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Bismillah Engineering is a light engineering workghin the Sohrab Goth area on the edge of
Karachi, Pakistan’s largest city. Its owner, Hatlhmed, had always wanted to expand his busine
by getting more machine tools, but was scared nkband other formal financial institutions, since
he was uneducated and kept no proper accountpi@ahese weaknesses, NLC has enabled Hahib
to achieve his desire for growth with a $2000 leak&vo second-hand lathes. The NLC marketing
officer guided him through all the procedures amduimentation and the whole process proved ver
simple. As a result of his new machines, Habibthalsn on four new workers and increased his
monthly profit by $40.
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1. INTRODUCTION AND BACKGROUND

This paper reflects the experience of SDC in supmpteasing to the micro and small
enterprise (MSE) sector in Pakistan over the last years. It also draws on
experiences from elsewhere in order to providetsah comparison, but it is
essentially based on lessons learned in Pakistan.

In some ways, it is a considerable achievementRhkistan continues to have a
healthy leasing industry at all. Recent years sen an almost relentless downward
slide in the country’s economic situation which basught demand for industrial
machinery and equipment down to previously unkntevels. Set this economic
context alongside a history of failed governmentieal credit interventions in the
MSE sector and it is perhaps surprising that M&Biteg in Pakistan has not been
stillborn. On the contrary, however, it continuestrvive and even thrive.

SDC decided to work with the leasing industry ikiB&n in order to:

» test the potential for private sector financiatitusions to contribute to the
development process, but with a clear commerciapsetive;

» test the viability of leasing as a source of firafar MSEs (to which end SDC
funding is provided at market rates of interest).

SDC'’s first partner in the Pakistan leasing seatas Network Leasing Corporation
(NLC), which was established in 1995 and first reeg SDC support shortly
afterwards. NLC was formed ttprovide lease financing and developmental support
services to the small and micro enterprises andsthall and cottage industriesThe
directors (who own 34% of the company’s equity) atiter investors believed that
this sector would not only be a viable niche faitlitompany, but would also
“strengthen the most productive and promising séctf the Pakistani economy.



NLC now has 1700 clients, a lease portfolio of $6ahd has recently received an
investment-quality credit rating from an internagdly recognised rating agency.
NLC has received both loan funds and modest teahagsistance from SDC,
originally for their mainstream operations and m@eently to assist in the
establishment of a new branch in North West Frotrevince (NWFP), a relatively
underdeveloped part of Pakistan and a focus fos$aid. In addition, NLC have
received significant loan funds from ADB and the MldBank. More importantly for
the long term, the recent credit rating has enatblenh to access substantial funds
from the local market, with $3m in the process eihlg raised at the time of writing.
Although quoted on the stock market, NLC remainslatively small, if growing,
operation.

By very stark contrast, SDC'’s other leasing compaanyner, Orix Leasing Pakistan
(OLP) is a 57% subsidiary of a major Japanese catipn and enjoys the highest
credit rating of any leasing company in Pakistars & large and sophisticated
corporate entity. At $100m, OLP’s lease portfoldlb times bigger than NLC’s.
Although OLP describe their market niche as bemglsand micro enterprises, they
have primarily operated at the small enterprisellep until now. SDC have provided
OLP with a loan and a little technical assistamcerder to help in the establishment
of a pilot micro enterprise leasing programme in KRV

The final component of SDC’s support to MSE leasingakistan has been a
technical assistance grant to the Leasing Assoaiati Pakistan (LAP), the leasing
industry’s trade body. This support has comprigeining of leasing company staff
in MSE leasing; a programme of seminars aimedaéeasing awareness of leasing
amongst MSEs; development of a database of patdi8E leasing clients;
establishment of an MSE desk within LAP; and thadshment of an MSE leasing
challenge fund open to proposals for micro-projéatm all 32 leasing companies.

2. FINANCIAL NEEDS OF MSEs

SDC have focused their support to leasing in Pakish the development of MSE
leasing in particular because they believe thaheethe formal financial institutions
nor the NGO microfinance providers are meetindfitiencial needs of MSEs.

There are two basic financial needs which are dbarigtic of MSEs. The first is the
need to fund the basic cash inflows and outflowikvimake up the business’s
everyday transactions. Nearly all businesses redhis type of finance and it is
known asWorking Capital The working capital needs of most businesses are
reflected in short and repeated cycles of borrowvaing repaying. Rather like our more
recent understanding of microfinance, the needriguinding to smoothe the peaks
and troughs in the business’s cash flow.

Since they merely buy stock and sell it on againstntrading businesses need
primarily working capital to fund their activitieBy contrast, manufacturers and most
service providers (the enterprises which have motntial for contributing to local
economic development) need working capital but edgpiire significant fixed assets
such as machinery, tools and equipment in ordeatxy on their business. As a result,



they need a source Bfxed Asset Financehich enables them to buy equipment with
a longer life and for which they can make repaymener an extended time period,
based on the additional earnings generated byghipraent. This is where leasing
comes in. As we shall see below, leasing is spedifi for fixed asset finance.

Having said that, there are some grounds for bieliethat leasing is indirectly able to
meet working capital needs. MSE owners typically tneir own equity funds to
purchase the equipment they need and then relymplier credit to fund their
working capital requirements, believing it to beap. In fact, our informal studies of
steel stockholder pricing policies in Pakistan aadied that small engineering
workshops were typically paying 2% a week for tgkitems such as steel rods on
credit. Using lease finance for their equipmentdthdhus enable MSEs to use their
own equity (which would previously have been inedsh equipment but which is
now freed up) to fund their working capital needd ¢hus improve their business
performance.

In practice, of course, things are not so straayiatard. For example, Pakistan’s
leasing companies quite often find that they hawvaniced the purchase of a new piece
of machinery which (say) doubles the businesssrieal capacity, but that the
business owner has not secured the necessarysadreaorking capital to enable

him to make use of that capacity. As a resultbilsiness not only fails to fulfil its
potential, but also runs into difficulty with itedse payments, because the anticipated
increase in earnings has not happened.

Fahmida Qadri’s husband had never allowed her tbigeolved in any income generation activity
until a few years back when the deteriorating segwituation in Karachi prevented him from even
going to work. When he realised that their livetidovas threatened, he agreed that she could leade a
industrial sewing machine and return to the slshe had learned from her mother. Things went so
well that he consented to her continuing with thsibess, even once the law and order situation had
improved. Fahmida now has four machines and emgsysany as five people during busy periods.
The main problem she has now is getting enoughingdapital. The Qadris must work very hard,
since they have ten children, all of whom are stilldying. However, they look to the future with
optimism.

Overall, we can say that the leasing instrumens cha¢ directly meet working capital
financing needs, except (in theory at least) bgifrg up owner’s equity for this
purpose. However, it does meet the very importaetfasset financing needs of
MSEs in the manufacturing and service sectors. Ashall see below, the experience
from Pakistan is that the existence of a leasidgstry can convert the neéaf fixed
asset finance into a demafwt leasing products.

3. WHAT IS LEASING?

3.1 General Principles

Leasing is a contractual arrangement between twieepaby which you (thiesseg
have the use of an asset (normally a piece of egnp) belonging to me (tHesso)
in exchange for regular payments by you to me fioxead period of time. It is this
separation of ownership (by me, the financial tngtin) and use (by you, the MSE)
which is at the centre of leasing. Leasing is kaltdly known in the majority of



developing countries, although it is widely usedhie richer nations. The
International Finance Corporation describes thitferdnt types of lease:

Financial Leases are a way in which businesses can finance thehpse of
equipment. The total payments over the life ofldase should be designed to cover
the cost of the asset, so that the lessee carhbugsset for a nominal fee at the end of
the contract period. Full ownership remains with lgssor until all payments have
been made.

Operating Leasesare not a way of financing equipment purchaseyTare a way of
paying for short-term use of an asset on an ingtiairbasis. The lessor will retain
ownership of the asset and seek to make a numiseicoéssive leases. It is a type of
equipment hire.

Hire Purchase is another way of financing the purchase ofssef but is more
commonly found in the retail sector and for smiglivis such as sewing machines. A
key difference from financial leasing is that as geriodic payments are made under
the hire purchase contract, then so the ownerdhipecasset gradually transfers to the
lessee. This can make repossession more compliisstedelow).

3.2 The Pakistan Experience

Pakistan’s leasing industry has historically beemlved only in the provision of
financial leases and it is financial leases whainain the core product of all the
leasing companies and hence the focus of this pBjesvever, it is worth noting that
recent years have seen an increasing involvemeamqéerating leases. For example,
OLP has responded to the continuing crisis in thentry’s electricity industry, by
offering businesses what it terms a “total eneajytson” by which they guarantee a
client’s electricity supply. This involves OLP natly in financing the required
generators, but also in supplying the fuel, managdrand maintenance, which they
subcontract out. Another operating lease packagetwihey are currently looking at
as a kind of franchise is the provision of a filipctioning business service centre,
including computer (with internet access), pringrotocopier and fax . This
obviously has interesting implications as an exangblprivate sector BDS provision.

4. WHY SHOULD FINANCIAL INSTITUTIONS BE INTERESTED IN MSE
LEASING? — Managing the risks and controlling the osts of MSE leasing

4.1 Managing the Risks: General Principles

Financial institutions will often claim that theinwillingness to provide MSE finance
results from the high levels of perceived risk whaee involved in financing the

micro and small scale sector. Compared to makicmnaentional loan however,
leasing has certain features which give it verceadvantages in terms of reducing
the risk to the financial institution.

» Firstly, the money to pay for the leased assetmaetially passes through the
hands of the lessee. The lessor makes direct paygemrerally by cheque) to the
supplier of the equipment. This approach minimtkespossibility of funds



diversion or fraud. For example, when NLC are catipg on a new lease, they
generally go with the lessee to the equipment $seip@oth parties will inspect
the equipment to ensure that it complies with whas$ ordered, NLC will hand
over the cheque direct to the supplier and thee&essll take the equipment back
to his business.

» Secondly, when a lessee defaults on payments,gegsisn of the asset should be
quite straightforward, since ownership of the assetains with the lessor. It is of
course important that the law allows such repossess$o take place easily and
cheaply. It should be noted that in Pakistan adt]ehings are not always so
straightforward.

« Thirdly, lessees in Pakistan are typically requiee@ut up a deposit of 10% of the
value of the asset to be purchased and to prowidgérsonal guarantors for the
lease. In practice, the guarantees are rarelyd;dile they are an extremely
effective way to put pressure on delinquent lessees

« Fourthly, the higher rates charged by leasing camneggalcompared to banks) give
them a greater cushion for absorbing any delinquenc

4.2 Managing the Risks: The Pakistan Experience

In addition to these standard leasing features, NiaRes extensive and innovative
use of insurance to protect both itself and itsral. All NLC leases are covered by
insurance on the life of the client, so that NL@&slmot have to repossess the asset
when the client dies. This is both prudent for Nu@ humane for the client’s family.
Equally, NLC take out insurance to cover all righ®, theft etc) on each leased asset
as well as a residual value insurance in caseassegsed asset is worth less than the
outstanding amount of the lease. All the costisfinsurance are included in the
lease payments made by the client. NLC’s use efrarsce is described in greater
detail in Brown and Churchifinsurance Provision in Low Income Communities”
published by USAID’s Microenterprise Best PractiBegsject
(http://www.mip.org/pubs/mbp-res.hym

Finally, NLC have also reduced their risk throulgh tise of seasonal variation in
instalment size. NLC’s early experience showed tkieath many businesses have such
great seasonal variation in income that it is usgato expect uniform payments to
be made by the lessee throughout the year. Thaeythavefore devised different
payment patterns for different sectors, with mwigér payments being due at times
of plenty and much smaller payments in the low aea®f course, the total payments
over a whole year remain unchanged, but delinquensignificantly reduced.

In addition to the above factors, leasing compamegeneral in Pakistan are looking
at the MSE market with increasing interest. Thidus to the very weak investment
climate which has significantly reduced their cbusiness of leasing industrial
machinery to medium and large enterprises. At #meestime, small and micro
manufacturing and service businesses have provearkably resilient and hence
offer a more stable market for lease finance.



4.3 Controlling the Costs: General Principles

An undeniable feature of lending to MSEs is thattttansaction costs are typically
very high as a percentage of the amount borrowedigder, leasing is also able to
help us out here.

Appraisal and Documentation Costs

The whole point of lease finance is that it is feed on the ability of the actual asset
leased to generate the earnings which are requiredler to meet the lease
repayments. The asset must of course be viewdttindntext of the business as a
whole, but the appraisal process should not need/tdve the kind of detailed and
lengthy assessment of the enterprise which wouldasbal for a conventional bank
loan. Appraisal costs should thus be reduced. Bqusahce the lessor does not
normally take additional collateral security (othiean the relatively simple personal
guarantees) from the lessee, documentation costddshlso be reduced compared to
standard commercial bank lending;

Tax Relief

As the owner of the asset, it is the lessor raittwn the lessee who is able to claim tax
relief on the depreciation of the asset. This fed=ctly through into increased profit
for the lessor.

Compliance Costs

Provided they do not take deposits, leasing conggastiould be subject to less
regulation than banks, since depositor protecteases to be a worry for the
regulatory authorities. Unfortunately, the authestin Pakistan have not been
persuaded of this view and continue to regulatemhele leasing sector. This means
that Pakistani leasing companies do not enjoydlacged costs of regulatory
compliance which their peers can enjoy elsewhere.

Going to Scale
Last but by no means least, the very clear amdively straightforward systems and

procedures involved in leasing also mean that asing the scale of operations and
hence outreach is highly feasible, since high Eweétechnical skills and decision-
making discretion are not required at the levedérational staff. Increasing scale
means that large central overheads can be shamugean increasing number of
lessees, thus reducing costs.

4.4 Controlling the Costs: The Pakistan Experience

In addition to these general features of leasinighvBhould automatically lead to
reduced transaction costs, NLC is making innovaiise of post-dated cheques to
further reduce the costs they incur. Their cal¢oifet indicated that individual
collection of monthly instalments would be too ¢p#br them. On the other hand,
while Pakistan does have a standing order systaanot considered practicable for
use in the small payments which NLC receives frtsntustomers. Thus, when a
client signs a lease with NLC, he or she must etsoplete and sign 36 post-dated
cheques for the 36 monthly payments which will be dnder the lease. NLC then
bank these as they fall due. About 20% of the cesdpounce, thus incurring an



additional administration fee for the errant lesse®rder to be able to provide the
post-dated cheques, NLC clients must open a basduatif they do not already have
one. NLC will assist them in this if necessary.sTisi considered to have the wider
benefit of introducing clients to the banking syste

OLP are trying to reduce transaction costs thrahgtdevelopment of innovative
linkages with other organisations (NGOs and busegswho have parallel interests.
In the NGO sector for example, they have begun ingriwith the Aga Khan Rural
Support Programme (AKRSP), a major NGO workingha temote and mountainous
Northern Areas of Pakistan. AKRSP has started dhtcing to OLP enterprises which
have either graduated from their own microfinanagpmme, or which are too large
to join in the first place. OLP make their own assaent and write the lease, but
AKRSP facilitate collection of the lease repaymefitss arrangement helps AKRSP
achieve their own goals of promoting economic dewelent in the Northern Areas,
while at the same time reducing OLP’s own transactiosts.

In the business sector, by contrast, OLP have dpedla relationship with Voice Tel
Tech (VTT). VTT provide a package of hardware aoitivgare which enables the
buyer to set up as a Public Call Office (PCO) pdow telephone services to the
public. OLP are leasing significant numbers of hB€O sets. Compared to other
leases, OLP can dramatically reduce the intensidyteence cost of appraisal when
leasing these PCO sets because:

» they know that both the technology and the bassinass model work;

« VTT are willing to cut off a lessee who fails to keatheir repayments;

» there is a ready market for repossessed sets, WHighcan use in the next PCO.

Zahid Hussein has for several years been a frozed élealer in the Baragate area of Peshawar.
However, just over a year ago he became increagiagiare of the potential for establishing a Publi
Call Office (PCO) providing a public telephone seey particularly since his shop is on the maindo
to the airport and many Afghans (who often wardai abroad) live nearby. He now has a Voice Te
Tech (VTT) telephone which he has leased from ®IR.provide all the repairs, maintenance etc and
sell him the phone cards from which he sells thenptcalls made by his clients. PCO competition i$
increasing, but he has built a loyal client basspecially of women who appreciate the quiet and
privacy of his shop. Zahid still sells frozen faod finds that the two businesses run well togefhiee
PCO business is contributing $100 a month to hisdifs:.

— T 0O

While OLP and NLC work hard to find new ways of wethg the risks and
transaction costs of MSE leasing, OLP do not belignat these are the main factors
which will prevent other leasing companies fromeeinig this market niche. OLP
believe that the biggest challenge for the otietiseir existing corporate culture.
They simply will not be able to get their staffdioange the habits of a business
lifetime spent working with medium and large epteses.

5. CAN LEASING FILL THE FINANCING GAP?

5.1 Where is the Gap?

It seems to be generally agreed that there isaafing gap between the micro loans

commonly provided to subsistence enterprises byusided microfinance institutions
and the commercial bank loans which are availabledil established and capitalised



small scale enterprises operating in the formaioseklowever, the exact location and
size of that gap is less clear and probably shagvsfieant variation between

different countries and even sectors. Thus, whigepreparatory papers for this
Discussion indicated that the financing gap wah@10,000 to 100,000 Euro range,
the Pakistan experience is that the gap is madpe tound in the 1,000 to 10,000 Euro
range. While this is probably characteristic of Wele of South Asia, it may not be
the case elsewhere. In any event, | don't belibigedifference is sufficient to distract
us from the main points of our discussion, bus itvbrth noting.

If we talk about a gap, then we assume that tisesernething at either end of the gap,
otherwise it is not a gap. In this particular ca8ME finance, there may be
weaknesses in the implicit assumption that thesailisstantial financial service
provision at either end of the gap. In Pakistanasumption certainly does not hold.
The Microfinance Group-Pakistan (an associatioleafling microfinance

institutions) estimates that just 2% of the potrdlients for microfinance actually
have access to microfinance services, while a texxemey for the ADB estimated

that just 7% of rural loans in Pakistan are progibg the banking sector.

5.2 General Principles

Having made these points, it must be said thaetiseno doubt that a gap exists.
Equally, leasing has a number of features whiclulshmake it sufficiently attractive
to MSEs so as to help in the gap being filled.

Availability
In many developing countries, medium and long teamk finance is simply not
available to MSEs. Leasing can fill that gap.

Simplicity

Leasing does not require the lessee to provide dmaigdetailed financial records
(which an MSE may not have) nor to get involvedhe provision of complex
collateral security such as mortgages over landoadings (where, for example, the
MSE may be unable to prove ownership).

Cost

Leasing is characterised by low transaction castthie lessee resulting from the
simple and quick procedures involved. These prae=dcompare very favourably
both with the often time-consuming attendance aiigmeetings required by most
microfinance institutions and with the accessipifttansport to town etc) and
corruption costs characteristic of trying to borrfsam a commercial bank. Although
leasing interest rates are higher than those wdnelavailable from commercial
banks, they tend to be rather lower than thoselwduie available from moneylenders
or from fully financially sustainable micro finanawstitutions (of which there are
none in Pakistan). In any case, as we know fromafiance, it is availability rather
than price which is of most importance to MSEsc®only becomes an issue if you
are lucky enough to have lots of availability.



Tax breaks

Tax advantages are probably of less interest togp@ountry MSEs than they would
be in wealthier countries. However, it will stikébimportant for some that, as
Gallardo points outiLessees can offset their full lease payments ajantome
before tax, compared to just the depreciation adinee or interest charges on bank
loans”. There are also VAT advantages in some countries.

5.3 The Pakistan Experience

As in other aspects of its operations, NLC has Ipgepared to go beyond the
standard leasing product to come up with sometthiagreally meets the needs of
MSEs. Throughout the world, most leasing compahé& insisted on only leasing
brand new items of equipment. However, NLC fourat this was unduly restrictive
for MSEs in Pakistan, where (for example) virtuallylight engineering workshops
would use secondhand machines and they thus decidgidw leases on used
machinery. Clearly, this approach requires cautioge it is open to abuse through
inaccurate equipment valuation. However, Pakistnanumber of reputable
independent machinery valuers whose valuationdearlied upon in determining
resale values and consequent lease amounts.

Overall, it can be said that leasing in generad, particularly when it is adapted in the
kind of innovative ways we have seen in Pakistan,fidl the financing gap. That is
why NLC (who were established just a few years agoy have 1700 clients entirely
in the micro and small enterprise sector and ObEhér longer established) now have
4000 clients, mostly in the small enterprise sector

6. HOW MICRO CAN YOU GO?

6.1 The Pakistan Experience

In Pakistan, the best answer to this questiondbaisly provided by looking at the
lease portfolios which OLP and NLC have been dguetpin NWFP, where the
relatively underdeveloped economy means smallervigases. Drawing on the SDC
loans for funding, both companies’ average lease isithe Province has thus far
been around the $1000 mark, which suggests tlgpdssible to go some way down
into micro enterprise territory. This view is supigal by NLC figures which indicate
that 85% of their NWFP clients had total assetewe$9000 and 91% had total assets
below $18,000. On the other hand, it is early dags, not yet certain that the leasing
companies can really build a viable business anlihsis. One positive factor to
report is NLC'’s experience that while microentesprieasing does entail high
transaction costs, this is greatly compensatetiyfdheir having less delinquency
than small enterprises who have often been taimgdahowledge of (if not
participation in) earlier government-backed creditemes where repayment was not
enforced.

When Jamila Muhammad’s husband died, she urgeetged to find a source of income for herself
and her three daughters. She opened a small greskiop in her local neighbourhood which she
looks after all day, with her daughters taking tsimuhen they come home from school. The shop has
been a success, mainly because of the $300 dexge frehich Jamila leased through NLC. Jamila ig
not sure exactly how much profit she makes, butsshew saving $20 a month in a local RoSCA,
something she could never have thought of doingréef




6.2 Experience from Elsewhere

The ability of the leasing instrument to reach sdiheot all) of the way down the
micro scale is supported by experiences reported Bangladesh and Russia. Dowla
tells us that the average lease size in the Gramagk leasing programme is $623,
and that it is used primarily to finance individsiatho are graduating from the Bank’s
group lending programme. According to Schmertz average size of leases provided
by the Volkhov Business Incubator near Leningrad waather larger $10,000, some
way below the maximum permitted lease of $60,0@Dthns suggesting that most
leases were below that figure.

Overall, and without getting too hung up on deforis, we can conclude that leasing
is able to reach some way down into the micro eni sector, although probably
not so far down as group lending schemes whichk@asing) are often aimed
directly at poverty alleviation.

7. KEY SUCCESS FACTORS FROM PAKISTAN

OLP is a relatively new partner for SDC and itssyat difficult to be completely
confident as to where their strengths lie. Themoisloubt that it is a top quality
organisation which is able to attract substantisiifeess simply through its excellent
reputation and market profile, yet the partnershiyst go further before we can be
precise on this. NLC is better known to SDC andceve thus be more confident in
identifying what seem to be the roots of their gssc

Quality of Management

Most microfinance institutions and other developt@ganisations (especially
NGOs) are run by individuals, often individuals wh@rofessional training is in the
social sciences. Not only does NLC have a highbfgesional management team
whose particular talents complement each other veagly, but they are all financially
trained (albeit with personal motives which arehbrtofit- and socially-oriented) and
have serious management backgrounds.

Being a for-Profit Business

In addition to the management issues, NLC als@belthat it is critical for their
lessees to be dealing with a business which isrender to make a profit. Lessees
must feel that as valued clients and equals thepeaing treated with respect and
courtesy and that is how they should deal with Nlt@ thus take their repayment
responsibilities very seriously. Lessees shoulcenéel that they are dealing with
some generous benefactor who may indulge themn$teince by allowing them to
avoid loan repayment) providing they are shownisigffit servility. As a result, NLC
go to great lengths to avoid their lessees hauiygaea that aid funds may be
involved. Staff are explicitly forbidden from meoring it.

Financial Prudence

A characteristic of NLC's financial management tidedhas been considerable caution
in the stewardship of their balance sheet. Thidleas reflected in the excellent

credit ratings that they have recently received.dxample, their key ratios for

10



borrowing limits, exposure limits, capital adequdoyuidity and asset/liability
matching have all been within the norms suggesyetid International Finance
Corporation. Appropriate asset/liability matchisgcurrently of great importance in
Pakistan. NLC is one of only two or three leasingipanies (out of more than 30)
which have resisted the temptation to fund lonmtkyases out of short term
borrowings.

Islamic mode of finance

A significant advantage for NLC and the other lagsiompanies is the status of
leasing in Pakistan as an officially recognisedrst mode of finance. While this is
probably of less relevance in an urban centre agdkarachi, it is undoubtedly of
great importance in rural areas, which are chariaet by strong and widely-held
opposition towards the paying and receiving ofriegé This has been a barrier to the
development of banking in many areas of rural Rakjsbut is not a barrier to leasing.

8. OUTSTANDING CHALLENGES IN MSE LEASING

This paper has shown how, in Pakistan at leastingaan fill the finance gap for
MSEs. However, there are still a number of key leingles which need to be
addressed if leasing is to achieve its full potdras a source of finance for growing
enterprises.

I. Can we develop leasing for sparsely populateal mreas?

The great majority of NLC'’s leases have been iraaorbnd peri-urban areas where
people are located close together and operatiaffscsin maintain contact with and
move between lessees quickly and cheaply. Likewnsest of Grameen'’s clients live
in densely populated rural Bangladesh. The chadiehgrefore is to devise ways of
reducing (or transferring) the costs of reachingnts in more remote areas. OLP’s
experiments with AKRSP are beginning to test thig,this is only the beginning.
There is certainly potential for wider experimeigatwith different mechanisms
which seek to reduce transaction costs for therlgasompany.

ii. Can we (do we want to?) find a way of leasingrking capital as well as fixed
assets?

Leases are a way of buying equipment which wi stathe lessee’s premises
throughout the life of the lease, they are not g @funding working capital.
However, there is a special leasing technique knasvfsale and leaseback”, by
which the lessee sells an asset he already owrtéé tessor, who in turn leases it
back to him, thus releasing the sale proceeds éoking capital finance. This sounds
great in theory (and one observer estimated thetesal leaseback might account for
more than half of all leasing in Pakistan), butarhfnately global experience is that
an amazingly high proportion of sale and leasebeaokisup in default. The challenge
therefore is to find secure ways of doing salelaadeback. NLC are making tentative
experiments with doing sale and leaseback witmtdigzho have fully and perfectly
repaid their first lease, but even this is givihgrh some difficulties.

11



iii. What is the impact of MSE leasing on employrmand incomes?

As yet, no comprehensive impact analysis has beea dn MSE leasing clients in
Pakistan. NLC keep very sound records of businegemnance and employment at
the beginning and end of leases. It is probably tian a detailed assessment of that
impact.

iv. Sustainable Mobilisation of Resources

Only a few leasing companies in Pakistan have eshtie point where they can
access the volume of funds they would like to h&veethat through equity, loan
finance or attracting savings from the public. Ehare often good reasons for this
failure (not least, the quality of their businessfprmance and balance sheets), but it
is certainly a challenge that needs to be addreasbeé medium term.

Mark Havers is a Partner in The Springfield Cerftse Business in Development: consultants,
researchers and trainers in microfinance, entemritevelopment and NGO management. The author
would like to acknowledge the support of SDC wharogsioned this paper for the International
Discussion in Vienna. The views expressed in ttiel@are the author's own and do not necessarily
reflect those of SDC.

References

Dowla, Asif Ud“Micro Leasing: The Grameen Bank Experiencé&npublished. July
1998.

Gallardo, Joselit6Leasing to Support Small Businesses and Microgmises”.
World Bank Working Paper #1857. Washington, DecamB87.

International Finance Corporatideasing in Emerging Markets"Lessons of
Experience Series. Washington, 1996.

Schmertz, IddThe Volkhov International Business IncubatofAvailable through
the CGAP Microfinance Gateway). December 1998.

12



