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Short Description

What the purpose of our report is to analyze the importance and practices of lease financing in our country. Lease is a ...



Description


Lease Financing in Bangladesh: Rules & Regulations



Executive Summary What the purpose of our report is to analyze the importance and practices of lease financing in our country. Lease is a contract between a lessor and a lessee, for the hire of a specific asset, selected from a manufacturer or vendor of such asset by the lessee. The lessee has possession and use of the asset on payment of specified rentals over a period. The Contracts Act 1872 applies to contracts of leases. Sections 148 to 171 of the Contracts Act cover provisions relating to bailment. There are 2 types of Lease Financing available: Finance lease & Operating lease. A finance lease is a lease that transfers in substance all the risks and rewards incident to ownership of an asset. Title may or may not eventually be transferred. An operating lease is a lease other than a finance lease where the lease is cancelable by the lessee prior to its expiration, the lessor provides services, maintenance and insurance, the sum of all the lease payments by the lessee does not necessarily fully provide or the recovery of the asset’s cost. At present there are 22 leasing company in Bangladesh. They provide a number of services such as Lease financing, short-term financing, house building financing, corporate financing, bridge financing, capital restructuring, financial engineering, lease syndication & many more. Having put leasing companies at par with other non-banking financial institutions, the Act puts some restrictions on leasing companies. For example, only corporate bodies should be allowed to engage in leasing business ad there are no restrictions in the Act in leasing Companies undertaking non-leasing activities. We have also discussed about the leasing law in Bangladesh. In case of taxation in leasing sector there are many incentive, tax holidays in Bangladesh. There are no applied guideline to impose tax on lease as rules here cannot distinguish genuine lease transactions from plain financing transactions & there is no clear distinction between lease and hire purchase. Nevertheless Govt. give opportunities to the parties to claim normal depreciation allowance, accelerated depreciation for plant or machinery used in new undertakings, or expansion of existing undertakings, obsolescence allowance, investment allowance. But to get these opportunities parties releted to lease must fulfill some prior condition. Accounting for leases BAS: 17 have been introduced by ICAB as copy of the BAS: 17 for leases effective from 1st January, 2004. According to BAS: 17, there are a number of items that are required to be disclosed in the financial statement by the listed leasing and financing companies. Leasing companies must make reconciliation between the gross investment and the present value of minimum lease payment. Besides they have to disclose about any provision maintained for unearned finance income, unguaranteed residual value, accumulated allowance for uncollectible minimum lease payment receivable, contingent rent. A modern and dynamic regulatory framework is required for the rapid and effective development of NBFIs. It is hoped that in future NBFIs would be able to play more significant role in the development of economy of Bangladesh. Further research on the significance of their contribution in the economy is required 1
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1.



Introduction



The importance of leasing business is enhancing with the expansion of industrial sector in Bangladesh. Before the advent of leasing companies in Bangladesh commercial banks and 2



Lease Financing in Bangladesh: Rules & Regulations development finance institutions (DFIs) have been the traditional lending institutions in Bangladesh. In fact, the concept of lease financing is a relatively new one in the country. Initially, leasing companies had to adopt the role of educators to make Bangladeshi entrepreneurs aware of the benefits of leasing. However, Lease financing was first introduced in Bangladesh in the early 1980s. The first leasing company of Bangladesh, Industrial Development Leasing Company of Bangladesh Ltd. (IDLC) was established in 1986 under the regulatory framework of Bangladesh Bank. . It was a joint venture of the Industrial Promotion and Development Company of Bangladesh Ltd. (IPDC), International Finance Corporation, and Korea Development Leasing Corporation. At present, there are 22 leasing companies operating in Bangladesh.



Origin of the Report This report is required for the course “Investment Banking & Lease Financing” (F-403) which is offered by the BBA program under Department of Finance, University of Dhaka. Under the supervision of our course instructor Assistant Professor Sheikh Tanzila Deepty , this report is prepared on a specific topic named “Lease Financing in Bangladesh” and is based on the leasing companies currently operating in Bangladesh. This report describes the functions of leasing companies, and rules and regulations associated with lease.



Objectives      



To compare the performances of the current lease loan providers. To develop a clear idea about the leasing sector in Bangladesh. To find out market potential for lease loan products. To develop a clear idea about the leasing sector in Bangladesh. To identify the major lease loan providers in the market and analyze their offers to the clients. To get a thorough know-how about lease loan financing in Bangladesh.



Methodology



3



Lease Financing in Bangladesh: Rules & Regulations To prepare the report we have used only the secondary data as there was no scope to use any primary data throughout the report. These data have been collected from books and several web-sites like bangle-pedia, wiki-pedia etc.



Limitations Getting adequate information about the market scenario was the most difficult part of the project. Market share of different companies, information regarding growth of income and expenditure, were not available which is essential to determine or project the market. The vague term of leasing is also the problem of making a clear distinction among them
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2.



Lease Financing: General Idea



2.1 Concept and Definition of Lease Lease is a Written or implied contract by which an owner (lessor) of a specific asset (such as a parcel of land, building, equipment, or machinery) grants a second party (the lessee) the right to its exclusive possession and use for a specific period and under specified conditions, in return for specified periodic rental or lease payments. A long-term written lease (also called a deed) creates a leasehold interest which in itself can be traded or mortgaged, and is shown as a capital asset in a firm's books. Legally, others define a leasing company as one having the business of hiring plants or equipment or of financing their hire. The International Finance Corporation promotes leasing as a method of financing industrial development in the developing countries as a part of its Capital Market development strategies. Researchers have examined the features of leasing from economic, legal, fiscal and accounting angles. While no universally accepted definition can be said to have evolved, various bodies have formulated their own definition of the word. The European Leasing Association, the association of leasing companies in Europe, defines leasing as: “A contract between a lessor and a lessee, for the hire of a specific asset, selected from a manufacturer or vendor of such asset by the lessee. The lessee has possession and use of the asset on payment of specified rentals over a period.” Under lease financing, the lessee regularly pays the fixed lease rent over a period of time at the beginning or at the end of a month, 3 months, 6 months or a year. At the end of the lease contract the asset reverts to the real owner. However, in case of long-term lease contracts, the lessee is generally given the option to buy the leased asset or renew the lease contract Whereas Leasing, one of the financing techniques, allows a company to use some of its operating fixed assets (i.e. buildings, plant and other fixed assets) under a rental system. In certain cases, the company may purchase the asset at the end of the contract for a predetermined and usually very low amount. A leasing transaction is called a lease.



2.2 Types of Leasing A lessee and a lessor should classify a lease at the inception of the lease as a finance lease or an operating lease. A finance lease is a lease that transfers in substance all the risks and rewards incident to ownership of an asset. Title may or may not eventually be transferred. The risks incident to ownership of an asset mentioned above include variations in return due to changing economic conditions, and losses resulting from the idleness of the capacity of the asset or technological obsolescence. The rewards incident to ownership of an asset include the economic benefits 5



Lease Financing in Bangladesh: Rules & Regulations obtained from the direct use of the asset during its useful life, the appreciation in value of the asset and proceeds realized on disposal of the asset. An operating lease is a lease other than a finance lease. An operating lease is usually characterized by the following distinct features: (i) The lease is cancelable by the lessee prior to its expiration. (ii) The lessor provides services, maintenance and insurance. (iii) The sum of all the lease payments by the lessee does not necessarily fully provide or the recovery of the asset’s cost. Whether a lease is a finance lease or an operating lease depends on the substance of the transaction rather than the form of the contract. Examples of situations which would normally lead to a lease being classified as a finance lease are: (a) The lease transfers ownership of the asset to the lessee by the end of the lease term; (b) The lessee has the option to purchase the asset at a price that is expected to be sufficiently lower than the fair value at the date the option becomes exercisable for it to be reasonably certain, at the inception of the lease, that the option will be exercised; (c) The lease term is for the major part of the economic life of the asset even if title is not transferred; (d) At the inception of the lease the present value of the minimum lease payments amounts to at least substantially all of the fair value of the leased asset (e) The leased assets are of such a specialized nature that only the lessee can use them without major modifications. (f) If the lessee can cancel the lease, the lessor’s losses associated with the cancellation are borne by the lessee; and (g) The lessee has the ability to continue the lease for a secondary period at a rent that is substantially lower than market rent.
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Leasing Companies in Bangladesh 6
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3.1 List of Leasing companies in Bangladesh The list of the leasing companies now operating in the country are-



Government owned 1. Infrastructure Development Company Limited (IDCOL)



Local and Privately owned 1. Phoenix Leasing Company Limited (PLC) 2. Prime Finance and Investment Limited (PFIL) 3. Bay Leasing and Investment Limited (BLIL) 4. Peoples Leasing and Financial Services Limited (PLFSL) 5. Union Capital Limited (UCL) 6. First Lease International Limited (FLIL) 7. Bangladesh Finance and Investment Limited (BFIL) 8. Industrial and Infrastructure Development Finance Company Limited (IIDFCL) 9. Islamic Finance and Investment Limited (IFIL) 10. Premier Leasing Financial Limited (PLFL)



Joint venture 1. Industrial Development Leasing Company of Bangladesh Limited (IDLC) 2. Lanka-Bangla Finance Limited (LBFL) 3. Uttara Finance and Investment Limited (UFIL) 4. United Leasing Company Limited (ULCL) 5. Industrial Promotion and Development Company of Bangladesh Limited (IPDC) 6. Vanik Bangladesh Limited (VANIK) 7. International leasing and Financial Services Limited (ILFS) 8. GSP Finance Company (Bangladesh) Limited (GSP-FCL) 9. Bangladesh Industrial Finance Company Limited (BIFC) 10. Bahrain-Bangladesh Finance and Investment Company Limited (BBFIL) 11. Fidality Assets and Securities Company Limited (FASL)
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A short description of these companies is given below: 1. Infrastructure Development Company Limited (IDCOL): A Non-Bank Financial Institution established in Bangladesh in 1997 as a government owned public limited company to promote participation of the private sector in investment in infrastructure facilities and in operation, ownership and maintenance of them. On 30 June 2001, the authorized and paid up capital of the company was Tk 100 million.



2. Phoenix Leasing Company Limited (PLC): Phoenix Leasing Company Limited incorporated in Bangladesh on 19 April 1995 as a public limited company under the COMPANIES ACT 1994 with registered office at Dhaka. The company obtained license as a Non-bank Financial Institution on 9 May 1995 under Section 4(1) of the Financial Institutions Act 1993. It started business with an authorized and a paid up capital of Tk 500 million and Tk 50 million respectively. The capital of the company is divided into ordinary shares of Tk 100 each. The paid up capital was Tk 100 million in 2000. The company provides lease financing for various types of machinery and equipment including vehicles for industrial, commercial and agricultural purposes. It invests in sectors such as transport, electric and electronic goods, leather, textile, printing, marine vehicles and equipment, steel and engineering, fishing boats and trawlers, medical equipment and small scale industries. 3. Prime Finance and Investment Limited (PFIL): A non-bank financial institution engaged in leasing and merchant banking operations in Bangladesh. It was incorporated on 10 March 1996 as a public limited company under the Company Act 1994 and was licensed on 25 April 1996 by the Bangladesh Bank under the Financial Institutions Act 1993. The company obtained license from the Security & Exchange Commission on 25 July 1999 to conduct merchant banking. It commenced leasing operations on 15 July 1996 and merchant banking on 16 October 1999. At the time of establishment, it’s authorized and paid up capital was Tk 500 million and Tk 50 million respectively divided into ordinary shares of Tk 100 each. The leasing unit of the company provides finance for capital machinery including construction equipment, marine equipment, energy generation equipment, office and office automation equipment and transport. Through this unit, the company provides micro finance under hire purchase scheme and working capital finance to the enterprises, as well as to individuals of different 4. Bay Leasing and Investment Limited (BLIL): Bay Leasing and Investment Limited incorporated in Bangladesh as a public limited company under the Company Act 1994. It obtained license from the Bangladesh Bank as a non-bank financial institution under the Financial Institutions Act 1993 on 25 May 1996 and commenced 8



Lease Financing in Bangladesh: Rules & Regulations leasing and other types of financing activities at that time. The company was established with an authorized and a paid up capital of Tk 500 million and Tk 50 million respectively, divide Security & Exchange Commission d into shares of Tk 100 each. In June 1998, the Security & Exchange Commission granted the company the license to operate as a full-fledged merchant banker. The company's paid up capital rose to Tk 40 million in 2000 to lever the accompanied risk of its increased business performance. Bay Leasing and Investment Limited was initially established to provide lease finance for all types of industrial, commercial, agricultural, transport, marine, electric and electronic equipment/machinery, elevator, generator and other fixed capital goods. Extending term finance for BMRE and for other purposes was also an important objective of the company.



5. Peoples Leasing and Financial Services Limited (PLFSL): A leasing and financing company registered in Bangladesh as a public limited company under the COMPANIES ACT 1994 and as a Non-bank Financial Institution under the Financial Institutions Act 1993 with license from the Bangladesh Bank to transact all kinds of leasing and financing businesses. The company obtained certificate of commencement on 26 August 1996 and started business operations in 1999 with an authorized and a paid up capital of Tk 500 million and Tk 40.60 million respectively divided into shares of Tk 100 each. On 30 June 2000, the paid up capital was Tk 41.86 million. The company provides lease financing for machinery and equipment of large and medium scale industries, marine vessels and equipment, generators and boilers, lifts/elevators, ice plants, air conditioners, vehicles of all types for use in industrial or commercial purposes, medical instruments, light and heavy agricultural equipment, computer hardware and software, and some durable consumer items. 6. Union Capital Limited (UCL): A non-bank financial institution registered and established in Bangladesh on 12 August 1998 under the Financial Institutions Act 1993 to carry out businesses of lease financing for industrial, commercial, medical, electric and electronic equipment and all types of transport equipment including vehicles, corporate financing and management, stock market activities, term deposit taking and other investment activities. The institution conducts trading in share both in Dhaka and Chittagong Stock Exchanges through its subsidiary, the SES Company Ltd. Union Capital started functioning with an authorized capital of Tk 500 million divided into 5 million shares of Tk 100 each. The paid up capital was Tk 50.5 million on 30 June 2001. In 2000, the company created a reserve fund of Tk 2 million. The company leased different types of machinery and equipment to large and medium scale industries and real estate and transport sector enterprises.
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Lease Financing in Bangladesh: Rules & Regulations 7. First Lease International Limited (FLIL): First Lease International Limited (FLIL) incorporated in Bangladesh as a private limited company on 28 June 1993 under the Companies Act 1913 primarily to conduct lease financing business. It was transformed into a public limited company on 28 July 1996 and got the license from the Bangladesh Bank as a non-bank financial institution on 5 October 1999. To fulfill the legal requirement, it enhanced paid up capital and accordingly, keeping the authorized capital unchanged at Tk 250 million, its paid up capital increased from Tk 25 million to Tk 50 million. The company carries out lease financing for industrial, commercial, agricultural, medical and office automation equipment and machinery of all categories in conformity with the government's industrial and investment policies. For lease financing, this company gives more emphasis on the paying ability and future business property of the lessee. Lease contracts are generally made for two to five years. By paying 80% of total price of particular property to its supplier, the company establishes its ownership in that property and then leases it out to parties who pay monthly lease installments. 8. Bangladesh Finance and Investment Limited (BFIL): A non-banking finance company incorporated in Bangladesh on 10 May 1999 as a public limited company. It began business on 15 February 2000. It’s authorized and paid up capital are Tk 500 million and Tk 23 million respectively. The capital is divided into ordinary shares of Tk 100 each. Main sectors in which the company has targeted to lease and invest are transport, electric and electronic goods (including computers), leather, textile, printing, marine vehicles and equipment, steel and engineering, fishing boats and trawlers, medical equipment and small scale industries. 9. Industrial and Infrastructure Development Finance Company Limited (IIDFCL): Incorporated in Bangladesh on December 19, 2000 as a public limited company. The Company was licensed under Financial Institution Act, 1993 by Bangladesh Bank on January 23, 2001 and started operation from May 2001. The objective of IIDFC is to promote and finance investments in infrastructure and industrial sector. Since its inception, IIDFC has played a catalytic role in providing alternative source of financing of capital assets to the private sector enterprises. The services provided included promotion and financing of economically viable industrial undertakings and infrastructure projects, lease financing for all types of machinery and equipment includes transport vehicles, participation in the privatization of financial and other public enterprises through acquisition or by providing technical assistance.
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Lease Financing in Bangladesh: Rules & Regulations 10. Islamic Finance and Investment Limited (IFIL): A financial Institution incorporated in Bangladesh on February 27, 2001 as a Public Limited Company under the Companies Act, 1994. The company obtained its license from Bangladesh Bank on April 12, 2001 as required under Section 4(1) of the Financial Institutions Act, 1993. IFIL has a authorized capital of Tk. 1000.00 million out of which Tk. 592.375 million is paid up. The Company went for public issue in 2005. It is listed in both Dhaka Stock Exchange Limited and Chittagong Stock Exchange Limited. IFIL started its commercial operation on April 19, 2001. From the very beginning of its operation, IFIL is playing an important role in leasing sector. As a fully fledged financial institution it receives deposits and extends investments through better counseling and effective services to the clients for the socio-economic development of the country. 11. Premier Leasing Financial Limited (PLFL): Premier Leasing & Finance Limited, a third generation financial institution, was registered on September 26, 2001 as a Public Limited Company as Premier Leasing International Limited with authorized capital of TK.400 million and initial paid-up capital of TK.51 million. The company went for public subscription by floating its shares in the capital market in July 2005. Company’s issued and fully paid-up capital as on December 31, 2008 stood at TK.344 million. The company was renamed as Premier Leasing & Finance Limited on September 25, 2007. The company was given license by Bangladesh Bank on February 4, 2002 to operate as a Financial Institution. All activities of the company are regulated by the Bangladesh Bank as per Financial Institutions Act, 1993. The company started its operation in the leasing sector in Bangladesh from February 25, 2002 and carrying out its activities by allowing Lease Finance and Term Finance in various sectors, viz. transport, industrial expansion, household durables, office equipment, agricultural equipment, industrial machinery and equipment etc.



12. Industrial Development Leasing Company of Bangladesh Limited (IDLC): IDLC a multi-national joint venture public limited company and the first leasing and multiproduct non-bank financial institution. It was established at Dhaka in 1985. 45% of the company's shares are held by foreign sponsors, The company commenced leasing business on 22 February 1986. It signed its first lease contract on 18 May 1986 and expanded institutional structure by opening a branch in Chittagong on 1 October 1990. It became a listed company in the Dhaka Stock Exchange on 20 March 1993 and in the Chittagong Stock Exchange on 25 November 1996. On 7 February 1995, Bangladesh Bank gave it the license to operate as non-bank financial institution under the Financial Institution Act 1993. Bangladesh 11



Lease Financing in Bangladesh: Rules & Regulations Bank also gave the license to IDLC in 1995 to operate as offshore financier in the country's Export Processing Zone. In 1998, the Securities & Exchange Commission (SEC) allowed it to carry out merchant banking. 13. Lanka-Bangla Finance Limited (LBFL): LankaBangla Finance Limited (LBFL) a joint venture financial institution established with multinational collaboration is in operation since 1997 having license from Bangladesh Bank under Financial Institutions Act, 1993. With institutional shareholding structure, educated & motivated human resources, friendly working environment & dynamic corporate culture has enabled LBFL to be a diversified financial services providing institution of the country. Technical support provided by Sampath Bank Limited, Sri Lanka has been working as a catalyst to emerge LBFL as most innovative financial solution provider strictly in compliance with the rules & regulations of Bangladesh Bank.



14. Uttara Finance and Investment Limited (UFIL): Uttara Finance and Investments Limited have been operating as Financial Institution since 7 May 1995 under license from Bangladesh Bank (Central Bank). The company extends lease, loans and asset management services. The company's clientele base is from SME to large corporate houses.



15. United Leasing Company Limited (ULCL): A joint venture non bank financial institution engaged mainly in lease finance business and bills discounting. It was incorporated on 27 April 1989 as a public limited company under the Companies Act 1994 with an authorized capital of Tk 1,000 million. On 31 December 2000, its paid up capital was Tk 70 million, of which foreign and domestic sponsors held 40.29% and 33.57% respectively and the remaining 26.14% was held by institutional shareholders (19.46%) and the general public (6.68%). Foreign sponsors of the company are Asian Development Bank (ADB), Commonwealth Development Corporation and Lawrie Group Plc of the UK.



16. Industrial Promotion and Development Company of Bangladesh Limited (IPDC): IPDC was established by a distinguished multilateral team of shareholders in 1981 as the first private sector financial institution (Bank or non-Bank) in Bangladesh.



17. Vanik Bangladesh Limited (VANIK): A Bangladesh-Sri Lanka joint venture leasing and investment banking company, incorporated at Dhaka as a non-bank financial institution under the Companies Act 1994.
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Lease Financing in Bangladesh: Rules & Regulations 18. International leasing and Financial Services Limited (ILFS): A jointly owned equipment leasing and financial services company incorporated in Bangladesh on 15 January 1996 as a public limited company under the COMPANIES ACT 1994. It obtained license from BANGLADESH BANK on 19 February 1996 and commenced business on 24 March 1996.



19. GSP Finance Company (Bangladesh) Limited (GSP-FCL): A non-bank financial institution incorporated in Bangladesh on 29 October 1995 as a public limited company under the Companies Act 1994.. The company offers lease finance to all types of plant, machinery, equipment and vehicles both for industrial and commercial use and for pharmaceutical industries.



20. Bangladesh Industrial Finance Company Limited (BIFC): A joint venture non-bank financial institution registered under the Financial Institutions Act 1993. It was incorporated as a public limited company on 10 August 1996. It started operations on 19 February 1998. The company provides lease finance for capital machinery, construction and medical equipment, generators, boilers, vehicles, elevators, air-conditioning plants, and other essential items and equipment for business enterprises such as mills, factories, financial institutions, banks and insurance companies as well as educational institutions, clinics and hospitals, corporate bodies and individuals.



21. Bahrain-Bangladesh Finance and Investment Company Limited (BBFIL): A joint venture non-bank financial institution incorporated as a public limited company in 1996, and registered with the Registrar of Joint Stock Companies, Chittagong. The name of the company was changed to Oman Bangladesh Leasing and Finance Ltd on 1 August 2001.



22. Fidality Assets (FAS ltd.): Fidelity Assets & Securities Company Limited provides lease finance under Easy Terms & Conditions for acquisition of Capital Machineries of Industries, Industrial Equipments, office Equipments, Medical Equipments, Constriction Equipments, Transport Financing, House Financing, Small & Medium Enterprise Financing.
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3.2 Functions of leasing companies in Bangladesh: Like some other countries, leasing companies in Bangladesh owes its origin to the efforts of the International Finance Corporation (IFC), Washington. Currently there are 22 leasing companies in our country performing mainly the following functions: Lease Financing, Short-term Financing, House building financing, Merchant Banking Corporate Financing. Issue Management Underwriting Trust Management



Portfolio Management. Mutual Fund Operation. Bridge Financing, Corporate Counseling Mergers and Acquisition, Capital Restructuring, Financial Engineering, Lease Syndication.



Private Placement



3.3 Problems that lease financing faces in flourishing in our country Problems Faced by Leasing Companies: The development of leasing companies has been hindered by the absence of appropriate rules and regulations that are necessary for smooth operation of lease market. Leasing companies need a regulatory legal and fiscal environment that at least provides equal treatment compared with other sources of capital, investment and financing. The leasing companies can’t spread its operation due to the unawareness about the lease financing among the manufacturers, traders and service companies. The leasing companies do not get funds from Government at lower rate of interest. Private Bank and development financial institutions get funds from the Government at the rate of 6%to 7% interests. Whereas IDLC procures long-term loan from national ized commercial banks @ 11% to 12% interest. Cost of fund is high in case of IDLC in comparison with their counterparts i.e. banks and other financial institution. Some other problems are 1) The leasing companies are falling into repossession problems; 2) Default culture, which has plagued the country's banking sector, could threaten the leasing companies also. A substantial portion of the money advance to the users could become either doubtful or bad, 3) In Bangladesh the leasing companies faced competition from two areas (a) competition from traditional source financing and (b) competition from leasing 14



Lease Financing in Bangladesh: Rules & Regulations companies. The major DFIs who provide term lending are all owned by government and majority of population still maintain their banking transaction with commercial banks 4) Leasing sector needs more attention both from Bangladesh Bank and Ministry of Finance so that they may have access to low cost credit lines for carrying on the leasing business with the objective to contribute to the overall industrial growth of the economy.



Problem Faced by the Lessee Lessees of leasing company in Bangladesh complained that the rate of interest charged by the company is higher. IDLC also charged higher service charge. Some of the lessees face problem with payment of rental. They think if the date is 1 to 5 days or 5 to 10 days, rather than specific dates, it will be helpful for payment. Lessees also feel that leasing company extends the period of lease term. The company usually permits lease term from 3 to 6 years. But for large scale projects the periods should be longer



4.



License of a Leasing Company



To operate as a leasing company, license is mandatory. If any financial institution is in existence, it shall apply in writing to the Bangladesh Bank for a license before the expiry of three months from the date of commencement of this Act.



4.1 Considerations for granting license Section 4(3) of financial institution act requires that before issuing license to any financial institution, the Bangladesh Bank has to be satisfied on the following matters of the proposed financial institution, namely; Financial condition;  Characteristics of the management;  Adequacy of the capital and earning Prospect;  The objectives specified in the memorandum of Association;  Public interest. Moreover, the Bangladesh Bank may issue license to a financial institution subiect to such conditions as it may think fit to impose [section 4(4)].



4.2 Cancellation of license According to section 8(l), the Bangladesh Bank may cancel a license granted to a leasing company on the following conditions: 15
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Ceasing to carry on the business for which it has been established ; Goes into liquidation or suspension of business ; Furnishing false or misleading information or document for obtaining license ; Carrying on business detrimental to the interest of depositors; Insufficient assets to cover the liabilities of its depositors; Carrying on business while paid up capital is less than the minimum capital; Contravening the conditions of license ; Conviction of the financial institution or any of its directors for any offence under this Act. However, section 8(2) states that no license of any financial institution shall be cancelled unless it is called upon to show cause by a l5 days written notice as to why its license shall not be cancelled.



5.



Lease Financing Regulation in Bangladesh



5.1 Restrictions on leasing companies Having put leasing companies at par with other non-banking financial institutions, the Act puts the following principal restrictions on leasing companies: Corporate form: Apparent from the definition of sec. 2 (17) is the intent that only corporate bodies should be allowed to engage in leasing business. What can leasing companies do? There are no restrictions in the Act in leasing Companies undertaking non-leasing activities. Apparently, leasing companies can engage themselves in other financial businesses, principally hire purchase. Most leasing companies in Bangladesh currently do not take up hire-purchase or long-term corporate lending activities, though they do have exposures in money markets such as bills discounting, short-term deposits etc. There is a bar in sec. 15 in leasing companies taking up any non-financial business such as import, export, retail or wholesale business. Hire purchase, it may be noted, is clearly covered by sec. 2 (2) (c) of the Act. Minimum capital, branching, etc The Act empowers the Central Bank (Bangladesh Bank) to fix minimum capital for leasing companies. Opening of offices and branches is also regulated. 16



Lease Financing in Bangladesh: Rules & Regulations Restrictions on declaration of dividend Sec. 10 prohibits a financial institution from declaring any dividends without fully writing off all direct and administrative expenses, share issue expenses, brokerage, losses, and other capitalized expenses. Exposure restrictions Very important restrictions are contained in sec. 14 on exposure by leasing companies. These restrictions are: 1. Not accept any deposit which is withdraw able by cheque, draft or order of the depositor; in other words, not to accept any call deposits; 2. Not deal in gold or any foreign exchange; 3. Not to expose more than 30% of its capital in a single individual, firm, body corporate or companies controlled by such individual; 4. Not to provide any unsecured loan facility exceeding Tk 5 lacs to any person; it may be noted that in the language of the Act, a lease transaction will be treated as a secured financing since the lessor retains title over the asset, etc. 5. Not to acquire immovable properties exceeding 25% of its paid-up capital and reserves. Maintenance of liquid reserves Companies accepting deposits from individuals shall maintain 10% of their aggregate liabilities invested in prescribed securities. Maintenance of reserve fund Each company every year shall transfer at least 20% of its divisible profits to a reserve fund, unless the aggregate of its share premium along with such fund is equal to or more than the paid up capital of such company.



5.2 Leasing law in Bangladesh Leasing is an asset renting activity, and is therefore, governed by common law. The Contracts Act 1872 applies to contracts of leases. Sections 148 to 171 of the Contracts Act cover provisions relating to bailment. As these provisions are identical to those applicable under English law, the chapter devoted to general law of leasing adequately covers the law in Bangladesh as well.
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Lease Financing in Bangladesh: Rules & Regulations It may be noted that the general law of contracts is limited to bailment’s of “goods”. “Goods” include movable property only – immovable property is not covered by common law. As it the common feature of all Anglo-Saxon legal systems, transactions in immovable properties are covered by a separate system of laws.



0 Taxation of Leases in Bangladesh: The taxation system in Bangladesh has been a subject matter of criticism over a last few years. The system is characterized by a large number of incentives, tax holidays and concessions as a result of which the share of corporate taxation to total tax collection by the Govt. has come down drastically over the past few years. It is probably with tax reform in view that the Govt carried out certain reforms in depreciation laws in Budget 1998-99. Among other provisions, the important change that would have a far reaching effect on leasing companies is the change in depreciation system by scrapping of initial year depreciation allowance, extra shift allowance and normal depreciation, replaced by a single rate of normal depreciation. The following are the important features of taxation of leasing in Bangladesh:



No true lease guidelines There are apparently no rules to distinguish genuine lease transactions from plain financing transactions. This is one of the most important rules to have in a developing market. A lease, in order to qualify for tax deduction, has to be different from a plain financial transaction. Evidently, no depreciation benefit can be claimed in case of a transaction of simple financing of an asset. In addition, one must also appreciate that if an agreement has the color of a lease transaction but in essence is nothing but a financial transaction, the outer form of the transaction will be ignored, and based on its intrinsic substance, it would be reckoned as a financial transaction. The meaning of the above is that if a lessor in Bangladesh writes a lease transaction that has the legal form of a lease, but is in substance nothing but a financing transaction on the security of an asset, such lease will not be regarded as a lease but as a secured financing. Obviously, it is not enough to call an agreement a lease agreement: in taxation, nomenclatures are ignored and the reality is looked into. The trouble with a no-rule regime is that it encourages unintentional malpractices. Of course, tax avoidance and evasion can exist even where there are elaborate rules, but the trouble with absence of rules is that it breeds innocent non-compliance. No clear distinction between lease and hire purchase The difference between lease and hire purchase transactions is a crucial difference for all countries that allow depreciation based on ownership of an asset. It is a basic rule of law that “ownership” for tax purposes is not merely legal ownership – it must be backed by beneficial ownership. Beneficial ownership implies the right to attain benefits of ownership at some 18



Lease Financing in Bangladesh: Rules & Regulations point of time. In a hire-purchase transaction, the legal owner (finance company) cannot be treated as beneficial owner, since, having provided the user with a right of purchase; the owner has divested himself of beneficial interest completely. Currently in Bangladesh many of the lease transactions are in fact hire-purchase transactions, as the sale of the asset to the lessee, even if not incorporated in the contract of lease, is mostly inherent and pre-agreed.



0 Incentives claimable by the lessor Tax incentives are surely responsible for the growth of leasing in most markets. In many markets, tax incentives have been a very strong reason for reducing the cost of lease transactions to make it viable for lessors to operate. On an impassioned study of Bangladesh taxation statutes, one finds there are plenty of incentives that can be claimed by leasing companies in Bangladesh, in spite of major reforms in taxation in 1998-99. Primarily, the following incentives are provided for in the Income-tax Ordinance in relation to capital assets: Depreciation allowance as per Third Schedule, being:        



Normal depreciation allowance Extra-shift allowance, deleted from 1998-99-assessment year Initial depreciation, deleted from 1998-99 assessment year Accelerated depreciation for plant or machinery used in new undertakings, or expansion of existing undertakings. Accelerated depreciation for plant for treatment and disposal of toxic waste, or in research and development in any undertaking owned and managed by a company Obsolescence allowance on sale or disposal of a depreciable asset. Investment allowance for assets eligible for accelerated depreciation Investment allowance in respect of balancing, modernization and replacement equipment



If normal depreciation as well as investment allowance/accelerated depreciation is claimed by leasing companies, leasing in Bangladesh is a very profitable proposition and is considerably better than loans or hire-purchase. However, if investment allowance is not claimed or allowed to leasing companies, then leasing will be considerably disadvantageous to hire purchase in most cases, as may be seen with numerical calculations.
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Conditions for claiming Depreciation: For claiming depreciation on assets, the following conditions apply: 



The asset should be a depreciable asset.







The lessor should own the asset.







The asset should be used for the purposes of business or profession of the tax payer.







The asset should have a useful life of more than one year.







The lessor must file the prescribed particulars for claiming depreciation.



The first condition implies that the asset must have a natural wear and tear. This is clear from sec. 29 (1) (viii), which says: “In respect of depreciation of any building, machinery, plant…” That is to say, the allowance as provided in the Third Schedule is to be allowed if there is a depreciation, that is, wear and tear in the property. If the asset in question were, for example, land, which is not subject to wear and tear, no depreciation will be allowable. On the same logic, intangible assets, which are not subject to wear and tear by usage or efflux of time, are not depreciable assets. The second condition of “ownership” implies legal as well as beneficial ownership. No doubt, the lessor is the legal owner of the asset, but if the lessor has divested all his beneficial interest in the asset for all time to come, he may own the chaff of legal title, which will not entitle him to claim depreciation. The other notable issues with regard to ownership are: 1. The asset should be proved to exist. The onus of proof, evidently, lies on the lessor. 2. The asset should not have become an unseverable fixture on land belonging to the lessee or some other person, as that would be fatal to the ownership interest of the lessor. Notable ruling in this regard in the case of Costain v. Stokes Properties and BMI Investment (Newford) v Melluish will be applicable to Bangladesh too. 3. The asset should be the property of the assessed: it is not enough for the lessor to have ownership interest, that is, joint-ownership interest in the asset. Hence, jointly owned assets will not be eligible for depreciation. The third condition is the condition of use. Both the Act and the Schedule require that the asset must have been used for business purposes. It is also provided in Para 2 (3) (b) of the Schedule. It must be understood that the “use” that qualifies a lessor to depreciation is not the physical use by the lessee, but the use by the lessor in his business of leasing. The lessor makes the use of the asset in the lessor’s business of leasing the asset, and that use qualifies the lessor to stake a depreciation claim.
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Lease Financing in Bangladesh: Rules & Regulations Having understood the condition of use in this light, it becomes clear that: 



If a lessor has let out an asset during the year, depreciation can be claimed even if the lessee has not put the asset to actual use. If an asset let by a lessor has been used for carrying agricultural operations, the rate of depreciation will not be the one provided in Para 1 of Third Schedule but as provided in Para 3 of the Schedule. If assets given on lease remain idle for a whole year that would be no ground to disallow depreciation. Assets on lease are always in use, whether physically used by the lessee or not. The realization of rentals is also no precondition for claiming depreciation. The classification of assets into furniture, buildings and plant is based on functional test held in Yarmouth v. France. On this basis, an asset is treated as plant or machinery if it is used as a tool of trade by the assessee, irrespective of what is its physical attribute or description. For example, a chair used in a cinema hall would be a plant or machinery, while it would be furniture if used in an office. Since the leasing company uses its assets for generating rental income by letting them, it sounds possible to claim that the assets let out by a lessor would qualify for treatment as plant or machinery, even if they be in the nature of furniture or fixtures.



Claim for accelerated depreciation: The conditions for claiming accelerated depreciation are:      



It must be machinery or plant, not being road transport vehicle or office appliance. It must not have been previously used in Bangladesh. It must not have been previously used in Bangladesh. A Bangladeshi company or state undertaking must own the industrial undertaking. It must belong a class of companies as notified by the Board. Application in prescribed form must be made within 4 months of commencement of production, with a declaration that the undertaking has not come for tax exemption under sec. 45.



Claim for investment allowance Investment allowance is claimed under sections 29 (1) (x) and 29 (1) (xa). The once claimed under sec. 29 (1) (x) is associated with accelerated depreciation: if the equipment is eligible for accelerated depreciation, it is also eligible for investment allowance. As in the opinion of the author above, the lessor can claim accelerated depreciation, the lessor can also claim investment allowance. 21



Lease Financing in Bangladesh: Rules & Regulations The second investment allowance under sec. 29 (1) (xa) is in respect of balancing, modernization, and replacement equipment (BMRE). The condition is not linked with any eligible industrial undertaking, and simply lies down that if the assessee being a company invests in the purchase of any BMRE, to be installed in an industrial undertaking, a 25% investment allowance shall be allowed.



Obsolescence allowance, balancing charge & capital gains: These allowances arise on the sale or disposal of a capital asset, and are covered by Para 10 of the Third Schedule. An important provision here is that the “sale proceed” of an asset that is actually sold means the higher of the actual selling price or the fair market value of the asset. “Fair market value”, defined in sec. 2 (30) means the price the asset may fetch in open market, or a value to be assessed by the tax authorities. This provision, in itself, throws a significant limitation to the transfer of leased assets at prefixed prices. As was discussed earlier, it is a practice in nascent markets for lessors to agree to a price for transfer of leased assets at the time of entering into the lease. This price, obviously, is not the market price or estimated market price of the asset but a nominal value to complete the transfer of the asset. Let us say, a lorry, given on lease, is transferred at an agreed price of 5% of the cost after 3 years, while the actual market value is 50%. In such a case, the tax office has clear rights under the law to disregard the actual selling price, and to treat the fair market value as the selling price, and tax the lessor to capital gains or balancing charge accordingly. The only solution to this could be a renewal of the lease for a secondary period, so that the fair market value of the asset could be brought down to the pre-agreed transfer price. Obsolescence allowance shall be granted if the sale proceeds are less than the written down value. If the sale proceeds exceed the written down value, there shall be a charge to tax up to the cost of the asset. If the sale proceeds exceed the cost of the asset, this would be taken as a capital gain.



6.



Accounting Practice of Leasing Companies in Bangladesh



6.1 Nature of the lease and lease accounting
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Lease Financing in Bangladesh: Rules & Regulations Traditionally, the companies leased a variety of assets depending on their business and economic environment. For example, in Bangladesh, lease of machinery and equipment is larger. Among these assets most common are office equipment, lab equipment, diagnosis equipment, construction equipment, lift, escalator, generator, machinery including garments machinery, capital machinery, vehicle like truck, taxi, cargo, motor car, bus, van, transport material, CDMA phone set, books and so on. Accounting for leases BAS: 17 has been introduced by ICAB as copy of the BAS:17 for leases effective from 1st January, 2004. Until 2003, there was no lease accounting standard in Bangladesh and all lease were treated as operating for accounting purpose. Accounting followed the legal form of leasing arrangements where the title of the asset lies with the lessor. With the adoption of BAS: 17 by ICAB, all the leasing and financing companies have been converted the leases from operating to finance method of accounting for lease. According to BAS: 17, there are a number of items that are required to be disclosed in the financial statement by the listed leasing and financing companies. Leasing companies in Bangladesh have disclosed at least 20% of total requirements and the average score of disclosure is 41.67%. Among them Phoenix Finance & Investment Ltd has got the highest score. This company has disclosed 80% of the total information that is prescribed by BAS: 17. Besides, 2 companies have provided 60%, 6 companies have provided 40% and 3 companies has complied with only 20% of total disclosure requirements.



6.2 Issues related to leases Reconciliation between the gross investment and the present value of minimum lease payment Reconciliation between the gross investment and the present value of minimum lease payment at the balance sheet date is required to disclose in the classified form according to specific periods. Differences in the amount of gross investment and the present value of minimum lease payment arises when the lessor include any amount for unguaranteed residual value in the gross investment. Unearned Finance Income According to the definition of IAS:17 paragraph 3, unearned finance income is the difference between: (a) The aggregate of the minimum lease payment under a finance lease from the standpoint of the lessor and any un guaranteed residual value according to the lessor; and (b) The present value of (a) above, at the interest rate implicit in the lease. Unguaranteed Residual Value
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Lease Financing in Bangladesh: Rules & Regulations Unguaranteed Residual Value is that portion of residual value of the leased asset, the realization of which by the lessor is not assured or guaranteed solely by a party related to the lessor. This is another important issue to be disclosed by the leasing companies in their financial statement according to paragraph 39(c) of BAS: 17. This information has been disclosed by 3 companies only. The companies are Phoenix Finance & Investment Ltd, Prime Finance and Investment Co. and Bangladesh Finance and Investment Company Ltd. Accumulated allowance for uncollectible minimum lease payment receivable There may have some possibility that a few number of lessee companies would not pay annual rent. But it cannot be estimated before the end of the year. For this reason, Lessor Companies need to provide provision for uncollectible minimum lease payment receivable. This requirement is consistent with the Matching principle of accounting. This disclosure is also the requirement per FID Circular No. 14 dated June 26, 2000 and Circular No. August 3, 2002 issued by Bangladesh Bank. Only IDLC and Peoples leasing company did not disclose this information. All other companies have disclosed this information stating that “The Company provided a minimum appropriate provision for classified loan and lease finance as per Bangladesh Bank FID Circular No. 14 dated June 26, 2000 and Circular No. August 3, 2002.” Contingent rent is that portion of lease payment that is not fixed in the amount but is based on a factor other than just the passage of time (e.g., Percentage of sale, amount of usage, price indices, market rate of interest). No information is disclosed about contingent rent in the financial statement by the companies. From some surveys we came to know that there is no practice of contingent rent by the leasing companies in Bangladesh.



7.



Policy Recommendation



Based on the analysis of the current rules and regulation of leasing company of Bangladesh we have seen that the leasing market is becoming more competitive because of the new leasing companies are entering the market. The political stability and overall economic development is an essential precondition of the smooth growth of this sector. If we can ensure these two preconditions, the leasing sector of Bangladesh would be able to perform a strong role in our industrial development. 1. Bangladesh must notify true lease guidelines, and sooner the better. 2. It must, most importantly, educate taxpayers on what is the elementary distinction between a lease and a hire-purchase transaction, since in the latter case; the lessor cannot claim depreciation.
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Lease Financing in Bangladesh: Rules & Regulations 3. Problems related to leasing companies can be resolved either by proper training or by a proper law. 4. A suitable environment should be created so that leasing companies can normal depreciation as well as investment allowance/accelerated depreciation . 5.



NBFIs have to be equipped with highly professional personnel and technological advancement to chase the future opportunities and competition as well.



So we think that a modern and dynamic regulatory framework is required for the rapid and effective development of NBFIs. It is hoped that in future NBFIs would be able to play more significant role in the development of economy of Bangladesh. Further research on the significance of their contribution in the economy is required



Conclusion



8.



Leasing is comparatively a new concept in Bangladesh. It is an innovative and alternative way of financing our commercial and industrial undertakings. Leasing business in Bangladesh has been miraculously developed during the short period of time. Due care should be taken both by the government and by entrepreneur to associate the development of lease financing in Bangladesh for the interest of economic development. Maintaining the IAS-17 to compare and make compliance among the leasing companies must bring out international harmonization of lease treatment. For the interest of the growth with equity a proper allocation is needed and now lease can solve the problem of the proper allocation of funds through lease financing. Popularity of lease financing is due to tax advantages, timesaving and conservation of cash and funds. OFF-balance sheet financing opportunities provided by operating leases are an additional attraction of leasing. In addition to the lease sanctioning procedure, establishing effective working relationship with clients and continuous monitoring of leases ensure proper utilization of leased funds. The ownership and organizational structure of prominent leasing companies greatly contribute to the success of leasing business in Bangladesh. Shareholding by institutional investors ensures separation of ownership from management, creates greater accountability and governmental influence. The future challenges to the leasing business will come from increased competition in the lease market and the increased government intervention to relate the leasing companies. In 25



Lease Financing in Bangladesh: Rules & Regulations fine, it can be said that leasing business will continue to grow in Bangladesh as a preferred means of acquiring equipment for its convenience and flexibility in financing. The volume of leasing business in this country will increase at a strong rate in the near future.
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