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ABSTRACT

Merchant Banking is a recent development in Nigeria. However, the
business continues to be attractive to a quite number of industries.
This is so, due to rapid economic changes in the country, that results
to high cost of machinery and equipment. As a result. Leasing as a
form of financing the acquisition of capital assets has become a
favourable option to our industries and very popular among the
lessors and lessees alike in Nigeria. The paucity of information on
leasing in Nigeria and the general lack of awareness on the part of
the public as regards the financing of leasing are factors that

motivated this research.

This study focused on the financing associated with leasing business
and the inherent issue pertaining to such financing. For the study.
both the primary and secondary sources of collecting data were used.
The primary source of data involved personal contact with the
lessors, especially some of the merchant banks in the country. While

the secondary sources of data was used mainly for the review of the

relevant literature on leasing.
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As non - conventional way of creating funds for capital acquisition,
equipment lease financing spread across to different sectors of the economy,
mainly manufacturing, agricultural, construction, distributive and service
industries. More recently, loan syndication is practice by merchant banks in
order to meet the growing need of funds by bigger industries to acquire
expensive equipment. This loan syndication provides a means whereby
banks pooled resources to finance heavily cost machinery. Therefore,
equipment lease financing tends to analyse the lessor - lessee relationship in
respect to the type of contractual agreement they entered. Tax aspect,

economic and accounting procedures of both lessor and lessee are analysed

To integrate series of economic reforms under Structural Adjustment
Programme (SAP) and to consolidate further, other Federal
Government Policies like Small and Medium Enterprises (SME)
Scheme, all increase the desire of our industries to be committed to

lease - financing as an alternative means to acquire an asset.
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CHAPTER ONE: INTRODUCTION |

1.1 INTRODUCTION

INDUSTRIALISATION is an essential pre — requisite to the economic
growth and development of any nation such as Nigerié. Apart from the
fact that it ensures the availability of most of the manufacturing goods
(besides those imported) and 'services, it also brings about the
development of the vitai sectors of the economy. But basic to
Industrialisation is the availability of capital goods, which have to do

with assets such as plants, machinery’'s and equipment.

Nigeria as a less developed country (LDC) has no technoiogy with
which to produce the desired capital goods as imperatives for the
industrial transformation of the e:conomy. Ex.pet.:tedly.. the country has
to depend mainly on the importation of such essentials. Unfortunately.
the high cost of imporied technology has demed most of the country’s
productive sectors and companies the necessary machineriés and
equipment with which production can be enhanced. The situation has
not helped either by the devaluation of the Naira‘in recent times.

especially with the introduction of the Structural Adjustment,

."ii L otepen e
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Programme (SAP) in the late 1980s, as acquisition of machinery .

and eqguipment becomes too expensive to finance.

Equipment lease — financing is a technology of acquiring asset for the
purpose of running a business by a firm without incu;r___ring the cost of
the asset -The increasing popuiarity that lease — firiancing method
received Is éttributed to the advantages they offer compared to
conventional system of financing. The most significant advantage of
lease financing is that of lower cost of funds.

Once lease - financing is selected as the adopted financing method,
the manager should be alert {o factors that will ensure that the
financing Is planned. negotiated and executed to the advantage of the
business. In executing these functions, the manager will call on the
services of legal counseis, :accountants' financial consultants.
engineering and operative personnel, and other related specialised
advisers.

Equipment lease -~ financing is a form of financial tech.nique that firms
use in order to acquire assets. financed by institutionsl such as
Iinvestment companies, Development Banks. Saving Institutions.

Commercial and Merchant Bankg‘ etc. Out of the above mentioned

M
K, 4k~
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Institutions, merchant banks are one of the dom'i:ént lessors, ever
though merchant banking ts introduced. recently in Nigeria. one can
argue that with economics changes. establishment of move merchant
banks_is emcouraged in order to finance capital résources to diffefent
sectors of the economy.

Roads Nigeria Limited was the first customer in Nigeria to be granted
gquipment cn lgase, \n order 1o carry out its construction functions by
NAL Merchant Bank. Merchant Banks are becoming more attractive to
leasing. For exampie in 1987, Nigeria industrial Development Bank
Limited became the first bank in the industry to set up a fully owned
subsidiary in leasing business.

Eguipment lease — financing in also becoming attractive to lessees. |
whose growing need of funds in fast increasing, especially with series
of economic reforms Iin the country e.g. Structural Adjustment
Programme which forced the priées of machinery to be high. as such
lease option is gradually gaining ground among our industrialists.
Equipment leasing provides an opportunity whereby the Iessdr and
lessee enter into contractual agreement based on the contract terms.
Ilease rates and equipment to be leased. howeve_r in all cases. thé

lesseea:is expected 10 make a series of rental payments to the lessor

rFl
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for return of having economic use of an asset.

1.2 STATEMENT OF THE PROBLEM

With the series of economic changes in Nigeria. especially during the
period of Structural Adjustment Programme, purchase of imported
machinery and equipment become difficult. as such leasing could be a
favourable option to acquire these assets.

However. a number of constraints in Lease — Financing as an
alternative form of financing attracts many publications by different
personalities. including Bank executives. government officials and
private individual businessmen. The constraints centres on: credit
ceiling under credit policy guidelines designed by the Central Bank of
Nigeria, and its subsequent review serve as a serious drawback to
lease transaction: the size of equipment lease financing in Nigeria has
remained relatively small due to the unimpressive role of Me_rcham
Banks in this regard: the constant review of Monetary Palicy affect the
ease or difficulty in securing funds under lease arrangement. due 1o
fall in value of the Naira: the equipment leasing indusiry in Nigeria has
been largely dominated by Merchant Banks: the financial position of

Merchant Banks does not guarantee the condition for honouring



growing number of applicants and the discrimination of Lessees by
the NAL Merchant Bank Plc. affects the distribution of equipment on
lease to different sectors of the economy and further creates pending
applicants

These and other related problems are what this research aim to

analyse.

1.3 PURPOSE OF THE STUDY

The central theme of this study is to examine the extent to which
Merchant Banks, (particularly NAL Merchant Bank Pic) are engaged in
equipment lease financing in Nigeria.

The specific purposes of this study are:

1. To examine the conduct of NAL Merchant Bank Pic in relation to
leased equipment as it applies to different sectors of the
economy.

2. To evaluate leasing as a non — conventional means of asset
acquisition. bearing in mind lessee — lessor relationship in terms
of attractiveness of the transaction.

3 To evaluate loan - syndication and find out what advantages

and disadvantages it has to both the primary sponsars and the

n



secondary sponsors.

4 To examine leasing as a financial tool and alternative to buying.

(871

To identify the constraints faced by NAL Merchant Bank Plc in

lease financing and the possible solutions.

1.4 SCOPE AND JUSTIFICATION OF THE STUDY

This study covers the concept of leasing which reveals different forms
of leasing financing between lessor and lessee. This transaction is
undertaken in respect of the following units:

1. Operating Leasing

2.  Financial Leasing

3. Leveraged Leasing

- Loan Syndication Unit

Operating leasing is a medium term commitment that allows the

lessee to use an asset for a fraction of the life span of an asset.

Financial leasing on the other hand is long term agréement between

lessor and lessee to acquire an asset for most of its life span

1§ feprn



Leveraged leasing 1S a lease transaction that usually involves three
parties namely. lessar. lessee and any other institutional investor.
Loan syndication 1s an arrangement that invclves more than one
lessor. Here. the leader lessor. will co-ordinate the transaction
between lessor(s) and lessee for the purpose of asset acquisitioh to
service various industries in the c:ountry. These industries include:

1. The manufacturing industry

2. The transport industry

3. The agricultural/Mining industry

4. The Distribution industry

5. The service ingustry

6.  The Construction industry .

7. Others.

The study further covers the total value of the equipment acquired
through lease financing by various industries and the rental payments
received during the reporting period i.e. 1997 and 1988 ftr;ancial

years.

The financial manager of any corporation is expected to deal

efﬁcientlyzﬁitlh_ all financial matters of his organization. which include

S p
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realising sources of capital acquisition and other possible alteration
open to the business to that effect.

Leasing being one of the options of asset acquisition through
contractual agreement between lessors and lessees has a
significance role to play. The desire to undertake this research work is
therefore borne out of the fact that. the study will assist in improving
the understanding of contractuél relationship within the legal and

financial capacity of lessor and lessees.

Equipment lease financing is a new development in Nigeria. therefore
fundamentally this study will improve the awareness to both lessors
and lessees on lease financing. This research work is also important.
because it exposes the risk — minimisation tendency to both lessors
and lessees. fundamentally this tendency dictates the manners of
lease arrangement right from the inception.

Lastly. the study definitely is important to the Bankers. bu.siness
organisations and to individual investors who may be interested in

acquiring assets through lease arrangement at the advantage of their

respective-businesses or act as lessors in case of Bankers.

Fil



1.5 SIGNIFICANCE OF THE STUDY

Equipment leasing has been identified as a veritable means for the
industnal transformation and the general economic development of
the less developed countries. Moreso. in Nigeria its esteem position in
our economic development in recognised

As it were. the business of leasing in the country is undeveloped and
unpopular. This. owing partly to the fact that there 1s the general
paucity of information and the -iack of indigenous literature on the

financing of the business.

The study of this nature. therefore. is meant: to provide the
operational frame work of the financing: to provide the descriptive
information of leasing transactions; to give in sight into the legal
accounting and taxation aspects of the financing: to highlight the
peculiar favourable factors for and the constraints against leasing
business In the country: and to analyse the bases of disagréement
and dissatisfaction of the financing in Nigeria.

Above all. the study is meant to provide more literature and contribute
to the existing knowledge on the subject matter.

Lastly’ ‘it i.s:"h‘opecj that the finding of this study will be of interest and

benefit to the Iesé'ors (the financiers). the lessees (the beneficiaries)



the government and the academics for further research in an attempts
to update the available literature on the subject matter.

1.6 LIMITATIONS OF THE STUDY

Basically, all research work of this nature must have limitations. The
first imitation of the study was the cost invoived, as all data used for_
this study were obtained in Lagos. which is very far from Zaria. as
such the travelling expenses. 1o and fro to Lagos was not and IeIaSy
task: and this 1$ necessary because the branch offices of Equipment
Leasing Association of Nigeria (ELAN) and NAL Merchant Bank Plc in
Kaduna do not have the necessary data.

Human error and sentiments were other limitations considered:
because information obtained and series of discussion heid with
people are sources of data used. as such there is possibility of human
errtjr of commission ¢r omission.

Equally important on the limitation are the reliability and validity of the
data obtained from respondents“ These respondents may exagéerate
of hide some important information in order 10 portray a good image of

the organization. - :

Despite an-r-t-hese constramts, quite a lot has been dome on the study.
.

which clearly impteve the understanding between Merchant Banks

RIE



and Equipment Lease — Financing in Nigena. The study will further
serve as a basis for subseguent research work on the topic or other

related areas

1.7 DEFINITION OF TERMS

Merchant Bank:

Merchant Bank can be defined as wholesale financial institution.
licensed under the banking Act of 1969. as a merchant bank. it is
expected o engaged in medium and long - term transaction into
different industries like manufacturing. transport. etc.

Industrial Financing:

This term 1s used to refer to the raising of capital for firms engaged in
the productive sectors of the economy through lease financing.
Lessee - Lender

Lessor — Borrower

Lease — Alternative means of asset acquisition by a firm without

paying for its cost . 473759

Collateral: H Q’

Any eguipment that is leased. 3~'5,"—f~ﬂ/6
: Pya

:/\-ﬂ 2R Hi "»‘J\&
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Finance [ ease:

A financial device whereby a user can acquire the right for the use of
an asset for most of its useful life.

Operating Lease:

A short - term lease whereby a user can acquire the right for the use
of an asset for a fraction of the useful life of the asset.

Residual Value:

The value of equipment at the conclusion of the lease term.

Renewal Option:

An option to renew the lease at the end of the initial lease term.

Real Property:

Simply refers to land, buillding or part of any that is being leased.

Rental Payment:

This refers to series of payments made to the lessor by the lessee
during the leased period.

L everaged — | ease:

A lease in which the iessor borrows a portion of the purchase price of

the leased equipment from institutional invastors.

Lease — term:

i2



The contractual manner in which the lease agreement I1s signed by
both the lessor and the lessee.

Lease - Rates:

This s the interest rate at which lessor charge the iessee based on
the contractual term of the two parties.

Fair value:

This refers to annual selling price of eguipment less volume of trade

disceount.
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CHAPTER TWO: LITERATURE REVIEW

2.1 EVOLUTION AND GROWTH OF LEASE FINANCING IN
NIGERIA

Really. there 1s not much literature on Equipment ieasing because it is
a new development in the country, and this has made it rough to trace
witrh some level of accuracy. the history of [easing in Nigeria.

However. prior to the imposition of the exchange control measures in
the wake of the civil war (1967). Nigerian subsidiaries of British
Companies was gained from off shore ieasing, direct from British
lessor companies. Given the degree of Industrialisation in Nigeria that
time. the volume of stock exposure was predictably Jow.

By the year 1972, two locally incorporated companies namely: NAL
Securities Limited (subsidiary of NAL Merchant Bank Plg) and
Bentworth Finance of Nigerié Limited were offering a limited amount
of Leasing facilities within Nigeria.

With the post - war reconstruction and increased earnings from oil
exports. the country embarked on Indusirialisation programme that
required heavy nvestment outiay in capital assets. Instead of outright
purchase of heavy‘equipment'needed. a large number of contractors.

moestly foreigners preferred to lease them Fortunately, due to the

KASHIM IBRARIM LIBRARPF |



desire to sefting up more ind‘ustries in the country. numerous
Merchant Banks were encouragély set up to provide medium and long
term finance te the growing industries.

To facllitate lease transaction in the country & body known as
Equipment Leasing Association of Nigeria (ELAN) was formed in 1983
with six registered members. But. by 1998, the aésociation has forty-
eight fully pledged members. This association, apart from mediating
transaction petween lessors and:lessees. also engages in organising
workshops. and seminars on leasing to interested participants.
Statistics has shown that. the net bock value of equipment.on lease
as at December, 1988, amounted to N1.15 billion.

This is a remarkable growth rate, if compared with the real value of
egquipment on lease estimated 1o be N701.2 million (ELAN Annuai
.. Report and Accounts, 1989 — pp.19).

This growth in the volume of leasing business occurred against the
background of the most important changes in the Nigeria economy.
These changes include:-

A.  The introduction df a deregulation interest rate structure in the

wake of credit cellings made leasing an attractive investment to



lessors.

The encouragement of backward integration programme fqr
manufacturing sectors of the economy supported by the ban on
slelected raw — maten’al;",. this led to search for local substitutes.
and setting up of new projects to explore these potentials was
therefore inevitable. as much more finances were needed to
secure .new assets. Thus. leasing becomes a good option to the
manufacturers.

The introduction of the forreiign exchange markets resulted in the
devaluation of the Naira within a free trade atmosphere. This
meant that financing of imporied capital assets is now necessary
and easy for lessee.

Goverﬁment deflationary fiscal policy which placed restrictfon- on
the credit expansion of both merchant and commercial banks.
This strengthened the position of leasing as an alternative
means teo finance capital resources.

The establishment of Equipment Leasing Association of Nigeria
(ELAN) which increased awareness through symposium.
seminars and iecturés to both lessors and lessees to the

advantage of leasing as an alternative form of financing.



2.2 A CONCEPTUAL FRAME — WORK OF EQUIPMENT LEASE -
FINANCING

The concept of leasing is fraught with many definitions. Nonetheless,
all such definitions recognise that the concept revolves around an
asset which brings some two parties into agreement (a contract) with
one party giving out the asset and the other party taking possession of
it on rental basis.

A lease is an alternative means by which a firm acquires the economic

use of an asset for a stated period of time.

Leasing defined by Baker and Hayes (1946) as “ a method of
financing acquisition of property”. Leasing therefore can be seen as a
way of acquiring an asset through agreement between the lessor
(owner) and the lessee (the user).

The Equipment Leasing Association of Nigeria (ELAN) defined leasing
as, |

“a contract between lessor (e.g. a Merchant Bank) and a lessee (a
Company) giving to lessee the possession and use of specific assets
on payment of rentals over a given period. The lessor retains the
ownership of the assets so that it never becomes the property of the

lessee or any related third party during the tenure of the lease”.



The concept of leasing has been described by the Equipment Leasing
Association of Great Britain as

.--a contract between lessor and lessee fot the hire of a specific asset
selected from a manufacturer or vendor of such asset by the lessee.
The lessor ret.ains ownershi.p Qse of the asset The lessee has
possession and use of the asset on payment of specified rental over a
period”

Lease financing can be categorised into different forms. The
ca}egorisatibn depends upon the signed agreement by parties
involved. This not withstanding, the lessee in all cases makes a series
of payment {o the lessor. The legse contract specifies the manner of
payment. even though payment‘is usually due immediately after the
contract is signed. In the event of breach of contract that can lead to
contract termination, the lease equipment becomes the property of the
lessor. However. lease arrangement gives an option to the lessee of
either to purchase the equipment. or to undertake a new lease. These
lease arrangement invelves financial institutions on one hand. while
on the other hand, it involves manufacturing, service. agricultural and

exploration industries.

[



"~ Generally speaking therefore, lease financing techniques and terms of

contract differ depending on the iessor. the equipment leased. the

length of the lease and the prevailing interest rate. It is important for

managers after evaluating and selecting lease financing as a

preferred techniques to ensure that. the feasibility of the equipment

must be determined and this should be proceeded with further

analysis on the following:

1 Feasibility under the lessee's corporate indenture and other
credit docum_ents.

2 Feasibility of the asset itself. which should have a market value
and should not quality as a bondable property. which can be

used as a basic for future bond issue.

2.2.1 Equipment Lease Financing — Contractual Terms

Majority of lease contract last between 3 — 10 years. Long leases only
occur in special cases, and when it does. it calls for lease of excellent
financial statute. However. equipment such as computers. air
conditioners, furniture’s. cars, etc. are normally leased for a period
~under 3 years. — (Richard Breadley. 1985). This writer further

advanced that. after the expiration of the initial term of reference.



* there are usually three alternative. namely:

1. Start a new lease with a new piece of property.

2 Purchase the property outrightly for some residual amount.

3. Review the Ieasel under an option that generally allows for a
reduced rent rate.

The first option involves a new contractual agreement between Ithe

lessor and the lessee bearing |n mind the- cost and efficiency of the

equipment. items like photo copiers. computer, etc can easily become

obsoiete. especially with rapid changes in technology.

The. second alternative involves fair market value of equipment after

the termination of contract. However, estimation of residual value is a

difficult task. but most firms estimate residual value by using the ratic

of current second hand price to the value of that equipment it had

whén It was new. This ratio whén multiplied by the price of the new

| eqguipment will give a fair residual value.

The last option of renewing lease contract at reduced rent rate is

obvious. in that the leasing company has recovered all of its original

Investment, as such it can afford to make ieasing less expensive.



2.2.2 Lease Rates

Lease rates vary widely: it depends on the risk involved. Generally
speaking. the more specialised the equipment or the longer the term

of the iease. the higher the risk to the lessor.

Many authors have recommended different approaches in calculating
lease rates. For example. Willard T. Carleton (1986) recommend add
« —on — interest approach determihing lease rates. In the approach. the
add — on - percentage is muitiplied by the contract term over the
years to the total change.

In calculating lease rates. Koutsianias (1976) advanced that lease
rates can be determined by usir?g simple interest method. Here. the
percentage is multiplied with both the value of the equipment anc
lease period.

In the add — on — method, itis oft:en quoted as a separate incremeﬁt tc
the contract while in the other approach. the lease rate is quoted on 2
ceftain percentage of the original equipment cost per month.

In a situation where the lessee has a high credit raling. lease
agreements may be written on simple interest, where the term may

range from 7 to 13 percent or even higher simple interest rating.
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The interest charges is rationale. because the new equipmen!t IS
purchased from a manufacturer at a standard price. as such the
leasing company is making available 100 percent joan to the lessee.
To reduce risk. the lessor may require to put up a lease deposit. This
lease deposit is usually equal to the first month’'s rent (lease payment)
\. plus one additional month’s rent for each year of the contract life of
the lease. Some lessors. however, requires only first and last months
rent. but then require a “Se"t — up charge® or “Security depgsit” in
addition. | |

2.3 TYPES OF LEASE ARRANGEMENT

There are various types of leasing which can be arranged between
the lessor and the lessee. In other words. there abound some various
leasing schemes as designed by the lessor, but J. Van Horne {(1986)
proves that all lease — financinrg arrangement fall intc one of these first
— three categories. These are analysed below:

1. SALE AND LEASE BACK

This arrangement invofves the sale of an asset, say. land or building
already owned by a firm to another organization, and then the very
same firm Jeases the property back for a number of years.

By this arrangement. investors have new outlets for invesiment funds.



and the business firm can devote thé: funds realised to other
commitments such as inventrories‘ current operating expenses, and
accounts receivabies.

The arrangement usually gives the lessees option to have the lease
extended for additional periods for which the rental payments are
materially reduced. |

Moreso. since the investment institutions such as Insura.nce
companies. Merchant Banks, etc are expected to recover the full
amount of their investment with interest during the original period of
the lease. the agreement does ine the lessees the further option of

buying back the property at the expiration of this period.

2. DIRECT LEASING

Under this arrangement, an organization takes possession. for use. of
an asset it did not own previously Firms can acquire capital goods for
use from the manufacturers; thes.e range from computers, vehicles, air
crafts. machine-tools. oil tankers “to air conditioners. among others. As
more capital goods are available for leasing. there are also a wide
variety of direct leasing arrangements a\}ailable to meet the various

need of a firm. The major types of lessors are manufacturers.
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Merchant Banks and Independent leasing companies. However, in
some cases. vendors buy from manufacturers and sell the equipment
" 10 lessor who will in turn lease it. Economies of scale are sometime
possible on purchase of capital-asset by the lessor. of which these
economies of scale can be passed to lessee In form of lower lease

payments.

3. LEVERAGED LEASING

Leveraged leasing is a recent develcped form of leasing in
conjunction with the financing of assets requiring large capital outlays.
In contrast to the.above mentioned leases, where two parties are
invdtved, leveraged leasing inveolves three parties namely:

A.  The lessee

B.  The lessor or equity participant

C.  The lender

J. {/an Horne (1963) argued that. from the lessee’s stand point there
1$ no difference between a leveraged lease and any type of [ease. The
lessee who signed contractuall agreement must makes seres of
payment tc the lessor for the return for the economic use of the asset

over that lease period. However, {0 the lessor, the role 1s different.



The lessor acquires the asset in keeping with the terms of the lease
agreement. This acquisiiion is financed in part by an equity investment
by the lessor of say 30 percent (hence the name. equity participant;.

The remaining 70 percent are provided by long term lenders. The ipan

15 usually secured by a mortgaged on the asset, as well as by the

assignments of the iease and lease payments, The iessor. however. 18

the barrower.

The lessor is entitled to deduct all depreciation charges associatéd

with the asset as well as to Ltilisé the entire investment tax credit. by

virtue of him owing the asset. And the cash flow pattern for the lessor
typically involves:

1. Cash outflow at the time the asset 18" required. which represents
Its equity participation.

2. A period of cash inﬂows'represented by lease payments and tax
benefits. less payment on the debt.

3 A period of net cash outflow where due to declining tax benéﬁts,
the sum of lease payment and tax benefits fall below the debt
paymént due. If there is any residual value at the end of the
lease period. this of cour:se represents a cash inflow to the

|essor.
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4. FINANCIAL LEASE (OR FULL PAYOUT LEASE)

This type of lease 15 also known as capital lease. Under the
agreement, the possession and all the responsibility of ownership are
passed on 10 the lessee who takes care of the maintenance and

Insurance of the equipment.

The lease s fully aﬁortised. that is. the lessor receives rentai
payments equal to the full price of the equipment under lease pius a
return on investment.

The agreement is not cancelable and may contain a right of option to
purchase by the lessee for a nominal sum at the expiration of the
lease period. |

5. SALES TYPE LEASE

This type of lease agreement is relatively a recent innovation. which is
aimed at promoting sales of manilfacturing products.

It ]s a type of lease where a manufacturer is the lessor. The lessor
transfers the ownership risks as well as benefits such as capital

allowances 1o the lessee in return for periodic rental.



6. SYNDICATED LEASE (CONSORTIUM LEASING)

This type of lease involves more than one lessor and it usually occurs
when the value of the equipment {0 be leased is too high for one

fessor to handle.

The lead lessar invites other lessors to participant in financing discrete
equipment out of the many to be leased to the lessee. Each lessor
claims capital allowance on the discrete equipment it has financed.

It is also possible for the lessors to finance on single equipment joint.y.
Being recognised by the Inland Revenue department, the lessor would
be allowed to claims capital allowance on the proportion of the
qualifying expenditure equal to the amounf incurred by each of them

N acquirng part of the asset.

7. VENDOR LEADING ARRANGEMENT

This is a sale - aid arrangement through which equipment
manufacturers or distributors can offer lease finance to their
prospective customers as integral part of their sales and marketing

programme.



The principle i1s that salesman will find it easier.to séll a piece of
eguipment to a pot.ential client iflhe can offer him a quick and cheap
method of financing the purchase

The type of equipment normally associated with sales — aid leasing is
office equipment such as photocopiers. fax machines. word

processors. and the like.

8. CROSS - BORDER LEASE

This 1s a leasing arrangement in which ihe lessor and the lessee
operate in different countries. it is more or less an export transaction.
The eguipment involved is shipped to a foreign country but remain the
property of the domestic leasing company. At the end of the lease
period the equipment is 'normally purchase by the lessee.

Some of the problems associatéd with the cross — border ieasing
arrangement include: Apphcab!é law: currency problems. exchange
controls: import and export permits and duties: income and with

hoiding taxes: and different accounting requirements.

2y .
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24 COMPARISON OF LEASING WITH BUYING

For the comparison of the option of leasing an eguipment with an

outrightly purchase. there are certain bases that are normally used as

analysed below.

1.

Cost Financing

Considering whether lease financing or borrowing is better depends

upon the patterns of cash outflows of each financing method and upon

outflows of each financing method and upon the opportunity cost of

~ funds

Discounted cashflow techniques is used to evaluate iease or buy

proposed. For the evaluation. the following elements are considered: |

Details of the lease and Ioaq contracts

Cash flow associated with lease rentals rate of a loan
repayments

[nterest rate of a loan

Any residual payments associated with lease option.
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A gquantitative exampie is provided below: |

Additional equipment is reguired by a certain firm to increase the
volume of production of its product. The economic (useful) iife of the
equipment is five years. The cost of the equipment 1s N120,000.

To lease the equipment involves an annuat rental payment of N34 000
for five years.

A loan of N120.000 to buy it attracts an interest rate of 10 percent.
The required annual payment is:

R = Amount of loan = PVF of 10%. 5 years

R =N120.000/ 37,908

R = N31.656

To lease cost N34.000 annually. To borro:w for buying cost N31,656. it
s cheaper to borrow for buying the equipment; based on the
calculations above. |

Using a 15 percent hurdle rate {weighted averagé cost of capital) as a
discount rate, the net present value analysis is:

Time Cash flow PVF @ 15% Present value

0° -N120.000 1.0000 -N120.000
5 N35.000 3.3522 N117,327

Net present vatue -N2.673




The net present value of acquiring the equipment is negative using the

hurdle rate leasing the equipment gives a positive net present value.

Net benefit of borrowing to buy =-N2673
Net benefit of leasingis . N35,000-N34,000 = N1,000
And @ 15%. N1,000 is = N3.352

Leasing is acceptable: it is cheaper than borrowing to buy the

equipment.

Using the straight — line tax depreciation and after tax borrowing rate
of 6 percent. assuming that the lessor offers tc lease at N31.656 per
annum. the same as the debt'r‘service if the money is borrowed.
Depreciation for 5 years. without salvage value is N24 000 annually
Assumed tax rate if 40 percent

Cost of barrowing to buy is:

Cost of equipment — tax rate (depr.)PVF of 6%. 5 years

N120.000 - 0.4 (24.000) 4.2124

N120.000 - : N40.439 N78,561
The figure of N40 439 represents the present value of the tax savings

resulting from the use of straight — line tax depreciation



The after — tax present value of leasing is:

Lease rental ( 1- téx rate) PVF of 6%. 5 years

N31.656 (1 - 0.4)(5.0.06)

N31.656 {(0.6)(4.2124) = N80.009

Borrowing o buy the equipn%en_t has a smaller after — tax present
value cost than does leasing.

The factor of ( 1 — tax rate) PVE annuity (& years, 6%) is used for
present value of Ieasing since the after -—tax borrowing rate is being
used as the discount rate. This makes the calculations for leasing, the

after — tax borrowing rate is being used to discount all the cash flow.

2 Periodic payments : -
- 473759
An important advantage that lease has over other types of financing

options is that it is flexible.

The periods of the lease. the rental can be arranged to suit the needs
of individual lessee. The rentals can be small at the beginning and

increase gradually to the end of the lease period.

Such is the case with the option of loan Only the bank determines the

interest payment. This same thing applies to the magnitude of



repayment and the time period within which the loan is to be
hquidated

3 Contractual Requirements

In most borrowings for capital projects. a loanee is expected to
provide a proportion of the capital outlay. For a firm to enjoy this

facility. such hurdle must be surmounted

in a situation whereby a company is financially stretched to the limit
already this contribution might not be difficult to raise. In such
condition. leasing has a decisive leverage over loan as a hundrec

percent finance can be provided.

Moreso. the requirement for a éompensation balance. which is kept
with the bank out of the amount of loan granted makes loan financing
more costly than leasing. This 15 because the firm is not in any
position to make use of the whole amount of loan and still. it has to

pay interest on the whole loan.

in the case of leasing. no additional collateral is required but a
coliateral security is required to be pledged even before a loan facility

IS granted.



4 Repayment Terms

Loan financing i1s éssociated with rigid and usuafly regutar repayment
terms. Leasing has an element of flexibility in the repayment
arrangement. Lower payments at the early part of the lease and

higher payments at the later part bf the lease period.
To this end. leasing which is properly arranged can provide an
effective hedge against inflation. Cheaper Naira can be used in

making the latter and heavier part of the lease payments.

5. Availability of Equipment For Purpose

Certain facilities are not available for outright purchase unless on

lease hold basis.

Since such equipment can only be procured and used through leasing
arrangement, lease option prevails over borrowing to buy. It means
that since the equipment cannot be purchased. the consideration of

borrowing to buy does not arise.

6. Replacement of Equipment.




Leasing arrangement makes it easier to replace and modernise
equipment. In this development. the lessee has ready access to the
latest technology that is easily acquired through the replacement of

the old equipment.

. Ownership of equipment through borrowing ¢ buy tends to retard
modernization since the firm has to make dec with the old type since

replacing it calls for another loan that may not be forthcoming.

7 Duration of Use

Some companies may wish to use some equipment on a short — term
basis rather than employing subh facilities for so many years. This
arises out of the prevailing economic circumstances. and most
companies d o not wants their resources tied up fixed assets during a

period of recession.

Given such consideration, teasing of eguipment is most desirabie as

compared to owing such facility through borrowing to purchase.

8. Equipment Maintenance And Spare Parts




Leasing does afford the firm to have ready -access to maintenance
and spare parts for the equipment under lease. For the mainienance.

the lessor company does maintain an ouifit to take care of leased

eguipment for the lessee.

Under ieasing arrangement. in essence, mantenance of equipment 1s
rest assured. And the Lessor Company that has o service and repair
the leased equipment makes the availability of spare parts easy.
Maintenance and Procurement of spare parts for eguipment under
cutright ownership do pose some serious burden and problems 10 the

firm.

25 DRAWBACKS OF LEASING

There are certain problems that are associated with leasing and they.

are then highlighted below:

1. The lessor can be left wiﬂ;w damaged equipment if such could
have been handled carelessly by the iessee.

) 2. Some lease arrangement can be very compiex.

3. it constitutes an element of nsk of operation for the rentals must
be paid in the face of operational adversity.

4. Propenty taxes are likely to be built into lease payments.



5 Rental payments can be more than thé total amount of
expenses of maintenance. insurance and depreciation of free
hold property.

6. ° A lease may prevent other debt financing if it is a firm's
obligation to pay the rental charges.

7. Probability of the lessor bearing the cost of obsolescence in the
case of the cancellation of operating leases.

8.  Absence of residual vatue if the life of the property is longer than
expected. |

8.  The lessor has to do a lot of paper work that.involves some
administrative costs.

10.  The insurance and maintenance expensive can be built into .the
rental charges.

11 Loss of depreciation and in\;estment tax credit on the part of .the
iessee.

12.  Later incomes are less especially with the option of having the

term extended upon the exbiration of the origin term.

26 LEGAL ASPECT OF LEASE — FINANCING

From legal point cof wiew. Wiliam D. ({1978) observed that lease

financing could be divided into thr:ee major categories namely:



iy

A Sale-iease back of real property Chatte! leases intended as
security agreement

B.  True leases of personal property

The first category involves signing an agreement between lessor énd
lessee on real property such as-land. buildings or even part of the
buildings. while the second category encompasses leasing of practical
eguipment such as computers. aircraft. etc. And lastly, third category

nvolves leases of persconal property.

Codified laws. acts and guidelines are normally enforced to direct the
practice of leasing business. that the rules essentially will be
acceptable e.g. all long term leases must be in writing. Unfortunately.,
lam{s In Nigelria are silent in most aspect of lease operation. as such
many individuals are calling the attention of the government to that
effect. E.g. Mr A. O. Cgunmefun (1989) who inferred that "Merchant
Banks have come of age in lease financing as such. codified law on
leasing in Nigeria should be enacted. in order to avoid existing grey

areas n lease transaction.”

R



However. some important legal aspects of lease financing used to be

evaluated as follows:

2.6.1 Lessee’s Obligation to pay Rent

Lease contracts alwayé contains an express promise known as a
convenant which binded the lessee tc make a series of payments in
specified amount at a specified interval for a penod of times. In the
absence of this convenant, the implied obligation stipulates that rent
shouid be paid to the tune of reasonable amount and this is payable
only at the end of the term.

Any breach of contract by the lessee. wilt entitled the lessor to decline
the iease at the expirati'on of the .'agreament and will give him the night
to regain possession of the ;;ropeny for breach of any of the

convenants.

2.6.2 Termination of the Lessee’s Obligation on Rent Payments

The implied condition 1o pay reasonable rent by a lessee cease to
exist, when the lease hold is transferred by assignment. Thus. when
the lessee assigns a lease that does not contain an express

agreement to pay rent. the implied condition to pay reasonable rent

Ji



passes to the assignee. This is not true where the lease cantains an

. express agreement of the lease 1o pay rent.

Under an express convenant to pay reni, the lessee remains liable
despite the fact he has assigned the iease hold to another lessee
unless the lessor releases him from the obligation.

2.6.3 Effects of Destruction of the Property on the lLessee’s
obligation to Pay Rent.

Richard and Myers (1981} reported that most feases contain clauses
covering the fortuitous destructicn of the premises. A typical clause
provides that. on damage by fire or other fortuitous cause, the lessor
wiHl repair and restore. and that if the premises are wholly unusable
the lessee's obligation to pay. rent will be suspended until the
premises are restored. but that if the lessor decides to demolish and

reconstructs the premises. the lease will terminate.

2.6.4 The Obligation to repair and restore

The lessee I1s under no duty 1© make any repairs to the property.
uniess the lease expressly provides. Also the lessee is jot obliged to
repair or restore substantial or extraordinary damage occurring with

fault or to repair damage caused by ordinary wear and tear.
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" 2.6.5 Expiration of the Lease Agreement

A lease for a definite term expires at the end of the term by virtue of its

own limitation. Most leases financing agreements are for a definite

term.

2.7 TAX ASPECTS OF LEASE — FINANCING

When an intended lease s treated as a iease for Federal income tax
purposes. the lessor reports the rental receives from the lease
transaction. while the lessee receives a deduction for gxpenses, as

stated in s 162(a)(3) of the Internal Revenue Code (1954).

The lessor also retains the rightK either to depreciate the asset or to
receive mvéstment tax credit or to pass through the credit 1o the
lessee. However. if a 1ease is tréated as conditional sale, the lessee
will be entitled to a depreciation deduction on the property. but not a
rent reduction. The lessee's depreciation deductions will be computed
over the period that could be described as the useful life of the
property and not simply over the lease term. |
473759
Lease arrangement do not always representing rental contracts within

the framework of financial reporting and federal tax reguirements.
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Many lease agreements are in sgbstance. conditional sales contrécts.
In such conditional sales cases. the lesso'; will require to recognise a
sale. while the lessee will recqrd a purchase. In addition. the lessor as
the owner will record all the accounting entries pertaining to a sales
agreement. that is depreciation. interest expenses'and any investment

tax credit.

Fimancing reporting and the tax requirements are similar in having
regard to the accounting treatment of lease agreements that have
been classified as sales. Differences do exist in the determination of
such classifications. and in the treatment on interest expense. The
four criteria that determine whether a iease will be classified as a sale
or a financing relates to ownership. purChase option. economic lite
and lease payments,

2.8 ECONOMICS AND ACCOUNTING ASPECTS OF LEASE -
FINANCING

Various Economists recognised true value of money. which us usuaHy
referred to as interest. These economists view business as the ability
to Co — opt capital. raw materials and labour to produce at minimum

cost and consequently maximise profit. At this juncture. lease or buy



decision is analysed on the interest rate over the acquisition of an

asset.

Several scholars. such as Baker et al (1946) provided économic

reasons for leasing in their studies. Some of those reasons are:

1. Transfer tax benefits to those who can use them m.ost
appropriately.

2. Provide use, rather than cwnership of assets that have relatively
short lives.

3. Provide access to assets when ownership is difficult.

The secondary economib factors that facilitates ease finance
transaction could be analysed as follows:

In a capitalist economic. like Nigeria. when entrepreneurs will gain
economic control of scarce resources. for example, oil bearing
properties, timber, land. etc. and:then explé;it such assets until market
demand Is exhausied. Leasingf Is @ means of gaining such economic
control. Hence. entrepreneurs may have desirable assets. although

they will not sell such assets, but they will iease them out.
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__ Other economic advantage of leasing is that it provides a chance of
obtaining asset quickly, especially if it involves government where
debates. deliberations and sometimes voting has to be carried out
before final approval for purchase. Rapid technological innovation is
an advantage to lease. because of risk of obsolescence may be
assumed by a lessor who Is able to spread such risk among a number
of lessee’s and over spread such risk among a number of leasing and
over multiple assets. In addition. equib‘ment leasing can provide
flexibility that may not be available through other methods of
financing. e.g. lease contracts often do not have restrictive covenants
against further debt. To the extent that s source of financing through
leasing I1s made available to firms that are unable to secure financing
from conventional sources, leasing tends to smooth out imperfections

In capital markets.

2.8.1 Lessee Accounting Procedure Under Lease — Financing

Under a lease agreement, the lessee does bot have legal title to the

leased asset during the period of the lease. However, as regards to

. finance leases. the realities are that in return for an obligation to pay

amount which approximately to the fair value of the leased asset and

the related finance charge. the lessee acquire most of the benefits of

—



term and the initial recorded liability. the latter being the same as the
value of the related asset at the .inception of the lease. The finance
charge should be allocated to income on a systematic basis so as 1o

produce a constant penodic for each period.

Lastly. the depreciable amount of a leased asset should be allocated
to each accounting period during the period of expected use on a
systematic basis that is constant with the depreciating policy. the

lessee adopts for depreciable assets that are owned.

in consideration of the operatmg‘ lease, the Internationat Accounting
Standard number 17. states that details of the leased asserts are not
recorded in the books of the lessee. instead. the lessee will charge
against the income of a period an amount that represents rental
expenses on the leased asset If details are available charges and
finance charges for separate disclosure in the financial statements.
Rental expenses should be recognised on a systematic basis that is
representative of the time pattern cf the user's benefit. Therefore. the |
basis for rental payments may be different from the basis adopted in
charging renta! expenses against mcome in the same accounting

period. Any differences between the two amounts will be includec in

e



debtors and creditors as appropriate. Amounts for rental expenses
should be separately disclosed from related cost or services. such as
maintenance and insurance that should be charged to income as and

when incurred.

2.8.2 Lessor Accounting Procedure Under Lease — Financing

As regards to finance lease, the Qalue of an asset should be recorded
in t'he balance sheet of the lessor as receivable as an amount equal to
the net investment in the lease transaction, that will aggregate
minimum lease payments less unearned finance income. The lease
rentals receivable are therefo.re treated as repayments of principals
and finances income which are intended 1o reimburse and reward the
“lessor for his investment and services. The portion refating to this
principal ts applied In reduciﬁg the balance of the receivable
outstanding while the finance income shouid be included in income as

appropriate.

S 5¢ of the International Accounting Standard of number 17, states
that finance income should be allocated on a systematic and rationale
basis on a pattern to reflect a constant periodic return on the lessors

net investment outstanding or net cash investment. Since different
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results can be obtained from the use of net investment and net césh
investment '(cash outflows less in flows) excluding amounts
rec;wargeabie to the lessee. Initial cost incurred by the lessor and not
recoverabie from the lessee. such as commissions and legal fees
should either be expensed immediately or allocated against finance
Income or the lease term. There should be consistency in the method
adopted.

A variation of a finance lease is leveraged leased where there are

three parties. the lessee. the lessor and one or more long term

creditors.

Under the term of leveraged leases, the third party long ferm creditors.
generally does not have recourse to the tesscer for finance provided by
them. The lessor wouid thereforé record his investment in the lease
net of the non — recourse detit and the related finance costs to the

third party creditors.

Another form of finance lease is where a manufacturer leases an

asset. This wiil give rise to two types of income:



a The profit or loss equivaient to the profit or loss resuiting from an
outright sale of the asset being leased at normal selling price
and with the applicable volume frade discount.

bD. The finance income over the lease term.

Profit should be recognised in accordance with the policy normally
followed by the manufacturer for sales Efforts should be made to
ensure that an excessive portion of the total income is not recognised
at the time of saie by the adoptioﬁ of artificially low interest rate for the
finance income. Initial direct costs to be borne by the dealer lessor are

* usually charged to income at the inception of the lease.

Under the operating lease, S. 129 of the International Accounting
Standard number 17 stated that. the leased asset is recorded by the
lessor as repreciable asset in its books at cost or at the present value
of the mimmum lease paymenté. and rental income s included in
income over the term of the lease. Rental income is normally
recognised in a straight line basis over the term of the lease. even
though actual receipts are not on such basis of the differences being

debtors and creditors as appropriate. Receipts from the lessee for
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services provided such insurance and maintenance are taken to
income in the period they are earned.

Costs not recovered from the lessee, inciuding depreciation incurred
in earning the rental income are charged to income in the period in
"~ which they are incurred. However initial direct costs can both be
deferred and allocated to income over the lease term in proportion to
the recognition of rental income or wittten off in the penod in which
they are incurred.

Lastly. under operating lease. a manufacturer or dealer does not
recoghise any selling into an oberating lease because, it is not the

eguipment of a sale.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 METHQD OF DATA COLLECTION

NAL Merchant Bank Pic is chosen as the subject of study. as such the
inputs into this research work are collected principally through two
main sources namely:

1. Primary sources

2, | Secondary sources

The primary sources are as follows:

A. Context analysis method

B. Interview method

473759

The Context analysis method

The context analysis method iﬁvolves an analysis of documented
records of transactions. designed by the bank. These records are kept
in documentary section of the bank's library, and some are in form of
audio and video cassettes and in series of documented files. Reports.
'h comments and responses of different depariments are usually
documented. This allows the author to collect first hand information

required.
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paper presentations by different personalities on equipment lease —

financing at seminars. contributed to our gathering of information.

32 METHOS OF DATA ANAYSIS

The data collected are arranged. measured and calculated in such a
way as to show the conduct of NAL Merchant Bank Pic in lease
financing in Nigeria. The trend analysis of data collected will be
employed in order to show the commitment of the bank that ied to an

" increase of amount expended under leasing portfolio.

3.3  SUMMARY OF RESEARCH FINDINGS

The growth of equipment ieasﬂe ~ financing in the country is influenced

by the effective performahce of Merchant Banks in providing medium

and long - term finances to a large number of industries in the country.

To this effect. the research has a number of facts to reveal on teasing

portfolio.

1. NAL Merchant Bank is the leading bank in equipment lease
| financing. since the bank provides over 50% of the total leased

assets in the country.



Manufacturing industries are the dominant lessee’'s among
various sectors of the economy because they accounted for
over 50% of the total ieased'assets,

That Merchant Banks are the dominant lessors in Nigeria.
because Merchant Banks finances ab.out 97% of the total leased

assets.

il



CHAPTER FOUR: DATA ANALYSIS AND PRESENTATION |

41 _EQUIPMENT LEASE FINANCING AND MERCHANT BANKS
IN NIGERIA.

Inspite of the fact that lease business transaction is a new

development in Nigeria. tt has become a significant and strategic tool
employed by business organisations and individuals to acquire assets.
This ¢can be tied to the tight economic measures, created by the
Federal Government. These uncongenial measures affect financial
pasition of such businesses. Therefare. they logically decided for

lease arrangement option, as an alternative form of financing.

The growth of equipment lease financing has also been influenced by
the increase in number of lessors in the country, who are mostly
Merchant Banks. The number of lessors increased from 22 in 1988 to
40 in 1928 Qut of this figure, Merchant Banks account for over 3Q.
“Table 4.1 below gives the net book value of leased assets as well as a

percentage of Merchant Bank finances to total leased assets.
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"~ Table 4.1: Equipment Lease Financing ahd Merchant Banks in
Nigeria.

Net Book — value of  Assets financed by % of Merchant Banks finances

Y ears |Leased Assets Merchant Banks to total leased asset
=N= =N=

1997 3.532.574.736 '3.417.120.000 97

1998 3974146 . 578 . 3.844.260,000 97

Source: 1997 and 1998 Annual Report af{d Accounts of Equipment
Leasing Association of Nigena (ELAN).

Despite credit ceiling policy of the Federal Government and lack of
professional experts who will oversee the activities of both lessors and
lessees. Merchant Banks show -t0 be dorminant lessors both in

number and amount expended for lease transactions.

4.2. NAL MERCHANT BANK AND EQUIPMENT LEASE
FINANCING

Nigeria Enterprises Promotion Act of 1997 postulates that “Merchant

Banks should engaged in all schedule of leasing in Nigeria”. This

schedule involves all different sectors of the economy. The decree



specifies a minimum lease amount. lease rates or collateral’'s needed
under the lease agreement.

As a result of this decree. like all other Merchant Banks, NLA
Merchant started leasing business in 1969 though at skeletal leve!. it
however started in full swing leasing contract in 1977 and

subsequently. the value tremendously in 1995, The table below shows

leases transaction of NAL Merchant Bank from 1993 to 1998.

Table: 4.2 Lease Transaction of NAL Merchant Bank Pic

Total Assets Value of equipment  Net book value of leased

( 000} Onlease{ ‘000; °  Assetas a % to loan portfolio

Years =N= =N= =N=

1993, 500.296 123.382 24 .66%

1994 481570 114 891 23.37%

1895 3.299.808 108,430 - 3.31%

1996 1.112.628 266 964 ; 23.99%

1997 1580718 611,894 38.46%

1998 1.732.697 516130 28.78%

Source: Documented Records on Leasing obtained from NAL
Merchant Bank Plc.

The tremendous growth of lease transaction of the bank especially in

1997 Is associated with its commitments to business in providing
capital resources across various sectors of the economy through

leasing arrangements.

Ol



43 PRICING OF EQUIPMENT

Pricing of equipment under lease arrangement affect the revenue

derived by the lessor. As such the bank evaiuates some fundamental

factors in order t0 minimise risk associated with lease transaction, that

could be a hitch in terms of expected revenue. These factors are as

" follows:

1.

Evaluate the risk involved, particularly when no other support in
form of collateral is provided.

The general return on tl';e asset being financial.

The lessee’s ability 1o expend the full rentals and thué defer tax.
The additional management needed t0 book a lease.

Delays in commissioning plant after the bank has disbursed

funds.

Given the above. then yield percentage that the lessor will earn is

determined by the length of period of the lease — contract term.

4.3.1 Repayment Period

Repayment period is the periodical payment made to the lessor by the

lessee after the lease contract:is signed. However, the maximum
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repayment period allowable by lessors will vary among lessors,
though generally it 1s determined by the total value of assets leased.
The bank has the following guidelines for repayment period.

Maximum Repayment Period of the Bank

Total Asset Value  Maximum Repayment Period
=N= Months
5000 -10.000 . C Tl T
10.000 - 15.000 30
over 15,000 36

Source: Documented Records obtained from NAL Merchant Bank Pic.

However. on expensive leased equipment, like Aircraft. heavy

agricultural equipment and medical laboratory equipment have their
_maximum repayment subjected to negotiations bearing the following

factors:

1 The cost of the purchased equipment

2. The time and condition-of delivery of the equipment in a case

where the equipment has to be imported.

3. The time which the equipment is to be installed.

4.3.2 Pre — Purchase Inspection

The bank fundamentally engaged in an inspection of eguipment to be

purchased under lease contract. This is conducted through
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specialised engineers who are employed for the job. This is done in

order to ensure that the equipment has the following features.

1

Durability: The equipment should be durable for the services

expected to perform during its iife span.

Muitiple Use: This is important to the bank when it comes to

disposing the asset after the contract termination especially if
the lessee is no more interested to renew the contract or has a
desire of outright purchase of the equipment.

Ease of Inspection: Equipment that is easily inspected can be

diagnosed easily. As such in case of breakdewn of the
equipment. the problem can easily be identified. This factor is
waorth considered especially if the lessor will take the burden of
repairs.

Simple_technical operations: Difficuit operating eguipment

often causes disruption of production process and in the long
run. this will reflect cash flow of the industry which subseguently
may adversely affects the rental payments.

Availability of servicing facilities and spare parts. Available

servicing facilities and spare parts facilities continuity in
production, as such revenue expectations are met and

therefore. periodical rental payments to lessors are up dated.



44 LEASE - FINANCING OPERATIONS IN NIGERIA.

Though leasing business is new in Nigeria, however gained ground
among industries. Their major iesfsors are Merchant Banks. As an
active participant in lease operation. NAL Merchant Bank successfully
increased its leasing portfolio from N266.9 million in 1996 to N611.8
million in 1997.

This remarkable increase in leasing portfolio is due response of the
lessors to the increasing demands of lease transaction, which become
attractive among Nigerian industries. This growth in leasing can be
shown in the table below:

Total Assets on Lease in Nigeria

Leasing Financing Business 1997 1998
~ =N= ‘000 =N= ‘000

Assets acquired for lease during the year at 846,338 700,545
cost:

“Outstanding leased asset owned at year end 946,349 800,583
at cost.

Rentals received during the year 203,011  147.048
Net book value of leased asset as at year 611,894 516,130
end

“Source: 1997 and 1998. Annual Report and Accounts of NAL
Merchant Bank Plc.



NAL Merchant Bank being amang the dominant lessor, plays a big
role in providing finance to support the acquisition of above assets in

the country This is manifested in the table below:

Tota! Business of Leasing in Nigeria.

Percentage of lease o .

. Leasing Business ' Leasing Portfolic of NAL 5'
" 1 Merchant Bank - | total growth of teasing

t \

- L
", Assets for lease (1997) | 105.740.000 34.35%
1 Assets acquired for lease {1988) 120.800.000 ; 28 12%
Qutstanding leased assets {1997,  380.370.000 { 43 41%
: Qutstanding ieased assets {1998) 400 .260.000 33.84%
' Net book value of asset (19973 : 250.800.000 20.90%
{ Net book value of asset (1998) | 270.000.000 27 48%
' Rentals received (1997) 45950000 | 3503%
' Rentals received {1998 © 54.900.000 L 18.73%

Source: 1997/1998 Annual Report and Accounts of Equipment
Leasing Association of Nigerta (ELAN)

-

4.4.1 Lease - Financing in Reiation to different Sectors of the
Economy

in general terms. Merchant Banks finances asset acquisition through
negotiation with bank’s client who'is in need of the equipment. These

clients will find the seller of the equipment who can either be a vendor



of a manufacturer. Logically who can these total corporate clients are

classified below in respect of their type of industries.

Application of Leasing to Different Sectors of the Economy

Total Assets on lease 1997 1998

at original Cost (year =N= =N=
End)

Manufacturing 115.473.428 292.327.569
Transport 21.586.720 " 53,597,000
Agricultural/Quarry 2.851.850 53.126.210
Distributive 2.000.000 2.395.000
Services 7.605.193 5.612,000
Industrial Construction 48 .021.412 55,051,132
Others 3.739.794 ' 5.000,000

Sources. Economic and Financial Review (Quarterly) — Annual Report
and Accounts of Central Bank of Nigeria.

From the above table. we can see an increase of total assets on lease
by 99% as at year's end (1997 and 1998).

Equipment lease financing is a non- conventional way of raising funds
to assets. however its attractiveness spread among our Nigerian
industries. To this end. NAL Merchant Bank has a number of clients
who transacts lease business. Service (transportation) industry is
however. the biggest client of the bank. as such over 50% of the
bank's leasing portfolio for 1997 and 1998 is committed to finance
service industry. The table below shows the breakdown of total leased

asset In respect of different industries financed by the bank.
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Lease Transaction of NAL Merchant Bank

Total Assets on 1997 1998
lease at original =N= =N=

cost

Manufacturing : 338.535.200 280.218.000
Industry

Transport/Service 423.169.000 350,272.500
Industry

Industrial 84.633.800 70.054,500

Construction

Documents obtained from NAL Mérchant Bank Plc.

|!'IS'pFIE of the fact that. the bank's biggest client is the
Transport/Service industry, the bank discriminate among the transport
industry. Preference is given to big and well established industries for
the obvious reason based on the fact that. the giant companies have a
high sales volume of their products and by implication. therefore very

" prompt in paying their installment rents.

4.4.2 Equipment Lease Financing in Nigeria and the law

Equipment lease financing is one of the specialised functions of
Merchant Banks. as such they transact business with various types of
lessors Iinform of providing funds for purchase and installation of
eguipment. In return they receive periodic ‘payments by the end user

of the assets.



Therefore. the two major parties involved in the lease transaction are
the lessors and lessees whose contractual. relationship is determined
by the agreement drawn up b_y the parties. To engage in a contract.
the parties must observe legal obligations that prevails in the country.
Speaking generally. lease portfolio should not be more than 15% of
total assets of a bank. This credit ceiling applied to all banks. Other
legal implications pertaining to lease transactions are examined in the
following areas:

A. Validity of Equipment on Lease

The bank normally evaluate equipment to be financed. in order to
ensure that the equipment is not going to be used in violation of the
law of the land. and if it contravene such laws. then it will not enter the

_ transaction with such lessee.

B. Capacity of parties involved

In Nigena. law permits Merchant Banks to operate lease financing
under contractual agreement with lessee. who could be individual or

corporate bodies.

In case of contracting with corporate bodies. whose contract capacity

is normally stated in the articles and memorandum of the corporation



NAL Merchant Bank. therefore: calls for these documents before
entering any form of contract with a lessee This i1s for the bank tc
ensure that. the articles and memorandum of the corporation
expressly stated has the power to take equipment on lease and that
this agreement does not violate any provision of law or of its own
memorandum and articles of the corporation. And that all necessary

licences. permits and permissions for the use of the equipment had

__ been obtained.

If the lease transaction involves an individual lessee. there are no
much legal implications. except that the lessor must ensure that the
equipment to be financed 1s valid in the eyes of the law 1e. its
purchases or uses doesn't cont.ravene the rule of the law of the

country

L. Risks of Penalty Clauses

The contractual agreement of |ease transaction will determine
iInstallment rents to be paid to the lessor by the lessee. In the event of
the lessees default of such payment. the lessor is bound to an

estimate of such losses. Howe\}er. NAL Merchant Bank does not



experience such default during the period of study: only possible

delays of payments were experienced.

D. Equipment on Lease

The possession of equipment on lease is vested on the lessee while
ownership lies on the lessor. Due to this possession. there Is a high
probability and indeed very easy for the lessee to sell to third party the

lease asset.

To protect such happenings. the bank ensures that the contractuai
~agreement must contain and signed “not sale. assign or mortgage” the
leased equipment by the lessee. Additionally. a sale of leased asset to
a third party does not pass a good title to such who may be an

Innocent purchaser.

E. Bankruptcy of the lessee '

In the event of winding up of a business due to bankruptcy with or
without the consent of the lessor. the lessee who is in the possession
of leased asset, prior to the liquidation of the business. should rest the

property to the true owner (Trustee)



F. Inspection and Sale of Equipment on lease.

Under the lease contractual agreement the bank creates a provisinn
which stated that. The Bank has the right to inspect leased assets
vested on lessees when the bank feels the need to do that.” through
affected lessee will be informed in advance.

On the event of expiration of lease term. the lessor (the bank) may at
its discretion appoint the lessee 10 act as its agent to sell the
eguipment at negotiated price.

4.5 EVALUATION OF LOAN SYNDICATION UNIT OF NAL
MERCHANT BANK

Loan syndication is a recent technique that banks use to provide
finances in order to acquire capital resources by lessee. Here, two or
more |lessors are involved and make available funds to a lessee for

purchase of desired asset. which 1s normally expensive

Generally speaking therefore. the advantaged of this unit could

involve the following facts:

1. Loan syndication attempts to spread risk across to the number
of lessors. and this is to avoid putting much loan on a single

I1essor
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Loan syndication formula provides an opportunity to lessees
who will acquire an asset-no matte how expensive the asset
may be. This is s0 becausé any amounts could be raised by the
co - lessors

Under this agreement. cost of equipment is evaluated. name of the
lessee with 1ts or his address i1s clearly stated. The name of lessor
nvolved in a particular transaction with their respective fund provided
~ are also stated. Sales agreement between lessee and the syndicate
lessors must be signed and all invoices of each equipment purchased
with authorisation letter from Inla‘nd Revenue (for tax purpose) on the
transaction must be obtained.

NORTEX NIGERIA LIMITED is one of the beneficiaries under loan
syndication formula of NAL Merchant Bank Plc and the following is the

status report of the detail transaction of the business.

l 7375’9

N40,000.000

I

Cost of equipment

N —s

Lessee =  Nortex Nigeria Limited
Address = Kakuri Industrial Layout
Abdulkadir Road,
Kaduna.
3 Lessors:. = Amount (=N=)

NAL Merchant Bank Plc 20.000.000
Union Bank 20.000.000

Total 40,000,000
Source: Context obtained from NAL Merchant Bank Plc.




The syndication leased weaving machines required for the expansion

of the company s weaving capacity.

The syndication has sixteen quarterly rental installments. which will

expire in March 2000. The lease rentals are paid in arrears.

Despite the fact that loan syndication techniques is a device by which
lessees can acquire an expensive capital resources, it has its own

draw backs which include the following:

1 Discussion among the co-lessors is very necessary. and this will
include experts In different fields. e.g. Engineers. financial
experts. lawyers. etc. as such decisions are very difficult 10 be
reached.

Since it must involve not only a number of lessors. but also they

(]

have to agree on the amount of funds each lessor will make

available. therefore takes longer time.

oY
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4.6 CONDUCTING PHYSICAL INSPECTION OF LEASED
EQUIPMENT BY THE BANK

Due to contractual nature of lease — financing of equipment that
allows the lessee to be in a possession of the asset during the leas
_ period. the lessor remains the owner The lessor conducts a provision
of inspection of the leased asset. Several reasons are responsible for
that which i1s as follows:

1 There 1s a need to tag all equipment leased to customers.
Appropriate wording should be made on the property of the bank
followed by the bank's address. The purpose of doing this is to
emphasis the fact that ownership of the assets in question is
vested on the bank and at the samé time making it easier for
inspection team to identify the property during inspection

2. To ensure that the equipment on lease are in good condition
and their performance is as expected to the eyes of the lessee

3. To undertake repairs. services and replacements in a situation
where the lease agreements warrant the lessor to do that.

For effective inspection exércise. a number of proposals were

advanced by the bank and these are’



A Since inspection is time consuming. team leaders should
therefore ensure that. that officer assigned from the team
must be one who 1s thoroughly conversant with the
company. This understanding will implore efficiency of the
exercise at less time -

B Solicitation for full cooperation of the lessee should be
made in order to conduct a hitch free inspection exercise.

C. The lessee must be contacted well in advance in order to

avoid interruption of production process.

4 . To advise or negotiate the disposal of the asset after the
expiration of the lease term in case the lessee is no more

Interested in either to purchase or to review the lease contract.

When the inspections are carried out. the bank official that does the
Inspection job usually writes a call report on the condition of the
equipment. The report contains recommendations on the step to take
if any unsatisfactory observations are made at the time of the

Inspection.



4.7 FEDERAL GOVERNMENT POLICIES TOWARDS
EQUIPMNENT LEASE FINANCING

The Federal Government of Nigeria apparently was determined to put
a squeeze on credit expansion. As such the so-called “free funds” are
no more available. therefore many industries opted for various

alternative source of funding projects which requires huge capital

outlays.

Lease financing became the available and indeed easiest alternative
form of financing. This is because it requires little or no collateral

securities before making funds available to a lessee.

Apart from guidelines issued by the government to lessors (mostly
Merchant Banks) on the conduct @’ both medium and long — term loan
to duite number lessees. Similar guidelines are also issued to care of
small and medium scale industries/enterprises (SME). In view of that
the National Economic Reconstruction Fund (NERFUND) decree No
2 of 1989 was signed into law. with the view to observe inadequacies
in the provision of medium to long term financing to small and medium
v scale industries enterprises. espécially manufacturing and agro-allied

enterprises.



In line with “NERFUND". the Central Bank of Nigeria issue a circular
on the small and medium scale enterprises (SME) loan scheme. The
pnmary objective of this scheme is to support existing enterprises o
restructure and modernise their operations in maintaining their
comparative advantage and to regain competitiveness and help

establish a new generation of viable investments in the private sector

and service industries.

It 1s noteworthy to say that a sum of 30 million Dollars (N200 million)
has been set aside in 1989 to provide an alternative source of long
term financing for SME's that are under-capitalized and generally

nave less collateral’'s by wall of Equipment Leasing.

These "SME" schemes will contribute to the development of rural
areas where the industries are to be located. It will live up to its
objective of being designed to be a grassroots funding mechanism
Leasing i1s therefore likely to move from the large industrial projects in
the urban areas to grassroots small and medium scale industries in
the rural areas with substantial iocal raw materials. These schemes
will also trigger off an unpréoedented poom in what may be

considered as small-ticket leases and new players to meet the ever-



increasing demand for equipment leasing facilities. Lessors are also
likely to be art of the game more than sophisticated lessees are those

understand the art of the game more than ever before.

Export stimulation loan (ESL) 1s another policy embarked upon by
Federal Government. so that industries can expand their production
capacity to engage in export- especially to non-oil sector. This
programme is to increase export of commodities such as cocoa.
rubber and theyre by - products.

With the addition of 10% investment tax credit (ITC) currently been
enjoyed by lessors of agricultural plant and machinery, both parties

can work together to generate the much desired proceeds.

Our small scale farmers can  now afférd to lease simple farm
iInstruments to boost their production while lessors are structuring the
lease such that the rental will; fall due only in harvest seasons when
cash flow i1s most likely generated. Lease is known for its flexibility and
our farmers and exporters of non-oil products may do well 1o take

advantage of this development. -
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4.7.1 Equipment Lease Financing Under Structural Adjustment
Programme

The decline in the country’'s economy necessitated affective measures
to ‘revamp the economy. As such imposition of economic reforms
under Structural Adjustment Programme (SAP) were introduced by

the government

This programme deregulated impoﬂs by abolishing completely the
. Import licence system and established a foreign exchange marke:
(FEM) This effectively devalued the Naira and further deregulates
interest rates. promotion of non-oil exports and privatisation. No
doubt. these economic changes. created cash flow squeezes that led
our industries to be incapacitated in sustaining themselves. As 2
result. they opted for lease finan.cing alternative. This alternative has
emerged as the fastest growing financial instrument for capital

expenditure on plant machinery

A variety of factors are responsible for this new trend. Firstly. the
aboliton of the import licence scheme eased the equipment
acquisition process considerably. because of easier accessibility to
foreign exchange for the imbor‘tation of plant and machinery

Sécondly. the substantial depref:xatzon In the value of the Naira has



escalated the Naira cost of in;lported equipment by as much as 40%
relative to 1986 prices. This compelled inevitably many companies to
look for Bank finances: mainly Merchant Banks and this gave leasing
some boost. According to J. O OYETAN. “Since SAP commenced.

we have. therefore. witnessed several BIG TICKET

Another important factor which appears to have contributed to the
growth of leasing in the government's policy on import substitution.
With the banning on importation of some selected raw materials e.g.
barley and wheat. the affected industries like brewing. beverage. flour
milling and textiles were therefore forced to contemplate significant
capital investment. either to facilitate the conversion of existing plant

and machinery or to simply enable them process local substitutes.

At this juncture. the crucial suppertive role under “SAP” that Merchant
Banks give need not to be overliooked. this 1s because they provide
funds to companies that responded positively by investing
substantially in new plant and machinery. Additional incentives in form
of “Tax-holidays” and "Invesfment tax credit” should be granted to

both lessors and iessees.
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CHAPTER FIVE: SUMMARY. CONCLUSION AND
RECOMMENDATIONS

51 SUMMARY

Leasing as a method of business finance that provides the opportunity
of acquiring equipment for operational use without any substantial
cash outlay. was introduced into Nigeria in the 1960s. The NAL

Merchant Bank as the first of its kind in the country has been carrying

~ out leasing transaction since the sixties (1960s).

The government has played no less important role over the years
towards encouraging the dévelopment of the business. lts policy
measures in areas of credit squeeze promotion of the small and
medium scale enterprises. investment tax credit granted lessors on
agricultural equipment. granting the commercial Banks the permission
to participate in the leasing transactions among others. constitute
some impetus towards the growth and development of the leasing

business in the country.

The Merchant Banks dominates the business in the country: the
panks handie well over ninety percent of the leasing transactions.

Other lessors are the finance companies and some specialised

a2



technical companies and some specialized technical companies in the
business of equipment maintenance and services. The lessees are
found in various industrial establishments. a sizeable number of them
belonging to the manufacturing industries while other are in the

construction. printing and services industries.

Thé size of the leasing transaction 1s comparatively small inspite of
the fact that there are many merchant banks (well over 34) in the
country today. The leases that are arranged range from two years to
ten years in terms of their tenor. The transactions are mainly in favour
of finance lease arrangement as practiced by the Merchant Banks.
" The capital goods that are commonly available for lease are
construction equipment. computers. printing machines. motor

vehicles. generators. among others.

The bank further consolidated leadership role in lease financing by

increasing portfolio by 51% in the year, 1997



5.2 CONCLUSION

Equipment lease financing is an alternative forms of financing asset
acquisition through contractual agreement between lessor and lessee.
This contractual relationship determines the nature and terms of the
__contract. However, lease financing takes many form which include
operating lease. finance lease - sales and leased back and lastly

leveraged lease.

Lease - financing involves transaction between the lessor and lessee.
The lessors are Merchant and‘ Commercial Banks, Development
Companies. Institutional investors and Independent leasing
companies

The lessees include the manufacturing. transport and construction

Industries.

No doubt. Merchant Banks play a dorminant role in leasing industry,
because they make funds easily available to companies who seek an
alternative means to acquire capital resources. especially in this
current period of Structural adjus_tment Programme. where introduced
economic measures affect advérseiy the financial position of such

companies.
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With the establishment of Equipment Leasing Association of Nigeria
(ELAN). more advantages of Ieasé transaction came into light as such
become preferred option to assist acquisition by quite a number of our

industries

Equipment lease - financing though is a recent development in
business but it is an important financial tool that is contributing
- towards development of various sectors of the economy. by providing
additional source of finance. This results to some benefits. which

could be outlined as follows:

It ensures that funds secured are Invested in procuring

eguipment rather than put {o less productive sectors.

N

Leasing Increases competition among source of finance
(lessors) thus increasing the availability of funds.

3 Leasing allows the survival of industries that are in financial
Crisis. espeméliy with the government incentive of allowing the
lessor to enjoy capital allowance who passes it to the lessee In

form of reduced rents.



4 Equipment lease financing encourages to a lesser extent spring-
up of new industries and to a larger extent innovation among

existing industries.

wn

Lease financing techniques exposes both lessors and lessees
the whole idea behind the business, that in the long run benefits
the two parties and generally speaking, therefore it stimulates

the economy.

Lastly. chapter one of the projects discussed among other things the
concept of lease financing. Objectives are clearly stated. Chapter two
discussed the evolution and growth of leasing industry. the contractual
relationship of lessor and lessee. |leasing technigues and adhered
regulations and laws governing the entire business. Types of leases
are also discussed and the conditions that warrants the termination of
the contract. International Accomjntsng Standard Number 17 provides
accounting procedures for both lessor and lessee. Chapter three of

the research topic examined the research methodology.

Chapter four focussed on equipment lease financing in Nigeria as
such examined the local asset on lease and the percentage

committed to lease portfolio to different sectors of the economy. Lease



transaction of NAL Merchant Bank Plc was also examined. especially
its commitment to loan syndication unit. To create enough funds for
asset acquisition under current period of Structural Adjustment
Programme.

Lastly. Chapter five discussed on summary, conclusion and
recommendations suggested by the author in order to improve lease-
financing in the country. where various authorities could give

additional incentive to both lessors and lessees.

5.3 RECOMMENDATIONS

Since equipment lease financing has become an important financial
tool. some recommendations are therefore advanced under three

sections:

Section |

4737509

| Regulating Authorities

Regulating authorities involves the government or its agencies that
are responsible for directing or giving guidelines to factor affecting the
business.

1 First and foremost. the government stipulates that lessor can

only enjoy capital allowance after obtaining a certificate of



acceptance from the Inspectorate Division of Federal Ministry of
Industries (under the Industrial Inspectorate Act — 1971). This
should be totally abrogated. because of the delay that is
associated with the bureaucracy before obtaining the certificate.
The Federal Government of Nigeria should create a special law
relating to taxation in relation to leasing business. Such law
should make a clear distinction between types of leases. Under
operating lease, the lessee should be charged against the
income of a period. an amount that represents rental expenses
on the leased asset. While under finance lease. rentals payable
should be apportioned between the finance charge that should
be charged against income and capital employed.

The credit ceiling of 15% of the total asset of Merchant and
Commercial Banks being the maximum amount to be committed
{0 lease portfolio should be reviewed to read minimum. This is to
allow the banks to grant more funds to industries.

The guidelines of the Central Bank of Nigeria which stipulates
what percentage of the total loans and advances that should go
to preferred sectors is not sufficient enough to achieve desired
result. as such reviewed guidelines should include specifying the

amount to be devoted to:-

S



a. New venture projects
b Expansion projects

o Waorking capital

5 The Federal Government in form of investment tax credit should
introduce additional incentives, capital allowance and this should
be designed in such a way it will benefit both the lessor and
lessee.

Section Il

The Lessors and Lessees:

4
I

The lessors should try as much as possible to transact leasing
business with the end of the equipment. since the asset being
financed is primarily the security.

The lessors should not discr_iminate among the lessees so that
not only the giant multinationals will benefit but also the locally
small-scale incorporated eﬁterprises could also benefit.
Lessors should liberalize their policy of receiving advance
rentals immediately the agreement of leasing is signed. This

may tie down lessee’s working capital.



Section 1l

Equipment Leasing Association of Nigeria

The Equipment Leasing Association of Nigeria was established in
~ order to protect the interest of the members of the association as well
as to create lessors as well as lessees on lease financing. In view of

that | wish to make the following recommendations:

1 The association should establish a cordial relationship between
itself and the public and government. through making relevant
information available on leasing busin.ess that the government
may require considering in making appropriate laws.

2. The association should aiso try to analyse information and give
vital statistics to all the members and the public through print
outs. publications. periodical journals and pamphlets.

3 To open branches in all the 21 states of the federation who will
be responsible ton organise-seminar at local levels, so that the
public will become more enlightened on the lease finance

business



FOOTNOTES
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