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Abstract  

Lack of access to finance is a significant challenge for SMEs, micro-enterprises, and new firms 

in Ethiopia. In today’s Ethiopia, banks often prefer to lend to larger, well-established businesses 

that have a profitable track record and can offer stronger security. Lease financing has strong 

development impact and crucial role in bridging this gap and expanding financial accessibility. 

Leasing provides an alternative financing mechanism that enables business to use assets without 

outright ownership, thereby overcoming the limitations of conventional bank loans, which often 

prioritize larger, well-established business with strong credit histories. In countries like 

Ethiopia, where lease financing is still an emerging concept, establishing a well-defined legal, 

regulatory, institutional, and tax framework is essential to maximize its benefits and ensure its 

effective implementation. This research aims to analyze the regulatory framework governing 

capital goods lease financing business in Ethiopia, identify the key regulatory challenges, and 

explore the potential reforms to enhance the sector’s effectiveness and growth. To properly 

address the questions, both doctrinal and non-doctrinal research methods have been employed.  

The findings reveal that there are significant regulatory challenges that hinder the sector’s 

growth. These include unclear legal position regarding the conduct of capital goods lease 

financing business through interest free leasing modality, prohibition of local commercial banks 

in the leasing sector, excessive regulation, lack of clear institutional enforcement of registering 

capital goods and capital goods lease agreement, lack of clarity on interpretation of duty free tax 

incentives provided by law, uncertainty and unpredictability of the regulatory environment 

regarding lease financing, and lack of organized and centralized training program to 

stakeholders and employees of capital good lease financing companies. The finding also reveal 

that while regulatory and legal barriers hinder the growth of lease financing, recent government 

initiatives, such as the move to enact a  comprehensive Capital Goods Financing Business 

Proclamation and the formation of a National Leasing Association, represent significant 

progress. These measures indicate a strong commitment to addressing existing challenges, 

fostering a more structured leasing market, and promoting financial accessibility. The study 

underscores the importance of these developments and recommends further regulatory 

enhancements to ensure the sector’s sustainable growth. 

Keywords: Leasing, Capital Goods Finance, Regulation, Proclamation, Directive, NBE 
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Chapter One 

1.1. Background of the Study 

Economic activities are dependent on available and accessible resources, both financial and 

physical. Businesses can acquire financial resources through equity, debt capital, government 

subsidy, or both.
1
 However, government subsidy and equity financing cannot adequately satisfy 

the finance needs of businesses; hence debt capital (credit) is recently the most important source 

of financing in the world.
2
 Credit financing, however, is not accessible to all persons. Lack of 

access to finance is a significant challenge for SMEs, micro-enterprises, and new firms in 

developing countries.
3
 Similarly, in Ethiopia, SMEs have very limited access to bank credit or 

other financial services.
4
 This is because financial institutions prefer to provide credit to large 

and well-established enterprises that have sufficient collateral.
5
 Traditional bank finance accepts 

limited types of assets as collateral, and the value of the collateral is usually higher than the 

amount of the loan requested.
6
 

Lease financing has a strong development impact and a crucial role to play in bridging the 

SMEs‟ finance gap and promoting financial sector development. Leasing is an efficient and 

effective source of finance for capital formation and financing business asses.
7
 It is a highly 

flexible form of financing and helps SMEs acquire funds easily since, in a lease financing 

arrangement, the leased asset itself is a principal security. Leasing is a contract between two 

parties where one party (the lessor) provides an asset for usage to another party (the lessee) for a 

specific period, in return for specified payments.
8
 The lessor is the owner of the asset that is 

                                                           
1
 Asress Adimi Gikay, „Ethiopian Law of Security Rights in Movable Property‟ (2021) 1, RsearchGate 18. 

2
 Ibid. 

3
 Asress Adimi Gikay, „Rethinking Ethiopian Secured Transactions Law through Comparative Perspective: Lessons  

  From the Uniform Commercial Code of the US‟ (2017) 11 Mizan Law Review 169. 
4
 International Monetary fund, Global Financial Stability Report: Old Risks, New Challenges (IMF 2013) 

https://www.imf.org/en/Publications/GFSR/Issues/2016/12/31/Old-Risks-New-Challenges Accessed on 15 February 

2025. 
5
 Ibid.  

6
 Fekadu Petros, „Sense and Nonsense in the Regulation of Equipment Financing Business in Ethiopia‟ (2019) 13   

  Mizan Law Review 33. 
7
 U.F. Abdulkarim, et al „Lease Finance in Nigeria: Current Status, Challenges and Future Prospects‟ (2020) 3 

Journals of Accounting Research, Organization and Economics 172. 
8
 Mathew Fletcher, et al „Leasing in Development: Guideline for Emerging Economies, (2005) Washington D.C  

   IFC 1. 

https://www.imf.org/en/Publications/GFSR/Issues/2016/12/31/Old-Risks-New-Challenges
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being leased to the lessee, and the lessee is the user of the leased equipment. The separation of 

property from ownership is the very essence of leasing.
9
 

While leasing can be traced back thousands of years, the leasing industry has evolved 

significantly over the past 50 years.
10

 Modern leasing emerged in the 1950s as a specialized 

financial service industry and expanded to Europe and Japan in the 1960s and has been spreading 

through developing countries since the mid-1970s.
11

 The development and evolution of leasing 

necessitate a robust legal and regulatory framework to ensure transparency, protect stakeholders, 

and promote sustainable growth in the industry.
12

 

In Ethiopia, to create an enabling environment for the establishment of alternative sources of 

financing for those investors who could not participate in various investment activities due to 

lack of capital, the government enacted the first leasing law in 1998, known as Capital Goods 

Leasing Business Proclamation No. 103/98. This proclamation was issued to address the existing 

gap not covered by financial institutions. MOT was empowered to license and supervise leasing 

companies. Despite significant interest from local and international investors following separate 

legislation, no single leasing company was licensed or engaged in the lease financing business 

until 2014.
13

 This situation necessitates amending the existing Capital Goods Leasing Business 

Proclamation No. 103/98 to authorize the appropriate government body to facilitate the licensing 

and supervision of leasing companies. The Amendment Proclamation has shown a clear 

demarcation of authority between MOT and the NBE.
14

  As a consequence, the NBE is entrusted 

with the authority to license, regulate, and oversee capital goods financing, encompassing 

financial leases and hire-purchases. Meanwhile, the MOT is authorized to license and supervise 

operating leasing business. As a result, the NBE licensed five capital goods finance companies 

(Waliya, Oromia, Addis, Debub, and Kaza) which are established with majority ownership of 

                                                           
9
 Umar Bello, et al „The Impact of Lease Financing on Financial Performance of Nigeria Oil and Gas Industry‟ 

(2016) 7 Research Journal of Finance and Accounting 28. 
10

 Alexandra Bolea & Roxana Cosma, „Leasing as a Modern Form of Business Financing‟ in Progress in Economic 

Sciences‟ (2015) Jan Polcyn PWSZ Poland 295. 
11

 Ibid. 
12

 Ibid.  
13

 National Bank of Ethiopia, „Capital Goods Finance Companies in Ethiopia: An Overview‟ (2014) Birritu 

Magazine 118  31 
14

 Capital Goods Leasing Business (Amendment) Proclamation No. 807/2013, Neg. Gaz. 19
th

 year No.60, 2013, 

Articles, 3(1) & 4(1). 
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regional governments and MFIs.
15

 Foreigners are also allowed to invest in the business.
16

 In this 

regard, the first foreign-owned leasing company (Ethio Lease) was licensed to engage in the 

leasing business in 2019. 

However, the government's effort to establish developed capital goods financing businesses has 

faced challenges with only a few government-owned entities and one foreign-owned company 

operating. Regulatory challenges led to the closure of Ethio Lease Capital Goods Financing 

Company, impacting the industry‟s prospects in Ethiopia. Currently, the government is 

implementing new initiatives to reform leasing laws.
17

 This paper will look into the regulatory 

frameworks, regulatory challenges facing the capital goods lease financing business in Ethiopia, 

and potential regulatory reforms or prospects for improving the capital goods lease financing 

sector in Ethiopia. 

1.2. Statement of the Problem 

Lack of access to finance is one of the main obstacles affecting SMEs in Ethiopia. Various 

studies have pointed out that SMEs in Ethiopia have very limited access to bank credit or other 

financial services.
18

 This is because financial institutions prefer to provide credit to large and 

well-established enterprises; and start-ups, micro, and SMEs have insufficient collateral.
19

 

Financial institutions prefer large borrowers with large volumes of transactions because small 

and large loans need somehow the same procedures and a large loan is easy to administer and 

lower transaction costs.
20

 Collateral requirements are also one of the major constraints for access 

to finance since nearly all loans in Ethiopia require collateral and the value of collateral is higher 

relative to the amount of loan requested and granted.
21

 Consequently, SMEs often depend on 

                                                           
15

Asfaw Abera, „Lease Financing in Ethiopia: An Assessment of the Five Regulated Lease Financing  

Companies‟(2016)  MSC Thesis, Department of Accounting and Finance, AAU, unpublished 4 
16

 Investment Regulation, (2020) Neg. Gaz. No. 474, 26
th

 Year, No.78 Art.4(1) 
17

 In 2023, the government introduced a Draft Proclamation to reform capital goods financing laws, aiming to 

regulate, boost growth, and improve leasing access.  
18

 International Monetary Fund (n 4). 
19

 Ibid.  
20

 Getnet Alemu zwedu, „Financial Inclusion, Regulation and Inclusive Growth in Ethiopia‟ (2014) Working Paper 

408,  22 
21

 Ibid.  
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informal sources of funding at the early stages of development and external sources when they 

start expanding.
22

 

Lease financing has a strong development impact and a crucial role to play in bridging the 

SMEs‟ finance gap and promoting financial sector development. Leasing as an alternative source 

of financing should be embraced by business operators to enable them to make use of productive 

assets without necessarily acquiring them. However, many countries face various legal and 

regulatory challenges in developing the leasing industry. Because of a lack of prior experience, 

regulations either do not exist or do not take into account the specific characteristics of leasing, 

or their application and interpretation are uncertain.23 The lack of clear and favorable legal and 

regulatory frameworks for leasing can discourage investment and limit the availability of leasing 

services. Conducive regulatory and legal frameworks are the most important enabling 

environment for the development of the leasing industry. In some circumstances, a separate legal 

and regulatory framework for leasing companies could also help promote confidence in the 

efficiency and fairness of the market.  

Although the capital goods lease financing business existed in Ethiopia for a long period, it is 

only recently that detailed law on the subject has been introduced. Modern leasing in Ethiopia 

was introduced in the 1960 Civil Code.  The Civil Code provides various types of contracts for 

the transaction of lease financing business which include: sale with ownership reserved, sale with 

right of redemption, hiring sale, and letting and hiring.
24

 Separate legislation was first introduced 

in Ethiopia in 1998, Capital Goods Leasing Business Proclamation No. 103/1998. The 

proclamation provides three types of lease contract models which include: finance lease, hire-

purchase, and operational lease. MOT was the only regulatory body of the leasing business.
25

 

Despite significant interest from local and international investors following separate legislation, 

no single leasing company was licensed or engaged in the lease financing business until 2014. 

This situation necessitates amending the existing Capital Goods Leasing Business Proclamation 

No. 103/98 to authorize the appropriate government body to facilitate the licensing and 

supervision of leasing companies. The Amendment Proclamation has shown a clear demarcation 

                                                           
22

 Haylekiros S. et al, „Lease Financing for Competitiveness and Expansion of SMEs in Tigrai: Challenges and 

Strategic Solutions‟ (2020) 2 Branna Journal of Engineering and Technology 4 
23

 Asfaw Abera, (n 15) 6.  
24

 Civil Code of the Empire of Ethiopia Proclamation, 1960, Proc. No 165, Neg. Gaz. Year 19, no 2.  
25

 Capital Goods Leasing Business Proclamation No. 103/1998, Neg. Gaz. 4
th

 year No.27, 1998, Art. 3. 



5 
 

of authority between MOT and the NBE by which the operational lease is retained under the 

supervision of the MOT and the NBE is authorized to regulate financial leases. Consequently, 

the NBE issued several directives that imposed excessive regulatory requirements on capital 

goods lease financing companies. This resulted in a lack of interest from the private sector to 

invest in the leasing industry. Currently, there are only five government-owned leasing 

companies, and one foreign-owned company (Ethio Lease) operating in the industry.
26

 Even 

worse, excessive regulatory requirements forced Ethio Lease to officially enter into voluntary 

liquidation. Therefore, this paper will attempt to assess the regulatory frameworks of capital 

goods lease financing companies and examine the regulatory challenges, and potential regulatory 

reforms or prospects for improving the capital goods lease financing sector in Ethiopia. The 

study will focus only on financial leases (hire-purchase and finance leases) which are under the 

supervision of the NBE. 

1.3. Objectives of the study 

1.3.1. General Objective 

The general objective of the study is to examine the regulatory approach to capital goods lease 

financing business in Ethiopia with particular emphasis on the regulatory challenges facing the 

capital goods lease financing business in Ethiopia as well as the potential regulatory reforms or 

prospects for improving the capital goods lease financing sector in Ethiopia.  

1.3.2. Specific Objectives 

Specific objectives of the study are: 

 Examining the regulatory approach to capital goods lease financing business in Ethiopia. 

 Assessing the key regulatory challenges facing the capital goods lease financing business 

in Ethiopia. 

 Assessing the potential regulatory reforms or prospects for improving the capital goods 

lease financing sector in Ethiopia.  

 

 

                                                           
26

 Ethio Lease CGFC officially launched on August 8
th

, 2019, with the aim of addressing equipment and forex 

shortages and provides easy access to needed equipment, thereby creating local jobs and increasing productivity. 
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1.4. Research Questions   

The study mainly focuses on answering the following research questions:  

 What are the key regulatory challenges affecting the capital goods lease financing 

business in Ethiopia? 

 What are the potential regulatory reforms or prospects for improving the capital goods 

lease financing sector in Ethiopia?  

 

1.5. Scope of the Study 

The study focuses on the regulation of capital goods lease financing in Ethiopia, specifically 

financial leasing and hire-purchase agreements. It does not address the regulation of operating 

leases, as these are governed by the MOT, whereas financial leasing and hire-purchase are 

regulated by the NBE. The study aims to examine and identify relevant laws governing financial 

leasing and hire-purchase agreements. Furthermore, the research incorporates an analysis of 

international best practices and experiences related to capital goods lease financing. Key 

participants in the study included officials from the Microfinance Institutions Directorate at the 

NBE, as well as management staff from Oromia Capital Goods Finance Company, Addis Capital 

Goods Finance Company, Development Bank of Ethiopia, Liyu MFIs and Vison Fund MFIs.  

1.6. The Research Method 

The research employed both doctrinal and non-doctrinal research methodologies, utilizing 

primary and secondary data sources. Primary sources include the Capital Goods Leasing 

Business Proclamation No. 103/1998 (with amendments), other relevant proclamations, 

regulations, and the relevant NBE directives. Secondary sources comprise published and 

unpublished materials on the subject. Additionally, qualitative data is gathered through 

interviews with key stakeholders, including the senior lease financing examiner/representative 

director of the Micro Finance Institution Directorate at the NBE, a branch manager from Oromia, 

and Addis Capital Goods Lease Financing Companies, a legal director from Liyu, and Vision 

Fund MFI, and a corporate legal affairs director from the Development Bank of Ethiopia.  The 

study adopted a combination of purposive and random sampling techniques to select 

respondents, ensuring a comprehensive approach to data collection. Relevant books, articles, and 
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other relevant materials supplement the research as secondary sources. The data collected from 

primary and secondary sources is presented and interpreted using a qualitative analysis method.  

1.7. Significance of the Study 

The study holds significance for three primary reasons. Firstly, it contributes to the existing body 

of knowledge on the subject. Secondly, it examines the legal framework governing the capital 

goods leasing business and offers insights for policymakers on potential improvements. Lastly, it 

serves as a foundational resource for students and researchers interested in conducting further 

studies on the topic.  

This study holds particular significance as it builds upon and extends the structural approach 

employed in Getu Shiferaw‟s earlier work (2016), which organized the analysis of leasing 

legislations into thematic sections for clarity and precision. While adopting a similar format, this 

research goes further by examining both the legal framework that existed prior to his study and 

the various legislative enactments introduced afterward. Moreover, it explores significant 

developments in to the industry, including legal reforms and establishment of institutional 

mechanisms for enforcement. By addressing two distinct research questions not covered in the 

earlier work, this study fills notable gaps and offers a more current and comprehensive 

perspective on leasing legislation and practice in Ethiopia.     

1.8. Limitations of the Study 

The researcher encountered limited local publications on the topic. In addition, the researcher 

faces time and resource constraints. Due to this, the research may not be feasible to cover every 

aspect and area of the leasing industry. Furthermore, the regulatory landscape of the leasing 

industry in Ethiopia undergoes continuous changes; hence the dynamic nature of the regulatory 

landscape may influence the clarity of research findings. Lastly, it was too tough to interview the 

participants and accomplish the tasks on time thereby limiting the researcher from obtaining 

diversified information. These above-mentioned limitations may have compromised the quality 

of the research findings. 
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1.9. Organization of the paper 

This research paper is organized into four chapters. The first chapter provides an introduction, 

statement of the problem, objective of the study, research questions, scope of the study, 

significance of the study, limitations of the study, and research methodology. Chapters two 

describe and analyses relevant literature. Chapter three deals with the legal and regulatory 

frameworks of capital goods lease financing business in Ethiopia. Accordingly, chapter three 

gave a particular emphasis on the regulatory challenges facing the capital goods lease financing 

business in Ethiopia as well as the potential regulatory reforms and prospects for improving the 

capital goods lease financing sector in Ethiopia. The last chapter, which is chapter four, will 

draw conclusions and recommendations. 
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Chapter Two 

Conceptual and Theoretical Background of Lease Financing 

2.1.  Introduction 

This chapter deals with concepts related to lease financing, its evolution, advantages, types of 

lease, types of lessor, and enabling environment of lease financing business. In the following 

discussions, more emphasis is given to the legal and regulatory frameworks of lease financing 

business. This chapter also deals with other countries' experience towards the regulation of lease 

financing business.  

2.2. The Concept of Leasing  

Leasing is a contract between two parties where one party (the lessor) provides an asset for usage 

to another party (the lessee) for a specific period, in return for specified payments.
27

 The lessor is 

the owner of the asset that is being leased to the lessee, and the lessee is the user of the leased 

equipment. Lease financing is carried out based on a short, medium, or long-term contract. Lease 

financing is offered by a leasing entity that acquires equipment at its own expense to lease it for 

many years to a lessee which periodically makes rent payments for the use of such leased 

property.
28

 At the end of the period of the contract, an asset returns to a lessor unless there is a 

provision for the renewal of the contract. Based on the agreement between the parties, upon the 

expiry of the contract period, a lessee either buys the asset for the residual value or returns the 

asset to a lessor. The lessee at the end of the leasing contract shall have one of three options 

usually stated in the contract. First, to renew the lease contract under the same condition as the 

original contract or with a depreciation percentage of the said asset. Second, the lessee may 

desire to terminate the contract and return the asset to the lessor. Finally, the lessee may request 

the lessor to purchase these assets.
29

 Leasing provides financing of assets rather than direct 

capital. The lessor is required to provide the asset to the lessee for possession and use.
30

 A lessee 

                                                           
27

 Mathew Fletcher, (n 8). 
28

 Getu Shiferaw, „Law, Policy and Practice of Capital Goods Lease in Ethiopia‟ (2016) LL.M Thesis, School of 

Law, AAU, Unpublished 10. 
29

 Monuir Salem & Abdullah Salem, „Finance Lease-Legal Accounting and Organizational Aspects‟ (1997), Cairo 
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in return is required to pay specified rentals over a predetermined period for possession and use 

of the equipment. Accordingly, lease financing is a financing mechanism to acquire a property 

and transfer it for temporary possession and use. Therefore, leasing separates the legal ownership 

of an asset from the economic use of that asset.
31

 

The equipment under lease financing is capital goods. Capital goods are durable and non-

consumable assets.
32

 Usually, capital goods are durable goods that are used for the production of 

more capital goods as well as consumer goods.
33

 Usually, capital goods leasing involves three 

parties; lessee, lessor, and supplier. A lessee has the right to choose a capital good and a 

supplier.
34

 At the lessee‟s request with a specification of a given capital good and selection of a 

supplier, a lessor enters into a supply agreement with a supplier and acquires a capital good from 

a supplier, who receives outright payment from a lessor. Then, a lessor leases a good to a lessee 

for a term which is usually most of the useful life of a good, in return for a lessee‟s payment of 

rental.
35

  

2.3. Evolution of Leasing 

Lease financing has a rich history dating back centuries, evolving alongside changes in economic 

practices and legal frameworks. The concept of leasing finds its roots in the ancient practices of 

land tenure, where landowners leased their land in exchange for agricultural produce.
36

 As 

economies progressed, particularly during the Industrial Revolution, leasing expanded beyond 

land to encompass machinery and equipment.
37

 The history of leasing dates back to 2000 B.C. 

when Sumerians leased goods which was then a major commercial center and it involved the 

rental of agricultural tools to farmers by the priests who were government authorities.
38

 In 1750 

B.C., a Babylonian king named Hammurabi acknowledged the existence of leases of movable 
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property in his famous code of laws.
39

 Other cultures of ancient times, such as the Egyptians, 

Greeks, and Romans, engaged in leases of both movable and immovable property
40

. While 

leasing can be traced back thousands of years, the leasing industry has evolved significantly over 

the 50 years through which the modern leasing industry as a specialized financial service 

industry emerged in the United States of America in the 1950s and expanded to Europe and 

Japan in the 1960s and has been spreading through developing countries since the mid-1970s.
41

 

The world‟s annual leasing volume in 2021 was 1.463 billion (USD).
42

   

2.4. Types of Lease   

Leasing is a compound transaction related to more than one contract such as sale, rent, and 

agency. It may resemble certain other transactions, which require in their nature the 

implementation of certain sale or lease rules as the case may be.
43

 Characterizing a particular 

transaction as a lease, sale, and rent, agency, or security interest matters helps to answer different 

legal issues. Among these are who should bear property tax, and income tax, who benefits from 

depreciation deduction, who bears extra-contractual liability, etc.
44

 Lease financing can be 

provided in different arrangements. The following are the types of leases that are known in 

different jurisdictions. 

2.4.1. Finance Lease 

Financial leases are long-term non-cancellable lease contracts which are also known as capital or 

full pay-out leases.
45

 Financial leasing is a contractual arrangement between two parties, which 

allows one party (the lessee) to use an asset owned by the other (the lessor) in exchange for 

specified periodic payments.
46

 Finance lease allows the lessor, as owner, to retain legal 

ownership of an asset while transferring substantially all the risks and rewards of ownership to 
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the lessee.
47

 There is a full transfer of all the risks and rewards related to the asset from the lesser 

to the lessee.
48

  

2.4.2. Hire-purchase 

Hire-purchase is the installment sale contract that provides the lessee an alternative to bank 

financing for the purchase of equipment.
49

 Leasing installment paid by the lessee during the 

contract period represents the payment to own the leased object at the end of the agreed-upon 

period, and the amount paid by the lessee as the price of purchase, may be considered the last 

installment of the sale price.
50

 The lessee tenders a higher down payment and, with each lease 

payment an increasingly higher percentage of ownership is transferred to the lessee, thus 

building up equity. Ownership transfer is automatic once all required payments are made. 

Therefore, transfer of ownership marked the basic difference between a financial lease and a 

hire-purchase agreement. Under the financial lease, the ownership remains with the lessor, 

whereas in hire-purchase, ownership is progressively transferred to the lessee in proportion to the 

installments paid. Compared to a financial lease, this arrangement is judicially less secure for the 

lessor because the lessee is part owner of the asset.
51

  

2.4.3. Operating Lease 

An operating lease is a short-term arrangement that may run for three to five years and involves 

the lease only renting an asset over a while substantially less than the asset‟s useful life.
52

 An 

operating lease is a rental arrangement in which the lessee enters into a contract for short-term 

use of equipment the leasing company has on hand.
53

 It is a contract that allows the lessor, as 

owner, to retain legal ownership of an asset but allows the lessee to enjoy the economic use of 

the asset for a predetermined period before returning the asset to the lessor. Simply, an operating 

lease is a short-term equipment rental.  
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2.4.4. Sale and Leaseback 

A sale and leaseback transaction occurs when the owner of a previously purchased asset 

contracts to sell the asset and to lease it back from the buyer.
54

 Sale and leaseback provide a 

means of raising money based on an asset while continuing to use the asset. The use of the 

property is generally continued without disruption.
55

 Sale and leasebacks differ from direct 

leases in that they can provide additional cash whereas direct leases do not. When financing is 

scarce and/or the firm is credit impaired, external financing costs may be high. A sale and 

leaseback can provide needed liquidity and is a practical alternative to other forms of external 

financing.
56

 Tax-related incentives, asymmetric information or financial contracting costs, 

financial distress, capital constraints, and liquidity needs are the motives that make sale and lease 

back favorable to the initial decision to purchase at the later stage.
57

  

2.4.5. Ijara (Islamic Lease Finance) 

The term Ijara means leasing of property under a contract under which a specified permissible 

benefit in the form of a usufruct is obtained for a specified period in return for a specified 

permissible consideration.
58

 Ijara is a Shari‟ah-compliant mode of financing, as it avoids interest 

(riba), which is prohibited in Islam.
59

 It is a type of leasing that is consistent with and applicable 

under Islamic financing.
60

 One of the forms of Ijarah used by Islamic financial Institutions is 

Ijarah Muntahia Bittamleek. It is a form of leasing contract that includes a promise by the lessor 

to transfer the ownership of the leased property to the lessee, either at the end of the term of the 

Ijarah period or by stages during the term of the contract.
61

  

In addition to the above lease classifications, there are other terminologies known in leasing 

literature which include among others; cross-border lease, wet and dry lease, master lease, single 

investor lease or leveraged lease, and closed and open-ended lease.
62

 The writer did not discuss 
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in detail about these types of leasing as they are not as relevant as other types to the better 

understanding of the regulation of the leasing business in Ethiopia. 

2.5. Leasing Entities  

Lessors under lease financing are entities that provide leasing services.
63

 Leasing entities are 

organizations or institutions involved in leasing transactions. Leasing entities can be broadly 

categorized into the following types. 

2.5.1. Private Leasing Companies 

Private Leasing Companies are specialized firms that provide leasing services. Leasing 

companies are usually treated as non-bank financial institutions, which are subject to less 

stringent regulations than banks.
64

 This allows non-bank financial institutions to leverage more 

resources to be exempted from credit allocation requirements, and to use market rates of 

interest.
65

 Leasing companies also have better technical and financial skills required for leasing 

as leasing officers are better informed than bank officers about new equipment on the market, 

and have better skills in assessing the value of used equipment and potential residual values.
66

 

2.5.2. Commercial Banks/Commercial Bank Subsidiaries 

In emerging economies, banks offer leasing as a product alongside their traditional products such 

as loans and overdrafts.
67

 Banks dominate the leasing markets as they have the advantage of 

accessing low-cost public deposits as sources of funds. The huge fund under their custody helps 

the banks acquire the equipment needed for leasing at a lesser cost.
68

 Currently, bank-related 

leasing companies comprise the major share of leasing volume in the world.
69

 Owing to major 

funding advantages for the banks, and existing customer relationships that can be developed 
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further, banks would continue to have dominated the leasing business in the future.
70

 In many 

countries, however, banks provide leasing services only by forming subsidiaries.
71

  

Bank subsidiaries are companies in which banks have a significant share. Leasing is a relatively 

simple product to sell and administer but it requires different selling skills, different information 

technology solutions, and different credit risk policies than administering a loan or overdraft 

portfolio.
72

 Taking into consideration the special nature of lease financing, most of the world‟s 

leading banks create their leasing subsidiaries.
73

  

2.5.3. Equipment Manufacturers  

Equipment manufacturers usually provide leasing as a value-added service through captive 

leasing companies.
74

 A captive leasing company is an entity whose primary mission is to provide 

the sale or lease services of products manufactured by the parent company. They are subsidiaries 

of the parent company and their primary objective is to generate profit for the parent company.  

2.5.4. State-owned Leasing Companies 

State-owned leasing companies are government-controlled enterprises that provide leasing 

services for the assets. They appear to have weaknesses similar to that of state-owned 

development banks.
75

 While their outreach appears significant, a large proportion of the leases 

are provided at subsidized interest rates with detrimental effects on organizational 

sustainability.
76

  

2.5.5. Microfinance Organizations 

Microfinance organizations reach a client not usually reached by commercial banks or 

independent leasing companies.
77

 Better knowledge of micro-enterprise finances, relatively low 

staff costs, and synergy between micro-credit and micro-lease are the advantages of leasing 
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through MFIs.
78

 The major constraint associated with MFIs providing leasing is the possibility 

that their limited resources and skills would be insufficient to handle the risks involved.
79

  

2.6. The Financial and Economic Importance of Lease Financing 

Leasing has several advantages, some of which are mentioned below, for the lessee, the finance 

entity, the seller or supplier, and the national economy.  

2.6.1. Advantages of Leasing for the Lessee 

Lessees usually evaluate investments based on expected cash flow but not based on expected 

profits.
80

 The following are among the advantages of leasing for the lessee. 

Firstly, the tax savings achieved as a result of downloading all operating expense payments 

decade leading to the reduction of the value of taxable profit.
81

 Secondly, leasing helps to 

achieve the advantages of financing through savings in cash instead of using it to buy the leased 

asset and use this liquidity to finance the working capital needed for operations rather than 

directed to capital funding.
82

 Thirdly, it improves the financial position of the lessee, which saves 

him from borrowing to buy assets. At the same time, this will raise the rate of return on assets 

and lead to improving the image of the financial position.
83

 Fourthly, leasing reduces the asset 

risk as a result of becoming obsolete and transfers this risk to the lessor at the end of the contract 

and gives him the right to change the original leased asset by another which will be more 

efficient.
84

 In the fifth place, leasing provides access to finance to business entities with no or 

less collateral because, under the leasing contract arrangement, the leased equipment itself serves 

as security for the lessor since the ownership is retained under the lessor.
85
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2.6.2. Advantages of Leasing for the Lessor 

The lessor assesses the investment decision of the commodity based on the evaluation of the 

lease, where this decision is based on cash outflows and inflows together and the difference on a 

net basis between the two (the difference between cash inflows and outflows).
86

 The following 

are among the advantages of leasing for the lessor. 

Firstly, leasing contracts, as a finance tool, are consistent in general with the provisions of the 

Islamic Sharia‟s as the finance entities are not forced to add fixed interests on the accounts of 

their customers. This is because the proceeds obtained by the finance entities after deducting 

whatever they paid as a price for buying the assets they lease to the customer, are profits decided 

per the applicable rules.
87

 Secondly, leasing has greater protection to the lessor during 

bankruptcy. In case of bankruptcy of the enterprise requesting the finance, the lender or the seller 

shall enter the bankruptcy as an ordinary creditor subject to pro rata distribution. As the leased 

fund shall not be removed from the proprietary rights of the finance entity, the lessor shall have 

the right to recover it without being exposed to the competition of the creditors of the bankrupt 

lessee.
88

 Thirdly, under the leasing system, the finance entity shall not be liable for the latent 

defects of the leased assets. It is based on the ground that the lessee in the leasing contract is the 

party who specifies to the lessor the machinery and the equipment which the latter is required to 

purchase and he shall define their specifications as well as inspect, examine, and test them before 

the lessor enters into a contract for purchasing them.
89

 Fourthly, the delivery of assets by the 

lessor to the lessee under the leasing contract shall not expose the lessor to a high risk in case of 

destruction or damage as the lessor usually obliges the lessee to obtain an insurance policy.
90

 In 

the fifth place, the lessor usually enjoys - according to law - several benefits like taxes and 

customs exemptions for the capital assets which are the subject matter of the leasing contract.
91
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2.6.3. Advantages of Leasing for the Supplier  

Concerning the advantage of leasing to the supplier, the opportunity to take advantage of excess 

idle assets and get excess returns on these assets, the opportunity to market the commodity of 

goods produced by the lease and provide a refund for the leased asset with a payoff, and the 

opportunity to sell the asset at the expiry of the lease term can be mentioned.
92

 

2.6.4. Advantages of Leasing for a National Economy 

Firstly, the productivity of capital assets adds great additions to the national GDP.
93

 Secondly, 

leasing contracts are considered stability factors for the sustainability of investments during 

crises and economic changes.
94

 Thirdly, the finance of capital assets through leasing requires 

potentially qualified working hands to provide speed in the implementation of the projects.
95

 

Finally, leasing contracts help keep pace with technological developments, raise production 

quality, reduce cost, and increase the level of investment opportunities by opening new markets 

at home and abroad.
96

 

2.7. Enabling Environment for Lease Financing 

Leasing as a financial instrument needs a legal framework on which its overall operation is 

governed.
97

 Hence, the success and development of lease financing primarily depend on how 

well the country designed and crafted the leasing legislation adequately and comprehensively.
98

 

There is no doubt about the importance of creating an enabling environment that includes clear 

legal bases and minimal regulation for the development of leasing like all other economic 

activities.
99

 However, in many developing countries domestic legal frameworks are not 

conducive to the development of leasing, and even such frameworks do not exist in some of 

them.
100

 Therefore, adopting a comprehensive and conducive legal and regulatory framework 
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that addresses the basic ingredients of lease transactions helps to develop a leasing sector.
101

 

Accordingly, clear legal bases, minimal regulation, and the use of internationally accepted 

accounting standards, and tax codes are among the major contributing factors for the 

development of leasing.
102

  

2.7.1. Legal Frameworks 

Lease financing can be regulated either by a homogeneous legal framework or a general code of 

laws depending on countries experience.
103

 Some countries such as the United States, France, 

Argentina, Brazil, Russia, Korea, Indonesia, Morocco, and Ghana have specific leasing laws.
104

 

The development of a specific and separate leasing law may not be necessary, although this will 

ultimately depend on local circumstances and existing legislation. However, due to a lack of a 

well-developed legal system that provides a strong basis for the development of lease financing, 

weak property rights protection, and a weak culture of contract enforcement, it is very difficult 

for developing countries to build a leasing sector without adopting specific leasing legislation.
105

 

Hence, in emerging economies, a specific law on lease financing is imperative, both because it 

will help fill legislative gaps and will address the rather complex tripartite legal structure implicit 

in a leasing transaction which involves the third-party supplier from whom the lessor buys the 

leased asset.
106

 

One of the main issues in adopting leasing-specific legislation is how to craft the legal 

framework and what matters should be incorporated in this framework. In this regard, IFC and 

UNIDROIT advocate the incorporation of certain basic elements in leasing legislation to make 

the law comprehensive and in effect foster the development of the sector.
107

 The coming section 
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will briefly address some of the elements regulated and specifically treated under the IFC 

guideline and UNIDROIT model law related to leasing legislation. 

2.7.1.1. Clear Definition of Leasing  

The legal framework should define leasing and what constitutes a lease transaction. IFC 

guidelines and UNIDROIT model law provide a clear definition of leasing. In this respect, 

UNIDOIT model law defines leasing as „A transaction in which one person provides another 

person with the right to possess and use an asset for a specific term in return for rentals. The term 

includes a sub-lease.‟
108

 

The IFC also defines leasing as „a means of providing access to finance and may be defined as a 

contract between two parties wherein one party (the lessor) provides an asset for use to another 

party (the lessee) for a specified period in return for specified payments.‟
109

 According to these 

definitions, the separation of the legal ownership of an asset from the economic use of that asset 

is the central point of leasing. 

2.7.1.2. Parties to Leasing Transaction  

Lease financing law needs to determine the parties involved in the lease transaction and their 

legal status. Both the IFC and the UNIDOIT model law recognize leasing as a transaction 

between three parties with the possibility of two parties.
110

 Accordingly, the parties to the lease 

agreement are the lessor, lessee, and supplier. The parties to the lease agreement can be 

individuals or legal entities.
111

 However, the experience of many countries demonstrates that 

only legal entities incorporated in that particular nation are allowed to engage in leasing business 

as a lessor whereas individuals can be a lessee or a supplier.
112

  

2.7.1.3. Clear Definition of Leased Asset  

Providing a clear definition of an asset is significant in determining which asset can be subjected 

to leasing and which asset should be subjected to different types of lease financing agreements. 
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According to the IFC, the leased asset must be identifiable and non-consumable and cannot be 

destroyed or transferred into another form or condition once used and retain its original form 

during its use while depreciating gradually.
113

 Generally, IFC believes that anything that cannot 

be owned or held title to cannot be leased, because to act as a lessor one needs to own the asset 

first.
114

 On the other hand, the UNIDROIT model law allows all property used in the craft, trade, 

or business of the lessee, including immovable, capital assets, equipment, future assets, specially 

manufactured assets, plants, and living and unborn animals except money, and investment 

securities, can be subject of a lease agreement.
115

  

2.7.1.4. Lease Rental Payments  

Leas e rentals represent the consideration, usually monetary, for the lease transaction that the 

lessee pays to the lessor. According to IFC, lease rentals are most frequently calculated based on 

an amortization plan with fixed payments, and the determination of the interest rate is left to the 

agreement of the parties
116

. The interest rate implicit in the lease is defined in IFRS 16 as „the 

rate of interest that causes the present value of (a) the lease payments and (b) the unguaranteed 

residual value to equal the sum of (i) the fair value of the underlying asset and (ii) any initial 

direct costs of the lessor.‟
117

 Generally, lease interest rates tend to be higher than traditional 

financing rates because leasing companies take on more risk by providing financing for assets 

that they do not own and that may depreciate over time.
118

 

2.7.1.5. Lease Term 

The lease period is the term for which the agreement of the lease is in operation. Parties to the 

lease contract may stipulate the terms of the lease as short, medium, or long-term periods 

through which lease financing is carried out based on an agreed period. Based on the party's 

agreement on the contract, the lease period can be bifurcated into two seasons which are the 

primary and secondary periods of lease.
119

 In the primary period, the lessor will recover all of the 
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cost of the equipment plus any fees and interest chargeable whereas in the secondary period, it is 

an option for the lessee to continue the economic usage of the asset without taking ownership.
120

 

During this secondary period, the rentals are much smaller than those paid during the primary 

period.
121

 UNIDROIT model law leaves such matters for the determination of the parties. 

2.7.1.6. Rights and Duties of Parties in Lease Financing Transaction 

Lease financing legislation needs to stipulate the respective rights and duties of the lessee, the 

lessor, and the supplier based on their respective role, with the view to ensure the effectiveness, 

sustainability, and integrity of lease financing as a viable source of finance.
122

 The following 

section briefly discusses the rights and duties of the parties to lease transactions.  

a) Parties freedom of contract  

Freedom of contract is a corner stone of leasing parties‟ rights and responsibilities. The parties 

should be given the maximum opportunity to provide in the contracts the full extent of their 

rights and responsibilities.
123

 UNIDIROIT model law also recognizes parties‟ freedom to 

determine the content of their contract.
124

  However, in some situations, to protect the basic 

rights of parties and ensure the integrity of the transaction, parties‟ freedom of contract should be 

subjected to a mandatory provision of the law that the parties should not be allowed to derogate 

from. For example, the lessee‟s direct recourse against the equipment supplier clause, limitation 

of the lessor‟s equipment responsibilities and third-party liability, and lessee‟s absolute duty to 

pay leasing payments should be established in the law without subject to the freedom of the 

contract provision.
125

 

b) Limitation of lessor’s equipment responsibilities and third-party liability 

One of the most important protections that leasing legislation should accord for the lessor is 

relieving him from liability for injury, death, and damage of a third party due to the use for the 

leased asset and for defects, non-conformity, and unfitness of the asset. The IFC provides that the 

lessor shall not be accountable to the lessee for the nonfulfillment of the sale-purchase contract 
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by the supplier, and the lessor, when acting in its capacity as owner shall not be liable to the 

lessee or third party for death, personal injury, or damage caused by the leased asset or its use.
126

 

In this regard, the UNIDIROIT model law also follows a similar position with the IFC.
127

 

c) The irrevocable and independent nature of parties’ responsibility  

The lease financing law should have a provision that ensures the irrevocability of the lease 

agreement once it is entered into. Irrevocability of the lease agreement helps to ensure the 

integrity of the lease financing market. In this respect, the UNIDROIT model law makes the 

duties of the parties in lease financing transaction irrevocable once the leased asset has been 

delivered to and accepted by the lessee, and the performance of the duty of one party is not 

dependent on the performance of the duty of the other party.
128

 Hence, the duty that is 

irrevocable and independent must be performed, whether the other party has performed its duty 

or not. 

d) Warranty of quiet possession 

The lessee‟s right to enjoy quite possession over the leased asset is one of the fundamental rights 

that needs to be recognized by the law. In this respect, the law should require the lessor to 

transfer possession rights to the lessee that are free from any encumbrances and claims of third 

parties to enable the lessee to enjoy the quite possession of the asset.
129

 The lessor should 

warrant the lessee a quite possession and use of the asset and be liable for any damage suffered 

by the lessee due to encumbrances created over the leased asset.
130

 

e) Repossession of the Leased Asset  

Easy and fast repossession of leased assets is one of the main advantages the lessor has compared 

with the lender. The legal framework should permit non-court repossession so that lessors can 

repossess leased assets without going to court as long as the lessee does not contest the 

repossession.
131

 In the event of a default by the lessee, there should be scope within the 

legislation to allow it to voluntarily return the leased asset to the lessor without penalty.
132

 When 
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the lessee disputes the grounds for repossession, the lessee should have access to the courts to 

challenge the repossession order, and such a lawsuit shall not prevent the repossession order 

from being executed and enforced and the lessor should be free to sell the leased asset regardless 

of the action of the lessee.
133

 In those cases where the lessee does not voluntarily return the asset, 

a non-judicial process should be available and processed within a short period such as 10 days.
134

 

Similarly, the UNIDROIT model law entitles the lessor to repossess the asset when the lease 

agreement is terminated or at the end of the lease term and imposes a duty on the lessee to return 

the asset with the standard of due care required by the law.
135

 However, unlike the IFC, the 

UNIDROIT model law is silent about the modality of repossession, the remedy of the lessor 

during the lessee‟s refusal to surrender, the possibility of self-help repossession, and the role of 

the court during repossession.  

f) Transfer of rights and duties 

Parties‟ right to transfer their right and duty is the other important issue that needs to be 

addressed in the lease financing legislation. The UNIDROIT model law allows the lessor to 

transfer his right to a third party without the consent of the lessee.
136

  However, the lessor and 

lessee may agree that the lessee shall not raise against a transferee any of its defenses or rights of 

set-off against the lessor other than those arising from the incapacity of the lessee.
137

 However, 

the model law requires the lessor to secure the consent of the lessee to transfer his duty to a third 

party.
138

 On the other hand, the model law requires the lessee to transfer his right and duty to a 

third party only upon the prior consent of the lessor.
139

 

g) Priority of liens 

This provides the basis for the advantage of leasing over lending under conditions of lessee 

bankruptcy. As the equipment owner, the lessor‟s claim to the asset should be superior to any 

claim creditors may have on the lessee. In this respect, the UNIDROIT model law recognizes the 

enforceability of rights and remedies of parties under the lease agreement against purchasers and 
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creditors, including an insolvency administrator.
140

 The creditors of the lessee cannot impair the 

lessor‟s right in the asset and similarly, a creditor of the lessor takes subject to the right of use 

and possession of the asset by the lessee.
141

 

h) Bankruptcy of the lessor and the lessee and its legal effect  

According to the IFC, the law should in principle, entitle the lessor the right to re-possess the 

asset when the lessee becomes bankrupt and defaults on discharging its obligations.
142

 However, 

the successor may retain the lessee‟s rights under the lease agreement in case the bankrupt 

lessee‟s liabilities are assumed by another party and there is no default on the lease agreement.
143

 

This will require the acceptance of the lessor, which will assess the creditworthiness of the new 

party and request that a new lease contract be signed.
144

 On the other hand, the bankruptcy of the 

lessor shouldn‟t affect the continuation of the lease agreement unless the lessee fails to discharge 

its obligation.
145

 In this respect, the UNIDROIT model law doesn‟t provide a specific provision 

and leaves such matters to be regulated by the insolvency law of the nations.  

i) Registration of lease agreement  

Registration of a lease agreement is a method by which the lessor may publicize its interest in the 

leased asset. The rationale for registration is to give a potential buyer, or perhaps a potential 

secured creditor, a means by which to determine whether an asset it proposes to buy or to accept 

as collateral is free of prior interests, specifically the lessor‟s ownership interest.
146

 IFC 

recommends a notice registration model in which the notice with certain particulars of the lease 

agreement is registered instead of the whole contract.
147

 In this respect, the UNIDROIT model 

law doesn‟t incorporate any specific provision that governs the registration of the leased asset 

and its effect on the claim of the lessor against a secured creditor. 
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j) Termination of a lease agreement and its legal effect  

According to the UNIDROIT model law, a lease may be terminated by operation of law, by 

agreement of the parties, or by an aggrieved party upon fundamental default by the lessee or 

lessor.
148

 However, after the asset subject to the lease has been delivered to and accepted by the 

lessee, the lessee in a financial lease may not terminate the lease upon fundamental default by the 

lessor or the supplier but is entitled to such other remedies as are provided by the agreement of 

the parties and by law unless a fundamental default by the lessor is in respect of the warranty of 

quiet possession.
149

  

2.7.2. Regulatory Frameworks 

The cost of financial institutions' crises to society is invariably enormous and exceeds the private 

cost to individual financial institutions. Thus, ensuring the safety of individual financial 

institutions may help to achieve the safety of the whole financial system. The main tool to 

internalize these externalities is regulation. The current approach to financial institution 

regulation seems to assume that financial crashes occur randomly as a result of a bad institution 

failing and then the failure is becoming systemic.
150

 Generally, financial sector institutions are 

subject to two broad categories of regulatory supervision; prudential and non-prudential.
151

  

2.7.2.1. Prudential Regulation  

Prudential regulation is the form of regulation involved in counteracting asymmetric information 

problems in the financial market.
152

 Information asymmetry arises when products and services 

are sufficiently complex that other forms of regulations are insufficient to administer.
153

 

Prudential regulation has as its objectives the safety of individual institutions and the stability of 

the financial system as a whole.
154

 Traditionally, such regulation has been primarily directed at 

                                                           
148

 UNIDROIT Model Law on Leasing, (n 108), Art. 23(1). 
149

 Ibid, Art 23(2&3). 
150

 Markus Brunnermeier, et tal, „The Fundamental Principles of Financial Regulation‟ (2009), International Center 

for Monetary and Banking Studies, Geneva Reports on the World Economy 11, 1. 
151

 Daferighe Emmanuel E. & Aje, Samuel O. (n 103).  
152

Jeffery Carmichael and Michael Pomerleano, „the Development and Regulation of Non-Bank Financial 

Institutions‟ (2002) World Bank, 9. 
153

 Ibid.  
154

 William R. White, „The Prudential Regulation of Financial Institutions: why Regulatory Responses to the Crises 

Might not Prove Sufficient‟ (2013) the School of Public Policy Research Paper, Vol, 6, 8. 



27 
 

banks.
155

 However, in recent years, a view has emerged that other institutions might also have 

the potential to generate financial instability which considers regulation on the many different 

types of financial institutions involved in non-banking financial institutions.
156

 However, not all 

financial institutions pose similar systemic risks. Regulation should acknowledge that some are 

systemically important and others are less so.
157

 Thus, the approach to regulating financial 

institutions should be determined based on the nature of the institutions and the risks they may 

pose to the financial system. There are two different approaches to prudential regulation; which 

are micro-prudential and macro-prudential.
158

  

The micro-prudential approach to prudential regulation is the more traditional of the two. It 

focuses on the health of individual institutions, essentially assuming that, if each institution is 

healthy, the system will be healthy.
159

 Issues of interdependence are given little attention and 

risks are taken as exogenous. This approach is essentially static. It assumes that defaults could 

occur at any time and the regulatory response should be to reduce the probability of this 

happening.
160

 Micro-prudential regulation concerns itself with the stability of each institution. It 

also ignores the systemic importance of individual institutions depending on such factors as size, 

degree of leverage, and interconnections with the rest of the system.
161

  

The macro-prudential approach to prudential regulation rather focuses on the stability of the 

financial system as a whole and has both a static (cross-sectional) and a dynamic (time-varying) 

dimension.
162

 The static dimension recognizes the inter-dependencies in the financial system and 

the diverse ways in which the actions of individual institutions can feed back on the health of 

others. It recognizes the fact that “shared shocks” can be dangerous to the system, even if all its 

components initially seem healthy.
163

 This approach does not just focus on reducing the 

probability of a crisis but also reducing the size of the economic costs that might be associated 
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with such a crisis. The macro-prudential approach also has a time dimension. This reflects the 

assumption that expected losses are not constant, but change over time.
164

 

The general practice is to subject institutions that obtain public deposits to prudential regulations 

because of the information asymmetry problems faced by a large number of depositors in 

monitoring the use of their deposits.
165

 Systemically-important institutions would be subject both 

to micro-prudential regulation and to macro-prudential regulation, related to their contribution to 

systemic risk.  

This can be done by adjusting the micro-prudential ratio by a coefficient corresponding to their 

macro-prudential risk.
166

 

The most common administrative requirements imposed on leasing companies include entry 

requirements, capital requirements, balance sheet restrictions, maximum debt-to-equity ratio, 

foreign exchange and customs, liquidity requirements, association among institutions, etc.
167

 The 

minimum capital requirement refers to the minimum level of capital that active financial 

organizations are expected to retain to serve as a foundation for future growth and provide 

liquidity as a cushion against unexpected losses.
168

 Banks and other financial institutions are 

required to have a minimum amount of capital. Capital requirements for leasing companies are 

normally lower than those for banks.
169

 Whereas, the debt-equity ratio compares the amount of 

capital borrowed by the lessor with the amount of capital injected by shareholders. The 10:1 

maximum ratio was recommended by the IFC.
170

 Financial statements are a means by which 

external parties can evaluate the financial health of the lessor. Presentation of the lessor‟s 

financial statements is one of the areas prudential regulation requires from the leasing company. 

Regarding foreign exchange and customs, lessors need to be able to freely convert local currency 

into foreign exchange. This enables them to buy equipment with foreign currency while settling 
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lease payments in local currency.
171

 Many countries have adopted favorable regulations 

regarding customs duty in leasing.
172

 

2.7.2.2. Non-Prudential Regulation 

In addition to prudential regulation, most countries have regulations directed to consumer 

protection which is non-prudential regulation.
173

 It is a type of regulation which is less strict than 

prudential regulation. Competition regulation and consumer protection regulation are among the 

non-prudential types of regulation.
174

 The objectives of these regulatory interventions are the 

protection of consumers, efficiency enhancement, and other broader social objectives such as 

supporting the growth of particular sectors such as SMEs, export sector, manufacturing sector, or 

housing.
175

 IFC advises against prudential regulation for leasing companies that do not obtain 

public deposits.
176

 It is based on the proposition that overly regulating may prevent innovation at 

early stages, and many success stories of leasing development have occurred in non-regulated 

leasing markets.
177

 Over-regulating the leasing sector at the early stages of development may 

hamper its development.
178

 Therefore, the overall recommendation is minimal regulation for 

leasing companies.
179

 The IFC further found that poorly executed and designed regulations are 

often a major impediment to business. The type of lessor involved also plays a role in 

determining the need and kind of regulation to be applied. Non-bank and non-deposit-taking 

leasing institutions may not need the same level of stringent regulation as deposit-taking 

commercial banks; and, in some cases, no specific prudential regulation may be necessary.
180

 

There is also evidence from other countries, both developed and emerging economies like the 

US, UK, Germany, South Korea, Thailand, Ghana, and Nigeria, etc. that independent equipment 

financing companies are not subjected to prudential regulation.
181
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2.7.3. Tax Treatment of Lease Financing 

Tax treatment of lease for both the lessor and the lessee is a major determinant of whether a 

country develops leasing as a successful financial product.
182

 The best approach to tax treatment 

of lease starts with a clear definition of what constitutes a leasing transaction for tax purposes. 

According to the IFC, however, the development of the leasing sector has suffered not only from 

differences in interpretation but also from a lack of definition.
183

 Thus, to develop the leasing 

sector through domestic investment, the government should introduce preferential tax treatment 

to leasing. Value-added tax (VAT) and income or profit tax are the two major tax bases that have 

significant implications for leasing.
184

 VAT is a tax on consumer spending collected by VAT-

registered traders on their supplies of goods and services to their customers. There are two 

distinct types of VAT which are output VAT and input VAT. Output VAT is the tax a business 

charges on the items or services that it sells, and input VAT is the tax a business charges on the 

items or services that it purchases.
185

 Regarding the concern about who must pay the VAT, the 

most common arrangement is for the lessor to pay VAT during equipment purchase, and for the 

lessee to pay VAT on lease payments and on the value of the asset if ownership is transferred at 

the end of the lease period. Since most leases are simple finance leases that are close substitutes 

for term-loans; VAT is typically not charged on loan payments.
186

  In income or profit tax, the 

two factors of particular relevance are whether lessors are allowed to deduct depreciation (and 

lessees deduct lease payments) from their taxable income and whether accelerated depreciation is 

permitted.
187

 The IFC recommends that at a minimum, the lessees should be able to deduct the 

interest portion of their repayment from gross income. However, allowing leasing companies to 

pay no income tax as an incentive is not a sound approach since it may create market distortion 

in the long run.
188

 Leased assets should also exempted from customs duties.
189
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2.7.4. Lease Accounting Standards  

The accounting framework defines how leased assets should be reflected in the accounts of the 

lessor and the lessee.
190

 The International Accounting Standards Schedule (IAS-17) provides 

guidelines for the categorization of leases into operating and finance leases.  All European Union 

countries are required to use IAS-17 by 2005.
191

 IAS-17 has the advantage that lessees can no 

longer hide financial commitments arising out of non-cancelable lease agreements.
192

 Lease 

accounting standards establish rules for how leases should be recognized, measured, and 

disclosed in financial statements.  

2.8. Lessons from other Countries Leasing Experience 

This section deals with the leasing experience of Nigeria, Ukraine, and Sri Lanka. The Nigerian 

experience was discussed because the country follows non-prudential regulation, and the Sri-

Lankan experience was addressed to get an insight into how lease financing companies can be 

regulated micro-prudentially. The recent visit of personnel from NBE to Ukraine to acquire 

experience for lease financing legislative reforms was the calling factor to discuss Ukraine‟s 

experience. 

2.8.1. Nigerian Leasing Experience  

The leasing industry was first introduced to Nigeria as a means of financing by British Lessor 

Companies in 1960.
193

 The Leasing industry in Nigeria has recorded a notable growth of 13.5 

percent in 2019, with outstanding lease volume at N1.91 trillion as against N1.68 trillion in 

2018.
194  The key regulators and participants in the Nigerian lease industry are the Equipment 

Leasing Association of Nigeria (ELAN), and the Finance Houses Association of Nigeria 

(FHAN) along with bank and non-bank lease companies.
195

 Finance leases and operating leases 

are the two types of leasing in Nigeria.
196

 There are four broad categories of market participants 
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in the country‟s leasing industry which comprise regulators, associations, lessors, and lessees.
197

 

The regulators include the Central Bank of Nigeria which is the apex regulator of all banking and 

banking financial transactions. The associations include the Equipment Leasing Association of 

Nigeria (ELAN) and Finance Houses Association of Nigeria (FHAN) which provide the platform 

and oversight for consummation of lease transactions.
198

 Lessors are mostly banks that 

correspondingly finance other lessors (non-bank) in the leasing business.
199

 Nigeria has a 

specific legal framework for the conduct of leasing activities since 2015. Though bank and non-

bank financial institutions are participants in the leasing industries, the leasing industry in 

Nigeria is not subject to prudential regulations.
200

 

2.8.2. Ukraine Leasing Experience 

In Ukraine, the provision of financial leasing services is regulated by the Economic, Civil, and 

Tax Codes of Ukraine, the laws of Ukraine "On Financial Leasing" (2021), "On Financial 

Services and Financial Companies" (2021), "On Banks and Banking Activities" (2000), and as 

well as the UNIDROIT Convention (1988) on international financial leasing, which generally 

corresponds to the peculiarities of regulation in European countries.
201

 Ukraine's "On Financial 

Leasing" is built exclusively on a civil law basis; its subject is primarily the regulation of 

contractual relations.
202

 Banks and non-bank financial institutions can provide leasing services in 

Ukraine.
203

 Although financial companies with the right to carry out leasing activities are more 

numerous, they are not the main players in the market. It is legal entities that form the main part 

(90%) of financial leasing contracts.
204

 In Ukraine, Bank-affiliated lessors are regulated by the 

National Bank of Ukraine.
205

 However, the only requirement placed on independent lessors is to 

file quarterly reports on leasing operations as opposed to bank-affiliated lessors.
206

 There is no 

requirement that an independent lessor obtain a leasing license, meet minimum capital 
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requirements, submit financial statements to a government agency, etc.
207

 Ukrainian Association 

of Lessors" (UAL), which began as the only leasing association in the country is a voluntary 

non-commercial association of professional leasing companies.
208

   

2.8.3. Sri-Lankan Leasing Experience  

The leasing industry in Sri Lanka has been in operation since 1980.
209

 The Central Bank of Sri 

Lanka is responsible to regulate and supervise the leasing industry in the country.
210

 Finance 

companies and specialized lease companies provide leasing services.
211

 Leasing companies are 

generally governed by the Finance Business Act (2011) and the Finance Leasing Act (2000). The 

Department of Supervision of Non-Bank Financial Institutions of the Central Bank of Sri Lanka 

carries out the regulatory and supervisory functions to licensed finance companies and 

specialized leasing companies.
212

 Regulatory functions are carried out mainly through off-site 

surveillance and on-site examinations.
213

 Both finance companies and specialized lease 

companies are subject to prudential regulation.
214

 However, the degrees of accountability in both 

companies are quite different. The Monetary Board is empowered to oversee finance companies, 

and the director of the Department of Supervision of Non-Bank Financial Institutions is 

empowered to regulate finance leasing establishments.
215
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Chapter Three 

Regulatory Framework of Capital Goods Lease Financing Business in Ethiopia 

3.1. Introduction  

Although Ethiopia has a long history of lease financing practices, the modern business of capital 

goods finance is a new phenomenon in the country.
216

 Modern leasing in Ethiopia was 

introduced in the 1960‟s Civil Code. The Civil Code provides various types of contracts for lease 

financing business which include sale with ownership reserved, sale with right of redemption, 

hiring sale, and letting and hiring. Separate legislation was first introduced in Ethiopia in 1998 

when Capital Goods Leasing Business Proclamation No. 103/1998 was enacted. This 

proclamation was amended by Capital Goods Leasing Business (Amendment) Proclamation No. 

807/2013 which restructured the capital goods lease financing business into operating lease and 

capital goods finance (financial lease and hire-purchase).
217 The regulatory power of the capital 

goods lease financing business was also taken from the MOT and transferred to the NBE by the 

same Proclamation.
218

 

The Amended Leasing Proclamation requires the issuance of implementation regulations and 

directives. Based on this, the Council of Ministers issued the Registration and Supervision of 

Capital Goods and Capital Goods Leasing Agreement Regulation No. 309/2014. Similarly, the 

NBE issued about fourteen directives to regulate the licensing and supervision of the business of 

capital goods lease finance companies. Currently, admitting the inadequacy of the existing 

capital goods financing business legal and regulatory frameworks and business environment, 

there is an ongoing reform to the existing capital goods financing business legal and regulatory 

frameworks.
219

 The normative framework, the institutional frameworks, and a lease contract 

(agreement) together constitute the regulatory framework of capital goods leasing business in 

Ethiopia. 

The purpose of this chapter is to describe, analyze, and comment on the regulatory framework of 

capital goods lease financing business in Ethiopia. In doing so, this chapter tries to identify the 
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key regulatory challenges facing the capital goods lease financing business, and the potential 

regulatory reforms or prospects for improving the capital goods lease financing sector in 

Ethiopia. 

3.2. Evolution of Capital Goods Lease Financing Business in Ethiopia 

Equipment leasing in Ethiopia can be traced far back to the mid-15
th

 century when the 

relationship between the lessor and lessee was regulated by the Fetha Nagast.
220

 However, there 

has been no comprehensive legal framework that governs and regulates the business of capital 

goods leasing business. Modern leasing in Ethiopia was introduced in the 1960s Civil Code by 

which various types of contracts for lease financing business were provided.  However, the Civil 

Code does not have detailed rules about the nature of lease contracts and the rights and 

obligations of the parties. To address the gaps in the existing laws concerning the capital goods 

leasing business and to create an enabling environment for the establishment of alternative 

sources of financing to bank finance, the government of Ethiopia enacted the first separate 

Proclamation, Capital Goods Leasing Business Proclamation No. 103/1998 in 1998.  

This Proclamation provides three types of leasing that include: finance lease, hire-purchase lease, 

and operating lease.
221

 According to this Proclamation, the capital goods leasing business was 

operated only by the lessor licensed by the MOT.
222

 However, there was no single finance 

leasing company for 16(sixteen) years from the coming into effect of the first separate 

legislation. This existing gap and the need to support the development of the manufacturing 

sector and industrialization of the country led to the enactment of Capital Goods Leasing 

Business (Amendment) Proclamation No. 807/2013. The Amendment Leasing Proclamation 

took the regulatory power of capital goods lease financing business (hire-purchase and finance 

lease) from the MOT and transferred it to the NBE. The proclamation also introduced portfolio 

separation in such a way that financial leasing companies cannot do operation leases and vice 

versa.
223

 

Following the mandate given by the Amendment Leasing Proclamation, the NBE licensed five 

lease financing companies that operate in five different regions of the country. Accordingly, the 
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five government leasing companies, namely: Addis CGFC, Oromia CGFC, Waliya CGFC, 

Debub CGFC, and Kaza CGFC, obtained capital goods finance business licenses in 2014 and 

currently operating in Addis Ababa, Oromia, Amhara, SNNPR, and Tigray regions, respectively. 

The major shareholders of these leasing companies were regional governments and the five big 

MFIs in the country since MFIs are allowed to invest in the leasing financing sector by the 

Amendment Leasing Proclamation.
224

 However, the reform of leasing legislation did not 

stimulate investment from the private sector and no independent leasing company emerged until 

2019 when the first foreign-owned private leasing company (Ethio Lease Capital Goods 

Financing Company) was introduced. Currently, Ethio Lease officially entered into voluntary 

liquidation.  

3.3. The Civil Code of 1960 

The Civil Code provides various types of contracts for lease financing business which include: 

sales with ownership reserved, sales with the right of redemption, hiring sales, and letting and 

hiring. Sale with ownership reserved is a contract that transfers the possession of the thing to the 

buyer and ownership reserved to the seller until the buyer pays the full price of the things and 

takes ownership thereof.
225

 Risk is transferred to the buyer upon delivery.
226

 Sale with the right 

of redemption gives the right to the seller to take back the things sold within a maximum of two 

years from the date of sale.
227

 Ownership is not transferred from the seller to the buyer since the 

contract is valid for two years and the seller can take back the property after the expiry of the 

contract period. Hiring sale which is equivalent to the hire-purchase contract is a contract by 

which the lessee becomes the owner of the things after payment of the full price.
228

 Except for a 

few special rules under the hiring sale,
229

 the Civil Code states that “the provisions applicable to 

contracts of sale shall apply where the parties have described their contract as one of hiring a 

thing if it has been provided that the tenant of the thing will become the owner thereof upon 

payment of a given number of installments.”
230

 In addition to its cross-reference to the 

applicability of rules and principles of the law of sales, this provision indirectly defines contract 
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of hiring sale. Contracts of hiring-sale are assimilated to contracts of sale. Like in a sale with 

ownership reserved, the risk under hiring sale is transferred to the lessee upon delivery.   

A contract of letting and hiring is defined as a contract whereby one party, the lessor, undertakes 

to transfer to the other party, the lessee, the possession of an object for a fixed term in return for 

a consideration called the rent or hire.
231

 Contract of letting and hiring recognized under the Civil 

Code conceptually resembles the operating lease recognized under the Capital Goods Leasing 

Business Proclamation.
232

  

3.4. Capital Goods Leasing Business Proclamation 

Capital Good Leasing Business Proclamation No. 103/98 as amended by Capital Goods Leasing 

Business (Amendment) Proclamation No. 813/2013 is the main law that regulates capital goods 

leasing business in Ethiopia. These proclamations define capital goods, leasing, and lease 

agreements, and classify leasing into different categories. Leasing entities, regulatory bodies, 

general and special terms of the lease agreement, rights and obligations of the parties, 

responsibilities of the parties, taxation of leased goods, and termination and repossession of the 

leased goods are also addressed under the proclamation. 

3.4.1. Definition of Capital Goods under Leasing Proclamation 

Capital goods are durable goods that are used for the production of more capital goods as well as 

consumer goods.
233

 According to the Capital Goods Leasing Business Amendment Proclamation, 

capital goods are any equipment or machine that may be used to produce products or to provide 

services and include accessories.
234 The Amendment Proclamation purposely provides a general 

definition in scope and wide enough to encompass different machinery and equipment that can 

be used either to produce any man-made products or to render services.
235

 The definition of 

capital goods under the Ethiopian leasing law is closer to what is designated as an asset under the 

UNDROIT model law on leasing.
236

 According to this model law, the term asset does not include 
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money or investment securities, and no movable shall cease to be an asset for the sole reason that 

it has become a fixture to or incorporated in an immovable. 

3.4.2. Concept of Leasing under Leasing Proclamation 

Lasing is defined as „financing in kind for production and service purposes by which a lessor 

provides the lessee with the use of specified capital goods on financial or operating lease or hire-

purchase agreement basis, without the requirement of collateral, for a specified period and 

collects, in turn, a certain amount of installment in periodical payments over the specified 

period.‟
237

 Lending the equipment instead of lending the funds needed to purchase the asset is the 

main feature of leasing. Under the leasing agreement, there is no collateral requirement because 

the equipment in leasing serves an equivalent purpose to the collateral.  

3.4.3. Types of Leasing under the Leasing Proclamation 

The Capital Goods Leasing Business Proclamation No. 103/1998 clearly outlined three types of 

lease contract models; namely financial lease, hire-purchase agreement, and operating lease. 

Financial lease and hire-purchase are together known as capital good finance.
238

 Financial lease 

is „type of leasing by which a lessor provides a lessee against payment of mutually agreed 

installments over a specified period with the use of specified capital goods which is (a) either 

already acquired by the lessor; or (b) purchased by the lessor from a third party, known as the 

supplier, chosen and specified by the lessee; and under which the lessor shall retain full 

ownership right on the capital goods during the period of the lease agreement, and, subject to 

agreement between the two parties, the lessee may have the option to purchase the capital goods 

outright after the termination of the lease period at an agreed price.‟
239

 The parties to the 

financial lease are a lessor, a lessee, and a supplier that would be possibly chosen and specified 

by a lessee. However, a financial lease does not have to be a tripartite arrangement always and 

the transaction can be performed only by two parties (lessor and lessee). 

The second type of capital goods finance is hire-purchase. According to the Leasing 

Proclamation, hire-purchase is a „type of leasing by which a lessor provides a lessee with the use 

of specified capital goods, against payment of mutually agreed installments over a specified 
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period under which, with each lease payment, an equal percentage of the ownership is transferred 

to the lessee and, upon effecting of the last payment, the ownership of the capital goods shall 

automatically be transferred to the lessee.‟
240

 Transfer of ownership marked the basic difference 

between a financial lease and a hire-purchase agreement. Under the financial lease, the 

ownership of the leased asset remains with the lessor, whereas in hire-purchase, ownership is 

progressively transferred to the lessee from the lessor in proportion to the installments paid. 

Under hire-purchase, payment of the last installment signals a transfer of ownership. But there is 

no transfer of ownership under a financial lease unless specifically agreed between the lessor and 

lessee.
241

 

An operating lease is a „type of leasing for a period not exceeding two years, by which a lessor 

provides a lessee against payment of mutual: agreed rent with the use of specified capital goods 

that the lessor has at hand.‟
242

 It is less of a financing instrument than the two because it does not 

in any way lead to the eventual transfer of ownership of the leased asset to the lessee. 

However, the Leasing Proclamation is silent on Islamic lease finance (Ijarah). Ijarah is one of the 

essential financing contracts offered by Islamic financial institutions to meet the demand of the 

clients.
243 Ijarah financing saw a significant increase in the global market and had a huge impact 

on the growth of the world economy.
244

 In Ethiopia, only the Development Bank of Ethiopia 

(DBE) provides Ijarah financing to SMEs.
245

 The interest free leasing service is provided in the 

DBE with interest free lease financing special department.
246

 The DBE also issued the Ijarah 

Financing Policy to regulate sharia-acceptable features that help facilitate the uniform 

application of Ijarah financing.
247

 Accordingly, the absence of clearly stipulated authority 

allowing leasing companies to offer interest-free leasing has negatively impacted the leasing 
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industry.
248

 This regulatory gap has restricted leasing companies from innovating their product 

offerings, limiting their ability to cater to market segments seeking Sharia-compliant products.
249

 

Consequently, it has stifled potential growth and diversification within the industry. 

3.4.4. Lessor under the Leasing Proclamation 

Under the Ethiopian leasing law, a lessor is a person who engages in the business of capital 

goods finance. According to the Amendment Capital Goods Leasing Business Proclamation, 

capital goods finance can be provided under a financial lease, hire-purchase, and operating lease 

modality. The Amendment Proclamation made a distinction between capital goods finance and 

operating lease, whereby operating lease is excluded from the ambit of capital goods finance.
250

 

Except for micro-finance institutions that can engage in capital goods financing business without 

the requirement of a specific license, only capital goods finance companies licensed by the NBE 

can engage in the business of capital goods finance.
251

 Operating lease services can be provided 

by any licensed person by the MOT or other regional trade bureaus. Under the Amendment 

Proclamation, a person providing operating lease service cannot engage in the provision of 

capital goods finance and vice versa.
252

 In this regard, the IFC with its legal and regulatory 

diagnostic report to the NBE recommended the total exclusion of operating lease from the 

leasing proclamation.
253

 

In Ethiopia, banks are not allowed to provide leasing as one of their products. The leasing 

Proclamation is silent on the authority of banks to engage in leasing, whereas MFIs licensed by 

NBE may engage in the product without the need to obtain any additional license. The capital 

goods finance company shall be established as a Share Company.
254

 Accordingly, the law 

prohibits banks from providing leasing by clearly authorizing MFIs to provide leasing services 

and remain silent about such authority to the bank. Furthermore, pursuant to Article 2(6) of the 

Banking Business Proclamation No. 1360/2025 of Ethiopia, the definition of “Banking 
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Business” expressly excludes the provision of lease financing services, thereby establishing a 

clear legal boundary that prohibits banks licensed under this proclamation from engaging in 

leasing activities, which are reserved for separate financial institutions authorized to conduct 

lease financing.  Interviewee from the NBE also has a similar position that banks are not allowed 

to provide leasing services unless they establish independent leasing companies or subsidiary 

companies to venture into the leasing market. Hence, only independent leasing companies and 

MFIs can provide capital goods finance in Ethiopia. The existing capital goods financing 

companies were established with the joint ownership of regional governments and MFIs.
255

 

However, only a limited number of MFIs (e.g. Dire MFI) offer leasing products because of 

capital capital-intensive nature of the sector compared to the capital requirement of MFIs.
256

  

However, DBE was authorized to engage in leasing during the year 2015/2016.
257

 In this regard, 

the DBE‟s authority to provide leasing service does not imply that other banks are permitted to 

do so. It is because DBE is a policy bank and treated differently from other banks. The IFC 

recommended that allowing commercial banks to engage in leasing, could mean a breakthrough 

for leasing in Ethiopia.
258

 According to the IFC study in 2009, banks dominate the leasing 

market. The Nigerian, Sri Lanka, and Ukrainian experiences also show that leasing services 

provided by the bank dominated the leasing sector. 

3.4.5. Regulatory Bodies under the Leasing Proclamation  

One of the objectives of the Amendment Proclamation was to demarcate between the roles of 

NBE and MOT in providing licenses. The NBE has the power to license companies that provide 

capital goods finance business (financial lease and hire purchase) whereas the MOT licenses 

operating lease service-providing companies.
259 Both the MOT and the NBE were empowered to 

issue directives on how to conduct the respective businesses. Microfinance Institutions 

Supervision Directorate (MISD), at the NBE, carries the mandate and the duty to supervise the 
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operations of CGFCs in Ethiopia.
260

 The Amendment Proclamation provides an exhaustive list of 

powers to the NBE to issue directives in respect of the following matters: (a) criteria to obtain 

capital goods finance business license; (b) fitness and qualification criteria for directors and chief 

executive officers of CGFCs; (c) capital and legal reserve requirements; and (d) provisioning for 

doubtful accounts and depreciation of fixed assets.
261

 The Proclamation also provides 

supervisory power to the NBE to ensure the adequacy of risk management, safety, and soundness 

of capital goods finance companies.
262

 The NBE enacted about 14 directives to regulate and 

supervise leasing companies. The directives enacted by the NBE impose excessive regulatory 

requirements on the leasing companies. According to interview results with respondents from 

MFIs and CGFCs, excessive regulation is the main regulatory challenge facing the leasing 

industry in Ethiopia. There are also some researchers conducted in the area of the leasing 

industry in Ethiopia with similar findings.
263

  

3.4.6. Features of Lease Agreement  

The Capital Goods Leasing Business Proclamation No. 103/1998 provides the general and 

specific features that should be fulfilled under a lease agreement. Accordingly, the leasing 

agreement should generally specify the type of lease, description of the capital goods, the full 

price and total lease rent payable under the lease agreement, the amount of each rent, the period 

within which the total rent is to be paid and the date on which each installment is due, the 

lessee‟s right to terminate the contract in case of defect in the goods, liability to third party, 

transfer of possession right from the lessor to the lessee, and a statement about quite 

possession.
264

 The special terms for the three types of lease are also provided under the 

proclamation which is about transfer of ownership, payment modality, and cancellation of the 

agreement.
265
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3.4.7. Registration of Capital Goods and Lease Agreement  

Capital goods lease agreements, amendments, modifications, and termination should be 

registered. The Leasing Proclamations introduced a new registration system for leases and 

leasing agreements. MOT was given the power to register lease agreements.
266

 The same power 

was extended under Article 6(2) of the Amendment Proclamation which, further gives the 

Council of Ministers a prerogative to issue regulation on registration and supervision of capital 

goods in Ethiopia. This prerogative was exercised per Article 18 of the Amendment 

Proclamation, and the Registration and Supervision of Capital Goods and Capital Goods Leasing 

Agreements Council of Ministers Regulation No. 309/2014 was issued. Article 3 of the 

Regulation gives a duty to any person who has engaged in the capital goods leasing business to 

register the capital goods he has supplied to the lessee. Not only capital goods but also capital 

goods leasing agreements or amendment, modification, and termination of the agreements must 

be registered.
267

 The registering organ can be either the MOT or competent regional organs. 

However, capital goods and capital goods lease agreements concerning capital goods to be used 

in more than one region should be registered by the MOT.
268

 The Lease Regulation provides a 

requirement that any lessor should register a given capital good and obtain a certificate of 

registration of capital good before leasing.
269

 Registration is a validity requirement for capital 

goods lease agreements, and the certificate of registration of capital goods has to be renewed 

annually. However, the effect of failure to renew the certificate of registration of capital goods is 

not properly addressed in the regulation. 

After Movable Property Security Right Proclamation No. 1147/2019 was issued, a movable 

collateral Registry Office was established in the NBE.
270

 Currently, capital goods registration is 

conducted at the office of collateral registry at the NBE.
271

 This office is also mandated to guide 

the repossession process of capital goods.
272

 In this regard, leasing companies are required to 

register capital goods at the NBE and lease agreements at the MOT. This creates practical 
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difficulty, especially for companies providing leasing in different regions since they are required 

to appear at the NBE for registration purposes.
273

 Therefore, the lack of clear institutional 

separation between the NBE and MOT regarding the registration process is a challenge in the 

regulation. 

3.4.8. Rights and Obligations of the Parties 

The lessee has the right to enjoy quiet possession of the goods during the entire lease period, use 

capital goods, terminate the agreement, and return the leased capital goods to the lessor, where, 

at the time of its transfer to him, the capital goods is found to have a defect which diminishes its 

usefulness to the lessee and demand the reduction of the rent or the cancellation of the 

agreement, where the value of the capital goods has decreased as a result of legal proceedings 

instituted by a third party against the lessor.
274

 A lessor has a right to collect rent and cancel the 

lease agreement in case of default by the lessee or in case of improper use by the lessee per the 

lease agreement or accepted norm or usage, and such use entails a risk of irreparable damage to 

the capital goods leased, and claim interest and damages even where the default is remedied 

within the grace period, assign its rights under the lease agreement to third parties, etc.
275

  

Regarding the obligation of the parties, the lessee has also obligations to pay rent on time, insure 

and maintain the capital goods, take care of and preserve the capital goods in his custody, return 

the goods if not using the option to buy at the end of the lease, do not create any charge or 

encumbrance on the capital goods and inform the lessor of any impediments or disturbances to 

his quiet possession by third parties.
276

 The lessor has obligations to provide the capital goods to 

the lessee with the rights and benefits deriving from the contract, give notice of non-performance 

and 30 day grace period before repossession, and inform the lessee of any defects in the capital 

goods that the lessor is or should be aware of at the time of delivery.
277
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3.4.9. Termination of Lease Agreement and Bankruptcy  

The lease agreement normally terminates upon the expiry of the agreed period. Unless the parties 

agree otherwise, the lease agreement shall not be terminated by the death or incapacity of the 

lessee.
278

 The financial lease terminates through performance on the agreed date because it is 

non-cancellable.
279

 In this regard, the lease proclamation follows the approach adopted by the 

UNIDROIT model law that under the model law, after the asset is delivered to and accepted by 

the lessee, the lessee may not terminate the financial lease unless there is a fundamental default 

by the lessor in respect of the warranty of quiet possession. In an operating lease, unless the 

lessor claims the return of the asset upon expiry of the agreed period, the agreement shall be 

deemed to have been extended until one of the parties‟ demands termination.
280

  

Under the Lease Proclamation, a lessor‟s right of ownership, right to claim payment, and other 

rights as provided under the law and lease agreement may not be affected because of the 

bankruptcy of a lessee. A declaration of bankruptcy of the lessee may not affect the ownership 

right of the lessor over the leased property.
281

 Additionally, all the rights and duties of the lessee 

and lessor remain intact during the bankruptcy proceeding and it may even continue with an 

organ legally subrogated to the judicially bankrupt lessor as long as the lessee performs its 

obligations per the terms of the lease agreement.
282

 Under the Ethiopian Commercial Code, until 

the expiry of the period of notice to be given by a trustee to a lessor, movable properties used for 

the business or industry shall not be detrained upon nor shall leases be canceled, without 

prejudice to provisional measures and the right of the lessor to take possession of the premises.
283

 

The Commercial Code empowers a bankruptcy trustee to decide whether to continue or cancel 

the debtor's leases.
284

 In this regard, the lease proclamation follows the approach adopted by the 

IFC that the lease agreement shouldn‟t be affected unless the lessee fails to discharge its 

obligation. 
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3.4.10. Repossession of the Leased Asset 

According to IFC and the UNIDROIT model law, the legal framework should allow easy and 

fast repossession of leased assets. According to the IFC, voluntary return of the leased asset to 

the lessor without penalty other than its obligations under the lease should be allowed to the 

lessee. However, in case of default, the legal framework should permit non-court repossession so 

that lessors can repossess leased assets without going to court as long as the lessee does not 

contest the repossession, and the non-judicial process should be available and processed within a 

short period. In this regard, the lease proclamation as amended introduced repossession. If the 

lessee defaults during the term of the agreement, the lessor has the right to repossess the asset 

after granting 30 days of notice.
285

 The lease Proclamation as amended gives the right to the 

MOT power to take appropriate measures to ensure repossession where the lessee fails to return 

the asset and may order the police to facilitate the execution.
286

  

In this regard, Movable Property Security Right Proclamation No. 1147/2019, Article 2(17), 

defines a financial lease as a contractual arrangement in which the lessee obtains the right to use 

an asset for an agreed period in exchange for payment. Article 2(27) includes, under the 

definition of movable property, the security right under a hire-purchase agreement, sale with 

ownership reserved, and sale with the right of redemption. Additionally, Article 2(44) defines a 

security right as a property right in movable property created by agreement to secure payment or 

the performance of other obligation. With respect to repossession, Article 81(1) & (2) establish 

the secured creditor‟s right to repossess the leased asset without court intervention in the event of 

default, with the assistance of collateral registry office and police force. Article 82 of the 

Proclamation further provides that the secured creditor may dispose of the collateral after default 

either by selling, leasing or licensing it through a process that specifies the method, time, place, 

and manner of sale or disposition. If the secured creditor chooses to transfer ownership of the 

collateral to the buyer at a public auction or acquire the property due to the absence of a buyer at 

a second auction, a procedure must comply with articles 394-449 of the Civil Procedure Code 

which outline the detailed procedures to be followed during auction process. 
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In this regard, interview results reveal that, in practice, the absence of a clear repossession 

procedure under the Lease Proclamation has led to lengthy court proceeding to repossess the 

leased asset in case of default.
287

 The IFC has also reached similar conclusion.
288

  In contrast, the 

Movable Property Security Right Proclamation provides a detailed and structured repossession 

procedure.  

3.4.11. Taxation and Accounting Treatment  

In principle, tax and accounting treatments for leasing are governed by separate laws to prevent 

conflicts between leasing regulations and specialized legislation, such as the tax code.
289

 In this 

regard, the government has chosen to add tax and accounting incentives in the Leasing 

Proclamation.  For accounting purposes, the leasing law provides that depreciation allowance is 

deductible from the rental income received by the lessor in the case of financial lease; and in the 

case of hire-purchase, depreciation allowance is deductible under lessee‟s accounts.
290

 Rent paid 

by a lessee is treated as income for a lessor and an operating expense for a lessee and deductible 

from its income for taxation purposes.
291

 

Concerning VAT, all payments made to a lessor under capital goods finance are exempted from 

VAT.
292

 The main principle here is that there should be no discernible differences between the 

tax treatment of capital goods finance and bank loans because capital goods finance is merely an 

alternative financing mechanism. The leasing Proclamation also provides that both a lessor and a 

supplier are exempted from customs duties on capital goods they import per the relevant laws.
293

 

According to the Proclamation, relevant laws are investment laws and related regulations or 

directives. The foundational legal frameworks governing these provisions include the Investment 

Proclamation No. 1180/2020 and the Investment Incentive Regulation No. 517/2022. Investors 

can import capital goods and construction materials duty-free for establishing new enterprises or 
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expanding existing ones.
294

 However, these goods must not be transferred to individuals without 

similar privileges without prior custom duty payment except on conditions prescribed in a 

directive to be issued by the Tax Authority which forces the investor to transfer such property.
295

 

However, there are no specific directives that regulate such transfer of ownership. In this regard, 

a financial lease based on the interest of the lessee, and hire-purchase by its varied nature 

requires a transfer of ownership to capital goods, and the lessee (mostly SMEs) does not obtain 

an investment permit from the Ethiopian Investment Commission. Hence, they cannot benefit 

from duty-free privilege because they don‟t have similar privileges as the lessor and are required 

to pay customs duty. Connected to this point is the fact that NBE has not allowed regional 

leasing companies to import capital goods on behalf of their customers. Instead, the lessees of 

regional leasing companies need to get the capital goods imported by the supplier/equipment 

dealer.
296

 Results from all the interviewee also reveal that duty free tax incentive is always the 

area of concern and in practice; capital goods are not free from custom duty. The lack of clarity 

on the interpretation of duty-free tax incentives provided by the law was also addressed as one of 

the regulatory challenges in various research conducted in the area of the study.
297

 

3.5. Directives of the National Bank of Ethiopia  

The National Bank of Ethiopia is empowered to issue Directives to regulate the licensing and 

supervision of the business of capital goods lease finance companies. As a government 

institution with the mandate and powers of regulating financial institutions in general and capital 

goods finance companies in particular, the NBE has issued fourteen Directives(including 

amendments) to regulate the licensing and supervision of the business of capital goods finance 

companies. These section deals about the Directives enacted by the NBE related to capital goods 

lease financing business.    
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3.5.1. Minimum Paid-up Capital Requirement Directive 

The criteria for licensing of capital goods finance companies are stipulated in the Directives 

issued by NBE. The first requirement is a minimum capital requirement. The Minimum Paid-up 

Capital Requirement Directives No. CGFB/07/2017 set bifurcated paid-up capital requirements 

(not subscribed) for companies based on their target to a single lessee.  Accordingly, a company 

that targets a lessee having capital goods finance requirements up to 1,000,000 Birr per single 

lessee should have a minimum paid-up capital of Birr 200,000,000 Birr, whereas 400,000,000 

Birr is required to establish a company that targets lessees having capital goods finance 

requirements not exceeding Birr 30,000,000 Birr per single lessee.
298

 

All interviewees of this research believe that the minimum paid-up capital requirement is set to 

be high to the extent it affects private investor's interest in investing in the leasing industry. Some 

research conducted in the area of the study also found that the minimum paid-up capital 

requirement is a barrier for new entrants from the private sector.
299

 On the other hand, MFIs have 

been allowed to engage in leasing business without the need to obtain any additional license. 

However, the initial minimum paid-up capital requirement for MFIs is Birr 75,000,000 Birr.
300

 In 

this regard, individual companies and MFIs are treated differently. However, due to stringent 

regulations and the capital-intensive nature of the leasing business, MFIs are not engaging in the 

industry as intended.
301

  

3.5.2. Requirements for Licensing of Capital Goods Finance Business Directives 

The Directive on the Requirements for Licensing of Capital Goods Finance Business Directives 

No. CGFB/02/2013 describes detailed requirements the capital goods finance company should 

comply with during pre-application, application, and commencement of operation. For instance, 

a capital goods finance company, which is under formation, should prepare and submit a 

comprehensive business plan, articles of association, and memorandum of association as per the 

standard format or outlines provided by the NBE. Additionally, policy and procedure manuals 
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including internal audit manual, risk management guidelines, operation manual, and finance 

manual should be prepared and submitted to the Bank.
302

 Capital goods finance company shall 

be established in the form of a Share Company according to the Commercial Code of Ethiopia.
303

 

The Directive also set “fit and proper criteria” to be fulfilled by organizers, project managers, 

board of directors, chief executives officers, and persons with significant influence on envisaged 

companies. Fit and proper criteria are defined as „criteria used to assess and determine whether 

project managers, organizers, and persons with significant influence possess the integrity, 

financial soundness, competence, and capacity to discharge the responsibilities in their 

positions.‟
304

 For instance, a project manager shall have a first degree and business experience 

preferably in capital goods finance-related projects, and a person nominated to be a member of 

the board of directors of capital goods finance companies shall hold a minimum of diploma, 

three years of work experience, and shall be at least 25 years old.
305

 Hence, the requirements 

under the Directive are very similar to requirements under Requirement for Licensing and 

Renewal of Banking Business Directive No. SBB/56/2013 thereby imposed excessive licensing 

requirements on leasing companies.
306

 

3.5.3. Manner of Financial and Operational Information Reporting Directives 

Manner of Financial and Operational Information Reporting Directive emphasizes that obtaining 

complete and relevant data from companies that engaged in capital goods finance business 

enables the identification of inherent risks associated with each company and the sector at large; 

developing reporting formats in one set eases the reporting works of companies engaged in 

capital goods finance business, and availing necessary data is important for calculation of 

financial and operational performance indicators and ratios by the NBE.
307

 This Directive 

requires that capital goods leasing companies submit financial and operational information and 
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reports quarterly within thirty consecutive days from the end of the quarter to the NBE.
308

 To 

submit the required information and reports, formats and tables are attached to the Directive. 

3.5.4. Capital Adequacy Ratio Requirement Directives 

The purpose of this Directive is to strengthen the safety and soundness of capital goods finance 

companies by creating a consistent capital adequacy measurement and regulating a minimum 

level of capital adequacy of capital goods finance companies according to the perceived level of 

risks of on balance sheet items, to build the level of confidence in the industry.
309

 To meet this 

purpose, the Directive provides for a capital adequacy measurement formula that has to be 

consistently applied by all capital goods finance companies. Accordingly, it states that each 

capital goods finance company shall maintain at all times a minimum capital adequacy ratio of 

10% (ten percent) computed as a ratio of total capital to total risk-weighted assets.
310

 To monitor 

compliance with the requirements set out under the Directive, each capital goods leasing 

company shall submit to the NBE a quarterly capital position report using formats attached to the 

Directive.
311

 The requirement of a 10 % maximum ratio in the Directive allied with the IFC 

recommendation for the sound operation of a leasing company. 
312

 

3.5.5. Limits on Capital Goods Finance Exposure to Single Lessee Directive  

This Directive imposed a responsibility on the board of directors of the company to manage 

capital goods finance concentration risk. Accordingly, the board of directors of a company shall 

establish, assess, and approve the capital goods finance concentration risk policy, and review this 

policy at least once a year.
313

 The board shall also ensure audit and inspection, adherence to the 

capital goods finance concentration risk policy, and review all significant exposure to capital 

goods finance concentration risk at least quarterly.
314

 The Directive also introduced the 

maximum exposure limit of a company on different bases. In this regard, the aggregate sum of 

capital goods finance granted to and outstanding at any one time to any single lessee shall not 
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exceed 2.5 % of the total capital of the company.
315

 However, for a company intending to serve 

lessees having relatively higher capital goods finance requirements through meeting the Birr 

400,000,000 minimum paid-up capital requirement, the aggregate sum of capital goods finance 

granted to and outstanding at any one time to any single lessee shall be 15% of total capital for 

single SMEs, and 25% of total capital for single large businesses other than SMEs.
316

 This 

exposure limit to single lessee requirements does not apply to a company partly or wholly owned 

by regional governments and/or city administration of the federal government.
317

 

3.5.6. Penalty for Failure to Comply with Regulatory Requirements of Capital Goods 

Finance Business Directive  

The purpose of this directive is to ensure capital goods finance companies' compliance with the 

relevant legal and regulatory requirements at all times to enhance the level of trust and 

confidence of customers and also promote the healthy development of the capital goods finance 

sector in general.
318

 To achieve this objective, the Directive provides both financial and non-

financial penalties depending on the nature of the violation to be imposed on a capital goods 

finance company that fail to comply with or violates the NBE requirements. The Directive set a 

financial penalty from 5,000- 50,000 based on the nature of legal and regulatory requirements the 

company failed to comply with.
319

 The NBE may also impose other non-financial penalties if it 

considers necessary including but not limited to ceasing the company from opening new 

branches or providing new capital goods finance until the violation is corrected.
320

 However, the 

NBE may waive the imposition of penalties on the ground that the circumstances that led to non-

compliance are found acceptable.
321

 

3.5.7. Capital Goods Finance Operational Modality Directive  

This Directive aims to ensure that the operation of capital goods finance companies aligns with 

and supports the growth and development policy objectives of the government; to support the 
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growth and development of SMEs, and improve the manufacturing sector; and to promote 

market discipline and encourage the participation of private investor by putting in place enabling 

legal environment.
322

 To achieve these objectives, the Directive set various requirements a 

capital goods finance company needs to comply with. 

The first requirement is a determination of the lease interest rate. According to this Directive, 

lease interest rate on capital goods finance provided to lessees shall be freely determined by each 

company.
323

 The Board of Directors of each company shall set in writing a lease interest rate 

based upon explicit and clear criteria to be set in writing.
324

 Lease interest rate determined by the 

Board of Directors of each company and the criteria upon which they are based should be 

submitted to the NBE within five working days.
325

 The Capital Goods Finance Operational 

Modality Directive No. CGFB/10/2019 was amended by Capital Goods Finance Operational 

Modality (Amendment) Directive No. CGFB/11/2021. According to article 3 of the Amendment 

Directive, the lease agreement between the lessee and the company should constitute the periodic 

lease installment payment to be set in writing with a details schedule of payments during the 

lease term in Ethiopian Birr. These aim to ensure that payments for capital goods leasing 

transactions are conducted exclusively in Birr, rather than foreign currency. As claimed by Ethio 

Lease Capital Goods Finance Company, this payment modality requirement is the imminent 

reason for its voluntary liquidation after four years of operation in the country.
326

 After four 

years of becoming the first foreign-owned financial service company licensed by the NBE as a 

subsidiary of African Asset Finance Company (AAFC), Ethio Lease was no longer able to write 

a new lease.
327

  

The second requirement is a prohibition of foreign-owned leasing companies to borrow from 

domestic funds. According to this Directive, a foreign company shall not borrow funds from the 

domestic financial system in any manner.
328

 However, a foreign company can borrow from 

foreign sources per External Loan and Supplier‟s Credit Directive No. FXD/47/2017 (this 
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Directive is repealed by External Loan and Suppliers Credit (As Amended) Directive No. 

FXD/82/2022) and its subsequent amendments thereof.
329

 The External Loan and Supplier‟s 

Credit Directive No. FXD/82/2022 set a limit of debt to equity ratio for foreign investors to 

borrow from foreign sources that it should not exceed 60:40 of the foreign capital.
330

 The 

Amendment Capital Goods Finance Operational Modality Directive requiring all lease 

agreements to have fixed payments denominated in Ethiopian Birr, and prohibiting foreign-

owned leasing companies from borrowing in Ethiopian Birr made it challenging for Ethio Lease 

to manage currency fluctuations and maintain financial viability.
331

 However, the governor of the 

NBE denies the assertion by Ethio Lease Capital Goods Finance Company that they were fully 

aware of the law and borrowing policies during their license.
332

 

In this regard, the NBE has amended and repealed various Capital Goods Finance Directives 

within Ten-year span of time.
333

 Those amendments and replacements come up with various 

impositions and new obligations to the capital goods finance company. According to the 

interview all respondents, there was no experience of consultation with stakeholders conducted 

by the NBE before the enactment of these directives. The interview with all respondents also 

reveals the NBE has chosen to subject only certain Directives, which is deemed non-sensitive, to 

stakeholder consultation. Therefore, the unpredictability of the legal and regulatory environment 

was among the contributing factors to the lack of interest from private investors (domestic and 

Foreign) in the leasing industry. Predictability is one of the most prominent principles of rule-of-

law. The rule of law demands that law be made and applied predictably thereby enables people 

to plan their lives per it.
334

 Predictability improves the efficiency of a legal system by lowering 

the legal resources necessary to understand the implications of an action. This is because legal 

predictability denotes the capability to foresee the potential legal outcomes of an action, based on 

existing laws, regulations, and other statutes. 
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The third requirement is a compulsory target market that capital goods finance companies shall 

primarily focus on and provide their capital goods finance services. According to this Directive, 

a company shall put in place within its internal policy and procedure on how to address/serve the 

capital goods financing need of the manufacturing sector and SMEs including the allocation of a 

certain percentage of its portfolio.
335

  

3.5.8. Requirement for Information Technology (IT) Management of Capital Goods 

Finance Company Directive 

The NBE enacted this directive intending to improve the efficiency, effectiveness, and 

competitiveness of capital goods financing company through the support of information 

technology and ensuring the safety and soundness of the sector by identifying and managing 

risks associated with the usage of information technology.
336

 To achieve this regulatory 

objective, the Directive prescribes general and specific requirements to capital goods finance 

companies. In this regard, the general requirement includes the description and inclusion of the 

role of IT in the company‟s business strategy; development and implementation of IT strategy; 

ensuring the coherence of IT strategy with the company‟s business strategy; ensuring proper 

implementation of IT strategy; allocation of financial and human resources to effectively 

implement IT strategy; development and implementation of effective project and IT vendor 

management framework; review the progress and implementation of IT related plans on 

quarterly bases.
337

 Whereas, the specific requirement includes automation of the core business 

process of a company; management of IT risks with institutions‟ risk management program; 

development and implementation of IT risk management strategies, policies, plans, and 

standards; annual IT security awareness plan for employee and stakeholders; conducting IT 

audit; and reporting the IT incidents that could have a significant impact on the company‟s 

ability to provide service within 2(Two) working days after the incident. 
338

 Regarding training 

and awareness, the Directive provides that a capital goods finance company shall prepare an 

annual IT security awareness plan and provide training to enhance the awareness of all 

concerned stakeholders and employees of the company. However, the absence of centralized IT-

                                                           
335

 Directive No. CGFB/11/2021(n 330), Art 2. 
336

 Requirements for Information Technology (IT) Management of Capital Goods Finance Company Directive No. 

CGFB/12/2022 preamble.  
337

 Ibid, Art 4. 
338

 Ibid, Articles 4-10. 



56 
 

related training by the NBE for capital goods finance company staff has led to inconsistent 

knowledge, and regulatory non-compliance contributing to a lack of awareness about It security, 

digital financial services, and operational efficiency.
339

 Establishing a standardized training 

program would enhance staff competency, improve compliance, and strengthen the overall 

financial ecosystem.  

3.5.9. Licensing and Credit Information Fees of Capital Goods Finance Companies 

Directive 

The NBE enacted this Directive with the view of improving the service quality provided to 

customers.
340

 The Directive provides different amounts of fees depending on the type of service 

requested by a capital goods finance company.
341

 Accordingly, a company applying to obtain a 

new license shall pay 150,000 Birr (investigation and licensing fee); whereas a company shall 

pay 10,000 Birr to renew a license.
342

 A capital goods finance company shall also renew its 

business license every year. On the other hand, a capital goods finance company applying for a 

new branch or replacement is required to pay a licensing fee of 4,000 Birr per branch. 

Furthermore, the Directive provides different amounts of fees to obtain credit information based 

on the amount of aggregate loans requested.  

3.5.10. Opening, Relocation, and Closure of Branch Offices of Capital Goods Finance 

Companies Directive 

This Directive aims to ensure the safety and soundness of capital goods finance companies 

through sound and prudent practices during branch office opening, relocation, and closure 

activities.
343

 The Directive set out a precondition to open new branch and commence operation 

such as a feasibility study; adequate training to assigned staff on policies and procedures of the 

company, relevant National Bank Directives, and AML/CFT requirements; ensuring all relevant 
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policy and procedure manuals, directives of National Bank and laws related to AML/CFT are 

distributed to appropriate staff members of the branch; ensure the branch is guarded at all time, 

etc.
344

 A capital goods finance company that has opened a new branch office shall get a branch 

license from the  NBE within 30 working days after the commencement of operation.
345

 

Additionally, the Directive set clear requirements to close a branch of a capital goods finance 

company. In this regard, a capital goods finance company shall get written approval from the 

NBE to close its branch office. A capital goods finance company that intends to close its branch 

office shall ensure that the concerned customers of the office are notified before the closure of 

the office and that the interests of the customers are protected.
346

  

3.6. Regulatory Reforms and Future Prospects to Capital Goods Lease Financing Sector 

in Ethiopia 

The Capital Goods financing sector in Ethiopia is at a critical juncture, with ongoing regulatory 

reforms aimed at fostering a more structured and efficient leasing industry. Leasing plays a 

crucial role in facilitating access to capital goods, particularly for small and medium enterprises 

(SMEs) that may struggle with traditional financing options. However, the sector has faced 

challenges due to regulatory gaps and institutional inefficiencies. This section examines the 

major reforms and initiatives shaping the future of lease financing in Ethiopia which include the 

Draft Capital Goods Financing Business Proclamation, and establishment of the National 

Leasing Association and their impact. 

3.6.1. The Draft Capital Goods Financing Business Proclamation 

Despite certain reforms in the legislative framework of capital goods financing business in 

Ethiopia,
347

many constraints and threats still hamper the full development of the capital goods 

finance market in the country. To address these market and government-regulatory failures, the 

NBE signed a cooperation agreement with IFC in 2018, with the objective that IFC would work 

closely with the NBE to support additional improvements to financial leasing operations and 
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upgrade the legal and regulatory environment.
348

 Accordingly, as mandated by NBE, IFC has 

analyzed the existing legal and regulatory framework for the capital goods finance business and 

proposed to the Government of Ethiopia, to revise the existing Capital Goods Leasing 

Proclamation and enact a comprehensive Proclamation.
349

 Based on the recommendation, a 

comprehensive Capital Goods Financing Business Proclamation was drafted in 2023.  

The purpose of the Draft Proclamation is to build an efficient, resilient, and well-functioning 

financial market ecosystem that creates an enabling business environment and provides 

affordable access to finance for investors, and to reform the existing capital goods financing 

business legal and regulatory frameworks and address the market challenges to create a 

conducive environment that fosters the development of capital goods financing as an alternative 

source of finance.
350

 The Draft Proclamation applies to any financial institution engaged in 

capital goods financing including banks, micro-financing institutions, capital goods financing 

businesses, or any other financial institution duly licensed and/or authorized under Ethiopian law 

to engage in capital goods financing business.
351

 In this regard, under the Draft Proclamation, 

banks are authorized to engage in capital goods financing business.   

According to the Draft Proclamation, the purpose and activities of a capital goods finance 

company shall be to raise funds from various sources and provide capital goods financing to 

lessees, subject to terms and conditions as may be determined by the NBE.
352

 Accordingly, a 

capital goods finance company based on the approval of the NBE may engage in activities which 

include a collection of funds from the public; raising equity on the capital market, issuing 

corporate bonds and/or debentures; providing access to capital goods to the lessee; provide 

access to any other forms of asset-based financing; provide insurance service to their lessees, 

purchase income-generating financial instruments such as treasury bills and other short-term 

instruments determined by the NBE; acquire, maintain, and transfer any movable and immovable 

property; and other activities specified by the NBE Directives.
353
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According to the Draft Proclamation, except for operating lease(which can be operated based on 

the Commercial Code or Civil Code of Ethiopia), it is prohibited to engage in capital goods 

financing without a license from the NBE.
354

 However, a bank or micro-financing institution 

may engage in financial leasing (but they cannot do an operating lease) with their existing 

license with special approval from the NBE.
355

 Leasing can be conducted with financial leases, 

hire-purchases, operating leases, interest-free leases, and other forms of asset-based financing 

modalities.
356

 Interest-free capital goods financing is defined under the Draft Proclamation as 

„any activity of a capital goods finance company but complying with interest-free principles.‟
357

 

The Draft Proclamation also comprises detailed requirements which are found scattered in 

different NBE directives. In this regard, Draft Proclamation provides about different matters 

which include licensing requirements;
358

 conditions for licensing;
359

 issuance, renewal, and 

revocation of license;
360

commencement of operation;
361

 fit and proper criteria;
362

 financial 

requirements;
363

 auditing and reporting
364

financial records and disclosure of information
365

risk 

management mechanisms
366

examination and supervision of a capital goods finance company.
367

 

The Draft Proclamation also provides about the formation of the contract. Parties (the lessor, 

lessee, and/or borrower) can freely negotiate agreements within the limits of the law. In this 

regard, the draft proclamation empowers the lessor, and lessee or borrower to derogate from or 

vary the effect of the proclamation when determining the content of a lease agreement by mutual 

agreement.
368

 The Draft Proclamation requires that agreement must be written and include 

payment terms, conditions for default and termination, and the rights and obligations of the 

parties. It also provides the special terms and conditions each lease financing modalities 
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(financial lease, hire-purchase, operating lease, and other asset- based financing agreement) shall 

at a minimum comprise.
369

 

Regarding rights and obligations of the parties, the lessor has the right to receive rental 

payments, monitor asset usage, terminate agreements, and recover assets upon default. The lessor 

should purchase and deliver capital goods, keep free and clear from third-party encumbrance to 

capital goods and transfer the title to the lessee at the end of the lease term, extend to the lessee 

the benefits of the equipment supplier‟s promises to the lessor under a supply agreement, 

perform all and any other obligations provided under a lease agreement.
370

 The rights of the 

lessee provided under the Draft Proclamation include: (1) to select the capital goods and 

supplier(in financial lease), (2) to reject defective goods, (3) to enjoy full use of leased assets, 

and (4) to request compensation for losses incurred in the case of default or breach by the 

lessor.
371

 Whereas, the lessee should make timely payments, maintain and use the asset with 

proper care, and return the assets after the lease expires.
372

  

The NBE is the only regulatory body provided under the Draft Proclamation. In this regard, an 

operating lease is excluded under the Draft Proclamation and the conduct of the operating lease 

shall do so under the Commercial Code and Civil Code of Ethiopia.
373

 The proclamation also 

provide that all security interest in the capital goods lease agreement shall be registered in the 

Collateral registry Office established by the NBE.
374

 In this regard, the Draft Proclamation 

addresses the problems caused by the lack of institutional separation under the leasing 

proclamations. The Draft Proclamation authorizes foreigners to invest in the country‟s leasing 

business,
375

 introduce among other things interest-free capital goods financing, and the right to 

capital goods finance company to transform to the bank or any other financial institutions upon 

authorization by the NBE.
376

 According to the Draft Proclamation, a capital goods finance 

company that reinvests its profit is exempted from profit tax.
377

 In addition, capital goods finance 

companies are exempted from customs duty to import capital goods per relevant investment 
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incentives, proclamations, and directives.
378

 In this regard, the Draft Proclamation is not in line 

with the IFC recommendation to give special treatment of tax and customs duties to capital 

goods financing businesses through separate laws. 

3.6.2. Formation of National Leasing Association 

The national leasing association has great significance in improving coordination and advocacy 

within the leasing industry. The primary objectives of the leasing association include: 

representing the interest of leasing companies and financial institutions in policy discussions, 

standardizing leasing practices and ensuring regulatory compliance, facilitating capacity-building 

programs for industry players, and creating a platform for knowledge-sharing and market 

research.
379

 The Association of Ethiopian Capital Goods Finance was officially launched on 23 

May 2024.
380

 As the absence of well well-organized training program and lack of stakeholder 

consultation during legal enactments and amendments are among the challenges facing capital 

goods financing business in the country, the national leasing association will help lobby leasing 

legislative reforms and enhance the capacity of lessors and employees through well-organized 

and tailored training. In this regard, National Leasing Association can have an impact on the 

drafting process of the Draft Proclamation, and other required legal and regulatory improvement 

initiatives.  
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Chapter Four 

Conclusion and Recommendation 

4.1. Conclusion  

Lease financing emphasizes the generation of profits through the utilization of assets rather than 

their ownership. It allows businesses, particularly startups and SMEs with limited credit history 

of insufficient collateral, to access necessary assets by focusing on cash flow from operations to 

meet lease payments. The absence of collateral requirements makes leasing advantageous in 

weak business environments, as the lessor retains ownership and can reclaim assets upon default. 

Lasing serve as an effective alternative to traditional borrowing, facilitating a tripartite 

relationship between the lessee, lessor, and the supplier. 

Leasing, though historically rooted, has significantly evolved over the past five decades. Modern 

leasing began in the 1950s in the United States as a specialized financial service, later expanding 

to Europe, Japan, and developing countries from the mid-1970s. The growth of leasing 

companies, particularly in developing nations, has accelerated in the last decade due to its 

economic advantages.  Leasing enhances domestic investment, strengthens financial sector, and 

broadens access to financial instruments for businesses.  

In Ethiopia, the first leasing law, the Capital Goods Leasing Business Proclamation No. 

103/1998 was enacted to address the equipment and machinery financing needs of SMEs. The 

Proclamation mandated that leasing companies be licensed and supervised by the MOT and 

recognized three leasing types: operating lease, financial lease, and hire-purchase. However, only 

operating leases were commonly practiced, while financial leases and hire-purchase were not 

fully implemented. This gap led to the amendment of the law, resulting in the Capital Goods 

Leasing Business (Amendment) Proclamation No. 807/2013, which empowered the NBE to 

license and regulate capital goods leasing companies. The Amendment Proclamation clarified the 

distinct responsibilities of the NBE and MOT concerning the licensing, regulation, and 

supervision of leasing companies, as well as the registration of capital goods and lease 

agreements. Consequently, the NBE was authorized to license and oversee capital goods finance 

companies engaged in financial leasing and hire-purchase, while the MOT remained responsible 

for operating leases and registration. This legal framework strengthened the sector, leading to the 
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licensing of five capital goods finance companies in early 2014, supported by regional 

governments and major MFIs. These companies began providing leasing services in their 

respective region by mid-2014. 

To strengthen the leasing sector, the Council of Ministers issued Regulation No. 309/2014, 

mandating the MOT and regional bureaus to regulate and supervise the registration of capital 

goods and lease agreements. The regulation emphasizes that unregistered agreements have no 

legal validity and must be registered to ensure enforceability, especially regarding repossession 

rights in case of lessee default. In order to regulate and supervise capital goods finance 

companies, the NBE so far has issued fourteen directives that regulate the minimum paid-up 

capital requirements, licensing requirements, financial and information reporting modality, 

capital adequacy ratio requirements, limits on financing exposure to single lessee, penalty for 

failure to comply with regulatory requirements, operational modality, information technology 

management requirement, licensing and credit information fee, and opening, relocation, and 

closure of branches.  

The Ethiopian leasing industry continues to face significant challenges despite the introduction 

of leasing legislation and the allocation of responsibilities to the NBE and the MOT for licensing, 

regulation, and supervision. These challenges stem primarily from regulatory gaps and 

institutional inefficiencies. Although the government has initiated efforts to develop 

comprehensive leasing legislation aimed at shaping the future of lease financing, key regulatory 

issues and potential reforms remain critical areas of inquiry for this research.  

The study identifies several regulatory obstacles in the capital goods lease financing sector, 

including unclear legal framework regarding the conduct of capital goods lease financing 

business through interest free leasing modality,  prohibition of local commercial banks in the 

leasing sector, excessive regulation, lack of clear institutional enforcement to registering capital 

goods and capital goods lease agreement, and limited clarity on tax incentives.  Additionally, 

uncertainty in the regulatory environment and absence of structured training programs for 

stakeholders and employees further hinder the sectors development.  

Findings related to the second research question, indicate that regulatory and legal barriers 

significantly constrain the growth of lease financing. Nonetheless, recent government initiatives 

such as the drafting of a comprehensive Capital Goods Financing Business Proclamation and the 
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formation of a National Leasing Association are regarded as promising steps toward addressing 

these challenges and advancing the sector.  

4.2. Recommendations  

 It is recommended that the Ethiopian government adopt a comprehensive approach that 

incorporates international best practices and experiences in the implementation of leasing 

regulations. Specifically, the government should consider allowing banks to participate as 

lessors in the leasing industry to enhance access to finance. Additionally, promoting 

interest free leasing models would broaden financial inclusion and support divers market 

needs. 

 It is recommended that the Ethiopian government revise the existing regulatory 

framework to introduce greater flexibility in the leasing industry. A more adaptable 

regulatory approach would encourage innovation, attract private sector participation, and 

accommodate divers leasing models, including conventional and interest-free 

arrangements. By reducing excessive regulatory barriers and allowing room for market-

driven practices, the government can create an enabling environment that supports the 

sustainable growth and competitiveness of the leasing industry in Ethiopia. 

 It is recommended that tax provisions and related to lease financing, including custom 

duty and VAT exemptions, be addressed under separate and dedicated legislation. This 

would help avoid confusion with other laws and regulations, and ensure clear and 

consistent implementation of the incentives granted under the leasing Proclamation. 

 It is recommended to establish a clear institutional separation between the NBE and MOT 

regarding the registration of lease agreements and equipment. This will help avoid 

overlapping responsibilities, minimize bureaucratic delays, and prevent inconveniences 

for leasing companies during the registration process. Clear mandate and coordination 

mechanisms should be defined to ensure efficient service delivery and smooth operations 

for the private sector. 

 It is recommended that the NBE establish a well-organized and structured training 

program for lease financing employees and relevant stakeholders. This program should 

aim to enhance their knowledge and capacity in lease financing operations, regulatory 

requirements, IT managements, and best practices. Providing continuous professional 
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development will strengthen the sector, ensure compliance, and improve service delivery 

across the industry. 

 It is recommended that the NBE conduct thorough stakeholder consultations before the 

enactment of any Directives related to the leasing sector. Engaging relevant stakeholders 

including industry players, financial institutions, and other concerned parties will help 

ensure transparency, enhance predictability, and create Directives that are practical and 

supportive of the sector‟s development. This consultative approach will also foster better 

compliance and alignment with market realities. 

 It is strongly recommended that swift action be taken to finalize and enact the draft 

Capital Goods Financing Business Proclamation. Given the common delays in the 

legislative process in Ethiopia, fast tracking this proclamation is crucial to create 

conducive legal framework for the leasing industry. The Proclamation should incorporate 

key provisions including the exclusion of operating leases, special tax treatments, the 

inclusion of banks in the leasing industry, allowance for interest-free leasing, and 

alignment with international best practices. Prompt enactment will enhance sector 

growth, attract investment, and support the broader economic development goals.  
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3. What are the methods employed by the NBE to enact directives?  

4. Are there any MFIs engaged in capital goods lease financing business with the existing 

license?  

5. Why MFIs and capital goods lease financing business treated differently toward the 

minimum paid-up capital requirement?  

6. Is there any special training program employed by the NBE for capital goods lease 

financing business staff/employees and stakeholders? 

7. Did the NBE encounter any issue of overlap of institutional power with MOT?  

8. What are the regulatory challenges facing capital goods lease financing business in 

Ethiopia? If any, what is the response of the NBE towards addressing the Challenge? 

9. What are the regulatory forms regarding the capital goods lease financing business in 

Ethiopia? 

10. Does Ethio Lease make any contact with the NBE towards reconsidering its decision to 

voluntary liquidation following the country's change of economic policy to macro 

economy?   

Interview Questions for MFIs 

1. Is the MFI you work in engaged in capital goods lease financing business? If yes, in what 

model, on equity or as a mix of microfinance work?  If not, why?  

2. What are the regulatory challenges facing capital goods lease financing business in 

Ethiopia? 

3. What are the regulatory reforms regarding the capital goods lease financing business in 

Ethiopia? 

Interview Questions for CGFCs and DBE 

1. Do you ever participate as a stakeholder in the legislative drafting process of those 

Capital Goods Lease Financing Business Directives? If yes, how did the NBE receive the 

Company reflection on the draft directives? 

2. How does the ex-post regulatory impact/challenges to your company report to the NBE, 

if any? 
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3. Is there any specialized training program developed by the NBE for your company?  

4. Does your company properly benefit from tax incentives provided in-laws? 

5. Does the supervision by NBE and MOT create any difficulty in your company‟s 

performance? 

6. What are the regulatory challenges facing capital goods lease financing business in 

Ethiopia, and your company in particular? 

7. What are the regulatory reforms regarding the capital goods lease financing business in 

Ethiopia? 

 


