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PREFACE


Welcome to the world of Leasing and Asset Finance; a world which is experiencing major change. Since its modern beginnings in the United States in the mid nineteen fifties and its development across Europe and Asia in the sixties and seventies, banks have dominated the industry. Although their dominance persists, it is being challenged in many markets.


Many of the changes we are experiencing flow directly from the global banking crisis and the resultant rethink concerning capital adequacy and the new banking guidelines for capital contained in Basel III. These pressures have caused many banks to re-consider the value of their leasing subsidiaries alongside other products. To question whether the cost of specialist customer distribution channels yields an appropriate return, and to define and review what type of customer profile they are seeking.


The scale of the banking distribution channel continues to be significant and leasing is being incorporated as a ‘lending’ product by many. Beyond the banks; amongst the new entrants and the expanding manufacturer owned captive financiers, there are many for whom leasing and asset finance are new: a mainly untapped opportunity. Leasing and asset finance products offer a way to sustain investment & growth in mature markets, and even more so in the emerging markets of Europe and Asia. An introduction to equipment leasing and asset finance should be helpful and useful for all these audiences.


In serving such a cross section of readers we have taken particular care not to include unnecessary complications in the book, or features which are relevant to only one or two geographic markets, or jurisdictions. The book is intended to be an accessible introduction, written in digestible chapters, for new, non-expert, entrants to the market.


I would like to thank all my colleagues in IAA-Advisory who spent time and effort in assembling, writing and editing successive drafts of this book.


I wish you happy reading.


Derek Soper


Chairman, IAA-Advisory




Chapter one:


THE VALUE OF LEASING AND ITS IMPACT ON MARKETS


Leasing offers the lessee an additional source of finance, with predictable payments and credit facilities and often a low-cost borrowing source. Importantly, it allows the lessee to align costs with the return from an investment. For the lessor, leasing can help win new customers, improve cross selling of financial products, provide easily administered security for a loan, and offers opportunities for supra-normal profits. The growth of leasing has a material impact on markets and economies.


While the form that leasing takes is constantly evolving in response to market demand, changes imposed by legislation and regulation of one form or another, its advantages remain much the same as they were when leasing was first developed in the 50s and 60s. The three sections of this chapter review advantages to lessees, to lessors and effects on the economy.


1.1 Advantages to lessees


In a world where ‘access to financing’ remains a critical business issue leasing is more relevant than ever. This issue has often been a ‘Top 5’ inhibitor in the World Economic Forum’s annual Global Competitiveness Report (see Figure 1.1).


For the users of assets, leasing offers firstly an additional source of finance with no initial outlay other than the first rental. It extends the range of options for the financing and acquisition of capital equipment and allows companies to adopt a mixed financing strategy using leasing as one of several facilities that can be employed simultaneously to finance capital investment.
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Leasing also offers flexibility in the financing of fixed assets. Lease rentals can be tailored to match the anticipated income generated by the use of an asset, to deliver a self-funding investment, with payment periods broadly matching the economic life of the asset. This applies particularly when assets will not generate income evenly, as a result of seasonal trade or delays in commencement of production.


Lessors may also build into a lease some form of sharing arrangement with the lessee in relation to any residual value that may be contained in the asset following the end of the lease.


There is usually a certainty of access to credit where a lease is a medium-term facility. Unlike some forms of loan finance, which are repayable on demand, or subject to annual review, leasing finance cannot normally be withdrawn or curtailed in the event of a credit squeeze or a change in economic conditions: except as a consequence of default by the lessee. The lessor cannot normally seek to accelerate the payment of lease rentals during the primary lease period.


Leasing can also have advantages in terms of pure availability of finance. It may on occasion be the only suitable form of external finance available to a company. Leasing facilities on fixed terms can be obtained at times when it may not be possible for a company to arrange a comparable loan for a five-year period, or longer, either at a fixed interest rate or on any other terms.


Leasing presents an opportunity for fiscal efficiency to the lessee as well as the lessor. In most countries lease rentals are fully deductible by the lessee for tax purposes. A lease may be structured to provide after-tax savings for both tax paying and non-tax paying companies. The tax depreciation that is available on the purchase of most types of plant and machinery may sometimes be claimed by the lessor and the benefits of any resultant tax deferment are normally reflected in the calculation of the rentals. This paragraph, while correct, hides a multiplicity of local tax jurisdiction variations, beyond the scope of this introduction.


In some countries short-term leasing can also be tax efficient for companies with taxable profits. By entering into a three-year lease the full rental may be offset against the lessee’s profits over the period of the lease, rather than the lessee purchasing the equipment and claiming the allowances over a longer period. These tax advantages have been curtailed in a number of countries with the various tax authorities producing legislation to prevent ‘tax manipulation’ or ‘tax timing’ advantages.


Leasing may also help to preserve the lessee’s debt capacity. Leasing facilities are freely available in the market, and as such can be used as additional sources of finance to those available from the lessee’s bankers. Debt-raising capacity may thus remain available to meet working capital or other needs deriving from internal growth or acquisition. A lease is not a loan, and as such may not come under the type of borrowing restrictions that are sometimes found in a company’s Articles of Association, debentures, bond or other loan agreements. A lessor’s security is generally the asset financed and, from the lessee’s standpoint, this may be preferable to the creation of a fixed or floating charge over held assets or other types of security.


The principal attraction of leasing turns on its flexibility and price competitiveness compared to alternative sources of finance. The practice of competitive bidding for business by lessors tends to ensure that leasing transactions are keenly priced with fixed rate terms normally available for periods of up to seven years. When and if tax benefits are included in the calculations, leasing rates can provide cost advantages over traditional forms of borrowing.


1.2 Advantages to lessors


Leasing may also provide financiers with the additional security or reward necessary to encourage them to offer asset financing facilities for new types of risk. This may be new customers, or the financing of new technology such as wind farms or the modern form of waste disposal plants. The security of asset ownership may be preferable to a mortgage or charge, the enforcement of which may be difficult and the cost of registration, if available, high. In this respect leasing differs from most, though not all forms of finance. An instalment-purchase facility can, however, be used to give the financier the same type of security as with a lease; so in this respect leasing is not unique.


Financial institutions, mainly banks, who offer traditional lending such as overdraft facilities, term loans and acceptance credit financing frequently add leasing to their services, thus retaining customer loyalty. New customers attracted by the leasing service can be offered the full range of financial services offered by the bank.


A lessor may add a range of complementary services and possibly fiscal benefits, to achieve higher margins on leasing transactions compared to traditional forms of lending, especially where the leasing option is attractive to the lessee.


At the same time, as leasing is an asset-based form of finance, additional security is required less often than with other forms of finance to help reduce administration costs.


There are also certain specialised forms of leasing, notably sales-aid leasing, offers the potential for substantially higher margins than those available in the leasing market generally. Where the lessee is offered a lease as part of the package for the supply of equipment, the effective cost of the leasing finance, as opposed to the capital cost of the equipment, may be a less sensitive factor in the overall transaction.


Many of the major manufacturers of equipment have formed their own ‘captive’ leasing companies. Captive financial sales people work alongside the manufacturer’s product sales teams to offer attractive leasing terms to the manufacturer’s customers. This sector of the leasing industry is one of the fastest growing sectors of the business.


1.3 The economic and industrial impact of Leasing


The advantages leasing offers both parties have fuelled its growth. Given that manufactured assets are leased, the growth of leasing is an important contributor to the growth of an economy. Leasing plays a major role in the overall economies of most industrialised countries.


The UK car sales show just what an impact leasing can have on a market. UK car sales had grown consistently in the three years to March 2015, and leasing played a key part in this expansion. For BMW the importance of leasing, in this case it’s own captive finance, was clear:


“The consistent growth is being driven by the increased uptake of attractive and creative finance packages, fuelled by low interest rates,” said Mr Grieve, CEO of BMW UK. “Over 80pc of our cars are now supplied through some kind of finance package and increasingly customers like to pay for cars by the month, just as they do for their mobile phone, home entertainment and mortgage.2


Official statistics show that in the USA, the more mature markets of Western Europe and some Asian countries, leased assets account for 20%-35% of total fixed investment.a The major, most developed leasing markets are North America, Japan, Western Europe and Australia & New Zealand. The global pattern is evolving fast as emerging economies catch up, and industry uses financing to relieve capital constraints on growth. The final chapter of this book explores ways in which the industry may evolve.


With Enron as a catalyst, there has been a concern amongst some of the accounting profession that the leasing can be treated as ‘off balance sheet’ financing which can distort the perceived performance of a company. Enron had been held up as a beacon of excellence, with Fortune magazine naming it ‘America’s Most Innovative Company’ for six years before its collapse. When the off balance sheet fraud (not only due to leases) was exposed shareholders lost $74 billion.


For many years lease rentals were treated as ‘off balance sheet’ irrespective of the form of the lease. Then the definition of ‘finance lease’ and ‘operating lease’ drove the accounting treatment, with operating leases continuing the ‘off balance sheet’ treatment, and the finance lease subject to capitalisation of rentals. Now, new lease accounting standards published in slightly different forms by the International Accounting Standards Board (IASB) and the American Financial Accounting Standards Board (FASB), will require lease commitments to be shown on the balance sheet. Chapter seven goes into the new lease accounting standards and their implications in some detail.


References:


1. Global Competitiveness Report 2016-2017 published by the World Economic Forum every September.


2. Quoted in The Daily Telegraph, 11 May 2015








a Total fixed investment includes investment in buildings (in which the leasing industry has a growing role, becoming a significant participant in some countries) as well as in plant and machinery.




Chapter two:


WHAT IS THIS THING CALLED LEASING?


Leasing defined – how the tax treatment of asset investments affects the financing choice – the finance and operating lease choice – leasing market boundaries and financing property.


2.1 Leasing definitions


In current use, the term leasing has a number of meanings. All concern the use of an asset of some sort by a party who does not own that asset. For example, from the Cambridge Business English Dictionary, leasing is:


A financial arrangement in which a person, company, etc. pays to use land, a vehicle, etc. for a particular period of time.


For the purpose of this book, leasing has a particular meaning defined by its industrial and commercial context. In most industrialised countries there is a distinct leasing industry. It consists mainly of companies operating in the financial services sector of the economy, particularly within banking: these are the leasing, or lessor, companies who acquire assets in order to lease them to lessees who are a variety of businesses spread across the whole spectrum of industry and commerce.


Equipment manufacturers also have their own leasing companies that enter into leases with the manufacturers’ customers to support their sales. This is known as captive finance, when a parent company guides the financing policies of their captive finance organisation. The captive is usually set up to finance sales made by the parent company, and products associated with the sale, for example the sale of a laptop with third party software.


With a distinct leasing industry established in most parts of the world, there has been a tendency to define leasing in sector or status terms: to say that leasing is what leasing companies do, or some of the things they do. While it’s a common approach, it’s a circular rather than a helpful definition. Also there’s a spectrum of asset financing activities undertaken by these companies, and some falls outside the usual understanding of leasing.


A more helpful, functional definition of leasing, which describes it as most of the leasing industry sees itself would be:


A written or implied contract by which an owner (the lessor) of a specific asset or series of assets, with or without additional services added into the agreement, grants the lessee the right to its possession and or/use for a specific period and under specified conditions, in return for specified periodic rentals or lease payments. The lessee may or may not become the owner at the expiry of the contract.


Such a definition would not be universally accepted: some leasing companies who engage in real estate leasing and asset leasing might regard both as part of their leasing activities. Perhaps to avoid controversy, many national leasing associations have not attempted an authoritative definition of leasing, many include real estate leasing in their statistics for the leasing activities of member companies. Real estate leasing is a specialist subject that is beyond the scope of this book.


2.2 The effects of taxation of investments


In many jurisdictions, the system of corporate taxation sets the boundaries of the leasing industry. When one company leases assets to another, without the opportunity for the latter to acquire ownership, many tax systems recognise the lessor as owner of the assets, using them in its trade, i.e. the trade of leasing. In this case, the lessor may offset the cost of acquisition by way of capital allowances (tax relief), against its tax liability on the rental income from the lease.


If the user can acquire legal title to the assets at some point within a hiring or rental agreement the tax system frequently regards the user as the owner for taxation purposes. So the lessor can no longer claim a capital allowance, and offering the lease is much less attractive.
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If it is not clear at the outset whether ownership of the assets is to be transferred to the lessee or hirer, i.e. the user, during the course of an agreement or on its termination, the consequent uncertainties in tax treatment could rule out any capital allowance entitlement for either party. This would make the cost of the transaction prohibitive compared to any form of ‘purchase over time’. So commercial hiring arrangements tend to divide clearly into two categories:


1.  The leasing agreement, where the lessor claims capital allowances on the understanding that at no stage will title in the assets pass to the lessee.


2.  The conditional purchase agreement, where the user – in this case known as the hirer rather than the lessee – acquires title sooner or later.


In some types of agreement, such as hire purchase or conditional sale, passing title to give ownership to the user, occurs at the end of the agreement, when the hirer has completed the instalment payments and paid a purchase option (or fulfilled the conditions). Because there is frequently only a nominal option fee for passing title, and the hirer is committed to the substantive cost of capital and interest payments, the tax system of many countries recognises from the start that the structure involves a purchase rather than a lease. In these cases the hirer is usually entitled to claim capital allowances from the start of the agreement, even though they do not have legal title at this stage.


There may be no practical difference in the commercial structure of these two types of asset-based finance arrangements. For any given asset financed at a particular time, the pattern of instalment payments for capital and interest under the purchase structure may match quite closely those of the rental payments under a lease. However, most tax systems follow the legal principle in recognising a critical distinction between the two – treating the financier or lessor as owner in the leasing case, and the hirer as owner in the case of instalment purchase.


Most of the major leasing companies offer facilities for assets to be leased or hired for business use. Whether the finance is taken on lease or a form of purchase arrangement may depend largely on which of the two parties, the lessor or hirer, can make the best use of capital allowances at the time, in the light of their current tax position. In spite of this interchange with other forms of finance, leasing is regarded as a distinct form of commercial activity. It’s classed as a specific industry for the purpose of economic analysis, with many sector and subsector categories.


2.3 Operating & Finance leases compared


Because of these taxation factors, equipment leases are usually structured so that the lessee never acquires ownership of the assets, even when the lessee wishes to use them for an indefinite period. The agreement will be for an initial or primary lease period, at the end of which the equipment will revert to the possession of the lessor if no other arrangements are made. There are jurisdictions where ownership of the assets may change hands for a ‘fair market value’ and in those circumstances it may be seen by the authorities as a form of purchase over time.


Beyond these common principles, there are distinct types of lease: the most significant distinction is between the finance lease and the operating lease.


The finance lease structure is closest in its economic nature to the instalment purchase alternative, though without crossing the dividing line related to the passing of the title, which distinguishes leasing from other forms of finance. The finance lease transfers to the lessee most of the risks and rewards of ownership of the asset, without making the lessee the legal owner. The lessor, usually a financial sector company, will expect to recover the full capital cost of the asset from the primary lease rentals and the primary lease period will cover almost the whole expected useful life of the asset. The arrangements for the distribution of sale proceeds at the end of the lease, and early termination or secondary lease periods, where the lessee eventually wishes to have the use of the assets for a shorter or longer period than the primary lease period originally agreed, are all structured to maintain the principle of full recovery of the lessor’s costs.


Figure 2.2 shows the payment pattern and summarises the cash flow advantages for the lessee in a finance lease.
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Figure 1.1: The most problematic factors for doing business.

Three examples selected from the World Economic Forum Global
Competitiveness report *. Respondents selected the five most problematic
factors for doing business in their country from a list of 15 and ranked them
between 1 (most problematic) and 5. The bars show the responses weighted
according to their rankings.

Access to financing has frequently been a ‘Top 5" problem, which is reflected in
the first chart showing the result China from the 2016-17 report. The other
two charts show the UK for 2016-17 and the previous year; this example
chosen to show how rapidly the picture can change from one year to the next,
as central bank and government policies to improve liquidity, pursued since
the global financial criss, finally seem to have an effect.
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Figure 2.1: The leasing definition deconstructed
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