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s microfinance has evolved
toward greater levels of
ommercialization, the

range of products offered has ex-
panded, starting from the simple be-
ginnings in which short-term
working capital loans were the only
product available from many
microfinance institutions (MFIs).
While this is still true today of some
MFIs, it is now widely recognized
that the acquisition of equipment is
often a key channel through which
microentrepreneurs expand their
businesses, improve their products,
and raise their incomes—under-
scoring the importance of equip-
ment finance.

Equipment finance is a signifi-
cant part of microfinance. Based on
a survey of 25 MFIs in Latin
America, many of them considered
leaders in the field, equipment loans
and leases account for an average
of 21% of the MFIs’ overall portfo-
lios. Of these 25 MFIs, 23 offer
equipment loan or lease products
with at least 2-year terms. While
most of this equipment finance con-
sists of loans, there is a small, but

growing movement toward leasing
among Latin American MFIs, re-
flecting the superiority of leasing
over lending in certain circum-
stances (discussed below). For ex-
ample, Associacién Nacional
Ecuménica de Desarrollo (ANED)
in Bolivia, Inversiones para el
Desarrollo (INDES) in Chile, and
Finamérica in Colombia offer
equipment leases. Several other
MFIs are planning to initiate a leas-
ing program or are seriously con-
sidering it.

Surprisingly little has been writ-
ten on how to do equipment finance
for mainstream microentrepreneurs,
thatis, for those microentrepreneurs
needing approximately $50 - $2,500
to purchase equipment. This article
examines the pros and cons of the
two major equipment financing al-
ternatives—leases and loans—from
both the MFI and client perspectives.
It also provides best practice recom-
mendations for MFIs to use in their
equipment leasing and lending pro-
grams. Many of the practices one
would use for equipment finance
for mainstream microenterprises

(continued on page 2)
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turn out to be very different from those suggested for small,
medium-scale, and large enterprises. In addition, an assess-
ment of the relative merits of leasing versus lending is quite
different for MFIs and their microenterprise clients than for
banks and their typically much larger clients. Thus, this
article attempts to fill a clear need for information on how
MFIs should finance equipment for their mainstream
microenterprise clients. The article concludes with policy
recommendations for governments and donors.

Financial vs. Operational Leases

In a leasing arrangement, one party uses an asset owned by
another party in exchange for specified periodic payments.
The lessee uses the asset and pays a rental to the lessor, who
owns it. There are two major types of leases: financial leases
and operational leases.

Financial leases are an alternative to loans for equipment
acquisition. In a financial lease, the microentrepreneur (or
other lessee) specifies to the MFI (or other lessor) the de-
sired equipment and the dealer from whom the equipment
should be purchased. The MFI purchases this equipment,
which the lessee uses. Rigorously defined, financial leasing
must have three key characteristics: full payout, right to buy
the equipment for a nominal amount, and non-cancellation
(see box below).

Operational leases do not have one or more of these three
financial lease characteristics, and are not necessarily a means
to acquire equipment. In many operational leases, the les-
see contracts for shorter-term use an equipment available
from the lessor and may or may not have the option to buy.
Operational lessors typically recover equipment acquisition
costs plus interest through multiple serial leases and final
sale of the equipment. Leasing a car for a week or for three
years are both examples of operational leases.

Because operational leases do not require the lessee to
amortize the full cost or nearly full cost of the leased good
or because the lessee is not given the option to buy, the MFI
bears three major risks that are avoided with financial leas-
ing. These risks are (i) damage, (ii) residual value, and (iii)
second-hand market risks. For example, if a lessee is not
required to amortize all or virtually all of the cost of leased
equipment, the lessor must be prepared either to sell the
equipment after the initial lease period has ended or to lease
the equipment again. This forces the lessor to be concerned
with (i) damage risk, that is whether the equipment will
sustain damage during the lease period; (ii) residual value
risk, that is whether an appropriate residual value has been
estimated for purposes of calculating the monthly lease
payments and the cost of any final purchase option; and
(iii) second-hand market risk, that is whether adequate
second-hand markets will exist in which to sell used equip-
ment after it is no longer profitable or possible to lease the
equipment. MFIs that are doing financial leasing can be much
less concerned about these three risks than if they were doing
operational leasing. In fact, financial lessors need be no more
concerned about these risks than lenders. Only in the case

when clients default on their payments and the equipment
is seized need the financial lessor or lender be concerned
about whether the equipment is damaged, worth less than
expected, or completely unsaleable.

Because of the substantial additional risks of operational
leasing, it is likely that most MFIs will be interested largely
in financial leasing. Therefore, this article focuses on finan-
cial leasing and lending as alternative techniques for financ-
ing equipment acquisition.

Pros and Cons of Financial Leasing vs. Lending: The
MFI’s Perspective

Many of the discussions of the pros and cons of financial
leasing found in the leasing literature are confusing. This
confusion arises because much of this literature fails to rig-
orously distinguish financial from operational leasing and
identify the additional risks inherent in operational leasing,
beyond those of financial leasing. As a result, the additional
risks of operational leasing are not always excluded when
discussing financial leasing and comparing it to lending.

The key advantage that financial leasing has over lend-
ing is that financial leasing offers a stronger legal position
to the MFI for equipment seizure and sale in the event of
client payment default. The MFI has this advantage in the
case of financial leasing because it owns the equipment. A
possible, additional advantage of financial leasing for the
MFI is the exemption of leasing from the usury ceiling by
some countries. However, we did not find any advantage
from such an exemption in any of eight countries we exam-
ined, which are all Latin American countries with major
microfinance markets (Bolivia, Chile, Colombia, Ecuador,
El Salvador, Honduras, Mexico, and Peru).

Although tax codes may give some advantage to finan-
cial leasing over lending, more often the reverse holds. In
the same eight countries, we find that the tax codes usually
favor lending in the case of informal clients, by which we
mean, clients who do not remit value added tax (VAT) or
profit tax on the products they sell. The amount of leasing’s
disadvantage depends on the country and situation, but is
commonly equivalent to the loss of approximately 2—4

The Three Defining Characteristics of Financial Leases

e Financial leases, sometimes called full payout leases,
require the lessee to amortize all or virtually all (typically
95-100%) of the lessor’s original acquisition costs and also
to pay interest.

e Financial leases give the lessee the right to buy the
equipment at the end of the lease term for a prespecified
sum, called the residual value, which for financial leases
is set at a nominal amount, typically the remaining balance
or a token price such as $1.

e  Financial leases are non-cancelable; that is, the lease cannot
be cancelled without the consent of the MFI or other lessor.
If financial leases were cancelable, the full-payout feature
could be defeated by clients who simply return the
equipment early and stop making payments.



Financial Leasing: Pros and Cons from the MFI Perspective

Advantages of Financial Leasing

Disadvantages of Financial Leasing

Stronger legal position for equipment seizure and sale in the
event of client payment default

Banking regulations: possibly escape usury ceiling

Taxes: may be advantageous to financial leasing in the case of
MFI clients who pay profit tax and VAT on the products they
sell (formal clients)

percentage points in the MFI’s effective yield. For example,
if a loan yields 30% to the MFI, a similar lease would yield
approximately 26-28%. For formal clients (who do remit
these taxes on the products they sell), the situation is mixed.
Some countries and situations favor financial leasing and
other countries and situations favor lending. Since most MFI
clients are informal, tax considerations generally favor lend-
ing. These results are very different from the simplistic claims
found in some of the leasing literature that leasing is tax
advantaged. These claims are made on the basis, for example,
that lessors can take a tax deduction for leased equipment
depreciation (since lessors own the equipment). Although
lessors sometimes can take this deduction, this is far from
a complete analysis of the impact of the profit tax on loan/
lease choice. A complete analysis often reverses the result.
Moreover, the simplistic claims normally also ignore the value
added tax, which often favors lending over leasing.

Financial leasing also faces several other disadvantages.
First, banking regulations in many countries either prohibit
some financial institutions from doing financial leasing at
all, or else require that financial leasing be done through a
leasing subsidiary. In the case of microfinance, financial leas-
ing subsidiaries add to costs without returning significant
benefits. Therefore, the requirement that leasing subsidiar-
ies be used is a disadvantage for financial leasing. Second,
financial leasing has a greater potential for legal disputes
and misunderstandings because of the separation of the
MEFI’s ownership of the equipment from the lessee’s pos-
session and use of the equipment. Third, financial leasing
has greater potential for the MFI to have legal liability prob-
lems with third parties because the MFI owns the equip-
ment that the lessee is using. However, in our survey of eight
countries, these two legal risks were generally considered
fairly minor. Finally, financial leasing has somewhat greater
setup and operating costs than lending.

Reducing these pros and cons down to the most essen-
tial points, an MFI might find that the choice between fi-
nancial leasing and lending could often come down to a

Greater potential for legal disputes, difficulties, and misunder-
standings

Greater potential for legal liability problems
Greater setup costs
Greater operating costs

Banking regulations: financial leasing may be prohibited or per-
mitted only through a subsidiary

Taxes: generally disadvantageous to financial leasing in the case
of MFI clients who do not pay profit tax or VAT on the prod-
ucts they sell (most MFI clients are from the informal sector)

choice between the following: the stronger legal position for
equipment seizure and sale inherent in financial leasing
versus the tax and possible regulatory advantages offered
by lending. Hence, in cases where there are no regulatory
restrictions on leasing, an MFI would basically have to decide
whether leasing’s stronger legal position would more than
compensate for the tax-induced losses, often of approxi-
mately 2-4 percentage points in effective yield. If so, leas-
ing would be the equipment finance modality of choice; if
not, lending would be.

Pros and Cons of Financial Leasing vs. Lending:
The Client’s Perspective

In choosing whether to finance equipment through a lease
or loan, the client would first consider the interest rate
charged for each (which reflect all the MFI pros and cons
just discussed), and any difference in taxes the client is re-
quired to pay. The other important factors include the fol-
lowing two advantages of leasing.

The benefits to the client of the lessor’s stronger legal
position for equipment seizure and sale in the event of
payment default are widely discussed in the leasing litera-
ture. Because of this stronger legal position, lessors fre-
quently offer financing with lower downpayments, less
outside collateral requirements, or longer terms—thus giv-
ing back or sharing with clients one of the MFI's primary
benefits of leasing. In the case of larger size operations, leas-
ing may permit faster approval of financing and may also
reduce transactions costs for the client and MFI; these ad-
vantages arise because with leasing it is not necessary to
register a lien on the leased good (since the MFI owns it),
whereas this registration process is often undertaken with
loan collateral in larger size operations.

Finally, if leasing is exempted from a country’s usury
ceiling while lending is not, then clients may be able to obtain
equipment financing with a lease far more readily than with
a loan, albeit at higher interest rates.



MFI Best Practice Recommendations

Best practice recommendations for MFI equipment loan and
lease programs include the following major points:

*  MFIs that offer medium-term loans or leases—with ma-
turities, for example, of 2-5 years—need to be concerned
with asset-liability management (ALM), a tool used by
financial institutions to control three risks: interest rate
risk, liquidity risk, and foreign currency risk.! To con-
trol interest rate and liquidity risks, MFIs should match
the amount of assets and liabilities maturing in each of
a number of designated time intervals. To control for-
eign currency risk, MFIs should lend or lease in local
currency to clients producing nontraded outputs and
lend or lease in foreign currency to clients producing
traded outputs. The currency of the MFI’s liabilities
should then be matched to the resulting loan/lease
portfolio.

* Many leading MFIs in Latin America are making me-
dium-term equipment loans and leases safely and prof-
itably to completely new clients. Such a practice stands
in contrast to the use of the progressive loan scheme,
which has a long tradition in microfinance. The longer
paper, from which this article is taken, discusses how
lending and leasing to completely new clients can pru-
dently be done through the proper application of four
key underwriting criteria and the use of the relation-
ship banking paradigm.

e Contrary to some literature on leasing, MFIs making
equipment loans or leases should generally insist that
clients put up a significant downpayment toward the
purchase of the equipment and/or pledge collateral
aside from the equipment.

¢ The term of an equipment loan or lease should be set by
trading off the advantage of greater affordability to cli-
ents of longer-term operations versus the advantage to
MFIs of the reduced credit risks and diminished ALM
problems that are associated with shorter-term opera-
tions.

e While virtually all of the 25 MFIs surveyed set the same
interest rates for their working capital and equipment
loans, risk and cost considerations suggest that interest
rates on equipment loans (and leases) should be set
lower. Working capital and equipment loans appear to
carry similar risks in many MFIs; however, the signifi-
cantly longer equipment loan terms allow their costs to
be spread over much more time.

e Theliterature on leasing often suggests that lessors limit
themselves to financing equipment with good second-
hand market value and that their leasing officers know
well. However, these limitations may not be very im-
portant for MFIs offering equipment loans or financial
leases to mainstream microentrepreneurs. For these cli-
ents, many MFIs can finance virtually any equipment
the client demands, including used equipment, through
the use of nontraditional collateral.

Policy Recommendations

Two key policy recommendations are in the regulatory and
tax areas.

Prudential regulations. Superintendencies should adopt
the rigorous definition of financial leasing given above
and should not restrict any financial institution allowed
to do lending from engaging in financial leasing. The
removal of financial leasing restrictions—restrictions that
either prohibit financial institutions from offering finan-
cial leases or else require financial leasing to be done
through a subsidiary—would allow many MFIs and
other financial institutions to offer equipment finance
by means of a lease. The removal of these leasing re-
strictions is justified because, on balance, financial leas-
ing rarely poses more risk than lending and often poses
significantly less risk.?

Taxation. Likewise, tax authorities should adopt the rig-
orous definition of financial leasing given above and
should give identical treatment in the tax code to loans
and financial leases. The recommendation that loans and
financial leases be treated alike in the tax code is based
on the fact that: a) financial leases and loans are close
substitutes for one another, and b) large economic losses
often occur when tax systems distort choices between
two close substitutes.

Those who want to learn more about equipment leasing and
lending may refer to an expanded version of this article, by
the same author and with the same title. It can be found at
the IDB website, www.iadb.org/sds/mic, by selecting Pub-
lications or What’s New.

1

Interest rate and foreign currency risks are the risks that the MFI will suffer
losses when interest rates and foreign exchange rates change. Liquidity risk
refers to the risk that the MFI will not have enough short-term assets to
cover its short-term liabilities at any given moment in time.

The reason that financial leasing is normally less risky is that financial insti-
tutions have a stronger legal position for equipment seizure and sale in the
event of client payment default. This advantage is normally much more im-
portant than leasing’s two generally minor additional risks, namely, those
related to (i) legal disputes, difficulties, and misunderstandings; and (ii)
liability.

G8 Endorses Eleven Key
Principles of Microfinance

At the meeting of Heads of State in Sea Island, Geor-
gia, the G8 announced their commitment to best
practices in microfinance. They endorsed the eleven
Key Principles of Microfinance developed by the
Consultative Group to Assist the Poor (CGAP) and
its members, and revealed its plans to launch a glo-
bal market-based microfinance initiative. The G8 dec-
laration posted in its web site (http://
www.g8usa.gov/d_060904a.htm) states that “sus-
tainable microfinance can be a key component in
creating sound financial market structures in the
world’s poorest countries.” CGAP’s Key Principles
of Microfinance are posted in the web site: http://
www.cgap.org/keyprinciples.htm.



ADB Regional Workshop on Commercialization

of Microfinance

T’he Asian Development Bank (ADB) held a regional
workshop on the commercialization of microfinance
on 25-27 May 2004 in Bali, Indonesia to provide an op-
portunity for the microfinance stakeholders in the region
to share their views on, and improve their understand-
ing of the commercialization of microfinance.

In his opening remarks, Jan van Heeswijk, Director
General of ADB’s Regional and Sustainable Development
Department, said, “commercialization is not an end in
itself but only a means to achieve the goal of large-scale
outreach on a sustainable basis.”

More than 50 representatives of central banks, minis-
tries of finance, nongovernment microfinance institutions,
specialized microfinance banks, private commercial
banks, agricultural development banks from 14 countries,
and other funding agencies participated in the workshop.

Heather Clark, former Director of the Special Unit for
Microfinance at the United Nations Capital Development
Fund, delivered the keynote address. She made a distinc-
tion between fiscal microfinance—microfinance opera-
tions funded through government budgets—and
commercial microfinance that relies primarily on market
sources of funds including public voluntary deposits. Ms.

Heather Clark, Keynote Speaker

ALGIONAL WORESHOP

oM ALIZATION
Tl aTnEdAzRALE INDORE

Stephanie Charitonenko, ADB Consultant

Jan van Heeswijk, Director General, Regional
and Sustainable Development Department, ADB,
delivers the opening remarks.

Clark noted the benefits of commercial microfinance to
clients, institutions providing the services, and to the
broader society.

Despite positive results reported by many commer-
cial microfinance institutions or commercially oriented
microfinance institutions, “there are many fence-sitters
and rejecters of commercial microfinance in the Asia and
Pacific region,” she said. As a result, with few exceptions,
“commercial microfinance continues to account for a
small proportion of the microfinance industry in most
countries.” She stressed the “urgent need to pay atten-
tion to, and learn lessons from early adopters, fence-sit-
ters, and rejecters, with a view to adopting appropriate
approaches to push the frontier of formal and semi-for-
mal commercial microfinance.” She said, “the vast gap
between the demand for, and the supply of microfinance
in the region can be narrowed within a reasonable pe-
riod only through wide application of commercial ap-
proaches.”

Stephanie Charitonenko, ADB Technical Assistance
Consultant on commercialization, spoke on regional per-
spectives of commercialization of microfinance and pre-
sented the findings of ADB’s regional study on the subject.
The regional study was based on country studies in
Bangladesh, Indonesia, Philippines, and Sri Lanka, and
observations on industry developments in other coun-
tries in the region and in Latin America. She highlighted
the different perspectives on the commercialization of
microfinance, identified related issues and challenges in
the region, and presented a set of recommendations to
promote commercialization.

Other speakers at the workshop included Syed
Hashemi from the Consultative Group to Assist the Poor;
Zakir Hossain, Buro Tangail (Bangladesh); Nestor
Espenilla Jr., Bangko Sentral ng Pilipinas; Kim Vada,
National Bank of Cambodia; Saleem Ullah, State Bank of
Pakistan; Ghalib Nishtar, Khushhali Bank (Pakistan);
Ruben de Lara, Tulay sa Pag-unlad, Inc. (Philippines);
Berris Gwynne, Foundation for Development Coopera-



tion, Brisbane; Hassan Zaman, World Bank; and Nimal
A. Fernando, ADB.

The workshop participants were given an opportu-
nity to visit microfinance institutions in Bali, including
the Units (retail outlets providing microfinance services)
of Bank Rakyat Indonesia. The participants discussed a
wide range of issues relating to commercialization, in-
cluding its potential impact on the poor and how cen-
tral banks and other policymakers can effectively respond
to issues emerging from commercialization.

The presentations made at the workshop are avail-
able in ADB’s microfinance web site http://
www.adb.org/microfinance

MICROFINA
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Ashok Sharma, Principal Microfinance Specialist, ADB, conducting a break-out
session.
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Session on selected participants’ views: (from left) Hassan Zaman (World
Bank), Beris Gwynne (Foundation for Development Cooperation), Ruben de
Lara (Tulay sa Pag-unlad, Inc.) and Ghalib Nishtar (Khushhali Bank).

Central bankers on the panel on Supervision and Regulation of Microfinance
Institutions: (from left) Nestor Espenilla, Jr. (Bangko Sentral ng Pilipinas), Kim
Vada (National Bank of Cambodia), and Saleem Ullah (State Bank of Pakistan).

Syed Hashemi, Consultative Group to Assist the Poor

New ADB Publication on Microfinance

Commercialization of Microfinance: Perspec-
tives from South and Southeast Asia. 2004.
Asian Development Bank: Manila.

Hard copy price: $10.00 (inclusive of shipping
charges). Online edition is available free of charge
in ADB’s microfinance web site.

This book, written by Stephanie Charitonenko,
Anita Campion, and Nimal A. Fernando, is part
of ADB'’s series of publications under the regional
technical assistance project for the commercial-

b

ization of microfinance. The book highlights the
different perspectives on the commercialization
of microfinance, identifies related issues and chal-
lenges, and recommends approaches to promote
commercialization. The book provides useful in-
sights into the issues on the commercialization
of microfinance in the region.

To order, e-mail adbpub@adb.org. Please al-
low at least two weeks for order fulfillment.



Forthcoming Publication from ADB

Micro Success Story? Transformation of Nongovernment Organizations
into Regulated Financial Institutions

This paper includes findings of
a year-long research project carried
out by Nimal A. Fernando, ADB
Lead Rural Finance Specialist, and
represents an effort to examine ex-
pectations and achievements of
nongovernment organizations
(NGOs) that have transformed into
regulated financial institutions in

three regions: Latin America, Asia and
the Pacific, and Africa. It provides de-
tailed data on ownership structure of
10 such institutions in Latin America,
14 in the Asia and Pacific region, and 1
in Africa; and discusses the evolution
of ownership structure in some of these
institutions, their performance in rela-
tion to tapping semi-commercial and

commercial sources of funds, includ-
ing public deposits and expansion of
their outreach. The paper also in-
cludes a list of 39 NGOs that have
been transformed into regulated fi-
nancial institutions between Febru-
ary 1992 and February 2003, with a
brief profile of each of the institu-
tions.

ADB PROJECTS

Providing Power Fund for the Poor of Sri Lanka

The Asian Development Bank (ADB)
approved a $1.5 million grant from
its Japan Fund for Poverty Reduction
(JEPR), financed by the Government
of Japan, that will enable more poor
households in Sri Lanka to enjoy the
direct benefits of rural electrification.

The project will pilot a sustainable
microfinance revolving fund that will
allow poor households to amortize
the up-front capital costs required to
electrify their homes. The

microfinance scheme will be supported
by a training and public awareness pro-
gram. The training program will help
the Ceylon Electricity Board and the
participating microfinance institutions
to better address the needs of poor rural
clients in obtaining and maintaining
electricity services.

Two Sri Lankan microfinance institu-
tions—Sarvodaya Economic Enterprise
Development Services (SEEDS) and
SANASA Development Bank—will

implement the pilot loan scheme.
SEEDS and SANASA were chosen be-
cause of their geographic outreach,
experience working with foreign
funded projects, and financial disci-
pline. The two institutions have the
largest clientele of any nongovernment
microfinance institutions in Sri Lanka.

The project is open for implemen-
tation throughout Sri Lanka. Initially,
10 districts will be selected for the pilot
phase.

ADB Approves First Microfinance Equity Investment

The Asian Development Bank (ADB) approved in May
2004 an investment of $2.5 million in the equity capital
of ShoreCap International Ltd (the Fund). The investment
is an important milestone in ADB’s assistance for
microfinance development—it is the first equity invest-
ment by ADB in the microfinance industry and the first
time that ADB’s Private Sector Operations Department
involved itself in the microfinance industry.

This investment will represent a shareholding of up
to 10% of the expected $25 million of total equity in the
Fund.

While the Fund coverage includes Asia, Africa, and
Eastern Europe, ADB’s investment will be targeted ex-
clusively to Asian investments through ADB’s subscrip-
tion for a special class of shares. ADB’s shareholding will

be allocated a fixed 20% stake in every investment that
the Fund makes in ADB’s developing member countries.
The Fund has a commitment period of 5 years and an
expected term of 12 years commencing after the first fi-
nancial closing in September 2003, in which seven inves-
tors, including ABN Amro, ShoreBank Corporation, and
the International Finance Corporation committed a total
of $15.5 million to the Fund.

ADB’s commitment forms part of the second closing.
The Fund is managed by ShoreCap Management Ltd, a
subsidiary of ShoreBank, a leading community bank based
in Chicago, with extensive global experience in advising
banks that provide financial services to small and medium
enterprises and microfinance institutions in developing
countries.
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