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OVERVIEW / A YEAR IN REVIEW

A Year In Review

In many ways, 2012 marked one of the best years on record for the equipment finance industry. The 2013 ELFA
Survey of Equipment Finance Activity (SEFA) reveal s several key statistics regarding market conditions in 2012. Most
notably, new business volume increased 16.4%, charge -offs fell to near all -time lows, and profitability remained at

elevated levels. Key findings from the 2013 State of the Equipment Finan ce Industry report include:

New business volume growth was robust , but not universal. Industry -specific dynamics (e.g., maturity of

the equipment replacement cycle, rent versus lease decisions, and macroeconomic forces) drove equipment

demand.
1 Data sugges t that the propensity to finance increased in 2012 due to continued low interest rates.
1 The competitive landscape has gone through major shifts in the past five years. The past 24 months ha ve

exhibited signs of a solidification of recent trends.

1 Banks are capturing market share, particularly in the large -ticket market segment. However, Banks are also
highly active across most asset classes and are looking for innovative ways to drive growth. Captives remain
ancillary to their parent companies. Independe nts are spread broadly across the marketplace and tend to find

success in higher risk credits and in value -add services.

The overall availability of capital remained high, the cost of financing held steady at near historical lows, but
spreads were tight.
1 Relatively high yields and low charge -offs have attracted capital flows 2 from traditional and nontraditional
sources 2 into the industry. This has contributed to increased

financing, and lower margins for most ly all organizations.

By any measure, portfolio perfor mance was atan all  -time best in 2012
1 This was likely due to multiple contributing forces 2 more conservative underwriting standards, an improving
economy, strong corporate profits, and a self-selection bias as higher quality credits were more likely to access

capital markets.

1 Interviewees emphasized that they were more conservative on deal structures and in risk management practices.

In addition  to growth, finance companies were also focus ed on balancing productivity while enha ncing the
customer experience.
i Differentiation remains crucial in an increasingly competitive market, and organizations made adjustments in their

business processes to improve their competitive position

Profitability =~ remained solid  and improved by some measures.

1  Operating margins were essentially steady from 2011, while Return on Equity has almost quadrupled since 2009.
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As this report goes to  publication , we just passed the five -year anniversary of the collapse of Le ~ hman Brothers at the
height of the financial crisis that spawned the worst recession since the Great Depression . Since the recession
officially ended in J uly 2009, the equipment sector 2 facilitated by leasing and financing 2 has been one of the few
consistent bright spots in the U.S. economy. Since Q3 2009, business investment in equipment alone has
contributed, on average, one -half percentage point to GDP growth each quarter. This compares to a 0.3% average
contribution to GDP during the economic expansion from 2002 to 2007. Additionally, investment in equipment and
software is at an all -time high both in  terms of dollar value and as a share of GDP. Business investment in equipment
and software hit an annualized rate of $1.22 trillion dollars (re al dollars) in the second quarter of 2013, and has been

responsible for 7.8% of GDP in each of the past 3 quarters.

Macroeconomic and industry data suggest that 2013 will be a transitional year for the equipment leasing
and financing industry. Additionall y, our forecasts and projections show that 2014 may be marked by

slower growth and tighter margins.

Thus far in 2013 , new business volume is down on an annualized basis according to the monthly ML FI-25 survey.
Additionally, many interviewees reported tha t certain asset types and end -user industries have been experiencing
slower growth lately . Portfolio performance remains at an all -time best. However, as lower  -grade credits eventually
re-enter capital markets, there is reason to believe that there could be some upward pressure on delinquency rates
beginning in the coming years. The equipment replacement cycle that propelled growth between 2010 and 2012 is

fading, and there are few if any growth drive rs amidst a stubbornly modest economic recovery. Busi nesses continue

to invest in equipment and software, but growth is decelerating.

Competition is likely to remain strong, which will compress spreads in the coming years. Additionally, what is likely to
be a rising interest rate environment could lead to a n erosion of net interest margins. Accordingly, t here is a growing
possibility that 2014 will be marked by relatively slow growth and weaker profitability. In this environment,
companies with strong fundamentals, perceived value in the market, and high operational efficiency will compete for
market share and search for pockets of growth in the industry. Economy -wide trends in the six main equipment
verticals 2 agriculture, construction, computers & software, medical, industrial , and transportation 2 will play out to

varying degrees.

Regulatory  uncertainty continues to worry business leaders

There remain many unanswered questions regarding fiscal and monetary policy, financial sector regulations, and

lease acc ounting rule changes. Over the past several years, regulatory and policy uncertainty has stunted growth.
Looking ahead, there are reasons to be both optimistic and pessimistic. On one hand, the financial sector is slowly

but surely gaining clarity on the size and scope of proposed regulations . On the other hand, at the time this report
went into publication, there was heightened uncertainty over both fiscal and monetary policy. Additionally, ¢ hanges
to | ease accounting rules have been an issue for the equipment finance industry for many years, and it is still unclear

whether new rules, if any, will be implemented in the next several years.
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Strong Growth & Rec@etting
Performange2012

Amidst an uncertain macroeconomic and policy environment, 2012 was a solid year for new business
volume, portfolio performance , and operating results . I'ndustry growth was strong, as new business volume
increased 16.4% 2 about the same rate as in 2011 . The industry continued to grow most notably for the
transportation sector, which represented over one -tenth of new business volume. However, growth was
uneven across asset classes. Portfolio performance reached an all -time best in 2012 , as delinquencies and

defaults fell to historical lows for many verticals and product types. Across the spectrum of business

models, equipment financing companies continued to search for ways to impro ve productivity; these efforts

paid off in solid profitability despite a squeeze on spreads. Overall, in 2012 the equipment finance industry
demonstrated its resiliency as a source of capital for the busine ss sector and as a growth engine for the U.S.
eco nomy.

Equipment Finance Industry Size
(in billions of dollars)

W Equipment Finance Industry Non-Financed Equipment Investment
1800.0 |
. Forecast
1600.0 !
1
1400.0 i
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$599 !
1000.0 $601 $592 $574 |
$543 !
800.0 $516 !
1
600.0 |
1
1
400.0 ! $860
$692 $673 $568 $627 :
200.0 !
1
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Sources: 201:2013ELFA U.S. Equipment Finance Market Stud§eybridge Research LLC

Why have the industry size figures changed since the 2012 -2013 U.S. Equipment Finance Market Study

(-~ Mar ket St Thd gife)of the equi pment finance industry is estimated
finance their investments in equipment and software. T h i sropengity to finance ©° is estimated from a survey of U.S.
businesses ¢ @ pnd finarcingsagtidtiesd i nAs of 2012, the economy -wide propensity to finance equipment

and software was estimated to be approximately 56% 2 j.e., $0.56 out of every dollar of equipment and software
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investment is leased or financed. To estimate the size  of equipment finance industry, t  he propensity to finance is

multiplied by total equipment and software investment.

Total equipment and software is taken from the Bureau of E ¢ o n( o-nBi EcAnedsuarenient s of §.S. Gross
Domestic Product, which includes equipment and software investment for the private and public sectors . BEA
continuously revises its GDP estimates , including investment figures, as new data is made available . As a result, one
of the two maj or components of the equipment finance industry sizing formula changes on a regular basis. Since the
Market Study was published, equipment and software investment has undergone a series of significant revisions ,
including benchmark revisions in July 2013. Every five years, the BEA conducts comprehensive benchmark revisions

to the National Income and Product Accounts data. The revisions include both the re  -categorization of some of the
types of investment expenditures and benchmarking estimates to more cu rrent dollars. In  the latest benchmark
revisions , private fixed investment in equipment and software decreased compared to the figures used in the latest

ELFF market sizing study.

The net r e s u tetent ordvisidBEhas deen an increase in equipment and software investment. When the
Market Study was published in 2012, nominal equipment and software investment was estimated at $1,280 billion.
Final BEA data for 2012  show nominal equipment and software investment of $1,374 billion for private and public

sectors, an increase of 7.3%. The Mar k et  Spropehsity ts finance was estimated by an independent survey of

busi nesses activities and tsithargfore assu med t o be applicable to BEA s revis
data. A ccordingly, the equipment finance industry is estimated to have also increased 7.3%, to $77 6 billion in 2012.
Based on data for the first half of year, the equipment finance industry is estimated to be $ 827 billion in 2013.
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New Business Volume (percenbf total)

By business model By ticket size

13%

18%

By equipment vertical
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Yield & Funding
Industry wide

(percent median

2012 1.6% 3.9%

2011 3.8%

Source: 201ELFA Survey of Equipment Finance Activity

M Cost of Funds
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Operating Profit
Industry wide
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Searching for Growth Amidst Uncerta

Equipment and s oftware investment, leasing, and financing ha ve enjoyed solid growth over the past several
years for multiple reasons, including a recovering U.S. economy, the emergence of domestic unconventional

oil and gas production, the nascent housing recovery, and continued growth in demand for information
technology . However, growth has not come without challenges, nor h as it been even across all market
segments . Economic and political uncertainties have hampered growth in some sectors, and a challenging

regulatory environment has constrained the financial services sector. Overall, the equipment finance

industry has exh ibited solid performance and demonstrated its ability to adapt to new circumstances. The

industry will be tested again as it faces new challenges in the coming years.

Modest but steady macro economic growth helped generate strong demand for equipment, mach inery, and
software in 2012 . In 2012, equipment finance grew at a rapid pace. Equipment investment rebounded following

several years of deferred capital spending. A favorable interest rate environment enabled businesses to finance their
investments at h istorically low costs. Solid credit quality and portfolio performance as well as increased productivity

have sustained industry profitability .

2013 is shaping up to be a good year for portfolio performance, but growth appears to be slowing . The latest
MLFI-25 data show that losses as a percent of net receivables has averaged just 0.33% so far in 2013, a 9 -year low.
However, equipment and software investment is growing slowly, and equipment finance new business volume is

down 3.0% on an annualized basis compared to 2012. These trends suggest that the propensity to finance is waning

slightly this year.

Future growth may slow , as t he Equipment Investment Cycle may be near a peak. Following the 2008 -09
recession, the equipment investment cycle moved throu gh several phases. During and immediately following the
financial crisis, businesses either deferred capital investments or invested sparingly in new assets in order to drive
worker productivity and shore up profits. These actions helped support investme  nt in productivity -enhancing

equipment such as  software , a sector that enjoyed 20 2 30 percent growth in the aftermath of the recession, but has

slowed over the last 6 months.

As the economy stabilized and growth resumed , businesses grew more confident and replaced older equipment.
Subsequently, the replacement cycle has been ongoing across many equipment verticals and  , in some markets,
particularly transportation equipment, demand is beginning to subside as the replacement cycle nears completion

Additiona lly, capacity utilization has  remained below 80%, which suggests that businesses are unlikely to expand

production capacity in the near term and consequently will not require significantly more equipment.
Total equipment and software investment recently reached 7.8 % of GDP, an all -time high. Investment has
approached this level only twice before : Q3 2000 and Q 1 2008. In both instances , recessions followed shortly

2013 STATE OF THE EQUIPMENT FINANCE INDUSTRY 9



THE INDUSTRY / INDUSTRY & GROWTH DRIVERS

thereafter and equipment and software investment decelerated more rapidly than the overall economy. While not a

recession signal, the ~8% -equi p ®eadftware cei | i ng® suggests that the equi pment

into its third phase E maintenance E duri ng which equipment investment is likely to grow at or below the rate of the

overall economy. Over the past 20 years, real GDP has averaged 2.6% year -over -year growth, while equipment and
software investment has averaged 6.4% growth (about 2.5 times GDP growth). The implications of transitioning to a
slower growth plateau are important for the equipment finance industry. For example, given the intense ly
competitive environment, slow overall industry growth could lead to further commoditization of equipmen t financing ,

tightening of financing spreads, and an increased emphasis on value -add services.

Pockets of growth can be found in certain industries. Energy is expected to remain a significant boost to both the
economy and the equipment finance sector. Traditional and -unconventional?® oil avae teengaa s
boon for the mining sector and related sectors, driving investment in mining , transportation (both marine and
ground), and construction . Additionally, t he benefits of low natural gas prices are spilling over to downstream
industrial sectors 2 the U.S. is already seeing large -scale investments in natural gas -intensive manufacturing which

will spur j ob growth and equipment demand over the next 3 to 5 years. Meanwhile, demand for software and
technology equipment should remain strong, but demand for transportation equipment is expected to slow as the

replacement cycle matures.

Multiple sources of uncertainty continue to weigh on the economy and equipment fin ance sector. When will
the Federal Reserve begin tapering its monthly bond purchases? How quickly will interest rates rise in response? Will
the U.S. be able to solve short - and long -term fiscal issues ? Will there be a renewed push for comprehensive tax

reform? How will the Affordable Care Act affect the economy and the health care sector? Will federal spending be
cut? If so, by how much, and in which areas? Will federal or state governments heavil y regulate the oil and gas
industries, particularly with respect to horizontal drilling and hydraulic fracturing? Will the Consumer Finance
Protection Bureau turn its attention to small business leases? Will new lease accounting standards finally be

impl emented, and if so, how will they impact demand for equipment finance?

These are just some of the  unknowns creating uncertainty  for the equipment leasing sector and broader economy

Recent surveys (e.g., Q3 2013 Business Roundtable CEO Economic Outlook Su rvey ) indicate that b usinesses are
reluctant to make big capital investments until they gain a clearer view of the future policy and regulatory
environment. This has  had a dampening effect on overall equipment demand and equipment finance volumes in

2013 . Moreover, equipment finance  companies have become more conscious  of increased regulat ions, and in some
cases they have changed their business models in order to adapt to this new environment . If regulations become too
burdensome, there is a risk that a  ccess to capital could become constrained in certain market segments, particularly

for small businesses and lower  -quality credits.
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Key Performance Indicators

All data sourced from the 20@813ELFA Surveys of Equipment Finance Activity

New Business Volume Performance Indicators

Growth in New Business Volume 20.0% 165% 16.4%

3.9%
-2.2%

Growth eased slightly over the past year yet remains well 0.0%

above levels seen over the past five years. 20.0%
-30.3%
-40.0%
2008 2009 2010 2011 2012
Median New Business Volume Per Lessor ($000s)
_ _ _ ) _ $300,000
Despite dropping during the economic downturn, median
$204,500 $183,924
new business volume has almost recovered to its pre - $200,000 \y
recession level. $153,761
$100,000 $122,002
$0
2008 2009 2010 2011 2012

Growth in Assets under Management

20.0%
11.5%
Assets under management have seen positive growth over
0.0%
the past two years.
-13.2%
-20.0%
2008 2009 2010 2011 2012
New Business Volume Originated by Region
Almost one third of SEFA respondents sourced new business Outside the Inside the
. . us us
outside of the United States. 32.7% 67 3%
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Yield and Funding Performance Indicators

Pre - Tax Yield (median)

10.0%
Yields have steadily declined since 2008. 5% p— o
5.0% 6.2% 6.1%
0.0%
2008 2009 2010 2011 2012
Cost of Funds ( m edian)
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. 4.7%
rate environment. 4.0%
3.6%
2.0% 3.0%
2.1%
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Pre -Tax Spread (median)
4.0%
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12

EQUIPMENT LEASING & FINANCE FOUNDATION



THE INDUSTRY / KEY PERFORMANCE INDICATORS

Portfolio Performance Indicators

Delinquent Portfolio Over 30 Days (weighted average ) 2 0%
. (]
. . . . . 0,
Delinquencies ticked up slightly from the previous year, but 3.0% 3.1%
2.7%
. . 0,
remain relatively low. 2.0% T
1.0% 1.4%
0.0%
2008 2009 2010 2011 2012
Non -Accrual Assets as a Percent of Receivables and
Non -Accrual Assets ( weighted average ) 2.0%
1.9%
i 1.5%
Nonaccruals are at a five -year low.
1.0% 1.2%
0.9% 0.9%
0.5%
0.0%
2008 2009 2010 2011 2012
Net Fu Il-Year Loss (Charge -Off) as a Percent  of Full -Year 5 0%
. 0
Average Receivables (weighted average )
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Charge -offs have declined over the past three years after
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: 0.3%
0.0% o3 |
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Business Processes Performance Indicators

Applications Booked & Funded/Sold as a Percent of

Approved (based on $ amount)

Business productivity has improved in terms of booking
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Financial Performance Indicators

Return on Average Assets (m edian)
3.0%
Despite ticking down slightly from 2011, return on assets is
. 2.0% 2.2% 2.1%
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New Business Volume

In 2012, growth in the equipment leasing and finance industry continued to outpace the overall U.S.
economy. Total new business volume increased 16.4% while nominal GDP  grew 4.6 % and nominal
equipment and software investment increased 8.1 % over the same period. Banks were generally better
positioned to benefit from rapid new business volume growth in the large -ticket market and , as a result,
outpaced the industry average and grew at more than twice the rate of Captives and Independents. New

business volume growth was driven by end -users in the transportation, utilities, services, and mining

sector s. Similarly, transportation and mining equipment were among the fastest growing asset types.

Through August 2013 , annualized new business volume is slowing compared to 2012 levels. Both short -

term leading indicators and longer -term cyclical trends sugg est that the equipment finance sector may
continue to slow over the next 12 218 months.
Thousands of Dollars or Percent Industry Banks Captives Independents
2012 Median New Business Volume $183,924 $386,785 $215,720 $91,865

Growth in Total New Business

16.4% 22.2% 10.8% 7.4%
Volume, 2011 -2012
Growth in Assets Under Management,
5.3% 7.3% 6.5% -0.9%
2011 -202
Five Year Growth in Median NBV 23.6% 37.6% -15.4% -3.0%
Source2013ELFA Survey of Equipment Finance Activity
Total equipment and software investment has fully rebounded from the 2008 -09 recession. In 2012 Q1, total
real equipment and software investment reached an annualized rate of $1,176.6 billion, exceeding the pre -recession
peak of $1,158.3 billion in 2007 Q4. As of 2013 Q2, real equip ment and software investment totaled $1,226.7 billion

E nearly 6% higher than pre  -recession levels.

Equipment and software investment experienced strong overall growth in 2012, driven by mixed results

across asset types. Growth was led by transportation and construction equipment, which posted 30%240% annual
growth rates throughout 2012. In the context of a relatively weak economic recovery, strong growth in these asset
categories suggests that they are in a replacement cycle. However, some other major asset types have been growing

more slowly or even contracting. For example, since 2010, medical equipment and agriculture machinery investment

have averaged 2.0% and  -8.1% annual growth, respectively.
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Growth rates across nearly every major asset type have decelerat ed over the past several years. Total
equipment and software investment grew 2.9% year -over -year in 2013 Q2, the slowest annual growth rate since
2009 Q4, and well below the long  -term average growth rate of abou t 6.4%. According to the latest MLFI -25, new

business volume for equipment finance is down about 3% on an annualized basis.

The propensity to finance increased for most asset classes in 2012 . An analysis of SEFA and the Bureau of

Economi ¢ A otl eguspment irsvestment figures reveals several interesting nationwide trends

regarding the

propensityto finance . I n particular, growth in new business volume outpac

transportation, mining, and amusement assets . These d ata suggest that end -users were more likely to finance these

equipment types than in previous years.

Equipment Finance Penetration
(2012 annual growth rate

B U.S. Equipment Investment B New Business Volume
i 20%
Transportation I e 3

Office & Accounting 1 N — 1%
Mining & Oilfield s —— 31%
Medical 0% | 6%
Industrial e 229
Furniture & Fixtures B

i A47%
Construction 1% — ()

4%
Computers L — 33%

i -15%
Agriculture 0 TS mmm— 12%

8%
Total L e 16%

-20% -10% 0% 10% 20% 30% 40% 50%
Source2013ELFA Survey of Equipment Finance Activjtureau of Economic Analysis
Banks mi x of busi tha@rs growth pastpirelustryeeers. Banks new business volun

grow at a rapid pace, exceeding 19% annual growth for the second straight year. Banks grew faster than Captives

and Independents for the first time since 2008, driven by superior market shares in the fastest growing market
segments and presence diminished profile in slower growing segments. For example, Banks had the highest market
share of large -t i cket transactions, which was the fastest growing

volume growth has showed remarkable consistency, increasing 11% for the third consecutive year.

Independent

finance companies experienced a deceleration in new business volume growth after being the industry leader in 2011.

Business volume for Independents declined sharply during the 2008 -09 financial crisis, and this segment has yet to

fully attain the annual new  business volume they achieved prior to the recession.

2013 STATE OF THE EQUIPMENT FINANCE INDUSTRY
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THE INDUSTRY / FINANCIAL REVIEW & ANALYSIS

New business volume was strongest for the transportation, utilities, and manufacturing industries. By end -
user industry, new business volume increased the most for the Trucking industry (62%), Utilitie s (36%), and
Metal/Machinery Manufacturing (26%). Strength in the Trucking industry was a plus for Independents, as it made up

17% of their 2012  new business volume, but it did little for Captives, for whom Trucking made up less than 4% of

their portfolio . Banks and Independents were both able to benefit from growth in new business volume for the

Met al / Machinery Manufacturing sector, with 8% of Banks portf o
sector. New business volume decreased the mos t for the Federal Government ( -41%), Telecommunications (  -26%),

and Air Transportation ( -8%). The drop -off in investment from the Telecommunications sector had a noticeable

negative effect on Captives, given the large share of their portfolio (6.3%) devot ed to the sector in 2011.

End - Purchaser Growth Attribution
(percent of new business volume)

Note: Each column represents gtmmpositionof new business volume by epdrchaser. The colaroding refers to the pace of growth for
each enepurchaser. For example, Independents had a relatively large share of new business volumerfiaspthrgation industrgompared
with Captives, which iw significantly faster than new business volume from the telecommunications industry.

Slow to Negative Growth Moderate Growth Fast Growth
100%

— B Telecommunications
80% ® Printing/Publishing/Newspapers/Periodicals
Industrial Manufacturing
70%
Construction
60% Agriculture, Forestry, Fishing
50% - Government, Federal, State & Local
® Finance, Insurance, Real Estate
40%
= Wholesale / Retail
30% Mining / Oil & Gas Extraction, Pipelines
2004 - I ® Services
0
m Utilities
10% [ ] |
_ B Transportation
0% I

Banks Captives Independents
Source2013ELFA Survey of Equipment Finance Activity, Keybridge Research

Among asset types, new business volume was strongest for amusement, transportation, and mining

equipment. By equipment vertical, amusements (40%), -other° (38%),
equipment were top performers. Banks and Independents  capitalized on these rapidly accelerating asset types, while

Captives 2 which are beholden to their parent companies 2 generally operated in  slower -grow th markets, including
computer (8%), agriculture (12%), and construction ( -1%) equipment .
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Equipment Vertical Growth Attribution
(percent of new business volume)
Note: Each column represents ttempositionof new business volume by equipment type. The ewdaling refers to the pace of growth for

each equipment type. For example, Indepetsdead a relatively large share of new business volume in the form of transportation equipment
compared with Captives, which grew significantly faster than new business volume in the form of construction equipment.

Slow to Negative Growth Moderate Growth Fast Growth
_ - ® Energy, Env. Controls & Elect. Devices (Total)
90% - m Construction
[ ] ® Printing
80% —
Materials Handling
70% = Medical
I
Computer Equipment (Total
60% p! quip ( )
Office Machines
50% Agricultural
40% ® Telecommunications
= Renewable Energy (Wind, Solar, etc.)
0,
30% ® Furniture Fixtures and Equipment (Total)
20% Industrial / Manufacturing (Total)
Mining, Oil & Gas Extraction incl. Natural Gas
0, S
10% - ® Transportation (Total)
- R ] oo
Banks Captives Independents = Amusements
Source2013ELFA Survey of Equipment Finance Activity, Keybridge Research
Industry leaders have mixed emotions about future growth prospects. Although new business volume saw
healthy gains in 2012 and while 2013 is shaping up to be another strong year for growth , industry leaders are
concerned about an unusually wide array of economic and regulatory uncertainty . Indeed, the chart on the following

page showsthat t he Equi pment Leasing & Finance Foundat i oqunipment Nhamce h | y
IndustryERI-®MClis negatively corr el &tléendertamty subsidedoduringe y mid-2012 but ai nt
jumped in September due to monetary and fiscal policy issues. T here is a general sense that politically -charged

roadblocks are curtailing business fixed investment, and in turn slowing growth in the equipment finance industry.

The Manufacturers Alliance for Productivity and Innovation (=N
concerns 2 83% of MAPI members predict that the Affordable Care Act is having or will have a negative impact on

economic growth in 2013; 79% think that Uu. sS. tax policy is
regulatory pressures are hurting growth i Moreover, regulatory uncer tainty has reportedly caused some equipment
finance companies to curtail lending, alter the products they offer, or avoid some market segments altogether. In

general, the consensus view is that recent growth has been fueled by the equipment replacement cy cle, but with that
source of momentum dissipating, further expansion of capital spending programs may be difficult to justify in an

environment of slow growth and persistently high uncertainty.
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Policy Uncertainty and Industry Confidence
(index values)
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SourceELFA, Haver Analytics
Growth in new business volume increased with transaction size. The middle -ticket market ( transaction size
between $250,000 and $5 million) grew 16%; small -ticket (transaction size between $25,000 and $250,000) saw
13% growth; and the micro -ticket market (transaction size less than $25,000) contracted by 5%. These rates
compare weakly with a 31% increase in new business volume in the large -ticket market (transaction size greater than

$5 million). The reason for the disparity appears to be the comparative lack of confidence held by smaller firms,
which represent the smaller -ticket markets. According to the NFIB Small Business Optimism Index, optimism fell in
2012, with the Index decreasing 6.3% through the year, after averagin g a 2.3% increase over the prior three years.

Meanwhile, larger firms are relatively more confident and have continued to spend.

Share of Portfolio by Transaction Size
(percent of total portfolio)
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Source: 2002013ELFA Survey of Equipment Finandgctivity
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Organizations that were able to capture market share in the fastest -growing market segments outperformed

the industry as a whole. For example, Bank s relatively strong oveoveighhallocasion aft t r i b
large - and medium -sized ticket deals. By end -user industry, Banks benefited from a relatively large percentage of

new business from the  services and transportation industries. Additionally, Banks were underweight industries with

subpar growth; for exampl e, Banks lar gely avoidedend -user s i n htehd <€@tegory, which drag
for Independents. Conversely, Independents experienced the slowest growth in 2012 new business volume, which

can be attributed to an overweight in small - and micro -ticket transactions, which grew at a relatively slow pace.
Meanwhil e, the | argest share of Capt i v eagricultore wforestys& righiagsindustoy] u me

which experienced average growth  in 2012.

The charts below attribut e the relative growth rates of Banks, Captives, and Independents across three factors 2

ticket size, equipment type, and end -userindustry . The charts displ ay e acrélatweweggitmngiz at i on
sectors that either grew faster or slower than the industry aver age of total new business volume (16.4%). For

example, large -t i cket transactions made up 32.7% of Banks new busine
average of 18.2%; and large  -ticket new business volume grew at an annual rate of 31.1%, compared to an industry

average of 16.4%. Subsequently, large -ticket transactions were a major reason Banks outperformed the overall

market growth rate . Similarly, Banks were also underweight micro -, small -, and medium -ticket transactions which all

grew slower t han the industry average.

In this context, organizations can actively outperform the market in two ways: overweight fast -growth sectors, and
avoid slow -growth sectors.  Naturally, a ctive business strategies are more applicable to Banks and Independents tha n
Captives. In 2012, some Captives had the misfortune of being tied to relatively slower growth sectors, such as
agriculture and construction. Independents performance was dr aocgegmeight gasition inbgertaia n
slow -growth sectors ( e.g., micro - and small -ticket) , but saw positive gains by being overweight in the transportation

sector.
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Equipment Finance Industry Performance Attribution Analysis

Banks
by ticket size

by equipment type

by enduser industry

Underperform / Outperform / Underperform / Outperform / Underperform / Outperform /
Overweight Overweight Overweight Corporate Overweight Overweight Overweight
L Airgraft )
Tgrlget * Finance, Ins., an
ICKe f
Water Pollution & Real Estate
Waste Trucks & Wholesale /
) Management * Trailers Retail
Micro 2
* Ticket A M e
: : POS, Banking Pipelines  Services:
4 Medium Ticke Systems and Accommodation &
S_maII * ATMs Food
Ticket
Underperform / Outperform / Underperform / Outperform / Underperform / Outperform /
Underweight Underweight Underweight Underweight Underweight Underweight
Captives
by ticket size by equipment type by enduser industry
Underperform / Outperform / Underperform / Outperform / Underperform / d Outperform /
Overweight Overweight Overweight Overweight Overweight Agriculture Overweight
Agricultural
Large
Micro Ticket Constructione Construct
® Ticket & 4 onstructiong
Small MedicaDthe& PN
B Buses/Motorg, * SO
Coaches Arts,
) _ Entertainment &
Medium Ticke Recreation
Underperform / Outperform / Underperform / Outperform / Underperform / Outperform /
Underweight Underweight Underweight Underweight Underweight Underweight
Independents
by ticket size by equipment type by enduser industry
Underperform / Outperform / Underperform / Outperform / Underperform / Outperform /
Overweight Overweight Overweight Overweight Overweight Overweight
* Truqks & Trucks ¢
Micro Trailers
* Ticket Materials
18 Large Handling
small Ticket 7S ' Bus &
Tickat ¢ o ¢ Commercial Transit
Aircraft ’ £
Energy Pipelines Wholegale /
Other Retail
Medium Ticke
Underperform / Outperform / Underperform / Outperform / Underperform / Outperform /
Underweight 1 Underweight Underweight Underweight Underweight Underweight

Source2013ELFA Survey of Equipment Finance Activjtikeybridge Research

22

EQUIPMENT LEASING & FINANCE FOUNDATION



THE INDUSTRY / FINANCIAL REVIEW & ANALYSIS

Small -ticket new business volume increased by  just 3.8% in 2012 after increasing  9.3% in 2011. Although
growth slowed, it was a marked improvement from the contractions between 2008 and 2010. Among the subsets of

small -ticket equipment finance, small - and middle -ticket volume grew 6.1% and 7.2% in 2012, respectively, while

micro -ticket volume dec lined 9.1%. At the organizational level, Banks led the small -ticket sector with 11.8% growth,

followed by Captives with 2.7% growth and Independents with a decline of 9.4%.

Share of Small - Ticket New Business Volume by Organization Type
(percent of total prtfolio)
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Source2013ELFA Survey of Equipment Finance Activity

Al t hough banks e x fagesti gronthand2012, itheir overall market share declined. Market share
also declined for Independents, while it grew substantially for Captives. Captives continue to increase their share of
small ticket new business volume, yet the growth rate suggests that these gains may be slowing. Captives had

almost 60% of total new business volume in 2012, while Banks and Independents had roughly 30% and 10% market

shares, respectively. Since 2008, Captives have grown their share of small -ticket new business volume by 22.4
percentage points at the expense of Banks and | ndependents.
The lackluster trends in small -ticket equipment finance are indicative of a still -weak economy for small

businesses . After the recession, small businesses shed employees in large numbers, experienced precipitously
declining revenues and profi ts, and delayed capital expenditures. Amidst the recovery, small business owners have

been particularly concerned by heightened regulatory and policy uncertainty and whether demand will return for their

businesses. Some key data for small businesses are indicative the difficult environment in which they operate. For
example, the chart below displays the Intuit Small Business Revenue Index (a monthly composite index of revenues

for small businesses) which shows a clear deceleration in small business reven ue since early 2012 to a near stand  -still

as of August 2013.
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Intuit Small Business Revenue Index
(yearoveryear percent chanje
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SourceHaver Analytics

The trend over the past few years clearly show s that revenue growth  for small business has been weak, which has led

to a decline in the appetite to lease and finance equipment for expansion. At the sector level, the Intuit indices show

particular weakness in health care & social assistance; accommodation, food services & drinking places; and retail
trade. These are a few industries that often rely on leased or financed equipment for their operations, which does not

bode well for the equipment finance sector. Slow revenue growth has been a persistent deterrent for small business

equipment demand, and the latest trends suggest tough times are ahead.

Small businesses have also explicitly stated that there are numerous deterrents to increa sing capital
expenditures . The most recent Wells Fargo/Gallup Small Business Index she ds light on why small businesses remain
hesitant to expand operations. In the survey, only 25% of respondents reported an increase in capital spending over

the past 12 months, and only 26% of respondents are planning to increase capital spending in the ne xt 12 months.
Two of the largest cited reasons were concern about the overall state of the economy (64%) and uncertainty in the

future of their business (57%).

International business volume increased from 29% to 33% of total new business volume, after fal ling the
previous year. International equipment investment in 2012 was a tale of two halves. Emerging market economies
experienced strong growth during 2012, as accommodative monetary policy and further industrialization fueled
investment demand. According to the latest IMF World Economic Outlook, d evel oping Asian economi
6.6% in 2012, while South and Latin American economies grew 3.0%, both of which outpaced growth in much of the

developed world. In particular, Chinese fixed investment in equipment and instruments increased 20.2% in 2012, a

sharp rebound from 5.4% in 2011 v while interest rate cuts and deregulation in Brazil were aimed at catalyzing new

investment projects, particularly in renewable energy sources. The strong demand for ca pital in emerging markets

was matched with strong growth of new business volume sourced in emerging markets in 2012.
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Economic growth and equipment investment in developed economies was abysmal in 2012. GDP in the euro area

GDP contracted 0.6% in 2012 Y, while equipment investment was even bleaker. Austerity measures and record -low
confidence levels deterred business from making investments in equipment and software, as the euro area lurched

from debt crisis to debt crisis. Gross fixed capital formation in major categories of equipment and software declined
2.7%. "' Investment in metal products, machinery, and transport equipment also all fell in real terms. These
disappointing figures are offset to some extent by the 63% growth in new business volume sourc ed in Europe, which
is the result of lessors expanding their business operations in European areas to fill a credit gap in underfunded

sectors with acceptable risk levels.

In Canada, GDP growth slowed from 2.6% in 2011 to 1.8% in 2012, mirroring the slowin g of growth in the United
States. Unemployment remained stuck in the 7 percent range throughout 2012, while business climate conditions
were muted amidst slow global growth and uncertainty stemming from the United States. Growth in equipment

investment i n Canada slowed from 8.6% in 2011 to 5.2% in 2012, matching the slowdown in new business volume

sourced in Canada “'. Among some key verticals of equipment investment in Canada, industrial equipment grew

5.7%, while computers and peripheral equipment grew a meager 2.6% .

International New Business Volume

(2011:-2012 percent change)
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Source2013ELFA Survey of Equipment Finance Activity
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Yield & Funding

Perhaps more than any other area of the industry, the cost of funds and equipment financing yields have

been heavily impacted by overall macroeconomic trends. Starting in 2007, the Federal Reserve began
cutting interest rates, and by the end of 2008 the target federal funds rate fell to 0.125%, where it has

remained ever since. Additionally, the Federal Re serve has implemented unprecedented measures, dubbed
quantitative easing (or -e@E fates. tlnothisl ecawod historically g -low interest rates,
investors have been searching for yield anywhere they can find it. As a result, money has poured into the
equipment leasing and finance sector, which has historically achieved attractive yields with relatively low

risk. In their search for yield, e ven non -traditional investors ( e.g., private equity ) have found their way into
equipment leasing. While increased access to capital is good for consumers, rising liquidity has compressed

spreads for equipment finance companies

Looking ahead, Fed policy will dictate how quickly and how high interest rat es rise. Consensus expectations

are for the Fed to begin scaling back its long -term bond purchases ( date20i3a p early201gt® ) i n
and for it to raise short -term rates in 2015. Equipment finance spreads typically lag in a rising rate

environme nt, which does not bode well for net interest margins. Combined with expected slow growth of

new business volume, lower profitability is a recipe for a more difficult operating environment.

Percent Industry Banks Captives Independents
Weighted Average Pre-Tax Yield 4.49% 4.21% 4.54% 8.84%
Weighted Average Pre-Tax Spread 3.07% 2.93% 2.95% 6.17%
Weighted Average Cost of Funds 1.42% 1.28% 1.59% 2.67%
Median Pre -Tax Yield 6.01% 4.41% 6.23% 9.01%
Median Pre -Tax Spread 3.81% 3.14% 3.41% 4.57%
Median Cost of Funds 1.57% 1.24% 1.86% 3.69%

Source2013ELFA Survey of Equipment Finance Activity

The cost of funds hit an all -time low for the equipment finance sector in 2012. Moderate economic growth, low
inflation, and the Federal Reserve s aggressive monetargutpolic
2012. This translated directly into a low cost of capital for the financial sector. More recently, long -term rates have

risen, but the Fed discount rate has held steady at 0.75% through August 2013.

Banks have a competitive advantage on cost of funds. Industry -wide, the cost of funds peaked in 2006 -2007
before the financial crisis and subsequent shift in Federal Rese rve policy decreased the discount rate to historical lows.

From a peak of 5.4% in 2007, the median cost of funds fell to 1.6% in FY 2012. Due to their access to the Fed
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discount window, the median cost of funds for Banks was even lower at 1.2%. Captives , due to their size and
categorization as =i nhdve sdcess ta telatibely tow sost Of fuads,smhich averaged 1.9% in 2012.
Independents have always had  a higher cost of capital than B anks and Captives, but there are two noticeable trends

over the past 5 years:

T I'ndependents medi an toc3% tn 2@l2. Thisiwad & f42% from 2007 to 2012, less than the
industry average ( -71%), as well as Banks ( -75%) and Captives (  -65%).

T The difference between I ndependents and Banks cost of funds

then edged back up to 2.4% in 2012. The latest figure is well -above pre -recession differentials which averaged

about 1.1%. Thisis an indicatio  n that lenders still view Independent equipment lessors as relatively risky.

Median Cost of Funds
(percent)
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Source2013ELFA Survey of Equipment Finance Activity

The industry has experienced spread compression from 2009 to 2012. Weighted -average pre -tax spreads
compressed from 2009 to 2012 , from 3.85% to 3.09%. Median spreads also declined slightly over the same period,

from 3. 92% to 3. 81 %.

Spread compression was more noticeable in the middle -ticket market  in 2012.  Middle -ticket spreads dropped
56 basis points from 2011 to 2012, the largest absolute decline in the industry. Large -ticket and small -ticket

segments experienced only mild spread contraction in 2012, and micro -ticket spreads actually increased.

Industry competition has compressed spreads in 2012 and 2013 . As the economy has stabilized, investors have
become more comfortable taking on risk . However, in a hyper -low interest rate environment, investors are
employing creative ways to earn a yield on their assets. This has included putting money to work in  the equipment
finance market . Greater liquidity has increased industry competition, which has tightened spreads for Banks,
Captives, and Independents alike. Based on conversations with industry experts , intense competition in the large -
ticket market in 2013 has put immense pressure on pricing and caused spreads to compress more than in other

segments.
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Non-traditional players (e.g., private equity) have entered the equipment finance market in a noticeable way.
However, there are signs tha t their participation is a response to historically low interest rates and, as such, this
source of funds may not last as interest rates begin to normalize in 2014 and beyond. In particular, if private equity
attempts to exit the market by selling off ass ets to banks, but banks are reluctant to buy the portfolios (which are
more likely to have smaller -ticket deals and higher -risk credits), it could have repercussions for the value of

equipment leases as an asset class.

Banks have experienced steadily declining spreads for the past 4 years. Captives and Independents were

able to increase spreads in 2011, but experienced spread compression in 2012.  Spreads at the organizational
level are driven by the underlying business models and funding str ategies. In 2012, Banks held the largest share of
middle -ticket transactions (the area of greatest spread compression) and the smallest share of micro -ticket
transactions ( where spreads have increased). As a result, three quarters of bank SEFA respondent s experienced a
decline in pre -tax spreads in 2012. Captives and Independents had a greater mix of market segments, and therefore

had mixed experiences with spreads E more than half of SEFA respondents report ed an increase in spreads.

Median Pre -Tax Sprea d
(percent)
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As the cost of funds and spreads declined in 2012, yields also fell. Since 2006, the industry -wide weighted
average pre -tax yield has declined from 8.30% to just 4.49% in 2012. Yields are lowest for Banks, at 4.21%,
followed by Captives at 4.53% and 8.84% for Independents.  Bank yields declined more than other lessors, as an

influx of capital has driven down interest rates from 7.74 % in 2006 to 4.41 % in 2012 .

By market segment, yields are a function of the source of financing. As discussed previously, banks have the
lowest ¢ ost of funds, and have also  experienced a squeeze on spreads as market competition has increased. As banks
have rapidly grown their  large -ticket portfolios , this has driven down yields on larger transactions. Indeed, the SEFA

data indicate that pre  -tax y ields are noticeably lower for large  -ticket deals E average yields have fallen from 6.17% in
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2009 to 3.81% in 2012. Pre-tax yields for middle, small, and micro -ticket transactions are significantly higher

(4.34%, 4.97%, and 11.36%, respectively).

Median Pre-Tax Yield
(percent)
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The equi pment i ighdyieldst andyspreadshare attractive to investors. While yields have been driven
down across financial markets, the yield on equipment finance has re mained relatively high compared to other types

of corporate debt and asset -backed securities.  Additionally, the spread on equipment finance compared to 3 -year
U.S. Treasuries has generally risen since 2006, while spreads on corporate, industrial, and Auto asset -backed
securities have been flat since 2010 (after spiking and declining from 2008 -2010). Combined with a favorable risk
profile, this has presented a relatively attractive investment opportunity. Looking forward, spreads are likely to lag

given the consensus view that interest rates will rise in the coming years . As such, finance compan ies may need to

cover at least part of the rising cost of funds in 2014, to the detriment of their net interest margins.

Yield & Spread Comparison
(percent)
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The cost of funds declined and spreads compressed in the small -ticket market in 2012. The median small -
ticket pre -tax spread declined to 5.33% in 2012 from 5.60% in 2011. Banks continue to have the lowest cost of
funds, yet do not have as  high pre -tax spread as either C aptivesor Independent s. Captives cost

with small -ticket -wide trends, despite their pre  -tax yield being slightly lower.

Small - Ticket Equipment Finance Yield & Funding
(median;based ordollar anouny
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Yields in the small -ticket market continue to be priced higher than the overall market. Small -ticket
transactions are inherently riskier than larger -ticket deals. Most small -ticket financing is for small businesses, which
tend to have more volatile earni  ngs and cash flows. As a result, small  -ticket yields have been and will continue to be
higher than the broader market average. From 2011 to 2012, there was a slight decline in the pre -tax yield; yet, it
remains well above the equipment finance industry a verage.

As for costs of funds, two competing forces are at play. On one hand, the low -interest rate environment pushed

down capital costs, which dropped overall from 2.03% in 2011 to 1.74% in 2012. On the other hand, a lack of capital

for small businesse s makes them -price takers©® in capital mar ket s. A 2
conducted by the National Small Business Administration found that almost 43% of small business owners were

unable to find sources of capital . The survey also found that recent regulation might be helpful for small businesses
going forward. Almost 20% of respondents reported that they are more likely to seek outside investors due to the
passage of the JOBS Act, which has been aimed at easing restrictions on fu nding sources for small businesses. In the

meantime, the under -supply of small business capital places upward pressure on small ticket yields.
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Portfolio Performance

2012 was one of the strongest years on record for the equipment finance industry in terms of portfolio
performance. By some metrics, equipment leasing and finance achieved a higher portfolio quality than other
forms of credit . The quality of equipment portfolios improved across the board, as delinquencies,
nonaccruals, and charges -offs all de clined from 2011 levels . This was a result of improved corporate
balance sheets and cash flow s, and also because less credit was made available to lower quality borrowers
The latest MLFI -25 survey shows that performance  has continued to improve in 2013. However, r ecord -

level portfolio quality is unlikely to continue for a prolonged period of time. As the economy improves, credit

standards will inevitably loosen , and delinquencies and charge -offs will likely increase . From a macro
perspective, t his could be considered a positive trend E it will mean that more businesses and lenders are
taking calculated risks and are optimistic about growth prospects. The key for the equipment finance sector

is to remember the lessons from the recent financial crisis E most importantly, that clever deal structures

cannot eliminate risk

Percent Industry Banks Captives Independents

Delinquent Portf olio Over 30 Days

] 1.6% 0.6% 4.6% 1.3%
(weighted -average )
Non-accrual assets as a percentage
of receivables and non-accrual assets 0.5% 0.4% 0.7% 1.0%

(weighted -average)

Net Full -Year Loss (Charge -off) as a
Percentage of Full -Year Average 0.21% 0.03% 0.32% 0.56%

Receivables (median)

Source2013ELFA Survey of Equipment Finance Activity

As the economy recovers, d elinquencies have declined across all asset classes . Since the financial crisis of
2008 -09, the business and household sectors have gone through a massive deleveraging cycle. While banks have

greatly improved their balance sheets (including writing off bad loans), improving economic conditions and tighter

lending standards have led to improvements in loan and lease performance. As of Q2 2013, delinquency rates on
consumer loans, business loans, and agricultur al loans have all fallen to pre -recession levels. Commercial real estate
loan delinquencies have dropped from a peak of 8.8% to 3.3%, but remain above normal levels of 1.5 22.0%.
Similarly, residential real estate loan delinquencies have fallen from a pea k of 11.3% to 9.4%, but remain well above

pre -recession levels of about 2.0%.
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The equipment finance industry has  enjoyed strong portfolio performance. ELFA d$atest MLFI -25 data showed
thatin August 2013, aging of receivables over 30 days was just 1.6 %, and has averaged 1.7% for 2013 E below pre -
recession levels of 2.0 22.2%. Additionally, average losses (charge -offs) as a percentage of net receivables are very
low (0.4 % year -over -year) and have been so for four consecutive months . Although overall macr oeconomic growth
has been choppy over the past few quarters, the financial positions of lessees are continuing to improve. This trend,

combined with more prudent risk and portfolio management practices, has led to fewer long -term delinquencies and

charge -offs in portfolios  for many types of organizations across the entire industry

Delinquencies and charge -offs are tied to the broader economy , and the U.S. is mid  -cycle with respect to
portfolio performance . Unsurprisingly, portfolio performance is highly correlated with the economic cycle. Over the
past 30 years, lease delinquencies and charge -offs peaked during or shortly after a recession 2 from peak to trough,

the -performance cycle® has averaged about 9 y e ar sncy andxbarge Roff
rates averaged 1.5% and 0.5%, respectively. Given the current state, it appears that the U.S. is roughly halfway
through the performance cycle. That is, delinquencies and charge -offs are bottoming out and are likely to edge

upwards as the economy recovers, more businesses access credit markets, and credit standards loosen.

Lease Delinquencies and Charge - offs for all U.S. Commercial Banks
(annualized percent rate)
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By lessor, d elinquencies and charge -offs are tied to business models . Banks continue to lead in portfolio

performance , with delinquencies over 90 days of just 0.2%, non -accruals of 0.4%, and charge  -offs of just 0.07% E

the lowest level for all performance metrics among the three market segmentations. One bank -owned lessor

commented that banks continue to focus on improving the quality of credit, as having a clean balance sheet s critical

i n t o dighly cempletive and regulated environment. Banks focus on and a-grade<lentst o

through cross -marketing with its commercial lending arms is a strong contributor to their superior portfolio

performance.
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Captives and Independents business model s haivnsk h iCgphivesrare linvénl by a mission to
serve their pa rent company, and in an effort to support sales growth, are sometimes willing to take on more risk.
Specifically, Captives have more flexibi  lity on credit risk and in assuming higher residual values. Due to their cost of
funds disadvantage, Independents typically operate in r iskier segments of the market and operate further out on the

risk -return curve.

Portfolio Quality by Type of Organization
(weightedaverage percent)

B Delinquencies 90+ H Nonaccruals ™ Chargeoffs
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Source2013ELFA Survey of Equipment Finance Activity

Analysis of end -user industry trends shows a clear mix of strong - and weak -performing industries. A few
industries continue to  struggle with  high delinquencies ; but, on the whole, industry -level trends are improving. The
Printing and Publishing industry had the worst delinquency rate, with 2.5% of receivables delinquent by over 30 days

and 2.1% classified as non -accrual assets. Printing and Publishing has been struggling for years due to the
emergence of electronic -reading technologies, and several interviewees mentioned that they are avoiding this sector.
Construction was the second -worst performing industry , with 1.9% of receivables delinquent more than 30 days and
1.9% classified as non -accrual ass ets. Despite the recent rebound in housing activity, the housing sector is still
fragile . One C aptive lessor who leases construction equipment commented that underwater mortgages and rising

mortgage rates could be two wrencdveys. in the housing market s r

Water & Air Transportation industries had the lowest delinquency and non -accrual rates. Increases in there -

shoring of manufacturing back to the United States and the ov

America appear to be supporting an increase in  inland barge shipments across waterways , which has benefited the
Water Transportation industry. Meanwhile, Air Transportation E particularly in the corporate sector E has rebounded
with improving overall economic condition s. Leasing continues to offer the best financial solution for acquiring aircraft
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for many corporations , and several lessors commented that they  expect activity in this niche market to continue to

accelerate.

Pairing delinquency rates and growth in new business v olumes reveals attractive industries that equipment
lessors and financiers can target. Differentiation among industries is a crucial focal point for businesses who seek

to either increase their business volume in existing markets or to penetrate new markets . In terms of equipment -
intensive industries, some continue to grow, while others continue to lag 2 which has a salient effect on their ability to
remain current on loans and leases . The figure below plots the year  -over -year change in new business  volume and

delinquen cy rates by end -user industry . Th e matrix offers insight into the movement of industries over the past year

and can be instructive for equipment asset allocation and business expansion efforts.

Risk - Growth Analysis by End -User Industr vy
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% of Portfolio Delinquent Over 30 Days
1. Transportationi Railroad 10. Wholesale/Retail 19. Services Accomod. / Food
2. Services Transportation 11. Transportation Air 20. Services Health
3. Transportatiori Water 12. Pipelines 21. Agriculture, Forestry, Fishing
4. Utilities 13. Industriali Manuf. / Other 22. Mining / Oil & Gas Extraction
5. Transportationi Bus, Transit 14. Telecommunications 23. Serviceg Other
6. Finance, Insurance, real Estate 15. Governmeni Federal 24. Indus. / Manufi Metal & Mach.
7. Governmeni State & Local 16. Printing, Publishing 25. Transportationr Truck
8. Serviced Educational 17. Construction
9. Serviced Arts, Entertain., Rec. 18. Indus. / Manufi Wood, Other
Source: 201ELFA Survey of Equipment Finance Activity
Transportation, utilities, and other services industries showed the strongest growth and lowest risk. In the

chart above, the industries within the top right quadrant of the matrix 2 Transportation -Railroad, Services -

Transportation, Transportation -Water and Utilities, among others 2 were among the fastest growing and best
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performing industries in 2012. Conversely, equipment that is allocated to end -user industries such as the

Printing/Publishing Industry ~ experienced higher delinquencies and slower growth (or even contraction)

Difficult industry  -wide conditions during the recession and the slow recovery st ill remain prevalent in

|l essors me W thd iedsstry has adjusted to the recent weak economic environment and increased its
competitiveness in different niche areas of the market, it is clear that the prevalence of high -credit risk borrowers  has
been reduced . Many interviewees commented that they now lease only to investment -grade credits, thereby
solidifying their location in the credit market and avoiding ~downst rmakets® E even if it means sacrificing new

business volume .

Going forward, interviewees are focused on  adhering to the best possible risk management and credit

analysis. In addition to macroeconomic conditions, lax lending standards can drive portfolio performance,
particularly during a credit event such as the ho using market collapse. During interviews, most industry experts
provided introspective lessons learned from the 2008 -09 financial crisis. Upon  reflecting on past mistakes, a key
takeaway is that equipment lessors should not sacrifice the quality of a loa n in order to complete a deal . Put another

way, risk cannot be  -structured away °.

Expect marginally higher delinquency rates in 2014. Delinquencies have remained at historically low levels for
most of 2012 and 2013 . Many industry experts b elieve that due to the economic d ownturn, some lower -quality
borrowers E in particular, many small businesses E were extended less credit , which may have resulted in selection
bias in the performance benchmarks . As equipment lessors and financers look for more busine Ss opportunities and
broaden their lending base, it is possible that delinquencies could rise marginally as the composition of the lending
base changes. This will be a trend to watch and potentially be concerned about if risk is not appropriately priced.
Particularly in an environment where companies fight for market share, lowering credit standards is one way for

businesses to grow, but may adversely affect the industry s

Regulation may shape portfolio performance in the coming years . Credit and transaction -size selection biases,

whet her stemming from internal or external sour ces, have affe

been particularly noteworthy when analyzing the industry by type of organization. Interviews with industry experts
reveal that increased regulation has been a key contributor to stronger portfolio quality. With increased compliance
standards from Dodd -Frank and other regulations looming, Banks, have shifted their business models to avo id future
compliance costs. For example, Banks are more likely to lend to higher -quality credits , as this is less burden some
than adding costs to address new compliance measures . Notably, many industry experts believe that requirements

for increased comp liance are unnecessary for the equipment finance sector given that it is one of the few financial

markets that fared well during the crisis and recession. Although the decision to focus on higher -quality credit clients
has led to decreased spreads in some instances, the strategy has also reduced compliance costs and opened up
opportunities for Captives and | ndependents to target smaller - and medium -sized transactions.

Portfolio performance in the s mall -ticket equipment finance market improved slightly in 2 012 . Delinquencies

over thirty days ticked down slightly from 2.7% to 2.5%, while nonaccruals declined from 0.8% to 0.7%. The largest

2013 STATE OF THE EQUIPMENT FINANCE INDUSTRY 35



THE INDUSTRY / FINANCIAL REVIEW & ANALYSIS

decline, however, was in charged  -off assets, which declined from 1.3% to 0.9%. In the context of relatively stagnant
small business revenue growth, any improvement in portfolio performance is a good sign; but, may also be a signal of

low access to capital and highly  -selective lending.

Stubbornly high delinquencies remain for Captives and for organizations mid -sized lenders . Captives continue
to experience the highest rates for small -ticket delinquencies and charge -offs, while in this past year, Banks had the
largest percentage of nonaccruals as a percentage of receivables and non -accrual assets. Relative to the pre  vious

year, Capt rtviecsketsntaedlli nquenci es decl i rtiekdtdedinguemnt portfbligs.over tiirty gaysi v e s
were 5.8% in 2011 and fell to 5.4% in 2012. Additionally, mid -sized organizations (those between $50 million and $1
billion in organization size) had the highest nonaccruals, while the largest and smallest organizations enjoyed

comparably lower levels of nonaccruals over the past year.
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