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Chapter 1
The Industry Commission

The establishment of the Industry Commission in March this year gives new
impetus to economic reform efforts at all levels of government in Australia. The
Commission is the Commonwealth Government’s major review and inquiry body
on structural reform. :

The rationale for forming the Commission was stated in the following terms:

‘the establishment of the Industry Commission represents the Government’s

continued commitment to . . . transparency and full community debate in the
development of policies relating to industry. The Commission is intended to
make a major contribution to further structural reform in Australia. It will be
a catalyst for productivity and efficiency gains, and thereby lay the groundwork
for income and employment growth and security’ (Morris 1989, p. 2427).

The Industry Commission has absorbed functions previously performed by the
Industries Assistance Commission (IAC) on industry assistance and related
matters, the Inter-State Commission (ISC) on interstate transport matters, and the
Commonwealth’s Business Regulation Review Unit on regulation review.
Distinguishing characteristics which the Industry Commission inherits from its
constituent bodies are:

- its independence from executive and administrative responsibilities for industry
regulation and assistance;

» open and public inquiry processes which encourage public participation in
policy formulation and maximise public scrutiny of requests and policy advice;

- an operating framework which requires it to report and advise on industry
matters from the perspective of the community as a whole rather than the
interest of any particular industry or community group; and

- in addition to the specific industry matters referred to it for advice, the
obligation to report generally on the economic performance of industry and the
effects of regulation and assistance on industry and the economy.

The Industry Commission is expected to build on the earlier work of the IAC
‘which was instrumental in awakening the community to the costs of many
industry assistance policies’ (Morris 1989, p. 2424). With a broadened charter and
new guidelines and reporting requirements, the Government intends the Commission
to play a central role in the ongoing processes of structural reform to improve
productivity.



Reform is seldom easy. In spite of net benefits for the wider community, there is
usually strong opposition to change from those adversely affected by it and often
from the architects of existing industry arrangements. Important roles for the
Industry Commission lie in:

- identifying economic inefficiencies;
- assessing and, where possible, quantifying their costs to the community;

+ building community awareness of these costs and the scope for improved
industry performance; and

- identifying practical ways to reduce the costs of existing arrangements and so
provide the community with higher standards of living.

The Industry Commission has a wide-ranging charter. Business activity and
industry in any sector of the economy fall within the Commission’s purview. So
too do Commonwealth, State and Territory Government actions relating to industry.
This enables the Commission to report on actions at any level of government
which affect the performance of any industry. Given the pervasive influence of the
States in determining the institutional and regulatory framework for industry, their
cooperation in broad-based microeconomic reform is crucial.

The Government has provided policy guidelines for the Commission. These are
cast in terms of encouraging the development of internationally competitive
industries, facilitating structural adjustment, and reducing unnecessary industry
regulation. The Commission must also report on environmental and social ~
considerations so that these are incorporated in decision-making processes. In all
its work, the Commission brings an economy-wide perspective to bear — one
which takes account of the interrelationships between industries, consumers and
taxpayers.

The Commission’s public inquiries play an important role in identifying opportunities
for improved industry performance and testing the claims of those defending
existing industry arrangements or proposing change. The Commission actively
seeks the cooperation and involvement of all those who can contribute to policy
formulation. Public inquiries also enhance wider community awareness and
understanding of industry issues. Likewise, the Commission’s annual reports and
other general reporting aim to inform Australians of what is at stake in improving
industry performance.

In this first annual report of the Industry Commission, the focus is on the need for
higher productivity, the scope for better performance from Australian industry and
means by which it can best be achieved.



Chapter 2
The need for higher productivity

Growth in Australia’s material standard of living has not kept pace with that of
other nations. The economy has been burdened with persistent inflation, a build up
of foreign debt and, despite strong employment growth, continuing unemployment.
Accompanying this, pressures to pursue social and environmental objectives have
intensified. The demands have grown, outstripping what our constrained economy
can deliver.

We need to lift our productivity performance if community aspirations are to be
met. More output from the same input of resources means that we can raise our
material standard of living without borrowing more or placing undue demands on
the environment.

Changes in the terms of trade — the ratio of export to import prices — also
condition our capacity to increase living standards. In recent years, productivity
increases and favourable movements in the terms of trade have worked together to
lift our capacity to raise living standards (appendix 2). But the constraints that the
Australian economy currently faces leave us particularly vulnerable to a turnaround
in world commodity prices. If the terms of trade decline — and the latest figures
indicate this may already be underway — our ability to maintain living standards
will come under strong pressure. This pressure will be accentuated by the rising
proportion of exports needed to meet our debt commitments.

We do not have much influence over world prices. To reduce our vulnerability we
need to take urgent and sustained action to raise our productivity performance.

The performance of Australian indusiry

Comparisons by the OECD show that, apart from the period between the two oil
shocks, Australia’s productivity growth has been below the average for the OECD
(figure 1). As to productivity levels, OECD estimates for the period 1970 to 1985
show agriculture as the only Australian sector performing better than in other
OECD countries. (The OECD does not separately identify the mining sector
which other studies show has high productivity.) Electricity, gas and water utilities
combined were estimated to have productivity levels less than half those of OECD
countries (OECD 1990a).



Figure 1
Productivity in Australia and the OECD

Average annual percentage rate of change

D Australia

OECD

1960-1973 1973-1979 1979-1988

Source: OECD (1990b).

We should not judge our performance against the standard of the past. We must
consider what other countries are achieving. If we do this we can also obtain
valuable insights as to how to improve our own performance and learn from their
mistakes.

Reform in other countries

A number of countries have instituted programs of reform to stimulate productivity
growth. The OECD recently stated that:

‘It is clear that during these last two years substantial further progress has
been achieved in structural reform — and all Member countries have
participated in the process’ (OECD 1990c, p. 7).

The extent of progress has varied from country to country because of ‘different
points of departure as well as differing reform efforts’. Most progress has been
made in areas such as: deregulation of financial markets; lifting foreign investment
restrictions; taxation reform; and policies to increase competition. Deregulation
and privatisation have continued in all OECD countries, especially in transport and
communications. The OECD concluded that ‘even those countries which might
have preferred to move more slowly have had to join the process of reform in order
to avoid compromising their competitiveness’ (p. 7).

Our own region has some of the most dynamic and adaptive economies in the
world (appendix 4). The dynamic Asian economies — Hong Kong, Korea,
Malaysia, Taiwan, Thailand and Singapore — have been growing at annual rates
typically in the range of 6 per cent to 12 per cent (OECD 1990b, p. 38). They
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recognise that removing impediments to efficient production yields significant
benefits. The World Bank (1989) has reported that:

‘Over the past year the reform process and expanding international and
regional trade have helped a number of Asian countries either to meet or
exceed expectations in terms of their growth performance’ (p. 114).

The Republic of Korea has undergone financial and trade liberalisation. Large
reductions in tariffs on many manufactured items and some agricultural commodities
have already occurred and these are to be followed by another round of reductions
in 1991. In Taiwan, tariff reductions were announced in 1985 with, for example,
the tariff on cars being reduced from 60 per cent to 30 per cent by the end of 1990.

Since 1985 the Indonesian Government has followed a wide-ranging program of
microeconomic reform, including the sale of state-owned enterprises, financial
deregulation, and reductions in border protection. Extensive reforms in the maritime
sector removed virtually all restrictions on entry by domestic and foreign shipping
lines. The economy responded strongly to these reforms, enabling it to overcome a
severe deterioration in the terms of trade caused by falling oil prices. Non-oil
exports underpinned growth in GDP of 4.7 per cent in 1988 (World Bank 1989).

Also close to home, New Zealand is well under way on a wide-ranging reform
program. There has been significant trade liberalisation since 1984, financial
liberalisation, and deregulation of areas such as road haulage, petrol distribution
and certain occupations. Reforms in the public service have blended greater
accountability with greater autonomy (for example, over terms and conditions of
staff) and relaxed institutional procedures (for example, purchasing) to allow more
private-sector competition. There has been a program of corporatisation and
privatisation of public enterprises and moves to introduce more competition.
Examples include telecommunications, waterfront, railways, forestry, electricity,
banking and postal services. Productivity has improved dramatically in all these
activities (OECD 1989b).

Trade developments

Changing trading relationships between countries will also have implications for
Australia. The results of the current Uruguay Round of multilateral trade
negotiations will affect world markets in a range of services as well as goods and
could greatly benefit Australia. A key question is whether genuine, substantial
liberalisation occurs in agriculture. Unless agricultural policies are reformed,
particularly in Europe, Japan and the USA, the prospects for growth in Australia’s
commodity exports will remain constrained. Our vulnerability to a deterioration in
the terms of trade will increase. It is also important that progress be made on other
natural resource-based products such as coal.

A parallel development of significance for Australia is the growth and consolidation
of regional trading arrangements. A single European market in 1992 and the
Canada—United States Free Trade Agreement are prime examples. These
arrangements have the potential to be a positive force for growth within regions
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and possibly for world trade growth, but there is also a risk that intra-bloc
liberalisation will occur at the cost of increased barriers to the exports of ‘outsiders’.

A further development in international trading relationships is the opening up of
Eastern Europe and its closer integration with the West. Fundamental changes to
capital and trade flows are inevitable.

These factors all contribute to uncertainty about the future development of foreign
trade. They make it all the more important that we continue to find ways of raising
our productivity and improving our competitiveness, so that we can make the best
of our opportunities.

The potential for improvements in Australia

In its 1988—-89 Annual Report, the IAC identified a number of reforms in transport,
communications, electricity supply and reductions in manufacturing and
agricultural assistance which in the longer run could produce annual GDP gains of
$16 billion. This analysis has been expanded to include the long-run gains from
reforms in the provision of water services and contracting out part of public sector
activity concerned with catering, maintenance and capital works. New estimates of
the gains from rail reform are also included. In the longer run, the combined
package of measures is estimated to generate a permanent increase of $22 billion in
GDP and a net addition of 53 000 jobs (appendix 1). The reforms would allow the

Figure 2
Origins of annual output gains from certain microeconomic reforms

Water $1.0 b

Contracting out $3.4 b Post & telecommunications reform $1.7 b

Assistance reform $3.7 b

Rail reform $4.0 b

Electricity reform $1.4 b

Transport reform (except rail) $6.7 b

Source: Commission estimates, see appendix 1.



average household to raise spending by $2300 a year without any net adverse
effects on the current account. It is estimated there would also be a 7 per cent
reduction in the price level. In areas such as transport and electricity, some action
is already underway to achieve gains.

The estimated gains are large in themselves, but the potential importance of what
has been left out reinforces the view that the scope for productivity gains is very
substantial. The reform initiatives identified do not cover such areas as health and
education, construction, and taxation. And while the analysis includes some
productivity gains from improved labour practices, it does not include the substantial
gains that could accompany general labour market reform. Furthermore, the
analysis does not allow for ongoing ‘dynamic’ gains from the reform process that
could increase the underlying rate of growth in GDP.

The gains from reform could be tapped in a number of ways. For example, while
the reforms may not directly affect the trade deficit and debt build up, they bring an
additional capacity that could be used to increase savings, reduce the trade deficit
and retire debt.

But reforms take time to implement and the gains take time to work through. The
quicker we move, the sooner we will benefit.






Chapter 3
Securing higher productivity

To secure improvements in productivity, individuals — whether they work on
their own account or in private firms, public utilities, schools and universities, or
government departments — need to face the right incentives. Those incentives are
primarily conveyed through prices for goods, services, labour, capital and natural
resources.

Relative prices and the means by which they are determined are the coordinating
mechanism which shapes economic development. Revelations of poor performance
in Eastern Europe have underlined the importance of having markets to perform
this function, so that prices truly reflect what people want and the capacity of
suppliers to deliver. Well defined property rights, a body of law to enforce them
and markets in which to trade them are crucial.

For much of our history, governments have deliberately distorted the incentives
that the market place would otherwise provide to large sections of the economy.
Decision makers in both the private and public sectors have been given a misleading
picture of what consumers and using industries were truly willing to pay for the
goods and services they produce. For example, once government formed a vision
that Australia needed a diversified and sizeable manufacturing sector, the normal
market incentives were set aside. Tariff and other assistance was provided to enable
local producers to gain market share against imports. Through protection from
foreign competition and the establishment and tolerance of public and private
monopolies, governments have blunted the rewards and disciplines that competition
provides.

Effective competition is critical in ensuring that markets convey the right incentives.
It is vital to improved productivity performance. Competition not only keeps costs
down, it ensures the benefits are passed on to consumers and it provides strong
incentives for production to match evolving consumer requirements. It provides
rewards for doing things better and discipline for failing to do so.

Nevertheless, unfettered markets will not always produce satisfactory outcomes.
For example, markets do not always effectively deal with environmental impacts
on the general community. Markets do not even exist in some such cases and
government may need to intervene in some way (appendix 3).

However, government intervention does not always get it right either. Some
environmental problems arise, not because markets do not work, but because
markets are not allowed to work. This is true of water and other resources like
forests where government ownership and control have often deliberately limited



the role that competitive markets and prices play. For example, underpricing of
irrigation water has not only misallocated a scarce resource but has also
contributed to salinity problems.

‘When government intervention is judged to be appropriate, price mechanisms
might still be an efficient means for satisfying certain environmental objectives.
Trading in water rights and emission permits and price-based controls can
contribute to flexible and low cost approaches to achieving environmental goals.
With or without such mechanisms, government intervention should occur within a
clear and stable framework and use measures that are transparent in the sense that
their costs and benefits can be assessed.

Greater competition is not inconsistent with a community that cares. Competition
can provide the means to achieve social objectives more efficiently. For example,
private firms in a competitive environment have been shown to produce artificial
limbs at lower costs and with shorter waiting periods than those produced by the
government-owned Repatriation Artificial Limb and Appliance Centres (IC 1990d).
More generally, competition increases national income which adds to the capacity
to assist those in need.

A recent comprehensive report (Porter 1990) is the latest in a line of studies going
back to Adam Smith that have stressed the importance of competition in the
development of nations. In the economies studied, Porter stresses the importance
of competition between domestic rivals in explaining the ability of successful
countries to compete on world markets.

Greater exposure to competition — both at home and from abroad — is the surest
means of securing higher productivity.

Foreign competition

In economies such as Australia’s where the size of the domestic market in many
goods is relatively small, exposure to foreign competition is particularly important.
In industries such as steel, where large scale production is crucial to keep unit costs
down, the domestic market may only be sufficient to support one or two producers.
If there is to be vigorous and beneficial rivalry for sales, foreign competitors have a
vital part to play. In larger nations such as Japan or the USA, foreign competition
is not always as crucial, as their home markets are of sufficient size to support
several viable producers without denying them the benefits of scale economies.

The phased reductions in assistance initiated in May 1988 are a decisive step in
opening up Australian manufacturing industries to foreign market disciplines. The
Commission has estimated that the average effective rate of assistance to the
manufacturing sector will decline from 19 per cent in 1987-88 before the current
program commenced to 12 per cent when it concludes. Estimates for 1989-90
show that to date the program has resulted in a reduction in effective assistance to
16 per cent (appendix 11). Assistance to agriculture has also continued to decline.
The effective rate of assistance to agriculture fell by two percentage points to 9 per
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cent in 1988-89 (appendix 9). In recognition of the further gains to be tapped, the
Government has signalled its intention to reduce tariffs again after 1992
(Govemor-General 1990).

Public enterprises

Increased competition is essential to improve the performance of public enterprises.
Australia’s productivity performance in some public utilities falls well behind the
OECD average. This matters all the more given that government business
enterprises (GBEs) account for 10 per cent of the nation’s gross product and
employment.

There are various ways of promoting efficiency. Government ownership of
enterprises needs to be reassessed and legislative barriers to competition between
private and public enterprises removed. Contracting out government services to
the private sector and common carrier provisions for access to networks such as
those of the telephone system also offer scope for efficiency gains. GBEs with
monopoly power can be broken into regional components whose performances can
be compared and steps taken to have best practice introduced across the industry.

Experience has shown, however, that the mere removal of legal and regulatory
obstacles to new competition is not always sufficient to guarantee real competition.
For example, efficiency in the electricity sector could be improved by opening up
electricity generation to greater competition through private sector participation.
But for this to be effective, there must be access to transmission grids at reasonable
prices.

Exposing public enterprises to competition is sometimes dismissed because it is
assumed to involve wasteful duplication of infrastructure. For example, it would
be wasteful to duplicate electricity distribution grids or telephone networks if all
suppliers could be accommodated at least cost on a single distribution system. But
this cannot be used as an argument to dismiss competition. Duplication in such
cases is only likely to occur if firms cannot get access to the distribution networks
at reasonable cost.

Mounting calls for increased government investment in infrastructure have to be
assessed in the context of these competitive means of improving public enterprise
performance. The first step is to assess how well we use existing infrastructure
resources, before considering additional funding. For example, in the Hunter
Valley, more realistic water pricing policies have been shown to reduce the need to
construct new dams.

The Commission is continuing its examination of the ways that public enterprise
performance can be improved in its inquiries into rail transport and energy
generation and distribution.

11



Involvement of the States

The Commission’s inquiry program has increasingly focused on the role of the
States and Territories in the reform process. In many areas, better performance
depends crucially on cooperation between governments.

The inquiry programs of the IAC and ISC and now of the Industry Commission
have revealed a number of examples of how variations in standards between States
add to costs. Under current building regulations, a crane working in Western
Australia has to be retested before it can be used in New South Wales and retested
again if it is moved across the border to Victoria. Similar differences apply to the
regulation of lifts and scaffolding and to registration requirements for some types
of construction labour. In some cases, such problems could be overcome if States
agreed to recognise the standards set by each other. For example, rather than each
State requiring manufacturers to meet its own set of regulations, any product
packed and labelled in compliance with its home State’s regulations could be
accepted for sale throughout the nation. Proposals for mutual recognition are
discussed in appendix 6.

‘While much remains to be done, State Governments have been very active in some
areas of microeconomic reform (appendix 5). For example, the New South Wales
Government has initiated a major program of reform involving corporatisation, the
sale of enterprises, joint ventures with the private sector and greater contracting out
of government services, as well as administrative reforms. All States have taken
some action to improve the operations of their ports and to increase the commercial
orientation of their business enterprises. In current inquiries which cover major
areas of State responsibility — for example, rail, energy and statutory marketing
arrangements — the Commission is receiving unprecedented cooperation from
State and Territory Governments.

The approach of State and Territory Governments to reform is influenced by the
structure of Commonwealth—State financial relationships. The States do not have
access to a broad taxation base and there is an imbalance between the spending and
revenue raising responsibilitics of the Commonwealth and States. The impact of
these financial arrangements on the efficiency of State and national economies has
been largely overlooked until recently. The Prime Minister has taken a major
initiative to develop better cooperation between the three levels of government and
has put reform of financial relationships on the agenda. State Premiers are
responding positively.

Labour market

More flexible labour markets are necessary if we are to build a more responsive
and productive economy. This will require changes in such areas as the spread of
working hours, multiskilling, upgrading skills and finding ways of allowing wage
differentials to widen to attract resources where they are most wanted without
causing flow-ons to other areas.
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Flexibility at the enterprise level is essential. Indeed, there is widespread agreement
that the key to labour market reform lies more in finding solutions at the enterprise
level than at the national level. Increased competition in both product and service
markets will help sharpen the attitudes of owners, managers and employees
towards pursuing workplace reforms that yield productivity benefits. As enterprises
come under greater competitive challenge, managers and employees will need to
review their industrial relations practices.

It is also important to ensure that labour market arrangements do not reduce
flexibility. Union amalgamations may contribute, at one level, to a more flexible
and adaptive work force by increasing the range of tasks that employees can perform
and reducing demarcation disputes. But amalgamations could also lead to greater
centralisation of negotiations and standardisation of settlements — a direction that
would tend to thwart enterprise flexibility.

The international dimension

Govermnment can also play an important role in bilateral and multilateral forums to
help ensure greater openness and competition in world markets. A recent study has
estimated that Australia and New Zealand together stand to gain some $US14 billion
annually from a 50 per cent reduction in trade barriers world wide (Stoeckel et al
1990). The most important current opportunity for reaping such gains is the
Uruguay Round of trade negotiations, which is to conclude in December.

Australia’s efforts to open foreign markets appear to have been impeded during the
negotiations by a lack of appreciation within the countries concemed of the costs
of support policies to their own economies and of the benefits from reform. The
lack of understanding of the domestic benefits from each country’s own liberalisation
has actually been compounded by the GATT negotiating process with its emphasis
on ‘reciprocity’ and the use of national barriers as ‘negotiating coin’. In this sort of
negotiation, small countries like Australia have little bargaining power. But they
can influence international developments in two other ways — through
‘demonstration effects’ and the power of ideas.

The May 1988 announcement of tariff reductions by Australia was an important
example of the demonstration effect. Those reductions were made, not as a quid
pro quo for foreign liberalisation, but for the domestic benefits they would bring.
In that action Australia has shown that it practises what it preaches. Since then,
however, Australia’s credibility may have been undermined by its provision of
other forms of industry assistance, including bounty assistance to Kodak (with
confidential performance criteria attached) and intervention to increase local
participation in the construction platform on the North West Shelf gas project
(appendixes 7 and 8).

A valuable idea which Australia has helped bring into the Uruguay Round is the

need for increased transparency of trade and industry policies. Information about
the existence and effects of such policies is clearly a precondition for reform. The
Trade Policy Review Mechanism is now operating to improve information within
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the GATT about national policies (IAC 1989a). A related proposal, which Australia
has supported, is to promote domestic transparency of protection policies through
institutional arrangements at the national level. Regardless of the outcome of other
negotiating areas in the Uruguay Round, this has the potential to be of lasting
benefit and should be vigorously pursued. Ultimately, as Australia has found, it is
only through widespread national awareness of the need for reform that durable
reform becomes possible.

Reform needs to proceed on as broad a front as possible, embracing both product
and labour markets and involving all levels of govemnment. The benefits of
tackling impediments to efficiency on a broad front are widely recognised. Not
only does improved economic performance require a greater effort and contribution
from all sectors of the economy, but it is also easier to gain acceptance for change
when all are involved.

Impediments to efficiency in one area of the economy adversely affect other
industries and sectors. For example, inefficiencies on the waterfront harm exports
of minerals, agricultural produce and manufactures and raise the costs of importing
capital equipment, business inputs and consumer goods. Assistance and regulatory
arrangements must be assessed in terms of their impact on the performance of all
industries and not just on those immediately affected.

But it is not practical to expect to make progress simultaneously in all areas
needing reform. It is sensible to concentrate efforts where potential pay-offs are
largest. Transport, communications and other elements of infrastructure such as
energy generation and distribution are still priority areas for structural reform.
There are also regulatory issues, particularly relating to the environment, which
need rapid resolution.

Apart from giving priority to further reductions in protection of the manufacturing
sector, other existing assistance measures need scrutinising. The IAC has
previously focused on such measures as offsets, partnership for development
agreements and export market development schemes. Other areas warranting
attention include local procurement for defence and for major resource
developments such as the North-West Shelf gas project, as well as assistance to
Australian goods and services through foreign aid programs. Recent developments
in these areas are discussed in appendix 8. It is difficult for the community to
assess whether these measures promote a more efficient and competitive industry
structure when the costs and benefits of the measures are not readily identifiable.
Yet some of these measures are being promoted more widely as a means of
improving the performance of Australian manufacturing.
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Chapter 4
Selective assistance is not the answer

Some challenge the view that freeing up the economy and increasing competition
is the key to better economic performance. Manufacturing industry in particular
has been cited as requiring special govemment assistance of one kind or another.
While removing industry protection and other impediments is seen as important, it
is argued there is a role for government to complement market forces. To
substantiate the argument, reference is made frequently to the experience of East
Asian economies where strategic government interventions are said to have been
important in explaining strong economic growth.

Renewed support for the argument that government intervention is necessary to
complement market forces has been given in a recent report sponsored by the
Australian Manufacturing Council (AMC 1990). The report endorses the
progressive phasing down of industry protection and the removal of impediments
to industrial development. But it also argues for a package of additional measures
to assist the manufacturing sector. It proposes that a link be established between
reductions in protection and the use of other measures. The additional measures
are seen as necessary to address critical weaknesses of Australian manufacturing
industry and to promote the development of firms exporting high value-added
manufactured goods.

The Commission welcomes the attention that the report gives to general ways to
improve the competitive position of the economy. Where we part company is with
the report’s advocacy for additional measures to assist selected manufacturing
industries. The report fails to recognise the significance of the costs these measures
would impose on other industries, activities and taxpayers. There is also the
danger that, despite the lessons of the past, a signal would be given to industry
once more to focus on government assistance as a solution to Australia’s economic
problems.

One of the justifications which the AMC offers for recommending selective
assistance for the automotive, telecommunication equipment, computer, aerospace
and pharmaceutical industries is Australia’s large trade deficits in these products.
The inference is that the way to solve our current account problem is to concentrate
on developing those industries which contribute most to the deficit. This amounts
to a policy of concentrating on our weaknesses rather than our strengths. The real
message of the large deficits is that these activities are ones in which Australia is
not competitive. While it might be possible for firms to build competitiveness in
these areas over time, it is a high risk strategy for governments to provide special
assistance to areas of greatest disadvantage.
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Insufficient attention has been paid in the report to the costs of its recommendations.
One example is provided by the recommendation of accelerated depreciation for
taxation purposes for export oriented, value-added resource processing projects
with a minimum investment of $20 million. This secks to compensate investors on
a selective basis for higher inflation and the higher real cost of investment capital
they are claimed to face relative to our competitors. The proposal would
disadvantage a wide range of industries which would be ineligible for favoured tax
treatment. These include all non-exporting industries (including those in
manufacturing), and small to medium sized export oriented firms (with investment
proposals of less than $20 million). It would also disadvantage export projects
with low value added, be they large or small. There would be costs to government
revenue which would have to be made up in other ways such as by increased
taxation or reduced expenditure. Increased taxation may itself be a disincentive to
investment.

Proposals to link reductions in protection to other microeconomic reforms and the
provision of additional assistance measures are likely to lead astray, rather than
enhance, efforts to improve our economic performance. While we agree that
reform should be implemented on a broad front and should be accelerated in areas
where it will provide large gains to the community, making reform conditional on
such a link may well see the whole process slowed down. Although progress is
being made, similar rates of progress are not achievable on all fronts. But this
should not lead us to abandon or delay setting reform agendas for particular areas
while awaiting developments in others. Governments should avoid supporting
conditional reform options and the policy paralysis inherent in them.

The Commission has reviewed the development experience of Hong Kong, Japan,
Korea, Singapore and Taiwan in an attempt to understand better the role of
government intervention in their exceptional economic success (appendix 4).

The extent of broad government intervention has varied between the economies
studied. In some countries, particular sectors such as agriculture and
manufacturing have been protected from international competition. The financial
systems in Japan and Korea were highly regulated with tax and credit policies
providing selective allocation of financial resources to industry. In contrast, the
financial system in Taiwan has operated with more freedom from government
intervention.

Notwithstanding substantial government intervention in most of these economies,
their success lies in a complex mix of factors. Although the historical, economic,
political and social experience differed in each, some common factors contributed
to their outstanding growth:

» Each economy faced a period of crisis and widespread change before its rapid
growth. In one way or another, crisis contributed to the emergence of a strong
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social consensus in favour of growth and provided a flexible and responsive
economic environment.

« Strong govemnments were able to resist special interest groups and focus instead
on meeting national growth priorities, for example, by giving preference to
spending on those highways, ports and harbours which helped industry
development.

» There was considerable scope to catch up with advanced nations by importing
and adapting their technology and production methods. There is scope to grow
quickly when starting from a low base.

« Once rapid growth began, it was sustained by vigorous competition either
domestically (in the case of Japan) or internationally (in the other cases) and
through high saving and investment rates.

- The competitive environment was underpinned by a plentiful, flexible and
competitive labour supply.

The success of these Asian economies cannot be explained in terms of government
targeting of key sectors. Such targeting was not present at all in the success of
Hong Kong. Where targeting was present, there were successes but there were
also notable failures. In Japan, for instance, MITI recorded several failures in its
attempt to guide industry, including its idea of a single model people’s car
produced by one officially designated company. In Japan and Korea, targeted and
non-targeted industries both recorded outstanding output growth. In Korea, several
of the industries which were designated to be strategic during the heavy
industrialisation drive in the 1970s were already growth leaders in the 1960s (for
example, transport equipment and steel). While growth in these industries was
boosted following government support — rates over 30 per cent a year were not
uncommon — similarly high growth was achieved by other industries such as
footwear, metal products and electrical and scientific equipment.

There is substantial agreement that industrial targeting in Australia has detracted
from our economic performance. Australia’s experience with industrial targeting
has been uniformly poor. Several of the risky, high technology ventures supported
by entrepreneurial State Governments have proved to be costly failures. Other

well known examples are the textile, clothing, footwear and motor vehicle industries.

While Australia cannot and should not mimic the experience of successful Asian
countries, some of the factors contributing to their success can be adapted to our
requirements. We could benefit from:

» better understanding in the community of the benefits of higher productivity
growth;

« vigorous competition in product markets through exposure to international
markets and domestic rivalry; and

» more flexible labour markets.
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Chapter 5
Operations of the Commission

The operations of the Commission are governed by the Industry Commission Act
1989 which specifies the following functions:

holding public inquiries and reporting on industry matters the Government
refers to it;

reporting annually on the economic performance of industry and the effects of
assistance and regulation on industry and the economy; and

undertaking related functions, such as advising on business regulation and
publishing information papers to enhance community understanding of industry
policy issues.

In fulfilling these functions, the Commission must have regard to the
Government’s industry policy objectives set out in section 8 of the Industry
Commission Act. These objectives are:

.

to encourage the development and growth of Australian industries that are
efficient in their use of resources, self-reliant, enterprising, innovative and
internationally competitive;

to facilitate adjustment to structural changes in the economy and to ease social
and economic hardships arising from those changes;

to reduce regulation of industry (including regulation by the States and
Territories) where this is consistent with the social and economic goals of the
Commonwealth Government; and

to recognise the interests of industries, consumers, and the community, likely to
be affected by measures proposed by the Commission.

The Commission must also take account of the environmental and social
consequences of the recommendations it makes.

The Commission (or the IAC) received 12 references and completed 9 reports in
1989-90 and at 30 June 1990 had 10 references on hand. Since then it has reported
on product liability proposals and aids and appliances for people with disabilities.
Information on the inquiry program and government decisions on reports,
including those on recent reports of the Inter-State Commission, is provided in
appendix 16.

Over the next 12 months the Commission will be completing inquiries on major
sectors of Australian industry — mining and minerals processing, energy
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generation and distribution, rail transport, construction, and the automotive
industry. Reviews of concessional entry systems for imports, recycling and
statutory marketing arrangements for primary products will also be completed.
The Government has foreshadowed references on: exports of education services;
exports of health services; the availability of capital; dairying; raw material pricing
for domestic use; export franchising and distribution arrangements; sugar; the
implications for Australia of firms moving offshore; tobacco; cost recovery for
fisheries management; the national industry extension service; and the national
procurement and development program.

This spectrum of inquiries demonstrates the much wider role for the Industry
Commission than its predecessors in the microeconomic reform effort. Some of
the broad issues currently being addressed in Commission inquiries include:

« the scope for more productive work and management practices in industry;

» securing improved efficiency within Commonwealth and State Government
business enterprises;

« public/private participation and ownership in supplying infrastructure services;
« the efficient provision of community service obligations;
« the appropriate framework for land use decisions,

« economically efficient ways of achieving environmental objectives and
sustainable development;

-+ intergovernmental cooperation; and

« regulatory impediments to improved industry performance.

‘When announcing the formation of the Commission, the Treasurer also set out a

two-year inquiry program for it and later provided an indicative timetable (Keating

1989a, 1989b). The forward inquiry program provides the means to coordinate

better the activities of the various government agencies advising on industry

matters, to focus the Commission’s resources and expertise in areas consistent with

the Government’s priorities for structural reform, and to provide an orderly

framework for planning by both the Commission and participants in its inquiries.

Any forward inquiry program needs some scope to accommodate emerging
demands and changing priorities. During 1989-90 the Commission responded to
requests to prepare an interim report on paper recycling, to report on the
production of papers from unbleached and non-chlorine bleached pulps, and to
advance the timing of the inquiries on concessional entry systems for imports and
on the automotive industry.

Public inquiry and reporting are essential to the Commission’s role. The inquiry
process is diminished if reporting periods are compressed and the draft report
process forgone. While the pressures for timely reporting are recognised, there is
limited scope to reduce the period for consultation, public hearings and issuing
draft reports.
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In the main, the Commission’s reports have been released promptly. This practice
now has a basis in the Industry Commission Act which requires reports to be tabled
in Parliament within 25 sitting days unless the Commission recommends otherwise.

There have been extended delays in announcing decisions on some reports. For
example, the Commission had 30 days in which to report urgently on concessional
entry of aluminised steel for use in mufflers and exhaust systems, but 11 months
passed before a decision was announced and the Commission’s report released.

‘When the Government’s decisions on the reports on petroleum products taxation
(Keating et al 1989) and the packaging and labelling of processed foods and
beverages (Button and Bolkus 1989) were announced in 1988-89 they were
accompanied by detailed responses to the IAC’s reports. The practice was not
continued last year in relation to the reports on soda ash and aluminised steel
(Jones 1989, Button 1990g). Explaining to the community the Government’s
reasons for rejecting or putting aside Commission recommendations adds to the
transparency of the public inquiry process.

As part of its general reporting function — which encompasses its annual report,
information papers and other general publications — the Commission provides
information and analysis on the economic performance of industry and the
opportunities for improved economic performance across wide sectors of the
economy. Information on research and inquiry-related publications released in
1989-90 is provided in appendix 17.

Research capabilities need further development if the Commission is to upgrade its
monitoring of the performance of Australian industry and to identify priority areas
for structural reform. The Commission is currently exploring analytical frameworks
and information systems that will enhance these activities.

One stream of research involves measuring the economic performance of
Australian industry, focusing particularly on factor productivity and the performance
of government business enterprises. An information paper on productivity growth
and rates of return in major Commonwealth GBEs and the Australian water
industry was released in August (IC 1990e). A second stream of new research will
enhance the Commission’s modelling capabilities so that resource use and
environmental policy issues can be analysed in an economy-wide context. For
example, expanding the ORANI model of the economy to take account of pollution
emissions from industry will provide a better understanding of the wider impacts
of policy changes affecting energy generation and transport systems.

Assistance measurement and evaluation

Analysing trends in industry policy development and detailing the levels and
changes in assistance provided to different industries are important elements of the
Commission’s general reporting function.
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The Commission continues the assistance measurement work of the IAC. The
most recent estimates of assistance for agriculture and manufacturing are in
appendixes 9 and 11. Preliminary estimates for mining industries are presented for
the first time. In terms of border interventions, the mining sector receives virtually
no assistance but is taxed by the assistance provided to other sectors (appendix 10).

Estimates of assistance are supplemented by information on developments in
sectoral arrangements, alternative assistance measures, the consumer tax effects of
assistance, budgetary assistance, and anti-dumping activity (appendixes 7, 8, 12, 13
and 14 respectively). A number of recent industry policy reviews and decisions
relating to industry are detailed in appendix 15. Not all these bring an economy-
wide perspective and public inquiry processes to bear.

The ORANI model

An important element of the Commission’s analytical capacity is the ORANI
model of the Australian economy. This model is used to project the effects of
proposed changes to government assistance to and regulation of industry. It is
being used in all the Commission’s current inquiries. As well as its own
enhancement of the ORANI framework, the Commission continued to support the
further development of ORANI by the IMPACT Project Research Centre at the
University of Melboume.

Work for other agencies

In the past year the Commission provided analysis on trade and industry assistance
matters to various Commonwealth agencies including the Department of Foreign
Affairs and Trade, the Bureau of Industry Economics, the Department of Industry,
Technology and Commerce and the Treasury. The Commission also assisted New
South Wales Government bodies in their reviews of food regulation and marketing
boards.

Along with other agencies and departments, the Commission assisted in the
preparation of the Australian report for the Trade Policy Review Mechanism which
has been introduced in the General Agreement on Tariffs and Trade (GATT). This
mechanism will review the trade policies of member countries on a regular basis.
Australia was one of the first countries to be reviewed and its country report was
intended to provide a model for other country reports.

The Commission has also supplied analysis and information to the Department of
Foreign Affairs and Trade to assist in bilateral discussions as part of the Uruguay
Round of multilateral trade negotiations under the GATT. In particular, the
Commission has analysed changes to the Australian Tariff applying from the
beginning of the Uruguay Round till the mid-1990s when Australia’s current
program of protection reforms is scheduled to be completed. The Commission is
also assisting in the compilation of Australia’s country list of agricultural support
measures. These country lists are the result of a draft agreement on agriculture and
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may provide the basis for reductions in support for agriculture in participating
countries.

By the end of 1990 the Commission will have completed a multi-country trade
model funded by the Department of Foreign Affairs and Trade. The model will be
used to analyse the economic effects of changing trade arrangements in the
Asia—Pacific region.

The Commission continued to support the use of the ORANI model in other
government agencies and in the private sector. ORANI analyses were undertaken
for the New South Wales Government inquiry into statutory marketing authorities,
for the Business Council of Australia study of structural adjustment policies to
address external balance problems, to evaluate land transport reforms for the
Department of Transport and Communications and to examine the regional effects
of industry assistance for the Economic Planning Advisory Council.

e e § oAt : .
N o U e T A B

The functions and staff of the Business Regulation Review Unit (BRRU) have
been incorporated within the Office of the Industry Commission and the Unit
renamed the Office of Regulation Review (ORR). The ORR is responsible for:

- examining and advising the Government on proposed changes to regulation;

» preparing public information papers and submissions on overall developments in
regulation and on particular aspects of regulation; and

- the business regulation request and response procedure.

The Commonwealth Government’s policy is that regulatory intervention in the
economy will be supported only when it is justifiable on grounds of efficiency
and/or equity. To meet this test, a well defined social and/or economic problem
must exist, other solutions must have been already considered (for example, private
or non-regulatory methods), and the expected benefits of regulation must outweigh
its costs. Efficiency in this respect refers to the overall impact on the community
not simply the costs of government administration.

Procedures have been established to ensure that information on the expected costs
and benefits of regulatory proposals is made available to the Cabinet. The Minister
for Science and Technology and Minister Assisting the Treasurer has responsibility
for matters relating to the ORR.

During 1989-90 the ORR provided advice to the Structural Adjustment Committee
of Cabinet on a large number of regulatory matters. It assisted regulatory agencies
in the detailed design of new major bodies of regulation such as the national
arrangements for the control of drugs. The ORR also cooperated with State
deregulation units in examining State regulation and commissioned a study of the
regulatory environment of primary industry statutory marketing authorities in New
South Wales. It provided information on Commonwealth regulation for use in
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State one-stop licensing shops and it assisted the newly elected Queensland and
Australian Capital Territory Governments establish regulation review functions.

In October 1988 the Government introduced a request and response procedure for
regulation review to be coordinated by the BRRU. It was designed to provide
business with a means to initiate examination of any business regulation under the
responsibility of the Commonwealth. However, the procedure has enjoyed only
limited success as the number of actionable requests has been very low.

The ORR made public submissions to two of the Australian Broadcasting
Tribunal’s inquiries: regulation of television program content and advertising
(details are in appendix 17).

Information on appointments to the Commission, its staffing and structure,
financial statements, the draft corporate plan, the freedom of information statement
and other administrative matters are reported in appendix 18.

The Commission records its appreciation of the staff for their work during the year.

AS Cole Chairman

DL McBride Commissioner
R G Mauldon Commissioner
ML Parker Commissioner
K J Horton-Stephens  Commissioner
T J Hundloe Commissioner
A C Harris Commissioner

Canberra, Australian Capital Territory
20 September 1990
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Appendix 1
The gains from microeconomic reform

In its 1988-89 Annual Report the IAC quantified the economic gains from
introducing a range of microeconomic reforms. This appendix provides updated
estimates of these gains by extending the previous analysis to include estimates of
gains from improved provision of water services and the cost savings achievable
by government contracting out the provision of certain goods, services and capital
works. In the light of new information on the scope for improved provision of rail
services, updated estimates of the gains from rail reforms are also provided. The
reforms investigated this year, together with those quantified in the IAC’s 1988-89
Annual Report, are estimated to expand output over the longer term by $22 billion
a year in 1988-89 dollars, eventually creating an additional 53 000 jobs.

Reforms quantified in this analysis include:
« cost savings in domestic water transport;
» cheaper international liner shipping;

« introduction of the recommendations of the Royal Commission into Grain
Handling and Storage;

- improved provision of rail services;

+ improved provision of domestic and international aviation;

« better pricing and provision of road infrastructure;

« improved provision of post and telecommunications;

- more efficient production and pricing of electricity;

« the removal of rural and manufacturing assistance;

- improved provision of water and sewerage services; and

« contracting out by governments of certain services and capital works.

The reforms quantified in the 1988—89 analysis were estimated to generate

$16 billion in annual output gains. These gains arose from reforming: transport,
$10.7 billion; assistance, $3.7 billion; post and telecommunications, $1.7 billion;
and electricity $1.4 billion. The revised rail simulations generate much bigger
gains than obtained in the earlier analysis. Consequently, the overall gain from the
above reforms in these areas is now estimated to be $17.7 billion.

The additional reforms quantified this year are also substantial. Contracting out
would generate an extra $3.4 billion in annual output and improved provision of
water services would provide an additional $1 billion of output each year.
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Some of the gains from the microeconomic reforms examined in this appendix
have already been realised. For example, productivity improvements are under
way on Australia’s waterfront and in Australia’s shipping fleet. Certain State
railways and energy utilities have significantly improved labour productivity.
Govemnments and their business enterprises have begun contracting out.

Water services — sewerage and drainage, fresh water and irrigation — are
provided by State Government departments, statutory authorities and local
governments. In a recent study undertaken for the Commission it was estimated
that in 1987-88, these bodies employed a capital stock with a value of $50 billion
— some 7 per cent of Australia’s total capital stock (IC 1990e, chap 5). In 198788
these assets eamed the Australian community about $750 million which represents
areal return of 1.5 per cent. This compares with the Commission’s recently
indicated benchmark real return of 8 per cent, calculated as the real long-term bond
rate plus a small margin for risk (1990e, p. 1).

The analysis indicated great potential to reduce capital costs in the provision of
water services. It was estimated that the cost of delivering water services could be
cut by 15 per cent in the longer term by better managing assets to ensure that they
were not replaced prematurely and by placing a greater emphasis on competitive
tendering for asset replacement. The Commission’s consultants estimated that
such a reduction in capital costs in 1987-88 would have reduced the cost of water
delivery services by $650 million. The benefits these improvements would
generate were simulated as productivity improvements in the use of all inputs such
that the cost before subsidies of providing water services fell initially by 15 per cent.

Tmmmraved provicion of rall services

In its report on government non-tax charges, the IAC identified major
inefficiencies in Australia’s rail networks. The Commission’s analysis drew
heavily on the STAP report which looked at the efficiency of Victorian railways
(STA 1988) and on the Booz-Allen & Hamilton analysis of New South Wales
railways (SRA 1989a,b). Labour savings of at least 50 per cent were indicated.

More recently, as part of the Government’s further attempts to improve Australia’s
land transport networks, a National Freight Initiative (NFI) committee was formed
to investigate the scope for, and benefits to be derived from, a single authority
responsible for all interstate rail freight. The NFI committee commissioned
consultants (Travers Morgan Pty Ltd and Booz—Allen & Hamilton Australia Ltd)
to report on the financial and economic benefits likely to occur with each of six
business strategy scenarios, and on any preconditions required to achieve these
benefits.
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Table Al.1

Cost reductions possible from Australian railways adopting international
standard work practices

(per cent reduction on 1988-89 unit costs)

Labour Capital Materials etc Total

354 110 34.1 30.6

Source: Derived from data provided by Travers Morgan.

The consultants concluded that a single authority responsible for all interstate rail
freight could be profitable so long as substantial productivity improvements were
implemented. They estimated, for example, that costs of interstate rail could be cut
by 35 per cent if world standard efficient work practices and costs were introduced
into interstate rail networks.

The consultants also provided preliminary estimates of cost reductions possible if
all rail networks were to move to world standard efficient work practices and costs
in all areas of operation. Savings of about 30 per cent are indicated, mostly derived
from improvements in labour and materials productivity (table A1.1). Less scope
exists for capital productivity improvements.

This overall productivity improvement was simulated to calculate the benefits to be
had from Australian railways moving to international best practice in all fields of
operation.

Contracting by governments fo

Recent empirical studies suggest that considerable cost savings could be obtained
in many public sector activities by putting them out to competitive tender.
Activities suitable for tender include cleaning, maintenance and catering, and many
other more specialised services. Domberger (1989) estimates conservatively that
such activities account for over 10 per cent of public sector spending. Evidence
from Australia and overseas suggests that, across the range of these activities, cost
savings of the order of 20 per cent are obtainable.

Using Domberger’s estimates of the cost savings available from competitive
tendering for the supply of certain services it was calculated that general
government (such as public administration, defence, and education) could have
saved $821 million in operating costs in 1988—89 through competitive tendering.
Savings in government business enterprises (GBEs) were calculated at $936 million
in 1988-89 dollars. These savings convert to labour and capital productivity
improvements of 2.4 per cent and 5.2 per cent for general government activities
and GBEs respectively. These estimates exclude gains from competitive tendering
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in transport, electricity, communications and the water industries. The gains from
competitive tendering in these areas are implicit in the simulated productivity
improvements for these activities reported elsewhere in this appendix.

Domberger also provided estimates of savings from contracting out government
capital works. His estimates imply that $164 million worth of general government
capital works spending also could have been saved in 1988-89 through contracting
out construction work. These estimates imply a 1.5 per cent improvement in
capital productivity in the general government area. No estimates were given of
savings possible in the capital works programs of GBEs.

Many of the gains estimated by Domberger would already have been achieved as
competitive tendering for current expenditure is extensive. For example, 60 per
cent of refuse collection services are being tendered, 30 per cent of the operation of
community facilities, 50 per cent of student transport, and 50 per cent of school
cleaning. Current expenditure on competitive tendering for all governments is
estimated to exceed $3.7 billion in 1988-89 dollars, with annual savings of

$936 million being made. Against this, there is probably greater scope for
competitive tendering than indicated by Domberger.

These savings from competitive tendering would be achieved largely through
improvements in productive efficiency induced by competition to provide services
and capital works. By reducing the call of these activities on the community’s
resources, they would expand its productive capacity. The savings identified by
Domberger were therefore simulated as productivity improvements.

The projected long-term impact of the microeconomic reforms analysed in the IAC’s
1988—89 Annual Report and those evaluated this year are shown in table A1.2.1
The results suggest longer term annual gains in real GDP of 6.5 per cent,
equivalent to just over $22 billion 1988—89 dollars. Of this about $14 billion
accrues in terms of higher consumption expenditure. This is equivalent to about
$2300 a household. The reforms are estimated to generate an extra 53 000 jobs.

1 The critical assumptions underpinning the long-term nature of the projections are as follows:
sufficient flexibility in industry capital stocks is assumed so that after-tax rates of return are
restored in the long run (a period of about 10 years) to the values they would have had in the
absence of the microeconomic reforms, except in the case where long-run increases in rates of
return have also been imposed; real wages and occupational wage relativities are sufficiently
flexible to keep occupational employment rates constant; and the public sector borrowing
requirement is kept fixed in real terms via equiproportional adjustments to personal and corporate
income tax rates. Because some of the results for individual microeconomic reforms were first
reported in different contexts, there are minor variations in some of the other, less critical model
assumptions. Thus, in some scenarios government consumption spending is held constant in real
terms, while in others it is adjusted in line with household consumption spending. However,
variations in assumptions such as the way consumption gains are divided between households
and government have relatively minor effects on the overall long-term results.
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The benefits from microeconomic reform are influenced by governments’ assumed
response to the increased tax base a growing economy provides. In this analysis, it
is assumed that governments will maintain the real public sector borrowing
requirement and to achieve this will adjust tax rates. Altematively, it would be
possible to maintain tax rates thereby increasing national saving. As the cost of
capital to Australia is assumed given in the ORANI model, increased national
saving would not be seen to provide additional benefits over and above those
identified in this appendix.

Macroeconomic effects

As outlined in the IAC’s 1988-89 Annual Report, the microeconomic reforms
simulated benefit the economy in one of three ways. First, microeconomic reforms
such as improved operations of railways expand Australia’s effective resource
base. This allows output, employment and wages to rise while maintaining the
competitiveness of the economy as indicated by increased exports.

Second, some reforms benefit Australia through access to cheaper inputs.
Reductions in manufacturing and rural assistance are a prime example. Such
reforms obviously benefit the domestic industries (particularly those in the traded
sector) that use cheaper importable goods and services, but may harm those that
directly face stronger competition. Overall, however, these reforms are projected
to produce income, consumption and real wage gains.

Finally, other reforms involve changes in domestic pricing policies. The pricing
component of the electricity simulations fit into this category. The microeconomic
effects in these simulations derive from the effects of the pricing changes on
resource allocation rather than from improved productive efficiency. The effects
per dollar of microeconomic reform are thus much smaller than those observed in
simulations involving improved production efficiency. Overall, in most cases, the
pricing simulations involve increased income, consumption and wage gains.

Sectoral impact

When gains accrue primarily through productivity improvements, they tend to be
spread fairly evenly throughout the economy. This can be seen in the sectoral
projections for railway reforms. Productivity improvements also comprised a large
proportion of the reforms investigated in the IAC’s 1988-89 Annual Report. Thus
all sectors were seen to benefit from the reforms simulated last year.

At a disaggregated level, exceptions can arise. A few industries fail to receive
sufficient spillover benefits from cheaper material inputs to offset the effects of
higher wages allowed by the productivity improvements. Productivity
improvements can also allow industries to economise on capital, adversely
affecting their capital suppliers.

Overall, the sectoral results tend to be positive for reforms which lead to
productivity gains, but mixed for reforms which increase foreign competition or
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involve domestic pricing policies. Where sectoral results are mixed, it is still
possible for gains from one type of reform to offset losses from others.

The mining sector is projected to receive by far the greatest benefit from the
reforms in this appendix. Few reforms impose direct costs on the sector, while it is
generally well placed to take advantage of cheaper input costs since it is less
constrained than agriculture by available supplies of resources such as arable land.
While the estimated long-term benefit to mining might seem large, it should be
noted that during 1989-90 alone, the gross product of the mining sector increased
by 19 per cent.

The other broad sectors also gain overall. At a disaggregated level, the only
industries to suffer significant long-term declines are those particularly susceptible
to foreign competition — the textile, clothing and footwear, motor vehicle and
miscellaneous manufacturing industries — which are adversely affected by the
reduction in manufacturing assistance.
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Table A1.2

Estimated long-run effects of certain microeconomic reforms®

Reform of:
Rural Improved
Transport Post and and manu- provision Rail Con-
excluding telecom- Electricity facturing of water trans- tracting

Description rail  munications supply assistance services port out Total
Macroeconomic variables

Real GDP 2.0 0.5 04 1.1 03 12 1.0 6.5
Real consumption 24 0.5 04 04 03 0.6 0.8 54
Real investment 2.0 04 0.1 24 0.1 1.5 0.7 72
Real government spending 1.5 . 04 . 0.3 0.6 0.8 36
Export volume 2.5 0.7 04 8.6 0.3 34 1.7 17.6
Import volume 33 0.3 0.2 6.2 0.1 1.0 0.5 11.6
Balance of trade . . 0.3 0.2 0.5
CPI -24 -03 . -38 -0.2 0.3 -0.8 -72
Real pre-tax wage rate 45 0.6 0.5 1.6 04 0.8 0.8 9.2
Aggregate employment (persons) 04 . . 0.1 . . 0.1 0.6
Aggregate capital stock 20 04 0.1 24 0.1 1.5 0.7 72
General shift in tax rates 14 -12 -13 24 -10 -25 -20 -42
Sectoral outputs

Agriculture 04 0.1 -0.1 1.3 0.1 04 0.6 28
Mining 9.5 1.2 1.0 11.5 0.5 6.5 24 326
Manufacturing 1.5 0.5 0.2 -1.0 0.1 0.5 09 27
Services 0.7 04 04 0.9 0.3 0.8 09 44

. Less than 0.05 per cent.

a Allresults are expressed in percentage changes, except for the balance of trade which is expressed in percentage points worth of base-period GDP.






Appendix 2
Australia’s economic performance

The real wealth of Australians can be increased in three ways: by increasing the
inputs available to the economy, such as through discovering new resources or
using more labour and capital; by the prices of our exports rising relative to those
of our imports; and by using less materials, 1abour and capital per unit of output.
Hence, ensuring that the Australian economy is performing as efficiently as possible
is critical to the continuing improvement of our living standards. Only by making
the most of the resources we have available and by matching the performance of
our trading partners and competitors will we be able to retain or improve our
position relative to other countries.

Productivity change is an important indicator of how well the economy is
performing. Productivity growth measures changes in the amount of output that
can be produced from a unit of input. It thus gives an indication of how efficiently
we are transforming inputs into end-products and of the size of the economic cake
available to increase community living standards.

Productivity indexes can be formed by taking the ratio of outputs produced to the
quantity of inputs used. Ideally all inputs used in production should be accounted
for to form a measure of total productivity. However, output is often measured
relative to one input such as labour or capital. The disadvantage of these single or
partial productivity measures is that the composition of inputs may be changing,
thus giving a misleading impression of overall economic performance (for example,
if capital is being substituted for labour then labour productivity may be increasing
while capital productivity, and possibly total productivity, is declining). More
generally, productivity will be increased by advances in technology, a better trained
work force, removing restrictive work practices and eliminating other sources of
waste and inefficiency.

While Australia’s productivity growth is a useful measure of our economic
performance, other aspects also need to be considered. For instance, our living
standards will be influenced not only by what we can produce, but also by the
prices we receive for our exports relative to the prices we have to pay for our
imports. This ratio of export to import prices is known as the terms of trade.
Improvements in the terms of trade mean that a given quantity of our exports has
become more valuable in international markets and can be used to purchase a
larger quantity of imports. Clearly such a terms of trade improvement has the
potential to raise community living standards.

Furthermore, looking at productivity performance for Australia in isolation means
little unless it is compared with our trading partners’ productivity. Comparisons
need to be made not only of growth rates of productivity but also of absolute levels
— a country can take little comfort from a similar productivity growth rate to those
of its partners if it still has a lot of catching up to do.

35



Recent evidence available on Australia’s productivity growth performance is
reviewed in this appendix along with the limited evidence available comparing our
absolute productivity levels to other countries. The measurement of productivity is
then extended to allow for changes in the terms of trade and the relative
contributions of productivity and terms of trade changes to community living
standards are examined.

Labour productivity

Most analyses of productivity change in Australia have concentrated on labour
productivity, which measures the amount of output produced per unit of labour
input. Growth rates of labour productivity for the economy as a whole have
dropped off over the second half of the 1980s, although this trend was reversed in
1988-89 (table A2.1). Growth rates of output per person employed have generally
been below those of output per hour worked due to the move to shorter working
weeks and an increase in part-time employment, particularly since 1984. The
growing importance of the services sector, which has lower measured labour
productivity growth than the economy as a whole, and the falls in real wages which
have taken place since 1983-84 (leading to substitution of labour for capital), help
to explain the worsening performance of labour productivity over the 1980s.

Table A2.1
Australian labour productivity growth: 1974-75 to 1988-89
(percentage change)

All industries Non-farm market sector
per person per hour  per person per hour
Period employed worked employed worked
1974-75 to 1988-89 14 1.7 1.8 2.1
1982-83 to 1988-89 1.6 15 22 2.1
1985-86 to 1988-89 0.8 0.7 14 15
1988-89 1.5 2.6 2.0 44

Source: BCA (1990).

Labour productivity growth has varied considerably between different sectors of
the economy over the last fifteen years. The sectors with the highest growth rates
since 197475 have been: Transport, storage and communication; Electricity, gas
and water; and Manufacturing. Their growth rates have been 4.3 per cent, 4.2 per
cent and 3.1 per cent, respectively (BCA 1990). Parts of the services sector (such
as Recreation, personal and other services) performed worst over this period with
negative measured growth rates, although this may in part reflect difficulties in
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observing the output of some services industries. Labour productivity growth rates
for agriculture have fluctuated widely as output has varied with seasonal
conditions. The severe drought of 1982-83 led to a marked downturn in labour
productivity as output fell but subsequent rapid productivity growth as output
recovered. Labour productivity growth performance since the mid-1980s has been
strongest in those service sectors dominated by government enterprises. This most
likely reflects the increasing pressure on government business enterprises to catch
up to productivity and efficiency levels found in the private sector.

Measures of labour productivity alone, however, may give a misleading impression
of overall productivity performance as they fail to allow for changes in the
composition of input use. To overcome this, the ABS has recently released
estimates of multifactor productivity which allow for changes in both labour and
capital usage (Aspden 1990). The multifactor productivity series and its trend for
the latest 12 years are reproduced in figure A2.1.

Figure A2.1
ABS multifactor productivity: 1977-78 to 1988-89
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The multifactor productivity index dipped below trend in 1982-83 and 198384
due to the combined effects of a general recession and severe drought conditions in
agriculture. Both these events led to business reducing output but retaining most
of their labour and capital inputs in anticipation of recovery to avoid incurring
higher start-up costs. Consequently, total productivity grew strongly between
1983-84 and 1985-86 as output recovered but input use grew far more slowly.
Again in 198687 total productivity fell below trend with the economic downturn
and has only returned to trend levels in the latest year. Multifactor productivity
increased at a trend rate of 1.4 per cent over this period.
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These ABS multifactor productivity estimates represent a significant step forward
in measurement. The ABS (Aspden 1990, p. 12) notes that its estimates show
stronger growth in productivity than earlier studies by the OECD (Englander and
Mittelstadt 1988) and EPAC (1989), due to different coverage of economic sectors
and differences in methodology. However, the ABS also notes that the OECD
series remains the only means of comparing productivity growth across countries
on a consistent basis.

Australia’s productivity growth rates have not been impressive compared with
other countries, particularly in the decade since 1979 (OECD 1990b). Over the
period 1973 to 1979 Australia’s total factor productivity growth rate was 0.8 per
cent a year compared with an OECD average rate of 0.6 per cent and an OECD
Europe average of 1.4 per cent. In the decade since, Australia’s growth rate
dropped to 0.5 per cent compared with an OECD average of 0.9 per cent and an
OECD Europe average of 1.2 per cent. In the period 1973 to 1979, Australia’s
labour productivity growth was well above the OECD average (2.2 per cent
compared to 1.4 per cent) but in the most recent decade it dropped below the
OECD average (1.1 per cent compared to 1.6 per cent).

Of more relevance than comparing productivity growth rates is a comparison of
absolute productivity levels between countries. As the process of economic growth
and development proceeds, countries which are far behind the world leaders tend
to grow faster as they catch up to the productivity levels of the leaders. Thus high
relative growth rates may simply indicate that a country still has a lot of catching
up to do. Comparisons of productivity levels are rare. Haig (1986) found that
Australia had very high labour productivity levels in agriculture and mining
compared with the UK, the USA and West Germany. In manufacturing and
services, Australia was less productive than West Germany and considerably less
productive than the USA. Australian productivity levels in manufacturing, power,
water and transport were less than half those of the USA. A recent OECD (1990a)
study found that Australian productivity levels in public utilities (electricity, gas
and water) were around half those of the average for other OECD countries.

As well as productivity improvements, a favourable shift in the pattern of our
export prices relative to our import prices can improve our living standards. If
export prices increase relative to import prices, we need devote fewer resources to
exports to buy the same quantity of imports. And the freed up resources can be
used to produce more goods for domestic consumption. In this sense a terms of
trade improvement is similar to an increase in productivity — it enables domestic
residents to get some extra output for no additional expenditure of effort. Hence,
both productivity and terms of trade improvements increase the ‘purchasing
power’ of domestic resources.
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To gain an insight into the contribution of productivity and terms of trade changes
to Australian living standards, the Commission has applied the producer theory
approach of Diewert and Morrison (1986) to the ABS market sector data. In this
approach, the market sector is assumed to produce two categories of outputs: all
goods sold domestically and exports. All imports are assumed to pass through the
market sector and are thus treated as inputs while also being included in the
domestic sales output category. By utilising developments in index number theory,
the contribution of changes in productivity and the terms of trade to domestic
purchasing power are isolated.

A productivity index analogous to the ABS multifactor series is constructed to
measure changes in the economy’s production, technology and efficiency. The
efficiency with which domestic labour and capital inputs are transformed into
outputs will depend upon technological change over time and the effectiveness
with which existing technology is used. In technical terms, the productivity index
shows the changes in output resulting from changes in efficiency, holding constant
domestic, export and import prices and primary input availability.

A terms of trade effect index is also constructed using export and import shares in
net output as weights. The terms of trade effect index shows the change in
domestic product resulting from export and import price changes, holding constant
domestic prices, primary input availability and the production technology.

Finally, the changes in domestic product resulting from both productivity change
and the terms of trade effect can be combined to form an index of purchasing
power which measures the unit output which is (potentially) available to improve
domestic living standards.

The results of the analysis are presented in figure A2.2. Over the period 1977-78
to 1988-89, the productivity index is almost identical to the ABS multifactor
series. Minor but insignificant differences arise due to differences in the
methodology used. Productivity has grown steadily over the period with falls
occurring only in the recession years of 1982-83 and 1986-87.

Apart from the latest two years, the contribution of Australia’s terms of trade effect
to output changes has generally been small or negative. After remaining virtually
unchanged for the first half of the period, the terms of trade effect declined
markedly between 1983-84 and 1986-87. The latest two years of the series saw a
marked upturn in the contribution of terms of trade changes to domestic output,
with a boom in commodity prices. Preliminary evidence for 1989-90 indicates
that the terms of trade has fallen by 2.3 per cent (ABS 1990b). This will translate
into a negative contribution to purchasing power.

The purchasing power index followed the productivity index closely until 1982-83
when the terms of trade effect started to become increasingly negative. This lead
to the gap between the purchasing power index and the productivity index
increasing up until 1986-87. The purchasing power of domestic resources actually
fell markedly in the two years following 1984-85 due to adverse terms of trade
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Figure A2.2
Productivity, terms of trade effect and purchasing power indexes: 1977-78 to
1988-89
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effects and poor productivity performance. Purchasing power has, however,
increased sharply in the last two years of the series as modest productivity
improvements combined with strongly favourable terms of trade effects. It should
be noted, however, that while the purchasing power index provides a better
indicator of changes in domestic living standards than does productivity change
alone, a number of important influences on living standards are still not allowed
for. Of particular significance is net income paid overseas to service increasing
foreign debt. Between 1986-87 and 1989-90 net income paid overseas has
increased as a proportion of GDP from 3.2 per cent to 4.3 per cent (ABS 1990b).
This will have detracted from the contribution of favourable productivity and terms
of trade movements to improved living standards.

For the 12 year period as a whole, Australia’s productivity increased at a trend rate
of 1.36 per cent a year while the terms of trade effect index declined at a trend rate
of 0.44 per cent a year. This enabled the purchasing power measure to increase at
a trend rate of 0.92 per cent a year.

The year to year changes in productivity, the terms of trade effect and purchasing
power are presented in table A2.2. The largest decline in productivity occurred in
1982-83 with a fall of over 2 per cent. This combined with a 1 per cent adverse
movement in the terms of trade effect to produce a 3 per cent fall in the purchasing
power index. Strong productivity growth then ensued in 1983-84 and 1984-85.
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Table A2.2

Changes in productivity, terms of trade effect and purchasing power:
Australian market sector

(year to year percentage changes)

Terms of Purchasing
Year Productivity trade effect power
1978-79 3.68 0.22 3.91
1979-80 0.90 0.44 1.35
1980-81 0.24 -045 -0.21
1981-82 2.68 -0.59 2.07
1982-83 -2.29 -0.88 -3.15
1983-84 3.75 0.31 4.08
1984-85 3.80 -1.02 2.74
1985-86 1.63 -3.07 - 1.49
1986-87 -1.86 - 147 -331
1987-88 1.28 2.34 3.66
1988-89 2.95 4.06 7.13

More recently, the productivity decline of 198687 coincided with a period of large
negative terms of trade effects to produce two years of decline in purchasing
power. In 1988-89, 3 per cent growth in productivity was combined with the
largest increase in the terms of trade effect to produce a large 7 per cent
improvement in the purchasing power index. If Australia had not been boosted by
this fortuitous improvement in commodity prices and the terms of trade effect had
been negative by the same percentage as the average of the three years from
198485 to 198687, then purchasing power would have remained virtually
unchanged. Asnoted above, preliminary evidence for 1989-90 indicates that the
terms of trade have again moved against Australia with a fall in commodity prices.

Implications

Continuing and sustained productivity improvements are of paramount importance
to Australia. As a commodity exporter facing a long-term trend decline in its terms
of trade, Australia must achieve substantial productivity improvements simply to
maintain the purchasing power of its resources and hence the living standards of its
inhabitants at existing levels. If we fail to achieve continuing improvements in our
productivity and efficiency, our intemational competitiveness will deteriorate and
the living standards of Australians will fall. Continuing efforts in the field of
microeconomic reform are essential as they provide an important means for
achieving substantial productivity improvements.
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Appendix 3
Productivity and the environment

The recent upsurge in community concemn about protecting the environment and
conserving resources has presented a number of challenges for policy making.
There is much at stake. Environmental assets are valuable in their own right, while
major sectors of the economy, like mining, agriculture, tourism and forest products,
rely on access to natural resources and the environment to help generate the
wherewithal for Australians to improve their standard of living.

The broad question of the extent to which we should protect and conserve the
environment has no definitive answer. It ultimately depends on community
attitudes and preferences — the value that Australians in general place on
protection of environmental assets compared with the value that they place on ‘use’
of environmental assets. However, it is critical that the formation of attitudes and
preferences be married with as full an understanding as possible of the
consequences of environmental protection or use.

In keeping with the theme of this report, this appendix focuses on how
environmental protection affects our productivity performance. They are, in fact,
interdependent. Economic performance affects the environment and environmental
quality affects economic performance. There are several dimensions to the
interdependency.

» Preservation means there are fewer resources available for other current
purposes. Either output is restricted or more expensive inputs have to be used.

» Formal procedures like Environmental Impact Assessment (EIA) reduce the risk
of environmental damage, but they can also raise costs and cause delays.

» Measures to protect the environment (for example, pollution control) raise some
costs and reduce productivity in the short term. Failure to protect the
environment, on the other hand, may raise other costs in the long run. A rapid
rate of use of resources to generate income may not be optimal if it unduly
depletes the resource base for the future.

« Environmental policy instruments that succeed at minimum cost will have the
least adverse effect on productivity.

» The environmental impacts of some industries affect the productivity and
viability of other industries. For example, fishing is affected by pollution of
waterways.

« Increasing productivity can have environmental benefits in that less resource
inputs will be required for the same level of output. Also, to the extent that
improved productivity raises incomes, attitudes toward environmental assets
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may change, for example with greater emphasis on recreational use and
preservation for heritage reasons.

These considerations suggest that protecting the environment can make good
economic sense. Furthermore, greater emphasis on productivity, in terms of
delivering environmental objectives more efficiently and using resources more
efficiently, can be good for both the economy and the environment.

Getting it right is not just a matter of the extent to which we protect the
environment. It is also a matter of how we protect the environment. If we fail to
pay attention to both these issues, there is the dual danger that we will undermine
our productivity performance unnecessarily and/or we will fail to protect our
environmental assets adequately.

A focal point for community debate on these issues in Australia, as in many other
countries, is the concept of sustainable development brought to world attention in
the Brundtland report (World Commission on Environment and Development 1987).
The central message of the Report is that it is possible for communities to meet the
needs of the current generation without compromising the ability of future
generations to meet their needs.

The sustainable development concept has been subsequently refined. In one
important contribution, Pearce et al (1989) summarise sustainable development in
terms of valuing the environment (emphasising natural, built and cultural
environments), extending the time horizon for consideration of issues and
providing for intra- and inter-generational equity. They develop the notion of a
stock of wealth, made up of knowledge, technology, capital and environmental
assets. To preserve the stock of wealth for future generations, present generations
should provide compensation for reductions in the endowments of resources they
bring about. Concepts such as the optimal use of resources over time and the
optimal application of protection measures over time then follow.

Community discussion about sustainable development has the potential to clarify
some of the key issues and choices we face. But the concept does lack precision,
as the number of competing definitions attests, and it is difficult to make
operational.

The Government has released a discussion paper on sustainable development and
will be attempting to establish guidelines for application of the concept in nine key
areas by June 1991 (Commonwealth of Australia 1990a). The Resource
Assessment Commission, an independent body established to review resource
matters, has a number of important inquiries under way that will explore key
issues, provide relevant information and develop policy options. The Industry
Commission, for its part, is examining environmental issues in references such as
product recycling, mining and minerals processing, and energy generation and
distribution.



These steps are part of a process of building a stock of knowledge about the
consequences of alternative courses of action that affect the environment.
Disseminating this information helps the community to understand what is at stake
and to define its preferences. It also helps to ensure that government decisions
give full consideration to the costs and benefits over the long term. Without
publicly available information, there is the danger that governments will be unable
to withstand short-term political pressures that do not necessarily serve the
community interest. As it now stands, these pressures can be very strong because
of the way incentives are structured. Rewards mostly come from appealing to the
political process for a decision and from adopting absolutist positions. There are
few rewards from seeking compromise.

The current approach to environmental protection in Australia can be characterised
as the directive or the ‘command and control’ type. On the basis that markets left
to themselves will not fulfil the community’s preferences for environmental
safeguards, elected representatives or their delegated authorities intervene to
approve or reject development proposals and/or institute remedies to environmental
problems that specify what can or cannot be done and sometimes how it can be
done. Bans or limits on effluents and mandatory pollution controls on motor
vehicles are examples.

Assessment procedures

The interventionist approach bypasses the usual source of information on how
things are valued — the market place. Information has to be generated by other
means. Itis a demanding process, if it is undertaken seriously, especially in
attempting to determine and value the environmental implications. Such demands
usually require an EIA — a procedure that can add costs and delays. One study
put the average length of an EIA at 17 months (Porter 1985). The difficulties in
environmental impact assessment are compounded by the different approval
processes that have to be encountered within and between the various government
jurisdictions. Thus, while EIAs help to assess and reduce the risk of environmental
damage, those benefits need to be weighed against the costs the process involves.

Moreover, the EIA procedures have flaws. Often they focus on elaboration of
detailed physical and biological impacts and not on valuation of the environmental
consequences (Nahan 1986). This is symptomatic of the more general failure to
integrate environmental impact assessment within a comprehensive cost benefit
study that would provide the community and decision makers with a richer
information base to consider contentious proposals. Even so, where valuations are
tackled, the range of precision in the techniques has to be recognised.!

1 For a survey of techniques see OECD (1989a).
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Furthermore, EIA procedures involve a considerable degree of discretion, for
example, about whether an EIS is needed, its specification and whether public
comment will be invited. As the IAC noted in its report on travel and tourism in
relation to environmental impact review, unchecked powers of discretion leave
open the possibility that decisions reflect private interests and even corruption,
rather than the national interest IAC 1989b). The Commission considered that
discretion was desirable to maintain flexibility, but that it needed to be disciplined
by greater transparency. Public access to information can be used to hold
decision-makers accountable.

Other problems include the lack of opportunity to review the cumulative effects of
decisions. Proposals are normally dealt with on a piecemeal basis. Moreover, new
proposals are singled out for particular attention, whereas the contribution of
existing activities to environmental problems is often overlooked.2 Higher
environmental standards for new as opposed to old facilities have the incidental
effect of acting as a barrier to new entrants to an industry by raising their potential
costs, while existing producers continue to use older, higher polluting technologies
at less cost.

There is also a time dimension. Community attitudes and preferences change,
which means that environmental protection measures that were not seen as
necessary at one point may be desirable at another time. Equally, implemented
measures may outlive their usefulness. Furthermore, standards evolve and are
progressively refined as more environmental information and better technology
comes to hand. Thus it may not be possible or appropriate to give any guarantee of
certainty at the time of assessment of investment proposals that the standards to be
imposed will remain inviolable. Nevertheless, this should not give governments
licence to create additional uncertainty by making arbitrary changes (IC 1990a, p. 11).

Measures to protect the environment

Reliance on directive ‘command and control’ remedies to environmental problems
has significant dangers. The approach is to regulate for outcomes (for example,
emission standards, fauna protection) or means of environmental protection (for
example, the best practice technology or modifications to plant and equipment).
Rarely is there explicit consideration of the costs and benefits of these remedies, or
whether cheaper alternatives are available.

There is also a set of issues concerning the regional focus of environmental
measures. There is a tendency toward uniformity in standards, irrespective of
geographical location and ecological factors. Indeed, the States of Australia are
seeking greater uniformity in at least some environmental standards and how they
are implemented. These moves are generally supported by industry and
environment groups, most probably in the hope that this will leave less room for
arbitrary change and thereby provide greater certainty in governments’ approaches.

2 This issue was identified as a concern in IC (1990a).
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But these uniform standards overlook the capacity of different areas to cope with
environmental pressures. For example, discharging some pollutants into an inland
river or lake can be much more damaging than discharge into a fast-flowing ocean
current (IC 1990a, p. 80). To impose the same standards and remedies in both
cases would impose an unnecessary cost burden on activities adjacent to the ocean.

A related issue concems the response to global issues. An important case in point
is reduction in greenhouse gas emissions. While there are moves to tackle
emissions through global measures, there are also pressures for Australia to act
unilaterally as a demonstration of its commitment to this issue. A number of
studies have shown that reductions in greenhouse gases could be expensive to
achieve.3 Unilateral action might have perverse effects. While the competitiveness
of Australia could be undermined, the higher polluting countries could become
more competitive and would gain market share. Total global emissions could
increase as a result.

Aside from the question of the extent to which we should protect the environment,
these issues add up to significant doubts about how well environmental protection
is implemented. Productivity performance and the protection of environmental
assets are both at stake. Clearly, something needs to be done. The following
observations are based on the Commission’s consideration of environmental issues
to date.

« Information is important in facilitating community understanding of the choices
about the use and preservation of environmental assets. We need information on
the cost and benefit implications of development proposals and any
environmental remedies considered.

- Environmental assessment procedures should be invoked flexibly, taking
account of the costs of the decision-making process and attendant delays and
uncertainties, on the one hand, and the risk of environmental damage, on the
other.

- There needs to be more emphasis on examining the costs and benefits of
proposals, particularly in potentially contentious cases. For example, proposals
for new national parks should be subjected to more explicit cost benefit analysis.

« Procedures for reaching a decision need to be transparent, and provide scope for
public involvement and for public scrutiny of the information and process.
These safeguards provide the check on the misuse of discretion.

3 Arecent commissioned study (Marks et al 1989) estimated that meeting the Toronto Agreement
target of a 20 per cent reduction in greenhouse emissions would cost Australia $30 billion in
GDP. See also Manne and Richels (1989).
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« Environmental remedies should employ cost effective means of tackling
environmental issues and, where possible, should cover all contributors to
environmental problems, rather than focus on new proposals.

- Environmental measures need to be targeted as precisely as possible to the
particular problem under consideration, and allow for regional variation in
environmental impacts.

« Decisions should be reviewed as circumstances, technologies and values change
and as effects accumulate to ensure that community preferences continue to be
fulfilled.

» Environmental remedies should provide the broadest scope possible for
flexibility in meeting an environmental objective, rather than rely on rigid,
directive controls.

« Government should avoid arbitrary changes in their stances toward
environmental safeguards.

Improving the mechanisms

These considerations form a basis for improving the current system of environmental
review and protection, with its reliance on government control. However, if
improvements along these lines were instituted, we may come to see advantages in
placing greater reliance on market mechanisms to help sort out the ‘How much?’
and the ‘How?’ of environmental protection.

There is a tendency in some sections of the environment debate to portray markets
as being inimical to environmental concems. In fact, as is increasingly being
recognised, markets and the environment can and do work well together in certain
circumstances. Markets fail or do not even exist in some cases. But in others,
environmental problems arise not because markets do not work, but because
markets are not allowed to work. For example, the price of access to forests affects
the way in which forest resources are used. Yet forests in Australia are generally
underpriced for recreational and commercial use and are often subject to long-term
arrangements that prevent alternative prices or uses from emerging.* Another
example is salinity from over-irrigation. The underpricing of irrigation water
reduces the incentive to apply optimum quantities of water (IAC 1987c).

Allowing markets to work better was the thrust of the Commission’s approach in
its interim report on paper recycling (IC 1990b). The Commission considered that
greater attention to the appropriate pricing and supply of sawlogs, pulpwood and
waste management would bring both productivity and environmental benefits.
Government attempts to coerce producers and consumers to change their behaviour
toward recycling through discriminatory purchasing policies, tax concessions or
mandated or ‘voluntary’ targets would merely compound inefficiencies. Rather

4 The Commission presented some evidence on underpricing of forest resources in its interim
report on paper recycling. See IC (1990b).
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than encourage recycling, they could have the perverse effect of increasing
domestic costs of making paper products, leading to increased imports of recycled
paper, pulp and paper products.

Market-based measures span a spectrum, with complete reliance on the market at
one end and ‘command and control’ intervention at the other. Where on the
spectrum the appropriate measures might lie depends on a case-by-case assessment.
No single class of measure can be adopted as a general approach.

The market-oriented end of the spectrum relies heavily on allocating property
rights — the vesting of ownership and control of resources in private hands. The
argument is that with ownership and control, private interests have greater
incentive to protect environmental assets.

This approach has been used to advocate the transfer of ownership of
environmentally-sensitive manufactured assets from government to private hands.
For example, it is argued that the provision of water, energy and transport by private
interests can reduce environmental damage by improving efficiency (and therefore
reducing the call on natural resources), reducing surplus labour and hence reducing
the cost of environmental improvements, and eliminating over-production by
linking prices (and hence outputs) to costs of production (Helm and Pearce 1990).

A more fundamental challenge of the property rights approach is to foster private
ownership of environmental assets. For example, conservation interests could be
allowed or encouraged to gain direct control as a means of protecting the
environment. There are examples of this approach in other countries.
Conservation groups have purchased lands in the USA to protect endangered
species. In England, owners of private fishing rights have a say in activities
upstream that would pollute river water (Smith 1990).

For this approach to work, property rights have to be well defined, enforceable and
transferable. It will not work in cases where property rights over things like air, the
ozone layer and scenic views, cannot be conferred. Even in cases where property
rights can be established, consideration needs to be given to the appropriateness of
the initial allocation of property rights, the costs of organising funding among
disparate groups, the ‘free-rider’ problem of beneficiaries who avoid contributing,
and the existence of monopoly power which may distort the bargaining ability of
interested parties. However, with some imagination in design and administration,
property rights can be appropriately conferred in a number of cases. Once property
rights are established, the market can be used to allocate environmental resources
to the use that generates the highest value, including conservation. The market
then reveals the community preferences for environmental protection or
development.

In the middle of the spectrum, there is a range of measures that employ a mix of
market and interventionist measures. There are tradeable permits which are

5 This is not to deny that, for reasons unrelated to property rights, some landholders may allow
degradation of their land.
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normally associated with controlling pollution. The total permissible quantity of
pollution is determined administratively. But the market is used, through trading,
to allocate the rights to pollute within tolerable limits. Through the incentives that
trading in permits provides: pollution is reduced in plants and firms where it is
most easily and cheaply achieved; the installation of processes and plants that are
environmentally benign and the development of pollution abatement technology
are encouraged; and all polluters — new and old — are brought within the scheme.

The tradeable permits approach does not apply to pollution only. For example, it
can be used in the irrigation problem mentioned above. Total water entitlements
can be set and trading in permits provides an incentive for users to improve the
efficiency of their water use IAC 1987c). Trading has been introduced in some
instances (see appendix 5). Tradeable permits are also in place in fisheries to
encourage efficient activity within catch limits designed to preserve the breeding
stock (IAC 1984).

Polluter-pays taxes are a relatively well-known form of market-based measure.
Imposing a tax creates a disincentive to pollute through an additional charge to
reflect the environmental costs that are imposed on others. To be used properly,
polluter-pays taxes require very detailed information on the effects of the pollution
on a case-by-case basis.

The idea behind the market-based incentives approach is to move away from the
direct control of production and investment decisions and alter the incentives that
individuals face so that those with superior information on production methods can
select the cheapest means of effectively protecting the environment. If properly
designed, market-based mechanisms can help produce environmentally optimal
results that are also least-cost.5 But even where the market-based approach will
not work perfectly, any shortcomings should be compared with the failings in the
direct intervention approach.

The directive approach, relying on regulatory measures, marks the other end of the
spectrum. As discussed above, these measures can have unintended effects,
sapping productivity performance unnecessarily and failing to safeguard the
environment to the extent desired. But there is a range of circumstances in which
regulation may be the appropriate way. For example, there may be some activity
that has unavoidable disastrous consequences associated with it (for example,
nuclear explosions). Alternatively, enforcement costs of a market-based
mechanism may be too high. For example, control of firelighting in national parks
by regulation (supported by spot checks and fines) may be the only practical option.

Market-based incentives have been shown to help the implementation of
environmental policy in other countries (Hahn 1989). By integrating economic
approaches with environmental objectives, they broaden the range of policy
instruments that governments have at their disposal to tackle environmental issues.
The market-based approach will not be appropriate in all cases. But the likely

6 Some market-based mechanisms may be restricted by the thinness of the market; for example, no
or few other firms to trade within a particular region.

50



advantages of greater flexibility and efficiency in delivery mean that the
market-incentives approach warrants much more serious consideration in
Australian cases. It would help determine not only how much environmental
protection we should have, but also how we should best implement it.
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Appendix 4
Strategic trade theory and the East Asian experience

A feature of the international trade theory literature in recent years has been the
development of ideas that, under certain conditions, government interventions
which favour particular sectors can improve national economic welfare. The new
‘strategic trade theories’ have been offered as intellectual support for policies
which target key sectors of the economy. It is claimed that there is good evidence
that these policies can work well in practice and have contributed to the impressive
growth performance of East Asian economies such as Japan and Korea.

In its 1988-89 Annual Report the IAC reviewed strategic trade theories and found
that they are based on assumptions that do not easily hold. Further, it found that
these theories are largely unworkable because of implementation problems.

The Commission has subsequently studied the growth experiences of Japan and the
Dynamic Asian Economies (DAEs) of Korea, Taiwan, Hong Kong and Singapore
in an attempt to understand better the role of government intervention in their
exceptional economic success.! Their historical experiences and key economic,
social and institutional features were carefully considered in order to identify
common factors that supported growth. The importance of strategic trade policy
was considered in the context of these common factors. Strategic trade intervention
was not identified as an essential common factor and was not present at all in Hong
Kong. Finally, an assessment was made of the lessons from the East Asian
experience for Australia.

Although historical, economic, political and social factors differed in each of the
five East Asian economies, they were found to have faced a set of key common
factors. These were:

« Each economy faced a period of crisis or rapid and widespread change before
the rapid growth phase.

+ Inone way or another the crisis contributed to the emergence of a strong social
consensus in favour of growth and provided a flexible and responsive economic
environment.

 With the exception of Hong Kong, where the role of the government has been
strictly non-interventionist, governments have had strong or effective political
control in the rapid growth phases.

1 The detailed findings of the study are reported in IC (1990f).
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- There was considerable scope for ‘catching up’ in the use of technology and
production methods.

» Once rapid growth began, it was sustained by vigorous competition either
domestically (Japan) or internationally (DAEs) and by high investment and high
saving rates.

« The competitive environment was underpinned by a plentiful, flexible and
competitive labour supply — one of the most important common factors.

Crisis and social consensus for growth

In the aftermath of World War II the Japanese people quickly developed a strong,
shared motivation to rebuild their economy and regain national pride. Survival and
prosperity demanded hard work and the defeat meant that old leadership groups
and numerous coalitional arrangements were pushed aside. The strong growth
consensus was frequently emphasised in pronouncements by political leaders and
influential bureaucrats. And it was reinforced by the Japanese tradition of respect
for group objectives.

Difficult political and economic circumstances also preceded the rapid growth
phases in the DAEs. In Hong Kong, rapid and sustained growth began after the
communist upheaval in China in the late 1940s led to an influx of refugees. This
provided a substantial pool of labour, capital and entrepreneurial skill which
combined with the liberal economic environment and favourable world trade
conditions.

In Singapore the collapse of the union with Malaysia in 1965 was the tumning point,
forcing a reconsideration of trade policy towards an export-oriented strategy. The
period of political instability and the migrant character of much of the population
meant that Singaporeans were willing to embrace change and set a premium on
hard work. Asin Hong Kong, the Government’s housing program was a key
element in promoting social cohesiveness.

Korea and Taiwan also experienced very difficult times before their rapid growth.
The Korean war caused considerable devastation and for many years Taiwan was
affected by the civil war in China.

In the 1950s Korea was characterised by an autocratic leadership which emphasised
political concemns and frequently used police powers. A military coup in 1961 was
followed, a few years later, by a dramatic change in policy which emphasised the
export of labour intensive manufactures. Strong, cohesive leadership and respect
for the highly motivated, well trained civil service were key factors in achieving an
effective role for the Government.

In Taiwan the Government preferred to be broadly supportive rather than
interventionist. Support was provided for exports of labour intensive manufactures,
but in a less targeted form than in Korea, and the economy was able to draw on a
large number of traders from mainland China.
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The consensus to achieve growth was strong in each of these economies, with
people generally accepting that prosperity demanded sacrifices and a strong
commitment to work. Even today, people in these five economies work more
hours a week, have greater labour market flexibility, and have less absenteeism and
industrial disputes than in their key trading partners and competitors. One factor
which contributed to the development and maintenance of the social consensus for
growth was that the economic gains were broadly shared. By international
standards, income inequality was generally low to moderate in Japan and the
DAE:s in the rapid growth phases.

The strong social consensus for growth, together with more executive autonomy
than is normal in developed country democracies, meant that governments were
able to isolate themselves from the demands of many (but not all) special interests.

Technological catch up

The defeat in World War II destroyed Japan’s ‘proper order of things’, removing
many of the social and legal restrictions that had inhibited new activities. There
was a new environment conducive to the effective transfer of technology and
modem production methods. This means of achieving growth, known as
technological catch up, is very effective as it avoids expensive research and
development.

The manufacturing and business bases developed before the war meant that Japan
had the technological capability and business experience to assimilate, and
eventually improve upon, advanced technology from the United States and
elsewhere. One study estimated that, between 1960 and 1973, the catch up factor
could explain up to 70 per cent of the difference between labour productivity
growth in Japan and the United States (Abramovitz 1990).

However, government intervention did encourage and direct technology transfer
into profitable sectors. During the reconstruction phase after World War II, the
Korean war boom and even in the rapid growth phase of the 1960s, the authorities,
in collaboration with the private sector chose sectors for development by observing
growth patterns in the West. The strong social consensus, vigorous, entrepreneurial
efforts of the private sector, elite and well trained bureaucrats and favourable
international economic conditions, facilitated the process.

The experiences of the DAEs have been similar. They imported foreign technology
and know-how and adapted it to take full advantage of their abundant, competitive
labour. Historical circumstances meant that these economies possessed the social
and economic capability to achieve rapid ‘catch up’ at a time when technological
advances facilitated the transfer of technology and world markets were very
favourable.

Initially technology transfer focused on industries which used unskilled labour
intensively, such as textiles, clothing, footwear and furniture. However, as wages
and living standards rose, the comparative advantage gradually shifted towards
industries which were more capital and skilled labour intensive, such as motor
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vehicles, metal products and electrical appliances. One study suggests that Japan’s
comparative advantage in skilled labour intensive manufactures — as revealed by
its trade performance — was already greater by the early 1970s than its advantage
in unskilled labour intensive products. Hong Kong and Korea showed a similar
trend over the period 1970 to 1985 but, because their development commenced
later, they were still heavily reliant on exports of unskilled labour intensive
manufactures in the 1980s. In 1987 some 35 per cent of the exports of Korea and
Hong Kong were textile, clothing and footwear products.

Japan and the DAEs have also been effective in mobilising large supplies of
savings to finance the substantial investments required for the successful transfer
of modemn technologies. Investment was required to start the growth process and
considerable investment and high saving rates helped to sustain it, but high saving
rates were not a prerequisite for initiating growth. In the early years the DAEs
relied heavily on aid and borrowing to finance substantial investment, but higher
incomes generated large domestic savings.

In economies with rapidly growing per capita incomes it might be expected that
savings would rise because the saving of younger generations (who will have a
higher lifetime income) would more than offset the dissaving of older generations.
However, it seems that the momentum of this factor was supported by other
economic and institutional features — including the limited availability of
mortgage and consumer credit, limited social security systems, favourable tax
treatment of saving in Japan and compulsory saving contributions in Singapore.

Competitive product markets

Sustained and substantial competitive pressure has been important to success. In
the case of the DAEs this came from export orientation. Over the period 1979 to
1989, the value of Singapore’s exports trebled and those of Korea, Hong Kong and
Taiwan more than quadrupled.

In Japan the competitiveness of firms that have achieved global dominance has
been honed in the domestic market before exposure to export markets. In a recent
study Porter (1990) concluded that, in the countries his team of researchers studied,
domestic rivalry was the most important factor leading to competitive advantage.
This was especially important in Japan, where there are large numbers of rival
firms — usually measured in double digit figures — in all successful industries.
Anti-monopoly reforms were undertaken in Japan during the late 1940s and these
provided an initial basis for fierce competition in the domestic market.

Competitive labour markets

Competition in product markets was important in maintaining pressure on firms to
innovate. Flexible and competitive labour markets made possible increased
productivity. Labour markets were characterised in Japan and the DAEs in their
periods of take-off by hard working employees, low wages compared with trading
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partners, and responsiveness in wages and employment to changes in economic

circumstances.

With the exception of wages in Japan, these characteristics were still evident in
1987. In that year average weekly hours worked in the DAEs were close to 50
compared with 38 in Australia (table A4.1). Wages of production workers at
around $US2 an hour were 20 per cent of those in Australia. Japan and the DAEs
also rated highly in their ability to adjust wages and job security to economic

circumstances.

Other competitiveness measures published by the Swiss based World Economic
Forum show that the DAEs have also scored well above Australia for low
absenteeism, worker motivation and labour’s willingness to relocate, retrain,

assume new functions and accept labour-saving technology.

Table A4.1

Indicators of labour market characteristics: 1987

Hourly wage
rates in Workimg Labour cost
manufacturing ¢ week flexibility ¢
SUS hours index
Dynamic Asian economies
Korea 1.8 54.0 53.7
Taiwan 22 48.0 56.7
Hong Kong 2.1 470 78.6
Singapore 24 49.0 71.6
OECD economies
Japan 11.1 413 54.8
United States 134 41.0 71.6
Germany 169 40.1 372
United Kingdom 9.0 422 66.9
Sweden 15.1 36.2 43
Australia 9.2 37.6 43.7
a Total compensation for production workers (wage and suppl y benefits).

Hours actually worked per worker a week in non-agricultural activities.
c Flexibility to adjust wages and job security to economic realities (0 = none, 100 = a great deal of

flexibility). Scores were derived from a survey of close to 2000 executives in 32 countries.

Source: World Economic Forum (1989).
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The extent to which governments intervened and practised strategic policies varied
considerably, not only between countries, but often also over time within a
particular country. At times Korea was highly interventionist while Hong Kong is
the outstanding example of the benefits of free markets, in an environment that
protects private property and provides public safety.

The five East Asian economies experienced rapid growth regardless of the extent
of strategic trade interventions practised. Growth occurred at times when
assistance was high, but also when it was low. In Hong Kong growth has been
sustained for a long period without any such interventions. Clearly, many factors
other than government support were at play.

Extent of interventions

Japan'’s industry policies have received a great deal of attention from trading
partners and competitors. However, United States and British studies have
concluded that Japanese subsidies to industries in the 1950s and 1960s were small
relative to those in their home economies. During the 1970s Japan phased out
most of its assistance measures, the major exception being agriculture where
protection was maintained and now is amongst the highest in the world. Subsidies,
government sponsored research and development and tariffs are currently smaller
than in most major OECD countries and non-tariff barriers declined relative to
other major OECD countries in the first half of the 1980s (table A4.2).

More recently attention has shifted to Japan’s business practices which — by
making penetration of its markets difficult for foreigners — are seen by some as
‘hidden’ trade barriers. The business practices include: the long-term contract
arrangements of the Keiretsu (company grouping); the difficulties of entering the
Japanese market through mergers and acquisitions; and the complex distribution
and retail system. In its recent survey of Japan the OECD (1989d) notes that,
while change has been slow, these practices are nevertheless gradually being
relaxed. It should be noted, however, that many of these are also a hindrance to
Japanese as well as foreign companies. As well the Japanese faced their own
difficulties when they initially attempted to enter foreign markets because of
differences in trading practices, but they were sufficiently motivated to overcome
them.
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Table A4.2
Tariffs, subsidies and non-tariff barriers, selected OECD countries: mid-1980s

Subsidies®  Government
(as a per share of Non-tariff
Tariffs® cent of GDP  private R&D¢ barriers?
(1985) 1988) (1985) (1986)
% % % 1981=100
United States 35 0.6 339 123.0
Japan 24 09 1.6 98.6
OECD Europe na 25 na 118.3
Germany 1.3 23 15.3 na
Australia 9.8 12 9.4¢ na

na  Not available.

a Receipts from Customs and import duties as a share of imports, OECD (1987 and 1988).
Total subsidies, OECD (1990d).

c Proportion of total R&D expenditure in the enterprise sector directly financed by government, OECD
(1989¢).

d Import coverage index of a broad group of non-tariff barriers, World Bank (1987).

e 1984.

In Japan, the underdeveloped nature of capital markets during the rapid growth
phase allowed governments considerable scope for directing the flow of finances.
Credit rationing through the Bank of Japan, Ministry of Finance and the Japan
Development Bank was used to allocate financial resources selectively to strategic
industries. Some have argued that the major contribution of government to the
success of Japan was to substitute for the lack of a well developed capital market:
that is, to undertake and coordinate financial dealings (which in Western
economies would normally be carried out by private institutions).

In developed countries where similar interventions have been tried it can be argued
that they have failed because: the growth consensus was weak (so that significant
leakage of funds occurred towards other objectives — for example, employment,
regional development); the Government and bureaucracy did not have effective
control; and financial markets were relatively well developed. As Western-style
capital markets developed in Japan, the role of government in financial matters has
declined.

In Korea, assistance was high until the mid-1970s. However, substantial trade
liberalisation has occurred since then. Export incentives as a share of the value of
exports declined from 30 per cent to 16 per cent by 1979 and tariffs were reduced
from around 40 per cent to 20 per cent by the mid-1980s. In Singapore, the
Govemnment actively promoted exports in the early 1970s. Currently, however,
export subsidies are either low or negligible. The Government still intervenes in
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the form of advice but its main role is to provide social and industrial infrastructure.
In Taiwan, imports have been increasingly liberalised since the 1960s and export
assistance has been of a more uniform, less targeted kind than in Korea. In Hong
Kong the role of the Government has been mainly limited to the maintenance of
law and order and the provision of public infrastructure for the past 40 years.

The Korean Government used the control of credit as its main tool in implementing
the 1972 to 1979 heavy industrialisation drive. In doing this, it distorted credit
markets, encouraged over-indebtedness and favoured the formation of chaebol
(giant conglomerates) which meant a concentration of industrial power. As will be
seen below, the Korean Government’s attempt to ‘pick winners’ through the heavy
industrialisation program failed. By the 1980s substantial policy changes occurred,
with emphasis on deregulation and trade liberalisation.

Governments in Hong Kong, Singapore and Taiwan adopted a less dirigiste
approach to finance than in Japan and Korea. In these countries, businesses
generally used their own funds, relying on foreign affiliates and joint ventures
when necessary.

In summary, in Japan and each of the DAEs specific industry assistance is now
either low or has been on the decline in recent years. The issue of whether or not
strategic trade policies were instrumental to the success of Japan and the DAE:s is
discussed later.

The limits of government involvement

In Korea, Taiwan and Singapore, selective export assistance has been used to
various degrees. Two conditions were essential for the successful implementation
of this strategy. Firstly, it was important for export assistance at least to offset the
anti-import bias of the inherited protection regime by providing rapid access to
duty free inputs at world market prices. Secondly, real exchange rates were
maintained at competitive levels by ensuring that real wages were not out of line
with the level and growth of productivity.

At times the DAEs deviated from these conditions and encountered failure. Korea
provides a good example. The successful export-oriented drive from 1964 to 1971
was narrowly based, concentrating on labour intensive sectors, such as textiles,
clothing and footwear. In the 1970s the Government grew overconfident of its
planning ability and embarked on a heavy industrialisation program. The focus on
providing access to inputs at world prices was lost. By the mid-1970s the Korean
economy was losing competitiveness and in 1980 growth in real GNP was negative
(- 5 per cent). Problems that were becoming evident included duplicated
investments, excess capacity and bankruptcies in the heavy industrial sectors.

Developments in Korea and Taiwan between 1987 and 1989, and in Singapore in
the mid-1980s, also highlight the importance of maintaining real exchange rates at
competitive levels. As real exchange rates rose dramatically in these periods,
growth faltered or stalled.



In considering the extent of interventions in the five East Asian economies studied,
it is important to bear in mind that many other countries have also provided similar
or more extensive support to several of their industries without success. Europe’s
high technology conglomerate effort, the Airbus project, has received considerable
assistance for some 20 years. Profits are not expected until 1995, a quarter of a
century after the project initially attracted high subsidies, and this is in a period
when the world aircraft market has been booming.

Perhaps the most distinguishing charcteristic of government intervention in Japan
and the DAEs was, with some exceptions, its temporary nature. Support measures
were wound back within a decade and failures did not continue to receive
assistance. Examples include the removal of assistance after successfully winding
back capacity in industries designated ‘structurally depressed’ in Japan (for example,
synthetic fibres and shipbuilding) and the removal of assistance to Singapore’s car
manufacturers when it became clear that they could not survive on their own over
the long term.

Successes and failures of strategic interventions

At the individual industry level in Japan, the classic success examples are cars and
computers. Both received considerable government attention in the 1950s and
became major producer-exporters, initially following developed country practices.
Although government involvement declined significantly after the 1960s, these
industries continued to develop and grow. By the 1980s they were world leaders in
both technology and design.

However, the extent to which government involvement has been instrumental in
the success of these and other industries in Japan is not clear since there were
several failed attempts by the Ministry of International Trade and Industry (MITT)
to ‘guide’ industry development. Well known examples include:

« the failure of MITI’s idea of a ‘people’s car’ — a single model to be produced
by one officially designated company;

+ Honda’s entry and success in motor vehicle production despite strong opposition
from MITI which was intent on consolidating the Japanese car industry; and

» Sony’s success in the commercial application of transistor technology despite
MITT’s view that the venture was unpromising and its direct hindrance of Sony
in the procurement of transistors.

These examples illustrate that some businesses were successful with intervention,
others without intervention, and yet others in spite of intervention. Also, several
assisted industries never became intemationally competitive. Examples in Japan
include the petroleum and petrochemical industries which have been earmarked as
‘strategic’ since the early post war years. The petroleum industry has been heavily
regulated since, with government control over refinery entry, crude oil imports and
domestic pricing. The upstream petrochemical industries are still forced to
purchase, despite strong protests, the higher priced domestically produced naphtha.

61



Despite continued government involvement, both these industries are today highly
fragmented and plagued by overcapacity.

In Taiwan, one example of ‘failure’ is the car industry — a success story in Japan.
In the 1960s, the Government encouraged foreign investment in car plants through
large tax incentives and a 75 per cent tariff. Although tariffs will be reduced to

30 per cent by the end of 1990, currently there are seven companies assembling
motor vehicles and 500 firms producing parts in Taiwan — with a population of
only 20 million people. A drastic shake-out is expected to take place within the
next few years.

In Singapore, the Government failed in its attempt to encourage high value-added
manufacturing by mandating considerable increases in wages. The policy had to
be abandoned after the substantial decline in GDP in 1985.

As noted above, the heavy industrialisation program embarked on in Korea from
1972 to 1979 is generally recognised as a ‘failure’. With the realisation that the
substitution of bureaucratic judgement for market forces slowed economic growth,
the Government tried to allow markets to work more effectively. However, it
encountered difficulties due to the close relationships developed between
government and industry. Rather than go ahead with the painful but necessary
adjustment, firms in difficulty continued to borrow — and waited for public bail
outs.

The above examples suggest that, at the individual industry or sector level, there is
no obvious correlation between government intervention and industry performance.
The same lack of correlation is indicated by the available broad-based statistics.
For Japan and Korea, these show that outstanding output growth occurred in both
targeted and non-targeted industries. In Japan, for example, the assisted car and
computer industries grew at rates well above the manufacturing average between
the mid-1960s and mid-1980s, while steel — the subject of strategic interventions
in the 1950s — experienced below average growth in the 1950s. The examples of
Sony and Honda, as well as the finished metal goods sector, show that the
achievement of good performance was possible without strategic interventions.

In Korea, several of the industries designated as strategic during the heavy
industrialisation drive in the 1970s were already growth leaders in the 1960s (for
example, transport equipment and steel). While growth in these industries was
boosted following government support — with rates over 30 per cent a year not
being uncommon — similarly high growth was also achieved in the same period
by several other industries, such as footwear, metal products and electrical and
scientific equipment.

The mixed evidence from Japan, Korea, Singapore and Taiwan, and the absence of
strategic policies in Hong Kong, support the proposition that government targeting
had only a relatively minor influence on the exceptional growth performance of the
five East Asian economies.
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These observations are in line with the findings of several large-scale econometric
studies. For example, one study spanning the period 1959 to 1973 found that in
general Japan’s trade could be well explained by the factors suggested by standard
trade theory (Saxonhouse 1983). Once differences in the capital stock, labour
force, educational attainment and natural resources were allowed for there was
little left over for industrial policy to explain. Trade for only 17 of 109 commodities
studied was found to have been significantly influenced by factors such as
government support. These 17 commodities comprised food products, glass,
aluminium and zinc, footwear, aircraft, and photographic, medical and musical
instruments — none of them known for having received particularly high levels of
assistance in Japan. Despite major differences in the modelling framework,
country coverage and the time period studied, the conclusions of the other analyses
are remarkably similar. These are that, in each of the countries considered,
assistance to manufacturing had little effect on the performance of the industries
subject to government attention.

Overall, rapid growth has been made possible by the presence, at the right time, of
certain key economic and social factors. Strategic trade policies have been neither
a necessary nor a sufficient condition for the success of the East Asian economies
studied.

Costs of rapid growth

In Japan and the DAEs, rapid economic growth came at a cost. Rising air and
water pollution, neglect of social welfare programs and the family sacrifices
associated with long hours of hard work were accepted by the communities at the
time because of their general commitment to growth. These costs were tolerated
because the alternatives offered meagre income standards.

As living standards rose, there was less and less acceptance of such costs, and the
Japanese people began to weigh carefully the gains from industrial policies against
their costs. The Government is now placing emphasis on measures to improve the
quality of life of Japanese citizens. The latest vision of MITI, the Government’s
flagship industry policy department, now advocates a shorter working week, a shift
toward an individual, rather than a company-oriented society, increased leisure
opportunities, and greater attention to environmental issues (MITI 1990). In Korea,
the pro-growth consensus no longer seems as strong, with increases in the
frequency and length of strikes and demands for substantially higher real wages.

Economic success in Japan and the DAEs cannot be closely associated with
strategic government interventions. The more important factors explaining success
are clearly the opportunities available to ‘catch up’ with the West, the removal of
social and legal restrictions that inhibit new activities and the willingness to work
hard for relatively low wages. There were instances where intervention was
associated with successful development of industries, but there were also instances
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of it being associated with failures. There were successes without intervention and
successes in spite of intervention. Hong Kong achieved high growth without any
such policies. In the other four economies, while governments practised strategic
trade policies at some time or another, there were many other factors that had much
greater influence.

As these economies have become more developed there has been less willingness
to allow the government the same executive autonomy as it had in the past.
Distributional issues are now more of a concern and there are increasing demands
for a higher quality of life.

In order to draw policy conclusions for Australia it is important to recognise some
of our economic and institutional features.

Australia’s natural isolation, history of protection and lack of competitive pressure
have fostered a host of uncompetitive and inefficient practices. State regulations
and controls and the existence of regulated govemnment business enterprises have
further segmented markets and restricted competition.

The Australian environment is also characterised by a labour market which is quite
unlike those in Japan and the DAEs. The weakness of the craft-based union
structure and the myriad of restrictions in the workplace are now being more
exposed by the persistently inferior overall productivity performance of Australian
industry.

The major common factors identified as important to the success of Japan and the
DAEs are not present in Australia. Apart from the lack of significant ‘catch up’
opportunities because of Australia’s developed country status, it is clear that the
key ingredients missing are a strong pro-growth consensus, vigorous competition
in product markets, and a flexible and competitive labour market.

In dealing with these legacies, Australia can learn some valuable lessons from the
experiences of Japan and the DAEs.

Firstly, industry-specific assistance far from being a prerequisite for success is
likely to be harmful, especially if it is extensive and maintained over long periods.

Secondly, policies which encourage competition, both in product and labour
markets, should be vigorously pursued if economic performance is to be improved.
This does not necessarily mean longer hours and lower wages. It is possible to
have more leisure and income if productivity is higher. This could be achieved in
labour markets through greater flexibility, greater effectiveness while on the job,
and less industrial unrest.



Appendix 5
Progress on microeconomic reform

The message in this report is that microeconomic reform should proceed apace and
on a broad front. To gain a clearer picture of the reforms that have already been
implemented, the Commission has compiled a list of recent achievements within
the Commonwealth, State and Territory jurisdictions.

The main points to emerge are:
« there has been substantial progress on implementing reforms;

- progress has been patchy, however, with areas such as tariffs, ports, rail and
energy receiving most attention;

- in some areas, the States have been very active in reform;

« stirred by budgetary stress, the major focus of reform has been government
business enterprises (GBEs); and

« to date, reforms to GBEs have tended to concentrate on administrative reforms
(for example, rate of return targets and greater emphasis on cost recovery) rather
than on competitive reforms (for example, removal of protective regulation,
privatisation and corporatisation).

This initial stocktake is incomplete and uneven in nature. While it provides an
indication of the broad sweep of reforms, it should not be relied on as a detailed
and comprehensive review.

Compiling the list

The list of reforms is presented in two parts. The first covers the industries in
which reforms have been implemented (pages 67—73). The second covers GBEs
and it separately identifies competitive reforms and administrative reforms
(pages 74-7). As GBE:s are important elements in some industries, there are some
overlaps.

In compiling the list, the Commission sought and relied on information from State
and Territory Governments.! In some instances, the list has been supplemented
with information that the Commission has to hand from current and recent
inquiries. In the time available, a comprehensive listing has not been attempted.
This list should therefore be viewed as a summary of major achievements.

1 The main sources for the Commonwealth reforms were Hawke (1990a) and EPAC (1990).
Information requests were sent to each State and Territory Government, except for New South
Wales, for which the document NSW (1990) was the prime source. State and Territory
Governments were involved in subsequent clarification and checking.
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The review focuses on the 1989-90 year, but also covers some significant reforms
in the previous year to provide a better indication of the extent of reform in this
initial stocktake. Nevertheless, the review overlooks a number of significant reforms
that were implemented even earlier. For example, some administrative reforms in
Victorian GBE:s (including the State Electricity Commission, the Gas and Fuel
Corporation, V/Line and the Board of Works) were introduced five years ago.

The listing only covers reforms that have already been implemented and excludes
those under active consideration or for which reform programs are being formulated.
This has meant, for example, that many of the Tasmanian Government initiatives
announced in its microeconomic reform program on 7 February 1990 have yet to
be listed. Other States also have major reform programs underway that have not
been transmitted into action. These should be picked up in future years as the
initiatives are implemented.

Further:
- reforms in public administration, whilst common, have been excluded;

- changes in operating guidelines of GBEs (for example, rate of return targets and
amendments to regulations) have been included, but other changes such as the
introduction of new technology or practices that could be classed as part of usual
management strategies have been excluded;

- steps such as establishment of regulation review bodies (already implemented or
underway in most States and Territories), while potentially important in bringing
about reform, have not been included; and

« while available information on pricing reforms in GBEs has been included,
increased cost recovery on a range of government services (for example,
licensing operations) has been excluded because, in themselves, they are
unlikely to have a substantial productivity payoff.

In future annual reports the listing will be refined and extended to include labour
markets and industrial relations, environmental regulation, education and training.

2 Some information has been provided on the basis of outcomes (for example, reduction in staff
numbers) without necessarily linking those outcomes to particular reforms.
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Part A: Industry-specific reforms

Date of

Area of reform| Jurisdiction implementation Nature of reform

Agriculture

«Tariffs Commonwealth May 1988 «Assistance to sugar, dried vine fruits, tobacco and citrus converted to
tariffs; general reductions in tariffs phased in annual steps; some
domestic price arrangements liberalised (eg dairy); and fertiliser
subsidy removed.

«Marketing NSW 1988-89 «Egg industry deregulated; Egg Corporation sold.

VIC 1989 «Reform of the Egg Industry Act has reduced regulation and introduced
more competition into the egg industry.

VIC 1988-89 «Price regulation in the citrus industry has been reduced; amalgamation
of Citrus Marketing Boards in Victoria and NSW has reduced
geographical barriers to competition.

QLD Feb 1989 «Reduction in restrictions on the sale of hen quotas (for egg production).

QLD Oct 1989 «Cotton Board and Ginger Marketing Board privatised.

QLD June 1990 «Butter Marketing Board privatised.

WA «Honey Pool privatised; Kimberley cattle industry restructured; and
reforms to the marketing arrangements for potatoes, grain, dairy, meat
and eggs.

SA 1989 «Dairy industry rationalised; SA Potato Board disbanded.
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Date of

Area of reform| Jurisdiction implementation Nature of reform
Mining Commonwealth Jan 1988 «0il marketing deregulated.
WA 1990 «Concessional royalty rate on coal sold to SECWA being phased out.
Manufacturing
aTariffs Commonwealth May 1988 «General reduction in tariffs to 15 per cent and 10 per cent phased in
annual steps by July 1992 (except PMV and TCF).
«Bread NSW 1988 «Bread baking laws and delivery times deregulated.
Transport
aIntrastate NSW 1989 aIntrastate routes relicensed; more competitive airline structure
aviation established.
WA June 1989 «Intrastate airfreight market deregulated.
»Coastal Commonwealth June 1989 «3 year program to introduce more efficient vessels and reduce average
shipping size of crews.
« Waterfront Commonwealth/ June 1989 «3 year program to introduce enterprise-based employment; reduced
States employment numbers; and increased competition at container depots.
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Date of

Area of reform| Jurisdiction implementation Nature of reform
«Ports NSW July 1990 «Port authorities restructured; charges more closely related to costs.
VIC July 1990 «Charges for port services more closely related to costs.
QLD June 1990 «Reform of port administration.
WA 1988-90 «Port authorities commercialised; charges more closely related to costs.
SA 1990 sDepartment of Marine and Harbours commercialised.
NT 1989 «Increase in competition in port services in Darwin with private port
operators competing with the public port.
«International Commonwealth 1989 «Legislation to encourage more competitive liner shipping; some ship
sea transport import restrictions removed.
=Buses NSwW 1988 «Long distance and tourist services opened to competition; no restriction
on routes or entry.
WA 1988-90 «Continued moves towards commercialisation; charges more closely
related to costs.
TAS 1990 «Easing of regulation on competition on major routes.
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Date of

Area of reform| Jurisdiction implementation Nature of reform
«Rail NSW 1989 sIntrastate freight transport market deregulated; uneconomic country
passenger services closed.
QLD May 1990 «Award restructuring and multiskilling in workshops; move towards
single manning of trains.

WA 1988-90 «Competitive pricing for bulk fuel and grain introduced; fertiliser
market deregulated; partial deregulation of timber; terminal and
workshop operations rationalised; uneconomic lines closed; and cost-related
fares structure introduced.

«Grain Commonwealth/ 1988 «Deregulation of storage, handling and transport environment.
handling NSW

VIC 1988-89 «Disaggregated charging by the Grain Elevators Board.

«Roads Commonwealth 1989 «Harmonisation of road vehicle regulation through the National Vehicle
Standards Act.
NSW July 1989 «Petrol tax revenue hypothecated to road construction; construction of a
private toll road commenced.

WA «Road user charges introduced in deregulated areas of fuel, grain and
fertiliser transport.

NT «Permit and route controls on large combination vehicles removed.
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Date of

Area of reform| Jurisdiction implementation Nature of reform
Energy
«Electricity NSwW July 1989 «Charges more closely related to costs; reduced cross—subsidisation
between users, performance agreements for distributors.
VIC 1989-90 «Cross-subsidies reduced; pricing structure rationalised.
QLD =Services rationalised; competitive tendering for supply of equipment
and fuel.
WA 1989-90 «Competitive tendering for a power station project.
SA/TAS/NT 1989-90 »Some services rationalised.
«Natural gas Commonwealth 1988 «Administered pricing formula terminated; export controls eased.
NSW July 1990 «Gas Act amended to promote more cost-effective regulation.
VIC 1989-90 «Cross-subsidies reduced; pricing more closely related to costs; pricing
structure rationalised.
QLD/WA 1988 «Gas market deregulated.
NT 1988 «Private sector ownership and maintenance of some major

infrastructure.
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Date of

Area of reform| Jurisdiction implementation Nature of reform
Building NSW 1989-90 «Joint public/private residential land development.
VIC 1989-90 «Early release of titles to assist project finance and easing
of regulation; efficiencies in infrastructure and land use through
provision for urban consolidation (eg dual occupancy).
VIC Sept 1990 «Construction industry training levy to train and re-skill building
industry workers.
SA 1988 «Departments of Lands and Housing and Construction (SACON)
commercialised.
Telecom- Commonwealth 1989 «Telecommunications equipment markets liberalised in advance of sole
munications reliance on a 15 per cent tariff in 1993.
Other Service
Industries
sLicensing NSW July 1990 =Licensing requirements for service station proprietors rationalised; local
govermnment licensing of retail food premises abolished; and other licence
requirements rationalised.
VIC 1988 sLicensing structure simplified with the elmination of redundant licences.
WA =Abolition of registration fees for many shops and factories; licensing and
regulatory authorities rationalised; and reform of the business licensing
systems to lower compliance costs.
»Trading hours NSwW «Restrictions liberalised.
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Date of

Area of reform| Jurisdiction implementation Nature of reform
«Water NSW 1988 «Charges more closely related to costs; market in tradeable water
licences established.
VIC 1989-90 «More autonomy given to water authorities; pricing structure rationalised;
and prices more closely related to costs.
SA 1988 «Engineering and Water Supply Department commercialised; charges
more closely linked to cost of service.
WA «More commercial pricing of services.
«Tourism NT

«Small commercial vessels exempted from manning and survey

requirements, reducing costs for tourist operations.
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Part B: Government business enterprise (GBE) reforms

Area of Date of Nature of Reform
Reform Jurisdiction Implementation
Competitive

Reforms

«Privatisation Commonwealth 1988-90 «Williamstown Naval Dock; aircraft factory (VIC).

NSW 1988-89 «NSW Investment Corporation; Transcover; business operations of the
Egg Corporation; Mosman and District Community Hospital leased
to private sector .

«Corporatisation | Commonwealth May «Controls eased on GBEs operations (Qantas, Australian Airlines,
ANL, ANR, Telecom, OTC, and Australia Post) allowing greater
autonomy in contracting and financing; Office of Defence
Production corporatised.

NSwW Nov 1989 »Grain Corporation and State Bank of NSW.

=Closure NSwW 1988

«State Brickworks; Homebush Abattoir Corp; and Government
Printing Office.
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Area of Date of Nature of Reform
Reform Jurisdiction Implementation
«Contracting out NSW 1988-89 «Printing services; increased contracting out of maintenance services
by Public Works Department, especially construction work.
NSW May 1990 »Cleaning and catering services in some public hospitals.
«Some SRA operations including retail, catering, advertising; some
country passenger operations tendered to private bus operators.
VIC 1989-90 «Phasing out unprofitable printing work and contracting this work out
to private sector.
ACT 1990 «The Electricity and Water Authority is making greater use of
contractors; competitive tendering applies.
«Joint ventures NSwW «Residential land development.
with private
sector VIC 1988-89 «Projects for co-generation of energy underway.
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Area of Date of Nature of Reform
Reform Jurisdiction Implementation
Administrative
Reforms
«Elcom NSW 1988 «Staff operating costs reduced; internal funding of interest payments
and capital projects.
«State Rail NSW 1988 «Staff operating costs reduced; reduced reliance on government
Authority subsidy.
«State Transit NSW 1988 «Staff reductions.
Authority
«Maritime NSW 1988 «Restructured; operating expenditure reduced and staff reductions.
Services Board
«Government NSW June 1988 «Staff reductions.
Cleaning
Service
«Engineering SA 1989-90 «Staff reductions; operations commercialised.
and Water
Supply Dept.
«Marine and SA «Operations commercialised.

Harbours Dept.
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Area of Date of Nature of Reform
Reform Jurisdiction Implementation
«Lands Dept. SA «Operations commercialised.
«Housing and SA «Operations commercialised.
Construction
«Water NSwW 1988 «Charges more closely related to costs; improved labour productivity.
authorities
VIC 1989-90 «Greater independence given to water authorities.
WA 1988-90 «Staff reductions; self-funding.
«Public VIC 1989-90 «Staff reductions; improved labour productivity.
Transport Corp.
«SECV VIC 1989-90 «Staff reductions.
«State port WA 1990 «Operations commercialised; rate of return reporting.

authorities







Appendix 6
Developments in regulation review

Reforming unnecessary or inappropriate intervention by governments in the
operations of the business sector is central to a policy of microeconomic reform.
Over the years, the range of interventions has increased in Australia as regulations
have been introduced to further a wide range of economic and social objectives.
While these interventions have to varying degrees met their specific objectives,
there is strong evidence that this has involved costs to the community generally
through reducing the efficiency and flexibility of the economy.

The policy guidelines of the Industry Commission Act indicate the Commonwealth
Government’s intent to reduce regulation of industry — including regulation by the
States and Territories — where this is consistent with the Government’s social and
economic goals.

Winding back regulation involves a systematic examination of the need for each
intervention, its precise purpose and its likely benefits and costs. A policy stance
of general deregulation is inappropriate because some regulations are necessary to
establish a framework for market transactions and others provide benefits which
exceed their costs.

Regulation review involves assessing present and proposed interventions against
principles which are economically sound, acknowledging the role of the common
law, and taking a realistic view of the ability of governments to determine efficient
outcomes. Regulations need to be based on clear objectives and structured so as to
have strong prospects of net benefits.

Regulation establishing the legal environment for business (for example, by defining
property rights or obligations of parties in transactions) is often beneficial, although
its administration is at times unnecessarily cumbersome. Similarly, appropriate
intervention to prevent or control market monopolisation is widely accepted.
However, other forms of economic regulation (for example, restrictions on the
operation of competitive markets or specific assistance to selected firms) can
favour some producers and have doubtful benefit from an economy-wide
perspective.

Regulation may be the appropriate tool for pursuing social objectives (for example,
a cleaner environment, safer workplaces, and better disclosure of information to
consumers) in circumstances where:

< govemment intervention can better ensure that a decision-maker takes into
account all the costs and benefits of that particular decision;

« the legal system does not allow sufficient redress for damage to individuals;
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« excessively risky behaviour of individuals imposes substantial costs on the
community; or

« broadly held ethical or moral standards of the community are breached.

The Government’s microeconomic reform. program has brought significant
reductions and rationalisations in some areas of commercial regulation. Government
controls on banking, foreign investment, the export of minerals, the quality and
packaging of food, air freight, customs clearances, the building industry, primary
industry, hospitals and television ownership have been reduced and/or made
uniform throughout Australia. Further, major reforms are scheduled for domestic
and international air travel, and the regulation of companies and securities,
telecommunications, and broadcasting. The mining, energy and railways sectors
are also currently under review.

The general trend of reductions in strictly commercial regulation is offset to some
degree by increases in social regulation — such as consumer, employee and
environmental protection laws. Social regulation can have a major impact on
business costs and operations.

There has been a surge of subordinate legislation in the 1980s, particularly
regulation created under authority delegated to Ministers or their departments by
parent legislation. Most of this subordinate legislation either directly or indirectly
affects the costs and operation of businesses. From 198283 to 1988-89, the number
of individual items of subordinate legislation made by the Commonwealth
Government almost doubled. All of this increase was accounted for by a five-fold
increase in the amount of regulation created under ministerial or departmental
sub-delegated authority (O’Keeffe 1989, p. 32).

Subordinate legislation is favoured by many regulators because it minimises
parliamentary and public scrutiny. Thus, an important safeguard of the passing of
legislation is avoided because there ‘is minimal prior consultation and no formal
process for the release of response drafts’(O’Keeffe 1989, p. 32).

Regulation review processes

The Commonwealth’s regulation review procedures impose some discipline on the
exercise of its regulation-making power and increase the transparency of proposed
regulation to Ministers. Cabinet has determined guidelines which include a
requirement to assess carefully the expected economic and social impact of
proposed rules.

Where the Office of Regulation Review (ORR) considers a particular regulatory
proposal to be badly designed or likely to have an adverse impact, it can require
the matter be referred to the Cabinet. And, when this is done, better researched
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information on all associated costs and benefits is usually produced by the
proposing agency.

However, in view of the increased rate of social regulation and the incentives for
regulatory agencies to avoid central scrutiny, it is doubtful that these procedures
are sufficient to prevent inadequately considered proposals from proceeding. Only
a small proportion of new regulation is subjected to formal review. A further
weakness of present arrangements is that much of the information on regulatory
impact developed within agencies remains confidential, thus hindering informed
debate of the policy merits of proposals in the Parliament and the community.!

A number of overseas countries, notably the USA, and some Australian States have
adopted procedures which allow greater assessment and transparency in regulation
making than is currently required by the Commonwealth. For example, in
Victoria, the Subordinate Legislation (Review and Revocation) Act 1984 requires
Ministers in most circumstances to prepare a regulatory impact statement for
public consultation before making a new statutory rule or remaking an old one.
The Victorian Regulation Review Unit oversees the preparation of these statements.
On occasions, the Legal and Constitutional Committee of the Victorian Parliament
has recommended disallowing statutory rules where regulatory impact statements
have not been prepared or are considered inadequate.

The New South Wales Government also has adopted legislation underpinning its
regulation review policy. As well as introducing the staged repeal of existing
regulation, the Subordinate Legislation Act 1989 specifies that both new and
reintroduced statutory rules are subject to regulatory impact assessment procedures.
These procedures include: public notification of an intention to make a rule; a
requirement for and the general availability of regulation impact statements; and
the supervision of compliance by the Regulation Review Committee of the
Parliament.

The Administrative Review Council has recently announced its intention to
examine the general issues relating to the making of rules by Commonwealth
agencies (ARC 1990).

Small business and regulation

Concerns about the adequacy of Commonwealth regulation making and review
practices were expressed during the year by the House of Representatives Standing
Committee on Industry, Science and Technology. In the report of its inquiry into
the small business sector, the committee drew attention to the high costs of
regulation for this sector (Beddall 1990a).2 It concluded that present regulation

1 Inits 1986 and 1988 reports, the Senate Regulations and Ordinances Committee ‘expressed its
concern about the prevalence of new types of subordinate legislative instruments and the need to
re-examine new and more widely used modes of delegated law-making’ (O’Keeffe 1989, p. 32).

2 Since the committee’s report was finalised, its Chairman, Mr D Beddall has been appointed the
Minister for Customs and Small Business.
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review procedures disadvantage small firms and it made a number of
recommendations for reform including:

« all new legislation and regulation include a small business impact statement and
the ORR be given a special brief to monitor these statements;

« the introduction of a federal paperwork reduction plan; and

« the ORR and the Department of Industry, Technology and Commerce propose
means to simplify multiple Commonwealth/State/L.ocal Government business
licensing requirements and to improve firms’ access to information about
regulation.

The committee also recommended creating a House of Representatives Regulation

and Ordinances Committee to inquire into regulation review. The Government has

yet to respond to the proposals.

Major changes in selected areas of Commonwealth regulation
Therapeutic goods

The Therapeutic Goods Bill introduced into Parliament in 1989 seeks to establish a
national system of controls on the levels of safety, quality and efficacy of
therapeutic goods available for sale in Australia. Under the legislation, therapeutic
goods are defined broadly and are required to be entered on a national register.
The legislation will institutionalise and expand Commonwealth control over
therapeutic goods marketed in Australia while financing, through its charging
provisions, a laboratory with responsibility for testing compliance.

Although passed in January 1990, the Therapeutic Goods Bill will not come into
operation until its associated regulations are approved by both Houses of Parliament.3
The ORR has some reservations concerning this legislation. These relate to
provisions which:

- provide for comprehensive control of all therapeutic goods, rather than targeting
dangerous products,
- fail to rationalise the regulation of therapeutic goods Australia-wide; and

« specify the trade-limiting requirement that products for export must meet
domestic standards.

Food and packaging

The efficiency of the regulatory environment of processed food — the largest
industry grouping in Australia’s manufacturing sector — was potentially increased
by a number of significant government decisions taken following IAC and BRRU
reports.

3 Inaunique arrangement, the passage of the Therapeutic Goods Act through the Senate was
conditional on the subsequent approval of the associated regulations by both Houses of
Parliament.
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In June 1990 Commonwealth and State Health Ministers agreed to consider the
establishment of a National Food Authority to replace the existing cumbersome
arrangements for the development of food standards. As presently proposed, the
independent authority will be required to use public consultation processes, give
priority to food safety in its standard setting practices, and make decisions within
prescribed times. A negotiating group of Commonwealth and State officials is
developing detailed administrative arrangements, including the processes for
consultation with the States. Subject to agreement between governments on these
details, it is expected that the National Food Authority will commence operations
on 1 July 1991.

With the exception of Western Australia, Commonwealth and State Consumer
Affairs Ministers have agreed to abandon standard packaging requirements. These
regulations limited the import and sale of a large number of commonly consumed
grocery products to only those sizes specified by the authorities. It remains to be
seen whether Western Australia will attempt to enforce standard size regulation in
the face of open markets in the rest of Australia.

In contrast to these liberalising reforms, an imported food inspection regime has
been introduced. From 1 July 1990 all food imports are subject to risk
categorisation, sample selection and inspection for compliance with the health
related requirements of the Australian Food Standards Code. This inspection,
which is performed at the customs barrier by the Australian Quarantine and
Inspection Service, is additional to both quarantine checks and the point-of-sale
inspection undertaken by the States of domestically produced and imported foods.

Companies and securities regulation

New Commonwealth companies and securities legislation was presented to
Parliament in 1988 in an attempt to establish a single, national regime for companies
and securities control. The National Companies and Securities Commission has
been replaced with a more independent Australian Securities Commission. The
new legislation also repealed State and Territory legislation on the existing
Cooperative Companies and Securities Scheme, primarily by utilising the
Commonwealth’s power over trading and financial corporations.

As well as unifying and simplifying companies and securities law Australia-wide,
the proposed regime was designed to provide some deregulation of business
activity: ‘the opportunity has been taken to introduce a number of substantial
reforms . . . of the excessive and unnecessary regulation imposed’. Otherwise, the
‘essential language and concepts of the previous law remain’ (Bowen 1988, p. 2994).

In February this year, the High Court ruled that the Commonwealth’s attempt to
gain exclusive control over the incorporation of all Australian companies under the
legislation was beyond the power conferred by the Constitution. The
Commonwealth’s power to exercise jurisdiction over ‘trading and financial
corporations’ once incorporated was not challenged. The Commonwealth has
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undertaken to re-frame the legislation in accordance with the High Court
judgement and in cooperation with the States.

LA TERULE

Australia’s federal system of government has resulted in overlapping and/or
different Commonwealth, State and Territory laws, regulations, policies and
procedures relating to the production and distribution of goods and services.

The Commonwealth Government has recently identified the need for greater
Commonwealth—State cooperation across a broad range of issues as a critical next
step in the process of microeconomic reform (Hawke 1990a, b). The extent of the
cooperation envisaged ranges from the further development of existing programs
— such as the current efforts to unify regulations and licensing procedures in road
transport — to a long-term aim of some redrafting of the Constitution to provide a
more efficient federal system, particularly in the areas of revenue and spending.

The Government initiative proposes a consensus approach to such problems on the
basis that much can be achieved before resort to constitutional amendment is
required. Specific solutions have not been put forward, but clearly more uniformity
in regulation is regarded as an important element. In fact, some of the problems
cited could only be addressed by such an approach — for example, those in road
and rail transport and secondary school assessment.

Prospects for unification

As acknowledged by the Prime Minister, efforts to unify different areas of regulation
Australia-wide have been laborious and largely unproductive to date, despite the
fact that the costs of inconsistent regulation are almost universally recognised. The
limited successes — such as in food and packaging, the uniform Building Code of
Australia, and the recent National Vehicle Standards Act — have been achieved
only after very lengthy negotiations. Perhaps more importantly, these reforms have
tended to increase, rather than reduce, the average level of State regulation, by
either combining the regulatory regimes of several States or adopting provisions of
the more heavily regulated States.

Although constitutional obstacles are often cited as the cause of inconsistent and
overlapping regulation, they are simply the means by which the States and the
Commonwealth exercise authority independently. There is no constitutional bar to
Commonwealth—State agreements to enact uniform legislation — hence the Prime
Minister’s call for ‘sensible, practical steps to get better co-operation within the
framework of the Federal Constitution as it stands’ (Hawke 1990c, p. 1).



The European experience

Europe has also been grappling with the issue of regulation rationalisation in the
lead up to the implementation of a single product and service market in 1992.
Original efforts to harmonise national regulations across the Community proved a
very difficult and protracted process. Rather than continue these unproductive
attempts, the European Commission has adopted selective harmonisation
combined with the mutual recognition of each member State’s standards in the
remaining areas.

Mutual recognition of regulation in Australia

The European experience provides a useful pointer for Australia in its efforts to
resolve the diversity of regulations between the States. By 1992 trade between
member states of the European Community will be less restricted than between the
States and Territories of Australia. In effect, individual European countries have
decided that, notwithstanding history, the real differences between them are so
small they can live with each other’s regulations.

Advantages of mutual recognition

The homogeneity of Australian society suggests that a similar arrangement should
be possible here.

Mutual recognition of regulations between all govermments in Australia would
have many advantages. For instance it would:

« acknowledge that unanimity of view across the detail of regulatory schemes is
unachievable;

« avoid adopting rigid and prescriptive technical standards, thus removing a major
impediment in markets subject to rapid technological change;

« expose governments to external pressures to regulate at minimum cost and
maximum effectiveness, thus forcing a review of the essential role of government
in particular markets;

» promote homogeneity of regulatory structures between States in the longer term
because of competitive pressures, but with a lesser degree of regulation overall
than would be achievable through negotiated uniformity; and

» reduce administrative costs.

If these advantages of mutual recognition are realised, both the breadth and pace of
microeconomic reform programs will be enhanced.
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Scope for mutual recognition

Mutual recognition of regulation could apply to regulations of all goods and
services which are traded across State borders. It could also apply to professional
and trade qualifications.

If a particular State or Territory standard for consumer information or safety was
considered to be objectionable, a uniform Australia-wide standard could be negotiated
to cover those specific matters. However, the success of a mutual recognition
arrangement would depend on an understanding that single standards should be
confined to essential matters.

There is considerable scope for the principles of mutual recognition of regulation
to be applied in international trade negotiations, for example in further development
of closer economic relations with New Zealand. A greater acceptance by
Australian authorities of the standards of other countries would facilitate earlier
access by consumers to a greater range of new products.

Limits of mutual recognition
There are some practical limits to applying the concept of mutual recognition.

Firstly, some areas are amenable to the concept of mutual recognition but a
uniform standard would probably provide better results. For example, secondary
school student assessment standards are currently subject to a form of mutual
recognition. This is probably inferior to a standardisation approach.

Secondly, some areas of regulation could not be subject to mutual recognition.
Australia’s inconsistent road transport regulations and incompatible rail network
are examples.

Finally, differing regulations covering the same subject in different regions may be
superior because of the influence of geographic, climatic or demographic factors.
For example, many environmental regulations need to vary between different
locations to take account of such factors (see appendix 3 for a discussion of
environmental regulation).
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Appendix 7
Sectoral arrangements

Recent annual reports of the IAC reviewed a selection of sectoral assistance
arrangements. These illustrate the extensiveness and complexity of assistance
measures provided to Australian industry. Many of the complexities cannot be
captured in the Commission’s assistance measurement systems.

A common characteristic of sectoral arrangements is that their assistance
implications are not readily apparent. This is especially so where regulations
rather than market-based incentives are used to achieve government objectives.
The firm-specific nature of some assistance arrangements and associated
confidentiality considerations also compound transparency problems.

The Industry Commission is continuing to monitor recent changes and
developments in industries covered by assistance packages and plans, drawing
where possible on recent inquiry experience. Sectoral arrangements reported in
this appendix are:

« coastal shipping and the waterfront;

- aviation;

+ road transport;

« textiles, clothing and footwear;

« photographic colour film production;

» pharmaceutical products;

+ customer premises telecommunications equipment; and
- the metals-based engineering program.

The list is not exhaustive of special arrangements for industry. For example,
‘strategies’ for the information industries, minerals processing, and forest products
and printing are not included, although some of the relevant assistance measures
are considered in appendix 8. The passenger motor vehicle plan is not included
because the Commission is reviewing the plan in greater detail in its current

inquiry.
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A three-year program to reform Australia’s shipping and waterfront industries was
announced on 1 June 1989 (Willis 1989a). Details of the reform strategy and the
background to them was provided in IAC (1989a, app 3). The program involves:

« reforming stevedoring practices on the waterfront;
« reforming port authority operations; and
« arecrewing package to raise productivity in coastal shipping.

To oversee the development and implementation of the reforms, the Government
established the Shipping Industry Reform Authority (SIRA) and the Waterfront
Industry Reform Authority (WIRA). The authorities will operate for three years.
Stevedoring industry reforms

A central element of stevedoring industry reforms is the ‘in-principle agreement’
— between the Commonwealth Government, the Australian Council of Trade
Unions (ACTU), stevedoring unions and stevedoring employers — on measures to
restructure stevedoring and international container depot operations. Released in
September 1989, the agreement provides for:

« introducing enterprise employment arrangements at Sydney, Melboume,
Brisbane, Fremantle, Adelaide (and other ports as agreed), and container depots;

- arecruitment and early retirement/redundancy package to reduce the industry’s
work force by a net 2000 employees over a three-year period;

- extending the use of supplementary labour at peak times to all ports;

- award and job restructuring — the parties have agreed to the concept of a single
stevedoring award and to rationalise union coverage at container depots;

- employment arrangements for the loading and discharge of bulk vessels to be in
accordance with real operational requirements;

- removing the gangway watchmen classification from the industry and
significantly rationalising shore-side security officer functions;

- government funding of $154 million on a dollar for dollar basis with industry for
the early retirement/redundancy package, training and workplace restructuring;
and

« areview of the agreement every six months (WIRA 1989).
Within the first six months of signing the agreement the parties were to:
- negotiate and conclude the draft Stevedoring Industry Award(s) 1989;

« determine industry and enterprise-based training arrangements to be offered to
enable competency standards to be met;
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» process offers for early retirement to enable surplus watchmen to leave the
industry;

« complete the recruitment and training of 200 new employees to be employed
within the terms of the agreement;

» have employers advise the authority of their plans to change to enterprise
employment;

- enter into negotiation of enterprise or port agreements within the terms of the
agreement; and

« revise manning levels for the loading of bulk grain (WIRA 1989, p. 4)

In April 1990 WIRA released its first six monthly report on the progress made in
implementing reform within the agreed timetable (WIRA 1990). On release of the
report, the Minister for Shipping said that while progress had been made ‘there had
clearly been difficulties with negotiations in some areas’ (Collins 1990a). The
draft stevedoring award was not completed until July 1990, three months after the
deadline. Lack of progress in this area resulted in other reforms slipping behind
schedule. For example, developing training arrangements depended on having
new award classifications. The major changes in the industry since the signing of
the agreement have been:

« 20 waterfront awards have been replaced with a single award (Collins and Willis
1990);

- the gangway nightwatchmen classification has been removed, with 277 watchmen
leaving the industry at a cost to the Government of $8.14 million and witha
similar cost to the industry — recurrent benefits were estimated at $30 million a
year (WIRA 1990);

« labour practices at grain loading terminals are being overhauled — manning
levels for grain loading operations will fall by between 50 per cent and 75 per
cent and demarcation between terminal and shipboard employees will be
removed (GCA 1990); and

« WIRA has held discussions with stevedores about their plans to introduce
enterprise-based employment.

WIRA considered the first six months of negotiation provided ‘a strong basis for
the achievement of more widespread restructuring of the industry and substantial
performance gains for the industry’s users’ (WIRA 1990, p. 7).

A Prices Surveillance Authority (PSA) inquiry into stevedoring and container
depot charges was announced in May 1990. The inquiry ‘is aimed at ensuring that
the benefits from reforms are passed onto end users and consumers in general” and
the PSA will report in November 1990 (Crean 1990a).
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Port reform

The proposed reforms include:

- increased commercialisation of port authority operations;
- greater transparency in port pricing;

- more efficient management practices; and

» increased competition, particularly in the towage industry.

Because the States and Territories have responsibility for the port authorities, the
Commonwealth needs their cooperation in implementing these reforms. In May
1990 the Australian Transport Advisory Council (ATAC) meeting decided that port
reform would become a standing agenda item at ATAC meetings, requiring the
States to report progress in this area.

A Commonwealth working party, which includes officers from the Trade Practices
Commission and the PSA, will ‘develop performance indicators to make the
reports to ATAC meaningful and examine other issues associated with achieving
more competitive commercial environments in the ports’ (Collins 1990c). WIRA
also collects port performance statistics as part of its monitoring role in waterfront
reform. However, only Adelaide had supplied data in a form that could be
published in WIRA’s first report. Details on State and Territory changes to port
administration and pricing are provided in appendix 5.

In December 1989 the Chairman of SIRA was given responsibility for overseeing
the Government’s towage industry reform strategy. Major elements of the strategy
include manning reductions (of both harbour and outside tugboats), a review of
port practices, and training, early retirement and redundancy schemes. Crews on
tugs are to be reduced to a maximum of four by July 1992. The first phase of
recrewing — reducing crews on harbour tugs to a maximum of five — has been
completed. Port practices are under review with agreement on removing 41 jobs
and implementing more flexible rostering and leave arrangements. To June 1990,
the Commonwealth had provided $2.2 million for 90 voluntary early retirement
packages (SIRA 1990, pp. 7-9).
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Coastal shipping
The main features of the reform program for coastal shipping are:

« reductions in the average size of crews on major trading ships from 29 in 1989
0 21 by July 1992;!

- government funding for early retirement schemes ($24 million towards the
estimated $80 million needed for the 1000 jobs which may be lost) and for
retraining seafarers (half the cost to a total of $5 million over three years);

« assistance for new ships and for modifying existing ships for operation with
smaller crews; and

» retention of the cabotage policy whereby coastal shipping must be licensed and,
whenever possible, coastal trade carried in Australian controlled and crewed
ships.

According to SIRA’s June 1990 report, shipping reform was proceeding ahead of
schedule. The recrewing of ratings’ berths on pre-Crawford ships was completed
in January 1990, reducing the number of berths on the 36 pre-Crawford ships in
the program by 12 per cent (132 ratings’ berths, equivalent to 290 jobs). Other
berths are being removed so there will be a total reduction of 18 per cent (SIRA
1990, PSA 1990a). The reduction of ratings’ berths on 13 Crawford ships to
MIDC levels by March 1991 will remove 40 berths (or 80 jobs).

While maintaining its cabotage policy, the Government decided to facilitate greater
use of the single voyage permit (SVP) and continuous voyage permit (CVP) systems
which allow foreign vessels to trade on the Australian coast. The new guidelines
for these systems announced in February 1990 are designed ‘to provide shippers
with greater flexibility in the use of foreign vessels in Australia’s coastal trade’
(Willis 1990a). A single voyage or continuous permit may be issued for the use of
anon-licensed ship in the coastal trade where:

- no licensed ship is available for the service; or

- the service carried out by a licensed ship or ships is inadequate to meet the needs
of a port or ports; and

- itis desirable in the public interest that unlicensed ships be allowed to engage in
that trade.

A ship may be considered unavailable if it cannot meet the ‘reasonable’ needs of a
shipper or is engaged on other trades. A ship is considered inadequate when it is
‘not suitable’ for the task in terms of its technical characteristics, capacity to

1 Australia’s coastal trading vessels are categorised according to previous reform efforts.
Pre-Crawford vessels are those which operated before the Crawford Committee reforms of 1984.
Maritime Industry Development Committee (MIDC) reforms commenced in June 1987.
Pre-Crawford ships are to be recrewed to Crawford levels (crews of about 26 to 29), Crawford
ships to MIDC levels (crews of about 21 to 23), and new ships introduced into the fleet by
mid-1992 with as low as 17 or 18 crew.
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transport cargo safely and ability to meet the delivery requirements (as to time and
cargo condition) of the shipper. When licensed ships are unavailable or unsuitable,
the public interest is assessed ‘on the merits of the case’ of each permit application.

The SVP system is designed for use when there is a one-off unavailability of
suitable licensed ships. On receipt of an SVP application, the Department of
Transport and Communications provides details to relevant ship operators, the
Australian National Maritime Association and the Federation of National Maritime
Unions for comment normally within two working days. The power to issue SVPs
has been delegated to senior departmental officers.

The CVP system is designed for use when there is a lack of suitable licensed ships
for extended periods. Permits may be issued for six months. Subject to meeting
the designated tests, CVPs may be reissued but the period of continuous trading
cannot exceed three years. On receipt of an application, the department canvasses
the views of shippers and unions before putting it before the Minister for
determination. A CVP may be issued when the Minister is satisfied that:

‘it is clearly in the national interest; and

it is in the longer term interests of the Australian shipping industry because the
issue of the continuing permit will maintain and stimulate coastal seabome
trade and hence create opportunities for the future use of efficient licensed
tonnage’ (Willis 1990a, Attachment p. 2).

Since the new guidelines were released, 73 SVPs have been issued but as yet no
vessels are operating on a CVP.

The PSA has a monitoring role over freight costs. In March 1990 it released a
report on how it proposes to monitor coastal shipping freight rates and the
performance of the industry (PSA 1990a).

Assessment of waterfront and coastal shipping reform

The authorities overseeing waterfront and coastal shipping reform, WIRA and
SIRA, appear satisfied with progress in the industries at this stage. However, both
these plans represent negotiated settlements to the problems within the industries,
with significant financial support from the Commonwealth. The pace of change
has been set independently of what takes place in the rest of the economy or the
rest of the world. It is unlikely that restructuring that is isolated from competitive
pressures will yield productivity gains as great as those achievable through
exposure of the industries to competition.

Notwithstanding the gains made in reducing manning levels, the nature and pace of
change may not be adequate to address inefficiencies in Australia’s coastal
shipping. While the reforms intend to achieve an average crew size of 21 on
Australian ships by mid-1992, OECD shipping nations were operating with
average crewing levels of 18 in 1985 (IAC 1988b, p. 56). Moreover, most OECD
countries operate with lower crew to berth ratios than Australia. Crew to berth
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issues on Australian ships have yet to be fully investigated (SIRA 1990, p. 5). The
single and continuous voyage permit systems can increase the availability of
shipping services to users. However, the scope for effective competition is
difficult to determine given the conditions which apply and absence of price
considerations as a criterion for the availability of permits.

On the waterfront, negotiations have led to significant cost savings in some areas
(for example, in the loading of bulk grain). But there has been little progress on a
range of other issues. In some areas negotiations have fallen well behind the
agreed timetable. The Government estimated it would outlay $37 million as part of
the redundancy package in 1989-90 but, reflecting a slower pace of change than
expected, only $8.1 million was expended (DoTC 1990, p. 338).

Australia’s international and domestic airline services are provided within a highly
regulated framework. Australia’s international aviation services are regulated
through a series of bilateral air services agreements. Domestic air services have
been dominated largely by the two-airlines policy which formally ends in October
1990. Regulation of Australian aviation services has limited competition, raised
fares and reduced the services offered to travellers. The Government also plays a
direct role in the aviation industry through its ownership of Qantas and Australian
Airlines. These issues were central to the IAC’s inquiry on travel and tourism
(IAC 1989b).

International aviation

Air service agreements permit each country to designate one or more airlines to fly
specified international routes between the two countries. Australia has designated
Qantas as its sole international carrier. The agreements provide benefits to national
carriers by restricting competition in three ways:

« they limit the number of airlines that can fly between each country, barring
airlines that might otherwise serve these air routes;

» they limit the total capacity provided on each route, that is, the number of flights
or number of seats which can be made available; and

« they divide the entitlements to provide that capacity between the airlines of the
countries that are parties to the agreement, usually on a 50-50 basis.”

The TAC found that regulatory arrangements were preventing some relatively
lower cost carriers from serving routes to and from Australia. Air fare
comparisons, evidence from the sale of entitlements, the results of published
research on cost differences and its own analysis led the IAC to conclude that
international air fares could be 20 per cent lower in the absence of restrictions.

2 For further elaboration on the economic effects of air service agreements see IAC (1989b, chap 4).
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Air service agreements have a number of implications for the national economy.
Qantas gains to the extent that the agreements confer market power on it and
enable it to earn higher profits. However, higher fares and restrictions mean that
fewer international visitors are coming to Australia and those who do come have
less to spend while they are here.

Analysis undertaken by the IAC indicated that the benefits the air service
agreements provide Qantas are offset by costs imposed on Australian industries.
Even under the extreme assumption that Qantas would lose all of its market and
would be unable to respond to increased competition by improving productivity,
the economy-wide benefits of lower airfares in a less restrictive environment were
found to more than offset Qantas’ losses — there would be a small positive gain to
GDP. If Qantas maintained its market share by improving productivity or
differentiating its product, the gains to GDP would be about $670 million a year.

Furthermore, the higher fares Australians face reduces their welfare by reducing
their purchasing power over other goods and services. The IAC’s analysis
suggested that higher international air fares reduce the spending power of
Australians by $225 million a year.

A new approach to negotiating air service agreements was announced on 15 June
1989 (Willis 1989b). The Government acknowledged that the interests of Qantas
had previously dominated negotiations on amending existing or entering into new
agreements. The new policy objective is to maximise Australia’s national interests,
primarily by taking account of a wider range of industry views, particularly those
of tourism. The consistency of Australia’s international passenger charter policy is
also being assessed against this new objective.

Domestic aviation

In October 1987 the Government announced that the two-airlines policy — and the
controls it entails over route entry, capacity, aircraft size and fleet, and fares on
interstate routes — would end in October 1990. The announced changes will
remove many of the regulations which have restricted real competition between the
major domestic airlines, Ansett and Australian Airlines. Significantly, existing
domestic carriers will be able to compete on the basis of price.

A critical issue for domestic aviation policy is access to terminal facilities for new
carriers. The Federal Airports Corporation (FAC) is now responsible for
providing access to terminal facilities for new entrants. But before its inception,
Ansett and Australian Airlines had been granted what are effectively 30 year leases
over domestic terminals at all major airports. The leases to the incumbent
domestic airlines require a certain number of gates at each terminal to be sub-let to
new entrants after deregulation in October. However, the sub-leases are hardly
favourable to new entrants.

In May 1990 the Government announced priorities for access by new airlines to
terminal facilities on long-term lease to Ansett and Australian Airlines. The next step
was for negotiations between Ansett, Australian and intending new entrants on the
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commercial arrangements which would apply. The FAC will provide accommodation
for new operators in existing facilities at Brisbane and Hobart and it

‘will be open to the FAC to make provision at its airports for the construction of
alternative facilities — which could range from low cost, no frills facilities to high
standard facilities — as a means of providing further scope for competition from
new entrants’ (Collins 1990b).

With the exception of Victoria and South Australia where there is virtually free
competition, the States are generally involved in economic regulation of intrastate
air passenger services, determining where, how often and how many services operate.

Assessment

The issue for international aviation policy is to examine the alternatives available
to reduce or eliminate the anti-competitive elements of air service agreements
which are contributing to the high costs of international travel. Qantas’ interests
are to have a less dominant role in negotiating agreements but it is difficult to
assess the extent to which the new approach is overcoming barriers to competition.

The policy changes for domestic aviation which take effect from November 1990
are a move towards greater competition. While most controls on entry, capacity
and fares will be removed on interstate routes, the effects of deregulation on fares
and services will depend on the significance of the remaining restrictions:

- Until new entrants begin operation it is difficult to assess whether the lease
arrangements for terminal facilities will satisfactorily meet their demands.
Inadequate access may undermine effective competition in domestic aviation
and put new entrants at a disadvantage compared with established players.

» The markets for domestic and international air services remain separated —
Qantas and foreign international airlines are precluded from carrying domestic
passengers within Australia. The continued separation of the domestic and
international markets prevents airlines from taking advantage of the economies
available from supplying both markets.

- Special foreign investment rules restrict the ownership of Australian carriers by
any foreign airline flying to Australia to less than 15 per cent of equity in any
one domestic operator. Investment by other foreign interests will be considered
under the general foreign investment guidelines.

» Govemnment ownership of Qantas and Australian Airlines constrains their
operations.

There are clear gains to be made from removing the anti-competitive elements in
the regulations under which Australia’s international and domestic airline services
are provided. In its report on travel and tourism, the IAC proposed a four phase
reform strategy to maximise efficiency in the provision of air services and ensure
that the gains would be passed on to travellers.
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Transport costs are an important determinant of the competitiveness of Australian
industry. Road transport dominates the transport industry in terms of value of
freight and it provides a major input into other industries. Road transport costs
represent almost half of the total transport costs of other industries and nearly 2 per
cent of total production costs for all industries. While road transport is not subject
to an assistance plan as such, government involvement in the provision of roads
affects the costs and economic performance of the industry. The most important
issue which bears upon the structure and competitiveness of Australian road
transport industry is road pricing.

Since 1982 Commonwealth funding for roads has been based on hypothecating (or
earmarking) part of the excise levied on petrol and diesel to funding road construction
and maintenance. The amount hypothecated to road funding represents approximately
one quarter of the revenue received from fuel taxes and one third of the expenditure by
all levels of government on national, state arterial and local roads. State and
Territory expenditures have been funded through a variety of imposts including
vehicle registration charges, fuel business franchise fees, stamp duties and other
means including tolls. In some jurisdictions, revenue from fuel franchise fees and
vehicle registration charges is hypothecated to road expenditure. Considerable
variation exists between the States and Territories in the level of such charges and
the basis on which they are levied.

These arrangements raise a number of reform issues:

» road use pricing has not reflected costs so that authorities do not have the
appropriate demand signals on which to base efficient investment decisions;

« road authorities are not directly accountable to road users, the consumers of their
services; and

- the activities and performance of road authorities are not transparent under the
current funding arrangements.

In the past, these issues were not seen as having the same significance as in other
areas of transport because the total contribution by road users exceeds costs and
because of the perception that road transport is more efficient than rail, its main
competitor. Government policy also implied that reform of road pricing and road
authorities could not proceed until reforms in the rail industry brought about an
efficiency performance similar to that achieved by road transport.

Nevertheless, the variations in road user charges and mass and dimension
restrictions, together with the fact that road vehicles used exclusively for interstate
trade paid only nominal registration charges, lead to a national focus on road
pricing issues.

Numerous investigations of road financing and pricing have been conducted over
the last decade, culminating in the proposals by the Inter-State Commission for a
national scheme for road use charges and vehicle registration (ISC 1990).
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The main components of the scheme proposed by the ISC were:

« anationally determined system of efficient and equitable road use charges for all
vehicles, comprising a fuel charge (made up of a road track charge and an
extermnality charge) and, in the case of heavy vehicles, a mass-distance charge;

» an independent national body to supervise the operation of the scheme and to
recommend the level of charges and the allocation to the States, Territories and
Local Government of revenues from those charges;

« transparency in road authority programs and operations, with some assessment
by the Commission’s proposed independent body of road authority performance;

« public participation in the formulation of road programs and in determining the
level of charges;

- anational vehicle register formed by standardising and interconnecting the
individual State and Territory registers; and

« designated routes for vehicles exceeding normal mass limits.

Following the tabling of the ISC’s report, a review of the recommendations was
undertaken involving consultations with governments, road user groups, and the
public. A number of further recommendations on the implementation and
transitional arrangements were made in the light of the consultations and the
comments received.

The recommended national scheme, if adopted, will represent a significant advance
in Commonwealth-State cooperation in reform. The direct benefits to the
community once the scheme is fully implemented would be lower transport costs,
resulting from the following factors:

« the reduced need for road expenditure because of reduced road wear and tear per
unit of freight carried;

» reduced transport costs through greater efficiency in roads expenditure resulting
from

- available funds being spent on more worthwhile projects as a result of public
participation and greater emphasis on economic factors in allocation of
funds, and

- available funds being used more efficiently through better planning,
construction and maintenance procedures as a result of independent review
of projects;

+ savings in administration costs;

« savings in costs resulting from more effective means of dealing with the
problem of vehicle theft; and

» in the longer term, better locational decisions by business.
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In the longer term, transport costs would diminish because the vehicles would be
selected to reduce charges, which in tum means vehicles would be selected that
reduce road wear and tear and reduce the need for road funding. In some cases
there would be an increase in private costs but this will be more than compensated
by the decrease in the cost of road services. The charges would have the impact of
optimising the productivity of the total private and public capital investment in
vehicles, roads and production facilities.

The IAC estimated the gains resulting from reform of road pricing would be of the
order of $1.2 billion a year (IAC 1989a, app 2).

As a result of the ISC’s recommendation in its 1988 report on road vehicle
regulation, vehicle stardards at first registration are now regulated on a national
basis by the Commonwealth in consultation with the States, Territories and vehicle
manufacturers (ISC 1988). However, with the exception of a small number of
vehicles registered under the Federal Interstate Registration Scheme, the States and
Territories regulate vehicle use. This regulation is mainly aimed at ensuring safe
and effective road use, although some economic regulation of bus and
rail-competitive freight operations still exists.

The most significant of the road use regulations are those relating to driving hours,
vehicle speed, and mass and dimension limits — areas in which the States and
Territories have not been able to satisfy road user demands for nationally
consistent standards. The introduction of a system of national routes, where
uniform road use regulations apply under the recommended national scheme, will
reduce the impact of different regulatory requirements in some jurisdictions. In
addition, it will be possible to increase mass limits and introduce B-double
combination vehicles on these routes earlier than would be the case if all roads had
to be considered. This development would considerably improve road transport
productivity and net transport cost savings after taking into account the increased
road wear and tear and construction costs.

The textiles, clothing and footwear (TCF) plan began full operation on 1 March
1989 and is scheduled to run until June 1995. The plan will lower border
assistance by removing tariff quotas, through the phased lowering of out-of-quota
duties, to provide tariff-only protection against imports from July 1995. At that
time, the remaining tariff protection — 55 per cent for apparel and some finished
textiles, and 45 per cent for footwear, with lower duties for other TCF products —
will be the highest provided any manufactured goods. At those high levels, TCF
tariff protection compares unfavourably with what will be provided in 1992 to
passenger motor vehicles (35 per cent) and with the maximum tariff of 15 per cent
that will apply more generally.

The plan will also reduce the rates of the bounties paid for the production of certain
goods (mainly textile yamns). In addition, the plan contains a number of schemes to
target assistance to specific activities and to ease industry adjustment.
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The Textiles, Clothing and Footwear Development Authority (TCFDA) was
established in 1988 to administer and monitor the operation of the plan. A special
feature of the plan is a safeguard mechanism whereby the TCFDA can suspend
assistance reductions for up to 12 months if industry production has declined, or is
likely to decline, below certain threshold values. In 1989-90 the decline in
footwear production came close to the threshold specified for that activity.

The TCFDA is also actively involved in industry development programs and in
labour adjustment assistance. A focus for the development of the industries is the
industry development strategy comprising four programs — raw materials
processing, industries efficiency, industries infrastructure and export development
— involving feasibility and marketing studies, individual and cooperative projects,
and specific schemes such as ine textiles industry modemisation scheme, the
incentives for international competitiveness scheme, and the management and
business skills scheme.

Commonwealth expenditure under the schemes totalled $5.4 million in 1989-90
and a budget of $9.9 million is provided for 1990-91.

Review of textile yarn bounty administration

In response to a Ministerial request, the TCFDA was to review the textile yam
bounty administration by 30 September 1989. In September 1989 it released a
discussion paper setting out perceived weaknesses in the yarn bounty
administration and options for change (TCFDA 1989). The discussion paper was
circulated to industry for comment and, after consultations, a final report was to be
presented to the Minister. As at 20 September 1990, the final report had not been
formally presented.

Textile bounty capitalisation grants scheme

On 30 January 1990 the Government announced details of the textile bounty
capitalisation grants scheme that it had foreshadowed when it introduced the
current plan. Under the scheme, a once-off capitalisation grant is paid in lieu of
future bounty receipts. The maximum grant is to be less than the net present value
of expected future bounty payments. The aim of the scheme is to provide an
opportunity for accelerated restructuring while at the same time generating net
reductions in budgetary outlays by the Commonwealth (Beddall 1990b).
Capitalisation is not an option under any other bounty.

To date one firm, Dupont (Australia) Ltd, has opted to capitalise the bounty.
Dupont acquired Fibremakers’ Bayswater operations for $100 million and plans to
invest $50 million in new technology, skills and product improvement over the
next three years. Under the bounty capitalisation scheme, the company will
receive a grant of $59.3 million in 1989-90, but will be ineligible for further
bounty payments over the life of the plan (DITAC 1990, p. 42).
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Assessment

The current TCF plan provides for significant reductions in assistance. In 1987-88,
the last full year before the introduction of the current plan, the effective rate of
assistance to textile production averaged 73 per cent and for clothing and footwear
174 per cent (see appendix 11). The phasing out of quota protection and reductions
in bounty assistance over the life of the plan are projected to lower textile
assistance by one-eighth to 64 per cent and clothing and footwear assistance by
one-third to 113 per cent. Nevertheless, at those levels they will be some 5 times
and 9 times higher respectively than the average level of assistance provided
manufacturing in 1992.

In 1989-90, the first full year of operation of the current plan, assistance levels
were higher than in 1987-88 reflecting the overall increase in tender sale premiums
that occurred for 1989 and 1990 quota (see appendix 11). The provisional quota
premiums for 1991 (at 17 per cent) were just under half those for 1990 at (about
37 per cent) (Beddall 1990c). This reduction reflects the downtumn in domestic
demand rather than any major effects yet from the phased reductions in
out-of-quota duties.

Fhotographic colour film proguction

On 31 October 1989 the Commonwealth Government announced its intention to
introduce a bounty for the production of photographic colour film. No public
review was conducted before the decision was announced. The bounty is only
available to those producers who are registered for the entire five year bounty
period, which commenced on 1 January 1990. This condition limits the receipt of
the bounty to Kodak Australasia. Whilst taking the form of a specific bounty of
$3.75 per square metre of eligible film, the bounty is only payable when all
eligibility conditions have been met throughout the entire five-year bounty period
— otherwise any advances made may be reclaimed by the Government.

These conditions require Kodak to: maintain its export commitments for five years;
implement significant productivity improvements through award restructuring,
inventory, overheads and production line improvements; and maintain prescribed
production, and employment levels (Button 1989b). Details of more specific
conditions in the Photographic Industry Development Agreement have not been
made public by the Govemment.3

The bounty payments have a ceiling of $36 million over the life of the agreement,
and only the first three years are to receive an appropriation (Brown 1989b).

The Victorian Government has also announced a package of assistance for Kodak.
The Minister for Industry, Technology and Resources stated that the:

3 Some details were released by Kodak Australasia at the Industry Commission public hearings into
the commercial tariff concession and by-law systems, Melbourne, 27 June 1990, Transcript p. 658.
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‘assistance package is likely to be in the order of a total of $6 million over three
years and would include money for training incentives, research and develop-
ment expenditure related to exports, and assistance with export development
activity in Asia . . . This assistance would be conditional in the company
making certain guarantees in regard to growth in its export and investment
activities significantly beyond the current levels’ (White 1989, p. 441).

The provision of the bounty to Kodak has significantly raised assistance to the
industry class of which colour film production forms a part — even though only
six months of bounty payments have been included in the estimates. The effective
rate of assistance increased from 4.3 per cent to 11.5 percent largely because of the
bounty (appendix 11). As the bounty payment is specific to Kodak, the increase in
the rates of assistance to that company’s activity are much higher.

PN

The Pharmaceutical Products Benefits Scheme (PBS) assists Australian consumers
in their purchase of pharmaceutical products. Prices for drugs supplied under the
PBS are negotiated between the Pharmaceutical Benefits Pricing Authority (PBPA)
and suppliers. Concern has been expressed by local producers that negotiated
prices, which are low in comparison with other developed countries, have
discouraged local pharmaceutical production activity, investment and R&D.

In response to these concems the Government in 1987 introduced the pharmaceutical
industry development program — also known as the factor f scheme — to encourage
local activity. Participating firms receive increased prices if they undertake to meet
either quantitative targets for R&D and export activity or satisfy the PBPA that
they are substantially increasing activity in this country and the activity concemed
is internationally competitive. The scheme operates until 1992-93.

The Australian Pharmaceutical Manufacturers Association surveyed 15 firms in the
local industry (Thwaites 1989). As at December 1989, five had negotiated factor f
agreements with the PBPA. According to the data presented by the companies,
estimated payments by the Government (in higher prices) over the life of the
scheme amounted to $127.4 million. Actual payments will depend on companies
fulfilling their commitments. Table A7.1 presents an aggregate summary of
commitments made by the five firms. These commitments are in addition to any
existing export and R&D activity. Additional export revenue of $877.6 million and
$68.2 million in additional research and development were attributed to the scheme.
The APMA study reported that other firms had either concluded negotiations with
the PBPA or were submitting proposals.
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Table A7.1
Factor f scheme activity: projections by five companies

$ million

1988-89  1989-90  1990-91  1991-92  1992-93
Factor f payments 6.7 12.8 23.7 37.7 46.6
Additional exports 87.5 119.6 169.6 2349 266.4
Additional R&D 11.2 15.6 18.6 13.8 9.0

Source: Thwaites (1989).

Assessment

The motivation for the pharmaceutical industry plan is different from that of other
industry arrangements. The factor f scheme needs to be assessed in the context of
the purchasing arrangements for pharmaceuticals in Australia. Through exercising
its market power as the major buyer of pharmaceuticals, the Government extracts
some of the returns that the patent system would otherwise provide for international
pharmaceutical companies. Because Australia is a relatively small market, there is
no effect on product innovation by the major world producers but a significant
budgetary saving for Australian governments.

However, this arrangement may adversely affect Australian industry if the location
of production facilities is influenced by pharmaceutical prices in each country.
Australia’s pricing practices may have created a bias against investment or
undertaking local research and development. A program that offset such a bias
could be seen as enhancing efficiency rather than providing assistance.

This is the motivation for the factor f scheme: to return some of the savings
negotiated in lower prices to companies willing to undertake local production and
activities. However, the lack of transparency in the scheme — all agreements are
confidential and the guidelines governing its operation appear flexible — makes it
difficult to assess whether the scheme is enhancing efficiency or affording
assistance on a selective basis. The scheme is to be reviewed in 1993.

For many years the connection of customer premises telecommunications
equipment (CPE) to the public telecommunications network was governed by a
complicated set of industry assistance and regulatory arrangements. From 1 July
1993, the only form of protection for suppliers of CPE will be a tariff of 15 per
cent on imported equipment. To effect a transition from a highly regulated
environment, new industry development arrangements were introduced in July 1989.
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Suppliers of CPE equipment are awarded points depending on the their level of
local content, R&D and exporting activity. Equipment manufacturers must achieve
a certain threshold level of points annually to retain access to the Australian
market. The number of points needed to retain endorsement progressively
increases over the life of the arrangements. Failure to meet the required threshold
points means that a supplier has its endorsement cancelled and it is ineligible to
re-apply for at least a year.

Five types of telecommunications equipment are covered by the scheme: the first
telephone; private automatic branch exchanges; small business systems/key systems;
and cellular mobile telephones.* Austel assumed responsibility for administering
the scheme in December 1989, but the Department of Industry, Technology and
Commerce (DITAC) retains responsibility for determining policy matters.

In May 1990 Austel released a report detailing the first nine months of operation of
the industry development arrangements (Austel 1990b). The 31 companies
endorsed under the arrangements collectively exported 7.6 per cent of tumover and
invested 3.9 per cent of tumover on R&D. According to Austel the ‘performance
of suppliers for the first 9 months of the Arrangements has been somewhat varied’
(p. 6). Eighteen companies were either meeting, or close to meeting, the points
requirement while the remaining companies had plans to increase their activities by
sufficient value to gain the points necessary to retain endorsement.

Assessment

Although the scheme has allowed new suppliers entry to supplying the Australian
telecommunications network, competition is restricted to those meeting the
complex criteria. The scheme also lacks transparency — it is difficult to gauge the
levels of assistance provided to endorsed suppliers and to their various activities.
However, as the arrangements are transitory, they are unlikely to distort greatly the
longer term incentives facing the telecommunications equipment industry.

Nevertheless, the arrangements involve extensive monitoring and compliance
activities. For example, endorsed suppliers have to submit reports on either a
monthly or quarterly basis (depending on the year in which they entered the
arrangements) and are subjected to an independent annual audit. Austel and
DITAC must be satisfied that new entrants are capable of meeting the points
threshold before endorsement is granted and monitoring and reporting on the
industry is extensive. If it was considered the industry needed time to adjust to a
more liberal regulatory regime, this may have been achieved in a simpler, more
transparent fashion by introducing a tariff and phasing it to 15 per cent over the
period to July 1993.

4 For details of the weighting attached to R&D, exports and local content across CPE products see
IAC (19894, app 3).
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i engineering program

The four year metals-based engineering program (MBEP) began operation in
August 1989. It aims to encourage the metals engineering sector to become
internationally competitive in elaborately transformed manufactures and to
improve its export performance. There are two major elements to the program: an
export improvement element and a key technologies element. The export
improvement element, which receives the bulk of funds, is delivered through
Austrade and NIES

In 1989-90 expenditure on the program was $2.2 million. This is estimated to rise
to $5.4 million in 1990-91 (DITAC 1990, p. 27). Over the last year Austrade
provided assistance to engineering industry export groups and selected companies.
Activity under the key technology element of the program concentrated on
advanced manufacturing technologies and the commencement of a component
commonisation program for agricultural machinery’ (p. 54).

DITAC have stated that the MBEP ‘will be assessed against increases in export

activity, evidence that an export culture is developing, increased participation in
NIES and Austrade programs and additional market activity’ (p. 54). After one

year of operation it is too early to make an assessment of the program.

5 SeeIAC (1989a, app 3) for more details on the operation of the program. Details on NIES are
provided in the next appendix.
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Appendix 8
Alternative assistance measures

This appendix examines a range of alternative assistance measures that selectively
support particular activities and attempt to influence the direction of their
development. The measures considered are:

» the offsets program, including the partnerships for development scheme;
- government purchasing;

- defence procurement;

« export assistance;

« the national industry extension service;

« research and development (R&D) assistance; and

« Australia’s foreign aid programs.

The assistance provided by these measures is rarely transparent, making it difficult
to identify both the extent of assistance provided and its effects.

Governments also use other measures to assist Australian production. For
example, in exercising discretion in granting by-laws for duty free import to the
North West Shelf gas project, the Commonwealth made otherwise internationally
uncompetitive Australian tenders more attractive in the construction of the
Goodwyn A platform. There is a contradiction between the desire to make
Australian industry internationally competitive and impairing its competitive edge
by requiring higher levels of local content than are commercially viable.

The Australian Civil Offsets Program has been operating in various forms since
1970. The Commonwealth, all States and the Northern Territory now participate.l
No major changes have been made to the program in the past year. Under the
program, overseas suppliers awarded major government contracts for goods and
services are required to undertake specified activities in Australia.2 The
Department of Industry, Technology and Commerce recently stated that:

“The concept underlying the Offsets Program is to utilise economically and
efficiently the buying power available to the Government as a major purchaser

1 Discussions are currently underway regarding membership of the Australian Capital Territory.

2 In general terms, offsets activities are required in respect of all government purchases which,
individually or cumulatively, exceed $2.5 million and the imported content exceeds 30 per cent.
Some States use a $1 million imported content threshold.
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of, mainly imported, capital items such as acrospace and computer equipment
to gain access to the internal markets and marketing facilities of the large world
corporations which dominate these products and leading edge technologies
which otherwise would be closed to Australian companies’ (DITAC 1989a, p. 1).

DITAC also stated that:

“The Offsets Program seeks to reach its objectives of improving the
international competitiveness of Australian industry and building up its
technological capabilities in a non-directive fashion’ (p. 2).

Eligible offsets activities include the transfer of technology, research and
development, training and exports. However, greater weight is given to some
activities — for example, the offsets value of R&D and training is three times that
of other eligible activities.3

Achievements under the program

At 30 June 1989 total offsets obligations incurred since the commencement of the
program were estimated at $1.94 billion and offsets achievements at $1.99 billion.4

There were 112 companies participating in the program at 30 June 1989. During
1987-88 and 1988-89 the aerospace industry and the information technology
industry accounted for over 90 per cent of purchases giving rise to obligations
(table A8.1). The pattern of obligations arising from the program reflects the
nature of purchases.

Offsets achievements were concentrated in the export of products and services and
R&D areas (table A8.2). Although offset discharges have been concentrated in
these areas, suppliers can discharge their obligations in any area specified under
the program criteria (DITAC 1988, sections 3 and 4). This gives suppliers some
flexibility in fulfilling their offsets obligations.

3 For details see DITAC (1988, section 4).

4 DITAC (1989a, p. 15). These figures exclude some $250 million of future obligations and
include $320 million of achievements in anticipation of future obligations.
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Table A8.1

Procurement and offsets obligations incurred by industry®

Procurement Obligations incurred®
Industry 1987-88 198889 1987-88 1988-89
m % m % m % Im %
Aecrospace 131 29 1025 60 36 38 226 67
Information technology 288 64 602 36 48 51 9% 28
Other® 30 7 70 4 10 11 16 5
Total 449 1697 94 338

®©

Excludes purchases and obligations under partnerships for development agreements.

b The offsets obligation arising from procurement is generally 30 per cent of the imported content.
The value of obligations incurred is thus generally less than 30 per cent of the procurement value.

¢ Includes procurement from industries producing civil vehicles and associated equipment,
miscellaneous electrical and electronic equipment and miscellaneous mechanical equipment.

Source: DITAC (1989a).

Table A8.2
Offsets achievements by type of activity®
Offsets activity 198788 1988-89
3m % Sm %
Exports of products/services 281 72 237 66
R&D 55 14 76 21
Transfer of technology 25 6 19 5
Joint or collaborative ventures 19 5 8 2
Training 4 1 8 2
Administrative expenses 4 1 5 2
Overseas marketing 1 - 4 1
Insurance - - 4 1
Part production 2 1 - -
Total 389 361

a  Excludes purchases and obligations under partnerships for development agreements.

Source: DITAC (1989a).

107



Partnerships for development program

Partnerships for development agreements are a mechanism by which companies in
the information industry can choose to become exempt from offsets obligations.
Multinational companies entering partnership agreements are required to increase
industrial R&D to 5 per cent of total sales tumover in Australia and achieve a

50 per cent export to import ratio within seven years. Inretum, the Commonwealth
and State Governments exempt companies from civil offsets obligations and are to
provide a ‘supportive infrastructure environment’ by ensuring adequate availability
of skilled labour and by using existing general assistance programs to help in
product development and export activities.

The program continues to grow, with an additional six firms signing agreements
since the IAC’s last annual report, bringing the number of firms in the program to 21.

Reviews of the partners’ achievements

The program provides for an annual review and audit of the partners’ achievements.
These provisions make the achievements of the program more transparent and are
intended to minimise the scope for abuse, creative accounting and other activities
contrary to the spirit of the program (Button 1988, p. 770). DITAC has released
some details of the interim performance of nine of the partners after the first full
year of the program. 5

The information is aggregated and it is not possible to establish how individual
firms have performed . In aggregate, the firms exceeded their combined first year
export targets by 4 per cent and their R&D targets by 36 per cent. Although details
were not provided, some firms did not achieve nominated targets for R&D and/or
exports. Despite this DITAC considers that the partners ‘are taking their
obligations seriously and are investing the time and resources required to meet
their commitments’ (DITAC 1989a, p. 43 ). These interim targets are not binding
on the firms.

Joint Committee of Public Accounts report

Numerous reviews of the offsets program have been undertaken since it commenced
in 1970.8 In the most recent review, the Joint Committee of Public Accounts
reported on hearings it held in April 1989 on departmental responses to the
previous committee review of the offsets program (JCPA, 1987). The responses to
that review were ‘a source of considerable disappointment’ (JCPA 1990, p. v). The
Committee considered that the Finance Minute, which coordinates departmental
responses to Committee reports:

‘did not provide persuasive evidence which sufficiently justified the rejection
by the departments involved of certain recommendations. The Committee was

5 DITAC (19894, pp. 42-5). The partners reviewed were Digital Equipment Corporation,
Hewlett-Packard, Wang, Cincom Systems, Bull HN, Apollo Domain, Apple, IBM and Unisys.

6 See IAC (1986, pp. 36-8; 1987b, pp. 77-84; 1988c, pp. 65-73; and 1989a, pp. 65-71).
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also disturbed to find that despite three reviews to date — the Auditor-General’s
Efficiency Audit on the Administration of the Offsets Policy in 1984, the Inglis
Review also in 1984 and the Committee’s own review — some aspects of the
program appeared to be still open to the same sorts of criticisms previously
directed at it. The administration of the Offsets Program continues to be the
subject of questions and unfavourable comment by other parliamentary
committees and Parliament itself, and on occasions the Program suffers criticism
from sections of industry and the media’ (pp. 10-11).

The Committee commented that costs associated with the program had been widely
discussed and include:

» increases in the purchase price of overseas goods;7

» hidden costs to the taxpayer for support of R&D and bounty payments;

« hidden costs to the economy in support of activities which may not be
competitive in the long run;

« weakening the government’s claim against other countries’ countertrade policies
prejudicial to Australian exports;

« distorting resource allocation by encouraging the expansion of inefficient firms
at the expense of other firms.

« areduction in the number of potential suppliers as a result of the need to meet
offsets requirements;

« direct and indirect administrative costs of arranging, assessing and overseeing
the program; and

» direct administrative costs to the overseas supplier in complying with the
arrangements;

The Committee considered ‘the perceived benefits of the policy, such as increased
access to international markets and technologies are extremely difficult to assess
and not readily quantifiable’ (JCPA 1990, p. 91).

The Committee made numerous detailed recommendations covering many aspects
of the program. The recommendations aim to:

‘ensure consistency and equity in the application of the offsets policy amongst
both overseas and local participants, to minimise the degree of administrative
discretion utilised in assessing and evaluating offsets proposals, and of particular
import, to remove the shroud of secrecy for which the program has been widely
criticised, by seeking to improve program visibility and accountability’ (p. vi).

The Committee recommended ‘an independent full scale assessment be undertaken
of the national significance of the offsets policy, in particular to identify and
quantify all policy implementation costs, and assess the success or otherwise in

7 The program’s criteria are meant to preclude deals which will increase the prices paid by
government for goods and services. However, evidence suggests that contract prices for some
goods and services have increased (IAC 1989a, p. 66).

109



meeting both its civil and defence objectives’ (p. 93). The Committee concluded
its report by stating:

‘If, after nearly 20 years of operation, it cannot be conclusively demonstrated
that policy objectives are being achieved and outweigh all direct and hidden
program costs, then, it is suggested, serious consideration should be given to the
abolition of the offsets policy’ (p. 94).

Government purchasing policy

Commonwealth government purchasing involves expenditure estimated at around
$7 billion to $8 billion each year.? As a consequence, the potential of govemnment
purchasing policies to affect industry is significant. On 22 September 1989 the
Commonwealth Government announced changes to its purchasing policy aimed at
improving the cost-effectiveness of government purchasing and encouraging the
development of local industry.?

The new approach involves:

+ anew emphasis on value for money in govemment purchasing, rather than price
or acquisition costs;

» greater scope for government departments to settle purchasing methods within a
general principle of open and effective competition. While departments will have
to gazette public invitations of offers and contracts, the methods of approach to
the market will not be rigidly prescribed. Staged purchasing, pre-qualification
of suppliers and early notification of purchasing plans will be encouraged; and

 from 1 November 1989, abolition of the notional 20 per cent preference against
imports as applied by the Commonwealth to Australian 