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INTERNATIONAL LEASING:

A DYNAMIC INDUSTRY UNDER CONSTRAINT

BY LAWRENCE M. TAYLOR, JRr., EsQ.

After providing a brief history of the development of the
equipment leasing industry outside the U.S. and an
analysis of the position of U.S. multinational leasing firms
in that market, the author examines constraints upon the
growth of the industry and recommends government
action that will facilitate industry expansion and the
accompanying increased export of U.S. goods and
financial services.

THE 90-Day I'TC WINDOW:

TAILORING THE EMPEROR’S NEW CLAUSE

BY BARRY S. MARKS, EsQ.

The Tax Equity and Fiscal Responsibility Act of 1982
amended section 48(b) of the Internal Revenue Code to
postpone the “originally placed in service” date for
Investment Tax Credit (ITC) purposes for up to three
months. The language seems to permit sale-leasebacks and
other lease structures to vest ITC for new section 38
property in the lessor, even after equipment is used by the
lessee. In this article, the author examines the pitfalls and
benefits of various structures utilizing this 90-day window,
with particular emphasis on multiple-item transactions
and the role of the leasing company. An addendum
to the article is included based upon the revisions

made in the 1984 tax hill.




TOWARD A NEW UNDERSTANDING OF 34
LEVERAGED LEASE PROFITABILITY

By EbwaArD P BRENNAN

Existing leveraged lease analytical methods and
structuring techniques are premised upon the concept that
a leveraged lease is a “unitary” opportunity. This concept,
in the author’s opinion, has resulted in a twenty-year
history of confusion in measuring the profitability of a
leveraged lease. The article reviews the history,
development and inadequacy of the existing major
analytical methods and structuring techniques, and
proposes a new, simple and “foolproof” approach, the
Binary Lease Profitability Index, for evaluating the
profitability of a leveraged lease. The new approach is
based upon perceiving the leveraged lease as presenting
the investor with two distinct opportunities (hence,
binary), an investment opportunity and a financing
opportunity, which need to be evaluated separately.

WRAP LEASES: 4

STRUCTURAL AND TaX CONSIDERATIONS

BY ALLEN P. PaLLES, EsQ.

The article discusses the fundamental economic, structural
and tax aspects of the wrap lease, identifying it as a
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structural variation of the leveraged lease. o
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by Lawrence M. Taylor, Jr., Esq.

L4

under Constraint

Enustry

fiee/ quipment leasing is undergoing
unprecedented growth around the
world. Most U.S.-based lessors partici-
pating in the growth of the industry
abroad have been the large multina-
tional financial institutions, who have
aggressively pursued opportunities to
expand into developed and developing
foreign leasing markets. Whether this
international expansion continues
apace depends in large part on
whether U.S.-based international
lessors can maintain and improve their
competitive position abroad.

This article provides a brief history
of the development of the leasing
industry outside the U.S. and an anal-
ysis of the position of the U.S. multi-
national leasing institutions in that
industry today. In addition, it
examines the constraints imposed by
both U.S. and foreign governments
which impede further growth of the
industry. It concludes with a series of

The author is chairman of the AAEL
International Leasing Industry Panel and a vice
president in the intemational leasing division of
Manufacturers Hanover Leasing Corporation
in New York. He earned his undergraduate
degree at Brown University and a law degree
ar Boston University School of Law.
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recommendations which would stream-
line U.S. government programs facili-
tating international leasing and pro-
vides U.S. officials with a working list
of trade barriers in foreign markets
affecting the “exportability” of the
U.S. leasing business. The implementa-
tion of these recommendations will
allow U.S.-based lessors to compete
with renewed vigor in foreign markets.

The Growth of
Leasing Worldwide

To the world leasing community,
“leasing” generally connotes “financial
leasing,” wherein the lessor provides a
financial service by purchasing equip-
ment selected by the lessee for its use
over a period normally less than the
useful depreciable life of the asset.

Total rental payments during this
initial and noncancellable lease term
amaortize the full capital outlay and
interest cost of the lessor and provide
some profit. The lessee bears the risk
of obsclescence during the lease period
as well as the risk of equipment loss or
damage, takes care of all maintenance
and pays all insurance and taxes, At
the end of the lease, the lessee may
have one or more options (depending
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on the legal, tax and accounting treat-
ment accorded the leasing transaction
in the lessee’s country): To purchase
the asset, at a set or determinable
price or at the fair market value of the
asset at the end of the term; to return
the asset to the lessor; or to extend
the term of the lease.

The term “international leasing” as
used by the leasing community encom-
passes two broad and distinctly differ-
ent kinds of transactions: (1) Cross-
border leasing, where the lessor is
located outside the country of the les-
see; and (2) foreign leasing, where the
lessor is an entity domestic to the les-
see's country, but is wholly or partizally
owned by an entity located outside the
lessee’s country.

The variety of financial products
and techniques falling within these two
broad categories of financial services
have been utilized by the worldwide
financial community for export pur-
poses to provide new sources of profit
and diversification and meet competi-
tive pressures abroad generated by the
rapid growth of the leasing business in
many countries. The fundamental con-
cept of separation of use and owner-
ship of a capital asset and the conse-
guences which logically flow from that
concept have provided a sustained



impetus for the rapid expansion of the
worldwide leasing industry. Recogni-
tion by innovative financial institu-
tions that use rather than cwnership of
capital equipment generates profits,
and the gradual acceptance of this fun-
damental departure from more conven-
tional methods of obtaining medium-
term credit by both government and
private industry worldwide has resulted
in a service industry growing in most
markets at a rate well ahead of the
rate of general inflation.

The parallel development of a wide
variety of tax and fiscal incentives
offered by many countries to investors
in capital equipment, and the use of
the leasing device to allocate these
incentives between the lessor/owner
and the lessee/end user have been the
principal factors fueling the growth of
the industry. In addition, leasing has
been aggressively marketed by lessors
as a financial service, with emphasis on
rapid response and a financial proposal
tailored to the needs of the customer,
and as a result has been increasingly
perceived by industry as a viable alter-
native method of capital equipment
financing, especially in times or places
of limited capital availability.

Leasing traces its roots back to the
early 1950s in the United States. lts
use spread rapidly throughout the U.S.
and the industrialized countries of
Europe in subsequent years, led at first
by independent nonbanking leasing
corporations and followed by the large
U.S. and United Kingdom multina-
tional banks and financial institutions
and their affiliates. In the 1970s, the
leasing industry reached marturity in
most developed countries. By the end
of that decade, Organization for
Economic Cooperation and Develop-
ment {OECD) countries in the aggre-
gate expended in excess of U.S. $50.0
billion on leased equipment, and
investments in leased equipment as a
percentage of total investment in
capital equipment in OECD countries
ranged from approximately 1.5% to
15%.1 In the U.S., the domestic leasing
business has enjoyed a twenty-year
period of rapid growth. It is estimated
that in 1983, U.S. lessors financed
approximately U.S, $61.0 billion in
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new capital equipment representing
approximately 17% of all such new
investment.?

The “internationalization” of the
leasing industry was slower to develop,
but in recent years has become what
has been termed an international phe-
nomenon.’ Many of the larger U.S.
institutions were first attracted to the
international leasing business by the
availability of investment tax credit
(ITC) and accelerated depreciation to
U.S. owners of certain transportation
and related assets {e.g., aircraft, rolling
stock, vessels, drilling rigs, and con-
tainers) located and used primarily out-
side of the U.S. By structuring a trans-
action as a U.S. cross-border leveraged
lease, where title to such assets resides
with a U.S. taxpayer despite its use
overseas by a foreign non-U.S.-
taxpaying entity, a U.S. lessor is able
to significantly reduce the financing
cost to the foreign lessee of these types
of assets, many of which are manufac-
tured in the U.S. In dollar volume and
in the number of international leasing
transactions receiving publicity, this
type of “tax-oriented” international
leasing transaction is best known to
the worldwide financial community, if
only because of its full utilization of
the leasing technique to maximize
available incentives. Indeed, the U.S.
is the world leader in cross-border lev-
eraged leasing of these narrow catego-
ries of capital assets solely because of
the impact of such U.S. tax incentives
in the financing cost.

However, even though cross-border
leveraged leasing has in past years gen-
erated a huge dollar volume of exports
falling within these groups of capital
equipment, its use today is relatively
flat. This is due to a number of related
factors:

¢ The strong U.S. dollar and world-
wide recession has drastically reduced
demand for such big-ticket items.

+ Although the equipment falling
within these categories represents a
large dollar volume of export, the cate-
gories are very narrow when compared
to the other categories of exported
equipment to which such tax benefits
are largely inapplicable. These other
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equipment types will be much more
likely to be the subject of a domestic
U.S. lease, where full tax benefits are
available, rather than a cross-border
lease in which the risk, being foreign,
is most likely higher, but the overall
vield to the lessor is lower. The U.S.
tax structure has resulted therefore,
albeit unintentionally, in placing the
vast majority of big-ticker equipment
at a comparative and very signiticant
financing cost disadvantage to that fall-
ing within transportation-related
categories.

¢ The complexity of legal, tax and
accounting problems associated with
cross-horder transactions, the requisite
ability to assess international credit
and political risk, and the innovative
but complicated use of export credit
devices and cover for foreign exchange
risks, have required a good deal of
financial and legal sophistication and
resulting high cost. This has further
restricted the use of cross-border leas-
ing to the financing of big-ticket iterns,
where the benefits significantly exceed
the cost of implementation, and to the
larger and more sophisticated lessors.

¢ Because of the way in which tax
benefits applicable to these types of
transactions are calculated and used, a
1J.S.-based international lessor with
both substantial domestic U.S. leasing
business as well as substantial other
foreign activity is severely constrained
as to the amount of such leasing trans-
actions in which it can profitably
engage.

¢ Last, but cerrainly not least, the
“chilling effect” on the cross-border
leveraged leasing market created by the
Pickle/Dole legislation* now pending
before Congress, has created an aura
of uncertainty in the business and an
unwiilingness by lessors and lessees
alike to enter into such transactions.

The leasing community, particu-
larly in Eurcpe, has developed the
leaseclub systern in an effort to foster
international leasing. Essentially, the
leasectubs are loose associations of
member leasing companies, one to a
country, who refer leasing business to
each other. Originally designed to
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reduce the difficuities involved with
cross-border leasing and to improve
access to foreign markets, the lease-
clubs have been particularly useful in
the development of vendor programs.
In the programs, a manufacturer or les-
sor looking for lease financing in
another country would be referred to a
leaseclub member in the desired coun-
try. There are now five leaseclubs in
existence with approximately 130
members.®

Compared to cross-border leasing,
the penetration of foreign markets by
{J.S.-based and other foreign leasing
companies has been slower and later to
develop, but is rapidly accelerating. It
ts also undoubtedly of far greater long-
term importance to the leasing indus-
try. This method of reaching foreign
acquirers of capital equipment has
many advantages over cross-border
leasing: The ability to handle small
transactions on a purely local basis;
access to the local financial markets
and the resulting reduction of currency
risk; direct access to and knowledge of
the local leasing market and other
competitive forces. However, its disad-
vantages are formidable: Primarily the
long lead time and substantial expense
of setting up and managing each such
foreign company; complying with local
rules of foreign investment in the
financial sector; and the foreign
exchange risk arising from an equity
investment in a leasing subsidiary.

The larger U.S.-based lessors, par-
ticularly those affiliated with large U.S.
multinational banks, have accelerated
expansion of their overseas leasing
presence. This has been partly in
response to competitive pressures at
home from other financial institutions
as well as from their domestic export-
ing customers. There is also the com-
petitive necessity of offering leasing to
their foreign customers in countries
where leasing increasingly is perceived
as a viable financial alternative by
both foreign financial institutions and
their own custotners. A recent infor-
mal survey by the American Associa-
tion of Equipment Lessors (AAEL) of
its members indicates that in 1983
alone approximately 10% of its mem-
bers generated between $8.0 to $10.0
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billion in new capital equipment leas-
ing volume for equipment used over-
seas.® All of these institutions have
made a substantial commitment of
resources to the development of inter-
national leasing. While it is difficult to
generalize, it is clear that of the aggre-
gate lease receivables of each of these
institutions, a significant amount (rang-
ing as high as 30%) are due from
foreign lessees.

The widespread expansion of U.S.
lessors into foreign markets is more
easily perceived by examining the
Warld Leasing Yearbook, which pro-
vides brief summaries of the leasing
industry in 41 countries, together with
classified lists of over 400C leasing com-
panies operating around the world. A
close analysis reveals the substantial
commitment of the larger multina-
tional financial institutions of U.S.,
Europe and Asia to international leas-
ing. One or more of these institutions
almost always is found as the whole or
partial owner of the major leasing com-
panies operating in each foreign
environment.

Largely because of the involvement
of these institutions, as well as the
entry of local financial institutions into
many of the newer foreign leasing mar-
kets, plus the growing maturity of most
of the established markets, there has
been a marked increase in recent years
in the level of new international leas-
ing business. The European Federation
of Equipment Leasing Associations
{Leaseurope), representing approxi-
mately 400 leasing companies from 16
countries, published its first annual
report in September, 1981, It stated in
part: “All fifteen member countries of
Leaseurope had a successful year in
1680, Total new business amounted to
BF 506 billion, compared to BF 398
billion in 1979 and BF 290 billion in
1978.

“The average rate of growth in
1980 was 27%, but several countries
continued to enjoy exceptionally high
rates, most notably Finland with a
101% increase and ltaly with 69%.
With the exceptions of Denmark and
Ireland, all countries experienced a
rate of growth above the general rate
of inflation. Seven countries have
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more than doubled their business of
the last two years.

“As in the previous year, some
35% of the total expenditure on leased
assets in 1980 related to industrial
plant and machinery and a further
35% to commercial vehicles and cars.
20% consisted of computers and office
equipment and the remaining 10%
covered ships, aircraft, railway-rolling
stock and other items.

“The net book value of the leased
equipment owned by leasing companies
in the fifteen member countries at 31st
December 1980, amounted to BF 921
billion, compared to BF 640 billion at
the end of 1979.

*In most cases national associations
represent between 75% and 100% of
the total equipment leasing business
carried on in their countries, so that
the combined statistics give a fair
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indication of the overall level of
business carried on in Europe.”

The 1982 statistics collated by the
Leaseurope Statistics Committee
showed a 15% overall increase in busi-
ness, reflecting new equipment leased
in_Europe during calendar 1982 valued
at 1.8, $13.69 billion and an aggregate
net book value of leased equipment
owned by members at December 31,
1982 equal to U.5. $28.2 billion. See
tables for details.

In the U.K., the Equipment Leas
ing Association (ELA) reported 572
million pounds sterling of international
leasing business written in 1981 by
UK. leasing companies compared with
133 million pounds sterling in the pre-
vious year. The international business
represented 21% of the new plant and

equipment leased by member compa-
nies of the ELA in 1981. However,
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because of certain changes in the U.K.
tax law, 1981's spectacular performance
will not be repeated in the near future;
and 1982 business was sharply lower at
94 million pounds sterling.

In the Latin American markets,
growth in past years has been nothing
short of astounding, although general
economic conditions in that area have
resulted in a sharp downturn in
growth in the last year or so. In
Mexico, new leasing business grew
from 367 million pesos in 1970 to
almost 8.0 billion pesos by 1980.
Approximately a dozen major leasing
companies provided the financing, all
but three of whom have U.S. or Euro-
pean shareholders.? This growth has,
of course, been sharply curtailed with
the recent collapse of the Mexican
economy, but Mexican leasing com-
panies will undoubtedly be able to
rebuild in future years due to their
preeminent position as service-oriented
companies supplying a substantial por-
tion of Mexican industey’s capital
equipment financing needs. In Vene-
zuela, there are over 35 leasing com-
panies, the majority of which are
owned in whole or in part by large
Venezuelan or foreign banks. Figures
available from the Venezuelan leasing
association show that at the end of
1979 these leasing companies had total
lease receivables of nearly U.S. $350
million. In fact, total lease contracts
outstanding more than tripled from
the end of 1977 to 1982, reaching 2.6
billien bolivares by the end of 1982.%
This growth will also be checked as
Venezuela seeks to get its financial
house in order following the financial
crisis of 1983. In Brazil, from its incep-
tion in 1969, the leasing industry had
grown to 54 companies by December,
1980. Collectively, these companies
have invested in excess of U.S. $1.3
billion in leasing transactions, account-
ing for almost 4% of total capital
investment.® This growth continued
through the end of 1982 when net
book value of leasing transactions was
approximately U.S. $2.6 billion.!°

The leasing industry in Asia and
the Pacific Basin also has seen substan-
tial growth in recent years. It has its
roots in the early 1960s in the Philip-
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pines and Japan, and spread to other
Asian countries in the early 1970s, led
by Japanese and U.S. multinational
financial institutions. In Japan, for the
year through March 31, 1983, new
leasing contract receivables totalled
1,933 billion yen (U.S. $8.4 billion), 2
25% increase over the previous year
and representing nearly 5% of total
capital investment.!! New leasing con-
tracts in Japan are expected to run at
an annual level in excess of 2.5 trillion
yen {U.S. $10.7 billion) by 1985 and
4.0 triliion ven (U.S. $17.0 billion) by
1990, with some respected estimates
reflecting even higher growth.!? The
Japanese have also developed the so-
called “shogun lease,” a yen-dominated
lease for a foreign lessee which enables
such a lessee to obtain yen funding
from the domestic Japanese capital
markets at lower spreads and long-term
fixed rates and pay off the lease with
yen revenues if available from the
lessee’s own operations. Shogun vol-
ume is around U.S. $1.0 billion per
year, and to date most shogun leases
have been done with airlines, espe-
cially the regional Asian carriers with
yen revenue.'” However, the market
for shogun leases is expected to grow
rapidly, especially in respect to foreign
lessees seeking to diversify their
financing.

In Singapore, the Leasing Associa-
tion of Singapore at the end of 1982
represented 32 lessors, including 17
foreign-effiliated companies.!* In
Malaysia, the Equipment Leasing Asso-
ciation of Malaysia now has 107 mem-
bers whose total leasing volume in
1982 amounted to approximately
M$750 million (U.S. $330 million}.?* In
Korea, there are at present three leas-
ing companies and six merchant banks
operating in the field with leased
equipment cost reaching WON 202 bil-
fion (U.S. $290 million).’¢ Develop-
ment in Indonesia has been slow but
the demand for lease financing has
been strong, with more than 30 com-
panies already engaged in leasing or
planning entry into the market.??
Hong Kong serves as a regional finan-
cial center, not only for leasing but for
most other financial services, and
many of the lessors located there
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primarily concentrate on big-ticket
cross-border leasing to Asian lessees
located elsewhere.!® In the Philippines,
there are approximately 40 leasing and
finance entities, with an estimated
total portfolio at the end of 1981 of
1.0 billion pesos {U.K. $115 million),
and an historical annual growth rate
of 10%.19

As a final note to this brief his-
tory, the efforts of the International
Finance Corporation (IFC) should be
cited. This private sector arm of the
World Bank has introduced leasing as
an alternative source of equipment
finance for industrial, agricultural and
commercial enterprises, has helped sup-
port the domestic capital markets of
many countries and has stimulated
economic development primarily in less
developed countries. Since 1977, [FC
has established and become an equity
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investor in leasing companies in four-
teen countries: Colombia, Jordan,
Korea, the Philippines, Sri Lanka,
Thailand, Uruguay, Peru, Ecuador,
Brazil, Portugal, India, the Dominican
Republic, and Indonesia.?® In addition,
in some cases it has lent its own funds
to the venture to insure an initial
source of funds. TFC is currently inves-
tigating the possibility of future leasing
ventures in Asia and Africa, and plays
an active role as adviser to authorities
in less developed countries in connec-
tion with the development and im-
plementation of an appropriate regula-
tory framework for leasing.

A number of trends and potential
growth areas relevant to the U.S. leas-
ing community may be deduced from
both the extent and nature of this
world-wide expansion of the leasing
business and the limitations facing the



growth of leasing in the U.5.:

{1) The penetration of less-developed
leasing markets around the world by
1.5., European and Japanese financial
institutions, either by themselves or
with local partners, has accelerated,
resulting in increased and more sophis-
ticated competition for both cross-
border and foreign leasing business.

(2) In many Anglo-Saxon countries,
including the U.S., leasing has derived
its growth from tax incentives. In con-
trast, the vast majority of countries
where leasing has taken hold treat leas-
ing as an efficient and readily available
supply of medium-term funds for the
acquisition of capital equipment, with
tax incentives taking a secondary but
not unimportant position. Changes in
the tax law affecting future years in
the U.S., coupled with the general
shortage of a tax base among financial
institutions in the U.S. and elsewhere,
will undoubtedly cause U.S. lessors
engaged in international leasing to
become less tax-oriented and more
willing to explore nontax-driven
markets.

{3} The need to maintain the competi-
tive trade position of the U.S. in
world markets, especially in light of
the strong U.S. dollar, a 1983 foreign
trade deficit of U.S. $69.4 billion (62%
higher than 1982), and a 1984 trade
deficit expected to exceed ULS. $100
billion, will require increased concen-
tration on exports of capital equipment
and related financing. Leasing com-
panies will be increasingly asked by
vendors/customers for lease financing
for a foreign acquirer of its product.
Indeed, many captive leasing com-
panies may find a similar reason to
offer leasing as a2 financing alternative.
The recent development of “export
trading companies” in the U.S. is also
likely to foster the development of
international leasing.

(4) The acceleration of technology,
especially in the electronic area,
coupled with the rise in energy and
labor costs, can be expected to result
in an ever more rapid replacement of
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obsolete equipment.

(3) The developing economies of the
world, especially in Asia and Latin
America, will continue to have a
stronger appetite than more mature
economies for new capital equipment.
The advantages of leasing over other
traditional methods of financing
should result in the continued rapid
growth of leasing.

(&) Small and medium-sized companies
around the world have become more
aware of the availability and attrac-
tions of leasing and can be expected to
rely increasingly on leasing to fuliill
their capital equipment needs.

These trends taken together illus-
trate the urgent need of the U.S.-based
international leasing business to
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improve its competitive position
abroad. It must facilitate its interna-
tional growth by providing, in partner-
ship with the U.S. government, an
increased level of support consistent
with these goals. The analysis which
follows is intended to demonstrate that
such increased support can be
provided.

The Future:
Needs and Opportunities

The classical advantages of leasing
are even more attractive in less-
developed economies where capital is

in short supply.

(1) Leasing increases cash flow, con-
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serves working capital and preserves
existing bank lines.

(2) Lease financing can be more closely
matched to the useful economic life of
the asset than traditional term
financing.

(3) Leasing usually permits financing of
100% of the cost of the asset, so there
is lictle or no capital outlay.

{4} Lease financing is still treated in
many countries as “off balance sheet”
financing, although this is of diminish-
ing importance as methods of account-
ing for leases gain in sophistication
around the world.

(5) Leasing offers the opportunity for
lessor and lessee alike to make max-
imum use of tax benefits and other fis-
cal incentives encouraging new invest-
ment in capital equipment.

{6) Leasing may enable an expanding
company to circumvent spending limits
or other restrictive loan covenants in
its existing financing arrangements.

In the international market, leasing
takes on several additional advantages
for the prospective lessee which can
often mean the difference between
acquiring or not acquiring new capital
equipment. Capital may not only be in
short supply or exceedingly expensive,
it may be simply unavailable through
traditional means of financing. Easier
access to the international capital
markets through the leasing device is
proving of vital importance in many
less-developed countries. In fact, in
many markets, leasing has grown to be
the primary source of medium-term
capital equipment financing, often with
rates and terms far more attractive
than those available on local markets.
In addition, because of the tradi-
tionally competitive leasing environ-
ment and the characterization of leas-
ing as a financial service, leasing com-
panies are viewed as more responsive
than local banks and other sources of
capital to the needs of their customers
and more flexible in developing finan-
cial packages.
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Other less tangible advantages are
also important. The separation of use
from ownership can be important in
high-risk environments. The employ-
ment of a lease rather than a loan in
less-developed countries may avoid the
appearance of a high debt to the West.
A lease can be structured to give the
lessee a choice or mixture of currencies
for repayment, thus providing better
management of currency risk and bet-
ter asset/liability matching.

The vendor/exporter who can
offer leasing to overseas customers, in
addition to other financing alterna-
tives, clearly will gain a competitive
edge in a world market increasingly
conscious of the high cost of financing.
An increase in export sales is a likely
result. In addition, the development of
a working relationship with a leasing
corpany willing to finance the ven-
dor’s product in one or more overseas
markets under a classic “vendor pro-
gram” will help accelerate the credit
analysis and decision-making process
with respect to such foreign customers
and will enable the vendor to insure
an adequate supply of funds at a cost
known in advance. The vendor can
even realize a better control over the
after-market in used equipment,
through remarketing or repurchase
arrangements with the leasing com-
pany. In an era of flat or falling
domestic productivity, the availability
of the leasing device can be of critical
importance to the manufacturer seek-
ing to increase its sales overseas.

Lastly, a lessor offering leasing as
an international financial service can
realize a significant new source of
profits, greatly expand its existing
customer base and provide increased
service to its exporting vendor/
customers. Creative transaction struc-
turing, making maximum use of avail-
able export funding and tax and other
fiscal incentives, often can result in sig-
nificantly higher vields on funds
employed than in the domestic market.
In addition, having title to an asset
rather than a mere lien or security
interest will often give the lessor a
higher degree of security in the event
of a default by a lessee. In many cases,
this will make the transaction easier

THE JOURNAL OF
EQUIPMENT LEASE
FINANCING

and less expensive to document. The
development of both public and
private credit risk and/or political risk
insurance prograrms geared to the leas-
ing device also offers the international
lessor additional protection against the
increased risk inherent in medium-term
financing overseas.

However, it is just as clear that
there are a number of problems which
must be addressed by both the public
and private sector if the U.S. leasing
industry and U.S. manufacturers are
to remain competitive in the current
world trade environment and realize
the growth opportunities presented.
These problems are in large part inter-
related and essentially revolve around
the twin issues of yield and risk.
“Yield” is the total after-tax return to
the lessor in any given transaction.
“Risk” is the quantification and analy-
sis of all those factors inherent in any
given transaction which affect the les-
sot’s perception of lessee ability to
repay and, if repayment does not
occur, the existence of other remedies
and the ease and rapidity with which
they can be exercised. In a free mar-
ket, vield and risk are directly propor-
tional; the higher the perceived risk,
the higher the yield, and vice versa. If
a contemplated activity does not meet
yield requirements at least as high as
other domestic or international finan-
cial activities, or if the risk perceived is
greater than the anticipated reward for
engaging in such financial activity,
then there is little or no incentive
from a purely financial point of view
to engage in that activity. lt is no dif-
ferent in the leasing business.

Following is a brief summary of
the major impediments to the expan-
sion of the international leasing busi-
ness which affect these rwo basic fac-
tors and which are found within our
own U.S. institutions and regulatory
framework.

RISK

In general, neither US. financial
institutions nor U.S. manufacturers of
capital equipment, except for the very
largest and most sophisticated of each,



have ever had attractive incentives to
export their products and services. The
U.S. domestic market for each is so
large, foreign markets are so fraught with
peril and uncertainty, and the complex-
ity of issues facing an exporter or a
financier without considerable expertise
are so overwhelming that many make a
deliberate choice to forego export mar-
kets, Lessors examining potential overseas
markets see unquantifiable or, at best,
increased risks including an inability to
assess political and credit risk, an inabil-
ity to protect against these risks should
they materialize and, more generally,
uncertainties in any given foreign market
which may affect the viability of the
transaction itself.

Failure of our government to
address these risks include:

(1) The lack of a well-publicized, simpli-
fied and flexible export credit insurance
program covering export financing through
leases—It is crucial to the U.S.-based
lessor’s ability to extend activities to
foreign markets that the U.S. govern-
ment develop an export credit and
political risk insurance program which
encompasses lease transactions of
exported equipment. Although the
U.S. Export-Import Bank (ExImBank)
and the Foreign Credit Insurance
Association (FCIA) have a lease pro-
gram in place, neither organization has
a staff familiar with leasing, and
neither has given the program any sup-
port or publicity. The program itself
has been little used, largely because of
its lack of flexibility and its failure to
permit international lessors to offer
leasing customers many of the tradi-
tional advantages of leasing {e.g., 100%
financing).?! ExlmBank and FCIA
have periodically undertaken a review
of the existing program, but such past
reviews, despite support at the highest
tevels of ExdmBank, amount to little
more than lip service to the leasing
industry. Any substantive changes are
anticipated to be slow in coming, if at
all. ExImBank has currently initiated
another review of the program in coor-
dination with leasing industry
representatives, and it is hoped that a
new leasing program can be devised
and implemented which will meet the

needs of the leasing industry.

There are signs that other devel-
oped exporting countries and their
respective counterparts to ExImBank
and FCIA are also feeling considerable
pressure to revise the internationally
agreed-upon framework for export-
related credit insurance and subsidies.
ExImBank/FCIA have traditionally
rested their long-standing resistance to
unilaterally developing an effective
export credit insurance for leasing on
this framework.?2 The Organization for
Economic Cooperation and Develop-
ment (OECD), of which the U.S. and
most other industrialized countries are
members, has undertaken in early 1984
an extensive review of the role of
OECD-based financial institutions in
financing the development process
through leasing. While the results of
this review will not be available to
member countries until mid to late
1984, it is hoped that the results will
evidence both the important role leas-
ing can play in the development of
capital markets in less-developed coun-
tries (LDCs) and the urgent need for
each OECD country to develop effec-
tive and usable lease credit insurance
programs.

Another positive note in this area
has been the development of an insur-
ance program by the Overseas Private
Investment Corporation (OPIC), a self-
sustaining U.S. government agency
whose purpose is to promote economic
growth in LDCs by assisting the U.S,
private sector there. Coverage under =
comprehensive political risk insurance
program providing coverage to interna-
tional lessors engaging in cross-border
leasing is now available. However, the
program is one of relative low visibil-
ity, offering coverage of only certain
well-defined political risks, and does
not, for statutory reasons, cover any
credit risks. In addition, because of its
focus on LDCs, OFIC has been unable
to attract U.S. lessors who have their
focus on larger and more economically
viable markets.

(2) A lack of a centralized source of infor-
mation and expertise covering interna-
tional leasing—There is a general
absence within the various depart-
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ments and agencies of the U.S. govern-
ment of any sources of information
covering issues which are likely to arise
in a contemplated foreign lease trans-
action. Although much of the informa-
tion can be provided by foreign
counsel knowledgeable in the leasing
business, there is a good deal of
general threshold information which
could be provided by ExImBank
and/or the Commerce Department.

Information on a variety of areas,
all related to the particular foreign
market in question, is necessary and
generally falls into the following
categories:

¢ “Doing business” issues such as the
right of a foreign company to engage
in the lease of personal property, regis-
tration, continuing regulatory aspects
and limitation of activities;

¢ Monetary issues such as exchange
controls, restrictions on foreign invest-
ments, and currency parity if other
than a local currency is used as a base
for lease payments (e.g., restrictions on
remittances, convertability limitations,
necessity to register lease transactions
to insure ability to repatriate funds,
and potential effects of a devaluation
of the local currency);

¢ Tax issues peculiar to the foreign
market under consideration, such as
the availability of allowances on the
capital cost of the equipment and who
can claim them, permissible methods
of depreciation, tax treatment of rental
income to the lessor and of rental pay-
ments by the lessee, tax treatment of
equipment disposal proceeds and the
use of renewal ot purchase options;

¢ Import restrictions and other cus-

toms problems relating to the import
of foreign equipment and the duties

assessed thereon;

¢ Problems relating to the protection
afforded an equipment lessor’s interest
in leased assets, both ar the outset and
upon and after a default by a lessee
(i.e. creditors rights generally, the
existence of a well-defined leasing law,
rights of lessor in the event of claims
by third parties or of bankruptey of
the lessee, ability of a lessor to
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repossess and/or repatriate the leased
equipment);

¢ Permitted provisions of a lease con-
tract (e.g., “hell or high water” clauses,
applicability of laws in respect to the
sale of goods and any warranties
attaching thereto, and-civil liability
problems).

YIELD

The nature of the leasing business
worldwide as an innovative and
adaptive financial service utilizing a
variety of new techniques by which
companies may more expeditiously ful-
fili their capital equipment require-
ments is the very reason why an
extension of credit through leasing
usually commands a higher yield to
the lessor than a more iraditional loan
transaction. The usually greater
assumption of credit and collateral
value risks by a lessor, coupled with
the ability to identify and quantify all
of the various profit factors, including
tax benefits, and to allocate these most
efficiently through creative structuring,
clearly justifies an increase in overall
vield to a lessor. It is an undeniable
fact that the U.S. leasing business is
largely dependent for its growth and
profit on its ability to use U.S. tax
benefits which flow from the owner-
ship of capital equipment. Given the
finite resources of leasing companies
and the current domestic U.S. market

permitting relatively high yields in leas-

ing transactions, the majority of U.S.
lessors have found that, except for the
big-ticket leveraged leases of transpor-
tation-related equipment, most inter-
national leasing transactions are not as
attractive as domestic transactions.
Pricing cannot both offer a profit in
excess of the yield resulting from a
comparable domestic U.S. transaction,
and still remain competitive to the
foreign lessee. Even if the lessor can
price attractively a cross-border
leveraged lease in which U.S. tax
incentives make up a significant com-
ponent of its after-tax yield to the
lessor, such tax benefits may be unus-
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able on its U.S. consolidated tax
return.

These vield-related problems may
be capsulized as follows:

¢ The lack of a competitive program of
export funding relative to leasing—Despite
the need for U.S. exporters of capital
equipment to offer financing packages
for their products which are com-
petitive with those offered by other
exporting industrialized countries, the
ExImBank has reserved its limited
funding resources for a small group of
big-ticket traditional transactions.
ExImBank has been unable or unwill-
ing to devote the human resources
necessary to develop and promote pro-
grams, among them a leasing program,
available to a broader range of U.S.
financial institutions and exporters.
The Bank has traditionally pleaded
lack of financial resources in this area,
with some justification given its con-
stant battle for funding appropriations
and, indeed, for its very existence.

® Lack of U.S. tax incentives available
for equipment leased overseas—Generally,
a U.S. lessor of capital equipment
leased to a U.S. lessee under z so-
called “guideline lease” is treated as
the owner of the equipment for tax
purposes. The lessor is therefore enti-
tled to receive U.S. tax incentives,
principally investment tax credit and
depreciation. As for the availability of
ITC to equipment leased by a U.S.
lessor but used outside the U.S., the
general rule is that this property is not
eligible for ITC.** The exception to the
general rule lists certain categories of
mobile and transportation-related
equipment which are eligible for ITC
regardless of predominant use.?

With respect to depreciation
allowable on leased equipment, the
rules in existence prior to 1981
depended on the nature of the asset
and its expected useful life, and did
not set up any serious inequities based
on where the equipment was used.
However, in an effort to stimulate
U1.S. productivity, the passage of the
Economic Recovery Tax Act of 1981
(ERTA) dramatically changed the rules
with the introduction of the acceler-



ated cost recovery system (ACRS).
ACRS established four categories for
depreciation—three, five, ten and
15-year property—with most capital
equipment depreciated over five years.
However, a separate set of less
favorable recovery rules applies to
assets used predominantly outside the
1).5. The “recovery period” for non-
U.S. personal property is the asset
depreciation range (ADR) midpoint in
effect on January, 1981 (12 years if the
asset has no ADR class). The recovery
percentage allowable is based on the
200% declining bzlance methed with a
switch to straight line at the optimum
point.

The foregoing tax structure has
essentially restricted the cross-border
leasing business to that limited group
of assets qualifying for ITC and accel-
erated depreciation under ACRS,
However, even these well-defined ex-
ceptions are now under attack by
several pieces of legislation now pend-
ing in Congress, the Pickle-Dole legisla-
tion cited earlier. The Pickle-Dole bills
would extend the denial of investment
tax credit and accelerated depreciation
to any property used by any foreign
persoen when income from the property
is not subject to 1.5, tax. Should
these proposals be enacted, U.S. lessors
engaged in this kind of leasing would
be placed ar a severe disadvantage with
foreign lessors. More important, 1.5,
exporters would find that the cost of
their products will significantly increase
abroad and that many prospective for-
eign customers will fill their equipment
needs with foreign manufacrurers who
can offer more attractive financing.

+ Inability of ULS. corporations to use
available tax incentives—CGenerally, all
U.S. corporations are subject to U.S.
income tax on their worldwide income,
including “foreign source income.” If
foreign source income is also subject to
a foreign income tax, the IRS allows
such tax as a credit against the U.S.
entity’s tax liability. However, under
Section 904 of the Internal Revenue
Code, the amount of foreign tax
creditable in any one tax vear is
limited according to the following
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formula:

foreign taxsble income .S, tax (on

roral taxable income taxable income)

Because of the availability of some
form of depreciation and ITC in selec-
tive cases of equipment used outside
the U.S., it is probable that “foreign
source losses,” rather than foreign
source income, may be produced in a
leasing transaction where the leased
property is used outside the U.S. This
can have a significant adverse effect on
the tax position of a U.S. lessor
already paying substantial creditable
foreign taxes. It reduces both the
numerator and denominator of the
above-mentioned fraction, thereby
reducing the amount of U.S. tax liabil-
ity against which foreign rax credits
may be applied. In such a situation, a
leasing company contemplating an
international leasing transaction may
be effectively precluded from entering
into it. Moreover, since the calcula-
tions required by the IRS in com-
puting foreign source income/loss
occur prior to the utilization on a U.S.
tax return of any domestic U.S. tax
benefits, principally ITC and deprecia-
tion, a leasing company conducting a
substantial tax-oriented domestic busi-
ness may find itself in an even worse
position by being unable to fully utilize
domestic tax incentives on which the
profitability of U.S. tax-oriented leas-
ing largely depends.

Another tax disincentive to engage
in international leasing is found in a
section of the Internal Revenue Code
known as “Subpart F.” While a
detailed treatment of Subpart F is
beyond the scope of this brief sum-
mary, its provisions generally apply to
foreign corporations controlled 50% or
more by U.S. shareholders (controlled
foreign corporations) which can be
made liable under certain circum-
stances for U.S. income tax on certain
undistributed income (Subpart F
income). Under certain circumstances,
lease rental income and interest
income earned by a leasing company
organized under the laws of a foreign
country but classified as a controlled
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foreign corporation could be subject to
current U.S. income tax, even if
income is not distributed to the
owners.

In addition to these problems
found within our own institutional
structure, there is also a wide variety
of problems faced by U.S. lessors in
otherwise attractive foreign markets.
These problems have deterred all but
the largest and most sophisticated of
1.8, lessors from committing the
resources necessary to develop a mean-
ingful and continuing international
leasing program. These large U.S.
lessors, along with their European and
Asian counterparts, have demonstrated
admirable innovation and adaptability
in their aggressive pursuit of foreign
market share, and as a result have
largely prospered from their hard
work.

Impediments

The following section is intended
to graphically illustrate those restric-
tions and impediments which prevent
U.S. lessors from competing fairly and
effectively in many foreign markets.
Certainly, many of these complaints
are also true for nonfinancial sectors of
U.S. business seeking to compete in
foreign markets. This should give our
government a greater incentive to
work toward a resolution of common
problems.

In addition, many of the con-

straints simply have arisen because for- -

eign governments have failed to legis-
late as quickly as required the changes
necessary to adapt their respective legal
and tax systems to the needs of the
international leasing industry. Leasing’s
rapid growth has simply outstripped
the ability of such governments to
evaluate the benefits of this new finan-
cial tool to their own economies
against other competing national
policies. Governments have not kept
pace with multinational leasing com-
panies who see financial gaps to be
filled and market opportunities to be
pursued. But those foreign govern-
ments which have actively encouraged
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technical assistance from foreign lessors
in promulgating new leasing legislation
and in fostering the growth of a
domestic leasing business through
adaptation of their capital markets are
expected to reap economic benefits
throughout their economies.?

The following discussion also is
intended as a working agenda for the
U.S. government when dealing with
foreign governments on issues affecting
the export of U.S. service industries in
general, and the export of U.S. capital
and expertise in the leasing business in
particular,

CROSS-BORDER
LEASING

¢ Restrictive effects of withholding
taxes—Most countries, including the
U.S., levy a “withholding tax” on a
variety of remittances to entities
located outside its taxing jurisdiction
as a means of taxing income earned
within its borders but not otherwise
taxable. It is called a withholding tax
because it is withheld at the source by
the obligor remitting to the foreign
entity. Most countries, whether by an
across-the-board ruling or by specific
tax treaties between itself and other
powers, include inter alia a category for
interest remitted abroad. However,
remittances to be made to a foreign
lessor often may be accorded treatment
inconsistent with the financial
characteristics of the transaction, either
because the existing rules simply did
not contemplate f{inancial leasing when
agreed upon or because no rules exist
at all. This can have the anomalous
effect of taxing lease payments at a
much higher rate than interest income,
or of taxing the entire lease payment
without any attempt to allocate
between the principal and interest
compenents of a given payment. This
is a complicated subject because of the
ingenuity of lessors in structuring a
wide variety of leases with varying pay-
ment structures; however, the intent in
all cases should be to place a financial
THE JOURNAL OF
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lease on an equal tax basis with a
comparable loan.

® Restrictions on terms of financing—In
deciding whether to enter into a cross-
border lease, a U.S. lessor first must
examine the powers it may exercise
and the restrictions applicable to it as
a foreign entity. lts powers and rights
may be limited when compared to a
domestic entity, and it even may be
excluded from whole segments of the
economy or from owning certain assets
otherwise financable through a loan. It
may find in any given transaction that
the transaction itself may face lengthy
and expensive qualification and
registration procedures at the central
bank, finance ministry or the like,
whose approval may be purely discre-
tionary and often designed to restrict
ot exclude certain transactions. Such
approval procedures may also require
transactions to conform to a variety of
transactional parameters, perhaps even
against the desires of both the lessor
and lessee. These may include a max-
imum effective interest rate, a mini-
mum or maximum lease term, and
even required grace or amortization
periods. A lessor may find that certain
government subsidies (e.g., tax holi-
days, grants, tax forgiveness, or
equivalents to the LS. investment tax
credit) which are available if the pro-
posed lessee had acquired title to the
asset, are often not usable by either a
financial lessor or the acquirer of the
equipment, thus putting the proposed
lease on an uncompetitive footing
when compared to a loan of similar
terms. Once the lease is consummated,
remittances to be made by the lessee
may face further problems of an
exchange control nature, such as
restrictions on remittance to the lessor
or convertability limitations if the lease
payment is denominated in a currency
foreign to the lessee.

¢ Limitations on importation of capital
equipment—Many countries limit or
exclude imports of certain kinds or
origin of capital equipment, usually for
balance of payments reasons or to pro-
tect fledgling or even mature national
industries. A de facto exclusion also



may arise when the procedures to
obtain import permits ot licenses are
exceedingly lengthy or costly or if
customs duties are so high as to make
import of such equipment too expen-
sive when compared with a local or
favored third-country alternative.

Such practices are well docu-
mented by a wide variety of U.5.
manufacturers and need no elaboration
here. Suffice it to say that 1.5, export
financing in general and the U.S.
cross-border leasing business in par-
ticular suffer extensively from such
limitations on free trade. The U.S.
government should exert considerable
pressure against offending governments
to eliminate or at least minimize such
practices.

As a side issue, it should be noted
that such restrictions can be turned to
the advantage of the U.S. cross-border
lessor. By definition, a cross-border
lessor holds title to leased equipment
outside the lessee’s country. In many
cases, the foreign government can be
persuaded in its own interest to permit
the import of such equipment under
cross-border lease financing, since it
may not be counted in balance of pay-
ment or external debt calculations if
the transaction is properly structured.
The prospective lessee also may find
that, because title to the equipment is
held outside the country, it may be
able to defer or even eliminate customs
duties, which may be substantial.

¢ Failure to accept ExImBank/FCIA/
OPIC programs—Assuming that ExIm-
Bank and/or the Foreign Credit
Insurance Association (FCIA) even-
tually can develop a variety of lease
programs which focus on broad
parameters affecting their respective
risks, foreign governments should and
probably could be persuaded to accept
the broad terms of such a program, as
they have accepted similar loan financ-
ing, so long as the transaction accords
with local law.

With respect to the Overseas Pri-
vate Investment Corporation (OPIC),
it should attempt to accelerate its
negotiation and implementation of
bilateral agreements between itself as
an agency of the U.S. government and

the various LDCs which it has tar-
geted for assistance, inasmuch as the
benefits of its lease program are
unavailable in countries with which it
has not concluded such as agreement.
Also, U.S. lessors engaged in cross-
border leasing may find such LDCs
too small or otherwise too risky to
warrant the investment of considerable
funds in an occasional transaction.
OPIC should seek appropriate changes
in its enabling statutes permitting it to
make lower cost funds available to
such lessors than are otherwise attain-
able in usual capital markets. This
would be accomplished either through
its own resources or by subsidizing
and/or issuing guarantees to the sup-
plier of such funds, while at the same
time allowing or perhaps guaranteeing
the lessor that such transactions will
return to it a better-than-average yield
despite the reduced risks.

SUBSIDIARY
OPERATIONS

¢ Restrictive tax policies—].S. multina-
tional leasing companies often want to
make an intercompany loan to a
foreign leasing subsidiary in order to
insure adequate {inancial support for
its present or projected level of local
activity. They often may find that
repayment of such foans, considered
the de facto equivalent of an additional
equity investment, will be subject to
local withholding tax, thus indirectly
making the local company’s cost of
funds higher. As a result, the U.S.
multinational is less able to compete
effectively with locally financed entities
and the cost of equipment financing
for local lessees is ultimately increased.

The leasing company may also find
that it faces excessive taxation on
foreign exchange operations or on
remittances of normal dividends to its
parent, thus reducing the value of the
investment to the parent and inhibit-
ing its future growth.

¢ Restrictions on right of establishment
and operations—U.S. based leasing com-
panies often may find that they may
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be excluded effectively from estab-
lishing a leasing subsidiary in a par-
ticular foreign market, Licenses to
establish and operate a leasing sub-
sidiary are often granted in an openly
discriminatory or arbitrary process, or
the process to obtain such a license
may involve as much as several years
of expense and waiting. In some coun-
tries the criteria for obtaining such a
license, whether articulated officially or
not, may be so narrow that they
exclude all but a handful of persistent
lessors.

The licensing process may also
require that the prospective foreign
investor be limited to a certain minoz-
ity ownership position, reserving the
balance of equity for local investors.
While the existence of a local co-
investor may be desirable under some
circumstances, it can drastically slow
down the development of the venture
as a market force while the local part-
ner educates its people, and can reduce
considerably the value of the invest-
ment to the 1.S. lessor by forcing it
to share profits disproportionate to its
considerable investment in funds and
management. The U.S. lessor also may
find itself with practical management
and control problems. Local personnel
supplied by the partner owe their
ultimate allegiance elsewhere and may
have management goals and invest-
ment objectives in mind which differ
considerably from the U.S. investors.
These conditions make it difficule, as
well as inefficient, to effectively manage
the company.

Such ownership restrictions
generally are found in less-developed
courntries, especially in Latin America
and more particularly in the Andean
Pact countries. The restrictions usually
have the avowed purposes of restrict-
ing control of the financial sector by
foreign entities, forcing such entities to
finance more than their respective
share of the financial requirements of
the entity through further injections of
loan funds, and insuring the transfer
of leasing expertise to a local financial
entity. As a practical matter, such
efforts usually seem to be counter-
productive, as leasing expertise is freely
available and local entrepreneurs
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usually have been able to set up and
obtain funding for their own local ¢
entities. In any event, it is a restrictive
practice which the U.S. government
can and should work to eliminate.

Once the U.S.-owned leasing com-
pany is established locally, it may find
that as a foreign company, it is
restricted from financing certain
industries or equipment reserved for
local companies. It even may find itself
limited in leasing activities involving
the financing of capiral equipment
requirements for local subsidiaries of
1.8, multinationals.

¢ Financial restrictions—Prior to com-
mencement of local operations, the
U.S. leasing company/investor may
discover that local law mandares a
debt/equity ratio either less advan-
tagecus than that permitted for local
companies or simply inappropriate in
light of the world-class nature of the
U.S. investor and the financial
strength it brings to the venture. It
also may find when it seeks to satisfy
its working capital needs that the
terms of intercompany loans the
parent may desire to make, or even
the terms of loans to be made by
third-party foreign financial institu-
tions, may be the subject of inap-
propriate or restrictive legislation.

If a U.S.-owned leasing company
does manage to arrange intercompany
or third-party loans, usually in U.S,
dollars, it may be severely restricred in
its hedging activities, so necessary to
protect from shifts in the value of the
local currency. Such activities quite
often are limited to hedging of the
leasing company’s registered capital
only, leaving remaining hedging to be
done outside the country, usually at
considerable extra cost. If it seeks
funding on the local market, it may
find itself restricted as to the amount
or nature of such borrowings, and
quite frequently will find also that
locally owned entities may be able to
access preferential government-spon-
sored long-term low-rate funding from
which it is excluded. If it turns to the
public capital markets, it often will be
severely restricted in its issuanece of
stock, debentures or other local debt
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instruments, while local companies
may be freer to engage in these
activities.

Onece its sources of funds are in
place, it may find that there exist
severe restrictions on its power to
declare and remit dividends to its
parent. These may take the form of an
explicit formula related to a percentage
of its capital or yearly profits, or an
implicit restriction through the use of
a lengthy and required permit process.
Even an outright prohibition against
remittances of any such funds can
oceur if exchange controls are
imposed.

If a prospective lessee is foreign-
owned, there also may exist restrictions
on a lessee’s access to local currency
financing, This sometimes is reserved
for local companies, forcing the
foreign-owned lessee to import its
capital at a sometimes-higher expense
and in a foreign currency.

All of these restrictions may place
the foreign-owned leasing company in
an extremely uncompetitive position
vis-a-vis its local counterparts,
undoubtedly slowing its growth as a
vigorous source of local capital, and
usually resulting in increased costs to
the local lessee,

¢ Limitations on import of capital
equipment—As in the cross-border area,
local leasing companies may be unable
to offer financing for imported equip-
ment. If they can, they may find that
import procedures are so cumbersome
and lengthy and import duties so
expensive, that they effectively are
restricted from thar market.

Recommendations

While there are no easy solutions
to all these problems, the recommen-
dations which follow can serve as the
basis for a dialogue between the U.S.
leasing industry and U.S. and foreign
governments. Over time, such dialogue
should improve the competitive posi-
tion of the U.S. lessor abroad, max-
imize its attractiveness as an exportable
service industry, and ultimately



increase U.S. export of capital
equipment.

(1) ExImBank, in cooperation with the
1J.5. leasing community, must develop
and implement a simplified and flexible
export credit and political risk insurance
program for U.S.-manufactured capital
goods leased to a foreign entity. Once
developed, the program's terms and
conditions, availability and premium
cost should be published formally and
made available to all U.S. vendors of
capital equipment and U.S.-based les-
sors, their subsidiaries and affiliates.
While a detailed analysis of such a
program is beyond the scope of this
presentation, the terms of such a
policy issued thereunder should
include as a minimum:

¢ A definition of the insured party to
include foreign-incorporated lessors
that are wholly or partly owned by a
U.S. parent;

+ Provisions permitting payments
under a lease to be made in any cur-
rency, at any place designated by the
lessor under the lease, and, as a cor-
allary, perhaps offering or requiring
currency risk coverage;

* Provisions permitting financing of
100% of the cost of the equipment;

¢ Provisions permitting a lessor and
lessee to structure and negotiate a lease
transaction which fits each of their
respective needs and/or the require-
ments of local law, specifying only
broad parameters (e.g., maximum and
minimurm lease term, minimum fre-
quency of payments, nature of permit-
ted end of lease options);

¢ Provisions providing for the use of
such policy for both a one-time trans-
action as well as in a “master lease”
situation (i.e., where a series of leases
are covered under one master line of
credit).

Such a program should be
designed with a premium structure
which is cost effective, so that the pro-
gram pays for itself. Application and
approval procedures should permit the
use of the program in a timely fashion,
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at the point of sale if possible. Small
transactions {e.g., under U.3, $100,000)
would be approved automatically if
certain credit and transactional criteria
were met, whereas transactions of a
larger size could be subject to graded
levels of credit approval according to
size. The most important admini-
strative feature of such a program
would be responsiveness: If a transac-
tion takes more than thirty days to
obtain coverage, the program would be
useless. The lessee often will see financ-
ing as an intepral part of its decision
to acquire equipment and often can be
expected to fulfill its equipment needs
elsewhere if it cannot obtain rapidly a
financing commitment.

(2) ExImBank must initiate a program
permitting easier and more expeditious
access to its resources by U.S. lessors
involved in smaller-ticket cross-border leas-
ing transactions. ExImBanlk traditionally
has believed it to be more cost-effective
to allocate its limited resources to
fewer transactions involving big-ticket
items such as aircraft. While the need
for support of this kind of transaction
is unquestioned, the much larger com-
municy of smaller-ticket capital equip-
ment exporters virtually has been
excluded from access to Bank funding.
The Bank’s policies in this area should
be given careful scrutiny and possibly
revised to allocate some of its resources
to other significant portions of the
export market,

It also seems clear that EximBank’s
power to guarantee leasing transactions
is largely unexplored, and the
establishment of & program of various
types of guarantees would serve to
attract lower cost funds from the
private sector to cross-border leasing
transactions without draining ExIm-
Banl’s available and severely limited
cash resources. For example, ExlmBank
could issue guarantees covering the
timely remittance of lease payments,
cover debt associated with a leveraged
lease, or even cover a minimum
market or resale value of the equip-
ment at the end of the original lease
term (i.e., residual value guarantees).
Each of these guarantees would have
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the immediate effect of making the
ultimate cost of U.S. equipment less
costly for lessees, would attract private-
sector capital new 1o the leasing
business, and would make possible a
wider variety of lease transactions.
Again, the program could be struc-
tured so that fees charged to the
lessors would pay for the cost of the
program itself and any losses incurred
thereunder.

(3) A model tax treaty provision clearly
spelling out the treatment to be accorded
both cross-border financial leasing transac-
tions and investments by U.S. multina-
tional leasing companies in foreign leasing
companies should be developed and im-
plemented as svon as possible. The
OECD recently has issued a report
recommending the removal of
withholding taxes on cross-border leas-
ing transactions.?¢ While the report is
only a recommendation and covers
only one aspect of the various tax mat-
ters affecting international leasing, it
should serve as a point of departure
when tax treaties are renegotiated
among OECD countries. However, any
such tax treaties, as well as others
involving LDCs, should clarify all
taxes and other payments applicable to
cross-border leasing transactions,
payments to be made thereunder
and/or the equipment leased
thereunder (e.g., withholding taxes,
sales/value-added taxes, customs and
import duties applicable to equipment
leased under a cross-border lease, who
is responsible for paying them and
when, and in general, the tax treat-
ment of all lease payments remitted
from the lessee to the foreign lessor).
In addition, the ability to remit
dividends resulting from such foreign
investments and the treatment of
interest on intercompany loans made
by a parent to such a venture also
must be delineated clearly.

{4) The provisions of the Pickle bill and
related legislation now pending before
Congress, and likely to become law by the
time this article appears, should be
modified to permit U.S. lessors to again
claim ITC and depreciation previously
permitted under a lease of capital equip-
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ment, wherever manufactured, to a
“foreign person,”’ even though the income
from the property is not subject to U.S.
tax. As a fallback position, such an
amendment could permit the use of
1.S. tax incentives on cross-bordes
leases of U.S.-manufactured equipment
only, Either position would allow U.S.
lessors to continue to lease transpor-

tation-related equipment, most of
which is made in the U.S.

(5) The use of federal tax policy to
motivate American business is only
one of many tools available to the fed-
eral government and any changes must
balance carefully the need for revenue
against the anticipated benefits in the
areas of domestic productivity and
balance of payments. [t may be
debatable whether the policies our
government seeks to further are
appropriately accomplished through
tax laws. However, given the fact that
the U.8. domestic leasing business
finds its strength and dynamic growth
rooted in federal tax law, efforts
should be made to find an acceptable
package of tax incentives applicable to
U.S.-made equipment leased abroad by
U.S.-based lessors, which puts such
transactions more nearly on a par with
domestic leasing transactions vis-a-vis
yield for the lessor.

The following are suggested,
although by no means all-inclusive,
proposals for change in federal law.
The implementation of one or more of
these would go far to encourage U.S.
lessors to increase their current volume
of international leasing business,
increase .S, exports and add to a
more favorable balance of payments.

¢ Alter present policy to make new U.S.-
manufactured equipment, owned by a
U.S. leasing company but leased abroad,
eligible for all or some portion of tax
incentives available inside the U.S. Such
a change in policy could be tailored to
reach other objectives if desired {e.g.,
to encourage export sales of certain
categories of industrial equipment). It
also could be made applicable to cer-
tain large transactions lending
themselves to cross-border leasing.

® Pass legislation permitting U.S. leasing
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companies, ouning all or part of a foreign
leasing company, to take a credit against
its overall U.S. tax liability or a deduc-
tion from its worldwide income of some
percentage of the acquisition cost of all
U.S.-manufactured capital equipment pur-
chased by suck foreign leasing company
and leased to foreign lessees.

¢+ Revise the existing tax law to permit
“foreign source losses” generated by cross-
border leasing transactions to be excluded
from the calculation requived by Section
904 of the IRC. This would eliminate
the effect of “foreign source losses” on
the amount of foreign credits applied
against U.S. tax liability.

(6) ExImBank should establish a division
staffed with personnel knowledgeable in
the leasing business. They should have
overall responsibility for the development
and implementation of export leasing pro-
grams, as well as the structuring and
facilitation of transactions involving U.S.
equipment exports and lease financing.
Such a division also could serve as the
repository of a centralized pool of
information covering issues which are
likely to arise in a contemplated
foreign lease transaction, as well as a
resource bank through which U.S.
exporters could reach U.S.-based
lessors operating in the foreign market
to which equipment is being exported.

{7) The U.S. Commerce Department
should undertake a country-by-country
review of practices restricting entry to and
fair competition in foreign leasing markets
by U.S.-based lessors. The restrictions
detailed herein are by no means all
inclusive or even typical of any one
country. An effort should be made to
identify restrictions where they exist
and persuade the government in ques-
tion to modify, reduce or eliminate
such restrictions.

The Future of
International Leasing

The U.S.-based community of

international lessors will be presented
with numerous opportunities to extend

21



operations and investment to a wide
variety of foreign markets in the 1980s
and beyond. The feasibility and attrac-
tiveness of such opportunities will
depend in large part on an active and
consistent policy of U.S. government
support for U.S.-based international
lessors, together with appropriate pro-
grams to facilitate the continued
expansion of the industry.

Foreign governments must be per-
suaded to reduce or eliminate the con-
straints inhibiting the growth of leas-
ing. The consequences of U.S. govern-
ment support of the equipment leasing
industry undoubtedly will be a more
rapid expansion of existing activities,
the entry of new U.S. lessors into
more receptive foreign markets, a more
favorable balance of payments and an
increase in U.S. capital equipment
£XpOrts,
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