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1. A brighter outlook for business investment'

CALLAM PICKERING

Getting a good read on business activity is not always easy. Credit figures are
useful — though slow moving — while monthly lending data is highly volatile and
prone to extensive revisions. Sentiment measures are favoured by some analysts,
although they rarely offer insight that can't be obtained elsewhere.

It's a big issue because the business sector is a key component of Australia's economic

i ) :
recovery. We have reasonably” accurate and timely data on the household sector — retail
sales, labour force survey and housing finance, to name a few — but we cannot say the

same for the business sector.

The ABS" lending finance release is one of the more timely measures of business
lending activity. But in order to assess the data with any degree of accuracy, you have to not
only take the trend estimates (since the seasonally—adjusted’ estimates are far too volatile),
but also make a number of other adjustments. Even then, it takes a brave economist to
draw strong conclusions from the data.

The lesson is to always be cautious around economic data, particularly those measures
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that tend to be highly volaule and revised regularly. With that out of the \-V&\l‘\', let's take a
look at how much money businesses are borrowing.

On a trend basis, the value of commercial lending activity, excluding refinancing and
cancellations and reductions, rose by 2.5 percent in February — having increased for the
past four months — and is now 7.2 percent higher over the year.

As the graph below shows, recent activity has been a fair bit stronger than what
occurred throughout much of last year. The business sector appears to have received a
second wind’, probably due to the extensive refinancing and deleveraging” that occurred
across a number of businesses over the past couple of years.

Refinancing will remain popular in the months to come, largely due to both the
February rate cut and the expectation of further interest rate cuts in the near future. On
a trend basis, refinancing rose by 8.7 percent in February — following an increase of 7.5
percent last month — and should remain elevated in the near—term.

The more important question is: why are businesses refinancing in such high numbers?

There are two reasons to refinance your existing debt. The first is that you simply
want to reduce your interest burden. The second is that you need to reduce your interest
burden. The first is all about freeing up cash, which can be used to purchase other goods or
to invest more into the business; the second is about ensuring that the business doesn't go
belly—up.

Although the non—mining sector continues to struggle in ;lggregatej, the level of
financial distress remains relatively low. As a result, I'd assume the high level of refinancing
activity reflects the former and that business owners simply want to take advantage of much
lower interest rates. Who can blame them?

Recent growth in commercial lending provides some upside risk for non—mining
capital expenditure. That's good news because the initial investment intentions
published for the 2015—16 financial year were disastrous (A swift wake—up call for
APRA, February 26).

The key is whether this recent surge is sustainable or simply a ‘dead—cat—bounce™.

Only time will tell. But we shouldn't underestimate how important business lending 1s to
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Australia's rebalancing process.

Bank lending isn't the only way in which businesses can expand, but it is often the
only way in which small businesses can survive and thrive. It's also a significant source of
financing for larger corporations given Australia's underdeveloped corporate bond market.

This whole process has come under pressure due to high levels of investor speculation
in the Sydney property market. Potentially productive investment within the business sector
has been ignored in favour of a quick buck in Australia's $5 trillion property market.

The good news is that annual business credit growth is showing tentative signs of a
sustainable pick—up — now at its highest level in six years. But we shouldn't underestimate
the investor monster and its ability to distort capital markets and undermine business
expansion.

It's for that reason that macroprudential policies’ continue to receive news time and
APRA remains under pressure to reduce the systemic risks associated with such a high level
of growth within the investor segment.

Only time will tell whether APRA has the stones to deliver on the regulatory front, but if
they do — and the government implements the recommendations featured in the Murray
Report — then we could be well on the way to a financial system that doesn't treat business

10 %
owners as second—class citizens.

htep://www.businessspectator.com.au/article/2015/4/14/australian—news/brighter—outlook—
business—investment
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2. Life insurance reforms to have teeth'

Adele Ferguson

The Abbott government and the $44 billion life insurance industry are on the cusp
of announcing a significant agreement to overhaul’ a sector riddled with conflicts of
interest.It is understood that a package of measures will be released just prior to the federal
government's formal response to David Murray's Financial Services Inquiry. The life
insurance package will be backed by the opposition’.

The Australian Financial Review can reveal that the release of the package of measures
is imminent and will be binding on the industry.Its aim is to improve the quality of
advice, reduce premiums’ on life insurance policies’ and re—engineer the economics of the
industry, which has an unusually high level of lapse rates’. (Lapse rates refer to the number
of cancelled life insurance policies an insurer has over a certain period. High lapse rates can
be an indicator of high levels of chum, which is costly for insurers.)

It is understood that the measures will have "teeth". It is not known whether they will
be introduced through regulation or legislation. What is known is ASIC will play a key

role, which suggests they will be regulated and subject to review.

UPFRONT COMMISSIONS

The reforms will include a reduction in upfront commissions — which currently can
sit as high as 120 percent on the first year's premium — a code of ethics, increased training
on insurance and new measures to deal with life insurance policy churning, which is the
deliberate replacement of policies to get an upfront commission,

It 1s widely believed that Assistant Treasurer Josh Frydenberg is pushing for other

reforms, which are likely to be included in the package, such as the removal or banning of
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non—commission related benefits. Non—commuission benefits include rebates, junkets, shelf
space fees and volume based payments. It will be interesting to see how far they go on this.

The package is also likely to include expanding the Approved Product List (APL),
which is a list of all the products that can be sold by financial advisers. Products that do not
appear on an APL cannot be sold by an adviser. In most APLs only one retail life insurer
appears on the list. By allowing more than one insurer on the list will create competition
and help reduce the mynad of conflicts of interest and kickbacks that have long dogged the
industry.

Such conflicts have been exacerbated by the vertically integrated model, where banks
and AMP own wealth management divisions that manufacture products and also own or

are aligned to up to 80 percent of the financial planning industry.

IN-HOUSE PRODUCTS

This inherent conflict of interest was made crystal clear in Roy Morgan's latest
Superannuation” and Wealth Management report, which shows that financial planners
from the big four banks and AMP have a strong preference for putting customers into their
respective in—house products.

The Roy Morgan report says in the year to December 2014, more than 82 percent of
customers using a Westpac financial planner ended up with a Westpac product, which was
up 3.4 percent on the previous corresponding period. CBA, which has been embroiled in a
financial planning scandal for the past couple of years, came in second with 71.3 percent of
its customers put into its own products, up 7.1 percent on the previous year.

While some of these products are master trusts or wrap accounts, which may contain
funds managed by other fund managers, vertical integration is clearly the elephant in the
room"”.

Not surprisingly, the level of trust in financial planners for "ethics and honesty" is at
its nadir', with only 24 percent of respondents of the Roy Morgan survey rating financial
planners as either very high or high for ethics and honesty.

It will be interesting to see if these ratings improve when the Future of Financial



