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Is the Golden Age Over?

A Review of Entrepreneurial Activity .
in the Equipment Leasing Industry 1970 - 1994

BY: STEVE HARWOOD

Golden Age of entrepre-

neurial activity was fos-

A tered by the equipment

leasing industry through-

out the '70s and early

‘80s. During this period

the industry witnessed an explosion of

creative new ideas and rapid expan-

sion.

In the "90s, we have seen evidence

that the entrepreneurial activity in this
industry is waning:

® Less frequent discussion of new,
controversial ideas at industry
conferences.

e Examples of current industry
trends are consolidation and cost
reduction, not themes assocciated
with entrepreneurial activity.

@ [n many markets, |leasing struc-
tures are becoming commodity-
like.

e Examples of individuals creating
significant personal net worth are
less common than in the past.

Are we witnessing a temporary
iull, to be followed by a new explo-
sion of ideas? Or, is the Golden
Age over?

ENTREPRENEURIAL ACTIVITY

This article will explore some ideas
and activities which were introduced
into the leasing industry during the
last 25 years. In each of these cases,
an entrepreneurial element can be
found, usually with a high payout for
the individuals and corporations which
were responsible for creating and
implementing them.

LEASE UNDERWRITING

Lease underwriting flourished in the
early '70s, when companies, such as
MATRIX, arranged leveraged |ease
transactions in exchange for hefty
front-end fees and a large share of
the residuals. Rather than a true
underwriting, the role played was that
of a broker, coupled with lessor advi-
SOry services.

The factors creating the opportunity
were:

® The advent of ITC and accelerated

ed depreciation;
® The new complexity of leveraged
leasing;

@ A conservative view toward resid-

ual expectations;

® Close adherence to revenue proce-

dures for true leases; and,

® A relatively inexperienced lessee

and lessor community.

As more parties increased their
expertise with regard to leveraged

leases, the ability to command high
fr%ngend fees and residuals dimin-
ished.

NEW LESSOR FORMATION

Individuals who spearheaded the
formation of leasing companies,
either on their own or for institutional
parties, were often generously
rewarded. The Neptune Group was
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one example of a successful compa-
ny that was management owned.
Among the larger companies, this
opportunity initially presented itself
with respect to banks and traditicnal
finance companies in the '70s, and
then with the utilities and other
Fortune 500 companies in the ‘80s.

The factors fueling this opportunity
were:

@ The growth of leasing;

@ High corporate tax bills;

® The trend toward diversification by
a wide spectrum of companies into
financial services;

@ The split-up of AT&T,; and,

® The aggressive entry of foreign
banks into the U.S. markets.

In the late ‘80s, the opportunity to
form new lessors diminished as:

® The number of prospective new
entrants declined;

®  The reduction of tax benefits made
the earnings profile from leases
less appealing;

® The Japanese economy turned
down; and,

® Competition reduced profits.

COMPUTER BROKER/
DEALER TRADING

‘The explosion of computer equip-
ment, a large fragmented market-
place, and a hands-off strategy by
IBM toward used equipment trading,
created an environment where buying
and selling used IBM mainframes and
peripherals in conjunction with a leas-
ing activity was very profitable for
CDLA: Computer Leasing &
Remarketing Association members,
such as CMI, during the *70s. With
consolidation and IBM's entry into the
used equipment marketplace, profit
opportunities diminished in the ‘80s.

WALKAWAY LEASING

Lack of lessee sophistication and
the availability of residual value insur-
ance from Lloyd’'s led to the wide-
spread use of walkaway structures in
computer leasing transactions during
the mid-70s. In this type of structure,
lessees would look to leasing compa-
nies, such as ITEL, to take them out
of the back-end of longer term leases.
The leasing companies were then
able to discount the full lease, gener-
ating significant front-end cash. This
structure became cobsolete in the late
‘70s, as lessees became more reluc-
tant to assume this type of risk, espe-
cially after the Lloyd's policy failed to
perform as expected.

‘80s.

DELIVERY POSITION
SPECULATION

During the 70s, steady increases in
the prices of new equipment, delivery
backlogs, and the dramatic improve-
ment of new technology equipment led
to speculation in delivery positions,
when leasing companies would order
equipment with the hope of reselling
or financing with a mark-up.
Speculation occurred in a variety of
transportation equipment types, typi-

cally with genuine risk being taken by

the party placing the order. The great-
est “free lottery” opportunity existed
with |IBM mainframes. |BM, which
played by rather formal rules of con-
duct, permitted orders to be cancelled
at the last moment with no penalty.
The delivery dates for "first day
orders” ¢n newly announced equip-
ment were more or less randomly set.
Firms that received a favorable posi-
tion on the delivery schedule were
often able to effectively sell their posi-
tion for hundreds of thousands of dol-
lars. CI3 successfully executed this
strategy with respect to several series
of new products in the 70s and early
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The profit opportunity largely came
to an end in the mid- "80s, when:

® Heavy equipment manufacturers
became more sophisticated,;

® Backlogs became more uncertain;

® [BM worked hard to restrict delivery
position trading; and,

® The premiums for early delivery
positions declined.

WRAP LEASE SYNDICATIONS

The growth of the wraparound
structure was due 1o high individual
tax rales, the permissibility of net
operating loss ("NOL") arbitrage, and
the demand for short-term computer
leases. In a wraparound structure, a
leasing company would purchase

equipment, place it on a short-term
lease and then enter into a longer
term salefleaseback arrangement with
a tax-oriented lessor. Intermediaries
involved in these transactions, such
as The Lease Equipment Group, were
typically able to obtain significant
fees, Wrap structures flourished from
the mid-"70s until the 1986 Tax
Reform Act, when the passive loss
restrictions finally spelled the death
knell for this structure.

TBT TRANSACTIONS

The passage of laws permiﬁing tax
benefit transfers (TBTs) in the "80s
created a new opportunity for interme-
diaries. Some companies which were
well positioned with lessee/lessor
relationships, such as Comdisco,
quickly developed expertise with
respect to the issues involved and
were rewarded with hefty fees. As
guickly as this structure came on the
scene, it was abruptly eliminated by
Congress after only a few years,

SECONDARY MARKET/
NOL FLIPS

Secondary market/net operating
loss ("NOL") flips involved the pur-
chase of equipment leasing portfolios
on a stock basis in the “secondary
market” for leases from established
lessors, then selling the assets —
sheltering the taxes with NOLs. The
factors creating this opportunity were
the desire of some leasing companies
to exit the business and favorable tax
treatment for both the seller and the
buyer. These factors came together
in the mid-"80s and created the oppor-
tunity for a number of very profitable
transactions by parties such as MGC.
Transactions of this type became
much more difficult after the 1986 tax
law changes, which placed restric-
tions on the use of NOLS and drasti-
cally changed the sellers’ tax treat-
ment.

INCOME FUND
SYNDICATIONS

In the late ‘80s, the syndication of
public limited partnerships flourished,
packed by the history of strong resid-
ual values, especially in aircraft, and
the strong individual investor demand
for high-yielding products in the wake
of the real estate crash. In this mar-
ket, modestly sized general pariners,
such as Polaris, were able to capture
residual shares in fairly large portfo-
lios. In Polaris’ case, the timely sale of
the company to GECC allowed the
principals to cash out prior to the
decline in aircraft values. While this
opportunity continues today, it is chal-
lenging because of the mixed perfor-
mance of past imited partnerships.
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M&A INTERMEDIATION

In the late “80s and early “90s, the
membership of the Equipment
Leasing Association of America (ELA)
declined by 25% as the number of
lessor participants decreased dramat-
ically. This reduction can be attrib-
uted to the 1986 Tax Reform Act, the
_elimination of off-balance sheet treat-
ment of finance subsidiaries, as well
as Increasing competitiveness,

Those parties positioned to serve
as intermediaries in facilitating merger
and acquisition activity were reward-
ed handsomely. The most notable
exampie was Kropschot Financial,
*t.r;.rhich arranged countless transac-
ions.

CROSS-BORDER & OTHER
HIGHLY STRUCTURED
TRANSACTIONS

During the '80s, amidst much talk
of the globalization of markets, the
most concrete example of realization
of potential was in the area of cross-
border aircraft financing. The factors
creating this opportunity were the

rowth of “double dip” tax technology,
the volume of aircraft financings and
the growth of the Japanese equity
market. Companies, such as Babcock
and Brown, arranged billions of dol-
lars of these types of transactions
annually, at attractive fee levels. FSC
and Pickle leases are examples of
- highly structured financings which
continue today. However, the disper-
sion of proprietary expertise, the fall-
off of the Japanese economy, the
weakening of the airline credits and
the curtailment of aircraft deliveries
have reduced the profit potential in
this area.

COMMON
CHARACTERISTICS
OF HIGH PROFIT
OPPORTUNITIES

. Looking back at the achievements
of entrepreneurs in the leasing indus-
try, a number of common characteris-
tics can be identified which created
the opportunity for significant profit.

A HIGH DEGREE OF GROWTH,
CHANGE &UNCERTAINTY

During the 70s and ‘80s, the leas-
ing industry was growing dramatically
and financial markets were undergo-
ing globalization, amidst non-stop
change from Congress, the IRS,
Financial Accounting Standards
Board (FASB) and the tax courts.
Leading up to each change there was
typically a period of uncertainty, and
following it there was also uncertainty,
as interpretive regulations were await-
ed and the exact meaning of the

change was clarified. The rewards
were ample for those who could ana-
lyze the implications of each change,
develop expertise, define opportunities
and react quickly.

LACK OF INDUSTRY
MATURITY

QOver the last 25 years, all aspects
of the leasing industry have matured.
By the ‘80s, most lessors possessed
the knowledge of the experts in the
early ‘70s. Lessees became more
skilled in the competitive bidding
process and in negotiating favorable
documentation terms. Large lessors

systematically combed through sub-
markets, seeking out high- vielding
opportunities, and in the process,
thinning  margins  for  all.
Manufacturers no longer allowed
delivery position speculators to take
advantage of them, Securities firms’
due diligence officers increased their
resolve to approve only quality invest-
ment products. Tax attorneys begcame
more comfortable with early buyouts
and fixed price purchase options in
true leases, making it easier for
lessees to negotiate terms limiting the
lessors’ upside.

Prior to the maturation of the indus-
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