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Foreword by Richard Carter, chief executive, Nostrum Group

Richard Carter,
chief executive,
MNostrum Group

This report follows on from our previous White Paper study Finding Funds for a Leasing
Start-up published in conjunction with Asset Finance Intemational a couple of years ago.

Since that report, those asset lenders who entered the market during the height of the
recession have indeed succeeded in obtaining funding and in the majority of cases are
thriving - but facing ongoing challenges.

There is no doubt that the availability of funding is increasing - albeit slowly - and also
accompanied by increased innovation. Exampiles of this are the integrated wholesale
funding business model of Conister Bank which is examined in some detail in this report, as
are the various ingenious peer-to-peer lender models.

The UK financial services industry has always proved to be immensely innovative and we
have no hesitation in predicting further innovation as well as the advent of more new-
funding entrants over the coming year, which will serve to benefit start-ups and established
lenders alike. One can even imagine the peer-to-peer model being adopted by existing
lenders in a quest to augment their existing funding.

One clear message from the executives interviewed in this report is that, imrespective of the
size of business and its funding aspirations, it is vitally important that the core business
model is sound, scalable and profitable. Technology systems have a crucial part to play
here, whether in allowing the lender to launch in a cost-effective manner, or having
appropriate controls in place during the growth phase. A robust platform is essential to
underpin the business, as is stressed by a number of the contributors.

Outsourcing non-core specialisms such as back-end technology is likely to impress a
potential funding source. Although outsourcing the front-end solution is arguably less
crucial for early-stage asset lenders than that of the administration operation, the benefit of
importing a robust and industry-standard technology system from day one is highlighted in
the report.
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The current funding situation

Overview

Finding start-up funding and renewing funding for expansion or restructuring of maturing debt
presents a perennial challenge for new and early stage businesses. Although the funding gap has
narrowed somewhat since the liquidity squeeze resulting from the global economic crisis, funders’
investment criteria remain strict, and only those with a rock-solid business case and excellent
credentials are likely to make the funding cut.

When the availability of funding dried up following the liquidity crisis, asset finance was particularly
hard-hit, with funders pulling out of the market and a general lack of appetite for getting funding
deals done. Independent asset finance companies in particular suffered as the investment tap was
turned off — although bank-owned leasing subsidiaries had to fight internally for parent funding, at
least they had parents with large balance sheets to call on.

The knock-on effects of that situation continue to be felt, with investors and lenders wary across
the board; even established businesses are finding that they have to meet stringent investment
criteria. In this climate, funding for new companies is a particularly exacting challenge. Many
proposals fail to get off the ground due to a lack of interest, mainly from banks, which view
financial services as a tough area to enter.

Start-up funding

There is no question that a new start-up faces significant obstacles in its search for funding. While
equity is, some say, slightly more available than debt, both forms of finance are by no means easy
to come by in the current climate. Despite this, there are ways that new start-ups in asset finance
can get started — although the barriers to entry into the leasing market are higher now than they
have been for some time.

Wholesale funding is not a real option as debt providers are looking for performance history and
facilities tend to start at around £10-15m to make the facility worthwhile in terms of returns and
costs to establish. A facility of this size would require a relatively fast route to market and thereby
utilisation of the facility which may not be possible for start-ups.

» But funding can be found. While the traditional banks may no longer be
. the first choice for funding, there are proactive lenders out there, such as
4' ~ Aldermore, Conister Bank and Shawbrook Bank. For example, Conister
. Bank’s Integrated Wholesale Funding Agreement (IWFA) product
~ | requires very little equity and “can easily provide £10-12m in the first
year, which is sufficient for most start-ups”, according to Juan Kelly,
Conister's MD. Established methods of finance such as debt and equity
funding, securitisation, syndication and block discounting {for
N astablished companies) are still available, if you meet the criteria. Recent
 funding innovations include peer-to-peer lending, with companies like

: ! | Funding Circle providing increasing volumes of person-to-business
Juan Kelly, managing funding and others such as Zopa moving into the business funding

Director, Conister Bank arena.
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MMMMMWWWMWMMmMan
margins, others are pursuing growth strategies underpinned by lower cost funding. As a
mmmwmmwmmmwmmmumnumm
make the highest margins. Moreover, as funding costs and competition inevitably increase, these
operators should be able to survive price compression without refinquishing significant margin.
Txhndogyuﬁimhthmkﬂaﬂngﬁmbdameb&mnbwmﬁngmstsandmmgin
The need to survive detailed due diligence was highlighted by a number of contributors in the earlier
report - and is echoed here. However, risk in its broadest sense is increasingly important for funders
as they contirue to be vigilant for factors such as: How sustainable is the platform and what if the
business fails and the portfolio needs to be collected out? As much as potential funders seek
investment opportunities they aiso seek the contingency of an exit strategy.

The amount of regulation changes on the horizon facing UK lenders is daunting. Apart from the
ongoing uncertainty regarding the way that leasing will be capitalised on balance sheets, the shift of
regulation application from the Office of Fair Trading (OFT) to the Financial Conduct Authority (FCA) is
likely to mean greater scrutiny of consumer protection, promotion of competition and the protection of
integrity in the financial system.

The FCA's initial focus is likely to be on the high-risk finance providers including debt management
and high-cost credit - although there remains the uncertainty regarding in which direction the newly-
formed regulator will act first. There is a definite case for lenders and service providers to join forces
and work together towards preparing the industry for the impending regulatory changes. Having an
established systems provider on hand to guide early-stage lenders through the regulatory minefield
will be invaluable.

Riuchaerd Corter

Chief Executive - Nostrum Group



And brokers such as Shire Leasing and Kennet Equipment Finance that run their own book have
the resources to provide a new funding source. The recent news of Shire Leasing being appointed
as ‘Master Broker' to a number of UK funders, opens up funding to a number of ‘orphaned’
brokers in the asset finance market that are too small to be attractive individually to funders, which
should help those brokers and the SME market generally.

Another possible option is to seek funds on the basis of a joint venture, perhaps from overseas,
i.e. from countries where the effects of the crash were not so drastic and funds are more readily
available ~ an example of a new entrant established with a successful overseas organisation is
MAXXIA, a joint venture with Australia’s McMillan Shakespeare Group and the UK management
team of Visper Asset Finance that was itself only recently established but had an experienced
executive team and therefore the strength to attract investors.

Government finance might be another option: Credit Asset Management Ltd (CAML), a joint
venture with the City of London Group plc set up in February 2011 that specialises in SME lending,
was the only lessor to succeed in winning a grant from the UK government’s Department of
Business, Innovation & Skills.

Private investment may also be a route to consider. Private equity funders are around to fund on
an equity basis, and they will do so on provision of an equity return or on the basis that they can
leverage in the future. High net wealth individuals nay be attracted to the higher returns currently
available than through the equity or bond markets. HNW groups may be looking for a blended
debt/equity retumn, and willing to fund 100% of the amount. This is usually for established
businesses looking to grow, but could work for a start-up with credible management with a track
record elsewhere. And a larger lender might be looking to partner with a niche specialist; here,
partial shareholding might be a route, and as Bruce Nelson, director, Compass Business Finance
says: “You need to think laterally when considering your options”.

Funding for more established lessors

Looking further down the line, the question arises as to how easy it is for established lessors to
source new funds for expansion or to renew debt facilities. The situation for established lessors
has improved over the last 12-18 months, and continues to improve but it is still not easy.
Companies need to consider a network of funders to source for finance, new alternative funders to
the main banks. These are likely to have comprehensive due diligence requirements, which can
add time and cost (costs which may need to be borne by the borrower, particularly if specialists
are brought into the due diligence process — these should be factored in). Pricing and leverage
ratios are improving, but neither are back to pre-2008 levels.

But industry views on this are confident overall; the opinion is that there is no lack of funds, but
that those holding the purse strings will continue to be highly discerning. As Bruce Nelson put it:
“There are no awards for bravery in the investor community.”

Bill Dost, managing director, D&D Leasing, concurred that well-run

.. companies should have no funding problems. “Established lessors, who
', " have shown a profitable portfolio that keeps its arrears and bad debts

" under control, should have no real trouble raising additional funding. As

long as they can show that their business model is successful and that

they have adequate distribution of funds, there really should be no issue

= raising funds.”

But he cautioned: “It's important to keep a spread of funding sources
and avoid reliance on any one source lest polices change, leaving a
lessor stranded without adequate funds.” And as Paul Brett, business
development director of short-term asset finance provider borro,
highlighted: “Existing lenders have access to numerous avenues 1o raise
finance, from private funding to investment funds to banks; however, the
skill is in obtaining funding at the right price to enable the business to lend competitively.”

Mark Picken, managing director of Shire Leasing, also sounded a cautionary note, specifically
concerning potential conflicts of interest between parents and subsidiaries: “The capital markets
seem to have freed up and liquidity is much, much better. However, you conly have to look at ING
and more recently CIT pulling out of asset finance markets (the latter only Europe, not the UK) to
see that parental interest in financing asset finance subsidiaries is not great.” His view is that “The
cash-hungry nature of asset finance is in direct competition with the bank parent trying to
conserve cash and strengthen its balance sheet. Very few are looking to grow fast and would
rather tread water, keeping a closer eye on risk and reward than on growth.”

Bill Dost, managing
director, D&D Leasing
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As an asset financier, Paul Tagg, director of block discount at Shawbrook Bank, thinks it is getting
easier for established lessor to get funding, and observes that: “There have been a number of new
entrants in the block discounting and wholesale sector.

How the industry views funding

Overall, the belief is that there are more types of funding available now to
the asset finance market than in recent years. Mark Picken noted:
“There are bodies and individuals sitting on cash piles looking for better
returns than the banks and general investment market will give them.
Investars who had ignored the asset finance market now see the
attraction. However, whether these investors are hedge funds, VCs,
corporates or high net werth individuals, they are risk averse and expect
very high returns. Nonetheless, these sources are investing and where
practical remain a reasonable source of funds.”

Whatever the source, lending criteria will be stringent, and newcomers
will still find it tough. As Bill Dost observed: “Realistically speaking, there
is not a lot of funding available for a ‘new’ leasing start-up unless there is
a strong pedigree, business plan and funding already present. A new
leasing company needs to enter the market with a strong measure of equity, a well-known
management team and capital partners already in play. Once they have then created a book (or
purchased a portfolic) additional funding can be sought.”

The importance of the management team was also a prime consideration for Paul Tagg: "0Funding
new-start business is not our speciality but the most important credential for any new customer is
‘who are the people involved?’. We would then take into consideration the leve! of their capital
investment and what infrastructure in place. The minimum we would consider is £250,000 credit
limit but can vary dependent on the above.”

From the peer-to-peer lending perspective, Paul Brett would treat an approach from an asset
finance company the same as any other: “In our experience the type of funding available is no
different from any other start-up business; however, there may be options to partner with existing
asset finance lenders by ‘white labelling’ their services, which would provide the necessary debt
facility”

But Ratan Daryani, managing director, Rivers Leasing, found that he had to bootstrap his own
venture: “When | started | could not find anyone to help provide finance, but admittedly | did not
look too hard, assuming, based on my other business experience, that none would be available,
bearing in mind the economic and financial climate in 2010. Rivers Leasing is funded from my own
personal resources, | was able to attract block discount facilities after | had been successfully
trading for a year.”

Mark Picken, managing
director, Shire Leasing
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Key factors in making a successful bid for funding

Mhmmwmmmmmsm-uprwmmmm
the basic principles are the same as v ply to any other business. A start-up must assemble

mmmmmamwmmmmmemwu
MWMMMWWWWWWW with a
strong e review of the market the start-up wishes to enter, and
~maammm MMNWMWWMWMM
vohmesatosrtahmfoﬁum set-up costs, anticipated margins, and so on. As Bill Dost points
: 'W&M'mm-upmmmnﬂ\anamﬂ-upofw
ng, except exacerbated.” However, there is more emphasis
Mcﬁwmmmw&mwmm its track record and
rmﬁaﬂhxmmm market focus and robust operating systems.

nhmmmmmmwﬁﬁmﬁm.wmﬁwdwm
highlighted, systems and processes play their part too. “We've worked with a number of new-start
businesses where funders have been extremely interested in the quality of management
iMMthMMMmMWM&mIm&

o s Ak A e vy el ol howsve, Tiew
entrants will still need to prove themselves.” ﬁmwmmwwmcanpmeyuu
have a viable business, people will always lend.”




Due diligence

A critical part of the process is undertaking due diligence, both as a demonstrable part of the
business plan, and for successful underwriting of business. Juan Kelly views it as essential to
obtaining funding: “A ‘suck it and see’ approach is loaded with risk and unlikely to obtain funding.
Fummmmmmmmmm while Ratan Daryani is

about its role in his business: “Rivers Leasing considers this to be absolutely
paramount to the continued success of the business and as the company is funded primarily with
my own money, immbmqurbmmmandmwmanﬂymﬁewmg
alternative credit search systems and alternative sources of information for credit decisions.” Paul
Tbma@awﬂﬁﬁmm&ﬂ%wwmmmmmsmdmgomg
monitoring around due diligence and research.”

As a funder, MW&MMM’BM@W Laura
McMullen, business development director said: “We use a s amount of information to
credit assess every business. We use credit reference , data from Companies House and
iniornnﬁmpmmdbywammmmmatwmamn understanding of the business
and the people behind it. mabohmaomtoamgsarmuntafdatamuxbasedbusmesses
and their historic performance which we analyse and use in our credit assessment process.”

Due diligence as part of your initial business planning is also fundamental for Bill Dost: “I'd say it's
extremely important on the market and the area of the market you're looking to open up into. You
need to know what the barriers to entry are. You need to understand what regulations exist and
then where and who might provide funding. You also need to know what services and servicers
you may need to approach, not just from banks, accountants, lawyers and software providers, but
also what consultants you might engage and who you might need to engage for staffing and
where you may want to locate your offices.”

Tarun Mistry, partner, Grant Thornton UK LLP, offers the following recommendations regarding due
diligence on new companies: *Performance is important; get as close as possible to the
management team so you are comfortable they will perform. Understand the team and their
systems, how the team works and the reliability and robustness of their business platform (is it
ouinouuedorin-ham?},wrlﬁmmmﬁ howwi!lthedabtberepmdrﬂtgoeswmng?Use
benchmarks — is this product being offered by another company; if so, how well are they doing? In
mﬂmmﬁwﬁm@%ﬁwmmmmbanwmmm
enforceable?”

Strong reputation

mewwm&mmwﬁwmmmwaﬁm Having a

mehmmhmm Anyone coming from outside the
mmwﬂl,bwﬁnganm to get funders on board. Asset finance is an
mmmm&mmm—mammm Realistically,
only people with industry track records and the right profile to command respect from lenders will
uaﬁamm&amamwﬂaMQﬂwWﬂmﬁnmwwﬂ be
the difference between success and failure.

D&D Leasing is an example of a fo lessor that has succeeded in starting up an operation in
the UK from scratch. In the case study below, founder Bill Dost explains how he did it.
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Know your funder
wmmmmmwmmmmmwngwmn
Funders hold

the balance of power, so a prospective funding client
mmmmwamtomwﬂs

pﬂ;«mmuﬂ%ﬁﬁﬂmﬁmmmmmmmhnﬁngmmww
mmmwmmwmwwmwmmm

-WMWW@hMmemWMammmmm
others will come on board more easily. Thinking long-term is vital; relations
structured to last.

mammhmm ‘New companies should not put all their
funding eggs in one basket; they should have a rock-solid relationship with their backers, but
mmmmmmﬂm&ﬁm

An innovative lending model for asset finance start-ups and intermediary lenders has been
developed by Conister Bank — see below.




Qutsourcing non-core activities

Once a start-up has assembied a credible and respected management team, identified its market and
put together a business plan, the other aspects of running a business need to be considered, such as
what software platform will be used, and where legal and accounting expertise shouid come from.
Outsourcing non-core campetency functions should be a serious consideration. Outsourcing can allow
a start-up to focus on key tasks like new business development, knowing that the back-end processes
and IT systems will deliver what it wants — as well as what its clients (and funders) want. Working with an
outsourced back office provider with powerful systems can allow a start-up business to punch above its
weight without requiring a significant financial investment. Not only does this help keep costs down and
margins up, it ensures that investor equity is deployed where it is most needed - leveraging the funding
facility.

‘Buying-in’ specialist legal and accounting knowledge, for example, is likely to be more cost-effective for
a new company than hiring in a full-time lawyer or accountant. If a particular structure is required for a
particular area of business, it's advisable to buy the advice needed to set it up.

A plan to keep back office costs down while still providing an efficient and seamless service to clients
could be an effective selling point on a business plan presented to funders. Outsourcing can provide
cost-effective benefits in the form of scalability and processes where investors can see robust, well-
used platforms - these provide reassurance in a downside scenario. Focusing on originating new
business while outsourcing the ‘heavy lifting’ of administration to a trusted third party could well be a
smart move, especially for fledgling businesses without large reserves of cash to spend on personnel,
equipment and software.

However, if the business model relies on a special client service, certain differentiators should not be
outsourced and need to be kept in-house, for example, distribution processes, customer contacts,
underwriting, and processes involving asset redemption (i.e. where value and differentiation is added).
And outsourcing can also be viewed as a short-term option only, one that fails to build core
into the organisation as it develops, thus depleting value in the longer term and running an

inherent risk of loss of control within the organisation. There is also the risk inherent in partnering with
another organisation, the operation of which cannot be controlled - a partner organisation’s sudden
business failure could prove disastrous. Potential third parties should therefore be chosen with the

Juan Kelly is one of those who advise caution: “Start-ups should try to retain as much in-house as
possible, with the exception of IT which should be acguired off the shelf and cutsourced.” Mark Picken
is also not a fan: “l see it as a short-term measure and a loss of control. In the short term it may help a
start-up initially, but if it is serious about the market, its long-term strategy should be to originate, bill and
collect its own portfolio. It depends on the overall strategy. If it wants a quick in and out, cutsource it all
after origination. If it wants to test the water and build knowledge, experience and reputation, then initial
outsourcing is a less costly option. If it wants to build long-term value, keep as many of the systems and
processes in-house as it can afford.” And outsourcing is not an option for Laura McMullen: “We work
closely with 2 panel of introducers and feel that outsourcing any of these functions would not work due
to the high service levels that we seek to provide.”

On the other hand, for Ratan Daryani, outsourcing was fundamental to his business start-up plan:
“Outsourcing our lease management system and back office process has been essential to the Rivers
Leasing business. This has allowed us to start up with industry recognised systems without the initial
investment requirement, it has allowed us to utilise specialist and experienced staff without having to
employ them directly and have them underutifised until we grow sufficiently to fully utilise their skills.
Outsourcing has also been critical to our cash flow as the ‘pay per lease’ model of costing allows us to
WMMMMWMMMMMWMW&e"

WWWMMMMmmwmmmmm management,
including billing and collecting, as well as customer service, according to Bill Dest. * think cutsourcing
back office functions for a start-up can be quite advantageous. Keeping overheads low will lead to
profitability and having a backup servicer can bring a level of comfort to funders who may want to

provide finance.”
Paul Tagg also sees advantages, particularly in outsourced management systems: “Outsourcing has

become more popular in recent years, particularly hosted management systems. For a start-up, it can
provide and economic advantage whilst critical mass is being built.”

And Paul Brett makes a valid point about exit clauses: " am a fan of outsourcing as you can keep your
costs low while growing your business. The important peint to note here is that you ensure that your
contract allows an exit, should you decide to take the function back in-house.”

ol “‘
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Industry views on key funding issues

Key issues for potential funders are summed up by Bruce Nelson as: “Who's in the team. What
reputation/experience do they have and can these be verified. On what markets will they focus, or
will they be general non-specialist funders. Who will drive the credit policy and will their reputation
be intact following the recent troubled years. Compliance will have its place; AML, CCA regulation
changes, data protection. They must also ensure they have adequate capital, as cash flow is
critical for any lender, and as experienced by many a few years ago, can be the downfall of
profitable companies if loosely managed.”

Matching your requirements to the right potential investor is also important for Mark Picken: “The
challenge is having the right scale and there is no universally right scale. At one end, investors will
want to invest large amounts of capital and seek control. At the other, the lnvestrnent may be
relatively modest and is being offered to augment the current poor returns in the deposit markets.
Generally, the issue is that new investors want low risk and high returns. Nice work if you can get
it! What is clear is investors need to trust the management team and be convinced they are
knowledgeable and experienced. Shire's unique role as a Master Broker in the UK is largely

predicated on the management team’s experience and proven systems and processes that have
weathered the recent credit storm.”

Paul Brett sees the main challenge as obtaining a longer-term debt facility to enable the business
to lend: “Many start-ups initially use equity to finance deals but ultimately a competitive wholesale
debt line facility has to be obtained”, while Bill Dost also identifies the need for demonstrably
robust business fundamentals: “Keeping a low overhead and profitability and often seeing how a
lease portfolio hasperformadwﬂlalsoas&tlnaﬁakﬂngfumﬁng A robust legacy system or one
that is outsourced is fundamental to provide auditability and performance reporting to a potential
funder.

Paul Tagg provides the asset financier's paint of view: “As a start-up
there is no track record, leaving lenders fo rely on due diligence of the
business and management and, as block discounting usually advances
up to 80% of the customer net lend, the asset lender would have to be
able to provide the 20% equity on each deal; this is the main challenge
for the asset financier. The increase in regulation also means that a new
entrant would need to cover theses aspects. Fortunately, there are
professional firms out there that can cover this, but obviously at a cost.”

Tarun Mistry also highlights lack of track record as a primary Issue: “The
first challenge for a start-up is lack of portfolio history: the start-up needs
to prove it can make the returns. How solid is demand for the product -

gauhawbrool Tagg’kmaankw' will volume assumptions be met? What platform will be used - if it fails,

how will a funder get their investment back? Can the start-up show it can
provide leverage going forward - is there a financial buffer to keep the company viable without
having to rely on the debt funder for support if projections are not met?”

On the downside, both Juan Kelly and Ratan Daryani believe that obtaining funding is a steep
uphill battle. Kelly puts it plainty: “Many funders won't lend to a start-up and this is unlikely to

change in the next two or three years”, Mﬂh%ymsays""inmyexpmenceyou need to go from
start-up to being a viable business before you can obtain any further funding.”






The role of secondary funding markets

Block discounting and securitisation are the two main sources of secondary market funding.
Syndication is generally only available for larger transactions in excess of £50m (club basis) or
£100m for syndication, so is not really a viable option for start-ups or early-stage operations.

Block discounting

Block discounting is a tried and tested funding source within the asset finance industry. The
funding method lost some of its usefulness when there was a super-abundance of debt funding
prior to the credit crunch, but is now coming back as a mainstay of the industry.

A typical block discount facility is started by a lessor approaching a block discounter and offering
to generate new business, while being in possession of enough equity to finance some of the
equity costs, usually around 20%. The block discounter will advance a fixed percentage of the
cost of the asset, typically around 80-85%, while the leasing company puts in the rest, The block
discounter will make its margin, so when the lessor is able to lease out an asset at whatever the
market rate happens to be, the lessor will be left with a margin which needs to be sufficient to
ooverhsﬁmdandmableoperaﬁmm.baddubtpmm.m hopefully, a profit. The
block discounter takes a charge over the rec les generated through the lease contract,
albowhgitwmllectmﬂonﬂwmeﬁfamﬂimgwsmng Current players in the block
discounting market include Aldermore, Hitachi Capital, Shawbrook and Siemens.

The credit philosophy behind block discounting is extremely similar to that behind securitisation.
Block discounting tends to be a single investor execution. Because it is bilateral between the
block discounter and the lessor, there is usually no need to bring in outside parties such as ratings
agencies and investment banks, as would be the case for securitisation. This drastically lowers the
cost of execution.

Block discounting is the easiest way of accessing the market for a new start-up. It is possible to
get funding from block discounters to set up a business, although usually block discounting is a
step after the initial financing has been put in place, as a track record of writing deals. For small
ticket deals, block discounting makes a lot of sense. However, a good track record is key and the
consensus is that if a new company has a very experienced management team, it will receive
recognition of that and there is no reason why facilities should not be
provided. However, for a new start-up with no previous experience,
bleck discounting will not be of use, as there will be no track record, no
underwriting examples, and no history of reliable operating systems.

And Tarun Mistry advises: “In the past it was quite normal to use block
discounting to leverage up, which could be done with relatively small
amounts. That option is still there, the appetite is there and increasing,
but a block discounter needs to know who's involved, if the underlying
assets are of good quality, and be comfortable with the management
team and platform etc — which can be an issue for start-ups.”

Tarun Mistry, partner,
Grant Thornton

Securitisation

The securitisation market closed significantly post 2008 but has opened up in more recent years
for assets that are well understood and have performed relatively well over the period.

The key to asset finance securitisations is the ability to predict accurately the future value and
future income of a portfolio, and to prove it. Most major asset classes have been securitised: cars,
aircraft, ships, plant and equipment, as well as intangibles such as software licences, but these
can be much more difficult. The main ingredient is a high degree of predictability of performance in
a wide range of economic scenarios.

The problem with securitisation is simple — in its full version, it is massively systems- and analysis-
intensive. At the end of the process, after the lessor has met the ratings agencies and undergone a
full analysis of the deal and stress testing, the lessor knows far more about his or her own
business than is sometimes comfortable. For a start-up, unless they have incredibly well-
developed infrastructure and the proven capability to provide servicing, securitisation won't be an
option on the table. it's not for the faint-hearted ~ you need to know your business inside-out and
be able fo prove it. Anyone without at least a three-year track record is looking for disappointment,
and first-rate systems and back-up are needed. But securitisation alone can never be a viable
alternative to working capital, only an addition to it.
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New start-ups face an obvious barrier when it comes to securitisation: a substantial portfolio is
required (from £50m upwards, £100m being standard) with some kind of performance record to
offer security to investors, But new companies should not discount this route entirely, and it could
be a relevant route for established companies looking to raise funding for a new niche subsidiary.
Longer leases look to be better suited to securitisation, but investors then also have to wait longer
for a return. The average lease term of around three to four years is the most effective
securitisation term. Independent leasing companies should look at achieving gearing ratios of
around three to one (prior to the crash, ratios could be up to 10 to one). A new company should
use low gearing ratios to build a portfolio that can be packaged for securitisation when the
portfolio is mature, after around three to four years.

Accessing securitisation is not easy, particularly in the SME sector; it’s all about good
M,mmmmwbtommawmwmmmma
funder might raise. Due diligence is detailed and quality management information is critical
throughout the process. You have to be able to cut the book in every way imaginable and give
goodda}:aonawpwﬁmwm Carﬁstehcy is also important: a securitisation needs a level
meassat.pmductoﬁemg process, documentation, etc, so

How the industry views the secondary funding markets

Bill Dost believes that these markets are an extremely important but under-utilised area of the UK
marketplace. “Many funders traditionally keep their secondary funding deals under wraps, so
having a clear understanding of the size of this market is extremely difficult. | can say that if we
want the leasing industry to grow, a fully functioning and active secondary market like that in the
US is extremely important.”

In the opinion of Bruce Nelson, “Block discounting is often for those who can demonstrate a good
track record, effectively recourse to an acceptable balance shest. Although I'm sure some in this
mmmmmammﬁm and where there’s sensible 'skin in the
game'.” He sees block discounting as a very versatile product if used judiciously, and well suited
to building an initial lending portfolio. “There's definitely an opportunity, although I'm not sure the
funders use the secondary markets as much as they could. But the movement of experienced
pmmmmwmwmmmmmwdmtop in the future.
Knowing with whom you're dealing and how they operate is critical.”

Jmmwmwmmmwxmw&mwmayembmtw
facilities are difficult to obtain”, while Paul Brett commented that: “Since the credit crunch,
swemymmmw s wmmmmmntocomeny My

As director of block tﬁsmamt at anwm Paul 'l?w's ews are palﬁcularty relevant: “There will
always be a need for businesses taken to the next step in. However, the clearing
arket and funding is difficult to arrange in the. aewtﬁsaﬁon and syndication

19



memmmanwmwmmmmmmmmuum

Mmm&omm However, |












24




Appendix: Lease accounting: new rules are coming

Andy Thompson, Asset Finance International’s legal and regulatory editor, looks at the likely

effects of proposed changes to accounting procedure and highlights topics of particular interest
for new entrants

The major regulatory challenge for the leasing industry in the coming years is one that will be
almost global in scope. A new lease accounting standard is being proposed. lis heaviest impact
will be on lessee rather than lessor accounting. However, new plavers entering the market as
lessors will need to be aware of the changes, so that they can brief their future lessee customers
on what to expect.

New entrants to the leasing market may operate under a variety of business models. However,
even if the bulk of their contracts are to be funded by banks or other third parties, it is likely that
new players will be introducing the business direct to lessees, and will therefore need to bring a
high level of awareness about the coming changes in the lessee accounting framework.

The immediate effect of the change will be on international financial reporting standards (IFRS) and
US generally accepted accounting principles (GAAP). National GAAP rules in many countries
outside the US are likely to be brought into line with the change at some stage. For those lessees
who are affected by it, the major likely change is that nearly all leases will give rise to assets and
liabilities on their balance sheets.

The only exceptions to the new rule will be short-term leases that cannot continue for mere than
12 months. The rules will apply to both equipment and property leases — but where equipment is
concerned, the only exempted shori-term contracts will be those like construction plant hire and
vehicle dally rental.

Under current accounting rules in most countries, a key accounting distinction is drawn between
what are called “finance’ and ‘operating’ leases. A finance lease (or a ‘capital lease’ as it is called
in the US market) is one where most of the risks and rewards of ownership of the asset are
transferred to the lessee. These are already on-balance-sheet to the lessee, while all other leases
are classified as operating leases and are off-balance-sheet.

In most jurisdictions, for the lease to be classified as an operating lease there has to be a residual
value (RV) risk to be borne by the lessor or supplier — and not guaranteed by the lessee - of at
least 10% of the asset's value (when discounted to a present value (PV) at the start of the lease

‘operating lease distinction is relevant to both lessee and lessor accounting.
However.ﬁasmuchmomaﬂioaionmelesmsidsvwm;tdeterminesﬁwequestlonofbaianoe
sheet capitalisation. The lessor will of course always recognise a balance sheet asset of some sort,
although the detailed accounting rules are different as between the two types of lease.

mmwmm;«mm-m&nvemeﬁ. plant or machinery (or real estate)
subject to the lease — will appear on the balance sheet of either the lessee or the lessor, depending
on whether it is a finance or operating lease. In the case of a finance lease, the lessor will
recognise an associated financial asset, and not the underlying asset itself, on its balance sheet.
Where the RV is underwritten by the equipment supplier or another type of third party who is not
the lessor, a contract could well be an operating lease for the lessee but a finance lease for the
lessor.

Under the proposed new rules, the lessee will recognise a ‘right of use’ (ROU) asset, and a
corresponding liability for the lease rentals, based on the PV of the minimum lease payments. For
a lease currently classified as a finance lease, the ROU asset will have much the same value as the
underlying asset under current rules, but for current operating leases the ROU asset will be
relatively smaller.

In the expense profile through the lease period in the profit and loss (P&L) account, nearly all
equipment leases will be expensed on a front-loaded profile. This will match the current treatment
of finance leases. However, it will differ sharply from the straight line expensing of current
operating leases, so that the recognition of expense will become more accelerated in that type of
contract.
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In future lessee accounting for the ROU, the rules for deriving PVs for initial balance sheet
recognition will be the same as for finance leases now. Lessees will be required to use the “impiicit
interest rate” in the lease to discount the lease payments where this is possible; however, they will
otherwise be permitted to use their own incremental borrowing rates in the general credit market.
Implicit rates are hardly ever documented on lease contracts. With the wider application of these
rules in future, when all leases go on-balance-sheet, some lessees may be looking to their lessors
for guidance on the implicit rates.

Many leases have renewal options for the lessee at the end of the contract period. Under the

current version of the proposed rules, the standard-setters have gone for a solution that should
minimise the compliance problems for lessees. In computing the PV at lease inception, renewal
periods will be ignored except to the extent there is a “significant economic incentive” to renew.

It is likely that in practice this would catch only the renewal options on some current finance
leases, where secondary rentals are reduced to a fraction of those in the primary period. In the
mﬁwmmmwmmmwmammww
mmmwlmmmmmwmmmmmmm

Service-inclusive leases

Many of the operating leases that will come on to the lessee's balance sheet under the new rules
will be service-inclusive contracts, like contract hire facilities in the vehicles sector. In these cases
current accounting rules for the lessee are relatively simple, Both lease and service elements are
off-balance-sheet, and are accounted for in the same way in the P&L account, normally on the
basis of the documented rental and servicing costs.

accounting rules for these contracts will become much more complex.
The servicing partofmewnﬁ'actwmsﬁﬁnolbeemmﬂsad but the finance charges will be so.

The draft accounting standard lays down rules that should make it clear how these sharply
differing forms of accounting treatment are to be-applied to the two elements of this type of
contract. In the great majority of cases across the leasing market, agreements are already
documented in such a way that the split between finance and service charges will be clear to the
lessee.

In some leasing market sectors where there are many service-inclusive contracts, notably
reprographic equipment, the lease elements of most agreements are in reality finance leases under
current rules. There may be some compliance issues at present, in that many lessees do not
appreciate that the lease element should be subject to a finance/operating lease classification test
and may therefore already need to be on-balance-sheet. In future, with all leases having to go on-
m-mmmmmmmmmmmﬁngmmsamd service

%mmmmmmmmmewmbeanc&
inclusive leases and pure servicing contracts with no lease element. These alsc will bring more
complexity when all leases have to go on-balance-sheet. The draft of the new accounting standard
addresses this aspect. For both the putative lessees and lessors, it lays out a series of tests for
determining whether a lease will have to be recognised within these contracts, based mainly on
the extent to which the lessee has exclusive use and operating control of specific capital assets.

Lessor accounting

Under the proposed lessor accounting rules for equipment leases, lessors will potentially account
for two distinct assets: the lease receivables, and a residual asset (RA) based on the RV. For
present day finance leases there may in practice be no RA, and the valuation of the receivables
may match that of the underlying asset.

For most types of equipment lease, including current operating leases, the lease receivables will
be the main balance sheet item for the lessor and the RA {where relevant) will be relatively smaller.
Proposed future accounting for the receivables will be essentially the same as for finance leases at
present, giving a front-loaded income recognition profile through the lease period as a result of
recognising finance charge income in the P&L account on an amortising asset.




The RA (if any) will initially be recognised as the PV of the expected RV at the end of the lease
period. The PV discount applied to the RV will be unwound progressively through the lease period,
and the resulting accretions of the RA will be recognised as income in the P&L.

For equipment leases that would now be classified as operating leases, the proposed change on
the lessor side will be a mirror image of that on the lessee side. For in these cases lease income is
currently recognised on a level profile, whereas in future it will become more accelerated.

Many potential start-up lessors will be existing equipment dealers or manufacturers, moving into
the business of writing some leases on their own books. Their leasing activity would be a captive
arm of their business as suppliers. For the captives the more imporiant change in the lease
accounting rules will be not in accounting for the lease as such, but in the ability to recognise a
normal up-front selling profit on the equipment supply side of the business when products are sold
on lease.

Currently, it is only on finance leases that a normal selling profit can be recognised by a captive
leasing company (or its supplier parent) at lease inception. In the case of an operating lease, the
asset has to be held in the books at its carrying value prior to realising a sale - i.e. at the cost of
production for a manufacturer, or the wholesale buying price for a dealer. Only when the asset is
disposed of, after the lease terminates, can any selling profit be taken into account.

Under the proposed rules, a selling profit at lease inception will be recognised in all cases, though
it will not be the 100% r i -wmmﬁnmemasumﬁmismmme
proportion of selling profit for which recognition may have to be deferred to the end of the lease
mwmmmdmmsmmmmmwmamwm
rather than receivables.

The new lease accounting standard is being jointly developed by the International Accounting
St&ﬂdﬂﬂsﬁﬂﬂiﬂﬂm ‘and the US Financial Accounting Standards Board (FASB). This is part of
aMd&pm}mttoMmmmaswmlFRSmdus GAAP across all areas of
accounting.

The project has been long delayed, and many changes have been made to an earlier exposure
draft issued three years ago. The public comment period on the current draft expires in mid-
September, and there will then be further re-deliberations by the Boards starting towards the end
of this year.

HaltgoeammwmmmsﬂmWﬁnmmmenewmlestowardstheendof
2014. For listed public cor 1ies, the earliest possible effective date - i.e. the start date of
accounting periods to which the new rules will fully apply — could be January 12017.

However, thesemmmmmmmmmpmeﬁguramﬂEmbasisfw
earlier periods while their main financial reports are still on the current basis. For these
comparative purposes, the ‘dates of initial application’ could be for periods starting from as early
as January 2015 for US-listed companies, or a year later for those in the EU and some other
jurisdictions.

ThegmatmapﬂtyoﬂeasmﬂafmmwﬂismSME&ThﬁeMﬂhaverather!cngertocompiy
inEwope,ﬁlsm!y"awdemﬂaamhavewGomplyvﬁmlFRSurderEth Others are
subject to varying national GAAPs, although they can opt to adhere to IFRS instead. Some EU
mmmmmmmmka@tm@m% but there may be
time lags before these countries’ lease accounting rules are brought into line with the proposed
IFRS change.

It is likely that for US unlisted companies, and also most of those fully subject to IFRS, the
effective date of the new lease accounting rules will not be before January 2018.

mmmmnmﬂmmmmmbemﬁadwlaasesalmadyrunmngat
the effective date, and not just those incepted from that date. In the case of equipment leases now
classadascpacﬂk@bmm new rules will bring substantial changes, this will force
quite complex retrospective s to the accounting. That applies to both lessees and
lessors, bmnhmmmwmbemmimwmmu

The main transition proposal for operating leases on the lessee side is termed a ‘modified
retrospective approach’. It would avold some of the worst conceivable consequences of
retrospective application - suchasanimmdlateup-fmnthittotheP&Lamuntasa
consequence of moving all running leases to a front-loaded expense basis, or restating past years’

ntsnghtbacktotheeadlastsﬁeﬁdatesaﬂmmmmmmﬂm it will nevertheless be
quite challenging to apply, and many lessees may need some advice on it from their lessors.
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