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CAPTIVE VS NON-CAPTIVE:

HOW THEIR DEFAULT REMEDIES DIFFER?

Captive vs Non-Captive:
How Their Default Remedies Differ?

A better understanding of how lessors respond to
default could help increase efficiency in the leasing
market. Not only would market participants know
better how to react to default themselves by knowing
how other institutions behave under similar situa-
tions; knowledge of a leasing company’s specializa-
tion in core assets and its accompanying default
remedies could help other lessors target their market
niche(s).

In further support of this belief, several economic
theories have suggested that default response may be
an important differentiating factor between Captive
and Non-captive lessors. For all of these reasons, this
study focused on default procedures — specifically,
how Captive and Non-captive lessors differ in their
default remedies.

During the research phase, several characteristics
of the lease contracts were documented. These
include asset type, contract size and term of the con-
tact, as well as default remedies implemented.

One initial finding was that Captives seem to
have two conflicting motivations when it comes to
default response. On one hand, Captives can incur
higher indirect costs than Non-captives when repos-
sessing assets in default. For example, Captives risk
their brand reputation as well as their long-term rela-
tionship with a customer when they repossess an
asset. Hence, Captives may prefer to renegotiate the
loan instead of taking the more drastic measure of
repossession.

On the other hand, Captives have the ability to
generate higher values from repossessions than Non-

captives, because they can resell used equipment at a
price based not on a cursory reading of the market,
but on proprietary information that they or their par-
ent companies have amassed about the asset and its
customer(s).

Recognition of this conflict led to formation of a
simple, testable hypothesis and its alternative. The
hypothesis: Captive lessors are more likely to repos-
sess equipment as a default remedy than are Non-
captive lessors.

The alternative hypothesis: Captives are less
likely to use repossession as a default remedy than
are Non-captive lessors.

Research of the hypothesis revealed the following:

¢ Captive leasing companies, in which at least 50%
of the lease portfolio consists of products pro-
duced by a parent and/or affiliates, are significant
participants in the leasing marketplace. According
to the ELA’ 2005 Survey of Industry Activity
Report, 25% of new-lease volume in 2003 and
2004 was reported by Captive lessors.*

* Most Captive lessors are subsidiaries of equipment
manufacturers that specialize in leasing a range of
products that is narrower than the variety leased
by Non-captive lessors.

* Captives have the ability to remarket equipment
after repossession and potentially obtain top dol-
lar. Thus, with lower disposal costs, vendors pre-
fer repossession over litigation or renegotiation,
especially if the chances of the customer surviving
are low.

'ELA’s 2005 Survey of Industry Activity tabulates responses from approximately 130 leasing companies (out of 435 eligible companies).
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* Non-captive leasing companies, including sub-
sidiaries of some of the largest banks, specialize in
providing funds and monitoring leases for equip-
ment in a wide range of classes and manufactur-
ers. Non-captives are much more likely to use liti-
gation and to write-off leases in default.

Corollary: Captive lessors are willing to provide
leases to lower credit quality lessees.
Captives are in the unique position of having access
to a known customer database of potential lessees
(Petersen and Rajan, 1997). Captive lessors are also
more sales- and customer-driven, while Non-Captives
are more credit-driven. And because Captives are
more willing to repossess equipment in case of
default, they place more weight on equipment values
than on lessee credit characteristics. Therefore,
Captives may be willing to take on lessees with lower
credit qualifications than would Non-Captives.
Support for the Alternative Hypothesis can be

found in arguments concerning a Captive’s relations
with its parent’s customers. Wilner (2000) argues
that vendors are more inclined to renegotiate bad
loans rather than to repossess assets, because they
can lose their reputation and destroy current and
future relationships. Hence, vendors may attract cus-
tomers with low credit who prefer to lease assets
from a more lenient Captive lessor.

Brennan, Miksimovic, and Zechner (1988) make
a similar prediction. In their model, the reason ven-
dors provide financing to their customers in the first
place is because it is an effective marketing tool that
delivers better value to credit-constrained customers.
Without attractive financing, customers might prefer
to purchase a competing product.

Data
The data sample for this study consisted of over

600,000 individual leases and loans obtained from
the PayNet database. These data cover the period
from January, 2002 to April, 2004. Contracts were
randomly selected from approximately one-half of the
PayNet database. When a lessee was selected, care
was taken to include in the sample all contracts with
lessors for the sample period.?

Table 1: Sample of 608,612 Individual Contracts
from the PayNet Database,

2002-2004
Procedure Captives Non-Captives
In default procedures 4.2% 4.5%
No default procedure 95.8% 95.5%
Total 100.0% 100.0%
Num observations 226,440 382,172

Table 1 shows the default frequency for the entire
sample. As seen here, the default rate for Non-
Captives is slightly higher, at 4.5%, than for Captives,
at 4.2%. These numbers do not indicate that Captives
are providing credit to lower-quality lessees in terms
of default, as proposed in the Corollary to our
Hypothesis.

But it is informative to compare this information
to that from an alternative data source: ELA’s Survey
of Industry Activity (SIA). The SIA does not report
default rates, but does report the aging of receivables.
In it, Captives have higher receivables in the past-
due, 30+ days categories (3.7% in 2003 and 3.1% in
2004), as compared to the Non-captives, with past-
due, 30+ days receivables (2.9% in 2003 and 1.9% in
2004). The SIA evidence for “late payments” is more
consistent with the idea that Captives’ customers may
reflect higher credit risk, as suggested by the
Corollary.

Paynet classifies contracts as leases or loans. Our sample includes 22% loans; the rest are classified as different types of leases.
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Testing

To test the main hypothesis, default remedies
were examined by type of lessor. PayNet identifies
the following default procedures in its database:

* bankruptcy

* collection

* extension

* legal steps

* repossession

» write-off

For the contracts identified as in-default, and in
which the procedure is also identified, the percentage
of contracts in each category was calculated by type
of lessor. Table 2 shows these results.

Table 2: Default Procedures for Captive
and Non-captive Lessors

Default Procedure Captives Non-Captives
Bankruptcy 20.9% 11.8%
Collection 6.7% 4.2%
Extension 2.6% 2.1%
Legal steps 1.7% 15.3%
Repossessed 64.3% 4.0%
Write-off 3.8% 62.5%
Total 100.0% 100.0%
Num observations 9,591 17,206

Table 2 offers overwhelming evidence regarding
the differences in default procedure between Captive
and Non-captive lessors. In strong support of the
study’s hypothesis, 64% of the default contracts for
Captives used repossession as a default remedy,
compared to only 4% of the default contracts for
Non-captives.

Table 2 also shows other differences between
the default procedures by Captive and Non-captive
lessors. Non-captives are writing off bad debts at a
much higher percentage than Captives (62.5% vs.
3.8%). Non-captives are also instigating legal action
at a rate of 15% of default contracts, while Captives
report less than 2%.

Finally, the data show that the lessees of Captives

are filing for bankruptcy at a much higher rate than
the lessees of Non-captives (21% vs 12%). The
bankruptcy numbers are consistent with the idea in
the Corollary that Captives are offering leases to less
creditworthy customers.

In the following sections of this article, more
details of the contracts, as compared to default pro-
cedures, are examined. Asset type, contract size,
contract term, and core assets all are examined and
reported.

Asset Type

One of the most important characteristics of the
lease contract is the type of equipment or asset that
is under lease. Using the PayNet database, equip-
ment was categorized into 13 asset types, as listed in
Table 3.

In the sample, both Captives and Non-captives
had concentrations of more than 30% of their con-
tracts in waste and refuse-handling equipment.
Captives had concentrations in manufacturing (20%),
medical equipment (19%), and printing equipment
(16%). Non-captives showed more diversity of
equipment than Captives, with concentrations in
vending and restaurant equipment (22%) and in
trucks (9%).

Focus on the default contracts revealed that
Captives had the largest number of defaults in manu-
facturing equipment, with 71% of default contracts
falling into this category. Non-Captives, in contrast,
showed the largest number of defaults (38%) in
trucks.

Contract Size

Size was found to be a very important determinant
of default and default remedies. The entire sample
was divided into three nearly equal size categories, and
then the default contracts were examined within each
category. Panel A of Table 4 shows results for
Captives, while Panel B contains results for Non-
Captives.

The repossession rate among captives was found
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Table 3: Type of Asset for Captive and Non-Captive Lessors

Captives Non-Captives
Active In Default Active In Default
Waste & Refuse Handling 37% 6% 34% 15%
Vending & Restaurant 1% 0% 22% 14%
Trucks 0% 0% 9% 38%
Telecommunications 2% 0% 7% 7%
Retail 0% 0% 5% 3%
Real Estate 0% 0% 4% 2%
Railroad 0% 0% 4% 3%
Printing & Photographic 16% 12% 4% 4%
Office Equipment 0% 0% 3% 5%
Manufacturing 20% 71% 2% 4%
Medical 19% 6% 2% 1%
Forklift 4% 4% 0% 0%
Other 1% 1% 4% 3%
Total 100% 100% 100% 100%
Total observations 206,302 9,274 276,785 14,309

to increase with size. Larger leases showed that
repossession was used in 74% of default cases. Non-
captives also showed repossession as the response
most often used for their largest contracts, although
the response occurred at a much lower rate (12%).

Greater repossession rates for large contracts are
probably related to large residual values that likely
exceed the transaction costs incurred to repossess
the assets.

Also consistent with transaction costs, it was
noted that the small Captive leases had a higher rate
of write-offs (11.5%). As contract size increased,
Captive lessees were less likely to file for bankruptcy.
By comparison, the data revealed that Non-captive
lessees showed an increase in the likelihood of bank-
ruptcy as contract size increased.

Interestingly, for the largest leases, the bankruptcy
rates among lessees of Captives and Non-captives
were almost identical (around 15.5%). Although
Non-captives wrote off a large number of small con-
tracts (62%), they also took legal action at a higher
rate for small contracts (23%).

Contract Terms
Maturity of the contracts was divided into three

categories. For the entire sample, the lowest contract
terms averaged around 2 years, the medium group
averaged 46 months, and the highest group averaged
a little more than 5 years. It is clear from Table 5
that leases produced by Captives tended to have
longer maturation than those produced by Non-cap-
tives.

The breakdown of data according to the term of
the contract continues to support the main hypothesis
— that Captives are much more likely to repossess in
response to default, while Non-captives are much
more likely to write off the debt. Another observa-
tion of Table 5 shows that asset write-offs are most
prevalent for short maturities, while repossession by
Captives is more common for medium and long-term
maturities. If asset lives are correlated with contract
maturity, which is likely, then the higher repossession
rates for longer-term contracts is probably due to the
longer remaining economic life and value for these
assets.

Another contract term contained in the PayNet
database is payment frequency (annual, semi-annual,
quarterly, and monthly). These terms and default
procedures were examined, but not reported in a
table. As expected, the default rate was found to
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increase with the payment frequency. For Captives,
repossession also increased with payment frequency,
while Non-captives increased their write-offs.

Noteworthy results also appeared in the rate of
bankruptcies for Captive lessees. Bankruptcy filings
were much higher for lessees whose payments were
due quarterly (85%), semi-annually (56%), and annu-
ally (47%) than for lessees whose payments were due
monthly. Among Non-captive lessees, collection pro-
cedures were highest for those paying annually (58%)
and semi-annually (60%).

Core Assets

Captive lessors were concentrated in an equip-
ment category by definition. Non-captive lessors
may concentrate in a special equipment type as well.
Lessees were also likely to have “core assets” that
were prominent in their businesses. Example: truck-

Lessee core assets are defined as those that gener-
ate income for lessors instead of supporting their
administration and peripheral logistics. For example,
trucks and forklifts were classified as core assets for
farms, while copier machines were classified as
peripheral or non-core.

Captive lessor core assets were defined as hold-
ings of more than 60% of the same asset. Because
Non-captive lessors were more diversified, holdings
of more than 20% in an asset group were defined as
core assets.In Table 6, the sample was divided into
core and non-core assets of lessees and lessors.

Panel A shows core and non-core assets for both
Captive and Non-captive lessees, while Panel B
shows core and non-core assets for both Captive and
Non-captive lessors.

Panel A of Table 6 provides continued support for
the study’s hypothesis. For Captives that leased the

ing companies use trucks as core assets. lessee’s core assets, there was a much higher rate of

repossession (64.5%) than for the lessee’s non-core
Table 4: Contract Size and Default Procedures

A. Captives Contract Size .
Low Modium High Table 5: Term of Contracts (in Months) and
Bankruptcy 41.7% 24.8% 15.4% Default Procedures
Collection 14.2% 11.7% 3.5%
Extension 0.0% 1.3% 3.6% A. Captives Contract Term
Legal steps 7.1% 0.7% 1.1% Low Medium High
Repossessed 25.4%, 56.3% 74.4% Bankruptcy 20.6% 18.7% 23.7%
Write-off 11.5% 51% 2.0% Collection 13.7% 3.8% 6.8%
Total 100% 100% 100% Extension 1.8% 4.0% 1.2%
Num of defaults 1,110 2,293 6,168 Legal steps 5.0% 0.6% 1.4%
Avg Contract Size 7,751 24,791 103,537 | |Repossessed 48.8% 70.7% 64.3%
Num of observations | 75,481 75,479 75480 | [Write-off 10.1% 2.1% 2.6%
Total 100% 100% 100%
Num of defaults 1,857 4,618 3,096
Avg Contract Term 31.9 48.1 61.1
B. Non-Captives Contract Size
Low Medium High B. Non-Captives Contract Term
Bankruptcy 10.4% 11.0% 15.5% Low Medium High
Collection 2.3% 5.3% 6.9% Bankruptcy 11.6% 11.6% 12.6%
Extension 1.0% 2.2% 4.1% Collection 2.4% 4.7% 6.6%
Legal steps 23.2% 9.6% 5.9% Extension 2.6% 1.7% 1.9%
Repossessed 1.0% 1.3% 12.0% Legal steps 8.1% 25.3% 11.1%
Write-off 62.0% 70.6% 55.7% Repossessed 4.0% 3.4% 4.8%
Total 100% 100% 100% Write-off 71.4% 53.2% 62.9%
Num of defaults 8,497 4,228 4,481 Total 100% 100% 100%
Avg Contract Size 3,622 10,841 88,558 Num of defaults 6,656 6,526 4,024
Num of observations 127,425 127,356 127,391 Avg Contract Term 11.0 39.7 60.4
All transactions: For all observations:
Avg Contract Size 5,158 16,032 94,131 |Avg Contract Term 24.7 457 61.1
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assets (28%). There was also

Table 6: Lessees’ and Lessors’ Core Assets and Default Procedures

a h'gher rate of repossession  1a’ Lessee's Core Assets and Default Procedures
of lessees’ core assets by Captive Non-Captive
Non-captive lessors (10%) Default Procedure | Core Assets Non-Core Core Assets Non-Core
than for lessees’ non-core Bankruptcy 11.8% 43.4% 14.0% 11.4%
assets (2%)' Collection 9.4% 10.1% 9.7% 3.9%
) . . . Extension 8.6% 2.6% 8.7% 1.9%
This evidence is consis- |} oqa steps 1.1% 10.1% 8.9% 15.4%
tent with the idea that a Repossessed 64.5% 28.0% 10.3% 2.0%
lessee’s core assets are valu- |Write-off 4.6% 5.8% 48.4% 65.4%
able in default and thus Total 100% 100% 100% 100%
experience increased rates of Num defaults 1.754 378 890 4.883
repossession. Nevertheless, |g  Lessor's Core Assets and Default Procedures
the main hypothesis still Captives Non-Captive
holds, that Captives are more [Default Procedure = Core Assets Non-Core Core Assets | Non-Core
||ke|y to repossess in the case Bankruptcy 20.4% 22.5% 9.1% 21.1%
Collection 5.3% 15.7% 4.7% 2.7%
of default, whereas Non-cap- | 4ension 3.1% 0.0% 0.9% 6.1%
tives are more likely to write  |_egal steps 1.1% 5.1% 15.1% 16.0%
off the default. Repossessed 67.1% 47.9% 3.9% 4.2%
Pane' B of Table 6 exam- Write-off 3.0% 8.9% 66.2% 49.8%
ines the core assets of the Total 100% 100% 100% 100%
Num defaults 8,219 1,352 13,301 3,905

lessors. For all contracts
both active and default, 79%
fell into the core asset category of Captive lessors
while 76% qualified as core or specialized assets of
the Non-captive lessors. For defaulted contracts, it
was again observed that Captives were more likely to
repossess, while Non-captives were more likely to
write off. Evidence was also found that Captives
experience greater repossession rates for core assets
(67%), compared to non-core assets (48%), while
Non-Captives are more likely to write off core assets
(66%) than non-core assets (50%).

Summary

The main result of the study is quite strong:
More than 60% of Captive contracts were repos-
sessed when in default, while only 4% of defaulted
contracts were written off. In contrast, more than
60% of Non-captive defaulted contracts were written
off, while just 4% were subjected to repossession.
These results support the hypothesis that Captives are
more likely to repossess in default. The hypothesis

continued to hold when sample data was divided into
categories based on size, contract terms, and core
assets. Larger contracts and longer contracts had
greater repossession rates than contracts that were
smaller, shorter-term, and required more payment fre-
quency.

Greater rates of repossession also occurred for
core assets of both the lessee and lessor. Still,
Captives use repossession in default at much greater
rates than Non-captives in all segments of the sample.

The results of the study point to these important
differences between Captives and Non-captives:

* Non-captives usually are not in the equipment
business, and thus, repossession is a costly default
remedy for Non-captives. As a Non-captive mem-
ber of ELA commented, “We do not have the
wherewithal to evaluate condition, refurbish, and
remarket equipment in order to obtain the best
price.”

e But in case of default, Non-captives prefer to
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recover their investment as quickly as possible, and
thus are more likely to litigate.

* Non-Captives also are more likely to write-off a bad
debt. For example, many Non-captive lessors are
financial institutions subject to regulatory require-
ments such as faster write-off policies.

* Captives, which are much less regulated, enjoy
greater freedom in default response.

One final observation, in the form of a comment
made by a Non-captive ELA member, is pertinent: “A
captive/manufacturer is selling equipment with a huge
gross margin, while the lease company is dealing in a
small money spread. Clearly, the captive has much
less to lose. We [non-Captives], on the other hand, are
desperate to recover our investment.”
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