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Australia − still a land of opportunity

Introduction from Alan Leesmith, international director IAA-Advisory

Five years ago, the Australian dollar dropped to the point where it was worth just
a little more than US$0.60, but while the rest of the world suffered in the global
financial crisis, Australia held steady. The Australian dollar strengthened to the
extent that two years later it reached parity with the US dollar, and it remained
above par for most of the time until May 2013, when it fell back. As I write, it is
hovering at below US$0.95 and the Reserve Bank of Australia (RBA) has indicated
that it believes it needs to stay down. 

It was the strength of Australia’s many natural resources and a booming Chinese
market that was such a key factor in Australian economic strength, but now the
RBA Governor has said that commodity prices will fall, putting sustained
downward pressure on the Australian dollar. That still leaves the currency far
stronger (some 90%) than five years ago, something other developed nations can
only dream of.

However, gone are the days when the Australian mining industry was booming
on the back of the growing and sustained demands from emerging markets. Their
slowing growth rates raise the possibility of having some impact on the earning
potential of the Australian economy. In addition, Australia is now, not surprisingly,
facing some domestic economic challenges. The fact that the developed world is
finally showing signs of economic recovery does not have the same potential to
benefit Australia, where the emerging markets play a far more significant role.

That is not to suggest that Australia does not still have a lot going for it. It will
remain one of the stronger economies and has a strong financial background
underpinned by the four big domestic banks, which remain some of the soundest
in the world, all in the top 20 safest and all with an AA rating. This underlying
soundness is further demonstrated by the performance of financial groups within
the eurozone compared to those in Australia. In 2008, the market capitalization
of financial institutions in the eurozone was in the region of US$1.6tn, and those
in Australia around US$0.4tn. By late 2012, the Australian capitalization
remained in the region of US$0.4tn, but in the eurozone this had dramatically
dropped to that same lower level.
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A healthy asset finance market

So how has this strong Australian financial background impacted the equipment
finance market? 

Despite there being serious question marks over the reliability of the figure of
A$26bn produced by the Australian Bureau of Statistics back in 2007-08, it is
estimated by the industry that a more realistic volume of new equipment
financed was in the region of A$40-45bn. Far more reliable figures are now
gathered by AELA (the Australian Equipment Lessors Association) and the figures
for the two most recent years to 30 June show equipment financed of around
A$43bn. This indicates that by 2011-12 the industry was broadly back to pre-
recession levels − a good result when many other countries are still struggling
even now to get back to historic levels. However, there are signs that the
economy is not quite so favorables and the flattening of new business over the
more recent year is a reflection of this. 

The industry continues to be dominated by the big four banks, although over
recent years there has been considerable growth in the business undertaken by
the next tier of banks. This has been offset somewhat by the continuing
reduction in the contribution of independents and overseas lessors. Those that
have pulled out of the market have often done so not because of any problems
with their Australian businesses, but due to reasons with parent companies ‘back
home’. 

Captives remain a significant element of this market and their influence is
growing; whereas in 2008 there was no captive representation on the AELA
Council, three out of the 15 Council members are now captives, representing a
welcome development.

The industry has a very effective trade body in AELA. It has a track record of very
effectively and successfully looking after members’ interests at both Federal and
State level, admirably demonstrating what can be achieved by lobbying in a
discreet and regular manner and by establishing good relationships at both levels
of government. AELA is an excellent example to all national associations of how
to remain close and beneficial to members, issuing two or three updates every
day, frequently more, to keep members fully informed about proposed changes,
submissions, negotiations and new legislation. 

There is no doubt that Australia still offers great opportunities, not least in the
asset finance market. 

Alan Leesmith, international director, IAA-Advisory

About this survey

This Country Survey aims to provide a balanced view of the equipment finance
and auto leasing market in Australia. The survey covers the following areas:

• A summary of Australian leasing activity; 

• The current economic climate and the incentives and obstacles 
involved in conducting business; 

• Insights from key industry figures on the market, its outlook and the 
challenges and opportunities that face it; 

• The effects of recent legislation on leasing in Australia; and 

• The latest developments in accounting for leases.
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The Australian leasing industry

Asset finance is involved in around 40% of equipment capital expenditure in
Australia, making the industry an integral component in the Australian
economy. There are three basic product groups: leasing (finance and
operating), hire purchase, and chattel mortgage.

The leasing market, having taken off in the 1950s, is now a mature market
with products provided by all types of financial institution. These are
predominantly domestic and international banks, but include captive finance
companies, specialist finance companies, fleet lessors and rental companies. 

The Australian Equipment Lessors’ Association (AELA) was founded in 1986
and is the national association for the equipment leasing and financing
industry. AELA member companies represent more than 90% of equipment
finance activity in Australia, and comprise banks, finance companies,
merchant banks, general financiers, equipment vendor lessors and lease
packagers; associate members include other industry associations and legal
and accounting firms, and support system suppliers with an interest in lease
and equipment finance products. Since its inception, AELA’s role has
expanded to include hire purchase and chattel mortgages, products that are
prominent in the Australian equipment finance market. 

The Australian Fleet Lessors Association (AFLA) is the industry body
representing the interests of fleet lessors and managers. Its members include
Australia’s major fleet leasing and management companies. AFLA members
have a total portfolio of around 550,000 vehicles under lease or management. 

The industry statistics that follow in this section are taken from data provided
by AELA, augmented where relevant by statistics for the fleet leasing industry,
supplied by AFLA. As data is not available for all AELA members, figures have
been adjusted to provide an estimate for the total general equipment finance
industry (excluding fleet leasing companies). Although AFLA represents the
major fleet lessors, no adjustments have been made to reflect that not all
fleet lessors are included in AFLA statistics.

[Note: The average exchange rate of the Australian dollar to the US dollar in
2012 was A$1 = US$1.04; for H1 2013, the average was A$1 = US$1.02.]
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Leasing products

As can be seen in the data, chattel mortgages are an important component of
the Australian equipment finance market. First, it should be noted that they
have nothing whatever to do with property purchase. 

A typical chattel mortgage occurs in a situation where the lender does not
want responsibility for ownership of the asset, in which a purchaser borrows
funds for the purchase of a movable asset (in Australia this usually includes
cars, commercial vehicles and plant & machinery) from the lender. The lender
then secures the loan with a mortgage over the chattel (the asset). Legal
ownership of the asset passes to the purchaser at the time of purchase (unlike
hire purchase, where it passes at the end of the agreement), and the mortgage
is removed once the loan has been repaid.

Another leasing product popular in Australia is novated leases, which are
offered by vehicle lessors as part of a salary package rather than fleet
management. It takes the form of a three-way agreement (novation) between
an employer, an employee and a lessor, whereby the employee leases a
vehicle from the lessor and the employer takes on the lessee’s obligations,
making the payments and deducting the costs from the employee’s pre-tax
income, and in return the employee sacrifices a portion of salary to cover the
lease rental. A novated lease can be structured as either a finance or
operating lease. 

Leasing volumes in 2012

New business volume (NBV) for general equipment finance in Australia in
2012 was A$39.4bn, with fleet leasing contributing a further A$4.3bn, taking
the total to A$43.7bn (US$45.3bn). This was an increase of 6% on 2011. Total
receivables, including fleet, at the end of December 2012 amounted to
A$93.6bn (US$97.0bn).

Equipment finance industry aggregates

NBV (A$bn)
2011 2012

General equipment finance 36.7 39.4
Fleet leasing 4.6 4.3
Total equipment finance 41.3 43.7

Receivables (A$bn)
2011 2012 

General equipment finance 83.5 84.5
Fleet leasing 8.9 9.2
Total equipment finance 92.4 93.6
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Leasing activity in 2013

AELA and AFLA NBV data are normally based on years ending in June. The
next chart gives a summary of the estimated total market to year-end June
2013; the following chart gives an estimate of the receivables total for June
2013. The totals provided by AELA members are upgraded by 15% to give an
‘industry’ figure. (AELA members supplying data are: Alleasing, ANZ/Esanda,
BOQ, Bendigo & Adelaide, BMW, Canon, Capital, Caterpillar, CNH, CBA, DLL,
GE Equipment Finance, Komatsu, Lanier, Macquarie Leasing, NAB, Ricoh,
Service, SG, Suncorp, Toyota, and Westpac including St George.) 
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NBV by product type, 2012
General equipment finance Fleet leasing Total equipment finance

Finance lease A$4.9bn 012% A$1.7bn 039% A$6.6bn 015%
Operating lease A$2.5bn 007% A$2.3bn 052% A$4.8bn 011%
Total lease A$7.4bn 019% A$3.9bn 091% A$11.3bn 026%
Hire purchase A$7.5bn 019% A$0.4bn 09% A$7.9bn 018%
Chattel mortgage A$24.5bn 062% A$0.0bn 000% A$24.5bn 056%
Total A$39.4bn 100% A$4.3bn 100% A$43.7bn 100%

Note: Totals may not add, due to rounding

Source: AELA

Equipment finance statistics
Based on AELA & AFLA statistics
New business: A$m 2012-13

Finance Operating Hire Chattel
lease lease purchase mortgage Total All lease

AELA statistics
4,041 1,926 3,556 23,744 33,267 5,967

Add 15% for remainder of EF Industry
4,647 2,215 4,089 27,306 38,257 6,862

AFLA statistics
1,506 2,236 369 0 4,111 3,742

Total new business estimate 
6,153 4,451 4,458 27,306 42,368 10,604

15% 11% 11% 64% 100% 26%

Receivables: A$m June 2013
Finance Operating Hire Chattel
lease lease purchase mortgage Total All lease

AELA statistics
10,256 4,702 14,559 43,167 72,684 14,958

Add 15% for remainder of EF Industry
11,794 5,407 16,743 49,642 83,587 17,202

AFLA statistics
2,836 5,828 808 0 9,472 8,664

Total receivables estimate
14,630 11,235 17,551 49,642 93,059 25,866

16% 12% 19% 53% 100% 28%
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According to data from AELA members, equipment finance NBV in the first
half of 2013 decreased 5.6% on the same period in 2012. For the full year to
June 2013, NBV was 2.6% down on the year earlier total. AELA director John
Bills explained to Asset Finance International: “Capital expenditure overall is
down, and corporates have strong balance sheets – so, although they have
strong capacity to finance equipment, the demand is fairly anaemic.” 

In recent years, volumes by product have tended to remain at similar
percentages of the total, except for the year ended June 2013, when hire
purchase volume slumped to under 11% and chattel mortgages rose to 64%.
The relative decline of HP is due to a change in its Goods and Services Tax
treatment (GST is a broad-based tax of 10% on the sale of most goods and
services in Australia) − on 1 July 2012 HP became fully taxable for GST
purposes. John Bills commented: “This is not bad news as such for HP, but it
does somewhat complicate the GST treatment. By contrast, the GST treatment
of chattel mortgage is very simple, and there has been a movement away
from HP to chattel mortgage.”

Market trends

In the four years since mid-2009, the market has fluctuated, but the overall
trend is upward: the total NBV for general equipment finance for the year to
June 2013 is 11.5% higher than for year-end June 2010. (The chart overleaf
contains data from AELA members, and therefore the totals are not those for
the full industry; however, the proportions remain the same in terms of market
split.)

The proportion of NBV held by categories of equipment is approximately the
same, with cars and light commercial vehicles being by some way the largest
single sector, although in the four-year period it has decreased from nearly
43% to 36%. However, trucks has increased its share from 15% to 17%.
Transport aside, the largest sector is mining, earthmoving and construction
equipment, which had risen dramatically from 11% in 2010 to over 16% in
2012, before falling back to 14% in 2013. On this, John Bills commented:
“The demand for mining equipment has slowed, partly due to the fact that a
lot of the equipment is now in place and won’t need to be replaced for some
time.”

The importance of the mining sector is subject to influence from commodities
demand from China, and is likely to be affected as this demand changes with
the maturation of the Chinese economy, moving away from the natural
commodities that Australia supplies. The resources boom over recent years,
led by China, has been the driver of the Australian economy through the
global recession. Whether it is over is the subject of debate, with some
commentators remaining bullish, but the consensus is, at least, that it is
declining.

©
 A

ss
et

 F
in

an
ce

 I
nt

er
na

ti
on

al
, A

ll
 r

ig
ht

s 
re

se
rv

ed
.

9



AUSTRALIA ASSET AND
AUTO FINANCE SURVEY

NBV by equipment type per quarter (A$m)

Cars/Light Trucks/trail Aircraft Other tran Agric EDPoffice Manuf Mining
commercials ers/buses equip equip equip machines equip earth cons. Other Total

2009 Sept Qtr 3,104 1,095 79 119 476 382 298 841 894 7,288
Dec Qtr 3,708 1,159 59 167 515 472 298 813 1,105 8,296
2010 Mar Qtr 2,899 940 42 133 321 383 229 756 839 6,542
June Qtr 3,053 1,284 54 147 392 382 330 932 1,128 7,202
Year to
Jun-10 12,764 4,478 234 566 1,704 1,619 1,155 3,342 3,966 29,828
& of total 42.80% 15.00% 0.80% 1.90% 5.70% 5.40% 3.90% 11.20% 13.30% 100.00%
Sept Qtr 2,712 963 67 170 404 343 240 942 1,062 6,903
Dec Qtr 2,647 1,087 64 212 466 382 261 962 1,137 7,218
2011 Mar Qtr 2,509 943 42 242 372 347 234 929 1,041 6,659
June Qtr 2,816 1,258 63 262 430 454 323 1,311 1,249 8,166
Year to
June '11 10,684 4,251 236 886 1,672 1,526 1,058 4,144 4,489 28,946
% of total 36.90% 14.70% 0.80% 3.10% 5.80% 5.30% 3.70% 14.30% 15.50% 100.00%
Sept Qtr 2,828 1,378 179 311 535 366 292 1,282 1,159 8,330
Dec Qtr 2,880 1,379 115 328 566 366 319 1,526 1,287 8,766
2012 Mar Qtr 2,671 1,254 62 262 487 340 276 1,273 1,012 7,637
June Qtr 3,191 1,596 91 365 492 369 414 1,561 1,358 9,437
Year to
June '12 11,570 5,607 447 1,266 2,080 1,441 1,301 5,642 4,816 34,170
% of total 33.90% 16.40% 1.30% 3.70% 6.10% 4.20% 3.80% 16.50% 14.10% 100.00%
Sept Qtr 3,044 1,476 98 336 451 304 350 133 1,259 8,649
Dec Qtr 3,019 1,501 59 294 561 313 293 1,183 1,287 8,510
2013 Mar Qtr 2,776 1,231 61 331 432 311 256 1,043 988 7,429
June Qtr 3,123 1,492 111 317 457 401 279 1,169 1,330 8,679
Year to
June '13 11,962 5,700 329 1,278 1,901 1,329 1,178 4,726 4,864 33,267
% of total 36.0% 17.10% 1.0% 3.80% 5.70% 4.00% 3.50% 14.20% 14.60% 100.00%

Source: AELA
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Fleet sector

In the auto fleet sector, monthly data supplied by AFLA up to July 2013 (from
a consistent group of members: Alphabet Fleet, Custom Fleet, FleetCare,
FleetPartners, FleetPlus, Interleasing, LeasePlan, nlc, ORIX, QFleet, sgfleet,
StateFleet, Summit Auto Lease, and Toyota Fleet Management) shows that the
total portfolio has grown steadily, primarily in the fleet managed segment.
The number of units funded has remained fairly stable; more than half is by
operating leases, followed by novated leases with just over a fifth of the total. 

However, NBVs have declined compared with the previous year, figures for the
second quarter of 2013 declined by 11% compared to the same period a year
earlier, from A$1.1bn to A$1.0bn.

The trend has been for receivables in the auto sector to rise across the board,
with an overall increase in the 12 months to June 2013 of over 5%, to nearly
A$9.5bn. 



AUSTRALIA ASSET AND
AUTO FINANCE SURVEY

Total vehicle portfolio – By type of facility / number of units

At end Operating Operating Finance Novated Other Total Fleet Total Fleet
Leases – Leases - Leases Leases Funding Funded Managed Portfolio Managed
Funding Other (2) (3) (4) (5) (1)-(5) (6) (1)-(6) Funded by

other AFLA
Members

2012 
April 38,313 186,005 38,887 73,579 17,690 354,474 163,876 518,350 6,155
May 38,269 185,913 39,552 73,633 17,859 355,226 163,404 518,630 6,029
June 38,414 185,550 39,838 74,075 18,066 355,943 163,535 519,478 5,944
July 38,066 185,676 40,124 73,569 18,168 355,603 163,057 518,660 5,774
August 38,219 185,367 40,476 74,186 18,248 356,496 164,836 521,332 5,592
Sept 38,357 184,984 40,954 74,100 18,307 356,702 165,085 521,787 4,964
Oct 38,405 185,415 41,118 75,099 18,394 358,431 170,250 528,681 4,891
Nov 38,414 184,669 42,102 75,514 18,518 359,217 170,739 529,956 4,828
Dec 38,481 185,058 42,452 74,995 18,184 359,170 179,576 538,746 4,763
2013 
Jan 38,300 184,448 42,233 75,114 18,084 358,179 180,197 538,376 4,842
Feb 38,344 184,087 41,775 75,621 18,413 358,240 180,310 538,550 4,811
March 38,585 184,169 41,494 75,663 18,339 358,250 182,307 540,557 4,740
April 38,526 183,816 41,405 75,831 18,570 358,148 183,319 541,467 4,671
May 38,395 183,645 41,122 75,889 18,770 357,821 182,350 540,171 4,551
June 38,853 183,242 41,254 75,866 18,890 358,105 182,848 540,953 4,426
July 38,827 183,467 40,893 75,755 18,989 357,931 182,064 539,995 4,374
% to total 11% 51% 11% 21% 5% 100%

Other Funding is hire purchase, chattel mortgage/other. 
Source: AFLA. Note: Some estimates have been made in completing this table
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Small and medium-sized enterprises (SMEs) form the largest segment in the
fleet leasing market, with 29% as of January 2013, although that proportion
has fallen as these companies have had to rein in costs. Growth in this
segment can be expected as the economy expands and business confidence
rises. However, there has been a trend in car leasing away from larger cars,
with the small car segment increasing market share. 

The passenger car market has been affected by the slow demise of domestic
production, particularly of larger cars, and the announcement in May 2013
that Ford would cease production in Australia by 2016 has cast doubts on the
industry’s viability, which will then only involve Holden and Toyota and
which has been hit by high costs and the strength of the local currency.
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5.9% Government customers

20.3% Freight transport operators

16.8% Private individual drivers
20.1% Small to medium businesses

27.9% Large corporations

Major market segmentation 2012-13
Total $1.1 Bn AUS

source: www.ibisworld.com.au

The fleet market is dominated by four main players, headed by LeasePlan Australia
(39.3% share), ORIX Australia (22.8%), Fleet Partners (19.6%) and Fleetcare (7.8%),
with other lessors fighting for the remaining 10.5%. (Source: IBISWorld, Fleet Car
Leasing in Australia, January 2013.) 

Fleet developments

There was significant disruption to the fleet leasing market in July 2013, when a
surprise announcement by the then government caught the entire industry off-
guard. Without any form of consultation or warning, the Treasury announced it
would remove the statutory formula for calculating Fringe Benefits Tax (FBT) for
salary-sacrificed and employer-provided cars, a concession which had been in
place for more than a quarter of a century. The change would effectively put an
end to novated leases as well as affecting leased vehicles with an element of
private use. Ironically, one sector that would be seriously affected was government
itself, and its departmental fleets. 

This sent NBVs into freefall, dropping 26% month-on-month in August. The
industry, fronted by the Australian Salary Packaging Industry Association (ASPIA),
reacted by setting up a campaign to lobby government. However, following the
election of the new coalition government, which had pledged to repeal the
change, this measure has been dropped and the market has rebounded.

This episode is a prime example of the dangers of government that underest-
imates the benefits of asset finance, and demonstrates the need for a co-ordinated
approach across the industry to keep government informed and on-message.

The PPS Register

The Personal Property Securities Register (PPSR) was introduced in January 2012
in an attempt to reform various Commonwealth, state and territory laws into a
national scheme for the treatment of security interests in personal property. The
new online register was designed to contain a single set of rules about security
interests in personal property (not including land). This defines ‘personal property’
as goods as well as intangible property and, in the case of businesses, may include
inventory, shares, and plant and machinery. For business owners, changes could
affect arrangements such as the supply of goods on lease, consignment or
retention of title arrangements.

According to the government at the time of its introduction, “The aim of PPS
reform is to improve the ability of individuals and businesses, particularly small-to-
medium size businesses, to use more of their property to secure lending. ... The
introduction of a national system in Australia will remove the previous limitations
or uncertainty on the use of personal property as security.” 

This subject is covered in greater detail later in this survey, in the section ‘Legal
aspects of goods leasing in Australia’.
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Economic overview

The Australian economy has shown great resilience since the onset of the
global financial crisis five years ago, maintaining its triple-A investment grade
rating. It has an enviable record of continuous growth over more than 20 years
despite the recession among developed economies, and is ranked 12th
globally in terms of nominal GDP and comfortably within the global top 20
nations when GDP is ranked by purchasing power parity (PPP).

According to the Australian Government Department of Foreign Affairs and
Trade, the country’s biggest trade partner for both exports and imports is
China. While it is undeniable that the economy has benefited in recent years
from the boom in demand for its natural resources, which has attracted
significant foreign investment, manufacturing has been affected by the
strength of the Australian dollar. However, services is by a considerable
margin the largest sector in the domestic economy, representing about 70%
of GDP and employing around four out of five Australians. 

The financial system has remained strong in spite of the global headwinds,
and inflation has been kept under control. Unemployment and public debt
have remained low. As a major player in the global economy, Australia has not
been immune to fluctuations in the US, the eurozone and emerging markets,
but over the past year there has been a consistent positive trend in Australian
asset markets, with the main equity index, the S&P/ASX 200, rising by over
20%. This has provided a boost to business and investment confidence.

The banking sector emerged from the global financial crisis in a relatively
healthy state, with no failures. The Australian authorities put in place
measures to strengthen the financial safety net and crisis management
framework in the intervening years, and although none of Australia’s four
largest banks − Commonwealth Bank, Westpac, National Australia Bank (NAB)
and Australia & New Zealand Bank (ANZ) − is viewed as globally systemically
important, they are seen as of domestic systemic importance due to the
volume of assets held.
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Monetary policy

Monetary policy is determined by the central bank, the Reserve Bank of
Australia (RBA). The rate of inflation to year-ended June 2013 was 2.4%, which
was within the medium-term range of 2−3%. The RBA ‘cash rate’, the
overnight money market interest rate currently stands at 2.5%. This rate stood
at 7.00% at the start of the financial crisis in September 2008 and was
reduced sharply to 3.25% by February 2009, following which it has fluctuated
but has recently trended gradually lower.

The RBA stated in its October monetary policy meeting: “The national
accounts data for the June quarter confirmed that the economy had been
growing at a below-trend pace up to the middle of the year. Recent indicators
suggested that growth remained below trend into the September quarter. The
transition from the investment phase to the production phase of the resources
boom had become more evident over the course of the past year. The decline
in business investment in the June quarter, especially in mining investment,
was evident in falls in investment in machinery and equipment as well as in
engineering activity.” (Monetary policy meeting of the Reserve Bank Board, 1
October 2013.) 

However, it was noted that business confidence was seen to be rising,
although that had yet to translate into concrete plans for higher investment
spending or employment. A contributing factor to this will have been the
ending of political uncertainty with the recent election of the new
Liberal/National coalition government. As RBA Governor Glenn Stevens said
in a recent speech: “We have seen, over the past couple of months, evidence
of a lift in sentiment in the business community. A lessening of political
uncertainty has no doubt helped this, though we should note that this follows
an improving trend in measures of household confidence that began in the
second half of last year. That uptrend had a setback in mid-2013, but then
resumed.” (Remarks to Citi's 5th Annual Australian & New Zealand
Investment Conference, Sydney, 29 October 2013.)

Another problem has been rising unemployment, which had been climbing
gradually through the year. However, the first fall in 12 months was registered
in September, ending an unwelcome trend of what the RBA referred to as a
softening labour market.
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Interest rate changes, 2012–2013 

Effective date Change in cash rate New cash rate target 
(Percentage points) (%)

7 Aug 2013 -0.25 2.50
8 May 2013 -0.25 2.75
5 Dec 2012 -0.25 3.00
3 Oct 2012 -0.25 3.25
6 Jun 2012 -0.25 3.50
2 May 2012 -0.50 3.75

Source: RBA
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Outlook

Forecasts for the second half of 2013 and 2014 vary only in the detail; the
consensus is that the Australian economy will grow at a rate that, although
suffering a slight slowdown, will pick up and be at a rate ahead of that of most
developed nations. In its June 2013 Economic Outlook, the Organisation for
Economic Cooperation and Development (OECD) predicts annual GDP growth
to slow temporarily to 2.6% in 2013, rising to 3.2% in 2014. 

In its May 2013 forecast summary, the OECD stated: “The expected weakening
of the boom in mining investment will be only gradually offset by the sector’s
increasing export capacity and the strengthening of the non-mining sector.
The persisting high exchange rate and still fragile confidence are inhibiting
the emergence of new drivers of growth,” adding: “A tax reform to improve
the effectiveness of housing taxation and lower corporation tax by means of
an increase in VAT would enhance efficiency.”
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Key: Blue line = Australia; red line = OECD average

The latest Outlook from the International Monetary Fund (IMF) predicts growth
at slightly lower levels, with real GDP projected to expand by 2.8% in 2014.

Australia GDP and prices, projected change (%) 
2013 2014 

Real GDP 2.5 2.8 
Consumer prices 2.2 2.5 

Source: IMF World Economic Outlook (October 2013)

The Economist Intelligence Unit (EIU) broadly concurs with this analysis,
stating: “After a strong 2012, we expect economic growth to slow to 2.6% in
2013 as mining investment decelerates. Net exports will contribute to growth
as more mining capacity comes on stream.”

In its medium-term forecast, the EIU predicts real GDP growth at an average
annual rate of 2.9% between 2013 and 2017, which will be slightly above that
of recent years. Longer term, the EIU expects real GDP growth to average 3% a
year in 2012-30, “supported by an export sector that will benefit from new
trading opportunities flowing from bilateral free-trade deals and the country’s
deepening ties with Asian economies.”

Growth and productivity (% change, annual av)
2012-2020 2021-30 2012-30

Growth of real GDP per head 1.6 1.8 1.7
Growth of real GDP 3.0 3.0 3.0
Labour productivity growth 1.7 1.8 1.8
Source: EIU
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Business climate

In the authoritative survey Doing Business 2014, produced by the World Bank
(WB), Australia was ranked in 11th place out of a total of 189 countries, down
one place from the previous year. The WB’s quantitative indicators concerning
regulation give a profile of the business environment and allow useful
comparison with other selected economies, as well as against the ‘regional
average’ (in Australia’s case, OECD high income economies). The nearer a
country is to number one in the ranking, the more conducive the regulatory
environment is to operating a business. 

How Australia and comparator economies rank on the ease of doing business

Australia has ranked consistently well over the period since 2005 when the
WB commenced its Doing Business surveys, and has managed to improve its
position in most of the topics covered. The weakest topic has consistently
been that of protecting investors, which covers the strength of regulation to
protect minority shareholder interests. This is one of only two topics in which
the country lags behind the regional average rating (the other topic being
trading across borders, where Australia’s physical remoteness plays a part).
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Australia is an excellent country in which to start a business, ranking fourth
globally in the component indicators of procedures, time, cost and paid-in
minimum capital requirement. Against comparator economies, only New
Zealand and Canada are ranked higher, with Singapore also being rated higher
in the full global list. 

On the topic of the ease of getting credit, based on the indicators of depth of
credit information and the legal rights of borrowers and lenders, Australia is
also right near the top of the rankings, in joint third place. Only the UK, of the
comparator economies, comes higher, along with Malaysia from the global
list. The WB made note of specific reform in Australia (through the Privacy
Amendment (Enhancing Privacy Protection) Act 2012) that has brought
improvements in the provision of credit information. 

Starting a business (4)

Dealing with construction permits (10)

Getting electricity (34)

Registering property (40)

Getting credit (3)

Protecting investors (68)

Paying taxes (44)

Trading across borders (46)

Enforcing contracts (14)

Resolving insolvency (18)

How Australia ranks on Doing Business topics

AUSTRALIA ASSET AND
AUTO FINANCE SURVEY

©
 A

ss
et

 F
in

an
ce

 I
nt

er
na

ti
on

al
, A

ll
 r

ig
ht

s 
re

se
rv

ed
.

18



AUSTRALIA ASSET AND
AUTO FINANCE SURVEY

©
 A

ss
et

 F
in

an
ce

 I
nt

er
na

ti
on

al
, A

ll
 r

ig
ht

s 
re

se
rv

ed
.

19

1

2

4

5

20

28

60

120

New Zealand

Canada

Australia

Hong Kong, SAR, China

United States

United Kingdom

Average (OECD high income)

Japan

Source: Doing business database

How Australia and comparator economies rank on the ease of starting a business

1 189
Rank

1

3

3

3

3

28

28

47

United Kingdom

United States

New Zealand

Hong Kong, SAR, China

Australia

Japan

Canada

Average (OECD high income)

Source: Doing business database

How Australia and comparator economies rank on the ease of getting credit

1 189
Rank



AUSTRALIA ASSET AND
AUTO FINANCE SURVEY

Competitiveness

The 2013-2014 edition of the World Economic Forum’s Global
Competitiveness Report, which evaluates macro- and microeconomic
productivity factors in its Global Competitiveness Index (GCI), ranks Australia
21st out of 148 countries, a drop of one place on the previous year.
Importantly, as the report points out, this is not only the first time that
Australia has dropped out of the top 20, but also the first time that it has been
overtaken by New Zealand, which leapfrogged it five places to 18th. 

The report noted: “Australia delivers a consistent − and essentially unchanged
− performance across the board, the highlight of which is its seventh rank in
the financial market development pillar, the only pillar where it features in
the top 10.” The report also highlights Australia’s strength in higher education
and training, where it comes 15th, continuing: “Australia’s favorables
macroeconomic situation is improving further (25th, up one place). Its budget
deficit was reduced in 2012 and inflation brought to under 2%, while the
public debt-to-GDP ratio, though on the rise, is the third lowest among
advanced economies.” 

The main area of concern is inflexibility in the labour market (54th, down 12
places on the previous year), which continues to deteriorate. Within this pillar,
Australia ranks well down in 137th for the rigidity of the hiring and firing
practices and 135th for flexibility of wage determination, areas in which two
years earlier it ranked 97th and 116th respectively. The report concludes: “The
quality of Australia’s public institutions is excellent, except when it comes to
the burden of government regulation, where the country ranks a poor 128th.” 

Australia position in the Global Competitiveness Index, 2013-
2014

Rank/148 Score/7
GCI 2013-2014 021 5.1
GCI 2012-2013 020 5.1
GCI 2011-2012 020 5.1
Basic requirements (20.0%) 017 5.7
Institutions 023 5.0
Infrastructure 018 5.6
Macroeconomic environment 25 5.8
Health and primary education 022 6.4
Efficiency enhancers (50.0%) 013 5.2
Higher education and training 015 5.5
Goods market efficiency 031 4.7
Labour market efficiency 054 4.5
Financial market development 0 7 5.4
Technological readiness 012 5.8
Market size 018 5.1
Innovation and sophistication factors (30.0%) 026 4.6
Business sophistication 030 4.7
Innovation 022 4.5
Source: Global Competitiveness Report 2013-2014, World Economic Forum,
Switzerland
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Given the relatively low positions of labour market efficiency and government
regulation in the GCI, it is hardly surprising to see restrictive labour
regulations and inefficient government bureaucracy at the head of those
factors perceived by the business community to be most problematic when
conducting business. These bugbears rank ahead of the factors that are most
commonly cited in almost every country: tax rates and regulations.
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Australia Innovation driven economies

Stage of development

Restrictive labour regulations 17.3
Inefficient government bureaucracy 13.4
Tax rates 13.3
Tax regulations 11.4
Inadequate supply of infrastructure 07.9
Access to financing 06.7
Poor work ethic in national labour force 06.3
Policy instability 06.2
Foreign currency regulations 04.7
Insufficient capacity to innovate 04.0
Government instability/coups 03.0
Inadequately educated workforce 02.4
Inflation 01.7
Poor public health 00.7
Corruption 00.5
Crime and theft 00.5

0 5 10 15 20

The most problematic factors for doing business
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Leaders’ insights

Asset Financial International interviewed prominent industry leaders and
senior executives at major Australian equipment and auto lessors for their
analysis of the current state of the market, the opportunities and challenges it
faces in the near and medium term, and the direction of market trends.

The effect of the current economic situation on the market

No developed, high-income economy escaped the global financial crisis,
including Australia, although its effects were less traumatic. The impact on
the overall Australian economy was undoubtedly cushioned by the boom in
mining and continuing demand for commodities over most of the last five
years, mainly from China.

However, in one respect there was a knock-on
effect on Australian subsidiaries of foreign lessors
that were forced to reduce overseas activities in
order to raise capital levels at home. This point was
made by Hugh Lander, chief executive officer, BOQ
Finance (BOQF), and chairman of AELA, who said:
“The Australian asset finance industry was
impacted by the crisis, albeit not as materially as
other parts of the world. A number of global
lessors/funders exited the market with capital
being repatriated to home markets, for example
Société Générale,” adding that “The securitization

market was displaced, although it is returning to more normal levels for prime
deals.”

Several interviewees commented on foreign lessors
withdrawing from Australia, including John Dennis,
managing director of independent lease packaging
group Australian Structured Finance Group (ASF), who
commented on the initial opportunity this presented to
domestic funders: “The exit of several foreign lessors
enabled the domestic banks and their equipment
finance subsidiaries to initially maintain book growth
as they filled the gaps; however, the
independence/autonomy of bank-owned lessors to
consider funding on a stand-alone basis has
progressively diminished as banks look to more holistic
relationships with their customers, rather than simply
providing stand-alone equipment finance (dumb debt)
without the opportunity to tap into higher-margin
business.”
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This plus side for the asset finance industry was
stressed by James Dwyer, general manager,
Business Development, Komatsu Australia
Corporate Finance: “The asset finance industry was
actually a beneficiary of the financial crisis. The
reason is that dumb/cheap debt from banks dried
up and businesses required alternative funding
sources to finance new equipment. Also, margins
improved significantly after the crisis.” However,
there is always a balancing factor, as Dwyer noted:
“The downside was that new equipment sales fell
away as activity contracted.”

Others also highlighted the negative economic
pressures that put constraints on capital
expenditure, including

replacing and updating equipment. As Tim Chilvers,
general manager, Capital & Cash Flow Solutions at
National Australia Bank (NAB) noted: “After an initial
increase in capital expenditure caused by the
government stimulus package (investment allowance),
the market has contracted significantly. Many
customers elected to hold back on discretionary capex
spending or defer, holding existing plant and
equipment longer, spending more on repairs and
maintenance.”

He continued: “The recovery has been slower than
expected as confidence has not rebounded. Factors
include conservatism driven by concerns around

impacts of the global economy, the election and
government policy uncertainty.”

And even the mining sector, which had held up
through the recession, is now in decline and
investment in equipment is falling. Craig Gee,
general manager & treasurer, Marubeni Equipment
Finance (Oceania) gave the point of view of a
specialist funder, stating: “Investment in plant &
machinery in Australia has declined from around 8%
of GDP in 2008 to just around 5.5% currently.
Consequently, asset financing volumes have fallen
for those segments.”
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Effect on lessors

Hugh Lander took up the theme of reduced capital expenditure: “A point of
concern is the decline in net receivables balances over the last 12 months
across the industry as the Australian mining boom slows significantly. Mining
investment is at 11-year lows. While business confidence is improving,
business conditions are still challenged, meaning delayed capital purchasing
decisions.”

Of course, as banks have had to increase capital
adequacy ratios, leading to reductions in loan
provision or even, in the case of some overseas
banks, exiting markets, the case for leasing has
grown. Chris Pearson, CEO Asia Pacific of software
solutions and consulting services provider White
Clarke Group, emphasized that “Although the
number of lessors leaving the Australian market
greatly outweighs the number of new entrants, the
viability of asset finance as an alternative funding
source is undiminished.”

An uncompromising assessment of the changes in
bank lending practices compared with other equipment lessors was provided
by John Dennis. In his view: “Bank lending was always predicated upon a
‘deeper’ banking relationship with the client, with a wider security net
(beyond the asset being financed) and accordingly, post-crisis, we have seen a
significant contraction in lessor activity; far less autonomy in
credit/transaction decision-making within the bank-owned leasing divisions; a
significant reduction in staff numbers; and the ‘purging’ of more senior
experienced leasing operatives (i.e. deal originators and decision makers on
higher packages) in favour of younger, administrative and executive types who
are more product specialists fed by bank relationship managers rather than
deal and client originators in their own right.”

Such structural changes have meant that “Credit decisions have moved away
from asset lenders with an intimate understanding of the underlying
equipment’s ability to generate income and provide lending security, to credit
generalists with little or no understanding of equipment finance as such.”

Dennis concluded: “This in turn has led to a dumbing down of the entire
sector in contrast to the product development and innovation the leasing
sector experienced during the 1980s and 1990s.”

There was also a change to the broker market, as observed by Hugh Dennis:
“There was a flight to quality in the broker space, with a number of smaller
brokers having funding lines cut – this led to the rise of the broker aggregator
groups.”
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Market drivers

Asset Finance International asked its panel of
experts to comment on the near- and medium-term
factors that will give the market momentum. A
common thread was summed up by Colin
Fleischmann, director Asia Pacific, White Clarke
Group, who said: “We see business confidence is
growing, and a return to steady economic growth
will give assurance to customers and investors.
Greater confidence in government stability should
reassure customers, particularly in the auto sector
which was badly impacted by threats to Fringe
Benefits Tax (FBT).”

Confidence was at the top of a list of market drivers from Tim Chilvers:
“Business confidence is significant, as is the direction of the mining sector for
supporting services,” he said, adding: “Retail and consumer confidence will
also reflect in the transport sector concerning movement of goods.”

He also included in his list “Exchange rates – the cost of acquiring imported
equipment, the impact on export and importation of goods (and therefore
transport movements); and seasonal conditions − demand in the agri space for
replacement equipment.”

Unsurprisingly, both Craig Gee and James Dwyer agreed that a prime driver
will be investment in the mining sector, and both also stressed the
importance of investment in infrastructure.

Taking a client perspective, John Dennis commented on the need for more
funding options, especially stand-alone lease and equipment finance facilities:
“The main driver seems to be diversification of funding source rather than
being tax or balance sheet driven.” 

In terms of increasing efficiency, technology developments have streamlined
administration systems. These have improved credit scoring and allowed
lessors to focus on cost of product delivery, such as standard credit
application and risk assessment, so that brokers and dealers have the ability
to submit lease transactions via highly automated, online processes. 

However, progress here seems limited to the smaller ticket space as, in John
Dennis’s opinion, “Little or no innovation/ investment has been made by any
domestic lessor into the larger commercial/corporate space requiring more
involved analysis, credit processing and transaction management.”
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Market challenges

Changing conditions in the global economy have and will continue to affect
Australia’s markets, as China’s growth slows and demand for commodities
impacts on the mining industry. If the dollar weakens, that at least will
encourage exports. 

Market challenges are frequently the same as drivers, a point made by Hugh
Lander, who placed business confidence and conditions, and the strength of
the Australian dollar and commodity prices in both categories. 

Craig Gee agreed on the challenges presented by commodities and currency,
saying: “The main challenges are a weakening mining sector, and high
Australian dollar impacting the manufacturing sector.” 

James Dwyer preferred not to distinguish challenges, but to deal with
negative aspects in areas that should be market drivers, stating: “A negative
driver is the fall in investment in mining capacity. With this comes reduced
demand, not only for mining equipment but also ancillary equipment to build
the mining infrastructure.” 

Additionally, he thought “Another negative driver is that banks are still
reluctant to lend to property developers, hence new dwelling construction is
down,” and he stressed the importance of a recovery in the house-building
market.

Aside from the challenges of overcoming the lack of confidence to invest and
the low level of infrastructure spending, Tim Chilvers picked out “The financial
performance of local companies and their ability to raise credit.” 

Giving the viewpoint of one of the four dominant domestic banks, he noted:
“Contraction in the market has led to increased competition for the business,
including the emergence of vendor finance as additional players are
competing aggressively with the Big 4.”

However, for John Dennis, there is not enough competition, at least not when
it comes to more risky investment: “The main challenge we experience is
identifying lessors with sufficient capacity and interest in participating in
larger lease lines for sub-investment grade credit, i.e. BBB or less on a stand-
alone basis − i.e. without the prospect of further, better secured or higher
margin business.”
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Prospects for market growth 

As covered earlier in this survey, predictions for the Australian economy are
for growth to slow in 2013, but only temporarily, and that it will still rise
ahead of most other developed economies. However, the asset finance
industry does not have such expectations, at least for the near term.

Looking specifically at the equipment finance market, AELA director John Bills
said: “Equipment finance strengthened in late 2011 to mid-2012, but this
recovery has stalled. At this point in time, growth in new business and
balance sheets looks to be weak for the period ahead, although the recent
federal election in Australia may promote confidence.”

Considering the entire asset finance market, BOQF’s Hugh Lander forecast for
2013: “Net receivables are expected to decline marginally, while for 2014
they are likely to remain relatively flat.”

Meanwhile, Tim Chilvers of NAB shared the expectations for subdued growth:
“Capital expenditure remains weak among larger firms, although it was
slightly improved when compared with the June quarter. Trends differ
between individual industries, with strong trends in manufacturing and
finance, business & property services, and negative trends for wholesale and
mining. Overall, we expect a benign level of growth, if any.”

ASF’s John Dennis concurred, commenting: “No expectation for growth. The
market continues to contract (in gross terms) as firms deleverage and
confidence remains soft. Relatively high domestic rates and a stable economy
are keeping the Australian dollar high and adversely impacting all export
markets.”

A similar prediction was given by Craig Gee of Marubeni, who saw no sign of
an immediate uplift in his company’s markets, stating: “The second half of
2013 is expected to be flat at best. Mid to late 2014 is anticipated to improve
marginally, benefiting both small and large businesses operating in the
infrastructure sector.”

And Komatsu’s James Dwyer held out no greater hopes in the near term,
unless there is greater stimulus to the economy: “We don’t expect growth as
there is excess capacity in the market at present, with a number of businesses
having parked up equipment.”
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Outlook for small and large businesses

Opinions varied over the prospects in the coming 12-18 months for
businesses by size of organization. Tim Chilvers believed the agility of small
and medium-sized enterprises (SMEs) would work in their favour, adding:
“They have scaled back capex and become more efficient, so are ready to act
on opportunities in the market.”

However, James Dwyer thought larger corporates would fare better, pointing
out that “They have more scope to trim costs to improve performance.”

This was elaborated on by Hugh Lander, who said: “Larger corporates are likely
to perform better than SMEs in the near term, with many smaller firms having
limited capacity to reduce costs further in light of soft demand and pressure
on margins.”

A further point was made by John Bills, relating to the prospects for more
consumer-oriented leasing, which in many economies forms a large and
increasingly important part of the market: “Australian equipment financiers do
very little consumer leasing, whereas small business is and will continue to
be an important market segment.”

Sector prospects 

Assessments of which sectors have the greatest growth opportunities were
fairly consistent. The majority of interviewees singled out construction as the
sector with best prospects, although generally with the proviso that when this
happens will depend on the economy, as summed up by Hugh Lander: “If
business conditions improve, I expect there to be an uptick in construction
equipment demand.”

Most favoured construction, but other sectors were mentioned. James Dwyer
added the utility sector as having potential, as well as IT, due to the National
Broadband Network rollout – a national network that is being built to bring
high-speed broadband and telephone connectivity to businesses. But he
discounted mining, as “There is no need for more mining equipment”, at least
not in the current climate.

Agribusiness was highlighted by Tim Chilvers, “based on current seasonal
forecasts, good crops expected, milk and other commodity prices are
improving.” He also suggested healthcare, which, he added, “remains
consistent – expect this to continue to grow moderately.”

Looking slightly further ahead, Craig Gee anticipated better prospects for
companies involved in infrastructure development, such as construction
machinery: “In late 2014, there could be opportunities for companies
providing services to the infrastructure sector, due to new government
initiatives in that area.”

However, a note of caution was sounded by John Dennis, who observed:
“Economic forecasts cite healthcare for the aged, service industries and
tourism to be major growth areas; however, none have really significant
equipment leasing demand.”

He continued: “Historically, Liberal federal governments use major
infrastructure projects to help stimulate the economy, so some growth is
anticipated in the building and construction sector; however, there remains a
significant surplus of mining and earthmoving equipment within the market
following a contraction in mining investment and existing surplus capacity
within that sector.”
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Autos and ‘green’ assets

Prospects for expansion in the auto sector were also viewed positively by
some experts, with at least modest single-digit growth forecast for passenger
cars and trucks. Hugh Lander was positive about motor vehicles, “particularly
passenger vehicles, which continue to dominate the leasing space.” 

James Dwyer agreed, saying: “Cars offer the best opportunity, as they as
relatively cheaper than historical averages and people don’t want to invest in
upgrading houses – so they upgrade cars.”

As for the renewable resources market, there was not a great deal of
enthusiasm, with John Dennis stating: “The green market has largely
disappeared.” This, however, implies that it has been on the agenda in the
past, and could be again when conditions improve. Tim Chilvers commented:
“Green assets (i.e. solar energy) remain on the radar, but are not a key sector
at this stage.”

Attempts have been made to develop green products such as machinery with
reduced emissions, but the market is not particularly conducive to their
adoption at present. Nonetheless, research continues on such products, and
James Dwyer noted: “Komatsu is a global market leader in developing and
promoting hybrid excavators.”

Incentives and hindrances for new market entrants

Asset Finance International asked its panel to comment on the incentives for
foreign leasing companies looking at expanding into Australia, and also the
pitfalls. The fact that some overseas financial institutions have withdrawn
from the Australian market could give the impression that the market is
already sufficiently covered, but there are always niche opportunities and the
signs of a recovery in the global economy could lead to renewed interest.

The experts, however, did not see the immediate prospects as enticing, with
the consensus being that the market is currently dominated by the big
domestic banks and that competition is intense. Hugh Lander summed up:
“Australia is a small market and the major banks dominate the asset finance
market, making it relatively difficult for new entrants to enter. Increasing
regulation is also increasing fixed costs.”

One incentive noted by James Dwyer is “a stable government and court
system”; however, he and others cited regulation as a hazard, especially
concerning the Personal Properties Securities Act (analysed later in this
survey). This Dwyer described as “complex and hard to understand”, and Tim
Chilvers added: “PPS needs to be understood and systems put in place to
manage it.”

Chilvers continued: “The market is currently serviced by numerous financiers
and brokers, hence finding a niche opportunity may be difficult and not
present sufficient return on investment.”

The main obstacle recognized by all is the strength of the main four Australian
banks and the degree of competition that currently exists. John Dennis
observed: “The Australian market has contracted in terms of number of
lenders, with the majority of available lessor business linked to the four major
domestic banks. This is even more so following the recent acquisition of
Lloyds Bank’s Capital Finance business unit by Westpac.”
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Market consolidation

The comment above leads into the topic of whether the market might see
further contraction through merger and acquisition (M&A) activity, or whether
that route could also allow foreign investors to gain entry. 

Opinions among interviewees varied. John Bills of AELA thought the options
are limited: “A number of equipment financiers have vacated the market in
recent years, resulting in some portfolio acquisitions. There would appear to
be little scope for further M&A activity within the equipment finance sector.”

Recent activity was seen from different viewpoints, with Marubeni’s Craig Gee
stating: “Except for Westpac Bank’s purchase of Capital Finance, future merger
acquisition opportunities appear limited.” On the other hand, Komatsu’s
James Dwyer said: “Yes, the smaller lessors will get taken over and
consolidate, e.g. the recent acquisition of Capital Finance by Westpac.”

ASF’s John Dennis pointed to the number of lessors and mortgage providers
that are already owned by banks, thus limiting future M&A opportunities, at
least of large independent lessors. However, he added: “There may be
acquisition potential within the vendor finance space as portfolio contraction
makes it less commercially viable for vendors to operate their own book
independently.”

The view of the banks themselves was that there are opportunities to grow
portfolios through acquisition. NAB’s Tim Chilvers said: “There is potential, as
lessors seek to leverage capability, access to customer bases and own market
share. We have observed our competitors looking to acquire leasing
businesses, with some under negotiation currently.”

And Hugh Lander of BOQF commented: “There is likely to be more
consolidation, particularly in the fleet space, with a number of the major
players presently owned by private equity that will be looking for a near-term
exit.”
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Industry relations with government

Given recent political uncertainty and, more specifically, the fright to the
market caused by the previous administration’s clumsy attempt to change FBT
calculation, opinions were sought of the relationship between the asset
finance industry and central government, and the effectiveness of the
industry’s lobbying.

Again, opinions varied among the interviewees. Craig Gee was positive: “It’s
my view that the Australian leasing sector has a good working relationship
with relevant Australian government departments.”

This stance was endorsed by John Dennis, who said: “AELA and sister bodies
have proven to be an effective lobby group, with the current AELA directorate
remaining in place since inception in 1986. AELA's reach into government at
all levels appears sound, given the two senior executives have held their roles
for 27+ years.”

Hugh Lander agreed, adding: “Recent successful lobbying to halt
government’s intent to extend consumer-style regulation to small business
lending was a great example of the industry bodies working with government
for a sensible outcome.”

However, these views were not universally held. In James Dwyer’s opinion,
“There is hardly any relationship. The lobbying is okay but the fact PPS has
been introduced in its current form would suggest that the leasing lobbying
sector was totally ineffective.”

Tim Chilvers expanded on this, saying: “There does not appear to be a
significant relationship. The recent introduction of the FBT changes was
without consultation, and if a strong relationship existed this should have
been on the table in advance. Similarly, with PPS legislation, consultation
does not appear to have been sufficient to enable industry to lobby for the
right outcomes.” On this issue, he added: “We are left with a cumbersome
process and legislation that potentially penalizes asset owners when their
customer’s business fails and their assets are in their possession.” 
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Taxation legislation and regulation

Comments above on taxation issues introduced the topic of the extent to
which national legislation is affecting leasing operations. For some operators,
this is a fairly neutral area with a reasonably settled framework, particularly
now that the new government has reversed the FBT arrangements.

One development has been in the change in Goods and Service Tax (GST)
treatment of hire purchase products, which has led to numbers of smaller
clients turning to chattel mortgage. As Tim Chilvers said: “Tax regulation is
not a high driver for customers requiring equipment finance. GST on HP term
charges causes confusion, as does the treatment of cash-based customers
using HP (which has been the case from the introduction of GST in 2000).”

Additional points were made by Craig Gee, who observed: “A recent reduction
in thin capitalization gearing limits (which affect foreign-owned lessors) may
place foreign-owned lessors at a slight disadvantage against Australian
banks.” He also noted: “The reduction in depreciation rates over the past few
years has made some leasing products less competitive against debt-type
products.”

And from the point of view of the lease packager, John Dennis commented:
“Lessees have limited appetite to consider highly structured tax-driven
transactions in order to notionally reduce their funding costs in the prevailing
interest rate environment, and lessors largely have no appetite to pass on
what little tax benefit can be gained from tax-effective lease structuring.”

He concluded: “Leasing is primarily viewed by most lessees as a debt
syndication mechanism with the security limited to the underlying asset. This
is why virtually every remaining tax-based lease packager within the
Australian market has closed in recent years.” 

Lease accounting

Finally, Asset Finance International asked the panel for views on whether the
proposed changes to the way leasing is to be accounted internationally are
likely to be beneficial. (This is covered in detail in a later section of this
survey.)

A common opinion was that any impact is as yet to be assessed but unlikely
to be great, other than perhaps to create additional administrative burdens.
John Dennis stated: “The vast majority of leasing undertaken in Australia
relates to SME/commercial borrowers who are simply looking for an easy
funding mechanism and don't really consider the accounting implications of
the product as their primary driver.”

John Bills summed up: “This is not causing significant dislocation. Operating
leases are a relatively small component of overall equipment finance business
in Australia, and as possible accounting changes have been foreshadowed for
a number of years, the possible consequences are fairly well understood.”

And James Dwyer wrapped up the debate with: “The changes have been
talked about for so long no one believes that they are coming.”
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Legal aspects of goods leasing in Australia

Nino Di Bartolomeo of Norton Rose Fulbright Australia assesses the effects on
leasing of the introduction of new legislation

The Personal Property Securities Act 2009 (Cth)
(PPSA), which came into force on 30 January 2012,
brought about a fundamental change in the way
security over personal property is created in
Australia. The PPSA replaced many different
securities laws and over 70 registers with a single
national law and an online, searchable register of
almost all security interests in personal property.
‘Personal property’ means, essentially, all property
other than land. The broad reach of the PPSA has
significantly altered the law relating to the leasing
of goods in Australia.

For lessors, perhaps the most significant change is that ownership of leased
goods may not be sufficient to give a lessor’s rights in the goods priority over
those of the lessee’s other creditors. The lessor’s interest in the goods is
characterized as a security interest, and needs to be protected by registration.
Indeed, a lessee can now grant a security interest in leased goods. Recent
case-law confirms that the security interest can extend to the goods
themselves, and not simply the lessee’s rights under the lease, so, in a priority
dispute between the lessor and the lessee’s creditors, goods that belong to
the lessor may be available to satisfy obligations owed by the lessee to its
creditors. 

PPS leases

The concept of a finance lease as the economic equivalent of a security
interest is familiar, and it continues to be treated as an ‘in substance’ security
interest under the PPSA. However, operating leases will also be treated as
security interests, and need to be registered, if they qualify as a ‘PPS Lease’.

A PPS Lease is a lease by a lessor who is regularly engaged in the business of
leasing goods and: 

a) it is for a term of more than one year (or 90 days for certain classes of
serial numbered goods including motor vehicles, watercraft and
aircraft; or 

b) it is for an indefinite term; or 

c) it is for a term of up to one year (or 90 days for serial-numbered goods)
but is automatically renewable.

The timescale for registration is very tight and an incorrect registration could
render the registration invalid.

Registration is also important for existing leases entered into before 30
January 2012 if they are of a type that would be caught by the PPSA if they
were entered into now. Such leases currently enjoy ‘transitional security
interest’ status and, provided the lessor has done all that was required to
protect its priority when the lease was entered into, it will have priority under
the PPSA regime. However, this protection is only temporary and lasts for 24
months from the operative date of the PPSA. As the protection period ends on
31 January 2014, lessors need to register the relevant leases on the PPSR
before 31 January 2014 for protection to continue.
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It is also important to note that a sub-lease may itself be a security interest in
the leased goods. If the lessee/sub-lessor does not register its security
interest in the goods against the sub-lessee, the lessor, as well as the
lessee/sub-lessor, may find itself in a priority dispute with the sub-lessee’s
creditors. If a lease permits sub-leasing, the lessor should require the lessee to
register its security interest in any sublease on the PPS register and it should
monitor compliance by lessees with registration requirements for sub-leased
goods.

There has been a long history of financiers using ownership as a substitute for
security over large tangible and movable goods in cross-border transactions,
leasing the goods to a lessee rather than lending money to the owner of the
goods, because of difficulties in taking reliable security. If the PPSA applies to
a lease, it is likely to be a registrable security interest which needs to be
registered to protect the lessor. Ownership is no longer enough.

Cape Town Convention

Australia has passed legislation to adopt the Cape Town Convention, which is
expected to come into effect in early 2014. The Cape Town Convention
applies to ‘large aircraft’, which includes aircraft over a particular size, such as
airframes that can carry eight or more people. Once the Cape Town
Convention applies in Australia, it will prevail over the PPSA to the extent of
any inconsistency, but, it is likely that leases of ‘large aircraft’ will need to be
registered under both the PPSA and the Cape Town Convention. The PPSA will
still apply to leases of large aircraft entered into before the Cape Town
Convention becomes effective in Australia. 

Nino Di Bartolomeo is a partner at Norton Rose Fulbright Australia.

nino.dibartolomeo@nortonrosefulbright.com

http://www.nortonrosefulbright.com/au/
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The evolution of accounting for leases: where we are at now, and
when will there be certainty?

Michelle Gibbs of KPMG Australia looks at the leases project

For many years now the International Accounting Standards Board (IASB) and the
US Financial Accounting Standards Board (FASB; together, ‘the Boards’) have
been threatening to bring all leases on-balance sheet, remove structuring
opportunities due to bright lines (e.g. criteria to determine operating vs finance
lease), and provide more faithful representation of leasing transactions. The
question is: have the Boards achieved this objective?

The leases project has attracted widespread attention across the financial
reporting community and lessor industry, rarely has there been an accounting
topic that has seen such passionate debate with such differing views. This puts
the Boards in a difficult position and has resulted in the proposals released by
the Boards in the second Exposure Draft (ED) to be a series of comprises. The key
objective of the Boards has, however, remained through each proposal –
recognition of all leases on-balance sheet for the lessee. 

In each of the three proposals formally released by the Boards as detailed in the
timeline below, they have tried to achieve an accounting outcome that reflects
the substance of different types of leases. However, each of these proposals
seems to only create new bright lines, different structuring opportunities and will
probably still require analysts to make adjustments to the financial statements to
reflect an entity’s leasing transactions.

What will be the next steps taken by the Boards in light of the 637 submissions
received on the latest ED? It appears the Boards will not back down from bringing
leases on-balance sheet; however, we anticipate there may be changes to reflect
some of the concerns raised, in particular around lessor accounting, and to
address the cost burden of these proposals by potentially providing some
exceptions to scope, e.g. possibly around small ticket leases and long
implementation times. It is unknown when the standard will be finalized given
the extent of the feedback the Boards need to consider (scheduled to start in the
December 2013 Board meetings); however, we would not expect this to be
before the end of 2014 and it is likely the application of any new standard would
not be before 2017/2018, consistent with the new Revenue standard.
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March 2009: Discussion
Paper Key proposals

August 2010: Exposure
Draft 1 Key changes to DP

May 2013: Exposure Draft
2 Key changes to 1st ED

Late 2014: Final standard 
Possible considerations?

- All leases
recognized on-
balance sheet with
ROU asset and lease
liability recorded

- Lease expense front
loaded to start of
lease 

- Contingent rentals
included on
probability weighted
outcome basis

- Two lessor models
considered

-Clarification of
definition of lease

- Clarification of
lessee model 

- Two very different
models for lessor
whether risks and
rewards are
transferred

- Two models, Type A
and Type B, which
create different P&L
expense profiles for
lessee 

- New models for
lessors

- Only include lease
payments that are
based on an index
and purchase options
when significant
economic incentive
to exercise

- Potential widening
of scope exemption?

- Revised lessor
model?

- All equipment
except that integral
to property have
amortising P&L
profile
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• All leases that meet the definition of a lease, being a
contract that conveys the right to use a specific asset
and control the use of that asset during the lease term
(i.e. most equipment leases).

• Exemptions include the service component of a
contract, and short- term leases (maximum possible
lease term, including options to extend, of 12 months
or less and no purchase options). 

Scope of the proposals

Type A lease model

• Leases of non-property assets (e.g. planes, trains,
yellow goods), unless:

- the lease term is for an insignificant part of the
economic life of the asset; or 

- the present value of lease payments is insig-nificant
compared to the fair value of the under-lying asset,
in which case they will be a Type B lease.

Type B lease model

• Leases of land and buildings, unless:

- the lease term is for a major part of the economic
life of the building; or 

- the present value of lease payments amounts to
substantially all of the fair value of the underlying
asset, in which case they will be a Type A lease.

Lessee accounting

• Record a right of use (ROU asset) equal to the liability
plus initial direct costs.

• Lease liability measured at the present value of lease
payments, which will include assumptions for lease
term, expected payments of residual value guarantees,
variable payments based on an index, and purchase
option payments when there is a significant economic
incentive to exercise. 

• Key differences to current finance lease accounting
due to: different definition of term (likely lead to longer
term and therefore will increase asset and liability);
only include present value of payments expected to be
paid under residual value guarantees (not full amount
of guaranteed residual, this will reduce the asset and
liability); and requirement to include variable payments
based on index (likely to increase asset and liability).

• For type A leases, the lessee will amortize the ROU
asset to the P&L on a straight line or other systematic
basis reflecting pattern of asset use, over the shorter of
lease term and useful life. Record interest expense on
the liability that will be front-loaded to the start of the
lease (like a finance lease).

• For Type B leases, this means the introduction of a new
model which will allow a total lease expense in the
P&L to be recorded on a straight-line basis. Interest
expense will be calculated as for Type A and
amortization expense will be a ‘plug’ figure to ensure
total cost of the lease is equal across the periods of the
lease.

Lessor accounting - Type A lease 

Receivable and Residual model

• Lessor derecognizes the asset, records a lease
receivable and an interest in the residual asset. Profit
maybe recognized on the portion of the underlying
asset that is sold, the remainder is deferred and offset
against the residual asset.

• The lease receivable is measured similar to the lease
liability for the lessee (however, payments expected to
be received under residual value guarantees are
excluded and any initial direct costs incurred by the
lessor are included).

• The residual asset is measured as the present value of
the amount the lessor expects to derive from the
underlying asset at the end of lease term, plus deferred
profit on the residual asset.

• Subsequently the lease receivable and residual will
accrete interest income to P&L.

• Lessor Type A accounting is very complex, particularly
where there are variable payments, and impairments.

Lessor accounting - Type B lease

Operating lease model

• Current operating lease accounting would apply, which
would enable the lessor to continue to recognizes the
underlying asset and recognizes total lease payments
as income on a straight line, or other systematic basis
reflecting asset use. No recognition of upfront profit.
Note total lease income may be different to current
rules due to changes in definitions of lease term and
lease payments as detailed above for lessee.

Snapshot of current proposals
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• Identification of leases and extraction of lease data − typically information
for operating leases is currently not collected. 

• Key financial metrics affected with front loading of interest expense (for
Type A leases) and new assets, liabilities on balance sheet.

• New judgements and estimates will be need to be determined – time-
consuming to consider by management and likely to be senior
management judgments required given the impact on balance sheet
volatility. 

• Balance sheet volatility with re-estimates of term, purchase options,
variable lease payments and payments under residual value guarantees.

• Contract terms and business practices may be affected, lessees may rather
buy than lease.

• New/updated systems and processes needed.

• Given the complexities and cost burden of applying the proposals, there
will be increased pressure on structuring lease transactions to be service
or executory contracts that achieve off-balance sheet accounting. There
will also be pressure on the lessor to clearly delineate between the service
and the lease elements of the contract as the penalty for not being able to
reliably split the payments is that all payments are recognized as lease
payments on-balance sheet.

What should lessors being doing today to prepare for the changes?

• Have you assessed the impact of the new standard on the products sold to
your clients?

• How could contracts be restructured to reduce the impact for lessees?
Would this change lessor risk profile?

• Is your sales team educated on the new proposals and can competently
answer client questions?

• Are there any new product offerings created as a result of the new
proposals? 

• Do you understand the impact to your balance sheet and income
statement, associated ratios, regulatory impact, compensation, IT systems
etc, of the proposals? For example:

- The change in definition of lease term, inclusion of variable lease
payments based on an index, and requirement to re-assess lease
payments each period, creates additional complexity, volatility in
financial statements and is costly to implement. 

- Are you able to identify whether variable lease payments have been
factored into the rate you charge the lessee in order to adjust the
residual asset calculation?

- Are your systems able to cope with the deferred profit element of the
residual asset and the accretion of income on the remainder?

Michelle Gibbs is associate director, CFO Advisory at KPMG Australia

T: + 6 12 9455 9028

E: mfgibbs@kpmg.com.au
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