
 
Subsidizing Capital Equipment: Leasing 
 
“The key benefit of leasing is the access it provides to those that do not have a 
significant asset base already by enabling small enterprises to leverage off an initial 
cash deposit, with the inherent value of the asset being purchased acting as collateral.” 

-Leasing in Development Guidelines for Emerging Economies 
IFC Report 

 
Programs that subsidize physical capital generally work through leasing agreements.  
There is a growing amount of literature on this subject and on the appropriateness of 
leasing versus credit schemes.  Many of the development examples in the literature are 
for rural markets.  Leasing is a valuable tool for MSMEs to use physical capital without 
collateral or credit history.  This allows smaller businesses more access to finance 
leading to the acquisition of capital equipment.  Leasing can also provide an alternative 
to credit in countries with weak business environments.  These agreements can help to 
allocate risks to the party most suitable to bear the risk.  
 
Types of leasing agreements: 

• Finance Lease: In this type of agreement, the lessor purchases the capital and 
leases it to the lessee for a monthly fee.  For the duration of the arrangement the 
lessor owns the capital, thus providing a useful alternative to collateral if the 
lessee defaults.  At the end of the arrangement, the lessee has the option of 
purchasing the capital.  Usually the terms of the lease are for the entire 
economically productive life of the asset.  Financial leases are useful for clients 
that do not have collateral to back up a loan.  

• Operational Lease: These agreements do not have an implication of final 
ownership.  The terms of the lease are for substantially less than the 
economically productive life of the asset.  The lessee would return the capital 
before the economic viability of the equipment was obsolete.  These leases are 
often used for capital with a high depreciation value.   

• Hire Purchase Lease:  This type of agreement is similar to the finance lease.  
The client puts down a substantial down payment on the capital and throughout 
the term of the lease the lessee owns a growing percentage of the capital until 
eventually she owns the equipment in its entirety.  This serves the dual purpose 
of gaining access to productive capital and building equity.  Hire purchase leases 
are often used for smaller purchases (i.e. a sewing machine). 

 
Drawbacks to leasing: 
There are a number or disadvantages leasing has as compared to lending.  Possible 
problems include: 

• Local banking regulations could pose problems in financial leasing. 
• There are more opportunities for legal disputes because the leasing institution 

owns the equipment. 
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• The leasing institution may face increased liabilities due to their ownership of the 
equipment. 

• Financial leasing tends to have higher operating costs 
• There is often a lack of knowledge about leasing operations among the lessees. 

  
Because of the drawbacks listed above, before initiating a project to promote leasing of 
capital equipment to MSMEs, there needs to be a strong legal and regulatory framework 
in place.  Without this environment as a backdrop, a leasing project is not a viable 
development program.  Many studies cite the necessity of the following institutions: 

• Clear rights and responsibilities of all parties to a lease 
• No contradictions within the existing legislation 
• Clear, swift and easy repossession mechanisms 
• There exists only the necessary level of leasing industry supervision and 

licensing 
• An appropriate taxation framework surrounding the lease, including income and 

value-added taxes 
• An appropriate accounting framework 

 
Development Impacts: 
According to the World Bank study, Leasing: An Underutilized Tool in Rural Finance, 
the substantial development impacts of leasing are: 

• Access to finance and increase in capital investment  
• Increase in capital base and capital market development 
• Competition in the financial market 
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