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Executive Summary

i. This paper is intended to enhance the Bank’s awareness of leasing as an additional
financing technique that can expand the access of upper-strata microenterprises and small
businesses (MSBs) to medium-term financing for capital equipment and new technology. The
premise is that the promotion of MSBsiis, in general, a good means of reducing poverty insofar as
their development would increase the demand for unskilled labor and generate additional
household income. The development of MSBs would benefit from opening up additional
ingtitutional channels for financial services.

. As a financing technique leasing has proven effective in overcoming barriers posed by
interest rate ceilings and collateral requirements of conventional commercia bank financing.
Leasing can be a source of short- to medium-term financing for equipment needed by MSBs to
expand operations. Because their operations are cash flow-oriented, MSB projects can offer new
market opportunities for leasing companies. In turn, leasing can provide new ways to acquiring the
use of an asset as an dternative to outright purchase using borrowed funds which are generaly in
very limited supply.

iii. Leasing is based on the proposition that profits are earned through the use of assets,
rather than from the ownership. A basic principle in medium- to long-term lending is that cash
generated by investment that is partly financed should be the primary source of repayment. The
collateral taken as security for the loan serves as a secondary source of repayment, in the event
that the borrower is unable to repay the loan from business operations. For short-term loans, the
asset conversion cycle, rather than long-term profitability of the business and cash generation, is
more critical to assessing the probability of repayment. Conventional asset-based |oans offered by
banks focus on loan repayment by the borrower from both a primary source (cash flow generation
or asset-conversion cycle) and a secondary source (credit enhancements and collateral). In
contrast, leasing is more intensely focused on the lessee’s ability to generate cash flow from
business operations to service lease payments, because the lessor-financier retains ownership of
the asset during the term of the lease.

iv. Financia leasing is a contractual arrangement between two parties, which alows one
party (the lessee) to use an asset owned by the other (the lessor) in exchange for specified
periodic payments. The lessee uses the asset and pays rentals to the lessor, who legally owns it.
As the legal owner, the lessor relies on the ability of the user to generate sufficient cash flows to
make lease payments, rather than relying on his other assets, capitd base or credit history.
Knowledge about results of business operations generates indicators of the adequacy of
prospective cash flows. This knowledge provides some form of substitute information for credit
history that would otherwise not be available if forma financia statements were insisted upon.
Security for the transaction is provided by the asset itself. Leasing thereby enables borrowers
without well-developed baance sheets or credit histories (especially new or small business
entities) to access the use of capital equipment in cases where they would not be able to avail of
and qudify for traditional commercial bank lending.



V. Leasing can become an important financing technique for enterprises in the MSB
category because of the way business entities finance operations from three main sources of
capital: internally-generated cash, bank loans and capital markets. In most developing countries
capital markets are relatively undeveloped and banks often prefer to lend to larger, well-
established businesses that have a profitable track record and can offer stronger security. Also,
banks are often unable or unwilling to undertake term lending. New or small business entities
without strong collateral, or which operate in countries with weak or absent laws for enforcing
rights to take possession of security, generally have limited access (if any) to traditional bank
lending. Leasing or supplier’s credits may be the only recourse to externa financing, because
ownership of the asset financed does not transfer to the borrower until after the lease obligation
has been fully discharged.

Vi. MSBs encompass a wide spectrum of often informally organized business activities, with
significant variances in terms of sector classification, levels of male and femae employment,
usage of fixed assets, need for working capital, technological complexity and sophistication,
productivity and profitability. Notwithstanding the diversity of MSB activities, the two most
important characteristics common to all MSBs operating in the informal sector are (a) extremely
limited access to ingtitutionalized sources of finance, and (b) significant lack of access to business
support services such as quality maintenance and control, record-keeping, marketing linkages and
efficient business management.

Vil. Size of an enterprise is commonly measured by the number of workers, because statistics
on employment are more easly available and the fact that employment size is more easly
envisaged. Other measures of size are the value of capita or assets employed, or volume of sales
revenue in a given year. There is a genera understanding that enterprises in this informal sector
are labor-intensive, provide goods and services for the poor by the poor, and offer opportunities to
absorb much more employment than do larger firms for any given level of investment. However,
there is no clear and universaly accepted definition of microenterprise and small business
especially because size-classification of enterprises varies widely among countries.

viii. The MSB sector can be classfied into different strata, which is useful in the design of
MSB assistance programs. MSBs in the lowest strata need access to working capital for
purchases of inputs. Leasing is inappropriate because their needs and repayment capabilities are
characterized by short cycles of repeated loan drawdown and repayment. Middle and upper strata
MSBs require financing for additional tools and equipment to expand production. Their financing
needs will be for larger loans with longer maturities, and leasing may be attractive.

iX. Access to financing to mechanize nonfarm MSB activities promotes increased production
and household income in poor urban and rura areas. The paper includes a review of relevant
practical experience in the use of leasing as a financia intermediation mechanism for MSB
development projects in Pakistan and Bangladesh, and for the sde and diffusion of aternative
energy systemsin Indonesia, Sri Lanka, the Philippines and Kenya.

X. The paper covers the regulatory, macroeconomic and financial framework necessary to
introduce leasing into those segments of the MSB sector which otherwise would not be able to
finance the acquisition of equipment in which technology is embodied. However, leasing programs
restricted only to microenterprises may not be conducive to leasing companies need for risk
diversfication. It may be useful to adapt the leasing approach used for the aternative energy



projects, where NGOs and specialized microfinance ingtitutions serve as master lessors in a
secondary intermediary layer between leasing companies and end-users. The working paper
might then be helpful in preparing a checklist and practical guide for the Bank’s task managers
who may be interested in exploring the possible use of leasing techniques and instruments in the
design of programs for MSB devel opment.



l. Introduction
Background

1. Microenterprises and smal businesses (MSB) need improved access to finance
especidly for acquiring capital equipment and applications of new technology for operations.
However, their access to finance is restricted because MSBs typicdly do not have reiable
credit histories, adequate capitalization or additiond assets for collateral. Thus, most of their
financing needs are provided by informa markets where loans are costlier and maturities
shorter.

2. There is potentid for effective complementation between leasng and MSBs. As a
financing technique leasing has been effective in overcoming barriers posed by interest rate
ceilings and collaterd requirements in conventiond commercia bank lending programs. On the
one hand, leasing can be a source for short- to medium-term financing for equipment needed by
MSBs to expand operations. On the other hand, MSB projects can offer new market
opportunities for leasing companies. MSBS operations are cash flow-oriented, which would
make them dttractive new clients for leasing companies. In turn, leasing can provide new ways
to acquiring the use of an asset as an dternative to outright purchase using borrowed funds
which are generdly in very limited supply.

Objectives of the paper

3. This working paper is intended to enhance te Bank’'s awareness of leasing as an
additiona tool that can help expand the access of certain categories of MSBs to financing for
capitd equipment and new technology. The premise is that the promotion of MSBs is, in
generd, a good means of reducing poverty insofar as their development would increase the
demand for unskilled labor and generate additional household income. The promotion and
development of MSBs would be enhanced by developing additiond indtitutiona channels for
financid sarvices. The paper identifies the regulatory, macroeconomic and financid
environments necessary for the expanson of leasing activities into the segments of the MSB
sector which otherwise would not be able to finance the acquigition of equipment and fixed
assets or to avail of technology embodied in production equipment.

4. The paper reviews relevant practica experience in the use of leasing as a financid
intermediation mechanism for MSB development projects. Access to financing for nonfarm
business and microenterprise promotes increased production and income of households in poor
urban and rurd aress. Leasing opens up additiona access that can help microenterprises
become smdl businesses. Often, microenterprises in this “in-between” niche are too large for
traditional microfinance and too small for commercia banks. The paper reviews the impact of
applying smple new technologies, especidly in dternative energy, on smple production
processes characteristic of MSB. The working paper might then be helpful in preparing a
checklist and practical guide for the Bank’s task managers who may be interested in exploring
the leasing approach in the design of programs for MSB devel opment.



. Basic concepts and transaction structuresin leasing

5. Leasing is anchored on the business philosophy that profits are earned through the
use—rather than the ownership—of equipment and assets. A badic principle in medium- to
long-term lending is that cash generated by the investment that has been partly financed should
be the primary source of repayment. The collateral that is provided as security for the loan
serves as a secondary source of  repayment, in the event that the borrower is unable to repay
the loan from cash generated by business operations. For short-term loans, the asset conversion
cycle, rather than long-term profitability of the business and cash generation, is more criticd to
an assessment of the probability of loan repayment. Conventiona asset-based |oans offered by
banks focus on both a primary source (cash flow generation or asset-conversion cycle) and a
secondary source (credit enhancements and collateral) of 1oan repayment by the borrower.

6. In contrast, leasing is more intensely focused on the lessee's ability to generate cash
flow from business operations to service lease payments, because the lessor-financier retains
ownership of the assst during the term of the lease. This would make leasing well-suited to
MSB activities which s8ldom have higorica credit information or forma financid Statements.
The prime impact of leasing is to increase a business entity’s totd availability of cgpita from an
external source, leaving its own sources of capitd available for other productive uses. The
additional revenue generated by the use of the leased asset should be sufficient to meet the
monthly lease rentd paymentsto the lessor.

7. While lease payments are deductible as a tax-qudifying expense for the lesseg, this
would not be the principd atraction for MSBs. The informa structure of MSB operations does
not facilitate structured record-keeping for income tax purposes. Additiondly, amgor issue is
whether tax authorities are able to keep informally-organized business enterprises within their
regulatory loop. The operating circumstances of MSB may be such as to render the benefits of
tax-shield expenses inconsequentid.

8. Conventional asset-based financing from a bank generaly requires a borrower to
provide up to 40% of the cogt of the asset to be acquired, since aloan may cover only 60% of
the asset value. In some cases, the bank providing the loan may require the borrower to put up
as security another asset in addition to the one being acquired (eg., red edtate in the urban
center). Or, additiona security enhancements (e.g., assgnment of bank deposits, marketable
securities, trade receivables or third-party guarantees) may be required by the bank providing
the loan. The collatera provided as direct or additiona security very frequently will have a
discounted vaue for loan purposes, in accordance with prevailing banking regulations® The
required equity component, aternative security and collatera enhancements increase the
effective cogt of a financing package and thereby narrows and restricts access of borrowers to
financing. Moreover, 3 - 5 year term financing for equipment acquisition is frequently not

! Examples of asset-value discounting, for loan purposes, in Swiss and German banking law are cited in
Sections 2.3 and 2.4 of Bernd Bakenhol and Hae Schutte, Collateral, collateral law and collateral
substitutes, International Labour Office (Poverty-oriented Banking Programme), Geneva, 1996.
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available in developing countries, as conventiond bank loans are usualy sructured on a well-
secured short-term (i.e., one-year or less) basis.

0. In contrast, a lease arrangement typically requires the owner/borrower to provide and
fund 10% of the asset cost as up-front security deposit. The asset itsdlf serves as collatera for
the transaction since ownership of the asset is retained by the lessor during the term of the lease.
Thus, leasing involves smpler and better security arrangements and could potentidly reduce
collection problems. Additiondly, in markets where the leasing industry has developed and
specidized in awell-defined range of types of equipment, a lively market for leased equipment
has usudly developed as wdll. Certainly, thisis not aways the case, and a lively market would
not be thriving epecidly if maintenance is deficient on leased equipment.

Basic structure of leasing

10. Financid leasing is a contractua arrangement between two parties, which adlows one
party (the lessee) to use an asset owned by the other (the lessor) in exchange for specified
periodic payments. The lessee usesthe asset and pays rentals to the lessor, who legdly ownsit.
The legad owner rdies on the ability of the user to generate sufficient cash flows to make lease
payments, rather than relying on its assets, capitd base or credit history. Knowledge about
results of business operations generates indicators of the adequacy of prospective cash flows.
This knowledge provides some form of subgtitute information for credit history that would
otherwise not be available if forma financia statements were ingsted upon. Security for the
transaction is provided by the asst itsdf. Thus, leasing enables borrowers without well-
developed baance sheets or credit histories (especially new or smal business entities) to access
the use of capitd equipment in cases where they would not be able to avall of and qudify for
traditiond commercia bank lending. In spite of its long higtory as a financing technique, leasng
has evolved consderably only in the last 40 years from being an equipment manufacturer’s
sdling technique into a specidized financid service?  Basic types of leasing arrangements are
summarized in Box 1 below.

% |FC (Laurence W. Carter et al.), Leasing in Emerging Markets. Washington, DC: The World Bank and
International Finance Corporation, 1996, pp. 7-8. The paper cites how leasing has been important in the
growth of the Bell Telephone Company, cotton looms, electricity and gas meters in the 19th century. The
growth of the aircraft and automotive industries further stimulated the development and evol ution of leasing
into a specialized financial service, aside from being a manufacturer’ s marketing tool.
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Box 1. Types of Leasing Arrangements

Financial leasing is an alternative to bank loan financing for
equipment purchases. The lessor buys the equipment chosen
by the lessee, who then uses it for a significant period of its
useful life. Financial leases are also called full-payout leases
because payments during the lease term amortize the lessor’s
total purchase costs (residual value is typically between 0% -
5% of original acquisition price), cover his interest costs and
provide him profit. The lessee carries the risk of obsolescence,
and costs of maintaining the asset in good working condition
and insuring it. The lessee typically has the right to purchase
the asset at the end of the lease contract for a nominal fee.

Hire-purchase is a hybrid instrument also providing an
alternative to bank financing for the purchase of equipment.
The instrument is typically used for retail or individual financing
of motorcycles, sewing machines, refrigerators, and other
small ticket items. The lessee tenders a higher down payment
(sometimes up to 30% of the purchase price) and, with each
lease payment an increasingly higher percentage of ownership
is transferred to the lessee, thus building up equity. Ownership
transfer is automatic once all required payments are made.
Compared to a financial lease, this arrangement is judicially
less secure for the lessor because the lessee is part owner of
the asset. On the other hand, lessees have a sufficiently large
stake in the equipment being acquired, to avoid the risk of
losing that stake through default.

An Operating lease is not a means to finance equipment
purchase. The lessee contracts for short-term use of
equipment the leasing company has on hand, e.g., car rentals.
The lessor recovers capital cost of the equipment from
multiple, serial rentals and the final sale of the asset.
Maintenance costs and risks of obsolescence are borne by the
leasing company.

Source: IFC, Leasing in Emerging Markets. Washington, DC: 1996.

Advantages offered by leasing

11. Leasng can become an important financing technique for enterprises in the MSB
category because of the way business entities finance operations from three main sources of
capitd:  interndly-generated cash, bank loans and cepitd markets. In most developing
countries capita markets are relatively undeveloped and banks often prefer to lend to larger,
well-established businesses that have a profitable track record and can offer stronger security.
Also, banks are often unable or unwilling to undertake term lending. New or smdl business
entities without strong collatera, or which operate in countries with weak or absent laws for
enforcing rights to take possession of security, generdly have limited access (if any) to
traditiona bank lending. Leasing or supplier’s credits may be the only recourse to externd



financing, because ownership of the asset financed does not transfer to the borrower until after
the lease obligation has been fully discharged.

Advantagesto L essees

12.  Although leasing is generdly perceived as a high-spread business it offers the lessee a
number of advantages in comparison to conventiond bank financing:

Avalability. In most developing countries leasing may be the only form of medium-
to longterm financing available for purchase of equipment that can expand
production levels or increase productivity of workers.

Smpler security arrangements, in combination with less stringent requirements for
higtorical balance sheets mean that new smdl and micro-enterprises can access
lease finance more eadly than bank loans.

The up-front cash down-payment or security deposit required in a lease contract is
lower than the equity component or stake in conventional bank financing. Thus,
leasing can finance a higher percentage of the capita cost of equipment thereby
alowing the business entity to preserve its cash resources or exigting bank facilities
to meet working capital needs. Leasing contracts can more essily be structured to
match the cash flow generation of the lessee’s business. In some cases, the down
payment (Security deposit) required may be less than the typica 10%.

Leasing can be arranged more quickly and smply than conventiond bank loans
because additional security often does not need to be established. The costs of
assigning additiond collateral, documentation and processing times for  bank loans
can be sgnificant (snce these are typicdly fixed and not related to the sze of the
loan), and usudly offset the higher spreads in leasing. In the case of Pakigan,
Orient Leasing Pakistan Limited (OLP) tries to ensure a4 to 5 day turn-around for
decisons on lease financing gpplications.

A satisfactory understanding of rights and obligations under a lease contract can
serve to minimize or eiminate adverse decrease in service or resde vaue of leased
equipment arisng from deficient maintenance activities  To achieve this, a lease
contract will have to incorporate periodic inspections of the leased equipment to
confirm adherence to a maintenance program and assessment of equipment vaue.
This kind of procedure would be part of a lease portfolio adminigtration program
and is andogous to the loan portfolio adminisiration program of abank lender.

Tax incentives are available through lease financing. Lessees can offsat thar full
lease payments againgt income before tax, compared to the depreciation alowance
or the interest charges on bank loans. This may not be a primary aitraction for smal
businesses and microenterprises, whose cash flow-driven operations in informa
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markets are not conducive to record-kegping for income tax purposes. However,
lessors may be able to pass on to lessees some tax benefits related to the
depreciation charges they can book as owners of the asset leased, by lowering their
financing costs or reducing their spread between funding cost vis-avis lease
discount factor.

13. For the lessee the chief advantage that lease financing presents is a significantly lower
discounted present vaue of cash disbursements over the term of the lease compared to the
discounted present value of payments associated with bank-financed acquidtion of an assH.
The reason is that the aggregate periodic lease renta payments, which are a combination of
interest-related financing costs and payments againgt principal, can be booked by the lessee asa
business expense to shidd againg tax ligbility on income redlized. The asset financed through a
lease is depreciated over the life of the lease, a period shorter than its economic life.

14.  On the other hand, the depreciation expense shidd againgt tax liability in an asst
acquigtion financed by a conventiona bank loan is for alonger period (the prescribed ussful life
of the assets) and a correspondingly smaller amount. If the asset to be acquired has a useful life
of say, 5 years, afour-year lease financing arrangement effectively depreciates the asset over 4
years. In contrast, conventiond bank loan financing for asmilar four-year term will only provide
an 80% tax shidd (= 4 years depreciation) during the term of the loan.

15. Table 1 bdow summarizes the comparative advantage of lease financing, usng a lease
discount factor of 18%, over conventiond bank financing at an annual percentage rate of 18%,
for acquiring a 0 200,000 asset over a four-year term.® The present vaue andysis in Table 1
below shows lease financing with a 17.5 % advantage over outright purchase of the asset
through bank loan financing, when the impact of the tax shieds is a prime congderation. When
the tax shidd is not an important consderation, or is irrdevant for the lessee (as might be the
case for owners of MSBs), the discounted present-value advantage of leasing over conventional
bank financing is much smdler a [ 3,952 or a difference of only 2.1 % over the rdlevant time
period.

® The numerical example is based on a hypothetical |ease using Philippine tax rates and |ease contract rates
of BPI Leasing, as discussed with Mr. Cesar Tejada, President - BPI Leasing Corporation (Philippines),
November 5, 1996.



Table 1. Present Value Analysis: Lease Finance vs. Financed Purchase

Period Lease Finance Cash Flow Discount Factor Present Value
O (18%) O

0 10% Security deposit 20,000 1.0000 20,000

0 1% Front-end fee 2,000 1.0000 2,000

Year 1 Tax shield on front-end fee (700) 0.8475 (593)
Monthly lease rentals 5,364.72

Total lease rentals 252,137.14 165,851

Tax shield on lease rentals (88,247) (60,235)

Month 48 Refund of security deposit (20,000) 0.4894 (9,787)

Month 48 Payment of residual value 20,000 0.4894 9,787

Total, with tax shields 127,023

Total, without tax shields 187,851

Period Financed Purchase Cash Flow Discount Factor Present Value

O (18%) O

0 Acquisition cost 200,000 1.0000 200,000

0 Equity down-payment 80,000 1.0000 80,000
Monthly amortizations 3,047.21

Total amortization payments 182,832 111,703
Annual depreciation (5 years) 40,000

Years 1-4 Tax shield (Depreciation) (56,000) (37,660)

Total, with tax shields 154,043

Total, without tax shields 191,703

With tax shields: Leasing advantage: in O 27,020

as % 17.5%

No tax shields: Leasing advantage: in[ 3,952

as % 2.1%

Source: Appendix Table 1.

16.  The probability is high that the tax shidd factor might be irrdevant for informaly
organized MSBs which can easily escape the jurisdiction of tax regulators and collectors. The
tax shield factor is irrdlevant to the borrower when that borrower is able to avoid taxation of
income. Leasing gill would present an advantage because the up-front down payment or
security deposit in a lease contract is 10% or 120,000 versus (180,000 or 40% equity stake
under bank financing. With leasing the borrower has 160,000 more available for operating
capitd. Moreover, the discounted present vaue of lease renta payments is [1187,851
compared to the discounted present value of loan amortization payments totaling [1191,703
when the impact of tax shidds is ignored or removed in both leasing and bank financing
techniques.

Advantagesto L essors

17.  Leasing provides to lessors profitable new opportunities to reach borrowers and
expand into existing markets. The rapid growth of leasing in a broad cross-section of countries
indicates that leasing as a financia product has addressed an important unsatisfied demand for
financing and, a the same time, attracted borrowers away from the more traditiona financia
products such as bank loans. The advantages that leasing offers to lessors includes the
fallowing:

10



The lessor purchases the equipment directly from the supplier &fter the lessee has
made his choice, which diminaes the opportunity for the lessee to utilize the
borrowed funds for other purposes and, in some cases, creates an opportunity for
lower pricing of equipment based on fleet or volume sdles.

Comparatively smpler documentation and speedy processing can keep transaction
costs down, permitting lessing companies to eficiently achieve high volumes and
manage their codts. This is in some ways andogous to the genera experience in
microfinance in which smplification of transaction processes and reaching criticd
mass in business volumes make it possble to obtan a beneficid impact on
adminigrative costs. This has been the experience of OLP in Pakistan and of B
Leasing in the Philippines.

The lessor uses the expected investment yield in calculaing periodic paymentsto be
paid by the lessee under the lease contract and quantifies more easily the margins
between funding and transaction costs on the lease contract. The expected
investment yield will include the lessor’s tax advantage from depreciation expense
and, when conditions warrant, the lessor may be prepared to pass on to the lessee
part of this advantage through a lower |ease discount factor.*

Leasing companies are typicaly not deposit-taking indtitutions and therefore may be
subject to less gtringent regulations than banks, permitting them higher leverage than
other financid inditutions and liberating them from directed lending mandates and
quotas often imposed on banks by government policy. On the other hand, leasing
companies have to source ther funding from the more volatile and higher-costing
money markets. Moreover, medium to long-term funds may aso be in short supply
in the domedtic financia market.

As legd owner of the assat financed the lessor has a stronger security position
whereby enforcement of security rights upon non-payment is potentidly smpler, less
cumbersome and less costly since no court action is required. Moreover, a lively
market might begin to develop for previoudy-owned equipment, including among
leasing companies,” particularly as the lease financing sector develops.

The tax advantage of lease financing compared to conventiond financing is that the
lessor, as legd owner of the asset financed can take the benefit of depreciation

* The lessor may not necessarily benefit from the depreciation allowance factor in a lease contract because
tax authorities are increasingly taking the view that depreciation is a tax-deductible expense only for
operating (but not financial) leases.

® Bernd Balkenhol and Haje Schutte, Collateral, collateral law and collateral substitutes, Poverty-oriented
Banking Programme, International Labour Office, Geneva, 1996. p. 14. It should also be pointed out that a
market for repossessed equipment may not exist, particularly when the types of equipment financed are too
narrowly specialized. However, a narrow or limited market for repossessed or foreclosed would affect both
leasing companies as well as commercial banks providing equipment financing.
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expense as ashidd againgt taxes on revenue redized from the lease. In conventiond
bank financing, the lender does not have that depreciation expense as a shidd
againg taxes on interest revenue redized from the financing. This advantage to the
lessor is becoming less clear, because tax authorities in a number of countries
appear to be taking the viewpoint that depreciation should qudify as a tax-
deductible expense only for operating lease contracts, but not for financia leases. If
this viewpoint spreads among tax authorities in a larger number of countries, an
important financia benefit to lessorswill be logt.

18. Leasing thus has the potentid to facilitate investmert in capita equipment and promote
development of industry in generd, and certain segments of the MSB sector in particular.
Beyond improving access to sources of finance, leasing would broaden competition in financia
sarvices, and introduce business and financid inditutions to innovations in financid ingruments
and techniques. In facilitating the financing of imported capital equipment, leasing can perform an
important role in the trandfer and application of new technology to domestic production
Processes.



[Il1.  Characteristics of M SBs suitable for lease financing

19.  There does not appear to be a hard and fast universd rule for classfying independent
enterprises drictly into ether the microenterprise or smal busness categories.  Different
countries have different bases and consderations for defining and cdassfying business
enterprises as medium-sze or smal-scale and, often, microenterprises are subsumed into the
amall-scae enterprise category. These classfication guiddines and procedures usudly exigt in
the context of directed-credit or targeted-credit programs promoted by government through
legidation.®

20. The MSB sector is not monolithic and can be categorized into different strata or layers,
which can be ussful in the design of MSB assistance programs and in more precisdy identifying
target groups for leasing. For example, the financid assstance that MSBs in the lowest Strata
need most is access to working capita to finance purchases of supplies and materids, and the
financing services appropriate to their needs and repayment capabilities will be characterized by
short cycles of repeated loan drawdown and repayment. The enterprisesin this lowest layer of
MSBs will not be suitable candidates for lease financing.

21. MSBs in the middie and upper strata require financing for the acquidtion of additiona
tools and equipment to support growth and expansion of ther production. Therefore, the
financing appropriate to their needs will be for loans of larger Sze and longer maturities to fit the
cash-flow generation patterns of their businesses and to support their transformation from
margind enterprises into sustainable businesses in the formd, organized sector. Without
financing in larger amounts and for maturities than those typicd in minimdist microfinance
techniques, a number of these MSBs are caught in a gray areain which a thriving business may
fdl into stagnation.” Thus, MSBs in the middle and upper strata are important targets for
“transformation lending” and will benefit most from the expanded access to financing that leasing
provides. A useful example of how MSBs are classfied into different drata for product
positioning and service targeting purposes is the approach used in the Pakistan Microenterprise
Project, which is shown in Box 2 below.

® Anillustrative example is the case of the Philippines where banking institutions have been required by the
Central Bank to extend loans to small- and medium-size enterprises (SME) through a credit quota system.
The volume of loans to be made available is a percentage of total loanable funds of abank. A SME law also
established a government-funded and -operated loan-guarantee program for small- and medium-size
enterprises, defined by the enterprise’ s number of employees and asset size.

" Larry R. Reed and David R. Befus, “Transformation Lending: Helping Microenterprises Become Small
Businesses’, in Maria Otero and Elisabeth Rhyne (eds.), The New World of Microenterprise Finance, West
Hartford, CT: Kumarian Press, 1994.
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Box 2. Categories of MSBs

Lower Stratum MSBs are mostly borderline subsistence or marginally
profitable businesses, representing the business efforts of individuals who,
while not the poorest of the poor, are at the fringe of the economy and trying to
integrate. This category has the largest concentration of women workers and
entrepreneurs. Typical businesses are barber shops, embroidery, small
bakeries, food shops and confectioneries, traditional cosmetics, soap, candle
making, repair shops for bicycles, sewing machines and shoes.

Middle Stratum MSBs comprise those that are interested in expansion—
financially viable and relatively stable family businesses. This broad middle
range also includes female workers and entrepreneurs. The activities
include repair shops (e.g., motor cycles, TVs, watches, electric fans), carpet
weaving and rug making, sporting goods (e.g., soccer and volleyballs, cricket
bats), flat cloth products, and small brass, copper and stainless steel items
(e.g., cutlery), furniture making, shoe making marble products, plastic toys
and household goods, etc.

MSBs in the Upper Stratum are composed mostly of profitable and
technologically more sophisticated businesses with the potential to
“graduate” into the small-scale end of the formal sector. The typical business
activities in the group are simple electric appliances (e.qg., electric fans), small
surgical instruments, sub-contracting and assembly of appliances (e.g.,
washing machines, gas cookers and heaters), iron grate and grill making,
hand tools, chemical detergent, welding and light engineering (e.g., auto
repair, machine shop and spare parts for bicycle, carts and automotive
components).

Source: Pakistan Microenterprise Project,
SAR Report No. 9070-PAK, The World Bank

22. MSBs are found in unregulated and highly competitive market segments which are
characterized by free entry and exit. They are mainly household-based family businesses
(excduding crop production, by conventiona understanding), with employees that number as
much as ten, including the owner-operator and any unpaid family workers. MSB activities are
typicaly classfied in censuses and surveys as business establishments managed on own account
and employing less than ten workers. MSBs are operated as income-generating or
employment-cregting activities that rey manly on indigenous resources, and utilize labor-
intensive and adapted technology with skills acquired outside the forma academic or vocationa
schooling sysems. With limited access to financid inditutionsin the forma sector, they mobilize
needed externa resources principaly from the informa financid sector.

23. MSBs encompass a wide spectrum of often informaly organized business activities,
with sgnificant variances in terms of sector classfication, levels of mae and femae employment,
usage of fixed assats, need for working capitd, technologica complexity and sophigtication,
productivity and profitability. The MSB subsector as a whole has been able to grow rapidly in
Sze, as measured by percentage of the economicaly active population employed in MSB
activities or by their contribution to aggregate value added. In most developing countries the
MSB sectors comprise the largest segment of manufacturing, commerce and industry sectors.
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The growth has been achieved without being encumbered by numerous government regulaions
related to investment incentive systems that have often condrained operations of larger
enterprises in the formal sector of the economy.

24.  Size of an enterprise is commonly measured by the number of workers, because
datistics on employment are more easly available and the fact that employment Sze is more
eadly envisaged. In industrid countries small-scale often means less than 200-300 workers.
However, in developing countries the average plant sSize is typicaly smdler, and an enterprise
with 1-49 workers is generdly recognized as smdl-scde.  Finer diginctions may be
appropriate, depending on the specific issues under consderation. Other measures of Sze are
the value of capital or assets employed, or volume of sdes revenue in a given year. Discussons
in various forums about the concept of the “informa” sector have led to a generd
understanding that enterprises in this informa sector are labor-intensve, provide goods and
sarvices for the poor by the poor, and offer opportunities to absorb much more employment
than do larger firmsfor any given leve of investment.®

25. Notwithstanding the diversty of MSB activities, the two most important characterigtics
common to dl MSBs operating in the informa sector are (a) extremely limited access to
indtitutionalized sources of finance, and (b) sgnificant lack of access to business support
sarvices such as qudity maintenance and control, record-keeping, marketing linkages and
efficient busness management. The limited accessto externd finance from indtitutiona sources
and the reliance on own sources of capital result in much lower tolerance for operating losses in
comparison with the much larger enterprises. The MSB entrepreneur can protect operations
againg this risk through operative relationships with suppliers and buyers, but usudly at the
expense of earnings. The related results of “captive relaionships’ are regtrictions on MSBs for
sources of business support services as well as for information, particularly about better
production and processing technology and emerging market opportunities.

26.  Thevast mgority of private sector firms start very small in terms of both capitd and the
number of employees. The bulk of initid capitd is most often provided by the business
promoter’s own savings, with funding contributions from friends and rdlatives. Bank loans are
very rare, as is recourse to moneylenders. Bank loans are available in modern indudtries for
which the firm gart-up size is not so samdl, or if the entrepreneur is dready established and
running other businesses and therefore has an obsarvable and verifiable reputation. As a firm
grows in size, the probability of its borrowing from banks improves quite rapidly. Controlled
capitd markets are likely to pendize smdl or medium-size firms (covering about 20-100
workers) that aspire to rapid growth which cannot be supported entirely from their own
nonformal sources of finance.’

® See, for instance, |. M. D. Little, “ Small Manufacturing Firms in Developing Countries”, The World Bank
Economic Review, val. 1, no. 2, p. 212-213.

°]. M. D. Little, “Small Manufacturing Firms in Developing Countries’, The World Bank Economic Review,
val. 1, no. 2: pp. 203-235.




27. Nonforma financid markets have dominated the provison of the financid needs of
microenterprises. Asde from the savings of the owner-operator and supplementa but limited
funds from family and friends, the other nonforma financing sources consst of suppliers’ credits
in the form of trade credit, buyers advances (either in cash or in raw materids and supplies),
moneylenders, various “club’ systems pooling membership savings for loans, credit
cooperatives and NGOs. The codts of financing facilities in the nonforma sector are typically
twice or more than the prevalling interet rates charged by inditutions in the forma sector.
Moreover, a number of developing-country governments control interest rates and influence the
dlocation of credit, usudly in favor of large-scade modern industry and exporters.  This ether
drives up interest rates to MSBs or, if lending rates are controlled, enables even fewer small
firms to obtain credit. The samdler the enterprise, the more likdly it is to be denied credit from
forma sector indtitutions.

28. Data available from the experience of various countries indicates that the MSB sector is
an important, large and growing subsector of many countries in terms of vaue added generated
and number of the labor force absorbed.’® Equally important are the subcontracting linkages
between MSBs and the larger industrid firms in urban areas as well as between them and the
agriculturd sector in rurd aress. It can then be argued that it is possible to achieve rdatively
high impact on productivity and output of MSBs by means of additions to equipment used in
production and gpplication of new technology to operations. Lease financing is especidly suited
for this role of providing the financid resource for acquidtion and use of equipment and new
technology by MSBs, leaving the borrower’s nonformal sources available for working capital
needs. Box 3 bdow summarizes financing options available to smdl businesses and
microenterprises with and without aleasing indudtry.

Box 3. Financing Options
Enterprises without
assets for loan

Enterprises with assets
(typically land)

collateral

for loan collateral

Without a leasing industry  Relatives and friends
Supplier’s (trade) credit
Moneylenders
Internal funds
With a leasing industry For equipment purchase:
Leasing
For working capital:
Relatives and friends
Supplier’s (trade)credit
Moneylenders
Internal funds

Bank loans

Supplier’s (trade) credit
Capital markets
Internal funds

For equipment purchase:
Leasing

For working capital:
Bank loans
Supplier’s (trade) credit
Capital markets
Internal funds

1 MSBs employ a substantial portion of the economically active population in the informal sector,
particularly in developing countries. In the Statistical Yearbook of the International Labour Organisation
(ILO), the pertinent classification would be employer/self-employed for own account and the non-
compensated household members employed in family enterprises categories. ILO statistics show that
amost 60% of the economically active population is employed in business establishments in the informal
sector. In Sri Lanka, it isreported that 80% of industries are composed of MSBs. Similar observations have
been made in other countries like Bangladesh, the Philippines and Indonesia in a number of studies and
reports on microenterprise development.
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IV.  Areview of someexperiencein leasing for M SBs

29. The Bank has been activedly involved in packaging lending programs for smal and
medium enterprise (SME) development since 1973, when it extended the firss SME loan to
Bangladesh. Beginning in 1991, Bank loans for free-standing projects that target SMES directly
appeared to have dowed down, even though loans for SMEs begun to be incorporated in
various rurd development projects, indudtria lines of credit and other lending projects for
private enterprise and private sector development. Explicit Bank-financed support for small and
medium enterprise development has fragmented and been made availdble in the form of
“disguised” SME loans and a series of SME components incorporated into other types of
projects.* On the other hand, Bank lending programs for microenterprise development (which
have included SME components) proliferated between 1989 and 1993.

30. In the case of the IFC, its most important gpproach to financing SMES has been
indirect, by promoting domegtic financid ingtitutions that target smdl and new firms. IFC has
used three main mechanisms.  (a) sponsoring and investing in leasing companies; (b) making
loans to banks for on-lending to SMES, and (c) promoting venture capitd funds which provide
SMEs with equity and managerid advice. *? IFC has not had a specific project to promote
access by microenterprises to leasing as a financia resource. However, it should aso be noted
that some of the leasing companies and venture capita firms that have been supported by IFC
to support and promote the development of small and medium enterprise have been moving
towards smdler-szed enterprises not only in the urban areas but, most importantly, in the
secondary urban centers and the countryside™ It can be argued, then, that the potential is great
for support from the IFC as these firms develop and acquire “information capital” about MSBs
— paticularly because of subcontracting linkages and relationships that these rdaively larger-
Szed businesses may have with MSBs.

31. Insofar as the Bank is concerned, the Pekistan Microenterprise Project Loan has a
specific lease-financing component to provide funds for onlending to viable MSBs through
leasing companies that meet digibility criteria. Project files indicate that the program continues to
be quite successful, as regards outreach to the target market of MSBs and the loan recovery
rate of the participating leasing company, Orient Leasing Pakistan Limited (OLP).**  The
Project isthefirst direct assstance to microenterprises extended by the Bank to Pakistan.

32.  The Bank, together with a number of multilaerd and bilaterd donors, has dso
supported a number of projects that promote the agpplication of smple but innovative
technology. The most notable has been in the development and application of dternative energy
systems in which the ultimate beneficiaries are poor households and MSBs in which leasing and

' Leila M. Webster et a., World Bank Lending for Small Enterprises 1989-1993, The World Barnk,
Washington, DC: September 1995

2 IFC, Leasing in Emerging Markets, The World Bank, Washington, DC, 1996.

¥ Examples of thisare BPI Leasing and All Asia Capital & Trust in the Philippines.

¥ Pakistan: Microenterprise Project (Ln. 3318 - PAK) for $ 26.0 million, approved April 23, 1991 and which
became effective April 30, 1992.
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hire-purchase arrangements have been used as the means to finance acquisition of solar power-
based energy systems. Some notable examples are cited below.

Kenya is the mgor success story to date for large-scale private sector propagation
of household photovoltaic (PV) systems. While the deployment of PVs on a
sgnificant scale began in the early 1980s and was carried out amost entirely within
government and donor project, a dynamic and competitive private sector seized the
market opportunity presented by PVs and has been the mgor factor in the
widespread diffuson of PVs. At least 60,000 units have been sold between 1987
and 1996, surpassing the total number of rural consumers connected under the
nationd power utility’s Rurd Electrification Programme.  Heavily subsdized
programs that rely on the donation of solar systems to rural communities have hed
an extremely poor performance record, and the Kenya experience is noteworthy in
that the government has adopted a hands-off attitude toward private sector solar
systems activities and thereby dlowing market forces to sustain demand for PV
units ™

The hire-purchase variant of lease financing is used in the Indonesa Presidentid
Assistance Project (BANPRES, 1993), Solanka/Sun Societies - Sarvodaya project
in S Lanka and the Gansu project in China, while direct consumer financing and
financing through a cooperative-association energy service company (ESCO) ae
the approaches that have been used in solar PV projects in Tuvau, the Dominican
Republic, Sri Lanka, Philippines, Indonesia and Kenya.'

33.  The Grameen Bank in Bangladesh, which is globaly the most prominent microfinance
indtitution because of its outreach and credit delivery philosophy, is dso engaged in providing
lease financing as part of its array of financid services to MSBs. ' Grameen Bank’s lease
financing program has been comparatively less publicized than its regular microfinance program
but utilizes fundamentdly the same credit evauation, adminigraion, ddivery, collection and
pricing methodologies. Therefore, Grameen Bank is able to take advantage, in its lease financing
operations, of external economies provided by its existing microfinance operations.

34.  There are amilarities between the Bank-supported lease financing component of the
Microenterprise Project loan in Pakistan, and the lease financing operations of Grameen Bank in
Bangladesh. These two programs, plus the BANPRES PV project in Indonesia and
Solanka/Sarvodaya PV project in southern Sri Lanka use lease-financing methodologies, while
the recently approved Solar Home Systems (SHS) Project in Indonesia uses a hire-purchase
dructure. The smilarities in lease financing operations between the Pakistan Microenterprise
Project and Grameen Bank are summarized below:

> Gerald Foley, Photovoltaic Applicationsin Rural Areas of the Developing World, Energy Series, World
Bank Technical Paper No. 304, The World Bank, Washington, DC, 1995.

1° Anil Cabraal, Mac Cosgrove-Davies and L oretta Schaeffer, Best Practices for Photovoltaic Household
Electrification Programs: L essons from Experiencesin Selected Countries, World Bank Technical Paper No.
324. TheWorld Bank: Washington, DC, 1996.

" Letter from Prof. H. I. Latifee, Managing Director - Grameen Trust, January 26, 1997.
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Firdly, the lease financing technology is compatible with procedures and
foundations of Idamic banking.

Secondly, the entities providing the lease financing services have wdl-entrenched
familiarity with the microenterprise market segments being opened up to leesing as a
financid product, which isindigoensable for controlling and managing credit risk.

Thirdly, the entities (OLP and Grameen Bank) dready have in place the
organizational resources to cultivate and service the MSB sector for lease financing,
because of exigting operations in the same or related geographica areas and market
segments.

Finaly, both entities have the stature and capability to access resources from the
formal financia sector to support their thrusts into lease financing for MSBs, which
backstops a competitively-priced (i.e, spread over funding cost) lease finance
product.

35.  The hire-purchase variant of leasing is the end-user financing mechanism that the
Indonesian SHS Project™® will utilize. The Project is intended to assist a phased and targeted
penetration of regiona rura markets for solar PV systems that “ are essentidly commercid” but
whose initid market development is delayed and condrained by high transaction costs or
perceived commercid risks due to unfamiliarity with this type of invesment. To edtablish a
sugtainable initial base for further expanson of the solar PV systems market the target segment
for market entry would primarily be rurd households and smdl commercid establishments
which are “dectricdly isolated” from the grid, but in reasonable geographica proximity to urban
centers. The target market segment will be empowered by the financid intermediation design of
the Project to acquire solar PV systems for use in the household or in business operations.

36.  The credit component of the Bank loan is designed to support the sdle and ingtallation of
200,000 solar PV systems (10 Mwp) for homes and commerciad establishments, thereby
providing the modern energy form of dectricity to about one million people in rurd aress in
three sdlected regional markets centered around the provinces of West Java, Lampung and
South Sulawes. In the intermediation structure that has been designed, the credit component
provided by the Bank would flow from the Bank of Indonesia to Participating Banks to SHS
dedlers, to enable them to sdll the systems on an instalment plan basis to rurd households and
smdl commercid establishments. These ultimate beneficiaries of the Project would acquire the
solar PV systems from the accredited SHS deders through a modified lease finance (i.e, hire-
purchase) scheme.

'8 Indonesia Solar Home Systems Project (SAR , Report No. 15983 - IND, Indonesia Policy and Operations
Division, Country Department 111, East Asiaand Pacific Regiona Office, The World Bank, Washington, DC:
December 17, 1996.
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37.  SHS deders (which are private enterprises) will be responsible for procurement of
components, indalation and maintenance on saes of sysems to rurd households and small
commercia establishments, under hire-purchase contracts. The customer’s down-payment
(estimated to be in the range of US$ 75-100 equivaent, after a GEF grant payment of US$ 75
- 125 per unit ingtaled on the buyer’s behdf) will be augmented by the hire-purchase financing
extended by the deder, under which the buyer will make monthly ingalment payments. The
tota down-payment from the buyer, including the grant portion, would be equd to about 25-
30% of the estimated SHS cost of US$ 636 - 750 per unit. Thislevel of down-payment brings
the acquistion cogt of the SHS unit within affordeble range.  Affordability for the target
households and MSBs is further enhanced because the monthly hire-purchase payments, which
include a charge for maintenance expenses, are &t a aleve which gpproximates the equivaent
cogt of conventiona dectricity services from a grid or the monthly expense on kerosene and
candles for lighting and other energy needs.

38.  The exigting government-supported BANPRES project has ingtaled more than 3,300
SHS in 13 provinces dnce 1991, and hes led to commercidly oriented initiatives and
government-sponsored programs that have ingtdled about 20,000 SHS in households and
MSBs in rurd areas. Some applications of the SHS in the BANPRES project have been to
facilitate pumping of water supplies, smilar to some of the experience in other countries. The
project uses existing rura sructures and capabilities in sdecting participating villages, where
cooperdives collect down-payments and monthly ingalments and employ technicians for
maintenance services of PV units costing about US$ 620 each.™®

39.  As pointed out above (Box 1) hire-purchase is a hybrid leasng instrument which
provides a viable dternative to bank loan financing. The borrower puts up an initia persond
ownership stake which is augmented by a matching GEF grant for the SHS package. A
meaningful ownership sake is generdly an important dement in reducing the risk of default on
the term financing under the hire-purchase contract. With each monthly lease payment, the
borrower builds up equity in the asset, and ownership trandfer is automatic once al payments
are completed. A mgor disadvantage of the hire-purchase gpproach vis-avis the financid lease
is the issue of “shared” ownership of the asset between the sdler/lessor and the
buyer/borrower. In the event of default, foreclosure of the asset may be difficult especidly if the
legd framework is wesk or absent, and the asst is in the physical possesson of the
buyer/borrower.

40. It might be argued that the use of lease financing and its hire-purchase variant to
promote dternative and renewable energy applications is directed more for consumption uses
which could increase productivity only indirectly, rather than for productive, income-generating
MSBs specificaly. However, it is important to keep in mind that MSBs are household-based
activities, where there may be no clear demarcation between family needs-based activities (like
consumption) vis-aVvis income-generating activities. Nonetheless, access to smple technology

1 Anil Cabraal et al., Best Practices for Photovoltaic Household Electrification Programs: L essons from
Experiences in Selected Countries, Technical Paper No. 324, The World Bank: Washington, DC, 1996.
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embodied in equipment that can be powered by dternative energy systems provides a basis for
sugtaining and expanding the househol d-based income generating business activity.

41. For instance when lease financing makes possible the acquidtion of dternative energy
systems that facilitate and increase the household's access to water supplies, productivity of
labor is correspondingly enhanced. It is aso probable thet, in the project design of the
dterndive energy programs specific datisticd data and information on the number of
household-based MSB establishments that would directly be benefited smply was not reedily
avalable. Thiswould then result in defining beneficiary targets as smply “households and small
commercia establishments’ rather than better-identified and defined MSBs.

Orient Leasing Pakistan Limited (OLP)

42.  The market niche chosen by the company is the medium to smdl private limited
company with assets of Rs 20 - 30 million (@US$ 0.900 - 1.350 miillion equivadent). The
company likewise had aready written subgtantial lease business with the small scale enterprise
sector incdluding some leasing business with microenterprises in Pakistan. The main condraint
faced by OLP in developing this M SB-oriented business was its lack of Rupee resources. The
average lease in its portfolio was Rs 250,000 (@US$ 11,300), conggting mainly of leases of
small-ticket equipment, athough 34% of contracts written were for leases below this average
lease contract amount.”

43.  The organizetion's core competencies are its ability to carry out rigorous credit
screening processes on target dlients, and the qudity of its saff. Its distinctive competence is
identification of an unserved market niche in which it operates and where competition is low.
OLP does not seek to compete in other market segments but will engage in price competition to
hold an exigting client. The company culture is to a very large extent determined by the culture
of its Jgpanese parent Orix Corporation. Unlike some other leasing companies in Pakistan, OLP
does not normally seek either bank guarantees or other collateral security but satisfies itsdlf asto
the continued viahility of the business and its ability to generate the required levels of |ease renta
payments from the asset being leased.

44.  When the Microenterprise Project was launched in 1992, OLP was the sole leasing
company that satisfied the Bank’s digibility criteria for participation. In 1995, two other leasing
companies—Pakigan Indudtrid and Commercid Leasing Company Limited and Pekistan
Indugtrial Leasing Corporation Limited—were recommended as participating inditutions in the
program. Among the criteria important to the Bank were percentage of portfolio current and
not overdue, extent of lease contracts to MSBs, and access to long-term funds other than those
from the Bank.

% The monetary size of this average lease contract is obviously much larger than the typical amount for a
microfinance loan -- especially because microfinance transactions highlighted in the literature deal with
short-term revolving loans for working capital, and seldom for equipment financing. The experience of a
number of microfinance institutions, however, shows that financing for equipment and tangible assets is
generally for larger amounts and longer terms.
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45.  The results of OLP s participation in the Project are summarized in the analyds tables
on MSB sub-projects financed by OLP under the Microenterprise Project which are shown in
Tables 2 and 3 below .

46.  Of the totd amount of Rs 1785 million for 669 projects onlent by OLP [as of
September 1994], 75% or Rs 133.5 million were taken up by 400 lease contracts for smal
scale businesses, and 25% or Rs 45.0 million were for 269 lease contracts for microenterprises.
The average size of lease contracts was Rs. 167,300 (@US$ 7,600) for microenterprises,
roughly half of the average of Rs. 333,800 (@US$ 15,300) for small scale businesses. For
microenterprises, 83% of the number of leases were for contracts Rs 250,000 (@US$ 11,300)
and below, and these leases took up 57 % of the total amount of leases financed by OLP for
microenterprises. It is interesting to point out that within this category of lease contracts below
Rs 250,000 lease contracts for Rs 100,000 (@US$ 4,500) and below comprised 41.6 % of
the total number.

Table 2. Size Classification of Leases Financed by OLP under the Project
Percentage Distribution, by Number and Amount

Size of Leases Microenterprise Small Scale Business Total

in Rs Number Amount Number Amount Number Amount

Up to 100,000 41.64 % 14.28 % 19.5% 41% 28.40 % 6.70 %
100,001-250,000 41.65 % 43.04 % 32.0% 16.29 % 35.87 % 23.03 %
250,001-500,000 13.03 % 26.87 % 30.25 % 33.65% 23.32% 31.96 %
500,001-1,800,000 3.72% 15.81% 18.25 % 45.90 % 12.41% 38.32%
Total, % | 100.00% | 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %

Total, in # & Rs. 269 45,000,972 400 133,508,787 669 178,509,759

Ave. Lease, Rs. 167,290 333,777 266,830

47.

For both microenterprises and small-scale businesses, about two-thirds of leases were

for machinery and equipment, as shown in Table 3. For lease contracts to microenterprises,
office equipment accounted for 20%, dightly higher than the smilar category of leased assats for
small-scale businesses. Lease contracts for commercia vehicles comprised 15% of the total of
leased assets for both microenterprises and small-scae businesses.  The microenterprises that
were clients of OLP belonged predominantly to the services sector, followed by the sted and
engineering, and garments, jute and dlied activities sectors. In contradt, of the smdl-scae
businesses accessing OLP s lease financing program, 21% were from the services sectors, 15%
in sted and engineering and 6.6% in chemica and pharmaceutical sectors.

! Aide Memoire, Back-To-Office Report, Bank Review Mission, September 1994.
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Percentage Distribution, Based on Contract Values

Table 3. Type and Industrial Distribution of Assets Financed by OLP under the Project

Type of Asset Microenterprise Small-Scale Total
Business
Machinery & Plant 64.91 % 67.91 % 67.16 %
Office Equipment 20.06 % 16.73 % 17.57 %
Commercial Vehicles 15.03 % 15.36 % 15.28 %
Total 100.00 % 100.00 % 100.00 %
Industry Sector Microenterprise Small-Scale Total
Business
Energy 0 0.73% 0.55%
Services 35.14 % 20.93 % 24.51 %
Consumer Goods 1.83% 4.76 % 3.56 %
Textile & Allied 2.61 % 7.24% 6.07 %
Trading 1.48 % 4.03 % 3.38%
Paper, Board & Printing 2.76 % 1.59 % 1.88 %
Construction 0 1.57% 1.18 %
Chemical/ 2.03% 6.60 % 5.45 %
Pharmaceutical
Steel & Engineering 10.01 % 15.00 % 13.74 %
Ceramics 0 0.44 % 0.33%
Food & Allied 1.66 % 8.75% 6.54 %
Garments, Jute & Allied 9.60 % 11.21 % 10.81 %
Miscellaneous 32.89 % 18.32 % 21.99 %
Total 100.00 % 100.00 % 100.00 %

Source of data: Aide Memoire, Back-To-Office Report, Bank Review Mission, September 1994.

Grameen Bank, Bangladesh

48. Grameen Bank gstarted leasing power-looms in 1992 to poverty-level weavers in the
Araihazar area of Dhaka Zone. Successful implementation and satisfactory experience led to
expansion of the leasing program to other zones. At present, al fourteen zones covered by the
bank’ s operations have incorporated leasing into their microfinance programs. As of October
1996, the leasing program had booked 1,951 leases amounting to Tk. 61.738 million, or an
average of Tk 31,645 (@US$ 760) per lease contract.

49.  Grameen Bank’s leasing program has achieved |oan repayment and default rates which
are conggent with the bank’s regular microfinance program -- 139 leases out of 1,951 in
default, a 7.12% default rate in terms of number and 1.47% in terms of vaue of lease
contracts. Also, 18.35 % or 358 out of the 1,951 lease contracts have moved into ownership
of the equipment financed. The pattern of ownership after full payment is gtriking -- 344 femde
as agang 14 mae, which follows the pattern of digtribution for lease contracts of 1802 femde
lessees as againgt 149 male lessees. Grameen Bank’ s leasing program exhibits awide variety of
equipment financed—from battery chargers and bal-point pen production machines to power
looms, sugarcane grinders, shalow machines, power tillers, baby taxis and mini transport.
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50.  Grameen Bank has a amplified credit screening procedure for leases. The leasng
program is open only to second-time borrowers from the bank’ s microfinance program, which
provides the field officers at the branch, area and zone levels the benefit of the bank’s prior
experience with the borrower. Lease financing is priced on the basis of purchase price including
trangport and ddivery costs plus 20% leasing fee (= interest rate). Lease renta payments are
caculated on the pay-back period (up to three years) usng average baance method. This
samplifies adminigration of the leases and renta payments which are collected on a weekly
basis.
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V. Principal lessons |lear ned

51. A number of important lessons can be derived from the survey of experience in leasing
and M SB finance undertaken for thisreport. These principa |essons ded with the affinities that
leesing and MSBs have for each other; financia and technica skills needed for leasing; the
macroeconomic, legd and regulatory environments under which leasng contributes to
broadening access to financid services, the default experience which gppears to be in line with
generd loan recovery experience in microfinance; and the role of direct and indirect subsdiesin
programs designed to promote lease financing, MSBs and dternative energy systems.

Leasing and MSBs have affinities for each other.

52.  As shown by the Bank’s experience in the Pakistan Microenterprise Project leasing
drengthens the financing and operating linkages between gmdl-scde industry and
microenterprises which relate to each other’s business operations through sub-contracting
arrangements.  Sub-contracting arrangements promote the growth of MSBs and their expansion
and integration into the organized forma busness sector as smdl- and medium-sized
enterprises. In the case of Pekistan, data from the Surveys of Small and Household-based
Manufacturing Industries (SHMI) for 1976-77 and 1983-84 clearly show (a) an over 100%
increase in vaue added contributions from the small and microenterprise sector between the
two survey periods, (b) an 80% increase in the microenterprise sector's employment-
absorption rate, particularly for women in household-based production units, and (c) extensive
linkages between microenterprises vis-avis (i) larger enterprises in urban areas where
subcontracting accounted for about a fifth of the subsector’s totd value added, and (ii) the
agricultura sector in rurd villages where subcontracting accounted for about a third of totd
value added of the sector.

53.  This observation is aso supported in the Bangladesh experience® which highlights the
divergty in financing arrangements across industries. It also provides a clear picture of the use
of credit by informa operators to finance those who purchase their goods. The study
concluded that entrepreneurs seek independence which can be compromised by borrowing and
that owners want to manage their finances in the most advantageous way possible. Widespread
extenson of credit by smdl firms suggests that informa producers are a tremendous source of
finance in Bangladesh. Because the dients of informd firms are predominantly other informa
firms or poor individuals, MSBs appear to be the largest and mogt effective providers of credit
to the rest of the poor. M SBs create employment and wedlth for people of modest means.

54. By improving access of MSBs to well-structured longer-term financia services leasing
can strengthen and expand the opportunities for sub-contracting arrangements and expansion of
operating scale which is conducive to “graduation” into the small- and medium-scale end of the
forma manufacturing, commercid or indudtria sector. In S0 doing, leasng would cregte

% Staff Appraisal Report, Pakistan Microenterprise Project
# Reazul Idam, J. D. VonPische and J. M. de Waard (eds.), Small Firms Informally Financed - Studies from
Bangladesh, World Bank Discussion Papers, Washington, DC: The World Bank, 1994
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opportunities for the incluson of cross-support services in Bank-financed projects, eg.,
dternative energy, infrastructure and employment generation-oriented socid funds.

Relevance of the Pakistan experience

55. The mog important lessons provided by the experience with the Pakistan
Microenterprise Project center upon (8) the €igibility criteria of participating financid
ingtitutions, (b) the importance of policiesto attract collaboration from foreign corporations with
expertise in leasing, (¢) the indigpensability of a clear regulatory and legd framework for leasing
operations and (d) qudification criteriafor enterprises and activities financed.

56.  The Project required rigorous evauation of (i) financid and managerid systems in
operation in financid inditutions interested in participating, and (i) capacity of participating
financid ingtitutions to provide assstance in the form of leasing to MSBs. In the case of OLP the
managerid infrastructure and financid technology was in place, and the company was dready
addressing the MSB sector as atarget market niche®  Microenterprises were defined as firms
with not more than 10 employees, which follows a conventiona definition of microenterprise.
However, no distinctions were made between microenterprises and smadl businesses on the
bass of asset sze. Thus, small businesses and microenterprises shared the same fixed assets
maximum of not more than Rs 10 million (US$ 450,000). This underscores the practica
difficulty of drawing afine line to distinguish microenterprises from smdl businesses on the basis
of assts or cgpital. In redity, enterprises in the MSB sector share many affinities and
gmilarities

57.  The Project identified and classified MSBs, based on the SHMI into three layers® The
characteristic needs of enterprises in each of the sectors for financing were classfied and
evauated. Microenterprises in the lower stratum have modest needs for financing (Rs 15,000
or about US$ 700 on average) for short-term loans to purchase raw materias and smal tools.
In Pakigtan, as dsewhere, NGOs have been the principa source of ingtitutiond credit aswell as
support services. However, economicaly viable enterprises with the potentia to redize high
returns with smal loans do not necessarily belong to the regular client base of the mgority of
NGOs in Pakistan. Most of the business activities of microenterprises in this lower stratum are
perceived not O much as a means to achieve economic sdlf-rdiance, but as activities to
generate temporary income support or relief for the target households.

58.  MSBs in the middle stratum need externd financing primarily for short-term working
capital (Rs 40,000 or about US 1,800) to purchase raw materias or other inputs. Conventional
banking practices in Pakistan are not sympathetic;, MSBs are not likely to have the legaly-
required collateral [under current regulations a commercia bank must require collaterd for any
loan above Rs 25,000]. Financing needs for MSBs in the upper stratum are a combination of
short-term working capital for inputs or inventory of finished products (Rs 40,000 or US

# Allied Irish Bank plc Assessment Report on Orient L easing Pakistan Limited.
* Staff Appraisal Report, Pakistan Microenterprise Project, sections 3.05, 3.11- 3.21.
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1,800), but more importantly medium-term loans to invest in machinery and equipment (Rs
60,000 or US$ 2,800). Thisisthe MSB category that would have a naturd fit for leasing.

Loss and default experience

59. In the Pakistan Project, OLP was dlocating its available resources according to

creditworthiness, returns available and quaity of busness. Lack of externd funding was a
serious condraint to strategic choice. Under the technica guidance of its experienced Japanese
leasing company shareholder OLP has adopted a conservative provisioning policy for bad and

doubtful leases. Inits fird three years of operation OLP has only experienced difficulty with
two accounts, covering leases for an exposure amount of Rs 210,000 versus atota portfolio of

Rs 39.0 million. OLP, which had been taking a 3% genera provison againg lease receivables
crested by each leasing transaction, has reduced its genera provision level to 2962

60. For Grameen Bank, the default experience shows about 7% of the total number of lease
contracts written, but only 1.5% in terms of the value of lease contracts entered into. These
datistics are wel within the generdly outsanding loan recovery and repayment rates that
Grameen Bank has in its regular microfinance programs. While no Philippine leasng company
ecificaly addresses the MSB sector, the indicative experience 2” of BPl Leasing is that over
the last five to seven years the Sze didribution of ther lease contracts, between smdl and
medium- Size companies vis-aVis large enterprises, has shifted to 65% - 35% compared to
40% - 60%. Also, both on-time repayment rates and |oan recovery rates are much better with
smdler-sized lease contracts outside the mgjor urban centers.

61. In the case of solar energy systems developed and promoted in a number of countries”®
affordable and accessble financing is a mgor consderation in the design of any photovoltaic
program due to the high initid costs of solar home systems. The ingbility of borrowers to offer
adequate security or collateral for the loan is a mgor condraint to offering term credit.
Evidence suggests that consumer willingness and capacity to pay is influenced more by the size
of the down payment than by the number or sze of the monthly payments (because
microentrepreneurs will tailor their financing ingalment payments to conform to their cash flow
generdion patterns), and flexible payment schemes may be needed for households with irregular
income streams. In Sri Lanka s experience in financing solar home systems via bank credit or
hire purchase arrangements, more than 80% of private sector sales have been cash transactions.
This pardlds, to alarge extent, the Kenya experience. In Indonesia s BANPRES project, the
collection rate has hovered around 60% despite dtrict pendlties, including “disconnects’ for
nonpayment.

62. To increase the number of households and MSBs able to pay for SHS, pricing
drategies can incorporate flexible repayment and fee schedules that match the buyers income
streams and cash flow generation peatterns, in addition to having some degree of flexibility and

* staff Appraisal Report, Pakistan Microenterprise Project.

" Interview with Mr. Cesar Tejada, President-BPI Leasing Corporation, January 21, 1997.

% Anil Cabraal et al., Best Practices for Photovoltaic Household Electrification Programs: Lessons from
Experiences in Selected Countries, Technical Paper No. 324, The World Bank, Washington, DC, 1996.
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adjusments in the length of the repayment period. Obvioudy, extending repayment periods
involves additiona risks which should be taken into account. The nature and characteristics of
the markets being addressed will influence the schedules and patterns for repayment.  For
instance, a quarterly repayment schedule may be more suitable for farm households and MSBs
whose incomes are subject to seasona factors. On the other hand, households and M SBs of
sdaried workers or employees may find monthly amortizations more convenient.

Therole of direct and indirect subsidies

63. In Pekistan, the Microenterprise Project has made possible the access by OLP to loca
currency funds of long-term maturity and a predictable costs. Locd currency funds of suitable
meaturity and stable costs had been a mgor congraint to the further penetration by OLP into its
preferred smal industry and microenterprise market niches. It should be noted, however, that
the funds accessed are oriented to market-based rates and, more than anything else, serve to
level the playing fied between the principad GFl and private sector indtitutions like OLP.

64. In the recently approved SHS Project for Indonesia, the principa direct subsidy is the
matching portion of the down payment funded through the IDF Trust Fund, and indirectly, the
assigtance to deders and deder network development plus the funding for deders through
participating commercia banks for the financing of systems through hire-purchase arrangements.
For the photovoltaic household eectrification programs in Indonesia, i Lanka, Philippines and
Dominican Republic the private company, cooperative or NGO acting as intermediary often
utilizes the seed money from government or donor grants to etablish a revolving fund to
purchase the first photovoltaic systems, under leasing or hire-purchase arrangements as a kind
of “mader-lesseeg’  with the supplier. The intermediary retains ownership of the systems until
they are fully paid for by customers over aperiod of time.

65.  The rdevant experience in Kenya and in Sri Lanka demondrates that default rates
increase sgnificantly when the development and assstance programs are perceived as
government-sponsored and financed.  Alternative energy systems will only serve asmadl portion
of rural households, no matter how effectively the commercid SHS market is promoted. For a
sgnificant mgority, the cogts of SHS are amply too high, even when long-term credit is made
available and the only hope of obtaining aPV sysemsis that it will provided with some dement
of subsdy.

66.  However, the provison of subsdies for large-scale programs of PV application needs
to be approached carefully, because of the danger of generating other problems and undesirable
gde effects A primary drawback of subsdized programs is that they undermine the
development of a commercid market, snce households and MSBs will not purchase SHS
equipment if they can acquire it more cheaply through a subsidized program. The second mgjor
problem is a perverse impact on equity and development priorities because of the practica
difficulties associated with excluding the better-off households and business establishments
whose expenditures on commercid energy are aready high. Asin other areas where they are
conscioudy incorporated in programs, subsidies need to be limited, transparent and well-
targeted.
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Macroeconomic and regulatory environments

67.  The countries that have successfully developed leasing as another avenue providing
access to financid services for MSBs have been characterized by relatively more stable
macroeconomic conditions (particularly with regard to income growth, interest and foreign
exchange rates, and monetary aggregates) even as the financial sector was opened up to
deregulation. In a number of the countries (eg., Pakistan, Bangladesh, Indonesa and the
Philippines) the regulatory framework, prudentid supervison and tax structures governing
leasing transactions were formaized and better defined. The Bank has aso assgsted in drafting
relevant laws and tax regulations for the leasing industry in Jordan, The West Bank and Gaza,
and a number of Eastern European countries.

68.  Without these legd definitions and daifications the economic advantages that leasing
may present to borrowers, vis-avis conventiona bank financing, would be hard to redize. A
sound framework of fiscal equity and enabling regulatory environment is indispensable for the
continued growth of the leasing industry and the entry of leasing companies into microfinance.
The various aress of a regulatory environment conducive to growth of the leesing industry are
summarized in Box 4 below. Very often, centrd banks treat leasing companies smilarly to
commercia banks when setting prudentid liquidity management requirements—even though
leasing companies are not deposit-taking indtitutions®  In addition, for a number of countries
which had adopted “Idamization” of banking practices and procedures (such as Pakistan and
Bangladesh), it should be noted that leasing is fully competible with Idamic banking principles.

# See*Regulatory barriers preventing the development of leasing” in Leasing in Emerging Markets, The
World Bank and International Finance Corporation, Washington, DC, 1996.
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Box 4. Characteristics of a Regulatory Environment Friendly to Leasing
Banking regulations Recommended actions to promote leasing industry
Licensing - Recognize existence of leasing.
Restrict leasing to licensed institutions and require banks
to set up separate subsidiaries to do leasing.
- Permit leasing companies to mobilize only term deposits.
Prudential requirements - Minimum capital requirements may be lower than for many
other financial institutions.
Other prudential requirements may be less strict than
those for traditional deposit-taking institutions.

Legal framework

Lessor’'s ownership - Clearly stated with simple, effective and timely procedures
for repossession if lessee defaults.
Lessee’s rights - Clearly stated: uninterrupted use of leased asset for the

lease period if lease rental payments are current.
Registry system and procedures for debt obligations and

Central registry security rights, especially movable property
Tax treatment
Lessor - Allowed to depreciate asset; lease payments taxed as

income; asset depreciated over a time period shorter than
or equal to lease contract.

Lessee - Lease payments treated as deductible expense for tax
purposes.

Sales tax - Post-contract sale of leased asset exempt from sales tax.

Capital allowances - Given to lessor or lessee; equal treatment compared to

other financing.

Foreign investment

regime

Convertibility of leasing - Free convertibility to foreign currency-denominated deposit

co.’s paid-in capital account.

Corporate tax treatment - Comparable to other financial institutions.

Dividends & royalties - Free transferability and remittance; possible exemption
from withholding tax.

Capital equipment - Should receive same customs and tax treatment as if

imports imports were undertaken directly by end-users.

[for on-leasing]
Source: International Finance Corporation, Leasing in Emerging Markets, The World Bank and International Finance
Corporation, Washington, DC, 1996.
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VI.  Somemeasuresfor consideration by The Bank

69.  There are opportunities for more active and explicit use of leasing operations as an
effective financid intermediation methodology in Bank projects that are desgned to promote
MSB development. There have been an increasng number of Bank projects in MSB
development, in which the target beneficiaries are urban and rurd households in the various
poverty categories, as in the case of Pakistan. There are also projects, similar to the Indonesia
SHS Project, in which the target beneficiaries are rura households and smal commercid
establishments being empowered to acquire assets that can increase productivity and output.
By coordinating more closdly with the Bank in MSB and SME projects the IFC could serve to
enhance the potentia for successful projects by redesigning some of its programs for onlending
funds, investment in leasing companies and venture capital toward companies that specificaly
target MSBs.

70.  Alternative energy systems programs have been implemented with various inditutiond
arrangements, ranging from eectric utilities or rural eectric cooperativesto private sector leasing
and direct sde programs. The experiences of Indonesia, Sri Lanka, Philippines, the Dominican
Republic and Kenya in implementing photovoltaic programs demondrate that effective and
ugdtainable programs have made use of exiding inditutions rather than completdy new
organizational dructures.  This approach avoids problems of creating and Staffing new
inditutions athough capabilities of exiging inditutions may need to be srengthened. Also,
exisging inditutions may require specific incentives to accept additiond responghilities. In the
specific cases of Pakistan and Indonesia, the Bank has creatively applied its facilities to support
ingitution building.

71.  With respect to cresting optimal structures for transparent and cost-effective financing,
the use of the GEF fadility in augmenting end-users' required down payment for lease financing
or hire-purchase arrangements for the Indonesan SHS Project demondirates that a smilar
approach could be used in expanding the market for amilar photovoltaic systems and other
productive equipment that opens up access to new technology for households and MSBs in
other countries.

72. It is not likely, and neither is it recommended that microfinance NGOs and specidized
financid inditutions should operate like leesng companies. Ingtead, the thrust would be for
these microfinance ingtitutions to act and function as pass through and sarvicing intermediaries
for lease financing programs thet the formally-congtituted leasing companies could ded with in
addressing the MSB market segment. The experience of the energy service companies
(ESCOs) shows that the pattern and structure of intermediation is viable and effective.

73.  The Bank's experience in Pakisan and Indonesa, and those of other multilateral
agencies in other country programs particularly in dternative energy systems indicates the
sgnificant potentid of leesng as a financid product to asss in the growth and expanson of
MSBs. Microfinance development programs often incorporate components to improve business
management and production capacity of MSBs, the outreach and sustainability of microfinance
inditutions and the overdl quantum of financa resources avalable for lending.  The
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effectiveness of microfinance development programs can be substantialy enhanced by including,
in their design, mesasures and dructures that use leasing as an intermediation mechanism for
microfinance of longer maturities and acquigition of capita equipment. This approach would be
preferable to one that is neutral and non-specific as to the varieties of loan maturities and types
of financing to be supported my microfinance programs. In this manner, the emphasis is not
samply on genera accessto financid services but better defined accessto financia services with
maturities and terms gppropriate to microenterprise activities.

74. Because of its programs in privatization, deregulation and financid restructuring the
Bank would be well-positioned to ensure that a country’s legd and regulatory framework is
appropriately redesigned to establish a business, fiscd and market environment in which
leesng—dong with other forms of financid intermediation—can develop and function
effectively. In this context, a checklist of consderations pertinent to the use of leasing in MSB
development projectsis summarized below:

There mugt be a dear definition firms and economic activities that belong to the
MSB sector, to accurately identify the market segments that are the target of a
development and promotion program. Moreover, it is difficult to draw a categorical
dividing line between “conventiona” microenterprises and smal-scae businesses,
epecidly the microenterprises of poor households in the upper layers of the
poverty pyramid.

A MSB finance development program tha provides for the use of speciaized
inditutional channels and instruments is more effective than one that is neutrd and
non-specific as regards maturity and repayment cycles, as well as assets and
operations to be financed.

Leasing can be an effective tool that opens up additiond access to the right kind of
financid services for MSBs if there exigs an enabling macroeconomic, market,
financid and fiscd environment.

Lessing represents a most effective financing technique for reaching those
enterprises whose financid needs cannot be satidfied by traditiond minimaist
microfinance gpproaches. It has the potential to generate sgnificant developmenta
impact by transforming margind enterprises into sustainable businesses.

Studies on linkages between MSBs vis-avis medium-scae and larger firms will be
ussful and may be necessary in (8) assessing the impact of gpplications of new
technology and use of equipment in employment and production output in smdl
businesses and microenterprises, and (b) quantifying this linkage effect.

A dearly established legd, regulatory and tax framework for leasing transactions is
indispensable for this form of financing to grow and take its gppropriate place in the
finencd sysem.



Not al leasing companies can be expected to find M SBs as attractive market niches
to cover. Leasing companies that have aready begun address the market segments
for small businesses may be more prepared to expand into the microenterprise
sector because of the experience and knowledge capital they have accumulated and
operating systems they have developed.

Leasing programs restricted only to microenterprises may not be conducive to risk
diversfication for leesng companies. The gpproach used for dterndive energy
projects in some country settings is to include speciaized microfinance NGOs as a
further intermediary between the leasing company and the ultimate end-users. The
microfinance NGO operates as a magter lessor, with the ultimate end-users as sub-
lessors. This takes advantage of the specidized area and operational knowledge
and experience of community-based organizations.

A clear policy to atract the participation and collaboration of foreign companies
with expertise in leasing operations and systems is an advantage, as demongtrated in
the Pakistan and Indonesian experience.
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Appendix Table 1. Present Value Analysis: Lease Finance vs. Financed Purchase

Period Lease Finance Cash Flow O Discount Factor (18%) | Present Value O
0 10% Security deposit 20,000 1.0000 20,000
0 1% Front-end fee 2,000 1.0000 2,000
Year 1 Tax shield on front-end fee (700) 0.8475 (593)
Month 0 -47  Monthly lease rentals 5,364.62
Year 1 Total lease rentals 64,375 0.8364 53,844
Tax shield on lease rentals (22,531) 0.8475 (19,094)
Year 2 Total lease rentals 64,375 0.6995 45,031
Tax shield on lease rentals (22,531) 0.7182 (16,182)
Year 3 Total lease rentals 64,375 0.5851 37,666
Tax shield on lease rentals (22,531) 0.6086 (13,713)
Year 4 Total lease rentals 59,011 0.4967 29,310
Tax shield on lease rentals (20,654) 0.5158 (10,653)
Month 48 Refund of security deposit (20,000) 0.4894 (9,787)
Month 48 Payment of residual value 20,000 0.4894 9,787
Total, with tax shields 127,616
Total, without tax shields 187,850
Period | Financed Purchase | Cash Flow O | Discount Factor (18%) | Present Value [
0 Acquisition cost 200,000 1.0000 200,000
0 Equity down-payment 80,000 1.0000 80,000
Monthly amortizations 3,047.21
Total amortization payments
182,832 111,703
Year 1 Monthly amortization 36,566 0.836472 30,584
Year 2 Monthly amortization 36,566 0.6995 25,578
Year 3 Monthly amortization 36,566 0.5851 21,395
Year 4 Monthly amortization 36,566 0.4967 18,163
Year 5 Monthly amortization 36,566 0.4371 15,983
Annual depreciation (5 40,000
years)
Year 1 Tax shield (Depreciation) (14,000) 0.8475 (11,865)
Year 2 Tax shield (Depreciation) (14,000) 0.7182 (10,054)
Year 3 Tax shield (Depreciation) (14,000) 0.6086 (8,520)
Year 4 Tax shield (Depreciation) (14,000) 0.5158 (7,221)
Years 1-4 Tax shield (Depreciation) (56,000) (37,660)
Total, with tax shields 154,043
Total, without tax shields 191,703
With tax shields: Leasing advantage: in [ 27,020
as % 17.5%
No tax shields: Leasing advantage: in[O 3,952
as % 2.1%
Assumptions:
1. Equipment cost = [1200,000 7. Lease discount rate = 18% p.a.
2. Equipment life = 5 years 8. Lease Security deposit = 10%
3. Depreciation rate = 20% per year 9. Lease Front-end fee = 1%
4. Tax rate = 35% 10. Lease Residual value payment = 10 %
5. Bank loan rate = 18% p.a. 11. Lease term = 4 years
6

. Bank loan term = 1 year, with 3 roll-overs

12.

Lease payment mode = Level payments
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Appendix Table 2. Size Classification of Leases Financed by OLP under the Project
Percentage Distribution, by Number and Amount

Size of Leases Microenterprise Small Scale Business Total
in Rs Number | Amount Number | Amount Number | Amount
Up to 25,000 3.72% 0.34 % 0.75% ~ 1.94% 0.12%
25,001-50,000 14.50 % 3.40% 5.75% 0.70 % 9.27 % 1.38 %
50,001-75,000 13.01 % 4.95% 6.00 % 1.54 % 8.82% 2.40 %
75,001-100,000 10.41 % 5.59 % 7.00 % 1.86 % 8.37 % 2.80 %
100,001-150,000 16.00 % 12.76 % 14.25 % 5.78 % 14.95 % 7.54 %
150,001-200,000 14.50 % 15.33% 12.25% 6.37 % 13.15% 8.63 %
200,001-250,000 11.15% 14.95 % 5.50 % 4.14 % 7.77 % 6.86 %
Sub- Total 83.29 % 57.32% 51.50 % 20.39% 64.27 % 29.73 %
250,001-300,000 3.72% 6.28 % 6.25 % 5.24 % 5.23% 5,51 %
300,001-350,000 4.09 % 7.82% 5.75% 5.69 % 5.08 % 6.23 %
350,001-400,000 2.97 % 6.72 % 8.25% 9.46 % 6.13 % 8.77%
400,001-450,000 1.50 % 3.85% 5.25% 6.41 % 3.74% 577 %
450,001-500,000 0.75% 2.20% 4.75 % 6.85 % 3.14% 5.68 %
Sub- Total 13.03 % 26.87 % 30.25 % 33.65 % 23.32% 31.96 %
500,001-700,000 2.97 % 10.48 % 8.25% 14.98 % 6.13 % 13.85%
700,001-900,000 0 0 3.25% 8.00 % 1.94 % 5.98 %
900,001-1,100,000 0 0 4.00 % 11.88 % 2.39% 8.88 %
1,100,001-1,300,000 0.75% 5.33% 1.75% 6.26 % 1.35% 6.03 %
1,300,001-1,800,000 0 0 1.00 % 4.78 % 0.60 % 3.58 %
Total, % 100.00 100.00 100.00 100.00 100.00 100.00
Total, # & Rs. 269 45,000,972 400 133,508,787 669 178,509,759
Ave. Lease Size, Rs. 167,290 333,777 266,830

Source of data:

Aide Memoire, Back-To-Office Report, Bank Review Mission, September 1994.
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