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The Equipment Leasing Industry in Canada

FOREWORD

This paper summarizes events, players and the competitive circumstances in the
Equipment Leasing Market in Canada, the U.S. and select international markets.

As well, it attempts to appraise the conduct or strategy of individual firms in light
of competitive forces, within and external to their control. It does not undertake to
compile a listing of all market participants in the Canadian market and their products,
nor arrive at a precise figure for leasing volumes.

The Equipment Leasing market for this study is defined to include general forms
of equipment leased in Canada excluding automobiles and any consumer products that
have been rented or leased such as televisions, stereo equipment, telephones and tools.
In addition, aircraft and railcar leasing, and oil field and natural gas equipment are not
central to this report, but time permitting, they may be dealt with as an annex to main
body of the study.

Nevertheless, it is virtually impossible to isolate the industry segment and firms
that are general equipment lessors. Any given firm which leases computers, office
equipment and other forms of equipment may also lease automobiles. Consequently
some overlap is experienced.

Data and information sources upon which this study is based, are all of a public
nature having been assembled from numerous quarters, including electronic databases.

The author would like to extend his appreciation to the Equipment Lessors
Association of Canada for the cooperation that they have provided and especially to a
group of industry participants who gave of their valuable time to review the research
paper at an earlier draft. Valuable comments were also appreciated from a number of
collegues at ISTC. Nevertheless, any errors or omissions which remain, although
unintended, are the responsibility of the author.
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The Equipment Leasing Industry in Canada

INTRODUCTION

The Canadian Equipment
Leasing Industry appears to have
reached a cross-roads in its evolution. It
is undergoing extensive consolidation
and rationalization, the result of a
number of economic and regulatory
factors. Consequently, the time may be
especially appropriate to look
retrospectively at the industry and in
combination with an understanding of
the market forces that are the key
determinants of business success, arrive
at an informed judgement as to the
future prospects for the industry, its
participants and what options are
available to insure a profitable future.

The Canadian Equipment
Leasing Industry has been selected for
analysis for a number of reasons. First is
the substantial contribution that this
sector makes to the Service economy
and to Canada as a whole. As a
producer service, leasing is one element
of the fastest growing segment of the
Canadian service economy and industry
as a whole. The industry also represents
a nexus in which technological and
capital resources combine with human
capital in a productive environment,

The leasing industry offers firms
in Canada a critical competitive
alternative to more conventional
methods for the financing of capital
equipment. Equipment lessors service a
crucial niche in the industrial structure

of Canada and supply a vast pool of
funds for equipment purchase as a

supplement to more conservative

sources. They are multi-product firms
offering, in addition to various forms of
leases, the means to finance capital
equipment purchases on a short and long
term basis. These services to business
include mortgages, inventory financing,
time sales and loans. '

The financial alternative offered
by lessors in Canada can also be a
crucial determinant of the profit and
productivity of firms. Leasing equipment
may make productive equipment more
attainable for more firms and hence
increase the welfare of Canadians as a
whole through efficiency and productivity
gains. Leasing provides a competitive
alternative for the user of equipment
which emanates not from the ownership
of such equipment per se, rather from its
use. Attributes such as the flexibility of
terms, avoidance of obsolescence and
cash flow enhancement make leasing an
appealing alternative to either the
purchase or in-house financing of capital
equipment.

Business & Professional Services Directorate, ISTC
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Equipment Leasing - A World Perspective

PART I: A WORLD PERSPECTIVE ON EQUIPI\'IENT
LEASING

After twelve months of declining economic activity, the Canadian economy began
to slowly emerge from recession in April 1991. Re-emergence has been excruciatingly
slow in contrast to 1982 and some sectors of the economy continue to move ever lower.
In the U.S. the beginning of the recovery was also felt in the second quarter of 1991.

Yet while North America begins to slowly emerge from recession, a number of European
countries have yet to feel the impact of the downturn; other countries in Europe such as
the U.K. and Germany began to feel the economic pmch in 1991

Table I-1
GDP - billions
Canada uUsS. UK. Japan France
(C$1986)  (US$1987) (£1985) (¥1985) (Fr1980)
1988 492.6 4,714.6 403.1 365,823 3,317.2
1989 503.7 4,836.9 412.8 383,448 3,453.4
1990 Q1 507.3 4,880.8 418.1 394,893 3,528.1
Q2 504.3 4,900.3 421.1 402,980 3,521.1
Q3 501.8 4,903.3 416.1 405,800 3,538.7
Q4 497.3 4,855.1 412.0 409,798 3,536.5
1991 Q1 491.6 4,824.0 410.1 418,093 3,537.6
' Q2 498.5 4,840.7 407.2 421,004 3,557.8
Q3 499.3 4,862.7 408.1 423,053 3,597.7
Q4 499.3 4,868.0 407.7 422,859 3,601.1
1992 Q1 500.1 4,900.9 na na 3,638.5

Source: Statistics Canada Cat. 11-010, 15-001

Business & Professional Services Directorate, ISTC Page 2



Equipment Leasing - A World Perspective

Financial services and the type of business that offers these services are diverse.
Financial services are sometimes very large corporations that have a significant presence
in numerous international markets (e.g. American Express Corporation, General Electric
Financial Services, etc.). They may compete with commercial bankers, security firms and
insurance companies in domestic markets. For example, a world ranking of the 100
Jargest securities and diversified financial services firms' (ranked on assets) describes 16
of the top 30 firms as diversified financial services firms. This is suggestive of the
importance and success of hybrid financial services firms.

Leasing is one of the financial services offered increasingly by global players in
‘world capital markets dominated by large U.S., UK. and Japanese firms. Diversified
financial services firms which offer leasing as one of their services have been able to
make some inroads in the markets of financial institutions due to deregulation and
disintermediation of the 1980s. Some have been able to build on strengths in one
market segment to expand their scope in new markets.

, Table I1-2
World Capital Markets (US$, billion)

1989 1991
Loans 630 ' 559
Leasing 302 3427
Eurobonds 176 248 -
Euro-Commercial Paper 58 55
Medium Term Notes 19 46
-International Equities 9 24
Euronotes 13 - 4

* Estimate
Source: London Financial Group Global Report on Leasing

1 The ranking is published in a co-operative venture by Moody’s Investors Service and the United

Nations Centre on Transnational Corporations

Business & Professional Services Directorate, ISTC S - Page 3 .




Equipment Leasing - A World Perspective

Leasing occupies a major position in international capital markets (Table II-2).
Ieasing has grown rapidly in the past and continues its growth even in the face of
recession whereas the importance of most other instruments has declined.

Nevertheless, leasing may still be described as a collection of regional markets.
Each is, in effect, relatively closed to the extent that a physical presence by a would-be
global player is generally required. The triad of North America (principally the U.S.A.),
the European Economic Community and Asia (principally Japan) are the most important
of world leasing markets. :

The volume of leasing world-wide was reported to have stood at US$100 billion in
1983, doubling to US$200 billion in 1986.

WORLD LEASING MARKET SHARES 189S0
C(new leasing business, US$ billions)

North Amer lca
37.8%

- South Amer ica 0.6%
U Africot.2%
J Austraiia/N21.5%

Europe 35.5%

tease1d Source: World Lsasing Digest

Growth has since slowed and according to the London Financial Group’s global
leasing report, the world leasing market is expected to have reached the US$342 level in

Business & Professional Services Directorate, ISTC o : Co Page 4




Equipment Leasing - A World Perspective

1991. North America, more specifically the U.S. market, continues as the largest
geographical market for leasing, followed by Europe and Asia.

World leasing volumes continued on an upward trend in 1990 on the heels of
impressive growth rates in the two previous periods. In 1989-1990, volume increased by
almost 10% despite general economic recession. In the previous period, 11% growth was
experienced and in the 1987-1988 period, 21% growth in new leasing volume was
recorded.

Equipment leasing industries around the world are typically fragmented with the
cost of entry being relatively low. There are generally numerous small players and a
fringe of larger dominant firms. Supply and demand conditions for some products are
such that loose oligopolies are sustainable. Since most industrial equipment can be
easily leased or purchased, lessors vary in corporate structure from product
manufacturers and distributors to bank subsidiaries to independent financial services
firms. Offices and employment vary from the very small, three to five person branch-
office operations to the larger corporate offices of major corporate players.

Local leasing industries are still characterized by some degree and form of
regulation. Local tax laws and accounting rules may be quite different not to mention
the way in which the competitive environment is structured. Leasing markets in Japan,
Canada and even the U.S. are each subject to some form of bank regulation, but bank
involvement in the leasing market of each of these countries is substantial. The
regulation of banks while playing an important role in this regard is declining in many
countries.

Leasing however is more than just the purchase of a piece of equipment by a
lessor who in turns leases it to a lessee. Surrounding this core business function is a
number of other service organizations which assist in making the leasing industry a
global entity. Funders, for example, provide cash or make it their business to
accumulate it for investment purposes. These firms may be specialized syndicators of
deals or insurance firms, banks and trusts which have significant volumes of cash for
investment. In addition there are the brokers, a group of firms whose purpose it is to
bring together the lessor and lessee. Further, some firms specialize in the management

Business & Professional Services Directorate, ISTC - - ~ Page5




Equipment Leasing - A World Perspective

of asset portfolios for investors, assets which may be in a number of countries. The
extent of the development of this group of players is becoming more and more critical to
the core leasing industry’s development and penetration of capital forming investment.

Characteristic of many countries and the firms and individuals (i.e. lessors and
lessees) which are associated with the leasing business, is the degree to which they are
risk averse’ and their attitude toward operating principles and procedures (e.g. such as
their attitude toward the own-versus-lease decision). Where such attitudes have reduced
the penetration of leasing in capital investment, service and information are of critical
importance. In the leasing industry a high degree of personal service is required.

To these characteristics add a high degree of competition driving profitability
lower and the expansion of leasing activity internationally becomes less appealing to a
firm. Consequently, although regulatory barriers to entry to leasing have declined
substantially, the global expansion by foreign lessors into local markets has been low.

Lessors take on numerous corporate identities. Banks, insurance companies as
well as independent leasing companies offer leasing services. Many of the most highly
diversified financial services firms in the world are involved in leasing. U.S., Japanese,
British, French, as well as Canadian firms, have leasing subsidiaries of much larger
corporate structures.

General Electric Financial Services Inc. is the fourth largest diversified financial
services firm in the world (behind American Express Co., General Motors Acceptance
Co. and Salomon Inc. respectively) and a major leasing concern in many countries.

Union Francaise de Banque (UFB) Locabail is the leasing subsidiary of
Compagnie Bancaire, a US$32.6 billion (in assets) French financial services firm ranked
14th largest in the world. The firm had FF28.7 billion in leasing assets in 1988

Risk management is becoming a more complex affair. Numerous instruments exist to protect the
lessor from the financial risks implicit in a transaclion. However, non-financial risks such as those
associated with the operation of plant and equipment are becoming increasingly important, especially
those where the environment are concerned. Currently, lessors are seeking protection from such
repercussions through third party indemnities and lease contract indemnities.

Business & Professional Services Directorate, ISTC Page 6



Equipment Leasing - A World Perspective

representing 15.4% of the portfolio of assets. UFB Locabail finances capital equipment
purchases in most west European countries through numerous subsidiaries.

Nippon Shinpan Co. Ltd. (ranked 21st), with US$ 24.1 billion (35.22 trillion) in
total assets, is one of Japan’s largest general finance companies involved in leasing .
Leasing accounted for ¥316 million or 7.5% of the volume of new contracts in 1989.
The firm’s leasing concerns encompass a wide assortment of products including office
equipment, automobiles and industrial machinery. The company also provides lease
guarantees to major leasing companies throughout Japan.

Of the 100 largest diversified financial services firms in the world, Canadian firms
are well represented. For example, Trilon Financial is ranked 23™ on the strength of
US$22 billion in assets in 1988 and is represented by Triathlon Leasing in Canada;
Imasco Financial is ranked 25" with US$20.3 billion and is represented by CT Financial
Services.

Europe as a whole represented over 35% of leasing volumes in 1990. European
markets are increasingly accounting for a greater share of world volumes and are
presently only about 2% smaller than North America.

Markets

The U.K. leads Europe in new annual lease volumes. France is a close second
followed by Germany and Italy.

Machinery and industrial equipment constitute the largest share of equipment
lessor’s business in Europe followed by automobiles, computers and business machines,
commercial vehicles, ships, aircraft and rolling stock.

The European leasing industry is dominated by banks. The top ten lessors in
1991 in Europe, headed by Societe General of France, are listed in Table I-4 below. All
are leasing subsidiaries of leading European banks.

Business & Professional Services Directorate, ISTC Page 7




‘ Equipment Leasing - A World Perspective

Table I-3 .
LeaseEurope Members - New Assets Acquired, 1990
Assets - Assets -
National Growth %
Country Currencies $C 1989-90
| UK. 21.84 45.5 7.0
France 21.54 4.6 -6.8
Germany 21.45 155 36.5
Italy 2033 na 67.7
Spain 10.79 na -3.7

Source: World Leasing Digest

This situation, which is similar to the Canadian experience, is in contrast to the
U.S. where the finance houses of industrial and manufacturing companies dominate.

. Major European Players

The top 2 lessors in Europe both in terms of the value of their respective lease
portfolio and the cost of new equipment added are respectively the dominate firm of
their local market as well®.

Societe Generale, a French firm, was the number one lessor in Europe in 1991.
The firm was reported to be aggressive in acquisitions to diversify the company’s
portfolio in terms of both assets and geographical representation. The company is
significantly larger than the number two lessor in France, UFB Locabail (e.g. it was
198% larger by portfolio size and 112% larger on annual volume).

The leading lessor in the U.K., Lombard North Central (owned by the National
Westminster Bank), owed its dominant role to a major presence in vehicle leasing. The
company recorded after-tax profit of £22.6 million (C$47.1 million) in 1990 on sales of
£4.1 billion, down significantly from after-tax profits of £61.3 million in 1989 on sales of

*  Preliminary data released by Asset Finance & Leasing Digest for 1992 show that the top two firms

traded positions in 1992, Another player that did not appear in the 1991 listing, Credit Lyonnais,
ranked third. :

Business & Professional Services Directorate, ISTC Page 8



Equipment Leasing - A World Perspective

£4.3 billion. Barclay’s Mercantile Business Finance (BMBF) was the number two lessor
in the UK. ‘

Table I-4
Top European Lessors:
Cost of New Equipment Added (US$, M)

Firm (Country) 1991 | 1990
Societe Generale (France) 7,335 | 6,906
Lombard North Central plc (UK.) 6,411 | 5,867
Barclays Mercantile Business Finance | 3,565 | 4,433
(UK)

UFB Locabail (France) 3,450 | 3,400
KG Allgemeine Leasing Gmgh & Co. | 2,549 | 2,660
(Germany)

GEFA (Germany) 2,475 | 1,846
Forward Trust Group (U.K.) 2,455 | 1,694
CERA Lease NV (Belgium) 2,400 na
Locafrance Group (France) 2,195 | 1,758
NWS Bank plc (UK. 2,144 | 2,140
GE Capital (U.S.) 341 130
CIBC (Canada) - 325 175

Source: Asset Financing and leasing

The fifth largest lessor in Europe in 1991 based on the cost of new equipment
added (fourth ranked on portfolio) was Germany’s KG Allgemeine Leasing Gmgh & Co.
The firm specializes in big ticket transactions, primarily in real estate, aircraft and large
industrial equipment.

The German lessors GiEFA and Deutsché Immobilien Leasing are the second
largest lessors in Germany (sixth in Europe) based respectively on the volume of new
equipment leased in 1991 and portfolio size. GEFA specializes in cars and computers.

Business & Professional Services Directorate, ISTC Page 9
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The largest of the manufacturer-linked finance houses in Europe is Rank Xerox
Leasmg International, the sales aid lessor for Rank Xerox equlpment With subsidiaries
in thirtéen European countries, the firm had a $2.6 billion portfolioiin 1991 adding.
almost $1 billion a year in new equipment. Xerox Credit. Corporation on the other hand
is develop1ng Xerox’s European leasing activities in non-Xerox: :equipment. XCC
(Europe) is small in terms of portfolio size and new equlpment volume. The captlve
lessor of business equipment maker, Pitney Bowes, is also.a relatively large player:in
Europe In 1991 P1tney Bowes Finance plc based in the U.K: acqulred d;French
company to greatly 1ncrease annual equipment volumes and: the srze of 1ts portfolio.

The largest U S f1rm in the European leasing market appears to, be GE Capital.
The firm s reported to be aggressively pursuing a more favourable position. - GE Capltal
has . operatlons in seven European countries and intends to further expand its position in
Europe. GE acqulred Wang International Finance in 1990 to- bolster equipment volume
and portfolio size. In addltron, the U.S. firm specializing in computer leasing, Comdisco,
has made maJor gains in Europe. The firm doubled the size.of its lease” portfoho in 1991
from the prev10us year as leased equipment volume rose 22% ' -

The only Canadlan firm with a major presence in the - European leasmg market in
1991 was the Canadian Imperial Bank of Commerce. In 1991, ‘the-bank’s lease portfolio
was reported to have grown substantially from $385 million in 1990 to"$520 million and
the volume: of new equipment:leased rose from $175 million:to $325 nnlhon

a) JAPAN
Markets

The J apanese leasing industry was estimated at ¥9.1 trﬂhon in 1991 (C$77.6
billion*). Expectatlons for 1992 are for slower growth but for lease ‘contracts to reach
¥9.7 trillion. “Over the period:1985-1991 the value of lease contr _ ts:. of: member
compames of Japan Leasmg Association more than doubled.: o \

Despite the large magmtude of leasing volumes, new leasmg; annually constitutes a

i)

relat1ve1y small share of Japanese investment in private capltal In‘the 19805 this share

4 usmg the Bank of Canada piblished rate of 0.008524 $/Yen

Busiﬁess,i!’i PfofesStqna{, Services Dz'rect‘orate, »sTc. - - - I Page 10



Equipment Leasing - A World Perspective

rose dramatically from 4.1% in
1980 to 9.0% in 1990.

Information-related
equipment and office equipment
dominate the Japanese leasing
market (Table I-5). Together, lease
receivables for these two equipment
types constitute over 50% of annual
leasing volume.

Industrial machinery,
machine tools transportation and
medical equipment follow in
importance. Retailing and other
service equipment is a relatively
large product category as well.

Leasing accounts for a 22% market share of non-
‘bank lending in Japan -

LEASING IN JAPAN

Table I-5
Japanese - Market Share by
Equipment Type

Equipment Category
1990 1989

Information-related 40.2 43.2
Industrial 16.0 16.2
Retail & Services 123 10.8
Office 103 8.7
Machine Tools . 5 S
Transportation 54 49
Medical 2. 33
Other 75 74

Source: World Leasing Yearbook

Business & Professional Services Directorate, ISTC Page 11
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The fmance lease is the main-stay of Japanese leasing although firms are now
beginning to diversify into operating leases as well

Major Japanese Players
Subsidiaries of the large corporate groups in Japan dominate the Japanese leasing
industry. The Japanese industry is also characterized by a large group of small

independent lessors.

Table 1-6

Leading Lessors in Japan (¥ (US$) billion, 1992)

S A Lease
Firm (% leasing) Sales ' Profits - Assets
ORIX Corporation (59%) 625.9 (4.71) 496 (37 million) C 7978
JAPAN Leasing 620.1 (4.67) 445 (34.0) na
SHOWA Leasing 455.4 (3.43) 0.84 ( 6.0) na
SB General Leasing 4283 (3.22) 1.07 (8.0 na
IBJ Leasing - 3753 (2.82) 0.07 (0.5) . na
FUYO General Lease 349.0 (2.63) - 031 (24) - na
TOKYO Leasing (55%) 3462 (2.61) 093 (7.0) 4180
HITACHI Leasing 319.8 (2.41) 1.59  (12.0) " “na
DIAMOND Leas. (69%) 3129 (2.36) 0.88 (6.7) ' 4436 0 ¢
SUMITOMO Leas. (59%) 302.1 (2.27) 0.38 (29 3226 0

Source: Teikoku Databank

Leasing firms are widely held by industrial, financial and life insurance companies
and are generally diversified financial services prov1ders (e.g. installment credit, deferred
payment sales, lending and loan guarantees). There is limited foreign ownership of the
major firms in Japan while some firms such as Or1x and Dlamond Lease have an -
international presence.

b) NIES -
The relatively high rates of economic growth experienced by the newly

industrialized economies of Asia:are stimulating significant demand for leased
equipment. For example, in 1990, Korean leasing volume was estimated at US$ 4.7

Business & Professional Services Directorate, istc Page i2



Equipment Leasing - A World Perspective

billion, Hong Kong at US$ 3.7 billion and in Indonesia leasing volume of US$ 2.1 billion
‘was recorded. Buoyant economic growth in the near term is projected for these
countries with concomitant growth rates in leasing.

Markets

The North American leasing market is dominated by the U.S. On a cost of
equipment basis, the U.S. market was approximately US$120 billion in 1990 compared to
the Canadian market of approximately C$4.0 billion. The leasing market in North
America is dealt with in detail in what follows. The Canadian industry is first presented,
after which the U.S. industry is discussed but in less detail.

Business & Professional Services Directorate, ISTC . © Page 13




The Equipment Leasing Industry in Canada

PART II: EQUIPMENT LEASING IN CANADA

@) STAGE OF DEVELOPMENT
INTRODUCTION

The equipment leasing industry in Canada consists of a collection of firms
exhibiting a diversity of form, structure and strategy. Equ1pment lessors provide a
broader scope of services than is generally thought, services that go beyond the basic
leasing service and include a range of products upon which manufacturers, distributors
and the ultimate equipment user depend. More generally, equipment lessors are an
important pool of capital in Canada for equipment financing.

As a financial service, leasing came of age in the buoyant marketplace of the
1980s. Year-to-year increases in business activity, sometimes as high as 50%, were
experienced. However, the high rates of growth witnessed in the past combined with
changes in Canadian tax laws suggest that future growth may be less dramatic.

In the 1980s the profile of the Canadian leasing industry went through a number
of changes. As a result of modifications to the Bank Act in the early 1980s, numerous
firms began offering leasing services that had not done so previously. New participants
mainly in the form of Schedule B foreign banks entered the Canadian leasing market

“with the establishment of domestic subsidiaries. However, later in the 1980s many of

these new entrants as well as existing firms, began to refocus their business priorities.
The volume of demand in Canada, the economic environment and regulatory uncertainty

- stimulated industry consolidation and rationalization with the result that at the close of

the 1980s fewer players occupied the Canadian marketplace’.

In 1992, the Canadian industry is still well represented by foreign firms. However,
cross-border leasing (i.e. international trade in leasing services) and the globalization of
the industry in general, has not played a prominent role.

°  Annex I presents, inter alia, an account of mergers, acquisitions and exits in the leasing industry in

Canada in the latter half of the 1980s.

‘Business & Professional Services Directorate, ISTC =~~~ Pagé' 14




The Equipment Leasing Industry in Canada

In the future, some expect industry growth to be buoyant but less dramatic than in
the 1980s. The relatively low level of penetration of leasing in the Canadian market as a
share of investment in new equipment, while of current concern, is one avenue for
optimism. Nevertheless, firms will have to make further adjustments in the wake of the
1989 tax changes. With inflation now under control and lower interest rates expected for
some time in the future, a less uncertain business environment will provide a more stable
marketplace and opportunities for further adjustments and consolidation in the 1990s.

(ii) MARKET SIZE

The size of the equipment leasing market in Canada is obscured due to the way in
which leasing industry data are collected and reported. Both the number of firms and
employment by equipment lessors is not precisely known. The Equipment Lessors
Association however, reports that approximately 60 firms were on their membership list
in 1991. ,

The volume of leased equipment purchased in any given year (measured on a cost
of equipment basis) is a capital investment and consequently it is this annual total of
leased equipment that is required to appraise the extent of the market. However,
because leasing is also a financial transaction, leasing data is often reported on a asset
(receivable) and revenue (flow) basis.

The annual survey performed by Statistics Canada on the behalf of the Equipment
Lessors Association of Canada (ELAC), captures a major part of the industry.

According to the publication, Canadian Leasing Statistics, the cost of equipment
" purchased for lease in 1991 totalled $4.06 billion, a marginal increase over the 1990
value of $4.02 billion.

" Leasing (on a cost of equipment basis) as a share of Canadian corporate
investment in depreciable assets has increased over time and has been as high as 14% in
1987 (Table II-1).

Business & Professional Services Directorate, ISTC ' o Page’ls
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Table II-1
Leasing in Canada _ /
Cost of Equipment Purchased for Lease
Year- Share of
to-Year | Investment:
Equipment | Change | Depreciable
Cost ($000) % Assets®
o 1991 4,061,000 09 - na
b7 Oye 71990 | 4,024,000 2.0 125
g T IL
- ' 1989 | 4,107,724 -3.8 11.5
1988 | 4,271,119 18.8 134
1987 3,594,215 19.1 14.0
1986 3,017,485 | 16.9 12.5
1985 2,581,344 50.5 12.1
1984 1,711,423 - 9.1

Source: Statistics Canada,-I_SLAC

(iii) LEASING SERVICES

(a@) INTRODUCTION

Leasing, as opposed to a bank loan, a sales finance agreement, or a mortgage, is
an option for financing capital investments which has gained in appeal over time. An
equipment lease is a contractual means by which a firm may obtain the right to the use
of a:piece of machinery or equipment. In turn, the leasing market is a financial

Depreciable assets, as opposed to gross expenditures on machinery and equipment, are used

in this calculation for a number of reasons; first, to achieve consistency and comparability with

the practise followed in the U.S.; second, gross expenditures on machinery and equipment as they
appear in the National Income and Expenditure Accounts prepared by Statistics Canada represent a
statistical estimate of capital expenditures which are incurred by the entire universe of industrial
corporations in Canada. To compare a relatively narrow survey of equipment leased (at cost)

to the universe of investment in equipment seems less than satisfactory. Consequently the

practise used here will generate a larger share than observers are accustomed.
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mechanism by which firms with asset needs, lessees, can get together with other firms
capable of satisfying those needs, lessors’. A distinguishing feature of the leasing
market is the legal (ownership) and tax implications attached to the contract.

The potential market for
leasing firms 18 the annual Machinery & Equipment investment in Canada
investment in equipment by 31986, millions)

Canadian business. Figure 2 60000
presents the investment history
of Canadian industry and
government over the past 40000+t
decade. In 1991, investment in Business
machinery and equipment by
industry in Canada was $40.4
billion ($46.6 billion in 1989),
with an additional $3.3 billion
invested by government.

Government
60,000+ + o+ e e e e e e

30,000] « « - gl - - e

In the period 1980 to e e b e e o
1991, machinery and equipment
investment by industry grew at
an average annual rate of 5.5% Figure 2
(in inflation adjusted 1986
dollars). Although public
sector investment is significantly lower than business investment, public sector equipment
acquisitions grew much faster in the 1980s (10.5% annually). In comparison, real
aggregate economic activity measured by the gross domestic product of industry, grew at
an average annual rate of 2.7% in the same period. )

(b) LEASING INSTRUMENTS

Leasing services are offered in different forms analogous to the manner in which
products have different characteristics. In general, there are two main forms of leasing
instruments, the finance or capital lease and the operating lease. Variations on each
also exist. ,

7 T‘hroughout this paper, the leasing firm niay be referred to as either the lessor or the leasco.
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An operating lease generally has a short term and does not run for the duration
of the asset’s life. The operating lease also gives the lessee more flexibility and may be
cancelled or rewritten at any point in the term of the lease. The lessor on the other
hand is exposed to greater risk. Unable to make a profit in the short term of the
operatln% lease, the lessor must re-lease the product or otherwise profitably dispose of
the asset.

The capital or finance lease (aka full-payout leases) is a long term instrument
which generally matches the useful life of the asset. It is rigid in the eye of the lessee
insofar as it usually may not be cancelled. Over the term of the finance lease the lessor -
recoups his initial investment, any variable costs incurred and earns a profit.

Sale and leasebacks, leveraged leases and full-service leases are the principal
hybrids and variations of the two major lease forms.

The sale and leaseback can augment the working capital of a firm. The owner of
an asset may sell a (expensive) piece of equipment to a second party agreeing to
immediately lease it back from the purchaser.

Leveraged leasing can be quite complicated if numerous participants become
involved in the contract. It is a tax oriented finance lease usually associated with ‘big-
ticket’ items (e.g. aircraft, hydro-generators) that enables the lessor to obtain the entire
tax advantage of ownership (i.e. depreciation and investment tax credit) in return for
only a partial investment in the leased asset. In general, the lessor will borrow from a
third party (e.g. a bank, an insurance company or a pension fund) only enough of the
funds required to obtain the asset, perhaps 75-80 per cent, and thus leverage her
investment. The leveraged lease may have the added benefit of absolving the lessor -
from any responsibility for the discharge of indebtedness incurred to finance the
purchase of the leased asset. The lessee on the other hand may believe that better
overall terms can be negotiated.

Full-service or net leases simply impose the costs of maintenance, insurance, or

other services, on the lessor in addition to her financial responsibilities. The lessee
would in turn absorb additional costs through the lease payment. "

The disposal or sale of the used assets of lessors can at times give rise to a close association with
another industry whose function it is to do just that. Assets such as office furniture and computers
are remarketed through wholesale and resale channels by firms in this industry.
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There is also the useful distinction between a direct and indirect lease. A direct
lease represents 100 per cent financing by the lessor. Typically the lessee signs a
purchase agreement with the manufacturer and then arranges direct lease financing.
Once the lease contract becomes binding, the lessor may substitute her purchase request
for the lessee’s request with the manufacturer or simply assume the existing agreement.
When the leased asset is delivered to the lessee, the lessor pays the manufacturer of the
equipment and assumes title. In the case of an indirect lease, a bank for example
provides the necessary funds to acquire the equipment and secures the lessee’s signature
on a note, a security agreement and an assignment of rental fees. A leasing company
will service the agreement and the bank usually has little in servicing costs.

(c) LEADING PRODUCTS LEASED BY BUSINESS

Virtually anything can be leased. Firms tend to lease assets that either provide
for a support function (e.g. automobiles, telephones and computers) or a production
function (e.g. construction equipment and manufacturing machinery). The main issue
however is whether or not the equipment can be leased economically.

Table II-2 presents categories of products (including automobiles) which are most
frequently leased. '

In Canada, (passenger vehicles aside) equipment leasing in 1991 was dominated '
on a lease frequency by office furniture, fixtures and equipment (averaged over the past
two years, this category is larger than vehicle leasing). However there was a significant
downturn in the number of new leases added in 1991 for office equipment in comparison
to the previous year. Computer software and hardware and telecommunications
equipment are of comparable lease frequency but computers, in contrast to
telecommunications, posted an advance in 1991.

Of special note is the medical and health services group of equipment. Although
small in volume terms (in 1990, 202 leases were added in the year at a value of $44
million) the number and value of lease transactions in this group rose rapidly (in 1991,
627 leases were added at a value of $65 million).

(c) WHY A LEASE ?

The list of potential reasons for leasing can be extensive and will vary depending
upon the type of asset that is being leased. The major reasons for entering into a leasing
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agreement may be
summarized as follows:

- economy,
- flexibility,

- convenience,

- risk avoidance,
- necessity.

Tax implications
of leasing is addressed in
Part D of this section’

Reasons for not
leasing are generally
based on a perceived
cost advantage of
ownership or the actual
financial advantage
especially in a high
interest rate
environment.

.,

A particularly useful benefit emanating from leasing before the Federal budget of April 1989 was the
tax benefit arising from the treatment of the capital cost allowance. In some circumstances, a non-
tax paying lessee could transfer the CCA to a tax paying lessor in return for preferential terms. In
Canada, the amont of CCA that can be claimed by a lessor has been limited thus raising the cost of
a lease to a lessee. These changes have had the greatest impact on long term leases (e.g. 8 to 15
year leases) and leases on high CCA assets. The rules now preclude major sale and lease-back and
leveraged lease opportunities in Canada. Nevertheless the possibility may still arise to take
advantage of these mechanisms on tax-exempt equipment, For example, tax benefits may be
obtained by both a domestie lessor and a foreign lessee on third country equipment (e.g. railcars).
In a correctly structured deal involving these participants, it is still possible for the Canadian lessor
and foreign lessee to take advantage of depreciation allowances on the equipment in their respective
jurisdictions, ~

9
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() WHO ARE LESSORS & WHO
ARE LESSEES ?

A Lessee is potentially any
business. A lessee may be a firm with
a poorly performing balance sheet as
well as one with a strong balance
sheet. More realistically, any company
with a continuing capital equipment
need is an actual or potential lessee
and those firms in cyclical industries
are more likely than not to be a lessee
(for example, in 1990, Canadian air
carriers reported over $300 million in
operating equipment under capital
lease).

Lessors are a less
heterogeneous group and may be broadly grouped into four categories:

1) . financial institutions: included are Schedule I & II bank subsidiaries, trust
company subsidiaries, and other financial organizations such as merchant
. bankers and insurance companies;

2) independent leasing companies: these companies are associated neither
with banking institutions nor manufacturers;

3) captive leasing companies: captive lessors generally begin by assisting in the
marketing of the parent company’s product. It is not uncommon for these
entities to expand their activity- and provide additional leasing for non
-affiliated companies;

4) packagers and funders: these firms are middle-men such as brokers,
bringing not only the lessor and lessee together but as well, funders;
funders, generally banking institutions or insurance companies, provide
both equity and debt for larger transactions; other funding sources
such as pension funds and industrial development agencies may as well

_appear in a transaction; investors such as banks, trusts and insurance
companies may also purchase lease portfolios.
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Lessees

Supporting Players

Funders | -.——
(e.g. Lawyers)

Equipment

Lessors

Figure 3: Stylized Structure of the Equipment Leasing Market in Canada

Lease 7

In addition, lawyers may be present to repfesent the lessor and the lessee. -

(i) FINANCE (CAPITAL) LEASING

The finance or capital lease is the primary leasing service utilized in the Canadian
market. '

The Chartered banks, through their leasing subsidiaries, trust companies and
finance companies (i.e. Acceptance and Sales Finance companies) form a large element
of the market. Figure 4 traces leasing receivables of these major players since mid-1988.
At the beginning of the period shown in Figure 4, receivables totalled $5.6 billion. Lease
receivables consequently rose to a high of $7.3 billion in mid-1991 but then began falling
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due to the recessionary
pressures in Canada'®. The
value of leasing receivables for

Leasing Receivables by
Institution

this group as a whole has >

continued to fall through April
of 1992, 3,000

Market Shares

Whﬂe the ban_ks D000 f— v« rvcmmemmmrmmom e

continue to be dominant their L e
market share has been eroded. -~

April of 1992, the Trust and

mortgage group increased PP N T N Y

2,500 f v

T L Loaiel 1Y
..................... ! it
;-"----- ey
by

I 4

leasing receivables by over 50% duly 1988 Jan 1969

while the Finance companies
increased their leasing
receivables by almost 32%".,
In this period, the level of
Chartered bank leasing
receivables has declined
marginally.

lease19

Jan 1990 Jan 1991 Jan 1992

Source: Bork of Canada

Figure 4

Table II-4 provides a more disaggregated perspective on the finance lease market

segment in Canada.

~ Independent Finance Leasing companies constitute the largest element of the
industry. With almost 27% market share, these firms have experienced significant
growth in the last five years. The Schedule A chartered banks, through their
subsidiaries, controlled over about one-quarter of the Canadian market in 1990 or $2.6

10

Lease receivables are distinct assets reflecting the lessor’s net investment in the lease, that is the

lessor’s carrying value of the equipment. The receivable is reported at cost less accumulated
amortization for the period. The large drop in receivables exhibited by the chartered banks in
Figure 4 is due to the reclassification of CIBC'’s leasing operation after having merged with Norex.

11

Financial institutions, in addition to direct participation in leasing through a leasing subsidiary,

purchase lease portfolios for investment. This is thought to account for a large share of trust

company receivables.
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billion in lease receivables. Unlike the independents they have not experienced rapid
growth. Also of major significance are the Trust companies with 22% market share.
Trust company participation in the leasing market has grown rapidly in the last five
years. Financial Corporations (i.e. Acceptance corporations associated with retailer, car,
truck and farm equipment manufacturers and general acceptance corporations) possess
approxnnately 13% of the market based on finance lease recelvables and have been

experiencing relatively rapid growth.

Table I1-4
.Finance Leasing in Canada - Market Shares

Lease Receivables ($M)  Market Growth %

Type of Institution 1990 Quarter 111 Share % 1985-90
Independent Finance :
Leasing Companies 2,7135 26.5 51.9
Schedule A Banks 2,599.8 25.4 8.0 -
Trust Companies 2,305.6 22.5 25.8
Financial Corporations 1,307.7 128" 19.2
Schedule B Banks 774.1 7.6 1.6
Business Financing Corporations ~ 408.7 4.0 48.1
Mortgage Loan Companies 128.3 1.2 0.8
Total 10,237.7 100.0 17.7

Source: Statistics Canada Catalogue 61-006, Bank of Canada Review

The dominance of bank and near-bank institutions in this market segment
is readily apparent. Combined, Schedule A and B banks and Trust compames possessed
over 55% of the lease receivables in 1990. ‘ :

Growth and Market Share: A Sunimary

Figure 5 combines growth and market share of players in the capital lease market
on an institutional basis. The message conveyed by this figure is one of momentum of
the institutional groups. The relative market share for each institutional segment of the
financial lease market is indicated on the horizontal axis, historical growth on the vertical
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Growth
60%
| ind. FLC's
Business Financing
Corp.s
40% |-
Trustcod
20% |-
Financia! Corps.
B Sched. Af .
Sched, B Mortgage Loan
£ Corp.s
I I | | L ) Jﬁm@ 1 9

10X 0.1X

Relative Market Share

Lease15

Figure 5: Financial Leasing - Growth Share Matrix

axis, and the size of each group is indicated by the size of the circles™.
The more important information conveyed by this figure may be summarized as
follows. The Schedule A banks, dominant by virtue of their large relative market share,
have not been growing as fast as a number of other institutional types. In fact their
growth has been almost as low as Schedule B banks and Mortgage Loan Corporation.
Trustcos on the other hand, although close in size to the chartered bank subsidiaries
have experienced higher growth. However, it is the growth of non-bank financial leasing
corporations which is most noticeable and combined with their relatively large size,

All ‘bubble’ sizes are relative to the receivables of the leader segment; that is, if Schedule A banks
are given a size of 1 inch and Trustcos have 9% of the receivables of the banks, the Trustco bubble
would be 0.9 inches.

12
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combine to position them for what may amount to sizable market share gains in the near
future.

(ii) OPERATING LEASES

The extent of the operating lease market segment and associated activity carried
on in Canada, has not been accurately documented.

In general, operating leases may be written for products such as transportatlon
equlpment including commercial trucks, railcars and aircraft, but as well, computers,
copiers and other office equipment. Firms may write up to as much as 25% of their
business in the form of operating leases. A firm such as GE Capital Canada Inc. is a
major player in the operating lease segment and has more equlpment on operating lease
than invested in financing leases. :

Operating lease activity in Canada in 1991 was reported by Statistics Canada to
account for some 38% of the total market (on a net value of lease basis), up from 30%
in 1990. If in fact this is the case these proportions would significantly alter the level of
penetration of leasing in the Canadian market. Two players that have a presence in the
operating lease segment are presented below.

Table I1-5
Operating Lease Activity, 1991, $000
Revenues  Share of Equipment Share of Change
Firm Total atcost Assets  1990-91
GE Capital Canada 238,797 60.6% 938,481 - 35.6%  -8.9%
Grey\}est Financial 11,807 = 280% = 32,848 12.8% 116.8%

Services

Source: Annual Reports

¥ Equipment is measured at book value for this calculation

Business & Professional Services Directorate, sTc Pagé 26



The Equipment Leasing Industry in Canada

(iii) OTHER
CHARACTERISTICS OF THE
CANADIAN MARKET

Equipment lessors
provide a financial service to
firms that require the use of
equipment of one form or
another. This activity may be
pure, in the sense that only a
lease is provided or there may
be a bundling of activity (a
lease plus other responsibilities
such as maintenance or
portfolio management). Tax
treatment and interest rate risk
are two additional leasing
considerations. Table II-6
divides leasing activity in
Canada in terms of these
characteristics. The numbers
illustrate that in general, fixed
rate leases and leases that were written for tax considerations were preferred by the
Canadian market.

Historically, tax oriented leasing has dominated non-tax oriented leasing.
However, by 1980 non-tax oriented lease volumes had caught up and surpassed tax
oriented leasing only to fall back again in value terms by the end of the decade™.

Fixed rate leases have been preferred in the past to leases that have a floating
rate (Table II-6). Given the economic environment of the 1980s this comes as no great

" *Tax oriented leasing” is generally viewed as one whereby the lessor passes on a benefit to the lessee

in the form of reduced rentals. In the current context, a tax oriented lease is defined as one
whereby the lessor includes the rentals as income and claims the CCA as a deduction, Tax
oriented leasing in Canada, for the most part, did not and continues not to pass on pricing benefits
to the lessee. It has been suggested that at best 20% of current and historical annual volumes
result in pricing benefit to the lessee. This is one area of leasing in Canada that may benefit from
further study.
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surprise. With less onerous rates expected for some time in the future, there may be
some movement toward flexible rate financing, but with a stable business environment
one type or the other presents no significant benefit to either party to a lease.

Globalization of the Canadian market?

The Canadian leasing market exhibits an international flair. Although dominated
by domestic firms, the market is well represented by the subsidiaries of foreign :
corporations and banks. In addition, the Canadian market supports numerous captive
leascos of predominantly U.S. manufacturers. Consequently, foreign ownership of the
Canadian leasing industry is substantial. In 1991, 58.2% of the industry was minority
owned by foreign concerns (i.e. foreign ownership was less than or equal to 50% of the
corporation) the balance majority owned (i.e. 51% or more of the corporation was
foreign owned).

While foreign participation in the Canadian leasing industry is predominantly
from the U.S. (e.g. Schedule B banks, AT&T Capital and GE Capital) other countries
are present as well. Included are minority and wholly owned part1c1pants from France
the UK. and Japan.

Of late however, the exit of numerous foreign firms has been witnessed as
consolidation activity in the industry has continued. Prominent among the firms leavmg
the Canadian market have been the foreign bank leasing subsidiaries.

On the other hand, Canadian lessors have not been too successful in entering
foreign markets. Until its merger in 1991, CIBC Leasing was active not only in the U.S.
but in Europe as well. A number of other Canadian lessors (e.g. Greyvest Financial
Services, Confederation Leasing) have at least a small presence in the U.S.

Cross-Border Leasing

Cross-border leasing has not emerged as a major competitive tool of the Canadian
leasing industry. Cross-border leasing is not compatible with small ticket items due to
relatively high transactions costs. Therefore cross-border leasing will be economic for
large ticket transactions. However, due to the Canadian tax environment, large tlcket
leasing for tax purposes is not acceptable. '
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There are a number of competitive consequences for lessors in Canada. First,
cross-border leasing opportunities for Canadian lessors have been curtailed with the
result that an expertise may be lost by the industry. Due to the uneven playing field,
cross-border lease transactions involving a Canadian lessee will be carried out by foreign
lessors. In addition, this may eliminate profitable investment opportunities for Canadian
equity investors.

A recent example high-lites the predicament encountered by the Canadian leasing
industry. In 1992, Hydro Quebec entered into a leveraged lease using a O-FSC for four
turbine generators produced by GE in the U.S. and valued at $90 million. Advisors for
the deal included Capstar Partners (a U.S. arranger) for the lessee and Babcock and
Brown (another U.S. arranger) for the lessor. Equity (15% of the transaction) was
supplied by the Bank of New York and debt (85%) for the transaction by Confederation
Life. The lessee was represented by the law firm Lavery de Billy in Montreal.

This was a highly
sophisticated transaction
involving a U.S. Foreign Sales

. Provincial Distribution of Chartered Bank
fl:](;rlf)'iggf?)?r;ts(slgieng a(g)iCBi)otand Leasing Activity in Canada - 1992 Q1

. ? ($millions)
involving an aircraft. The
transaction however shut out a
Canadian lessor and drove
equity financing to the U.S.

Quobec 29.5%

Maritimes
4.M%

THE REGIONAL Ontario

PERSPECTIVE 40.2% BC/'Yu:: 7: NT
Leasing activity in

Canada, as reflected by , s

chartered bank leasing a0 3 | omee s ot canee

receivables, is concentrated
regionally in Ontario, Quebec

and British Columbia. Figure

II-6 presents the share of
chartered bank leasing

receivables on a geographical basis.

Figure 6
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EMPLOYMENT

The number of people employed in equipment leasing is not a well known
magnitude. An educated guess may place the number in the range of 3,000, including
leasmg professionals, marketing representatives and support staff.

Human resources in the equipment leasing industry play'a pivotal role in the
success of a business. This will become increasingly important in the future as the
leasing industry consolidates further. Sales people solicit business whether on an
individual lessee basis or by vendor and are key elements in retaining business at the
time of lease renewal. They provide the direct service that is fundamental to the leasmg
mdustry making one-on-one contact with vendors and lessees. :

. The quality of the service offered by the lessor is a key element in the success of
the firm as a whole. The knowledge and dependability of sales people is therefore
critical for securing and holding onto business and an 1mportant element of bulldmg a
defendable market position.

Nevertheless, a less than sausfactory arrangement exists in terms of the
professional qualifications of personnel in the mdustry, not in regard to the manner in
which they conduct their day-to-day business, but in terms of, on-going or up grading -
professional qualification and support from the flrms

(iv)y EXTERNAL FORCES
(a) INTRODUCTION

A number of regulatory and economic 1mpacts have 1nﬂuenced Equipment
Leasing markets in the last decade. These changes, in particular the tabling of the April
1989 budget by the Federal government of Canada and the introduction of the Goods -
and Services Tax on January 1, 1991, occurred very close together in time and had a
direct and negative impact on the mdustry There is now some concern in the mdustry
that the leasing environment in Canada is one of the most severe in the world..

In addition to changes in the regulatory framework, key business variables
normally associated with the business cycle have fluctuated widely. In particular, a
recessionary period in 1981-82 was followed by a high interest rate environment through
much of the latter part of the 1980s which in turn gave way to another recession in 1990.
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Such events constitute the external environment of the industry. The major factors which
influence the demand for equipment leasing services are:

* government regulation

* the business cycle

- economic growth
- interest rates

* capital investment

The decade of the 1980s has also been one of felatively rapid techndlogical
change in a number of product categories and most expect such innovation to continue
through the turn of the century.

(b) THE BUSINESS CYCLE

The leasing industry in Canada has matured rapidly since it emerged an economic
force in the 1960s. As the industry further matures, the business cycle will become even
more influential.

- Interest Rates

The cost of funding capital investments (i.e. interest charges) is a crucial decision
variable for business”. While leasing provides a substitute for other forms of bank
financing, each is nevertheless influenced by prevailing rates of interest.

' One of the perceived advantages of leasing equipment as opposed to other forms of financing,

is the cost advantage that it may confer upon the lessee. Cash is conserved by circumventing
the large downpayment required to make the equipment purchase. In addition, lease payments
may be more favourable to the lessee refative to alternative means of financing. The latter being
governed by the cost of money that prevails at any given time. As competition increases not
only between products (e.g. loans and leases) but among lessors as well, the cost of funds used
for financing equipment will become more important.
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Economic growth was relatively strong over the three year period 1987-89 (Figure
8). The economy rose to a peak in January of 1990 followed in November by the crest
of leasing receivables. ‘

- Business Investment ~

Capital investment in depreciable assets by industry in Canada has proceeded at a
relatively rapid pace. Total aggregate investment grew by 10% annually in the 1980-89
period (unadjusted for inflation). Table II-7 presents the value of investment by industry
in Canada over the period 1980-89 and the associated annual growth rates.

Capital expenditures by six of the fourteen industry groups in Table 5 rose faster
than total industrial expenditures. In particular, Oil and Gas Pipelines, Hotels and
Restaurants and the Wholesale Trade sector have been investing at the fastest pace
(however these industries do not have the highest volumes). ‘ ‘ Lo
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addition, high volume industries
may be expected to be a
potential market as well.

What may prove to be
an important future issue for
lessors is the distribution of Figure 8
capital investment among
industries in Canada in
comparison to the U.S. Manufacturing industries hold the largest share in Canada while
in the U.S. this sector’s share is about 10% less. As well, mining in Canada has over
10% market share compared to only 1.9% in the U.S. The transportation share in both
countries is approximately the same.

Other major differences occur for the Utilities sector and Services sector. In the
U.S., almost 45% of business investment occurs in the Commercial sectors and over 13%
by the Utilities sector. This is in contrast to Canada where Utilities have less than 2%
share and commerc1al sectors just under 15%.

'* On a highly aggregated basis such as the statistics presented in this section, the manufacturing sector

in Canada remains largest in terms of total investment spending, followed by the Communications
sector. For a firm wishing to adopt a clearer strategy in terms of product specialization, this is
hardly an interesting conclusion. Further work would be required to uncover which products pose
potential niche opportunities, over and above those products listed as the most popular today (Table
1I-1).
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Table 117

Canada: Capital Expenditures, Depreciable Assets by lndustry

(seasonally adjusted, millions of $)

Mining
Manufacturing
Construction
Pipelines
Transportation
Storage
Communications
Utilities

Gas Distribution
Retail Trade
Wholesale Trade
Hotels & Restaurants
Services to Bus. Management
Other Services

Total

Source: Statistics Canada 61-003

1980 1989
2,711 3,612
9,505 16,323
340 440
428 1,449
945 1,354
110 89
1,903 4,685
527 608
317 805
695 1,038
632 1,959
166 531
634 625
363 1,043
10,460 35,688

Note: Companies having $10 million or more in total assets

(c) THE REGULATORY FRAMEWORK IN CANADA

Share_

10.1
45.7
0.1
4.1
3.8

13.1
1.7
2.3
2.9
5.5
1.5
1.8
2.9

Growth % .
1980-89

3.2

6.0

2.9
13.6

4.0

24

10.0

1.6
10.4

45

12.6
12.9
-0.2

11.7 .

The Canadlan regulatory framework has had direct implications for bank and ,
near-bank establishments. All industry participants are naturally subject to Canadian tax

law.

o Tax Laws -

A number of taxation issues impact directly upon the leasing industry.
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The Large
Corporation Tax in Canada
levies a tax on the capital of
large corporations (0.2% of
the taxable capital employed
in a year). Financial
institutions are in general,
exempt from this tax.
However leasing
corporations (with taxable
capital in excess of $10
million) and which do not
use the equipment but rather
own it, are subject to the tax.

Specified Leasing
Property rules, introduced in
the Federal Budget of April
26, 1989, restrict the
available CCA deduction for
lessors by treating the lease
as a loan and the lease
payments as a blended
payment of interest and
principal.

Another important
factor is the half-year
convention. This allows the
owner of the asset to deduct
only one-half of CCA in the
year of acquisition.

- Further Implications: the
1989 Federal Budget

The 1989 budget

' LEVERAGED LEASING - the FSC
* some believe are _hatsh tax laws. Even in a .global context, tax- '
_driven leveraged leasmg has been driven out of almost every

_ tax-sensrtrve deals. . Only in Japan and the us, xs thls form of _

- corporate clients of especial credit worthiness, “In Japan the '

- leveraged lease by a U.S. company to a user-that is exther a.
- U.S. or foreign company The mvestor or lessor, .Organizes.a C

~ agreement. The lessor then borrows funds with whrch
. purchase the aircraft from the uUs. manufacturer

Large trcket tax—onented leveraged g by lessors in
Canada has all but been eliminated as a consequence of what

Hong Kong to Sweden have in turn closed the door on these

Europe, leveraged leasmg in combination wrth e
credrts can still be performed on atrcraft leases

The Japan Leveraged Lease (JLL) and the Foreign.
Sales Corporation (US-FSC) lease provide tax advantages fo

collapse of the Tokyo Stock market and the erosion.of :;
corporate profits have softened the demand for.in
the JLL.

- The U. S FSC whether in. the commrsslon or .
ownership form, is a form of subsrdy To qualify, a firm must- ,_
satxsfy certain organxzatronal, economrc and. management tests.

The Cornmxssron form (C—FSC), for example isa’:

then enter into a commission agreement and an agency

presented by the Federal government of Canada specifically addressed a ‘favourable tax
concession’ that had been aggressively pursued by a small minority of leasing firms. In
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particular, a lessee could transfer CCA associated with leased property to a lessor in
consideration for reduced lease payments. When the appropriate situation arose, the
lessor was permitted to defer taxes. The benefit of leasing to non-taxable firms in the
form of reduced costs of financing equipment in this manner was curtailed by revision to
the Income Tax Act. Abusive use of the system was however isolated and | any tax
advantage, past or current, obtained through leasing is a matter of timing"”.

The new rules now restrict the amount of CCA that may be claimed by a lessor in
respect of leased equipment whose term is greater than one year. The lessor can now
claim as CCA, only that amount repayable as principal had the lease been a loan with
the associated principal and interest payments.

The new rules not only removed a little used cost advantage for lessors, but
equally as important, added to the complexity of doing business (every type of asset must
be differentiated in order to calculate taxes, the appropriate 10 year government bond
rate must be identified for interest calculations) and confusion of industry participants
(certain interest payments became taxable; it was felt that a lease was being treated as a-
loan; changes to leases after a certain point would be treated as a new lease)™,

Some members in the Canadian leasing industry felt that with the new tax laws
the leasing market in Canada became the most regulated in the world. Nevertheless, the
new tax laws have had a number of implications on the economics of leasing in Canada,
the total effect of which remains to be determined. First, in the under $1 million
segment of the market, competition has intensified as a result of the exemption of this - _
group from the new tax laws. Competition will become more aggressive as well, simply’
because the majority of the Canadian business being written is in this bracket. With
some leases now being treated for all practical purposes as a loan, an advantage is
conferred upon bank and near-bank operations and subsidiaries who may be able to

17 1 essors can only defer some taxes and only to the extent that they are adding new leases and the
business is growing. With time or as a company’s portfolio begins to run off, income taxes become
payable. In the case of the lessee, CCA can be accelerated by expensing lease payments to some
extent, but once all lease payments have been made revenues generated by the equipment become
taxable. ‘Avoidance’ may be re-established only by replacing the equipment wnth new leased
equipment, whlch in turn is good for the economy.

**  Numerous exemptions exist to the new rules. Not.included were such operational assets as
computers, office equipment and furniture under $1 million in value; residential furniture and
appliances, automobiles and hght trucks, and trucks, tractors and trailers designed for highway use
Railway cars and vessel mooring space are also exempt as is any leased property valued under
$25,000.
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offer a loan as well as a lease more efficiently than an independent lessor. In addition,
cross-border leasing should increase as foreign firms not subject to the new Canadian
laws enter the domestic market and as domestic firms search for foreign market business
where Canadian laws will not affect them.

Amendments

While a number of amendments to the new tax laws have been made for the
transportation sector (e.g. in terms of increases in the capital consumption allowance on
large units), these changes promise nothing for lessors. In addition, Canadian air carriers
will no longer have to pay a withholding tax on any payments for aircraft leased from an
offshore lessor.

The latest Budget (February 1992), proposed increasing the capital cost allowance
rate for Class 39 manufacturing and processing machinery and equipment from 25% to
30%". This change has no direct benefit for lessors.

o Regulation of Bank Leasihg

The Bank Act (Bill C-19, December'9, .1991) and associated Financial Leasing
Corporation Regulations, effectively guide the involvement of banking institutions and
their subsidiaries, including trust companies, in the equipment leasing market.

While these institutions are barred from.certain segments of the equipment
leasing market in Canada (for example, consumer leasing and the automobile leasing
market), legislation provides that a financial institution may acquire a substantial
investment in a financial leasing corporation.

The rules also stipulate the degree of residual risk to which they may be exposed.
Bank-owned leasing companies may not take a residual value greater than 20% of the
cost of the equipment in any transaction.

Effective June 1, 1992, financial leasing companies came under the influence of a
new set of regulations which set out restrictions and limitations on their activities. As in
the case of the banks, a financial leasing company is also excluded from the car and

¥ Property eligible for Class 39 includes machinery and equipment to be used directly or‘ indirectly in
the manufacturing or processing of goods for sale or lease.
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truck market under 21 tonnes
but may be involved in the
financial leasing of personal
property. In doing so they must
protect against exclusive dealing
with a particular dealer.
Financial institutions are also
prohibited from full-service
leasing.

® THE GOODS AND
SERVICES TAX (GST)

The implementation by
the Government of Canada of
the Goods and Services tax
(GST) on January 1, 1991, for
the first time exposed some
financial services including
leasing, to a sales tax. Lessors

must now collect the 7% GST ¥ fore[gn ém,y chamctcnze ‘the.marke
on rental and purchase option . . numerous mergers and exits by mde_
payments for leases. The S f=1f to restrict awnswn : i
controversy created by the GST :

for the leasing industry centred |-~ property) 16 be deductible;
on double taxation. In the case || than half of the depreciati
of leases negotiated prior to "”.’,"; can deduct deprecic

mems cammensum
occur after 1990, the GST will
be collected at the same time
as will the FST, in effect,
doubling the tax load
(exceptions include, for
example, medical equipment
and automobiles).

In the future difficulties
may arise for the leasing industry as opposed to substitute fundmg via a regular loan,
since the latter are exempt from the GST. The lease\buy decision will not be affected
by the GST.




The Equipment Leasing Industry in Canada

(i) INTRODUCTION

Part C above addressed major macroeconomic variables that influence the leasing
industry in Canada. They represent economic forces that affect all firms in the industry
but also the ones for which firms have little or. no ability to change.

More importantly, the structure of an industry is the ultimate determinant of the
financial success of firms in an industry.

The current structure of the leasing industry, the participants, competition and the
tactics used, have been shaped by fundamental forces, an understanding of which may be
obtained through the answers to the following general questions:

- to what degree is entry into and exit from an industry prohibited;

- are substitute services a competitive alternative to those of the industry;

- can suppliers or buyers leverage their position; and

- - to what degree has competitive rivalry among industry players increased and in
what form(s) is it manifest? ‘ '

Answers to these questions characterize the structure of the leasing industry, they
will account for the success or profitability of industry participants and provide insights
into the competitive alternatives on which future or more profitable strategies may be

‘based.

(ii) BARRIERS TO ENTRY & EXIT

The single,-most dominant structural characteristic of the leasing industry is the
almost complete absence of entry and exit barriers. Most, if not all, of the textbook
forces which restrict entry into the industry are absent. Economies of scale, brand name
differentiation and the exclusionary force of distribution networks, to name a few, are

Business & Professional Services Directorate, ISTC I S Page 39




The Equipment Leasing Industry in Canada.

not of sufficient importance in the industry to keep aggressive new entrants out of the
market. At the same time the cost of exit from the industry is low.

In the past acquisition has been a major vehicle for entry into the mdustry In the
1970s and 1980s, the Canadian leasing market was inundated by the entry of affiliates of
foreign banks. By the late 1980s however, numerous exits were witnessed. Internal
merger and acquisition activity increased, and asset sell-offs and retrenchment from the
market rose as a result of the slowing of economic activity in combination with changes
in Canadian regulatory policy. Nevertheless, acquisitions by new players continued,
evidenced by the entry of Onex, SunLife and AT&T. '

ENTRY & ACCESS TO CAPITAL

A major factor which has kept entry barriers low is the relative ease with which a
lessors may obtain fundmg This is espec1a11y true if the parent firm is a player in an
adjacent financial service industry.

The largest of leasing firms raise capital through debt instruments and equity
issues made possible by the positive performance of the company and a competitive
return to shareholders and investors, Many lessors establish a (revolving) line of credit
with either a single financial institution or consortium of institutions. Unable to secure
the confidence of underwriters and private investors or without the benefit of integrated
operations they must borrow funds in the market, just as any consumer must do.

Leaseco subsidiaries of financial institutions generally obtain their funds directly from the
parent company subject to prevailing market rates.

Funding institutions (e.g. banks and insurance companies) are also available to
finance (debt and equity) larger transactions based on the individual credit risk.

The current state of capital markets in Canada pose a number of problems for
lessors. Not normally a major factor, capital is highly concentrated in Canada. In
economic times such as those currently being encountered alternative funding sources
are few. Banks, trust companies and insurance companies are experiencing performance
problems. Many are experiencing record losses as a result of portfolios swollen with bad
real estate investments and LDC loan losses. The result is tighter lending policies and it
is only those firms in the leasing industry with the hlghest quahty portfohos that will .

quahfy -
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Money is the major intermediate input in the production of leasing services and
the cost of money (borrowed to purchase equipment) constitutes the largest variable cost
of production. Table II-8 breaks out identifiable costs for a number of leasing firms.

Two leading lessors, Royal Bank Leasing and National Bank Leasing, exhibit
similarity in their cost structure; both interest expenses and operating expenses are
comparable. The other two, a highly focused lessor, Municipal Leasing, and a specialist,
predominantly in the operating lease market segment, GE Capital Canada, show
somewhat different cost profiles. Each incurs somewhat higher fixed costs of operating
but lower interest rate expenses. In the case of the latter, interest rate expenses are
supplemented by equipment costs for depreciation and amortization and together they
constitute a lower relative cost than for the two larger banking operations.

Table 11-8
The Cost Structure of Select Major Canadian Lessors, 1991
Shares in Total Cost, %

General Royal National

: Electric Bank Bank Municipal
Business Expense  Capital Leasing Leasing Leasing Commcorp
Interest - 42 80 79 68 70.8
Loan Loss . 5 2 8.9
Depreciation &
Amortization 34 1.3
Selling & )
Administration 24 20 16 30 19.0
(Operating)

Source: Annual Reports, communications

EXIT & THE LEASE PORTFOLIO

The quality of the lease portfolio is a major asset of the leasing firm. Leased
assets are easily valued, in good times as well as bad, and firms are quite willing to
purchase sound lease portfolios. In fact, from time to time many lessors sell-off a
portion of their portfolio to life insurance companies and trust companies. On the other
hand, exit may occur while maintaining the portfolio management function. For

Business & Professional Services Directorate, ‘ISTC ’ ' T Page 41




The Equipment Leasing Industry in Canada

example, AT&T’s entry into the Canadian market occurred through the purchase of First
City Trust. AT&T however did want the company’s portfolio and bought virtually
everything but the leases (i.e. the firm’s infra-structure) leaving them to First City to-
manage. Such considerations make it a relatively easy task to enter or exit the
equipment leasing industry. :

Nevertheless, niche market entry in the operating lease ségment may be
attenuated by the inherent risk but also due to the specialized know-how required to
deal with and dispose of residual values effectively. In the world of the higher risk
operating lease, the lessor must have the specialized knowledge for asset disposal, for it
is here that the lessor makes his profit. There are mechanisms to insure against residual
risk but the operating lessor must still be able to dispose of or re-lease the asset to make
money. This is one element of competition that makes the captive lessor competitive in
their niche. Who better to have specialized abilities and knowledge if it exists. '

- DIFFERENTIATION

- Differentiation of leasing services has had minimal impact in the leasing industry.
On the contrary, the standardization of lease services appears to be ongoing. The lease
is a generic concept analogous to a mortgage or a loan. Although the characteristics of -~
any given lease may differ, differentiation of the service along the lines of a Maytag
appliance, Kleenex tissue or Xerox copy, does not appear to be within reach. However
brand name development has been attempted by various players, directly in terms of the
lease and indirectly through the corporate identity.

Differentiation in terms of service however, can be a real competitive alternative.
Painstaking attention to the needs of the end-user and close analysis of the degrees of
freedom on both sides of the transaction can be exploited to heighten the awareness of
lessees, bring back repeat business and spread the word. It will, with almost certainty,
increase the bottom line. Differentiation, although not the answer to all the problems
of the industry, could make a difference at the firm level.

BARRIERS TO ENTRY: SUMMARY

While many aspects of the leasing business are important for generating higher
levels of profitability none are sufficient to preclude the entry of new firms. Firm ' size,
the quality of the asset portfolio, and lessor sophistication and experience, are all - '
important for the firm’s success, yet none have the singular nor aggregate qualities to
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preclude entry by aggressive firms. The more obvious vehicle for entry (and exit) at the
present point in time has been acquisition. - AT&T Finance’s acquisition of a major
player, First City Trust, exemplifies this, as does the merger of CIBC Leasing and Norex
to form Commcorp.

(v) THE LESSEES IN THE MARKET

There are a number of substitutes services for leasing. Consequently, the lessee
in the Canadian leasing market today, occupies a relatively strong position in the
lessee/lessor relationship. The ability of the lessee to leverage her position in regard to
the lease transaction (or at least shop it around) plays a role in determining the -
profitability of the lessor. Shifting trends in the industry over time have shown that this
need not be the case. A number of factors account for this situation and will guide the
future course of events.

- For the lessee there is a trade-off between leasing and various loan financing
instruments, as well as other forms of capital investment mechanisms. The selection of a
lease is determined by the cash position of a firm and the firm’s tax position as well as
the degree to which the lessor can beneficially structure terms for the lessee. As the cost
of equlpment rises and taxable income declines, tax flow consideration will dictate the
financing option chosen by the lessee. Many manufacturers today are driven to lower or
maintain their cost position and one way is to obtain the best financing deal on capital
equlpment Numerous substitute possibilities in this regard 1ncreases the degree of
leverage in favour of the lessee.

Table 11-9 presents the major instruments that constitute short-term business
borrowing and which are available to finance equipment purchases. As business debt
continues.to accumulate in Canada, it is clear that Canadian businesses use bank loans
as the preferred instrument for short-term borrowing. The share of lease receivables in.
total short-term business debt (unadjusted for seasonal variations) has changed little.
Prior to the recession in June of 1988 leasing’s share of total short term business credit
was 3.40%, 3.43% in June of 1989, and 3.38% and 3.46% in 1990 and 1991 respectively.

In addition, the demand for equipment in Canada and the choice of the method
of financing equipment is made among a relatively conservative business group which
may not be totally informed of (or understand) the benefits of leasing, they may not have
the confidence in the leasing industry or they may still be clinging to outmoded concepts
involving the separability between the ownership and the productivity of assets.
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Table I1-9 _
Short-Term Business Debt in Canada .
by Debt Instruments ($M, unadjusted)

Apr 1992
Mar
Feb

Jan 1992
Dec-
Nov -
Oct
Sept .
Aug
July
June
May
Apr
Mar
Feb

Jan 1991

Short-Term Leasing

Business
Credit

215,746

219,422
217,550

212,782
209,431
210,728
207,638
204,660
205,741
207,617
207,594

. 207,804

207,337
207,998

- 206,526

202,839

Receivables
6,649 3.08
6,658 3.03
6,718 3.09
6,800 3.20
6,825 3.26
6,821 3.24 -
7,294 3.51
7,262 3.55
7270 3.53
7,232 348
7,177 3.46
7,141 344
7,063 3.41
7,040 3.39
7,051 3.41
7,084  3.49

Source; Bank of Canada Review

Share %

Non-

Residential

Mortgages

63,541
63,305
63,111
62,664
61,735
61,072
60,895
60,637
60,273
59,821
59,648
59,332
59,002
58,806
58,840
59,104

Business Loans by:

Chartered Banks

115,856
119,930
118,547
114,190

- 111,782

114,024
111,023
108,684
110,215
112,329
112,362

112,754

112,419
113,204
111,924
108,106

Other

29,701
29,529

129,175

29,115

. 29,089
- 28,809

28,425
28,078
27,982
28,236
28,407
28,566
28,853
28,948

28,711
28,544

In one market segment in Canada, the tax exempt equipment segment, there are -
many lessors chasing relatively little business. This has had the effect of driving prices -
lower and increasing the pressure on spreads. In turn, the heightening of competition in
this market segment will force lessors to be more innovative and produce value-added -
services for the lessee. Competition will focus more on service in attempt to reduce the
bargaining strength of the lessee.

An uptick in the business cycle resultmg in higher equxprnent demand reduces the
ability of the lessee to deal. The lessor is likely to shave rnargms only sufficient enough -
to make the lease attractive relative to the loan. Spreads and prices will remain strong,
However, as economic forces drive the intensity. of competition higher, the lessee’s search
for preferable rates for financing or tax considerations will pit one lessor against another.
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More intense competition among lessors will continue as a result of the ongoing
- standardization of leases, options and sophistication of the lessee.

Ameliorating the bargaining strength of the lessee will be the evolution to fewer
and larger players in the industry. As the market continues to consolidate, fewer lessors
will mean fewer opportunities for lessees to leverage their position. This may reduce
competmon, strengthen the position of the lessor and halt the downward pressure on
prices and spreads.

(vi) EQUIPMENT VENDORS

" The equipment manufacturer and the retailer must move his product in the
market. One way of facilitating this is to offer it for lease as well as sale. The
manufacturer has a choice of how to do this: establish a leasing operation in-house or
deal with independent lessors either on a lessee-by-lessee basis or through vendor
programs. Many manufacturers have captive leasing subsidiaries (e.g. Xerox, Pitney
Bowes, Canon). Many of these firms were initiated to sell the parent’s product but later
branched out to offer a full line of leasing services. However there is some movement
away from the full service leasing at this time back to the specialization on the parent’s
product

Lessor/Vendor relationships may be established on an exclusive arm’s length basis
(e.g. GE Equipment Finance and Navistar trucks). Specialization on the part of the
lessor is traded off through discounts by the vendor to set up such a relationship to the
extent that mutual agreement ensures both parties an economic relationship.

A lessor or a number of lessors may also establish a relationship with the same
vendor. The success of any one lessor in such a case is how well he provides service to
the vendor.

N

(vii)” Distribution and Marketing

The branch-bank network provides bank leasing subsidiaries with a major
distribution advantage Nevertheless, this competitive advantage has not been sufficient
to foreclose against entry by firms into the leasmg market. One major reason is the
relative concentration of business in Canada in the more populated geographical centres.
Another reason is that banks are not permitted full participation in all segments of the
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market, including auto leasing, nor are they keen to participate in the writing of -
operating leases. Banking institutions are very conservative in their choice of lessee.

Nevertheless distribution, or the marketing of leasing services, is an important
element of competition for lessors. Numerous large institutions have in the past relied
upon passive marketing techniques while the sales force of small lessors have not been
sufficient to optimize leasing activity. The low level of direct marketing, the direct
contact of potential new clients, has been an important marketing tool, the lack of which
appears to have reduced the penetration of leasing in Canada.

In the highly competitive but large middle market, independent lessors must
actively solicit leasing business. An integrated operation makes the referral process
lucrative, but in most cases this is not possible. Consequently, sales people must
cultivate leads and win the confidence of vendors and lessees alike depending on the
type of equipment. The special service provided and the trust built up over time by a
lessor can be a formidable competitive force, so much so that under the right'
circumstances can pose an insurmountable obstacle and reduce the level of competition
for a product segment. '

Leasing also has the potential effect of capturing the lessee’s repeat business.
Repeat business due to technological change, business needs upgrading etc. is a large
element of leasing business. It is not uncommon for firms to purchase lease portfolios
expressly for this reason.

Marketing by small firms as well as large firms has been facilitated by the
cooperation with brokers. Vendor programmes are another way of writing increased
lease volumes. _ -

(viii) Current and Emerging Patterns of Competition
A significant amount of the leasing volume written in the Canadian market takes

place in the small and mid-ticket range of the market®, Consequently competition may
at times be fierce as numerous lessors bump head-long into one another.

Price competition is one of the most highly unstable forms of competition and

invariably leads to reduced levels of profitability. The spread or the difference bétween

®  The small equipment market may be defined as including equipment valued at under $50,000, while _

equipment in the $50,000 to $1 million range defines the mid-market.
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the cost of funds to the lessor and the mark-up to the lessee has been one of two major
foci of competition. In the small ticket market spreads have traditionally been somewhat
higher than in the mid-market due mostly to higher administration costs. Since the mid-
1980s spreads have deteriorated due to the general industry-wide increase in competition
and rising costs. Typically, small ticket spreads which were as high as 10.5% in 1985
have declined to about 6.5% by 1990. In the mid-ticket market, spreads declined less
dramatically from about 4% to 3.5%. This element of competition may just as easily
shift back again in the opposite direction as the recession draws to an end. Nevertheless,
if slower growth persists in the future, there will remain downward pressure.

Alternatively, the lessee may be able to deal on the price of the equipment, If
the lessor has the ability to purchase equipment in volume, discounts received from the
manufacturer can be passed along to the lessee.

" The leasing business in Canada is as well relatively concentrated geographically,
as major market centres are few. Specialization on a provincial basis as well as product
basis also has an impact in the Canadian market.

Due to the lack of differentiation in the service provided, competition, for the
most part, focuses on the lease spread, but as well on equipment prices. Some of the
major players, like the bank subsidiaries, compete on distribution services, with many
office locations throughout the country; others focus on geographically distinct areas or
specialize on a subset of products (e.g. computers, rail cars). Service competition is as
well manifest in professional yet personal dealing with lessees and vendors alike as well

as other services such as portfolio management (administering the lease assets of
funders).

The significance of service competition should not be underestimated. On a one-
on-one basis the service offered by a lessor can be a potent competitive weapon. Given
the generic nature of the leasing instrument, it becomes much more important that a
lessor understand the needs of the client, act skilfully and efficiently to secure the
equlpment required, yet know the time to separate the service from a partnership.
Similarly, in dealing with vendors, prompt professxonal service is required to initially gain
the confidence and business from the vendor and maintain it in the future.

The leasing industry is currently involved in a share game, a consequence of
declining growth prospects in the future. Growth is difficult and the problem has been
compounded by recession. For growth, acquisition appears tempting. It is clear that
lessor acquisitions are reducing the number of players in Canada at this time, but as the
market turns up, entry can just as quickly swell the ranks.
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(ix) SUMMARY: LEASING INDUSTRY STRUCTURE

The leasing business in Canada is characterized by a highly unstable industrial
structure, the result of low entry and exit barriers, a commodity-like product (the lease)
and the level of rivalry among the incumbents. There is some indication as well that
business investment decisions in Canada do not take into account the benefits of leasing
to the degree that might be expected. :

The rising intensity of price competition in the relatively small Canadian market
has put the squeeze on profitability, so much so that numerous players have left the
industry. Slow growth prospects have turned the market into a battle for market share
as the pace of merger and acquisition heats up. Nevertheless, industry consolidations
which will result in fewer players and a reduction in competitive pressures will have little
impact if, in the future, capacity returns as a result of on-going low entry barriers.

Consequently, the future of leasing in Canada will be determined by the structural
characteristics discussed to this point, and how individual firms adjust to them. '
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PART III: EQUIPMENT LEASING IN THE
UNITED STATES

Leasing has its roots in the U.S. Today the U.S. leasing market is the largest in
the world and a leader in new and innovative leasing services. Leasing has also
succeeded in penetrating the U.S economy to a much greater extent than in most other
industrialized nations. In 1991, due to the growth of leasing and reductions in capital
investment by industry, leasing is estimated to have captured approximately 34% of the
private non-residential investment in producer durable equipment. '

Table III-1
Equipment Leasing & Business Investment ($billions)
Cost of Equipment Fixed
Leased Investment Share %
1992 Forecast 128.9 402.7 - 32.0
1991 123.9° 360.9 34.3
1990 120.3 376.5 31.9
1989 122.4 374.8 32.7
|t 1988 112.7 363.4 310
1987 98.0 310.5 31.5
1986 85.0 2950 28.8
1985 78.7 289.7 27.2

*

- estimate
Source: Survey of Current Business and American Association of Equipment Lessors

The U.S. le—asing market was estimated at approximately $124 billion in 1991 with
approximately 800 lessors registered as members of the American Association of
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Equipment Lessors. Approximately 21% of lease volumes use tax-oriented leases in
which the lessor claims tax benefits associated with equipment ownership.

The equipment leasing market in the U.S. enjoyed significant growth over the
1980s as business further adopted leasing as an alternative to other forms of equipment
financing. However 1990 witnessed a decline in lease volumes as the economy prepared
for recession. ‘

The U.S. leasing market has matured significantly over the last decade. Firms are
manoeuvring in a number of ways to profit from a maturing industry. Emerging from
this transitional process will be with the ability to lease equipment anywhere in the
world.

As is the case in other world

driven by industrial investment in capital
equipment (Table III-3). Investment in
new plant and equipment in the U.S. is
dominated by the Commercial sectors
(including, the finance, insurance and real
estate industries, retail and wholesale
industries and service industries). The

new equipment investors as well with 35%
of the total activity.

Leasing has increasingly become a
commodity business in the U.S., especially
in the tax-oriented leasing segment and
the industry has come to realize that it’s
fortunes are now tied to the economic growth of the country. Little difference is
perceived among the services of lessors and lessees have become equally sophisticated.

One of the key reasons for the maturation of the U.S. leasing industry appears to
be the degree to which leasing has become accepted by business. This in turn has led to
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a highly saturated leasing market. ‘The lease has gained such acceptance in the
equipment acquisition process that businesses of all sizes acquiring equipment of many
varieties, have used the leasing option to help fund their business growth. It has been
estimated that 7 out of 10 businesses in the U.S. take advantage of leasing.

Table II1-3
Non-Farm Business Expenditure on New Plant and Equipment, 1991
($B, seasonally adjusted)

- Industry 1991 Share
Mining . 10.06 1.9
Manufacturing 34.7

Durable Goods 77.04 : 14.5
Nondurable Goods 107.27 20.2
Transportation ‘ 4.2
Railroad 5.84 1.1
Air - 9.84 1.9
Other - 6.50 1.2
Utilities 12.4
Electric 43.56 8.2
Gas & Other 22.42 o 4.2
Commercial & Other’ 247.44 46.7
Total 529.97 100.0

Source Federal Reserve Bulletin, March 1992; shares may not sum to the total due to rounding
Other includes Construction, wholesale & retail, fmance and insurance, personal and business services and
commumcatnons

Table III-4 presents the level of funds raiséd in various credit markets in the U.S.

With maturity and slower growth, intense competition has meant a tougher
environment in which to write lease business. This has caused many of the players in the
U.S. market to alter thexr strategy and adjust to fewer opportumtles to write lease
transactions.

Merger and acquisition activity continued into the 1990s as firms attempt to grow
by buying marketshare and position themselves advantageously. Competitive pressures
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are generally manifest on price and in the current environment this has meant that
margins are being driven downward. Nevertheless, some firms are attempting to
specialize and differentiate, in terms of specialty market niches (product markets and .
geographical markets) and for the service and value added offered.

Table 111-4
U.S. Credit Markets (US$, B)
Total Domestic Non-Financial Sector Net Borrowing

1988 1989 1990 1991
Equipment Leasing - 1127 1224 120.3 123.9
Corporate Bonds - 102.9 74.3 47.1 78.6
Commercial Mortgages 80.8 42.7 . 16.8 (6.0)
Bank Loans 39.8 39.9 1.1 (32.6)
Open Market Paper 11.9 214 9.7 (18.4)

Source: Federal Reserve Bulletin Vol. 78 Aug. 1992

In an attempt to stave-off the continuation of the maturation process, some firms
have been attempting to enhance their services while others are moving into adjacent
market segments. Keying on value added services, leasing services are being enhanced.
In the computer segment, the bundling of leasing with other services has been ongoing
for a number of years while in the healthcare segment, asset management is commonly
used as a tactical response.

The low cost firm requires volume business and can get that relatively quickly by
buying other firms. Reducing overhead, document standardization, sophisticated
computers and software are required to maintain the lead.

" At the other end of the scale are the small specialized firms who target
equipment niches. The resale or re-lease generates profits and-this can be only
accomplished profitably if residual values are predicted precisely.

Other firms-are choosing to differentiate élong value added lines.
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(i) THE MARKET

The finance lease dominates
the equipment leasing market in
the U.S. (Figure 9). Computer
equipment, leased on the basis of a
direct or single-investor finance
lease, accounted for 20% (on an
equipment cost basis) of that
market segment; office machines
were second followed by
construction equipment and

- aircraft.

Leveraged leasing occupies
a large-ticket niche for the
financing of such goods as
electrical-power generating

Direct

lease 10

' The Equipment Leasing Market Iin the U.S.
Type 'of Lease - 1930

Flnance Lease
72.9%

Operating Lease
12.0%° . .

Leveraged Lease

15.0%

Figure 9

equipment, railway rolling stock and aircraft.

Operating leases are
typically written for computers,
office machines and medical
equipment (Figure 10).

The markets, equipment
types and transaction sizes, in
which a lessor is involved, are
determined by the lessor’s ability
to compete profitably. One
important ingredient to compete
successfully is finding the personnel
to develop and market products in
a competitive environment. As
asset management has become
strategically more important, many
independent lessors are taking
advantage of specialization
available from an experienced well-
trained professional labour pool.

Construction Eaqulp

lease

Tne Equipment Leasing Market in the U.S.
Product Leased - 1990
Off ice Equip )

14, 8%

Computers 20.2%

10.6%

Alrcraft
8.7%

Office Machinesd.7%

Corputers 8.5%

Other

18.4% ¥ Other 10.7%

Electrical Power
4.4%

all

Figure 10
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Some areas of specialization where independents can develop the expertise to compete
with other independents and captives include medical and data processing equipment,
agricultural equipment, printing and telecommunications equipment.

The leasing market in the U.S. contains several layers of firms, the true extent of
which is clouded due to the variety of leasing arrangements and products leased. At the
top is a group of firms serving a nation-wide market and competing for large corporate
accounts. Below these are smaller leasing companies serving local and regional markets
and in competition with only a few firms. Table III-5 presents the top U.S. lessors.
These players account for over 25% of leasing volumes in the U.S. Captive leascos of
manufacturers are the largest of players. The banking institutions are noticeably absent
from this group.

Table I1I-5
Top Ten U.S. Lessors
(cost of equipment, USS$, B)

1991 1990
GE Capital Corp - 11.3 7.3
IBM Credit Corp 9.2 na
AT&T Capital Corp ' 3.8 3.7
Comdisco Inc 2.2 1.8
US Leasing Int’l Inc 2.0 2.0
Security Pacific Leasing Corp 1.8 1.9
CitiCorp N.A. Inc A 1.6 1.6
Bell Atlantic Tricon Leasing Corp 1.2 na
Concord Leasing Inc 1.2 1.2
Caterpillar Financial Services Corp 1.2 1.3
GATX Capital Corp 1.1 1.0

Pitney Bowes Credit Corp 1.1 1.1

Source: Asset Finance & Leasing Digest
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Competition is relatively
intense at all levels of the U.S.
leasing industry. Thisis
encouraged by the fact that
there are no significant
economies of scale, virtually all
costs are variable costs and the
service being sold is fairly
standardized with little latitude
for differentiation. In brief
there are is little or no barrier
to entry into the leasing
industry. :

One factor which tends
to heighten competition in the
industry is the number of
different firms that provide
leasing services. Leasing
services are offered by banks
and bank holding companies,
consortia of banks, pension
funds, insurance companies,
financial lessors, lease brokers,
and captive leasing companies.
According to the American
Association of Equipment
Lessors, independent
corporations which offer
financial services are the largest
corporate element in the
market based on membership.
This group is followed by the
banks. Captive lessors and
Financial advisors are third
with about equal market shares.
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(a) INDEPENDENT LESSORS

Unlike the commercial banks and thrifts, the independent lessor operates in an
unregulated marketplace, one whose scope may be national for the larger f1rms to niche
oriented regional or local markets of the smaller independents.

" An independent lessor in the U.S. market, is one which does not derive over 50%
of its business from a parent (this includes firms such as GE Capital). Insurance
companies, passively servicing the large ticket sector or participating on the debt side of -
the leveraged lease, are included here as well.

This group has been a major market force historically and currently occupies
approximately 49% of the U.S. market. This group has been largely responsible for the
general acceptance of vendor-oriented leasing and financing programmes that aid in the
sale of products. Many independents continue to concentrate on vendor programmes
soliciting major manufacturers or distributors.

Table 111-6
Business Credit of Domestic Finance Companies, 1990
Receivables Outstanding ($million)

Accounts Receivable

Outstanding Share, %
Total o 292,638 \ 100.0
Leasing 116,604 39.9
- Automobile 39,129 134 -

- Equipment 75,626 25.8

Pools of Securitized 1,849 . 0.6
Assets ' : '

Retail Financing 70,845 242
of Instalment Sales ’

Wholesale - . 55,883 19.1

Loans & Factored 22,475 7.7

Commercial accounts ' '

All Other Business Credit 26,784 9.2

Source: Board of Governors of the Federal Reserve System, Annual Statistical Digest 1990;
(shares may not sum to the total due to rounding)
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Finance companies in the U.S. are a major leasing power. Table III-6 presents
business lending by this group of firms illustrating that leasing, as opposed to other forms
of financing, is their major business. Automobiles constitute the main product leased
making up approximately one-third of lease receivable volume.

Ticket size is highly variable in this group, cutting across the small to large
transaction, Many lessors are now seeking niche opportunities as the market matures
and competition increases. Insurance company subsidiaries have moved from

| predonnnantly the large ticket transactions to fast-food financing in recent years. With

the increasing emphasis on operating leases, some independents are developing the
expertise or are working with partners to insure the ability to compete on residual values.

Independent leasing companies in the U.S. are facing greater pressures than most
of its bank and captive competitors. The most significant restriction is the avallablhty
and cost of funds required to grow.

(b) FINANCIAL INSTITUTIONS

Commercial banks in the U.S. penetrated the equipment leasing market in the
1960s followmg a history of cooperative arrangements with independent leasing
companies. The thousands of commercial banks and thrifts (savings banks and savings
and loan associations) currently constitute a large element of the U.S. leasing industry,
on a regional basis as well as in the larger money centres. While regulated, the financial
institutions have been given more opportunity to play a larger role in the U.S. leasing -
market. _

The Competitive Equality Bankmg Act (1987) pernutted banks the freedom to
offer more than just the traditional service of the full-payout lease and large ticket smgle
investor leases but few have ventured into the operating lease market.- This behaviour is
in keeping with the relatively passive profile presented by the banks and thrifts in the
past. :

Table III-7 presents lease financing receivables for commercial banks in the U.S.
There were 12,317 commercial banks in the U.S. in 1990 with lease receivables of almost
$38 billion. U.S. banks with foreign exposure dominated this institutional segment of the
leasmg market with approximately 73% market share. Foreign banks in the U.S. are a
minor component with an 11% share. Th1s aggregate group is relatively few in number
(232).
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4 Table III-7
Insured Commercial Bank Assets, 1990 ($million)

Lease Financing

Receivables Share

Total 37962 . 1000
Banks with Foreign Offices 31,798 83.8
Foreign 4,173 11.0
Domestic : 27,625 72.8
Banks with only Domestic Offices 6,164 16.2
Over 100 - ‘ 5,572 14.7
Under 100 592 _ 1.5

Source: Board of Governors of the Federal Reserve System, Annual Statistical Digest 1990;
shares may not sum to the total due to rounding

Banks with only a domestic operation constituted the lion share of the market in
terms of number but relatively little in terms of market share. As a whole this group
contributed only 16% market share. However those domestic banks with over 100 points
of sale had almost ten times the leasing volume as those with under 100 outlets.

The thrift institutions have historically focused upon consumer products but
legislation in 1981 made it possible for these companies to place up to 10% of their
assets in commercial lending or leasing contracts.

- In the past few years, bank leasing companies have found themselves increasingly
capital constrained in association with problem loans to less developed countries, non-
performing real estate investments and other highly leveraged transactions, Asa -
consequence many are reassessing their role in light of traditional banking activities.
Banks appear to be headed toward a more focused approach to the market, one which
may be limited to portfolio purchases. Most Savings and Loans were ordered to cease
equipment leasmg by regulatory agencies. -
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(c) CAPTIVES

In the 1970s more and more manufacturers and distributors saw value in creating
a subsidiary to develop leasing programmes and to provide the necessary support to
assist in the sale of the parent’s product. The successful captive leasing subsidiary could
increase revenue and cash flow by minimizing discounting, expanding sales volume,
maintaining account control by providing a wider range of services and generating
additional income.

The captive leascos’ market share, which has declined marginally in recent years is
thought to be approximately 10 per cent.

. Two types of captives can be differentiated: the finance subsidiary and the
‘warehouse’, basically an extension of the finance function of the parent. Their general
method of leasing is the simple sales-type lease.

Changes to accounting rules in the U.S. has endangered many of the captive
lessors. For reporting purposes, captives are now required to be included in a
consolidated financial statement of the parent. This may have significant ramifications
for the parent especially on the corporate return on assets and debt equity ratios and
consequently for credit rating and borrowing. In recent years some manufacturers have
sold off leasing and credit company subsidiaries; other manufacturers have been-
aggressively pursuing new business outside parent company products.

(d) ADVISORS

Investment banking firms, lease brokers, full-service advisors (including telephone
and electric utility subsidiaries), packagers, but as well other banks which have entered
the market testing the limits of the Glass Steageal Act, constitute the nucleus of the
financial advisor segment of the market. This segment of the market has become more
important in recent years and makes up about 10 per cent of the U.S. market.

Investment banking firms are the traditional advisors. They have long term
relationships with their clients and assist them in bringing various forms of financial .
investments to market. They may act as lessee advisors on large lease transactions and
have been a major participant in the leveraged lease segment of the lease market.

Brokers represent the lease transaction but do not represent either party. They
bring together the lessee and the lessor, acting as intermediary.
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Conditions are changing -
in this market segment as
competitive pressures mount.
More and more prospective
lessees are bringing a number
of potential advisors in to ‘bid’
for the right to bring the
transaction to the market rather
than simply awarding it to the
investment banker with whom
the lessee has had a
relationship.

This segment is typically
the creative element of leasing
and the advisors have been
busy developing new products
and entering the areas of
partnerships, real estate
leveraged leasing, leveraged
buy-outs, project finance,
double dips, FISC structures
and securitization.

In the future the
traditional advisors will meet
increasing competition from the
creative packagers with more
and more emphasis being
placed on research and
development of new services.
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@) Tax Law

In the 1980s, tax changes eliminated the investment tax credit (ITC) which lessors
had used in a variety of ways to obtain the economic benefits from leasing. In addition,
other tax deductions have been curtailed for both lessee and lessor. Some state and
local jurisdictions are also considering changes to their tax rules.

‘The elimination of the ITC in the U.S. effectively raised the cost of purchasing
new equipment by the amount of the ITC (10% in most cases). The higher cost of
replacing old equipment has caused some companies to defer new equipment purchases
thus slowing the rate of capital investment in the U.S. The consequences of the
elimination of the ITC have been significant in a number of ways and directly affect the
parties to the lease. In particular, used equipment values rose and existing leases are
being renewed at somewhat higher rental rates. In addition, existing equipment lease
portfolios increased in value.

However 1989 and 1990 saw numerous equipment leasing companies cease
engaging in the tax-oriented equipment leasing business after concluding that it was no
longer attractive as a tax shield without ITC and more accelerated depreciation. Others
curtailed leasing after fmdmg themselves unable to use depreciation tax benefits due to
AMT?, Other companies withdrew for financial accounting reasons or for other -
strategic business reasons. Most Savings and Loans were ordered to cease equlpment

leasing by regulatory agencies. N ;

A further tax change affected manufacturmg companies with large captive leascos.

. Under FAS 947, the liabilities of the captive leasco must now be consolidated onto the

balance sheet of the parent. In some instances a manufacturer. will consider such
activities to be inconsistent with the image they are trying to project to their shareholders

2 The Alternative Minimum Tax has increased the after-tax cost of acquiring equipment, thus

encouraging the growth of leasing. In particular capital-intensive companies which are subject to
AMT are finding their depreciation deductions reduced. The economic cost of leasing is
consequently attractive to these firms. .

2 The 1988 Statement of Financial Accounting Standards No. 94, "Consolidation of All Majority-
Owned Subsidiaries’, requires that previously unconsolidated financing subsidiaries will now be
consolidated and fully reported in the parent’s financial statements.
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and to the financial community. - They may consequently choose to discontinue, spin-off
or curtail such activities. o

In addition, the Forty % Rule affects lessors or owners of equipment who acquire
more than 40% of their equipment in the fourth quarter of the year. Under this
provision they are limited to a mid-quarter convention for purposes of claiming tax
depreciation on all equipment acquired during the year. The 40% rule has forced some
lessors to curtail their leasing activities during the fourth quarter thus reducing
competition among lessors bidding for fourth quarter deliveries.

At the state level, tax considerations also give certain companies benefits over
others due to the state in which they are incorporated. Lessors with the ability to shelter
state income tax such as in New York and California are able to offer more competitive
rates than those who cannot.

Tax changes in the U.S. have had other further far reaching consequences. In the
past, lessors had been forced to take on much of the tax indemnity risk (lessees refused
to take on the risk of future upward movements of the corporate tax rate). However the
exit of numerous players in the leasing market has created a short supply of leascos in
certain areas. This practise is now changing particularly where lessors are in short supply
due to foreign source rules.

BANK REGULATION

In 1987 the Competitive Equality Banking Act promised to make banks an even
more competitive force in the leasing market. This legislation permitted U.S. national
“banks the right to lease personal property up to 10 per cent of their portfolio but in
addition it relieved them of the strict residual value requirements (the 25 per cent
residual value position in any asset) imposed upon them at an earlier date. On the other
- hand, bank holding companies are more strictly regulated and are limited to a 20%
residual stake.

Most» investment banks have at present curtailed or even eliminated their leasing
activities apparently due to the decline of large energy-related transactions, low fees in
arranging aircraft leases and the general pressure of investment banks to reduce
overhead.
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Leasing services in the U.S. have matured and in this process more
standardization has evolved.

Equipment leasing is becoming a mature type of business. It is a characteristic of
mature businesses that they grow by capturing market share from competitors. One way
such a company can do this is by acquiring existing portfolios with the hope of retaining
the customer base. Growth however, may create certain economies in administration
thus spreading overhead and systems costs over a larger revenue base.

As well, the large and immediate tax benefit from the ITC in the past, was such-
that all parties to a transaction received significant economic benefit and did not
particularly begrudge the cost of legal and tax advice necessary to complete the
transaction, particularly if it became a capitalized cost. Today the empha515 is on.
standardization of documentation and tight cost control. :

Pressure on spreads and fees resulting from increased competition has-also
resulted in greater efforts to achieve cost control by both lessors and lessees in -
structuring lease transactions.

As leasing becomes more of a commodity price-driven service, the personnel
requirements of tax-driven leasing companies are changing. In the past, a large number
of lease packagers operated in the equipment finance market originating tax-driven
leases in competition with originators from large banks and finance companies doing
business for their own accounts. Changes in the tax laws have driven many of the
traditional banks and finance companies to the side-lines in the tax-oriented true lease -
business except the packagers. To a greater extent today than in the past, the large tax-:
oriented lessors are capital finance subsidiaries of Fortune 500 corporations-or utilities. -
These subsidiaries rely primarily on packagers for new business. Some of these
companies seem motivated primarily by gigantic tax-deduction appetites rather than
positive cash-flows through the lease terms. Leveraged debt service that exactly matches
lease payments has been a characteristic of many large lease transactions. This has
resulted in changes in the personnel requirements for companies engaged in the
equipment leasing business.

Today the lessors booking the business for their own account place emphasis on
technicians who can communicate with packagers and whose skills are centred on
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analysing, describing and documenting transactions. Today the packagers now include
the old line leasing companies and their marketing personnel. Those companies must
now employ syndicators to package and present transactions to investors as well as
originators able to find, structure and obtain mandates for syndication. They must be
able to cope with highly sophlstlcated lessees who understand lease products as well as
the. packagers

With the phasing out of transitional electrlc utility transactions eligible for rapid
depreciation and combined with the decline in the construction of new energy projects,
the average size of the future lease transactions will decline. Lessors must do a greater
number of lease transactions in order to meet volume targets. This is increasingly
bringing some of the larger lessors who have concentrated on very large deals in the plus
$100 million into the market for smaller deals, thus creating more competition for
smaller transactions.

Leasing which is in any form directed into tax benefits has become more of a
commodity service with fewer differences between lessor bids. The standardization of
lease contracts and documentation and analytical computer software for lease analysis
has reduced the number of opportunities to differentiate value-added services.
Consequently, lessors are finding it increasingly difficult to justify large service fees. Also
as a result, some large captive leasing companies have become volume driven in order to
maintain tax shelter targets.

Lessors are motivated to take larger residual risks in order to make lease pricing
more attractive.

Tax reform in the U.S. caused operating lease business to refocus their activity
from a tax-motivated perspective to one based on the economics of the marketplace.
Equipment generalists were forced to acquire equipment expertise, develop re-marketing
strategies and specialize in equipment and market niches. The focus of the operating
lessor changed from being lessee oriented to one which was equipment oriented with the
result that the leasing market became more efficient than it had been in the past.

Considerable energy is being expended to quahij the lease as an operating lease
for financial accounting purposes under the ‘90%’ test®. For a lessee, if a lease meets

2 According to Statement No. 13 of the Financial Accounting Standards Board, an operating lease

must meet the following criterion: their is no transfer of ownerslnp to the lessee at lease end; no
bargain purchase option is included in the lease; the lease term is for less than 75% of the economic
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one or more of four specified criteria, it is a capital lease, otherwise it is an operating
lease, and as such, may be removed from the lessee’s books. To obtain the best
possible deal for the client, lessors have adopted sophlstlcated yet user-fnendly computer
software to analyze potential lease beneflts

Lessors are offering longer lease terms to make pricing more attractive to lessees. -
For the lessor, this alternative to the shorter term and larger residual risk, also provides
a benefit. :

Lessors have come under competitive pressures to offer fixed-price purchase
options mid-term purchase options, evergreen renewals and wintergreen renewal options
in an attempt to reduce the problem of estimating re51dua1 value at the outset of the
lease. : - '

Some lessors have had success including event-risk coverage to the extent that if
the credit of the lessee changes significantly, the pricing will change. -

Single investor leases are now more commonly written for larger amounts than in-
the past. *

Companies which dealt fairly exclusively in leveraged leasing in the past are
finding direct leasing attractive because of the larger cash returns on the larger
investments in single-investor (non-leveraged ) leases. In addition, some major lessors
are beginning to offer aggressive short-term, less than full-payout leases in an effort to
compete and open new markets.

Fee Structures

Lease brokers have been the leaders in developing new and imaginative lease
structures, some of which involve extensive tax and legal research. Increased competition
has been putting pressure on fee incomes with the result that some lease brokers can no-
longer easily afford to pay for such services.

life of the equxpment and the present value of the minimum lease payments at the beginning of the
lease term is less than or equal to the fair market value of the equipment at the begmmng of the
lease.
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To this end, there have been some recent suggestions that under such
circumstances law firms might be willing to provide tax and legal research on a larger-
than-usual contingent success fee (or percentage of the broker’s fee) basis; another
approach (for affluent brokers) would be to pay a minimum hourly rate with a large
contingent success fee. Putting the legal services for a particular transaction up for bid
through the use of a kind of an offering memorandum circulated to several law firms has
also been considered. ' '

ADDITIONAL NEW TRENDS

Several leasing
companies have been successful
in establishing, supplying and
managing equipment-income
funds which are sold as limited
partnership units in public
offerings. Investment banks
with retail organizations have
encouraged the formation of
such funds in order to satisfy
the appetite of individual
investors who formerly invested
in pure tax shelter limited
partnerships.

Since the sale and
leaseback of used equipment as
well as new equipment are
eligible for fund investment,
these funds have become an
important source of capital for
lessees. Thus far such funds
have largely confined their
activities to equipment such as
aircraft, computers and
transportation equipment.
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Some of the large captive finance companies have expanded into vendor leasing

as their appetite for true leases diminished. Vendor leasing requires a substantial

investment in software, and building a niche in vendor leasing is an ambitious endeavour.

Some leasing companies have begun to seek out and develop new products which
involve financial engineering, off-balance sheet financing and recycling tax benefits.

Project financing is a relatively new product which involves the financing of a
particular economic enterprise in which lenders are satisfied to look initially to the cash
flow as the source of funds from which debt will be repaid. As a practical matter, a
project financing from a lender’s standpoint must have a viable exit strategy which will
produce repayment in the event the project loan is not repaid from the dedicated cash
flows. '

Correctly structured, project financing of equipment can be a profitable activity
for leasing companies. Co-generation plants or waste-to-energy facilities are likely
candidates. However, lessors seeking diversification into non-tax-oriented equipment
financing are approaching this product cautiously because of the technical skills usually
required to structure a successful project financing.
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PART IV: STRATEGIC OPTIONS

A number of factors suggest that the Canadian leasing industry might be more
competitively situated. Both in relation to the economy as a whole and in comparison
with the world leasing industry leader, the U.S,, these factors account for the lack of
penetration in the Canadian economy of equipment leasing.

> The nature and structure of capital investment in depreciable assets in Canada
differs significantly from that in the U.S. economy.

The level of capital investment in Canada relative to the U.S. is low (a ratio of
1/12). In addition, the structure of capital investment in Canada is quite different than
in the U.S. Noticeable are the differences in the share of capital investment contributed
by the mining sectors, utilities sectors and commercial services sectors. In Canada,
mining has a large share relative to the U.S.; the utilities share is low, as is the
commercial services sector. '

If in fact, the latter two sectors are relatively intensive leasing industries and the
former relatively low, then some explanation for the relatively low penetration of leasing
in the Canadian economy may be accounted for by the pattern of equipment investment.

{

> Leasing constitutes a small share of business credit in Canada; bank loans are
used intensively.

This fact is suggestive of a number of issues. The first is in regard to the nature
and competitive strategy followed by the banking fraternity as a whole. Bank leascos
appear to have attained a dominance in the Canadian market as a result of early
involvement in the growth of the industry and not through aggressive marketing. Also,
the majority of the banks in Canada appear to offer leasing services more to round out
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their product line rather than as a real competitive alternative. Due to their traditionally |
conservative lending policies, potential leasing business may be channelled _]llSt as easily
into business loans.

Banking estabﬁshménts with almost $6 billion of lease receivables in January 1992
appear to have a proportionately larger role in Canada than in the U.S., where all
commercial banks controlled approximately $31 billion in lease recievables in December,
1991.

Second, a conservative corporate establishment in Canada appear less interested
in using the leasing option, perhaps because they are clinging to antiquated beliefs that a
firm must own the asset to be productive or alternatively because the marketing effort on
the part of leasing firms is 1nsuff1c1ent to convince the decision-makers of the benefits
from leasing.

Each of these issues is sufficient to explain some of the lack of success and

penetration of leasing in the Canadian economy.

> Tax changes have tilted the playihg field to the disadvantage of the Canadian
leasing industry.

Some Canadian lessors still have large jet aircraft on their books from deals prior |
to 1989. Currently however, should a Canadian air carrier want to lease a large aircraft |
they would be forced to deal with a foreign lessor. Further, as the variety of cross-

border leased equipment increases (e.g. hydro-electric gas turbines, railroad rolling stock

etc.) the industry will put at a greater competitive disadvantage. .

In the case of the two high profile trading initiatives agfeed upon by goverhments
of North American countries, the FTA and the NAFTA, the Canadian leasing industry is
not well positioned.

The U.S. (and Japan) subsidize domestically produced goods by permitting tax
benefits to flow from' cross-border leveraged leases. In addition both the U.S. and
Mexico have more favourable tax regimes than Canada for leasmg These facts place
Canadian lessors at a competitive disadvantage in a NAFTA environment. As barriers .
to trade recede (e.g. establishment, withholding taxes) in North America, U.S. firms in
particular may move increasingly to command first, the top points of the Canadlan
market and slowly work their way to control all price segments.
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> Major financial services institutions in Canada have come under increasing
competitive pressures in the 1980s and may soon have to refocus on their core
business;

The major Canadian chartered banks through their subsidiaries are a dominant
presence in the leasing industry. With approximately $6 billion of a market total $11
billion of lease receivables, the bank and near-bank institutions have a dominant position
in the market. This is significantly higher than in the U.S.

This scenario may be about to change. With continued deregulation, saturation
levels of banking entities, and higher levels of competition in a relatively small market,
some rethinking of institutional priorities appears imminent. Leasing does not constitute
a major business of most of the Canadian banks (in terms of revenues and income) and
rationalization of activities may be expected, away from pure leasing to funding projects.
With the replacement of the banks with more aggressive and entrepreneurial firms whose
business is leasing, some further market penetration may be expected.

Much of the Canadian equipment leasing industry is domestically controlled
Many of the larger manufacturing firms are foreign owned or controlled Cross-border
leasing has not-emerged as a form of competition.

In the future, this may as well change. As product producing industries become
more global and concentrated, vendor/lessor alliances will form whereby lessors follow
the global expansion of the manufacturer. Insofar as many large manufacturers in
Canada are branch plants of U.S. corporations, this may adversely impact upon Canadian
lessors. In addition, cross-border leasing may increasingly become important as business
become more familiar with the FTA and NAFTA. This may as well have adverse affects
on Canadian lessors. '

> Lessors in Canada do not appear to be as ihnovative, entrepreneurial or prepared
to deal with risk as lessors in the U.S.

Expanded use of the operating lease and the associated re- marketiog of residual
values for profit and the funding of specnahzed equipment are areas which help to
account for a larger profile of leasing in the U.S.

The business of turning debt into fixed income securities in the U.S. is big
business. Computer leases were the first non-mortgage receivable to be securitized and
the market is now testing office and medical equipment leases. While some activity is
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taking place in this regard in Canada there appears room for an expansion of
securitizations.

Investment funds, especially for large projects and innovative financing in general
are highly concentrated in Canada. To counter this fact, the leasing industry will have to
raise funds in more creative ways from different sources and depend less on the banking
institutions. A strategic alliance between lessor and funder is one of these ways.

> The level of penetration of leasing in the Canadian economy is not accurately
reflected in the current statistical profile of the industry.

Estimates of the penetration of leasing in Canada vary from measure to measure.
There are a number of reasons to suggest that the level of penetration of leasing in
Canada is in fact somewhat higher than currently thought.

First, most countries include equipment in their estimates of the leasing market
that in Canada are included elsewhere in leasing estimates. For example, automobile
leasing is commonly included in foreign estimates but are not included in the Canadian
survey. :

Second, comparing the annual cost of equipment leased to the total investment in
machinery and equipment understates penetration. Leasing is more accurately compared
to depreciable assets. -

Survey data collected by Statistics Canada for ELAC, by definition, does not
capture the general equipment leasing universe. It is clear from Table A-I that leasing
accounts for a greater share of equipment investment in Canada than is currently
thought (the total of lease receivables for the twelve firms in Table A-I is $5.7 billion).

These issues suggest that the penetration of equipment leasing in Canada must be
higher and may in fact be as high as 20%.
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To build and defend a position in the marketplace and to ultimately improve the
profitability of a business, a firm must formulate a comprehensive plan of where it would
like to be in the future and how it intends to get there, taking into consideration the
critical economic forces that are key to success in the industry.

Corporate strategy must address a number of the key issues identified in Part II
above. Indeed, corporate strategy must necessarily consist of a number of sub-strategies.
It must be comprehensive and include among other things, defining the market
segment(s) in which the firm wishes to compete (products and price points), the
geographical extent (national or regional), how it intends to grow and the degree of and
characteristics of the services offered. .

Strategic Alternatives

Following, a number of the key issues for industrial strategy in the Canadian
equipment leasing industry are discussed. Key issues vary between firms and the industry
as a whole (represented by the association). : - SR

. A defendable and profitable position may be built by developing a strétegy‘Which '
takes into account the key economic forces which determine success in the leasing
industry. ' S o

Among these forces, two factors that are of major significance for the success of
leasing firms are:

. product focus

. distribution services
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No element of business strategy stands alone and such is the case with the two
factors identified above. Variable degrees of product focus has been a successful
strategy for numerous Canadian lessors. Distribution services have also been a key
strategic tool to separate players and market segments in the Canadian leasing industry.

(i) DISTRIBUTION SERVICES

A major consideration for strategy formulation in the equipment leasing industry
is distribution services.

The nature of leasing services is such that they require a firm establish a local
presence (i.e. transportation costs are high), that business is conducted on a highly
personal basis, and that leasing representatives be competent, motivated and well trained
professionals.

a. ESTABLISHMENT
- in a broadly based market:

- To be one of the leading players in either the small or middle markets a lessor
must establish numerous (branch) offices in the more industrialized centres.

The successful banking institutions are illustrative of the success that can be
enjoyed by having a broad based presence in the major industrial centres in Canada.
These institutions also benefit from a system of referrals from one segment of an

“integrated operation to another, in addition to benefitting from the ease of obtaining
funds. In much the same way, Commcorp will now benefit from its association with the
CIBC, acting as the ‘leasing arm’ of the bank and receiving referral business. Trust

* companies have as well benefitted in this way and now insurance companies appear

poised to establish a greater presence in the leasing market by taking advantage of their
network of offices.

Nevertheless, smaller operations in this market segment may also be profitable,
but without the point of sale contacts it is unlikely that such firms can generate
significant new volumes. - These firms become prime candidates for take-over by larger
players in times such as those now being experienced.
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- in a focused market segment:

A firm which has an established market presence in a narrow or single product
market segment may be a formidable opponent to overcome. By concentrating on a
homogenous group within a much larger market and efficiently meeting their needs can
reduce the competition that the firm faces and increase profitability. Defending against
entry into this market segment can be successful.

In equipment leasing the particular market segment would be characterized by
few (one or two) suppliers or vendors, and (relatively) few lessees. An attempted entry
into such a market would cost the entrant sngmflcant resources.

One way avenue for potential entry is to attract and retram personnel whlch have
been established in a related industry. For example, breaking into a local dental
equipment market may be facilitated by retraining someone who has been a supplier to
dentists or somehow connected in a vendor capacity and consequently is well known and
knows the market well.

b. PERSONNEL

Complementmg the requirement for multiple establishments in the market place
is the role of leasing personnel. : :

Leasing is a labour intensive financial service, one for which an increasing level of
knowledge, service and professional contact is required (even though the leasing _
instrument itself has become highly standardized) Selling skills and customer service
can add value to the firm’s basic service, generatmg hlgher levels of revenue and even -
differentiating the firm’s service. : «

Knowledge will become more important as the leasing industry further matures. -

Increasingly, the employment of knowledgeable professionals will become vital for
the success of a lessor. A well-trained leasing representative must be well versed in
areas of tax law, financial accounting, and more and more with analytical computer
software, to name a few. To this list of ‘product knowledge communication, inter-
personal and selling skills must be added.
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Specialization by personnel will also become more important to obtain the best
deal possible for the lessee and to convince potential lessees of the benefits of leasing.
As the scope of leased products expands with new technologies, specialized knowledge
will be required to keep pace with the lessee. In the future greater use of operating
leases may also be expected. This will require a greater degree of sophistication for
product remarketing and profitably recouping residual value.

Office support staff are as well important to the firm’s SUCCESS. Training these
people for added responsibilities can provide dividends to the firm as well as improve
their job satisfaction.

These characteristics place a lot of pressure on the leasing manager.
Management must be responsible for a support role, the on-going training of staff and
their motivation.

While most of the training should be the responsibility of the lessor and the
individual representative (since they will reap the benefit), vendors may as well may be
expected to benefit by keepmg lessors informed of their product specs and any changes
that occur.

To facilitate training and increase the standard of knowledge of industry
professionals the creation of industry standards and designations of study in association
with educational institutions may provide dividends, not only for financial reward in the
long run but in increasing the awareness and benefits of leasing to industry and hence
broadening the penetration of leasing in the economy. Such an undertaking, however,
may be more efficiently undertaken by the industry association (see below).

Personal contact with new lessees is the foundation of a successful service firm.

On a day-to-day basis, the business of leasing requires that the lessor and her
representatives increase their scope of potential clients. In other words they must farm
or prospect for new clients, building a familiarity and trust with potential lessees. The
initiation of new contacts on a continual basis should pay dividends (selling the leasing
alternative by showing and convincing the client of the benefits of leasing over other
substitute financial instruments; the process may also require some persuasion of lessee
accountants). On the other side of the transaction, the lessor must establish and
maintain a relationship with vendors, whether at the retail or manufacturing levels. The
more vendors that the lessor is contact with, the higher the probability that she will
obtain the lease transaction should one be required.
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Lessors appear to understaff their premises relative to the business volume
potential. While repeat business is a large element of leasing and must be serviced
efficiently, the capture of new business drives growth and should be given a high priority.
There is some evidence to suggest that representatives are tied to the office servicing
repeat business and performing paperwork to the detriment of being out of the office,
making contacts and bringing in new business. o

c. ACQUISITION

An improved market position with an enhanced distribution system may be most
quickly achieved by purchasing either a competitor(s) or the portfolios of competitors
and vendors in the market or product segment of interest. This tactic has been used
successfully by a number of broadly based players in the leasing industry (see Annex I). .

Acquisition should be part of the overall strategic focus and philosophy of the
company although ad hoc portfolio purchases are not uncommon. The target should
ideally fit into or complement the current operation positioning the firm to concentrate
on what it has been successful with in the past. Preferable targets are the lessors of
higher margin products and firms which may have a reputation for superior service.

Amassing size and increasing the volume of lease transactions implies a need for
maintaining a tighter control over the costs of doing business since more office locations
and a larger staff must be maintained (as independent centres). Consequently, a firm-
must be prepared to monitor and control the variable costs of doing business more . -
intensely by adopting best practise management techniques, introducing and
standardizing computer techniques and further standardizing the lease formula, contract .
and service. These tactics are not uncommon in other service industries like, for
example, banking, the fast-food industry or in real-estate sales (where the big three
maintain numerous small autonomous offices, where reward is based on performance
and promotion occurs from within). :

An acquisition strategy may also permit a firm to diversify into or further
consolidate in a market segment if to date it had maintained a product or geographical -
focus. : . : .
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d. STRATEGIC ALLIANCES

A strategic alliance allows a player to gain an advantageous posmon relative to
her competitors. An alliance along the lines of the formation of Commcorp (from CIBC
and Norex), may become increasingly popular in the near future.

This merger also involved a number of other strategic players as well: a pension
fund, an insurance company and a foreign lessor. Each contributes beneficially to this
union.

- A source of funds for the new company was a first important advantage gained by
Commcorp. A war chest of capital resources may be utilized in attacking the domestic
market directly filling out and complementing the firm’s position in the low and mid
points of the market. It also permits the firm to consider greater involvement in the
North American market (the U.S. or Mexico).

In addition, an alliance with a bank, an insurance company and a pension fund
offers the firm easy access to capital, for operating but as well for securitization
investmient and the removal of receivables from the lessors balance sheet.

The involvement of a foreign lessor may bring to the union some expertise and an
entry point to a large foreign market.

(i) FOCUS and SPECIALIZATION
a.  PRODUCT FOCUS

Equipment lessors in Canada appear to have underutilized a strategy built upon .
product focus.

Product focus demands a significant amount of restraint. This strategy, while
profitable when strictly adhered to at either the firm or division level, appears ripe for
further explmtatron Many firms in Canada have been successful focusing upon the
computer market in Canada.

Concentration on a single product or narrow range of products can potentially
build a defendable market position against entry. In a highly fragmented industry with
the characteristics discussed above, this is a difficult undertaking. Nevertheless the
strategy still deserves merit.
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‘A focused strategy has the potential to provide the lessor with a strongér ﬁosition
due to volume purchases from the vendor or from the services offered the lessee. Other
key variables that make product focus more profitable are high margin and high volume
goods. :

In the case of geographical focus, reduced competition should improve the
performance of the specialized firm. Combined, product focus in a regional market,
specialization of this nature may be sufficient to preclude the successful entry of new -
firms.

Product focus may involve a single product or a limited group of products A
major consideration is the selection of hlgher margin products. A superior knowledge of
one’s product group is clearly a necessity as is a credit/business capablhty Frequently,
value-added services may also be provided such as maintenance and repair thus
providing the firm with additional scope for profitability. Hamilton Group, Finning or
GE Capital Equipment Finance are each associated with a product niche, respectively,
Digital computers, equlpment manufactured by Caterpillar and Navistar trucks. Value-
added services play a major role for these firms and products. Specialization is also
highly prevalent in the auto-leasing, rail-car leasing and medical/dental segments of the
market.

A focused strategy has also been successful in a number of different ways. On a
geographical basis National Bank Leasing focused on the Quebec market until recently
expanding into Ontario through acquisition. Com\Mit, a regional player in eastern
Ontario has also adopted this market approach. In western Canada, a number of
players maintain a regional presence, including Finning.

b. LESSEE FOCUS

Focus on a well defined group of lessees can also be a sustainable strategy. For
example, larger institutional lessors such as the bank subsidiaries may not be prepared to
deal with small business except through their regular corporate channels. Time
consuming bureaucratic demands and the highly conservative nature of such firms may
turn potential lessees away. Developing a responsive and flexible system to deal with the
small business community has been shown to be a profitable sub-strategy

This strategy has proven successful with vendor prograrnmes In the future as
markets become more global, there will be a distinct advantage to a lessor to establish
the global mandate with the vendor.
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c. SPECIALIZATION

There inay be further opportunities in Canada for firms to specialize in value added
services.

Specialization in the leasing industry may be manifest in the leasing instrument, in
particular the acceptance of the greater risk associated with operating leases. Higher
levels of rivalry in Canada will force successful lessors to devise better ways of providing
their clientele with the benefits from leasing. More use of the operating lease, thus
higher levels of lessor tisk (shorter, more flexible lease terms) may be required but with
it is a more sophisticated remarketing requirement for residual values. These lessons
have come from the U.S. market.

Further possibilities for specialization in Canada include complementary services
for products (e.g. maintenance), client focus (e.g. vendor programmes) and asset
management. In this regard the return to value added in leasing services cannot be
understated. Specialization suggests that a firm become very good at dealing with the
client or the product segment; that a sophisticated expertise be developed and that
dealing with risk becomes less of problem. This strategy permits a differentiation of the
services offered in the eye of clients, both current and potential. h

The existence of re-marketers is testimony to a degree of specialization in the
industry. Re-marketers play a useful role, selling used equipment which has come back
from lease. A lessor may be able to profit from this business either marketing the used
equipment herself or by integrating into this industry through acquisition.

For the industry as a whole, represented by the Equipment Lessors Association of
Canada, the level of activities spent furthering the aggregate interest of the industry,
should be increased. The following are areas of strategic importance for the industry:

° improved organization of the association with a concomitant higher level

of representation;

Business & Professional Services Directorate, ISTC S B . Page 81




. Equipment Leasing in Canada - Strategic Options

° heightened awareness among the business community and government of
leasing;
° improved credibility.
" ORGANIZATION
° The mandate of an association is to further the interests of its members.

To do so ELAC must come to terms with issues that include funding,
_staffing and regulatory policy. Also of importance are alliances with other
associations either on an issue by issue basis or in combination to gain
critical mass. : :

In the past there appears to have been some discontent between members and the
association. This appears to be no longer a major issue. However, the association is -
small and some effort must be made to bring non-member lessors on-side.

To gain mass and become more visible the association should in addltlon to
increasing membership, consider closer ties to other associations involved in leasing (e.g.
. CALA). This would permit a coordinated effort in the event of regulatory issues which -
would have a potential detrimental impact on lessors. It would also allow economies in
other areas such as administration, education and heightening awareness among busmess
of the leasing alternative. -

Increased membership, reduced costs and alliances increase the funds available to
further the interests of the membership. Additional funds must also be raised to permit
higher levels of staffing, increase lobbying efforts and provide the means to further the
educational requirements of its members. :

To date there has been no consistent lobby effort on the part of ELAC. - Contact -
with various departments in both the provincial and federal government must be made
and maintained even during periods when no issues are at the forefront of industry
interest. At such times efforts should be made to change the perception of leasing in the
economy and convince policy makers of the legitimate role that leasing fulfils as a
financial service. - : : -
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CREDIBILITY
Perceptions

° There is general requirement for a public relations campaign to change
current views about leasing in certain business circle, to make leasing
better known within the business community and to de-mystify a financial
instrument that is not as complicated as some would have it.

To a certain degree lessors continue to be looked upon as second rate bankers
and are at times considered with some distrust. In addition, leasing continues to be
regarded as a complicated alternative to other forms of financing capital investment
which may transgress legal frameworks. Although these perceptions may be changing,
change occurs very slowly. Corporate borrowers in Canada continue to use loans »
extensively to finance equipment purchases rather than lease. If we make the traditional
comparison with the U.S. then we see that the proportions are significantly skew. The.
causes may be numerous. It may be the result of the inability of the leasing industry to
convey information on the benefits of leasing or a highly conservative corporate elite -
which cling to the outmoded idea that ownership and productivity are one in the same.
Undoubtedly, tax laws reduce the incentives to lease especially at the top end of the
market.

If in fact the relatively conservative Canadian corporate elite perceives leasing as
last-resort financial instrument and has in the past shied away from leasing due to a bad
experience or because of a general unwillingness to deal with lessors, standards in the
form of membership, association and education credentials may ameliorate such

attitL214des. Licensing and registration for leasing industry professionals is not a new
idea™. ‘ )

Self-Regulation

Regulation (of an exclusionary nature) by public authorities has been on the
decline as governments around the world free-up their financial systems. As a result
numerous foreign firms have invaded domestic markets around the world which had
been exclusionary.in the past.

# At the World Leasing Convention in 1987, an address given by Robert J. Graham advocated the

same strategy.
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The creation and development of business standards in Canada represent a form
of self-regulation which may accomplish a number of objectives, both financial and
economic in nature, yet not unlike those to be found in numerous other service
industries including law, accounting, architecture, real estate and the travel agent
business. Markets are changing, not only in terms of an increasing presence of-
international players but as well, they are also becoming more sophisticated.

Self-regulation of the leasing industry in Canada has the potential to overcome a
number of lingering problems facing the industry and potentially expand market
penetration.

Accreditation & Licensing

Accreditation, the act of having to qualify against a standard test of knowledge
and proficiency, clearly benefits the firm as well as the industry as a whole. Personnel
become more aware of ethical standards, reap the reward of early education and
accomplish professional recognition as their knowledge increases. Membership and
association places the individual and firm within a recognizable standard in the industry.

‘ The reward may be the greater confidence of the corporate investor in capital goods. .

Licensing and registration, although anti-competitive and a potential barrier to
entry enforces accreditation but to a certain extent may also restrict either the number of
firms or the number of people in the leasing industry. :

Nevertheless, what are equally important consequences of these requirements are-
that end-user interests are more fully protected and that market expansion may result.
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The leasing industry in Canada does not have a. major profile among Canadian
business.

Recommendation

Tax policy in Canada, in regard to how the day-to-day business of leasing is
carried on, has had an adverse impact over the past few years, mostly as a result of the
’ 1989 federal budget. Further, the effects of such policies extend beyond the leasing
industry. In the case of the gas turbine hydro-electric generators purchased by Hydro
Quebec in 1992, procurement was driven to the U.S. at a loss to manufacturers in

Canada.

Recommendation

On the other hand, efforts by the Government of Canada to open and secure new
markets through the negotiation of the FTA and NAFTA has paved the way for new
business opportunities in the middle and low price points of the North American market.
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Yet the Canadian leasing industry does not have an extensive record of past successes in
the U.S. market, let alone, Europe or Mexico.

Recommendation

Leasing is a legitimate financial service which provides benefits to the industrial
economy of Canada. Leasing facilitates capital formation, makes Canadian industry
more productive and potentially more competitive and has been documented as a major
and growing element in world financial services markets. Consequently, efforts should ' .
be expanded to increase the penetration of leasing in capital formation in Canada and as
an alternative form of financing to business loans, mortgages and securities.

Recommendation

The availability of funding is highly concéntrated in Canada and firms in the
equipment leasing industry at times find it difficult to obtain funding. Insofar as
equipment lessors are a vital source of funds for manufacturers and distributors, for
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inventory financing and conditional sales as well, scarce funds can be a competitive
disadvantage for business other than equipment lessors.

To overcome this problem innovative techniques will be required to permit
leascos alternatives for obtaining capital or mechanisms that would facilitate access to
capital (e.g. recourse support). Measures must be investigated, in a general context as
well as specifically by the leasing industry to raise funds in more-creative ways and from
different sources and to depend less on the banking 1nst1tuuons Strateglc alliances
between lessor and funder is but one of these ways. -

Recommendation

As much as leasing may benefit the private sector of the Canadlan economy,
leasing may also prove to be a useful and cost effective financing alternative for all levels
of government. Further, the leasmg option may provide a tool for the export of
Canadian made products and in export aid to developing countries.

Recommendation : SRR
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Our general knowledge of the Service sector in Canada is incomplete and a more
comprehensive documentation of the leasing industry is still required. Without a more
accurate account of the contribution of leasing to the Canadian economy it is difficult to

convey ‘the real importance of the industry to representatives of business and
government.

Recommendation
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Historically, the Canadian equipment leasing market has been dominated by the
subsidiaries of the major Canadian banking institutions. Lately however, a number of
firms have manoeuvred into stronger market positions challenging tlns dominance of the
bank subsidiaries.

As a result of industry consolidations CommCorp and Royal Bank Leasing survive
as the leading Canadian lessors. Other major players in the Canadian marketplace are
presented in Table A-1.

Table A-1
TOP CANADIAN LESSORS
RANKED ON FINANCE LEASE RECEIVABLES - ($M)

1984 1985 1986 1987 1988 1989 1990 1991

COMMCORP - - - - - - 1,100 1,500
ROYAL BANK LEASING 525 552 620 727 851 916 976 983
FIRST CITY FINANCIAL 284 346 436 570 737 788 na na
NOREX - - - 642 742 775 na na
PITNEY BOWES LEASING . 657 627 584
NATIONAL BANK LEASING 233 294 366 430 610 664 560 546
CIBC LEASING 210 240 304 381 505 591 614 na
CT FINANCIAL SERVICES - - - 340 482 464 - _ 478 449
GE CAPITAL CANADA - - - - - - 497 430
T-D LEASING 145 179 211 247 275 323 na 354
XEROX - 136 116 215 na na na na
GREYVEST 49 88 94 94 248 249 251 250
TUCKAHOE LEASING - 56 81 125 165 190 195 184
BARCLAY’S LEASING 181
MUNICIPAL LEASING 101 145 156
SCOTIA LEASING 136 134 146 188 207 201 153 138
BANK OF MONTREAL 273 335 298 252 191 159 na 89
LEASING

Source: Scotia-McLeod, CanCorp, The Financial Post Datagroup, Annual Reports, communications
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A number of the key leasing industry players in each of the institutional market
segments of the leasing industry are reviewed below. Unfortunately, time and space does
not permit a comprehensive review of industry participants. :

SCHEDULE A BANK LEASING SUBSIDIARIES

For the most part, the leasing subsidiaries of the major Canadian banks are not
aggressive in the Canadian leasing market. While conservatively growing their position,
the bank subsidiaries nevertheless are a large and 1mportant element of the Canadian
market. Six of the eleven Schedule I chartered banks in Canada have had a major
presence in the leasing market. In 1991, one of the major banks left the market with the
merger of CIBC Leasing and Norex (with a number of investors) to form CommCorp.

Due to the nature of the corporate banking philosophy, few if any of the banks
actively solicit accounts nor will they take a residual position on a lease. The large
networks of branch banks established by the parent bank offer country-wide distribution
systems-for the leasing arm, since their premises are generally housed in the commercial
lending offices adjacent to the branch. While the banks have a decided distribution
advantage, leasing appears to merely fill out the service line rather than offer a
competitive alternative.

The bank subsidiaries write finance leases and conditional sale agreements, but
will cautiously consider operating lease applications on an individual credit risk position.
Writing a finance lease, or a conditional sales agreement, differs little from writing a
business loan and the bank subsidiaries, quite capable of doing either, can offer potential
clients the choice. Even if they enter into an operating lease agreement they will ensure -
that their risk exposure is covered, usually by the manufacturer. While prepared to deal
in relatively large ticket items, much of the business written in the past few years has
been in the low and mid-end of the market. This in many instances will involve the tax
exempt market, under $1 million, where they can take advantage of capital cost
allowance. For example, electronic and communications equipment, plant and industrial
machinery, office and business equipment, large trucks and medical and dental »
equipment are typically among the products leased by the bank leascos. In addition,
some railcar business may be written. Vendor leasing programmes, which do not appear
in significant volumes in Canada, may be problematic for the banks especially if the
vendor and lessee are both clients and a deal turns sour.

The banking subsidiaries deal almost exclusively with their parent firm, making
the acquisition of funds for equipment purchases of little consequence.

Business & Professional Services Directorate, ISTC = . ... Page9l




Canadian Equipment Lessors

Table A-2 (below) presents the major bank leasing subsidiaries ranked according
to interest income on lease contracts. In the 1980s, the leasing subsidiaries of the major
banks experienced growth in lease receivable, total assets and income from leasing
activity in Canada. Nevertheless, a major slowdown in 1990 and 1991 combined with high
interest rates and the introduction of the GST had a negative impact on the bottom line
of all of the subsidiaries. The Bank of Montreal Leasing Corporatlon recorded a net
loss in 1991 of $883,000 on lease receivables.

Following is a short
summary of leasing
operations and the financial
performance of the top
leasing subsidiaries of the
major Canadian banks.

1. ROYAL BANK
LEASING INC,
(formerly RoyLease)

Royal Bank Leasing
Inc. (RBL), a subsidiary of
Canada’s largest chartered
Bank and financial
institution (based on assets)
and headquartered in
Toronto, is also the largest
of the ma]or bank '
subsidiaries in the Canadian leasing market. The firm had $983 nulhon in recelvables in
1991, up from $976 million in 1990 Over the past three years recelvables ‘have grown by
7.5%.

Apparent Strategy:

Royal Bank Leasing is currently active in middle markets of the leasing industry
($50,000 and up market) on a single client basis. Much of the RBL’s business is written-

o
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_in Central Canada (e.g. Ontario - 30% and Quebec - 30%) but in general, the volume of
business follows the economic (or GDP) density of Canada. The bank relies heavily on
the branch network to deliver new business but in addition staffs six leasing offices that
administer and source lease business and five satellite offices that deal directly through
head offlce

Royal Bank Leasing appears to be one of the most aggressive of the bank
subsidiaries in the leasing market. In the past, the company placed large aircraft on
operating lease but in general, prefers the more conservative, less risky, finance lease.

Financial Performance

While corporate income
had been growing throughout
the 1980s, interest expense and
loan loss provisions grew faster
with the result that net income
dropped marginally in 1991 (the
Royal Bank also has a
subsidiary specializing in export
finance of leasing services).

On a revenues basis,
Royal Bank Leasing, had $113
million of lease financing
income in 1991 up from each of
the previous two years ($109
million in 1990 and $103
mllhon in 1989)

While fmanc1a1 ratios
are difficult to appraise across
lessors, return on assets is one
of the less problematic. Royal

Bank Leasing’s return on assets was high relatlve to a number of other players (Table A-
3).
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2. NATIONAL BANK
LEASING INC.

National Bank Leasing
Inc., headquartered in
Montreal, is a subsidiary of the
sixth largest Canadian
chartered bank and by virtue of
the exit of the CIBC, is the
second largest bank leasco in
Canada. The company had
approximately 140 employees in
1990 working out of 21 offices
located in major Canadian
business centres servicing
approximately 14,000 accounts.

Apparent Strategy:

NBL aggressively targets mid-market leasing for both private business and public
corporations. It is one of the dominant lessors in Quebec. Receivables however .
declined marginally in the past two years. In 1991 the company’s lease portfolio totalled;
$546 million compared to $560 in 1990. Liquidation of the company’s conditional sale.
contract portfolio and reduced amounts of equipment purchased for new lease .
necessitated fewer funds from borrowed sources.

Service superiority is a major competitive factor for the bank subsidiaries. Faster,
more effective and more responsive service as a result of computer modernization and
the expertise of leasmg professmnals have been identified as tactics to accomphsh this.
goal. : : ,

Financial Performance
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Leasing income declined in 1991 to $63.8 million after increasing 5% in the 1989-
90 period. However, lower levels of loan losses increased net income for the leasco in
1991 to $11.3 million from $11.0 in 1990.

: In 1991 NBL reported gross income of $71 million down from a record $85.2
million in 1990 ( $59.8 million in 1989). Net income for the fiscal year 1989 was $14.7
million, up from $11.7 million in 1988, for a 25.2% increase in profits. In 1991 net
income increased marginally to $11.3 million after turning down to $11 million in 1990.

Borrowing by the leasco to fund the purchase of equipment declined Substantially
between 1989 and 1990. . The major tools used, debentures notes and acceptances,
declined by $38 million in this period. In 1991 borrowmg increased marginally once
again.

In terms of performance ratios, National Bank Leasing did not fair as well as its
larger competitor. From 1989, return on assets declined to 1.6 in 1990 and then to 1.9 in
1991 from 2.2 in 1989. :

TRUSTCOS

. Trustcos occupy a significant position in the Canadian market. One of the largest - |
lessors in Canada, First City Trustco left the market in 1991, another, SunLife Trust |
entered the market in 1992, In general, most Trust companies in Canada lease - |
equlprnent |

‘Montreal Trustco Leasing was a new entrant into equipment leasing in 1990 with
the acquisition of Commercial Financial Corporation. At the end of 1990 the company
had an asset portfolio valued at $52.6 million. S

Desjardins Leasing, owned by Desjardins Trustco Inc., is a small ticket lessor.
Business volume in 1990 amounted to $74 million down substantially from $151 million
in 1989. The leasing portfolio stood at $279 million in 1990 down 22% from the
previous year. Lease financing constituted 9% of the parent Trustco’s assets. ‘

- The aggregate volume of lease activity by trustcos increased substantially Since the
mid-1980s. Figure 11 presents leasing assets of trust and mortgage loan companies in
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the period 1984-91.

Leasing activity by this Trust & Mortgage Loan Company .
group of financial Leasing Assets (Contracts)
institutions is only 3,000

$ mitlions

marginally smaller than
that of the chartered
banks. 2,500

Much of the
activity carried out by 2,000
trust companies is of an

investment nature.
1,500

3. AT&T
CAPITAL CANADA
' 1,000
% : 500 ] ] ! | | | 1
First Clty 1984 1985 1986 1097 1988 1989 1990 1891
Financial Corp;, the Lesats

leasing arm of First City
Trustco in Canada, was  Figure 12

the largest Trust

company leasing operation and at one point the second largest independent lessor in
Canada. First City Financial disposed of its leasing business in 1991 to AT&T Cap1ta1
Canada Inc.

The Canadian leasing operation of First City concentrated on small and mid-ticket
leasing in the range of $50,000 to $1 million. Lease receivables almost tripled in the
period 1984-1989, rising from $284 million to $788 million. However, competition in the
small and mid-leasing markets had been driving spreads downward in this period,
adversely affecting earnings as operating expenses outpaced asset growth. Further
adverse affects on the bottom line were created by the increase in delinquent accounts.
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