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Annual Review 2008

AELA is the national association for the
equipment leasing and financing industry.
AELAs 100 members encompass more than
90 percent of equipment financing activity in
Australia.

With lease and equipment finance facilitating
around 40 percent of the nation’s equipment
capital expenditure, the industry is vitally
involved in the equipping of Australia’s produc-
tive base.

This Review covers developments and
Issues affecting lease and equipment finance
markets over the recent period.

Equipment Finance & Investment Volumes
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Chairmen'’s Review

David Hollis
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John Dennis
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This Report covers the activities of the Australian
Equipment Lessors Association for the two

years 2007 and 2008. This period has been both
particularly busy and satisfying for AELA and its
members, with a number of significant long term
objectives being realised during this time.

As the equipment finance association, it

is AELAs role to ensure that the regulatory
framewaork allows members to provide a dynamic
range of financing products for the acquisition
and utilisation of capital equipment. A wide
spread of funding options provides a spectrum

of choice, enabling clients to select the level

of risk and service they require; at one end of

the spectrum the client can assume the asset
risk and operating costs associated with the
equipment, whilst at the other end the risks and
administration can be assumed by the equipment
financier. In between, the client can select the
combination of risk and service that suits their
particular needs.

[t is therefore very pleasing to be able to

report substantial regulatory reforms in the
recent period which will assist AELA members
in offering innovative and dynamic funding
solutions and three examples are illustrative.
After a long gestation period the framework to
establish a new taxation of financial arrange-
ments regime nears finalisation; importantly,
leasing has now been excluded from this regime,
whereas in the original draft legislation it was
included. Accordingly, leasing will continue to
offer its tax benefit transfer capability. Also a
new Division 250 of the Income Tax Assessment
Act has been introduced, containing important
exemptions for both operating and finance
leases, ensuring an efficient regime for leasing
to tax-preferred entities.

Another significant achievement is the now
almost complete abolition of stamp duties on
leasing, hire purchase and chattel mortgage,
the culmination of more than a decade of AELAs
efforts; this is a significant microeconomic
reform initiative for the Australian economy.

Viewed in totality the range of developments
during the period under review are significant,
and include:

— the abolition of most state/territory stamp
duties on leasing and hire purchase;

— exclusion of finance leases from the taxation
of financial arrangements regime, maintain-
ing leasing's tax benefit transfer capacity;

— new Division 250 of the ITAA for leasing
to tax-preferred entities, replacing Division
16D;

— finalisation of the Tax Office practice state-
ment on hire purchase apportionment;

— the development of the Personal Property
Securities regime, ensuring priority for AELA
members security interests in assets and
increased efficiency;

— implementation of the new anti-money laun-
dering regime;

— holding of the Annual AELA Leasing and
Equipment Finance Conference;

— conducting the AELA/Amembal Leasing
Schools in Sydney and Melbourne;

— holding of the AELA Credit Skillls Workshops
in Sydney and Melbourne.

The economy in the year ahead is obviously
going to be most challenging. The turmoil in
financial markets has become particularly
marked in recent months. Since August 2008

we have seen a significant easing in monetary
policy as the focus switched from containing
inflation to preventing an economic contraction.
Fiscal policy has also moved to expansionary
and includes a short-term 10% Investment
Allowance. Notwithstanding these official devel-
opments, funding markets both wholesale and
retail, remain dislocated and consumer confi-
dence and business sentiment are low. Against
this uncertain economic outlook, new equipment
financing volumes are down significantly on the
previous record year.

The period ahead will also be a challenging

one on the regulatory front, as outlined in the
body of this Review, particularly if proposals

to include lending to small businesses and for
investment purposes within consumer credit
regulation are proceeded with. AELA has a
strong capacity to meet these challenges. Itis a
strong and cohesive association, well-supported
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by its members. The AELA Directorate is skilled
and experienced, with the recent achievements
underlying the Directorate’s ability to greatly
assist members. The AELA Council, the guiding
body of the association, consists of vastly
experienced and knowledgeable equipment
financiers. This combination will continue to
serve AELA well.
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The Australian Leasing Market

Historical Development

Lease finance in Australia is a mature financial
product having been offered as part of a portfolio
of financing techniques for over five decades.
The predominant lessor groups are finance
companies and banks; lessees include all private
and public industry sectors with around 20% of
the economy’s capital equipment being leased.
Leasing and other equipment finance offered by
members together account for around 40% of
equipment capital expenditure.

The wider use of leasing was pioneered by
finance companies in the late 1950s and early
1960s. Since that time most financial institutions
have moved to include leasing in their product
range.

Capital Equipment

Expenditure & Finance: $Billion per Quarter Trend
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Lease finance utilisation rose strongly as the
acceptance of the philosophy of leasing broke
down earlier attitudes against this non-equity
form of financing. The current level of utilisation
reflects this wide acceptance.

Generally speaking leasing is offered as part of a
range of financing products. This allows its
particular merits vis-a-vis other finance methods
to be weighed and tailored to the customer’s
particular needs and financial position.

Applicants can usually choose between a
number of sources including financiers/lessors
with whom they have an existing relationship,
those which may be offering leasing at the point
of sale and those independently operating in the
market.
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Lease packagers are involved in structuring some
of the more complex transactions. Lease brokers
also play a role in promoting the product.

In terms of general market functioning,

leases are written for most capital equipment
items (provided they are used for commercial
purposes) and for periods ranging between

two and five years; implicit rates are competi-
tive and are usually fixed for the period of the
lease. Providing the commercial use test is

met, lessees claim the full amount of the lease
rentals as a tax deduction; the lessor, as owner,
usually claims the depreciation and any invest-
ment incentives — the latter in the case of the
Investment Allowance (when applicable) can

be claimed by either the lessee or the lessor

as appropriate, with leasing’s tax benefit
transfer capacity reflecting the incentive of the
Allowance in the amount of the lease rentals.
Until mid-1990 lessors may have elected to tax
account and price on the finance or receivables
method (on the implicit interest income stream);
IT2594 however removed this election ability.
Equipment acquisitions better priced through
financing via the finance method (longer depreci-
ating items of plant), are now in many instances
financed via commercial hire-purchase or chattel
mortgage.

There can be no option during the lease contract
to purchase the leased goods at the end of the
term. The lessee may however re-lease the
goods at the end or make an offer for them.

In any event the finance lease will provide

for the lessee to indemnify the lessor for any
loss on sale for less than the residual value;
this provision aims at ensuring that the lessee
properly maintains and uses the equipment
and, from a pricing point of view, keeps any
equipment technological risk implicit in the
credit risk.

In the early years most leases were motor
vehicle-related and even today around one half
of lease volumes is for mator cars, trucks, vans,
motor buses and coaches; aircraft, ships and
heavy earthmoving vehicles comprise another
sizeable end-use, and in recent years EDP and
office equipment have grown strongly.

For most part, the national taxation system has
been relatively neutral as between the various



financing options with each alternative able

to compete on the basis of its appropriateness
and flexibility for the particular investment and
financing need. Paradoxically the long history
and high utilisation of leasing in Australia has
sometimes led to a misunderstanding of its
attributes; however, it is now generally accepted
that leasing’s tax benefit transfer capacity
provides real benefits for industry, particularly
small businesses and start-up operations.

In terms of taxation, leasing captures and
crystallises taxation deductions and incentives
available within the system and within govern-
ment policy, focusing their effect on the area
where it will have the most impact: reduced
cash outflow for the lessee. When Government
inquiries urge action to develop ‘sunrise’

Equipment Finance by Class of Equipment
$Million per Month Trend

industries or to smooth the restructuring of

other sectors or industries, it is ironic that the
financing technique best suited to achieving both
these objects (leasing), has sometimes been
inappropriately and disparagingly described as
"tax shelter’.

A business just starting out or one in the

process of restructuring is unlikely to be gener-
ating current year taxable income. In these
circumstances tax deductions for depreciation

or investment incentives do not achieve their
desired policy effect — rather they simply add to
carry-forward losses. Through leasing, the lessor
can claim these deductions against its taxable
income, crystallise the benefit and pass it on to
the lessee in the form of the tangible incentive of
reduced cash repayments.
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Unfortunately, the aggregation of such deduc-
tions in the books of a relatively few lessors can
be misunderstood and can result in the contem-
plation of restrictions. This occurred in the area
of financing unit trusts for property and construc-
tion projects when the Tax Commissioner issued
tax ruling IT2512 which restricted the ability

of such trusts to transfer the benefit of certain
deductions. The broader question of tax benefit
transfer was also raised in the debate which
surrounded the ruling; equipment leasing was
however exempted from the Government's
general policy to restrict such tax effective
financing. The rationality of this exception was
highlighted in the Bureau of Industry Economics’
paper ‘Tax Losses and Tax Benefit Transfer.”

Leasing is an essential financing tool for a
dynamic and competitive economy. If from
time-to-time a new application or lease product
development tests the legislative or taxation
framewaork, this should be seen as a healthy and
necessary sign of an innovative financial system.
An on-going role for groups such as AELA is to
ensure that policy or administrative responses
proceed on an informed basis with due regard to
any wider consequences.

A development in the lease market over the
years has been the offering of variously struc-
tured operating leases. These were in part a
response to the move to Accounting Standards
which require lessees, for corporate disclosure
purposes, to capitalise their finance leases onto
their balance sheets; operating lease commit-
ments on the other hand, are expensed in the
usual way and need only be disclosed by way of
footnote to the published accounts.

Initially demand for the operating lease product
was limited to the larger corporations and
companies with overseas, especially US parents.
Over the years this has changed, with a wider
spectrum of private and public sector lessees
now utilising the product.

From a lessor viewpoint, for the lessor to
retain the advantages and disadvantages of
economic ownership of the equipment (as the
Standard requires of an operating lease) it is
necessary to be confident that the value of the
equipment when returned by the lessee will
achieve a resale price which is predictable.



This ‘equipment’ risk is reduced where there

is a sufficiently deep second hand market for
the particular equipment to allow reliance on
reasonable estimates of sale values. Given the
general lack of depth of Australian equipment
markets (compared, say to the US or Europe),
operating leases to-date have been largely
limited to motor vehicles, computers and multi-
purpose industrial equipment (e.g. forklifts).
As the same resale market questions will
affect residual value insurance premiums,
such insurance can be expensive especially for
specialised equipment.

When this equipment resale value risk is added
to the credit/client risk (will the lessee meet

the commitments) and indeed the manufacturer
and goods risk (will the manufacturer/supplier
continue to provide servicing, will the goods
prove reliable), it is obvious that compared with
a traditional finance lease, operating leases

are more complex. Any legislative or other
regulatory measure which results in a move

to operating leases out of balance with the
market's capacity to cover underlying equipment
risk will have prudential consequences, as well
as forcing that risk, currently implicit in a finance
lease, to be explicitly priced in the operating
lease. Nonetheless, these problems are being
addressed and the product advanced, with some
lessors specialising in this market segment.

In addition to finance and operating leases, most
AELA members also provide two other products
to fund the purchase of capital equipment: hire
purchase and chattel mortgage. The Australian
Bureau of Statistics (ABS) provides separate
monthly statistical series for finance and
operating leases, whereas hire purchase and
chattel mortgage are included within the one

Lease and Non-Lease Finance
$Million per Month Trend
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category, classified as ‘non-lease equipment
finance” within its wider Commercial Finance
series. Unless otherwise indicated, graphs and
statistics utilised in this Review are derived
from ABS data. Qver recent periods, a discrep-
ancy between the ABS numbers and those
derived from an internal AELA sample survey of
members, has developed with the ABS series
seeming to understate equipment finance
activity. For example, the ABS statistics for
2007-08 show total equipment finance volumes
of some $26 billion, whereas AELA estimates
that total new business for the Industry exceeds
$40 billion. AELA has been attempting to
reconcile the twa statistical sources and as this
discrepancy appears to be increasing, is now
contemplating producing our own industry-wide
equipment finance statistics.

The introduction of GST on 1 July 2000 added
somewhat to the complexity of leasing and
equipment finance transactions, but at the same
time this framework has provided a fair degree
of flexibility in meeting the needs of customers.
More recently, the introduction in July 2007 of
Division 250 to replace the former framework
governing leasing to tax preferred entities
focused attention on the appropriate income tax
treatment for leases to tax exempts. In a similar
vein, the proposals for a new regime for the
Taxation of Financial Arrangements (TOFA) have
focused this attention on leasing to taxables.
The detail of these developments is covered
elsewhere in this Review, but it is important to
note that for leasing to continue to provide a
dynamic and creative solution to the equipment
finance needs of businesses, it cannot be placed
within the conventional homogeneous ‘sale

and loan" approach. The proposal to introduce
the Tax Value Method for determining taxable

Equipment Finance

Non-Lease Finance

Lease Finance
(Finance & Operating Leases)
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income could have had important implications
for the equipment finance industry, and AELA
was one of the many groups that welcomed the
Government's decision not to proceed.

Current Activity and Prospects

The Australian equipment finance market
continued to experience robust conditions in
2007-2008. Strong business levels have been

a feature of the Industry since the early 1990s,
apart from a temporary hiatus during the period
of the introduction of GST in 2000.

The trends in this broad mix are not only
affected by economic conditions but also by
Government policy, with the latter particularly
evident in recent times. The introduction of GST
produced a significant shift away from finance
leases and initially to hire purchase, as the
transitional GST arrangements did not apply

to hire purchase. This trend has been followed
by a move away from hire purchase to chattel
mortgage and leasing, caused by an inappropri-
ate GST outcome in relation to hire purchase
contracts entered into by cash basis taxpayers.
As from 1 January 2005, the Commissioner

of Taxation’s revised effective life determina-
tions for trucks and like assets has translated
into unrealistically high ‘safeharbour’ residual
values in leases for these assets, resulting in

a shift away from leasing to the provision of
hire purchase and chattel mortgage products
for these transactions. As detailed in this
Review, these tax issues are the subject of
ongoing discussions with Treasury and the Tax
Office, and have been raised in AELA's submis-
sions to the Board of Taxation GST Review and
the Henry AFTS Review; we are hopeful of a
sensible resolution. Besides GST and income
tax, differences between the States in the scope
and rate of stamp duty have caused distortions
in the product mix. However, as also outlined
elsewhere in this Review all jurisdictions have
now largely abolished these duties, and accord-
ingly it is pleasing to report that in the not too
distant future, stamp duty distortions will no
longer exist in the equipment finance market.

The impact of these influences on the composi-
tion of equipment finance business has been
quite dramatic. Since 2000 total lease business
has declined from 60% to around 40%, hire
purchase has declined from 40% to 20%, and
from very little chattel mortgage business only
five year ago it now makes up 40% of the total.

The ABS provides a break-down of the broad
asset classes only for leasing; of the total,
motor related business accounts for 51%,
general equipment for 41% and other transport



equipment for the remainder. Within the leasing New Leasing: Non-Motor Related
for motor category, 66% is new cars, 15% new 12 Months to June 2008: $5.1 Billion
trucks, 13% used cars and 4% used trucks.

The trend over recent years has been for new
vehicle leasing to expand at the expense of used
vehicles. For non-motor leasing, EDP equipment
makes up 32%, agricultural and other heavy
equipment 24%, and office machines 15%.

Other Transport
Equipment 9%

Agriculture
Manufacturing
Construction

& Earthmoving 24%

Other 15%

Equipment finance is provided to the broad range

of Australian industry sectors. No one industry

sector particularly dominates; the single largest

are the Property and Business Services sector

together with Finance and Insurance, account- Furniture
ing for 14% and 18% respectively. On a State/ & Fittings 5%
Territory basis, NSW accounts for 43%, Victoria
for 23% and Queensland for 17%, so that the
three eastern states and ACT made up 83% of
total business. The WA economy has been very
strong over the recent period, and this State
accounts for a further 9% of business.

Office
Machines 15%

EDP
(Computers) 32%

New Leasing: Motor Related
Until the September Quarter 2008, the Australian 12 Months to March 2008: $5.3 billion
economy had experienced an extended period of
expansion from the early 1990s. Since 2002, the
rise in commodity prices increased Australia’s
terms of trade by some 70%. However, as New Trucks 15%
substantial domestic supply constraints emerged
and the inflation rate rose above the Reserve
Bank's target of 2-3%, from late 2001 official
interest rates increased 13 times over the 7 years
from a low of 4.25% to 7.25% in August 2008.
With negligible GDP growth in the September
Quarter coinciding with a series of global
financial crises and dislocated funding markets,
monetary policy has been rapidly eased such Used Cars 15%
that the official rate has been reduced 4 times
in 4 months to 4.25% in late December. Fiscal
policy has also been significantly eased with a
$10.4 billion consumption stimulus announced
mid-October to commence 8 December and a
10% Investment Allowance for expenditure on
plant and equipment over $10,000 contracted for Equipment Finance by Class of Equipment
between 13 December and 30 June 2009. These 12 Months to June 2008: $26.4 Billion
major positive domestic policy responses have
however to be weighed against the local impacts
of unprecedented disruptions to global financial
markets and international economic slowdowns.
At the time of the Review, the outlook for the
Australian economy, capital investment and
equipment financing remained uncertain,
although the starting points of Budget surplus
and firm interest rates, give some optimism that
fiscal and monetary policies can continue to be
applied to minimise any economic slowdown.

Used Trucks 4% Other Motor 2%

New Cars 66%

Motor 41%

General
Equipment 51%

Other Transport
Equipment 8%



The Taxation Framework

Like all financial products leasing and other
equipment finance operate within the framewaork
provided by the Commonwealth, State and
Territory Governments' taxation statutes.

Over the past 40 years there has been a series of
reports on and inquiries into various aspects of
the Australian Taxation System. Some have set
down principles which should underpin a better
system (e.g. simplicity, efficiency, equity); some
have dealt with changes necessary to address
external factors (e.g. inflation), while others
have attempted to set an agenda for overall
change; similar reviews have taken place at
the State level. In addition, other wider-ranging
inquiries (e.g. the Campbell Financial System
Report and the Wallis Financial System Inquiry)

Computer Equipment & Office Machines
Finance Leases: $Million per Month Trend
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have made observations and recommendations
concerning tax. In 2008 the incoming Rudd
Government announced a comprehensive review
of Australia’s tax system; the Board of Taxation
was also requested to conduct a review of the
legal framework for the administration of the
Goods and Services Tax.

Contemporaneously the various statutes have
been continuously amended or added to, as
governments have responded to social, fiscal
and commercial developments.

Many changes have been made, and while AELA
does not necessarily agree with all of them,

itis fair to say that the general direction has
consistently been towards improvement. The

Office Machines
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Total Lease Finance: $Million per Month Trend
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framework itself however has become over-
burdened by continuous amendment, resulting
in excessive complexity, increased scope for

‘unintended consequences’ and major distor-

tions caused by the narrowness, overlap and
economic shift in the various tax bases. Given
the complexity of modern commercial transac-
tions, this outcome while regrettable, is none-
theless understandable.

Commonwealth Taxation

The Review of Australia’s Future Tax System
(AFTS) is scheduled to report to the Treasurer
by the end of 2009. Prior to this review the

1997 Task Force on Taxation culminated in

the 1 July 2000 commencement of the Goods
and Services Tax (GST), which replaced the
previous Wholesale Sales Tax (WST) regime and
Financial Institutions Duty (from 1 July 2001)
with a 10% GST coincident with a reduction in
personal income tax. At the same time the 1999
Review of Business Taxation (RBT) process was
an attempt to deliver enduring tax simplification
and a lower rate of company tax. The various
issues for the industry arising from these are
dealt with in the following sections.

Arole of bodies like AELA, has always been to
assist members and other market participants
with the interpretation of statute amendments,
as well as to offer informed advice to govern-
ments on their drafting and revision. In the
context of the major GST, RBT and AFTS reforms,
this role has been even more necessary and
encompassing, with the following several key
issues the subject of on-going focus.

Leasing and Tax Benefit Transfer

At the Commonwealth level the tax framework
generally applies to leasing such that, provided
the equipment is used for business purposes,
the lessee claims the lease rental as a business
running expense tax deduction. The lessor is
generally tax-assessed on the basis that the
capital item is being used to produce assess-
able income: taxable income therefore is lease
rentals received less depreciation and any
investment (dis)incentives operating through
the tax system and taking into account any
balancing amounts (profit or loss on sale) at the
end of the respective lease agreement.



For non-lease equipment finance on the other
hand, the business borrower claims tax deduc-
tions for interest and depreciation and the
financier is taxed on its interest income.

Around 20% of national private equipment
capital expenditure is leased, with lease
finance being widely used by all sectors of the
economy. Another 20% or so is financed via
chattel mortgage and hire purchase. Compared
with such other financing techniques, leasing
has a number of competitive features: the lack
of equity outlay conserving the lessee’s cash
resources; the ability to tailor lease rental
schedules to seasonal or irregular income
streams; a lesser effect of the equipment
utilisation decision on balance sheet ratios;

the removal of the lessee’s need to maintain

an asset register for tax purposes; the regular
review of the equipment’s technological appro-
priateness to the task; and the greater flexibility
for unbundling equipment, supplier and mainte-
nance risk and service delivery.

A particular feature in relation to the
Commonwealth tax system is the ability of the
lessor (as equipment owner) to concentrate the
various taxation attributes of that ownership
into the amount of the lease rental. This tax
benefit transfer (TBT) enables the lessor to

price depreciation and investment incentives
(when applying) on an after-tax basis and offer a

Equipment Finance by State

12 Months to June 2008: $26.4 Billion

ACT 2%

Tasmania 1%

Western Australia 12%

South Australia 5%

Queensland 21%

Victoria 26%

rental stream that is lower than other products’
repayment schedules. This is especially
important for lessees with minimal current year
taxable income ( firms just starting-up, those
restructuring or those otherwise in a bona fide
tax loss situation) for whom interest, deprecia-
tion and incentives deductions only add to carry
forward losses.

Without leasing, the otherwise available
benefits of the tax system would be lost

or significantly diminished. In AELA's view
Australia’s production and employment, as well
as the economy’s essential infrastructure, have
been well-served by this tax benefit transfer
capacity, as well as by leasing’s other product
features. The leasing industry’s commitment to
further improving the lease product has, over
the years, led to an increasing sophistication
which has put other financing techniques on
their mettle. Occasionally policy or administra-
tive responses have been introduced to curb the
impact of some of these product refinements.

An important role of AELA is to liaise with
governments and officials regarding such
measures to ensure that their objective is
achieved without prejudicing the other economic
benefits and features of the lease product.

For example, this role was much in evidence
during 1988 when, in the context of a Tax

New South
Wales 32%

Commissioner’s Ruling (IT2512) on Financing
Unit Trusts, the Government considered its policy
response to this issue of ‘tax effective financing'.
AELA along with other affected parties made
representations and on 20 December 1988 the
Government announced the result of its review
as follows:

‘This review has confirmed the need to act

against tax effective financing. Tax effective
financing relies upon the ability to transfer or
share tax benefits. The Government considers
that the broad scheme of the tax law requires
that tax losses be carried forward by the
taxpayer who in substance incurs them and that
in general, such losses should not be available
for transfer to other parties, including financiers.
An exception, long accepted by revenue authori-
ties, has been in respect of genuine leasing
transactions for plant and equipment but the
Government believes that other forms of tax
benefit transfer should not be accepted.’

AELA welcomed the decision in relation to
leasing. At the same time the Government
announced that a consultative paper on the

‘economic issues and taxation law relating to

tax benefit transfer arrangements’ would be
prepared. To assist this process AELA commis-
sioned the Bureau of Industry Economics to
research the issues involved; their report ‘Tax
Losses and Tax Benefit Transfer” was finalised
in October 1990 and remains relevant in today’s
environment.

The research focused on the extent of tax losses
in the system, the distortion to resource alloca-
tion and investment caused by the carry-forward
of such losses, the potential gains that might
result from reducing those distortions via tax
benefit transfer and the options available for
remedying the problems identified without
opening-up too great a drain on Commonwealth
Revenue. In identifying the discrimination
against riskier projects and newer investors
caused by the carry-forward of losses, the
report found that ‘if the businesses which were
deterred from making particular investments
would have been more efficient at undertak-
ing them, or if potentially valuable but riskier
projects are abandoned because those who



do not face the tax-related disincentive are not
well-placed to invest in them, the economic
costs associated with this discrimination are
likely to be significant’.

A number of options were considered to
overcome the distortions; these included —
refunds for tax losses, loss carry-forward with
interest, the sale of tax losses and the avail-
ability of tax benefit transfer arrangements. As
a significant source of tax losses in the system
was depreciation and investment incentives for
plant and machinery, the report found that the
overall level of tax losses would have undoubt-
edly been higher but for the use of leasing's tax
benefit transfer capacity.

The research noted the long-standing exception
of equipment leasing from restrictions on tax
benefit transfer and, in relation to the current
taxation regime, found that 'leasing has the
desirable effect of making the investment
feasible for entities either in tax loss or antici-
pating some tax losses, without encouraging
them to any greater extent than for fully taxed
entities.’

While the theoretical preferred means of amelio-
rating the tax loss carry-forward distortions were
loss refund, loss sale or loss carry-forward with
interest, they involved other problems; the report
concluded that in such cases the continued
allowance of current tax benefit transfer
mechanisms (i.e. leasing) was ‘useful in alleviat-
ing these distortions’. The Bureau of Industry
Economics report represented a constructive
input into the broader consideration of the future
structure and features of the taxation system.

In November 1994, the Government commis-
sioned its then Economic Planning Advisory
Commission (EPAC) to investigate how the
private sector might best participate in the
provision of public infrastructure. In its May
1995, EPAC's Private Infrastructure Task Force
Interim Report noted that the issue of tax
arbitrage through leasing by tax exempt bodies
should be dealt with by developing appropriate
rules for leasing rather than placing restric-
tions (legislated initially as section 51AD and
Division 16D and replaced from 1 July 2007
by Division 250) on particular types of infra-
structure investments. In response to this and
to the need to define leasing for the purposes
of its exclusion from the proposed accruals
legislative regime for the taxation of financial
arrangements, in June 1995 a joint Treasury/
Tax Office review of leasing arrangements
was announced. Its objective was to replace
the current leasing framework (based on Tax
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Office public and private rulings and advices
and on passing regulatory references) with a
comprehensive legislative framework which
did not ‘place unwarranted roadblocks in front
of legitimate separations of economic from
legal ownership (including in relation to private
sector participation in infrastructure provision)
while also preventing unwarranted tax benefit
transfers’. AELA made preliminary input to this
forum, which was then overtaken by the broader
Review of Business Taxation (RBT).

In its initial February 1999 discussion paper, the
RBT proposed that a lease be treated as a sale-
and-loan for tax purposes. This approach was

in line with its high level design principles of
simplicity and certainty, on the basis that ‘trans-
actions with similar economic substance should
be treated in a similar manner’ so that the

‘allocation of resources reflects market realities’.

AELA disagreed with the presumption of this
device and argued for the benefits of leasing’s
tax benefit transfer capacity, which its adoption
would negate. In subsequent discussions with
officials, the exclusion of so-called ‘routine’
leases from the proposed regime was canvassed,
with the criteria for such leases being those
tests which had been developed over the years
to identify genuine leases. AELA supported

this policy direction. However, when the RBT's
final report was released in September 1999,
the criteria for such ‘routine’ leases bore little
resemblance to market practice. In the event,
the Government did not include them in the first
or subsequent tranches of implementation.

During 2006 AELA made a number of submis-
sions to Treasury on the proposed new regime

for the Taxation of Financial Arrangements
(TOFA), and met with the Assistant Treasurer
and Minister for Revenue in this regard. AELA
accepts that leases are but one of several
arrangements (including hire purchase and
chattel mortgages) widely used to finance the
acquisition of plant and equipment, and at one
level a case could be made for the inclusion of
leasing in a TOFA regime. However to do this,
i.e. to treat leases as ‘sales-and-loans’ and tax
their implied interest income stream rather than
to maintain the established approach of taxing
their periodic ‘rentals less depreciation’, would
destroy leasing’s TBT capacity to the detriment
of the business sector.

AELA maintained that there was no intrinsic
reason for the TOFA regime to include leases.
The over-riding policy issue is whether leases
should continue to facilitate TBT; that is, should
firms just starting-up, those restructuring or
those otherwise in a bona fide tax loss situation
be given the benefit of the same deprecia-

tion and similar allowances that are available
generally. Accordingly AELA submitted that the
TOFA proposals should reflect existing policy, by
way of the specific exclusion of leasing from the
proposed regime.

The TOFA Stages 3 and 4 Exposure Bill was
released for comment in October 2008, as
the 2007 TOFA Bill lapsed due to the Federal
election. Division 230 applies to ‘financial
arrangements’, and sets out the methods

for bringing gains and losses to account for
tax purposes. In broad terms, a Division 230
financial arrangement is one where the rights
and obligations under that arrangement are



‘cash settlable’. It is pleasing to report that the
Explanatory Memorandum notes that most
leasing arrangements will not be cash settlable
financial arrangements under Division 230, and
to that extent leasing will continue to retain its
TBT capacity. Division 230 is to apply to income
years commencing on or after 1 July 2010, with
a taxpayer election to apply to income years
commencing on or after 1 July 2009.

As indicated previously, leasing is a mix of
debt and equity in financing equipment utilisa-
tion, which will test any regime preferring the
simplicity of rules, which avoid this duality.
AELA's role continues to be to advance the
long-term economic benefits of the lease
product’s tax benefit transfer capacity.

Leasing Tax Guidelines
Because of the significance of its tax benefit
transfer capacity, a regular issue over the years
has been the definition of what constitutes
‘genuine leasing transactions for plant and
equipment’. Unfortunately a starting point in this
regard has often been what is referred to as 1T28
— a 1985 Tax Office Ruling which reproduces
a July 1960 Circular from the Commissioner
of Taxation which aimed at distinguish-
ing “an ordinary commercial lease entered
into in the normal course of trade’ from an
arrangement where the repayments were ‘in
substance consideration for the sale of the
goods purported to be leased.’

Several criteria were set down in this Circular to
be included in a ‘genuine’ lease to evidence its
‘current’ (i.e. full amount of rentals tax deductible
by the lessee) rather than ‘capital’ (i.e. lessee
deducts only notional interest and depreciation)
nature.

In certain respects however, these criteria differ
from what is ordinarily included in a lease and
these differences have on occasion confused
policy and administrative discussion. This
confusion first arose in November 1989 when
a Taxation official cited the IT28 criteria as the
benchmark for a ‘genuine’ lease. Subsequently a
degree of uncertainty as to Tax Office approach
arose when some commentators interpreted
this citation as a major departure from the
then existing tax treatment; that this was not
the case was later confirmed by the Tax Office
—however the differences and potential for
confusion remained.

In October 1990, the Tax Office convened a
waorking group comprising Treasury, legal,
accounting and taxation professional groups,
as well as Tax Office and Industry representa-

tives to discuss the broader policy framework
for leasing. At the conclusion of the meeting,
AELA was asked to prepare an ‘omnibus’ draft
ruling, bringing together the series of rulings
on particular lease-related matters made in
public and private rulings by the Tax Office over
the previous thirty years. This was completed
and was made available to provide a compre-
hensive basis for any further consideration of
the lease product’s legal, taxation, accounting
and commercial context as it has developed in
Australia.

In this ‘omnibus’ draft ruling, AELA amongst
other things reconciles IT28 with the commercial
reality of the current lease product. In essence
what occurred was that during 1961 the Tax
Office issued further statements which qualified
the earlier criteria. Had these changes been
incorporated in IT28 when it was released in
1985, much of the confusion would have been
avoided.

This has particularly affected two areas: residual
value indemnities and the acceptable term of the
lease. Contrary to IT28, most existing finance
leases provide that the lessee cover any loss

on sale of the equipment by way of a residual
value indemnity. This has been an important
commercial feature of the Australian market.
Because of Australia’s geographic expanse and
remoteness, second-hand equipment markets
are generally more shallow. When added to high
transport and other frictional costs, there is a
much higher equipment risk domestically than
would be the case in a lease of similar goods

in major overseas markets. The costs and risks
associated with retrieving and selling a particu-
lar item of specialised plant at the end of the
lease, when the plant is located at a remote site
in Central Queensland, is much greater than if it
were occurring in Europe or North America.

But for the residual value indemnity, the cost

of leasing such equipment would need to be
significantly increased for the explicit pricing

of this aspect of equipment risk which is not
already bundled with the transaction’s credit
risk. Whereas at present the lessee indemnity
renders this risk implicit (and largely unpriced)
any change would not only force up the cost of
equipment financing to Australian business but
to the extent that financiers could not accommo-
date the priced risk within their prudential objec-
tives, it would also add to tax loss carry-forward
distortions currently ameliorated by leasing’s tax
benefit transfer capacity.

The reconciliation of this feature with [T28 as
published, dates from November 1961 when the

Tax Office advised that such indemnities were
permitted subject to a number of conditions
dealing with commerciality.

Similarly, also in 1961, the Tax Office revised

its earlier position indicating that 'no objection
would be taken to the leasing of plant and
machinery for the period of its estimated life’
provided always that the transaction was arms-
length and commercial. This position was made
less certain in March 1994 however when Tax
Determination TD94/20 (now withdrawn) put
the view that an acceptable lease should not be
written for the whole or a substantial part of the
asset’s useful life. As this is a common feature
of the lease product, AELA requested the review
of this matter; given the range of views taken
on how effective or useful life is assessed, the
Determination did not however present much
practical difficulty. In this context, Income Tax
Ruling TR2006:5, ‘Income Tax: effective life

of depreciated assets’, notes the following

at paragraph 62 under the heading of ‘Lease
periods”: ‘Because effective life is, among other
things, the period a depreciating asset can be
used for the relevant purposes, it is unlikely that
an asset could be leased for a period greater
than its effective life. Consideration of this
factor will, in many instances, suggest that the
effective life of an asset is no shorter than the
period it is leased’.

A further area of tax guidelines for the
Australian lease product relates to residual
values. The July 1960 Circular (later published
as IT28) set a range of residual values which
the Tax Commissioner considered to be reason-
able and realistic. The schedule derived from
historical depreciation rates for particular types
of equipment and had its RVs set at 75% of

the relevant prime cost written down value, in
recognition that lessees are likely to inflict more
wear and tear on the equipment than owners.
The schedule was subsequently confirmed in
January 1981 through IT174, and in July 1993,
via TD93/142, it was recast in terms of underly-

ing effective life rather than prime cost deprecia-

tion rate.

For the record the guideline is shown in the
accompanying panel.

The Determination notes that residual values
lower than those outlined in the guideline

may be used where a well-considered and fair
estimate of the likely market value of the item
at the end of the lease warrants this. AELA
supports this commercially realistic approach.
Following the Government's adoption of the RBT
recommendation to fund most of the Revenue



Effective Life In Years: 5 10 133 20
Term of lease Minimum Residual Value — % of Cost

1 Year 60% 63.75% 67.5% 68.5% 70%
2 Years 45% 52.5% 60% 62.5% 65%
3 Years 30% 41.25% 52.5% 55% 60%
4 Years 15% 30% 45% 50% 55%
5 Years nil 18.75% 37.5% 45% 50%

foregone in dropping the company tax rate from
36% to 30% by removing the acceleration in
the broad-banded safe-harbour depreciation
regime, the Commissioner of Taxation was
charged with revising his determinations of
safe-harbour effective lives of a wide range of
assets. Taxpayers continue to have the option
to self-assess the effective life of an asset as
an alternative to adopting the Commissioner’s
schedule, or where they are in existence to apply
statutory caps.

In the first round of revisions, from 1 July 2002
the Commissioner increased the effective life
of aircraft from 8 to 20 years, of offshare oil/
gas platforms from 20 to 30 years and of mator
vehicles from 6.67 to 8 years. In the case of
aircraft and offshore platforms, the Government
legislated statutory caps of 10 and 20 years
respectively, considerably ameliorating or
removing the impact of the Commissioner’s
change. Recourse to statutory caps of course,
does not mean that the revised effective lives
are incorrect, rather they are to address competi-
tive factors in particular markets.

For motor vehicles, the variation did not present
a significant concern at the time, but in the
recent period the second-hand market for cars
has demonstrated considerable fragility. The
Commissioner proposed, as from 1 January
2004, to increase the effective life determina-
tions from generally 6.67 to 12 years for light
commercial vehicles and 15 years for trucks. As
these increases were considerably greater than
that for motor cars, the determination potentially
had a much more dire consequence for the
resulting safe-harbour residual value and hence
equipment and credit risk.

In response, AELA developed a co-ordinated
approach to assist members in addressing these
impacts, which incorporated the following
elements: a request to the Tax Office to delay
implementation of the revised determinations;

a request to the Government to introduce
statutory life caps for these assets; the devel-
opment of a methodology consistent with

the Tax Office framework to enable lessors to
confidently self-assess an effective life shorter
than the Commissioner’s determinations; and
the assembly of independent data on the
market value of light commercials and trucks
for common end-lease periods, as a basis for
members to adopt more realistic minimum
residual values, and also to support the intro-
duction of statutory caps and effective life self-
assessment.

In the event the Tax Office twice deferred the
revised determinations, initially to 1 July 2004
and then to 1 January 2005. In the meantime the
Government announced (in August 2004) that
statutory effective life caps would be introduced
for light commercial vehicles, trucks, buses (7.5
years) and truck trailers (10 years) effective as
from 1 January 2005. This issue is covered in
more detail later in this Review in the section
dealing with ‘Trucking and Transport Issues’,

but in brief the statutory caps have resulted in
depreciation allowances for these assets more
in line with the fall in their value.

AELA has subsequently again written to

the Commissioner of Taxation in relation to
the impact of the substantial increase in his
determinations of effective lives of assets on

‘safe-harbour” minimum residual values in leases.

These are resulting in very high ‘safe-harbour’
residual values, presenting an unacceptable
credit risk for financiers, in that the asset at the
end of the lease is likely to be worth consider-
ably less than the safe-harbour residual value
pursuant to the revised effective lives.

AELA is not suggesting that the Commissioner’s
revised determination is not an accurate reflec-
tion of the ‘effective life’ of an asset, but rather
that an asset’s value does not depreciate in a

‘straight-line over the effective life and in the

early years the depreciation is disproportion-
ately high. That such straight-line depreciation
does not provide an accurate reflection of an
asset's loss of value in its early years has been
recognised by the Government in recent times
in two ways. Firstly, the introduction of statutory

effective life caps (first introduced in January
2002), and the 2006 Commonwealth Budget
announcement that the diminishing value (DV)
rate of depreciation would increase from 150%
t0 200%. In announcing this measure, the
Treasurer stated that it would ensure that depre-
ciation deductions for income tax purposes more
closely reflected an asset’s decline in actual
value. AELA accordingly requested that lessors
should be given similar ability to use effective
life caps (when in place) and DV depreciation

in utilising the safe-harbour residual value
methodology, but at the time of writing the
Commissioner has not acceded to this request.

Guidance is also provided for practices on
trade-ins and in relation to balloon payments.
This is via TR98/15 which states that where

a previously leased asset is traded-in on a
replacement asset, the trade-in credit is taken
into account in determining the lessee’s taxable
income, notwithstanding that the proceeds are
not paid to the lessee but are used to reduce
the cost of the replacement asset or the lease
payments that would otherwise be payable. The
Ruling also specifies when balloon payments are
deductible.

In the equipment finance area of hire purchase,
the Government in February 1998 announced
that it would formalise the long-standing
(October 1951- IT 196) administrative practice
whereby taxpayers acquiring assets by hire
purchase are treated as owners for eligibility

to depreciation and other capital allowances.
Coincidentally a Federal Court decision in Bellinz
v Commissioner of Tax, found that a lessee (in
this instance, a leveraged lease partnership)
with an unexercised purchase option, held insuf-
ficient ownership rights to be regarded as the
owner for the purposes of claiming depreciation.
Given the legislative amendments by way of
Division 240 of the Income Tax Assessment Act
1997, this decision has not had major conse-
quences for regular hire-purchase transactions,
however AELA has continued to monitor devel-
opments to ensure no unforeseen outcomes.

A number of other areas of the Commonwealth
taxation framework affect leasing.

In May 1994 the Tax Office issued Draft Taxation
Ruling TR94/D26 on depreciation of fixtures.
The legal principles discussed in this ruling
would, in some instances, preclude the avail-
ability of depreciation, not because of limits on
tax benefit transfer, but because of the general
law of property. Representations were made by
AELA and on 11 June 1996 the Federal Treasurer
announced that legislative amendments would



be introduced to ensure that lessors retain
entitlements to depreciation where leased
equipment is a fixture on someone else’s land,
and where the lessor has an effective right to
remove the equipment. In April 1997 legislation
was introduced to ensure that lessors retain this
right to claim depreciation.

In August 1995 the Tax Office issued Taxation
Ruling TR95/30 on Sale and Leasebacks. The
Ruling addressed many of the concerns raised in
AELA's submission on the draft, and states that
where an arrangement is legally characterised
as a sale and leaseback then generally the
lessor is entitled to claim depreciation and other
deductions, and the lease payments are deduct-
ible to the lessee. A draft ruling TR2006/D5 was
issued in April 2006, which revised and updated
TR95/30, and was issued in November in final
form as Tax Ruling TR2006/13. This Ruling
confirms the general tax treatment for sale and
leaseback described in TR95/30.

Car Finance
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cause the Commissioner to exercise this discre-
tion. A further area in which Tax Office rulings
have been relevant is that of novated leases.
These leases involve an employee leasing a
vehicle (often as part of a salary package) from
a leasing company, with the obligation to make
the repayments novated (i.e. taken over) by the
employer for the term of employment.

Following the August 1996 changes to the
Luxury Vehicle Depreciation Limit (i.e. lessee
becomes owner for tax purposes), some
confusion arose as to the tax consequences for
lessees under ‘partial novations’; subsequently
TR 1999/15 was released which ensured no tax
implications for lessees, provided that the condi-
tions in the Rulings are met and AELA welcomed
this outcome.

In May 2001 the Government introduced legis-
lation for the recommendations of the Ralph
Review of Business Taxation to unify the various
Capital Allowance regimes. The ‘second hand
plant rules’ are part of the Uniform Capital
Allowance (UCA) regime, and apply from 9
May 2001. Generally, when calculating tax
deductions for depreciable assets the taxpayer
can choose either the diminishing value or

the prime cost method, and choose either the
Commissioner’s safe-harbour determination of
effective life or self-assess the effective life

of the asset. However, under the ‘second-hand
plant rules’ these choices are restricted.

The new holder of the asset (being the person
entitled to depreciation deductions under

the UCA regime) is required to use the same
method and same effective life used by the
former holder. Where the new holder does

not know and cannot readily find out which
method and/or effective life the former holder
was using or the former holder did not use a
method and/or effective life, the second hand
plant rules provide a default rule, being the use
of the diminishing value method and/or the
Commissioner's determination of effective life.
This seems to be the general outcome in practice.

Leveraged Leasing and Leasing to
Government and other Tax Preferred
Entities

The general structure of leveraged leasing
in Australia is also determined within the
Commonwealth taxation framework.

The July 1983 Tax Ruling IT2051 set down the
guidelines for ‘acceptable’ leveraged leases.
Where the transaction is structured according to
this Ruling and does not have any other unusual
feature, it is not necessary to seek Tax Office



approval. The Ruling covers debt/equity ratio (20
percent), capitalisation of charges (not allowed)
and residual values (fair estimate of market
value at lease end). Subsequently in June 1985
a further Ruling (IT2169) extended a number

of these requirements to equity or partnership
leases.

Another area where leasing structures have
been affected by tax laws is leasing to tax
exempt public and semi-government authorities.
Following the announcement of restrictions

in December 1981 (denying the Investment
Allowance in leveraged arrangements where

a tax exempt was the real end-user), and June
1982 (denying all ownership deductions (depre-
ciation, interest and Investment Allowance)

in leveraged or similar arrangements where
overseas plant or sale-and-leasebacks to tax
exempts was involved), in May 1984 Division16D
of Part IIl of the Act was added (Sns 159GE-GO)
which effectively required that traditional
finance leases to these bodies be tax accounted
by lessors only using the ‘finance” method (i.e.
the interest earned from the transaction). The
rationale behind this was to deny the depre-
ciation claim (among other deductions) for
(especially State and Territory) public sector and
overseas (‘cross border’) equipment investment
against Commonwealth Revenue caused by the
lessor using the ‘asset” method (i.e. rentals less
depreciation).

Unfortunately aspects of the Division 16D
definitions as to what constituted a finance (as
distinct from operating) lease differed from the
accounting standard with the result that many
operating leases could not be offered to govern-
ment authorities. Of particular concern was the
requirement that where the total repayments
under the arrangement exceeded 90 percent

of the cost price of the property, the arrange-
ment was a finance lease — in the accounting
standard this 90 percent test relates to the
present value of the repayments. Over the years
AELA made several submissions seeking that
present value be taken into account.

Following from the RBT recommendations,

the Government proposed a new legislative
framewaork to replace Division 16D (and section
51AD), which govern the tax treatment of
leasing and similar arrangements with tax
preferred entities.

In August 2007 the government introduced
the long-awaited tax-exempt asset financing
reforms, Division 250, which replaced Division
16D and Section 51AD. Division 250 applies
to leasing and similar arrangements between

taxpayers (e.g. lessors) and the tax preferred
sector. Arrangements coming within Division
250 are denied capital allowances, and taxed
as a financial arrangement on a compounding
accrual basis.

The Division broadly applies where the taxpayer
does not have the ‘predominant economic
interest’ in the asset. Short-term and relatively
lower value arrangements are excluded, ie
where the arrangement does not exceed 12
months or where the ‘financial benefits' are less
than $5 million. The Division does not apply to
hire purchase arrangements with a tax preferred
entity, and these are treated as ‘notional loans’
under Division 240 of the ITAA.

Finance leases to tax-exempt bodies prima facie
come within Division 250 because they contain

a guaranteed residual value, and operating
leases are prima facie within this Division if they
are ‘effectively non-cancellable’ or the present
value of the expected financial benefits under
the lease exceed 70% of the market value of

the asset. However, both finance and operating
leases are excluded if any of the following
applies: the lease does not exceed 12 months; or
the taxpayer (ie lessor) is a small business entity;
or the financial benefits under the lease do not
exceed $5 million. There is a further exclusion
for leases of non-real property, where certain
criteria are met.

In relation to public sector leasing, from the
1993-94 year, the previous Loan Council Global
Limits for borrowing were replaced by Loan
Council Allocations which include operating
leases as a memo item where payments under
such leases have a net present value of more
than $5 million. In March 1994, Guidelines for
Loan Council Coverage of Infrastructure Projects
with Private Sector Involvement were issued.
The risk-weighting approach involves estimat-
ing the degree of public sector risk exposure

in an infrastructure project and including that
exposure in the particular State or Territory's
Loan Council Allocation.

With a range of privatisations involving assets of
previously exempt entities entering the private
sector, in 1998 the Government introduced a
number of technical amendments (effective

from 4 August 1997) to limit the depreciation
deductions that can be claimed by purchasers of
tax exempt entities, to the higher of the asset’s
notional written down value or its undeducted
pre-existing audited book value.

Tax Incentives and Disincentives
Historically Australian Governments have

provided a range of capital allowances via the
taxation system to encourage or discourage
various equipment investments. Qver the years
AELA has put forward the following principles to
the series of business tax reviews; these focus
specifically on international tax relativity:

— the rate of Australian company tax should
be at a rate which is in line with that of our
major trading partners and competitors;

— the Australian depreciation regime should
not be any longer than that of our major
trading partners and competitors; and

— the level of investment incentives in
Australia should be kept similar to and not
less than those applicable in our major trad-
ing partners and competitors.

AELA firmly believes that the abave principles
of business tax relativity should be kept under
review, also taking into account the changing
mix of other socio-economic variables (e.g.
inflation, interest rates, wage growth, ‘regula-
tory burden’). To the extent that these get out
of balance with those economies with which
Australian business is expected to compete,
investment incentive and capacity can be
adversely affected, and the business taxation
system should be ready to foster investment
over consumption without disturbing the overall
policy mix.

The 1999 Review of Business Taxation (RBT)
recommendations and the Government’s
response, came at a most positive point in the
cycle of domestic economic and fiscal outcomes,
with the consequence that the level of invest-
ment incentive was reduced. This trend was
most obvious in the RBT recommendations on
depreciation as well as in the Commissioner of
Taxation's changes to effective life determina-
tions for a range of assets, which has resulted in
a lengthening of safe-harbour effective lives and
an associated reduction in annual depreciation
allowances for those assets. In response, the
Government has introduced statutory effective
life caps (shorter than those re-assessed) for
some asset classes and in the latest period
increased the diminishing value depreciation
rate to better reflect an asset’s actual decline

in value.

It is noteworthy however that such outcomes,
especially their international relativity to major
trading partners and competitors, can and do
change.

By way of background it is worth recording the
series of incentives which have been operating
in the market. In 1975/76 a ‘double’ depreciation
acceleration (relative to the Tax Commissioner’s



long standing safe-harbour rates) measure
was introduced. From January 1976 this

was replaced by a 40% General Investment
Allowance and from August 1980 a 20% depre-
ciation acceleration. In 1978 the Allowance
dropped to 20% and in April 1981 both the
Allowance and the depreciation acceleration
dropped to 18%; the Allowance as scheduled
phased-out on 30 June 1985.

In 1982 a simplified depreciation accelera-

tion regime was introduced which wrote-off
equipment over 3 or 5 years. In May 1988

the pre-existing Commissioner’s depreciation
rates were restored with the prior accelera-
tion increased from 18 to 20%. In March 1991
an ‘effective life" self-assessed regime with

a default 7-tier broad-banded safe-harbour
schedule was introduced. In February 1992

the tiers were reduced to 6. In February 1993

a 10% Investment Allowance was introduced
for items over $3,000 (phasing-out June 1994).
As with the previous year's 10% Development
Allowance (for large scale projects of more than
$50 million) the long-standing rules whereby the
lessor or lessee could apportion the claim were
applied.

In March 1995, a 10% Drought Investment
Allowance was introduced, to run for 5 years
with a cap of $5,000 per lessee taxpayer per
year. Reflecting the Government's recognition
of the benefits of leasing’s tax benefit transfer
capacity, the cap for lessors was $5,000 per item
per year. Following adoption of the RBT recom-
mendation, from September 1999 the accelera-
tion implicit in the 6 tiers was abolished and
the Commissioner's pre-existing effective life
schedule re-instated, and an on-going review of
that schedule was commenced. Over the period
from 1975 to the present, the company tax rate
has been reduced from 49% to 30%.

In the 2006 Budget, the Treasurer announced
the increase in the diminishing value (DV) rate
of depreciation from 150% to 200% of the

prime cost (PC) method. This measure applies to
assets used for a taxable purpose acquired on or
after 10 May 2006. It includes assets subject to
leasing arrangements, and to that extent is tax-
neutral as between leasing, hire purchase and
chattel mortgage.

In December 2008, the Government announced
a 10% Investment Allowance to apply to
equipment acquisitions of over $10,000
contracted for before 30 June 2009. AELA is
working with officials on the detailed operation
of the measure.

As for tax incentives, so too for disincentives. In
1979 the Sn57AF Motor Vehicle Depreciation
Limit was introduced as a disincentive to ‘luxury’
motor vehicle purchases. Initially set at $18,000
it has been annually indexed in line with the
motor component of the Consumer Price Index
to now (2007-08) stand at $57,180. In recent
years AELA has sought review of the Limit both
generally, given the range of other tax imposts
on luxury vehicles (FBT, GST, Luxury Car Tax) and
specifically for anomalies; in 1993 the provi-
sions were amended to clarify that for lessors
with substituted accounting periods the Limit
applied to vehicles first used from July each year,
and in 1997 changes were made to ensure that
where the indexation factor was negative in a
given year, the Limit does not change. AELA has
also submitted that where the vehicle is used to
produce assessable income (such as hire cars and
limousines) it should be excluded from the Limit.

By limiting the depreciation claimed by the
lessar, the disincentive measure worked to
increase the rental paid by the lessee. This only
operated however where the lessor was in a
taxable position to claim the depreciation within
the Commonwealth tax system and in a number
of circumstances lease arrangements were such
as to negate the price impact of the Limit. After
several attempts to stabilise the market disrup-
tion which resulted, the Government in August
1996 introduced legislation to treat the lessees
of such vehicles as if they were the owner for
tax purposes, effectively treating the lease as a
sale-and-loan for tax purposes. The measure has
been implemented without major disruption to
achieve the Government's objective.

In the May 2008 Budget the Government
announced an increase in the luxury car tax

from 25% to 33%. Senate amendments to these
proposals have resulted in two thresholds for the
purpose of determining luxury car tax, a ‘general’
threshold and one for ‘fuel efficient’ vehicles.

Review of Business Taxation

The then Government's August 1998 Tax Reform
announcement, which foreshadowed the GST
and a range of changes to personal income
tax, also set in train a review of the business
tax system. That Review (comprising three
prominent businessmen, Messrs John Ralph
(Chairman), Rick Allert and Bob Joss) was set
a clear goal: to reduce the rate of company tax
to 30% (from 36% then current) on a Revenue
neutral basis. With the cost to Revenue of such
a company tax rate cut estimated in the order
of $3 billion per annum, the achievement of
neutrality was a considerable challenge.

In February 1999, a discussion paper (‘A
Platform for Consultation’) was released by the
Review. This highlighted the acceleration (over
effective life) of depreciation inherent in the

Tax Commissioner's broad-banded safe-harbour
depreciation schedule (IT2051) as an annual cost
to Revenue of some $2.5 billion. Other integrity,
reform and high level design issues were also
identified.

In the event, at the end of July 1999, the RBT
final report and recommendations were handed
to the Government and on 21 September, the
first tranche of policy responses was announced.
Key amongst these was the immediate abolition
of accelerated depreciation to in large part
compensate for the phased reduction in the
company tax rate to 30% for the year-commenc-
ing 1 July 2001 (34% for 2000/2001). A range
of ather decisions were also taken, including
the immediate removal of the 13 month rule

for advance expenditure and of the balancing
charge offset on equipment disposal. Further
decisions were deferred to a second tranche to
be the subject of further study.

In AELA's main representations to the RBT, it was
accepted that it was a matter for Government
policy to set the level of equipment invest-

ment incentive (implicit in the particular mix

of company tax and depreciation rates) for a
given state of economic activity. AELA's concern
however, is that within such tax mix as deter-
mined, leasing’s tax benefit transfer capacity
should not be inhibited. That the changed tax
mix represents a disincentive to equipment
investment needs to be borne in mind when
financing decisions are being made, as the lease
rental (where the lessor has priced the lower
depreciation) will reflect it whereas the loan
repayment will not; after tax however, the disin-
centive effect is the same.

The Government's response to the Review

also introduced a new Simplified Tax System
(STS) for 'small businesses’, defined as those
with average annual turnover of less than $1
million. This measure incorporates an immediate
write-off for capital purchases up to $1,000

and a simplified depreciation regime (including
access to the pre-existing accelerated write-off
rates until 30 June 2001), after which all eligible
assets (ie with an effective life under 25 years)
will be pooled and the pool depreciated at the
declining balance rate of 30% per annum. This
can represent a significant incentive for such
businesses and AELA has raised with the
Government the need for lessors to be able to
price its benefit into relevant lease rentals.



Anather RBT policy area which subsequently
required AELA's attention was the changed
approach to Thin Capitalisation. While previ-
ously this measure had centred on the preven-
tion of Australian Revenue being adversely
impacted by the payment by foreign controlled
companies of tax deductible interest to overseas
parents or associates rather than the return of

non-tax deductible dividends to the same parties,

the RBT approach taken up by the Government
was to restrict such deductible payments to

all parties, overseas or domestic, related or
non-related. From AELAs perspective, it was
necessary to ensure that the leasing portfolios
of our overseas-owned members were not disad-
vantaged by the operation of the prescribed
financial intermediary gearing. Also important
was to ensure that the Debt/Equity Rules which
accompanied the restrictions, did not adversely
impact on affected lessees. In the event, these
objectives were achieved.

A range of other higher level tax system change
proposals affecting equipment investment and
finance were also under consideration. Of these
the proposal to introduce the Tax Value Method
was potentially the most significant, but in
August 2002 the Government announced that

it had accepted the recommendation from the
Board of Taxation not to proceed with the Tax
Value Method; this decision was welcomed by
AELA members.

Australia’s Future Tax System

In early 2008 the Government established the
review of Australia’s Future Tax System (AFTS)
to comprehensively review Federal and State
taxes, with the final report to be provided to the
Treasurer by the end of 2009. An initial discus-
sion paper was released by Treasury in August
2008, setting out the framework of Australia’s
tax and welfare systems. In areas relevant to
AELA, the paper noted that Australia’s corporate
tax rate of 30% is above the OECD average of
26.6%, whereas in 2001 when our rate went
from 36% to 30% the OECD average was 32.5%.
In relation to effective life depreciation, it
suggests that corporate tax reductions in other
OECD countries have been partly financed by
less generous tax depreciation allowances, and
that effective life depreciation coupled with the
2006 introduction of the 200% rate for the dimin-
ishing value method have resulted in a greater
alignment of tax depreciation with economic
depreciation.

AELA's submission to the review suggested that
Australia introduce GST zero-rating of financial
services. The most undesirable feature of our
present input taxation is the over-taxation of

business consumption of financial services;
without the entitlement to the input tax credit,
the GST is no longer in fact a value added tax.
Other countries have introduced zero-rating or
equivalent mechanisms to rectify this distortion,
and Australia’s GST regime needs to regain its
international competitiveness.

We also suggested the abolition of luxury car
tax. Even with this abolition, ‘luxury’ cars would
remain subject to limits on depreciation and
input tax credits, tax imposts not borne by any
other goods. For these purposes a common
threshold of $75000 should apply, indexed to the
general Consumer Price Index.

Our submission proposed an alternative to

the current Fringe Benefits Tax statutory
formula, increasing the present four bands so
as to remove the incentive for more car use.
This would also provide consistency with the
operating costs method, reduce compliance
burdens, ameliorate greenhouse gas emissions
and address tax expenditure concerns. A
significant micro-reform move would be the
further abolition of state taxes. The legislative
framework covering remaining state taxes
should be made uniform. We await the Review's
recommendations.

Goods and Services Tax

In September 1997 the Government announced
the establishment of a Task Force on Taxation,
commencing a process which has delivered
one of the most pervasive tax reform initiatives
in Australia’s history. The GST legislation was
introduced into the Parliament on 2 December
1998 and commenced operation on 1 July 2000.
AELA was closely involved with its members

in preparing for GST. In the early stages this
activity focused on representations to the
Government concerning the transitional provi-
sions; AELA suggested that special transitional
arrangements should apply so that goods
acquired in the wholesale sales tax regime
should not be subject to GST in addition to
wholesale sales tax already borne. AELA was
very appreciative of the final rules to apply to
hire purchase agreements in this regard, that
is, there were no GST consequences for hire
purchase contracts entered into prior to 1 July

2000. Following extensive AELA representations,

partial relief was also provided for operating
leases entered into prior to 2 December 1998.
However, the outcome in relation to those
remaining leases of equipment, which had
already borne sales tax and subsequently
attract GST on rentals and on sales at lease end,
resulted in significant lessee concern. In many
of these cases the recipients of the supply were

entitled to input tax credits, but nevertheless
they were concerned about the perception of
double tax. The major hardship occurred where
the recipient was not entitled to full input tax
credits. AELA again raised this issue with the
Government as this negative lessee sentiment
extended beyond the transitional GST period,

as leasing contracts have a typical life of 3-4
years. AELA requested that the Government give
further consideration to ameliorating this impact,
particularly where the recipient was not entitled
to input tax credits, however this relief was not
forthcoming.

Following the release of the legislation in
December 1998, AELA worked in conjunction
with a major accounting firm to prepare a
comprehensive GST Guide for members, which
was subsequently updated in to reflect all
interim changes, and to take account of the ATO
public rulings relevant to our members, and also
the specific private rulings provided to AELA.

AELA worked closely with the Tax Office in
preparing for the introduction of GST. This
process clarified a significant number of issues
for members, as AELA obtained private rulings,
which cover the GST consequences of the
crucial operational issues dealt with by finan-
ciers on a day-to-day basis. AELA and members
were particularly appreciative of the assistance
provided by the Tax Office in this regard.

The GST treatment of the leasing and equipment
finance facilities provided by AELA members
traverses the full GST spectrum. At one end,
chattel mortgages are treated as a financial
supply; such transactions are accordingly input-
taxed, no GST is payable on the provision of

the loan or the repayment of the interest and
principal, but the financier is unable to claim
input tax credits for GST incurred on costs
related to the provision of the loan (subject to
the operation of the Reduced Input Tax Credit
(RITC) rules). When the customer uses the loan
funds to purchase the item of property, GST may
well be payable by the customer on the acquisi-
tion of the property. Input tax credits may be
claimable by the customer, provided they are
entitled to a credit.

At the other end of the GST spectrum, both
finance and operating leases are taxable
supplies; lease rentals incorporate a GST
component, but in most cases the business
lessee will be entitled to an input tax credit for
this component. When the lessor purchases

the equipment, the purchase price will be
GST-inclusive. However, the lessor should be
entitled to a full input tax credit for both the GST



cost incurred in acquiring the equipment and
other operating expenses (subject to any specific
input tax credit rules, such as the phasing-in

of input tax credits which applied for motor
vehicles).

In between these two ends of the spectrum, a
hire purchase transaction may have both a
taxable and a financial supply component. To
the extent that the consideration is referable to
the sale of the asset, this component of a hire
purchase is a taxable supply. The financier is
liable for GST on this component, and is entitled
to input tax credits for GST costs referable to the
supply of the asset. The provision of credit under
a hire purchase agreement is a financial supply,
and therefore input-taxed, where the credit is
provided for by way of a separate charge and the
separate charge is disclosed to the customer.

Accordingly there are two types of hire purchase
agreements for GST purposes. Under agree-
ments where no separate credit charge is
disclosed to the customer, the hire purchase

will be treated as a taxable supply. That is, the
financier is liable for GST on all charges under
the agreement, and will be entitled to input tax
credits in relation to all acquisitions required to
make that supply. By contrast, under agreements
where a separate credit charge is disclosed
there will be two types of supplies: a financial
supply and a taxable supply. The liability for GST
on the taxable supply arises at the commence-
ment of the agreement and not continually
throughout the period of the agreement. There
is no liability for GST on the financial supply
component of that hire purchase; the GST

cost incurred by the financier in acquiring the
equipment is recoverable as being referable to
the onward supply of the equipment by way of
the hire purchase. However, GST costs incurred
by the financier in respect of other operating
costs are unlikely to be fully recoverable, as they
will be partly referable to the provision of credit,
which is an input-taxed supply.

AELA continues to work with the Tax Office in
relation to issues that arise. Whilst such issues
have generally been resolved in a satisfactory
manner, one which is causing concern is the
treatment of cash basis taxpayers under hire
purchase arrangements. AELA has put the view
that hirers who account for GST on a cash basis
should be entitled to claim input tax credits in
the tax period in which the GST liability arises
under the hire purchase agreement. Where

the financier is an accrual basis taxpayer, as in
virtually all cases, a cash basis hirer should be
entitled to an input tax credit at the commence-
ment of the hire purchase agreement.

Equipment Finance by State
$Million per Month Trend

1200

1000

NSW
800

600
VIC

400

200

0

93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08
to end June

Equipment Finance by State
$Million per Month Trend

240
210
180 WA
150
120
90
60
30

0

93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 0¢
to end June



In August 2004 AELA made further submissions
to Treasury on this issue, providing analysis
which concluded that the present treatment

did not provide a neutral and efficient taxation
outcome, and an international comparison which
highlighted that comparable GST/VAT jurisdic-
tions have introduced special rules to ensure
that a cash basis taxpayer under a hire purchase
agreement can claim input tax credits upfront.
This issue was a major feature of AELA's submis-
sion to the 2008 Board of Taxation's GST Review.

Also in the GST area, the Tax Office released a
Ruling (GSTR 2003/11) on early termination of
leases, which addressed the main issues raised
by AELA. Any payment received to compensate
the lessor for genuine damages flowing from
early termination as a result of default by the
lessee is not consideration for a supply, and no
GST liability attaches to this payment. Similarly,
no GST liability attaches to a payment relating
to a casualty event. The Ruling also confirmed
that an amount payable on late payment of
lease instalments is a financial supply, hence
input-taxed and no GST applies.

In early 2006, the Tax Office issued three
Interpretative Decisions (IDs) in relation to the
GST consequences when a hirer defaults under
a hire purchase and the financier exercises its
right to terminate the agreement. Importantly,
these IDs confirm that the financier is entitled to
a GST decreasing adjustment when it exercises
its right to terminate the agreement, and that
the termination amount is a payment in respect
of damages and does not attract a GST liability.

The issue of GST hire purchase apportionment
has been the subject of ongoing consultation
between the Tax Office and AELA since early
2000; it relates to the appropriate methodol-
ogy to apply to a financier's overheads such

as brokerage, rent, electricity, etc, as a basis
for determining the financier's entitlements to
input tax credits. In January 2008 the Tax Office
issued Law Practice Statement (PS LA 2008/1),
outlining acceptable methods for calculating
input tax credits for acquisitions related to
supplies made under a disclosed hire purchase
agreement. For a tax period up to 1 April 2008,
an 'acceptable’ revenue based formula can be
applied, but after that period the Tax Office

will accept as fair and reasonable a method
that provides a recovery of less than or equal
to 15%. Taxpayers were encouraged to seek a
GST private ruling if they wish to apply a higher
percentage.

In response, AELA advised the Tax Office that
while the Practice Statement had enabled

members to proceed with certainty, our long-
standing concerns remained. Qur view remains
that the "15% approach’ should be regarded
only as one which the Commissioner regards

as complying with the law, and AELA does not
consider a 15% recovery rate to be at the top
end of the range of what is likely to be a fair
reflection of the apportionment required by the
law. AELA has suggested that the percentage of
total to taxable supplies under a disclosed hire
purchase is an alternative methodology which is
fair and reasonable.

In response to the release of the GST Ruling on
securitisation (GSTR 2004/4), AELA made further
representations to the Tax Office on the issue of

‘servicer services’. AELA submitted that allowing

a reduced input tax credit for only some compo-
nents of servicer services would not be consist-
ent with the policy intent of the reduced credit
acquisitions policy regime, or the legislative
provisions of the GST Act. AELA requested that
the Tax Office not issue assessments based on
the ruling until the review of this issue has been
completed. This matter is still under considera-
tion by the Tax Office.

With the release of the three Interpretative
Decisions on hire purchase default terminations
noted above, AELA provided members with an
operational overview of: making decreasing
adjustments for GST and luxury car tax that arise
on default terminations; GST on the recovery

of 'shortfall” amounts in respect of default lease
terminations; and also reduced input tax credits
in respect of service fees charged to securi-
tisation vehicles. This guidance outlined the
methods acceptable to the Tax Office for deter-
mining GST liability and for calculating adjust-
ments. With the finalisation of the Tax Office
Practice Statements on hire purchase apportion-
ments, in July 2008 AELA provided guidance on
the adjustments available to members.

Following GST reforms in New Zealand, AELA
has been giving consideration to similar initia-
tives in the Australian context. The basic design
of GST is that it is a tax on private consump-
tion. To ensure GST is effectively borne by
consumers, and to prevent cascading, suppliers
are generally entitled to an input tax credit (ITC)
for the GST component of their acquisitions.
However, financial supplies are input-taxed,
and there is no entitlement to [TCs (apart from
reduced ITCs, where available). When Australia
introduced GST, the Government noted that this
treatment of financial services was consist-

ent with the international model. But from 1
January 2005 New Zealand introduced ‘zero
rating’ of business-to-business (B2B) financial

services. This approach integrates the supply of
financial services more fully into the GST system
by taxing (at 0%) such supplies and allowing
financial service providers to claim ITCs. AELA
members believe these developments merit
consideration of such reform in Australia.

In June 2008 the Government requested the
Board of Taxation to review the legal framework
for the administration of GST. The review does
not extend to the rate of GST or the scope and
extent of what goods and services are subject

to GST. The principal issue raised in AELA's
submission was the need to rectify the distortion
to the equipment finance market resulting from
the GST treatment of cash basis taxpayers under
hire purchase arrangements. Recommendations
were also made on a wide range of other issues
to enhance the efficiencies and equity of GST
administration. AELA also suggested an annual
report on overseas GST initiatives, and the need
for a follow-up review in three years. Although
outside scope, AELA suggested that the Board
may see merit in recommending consideration
be given to zero-rating of financial services.

States’ Taxation

Stamp Duty Rewrite

A major AELA long-term abjective has been the
abolition or rationalisation of the array of state
taxes that impacted on equipment financing
with little commonality of rate, definition,
incidence and nexus, making compliance for
nationally-operating financiers and for transac-
tions invalving cross-border elements, tortuous
and costly. Variously referred to as hire of
goods, rental business or mortgage duty, they
were also most distorting to the equipment
financing decision. At the more obvious level,
most State governments had imposed a stamp
duty on equipment leasing in the range of

1.5% to 2% compared to minimal duty on hire
purchase and lower and quite differently based
taxes on chattel mortgages. Whilst govern-
ments acknowledged the distortion, progress in
adopting AELA representations had been slow
because of the perceived financial implications
for State budgets. While other factors were also
at work, this stamp duty distortion was a major
cause of the shift over the period from leasing to
the non-lease means of equipment finance, and
accordingly there was a detriment to the lease
product, to State government revenue and to
customers better suited to leasing.

Nonetheless, from the mid-1990s onwards all
the jurisdictions moved to ameliorate the rate
distortion and pursued consistency of tax nexus
and approach as part of the Multi-jurisdictional
Rewrite project. In terms of rate distortion,



NSW was the first State to implement reform,
announcing in its 1996 Budget that Hiring
Arrangement Duty would be levied on a broader
base from 1 October 1996 and the rate of tax
halved to 0.75% and from the same date, the
ACT introduced a broadened duty along the
NSW lines. Victoria introduced a similar restruc-
turing effective from 1 January 1997. In practice
there was minimal disruption to markets and to
administrative arrangements, the distortion was
eliminated in these jurisdictions and despite a
substantial lowering of the rate of duty, a more
durable revenue base resulted. This encour-
aged the other states, in the context of their
Rewrite implementation to remove the distor-
tion, Tasmania from 1 July 2001 (then abolished
altogether from 1 July 2002), SA from 1.8% to
0.75%, effective 1 October 2003 and WA from
1.8% t0 0.75% effective 1 July 2004.

IGA 2005 Review of State Taxation
Coincident with these improvements at the
individual state level, AELA was encouraged
that under the initial GST proposals State
taxes on most financial transactions were

to be abolished shortly after the 1 July 2000
GST commencement date. However with the
revised GST framework announced in May
1999, the abolition of financial institutions duty
was deferred by six months to 1 July 2001, the
removal of debits tax put off to 1 July 2005

and the abolition of the range of other State
taxes on financial transactions was indefinitely
deferred but within the context of the 2005
Intergovernmental Agreement on the Reform of
Commonwealth-State Financial Relations (IGA).

As stand-alone initiatives, NSW abolished
debits tax from 1 January 2002, Tasmania
abolished duty on equipment leases and hire
purchase as from 1 July 2002 and Victoria
abolished mortgage duty as from 1 July 2004,
the latter reintroducing major distortion into
that market, favouring the non-taxed chattel
mortgage product over leasing and hire
purchase.

In March 2005 AELA made submissions to
Commonwealth and State Treasurers in the
context of the IGA Review, stressing that the
Review presented the opportunity to achieve
the significant micro-economic reform that
abolition of these duties would represent. Our
submissions noted that the case for abolition
had in fact been well made by both the
Commonwealth and the States. The original
GST blueprint listed their drawbacks as being:
narrowly based; selectively levied; having incon-
sistent tax bases and rates; with compliance
costs significant, particularly for businesses

that operated in more than one jurisdiction;
and creating opportunities to avoid taxes and
encourage taxpayers to conduct activities in
States with lower stamp duties.

AELA urged Governments to recognise that
there was a compelling economic case for the
abolition of stamp duties on equipment finance,
and that the IGA Review was the opportunity
to achieve this outcome. Accordingly it is most
pleasing to be able to report that all jurisdic-
tions are now well advanced on a program for
the abolition of stamp duties on equipment
finance; this commenced on 1 January 2007
and was expected to be finalised by June 2009,
however the mid-2008 abolition of NSW chattel
mortgage duty was recently deferred until 1
July 2012. Abolition of these duties represents
a major micro-economic reform, and the States
and Commonwealth are to be congratulated

on this outcome. AELA will continue to assist
members in the transitional stages of these
reforms and to assist members’ compliance and
systems development processes, has prepared
a matrix which summarises on a national basis
the timetable and relevant implementation
legislation.

Abolition of these duties completes a major
undertaking commenced by AELA more than a
decade ago, and the results are most gratifying.



Lease Training and Education
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One of the broader AELA objectives is to improve
lease education through a greater knowledge
of lease product technicalities and develop-
ments, both in Australia and overseas. This
process began in 1988 when AELA introduced a
detailed lease training course, coincident with
the hosting of the World Leasing Convention in
Sydney. In 1990 a program focusing on credit
assessment in the equipment finance market
was commenced and in 1992 the first Annual
Lease and Equipment Finance Conference was
held.

AELA/Amembal Australian Leasing School
The AELA Leasing School conducted by Mr
Sudhir Amembal, the leading North American
lease educator, commenced in 1988 as a 3-day
detailed lease training program. The course
content was rigorously adapted to Australian
taxation and market conditions, and the over-
whelming endorsement of the 80 participants at
the first course indicated a continuing need for
this program. It has now evolved to a two-day
comprehensive workshop encompassing the
financial, tax, accounting, marketing and various
other aspects of finance and operating leases. In
2007 it was augmented by a half-day workshop
on the financial computations of leasing.

In August 2008 two of the half-day workshops
were held in Sydney, and two "Winning with
Leasing’ courses were held in Sydney and one in
Melbourne. To-date, over 2,500 people involved
in equipment finance have participated in the
Schools.

Credit Skills Workshops

The AELA Credit Skills course was introduced in
1990, in conjunction with Mr Shane Stewart of
Bay Consulting, as a one-day program concen-
trating on credit risk assessment of commercial
and small business equipment finance applica-
tions. The case studies are derived from actual
situations, with the aim of identifying the causes
and symptoms of business failure and fraud and
the encouragement of sound credit approvals. It
is an annual event on the AELA calendar, usually
conducted in May, with the Workshops being
held in Sydney and Melbourne. To-date some
1,300 members have attended the Workshops.

Annual AELA Leasing and Equipment
Finance Conference

In 1992 AELA introduced the Annual AELA
Leasing and Equipment Finance Conference

to address key market and regulatory issues
impacting the equipment finance industry. Qver
the years AELA has been fortunate in obtaining
high calibre international speakers to provide an
insight into developments in the major overseas
leasing markets. Usually held in November, the
14th Annual Conference (2007) included inter-
national presentations from Ms Valerie Jester,
Chairman of the U.S. Equipment Leasing and
Finance Assaciation and Mr Richard Priestman,
Managing Director of Lombard Finance, U.K.
Our international presenters at the 15th Annual
Conference were Mr Bill Verhelle, CEQ of First
American Equipment Finance and out-going ELFA
Chairman and Mr Alun Richards, Principal of the
ALTA Group (Europe, Middle East and Africa).

Attracting around 150 industry participants,
the Annual Conference also provides a display
and demonstration facility for AELA Associate
Members offering software systems and like
operational services.



Other Association Activities and Issues

Accounting for Leases

For financial years commencing on or after 1
January 2005, compliance with the International
Financial Reporting Standards (IFRS) is required
for Australian lessors and lessees. At first
glance, the impacts appear minimal with the
revised Australian Accounting Standard for
Leases AASB 117 reading much like its pred-
ecessor. However there are some subtle and
potentially significant differences — some of
which are a result of other standards.

For finance lessors the impacts of IFRS primarily
reside in AASB 139 - the Financial Instruments
standard. Finance leases are a class of financial
asset which result in income recognition on

an effective yield basis, with any upfront fees
received and incremental direct costs incurred
in originating the business forming part of that
yield. In addition, general bad debt provisions
are no longer permitted with provisions only
permitted for known or incurred losses.

The definition of an operating lease also
changed, with the Australian definition moving
into line with the current UK and US definition
whereby any lease that is not a finance lease is
defined as an operating lease. This is important
for structured financiers who previously may
have had to demonstrate that the lessor had
retained substantially all the risks and rewards
of ownership to qualify for operating lease
treatment. There are some changes to the

concept of ‘cancellability’. Under the old AAS 17,

if a lease was cancellable, then prima facie this
would present a strong case for operating lease
treatment. Under AASB 117 however, lease
cancellation needs to be ‘reasonably certain’ at
inception. As a result, it will be more difficult
to demonstrate operating lease classification
based on cancellability alone.

For the medium term, the International
Accounting Standard Board (IASB) continues to
have on its agenda, a fundamental review of
lease accounting moving from the long-standing
‘risk/reward’ basis to that of the more techni-
cally challenging right-to-use’ concept. In July
2006, the IASB announced a joint project with
the US Financial Accounting Standards Board
(FASB) to rewrite the current International Lease
Accounting Standard (IAS 17). Deliberations are

on-going with more recently consideration being
given to truncating and deferring the conceptual
debate until after IASB/FASB standard conver-
gence and applying current finance lease rules
to all lessees, leaving lessor/lessee accounting
asymmetrical.

Anti-Money Laundering Reform

Australia is a founding member of the inter-
national Financial Action Taskforce (FATF) on
money laundering which has issued global anti-
money laundering (AML) and counter-terrorism
financing (CTF) standards, known as the FATF
Forty Recommendations on Money Laundering
and Nine Special Recommendations on Terrorist
Financing. In order to ensure that Australia’s
anti-money laundering laws meet the FATF
standards and are consistent with equivalent
laws in other countries, Australia introduced
new anti-money laundering and counter-terror-
ism financing laws in December 2006. The first
tranche of the new laws covers the financial
services and gambling industries and bullion
dealers.

The AML/CTF regime covers the financing and
borrowing activities of banks, building societies,
general financiers and leasing companies
(referred to as “reporting entities”). Reporting
entities must identify, mitigate and manage the
risk they may reasonably face that the provision
of their services might involve or facilitate
money laundering or terrorism financing. Some
of the obligations may be met by putting in
place risk-based systems and controls, having
regard to the nature, size and complexity of the
business and the type of money laundering or
terrorism financing risk that the reporting entity
might reasonably face. Factors to be considered
include customer types, the services/products
offered, the methods by which services are
delivered and any foreign jurisdictions dealt
with. Financiers must verify the identity of their
customers across a broad range of financial
services, including lending, leasing, hire-
purchase and factoring products. They must also
implement an AML/CTF program providing for
AML/CTF risk awareness training, employee
due diligence and appointment of an AML/CTF
compliance officer. The program must be applied
to all areas of the business, including functions
carried out by third parties, such as collection

and verification of customer information and
record keeping.

AUSTRAC is Australia’s anti-money launder-

ing and counter-terrorism financing regulator
and specialist financial intelligence unit.

The new regime consists of the AML/CTF

Act and Rules and various non-legislative
material issued by AUSTRAC, including Policy
Statements, Guidance Notes, a Self Assessment
Questionnaire, a Regulatory Guide, a Typologies
and Case Studies Report, a Public Legal
Interpretation Series and an AML/CTF e-learning
program. The new laws were introduced in a
staged approach over two years. Commencing
on 12 December 2006 were provisions covering
identification of customers and their agents,
cross-border movements of currency and negoti-
able instruments, electronic funds transfers,
record-keeping and compliance reporting.
Obligations regarding ongoing customer due
diligence, transaction monitoring and reporting
of suspicious matters commenced on 12
December 2008.

In response to industry concerns about the

level of change required to systems and proce-
dures in order to achieve full compliance, the
Government allowed a fifteen month educative
phase/assisted compliance period during which
action would not be taken against a reporting
entity that is taking reasonable steps to comply
with the new laws. Matters to be taken into
account to determine whether reasonable steps
have been taken include: whether the entity

has previously failed to take such steps; any
steps it has taken to comply with its obligations;
whether the entity complied with any obliga-
tions under the Financial Transaction Reports Act
1988; and any discussions and agreements it has
had with AUSTRAC.

During the consultation phase, AELA made
representations to ensure that changes to
Members' existing practices were kept to a
minimum, particularly in relation to the customer
identification requirements for individuals,
companies, trusts and partnerships; and to avoid
the requirement for re-identification of existing
customers (in the absence of specific risk triggers).
AELA also sought recognition of electronic veri-
fication and continues to seek greater access to
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government databases to assist with streamlin-
ing of verification of customer information.

AELA participates in various AML/CTF industry/
government working groups, including the AML/
CTF Council headed by the Minister for Home
Affairs. Proposals have been put to the Minister
and to AUSTRAC for amendments to the AML/
CTF Act and Rules in order to ameliorate some
of the operational difficulties being experienced
by Members in implementing the new require-
ments. AELA has worked with AUSTRAC in
relation to delivery of AML/CTF awareness
training to the financial services industry and
has published a Financier's Guide to the AML/
CTF Regime. The Guide provides an overview

of the new regime with detailed guidance on
customer identification requirements, AML/CTF
Programs and third party/agency provisions. It
includes examples of customer identification
procedures for facilities commonly provided

to individuals, domestic companies, trusts and
partnerships. A Briefing Note about the AML/
CTF requirements has been circulated to various
intermediary associations, including motor
traders, lease and finance brokers and insurance
brokers for the information of their members.
AUSTRAC continues to release Rules and
various materials to assist industry to interpret
and comply with its AML/CTF obligations.

Asset Forfeiture Provisions

Asset forfeiture legislation is used as a tool in
criminal law enforcement. Asset forfeiture forms
part of proceeds of crime legislation, but also

of such diverse legislation covering customs,
fisheries management and environment protec-
tion. The operation of such laws can adversely
impact on third party interests, such as those
held by financiers. AELA is concerned to ensure
that the interests of financiers are both easily
identifiable and adequately protected when

an asset, which has been used in connection
with the commission of a crime, is seized and
forfeited. AELA supports an approach which
strikes an appropriate balance between the
interests of financiers and law enforcement
agencies, and continues to lobby the State,
Territory and Federal governments in this regard.

Broker Regulation

A large proportion of the business of AELA
members is introduced through brokers.
However, the regulation of finance brokers
varies markedly across the jurisdictions and by
type of finance. In March 2003 the Australian
Securities and Investments Commission (ASIC)
released a report on the finance broking industry
including options for reform, mainly in relation
to mortgage brokers where instances of market

failure and consumer detriment were identified.
In December 2004 the Ministerial Council on
Consumer Affairs (MCCA) released a discussion
paper detailing options for a regulatory scheme
for finance and mortgage brokers. This was
followed by an outline of a package announced
in December 2006 and a Consultation Package
(draft Bill and notes) released by MCCA in
November 2007. The draft legislation proposed
licensing of businesses that provide advice

or intermediation to ‘consumers’ (including

“small businesses”) to secure credit. Numerous

licensing, conduct and disclosure requirements
were included. “Small business” credit as

well as exclusive or first choice arrangements
would have exemptions from some provisions
including disclosure requirements and a written
agreement.

Throughout the various consultation stages AELA
had discussions and lodged submissions with
officials seeking to minimise adverse impacts on
financiers. These included: confining coverage
to mortgage broking; the full exemption of
commercial finance brokering from the regime;
the full exemption of vendors (including dealers,
retailers) arranging finance at point-of-sale from
rules based primarily on the mortgage broking
model. In addition AELA supported national
template legislation.

In May 2008, the Productivity Commission’s final
report, Review of Australia’s Consumer Palicy
Framework, recommended transferring regula-
tion of credit providers to the Commonwealth
Government and implementing the national
licensing for finance brokers — at least initially
based on the then current MCCA proposal. In
June, the Minister for Superannuation and
Corporate Law, released a Green Paper on the
reform of financial services and credit regula-
tion. The paper supported the Commonwealth
regulation of mortgage brokers. Then in July

the Council of Australian Governments (COAG)
agreed that the Commonwealth would regulate
mortgage brokers as part of a package which
passes regulatory responsibility for credit from
the States and Territories to the Commonwealth.
AELA is involved in the policy deliberations
underpinning this transfer and is concerned to
ensure additional costs and liabilities and opera-
tional disruption are minimised.

‘Business Protection’

Over the years there has been a tendency for
consumer credit type legislation to extend

its protections into business finance areas.
Although properly subject to Common Law
protections as well as the fair trading sections
of the Trade Practices Act, lease and other forms

of equipment finance have to-date only been
marginally affected by this extension.

Earlier developments in NSW (the Credit (Rural
Contracts) Act (1987) and the General Credit Bill
(1989)) could have applied these regulations to
most of the commercial finance portfolio. AELA,
along with other finance sector groups, does not
believe that the financial and procedural details
of a $400,000 harvesting machine financing
contract should be subject to protections aimed
at $5,000 personal loans. Enterprises in business
for a profit should, we believe, be treated as
such and not protected as if they are disadvan-
taged consumers. Business transactions are of
necessity often complex.

AELA supports proper disclosure but is opposed
to its legislative prescription as the rigidity,
patential for technical breach and frustration

of remedies which arise, ultimately lead to a
reduced availability of finance and/or a higher
finance cost to the sectors so ‘protected’ as
lenders respond to the addition of legal risks

to the already considerable uncertainties of
providing finance to especially small-to-medium
sized business. Representations were made
urging the abandonment of this regulatory
direction; in the event the governments involved
at that time decided not to proceed.

In 1992 the Trade Practices Act was amended
to insert s5TAA which provides: ‘A corpora-
tion must not, in trade or commerce, engage

in conduct that is unconscionable within the
meaning of the unwritten law, from time-to-time,
of the States and Territories.” AELA supported
this approach as against the alternative of
detailed statutory prescriptions, so that a body
of law could evolve based on court decisions on
specific facts. It has been our view that there

is already sufficient uncertainty in commercial
transactions without adding the questions of
unconscionabhility, harshness and oppression.
Disparity in bargaining powers and positions is
in our view the normal situation in commercial
dealings, and of itself could not, nor should not,
ever be regarded as unconscionable, harsh or
oppressive.

The key is the abuse of power and position.
Enhancing competition is the preferred
long-term industry and economic strategy.
However, in 1998 several years of vigorous
debate and inquiries about allegations of unfair
trading against small business culminated in
the Commonwealth Parliament enacting the
Trade Practices Amendment (Fair Trading) Act
1998 which, effective 1 July 1998, prohibits
unconscionable conduct in a significant range



of commercial transactions and gives statutory
support to voluntary and mandatory industry
codes of practice. In essence the unconscion-
ability remedy is available for transactions
where the price does not exceed $1M and is

not available to listed public companies. As a
further part of its small business initiative, the
Commonwealth Government also announced

its intention: to further resource and empower
the Australian Competition and Consumer
Commission in relation to small business; to
foster alternative dispute resolution schemes for
small business disputes; and to encourage better
methods of assessing small business lending
risk. AELA remains to be convinced that this
type of legislation in a commercial context will
achieve desired policy outcomes without unin-
tended consequences. To-date however, there
has been minimal action under these new laws
in relation to equipment finance.

More recently, regulation could however have
become far mare intrusive. The development of
the Commonwealth’s Financial Services Reform
legislation, initially drafted to cover the retail
side of compulsory superannuation, derivatives
and like wealth-creation products, was misguid-
edly expanded to capture most lending, including
equipment finance, on the semantic grounds
that loans were ‘financial services'. Fortunately,
the anomaly of including retail and commercial
finance accommodation in a licensing and
regulatory regime aimed at financial products
wherein the regulated business takes money
from the retail investor (rather than the opposite
under leasing) was accepted and the legislation,
which commenced on 1 March 2002, was duly
restricted more in line with its original intention.

Consumer Credit Regulation

The Consumer Credit Code commenced
operation on 1 November 1996, and for
equipment financiers it represented a major
improvement on the various State and Territory
Credit Acts which it replaced. Leasing and
equipment finance transactions made with
incorporated customers are not subject to the
Code nor are transactions which are wholly or
predominantly for business/investment purposes
and are made with sole traders and partnerships.
The Code also provides for a form of consumer
lease. AELA's principal concern in relation to the
Code is that commercial finance continues to be
excluded from its ambit, and has been a partici-
pant which has successfully countered attempts
during 2007-2008 to dilute the Code’s borrower/
lessor declaration process which would have left
members unclear of their compliance position
when dealing with non-corporate customers.

More recently, the COAG process which agreed
that the responsibility for consumer credit be
transferred from the States and Territories to
the Commonwealth during 2009, also raised the
issue of including small business and investment
finance in the same consumer protection regime.
Current constrained market conditions aside,
such a policy decision would be most concerning
in terms of both cost and availability of finance.
As previously indicated, AELA is involved in

the policy development and is arguing strongly
against the extension.

Hire Purchase Acts

Hire Purchase Acts were first introduced from
the late 1950s to regulate the then predominant
form of consumer finance. With the passage

of time and the introduction of broad-based
consumer credit legislation, where this legisla-
tion remained in place its coverage by default
became confined to commercial transactions.

AELA formed the view that this type of legislation
was an anachronism and an inappropriate form
of regulation of what had essentially become

a commercial finance product. This view was
confirmed by successive official inquiries, and
the legislation has now been largely repealed

in all jurisdictions. SA repealed its Act in the
early 1970s, with NSW and ACT following in the
mid-1980s, and Tasmania and the NT in late 1996
to coincide with the introduction of the Consumer
Credit Code. The Victorian legislation was largely
repealed in 1998, and those provisions, which
were retained, lapsed on 30 June 2003.

In Queensland the Hire Purchase Act was
effectively repealed from 1 January 2003. Hire
purchase contracts entered into after 1 January
2003 are no longer regulated. Contracts entered
into before 1 January 2003 remain regulated by
the Act until it expires on 30 June 2010.

In WA, Part 9 of the WA Acts Amendment

and Repeal (Competition Policy) Act 2003
commenced on 1 May 2004, substantially
repealing the Hire Purchase Act. Contracts
entered into before 1 May 2004 remain subject
to and regulated by the full range of provisions
of the Hire Purchase Act 1959. For contracts
made subsequent to that date, some rights
continue to apply according to whether the hirer
is a farmer or not. Non-farmers have rights to
receive the benefit of any surplus on reposses-
sion or voluntary surrender and to ask a court to
review the contract if it is unconscionable. For
farmers, in addition to those rights, they must
receive prior written notification of enforcement
action and can ask a court to postpone reposses-
sion of the farmer machinery.

In addition, there remains other legislation
affecting hire-purchase contracts in Victoria
(where the hirer must receive the benefit of
any surplus on repossession) and NSW and
Queensland (where there are procedures

to follow when enforcing a hire-purchase
agreement against a farmer).

AELA will make an assessment in light of the
impact of Personal Property Security Reform
about the continued application of specific state
statutory rights and obligations to hire-purchase
agreements, and if necessary make representa-
tions for further change or full repeal.

International Contact

AELA involvements with the various national
and regional lease industry associations enable
a greater appreciation of emerging lease market
and regulatory trends. During the year in support
of this objective, contact was maintained with
the Equipment Leasing and Finance Association
of America, the Finance and Leasing Association
of the United Kingdom, the Canadian Finance
and Leasing Association, Leaseurope, Felalease
(for South America) and Asian Leasing and
Finance Assaciation, as well as with ather
banking and finance sector bodies. During the
year a continued focus for regular discussions
has been the proposals by various accounting
standard bodies to develop a new approach to
accounting for leases (see earlier discussion on
this item).

Lease and Equipment Finance Statistics
The statistics and graphs used in this Review are
taken from a range of Reserve Bank of Australia
and Australian Bureau of Statistics publications.
Regular up-dates can be found in the AELA
General Equipment and Motor Finance Reports.

While in general the then existing statisti-

cal sources provided a useful and accurate
description of lease and equipment finance
market developments there were a number of
areas (involving industry sector of lessee, type
of equipment leased and detail of financing
product), which were deficient. In 1989 therefore
AELA proposed appropriate amendments to the
collections to overcome these shortcomings.

Discussions with the Bureau of Statistics on
these formats resulted in the commencement
from July 1991 of a more detailed analysis
particularly on Operating Leases, and this
data continues to be utilised in this Review.
More recently the fee-for-service philosophy
inherent in the expanded series was applied
to the previous statistics, with AELA agreeing
to contribute towards the maintenance of the
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continued monthly series so as to preserve the
economic and market utility of the data that that
frequency provides.

AELA also provides Early Indicator statistics for
members. Participating companies provide a
breakdown of their lease and equipment finance
business within five working days after the
close of the month; these are then aggregated,
with the objective of providing the information
to members on the sixth working day. This
compares with an elapsed time of some two
months for other statistics.

In recent times there has been some discrep-
ancy between the ABS statistics and the Early
Indicator series. AELA has been attempting to
clarify this discrepancy, as we believe the ABS
statistics have been understating equipment
finance activity. Although a greater correla-
tion appeared to be emerging, AELA is still not
confident that the ABS statistics are capturing
all equipment finance activity. This issue is
discussed in further detail in the earlier section
on Current Activity and Prospects.

Lender Liability - Environmental Penalties
and Remediation

The implementation of appropriate legislation
for the protection of the environment across
Australia continues. The work of government has
been at two levels: the development of legisla-
tion with respect to remediation of contami-
nated sites and the development of modern
pollution control laws. All governments have
now consulted on the development of new laws
for contaminated land. Representations made
by AELA have focused on the lender liability
issue. Of particular concern is the potential for
financiers to be made liable for the remediation
of contaminated sites and for the clean-up and
abatement of polluting activities not caused

by them. AELA has been most active over the
years in the development of appropriate lender
liability provisions and Queensland, NSW, ACT,
Victoria and, most recently, SA. All now have
legislation dealing with land contamination
that includes significant protections for ‘passive
financiers” and lenders which enforce their
security over the land for the purposes of debt
recovery but are not involved in its day-to-day
management. These developments are most
welcome. The relevant legislation in WA and
Tasmania exempts mortgagees-in-possession
from liability in relation to contamination but
does not provide the same degree of protec-
tion for passive lenders as does the law in the
other jurisdictions. NT continues to develop its
law. Qverall, these effectively national develop-
ments are generally in the right direction. AELA

continues to monitor government activity in this
and related areas, with the objective of ensuring
coincident enactment and maintenance of the
passive lender exemption.

Lender Surrogacy - Product Liability and
Occupational Health and Safety Laws
While the topic of ‘Product Liability" is ordinarily
more a matter of interest to manufacturers of
goods, AELA is concerned that the concept of
lender surrogacy could significantly increase
finance risks and costs. The surrogacy concept
seeks to make financiers, including lessors,
liable for faults or claims arising out of the
goods being financed. An earlier version of the
concept is the 'linked credit provider’ principle
present in many consumer credit statutes.

AELA is strongly opposed to the imposition of
liabilities on financiers where, in the general
course of financial activity, equipment is chosen
by the lessee or borrower without reliance on
the skill or judgment of the financier. The product
liability regime under the Trade Practices Act
has adopted a form of financier surrogacy by
imposing obligations on suppliers, but the
regime has had little or no adverse impact on
finance providers.

Similar concerns apply in other legislative areas
(including environmental protection law) where
the liability net via ‘ownership and control’

and supply tests can be cast widely to cover
lessors and other financiers with the risk of
high penalties without reasonable or adequate
defences. Law reform measures such as these
should always be analysed for their economic
costs and benefit. AELA, along with other
financier groups, continues to press for control
tests and appropriate defences in this type of
legislation.

A major concern in this regard was the strict
and unlimited liability placed on owners and
operatars by the 1999 Commonwealth Damage
by Aircraft Act. A minor insurance matter in the
pre-11 September 2001 world, the exposure

to lessors and other financiers in the absence

of war/terrorism cover was a major liability

for aircraft lenders. AELA made ongoing repre-
sentations to Transport and Attorney-General's
Departments in relation to the problems that the
strict and unlimited liability provisions of this
legislation posed for aircraft owners/lessors in
their capacity as passive financiers. In response
to AELA's detailed submissions, the Government
agreed in September 2002 to a full passive
financier exemption from the legislation.

Occupational Health and Safety (OH&S) legisla-
tion may make financiers under lease and hire-
purchase facilities responsible for the safe use
and maintenance of financed plant, equipment,
materials or substances; and for health and
safety incidents arising from use of a financed
asset. This may result from the financier being
the “owner” or “supplier” of the financed asset
under the particular wording of the OH&S laws,
standards and codes of practice, which differ
slightly in each Australian jurisdiction. In most
cases, the asset financed does nat come into
the possession or control of the financier, with
the result that there is little opportunity for

the financier to influence plant safety, work
practices or OH&S outcomes in general.

The laws of some states (including Victoria,

the ACT and NSW) include ‘passive financier’
exemptions which give some relief to financiers
from the application of health and safety laws.
The position is not as clear in other states. AELA
aims to ensure that OH&S laws include “passive
financier” provisions so that the mere provision
of finance does not attract OH&S abligations
where the financier does not have day-to-day
control over the asset or any responsibility for its
selection or maintenance during the term of the
financing arrangement.

In April 2008, the Federal Government began a
national review of OH&S laws, with the support
of the Workplace Relations Ministers’ Council.
Stage 1 will consider the harmonisation of
these laws and make recommendations on the
optimal structure and content of a model OH&S
Act, including duties of care, identification of
duty holders, the scope and limits of duties

and the nature and structure of offences and
defences. Stage 2 will address the scope of

the model laws and other m