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Foreword

The Productivity Commission is required under its Act to report annually on
industry assistance and its effects on the economy. Trade & Assistance Review
2007-08 contains the Commission’s latest quantitative estimates of Australian
Government assistance to industry. It also examines developments in assistance in
different sectors of the economy over the period November 2007 to April 2009, and
discusses some recent international policy developments affecting Australia’s trade.

Over the last year, a number of major reviews reported to the Australian
Government. The Australian Government also released a White Paper and draft
legislation on the proposed ‘Carbon Pollution Reduction Scheme’. These
developments will have significant ramifications for the nature and extent of
industry assistance in Australia and are covered in this Review.

o Chapter 3 outlines findings of the reviews dealing with export assistance,
inovation policy, and assistance to the automotive and the textiles, clothing and
footwear sectors.

o Chapter 5 provides a stocktake of government measures introduced to reduce
carbon emissions or assist firms in adjusting to a less carbon intensive economy.
Over 240 measures are identified with associated budgetary outlays amounting
to around $23 billion.

In preparing this document, the Commission has received helpful advice and
feedback from officials from the Australian Government as well as the States and
Territories. The Commission thanks them all for their assistance.

Gary Banks AO
Chairman

April 2009
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Key points

Government assistance to industry is provided by tariffs, budgetary outlays, taxation
concessions, regulatory restrictions and other measures.

— Assistance generally benefits the industry receiving it, but it can come at a cost to
other industries, taxpayers and consumers.

— Some assistance, such as R&D funding and measures with environmental
objectives, can deliver net community benefits if well designed and targeted.

In 2007-08, Australian Government assistance to industry amounted to $9.4 billion
in net terms (that is, after allowing for the cost impost of import tariffs).

The mix of industry assistance has changed over the five years to 2007-08.

— Net tariff assistance has declined in real and nominal terms, and is scheduled to
decline further with the phasing down of automotive and TCF tariffs.

— In contrast, budgetary assistance increased by more than one third in real terms.

Budgetary assistance to industry will increase further.

— The Australian Government has announced outlays of around $20 billion
associated with ‘traditional’ industry support, including assistance to the rural
sector, automotive and TCF activities and R&D.

— Concurrently, it announced more than $15 billion associated with infrastructure
provision and regional development commitments, potentially providing some
assistance to selected service providers or benefits to service users.

— An additional $40 billion is directed to measures announced in response to the
global financial crisis, much of which will benefit selected industries.

Other recently announced responses to the global financial crisis, including the
guarantee of bank deposits and wholesale funding and assistance to commercial
property projects, will also confer assistance to industry.

Policies that aim to reduce greenhouse gas emissions, apart from their
environmental effects, also have a substantial impact on the assistance landscape.

— The Commission has identified over 240 measures, involving an estimated
$23 billion in government outlays.

— By 2011-12, proposed Australian Government spending would amount to some
$8 billion. In that year, the estimated cost to industry of proposed emission
permits will be around $12 billion.

The global financial crisis has increased pressures on governments to protect local
industries. Although they have collectively committed to resist such pressures, trade
restricting measures have been introduced in many countries.

— To help maintain progress, international commitments and surveillance need
strengthening. Over time, institutional arrangements that expose the domestic
costs of each countries’ own protection also have an important role to play.

Governments are pursuing preferential trade agreements as a means of achieving
trade liberalisation. More research on the effects of such agreements is needed.
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Overview

The industry assistance landscape in Australia has been significantly reshaped over
the last 30 years. Since the 1970s, large general reductions in tariff rates, removal of
import quotas and reform of agricultural marketing arrangements have led to
significant declines in measured levels of assistance. On the other hand, there has
been an increasing trend, particularly over the last decade, towards greater
budgetary assistance to industry.

Such trends are likely to continue with the announcement of numerous budgetary
assistance measures in the past year, some involving an expansion of existing
programs, such as for the automotive industry. Proposed responses to climate
change concerns will also provide substantial new budgetary assistance to affected
industries. The global financial crisis and subsequent recession have added a further
dimension, increasing pressures to protect domestic industry. Although
governments have collectively committed to resist such pressures, additional trade
restricting measures in many countries have been introduced — posing a further
threat to the world economy.

Trade & Assistance Review reports the Commission’s estimates of Australian
Government assistance to industry and recent policy developments with
ramifications for Australia’s assistance structure. However, assessing whether the
benefits of any particular support program exceed the costs requires detailed case-
by-case consideration — a task beyond the scope of the Review.

Estimates of assistance to industry

In 2007-08, total measured assistance to industry by the Australian Government was
$17.5 billion in gross terms or $9.4 billion in net terms (that is, after allowing for
the cost impost of import tariffs). The value of tariff assistance alone was
$9.2 billion, predominantly to manufacturing industries. At the same time, tariffs
imposed a cost penalty on inputs throughout the whole economy estimated at
$8.1 billion. Budgetary outlays provided around $4.7 billion in industry assistance
while tax concessions conferred further assistance of $3.6 billion.
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In real terms, measured net assistance to Australian industries increased by
20 per cent over the five year period to 2007-08, with the mix of industry assistance
changing considerably. Net tariff assistance declined in real terms. Agricultural
pricing and regulatory assistance also declined and is likely to fall to negligible
levels with the completion of the Dairy Structural Adjustment Program in
April 2008. In contrast, budgetary assistance increased by 36 per cent in real terms
to 2007-08.

Reviews of industry policy

In 2008, the Australian Government initiated four major industry policy reviews
covering:

export policies and programs (the ‘Mortimer’ review);

« national innovation system (the ‘Cutler’ review);

automotive industry (the ‘Bracks’ review); and

« textile, clothing and footwear industries (the ‘Green’ review).

The reviews collectively made over 200 recommendations. These not only
addressed industry assistance matters such as tariffs, subsidies and trade
agreements, but also touched on broader issues pertaining to industry performance,
including environmental regulation, industrial relations, government procurement
and education and training.

Each review found a potential role for government in overcoming market failures
and made recommendations for the continuation, or increased resourcing, of
existing R&D, innovation and export development programs. The creation of
several new programs was recommended.

The reviews also favoured a role for government in ‘strategic priority setting” — for
example, in identifying prospective export markets or goods and services on which
to concentrate government efforts, setting national innovation priorities, ensuring
long-term manufacturing of certain products and the establishment of industry
councils to identify priorities.

A general problem confronting the reviews was a lack of information on activities
or industries receiving assistance and consequent outcomes. Moreover, some of the
claimed benefits of government support in inducing additional activity and the
extent of alleged public benefit presented in the reviews appeared optimistic.
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To enhance program assessment, there would be merit in improving information
about industry assistance program participation and how economic outcomes have
been changed by that participation.

Recent industry-related announcements

Since November 2007, the Australian Government has announced substantial new
spending with potential implications for assistance to Australian industry. Most
proposed outlays are to occur within the next five years, though some will extend
beyond this.

Around $20 billion is associated with traditional forms of assistance to industry as
normally reported in the Trade & Assistance Review. Most of this amount relates to
support for business R&D, exports, agricultural and related activities and the motor
vehicle and parts industry. Around $5 billion (of the $20 billion) is associated with
ongoing programs.

A further $15 billion was committed by the Australian Government for
infrastructure and support of regional development. In addition, the Government has
made a commitment to support the development of a national broadband network.
These various commitments will have a range of impacts on industry, some of
which would confer assistance either to recipients or user industries. The level of
assistance and its incidence, however, i1s often difficult to determine and would
depend on factors such as: the level of government contributions and the risks
transferred to the private sector; user charges relative to the costs of service
provision; and the public good nature of the infrastructure.

Measures announced in response to the global financial crisis — the Economic
Security Strategy, ‘Nation Building’ package, and ‘Nation Building and Jobs Plan’
include some $40 billion that is ‘industry related’. As in the case of infrastructure
provision and regional development commitments, the parts of these programs that
affect investment returns or service costs and prices have potential implications for
industry assistance. However, the packages also include components that are not
industry-related, totalling $20 billion, such as one-off cash payments to pensioners,
carers, students and eligible families.

In addition to budgetary outlays, the Australian Government has announced other
measures that may directly or indirectly benefit industry, including the guarantee of
bank deposits and wholesale term funding, the purchase of residential mortgage
backed securities and assistance to car dealer financiers.
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Carbon emission reduction programs

Governments are increasingly introducing measures that aim to reduce carbon
emissions or assist industry in transitioning to a lower carbon economy. In this
Trade & Assistance Review, the Commission has compiled a list of existing or
prospective Australian Government and State and Territory measures of this kind.

This initial stocktake has identified over 240 assistance measures involving around
$23 billion of actual or proposed outlays over the five years to 2011-12. Australian
Government measures account for 94 per cent of the total value of outlays
identified, although only 34 per cent of the number of budgetary measures.
Assistance to industry is also provided through quotas on the use of renewable or
low-emission energy and higher prices for electricity sourced from small-scale, low-
emission generators.

Australian Government annual spending is scheduled to increase from around
$300 million in 2007-08 to some $8 billion in 2011-12, mainly as a result of the
proposed Carbon Pollution Reduction Scheme (CPRS) — the largest component of
the measures identified.

« The CPRS would account for $6 billion of projected total assistance in 2011-12
alone (largely made up of permit allocations to affected industries).

o At the same time, the proposed requirement to buy emission permits will impose
additional costs on industry of around $12 billion in that year.

Apart from their environmental effects, these policies will significantly alter the
industry assistance landscape and impact on the economy. Some assistance to
affected industries is likely to impose costs on the broader economy, including
through higher carbon permit prices. Further, the effects of the carbon emission
reduction measures are inter-related, including with other national policy measures,
such as energy efficiency, road congestion and transport pricing.

For these reasons, carbon emission reduction measures require regular review and
evaluation. Governments have committed to undertaking reviews of the national
Renewable Energy Target and most other forms of assistance, including
assessments of the potential to streamline some measures in light of the CPRS.
Given the level of interaction between different measures (many being administered
by different governments) there would be merit in giving greater weight to the
design of national mechanisms to guide the coordination and review of these
measures.
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International trade policy developments

Before the global financial crisis, the primary focus of international trade policy was
on achieving trade and investment liberalisation through multilateral, regional and
bilateral forums. However, the financial crisis and resulting contraction in world
trade, has brought a new set of pressures on governments to support domestic
businesses and activities, typically at the expense of trading partners.

Although many governments have collectively committed themselves to resisting
calls for greater protection, most notably at recent G-20 meetings, the WTO has
identified at least 80 new protectionist measures. Moreover, the Doha Round of
multilateral trade negotiations, which could strengthen liberalisation and help resist
new protection, remains unresolved after eight years of negotiations. Initiatives to
clarify the coverage of commitments at international forums and improve
transparency through the WTO are needed.

In addition, to underpin enduring reform, there is a need for initiatives to examine
and make transparent the domestic costs of each country’s own protection measures.

A lack of progress in multilateral forums may also result in governments further
pursuing preferential trade agreements (also referred to as ‘free’ trade agreements).
Although these agreements may lead to some increase in trade and investment
among those involved, unlike multilateral or unilateral reforms they can also divert
trade away from least cost sources of production, thereby impairing national and
global productivity and economic growth. In addition, the proliferation of product-
specific rules of origin that apply in preferential agreements can further inhibit trade
and innovation. In light of the complex and two-sided effects of preferential
arrangements, more research on how they are operating in practice is needed.
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1 Introduction

The Productivity Commission Act 1998 defines government assistance to industry
as:

... any act that, directly or indirectly, assists a person to carry on a business or activity,
or confers a pecuniary benefit on, or results in a pecuniary benefit to, a person in
respect of carrying on a business or activity.

Assistance thus takes many forms. It extends beyond direct government subsidies to
particular firms or industries, and includes tariffs, quotas, regulatory restrictions on
imported goods and services and tax concessions. Assistance can also arise from the
provision of services below cost by government agencies and from government
procurement policies.

Although assistance generally benefits the firms or industries that receive it, it
typically imposes costs on other sectors of the economy. For example, direct
business subsidies increase returns to recipient firms and industries, but to fund
subsidies governments must increase taxes and charges, cut back on other spending,
or borrow additional funds. Similarly, while tariffs provide some price relief to
domestic producers, they result in higher input costs for other local businesses and
higher prices for consumers, who then have less money to spend on other goods and
services.

Governments provide assistance for many different reasons. In some -cases,
particular types of assistance — notably R&D funding and measures with
environmental objectives — can deliver net community benefits. Similarly, some
policies which have industry assistance effects may be justified on other grounds,
such as the achievement of social or equity objectives.

In view of the costs, as well as the potential benefits, that industry assistance can
entail, government measures that provide assistance need to be monitored and
regularly reviewed. One of the Productivity Commission’s functions is to review
industry assistance arrangements. It also has a more general statutory obligation to
report annually on assistance and its effects on the economy.

This edition of Trade & Assistance Review contains the Commission’s latest
estimates of Australian Government assistance to industry (chapter 2). These
estimates cover the years 2002-03 to 2007-08. They provide a broad indication of
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the resource allocation effects of selective government industry policies, and
highlight some of the costs of industry support. Appendix A provides additional
details of the Commission’s estimates of assistance.

However, care is required in interpreting the estimates. Among other things, they
cover only those government measures that selectively benefit particular firms,
industries or activities, and which can be quantified given practical constraints in
measurement and data availability. However, because industry assistance 1is
discriminatory and can distort the allocation of economic resources, assessing
whether the benefits of any particular industry support program exceed its costs
involves case-by-case consideration — a task beyond the scope of the Trade &
Assistance Review.

This year’s Review also reports on a number of developments since November 2007
with ramifications for Australia’s assistance structure generally or for particular
sectors or industries.

o Chapter 3 describes four major industry policy reviews that reported in 2008: a
review of export policies and programs (the ‘Mortimer’ review); a review of the
national innovation system (the ‘Cutler’ review); a review of the automotive
sector (the ‘Bracks’ review) and a review of the textile, clothing and footwear
industries (the ‘Green’ review).

« Chapter 4 catalogues recent policy announcements relating to R&D assistance,
sector-specific programs, infrastructure provision and regional development,
responses to the global financial crisis and other announcements with
ramifications for industry assistance. Appendix B provides information on recent
anti-dumping and countervailing duty cases in Australia.

« Chapter 5 reports on a stocktake of measures that Australian governments have
taken to reduce carbon emissions or to provide support in the transition to a less
carbon intensive economy. The chapter further examines some implications of
these measures (from an assistance viewpoint) and the processes for their
evaluation and review. Appendix C contains a full list of the measures that have
been identified in the stocktake.

« Chapter 6 reports on selected recent developments in international trade policy,
including responses to the global financial crisis, the progress of multilateral
trade negotiations, Australia’s involvement in negotiating Preferential Trade
Agreements (PTAs), and a broader examination of the issues relating to global
trends in PTA formation.
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2 Assistance estimates

Assistance to industry is provided by a wide array of government programs and
policies. Each year, the Commission updates and publishes estimates of the
assistance provided by:

« import tariffs, which mainly assist the manufacturing sector while raising costs
to consumers and to industries that use manufactured and other tariff-assisted
nputs;

« Australian Government budgetary measures — divided into government outlays
and tax concessions — applying to the agricultural, mining, manufacturing and
service sectors; and

« agricultural pricing and regulatory measures.

As well as providing estimates for these three categories, the Commission aggregates
them to provide an estimate of the ‘combined’ assistance for four broad sectors of
the Australian economy — ‘primary production’, ‘mining’, ‘manufacturing’ and
‘services’” — along with effective rates of assistance for all sectors except services.
For each category of assistance, the Commission provides more detailed estimates of
assistance by 35 industry groupings. In addition, the Commission disaggregates its
estimates of budgetary assistance into special sub-categories (such as R&D and
export assistance) to facilitate more detailed assessments of changes in the
composition and nature of assistance.

Nonetheless, the estimates do not aim to capture all Australian Government support
for industry (box 2.1); nor, apart from some minor agricultural assistance, do they
include State government assistance.

The following sections outline the coverage of the Commission’s assistance
estimates, present the most recent (2007-08) assistance estimates and reflect on the
broad changes in the structure of industry assistance over the last three decades.
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Box 2.1  Coverage of the Commission’s assistance estimates

The Commission’s assistance estimates cover only those measures which selectively
benefit particular firms, industries or activities, and which can be quantified given
practical constraints in measurement and data availability. Exclusions from the annual
estimates include:

for agricultural industries, any assistance effects that may be associated with
quarantine restrictions, the pricing of water resources or the impact of measures to
address land degradation resulting from farming practices;

capital depreciation subsidies and the impact of tariffs on capital items;

the effects of government purchasing preferences — for example, as they affect the
manufacturing sector and IT industries;

regulatory restrictions on competition — for example, relating to pharmacy, air
services, and media and broadcasting;

anti-dumping and countervailing measures;

certain differential tax arrangements, including in relation to excises, the GST and
superannuation, as well as particular arrangements affecting the mining sector
where resource rent taxation issues make it difficult to determine assistance
impacts;

State and Territory government assistance to industry, other than designated
agricultural marketing arrangements and rural support programs;

government programs affecting a range of service industries, mainly relating to the
provision of health, education, sport and the arts;

government programs affecting national security and public safety, including police
and defence programs; and

government programs affecting the labour market.

2.1

Tariff assistance

Tariffs have direct effects on the returns received by Australian producers. The
Commission’s estimates of tariff assistance are divided into three main categories
— ‘output’ assistance, ‘input’ assistance and ‘net’ assistance.

Tariffs on imported goods increase the price at which those goods are sold on the
Australian market, and thus allow scope for domestic producers of competing
products to increase their prices. These effects are captured by the Commission’s
estimates of output assistance.

On the other hand, tariffs also increase the price of local and imported goods that
are used as inputs and thus penalise local user industries. This ‘penalty’ is
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reduced if tariff concessions are available to Australian producers. The penalties
are reflected in the Commission’s estimates of input assistance.

« Net assistance represents the ‘effective’ tariff assistance provided to industry,
and is calculated as output tariff assistance less the input penalty imposed by
tariffs.

The Commission estimates that the gross dollar value of tariff assistance to
domestic production was $9.2 billion in 2007-08 (table 2.1). The general increase in
the nominal value of output tariff assistance over the five year period to 2007-08
reflects growth in domestic industries and not an increase in tariff rates. However,
significant tariff reductions occurred for motor vehicles and parts and textiles,
clothing and footwear products in January 2005. Others things being equal, these
reductions lowered the level of output assistance from 2004-05.

Table 2.1  Tariff assistance, 2002-03 to 2007-08

$million (nominal)

2002-03  2003-04  2004-05  2005-06  2006-07  2007-08

Output assistance 8 280.2 8 933.2 8638.2 8421.8 8757.0 9161.2
Input assistance -6 963.5 -7 600.4 -7521.9 -7 069.6 -7 588.6 -8125.2
Net tariff assistance 1316.7 13328 1116.3 1352.2 1168.4 1036.0

Source: Commission estimates.

The estimated cost penalties to user industries of tariffs was $8.1 billion in 2007-08.
Over the five-year period to 2007-08, the nominal value of the input penalty has
increased with general growth in the economy. Nevertheless, the 3 per cent duty on
a range of imports for which there was no competing domestic production, much of
which were used as business inputs, was removed on 11 May 2005. This lowered
the input penalty of tariffs from 2004-05.

After deducting the tariff input penalty from the output assistance, net tariff
assistance (for the Australian economy) was estimated to be around $1 billion in
2007-08, compared with $1.2 billion in 2006-07 and $1.3 billion in 2002-03. This
represents a decline of around 21 per cent in nominal terms and 36 per cent in real
terms since 2002-03.1

I The ‘real’ estimates in this chapter have been calculated by deflating the current value series to a
‘real value’ series, indexed to the reference year 2002-03, using the GDP deflator.
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The Commission’s tariff assistance estimates are not adjusted to reflect tariff
preferences granted under Australia’s preferential trading agreements on the basis
that countries subject to lower (preferential) tariffs generally receive the full price
benefits while domestic prices in Australia remain unchanged (box 2.2).

Box 2.2 Treatment of preferential tariffs

The tariff preferences provided under Australia’s preferential trading agreements need
not result in any change in prices in the domestic market and, thus, in assistance to
Australian industry provided by the general (Most Favoured Nation (MFN)) tariff
regime. This would be the case if producers in the partner country effectively ‘pocketed’
the tariff concessions, rather than reduced their prices below the prevailing (tariff-
inflated) price of rival imports.

However, to the extent that tariff concessions provided by preferential trading
agreements (PTAs) result in a reduction in the prices of imported products in the
Australian market, assistance to the relevant industry’s outputs will be lower than that
implied by the MFN rate. At the same time though, to the extent that the price of
imported inputs falls as a result of PTA preferences, the penalties (or negative
assistance) on the industry’s inputs will also be lower than implied by the MFN rate.
Whether this leads to a net overstatement or understatement of assistance to the
Australian industry in question would depend on trade patterns with the PTA partner
countries, which products are subject to price reductions, and their relative magnitudes.

A further discussion of these effects and estimates of assistance conferred by tariff
preferences is provided in a supplement to the Commission Research Report Rules of
Origin under the Australia—New Zealand Closer Economic Relations Agreement
(PC 2004d).

Sources: PC (2004b); PC (2004c); PC (2008i).

Tariff assistance by sector and industry

Although aggregate net tariff assistance is positive, the sectoral experience is quite
different. Most tariff assistance on outputs is directed towards the manufacturing
sector, and in particular in the Food, beverages & tobacco, Motor vehicles & parts,
and Metal product manufacturing groups (table 2.2 left hand column). Mining and
primary production industries receive little tariff assistance on outputs, and tariffs
are not levied on services.2 On the other hand, because of their cost-raising effects
on inputs, tariffs impose penalties on all industries (table 2.2 middle column).

2 Due to ABS industry-of-origin classification conventions, a small amount of output tariff
assistance is recorded for some service industries.
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Table 2.2  Tariff assistance by industry grouping,2 2007-08

$million (nominal)

Output Input Net tariff

Industry grouping assistance assistance assistance
Primary production 62.1 -55.7 6.3
Dairy cattle farming 0.0 -3.6 -3.6
Grain, sheep & beef cattle farming 0.1 -16.0 -15.9
Horticulture & fruit growing 45.3 -8.9 36.5
Other crop growing 0.0 -4.7 -4.7
Other livestock farming 0.0 -2.0 -2.0
Fisheries 0.0 -8.4 -8.4
Forestry & logging 16.6 -3.8 12.9
Other primary productionb 0.0 -8.4 -8.4
Mining 4.3 -297.6 -293.3
Manufacturing 8 759.1 -2 932.9 5 826.2
Food, beverages & tobacco 1588.1 -396.9 1191.2
Textiles, clothing, footwear & leather 504.1 -124.0 380.1
Wood & paper products 752.5 -198.4 554.1
Printing, publishing & recorded media 447.2 -152.8 294 .4
Petroleum, coal, chemical & ass. products 1166.9 -326.4 840.5
Non-metallic mineral products 268.9 -64.4 204.4
Metal product manufacturing 1294.9 -362.4 932.5
Motor vehicles & parts 1374.2 -732.7 641.4
Other transport equipment 123.1 -73.0 50.1
Other machinery & equipment 728.8 -284.5 444.3
Other manufacturing 510.4 -217.2 293.2
Services 335.8 -4 839.1 -4 503.3
Electricity, gas & water supply® 6.8 -89.5 -82.6
Construction 0.0 -1693.8 -1693.8
Wholesale trade® 144.8 -317.8 -173.0
Retail trade© 184.1 -744.8 -560.7
Accommodation, cafes & restaurants 0.0 -393.1 -393.1
Transport & storage 0.0 -264.9 -264.9
Communication services 0.0 -143.5 -143.5
Finance & insurance 0.0 -33.5 -33.5
Property & business services 0.0 -354.5 -354.5
Government administration & defence 0.0 -346.1 -346.1
Education 0.0 -85.4 -85.4
Health & community services 0.0 -112.8 -112.8
Cultural & recreational services 0.0 -161.4 -161.4
Personal & other services 0.0 -97.9 -97.9

a Tariff assistance estimates are derived using ABS Industry Gross Value Added at current prices data. This
information is subject to periodic revision by the ABS. Totals may not add due to rounding. b Other primary
production includes Services to agriculture (including Hunting & trapping) and Poultry farming. € Due to ABS
industry-of-origin classification conventions, a small amount of output tariff assistance is recorded for these
service industries.

Source: Commission estimates.
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With the value of tariff assistance on manufacturing outputs outweighing the cost
imposts of tariffs on inputs, all manufacturing industries are estimated to receive
net-positive tariff assistance (table 2.2 right hand column).

Outside the manufacturing sector, the Horticulture & fruit growing and Forestry &
logging industries are also estimated to receive net-positive tariff assistance in
2007-08. Some imported products in these two particular industry groupings attract
tariffs (for example, grapes and softwood conifers). All other primary, mining and
service industries incur a net penalty from the level and structure of tariffs in
Australia.

Since 2002-03, the value of net tariff assistance for the manufacturing sector has
increased by 18 per cent, reflecting the general growth in manufacturing output. At
the same time, the net tariff penalty on the service sector has increased by
29 per cent, reflecting the stronger growth of the sector (compared to
manufacturing) and the punitive effect of tariffs on inputs.

2.2 Australian Government budgetary assistance

Budgetary assistance comprises outlays and tax concessions (figure 2.1). Recipients
include individual firms and those undertaking or using the output of particular
activities, such as R&D in particular industries. Some measures provide assistance
directly to industry, such as the Automotive Competitiveness and Investment
Scheme, while other budgetary support measures are provided indirectly via an
intermediate organisation such as the Rural Industries Research and Development
Corporation or the Commonwealth Scientific and Industrial Research Organisation
(CSIRO).

As well as reporting its budgetary assistance estimates in the aggregate, Trade &
Assistance Review also reports on:

« the broad kinds of activities — including R&D, export grants, industry-specific
support — to which the assistance is directed; and

« the incidence of assistance benefits across four broad sectors and 35 industry
groupings.

The budgetary assistance estimates are derived primarily from actual expenditures
shown in departmental and agency annual reports, and the Australian Treasury Tax
Expenditures Statement. Industry and sectoral disaggregations are based primarily
on supplementary information provided by relevant departments or agencies.
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Figure 2.1 Forms of budgetary assistance

Budgetary assistance

A\ 4 A\ 4

— Budgetary outlays Tax concessions

- industry or sector specific - industry or sector specific
— Direct financial Direct financial

* bounties, grants, subsidies « exemptions

* interest rate subsidies - deductions

« credits, loans - rebates

* loan guarantees, insurance - preferential tax rates

* equity injections - deferrals

— Funding to organisations which perform
services of benefit to industry

Aggregate budgetary assistance

The estimated gross dollar value of budgetary assistance to Australian industry was
around $8.3 billion in 2007-08, compared with $6.7 billion in 2006-07 and
$4.9 billion in 2002-03 (figure 2.2). In real terms, this represents an increase of
18 per cent since 2006-07 and 36 per cent since 2002-03. The main sources of
increase in the last 12 months (2006-07 to 2007-08) were:

an increase of around $430 million in ‘exceptional circumstances’ drought relief
payments and interest rate subsidies;

an increase of around $315 million in Small Business Capital Gains Tax
concession measures;

assistance of around $250 million to activities connected with commercial horse
operations in response to the horse ‘flu’ outbreak;

a $150 million increase in assistance provided under the Offshore Banking Unit
Tax Concession Program;

grants to Murray Darling Basin irrigators of $145 million to assist adjustment to
reduced water allocations; and

increases of around $80 million, $90 million and $115 million in assistance
provided under the R&D Tax Concession, R&D Tax Offset for Small
Companies and Premium R&D Tax Concession schemes, respectively.
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Figure 2.2 Budgetary assistance to industry, 2002-03 to 2007-08
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Sources: Commonwealth Budget and Budget related papers (various years), departmental annual reports
(various years); Treasury (2009a); Commission estimates.

Activities targeted

Budgetary assistance is often designed to encourage particular activities (such as
R&D or exports) or to support particular firms, industries or sectors. To provide an
indication of the distribution of assistance among activities and to facilitate more
detailed assessments of changes in the composition and nature of assistance, the
Commission classifies its estimates of Australian Government budgetary assistance
into several categories:

« R&D, including assistance to CSIRO as well as various R&D tax concessions;

« Export measures, including assistance provided through Austrade as well as
Export Market Development Grants (EMDG);

« Investment, including Offshore Banking Unit tax concessions;

o Industry-specific measures, including the Automotive Competitiveness and
Investment Scheme and the Textiles, Clothing and Footwear Strategic
Investment Program;
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« Sectoral measures, such as ‘exceptional circumstances’ drought relief payments,
as well as tax concessions made under the Farm Management Deposits Scheme;
and

« a residual ‘other’ category, which includes measures such as small business
capital gains tax concessions, payments under the Tasmanian Freight
Equalisation Scheme, the Structural Adjustment Fund for South Australia and
the Regional Partnerships Program.

Budgetary assistance is largely Figure 2.3 Budgetary assistance by
directed towards R&D (28 per cent), category, 2007-08

with most of the remainder fairly R&D

evenly spread between sectoral Other 28%
. . measures
assistance (18 per cent), industry- 21%
specific assistance (21 per cent) and
other measures (21 per cent)
(ﬁgure 23 ) Sectoral
assistance
Some caution is required when 18% Export

interpreting these estimates. While
programs have been allocated to one Industry-
category only, a number have specific t
characteristics of more than one ass;t;ome %
category, for example, the R&D

category includes rural R&D, which  soyrce: Commission estimates.

could also be considered sector

specific.

Investment

Sectoral and industry distribution

The Commission estimates the incidence of budgetary assistance by the initial
benefiting industry, that is, the industry which receives the assistance first.
Estimates are presented for 35 ‘industry groupings’, plus 4 ‘unallocated’ groupings.
The groupings are based on the 1993 Australia and New Zealand Standard
Industrial Classification (ANZSIC). The 35 groupings comprise 9 in the primary
sector, 11 in manufacturing, 14 in services, and one for mining. The four
unallocated categories are used for programs where it has not been possible to
confidently identify the initial benefiting industry or sector. While the Commission
has used detailed information to make allocations, the need for judgment means that
there remains some scope for imprecision. More detailed discussion of the budgetary
assistance methodology is available in a methodological annex (PC 2008i).
Reporting budgetary assistance by broad sectors and industries helps highlight the
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incidence of assistance and facilitates comparisons on the basis of a common
classification.

In 2007-08, manufacturing, primary Figure 2.4 Budgetary assistance by

production and the (much Ilarger) sector, 2007-08
services sector each received around

. Unallocated ]
one quarter of total estimated budgetary 22% _ Primary

Industries
27%

assistance, while the mining sector
received relatively little measured
budgetary assistance (figure 2.4).

However, around 20 per cent of total
budgetary assistance is classified as
‘unallocated’ because of a lack of
appropriate industry distribution data. Services
The principal unallocated items are the 27%
small business tax concessions,
Austrade funding and the 25 per cent
entrepreneurs’ tax offset.

Mining
4%

Manufacturing
27%

Source: Commission estimates.

Over the seven years 2001-02 to 2007-08 (appendix A), estimated budgetary
assistance has grown the most for the services sector, mainly due to growth in the
Offshore Banking Unit tax concession, introduction of the LPG Vehicle Scheme in
2006-07 and the Equine Influenza Emergency Assistance Package in 2007-08, and
growth in the various R&D support schemes. Primary sector budgetary assistance
has also increased over the period, mainly through drought related payments. At the
same time, budgetary assistance to manufacturing and mining changed little.

At the industry level in 2007-08, estimated budgetary assistance was highest for
Grain, sheep & beef cattle farming ($1.05 billion), mainly in the form of drought
assistance payments and R&D support (table 2.3). Motor vehicles & parts received
the second largest amount of budgetary assistance ($603 million), mainly through
the Automotive Competiveness and Investment Scheme.

Within the services sector, Cultural & recreational services, Finance & insurance
and Property & business services receive the largest amount of measured budgetary
support (over $400 million each). However, while more than 95 per cent of the
Finance & insurance support is in the form of tax concessions (the Offshore
Banking Unit Tax Concession program, R&D tax concessions and venture capital
programs), the majority of budgetary assistance for Cultural & recreational services
and Property & business services is delivered in the form of outlays, such as the
Equine Influenza Emergency Assistance Package, film industry programs, and the
R&D Tax Offset for Small Companies.
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Table 2.3 Budgetary assistance by industry grouping, 2007-08

$ million (nominal)

Total

Tax budgetary

Industry grouping Qutlays  concessions assistance
Primary production 2009.2 210.9 2220.1
Dairy cattle farming 300.3 21.8 3221
Grain, sheep & beef cattle farming 937.7 107.2 1044.8
Horticulture & fruit growing 102.1 34.5 136.6
Other crop growing 148.0 17.3 165.3
Other livestock farming 26.9 6.5 33.3
Fisheries 178.3 9.8 188.1
Forestry & logging 35.6 1.1 36.7
Other primary production? 18.6 12.7 31.3
Unallocated primary produc’tionb 261.8 0.0 261.8
Mining 147.8 175.1 3229
Manufacturing 862.3 954.8 18171
Food, beverages & tobacco 88.4 37.5 125.9
Textiles, clothing, footwear & leather 126.4 12.8 139.2
Wood & paper products 62.5 36.3 98.7
Printing, publishing & recorded media 30.2 9.9 40.0
Petroleum, coal, chemical & ass. products 189.6 35.5 2251
Non-metallic mineral products 8.4 11.9 20.3
Metal product manufacturing 454 33.3 78.7
Motor vehicles & parts 16.1 587.0 603.1
Other transport equipment 10.1 12.1 22.1
Other machinery & equipment 98.0 62.0 160.1
Other manufacturing 136.2 12.7 148.9
Unallocated manufac:turingb 50.9 103.9 154.8
Services 1 356.1 917.7 2273.7
Electricity, gas & water supply 53.1 7.7 60.8
Construction 12.0 20.3 324
Wholesale trade 31.0 69.6 100.6
Retail trade 178.2 37.8 215.9
Accommodation, cafes & restaurants 4.3 26.4 30.7
Transport & storage 39.1 19.4 58.6
Communication services 137.5 32.3 169.7
Finance & insurance 16.2 437.8 454.0
Property & business services 249.7 162.3 412.0
Government administration & defence 3.8 0.2 4.0
Education 13.6 4.2 17.8
Health & community services 62.8 10.3 73.0
Cultural & recreational services 407.6 79.4 487.0
Personal & other services 9.0 6.0 15.0
Unallocated servicesP 138.3 4.0 142.3
Unallocated otherb 318.3 1314.9 1633.2
TOTAL 4 693.6 3573.4 8 267.0

@ Other primary production includes Services to agriculture (including Hunting & trapping) and Poultry farming.
b Unallocated includes programs where details of beneficiaries cannot be readily identified.

Source: Commission estimates.
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2.3 Agricultural pricing and regulatory assistance

Historically, the bulk of measured assistance to the agriculture sector has been
maintained through a range of statutory marketing arrangements, regulations and
price support schemes. However, most of these measures have now ceased. While
the dairy industry received support in 2007-08 through the Dairy Structural
Adjustment Program, the program ceased in April 2008 (table 2.4). The estimated
agricultural pricing and regulatory assistance to Dairy cattle farming is therefore
expected to be negligible in 2008-09.

Table 2.4  Agricultural pricing and regulatory assistance by industry
grouping, 2002-03 to 2007-08

$million (nominal)

Industry grouping 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08
Dairy cattle farming 170.3 150.4 143.5 136.6 124.3 120.1
Grain, sheep & beef cattle
farming (including rice) 8.4 6.4 5.2 4.6
Other crop growing
(including sugar) 17.6 9.1 -

Total 196.3 165.9 148.7 141.2 124.3 120.1

Source: Commission estimates.

2.4 Combined assistance

This section presents the results of combined tariff, budgetary assistance, and
agricultural pricing and regulatory assistance. Combined assistance is reported in
terms of the net value of assistance and its components, and the effective rate of
assistance (box 2.3).

Aggregate estimates

Total estimated gross assistance was $17.5 billion in 2007-08, having increased by
roughly $2 billion from 2006-07 (table 2.5). This represents an increase of around
13 per cent in nominal terms and 8 per cent in real terms. While relatively stagnant
in the middle years of the series, gross assistance has increased by 31 per cent in
nominal terms and 7 per cent in real terms between 2002-03 and 2007-08.
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Box 2.3 Summary measures of combined assistance

In reporting its estimates of combined net assistance, the Commission adopts two
summary measures. First, it reports total net assistance (otherwise known as the net
subsidy equivalent (NSE)), which is the dollar value of net assistance to the land,
labour and capital resources used in a particular industry or activity. It indicates the
level of transfers of income to benefiting producers from consumers, taxpayers and
other firms, although it does not indicate the ultimate ‘economic welfare’ costs or
benefits to the community of the assistance. NSE estimates are reported for the four
sectors and 35 industry groupings.

The second summary measure is the effective rate of assistance (ERA). It measures
the NSE of combined assistance to a particular industry in proportion to that industry’s
unassisted net output (or unassisted value added). It can provide an indication of the
extent to which assistance to an industry allows it to attract and hold economic
resources. That is, where there is some competition between industries for resources,
those industries with relatively high effective rates of assistance are more likely, as a
result of their assistance, to be able to attract resources away from those with lower
rates. ERA estimates are reported for industries in the primary production, mining and
manufacturing sectors. Effective rates of assistance are not published for the services
sector.

After considering the negative effects of tariff assistance on industry inputs, total
estimated net assistance amounted to around $9.4 billion in 2007-08, representing
an increase of around $1.4 billion from 2006-07. This represents an increase of
around 18 per cent in nominal terms and 13 per cent in real terms. Between
2002-03 and 2007-08, total estimated net assistance to industry has risen by
46 per cent in nominal terms and 19 per cent in real terms.

Table 2.5 Combined assistance, 2002-03 to 2007-08

$million (nominal)

2002-03 2003-04 2004-05 2005-06 2006-07 2007-08

Tariff output assistance 8 280.2 8 933.2 8638.2 84218 8757.0 9161.2
Budgetary outlays 23595 28512 30533 35193 38909 4693.6
Tax concessions 25728 23873 24371 23827 28079 35734
Agricultural marketing & pricing 196.3 165.9 148.7 141.2 124.3 120.1
assistance

Gross combined assistance 13408.8 14337.6 14277.3 144649 15580.1 17 548.4
Tariff input assistance -6963.5 -76004 -75219 -7069.6 -75886 -8125.2
Net combined assistance 64454 6737.2 67554 73953 79915 94231

Source: Commission estimates.
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Sector and industry estimates

Value of assistance

Table 2.6 summarises, at the industry level, all the tariff and budgetary assistance
information for 2007-08. Reflecting the earlier discussion on the individual
elements, the manufacturing sector receives the highest level of combined industry
assistance because of significant tariff assistance to its output. Although the services
sector receives the most budgetary assistance (around $2.3 billion in identifiable
support), such assistance is outweighed by the input tariff penalty (around
$4.8 billion). A time series for the period 2001-02 to 2007-08 for net combined
assistance (column 7) is presented in appendix A.

Estimated effective rates of combined assistance by sector and industry

The estimated effective rate of assistance — value of assistance as a proportion of
value added by a particular sector — has remained stable around 5 per cent since
2002-03 for the manufacturing sector. The effective rate for the primary sector has
been a little more volatile, ranging from 4.8 to 7.5 per cent (table 2.7). The effective
rate of assistance for mining is negligible.3

Textiles, clothing, footwear & leather and Motor vehicles & parts

The estimates by industry grouping indicate that both Textiles, clothing, footwear &
leather and Motor vehicles & parts continue to have relatively high effective rates of
combined assistance — roughly three times the manufacturing sector average.
While remaining relatively high, the estimated effective rates of assistance to both
Textiles, clothing, footwear & leather and Motor vehicles & parts industry groups
have declined significantly over recent decades following significant reductions in
tariffs and the removal of import quotas.# Within these groups, some activities, such
as passenger motor vehicle production and the manufacture of certain items of
clothing, attract higher assistance raising the sector average, while others receive
relatively low assistance.

3 An effective rate is not calculated for the services sector. This reflects technical matters relating
to the treatment of services in transportable goods in the calculation of effective rates for the
primary, mining and manufacturing sectors.

4 Whereas today automotive tariffs are at 10 per cent, and tariffs on TCF are at 17.5 per cent or
lower, in the late-1980s automotive tariffs were 45 per cent, and the highest tariff rate for any one
TCF line item (inclusive of the effect of tariff quotas) was 125 per cent. The effective rates of
assistance for the automotive industry and TCF (as estimated in the 1983-84 series) were
140 per cent and 157 per cent, respectively, in 1984-85.
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Table 2.6 Combined assistance, summary by industry grouping,
2007-082

$million (nominal)

Tariffs Budgetary Net

] Input Net tariff Tax combined

Industry grouping Output penalty  assistance Outlays concess assistance
Primary r.,roductionb 62.1 -55.7 6.3 2009.2 210.9 2 346.6
Dairy cattle farmingP 0.0 -3.6 3.6 300.3 21.8 438.7
Grain, sheep & beef cattle 0.1 -16.0 -15.9 937.7 107.2 1028.9
Horticulture & fruit growing 45.3 -8.9 36.5 1021 34.5 173.1
Other crop growing 0.0 -4.7 -4.7 148.0 17.3 160.6
Other livestock farming 0.0 -2.0 -2.0 26.9 6.5 31.3
Fisheries 0.0 -8.4 -8.4 178.3 9.8 179.7
Forestry & logging 16.6 -3.8 12.9 35.6 1.1 49.6
Other primary production 0.0 -8.4 -8.4 18.6 12.7 22.9
Unallocated primary 0.0 0.0 0.0 261.8 0.0 261.8
Mining 4.3 -297.6 -293.3 147.8 175.1 29.6
Manufacturing 8 759.1 -2 932.9 5826.2 862.3 954.8 7 643.3
Food, beverages & tobacco 1 588.1 -396.9 1191.2 88.4 375 13171
Textiles, clothing & footwear 504.1 -124.0 380.1 126.4 12.8 519.3
Wood & paper products 752.5 -198.4 554 .1 62.5 36.3 652.8
Printing, publishing & media 447.2 -152.8 294.4 30.2 9.9 334.5
Petroleum, coal & chemicals 1166.9 -326.4 840.5 189.6 35.5 1 065.6
Non-metallic mineral products 268.9 -64.4 204.4 8.4 11.9 224.8
Metal product manufacturing 1294.9 -362.4 932.5 454 33.3 1011.2
Motor vehicles & parts 1374.2 -732.7 641.4 16.1 587.0 1244.6
Other transport equipment 123.1 -73.0 50.1 10.1 12.1 72.2
Other machinery & equipment 728.8 -284.5 444.3 98.0 62.0 604.4
Other manufacturing 510.4 -217.2 293.2 136.2 12.7 442 1
Unallocated manufacturing 0.0 0.0 0.0 50.9 103.9 154.8
Services 335.8 -4 839.1 -4 503.3 1 356.1 917.7 -2 229.6
Electricity, gas & water 6.8 -89.5 -82.6 53.1 7.7 -21.8
Construction 0.0 -1 693.8 -1693.8 12.0 20.3 -1661.4
Wholesale trade 144.8 -317.8 -173.0 31.0 69.6 -72.4
Retail trade 184.1 -744.8 -560.7 178.2 37.8 -344.7
Accomm., cafes & restaurants 0.0 -393.1 -393.1 4.3 26.4 -362.4
Transport & storage 0.0 -264.9 -264.9 39.1 194 -206.3
Communication services 0.0 -143.5 -143.5 137.5 323 26.2
Finance & insurance 0.0 -33.5 -33.5 16.2 437.8 420.5
Property & business services 0.0 -354.5 -354.5 249.7 162.3 57.5
Government admin. & defence 0.0 -346.1 -346.1 3.8 0.2 -342.1
Education 0.0 -85.4 -85.4 13.6 4.2 -67.6
Health & community services 0.0 -112.8 -112.8 62.8 10.3 -39.8
Cultural & recreational 0.0 -161.4 -161.4 407.6 79.4 325.5
Personal & other services 0.0 -97.9 -97.9 9.0 6.0 -82.9
Unallocated services 0.0 0.0 0.0 138.3 4.0 142.3
Unallocated other 0.0 0.0 0.0 318.3 1314.9 1633.2
TOTALP 9 161.2 -8 125.2 1036.0 4 693.6 35734 9423.1

@ Read in conjunction with notes to tables 2.2 and 2.3. b Net combined assistance includes $120.1 million
agricultural pricing and regulatory assistance (table 2.4).

Source: Commission estimates.

ASSISTANCE 17
ESTIMATES



Dairy cattle farming

Dairy cattle farming continues to record a relatively high estimated effective rate of
assistance of around 17 per cent in 2007-08. However, this represents a significant
decline compared with the rate that prevailed prior to the dairy industry’s
deregulation in July 2000, when the effective rate of combined assistance was
estimated to exceed 30 per cent. Further, under the new arrangements, assistance to
dairy farmers has been ‘decoupled’ from dairy output and farm activity levels, thus
diluting its effects on production incentives. As noted, payments made under the
Dairy Structural Adjustment Program ceased in April 2008 and, as a result, the
estimated effective rate of assistance to Dairy cattle farming will fall further.

Grain, sheep & beef cattle farming

As noted above, drought related payments have increased noticeably in the primary
sector in recent years, particularly for the grain, sheep and beef cattle sub-grouping
and is reflected in a rise in the effective rate for this group from 3.9 per cent in
2005-06 to 7.2 per cent in 2007-08.

Fisheries and Forestry & logging

Fisheries recorded an ERA of 17 percent in 2007-08, following a rate of
31 per cent in 2006-07. These recorded rates are primarily due to payments made
under the Fisheries Structural Adjustment Program since 2006-07. Forestry &
logging recorded an ERA of around 8 per cent in 2007-08.

Notwithstanding these estimates, the forms of assistance covered in the combined
estimates are likely to play a relatively minor role in these two industries compared
with other government measures. Specifically, key government measures affecting
fisheries and forestry relate to resource management issues, such as the pricing of
forest products, and certain tax provisions relating to investments in plantation
forestry by managed investment schemes, and the use of mechanisms such as quotas
and licenses to control fisheries harvesting rates to protect the resource stock.

Mining

Mining recorded a negligible ERA in 2007-08. That said, the mining industry is
more affected by other government measures not captured in the combined
estimates, such as environmental regulation, prescribed royalty levels and
accelerated depreciation provisions.
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Table 2.7  Effective rate of combined assistance by industry
grouping,2 2002-03 to 2007-08

per cent
Industry grouping 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08
Primary productionb 5.7 4.8 4.5 4.9 7.0 7.5
Dairy cattle farming 17.5 16.2 11.9 13.4 17.8 17.3
Grain, sheep & beef cattle 5.8 4.3 3.1 3.9 6.3 7.2
Horticulture & fruit growing 4.9 3.9 3.8 3.6 33 3.3
Other crop growing 3.6 5.7 6.9 7.7 6.7 5.7
Other livestock farming 3.4 2.6 1.5 2.2 2.3 3.2
Fisheries 2.6 2.8 6.0 53 30.9 17.4
Forestry & logging 9.7 4.8 10.0 9.2 11.5 7.6
Other primary production 04 0.4 0.4 0.5 0.6 0.6
Mining 0.1 0.1 0.1 0.1 0.0 0.0
Manufacturing® 4.8 4.8 4.6 45 45 45
Food, beverages & tobacco 3.5 3.6 3.6 3.7 3.7 3.7
Textiles, clothing & footwear 16.7 15.9 14.1 12.9 12.2 12.5
Wood & paper products 4.7 4.7 4.8 4.9 4.9 5.2
Printing, publishing & media 1.7 1.8 1.7 1.8 1.8 1.9
Petroleum, coal, & chemicals 4.3 4.0 3.7 4.0 4.0 4.1
Non-metallic mineral products 2.7 2.7 2.7 27 2.8 28
Metal product manufacturing 3.6 3.7 3.6 3.6 3.6 35
Motor vehicles & parts 16.1 15.5 13.7 12.0 12.1 11.9
Other transport equipment 2.1 1.9 1.5 1.8 1.6 1.7
Other machinery & equipment 3.4 3.2 3.2 3.6 3.6 3.7
Other manufacturing 5.0 6.2 6.1 6.7 6.5 6.6

2 ‘Combined assistance’ comprises budgetary, tariff and agricultural pricing and regulatory assistance.
b Sectoral estimates include assistance to the sector that has not been allocated to specific industry
groupings. © Other primary production includes Services to agriculture (including Hunting & trapping) and
Poultry farming.

Source: Commission estimates.

2.5 Effective rates of industry assistance since 1970

The Commission has estimated assistance to the manufacturing and agricultural
sectors since the early 1970s. The estimates have been derived in several ‘series’,
each spanning a number of consecutive years with each series retaining a common
methodology, coverage of measures and data sources across those years.
Nevertheless, some caution is required in comparing estimates from the different
series, as there can be changes in the coverage of assistance measures,
methodologies and data sources between them. Despite such differences, taken
together, the successive series do provide a broad indication of directions and trends
in assistance at the sectoral level over time.
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Figure 2.5 presents ERA estimates from the different series from 1970-71. Breaks
in the series are represented by gaps in the chart, and overlaps are included to show
the effects, for particular years, of the changes made in moving between series.

Figure 2.5 Effective rates of assistance to manufacturing and
agriculture, 1970-71 to 2007-08
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Source: Commission estimates.

The estimates indicate a significant decline in measured assistance to the
manufacturing sector over the last 35 or so years. The estimated effective rate of
assistance for manufacturing (as calculated in the first series) was around
35 per cent in 1970-71, whereas since 2000, the rate (as calculated in the new
2001-02 series, as well as in the previous 1996-97 series) has been around
5 per cent. This decline has been driven in particular by the 25 per cent across-the-
board tariff cut of 1973, the abolition of tariff quotas and the broad programs of
tariff reductions that commenced in the late 1980s.

For agriculture, the estimated effective rate of assistance (as calculated in the first
series) was over 25 per cent in 1970-71 and by 1974-75, it had fallen to about
8 per cent. Today the estimate for primary production is in the order of 7 per cent.
The increase in 2006-07 reflected large increases in drought relief payments and
interest rate subsidies. The volatility in the agricultural estimates relative to the
manufacturing sector is significantly influenced by variations in the relative value of
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agricultural products due to world price changes (used for assistance benchmarks)
as well as the impact of drought and other fluctuations in output.

2.6 Summing up

In real terms, the total amount of measured net assistance to Australian industries
has increased by 20 per cent over the period 2002-03 to 2007-08.

The mix of industry assistance has changed considerably. Net tariff assistance has
continued to decline in both nominal and real terms, and agricultural pricing and
regulatory assistance is relatively small and likely to fall to negligible amounts with
the completion of the Dairy Structural Adjustment Program in April 2008. In
contrast, budgetary assistance increased by 35 per cent in real terms between
2002-03 and 2007-08.

Moreover, the trend towards increased estimated budgetary assistance is likely to
continue. Chapter 4 reports on some additional budgetary assistance amounts that
have been announced in 2008-09 and, thus, are not captured in the 2007-08
estimates. Increased assistance has also been recommended by several major
industry reviews (chapter 3) and substantial amounts of assistance have been
proposed as part of the Carbon Pollution Reduction Scheme (chapter 5).
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3 Major reviews of industry assistance

In 2008, the Australian Government commissioned four major reviews which bear
directly upon industry policy and industry assistance arrangements:

« a review of Australia’s export policies and programs (the ‘Mortimer’ review)
which included a separate review of the Export Markets Development Grants
(EMDG) scheme;

o areview of Australia’s national innovation system (the ‘Cutler’ review), which
included a separate examination of the Cooperative Research Centre program;

« areview of the Australian automotive industry (the ‘Bracks’ review); and

« areview of the Australian textile, clothing and footwear industries (the ‘Green’
review).

These four reviews were inter-linked through requirements in the automotive and
TCF reviews to have regard to innovation issues raised in the Cutler review, and to
export competiveness and market access issues that were to be covered in general
terms in the Mortimer review.

Collectively, the tariff and budgetary programs covered by the reviews account for
more than 40 per cent of estimated Australian Government industry assistance
(chapter 2).

The following sections summarise the findings of each review about the difficulties
identified or shortcomings in current arrangements, the scope for change, and
review recommendations. In discussing the reviews, the Commission builds on
Trade & Assistance Review 2006-07 (chapter 6) which reported on the
commencement of the reviews and discussed some key requirements for ensuring
the best use of Australia’s scarce resources.

Other reviews conducted during 2008 that also have implications for industry
assistance are discussed in chapter 4.

MAJOR REVIEWS OF 23
INDUSTRY
ASSISTANCE



3.1 Review of export policies and programs

In announcing the review of export policies and programs in February 2008, the
Minister for Trade stated:

... Australian exports have underperformed in recent years. Across all major export
categories, growth of export volumes in the past six years has been below the historical
average since the floating of the Australian dollar in 1983...

[the review] represents the Government’s determination to develop an integrated
approach to trade policy and ensure it is part of the broader economic policy settings ...
to ensure our trade performance once again becomes a strong contributor to Australia’s
economic performance to sustain us beyond the resources boom. (Crean 2008)

The review’s terms of reference asked for an assessment of Australia’s trade
performance over the past two decades and ways of improving that performance, as
well as an assessment of the net benefits of Australia’s recent bilateral trading
agreements. The scheduled 2010 review of the EMDG scheme was undertaken as
part of this broader review.

The report was released on 1 September 2008.

The review characterised Australia’s recent export performance as ‘disappointing’.
It expressed concern that a continuation of Australia’s trade and current account
deficits would increase Australia’s net foreign debt and pose risks to Australia’s
economic prosperity. It also expressed concern about gaining export access in
unfamiliar markets, many of which are impeded by regulatory barriers, border
restrictions and policy uncertainties not generally encountered in Australia’s
traditional markets such as Europe and North America.

The review suggested that there was scope to enhance the productive capacity of the
economy, remove domestic impediments to closer engagement with global markets,
engage in negotiations to remove foreign barriers to Australian exports and
investment and to increase the effectiveness of programs supporting trade and
investment. To help achieve these objectives, it concluded that Australia required a
new national export and investment strategy based on four pillars.

o Pillar One: improving Australia’s international competitiveness — such as
through improved export infrastructure (ports, roads, energy and water).

o Pillar Two: improving market access — such as through World Trade
Organization (WTO) trade liberalisation, trade agreements and reductions in
non-tariff barriers.

o Pillar Three: enhancing market development using export and investment
facilitation programs — such as through increased funding for Austrade, EMDG
and the Export Finance and Insurance Corporation (EFIC).
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o Pillar Four: improving coherence and coordination between all levels of
government — such as through establishment of a national trade and investment
council, and a committee of officials to support the Council of Australian
Governments (COAG) Ministerial Council on International Trade.

To implement this strategy the review made 73 recommendations. Pillar One deals
with matters beyond the immediate focus of the Trade & Assistance Review. It
relates more closely to the COAG national reform agenda. This reform agenda is
broad ranging and covers energy, transport and infrastructure reform, regulatory
reform and human capital. Reforms in these areas would be paramount in improving
Australia’s productivity and enhancing the nation’s export performance. For
example, in its Report to COAG on the potential benefits of the national reform
agenda (PC 2006b), the Commission estimated that competition and regulatory
reforms could raise exports by 3.7 per cent. It also estimated that human capital
workforce participation and productivity reforms could have even greater impact —
with estimates ranging up to a 20 per cent increase in exports over the longer term.

With respect to Pillar Two, the review affirmed that support for a strong, rules
based, multilateral trading system administered through the WTO should remain a
priority for Australia, notwithstanding the recognised difficulties in achieving
consensus among the diverse WTO membership. It recommended that Australia
remain active in WTO institutional reform.

To complement multilateral trade negotiations and institutional reform efforts, the
review supported the use of bilateral and regional approaches for gaining improved
market access for Australian exporters and investment. Market access issues are
discussed more fully in chapter 6.

Pillar Four focuses on improving coordination between all levels of government and
the potential to subsume elements of trade policy into COAG processes. Such
measures are beyond the scope of this Trade & Assistance Review.

Elements relating to export market development programs (Pillar Three) are
discussed below.

Market development
The review considered that the Australian Government’s market development
efforts should focus on:

« identifying and developing trade opportunities in industries in markets with
‘high growth potential’;
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« positioning Australian companies to respond to identified market opportunities;
and

 assisting business to overcome lack of knowledge about export and investment
opportunities, inexperience with exporting and lack of export finance.

To support this focus, the review made recommendations, amongst other things, in
relation to priorities and strategies, service delivery by Austrade and financial
support to exporters.

Bilateral priorities and strategies for Australian export and investment

To help develop trade opportunities in industries with high growth potential and
position companies to respond to those opportunities, the review recommended
‘greater emphasis’ be given to the ‘strategic’ setting of market development
priorities and strategies. It proposed that the priorities be determined with reference
to factors such as clearly identified market opportunities or customer demand,
strategic competitive advantages, and a high level of industry commitment to global
growth.

The judgement of the Mortimer review was that Australia’s policy efforts would be
best oriented to export and investment by Australian firms in the East Asian and
South Asian regions and to investment in North America and Europe. At the
industry level, it suggested policy efforts should focus on the development of
services exports (particularly funds management and agribusiness), the pursuit of
niche markets for elaborately transformed manufactures (such as automotive
industry products, medical and scientific instruments, and processed food), and
renewable and low-emissions energy goods, services and technologies. Further,
some very specific geo-industry priorities were pinpointed — automotive products
and services to the Middle East, South Africa and Russia, and mining technology
services in sub-Saharan Africa and Latin America.

In addition to such perceived market and sectoral priorities, the review considered
that joint government-business campaigns directed to major commercial outcomes
should form part of a new export and investment strategy. Financial services,
sporting services and clean energy were nominated.

Assisting exporters through Austrade

Austrade provides export and outward investment services to Australian business
through a national and global network of offices. Services include: country and
industry information; help identifying international partners; advice on local
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practices and culture; language translation; and introductions to potential buyers
(box 3.1).

Box 3.1  Austrade activities and funding

General information to businesses is provided free of charge, while specific, tailored
advice (such as export planning, logistics and marketing strategies) is charged at $190
per hour — fee revenue totalled around $30 million in 2007-08.

At 30 June 2008, Austrade’s overseas network comprised 117 offices in 63 countries.
Within Australia, there are 18 offices plus 50 TradeStart offices (which are partnerships
between Austrade and a range of local private and public sector organisations).

For 2007-08 Austrade’s public appropriation was $170 million (chapter 2). It worked
directly with over 15,500 businesses. However, disaggregation according to the
industries and export markets receiving government support is not publicly available.

From 1 July 2008 Austrade took responsibility for the Global Opportunities program
and inward investment promotion from the industry portfolio, with an additional
appropriation of approximately $10 million.

Austrade also administers the EMDG scheme.

Source: Austrade (2008).

To help enhance the effectiveness of government support to export market
development by Australian firms, the Mortimer review recommended that Austrade
be recognised as the focus of Australian Government export and investment
facilitation. It also recommended enhanced coordination and cooperation across
Australian, State and Territory governments, with particular attention to centralising
overseas representation.

In addition, the review suggested that Austrade’s capabilities could be enhanced,
including to: assist Australian companies to form clusters, provide links to global
supply chains and access to major international projects; provide advice and
information to Australian business investing offshore; and undertake additional
research and analysis of global trends and opportunities.

In making the recommendations for a stronger role for Austrade, the review drew
attention to the flow of firms through the Austrade network and associated export
activity. It reported that Austrade had worked with around 15 500 firms in 2007-08,
of which over 5000 had achieved export success involving commercial export deals
with a value amounting to some $22 billion. It also drew attention to the increase
since 2001 in the number of exporters assisted by Austrade as well as expansion in
trade negotiation related work, both without additional funding. However, the
review did not provide industry and export market information on the successful
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activities supported, nor elaborate on the 9 000-10 000 contacts not achieving
export success. It remains unclear what factors were systematically most or less
important in success or failure, and the extent to which export success might have
been achieved without Austrade’s services. In the absence of convincing causal
evidence about the effectiveness of Austrade in achieving its goals, it is not clear
that expanding the role of Austrade would provide net community benefits.

Export finance assistance via EMDG

The Mortimer review identified a lack of finance as sometimes restricting the export
potential of firms. It argued that there is a role for government in helping to
overcome this constraint, particularly for export promotion activities of small and
medium sized businesses entering export markets for the first time. The EMDG
scheme was identified as the Australian Government’s primary financial assistance
program. It has provided export finance assistance since 1974 in the form of partial
reimbursement of promotional expenses (box 3.2). Annual funding is around
$150 million.

Box 3.2 The Export Market Development Grants scheme

The scheme was established in 1974. For the 2008-09 grant year, the EMDG will
reimburse up to 50 per cent of eligible export promotion expenses above a threshold of
$10 000. A scheme participant is limited to eight consecutive years of taxable grants,
with a minimum grant of $5000 and not exceeding $200 000 in total. Grants are paid in
two parts: an initial tranche up to a guaranteed ceiling of $40 000; and a second
tranche based on remaining funding and outstanding claims. Eligibility is restricted to
firms with turnover less than $50 million.

In 2007-08, expenditure on the scheme was $150.3 million. Aimost 4000 grants were
made — 30 per cent to first timers, averaging around $38 000. About 80 per cent of
recipients were small exporters with annual income of $5 million or less. Over
60 per cent of recipients were in service industries, predominantly tourism, education,
and ICT, and the top two countries targeted were the United States of America and the
United Kingdom.

The Scheme has been reviewed 14 times since 1974 and numerous changes have
been made to eligibility and assistance payments, although the basic construct of
partial subsidisation of eligible promotional expenses has remained. Major changes
include: in 1988, New Zealand was removed from the scheme as an eligible export
destination because of the similarities of markets; in 1991, the grant rate was reduced
from 70 per cent to 50 per cent of eligible expenses; in 1997-98, funding was budget-
limited (capped); and in 2003, eligibilty was shifted towards smaller and less
experienced exporters.

Source: Mortimer (2008) and Austrade (2008).
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As part of the Mortimer review, Mr David Mortimer AO and Dr John Edwards
conducted a separate review of the EMDG. The EMDG review comprised an
assessment of:

« the rationale for the scheme;
« the effectiveness of the scheme in increasing exports (additionality);
« the economy-wide efficiency of the scheme (public benefit test); and

« the provisions of the scheme, including funding, reimbursement rates, eligible
activities and duration of assistance.

In accordance with the findings of the separate EMDG review, the Mortimer review
recommended the continuation of EMDG, though with some tightening of
eligibility criteria (discussed below).

Rationale

The EMDG review considered that the scheme rationale was to address three
potential ‘market failures’:

« information deficiencies, such as knowledge about the general benefits of
exporting and specific knowledge about suitable export markets;

« 1nexperience by participating firms — learning-by-doing generates productivity
spillover benefits within the firm such as improved organisational capabilities,
better managerial systems, improved skills, and a focus on quality; and

« knowledge and experience deficiencies among non-participants — the
pioneering efforts and general experience of EMDG participants ‘spill-over’ to
other exporters.

The Commission has reservations concerning the applicability of these rationales,
particularly the first two, as a basis for government support through the scheme.

First, investments in information are part of the cost of doing business.
Governments do not generally provide subsidies to businesses to reduce their
operating costs. Moreover, it is not clear that a subsidy for export promotion would
be appropriate to deal with lack of awareness and knowledge about the general
benefits of exporting. It is also unclear that EMDG would be the most appropriate
vehicle for overcoming information deficiencies, given that other programs also
target such deficiencies. For example, the review consultant observed that Austrade
can ‘remedy many information deficiencies faced by aspiring exporters, as well as
those relatively new to the activity’ (Lateral Economics 2008). Similarly, Tourism
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Australia provides market information, export promotion and other assistance to
tourism exporters (one of the major industries supported by EMDG).

The second rationale does not address a market failure. The value of internal
‘spillover’ benefits gained from learning-by-doing is fully captured by the firm, and
as such, firms have strong incentives to realise these gains. Such learning by doing
1s ubiquitous in business for almost any ‘new’ activity — domestic expansion, re-
organisation, and major new capital purchases. Governments do not generally
underwrite learning-by-doing in business.

The third rationale, external spillover benefits, is the same justification used for
public support for R&D. To warrant public support it needs to be demonstrated that
material export spillovers occur in practice. However, uncertainty exists about the
nature and magnitude of export spillovers (see below).

More generally, the Mortimer review itself observed that the EMDG scheme seeks
to address the differing needs of a wide range of exporters through a single program
and that ‘more tailored programs may better address identified points of market
failure and exporter needs’. The review listed some options for addressing potential
gaps. However, it was not clear from the review what additional costs would be
entailed.

Effectiveness in inducing additional exports

Drawing on survey information and a comparison of the activities of EMDG
participants and non-participants, the review concluded that the EMDG had been
effective in inducing more promotional expenditure by recipients than otherwise. In
turn, the additional promotional effort was estimated to generate additional (long
run) exports by recipients of between $13.50 and $27 per dollar of grants.

This would appear an implausibly large response given that export promotional
expenses comprise about 5 per cent of total exports costs (CIE 2005) and the
EMDG scheme only partially reimburses these expenses. Moreover, concerns have
been raised repeatedly about the methodology for assessing EMDG additionality,
with alternative calculations suggesting substantially lower inducement
(Lattimore et al. 1998, PC 2000b, Revesz and Lattimore 2001).1 In a similar vein,
the independent analysis commissioned by the Mortimer review recognised that the
underlying comparison of export growth performance of grants recipients and non-
recipients could be ‘invalid’, because it did not control for other underlying

1 The 2008 EMDG review noted the results of Revesz and Lattimore (2001).
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differences between recipients and non-recipients that have a bearing on export
performance (Lateral Economics 2008, p.29).

Economy-wide efficiency

The economy-wide efficiency effects of EMDG are determined by the extent of any
public spillovers beyond participants. For example, an Australian exporter may
conduct market research, test markets, modify the product, establish a distribution
network, and create a broader reputation of quality of Australian products. Other
Australian firms may later benefit from these investments but without some of the
set up costs. Wine was identified as an example of an Australian reputation for
quality being established by pioneer exporters.

Quantifying the size of public spillover benefits from EMDG exports to non-
participants is difficult. Therefore, rather than attempt an estimation, the review
explored the comparative effects of three assumed spillover rates (0, 50 and 100 per
cent). In interpreting the results, it asserted that the highest spillover rate canvassed
— 100 per cent — was the ‘most realistic of the scenarios’. However, other
information suggests that this is likely to be optimistic (box 3.3).

Recognising the uncertainty regarding the extent and nature of EMDG public
spillovers, the independent consultant for the EMDG observed that estimating the
extent of EMDG-spillovers remains an area for future research. The consultant also
proposed an ‘export spillover impact assessment’ be required in applications to help
facilitate such knowledge (Lateral Economics 2008).

Scheme funding and design

The Mortimer review was concerned that current demand for the scheme exceeded
available funding from government. Participants are guaranteed up to a designated
amount, but remaining payments depend on residual funding. For example, in
2007-08, 22 per cent of recipients received less than ‘full re-imbursement’. The
EMDG review concluded that rationing of funding had created uncertainty about
how much participants would receive, potentially deterring pre-commitment to
trade promotion. To better align demand and supply of grants assistance, the EMDG
review suggested either: increasing funding to match demand (given current
eligibility criteria) or tightening the eligibility criteria so that demand is within
current funding. The Mortimer review recommended the latter — cap on-going
funding around $200 million — as well as reduce the number of grants from eight
to five and increase the minimum threshold to $30 000 (or reduce reimbursement
rates).
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Box 3.3 Some cautionary considerations regarding EMDG
spillovers

The nature, duration and extent of export spillovers could reasonably be expected to
differ according to such factors as the export destination, the nature of the product, the
particular ‘pioneering barrier’ that was overcome (language; regulatory compliance)
and the domestic links between EMDG participants and non-participants (the precise
transmission of the ‘benefit’). The survey conducted for the 2008 EMDG review
provides some insight into these factors. For example it found that:

« the majority of EMDG exports were to traditional markets (United States and United
Kingdom);

« the main products exported by EMDG participants are tourism, education, culture,
information technology and food and beverages;

o only 25 per cent of non-EMDG exporters said they had ‘benefited’ from EMDG
exporters. (There is no break-down about the nature of these benefits, the
transmission mechanism, which products or which export markets); and

« the majority of EMDG firms were experienced exporters and mostly exported
identical or virtually the same products as they sell domestically.

This profile of EMDG activity suggests that the scope and extent of ‘learning’ and
‘pioneering’ spillover benefits may be more limited than assumed in the review
modelling.

Other researchers use evidence on R&D spillovers as a guide to potential export
spillovers. Using this method, an estimate in the range 10 to 30 per cent has been

suggested as a reasonable guide to export spillovers (CIE 2005).2

Considering that the basic construct of the EMDG has remained unchanged since
1974, there would appear to be scope to more closely assess other design options
that could improve the targeting and efficiency of the scheme (7rade & Assistance
Review 2006-07). For example, the Cutler review of innovation (discussed below)
recommended income contingent loans for the proposed Competitive Innovations
Grants Scheme, while the Green review of TCF suggested consideration be given to
assistance in the form of contingent loans rather than grants.

2 The CIE (2005) was commissioned by Austrade to conduct an independent evaluation of the
EMDG.
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3.2 Review of the national innovation system

In announcing the review of Australia’s national innovation system on 22 January
2008 (the ‘Cutler review’), the Minister for Innovation, Industry, Science and
Research said:
In today’s economy, innovation policy is industry policy. ... In particular, we need to
find ways to increase innovation performance across the economy, to ensure that

business has better access to new ideas and new technologies and to bridge the divide
between industry and research. (Carr 2008¢)

The terms of reference asked, among other things, that the review: identify gaps and
weaknesses in the Australian innovation system and develop proposals to address
them; develop a set of national innovation priorities to complement the national
research priorities; and examine the scope for simplifying and reducing program
duplication and ensuring that any support is well-targeted and easy to access.

The final report was released on 9 September 2008.

The review’s overall assessment was that ‘Australian innovation seems to have
slowed or even stalled in the new millennium’. In reaching this conclusion, the
review referred to the slowing of Australian productivity growth since 2003 and a
relative decline in government expenditure on education and public research since
the mid-1990s. It also identified the drought and large increases in mining
investment ahead of production as important partial explanations of the productivity
slowdown.

In addition to its concern about funding of education and public research, other
shortcomings it canvassed in current innovation arrangements included:

« lack of capacity of firms to acquire, absorb and apply knowledge;

 insufficient incentive provided by the suite of R&D tax concession schemes and
other business support programs to overcome market failures in business R&D;
and

« insufficient capacity (within firms and the public sector) to deal effectively with
major environmental and climatic challenges.

To overcome the perceived shortcomings and to encourage increased innovation
activity, the review proposed an ‘Innovation Action Plan’, comprising 72
recommendations. Some key target areas are discussed below.
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Capacity of firms to be innovative

Notwithstanding evidence of substantial innovation activity in Australia over the
last two decades,3 the review considered that there is a lack of sufficient capacity
among Australian firms to ‘acquire, absorb and apply knowledge from science,
research, and customers, in order to provide novel, distinctive, business offerings’.
To address this perceived shortcoming the review recommended establishing an
Innovating Enterprises program, to provide business innovation services.* This
would be delivered in conjunction with existing business review and advisory
services within the current Enterprise Connect Program.

The review also recommended another new program — Knowledge Connections —

to facilitate new connections and clusters among firms. The review said ‘it is not
uncommon’ that two firms could enhance their joint value by combining their ideas
and information but do not do so because they are not aware of the other’s
knowledge, or the risk involved in revealing their own information to another party
1s too great. It considered this could be overcome through the use of trusted
intermediaries and noted that this practice has spread from the United States to other
countries.

Although nominating shortcomings in firms’ innovative capability and clustering,
the review did not explain why some firms allegedly ‘fail’ to acquire the necessary
skills and capabilities or to cluster while other firms are apparently more successful,
nor why these alleged missed opportunities would be more apparent to third parties.
In the absence of such information, the Commission has doubts about the extent to
which expenditure on such ‘services programs’ would meaningfully improve firms’
innovation effort.

Human capital

Skills, knowledge and attitudes of the workforce are widely understood to be
instrumental to innovation. The review expressed concern that Australia’s
investment in human capital had ‘stalled’ — for example, it referred to evidence of
declining educational proficiency relative to other OECD economies. The review
made three recommendations intended to improve the human capital underpinning
of the innovation system:

3 See, for example, PC (2007a, Appendix J).

4 The Review did not specify in the recommendation which specific innovation services were most
needed. In the body of the Report, it suggested that business innovation success rests on such
factors as an enterprise’s training and skills acquisition, organisational design, marketing
proficiency and specific production and managerial capabilities.
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o that there be support for the human capital focus of the COAG national reform
agenda and broader national education reforms, with a central focus on raising
teacher quality;

« that innovation policy be aligned with immigration policies to ensure that they
facilitate Australia’s access to the ‘global talent pool’; and

« there be a program to support provision by professional bodies of ‘accelerated
pathways’, particularly in areas of skill shortages, for example, facilitating the
entry of science and mathematics graduates into teaching.

Research capacity in universities and public bodies

The review calculated that Australian Government expenditure on science and
innovation in higher education and public research bodies had fallen as a percentage
of GDP from 0.49 per cent in 1993-94 to 0.32 per cent in 2007-08. It saw this as
having adversely affected innovation activity and Australia’s future innovation
potential. To make up this gap, the review advocated the principle of full funding of
university research costs,d restoration by 2010 of funding of public research to at
least 1993-94 levels and a longer-term goal of raising the funding to match that of
the top quartile of OECD economies by 2020 (currently around 0.9 per cent of
GDP).6

In addition to perceived insufficient funding of public research, the review
suggested there were structural deficiencies in the public research system in the
form of insufficient incentives for collaboration and the ‘endless’ creation of new,
duplicative research agencies and institutes. To address these concerns, it
recommended there be additional funding for research bodies to engage in
partnerships (including with international institutions) and for efforts to be made to
avoid further fragmentation of research in areas of national challenge (namely,
water, carbon emission reduction and climate change).

In respect of research infrastructure, the review considered there was a need for a
coordinated, collaborative and strategic approach to research infrastructure. It
recommended a successor program to the (concluded) National Collaborative
Research Infrastructure Scheme for 10 years at a cost of $150-200 million per year,
and for the new program to include support for the humanities, social sciences and
creative arts in addition to ‘hard’ science.

5 The Productivity Commission’s report on Public Support for Science and Innovation (PC 2007a)
recommended that block funding of higher education research not be further reduced.

6 Achieving the 2010 objective was estimated by the review to cost $2.2 billion. The cost to meet
the 2020 target was not estimated.
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R&D tax concession

The review noted the role of market competition in encouraging businesses to
undertake R&D and as a stimulus to innovation more generally. It also recognised
that ‘spillover’ benefits beyond the investing firm could result in less R&D than is
socially worthwhile. Accordingly, the review confirmed a role for government
initiatives to create more favourable market conditions such as through R&D
subsidies.

The present suite of R&D tax concession schemes is the principal form of
government support intended to induce additional business R&D. In 2007-08,
assistance provided by these tax concessions totalled about $750 million. However,
the review concluded that there were shortcomings with the current arrangements,
particularly the decline in the after-tax benefit of the basic concession from 24.5
cents in the dollar (when introduced in 1985-86) to 7.5 cents presently. Eligibility
rules that limit the use by small firms of the R&D Tax Offset, and restricted access
by foreign owned firms conducting R&D in Australia 