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Financial Leasing has always been a method for the
use of assets without the requirement for a capital
outlay; that is, using an asset without outright
purchase.

To begin with,it is necessary to peint out the fact
that financial leasing,leasing finance and lease
financing,all +three correspond to the same concept,
which 5 Jifferent from operatinglleasing.
| Ir oo cmwironzent where the indusi-:u: ool lion
iuveaini.its are considerably slowing down as a resu.tl oi
scarre financing resources.as in ‘Turkev.it was exXnected
that tinancial leasing could be a solution for
chenneliliing capival +fo nroductive inwg

tracting rorcign entorprises inte the
2
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i the interesting characteristic of finovecra:

1 that it has been introduced tc the {incacii’?

L
&

marketplace without any demand coming from the related
parties.Although one vear has passéﬁ since the enactment
of the Financial Leasiﬁg Law,noe practice could Ge
realized up to now, while financial leasing is showing =z
growing trend in the world, even in less developed
countries.

Thus,the examination of the major determinants of
this phenomenon would contribute not only to the growth
of financial leasing ,but also to the development of the
capita market by increasing the variety of he
fingnciai‘jnstruments .

The purpose of this study is,first,to till the gap
by defining the concept of financial leasing which i=s
confused with other {forms of 1leasing, both by the
sduthorities and even in the Law itself,and compiling
Jists of pres and cons speci{ying the probable
shortcomings that appear in certain cases.Secondly,this
study will evaluate the Turkish version of financial
leasing on the ©basis of legal,regulation,taxation,

accounting and funding aspects,concentrating on the last



three to a great extent,since they require further
reconsideration due to the inconsistencies which anpear
in the structural relatioﬁship within the law, and with
the other relevant subjects, besides the existence of
the inequalities when compared with other forms of debt
financing.

The absence of empirical data prevented to rprove
certain facts that are mentioned throughout the text.
The high probability of irritation of the reader from

the hypothetical approaches constituted anothsor reason

far the faormat of the srvuadv.¥uas ) 2un eyt
dutz wers availzible,it wouid Se vo2ivy auch valuoolc 1o duo

such an empirical research.

S wl RO dpelalae vonter L Y Fhr o o ctndo e L
ool of Infterviewing anc oo VInE LS TL oSN LEn e SN
. P T T S ot S L L T N
L VL R R RS I N R PR A I BEC S NS L BRI O B AR R S A A ¥

relevant journals and books on the sub izt
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l. The lDevelopment
1.1. Early History
Lews.ng has had a long and successful history.lnere
is historical evidence that it was in widespread u=se
around 5000 BC by the Sumerians and then many advanced
civilizations had also applied 1leasing 1in their
commercial activities. (1)
Finance leasing of land and buildings becamne
popular in Europe in the middle ages because of the
rigid systems of land laws ang the restrictions on

inheriting irnehold property.

-

Tt touea  Lisought the first great ileasiwe impoerys

Though tirwv were highly active for eniy a short period
nf +ime, thae wagon leasindg comnAanies herd W mardo o AR
contribution to the rapid development of racd
2 omedel Ter o oiiiz: AERVINTE S

Yooaghi,ana  esvarisshed
sistalment credil Lids i
1.2, madeewn Develoupment

peenaitig hecame increasingly pepular fer o numboe:
ot reascons.The key attracticens for equipnent users were

that 1t generally provided 10U% Finance and  enabled

firms te increase their overall debt-raising capacity
by offering cagh Tlow benefite and flexibilityv,sincoo
leasing companies tailored the patier and s8ize of

rental pavmentis to the specific needs of lessees.leasiog
was agfressiveiy marketed as an alternative toc medium
term bank lcans and contractust formalities were
completed with great speed by the leasing companies.
During 1970's, leasing expanded dramatically. The
amount ot new leasing business iun both Europe and Japan
gFrew over BU0% between 18970-79.And by Lthe end ot the
decade leasing was widely recognized as a primary source
ot equipment Yinance. In Europe, new asset acquired by
Leaseurope members rose {rom ECU 11.0 billior in 1980

te ECU 19.6 in 19383.The highest growth rates were

1y Terrv,brian.,Need for Leasing desp:ite All Change.

World Leasing Yearbook,7th Edition,London:1485,p:10
2y Ibid p:to0



A

recorded by the Scandinavian countries,with Denmark up
390% in four years to ECU 323 million,Norway up J3H0%
and  Swedep up 650% to ECU 1.912 miilion.Uver the {ive
vears ending March 1984 newrleasing contracts in Japan
increased at an average annual rate of 23% reaching
Y2.326 billion (U.S.%$ 9.7 bil.) in 1983-84.There has
been spectacular growth of 1leasing in Australia,
reaching an estimated 35% of =all private capital

expenditure on plant and equipment in 1984.(3)

1.3. Developing Countries .

Leasing has spread graduslly to &« rpupese oF
desoisping conuntries,foliowing rmeiiapiven 5y
international Finance Corporation ( I.F.C pI the
pLbive s Ul =rmool the w4r:ﬂ o AT Gee
anjar hanking and leasing pgroupes.

The inteornaticnci Finedoel  Corbs ahion RISVE an
imveritant role in the development o) The Yernnnce

ieasing industry in developing couniries. i a3, Llroady
set up -l8  leasing companies in developing ceuntries in
associaticon with local finance houses and foreigh
participunts.See table |

1¥cC recefnizes the impertance  of  leasing aus o
financial technique for small and mediun sized companies
cspecially new or rapidly growing i1ndustrial and
manufacturing firms. The 1FC’s basic premise is that
lteasing should not be ot a4 disadvantage compared with
other forms of {inance and 1t aims to ensure that
impori duties, tax exemptions and investment incentives
available to owner-used equipment are aliso avallable it
the equipment is leased. The corporation hag opened the
wav for leasing in many countries through negotiations
with various authories,VFor example,through discussions
with +the Indian authorities 1FC managed to legalize the
leasing of imported equipment in that country.Lleasing

has rapidly developed in korea as a result ot

3) Clark,Tom.,Leasing Finance, London:McGraw Hill Book

Co.Limited,1983,p:2

w2



TAELE 1 I.F.C Investmonts in Leasing Companies

Original IFC Investaenkt {USE000) : IFC Loan IFG's “whas

L
as % of H
. initial H
Date of IFC Own Fravided by financial \
COMPANY COUNTRY baard approval Equity (% Total) Funds participants plan a H
VOREA DEV.LEASING KOREA March 1977 371.040 10% SO00 LO0QO
GRIENT LEAGING THAILAND August 1978 150.00 154 no . no
F180 LEASING FHILIFFINES June 1979 L3, 00 15% 2000 J000
Larss DRTENT * BRI LANIEA Hay 1580 15% no neo
LUASIMNG BOL VAR COLMIMBTA September 1980 104 JO00 HOOO
JORDAN LEASING JOEDAN fpril 1981 10% ne no
BUGEWIESE FERU Decembar 1781 15% JO00 na
SASEEA GOLERA THMDONESTA Lecember 1781 SO0, GO 13% 2000 2000
AGRILEASIMNG S/A BRAZIL May 1982 A5y, 30 15% 10000 20000
SOFINLAC FORTUGAL Dctober 1982 F50. 00 15% no no
INDIA LEASING INDEIA i1arch 1782 474,00 15% felalvle] no
CO.DOMIMICANA LEASING DOMINIC REF. Hay 1983 1850, 00 15% E000 no
LEASING CO.of INDIA INDIA June 1983 Aa72, () 135% 000 : na
uDe LTD. 7 IMBABWE April 1984 ’ 409, DO 20% 2000 neo
MNATINWAL, DEV,LEASING CO. FAIKISTAN May 1933 450,00 13% 4000 no
TUMIESE LEASING TUNISIA June 1984 n71.00 10% no na
INDIA LEASE DEV.LTD. INDIA June 19824 09,00 15% =104 ls] na

IMDUSTRIAL DEV.LEASING CO. BANGLADESH Navember 1984 0, O 10% 1800 no et

a The Initial Financial plan is intenrted (o mee: nust of the company’s
requirensants during its start up oz
Source:World Leasing Yearbook



legislative changes implemented in the late 14970s.(4)

International Finance Corporation has conducted
a missicen to examine the " ~visling lepal, accounting,
fiscal and regulatory climate relevant to

7 a} the development of financial leasing and

b) establishing a leasing company in Turkey in
collaboration with Industrial Development Bank of Turkey
( T.S.K.B ) in 1982.
1.4, Leaseclubs

While some leasing groupe were establishing their
own 1nternational networks, cithers, lacking the same
resources or connections, Turweo feemwmpeiohie 10 HESLST
cxporters qf capital eqguipmest by ir'vocucing tanem to
lessors in other countries.

As wcil as being a channel 1or introductions,

leasecliis;

a) establish intersal tonal MENUTASTUTOL and
dealer «c¢hains for assets =sucih es cosputers, f¢1ce

machines and agricultural and ear h-moving equipment

b} provide a forum Tfor excharge of inftermation
on commeorcial and technical developments, financaal and
administrative systems

ol crganize {raining courses and workshops tor
mapagers itrom member companies

a) exchange statf to broaden their leasing
knowledge and experience. (5}
Beside these main Tfeatures of leaseclubs,membership
is also an excellent tecl for a lessor to be connected
with & weorldwide corganizatvion., (g}

Further objectives of the co-operation between
members of leaseclubes inciude Jjoint ventures for special

projects,consortium leasing, joint funding and jegh

4y Stanford,M.,International Finance £inorﬂtlon World

Leasinyg Yearbook,7th Hdition,London: 1485, p:3

Ay Clark,Tom.,Leasing Finance, Londen:MeGraw Hill Book Co

Limited, 1985, p:Z

6) Palmer KR.,0verscas Leasing Networks and lLeaseclubs,

World lLeasing Yearbook,7th Edition,lLondon: 1985, p:35



rotation.From these goals benefits can be drawn for all
members,especially for those from countries where

leasing is in its early stages.

1.5. Infrastructure

The work of Unidroit on wuniform rules for
international contracts, International Accounting
Standard on Leasing and OECD recommendations on taxation
of cross—-border leases are amongst the principal
international developments after 1Y980s.

leasing companies {ound i% necessary to work
closciy together T 7wzt ond Zrotoet btheir inlerest
and to represent theitr views Lo the authorities so with
those aims national leasing associations were
established in most ot the countries in which financial
tepsing markels wele aciive,

Regional ocrgzonzzations have Lliow Luwel ecbtublisbeos
in various parts of the worid to enable lessors to share
their éxperiences,anﬁ tn wrevide a forum for discussion
with community boedies such as the EEC,and 1nternational

professional organizations.

2. bomestic Markets

The following gives an overview of the leasainy
transactions amony the investments during the recent
vears on the hasis of the internal markets ot euch
countryv inciuded.

The leasing rarkets of  the industriaglized and
developing natiens of the world vary considerabiy in
size and structure, frem Australia,where leasing
sccounts fer an estimasted 35% of the privete capitezi
expenditure on plant and eguipment.tc Jambia with two
entries appearing in the list of leasing companies in

the World lLeasing Yearbook 1985, 7 )

2.1, Industry Size

In 1984,leasing companies around the world spent

~

7y Clark,Tem. ,Leasing Finance,lLondon:MecGraw Hill HBook

Co. Limited, 1985, p:3



some US$ 110 billion on new plant and equipment for
leasing to their customers.This figure is made up of
some US$ 70 for the United States market,US$ 30 for OECD
countries and around US¢ 10 in the remaining markets.
( 8
North America

The {figures of leasing business in North America
are given in Exhibit 1.

The low level of leasing in Canada is a result of
restrictions when accelerated methed of depreciation
allowaness  op  legesed squipment were limited to  tiho

renta! lnecoge derived fiew the eguipment.

Luraope

Tho anmir, . vapart o LeaseUs Tpe plhblished or
Septewmber LGFS =2lows Liuwi 16 member leésing COLPE Y wn
copiteved s oconsideranle orowia o Loed L0ow o wean eVl
ecGnomLe roitionawat a low levoel of new
investment,.contiouing unemployement protlems e

internal & external deficitis.New business incressed hv

'

26%  over 148d,compared to o 15% growth rate previcus

r

vear.! 9

ffnhibit ¢ shows tho leasing in Europe.

Asia

Leasinyg had geined a siroeng place in Asia
bepginning of the 198{Us.The setting up of Asiclease
lu&y und ot several nziional leaosing asgoad
regicn led te the compilation of stotistics confirming
the development of leasing in Asic over the poast  fow
vears.{ iU

Lxhjblt 4 shows the statistics anag estimate of

leasing business in Asiz in 198Z-Hy.

Australiasis
In Australiasia, only trading and merchent hanks

and finance companies can make lecsing sctivities, other
) Ibid,p:3
9) Ibid,p:3
10) Ibid,p:4d



EXHIEBIT 1 Leasing in NMurth Hm rica

Taral

- p— ) S - - e
CUUNTHY Unltr/UqL 1€7¢ QBU 1961 1982 1983
(Uﬁ$m)
CANADA - 1,237 L1t 1200 1100 1000 1000
UNITED STATES . ML T3 I IRECC AETOO SoS00 974600 61000
TOTAL . ﬁ\?if 44700 3LLO0 - SBEQO L2000
i Hveragu 1983 exchange @ one use | +nr ul‘ tu" .
Saurceu: Statistics Cafada ?}? Br g Hguspreat ressors Assacialion of
Canada estimate for 196X iat. inat @ o Smerdoar Msociation of Eguipmenl Lossorsy
EXHIBIT 2 - Leasing in ! “upe
Currencg -
COUNTRY Un1ts/U 1%'3 19?0 1961 1982 198%
(U8$m:
AUSTRIA 17.940 153 L77 172 174 180
BELSIUM 51.130 124 137 121 i 224
DENMARE, ?.145 3l 340 75 254 284
F INL AN 5570 jas L17 245 295 220
FRANCE 7.421 HEBO AT 2782 3344 4724
‘GERMANY 2. 5953 1256 1154 14488 1645 1?19
IRELAND . B05 11 13 3 43 155
ITALY 1519. 060 741 10E5 1373 1579 1799
LUXEMEOURG 5L, 130 5 5 & 14 1
NETHERLANDS 2.8%4 3475 S0 S17 469 437
NORWAY 7.294 a6 110 229 414 519
FORTUGAL 116.78¢ } & 44
QPH N 143,430 209 . 110 221 335 478
S 7. 647 180 228 457 52 1696
CNITZbRLRND 2.099 L% Y AT 14 43 50
UNITED KINGDOM 0. bAN SED 35724 4052 4294 4385
TATAL . 377 Lo 4 L2093 13942 173964
Source:beaseurope
EXHIBIT 3 Leasing in Asia .
Currency - '
COUNTRY Units/USs 176 5
_____ — e B |
CHINA 1,677 70 |
HONG KONG RS 348
INDIA IR kY] |
INDONESIA Qo A0 297 1
JAPAN : 220 hiL LooE !
HKOREA . Js. B0 441 |
MALAYSIA S 497 1
PHIL IEFINES 11, 100 i
SINGAFORE 2. 2464
GRI LANKA 25 30
TAIWAN 4.4 3n, 444
THAILAND 23,000 o 3
:
]

Sotircoe-tsialaaca and Natnure { mas ' ma



groups of investors are not permitted to claim
investment =allowances.In Australia a higher ©proporticn
of equipment 1is financed by leasing than in any other
country.( See Exhibit 8 ) Estimates of leasing business

in Australia and New Zealand are given in Exhibit 4.

Latin Americea

Severe investment cut-backs,hyperinflation and
major funding difficulties have all contributed to big
declines in various Latin Ameripan Leasing Markets 1in
1980s.Brazil represents the largest market.Statist-o<
ar~ wobt avaliable for Latin America leasips warkets (or

recent years.

Worldwide

The estimzite of the total oxpenditure <r plant zng
equipment by le=sing companies around the werls ian 188U
and 1288 is given in Exhibit 5.

2.2. ﬁature of the Markets

Various leasing tfacilities are available for small,
medium and large industrial and commercial eguipment
‘users in all the markets.

leasing companies have gradually enlarged their
markets,and now any item of plant and equipment with a
commercial purpose can be leased.Facilities range from
a few dollars to more than US$ 250 million in the case
of some energy installations.

Traditionally transportation and office egquipment
have been the most favoured assets for leasing.In many
markets,commercial vehicles and motor cars and sometimes
aircraft and ships have shared the leasing limelight
with office and communication equipment.In Europe
leasing of vehicles covers the major part of the leasing
business.Plant and machinery is also a main equipment
category.Furthermore medical equipment is becoming a
popular investment for leasing.Exhibit 6 shows the main
types of equipment leased in 1983 in those countries for

which breakdowns are avaliable.



2.3. Hegulations

The main theme in the list of recent developments
in leasing‘ markets is the study and issue of new
regulations on the fiscal and accounting treatment of
leasing.While,in some countries,restrictive legislation
is being relaxed,in others new restrictions are being
imposed; investment incentives for leasing companies are
being introduced in some places and withdrawn in
others;tax guidelines for the residuasl treatment of
leased assets follow no set pattern;and some countries
are adepting provisions of the intcrasileca; accounting
stondard whilst,in  others, i+ hes beea Goovlizd Fhet

capitalization of leased assets by lessees is

Y S FG
L &N A5 A

F.o0 Bum o nmraved 1 mWRGT ¢TIl oo

oo

!

adviser to pgovernment =zuthesliities 1o
rogulationg open to the develooacent of icasin

In the developed markets,tnLe «wnany Ay regulation
has been largely determined by the rc:ovive importance
which authorities attach to the role ot leasing in
promoting industrial development and associated loss of
revenue through the deferment or reduction of tax
payments by leasing companies and their corporate
groups.{12)
3. Basic Leasing Concept
3.1. Terminoliogy

Over the years there have been many descriptions of
leasing to meet different purposes-definitions focusing
on the legal,accounting{fiscal,economic and marketing
aspects of leasing transactions. They all tried to show
the concept that leasing 1is simply =a commercial
arrangement whereby the owner of the property(lessor)
allows another party(lessee) to use the services of the
property for a specified period of time in return for
the payment of rentals.

Leasing in many countries . is similar to¢ hire
purchase and it is understood in different ways.
11) 1bid,p:8
12) 1bid,p:8

I 0



A hire purchase agreement is a lease which contains
an optioen on the part of the lessee to purchase the
asset.Traditionally the option can only be exercised on
payment of a specified amount, which in hire purchase is
usually nominal. In the financing sense it comes under
the general heading of instalment credit for a wide
range of equipment from office machinery to oil
refineries and aircraft.In other countries the two
concept are very different indeed and should not be
confused. 7

Confusion 1is caused becanse leasing definitions
reflect different iegail snNregprtat:ons and tax

treatments around the world.First a distinction must be

mAades beotwesn o lang Tovm TIRADCIAL IR0 S0l Lhde ST Lisin
operating leasc.8ceonaly. it is impertant ta
differentiate betweon a lease with & Luichiase opt.on and

a lease containing nco chance Tor the lessee to acguire
the title;between a leacs undcer which the tax
depreciation benefits and investment incentives flow to
the 1lessor and a lease under which the lessee 1ig the
recipient and sc¢ on.

The mast crucial point in evaluating financial
leasing 1is to recognize it as a financing activity. As
long as this major fact 1Is perceived,the separation
between financial leases and other forms of leases will
be easier to reach the reual concept of what the
financial lease is.

the lessor is frequently 2 bank or finance company
and,usually the leasing business is conducted through a
subsidiary.There are & large number of independent
leasing companies in the US,Europe and Japan run
privately without banking affiliations, and some are
tinanced on the stock exchange.A third category of
leasing companies are the subsidiaries established. by
business corporations for utilizing the excess surplus

tunds separately from the main business. (13)

13) Terry,Brian.,Need for Leasing despite All Change,

World leasing Yearbook,7th Edition, London:1985,p:10

11



The lessees range from industrial corporations,
transport companies and service businesses to all kinds
of governmental bodies.The common factor is that they
pay lease rentals at regular intervals.

The value of the equipment at the end of the lease
contract is known as residual.It is highly important for
the lessee to know his position with this residual

because it has a profound effect on the cost of the
transaction.

3.2. Finance versus Operating

There are Yio *vpes vt leasing arrangement;
a finance lease and an operating lease.

1AS 17 classifies finance lease as

the lessor transtfers to the lessee substantially all

the risks and rewards 1ncident to swnerchip of =n annet,
Title way or mav oot evecniually be tronsferred. 3.

In & finaree i(nuse,the rentals pavable during the
non-cancellable Itase term are normally sufficient t«
cenable the lessor to recover Lhe capital cost of the
equipment (including associated expenses)and,additionally
provide a return on funds invested.

Under IAS 17,an operating lease is any other lease other
than a rfinance lease.The following chart tigures cut the
suggested iASC approach toc the classification of a lease.

For purposes of analvsis,it is convenient to divide
all leasing contracts into two broad categories
- tinancial and operating lease:

The finance lease: Here,the leasing company will
act simply as a financing institution.The lessee will
specify the equipment needed, and aét as the lessor’s
agent 1in the matters of ordering it,inspecting it and
maintaining it.The lessor is simply interested in the
equipment &as his legally owned asset,toc which he has
recourse if the lessee fails to pay his rentals.
Typically,payments under a financial lease are spread
over a periocd ot time equal to the major portion
14) Clark,Tom.,Leasing Finance,London:McGraw Hill Book

Co. Limited, 1985, p:18

T 3



IASC Chart for Classification of a Lease,

Yes
Ownership transferred ' ‘\S\\

by the end of lease term.
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of the useful life of the asset acquired.During this
initial term of the lease,the contract is noncancellable
by either party,that is,the lessee 1is irrevocably
committed to continue leasing the asset.

Operating lease:Here,the leasing company purchases
the equipment,and leases it out to the lessee,but at a
rate and term which does not cover «cost,interest and
profit of the lessor.To fully amortise and writedown the
equipment on the books,further lease terms have to be
written;it may only be necessary-to write one secondary
Teriw  or,many terms may be written.0r the lersa- roliczs
on tuec residual value of the cquipment to i ecover s

balance of the net investment and te earn a profit.That

ie the  leyning  COdipally Feiies wa 2t evpariieos tco
remarketr the asset after the primerv term . which (s 3
thine & Dand a1 apy other finsncipy cowmpsny will  pex
unadertake.Conputers are frequently leasca Wi I

operating leases,

The importance in distinguishing between the
operating lease and the financial lease {frequently
extends bevond the convenience to the lessee ¢if  using
the equipment for a short period of time without having
to pay its entire capital cost.
| Financ:ial leases appear in many forms as; lease
with no purchase or renewal options,liease with nominal
purchase option,lease with advance rentals and nominal
purchase option,lease with initial rental and nominal
purchase option, lease ‘with substantive purchase
option, lease with advance rentals and substantive
purchase option,lease with residual sharing arrangement,
lease with stepped rentals,lease with security deposits
and substantive purchase price.{15%8)

The most common standard rental structures have
been illustrated, but there are innumerable
possibilities.For example,rentals may be stepped but
descending instead of ascending.They can also ascend and
descend in the same leasing facility.The creative lessor
15 Ibid,p:16
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can structure lease rentals to meet almost any
situation.

It will be useful to observe the residual value
treatments because of its cost impact on lease payments
liable by the lessee.

There are four main approaches:

a) Retention of the whole of the residual value by the
lessor.

The options available to the lessee are limited to
acquiring the asset at a fair. market wvalue or to
continuing the lease for a secondsav Lerm at a fair

market rental.

(=28

) A residual sharing arrangement with no purchase

sption.

“ktao The lessee is usually granted an cption to sell
the lezsed asset on beholt i the lessor aitcr  ihre
expiry el the lease term qud . cooave & Droport fwup o Lhe
net sales proceeds. Thus,the lessee 15 =2bre top Luild up

an equity pesition in the leased esguisment during the
lease term. '
¢)A Substantive Purchase Option

In some countries a nominal purchase option is not
allowed, The substantive option price may be negotiated
or more usuaily,a genuine estimate at the incept1on' o¥
the lease of the residual value at the end of the lease
term.The extent to which the residual value taken into
account by the lessor in calculating the rentals wzill
depend on the likelihood of the option being exercised.
d) A& nowminal Purchase Option
This is the traditional equipment financing arrangement
which may take the form of & hire-purchase or
conditional arfangement.(lﬁ)
4. Types of leasing Activity

There are several types of leasing facilities which
can be distinguished on the basis cof tax, accounting and
structural regulations.Here,for purposes of simplicity
only these which may be applicable under current Turkish
financial leasing legislation will be explained.
16) Ibid,p:16
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4.1, Full pay-out lease

The full pay-out lease describes a lease in which
the lessor aims not only toﬁrecover the whole part of
the initial capital investment out of rentals payable
under the contractual arrangement with the lessee,but
also to achieve a predetermined yield on the funds
eeployed to finance the investment.
4.2. Sale and Lease-back

Another type of leasing activity,which <can fall
inte the category of either a . finance or opserating
lease,is the sale and lease-back.bncer this type,a firnm
ewning equipment nells the properiy to a financizl
institution and simultaneocusly executes an. agreement to
lgage  the propor:ty Paci FOFP  Certainl peiiod SN
specific terms.An cbvisus fecature of 2 sale ond leame-~
Lback arrangement 1= that a business tueiains  usc ol
equipment while dispesing o1 awnevohionp, (173

Basic aims behind this typc o il<casing arrangenment
are to provide working capital:generate a beok or
taxable profit where the fair market wvalue of the
equipment exceeds the depreciated value in the wuser’'s
accounts; refinance on a medium or long term basis 1f
the criginal purchase of the eguipment wags financed with
short term funds or reduce financing costs by
refinancing at a lower implicit interest rate.(18;
4.3. The Three Party Leasing Helationship

Most finance 1leases are based on a triangular
relationship which the lessor provides the whole of the
purchase price tor the leased asset from 1ils own
rescurces including any borrowings tor which the lessor

is principally liable.S8ee Figure 1

17) weston,J.F.and Brigham,E.F.,Managerial Finance,

Tokyo:Holt-Saunders International,l¥8l, p:B85i

18) C¢Clark,Tom.,Leasing Finance, London:McGraw Hill Book

Co. Limited,1985, p:1Y
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Figure 1: Three Party Leasing Relationship.
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4.4. The Leveraged Lease
In this type of leasing arrangement,the lessor
provides only a proportion of the capital cost from its
own funds to purchase equipment for leasing,known as the
equity portion or eguity funds.The balance of the funds
required to meet the purchase price, known as the
debt portion or debt funds, is often provided by one or
more institutional investors. The institutional
investors-typically insurance companies,pension funds,
trusts,foundaticns and banks have no recourse to the
lessor for cepavment of their loans.The debt funds, the
rm of which is directly ted to the term c¢r the

te rels
lease,are normally secured by a first charge or lien

TVOr The equllnlent and by legal aSsigunmont ol tho roivieal
pavaments and other lcase benefits.The cost of the debt,
a  fuscition of the credit slunding of the lossev,wiii v

one of the principal factors in determining the implicit
lease rate.
The lessor, or group of financial or ather

institutions acting together as the lessor,is knewn =&

5}

the equity holder or equity pariicipant. Because of th

o~
]

nunber ot parties involved in a leveraged lcase,thers 1
fregquently Va reqguirement for twe additional parties 1o
manage the rights and obligations ot the debt and equitv
pariicipants.lhese are the indenture ftrustee and the
owner trustee.

One of the attractions of the leveraged lease i
that the equity participaﬁts obtain title to the leased
equipment hy providing only a relatively small
proportion of 1its overall cost.Figure 2 shows the
relationship between parties to a leveraged lease.(19)
4,5, Domestic and Cross-Border Leasing

The leasing of equipnment by a lesscr located in ecne
country to a lessee in the same country is referred as
domestic leasing,glthough it can have an international

aspect.For 1instance,the equipment supplier may be

18) 1Ibid,p:18
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Figure 2: The Leveraged Lease
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located in another country or the lessor may be =a
. subsidiary of a foreign company.

The leasing of equipmen{ by a lessor located in one
country to a lessee in another country is known as
cross—border leasing.It is one of the most stimulating
and <challenging aspects of investment banking.On the
positive side it offers full reign to one’s creativity
and numeracy of tax,legal and accounting
knowledge.However there is a problem which is the
continuing changes in the discipline of cross-border
lehming which results in considerakle risk anda

uncertati:ty  for all the parties involvea.

It summarized, obstacles faced when arranging a
cress-ooranr leass inciuce;appliicable V. CUrTan.e v
risks, ex~hange contrels, import and export pormits anc

duties,incone ilax wind withhoelding laases and,fival:v

gifferert accounting and reporting requirementis.: **f;

20) 1lbid,p:19
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the status quo. This is another routine investment
decision.If purchase does not appear desirable,a
financial lease will not be desirable either because the
method selected to finance the investment does not
change the 1income before financial charges. " The
reliance on one form of finance for a given project will
require offsetting action in connection with the next so
as to restore proper balance to the firm’s capital
structure. In that sense, a corporation’s long-term
funds support all the items on the left-hand side of its
balance sheet proportionatelv,and thr use ot some of the
firm's debt capacity to finance particular cutiays wili

necessitate compensatory amounts of equity finance for

BUteeeding expeuditdics It ¥ a inarriopiliaice,
therefore,to mix the financiune and investimen! segments
o1 a decision in a «czsn  Tlow anelveis ag LL Ty

inappropriate even to attempt t: 2ftaci one te the
other." (22

"Thus the consideration of a fipancial lease sheould
begin only after a company has previocusly decided that
the purchase ot o piece of equipment is desirable.This
is the most impertant decision.Having made 1%,managencnt
may then be faced with several alternative methods cof
tinancing the mcquisition;purchase for cash,purchase on
an nstaiment credit arrangement or some other method
invoiving debt financing,or acquisition via a financial

lesse,

o

A company’s own funds are not necessarily the best
way to finance investment in plant and equipment.Cash
tlow is the life blood of a business.Cash tied vup in
plant and equipment(fixed assets)is no longer availabile
for a company’'s business activities;it is not available
+e tinance stock,manutacturing,distribution and other
protfit generating activities.At its extreme, tying up

cash in fixed assets can endanger the existence of the

22) Johnson,R.W. & Lewellen,W.G., Analysis of the Lease

Or Buy Decision,Journal of Finance,27(Sept,1872),p:8l6E



enterprise.Although businesses may fail through lack of
profit,lack of cash-a liquidity crisis-is a much more
common cause of failure."Moreover,a company’'s own funds
are not free.Their real cost is the return they can make
from being put to use-financing work-in-
process,investment in stock or raw materials or as
general working capital.The return on funds invested in
this way may well be higher than the cost of wusing an
appropriate leasing facility.So0,a company should
consider carefully before diverting its cash resources
from financing profitablie current activities to
financing capifal investment to securae iuture
profits.” {23}

23) cClark,T.,Leasing Finance ,London:Mc Graw Hill Look

Co. Limited,1985,p:22
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6. Similarity to Debt

Most of the cases written about financial leasing,
te & great extent,concentrated on making comparisons
between the cost of leasing and the cost of borrowing,
to find out which method of finance be less costly under
certain financial assumptions.In fact,there is a close
similarity between the two. Anyone seeking support for
the assertion that lease financing is essentially a form
of debt financing could find acceptable provisions to
show its similarity here.

One point is the fact thasw “he lense create

L

oy

: 6
commitment on the part of (e coempn.y to mahe = rerdo

[

ot payment over a future period of time,which is as much

- T v oares ey o e + e [P, -
i Leg plLrigution o2 TNe 1INLEresT 2h3 bod Ao un-

rental pavments are in fact tpe oquivusloent aof  iplerogt
vavmental they  arce  determined by Tiaenaiol antiolr
tables without regard inv 1he veang rental rate  on
comparable properties.

The net lease arrangement is obviously intended to
preserve the financial nature of the relationship,
assuring the 1investc¢r of his tixed return while
relieving him of the responsibilities of ownership." The
rejectable purchase offer in the lecase <coniract is
merely the counterpart of the right of priocr redemptltion
granted an issuer ot debt securities." (24)

.If additional support is neceded,it might he found
in the rather convincing evidence that the investor in
a lease financing transaction looks more to the genergl
credit standing of the company for his investment
security than te the value of the property involved.

Perhaps'further doubtis about the close relatienship
between lease financing and debt financing can bLe
cleared up by considering a refinement in the technique
of lease financing which has come into prominence.This

invelves formation of & dummy corporation te act as

24) Gant,D.R.,Illusion in Lease Financing,Harvard

Business Heview,37(March-April,1959),p:1£3
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an intermediary between the company and the investor.The
dummy is created for the purpose of acquiring certain
assets and leasing them to the company.The relationship
between the various parties to a typical transaction of
this type,outlined in Exhibit 7,are as follows;

To obtain the funds required to purchase the asset,
bends of the dummy are sold to a group of investors. As
security for these bonds,the interest of the dummy in
the lease and lease payments is assigned to a trustee
appointed +to represent the investors.The company makes
its rental payments ourecoiy +to  the trustee,Thes=
payments ar2 inlended to meet any expeuces which tho
dummy might incur,such as trustee fees and taxes, and to
CTOCSVIZzs  ThI TunIo to melt the 1nt€‘csL paydents vi Llie
dummy’s bonds.If the pavmenis shou'ld prove insdequate to

cover il btleso Chorges, e cowlboeav penersily o

ag

._,
L
s
(&)

advance the {funds reguivres tc make up the deficiency,
either 1in the form of af<:tisnal rent or suberdinated
loans to the dumnmy.The dummy has nou cperating functions.
lts only role in the transaction is to held legal titie
to the asset and to act as s {financing vehicle.The

common steock of the dummyv has no veice 1n its affairs as

L0

iong as the bonds are cutstanding, siﬁce control i
vested in the trustee under the terms of the indenture.
The common stock of the dummy is far trem valueless,
however,because 1t represents ownership of the residus!
value uf the assets at the expiration of the leasge, (25}

This is a highly complex way te go about borrowing
money, but it is not different from any other lease
financing transactions.The obligations assumed by the
company are exactly same as those imposed by any

financial lease.

25) Ibid,p:124
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Exhibit 7: Relationships Created in a Typical Dummy
Corporation Transaction.
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The suggestion that lease commitments are a form of
obligation comparable to debt has raised violent
ocbjections,

The principal counterarguments can be counted as;
a) Rent has traditionally been considered an operating
expense and 1is included among the costs of doing
business.

If it 1is to be considered a liability merely
because it will continue in the future,why should the
same reasoning not apply to all expenses of a contiruing
Naiure;=de3  as  heat,electricity,telephone geviee ov
cUen lapur 2449 rgw waterials®

The fallacy 1in this argument is that ordinarily a

?(‘imnﬂn:,' aars T *

N A i0be daned  cowwiFTonls s
rurcnase a miniwum gquantity of materisls oy s=uovioes
CYOr 3 perids o8 tiwe gl iwaed  prices,refssdiags o0l
wietnesr tney sheoeuld be needed or not.(28)

b A ~rrporction’s maximum liabilities under & lews. <o

the event of bankruptcy are substantially less than
these represented by debt obligations.

1n the long term view,leazse commitments rank
squaily wilh interest requiremenis,since the inabhiliiy
¢t  the cempany to meel either tvpe of eobligation ca:n

result in insclvency. The ftact thot,once this unhapny

situaticn 1s reached,the lessor will bLe entitled to =5
smalier claim than the debt holder io8 a doubitul
consideration. {27)

26) Ibid,p:1i4
27) Ibid,p:124
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7. HReasons for Leasing

In this section, the advantages of leasing from
the point of view of both the lessor and the lessee,will
be clarified with their probable shortcomings.

7.1. Capital Saving

Leasing provides up to 100% of the cost of the
~equipment.In many cases no deposits or advance pavments
are required.Clearly,any leasing activity which require
rentals to be paid in advance is not 100% financing.
Nevertheless, leasing often does provide a higher

vercentage of financing than an equivaisut horconpiog

tac.:ivy, This rz2anz  that a lesu-e cav  ase  avaiizsh!ice
capital for other projects,for reserves,for seasonable

v
)y

EXDETTIRUTLL, 00, [ UM

t-

-

e

5

RN
M

L8]
]

~
r

-

H
i

concl

o
w0

-

i that a lease provide= L00L tinanciay
& e G @Y PPIONPCUE ASsUmt tan, | hat ik kasg i
~rrect on our general borrowing power.whethor wo rorrow
>r  lé¢ase, we are using up some oif our crelit .Ul Jeal
gquestion is whether a lcase that is equivalent to the
amount of the debentures uses up &5 much of our
barrowing power as the issue ¢t debentures.,This is a key
questicn.If leasing provides more funds than borrowing
in relation to a given amount of cduity.it may Do
gesirabie even it it is more costly."The fact that iie
rejevant payments are spread out over o period of vears
rather than being concentrated in a lump sum acoes not
Justify a difference in the principle of their
tfeatmeﬁt, nor in one’s view ¢t the implicit compeosition
ot their financing.lIndeed,the process oi comparing the
present value of estimated future cash inflows under a
project with the project’s initial cost in  order to
assess desirability in the normal purchase situation
necessarily-and correctly- implies that the two sides of

that comparison either use up or provide funds for the

28) Terry,Brian.,Need for Leasing despite All Change,

World leasing Yearbocok,7th Edition,London:19856,p:17

ne
2]



enterprise equivalently in the long run debt-equity
proportion chosen by the firm. "(29)

Long term leasing does not expand a firm's net
borrowing power;its use merely substitutes indirect
borrowing for direct borrowing.Nor does long term
leasing reduce a firm's net borrowing power,where the
lessors leverage is restricted,the firm is free to use
its borrowing capacity on other projects.( 30 )

Analysis can show that leasing may indeed provide
more funds tharn borrowing in relation to equity,not
because leasing 1is a clever way oi avgiding debt,but
becwuse it is not adeq\qialy recogniced e Ze2at both

in the financial marketplace and in the financial

LIS

7.2, Flevwibility of Lezsinr

LTLsiay  arrangowuints Lrte  verv flexini.. YRR B
compunies have proved more adapissie :hon  banks  and
financing institutions with versnrd to contract

gtructures.bental pavments moey be varied according o
the revenue expectations of lessees. {31 Anotner
argument raised tor the tlex:bhilitv ¢t leasing is that
1t we borrowed funds to purchase o store this
subsequently proved to be poorly located,we would bo
bound to that locatien.lt we were to lease the property,
we could depart when the lease expired,

This argument assumes that the lessor has drawn the

1

0

asge so that he does not recover his investment in the
property during the term of the iease.This may be t{rue
for operating leases,but it is generaliy not the case on
financial- leases.Thus by the time a lease expires,we

should expect to have paid most,in addition to 1interest

243 Johnson,R.W. & Lewellen,W.G., Analysis of the lease

Or Buy Decision,Journal of Finance,27(Sept,1972),p: 816

EHE_EEIE;;,Q.H.& Upton,W,,Leasing,Buving and the Cost ot

World Leasing Yearbook,7th Edition,London:1885,p:17
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and service charges, if not all, of the cost of the

equipment leased.Whether we borrow to buy the property
or whether we lease it,we will have paid for it- either
directly in cash or over time through the 1lease

payments. If we can not profitably use the property,we
have lost money.(32)

Another shortcoming in the argument is that leasing
may actually prove less flexible than ownership if it
should become desirable to discontinue the use of the
asset during the primary period.Unless the lease
provides a rejectable purchai. uttier,the companvy may be
forred either '« find » Lublieisec v to conlinue peving
rent and related expenses for an asset it no longer
cerdde On o rhe ednegp Band, rr o ue asseb Qs fppeeatl D eion

sold for whatever it wili hripws (33

7.4, Avoigdanc:e of Rosirictions

Leaging may  avoid PRI N cavenants or capiital
investmpent restraints.vh:e teasing  1s  noetl legalily
borrowing and so mzy circumvent restrictive toan

covenants and capital budgeting constraints, lenders and
head office financial controllers are now more aware ot
the leasing loopholc.This testure should net encourage =
lessee to cverspend.{34)

Althourh leasing may enable a lessee to avold soune
of the restrictions that exist in a borrowing faciiitw,
1t may bring restrictions on the use of the nprapervty
leased.For example,lessee may be prohibiled irom makiug

changes or adjustments. (3d)

32 Johnson,Rk.¥%W.,VFinancial Management,Allyn & Bacon 1inc.

Boston:l1964,p: 466

33) Gant,D.R.,Illusion in Lease Financing, Harvard

Yusiness Heview,37{March-April,1859}),p:129

34} Clark,T.,lLeasing Finance ,London:Mc Graw Hill Book

Co. lLimited,14985,p:25

Boston:1962,p: 467



7.4. Freedom of Cacgh

Another often cited advantage is that leasing
increases earnings ' by freeing capital that would
otherwise be get tied up in fixed assets for more
productive uses. This is the main pillar on which lease
financing rests. (36)

The following clarifies the reasoning behind this
advantage asserted by the proponents of leasing.

Leasing does not tie up valuable working capital. A
leasing facility preserves ligquidity for other more

appropriate usocs. Y urthermore existing credit lines ave

preseived througn rteastay Taszh flow advantoges gt=m from
the lower upfront capital payments required on a finance
Tezse cupoweed TS~ other o formz ST Tononce  ons T
flexihili+vy of Jeuase peyment requirements is useful 15
cash  purprsos. Mainly.othe cozones Ll thie  arpuoe gl .
that if we cup oniv fre. aur tunds frem  fived  assets,

which we have a :nw furnover,and invest in current
assets,which we have a high turnover,we will anprove the

earning power of the entire business.

I'ntfortunately,the argument is not much wvaiid.,the
conclusion @arises because we are  assuming that cur

method  of financiug determiness the minture oi  ass<ts
that we acqguire,Thus if we borrow, wEe acqguire finea
assets;but if we lease,we can avoid acguiring fined
assets @nd invest only in current assets with & fhlgh
turnover.lTo operate our business we need & certa:in
mixture of assets,beoth fixed and current. How woula ono
go about breaking down the earmings oif an enterprise for
exanple,between the part contributed by the building
and the part contributed by the merchandise in it ?There
is no point in saying thatrsome asseis earn more than
others.We need the services of all. Whether we have
title to all the assets is beside the point.{(37)

36 Gant;D.H.,lllusjon in lease Financing, Harvard
Business Review,37(March-April,l959),p: 127

37) Johnson,R.W.,Financial Management,Allyn & Bacon lnc.

Boston:1962,p: 468
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Once we determined the assets needed,we then turn
to the available methods for Tinancing these assets,
Among the pessible methods are leasing and borrowing.We
will not vary the total earnings that we derive from the
predetermined mixture of assets by changing ocur methods
of financing.In short,leasing does free cash,but so does
borrowing.The real question is whether one method of
financing is more expensive than the other. (38}

7.5. Hedge against Inflation

Leasing can be a hedge against inflatieon when
soelnlent ae acthuired at current prices and reontole  mer
Tuc T ftuture cornrags.: 38 Althscgh in some cusem. thas
apparent advantage can be chimera.In later vears in a

tha o mi L nar!
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znev of Leasing

s 1t in fact likely that the cost of lessing wi..
he the same as the coust of borrowing?” This is a crucia
question.1f anyv generalization can be made,it must b=
that .fer a given company,lcasing is likely to be more
expensive than borrowing.Moreover,whereas a bond i1ssue
may often be retunded it interest rates decline sharply,
we cannot refund leases.

Then ,is there no cost advantage {o leasing? Even
theugh the cost savings may not stem from lower interest

a

=2

rates, they may arise either through tax savings or t
postponement of income taxes. Lease rentatls are
generally fully tax deductible as operating expenses. !t
we borrow tb acquire title to tand and =& building,we

could depreciate only the building for tax purposes.in

38) Ibid,p:468

2Y) Clark,T.,Leasing Finance ,Llondon:Mc Graw Hill Book

Co. Limited,i985,p:d6

40 Terrv,Brian.,Need {for Leasing despite Ali Change,

world Leasing Yearbook,7th Edition,Llondon:i8985,p:17



b o
contrast,if we lease them,our rental payments would
include the cost of the land to the leasing company.
Through the lease, thus,we are able to depreciate the
cost of the land.As a result, we would pay lower income
taxes.(41) The tax benefits arising on the acquisition
of equipment may also be maximized through a leasing
arrangement by reflecting in the rentals the value
of an investment incentive which, because of a
shortage of tax capacity or hontax paying position,is
not fully available to the lessee.(42)

11 things are fine here,But we <chnvreg Temembar
tnat when the loase expires,we wou]d hive raid the totrs:

amount of the cost of the property that we do not own.

frov roal pioblew is 10 detelwise (L2 pile~m* tadue  of
the  expected fair market value of ‘he aou.pment al  the
exniraiion of the lease.tfhere neve hoop evamplosr  wheve
the cost of the property has appreciated immen:z:iy  o.erl
= pecriod of vyears.We are risking the loss o0 fhis
appreciation by leasing the propertv rather than

borrowing to acguire the title.

Even if we pay the same total amount to acquire theo
services of assets through a lesse @s through borrowed
funds, the lease may be advantageous if we can write oft
the cost of the property through the rental payvments
more rapidly than if we owned the preperty. {(43:1n tact,
ieasing makes it possible to write ot f the
depreciable portion of the property over the basic telm
of the lease,which is generally shorter than the pericd
which would be permitted for depreciation.The result is
not a tax saving but a shift in the timing of deductions
and tax payments,similar to the effects of accelerated
depreciation.To the extent that the tax payments are
41) Johnson,R.W.,Financial Management,Allyn & Bacon inc.
Boston: 1962,p:470

42) Clark,T.,Leasing Finance ,Llondon:Mc Graw Hill Book

Boston:1962,p:471

33



deferred,the company benefits by having the use of these
funds for the additional period. (44) "Alternatively, the
lessor’s depreciation deductions may be more attainable
in the sense that the lessee may not as consistently
have taxable income against which to <claim the
deductions.This argument is often made particularly in
connection with accelerated depreciation schedules that
could exceed lessee income in the early vears of
asset life.Such possible differences should not be ruled
out; in effect, they «connote more rapid de facto
lessor write-off oprofiles hut the cerpe~forward and
tackward corporate incoms averaging provizsons of  the
tax law should substantiaily diminish their impact for

L |
s e

L w1 pm P [t i . . Y
el Wl Wal 7 ud e tRs,ae SNLUCrPLAdl5 . LT
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w
realization of these tax honetits Ly the lessor  depande
o the axistence of addiivonait tawabtlte incom= 1 rom Gine;
sources on his part,it his oniyv businiss 1s leasing the
one asset,the lease payments he recclios are his  only
taxable earnings as well,and he confronts precisely ithe
same deduction limits as would the lessee."( 45 )

It may be possible to achieve some advantage i7 the
lease payments are scheduled in such & wcy that tancy are
higher 1in the earlier years of the lease than the =um
of depreciation and interest and, conversely, lower 1n
the later yvears.When these conditions are prevalent,the
present value of the tax deductiens received under a
lease plan is greater than the present wvalue of the tax
deductions under outright ownership.

The same advantage may be achieved in another way
under financial leases.The agreement may be drawn to run
for a relatively shorter initial term. During this time

the lessor recovers his entire cost of the equipment

44 Gant,Dl.R.,Illusion 1in lease Financing, Harvard

in Competitive Capital Markets,Journal of Finance, 31

(June,1976) p:796
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and the lessee can deduct his payments to the lessor as

- expense;whereas if the lessee were to purchase equipment

directly,he would have to depreciate it over a longer
time span.

The interesting thing to note here is that drawing
the contract in such a way that is advantageous
in terms of taxes may make it disadvantageous in other
aspects.For instance;it- may not provide a purchase
option, which has the effect of shifting part of the
risk of obselescence to the lessor.This means that the
lessor would expect to earn a bigher profit on the
transaction.Additionelly,the lecoscor is alse a tax paver
and,as owner of the equipment,will be depreciating it in

hid o tax returns JT Lo e wiatamg Lo offcr Lie Lefhte  a

stream of lease payments which app.ar ndvantag.-nuz  tu

nim,but which have the efiect of creaiing mrre  taxabdle

1

income for the lessor in tho early vyears,the lessor
obviously must somehow adjust his lease payments to
compensate him tor his early tax payments for the
benefit of the lessee.

Accordingly it is probably best to think eof tax
deductions mss being part of the pachiaged cost of a lease
plan.Leasing companies have thus tended to becone
entities specialized,among other things,to the maximun
utilization of these tux subsidies,which are in turn
reflected in equitibrium rental rates. When the leasing
company alsc happens to be owned by the company that
manufacturers the equipment, still another return 1in
favor of leasing is created by the deferral of taxes on
the manufacturing protfit that the manufacturer gains by
leasing rather than selling. {(46)

The mere fact that the lease payments appear to be
more advantageous than fhe tax deductions under

ownership does not mean that the total cost of the lease

(June, 1876) p:796
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plan will be less than the total (after-tax) cost of
ownership. (47)

In a2 note analyzing the implications of equilibrium
for the cost of leasing,it has been shown .that ,in
general in Miller’s world, léasing offers no advantages
to companies that are either in a permanent tax-paying
position or permanent non-tax—-paying position.However,
there may be benefits for firms that are in a temporary
non—-tax-paying position.( 48 )

lLease financing,then,is essentially a form of

borrowing, resu!ting in obligations which ar

T

subgstantieily the same as those Zncurred in horrowiig
money.When contrasted with ownership financed with debt,

hovdver, loaze tineneind cullcle id

Cho ve.ly Sipuisicaun’t
respects:

43 The  Juvestoar norhaiov  eEandg @ rstden 0o 9V
investment during the basic lease period which 1is
somewhat highcr than the rate at which the company woulid
be able to borrow on its direct obligation.

b} The other disadvantage,which is more significant, is
that at the expiration of the basic lease period the
lessee loses the remaining value ot the property which

it has paid for it. (44}

Harvard Business Review,39{September,1961),p:127
48)Brealey,H.A.&Young,C.M.,Debt, Taxes and leasing,

Journal of Finance, 35(December,1980).p:1245
493 Gant,D.R.,Illusion 1in Lease Financing,Harvard

Business Review,37(March—April,1959),p:126
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Most prominent advantages were examined and the
validity of them were analysed shortly.Then,whv has the
popularity of financial leasing increased so greatly in
the face of two such formidable disadvantages?

Many lessees find that leasing is more attractive
than purchasing even if the sum of total payments be
greater than the purchase price less the salvage - value
of the equipment acquired.Then we are coming to the
question of what are the real services performed by a
lessor which make leasing more attractive than buving,
even Ehiough it apparently costs mere Lhen
buying?

In a general way all of the functions performed by

iessoge Feoll jnty Lhree Liuuw?d cabegories.
a) pllowing Lihe lesgee to pay only the par: of the ull
purchase price at  the ftime fte Depius e e

cquiprment - granting credit

b) Shouldering part or all of the risk tha:
equipment will soon become obsoclete,

c) Packaging a series of legai,administrative,tax,and
other expenses and adding them to the price ot the
lease. (50}

Let wus examine each of ithe servlcﬁs in turn  andg
consider certain implications of them for management.Qne
should keep in mind that,since the performance otf o
function by the lessor usually comprises a «cost tor
lessee,he must recognize what the lessee'’s direct cust
of performing those same functions would be when
computing the cost of acquisition by outright purchase.

Granting Credit

The most distinguishing characteristic of a leasing
plan 1is that it permits the lessee to avoid paying the
full purchase price of a piece ot equipment on the date
acquired.Thus,as a minimum,lease payments must provide

enough revenue to the lessor to cover not only the cost

50) vVancil,R.F.,Lease or Borrow-New Method of Analysis,

Harverd Business Review,39(September,l1961),p: 1243
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of the equipment but also the lessor’s interest expense
while he is waiting to recover his monev,and to
compensate the lessor for running the risk that he may
not be able to collect the amounts due him from the
lessee,

The interest charge by the lessor on the money which
he has invested in equipment is the main reason that the
total of the expected future lease payments exceeds the
purchase price of the equipment.But,because the lease
payments are spread over many . future periods,it is
wisleading to make a comparison such as this rutpa. +the
present valus  of the future leasc payvments should se
found if such a comparison is to be valid.

R e e R . .
Hroiudrag Lhie rLpaclh ol ducewe tras. Far oo mowmend

and assuming that the lessor perforpad no serviccs  1or
the tessee other than granting ecresair. it is RSV T
visualize a simplified leasing pian in wohrch,:T the
tuture lease payments were discounted a'! e . forest

rate which the lessor is charging for the use of his
capital,the present value of the lease payments made
by the lessee would be exactly equal to the purchase
price of the equipment.

While it is true that the acceptance of a leasing
contract always has the etfect of supplying capital on
credit to the lessee,it is not necessarily *true that {he
function ot granting this credit is always performed by
the lessor.ln a legal sense,the lessor is absorbing {he
- credit risk since he is the only other party te the
leasing contract;ln an economic sense,however,there are
many situations in which the lessor acts only as an
intermediary,receiving his capital from conventicnal
sources and using it to purchase the equipment which 1s
+then turned over to the lessee.

As =a practical examplé many leasing transactions
have been arranged in which the lessor is really a dummy
corporation established by the lessee in order to secure
certain tax advantages from leasing an asset rather than

owning it.The dummy corporation typically has only a
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noming%ﬂ capitalization but is able to borrow large
amounts of money from conventional financial
institutions by assigning the rental receipts under the
lease to financial institution.The financial institution
grants the loan exclusively on the credit qualifications
of the lessee,and looks to him for the repavment of its
loan even though the loan repayments are nominally in
the form of lease payments to the lessor.

Transactions of this type are only possible under a
financial lease in which the lessee’s obligation to make

all of the lease pavments .z

N

nancancellahle

commitment Obviously,+7 ‘the ‘essee Iitw could  agn

0

e
its obligations to make the lease payments,then the

Tending iestitutlion weuid be puc im 2 pusii:an =- TeyvIng

tc collect the unrecovered Ealance ot *is itc=n from the

thinly capitalized lesscr corpeoration, whooc ool fss ot
would be a piece of used cvquipment of vnrertuain value. In
transactions of this type,the lessor’s tfunction is
something other than the entrepreneuriai function of
absorbing «credit risks.But in most leasing transactions
granting credit to the lessee is one of the functions

peritormed by the lessor.(51;

Shift in Hisk ot Ownership to Lessor

A second mwajor function that is often performed by
lessors involves ancother kind of risk taking,this f{ine
not the risk of granting credit but the risk of eariy
obsolescence of the equipment.As all businessman know,
one of the most important estimates which is made by a
prospective purchaser of a piece of equipment concerns
the technological or market life of the equipment.

1f we hold the title to & machine,we bear the risk
of obsolescence.Would it not be better to shift this
risk to somebody else and lease the services of the

machine until it is superceded by more modern equipment?

51) Ibid,p:124
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Consequently,when faced with a lease or borrow decision

‘on  equipment subject to high rate of obsolescence,
leasing should be viewed. favorably. (52}

Particularly in industries where the rate of
technological change is rapid,the prospective customer
may feel a great deal of uncertainty about the economic
life of the machine that he is considering to acquire.
Wrong decisions in this area can be very expensive and
wrong decisions can be made either of these two ways;

a) by failing to acquire a piece of equipment soon
enough in the hope that a mure ~dvunced model will come
out withinp a shbrt peried of time o,

b)Y by acquiring a piece of equipment too soon,only to
Fiad Lhat it is zhurtly rendered chocicice.

Faced with making thie Wwrong decisien,many
businessmen prefet not to purchawe cucy cgurpment

outright but to lease i+

bh

rom someone else who will
absorb the risk of early olau.escence for them.{53)
This is all very well and a valid argument if the
lessor is not very intelligent.However,it is likely that
he is &as aware as the lessee is ot the rate aof
innovation in the field.Ilndeed,since he is a specialist,
ke may be in a better position than the lessee 18 to
Jjudge the rate of obsolescence. 1t should be obvious
- that when the lessor assumes the burden,he expects to be
compensated for it by the lessee.In some respects, this
arrangement might be likened to an insurance contract in
which the insurer{lessorjcollects a premium {rom each
person insured{lessee),and the sum total of all the
premiums collected is sufficient to cover the cost ol
losses(the unrecovered value of the machines rendered

obsolete).Like any insurer,the lessor also expects to

52) Johnson,R.W.,Financial Management,Allyn & Bacon Inc.

Boston:lsﬁg,p:465

53) vancil,R.F.,Lease or Borrow-New Method of Arnalysis,

Harvard Business Review,3Y9(September,l1961),p:125

a0



make a profit for his risk taking,and lessees apparently
are willing to permit this profit because of their
exposure to potentially large individual losses.
Consequently,he will include in his rental fee & charge
for obsolescence and for other risks of owning the
property.It will not be an explicit charge,but may be
reflected 1in especially high payments during the early

period of the 1lease that the lessor recovers his

investment as rapidly as possible.If the rate of
obsclescence is highef than the lessor had anticipated
the liessee wili henciit hv having shifted the risk to
him. (%7

Under finanecial lease contracts the situwation is

CLITErerr. The lee3se’s CORFMITECH! {0 wiih®™ payuciuld oheo
exceed ithe purchasc price of the equipment has fth
ef fead ¢y placing on lom nosi of  iac I"isk

obsolescence in  much the seme way as if he had actuatly
purchased the cquirment.Still,it is possible to have
portion of the risk transferred to the lessor, depending
on the terms of the agreement.The lessor may require
lease pavments during the initial term ~»f the loease
which will just recover the cost ot the equipment and
plus interest,so that his pretrit will be the residuail
value of the equipment at the end of the initial fterm.
In such a situation he is running the risk that he will
not be able to realize his protit if the machine hecomes
obsolete before the end of the initial term, and he may
therefore require that thé initial term of the lease be
relatively short,so that his uncertainty about the value
at the end of the term is not too great. Measuring total
cost in such & situation requires explicit consideration
of the expected value of the equipment at the end of

the initial term of the lease.(55)

Boston:lgﬁz;p:éﬁﬁ .
55) Vancil,R.F.,Lease or Borrow-New Method of Analysis,

Harvard Business Heview,3%(September,1961),p:126
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A final function that is performed by all lessors
has frequently been overlooked in the analysis of
leasing expenditures,but must be specifically dealt with
if we are to have a precise analysis.This function might
be described as a packaging function of accunmulating
into a single total all the costs concerned with a Eiven
acquisition and recovering them through the stream of
periodic lease payments.

Such costs make up a longer list than might at

first be assumed.Included are not only the cost of the

enuipment and the interest pavmenis on the mg .ar
wroviued, but alsc the several auxiliary Tinancing voars
such as ;commitment fees for bank loans arranged 1in
mavaace s requied {6 puichasce lile eqdiphicui,iuT couot
ol carrying any roempensating bsalances required iy ne
Yeviner, legal fees, gumigslstrative and cleries! onaby

the fee for arranging the transaction,which might Lo
thought of either as the profit for the lessor under =
leasing contract or as the fee that might be paid an
investment banker for acting as a third party in
arranging a piece of financing.

Additional <charges in acquiring equipnent,such as
delivery and 1installation charges,inspection cousis,
consultant fees,certain interest charges such ass those
tied up in advance payments and other incidental iy
ancilliary costs are the part of the paciage and may bLe
added to the capital cost of an asset and amortised aver
the lease period.(56)

It is conceivable that a lessor firm which buys
assets in volume from their manufacturers could
negotiate for lower average prices than would be quoted
for single purchases by lessees. "Savings of this sort,

however,can only be attributable to reduced transactions

56) Terry,Brian.,Need for Leasing Despite All <Change,

World Leasing Yearbook,7th Edition,London:14985,p:17
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costs since the underlying manufacturing economics are
not affected,i.e.,no change in total supplier output is
occasioned by a mere re-routing of the assets through
intermediaries to their ultimate users.The same goes for
resale / salvage values.The lessor may be more active or
more skillful in dealing in the associated second-hand
asset market,his specialized knowledge may give him an
edge.But if that market is itself reasonably
competitive, lowered transaction costs again are the one
legitimate source of potential savings.To the extent
wUAY znany leasing arrangements invelve asscte
magura. tuvaed for guite specific purpnses, few o1 roes s
transaction efficiencies are likely to emerge -indeed,

tnev - wmoy¥ Do mSrC thanh fTiset BY Tht ¢rTYC “rangs~-1Ii0ons

(]

cete of the intervening lease contract.Chly in the case
.of legcscos ot verwy stancard,high voidhe wsiet. 1toms o

any venefits appear to be realizable.,"(&7)

The auxiliary financing costs may be qu:ite =ozoi’
relative te size of the transaction,bur i the
transaction -is large enough,they may be too large to

ignore,

in Competitive Capital Markets,Journal of Finance,3l

(June,1978) p:796
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8., Pitfalls of Analysis

In terms of accounting standards and the techniques

of financial analysis,financial leasing raises serious

questions.

There may be little difference in the obligation
imposed by a lease as compared with that created by debt
financing.However, there is a very substantial difference
in the method of reporting that obligation. A borrowing
transaction 1is recorded on the balance sheet,a lease
transaction 1is not.Interest paid.on debt is shown as a
financial charge on the income statemepi, rantal pavments
are hurred e=mong cost or s5icx  and ee:tind and
administrative expenses.

iU in ooeotomary o SUSIUTTY A cImnanve o .

structure in terms of certsin siundard *inzucici ratios.
™

These rotios reasure the roiaticeship of 1ts  fony i

debt to equity,at both book ana mar¥e* vaives.An even
more important test is one that reinotee the interest
requirements on this debt to the companv's past

earnings, for the purpese of determininyg the number of
times these tixed charges were covered by earnings.

ltatios ot this sort have no real significance of
themselves,they must be evaluated bv considering the
nature of the industry,the company’'s position in that
industry,and the stability or tack of stability in 1itis
past operalions.

The absence of an accrued liability in the balance
sheet would give a financial analyst the impression that
the lessee appears to be 1n & much stronger positicn
than he really is.Even if full infoermation 1is not
provided cencerning lease obligations,most financial
analysts can detect their existence by the 1lack of
significant amounts of fixed assets and by the presence
of rental payments ~  on the statement of
earnings.Theoretically,financial analysts can reconstruct
the balance sheet to show the equivalent amount of debt,
so that the lessee’s implicit debt position could be

compared to that of other company’s relying on borrowed
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funds.But in this stage of analysis the difficulty
arises because most financial statements reveal neither
the remaining 1life span of the lease nor the original
cost of the property leased.This information is
necessary before determining the proportions of interest
and return of principal in the lease payments.Thus the
lack of adequate information,the difficulty of sound
analytical procedures to adjust the lease payments,and
the failure of many analyst to apply the financial
methods available,have provided companies using leasing
with more borrowing power Luan they deserve.like all
types of borrowing,iease obligatiows drawn n~n credit of
the berrower,and credit is not a bottomless well.If it

1= used in cne feorm,it 3¢ nat avaiiable te oo usm

- —~
- - o -

egain in another.

Has the significance of lease commituents zo & foim
of indebtness gone unnoticen in the financial community?
There are several indical:one that it has not.

in the first instance,many efforts have been
centralized on making disclesure of leases a standard
practice.Cn the disclosure of lease obligations,the
American Institute of Accountants presgsented a set of
recommendations. (58} See Appendix 1

Mainly,the discussions on the subject of whether
the lemse obligations should be shown on the balance
sheet of the lessee is kncwn as the capitalization
issue,

Essentially, the concern 1is on whether it is
legitimate in preparing financial statements to consider
the conmmercial substance of lemse transactions rather
than their legal form.

There 1is a considerable divergence of views on the
question of lease capitalizafion.ln some countries,it is

widely accepted that finance leases should be accounted

58) Accounting Standards,Current Text as of June 1,82.
Published by the Financial Accounting Standards Boards,

Connecticut,1982.,pp:L10-L112
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for in accordance with their commercial substance (in
the  fipancial statements both of lessees and of
lessors), in others,the legal form is rigidly accepted
as the criterion for capitalization. (59) See Table 2

It 1is noteworthy that the countries which accepted
capitalization tend to be those with more highly
developed public capital markets.

To sum up,the argument for capitalization rests

-upon one of the fundamental accounting concepts 1in

International Accounting Standard No.l,nzamely that
"transactions ant sther events should be accounted for
and presented in accoraasuce with their substance ar

financial reality and not merely with their legal form."

Singapoie Sccliety of Accuunténts is oxplailning 1iis
support for capitalizatiou as:
" wniie ihe legal form of iease ugreement is that ir:
lesscee may acquive no legal title to the leased asset in
the «case of finance leases the substance and finmancia?
reality are that the lessee acquires the economic
benefits of the use of the leased asset for the major
part of its useful life in return for entering inteo an
obligation to pay for that right an amount approximating
te the failr value ot the asset and the related finance
charge.1f such lease transactions are not reflected 1in
the lessee's balance sheet,the ecconomic rescurces and
the level of obligations of an enterprise are
understated, thereby distorting financial ratioes.lt 1is
therefore appropriate that a finance lease be recorded
in the lessee’'s balance sheet both as an asset and as an
obligation to pay future rentals.”"(60)

1t would be idle to claim that it is not always
ecasy to distinguish fipnance 1eases from operating leases
which convey much more limited rights and  obligations

and are adequately dealt with through revenue.However,

59) Chadder,R.V.J.,The Capitalization bebate,World

Leasing Yearbeok,7th Edition,london:1985,p:25
60) lbid,p:25



the accounting and business communities should not use
this difficulty as an excuse to avoid improving
reporting.

If there is to be a broad change,the impetus comes
from the ¢group which,by failing to take action,has
allowed the problem to reach its present proportions-the

public accounting profession.

Table 2

e e e e L o e oy e v 7o o = v~ _—— A e A - L = A i b e e T ot o = e AP At ot e e o ——— o — '
1 . .
; ffuemmerciel Substance Legel FOorm ;
; Countries Countries '
L T T T T T T T Ty m T e e e '
! ) !
. Australia STLLCC
; Belgium Germany
. Canads Hong Koug
: Ireland Ital

The Netherlands Jaydh :
: United Kingdem Norway ;
i finiied States bweden ‘

t

'Source‘Leaulng Finance by Tom Clark
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9. Turkish Front

Leasing does not happen to be a wide spread method
of financing capital equipment in Turkey. Rather it has
very limited application.It has been practiced up to now
in real estate,farm and pasture land,sometimes, factories
and hotels,and computer systems.Except for computer
leasing,others mentioned above are conventional
rent.With computers two types of leasing have been used
up to now,one is operational leasing,and the other is
hire and purchase.Other applications of leasing cenfer
areund the activities of the I=iarmic Leveloprel:

Bank,financing equipment leasing for the State Kconomic

biretprises in Turkesy.

In this second major part,the new Fincacial iecsing

Act wili ©pe vevaluated on the basit ! leral.tew.
accounting, funding and regulatory agpeot e WL
considering all crucial facts which have been onnivzed

in the {first part.
Current Legislation

Today,contrary to many foreign counfries,there is

]

specific legislation <concerning financial leasing as
follows:

13 Financial Leasing law, Law Number:32¢6,enacted on June
10,1985.Published in Official Gazette No.lB7Y5,dated
June 28,1985,

2) Council of Ministers Decree on "Determination o1
Terms and Limits of lLeasing Transactions.'Decree No.
85/9866,date: September 11,1985.Published 1in Official
Gazette No.l1888Z,dated Sept.28,1985.

3) Announcement by the Ministry of State and Vice
Premiere on "the Statue pertaining to [Establishment,
Embranchement and Audii of Léasing Compantes." Published
in Official Gazette No.18B8BZ,dated Sept.28,1985.

4) Announcement by the Ministry of Finance and Customs
on "Principals and Procedures Pertaining to Bonds,Customn
Taxes and Duties of Assets Leased wunder Law 32Z6."

Published in Official Gazette No.18882,dated Sept.28, 1985,
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5) Announcement by the Ministry of Finance on "Income
Tax Laws,Application of Capital Allowance." Published in
Official Gazette No.18882,dated Sept.28,1985.

-6) Council of Ministers Decree on" Incentives and their
Applications." Published in Official Gazette ,December
5,1985,No. 18949,

~7) The Import Regime,Undersecretariat of Treasury and
Foreign Trade (Article 24).Published in Official Gazette
No.18970,dated December 12,1985.

As it is seen,there |is én extensive set of
iegislation toe regulate the leasiny ooliwiiies in
Turkey.Though there had been arguments against the
necessity of a separate leasing legislation, vrather
carrying this activity within the framework of the
existing regulations,in a vary complicated arce i3k
leasing which is directly linked to set of lerisiasiions
pertaining to(not in order of impertance’':

1) Civil Code,Law of Obligations,Commercia: Zou=s

2) Cuétoms

3) Taxation

4 Incentives

5) Yoreign Trade

6} Capital Markets

7) Money and Central Bank

#) Foreign Capital

{which are by themselves huge set of legislation;,
a separate set of Leasing Legislation will firstly serve
to condense the relevant required legislative
environment into an understandable and managable one,and
secondly,it will provide an environment of certainty and
confidence to the foreign lessors whose attention we

want to attract to Turkey.(61)

61) Ilkorur,K.,Leasing and Financial Institutiems, ITO

Financial Leasing Seminar Note, (April,1986),p:6
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Borrowing for Capital Investment

The high cost of borrowing in Turkey,and general
lack of liquidity especially with respect to medium and
‘long term credits,are important factors to consider for
leasing in terms of both cost and pricing.The highlights
is that borrowing at a non-preferential credit rate is
done mainly as a last resort for working capital
purposes. Such borrowing rates from commercial banks are
in around 60-70% where 45~50% is the nominal rate , 3%
financial transaction tax is charged on interest and
commission,and finally , there is 2 & to 10% mandatory
contribution to Resource Utilization Fuind.

Only those loans which are subsidized are
reaitistically aftordable fTor capitel investmeut. Uuder
the above fund scheme,a tax is levied ¢un bank leoans s»nd
the proceeds contribute to thet fund at 1he Centrad
Bank.Depending on the equity-delt using proportion used
in fYinancing the capital investment,it may gqualify for a
7% rebate {from this ftund 1t the capital investment 1is
being realized in developed regions.

The monetary policies adopted during recent years
depressing the economy overall and the high cost ot
credit made demand ftor medium to long term credit
currently weak.Some medium term credits are utilized for
working capital but they are basically refinancings ot
short term credits.The past devaluations of the Turkish
Lira have created a psychological barrier against the
the assumption of foreign exchange risk although ,at the
current real interest rates on domestic loans, foreign
exchange borrowings may be more attractive than in the
past.Finally,domestic currency resgources for development
banks 1like T.S.K.B are scarce,and therefore restrict

their ability to make capital investment loans.
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9.1. Legal Aspects

Turkey is governed by a civil code and by a code of
obligations based on the Swiss Model.They do not
specifically address the concept of leasing. However,
although it may be logically possible to extent
treatment of hire or purchase by instalment to leasing,
Financial Leasing Law No.3226 has formed its own
limitations and procedures sharply leaving those shown
in civil code.Of importance are the issues of);
1) Rights and obligations of the lessee
2) Damage and loss of assets
3) Third pariv purchas= of Lhe .sset
4) Bankruptcy
O Befaalt and repossessiou.
6) Lease contract

1} Righte and Obligations

The lessee is the guiel owner of the assets subject
to the lease during the s~nure of the lease and he has
the right to derive every benefit thereof in accordance
with the purpose of the lease.The lessee is obliged to
utilize the assets subject to the lease with due care
accerding to the provisions and conditions stated in the
lease. Unless otherwise stated in the lease,the lessce
is responsible for the protection and maintenance of the
assets and has to bear all charges for the maintenancs
and repsairs thereaf.

2) Damage and Loss of Assets

The lessee is responsible for the loss and damage
of the assets during the +tenure e¢f the lease.The
lessee’s obligation is limited to amounts wuncovered by
the insurance compensation.However, the lessee shall pay
this - obligation concurrent with lease
payments.According to this article, the lessee is also
responsible for the damages and loss caused by the
external environmental facters over which the lessee has‘
go control.This is not the case in operating lease.lhe
lessor 1is responsible for all kinds of damages and

losses of the assets being leased.
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3) Third Party Purchase of the Asset

The lessee cannot transfer to other parties its
possession rights of the assets or in other words, the
lessee can not sell the assets subject to the leasing.
The 1lease shall be drawn by a public notary. A lease
pertaining movable assets shall be registered .in a
special registry at a public notary 1located in the
domicile of the lessee.A lease pertaining immovable
assets shall be registered in the Land Register where
immovable property is registered. and leases for ships
shall be registered in the Ship HRegister.If the lessoar
. does net have a pbrancir office in Turkey,the lease 5:311

be registered with the Ministry to which the
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At this point,there uire some praclical prooiems
such as 1{1he ditficulty in selection among numercus
public notaries in big cities,kinds of intormation to be
registered,filing procedures ot registrations.However,
problems of this sort will not be a major obstacle for
leasing.

Althceugh the Turkish law protects the third party
who acquired an asset in good taith, after registraticn,
acquisition of real rights by third parties on the
assets subject to financial lease cannot Dbe asserted
against the iessor according to the Law. 34326,

Unless otherwise stated in the lease,the lcase
terminates in cases of bankruptcy or initiation of a
lien aginst the_lessee,death of the lessee or less of
capacity to act or liquditation of the lessee’s company.

4) Bankruptcy

In the case of bankruptcy of the lessee and prior
to the establishment of the bankruptcy bureau, the
bankruptcy officer separates the assets subject to the
financial lease from other assets held by the lessce.
Objections to the decision of the bankruptcy offices can
be filed.1f a lien is initiated against the lessee,the

.lien execution officer shall rule exempt the assets
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subject to the financial lease from execution.

In the case of bankruptcy of the lessor,the lease
remains valid against the board of bankruptcy until the
~end of the period.If a lien is initiated against the
lessor,the assets subject to the financial lease cannot
be attached during the tenure of the lease.

5) Default and Repossession

The lessor may cancel the Lease if the lessee does
not pay the Lease Payment within 30 days after payment
is due.However,if it is so agreed that the ownership of
the property will be transferred to the Lessee at  ih:
couiiusion uf the Lease,then this peried s=nail 10!  be
less than 60 days. When the lease terminates,the lessor
dues ol bave  the right e by the lesceg
stiaited 1im the !ease or choose not to purchase thoe az-

.getg, he is cbliged to return itne assets gubioct Lo 1inal-

1.

ciel lease immediately.lf the lease is cancelledg vy 0o
lescor, hen the lessee 1is obliged to pay all furur:
lease payments and to pay for all damages or the lessor.

This article is significant for the development of
tinancial leasing in Turkey. [irst of all ,it is not
consistent with the assertion of which financial leasing
will be an advantageous financing instrument for small
or medium sized investors. The most critical
characteristic of those investors is their liquidity
problems.Furthermore,if the investment is a new one,the
cash outflows will be more in these primary vears.ln
such a situation ,a probability of being faced with. a
ligquidity crisis normally exists.Secondly,the leased
asset may be the hard core of the main business tfor
small and medium entrepreneurs. Under those conditions,
if the 1essée could not pay one of the lease payments on
the date due,he must give the asset back immediately.lf
it is the only asset for the production to continue ,by
doing so you immediately cut cash inflow lines for that
company. Afterwards to expect the lessee to pay all

future lease payments is meaningless,because the lessee
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is already in a default position for only one lease
payment. Even if the asset is not the main business
line,the reasons for liquidity crisis shoulid be
considered carefully by the lessor.What if the default
happens to be in the very early payments of the lease ?
Then again, will the lessee be obliged to pay all the
future lease payments to the lessor 7

Another argument related with this subject is that
the lessee has to give the asset back immediately to the
lessor,but the latter should not expect the lessee to
pay the rest of the lease paymenfs. Because the lessor
cculd lease the asset to any other lessee ~r rcould seli
it as socon as possible.

Those are the sides of the picture when looked from
the lessee’s stand point. |

Az opposed to above arguments, icstors have develojp s
their own approaches.The first one i=s ‘uel the legznr 1t
committed to pay the interest payments scheduled in
conformity with the timing of the lease pavmants Secon-
dly,it will sometimes be difficult to find a new lesseec
soon enough to pay the due interest payments,or it 1s
suspicious to sell the asset at a tair price in the
market immediately.Under those conditions, the lessors
have the right to expect a kind of compensation by the
lessees against those probable risks.

The right way for both the lessor and the lessee is
that in a default position the lessee should be
responsible for the loss of the lessor that is uncovered
in any way.That is,if the lessor sells the property at
an approximate price to its fair market value,the net
loss from this transaction should be covered by the
lessee.lf the lessor gives the equipment to a new
lessee, the net loss up to that time should be covered.
However, the lessors should not exploit this approach by
selling the property at an unrealistic price or by
leésing it at a very low rental when compared with the
original lease vrental. But,at this wmoment,it should
be peointed out that the solution selected for a default

case by the Unidroit Rules is parallel with the Law 32206,
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If the main purpose is to preserve the investments,
the

first thing to be done is to preserve the investois
equally.

6) Lease Contract

Details of the lease transaction;e.g. fixed or
floating rate,term,rental,right to prepay, purchase
option, etc.,can all be incorporated in the lease
contract,

The minimum term for a lease contract is 4 years
normally, and under some conditions which are very
limited,the leasing period can be shaorraped.ln the case
of a financial 1lease being provided ifrom abroad,the
lease payments cannot be less than the equivalent of 3
25.000 in T.L.per annum.However, there is no limitaticn
on the leases being made in iocal currency.

One of the important erticles in the tgir iz that
"the ownership of the assets =ubject to {financial
leasing rests with the lessor.Howueve:, the parties can
agree ‘that the lessee may have the optien to purchase
the asset at the end of the lease period.'"(Article 9)

In an hyperinflationary envirenment,the assets are
rapidly appreciated,so the residuai value of the asset
on lease will constitute a considerahle amount of money.
In such a situation,the lessor would expect to make use
of this éppreciation .Directly related to these 1issues,
remarketting value will be either determined neminally
in the lease contract,or will be included in the lecase
payments as if it is the part of the <cost of the
property being leased. At this stage,the lessee should
carefully analyze the conditions of the lease contract.

The expected pattern that will probably be followed
for the application of the purchase option im the lease
contracts is that the purchase price will be realized at
a certain percentage of the fair market value for the
equipment at the end of the lease contract, which is teo
be approximately lower than remarketing value
The most important part in a leasing activity 1is the

preparation of the lease contract.The obligations of
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both lessor and lessee should be explained in detail.

For the sake of both <clearness and comparability,a
single format for the lease contracts for the same

industrial sectors may be structured.
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9.2. Taxation

In general,the present tax rate is 46%,and a
corporate leasing entity,regardless of its status as a
commercial or financial entity,would be subject to
taxation at that rate.The lease is exempt from any kind
of taxes,duties, and charges.

The shortcomings in Taxation will be examined
under the headings shown below:

1) Corporate and lncome Taxes

2) Incentives -

d) Tax kxemption

4) witholding Tax

5) Capital Gain and Losses '

1) ‘the determination of the periodical income or
toss is clear.The r.utat is an expense deducticn Tov
the tesscee  in the perieas puild in,and income  Foo S
lessor for the it period belcongs to.With this melhod, =
tax deferral is occuring, which ecreates, to a great
extent, a loss of revenue for the government.However,a
financial lease rentatl might be treated difterentiv,
Conceivabiy only the interest portion might be expensed
or taxed as income.And also,a diffYerentiution on thig
determination should be made according to the existencce
of the purchase option in the lease contract.ln order to
protect’ this tax advantage from abuses,those advantagoes
should be limited to the lease contracts that really
centain a purchase option.

2y In order for leasing to be competitive vis—a-vis
borrowing, the subsidization scheme should apply to
it.According to Financial leasing Law,the lessor is
entitled to all investment incentives granted to the
lessee under an investment certificate 1in accordance
with the principles to be determined by the State
Planning Organization.(SPO)

SPO communique dated December 5,1985 No.BG/1
forsees that both parties i.e.the lessor and the lessee

should apply to S8SPO to ocbtain the Investment
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. Encouragement Certificate.According to the communique,
the lessor is entitled to the following incentives;
= Custom Duty Exemptions and VAT application

The asset subject to financial leasing may be
either leased from a leasing company which does not have
8 branch or subsidiary in Turkey or it may be leased
from a company established in Turkey.Meantime, the asset
on lease may or may not be related to an investment for
which an investment licence is obtained.

Custom Duty and VAT applica%ion vary according tao
*I2 verisus alternatives discussed above.
aj Leasing from a company established in Turkey

1} Imported Assets

It the lessee has an invesfment incentive that

provides customs duty exemptions which uzre 4iE0

transterrable to the lessor.under these oirculistanco.,
VAT 18 also accrued by the Customs Authoritivs nur  uneoo
chtaining a guarantee letter from the lessor it Sy
deferred until the lessor collects the same amount of
VAT from his deliveries.When the necessary documents are
submitted to the Customs, the accrued VAT is written ot
by the Customs.The banks which are dircctly inveoived
with leasing face an important problem' here.Since the
banking transactions are not subject to VAT but the
banks charge Banking and lnsurance Transactions Tax at
the rate of 3%, this may not be offset against VAT
accrued but deterred by the Customs.Otherwise,this type
of arrangement will create an extra cost for the lessce.
That is,the same operation will be treated ditferently
sometimes by applying to it VAT or transaction tax,
depending on the status of the enterprise realizing the
operation. This problem has been confirmed by the tax
authorities.As a result,this understanding ot the law
should be changed. One of the solutions can ke the
esfablishment of subsidiary leasing companies by baniks

if no change has been made, or to change it.
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If an investment incentive does not exist, customs
duty paid by the lessor is added to the cost of the
asset and it is subject to depreciation., VAT paid to the
Customs is deducted from the lessor’s VAT liability in
five vyears ( one year in investments under investment
licence) and in five equal instalments.

2) Locally Purchased Assets

1f an investment licence is not available,VAT paid
by the leasing company is deducted from the future VAT
liability in five vears.lf an ircentive exists,the
lessor will be able to deduct VAT nrgd 10 ore vesnr,
b} Leasing frem & cempany whieon aoes noet have o branch

or subsidiary in Turkey.

1T ithe lease agiciuenl Joiem nof grmord The gpbl
purchase the esset or it an :nyvestment ipcentive is st
svardabic,the assct  wirlt be twported 70 T b
temperary exemption reglme.d [Fulrootou spouls: T

submitted to the custams for {fstar: L. Yichriiiaies,

-

& Sre ermanacny

h)
T

gt the end ¢if the lvsse,lhe s=sc
imported teo Turkey,the customs dutly is assessed  on 14
original price of the assct zand at the exchunge rata

prevailing at the date the tavw obdrgation nas  orison.

3

Additionally,the follaewinyg examinalion ol tvhio mo o
subjreet will show its zwporiance in  the appiicntion
phase.

First of all,a financrai leoasing cempany will pay o
total of 10% VAT once tor the goods 1t will purchese
and,as neoted carlier,1t witl Adeduct this  payment Trom
the instalments in fiQe vears ,which, in turn will
create o great financial burden cver the leasing cempany
0f course,this problem exists for the newly established
lessors. The burden will decrease as the pertfolic ot
the leasing company 1mEproves.

Secondly,for the equipment lcased from abroad, It
is possible to defer customs duties to a great utent.
The deferment is applicable toc all agreements that have

nb purchase option in it.Besides, if the investment is

th
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being realized with an " investment encouragement
certificate "in which there is no customs duty exemption
~and if that contract contains a purchase option,the tax
Wwill be deferred again.as a result,either there will be
no tax or it will be deferred.
The Article 29 involves two important shortcomings

One 1is,the deferment of tax is only applicable to the

leasing contracts written to foreign leasing companies.
But,leasing contracts can be written to the subsidiaries
of foreign leasing companies or to the leasing companies
established in Turkey.Thus with those previsions, foreign
leasing companies have gainea a pricrity over othersc.

Furthermore,another missing point is the VAT paid

for imports.Uziy.  two oODPTIONs cam be CHerciicld s
importsieither VAT will be paid or it will be doterred
for the investmenis under an incentive. VAl Law soes not

give any other applicatien for the treatment of gouds
imported.Thus,the Article 2% 1s invalid because ot the
taxation techniques,.

- lnvestment Allowance

30%-100% of the approved investment amount is deductible
trom taxable income for projecits depending on the reriloln
and the sectoral basis.The allowance is uppiicable o
all expenses with the exception of purchase ot land and
spare parts and coerstructien of houses tor emplovees’
use.There are strict deadlines and procedures which are
set by the Income Tax Law and Regulations to obtain an
Investment Licence and to apply it to investments.1ly
those deadlines and procedures are not met,it i1s not
possible to benefit from investment allowance.

In the past,foreign investors were not allowed to
benefit from +the investment allowance by the tax
authoerities.This problem has been resolved by the new
Tax Law No.3239 which has been effective since Jan 1, 1986,

investment allowance which 1is deducted from
taxable income is subject to 10% withholding tax.Since
the Corporation Tax 1is 46%,this represents 36% tax

saving for the leasing company.

60



The Ministry of VFinance has also issued a
communique dated September 28,1985 No.146 on the
specific tax issues relating to the application of
investment allowance to finahcial leasing companies. The
communique confirms that since the lessor is owner of
the asset, he is entitled to investment
- allowance.However, the lessor may benetit from the
investment allowance starting from the vear the asset 1is
delivered to the lessee, not from the vear the lease
agreement is signed. The communique also stipulates that
it the leczse agreement is terminated tor reasons ofher
tman tacee specifiled by the Financial Leasing Lz, tue

R FN

lessor will pay back to the tax office all tax savings
2N tneYr penaltv.

~Premium [rom Hesourco Utilization *und

Yor tic Drojects over I o bLitiiun V... Voo 2U% presoea
1s  pard withnaur making equity-debt using proportion on
the realized part of the investmeut. For the projects

under 1 biltlion,this premium will be applied only on the
part fealized with credit. Certain investments such os
production of spirits and electricity and importation of
snipe etc. are not entitled to premiun.

- PFremium for the purchase of locally produced machines
and equipments 1s also available for the lessor.%h:
premium is 15% of the asset purchased,

Capital allowances available on the purchase ot
most tvpes of plant and machinery is claimed by the
lessor and reflected to the lessee in. the torm of
reduced rentals.This reduction of the lease rentals is
attractive to those conmpanies whose taxable profits are
insufficient for them to obtain immediate and full
benefit from the allowances to which they would be
entitled if the equipment were to be purchased.

Another problem exists for the assets leased having
an investment licence which 1s issued at the project
level and, therefore,the asset user level.The assets
imported under an incentive licence may not be sold

outside for ten years. This is contradictory to the
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nature of leasing business that requires the sale of
assets if the lessee exercises his option to purchase it.
Another point requiring further consideration is the
transfer of leased assets,in cases of uncontrollable
conditions,to third parties which may not have the same
degree of incentives.(62)
3) Tax Exemptions

Lease agreements are not subject to Fiscal Stamp Tax
and other charges applicable to agreements, The exemption
is particularly important from the Fiscal Stamp Tax
standroint since under normal conditions .all agracmeinis
wie  wubjoct te 0.5% tax and an additions) i.4%tcx 1f .

bidding decision is taken on the amounts indicated in
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imposes certain registration procedures with the punile
notary and the lapd registry which aro subgect o
repistration tees.Those fees are as important as § o =ce-

HStamp Tax and the Law 3226 does not foresee an ocwemnt-or
for registration formal:ities.The exemption of such ieces
would be another positive factor to decrease the cost of
leasing plan.

4) Witholding Tax

If the lessor is a neonresident company,the Praes
lease payment wili be subject to withholding ta;.Turkish
branches of foreign conmpanies are also censidered as
nonresident companies. Accerding to Financial Leasing

Law, the government huas the authority te reduce the
withholding tax rate to zeroc perccnt, which has not vet
been exercised .Presentl&,withholding tax rate is 20%.
However,thé nonresident leasing company has the option
to accept the withholding tax as the final tax
liability.Alternatively,the lessor may file a tax return
on the net income basis which is determined as the
difference between the lease income and the related
direct expenses Iincurred for leasing transaction.But

home office charges are not deductible for Turkish

62) Ibid,p:10



taxation purposes.Taxes withheld are deducted from the

tax liability computed on the lessor’s net income at the
rate of 47, 38%.

Oqe of the main shortcdmings in taxation is related
to the withholding tax. There are various approaches
regarding this issue.

The first argument is that" as long as there is no
withholding tax on interest payments on other forms of
tforeign borrowings, (Decree No.B4/7826, 0fficial Gazette
March 16,1984} there should not. be any tax on lease
rentals.Furthermore,if one day a wicthholding tax is
.levied wupon all sorts of foreign Doirew.ngs, those
transactions put into effect previously with no tax

~should keep Lhis status sinre pavment rcheduies.are To

be devised without tax."(62) The lessces arc  also
supporting this argument uecausc ithe withholding tac.o.
a coest component,is being reflecies ip e lease
rentals.

But is it correct to diminish it toa zeroe ¢ The

disagfeement on the issue stems from the fact that the
whole awmount of the lease rental is being accepted as an
operating income and taxed on that basis. iintortunately,
the total amount of the lease rental paid dovs not
correspond to the income derived from that transaction.
Part ot it ceorresponds to depreciation and interest, and
the rest corresponds to capital payments.The revenuw
part corresponds to the interest and deprecietion
portion.The witholding tax has to be applied on the
revenue porticon of the léase rental.Thus the segregation
of the revenue part for levying withholding tax is

necessary for the development of tinancial leasing in

Turkey.

Although such separation 1is accepted by the
authorities,they =also point out the difficulty in
separating the interest and other companents, The

difticulty is due to the fact that first, foreign

63) Ibid,p:il
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leasing companies should keep their books according to
the accounting procedures and rules accepted in Turkey,
for finding the revenue portion of the lease rentals in
order to levy the withholding tax on it,secondly because
of the complexity of the necessary calculations to
separate the interest and depreciation portion from the
other components in the lease contract.

Under these circumstances,the fair way to be
followed can be the preparation of a document by the
international or national auditing companies for the
determination of the revenue components in  the lease
rental which is then tu'be approved by the HMinistry of
Finance.Thus, right at the beginning ,tax office, lessor
and the lessee wiil bo Aaware ot -the smount Lo be Jaiu
as withholding tax.if tuisc can he realin«d,then

diminishing the witnholding fax tat- Lo Zeio wilil e

tunctional for the attrzciicon otf foreign capital 1into
Turkey,
5} Capital Gains and Losses

One of the advantages of leasing is the retlecticn
of profitability from benefits/incentives to the
lessees by the lessors in the torm o! reduced reuntals,or
through rental rebates, As 1N add fiunanciaoli
institutions,the profitability of leasing companies
depend,te a great extent,on the cost and the composition
of their funds.And one of the efficient wayvs ol
generating ftunds is through cwn cuperations. According to
Article 328 of Tax Frocedure Law the income or loss
generating tfrom the sale of fixed assects should be
recorded to the income statement of the vear of
sale, There is one exception to that rule;if the asset is
sold for reascns of renewal or modernization or sold by
a management’'s decision specifying necessity of its
sale,the profits resulting from this transaction can be
kept on the balance sheet for three vears.The leasing
business, by its very nature,apart from the necessity ot
generating funds through operations,will have to sell

its assets to lessees.,Especially,in an inflationary
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environment that is probably going to be accounted as
profit.Leaving such profits within the leasing <company
will bring low cost funding oppertunities,the results of

which are reflected to the lessees.(64)

64) Ibid,p:9
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9.3. Accounting Aspects

In Turkey, the standardization of the reports and
auditipg procedures could not be improved. This
8ituation poses serious problems in at least two areas;

- ¢redit analysis of the lessee

~ leverage ratios

Even though his financing activities are secured by
the underlying assets,a potential lessor would need some
standardized guidelines for evaluating the credit
worihiness of  lessees.Another point 1g, leasing nae o
distinot  advantage over borrowing it tlhe icssec 1s  notb
compelled to disclose his true leverage on the balance

~~~~~ Cehioet n the United States,oasiag guiaod poTrigeris

by bzing a form of disguised debt.and ceapite 4.

enforcement  of FASE 13, lecasing only appesis o eceptalo
+ 9 e ~ it [ N e e e e
trrms 1t can be structured as an off-baiznc: mhoT
transaction.0f course this aspect of leasing wo.id .t

be relevant unless standard accounting practices are
cumpulsory.

Lease Accounting

For the operating tvpe of leasing rrocriced 11
Turkey,the asset would be shown as an 1nvestment hy tne
iessor and would be depreciated by him.Hentais pavmonts
are recognized as income.lf rentals are received In
advance, they can be itemized temporarity under
liabilities,and amortized annuazally 1inte income. The
lessee would not shew the lease or the asset on  his
balance sheet, but wouid deduct the rental as
expense.This approach follows the operating meihod of
lease accounting.The accounting methoed to be employed
by the lessors and lessees for the financial leasing
transactions have not been exactly specified. It is
explained by the authorities how the leasing
transactions are to be accounted for both in the books
of the lessor and the lessee.The main difference of this
accounting procedure when compared with the above

operating method is the addition of a footnote to the
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existing rule. Let aside the

impossibility of
capitalizing the lease receivables and pavables on the
balance sheets,moreover the informaticn supplicd in the

footnote should be devised and leasing companies should

show their lease rental receivables and the

lessees,lease rental payables on their balance sheets
additionally.

"This sort of requirement as well as the separation
of interest earnings/payments trom the principal amount
might even push into thinking of having the services of
internationally accepted auditing companies on a
compulsory basis at the initial stnap=." (né.

Depreciation

New guidelines were passed in December,l982 to tale
effect in January,1Y83.Except burldings,tand and very
special equipment,assets zure Jdepreciated on o atire
line pasis of 25% per annum.The double drcrin<ng Liglzng
methoed may be elected over faur vesrs.A asWiteh cun

made from straight line tn double dec!ini:ig halauce ,bi

not vice-versa.All assets which were acquired during =
single year,or which comprise a single accounting entrv

must he depreciated the same way.ln the case ot used

assets, the purchaser may redepreciale on {ne
acquisition price of the asset,{hkememher the tax
loophole)

As per the Financial Leasing Law,normal repalrv and
maintenance expenses related to assels subject to
finaneial leasing should be borne by the lessee. Howevor
if the lessor incurs expenses such as to increase tne
value of the asset,thouse expenses are capitalized and
depreciated by the lessor over the remaining usectul life
aof the asset.If the expenses incurred increase the
useful life of the asset,they are depreciated starting
from the vear they are capitalized and the usetul life
of the asset is also extended.

Capital (Gain or Losses

4 sale price over and above a depreciated book

65) Ibid,p:¥
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value for an asset is taxed directly as income at the

corporate tax rate.lf an asset is sold and replaced with
8 new one with a similar productive application within
three years,such capital gain can be deferred. The gain
goes into a special entry on the liability side of the
balance sheet which is amortised by the depreciated
amount of the new machine annually.

Hevaluation of Assets

In order to adjust asset values more realistically
in line with inflation,the Turkish government has
allowed the revaluation of fixed assets. The
vndepreciated pertion ot the zssei base is muitiplied by
a coefficient and the difterence between the revalued
amount and the nld ponk Votue te included dmuhg  Sydils
as a revaluatien fund centrv.This is an  at!empi L
evercome the iwch of an inflatiun cosi acevuaiing systlem
in Turkev,and helps measvrabliy to reduce infilationary
phanthom taxes,and excesszve capital gains on sales ot
assets which have appreciated with inflation,.

If the lessor is a resident taxpayer,he will be
able to revalue the fixed assets according to  the
provisions of ¥Fiscal Procedural Law.

Revaluation fund established as a4 resust I
revaluation may be used to increase the capital and t o
give free shares to the sharecholders ot the leasing
company.fevaluation of assets suhjeci to leasing and the
use ot the revaluation tund is important tor the loases
where the lessee has the right to purchase the assetl.lhe
Financial Law is silent as to this value which wiil be
the basis for sale(net book value, etc.)According teo the
general provisions,market value of the asscts will be
considered as sales value. Again,another inconsistent
situation 1is the expectation that the purchase option
will be realized at a lower level against market price.
1¥f a lower price option is declared on the contract,
and if the lessor revaluates its asset,then an asset
having a high capital cost will be sold at a very low

price compared with that revaluated capital amount.
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Those kinds of transactions will probably lead to
certain taxation problems.

In this connection the following alternatives are
possible; ’
— If the revaluation fund is added to the capital before
the sales take place,the profit from the sale 1is
computed as the difference between the sales and the net
book values.This will result in important tax savings
for the lessor. .
-~ 1f the revaluation fund is not added to the capital
before the saies.the fund relating to the asset whiclh i

=201d will De cousidered zs sccumtiatod depreociatisa  and

the profit subject to taxationm will be increased by that

L]

SIMGUNT . A8 A Iasult,ror tan savi

FA Aag ;’L&l'ilusdb l't_“vuim:- [
tund wili be added tc capital, most of the time, wy i
loasars for the d&mo L8 Tor whiah Tihe Pesaree

has the rignt to purchase znd this will put legsees st
an disadvantagcous position inmn an  hyperinftlaticvnary
environment.

The additien of the revaluation fund to the capital
then will have positive impact on the Loverage of the

lessor because of the increused equity.
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9.4.Regulatory Aspects

The classification of leasing as a tivsancial
activity has raised the question of how it should be
regulated in terms of institutions pernitted,
shareholding and funding.

Financial institutions which ure permitted by
Leasing Legislation to write +transactions are as
follows;

Leasing Companies:Corporations with a minimum capital
of T.L.1 billion,incorporated loEally,local or tforeign
carital or both.

Braaches of foreign Leasing companies,minimum brabci
capital of % 2 miliiaon.
- Special Finance Ccompanies(lslamic Finance Companies:
enacted azccording to Council of Minicters Becre= Ro:

83/7506,dated December i6, 1Ydy,

- lnvestment BPBanks established according to articd
ct the bank Act No:3lsg
"Article 49 of the HRanking Law states that

commercial banks may not buv or sei! equipment dircctiv

for commercial purposes. Though the Lensing  sc¢

—+
[
pu s
o
~

v
L

does npot specify it clearly,it 1s uncersioocd by way o:
implication in Articie 20 ot the asnrcunccment  3f e
Ministry of State and leputy Prime Minister,that ihe
comnmercial banpnls cannct enter inte leasing as  primary
market institutions through their specialized
departmenis.However,they are entitled to cetablish their
100 % owned subsidiaries. Though this special
disrimination may result in problems with respect <o
funding,it will be useful for the development of above
financial institutions because of the reason that the
commercial banking system in Turkey 1s heavily oriented
towards collateral based lending rather than lending
against financial statements which is the crux of the
project financing where leasing is mostly needed as a

medium to long term financing."(66)

663 Ibid,p:7

70



Article 48 of the Bank Law states that a commercial
bank’s total participation in non-banking activities
cannot exceed 10% of its equity and reserves., However,if
an activity or company is founded under a special law,
such as development and investment banks, then this
restriction will not apply. T.8.K.B,partly owned by ls
Bank,would be eligible to do leasing because of its
status as a specialized development bank,not subject to
commercial bank regulation.

The regulations do not leave other financial
institutions like hbrokerage compeniez =sctive . in the
primary market and insuiance companics active in  the

secondary market .

HEE T TS will cownly widid Lhe procesurcs T
principles established hv the Ministry of Finanre anc
Custams  in  keeping beoks gnd  records and oroeoavoong
tfinancial statements gud financial Popert tiiing

requirements.

The 1leases can be written heth tiven and variable.
They may be in local currency or 1in foreign currenpcy.
Turkish lessees and lesscors may write [easing contracis
in fereign currency . Assets subject {o the lease muy b=
bath immovahle or movable.Intangible and indusrtrin
rights such as patents cannot be subjeci to a8 leagoe
agreement. Leasing of used,rencwed,faulty,sub-standard,
soiled or low quality equipment {from abroad subject fto
permission for importaticen is subject to the pre-
permission .Financial leasing activities relating to an
Incentive Certificate are neot subject tc those
provisions.

Although the leasing companies agre financial
institutions they are supervised as the other financing
entities,they are sometimes treated as commercial
companies such as in cases of VAT application.The
lessors would like to see that leasing is conceived as
another method of providing medium to 1long term
financing for capital goods and therefore is not subject

to any elements that would put leasing and leasing
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institutions in an advantageous or disadvantageous
position vis-a-vis other forms of financing and other
financial institutions.

In  this respect,leasing companies would like to
have -a leverage ratio of 1:20 instead of 1:15, to put
them into equal position with the banks. By the
way, investment banks established according to Article 95
of Bank Act:3182 and the Special Finance Companies
are not subject to leverage ratios.

There is some disagreement between the authorities
as to the way leverage ic deiined for leasing companies.
It ig arguce that it is cisagvantageous when compared

with the leverage applied to the banks.A leasing company

wiil a cajpatal ol T.L.L rilbioen i ehisidicwn e bave
credit facilities up to 7T.L 16 Lillion which will bhe
cenverted 3duto leasing  transals Lo, Suy ginos e

criterion on limits *¢ 1ndividuals is lerase rental
receivables and since suclh receivables do include the
interest earnings, in reality,the total velume of
legsing transactions that the company is able to write
is lower than T.L 15 biliion. (B7)

The counterargument is thart there 18 no such
relation between those limits,since one is globa:
restriction on the borrowings of a leasing company in
order to prevent overdebtness,while the limit on the
transactions on individuals is a speciiic restricticn in
order to diversify the risk among the variocus lessees
rather than only a few lessees.Here, the only point that
can be reformed 1is to increase the leverage ratio.
However the reason of the present situation is simple.ln
Turkey, financial leasing,as a medium term financing
instrument, is newly developing and it is also

recommended by the authorities of I.F.C having had

experiences in developing countries.Right at this
stage,it 1is appropriate to begin with such a ratio.
Depending on the near tuture developments,it can be

67) 1bid,p:8
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adjusted according to the needs and conditions of the
lessors.

Considering the above arguments,it can be concluded
that there is no discrepancy between the limits as it
is asserted,but the criterion on individual limit
should be rephrased to exclude the interest earnings
from the calculaticns of restrictions on leasing
transactions. This 1is quite important especially in

an inflationary environment.



9.5, Funding Aspects

Sources and costs oi funding tor a leasing entity
are major obstacles.At present,the Turkish Lira is very
limited and costly.The most popular method of funding is
in the form of debt from commercial banks.Besides,
the addition of revaluation funds to capital for the
‘issuance of free shares to stockholders is another way
of funding.0t course this transaction does not provide
new cash funds to the company.With respect to the
increased capital,the borrowins ?npanwty will incrcase.

investment Jlovans 21e nude %o oo ot an% by TSLE,while

‘U i Y

credit from commercial banks ranges trom 246% 1o 30%  far

gsuhsidired nreirrte tn mhent T A PonDeet et iat
credit., These firms relving an  bnrrowed capiial  as
sppesed  to egu:iy hive suifeiasd cruspoeny e ORI '
abligations thar are  ocggentii=ijs Perdonalieow

within this range of cost to the tousee  inoo PREE

must conform if it is to make sensce.

. As tar as fupnding sources are concernea,there L

inegqualities betwesn the icusing companiaon i SRR
financial instztutions that are permitroc IEERL

leasing transcetilons, "Thoeudh Leasind Companies oo

funds on the securities market through 1ssus T
bondes,debentures and similar seccurities proviosa ool
they comply with the Law No:rld44d4 on  the scecuritict
market and the relcvanl legislation, the Wojur
disadvantage of leasing companies compared to the
investment FHanks and the Special Finance Companics 14
that according to Article 45/2 of the bBanks Act,the
investment Banks can accept funds{drpesits) from their
clients,and the Special Finance Companies can accept
deposits from the public and companies,not Jjust like
commercial banks, but quiet sizable amounts.Therefore,
with respect to funding the Special Finance Cempanies do
have a definite advantage over the others,crcinary
leasing companies being devoid of such funding means.”
(68)

68 ) Ibid,p:9
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This argument is reasonable,but also there are some
drawbacks in that claim.

A leasing entity could accept deposits,but would
then fall under banking regulations which, at the same
time, prohibit the purchase or sale of assets for
commercial purposes.The only way to overcome this
restriction would be to define leasing as strictly
financial activity,and therefore permit the purchase or
sale of an asset for financing purposes only.This would
rule out operating leases from the financial
regulations.Another serious. drawbacyg {~ %farning zepcoits
is the overhead cost of establishing a Lran.h networi.

Another appreach both for funding saurces and

increasing the variety of financial instruments i1n the

capital market is to permit the seiliny and bLue.wna a1
ieasepapers as the other monecy muriet instrumeltz
Additionally,it would be useful far the  Leasing

companies to do direect borrowings fros foerelyn lnvestors
like the Foreign Trade Corporations.

vith respect 1o the sources o tunding, the
following instituticonal investors and the VYinancial
instruments in the capital mariet can piay crucigl ruics
in the functuality ot leasing more rapidivy.

Development Banks T.S.K.B

As previously nentioned, TSKH could cngage directly
in leasing,however,its Turkish Lira resources are very
restricted owing to the following:
- 1t may not accept deposits from public.
- lLimits exist on the amcounts of securities equiiy that

it may issue.

- Rediscount tacilities with the Central bank are
limited. _
—Loans from the Government are made cnly under

exceptional situations.
-Issuing bonds at present is expensive because of the
withholding tax imposed on bearer bonds.

TSKB's medium te long term resources in foreign

exchange are more available,but then the lease
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contracts must be repaid in that currency,or must be

indexed to cover the foreign exchange risk,which is at
present perceived to be a major obstacle to marketing
the leases 1in view of £ecent devaluations of the
T.L.Discussions with loecal corporations revealed that
many firms would rather borrow at 70 % in lira on a
term basis than take on a foreign currency
liability. The devaluation risk of the Lira is
considered to be high in the private sector. (689)

TSKB can realize leasing transactions with the

corporations which are under rthetr control because
of the mortgage right, thus 1t can pravice fianancial
sources for the entrepreneurs having limited capital.
The ouly  difference ot thie -Apptisciion From Lo
existing one is the nced for lower wariun'ics and ©o.-
TN capital accumiularion. The ownereshi;  o: Do
property rests with IREE and this puts the

entrepreneurs having difticulticz te find sufficient
celleteral for borrowing in order to finance their
inVesfments,among the potential investors.

Islamic Development Bank

TSKE has had discuss:i:ons with LIt about a cred::
line to finance the medium term projects in the form of
leases.The fact that 1IUB has a presence in Turkev
through Government backed leases with State Economic
Enterprises,would make them an obvious prospect rtor
financing in the private sector.During the meecting in
June 1983,the Board of Directers of IDB has accepted to
change the existing Line of Equity agreements into Line
of Equity and/or Leasing.( 70 } In additionm to purelv a
funding source,IDB should be considered as a potential
foreign shareholder in a leasing enterprise.
1n Exhibit 8, funds financed through leasing by Islamic

Development Bank is given

69} Snyder,J.,Preliminary Ilssues on the Potentizl eof
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EXHIRIT 8 Islamic Development Bank Funds fur Leases

Amount of Tarm of Dote of
COMPANY Credit Lease Contract
LS sm

Tuwinosan 11.50 5 Januvary 1979
{(Purchase of
Agriequipment) . '
Twestas 146. 41 5 January 1780
Line Circuits?
Turkiye Cimento &.74 8 May 1981
Sanayi
(Truipment:
Kumas 10,27 g’ May 1982
(Madernization)
TuumQar 13.80 I Fobwgary 1924
(Motor Manf.?
Turk-Libya Tranesp.Co. 8.00 7 Auguct 1784
(Shipping . Laase)
flacetbepe (bl tal 12040 g Hrpenmivar 1974
et gal Eoud pment: ’
RS IYAR- 1wt ot [N * Muyvombier L7
lo2aBineg
Tpras 175. 70 19 | EIWTVTPRTI S TRESN A Y
A ) IR S RTTEE
M- Ladogu Lr W Iy 24 Har oy 2785
(Fquipmenty
Ziraal 0. -Line of 10, 00 ¥ ¥

Leasing

Tokal L2, 20

Gui-cetUndersucratarial, of Traasury Foreign Trade
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Other Foreign Banks and Loans

The Central Bank maintains a facility where
importers of equipment can swap Turkish Liras for
foreign currency.There is presently no shortage of
foreign exchange in that facility because of low
investments.If the leasing company could devise a
reasonable method of covering foreign risk by passing
it on to the borrower in the lease contract and such
leases would become marketable in a more stable balance
of payments climate,foreign exchange loans from other
for=ign banks anrd borrowings in the Euro bond marke:
woaere rounscitute 2 souarce of funding. (Remexber 4-
withholding tax on lease payments remitted abroad which

.y~
e

A Tz zhaded to the cogt )

£
[ S

Mepey Market Instruments

Al wvesent,issuindg sad {radiung commercial papor e
illegal.fo male conmercial paper marketabie,it wouid
need & dircct guarantee or at a minimum,a moras.
guarantee with a recognized name.Commercial paper
borrowing would be suitable for only a fraction of the
leasing entity's funding requirementis where a lensc
contract may extend for feour years.

Bonds

Issuing medium term bonds would be an important
potential funding source if the cest could be brought
down.Becsuse there 1s a withholding tax on bonds gt =&
rate of 25 %. Variable rate or indexed bonds wouid be
an important adaption to make bond issuances atffoerdable
in the current environment.

New Debt Instruments

A new debt instrument for medium term funds,backed
by the leased asset and/or the lease contract might be
feasible.Such leasing paper c¢ould be syndicated to
individual investors, or placed with institutional

investors,such as pension funds.,{71)

71) 1lbid,p:36
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Pension Funds

One potential source of institutional finance are
pension funds,either for direct loans or for assigning
lease contracts.Presently,banks and the military have
pension funds.OYAK,the military fund,could be a share
holder in a leasing entity.

Discounting lLease Contracts

Discounting lease rentals or assignment of lease
~contracts is a popular funding mode in the United
States .The lease receivables can be treated just like
4Any  niler receivable and discounted by the commrrei=-ld
.-banis.that ix," the disceunting and assigﬂmcnt a4t the
lease contract itself should alse be reconsidered.In
this line.as ilong as U.C. Tential Saink Ledicloloring
facilities are available,the Leaéing Campanics 2aould

bhe entitled to make vac of these facititics.”

72) 1I1lkorur,K.,Leasing and Financial Institutions,ITO

Pinancial Leasing Seminar Note, (April,1986),p:9
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10. Economic Contribution

The «contribution of leasing to capital merkets h

as

been multi-faceted,but leasing is undoubtly one of the

most effective ways of allocating scarce financial
resources to new capital investment.Every amount of
money used by leasing companies in their businesses is
spent on productive plant and equipment.By channelling
all their funds directiy into new equipment,leasing
‘companies avoid the leakage problem,faced by banks and
other +types of financial institutions,of tunds being
diverted by borrowers to non—-pricrity voez ruriZermore
in - -this time of internation=i deb* Aiffiraii e

investment of available funds in productive assets

Bl o Na BN o}
i bl oa

"nfurcs  lhat therc is a stream ol Izncoms Jopsloisd  to
meet rental pavments,Exhibit & <«bhows how the proporreisn
of ‘he leasing as a percentage oY 1nc *tnigl  investUInt
in plant and equipment in CECD ccountries Las d.o00 80,

This +feature highlights the unique rcic praved by
leasing in the economy.Most transactions in the
secondary capital markets represent transter ot existing
financial instruments between investors rather than the
raising of new ftunds.The vast voiume of trading T
outstanding sccurities docs not represent new cupital
formaticn.

Leasing has contributed_in several important wayvs
to the growth and performance oif capital markets. in
support of the productive sectors of the econcuy, leasing
will increase the competition among sources of tinance,
support the industrial modernization and smali
businesses and will aid the implementation of industrial

and fiscal policies.
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Exhibit 9 The Penetration of Leasing in Capital Formation % of Total Investment

COUNTRY . ' 1978 197%9 1980 1981 1982
North America - -
Canada 4.4 - - 6.3 5.6 4.7 3.3
United States 15.6 17.0 21.9 25.6 27.9

Average 14,7 1441 A 23.4 <2.5
Europe
Austria 1.9 2.4 3.0 2.3 2.3
Eelgium 2.8 .4 3.3 3.0 4.5
Lenmark t.3 1.9 et ; =~ 2
Finland 1.4 2.4 A7 7.3
France 5.8 7.9 7.7 8.3
Grormany 2.0 2.7 T NS
Ir=lan: 3.5 LA Ui, & S0
I 4.7 S5 5. Qo
anemiegy 0.5 ST | e N il
Thier Netherland: 4.7 S.0t et S.4
SHGT WY 2.8 2.7 LT .3
wpad 2.9 .6 A 4.5
Swaden 3.0 4.1 3 D0
Switierland 2.0 .7 4.9 4.9
United Ficgdanm | ) 8.0 10.0 1i.& 17,0

o Ags 3.3 S.2 Sb Ha3 0O
Japaon 4.8 5.0 bHed 7o 3.7
Agsbial sEia
Ausheralis 26.4 3. 2 25.0 2z2.2 2T.1
Muw Zwealand 3.8 4,9 3.0 14.2 Zu.d

Avarage 24.4 27.8 23.7 21.3 22.8
Overall Panetration 9.2 10.5% ' 12.7 14,1 i5.0

Saurce:leasing Finance hy Tom Clark
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11. Conclusion

The statistics and various restrictions on leasing
- have revealed some downs among the ups,but generally the
performance of leasing industries has been positive 1in
the world though it is a very complicated financial
mechanism that 1is directly linked with different
legislations. ’

As far as the existence of a financial leasing act
ls concerned,the regulation and order is appropriate.
But the leasing act, alone is not sufficient for the
develonment et financial leasing in Turkey,besides the

reiated legislations should be careiully ocnamine

[
r
.
=

order to find out the inconsistent points.
“Thia main  issue al this moment 1s Loz poortrove

approach by the authorities for making the necisgary

riwanees when the market conditions show fhe neew i the
changes could not be realized rapidly in order T~

gsatiszfv the desires of the rclated parties,toa have z..h
a positive approach would not be meaningtul.

Leasing would have to have 2 particular
advantage, such as {flexible repavments or immediote
financing,to induce the lessee (o pav the additiono:
cost of another intermediary when he c¢ould approach the
commercial banks directly.

Leasing would be viable in Turkey only if a lecasingf
entity would be able to attract funding from other
institutional investors at an overall cost which weoulica
allow a reasonable spread.

The existing system. ot large discrepancies between
lending rates on subsidized and ncnsubsidized loans
makes it virtually possible for leasing to be attractive
unless it could provide the same subsidy elements as the
banking system.In the long run, development of the
capital market for the intrdduction of commercial paper,

medium term bonds with adjustable rates would also be

useful.



Given the funding problem can be .resolved,there
exists an appropriate environment for the financial
leasing to be functional.

The growth of financial leasing has won many
supporters.They have pointed out many advantages which
it offers,advantages which wmake the alternative of
ownership outmoded.

As noted earlier,it is seen as basically ancther
form of debt financing,an extension of the ' preference
for borrowed capital.And from this point of view,there
are dangers in the growing trend toward financial
leasing to the extent that companies using it fasz! to

appreciate the implications of their mounting lease

Y

commitments mercly because they are buirled ju & fcubaaio
rather than appearing as iliavilities on the balance szhere
In this respect,the capitaiizaiion of ine finescie

leasing transactions both in tne 2ocks of the lessors

and the lessees would create s confidence envirenment
fer . those investors planning to tfinance their
investments by tinancial  leasing rather: than
financing with borrowing. ln order te do that,tfirsi o

distinction should be made between the financiai teases
and the operating leases.This type ot ofticiu.
classification is necessary in ferms of accounting and
taxation treatment of those I{gases.(0t course this

classification woutd not cxclude the cperating levsing

transactions, which were . already practiced undey
current regulations, Another positive factor that woula
be brought by the capitalization 1is,because the

obligatiéns are accounted in the books «clearly,this
would ,at least, prevent the imaginary leasing
transactions .

Alsa , it would be helpful in the dévelopment'-of
the adoption of standardized accounting and auditing
procedures in Turkey.

As long as this classification is not be drawn, the
Financial Leasing Act would mainly serve the needs of

the consumer oriented investment sector vrather than
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¥ .
serving those of the industrial production oriented

sector.

Furthermeore with the introduction of fimancial
leasing,insurance companies would find a néw business
opportunity in. that area which is residual wvalue
insurance.

Additicnally,the estahlishment of a National
Association would provide a medium for exchange of
knocwledge and ideas,develop a code of practice, and make
available to compile statictics fpr the industry.

Leasing is as costly as other forms of finandlioig
instrumernis.Besides it mnecessitates certain 1ubze awnd
prescriptions to be fellowed because it is a complex
finAancing  iustrum=nt.ids  fer az the 1AGK of  e-wverleoow
with {financial leasing to date,it can be concluded il
the private and the public sector would +te  wupp:los
with the technical . aspects of  financial U I
Furthermore, this would provide more sccure ony:ronm—
and " naturalily some guidelines for. the tforelgn icasing
companies which approach leasing transactions with. a
degree of reservation.

Mareover, the adverse revenue consSeduences shaould

reconsidered because ot the recognitien 54

ey
1

deferment to every kind of leasing to be realized.

A3z long as all the inconsistencies are proper.y
handled and the recoummendations,after a thorourp
examination, are put into eftect, financial leasing can
be an opportunity for the development of our financiai

market.
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Appendix 1 )

Recommendations by the American Institute of
Accountants on the disclosure of lease obligations are
as follows;

The committee believes that the material amounts of
fixed rental and other liabilities maturing in future
years under medium and long term leases and possible
related contingencies are material facts affecting
Judgements based on the financial statements of .
corperative,and  that those who rely upon rizaurd
statements are entitled to know of the existence ot such
leases  #And  Lite zxteni oAl the sniis
irrespective ¢f whether the lesgses are congidared 1o o
advantageous or otherwirce. ocoardinglv.where iie .o
or  uthel obligaticns under med:vim and long-term tevuas -
are material in the circumstances,the commiitee is -
the opinien that:
ajdiscliosure sheculd be made in Ffinanrial sgtatements or
in notes thereto of:

1 the amounts ol annual roentaels o Lo paid uuder suen
leases with some indication ol the periods for wih:oo
they are ﬁayable

23 any other important obligation assumed or guarantoe:
made in conneclion therewith:
b)the =above information shouid be given not only in the
vear in which the transaction originates but alsce as
long thereafter as the amounts involved are material:
and
¢)in addition,in the vear in which the transaction
originates,there should be disclosure of the principal

details of any important Sale and l!ease transacticn.
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