which a lessor reclaims and physically removes the
leased equipment from the control of the lessee, usually because of payment default.

Residual or Residual Value. The market value of equipment prevailing at the end
of the lease term.

Sale-Leaseback. A transaction that involves the sale of equipment to a leasing com-
pany and a subsequent lease of the same equipment back to the original owner, who
continues to use the equipment.

Salvage Value. The expected market value of an asset on the expiration of its useful
economic life.

Secondary Period. Frequently optional, the period in a finance lease which follows
the minimum lease period during which lease rentals are usually placed at a nominal
value, as the lessor would already have recovered his investment and profit during the
primary lease period.

Securitization. The process of selling lease receivables to a separate legal entity that
issues stocks and bonds to investors. The investors’ proceeds flow through to the
company that sold the receivables, and the investors receive their returns from col-
lecting lessee receivables.

Straight-line Depreciation. A method of depreciation (for financial reporting and
tax purposes) where a capital asset is depreciated by the same amount each year over
the asset’s useful life. The cost (or other valuation basis) minus salvage value is divided
by the number of years the asset is expected to remain useful and efficient.

Sub-lease. A transaction in which leased property is re-leased by the original lessee to a
third party, and the lease agreement between the original parties remains in effect.

Substance versus Form. A concept that implies that the form of a document is sub-
ordinate to the intent of the parties involved in the document.

Sum of the Digits Method. A depreciation method for assets providing for the
largest proportion of depreciation to be charged at the beginning of the asset’s life,
with smaller charges in later years.
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Tax Written Down Value. The value of an asset after deducting the total capital
allowances claimed from the cost of the asset.

Termination Value. The liability of the lessee in the event of termination is set forth
in a termination schedule that values the equipment at various times during the lease
term. This value is designed to protect the lessor from loss of investment. If the
equipment is sold at a price lower than the amount set forth in the schedule, the les-
see pays the difference. In the event the resale is at a price higher than in the termi-
nation schedule, such excess amounts belong to the lessor. The termination schedule
is not the same as the casualty value schedule, insured value schedule or stipulated
loss value schedule.

Third-Party Lessor. An independent leasing company, or lessor, that writes leases
involving three parties: 1) the unrelated manufacturer, 2) the independent lessor, and
3) the lessee.

Ticket Size. Refers to the cost of equipment being leased. The leasing marketplace
is roughly segmented into the small, middle and large ticket markets.

Two-party Lessor. A captive leasing company, or lessor, that writes leases involving
two parties: 1) the consolidated parent and/or captive leasing subsidiary and 2) the
lessee or end-user of the equipment.

Useful Life. The period of time during which an asset will have economic value and
be usable.The useful life of an asset is sometimes called its economic life.

Vendor Leasing. Lease financing offered to an equipment end-user in conjunction
with the sale of equipment.Vendor leases can be provided by the equipment vendor
(manufacturer or dealer) or a third-party leasing company with a close working rela-
tionship with the equipment vendor.

Withholding Tax. Payable on the rentals received from many cross-border leases,
depending on the double-taxation arrangements between the countries involved. May
be prohibitively high.
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AFRICA (Sub-Saharan)

Moses K. Kibirige

Senior Business Development Olfficer
International Finance Corporation
Private Enterprise Partnership for Africa
(PEP-Africa)

Hill Park Building

Upper Hill, Upper Hill Road

P.O.BOX 30577-00100

Nairobi, KENYA

Tel: +254-720-3226-300 Nairobi-Kenya
Fax : +254-20-3226-383
mkibirige@ifc.org

Rachel Freeman

Deputy General Manager

International Finance Corporation
Private Enterprise Partnership for Africa
(PEP-Africa)

14 Fricker Road

Illovo, 2196

Johannesburg, SOUTH AFRICA

Tel: +27 11 731 3073

rfreeman@ifc.org

CENTRAL AND EASTERN EUROPE

Frank Lever

Project Manager

International Finance Corporation
Georgian Business Development Project
5A, 1st Drive Chavahavadze Ave.

Thilisi, GEORGIA 0179

Tel: (995-32) 91-2689 / 91-2958

Fax: (995-32) 91-3480

Mob: (995-77) 43-4559

flever@ifc.org

Greg Alton

Investment Officer

International Finance Corporation
30, str., ul. Bolshaya Molchanovka,
Moscow, RUSSTAN FEDERATION
Tel: +7 095 411 7555

Fax: +7 095 411 7562
galton@ifc.org

Igor Gruzdev

Team Leader

International Finance Corporation
Private Enterprise Partnership (PEP)
IFC Northwest Russia Leasing
Development Project

304, bld. 18A

Petrogradsksya Naberezhaya

St. Petersburg 197046

RUSSIAN FEDERATION

Tel: +7 812 332-0162

Mob: +7 812 919-8494

Fax: +7 812 332-0163
igruzdev@ifc.org

Levan Jioshvili

Deputy Project Manager
Financial Analyst/Leasing
International Finance Corporation
Georgian Business Development Project
5A, 1st Drive Chavahavadze Ave.
Thilisi, GEORGIA 0179

Tel: (995-32) 91-2689 / 91-2958
Mob: (995 77) 788880

Fax: (995-32) 91-3480
ljioshvilil@ifc.org
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Natalya Kuznetsova

PR Coordinator and Project Assistant

International Finance Corporation
30, str., ul. Bolshaya Molchanovka,
Moscow, RUSSIAN FEDERATION
Tel: +7 095 411 7555

Fax: +7 095 411 7562
nkuznetsova@ifc.org

Randal Petersen

Senior Operations Manager
International Finance Corporation
Private Enterprise Partnership (PEP),
Leasing and Rural Finance

30, str., ul. Bolshaya Molchanovka,
Moscow, RUSSIAN FEDERATION

Tel: +7 095 411 7555

Fax: +7 095 411 7562
rpetersen@ifc.org

Sandro Amashukeli
Legal Advisor
International Finance Corporation

Georgian Business Development Project

5A, 1st Drive Chavahavadze Ave.
Thilisi, GEORGIA 0179

Tel: (995-32) 91-2689 / 91-2958
Mob: (995-77) 44-15-66

Fax: (995-32) 91-3480
samashukeli@ifc.org

Yana Gorbatenko

Project Assessment Contact
International Finance Corporation
Private Enterprise Partnership (PEP)
30, str., ul. Bolshaya Molchanovka,
Moscow, RUSSIAN FEDERATION
Tel: (7) 095 411 7555

Fax: (7) 095 411 7556
ygorbatenko@ifc.org

EAST ASIA & PACIFIC

Maaike van Hoeflaken
Project Manager
International Finance Corporation
IFC Leasing Project Mongolia
PO.Box 151

Post Office No 49
Ulaanbaatar, MONGOLIA

Tel: +976 11 459607

Mob: +976 99110924

Fax: +976 11 459651
mvanhoeflaken@ifc.org

EUROPE—CONSULTANT

Matthew Fletcher
Consultant

Red House

Martin Dales

‘Woodhall Spa, Lincolnshire
UNITED KINGDOM

Tel: +44 1526 378301

Fax: +44 1526 378239
Kazakhstan mobile: +7 300 7225713
UK mobile: +44 7776 131434
mwfletcher@mac.com

LATIN AMERICA

Juan Gonzalo Flores

Program Coordinator
International Finance Corporation
LAC Facility

Calle Farnando Guachalla No. 342
Victor Building 9th floor

P. O. Box 8692

La Paz, BOLIVIA

Tel: (5912) 2443753/2129878
Fax: (5912) 2129880
gflores1@ifc.org
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MIDDLE EAST AND
NORTH AFRICA

Houria Sammari

Program Manager

International Finance Corporation
Private Enterprise Partnership for the
Middle East and North Africa
(PEP-MENA)

19, Rue Emile Marquis (Djenan El Malik)
16035 Hydra

Algiers, ALGERIA

Tel: 213 21 548 010

Fax: 213 21 549 582
hsammari@ifc.org

SOUTHERN EUROPE

Denis Obarcanin

Leasing Platform Manager
International Finance Corporation
Southeast Europe Enterprise
Development (SEED)
Hamdije Kresevljakovica 19/4
71000 Sarajevo

BOSNIA AND HERZEGOVINA
Phone: (+387 33) 251 555
Fax: (+387 33) 251 762
dobarcanin@ifc.org

Djordje Petric

Business Development Officer
International Finance Corporation
Southeast Europe Enterprise
Development (SEED)

Serbia and Montenegro Leasing
Development Project
Knjeginje Zorke 96-98

11000 Belgrade

SERBIA AND MONTENEGRO
Tel: (381 11) 30 23 750

Fax: (381 11) 30 23 740
dpetric@ifc.org

Elchin Ahmadov

Team Leader

International Finance Corporation
Azerbaijan Development Leasing Project
4th floor The Landmark 1 Building
96 Nizami Street

Baku 1010

AZERBAIJAN

Tel: (+994-12) 97 47 45

Fax: (+994-12) 97 08 91
eahmadov@ifc.org

Fuad Mammadov

Legal Advisor

International Finance Corporation
Azerbaijan Development Leasing Project
4th floor The Landmark 1 Building
96 Nizami Street

Baku 1010

AZERBAIJAN

Tel: (+994-12) 97 89 27/97 47 45
Fax: (+994/12) 97 08 91
fmammadov@ifc.org

Gjorgji Miskovski

Leasing Platform Manager
International Finance Corporation
Southeast Europe Enterprise
Development (SEED)

Skopje, Macedonia

Ulica Makedonija 9-11/111

100 Skopje, FYR MACEDONIA
Tel. + 389 2 3223 300

fax.+ 389 2 3223 298
gmiskovski@ifc.org
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Jasmina Vignjevic

Leasing Project Manager
International Finance Corporation
Southeast Europe Enterprise
Development (SEED)

Serbia and Montenegro Leasing
Development Project
Knjeginje Zorke 96-98

11000 Belgrade

SERBIA AND MONTENEGRO
Tel: (381 11) 30 23 750

Fax: (381 11) 30 23 740
jvignjevic@ifc.org

Kamila Azizova

Operations Analyst

International Finance Corporation
Central Asia Leasing Project

14th Floor of International
Business Center

107B, Amir Temur Street

Tashkent, 700084

UZBEKISTAN

Tel.: (+998 71) 138 59 25/138 59 28
Fax: (+998 71) 139 59 27
kazizova@ifc.org

Murat Sultanov

Legal Advisor

International Finance Corporation
Central Asia Leasing Project

14th Floor of International Business
Center

107B, Amir Temur Street

Tashkent, 700084

UZBEKISTAN

Tel.: (+998 71) 138 59 25/138 59 28
Fax: (+998 71) 139 59 27
msultanov@ifc.org

Rasmina Gurbatova
Communication Specialist
International Finance Corporation
Azerbaijan Development Leasing Project
4th floor The Landmark 1 Building
96 Nizami Street

Baku 1010

AZERBAIJAN

Tel: (+994-12) 97 89 81/97 47 45
Fax: (+994-12) 97 08 91
rgurbatova@ifc.org

Rauf Akhundov

Financial Specialist

International Finance Corporation
Azerbaijan Development Leasing Project
4th floor The Landmark 1 Building
96 Nizami Street

Baku 1010

AZERBAIJAN

Tel: (+994-12) 97 45 29/97 47 45
Fax: (+994-12) 97 08 91
rakhundov@ifc.org

Ravshan Rashidov

Consultant

International Finance Corporation
Central Asia Leasing Project

14th Floor of International
Business Center

107B, Amir Temur Street
Tashkent, 700084

UZBEKISTAN

Tel.: (+998 71) 138 59 25/138 59 28
Fax: (+998 71) 139 59 27
lex-tj@mail.ru
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Sergei Sabko

Consultant

International Finance Corporation
Central Asia Leasing Project

14th Floor of International
Business Center

107B, Amir Temur Street
Tashkent, 700084

UZBEKISTAN

Tel.: (+998 71) 138 59 25/138 59 28
Fax: (+998 71) 139 59 27
sabkocons@elcat.kg

Umedjan Umarov

Lease Portfolio Review Contact
Team Leader

(Kyrgyzstan, Tajikistan & Uzbekistan)
International Finance Corporation
Central Asia Leasing Project

14th Floor of International

Business Center

107B, Amir Temur Street

Tashkent, 700084

UZBEKISTAN

Tel.: (+998 71) 138 59 25/138 59 28
Fax: (+998 71) 139 59 27
uumarov@ifc.org

WASHINGTON, D.C., USA

GLOBAL FINANCIAL MARKETS

Ary Naim

Senior Financial Specialist
International Finance Corporation
Global Financial Markets Department
New Investments

2121 Pennsylvania Avenue, NW
Washington, DC 20433, USA

Tel: +1 202 473 8813

anaim@ifc.org

Mamta Shah

Associate Director

International Finance Corporation
Global Financial Markets Department
New Investments

2121 Pennsylvania Avenue, NW
Washington, DC 20433, USA

Tel: +1 202 473 8813

mshah@ifc.org

Marcos Brujis

Senior Manager

International Finance Corporation
Global Financial Markets Department
2121 Pennsylvania Avenue, NW
Washington, DC 20433, USA

Tel: +1 202 473 2855
mbrujis@ifc.org

Ravi Vish

Chief Financial Officer

International Finance Corporation
Global Financial Markets Department
2121 Pennsylvania Avenue, NW
Washington, DC 20433, USA

Tel: +1 202 458 5969

Shidan Derakhshani

Associate Director

International Finance Corporation
Global Financial Markets Department
2121 Pennsylvania Avenue, NW
Washington, DC 20433, USA

Tel: +1 202 458 0042
sderakhshani@ifc.org
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GLOBAL TRANSACTION GROUP

Inho Lee

Investment Officer

International Finance Corporation
Global Transaction Group

2121 Pennsylvania Avenue, NW
Washington, DC 20433, USA

Tel: +1 202 458 7507

ilee@ifc.org

Ziad-Michael R. Ayoub

Senior Investment Officer
International Finance Corporation
2121 Pennsylvania Avenue, NW
Washington, DC 20433, USA

Tel: +1 (202) 473-0698
mayoub@ifc.org

SMALL AND MEDIUM ENTERPRISE
DEPARTMENT

Irene Arias

Business Development Officer
International Finance Corporation
Small and Medium Enterprise
Department

2121 Pennsylvania Avenue, NW
Washington, DC 20433, USA

Tel.: (202) 473-3508

Fax: (202) 522-3742

iarias@ifc.org

Laurence Carter

Director

International Finance Corporation
Small and Medium Enterprise
Department

2121 Pennsylvania Avenue, NW
Washington, DC 20433, USA

Tel: +1 202 473 8628

Fax: +1 202 522-3742
Icarter@ifc.org

Minerva Kotei

Business Development Officer
International Finance Corporation
Small and Medium Enterprise
Department

2121 Pennsylvania Avenue, NW
Washington, DC 20433, USA

Tel: +1 202 458 8899

Fax: +1 202 522 3742
mkotei@ifc.org
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