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Abstract

This thesis examines whether economic rationalist policies, as implemented by
Labor, and as recommended by rationalists in the 1983 to 1996 period, are the key to
achieving national competitive advantage, restructuring and employment growth. It
is argued that, while the policies made some progress in this regard, more could
have been achieved through the use of strategic industry policies. The key weakness
of the rationalist policies advocated in the period is argued to be that they were
based on an uncritical faith in market forces - almost alone - to produce economic
prosperity.

National competitive advantage is crucially dependent on the capacity to innovate.
Markets fail to produce competence in a range of activities crucial to competing on
the basis of innovation, such as research and development (R&D), technology
diffusion, work organisation, management, education and training, finance and
export marketing. This thesis argues that strategic industry policies can foster
national excellence in such capabilities, and so bring improvements in national
competitive advantage, restructuring and employment growth, beyond that
achievable by markets alone.
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Introduction

The Key Focus

The period 1983 to 1996 was a decisive turning point in Australia's economic history.
It was a period in which the Labor Party placed unprecedented faith in the capacity
of free markets to deliver economic prosperity. This faith underpinned a range of
economic policies implemented in the period, such as tariff cuts, free market reform
of Australia's economic infrastructure, small government policies, deregulation of
the financial system, wage restraint and deregulation of the labour market.

In this period, economic rationalism came to be widely accepted as the key to
international competitiveness by most of the key decision making groups in
Australian society, including the media, the Opposition Coalition parties, business,
the financial markets, the economic bureaucracy and key government advisers.
Rationalism achieved a remarkable power in the period, such that anyone seeking to
influence social or economic policy had to argue within the rationalist paradigm.'
When a particular form of knowledge pivotal to determining economic and social
outcomes comes to be widely accepted as ‘..divine wisdom...’,” careful analysis
seems vital, especially given that globalisation has increased the speed at which
national economic performance can ascend or decline.’ If Australia has attached itself
to a flawed economic paradigm, the decline in living standards and employment
opportunities will be swift.

This thesis examines whether economic rationalist policies, as implemented by
Labor, and as recommended by rationalists in the period 1983 to 1996, are the key to
achieving national competitive advantage, restructuring and employment growth.
The policies of the Industry Commission (IC) are given prominence in the
discussion, as they are key advisors to the Federal Government on industry policy,
and their recommendations enjoy currency among the economic elite. IC
recommendations reflect ‘textbook’ rationalism, with free market solutions
invariably recommended.’ Referring to IC views on key industry policies facilitates
analysis of hardline rationalist policies recommended by the IC, but not
implemented by Labor.

Of course, Labor was not always purely rationalist, and its implementation of some
active industry policies - such as the 150 per cent R&D tax concession - illustrated
how well-designed industry programs can advance economic performance beyond
that achievable by markets alone. However, rationalism was the key thrust of

Kenneth Davidson, ‘Defrocking the priests” in Donald Horne (ed.), The Trouble With Economic Rationalism,
Scribe Publications, Newham, Victoria, 1992, pp.58-62 at p.58.

Donald Horne, ‘It's time for a think” in Donald Horne (ed.), op. cit., pp.2-12 at p.6.

Abe David & Ted Wheelwright, The Third Wave: Australian and Asian Capitalism, Left Book Club Co-
operative, Newtown, New South Wales, 1989, p.154,155,162,163; and Stephen S. Cohen & John Zysman,
Manufacturing Matters: The Myth of the Post-Industrial Economy, Basic Books Inc., New York, USA, 1987, p.xiii.

Peter Ewer, Winton Higgins & Annette Stevens, Unions and the Future of Australian Manufacturing, Allen and
Unwin, Sydney, 1987, p.126. John Warhurst & Jenny Stewart, ch.7 "Manufacturing industry policies” in Brian
W. Head & Allan Patience (eds), From Fraser to Hawke: Australian Public Policy in the 1980s, Longman
Cheshire, Melbourne, 1989, pp.159-176 at p.161.
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Labor's economic policies, which justifies using this period to analyse the utility of
economic rationalism.

It should be noted from the outset that this thesis is centrally concerned with policy
in the abstract. It critiques the economic rationalist policies implemented or
recommended in the period and offers alternative economic policy directions. It does
not seek to engage the literature on how the ideas of the Chicago School came to
dominate the thinking of the economic bureaucracy, as discussed in books such as
Michael Pusey’s Economic Rationalism in Canberra.’ Nor does it seek to deal with the
political process of establishing an economic agenda and having it maintained by
political parties and the bureaucracy.

Key Concepts

Before discussing the arguments and structure of the thesis, the key concepts
examined - namely ‘economic rationalism’, ‘industry policy’ and ‘restructuring’ -
need to be defined and discussed. This is important because these terms do not have
universally accepted meanings.

For some, ‘economic rationalism’ is synonymous with ‘neo-classical economics’.® The
primary focus of this thesis is not on progressive neoclassical economics, which has
long endorsed at least a minimal role for government to correct areas of market
failure.”

The key focus of this thesis is on ‘economic rationalism’ as discussed and
implemented by policy elites in the period 1983 to 1996. Modern Australian
rationalism is dominated by the assumptions that a market allocation of resources
maximises efficiency and growth, and that industry policy invariably reduces
growth. As rationalists admit, they place substantial faith in the market - almost
alone - to enhance economic welfare.” Bob Hawke said in the Curtin Lecture of 1983
that: ‘Social Democrats have no reason to deny the capacity of markets to allocate
resources efficiently...”” Hawke's key adviser Ross Garnaut advocated ‘...extensive

Michael Pusey, Economic Rationalism in Canberra: A Nation Building State Changes its Mind, Cambridge
University Press, Cambridge, England, 1991.

David Clark, ‘Economic rationalism in Australia’, The Australian Financial Review, 20 September 1995, p.32,33
at p.32.

Stuart Rees, Gordon Rodley & Frank Stilwell (eds), Beyond the Market: Alternatives to Economic Rationalism,
Pluto Press, Leichhardt, New South Wales, 1993, p.9.

Rationalists who acknowledge this include: Jan R. Harper & Phillip J. Leslie, “The case of financial
deregulation: “Economic rationalism on trial”’ in Stephen King & Peter Lloyd (eds), Economic Rationalism:
Dead End or Way Forward?, Allen and Unwin, St Leonards, New South Wales, 1993, pp.84-107 at p.88; and R.
Lattimore, B. Martin, A. Madge & J]. Mills, Design Principles for Small Business Programs and Regulations,
Auslnfo, Canberra, 1998, p.48. Rationalist critics who view this as the key defining element of rationalism
include: Frank Stilwell, ch.2 ‘Economic rationalism: Sound foundations for policy?’ in Stuart Rees, Gordon
Rodley & Frank Stillwell (eds), op. cit, pp.27-37 at p.27; John Carroll, ‘Economic rationalism and its
consequences’ in John Carroll & Robert Manne (eds), Shutdown: The Failure of Economic Rationalism and How to
Rescue Australia, Text Publishing Company, Melbourne, 1992, pp.7-26 at p.7; and Michael Pusey, Reclaiming
the Middle Ground...from New Right Economic Rationalism - A Paper Presented at The University of Melbourne,
Monday/Tuesday, 15 & 16 February 1993 to a Conference on Economic Rationalism? Economic Policies for the 1990s,
Unpublished, 1993, p.9.

Paul Kelly, The End of Certainty: The Story of the 1980s, Allen and Unwin, St Leonards, New South Wales,
1992, p.94.
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use of markets in the allocation of resources...”” and influential rationalist Tony Cole
argued that: ‘A major role for government is to ensure that market signals get
through to individuals and firms.”" At their most extreme, rationalists automatically
assume that the costs of government intervention will outweigh its benefits.” Pusey
is only slightly overstating the position when he writes: “'Economic rationalism' is a
doctrine which says...that markets and money can always, at least in principle,
deliver better outcomes than states and bureaucracies.”” It is this key defining feature
of economic rationalism, namely its faith in free markets to deliver economic
prosperity, that is the key focus of this thesis.

‘Industry policy” also has no universally accepted meaning. For much of Australia’s
history, ‘industry policy’ was conceived as referring primarily to the free
trade/ protection debate. The Brigden Report of 1929, which was taken to legitimise
continuing protection, was a classic of the free trade/protection notion of industry
policy, as its central question concerned whether Australia would be more
prosperous under protectionist or free trade policies.” Even during the 1980s, a
significant proportion of Australia’s total assistance regime was made up of tariffs
and quantitative import restrictions.” Today, people advocating an active role for
government are still sometimes labelled “protectionists’, even where they explicitly
reject the use of tariffs and quotas as tools of industry development.

Others view ‘industry policy’ as referring to those policies that favour particular
sectors over others. In some instances, such authors state that while such ‘sectoral’
policies are ill advised, some active industry policies, such as R&D assistance, may
be appropriate, where such assistance is available to firms throughout the economy.
The key flaw in this conception is that all government policies favour certain sectors
more than others. For example, tertiary education and R&D policies will favour
knowledge intensive sectors more than others, even where they are made available
to all sectors.

This thesis takes ‘industry policy’ or ‘strategic industry policy’ to refer to all the ways
that government influences industry, from macroeconomic policy to regulation and
to more commonly accepted ‘industry policy” areas like R&D. This includes areas
like education, which have important social purposes, quite separate from advancing
the cause of industry. This broad definition of industry policy is important because

Ross Garnaut, ch.2 ‘Trade and industrial policy after the Uruguay Round’ in Michael Costa & Michael
Easson (eds), Australian Industry: What Policy?, Pluto Press in Association with the Lloyd Ross Forum of the
Labor Council of New South Wales, Leichhardt, New South Wales, 1991, pp.47-68 at p.62.

Tony Cole, ch.4 ‘Australia and the world trade environment: The difficult road to competitiveness: What is
the government's role?” in Michael Costa & Michael Easson (eds), op. cit., pp.97-106 at p.103.

For example, in Industry Commission, Impediments to Regional Industry Adjustment Draft Report: Volume 1:
Report, Industry Commission, Canberra, 1993, p.222, the IC argued that ’..policies such as tax
concessions...lead to a misallocation of resources among economic activities, thereby reducing national
income...’

Michael Pusey, Reclaiming the Middle Ground From New Right Economic Rationalism, op. cit., p.4.
J.B. Brigden, D.B. Copland, E.C. Dyason, L.F. Giblin & C.H. Wickens, Australian Tariff: An Economic Enquiry,
Melbourne University Press in association with MacMillan & Co. Ltd., Melbourne, 1929.

Robert Albon & Rod Falvey, ch.7 ‘Trade policy and microeconomic reform in Australian manufacturing’ in
Peter Forsyth (ed.), Microeconomic Reform in Australia, Allen and Unwin, St Leonards, New South Wales,
1992, pp.145-163 at p.151.
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coherent industry policies can be implemented only where the totality of the effect of
all government policies on industry are considered. Each component of government
policy can then be directed towards an overall strategy for industry, rather than each
being directed toward different ends. Indeed, it appears that narrower conceptions
of industry policy may have produced negative results. For example, the tariff
reduction policies of the 1991 Industry Statement served to exacerbate
unemployment in the short-to-medium term, at the same time as numerous other
policies, such as free market infrastructure reform and ‘boom-bust” macroeconomic
policies, were also reducing employment. In an economic context of domestic and
international recession, such policies appeared to exacerbate the economic hardship
experienced in the period.

The term ‘restructuring” also has no universally accepted meaning. The word is often
used loosely, to refer to economic reform generally. In this thesis, ‘restructuring’ is
taken to refer to the process of structural change, whereby resources move out of
firms and sectors in decline and into firms and sectors experiencing growth. Thus,
the term encompasses changes in the composition of output and exports, both in the
economy as a whole, as well as within industries and sectors.

Restructuring is a central consideration in this thesis because Australia's commodity
dependent industry and export structures have been a key cause of the nation’s
modest economic performance over the last three or four decades. World trade
growth has been relatively slow for mining and agriculture over this period, while
world trade in elaborately transformed manufactures (ETMs) and sophisticated
services has grown rapidly. Thus, increased national economic prosperity is, to a
significant extent, dependent on Australia’s capacity to restructure the economy such
that more exports come from those sectors experiencing high world trade growth.

Given the importance of restructuring to Australia’s economic future, the thesis
analyses the capacity of economic rationalism to restructure the Australian economy.
Rationalists make strong claims that free markets can produce efficient resource
allocation. If true, rationalist policies should result in changes to the composition of
Australia's trade and output such as to produce surging economic prosperity.'

Structure and Key Arguments
The structure and key arguments of this thesis are as follows:

In part one, Free Market Reforms, three key economic rationalist policies implemented
in the period are examined, namely tariff cuts (chapter one), free market reform of
Australia's economic infrastructure (chapter two), and small government policies
(chapter three). Chapter four then completes part one by examining the progress
made in the period in advancing international competitiveness, restructuring and
employment growth. The broad thrust of the argument is that rationalist policies did

Max Walsh, ch.2 ‘The demise of protectionism’ in Chris Jones, Chris James & Andrew Norton (eds), A
Defence of Economic Rationalism, Allen and Unwin, St Leonards, New South Wales, 1993, pp.13-29 at p.19
implies that having free trade and no industry policy will bring ‘...an optimum economic structure for
national productivity.’
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appear to bring some net economic benefits. However, these benefits were associated
with significant dislocation. Furthermore, the benefits appeared to be moderate or
minor. The policies did not make a significant net contribution to employment
growth, produced only moderate restructuring and did not bring a major surge in
national competitiveness. Rationalist policies appeared more effective in facilitating
the ‘release’ of resources from firms and sectors in decline, than in fostering the
development and growth of new firms and emerging sectors. Mass unemployment
remained at the end of the period. More needed to be done to foster the ‘growth
side’ of restructuring.

In part two, Economic Rationalism: The Key to National Competitive Advantage,
Restructuring and Employment Growth?, the thesis examines why economic
rationalism may have produced only modest results.

In chapter five, a critique is made of the overall rationalist approach to economic
policymaking in the period. It is argued that the key flaw in the rationalist economic
framework was the view that free markets - virtually alone - can bring sound
economic outcomes. In the Hawke-Keating years, rationalists rarely engaged in an
active exploration of how industry policies could increase growth over a market
allocation of resources, and tended to simply assume that industry policies would
reduce economic welfare. This approach fails to acknowledge that the private sector
growth has always been crucially dependent on government investment and
government support structures. The rationalist framework therefore has the capacity
to limit economic prosperity by failing to foster those capabilities crucial to national
economic development, but subject to market failure.

The major limitation of this rationalist ‘no industry policy” approach is that it fails to
foster an innovation-driven economy. This is a serious weakness because - as
chapter six argues - the capacity to innovate is the most important determinant of
employment growth, restructuring and national competitive advantage. The term
‘innovation’ denotes the creation of new or substantially changed products and
processes. It encompasses a vast array of innovative activities needed to create new
products and improve efficiency, such as R&D, work re-organisation and
marketing.” Innovation is the key to national competitive advantage because success
on world markets now depends on being able to consistently create new, high
quality, sophisticated products that meet rapidly changing consumer demands.
Innovation is central to restructuring and employment growth because it drives
domestic and export sales growth, the development of new firms and the growth of
emerging market segments.

The key argument made in the remainder of the thesis - chapters seven to 14 - is that
rationalism can not produce an innovation-driven economy. Markets fail in those
capabilities crucial to achieving an innovation-driven economy, such as R&D,
technology diffusion and export marketing, yet rationalism rules out strategic
interventions to build up excellence in such capabilities. Strategic industry policies
can foster excellence in these capabilities and so help to create an innovation-driven

Barraclough and Co., Enterprise Improvement Through Innovation: A Study for AusIndustry by Barraclough and
Co., Barraclough and Co., n.p., 1996, p.15,16.
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economy. In this way, strategic industry policies can bring superior outcomes for
employment growth, restructuring and national competitiveness than market-based
policies alone.

In chapter seven, the structure and the arguments in chapters eight to 14 are
outlined. The chapter commences by introducing the ‘innovation chain” concept. The
‘innovation chain’ refers to those capabilities that must be mastered if a nation's
tirms are to consistently achieve product and process innovation. Each main
capability is discussed in each of the remaining chapters as follows:

e research and development (chapter eight);
e technology diffusion (chapter nine);

e work organisation (chapter 10);

* management (chapter 11);

¢ education and training (chapter 12);

e finance (chapter 13); and

export marketing (chapter 14).

These capabilities can be viewed as forming an ‘innovation chain’ because a firm or a
nation will not be able to consistently achieve product and process innovation if it
can not achieve excellence in every capability in the innovation chain. For example,
the full commercial potential of an innovative idea may not be tapped if managers
can not effectively oversee R&D projects or export drives, or if workers can not
effectively apply technology or implement innovative work processes.

Chapters eight to 14 generally have four sections. In the first section, the importance
of the particular capability considered in the chapter to achieving innovation, and in
turn, competitive advantage, restructuring and employment growth, is examined.
The central thesis that strategic industry policies are vital to creating an innovation-
driven economy is developed and evidenced by sections two to four in each chapter.
In section two, it is argued that the capability in question is subject to market failure
and that Australia's weaknesses in the area are preventing the nation from
competing through innovation. In section three, it is argued that rationalist policies
have not and will not produce excellence in the capability. In spite of market failure,
rationalists advocate little or no active industry policy to improve Australia's poor
performance in the area. Finally, in section four, overviews of some of the
government policies and programs that could improve performance in the capability
are provided. These fourth sections, while not intended to be comprehensive, are
important to demonstrating that strategic industry policies can help to create
competitive advantage for firms and the nation through innovation.

A key theme in this thesis is that economic rationalists, in their certainty that markets
- virtually alone - can produce economic prosperity, have ‘choked off’ economic
debate in those areas crucial to establishing a competitive, high employment growth
economy. It is apparent that, in many areas, relatively unfettered markets produce
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reasonable outcomes (albeit backed by a range of support structures provided by
government, including the maintenance of a system of law and public
administration, health, education, economic infrastructure, and scientific and
technological expertise.) The most difficult and decisive question is: ‘In what areas
and how can government assist in improving economic performance?” While
rationalists focus rigorously on the weaknesses of industry policies and why they
should be eliminated or avoided, they rarely undertake an active, detailed and open-
minded exploration of how industry policies could improve national economic
welfare. The tendency for rationalists to simply assume that industry policy reduces
economic welfare is an approach to economics lacking in imagination, creativity and
intellectual rigour, particularly as large parts of the industrialised world engage in
active industry policies, many of which appear to advance economic prosperity. This
thesis seeks to make a contribution to re-opening Australia's economic debate.
Instead of a constant recitation of the ‘no industry policy” prescription, it is hoped
journalists, economists, bureaucrats, political parties and tertiary economics lecturers
could refocus attention on the critical “what policy” question.

Of course, policies focused on innovation are not all that government can do to foster
international competitiveness. Firms throughout the economy would benefit from a
range of other policies to foster a sound business climate, including: reform of the tax
system so that it fosters productive business investment; further tariff reform;
implementation of competition and privatisation, where appropriate, in Australia's
infrastructure sectors; prudent macroeconomic policy; regulation reform; and
policies to encourage national savings.

However, while other factors are important determinants of national
competitiveness, this thesis focuses on innovation because: it is the most important
factor in creating national competitive advantage; and, the failure of the rationalist
paradigm to foster the creation of an innovation-driven economy is the main factor
explaining its limited economic success.

Situating the Thesis

While the approach outlined in this thesis may have most in common with new
growth theory, the thesis does not seek to strongly align itself with any particular
theoretical perspective. Rather, the thesis has a strongly practical orientation. The
approach attempted in the thesis is to be guided by the empirical evidence in each
policy area, rather than recommend approaches pre-determined by rigid adherence
to one theoretical perspective. The result is that, in some areas, market-based policies
are advocated, while in others, strategic industry policies are viewed as important in
improving economic welfare. The primary focus of this thesis is on the application of
policy in practice, a matter that can be insufficiently addressed in discussion of
philosophy or economic theory.

The thesis seeks to find a niche less than fully explored within the Australian
critiques of economic rationalism implemented under Labor. The thesis analyses in
detail several key components of the economic rationalist policy agenda, critiques
the overall approach adopted by rationalism and outlines an alternative economic
policy agenda. While many of the books and articles of the period examined
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elements of the rationalist approach, few analysed its practical application in such a
range of areas, and, in particular, few attempted such a comprehensive critique of
the capacity of the rationalist paradigm to produce an innovation-driven economy.
Further, unlike many of the critiques of the period, this thesis has the advantage of
historical perspective.

Several of the critiques in the period touched on industry policy, but did not attempt
a sustained critique of rationalist economics. For example, The Trouble With Economic
Rationalism™ made some sound criticisms, but most were outside the topic of
competitive advantage and employment creation. Additionally, the chapters lacked
detail, averaging only eight pages in length. Similarly, Markets, Morals and
Manifestos” made a contribution, but only included one short chapter on industry
policy. Beyond the Market” was also a compilation of chapters by different authors on
disparate topics.

Two books with much in common with this thesis were Shutdown® and Australian
Industry: What Policy?,” which covered many of the key issues of industry policy and
provided both solid criticism and economic alternatives. However, again, these
books were a compilation of chapters from different authors on different topics, and
the latter included contributions in support of rationalist economics. As Jenny
Stewart wrote of the critiques of rationalism in the period, more could have been
done to analyse the weaknesses of rationalist policies and to provide a credible
alternative.”

Stewart's The Lie of the Level Playing Field” effectively analysed many of the
weaknesses of the rationalist approach and outlined alternatives for a modern
industry policy. There are, however, several differences in emphasis between
Stewart's book and this thesis, such as the detail provided in this thesis on free
market infrastructure reforms and small government policy, as well as significant
differences in emphasis on alternative policy prescriptions. Most particularly,
whereas Stewart outlines suitable industry policy approaches in a broad range of
areas, admittedly including policies to encourage innovation, this thesis focuses
more narrowly, but in significant depth, on those industry policies that could help to
create an innovation-driven economy.

Horne, Donald (ed.), The Trouble With Economic Rationalism, Scribe Publications, Newham, Victoria, 1992.

Peter Vintila, John Phillimore & Peter Newman (eds), Markets, Morals and Manifestos: Fightback! and the
Politics of Economic Rationalism in the 1990s, Institute for Science and Technology Policy, Murdoch University,
Murdoch, Western Australia, 1992,

Stuart Rees, Gordon Rodley & Frank Stilwell (eds), Beyond the Market: Alternatives to Economic Rationalism,
Pluto Press, Leichhardt, New South Wales, 1993.

John Carroll & Robert Manne (eds), Shutdown: The Failure of Economic Rationalism and How to Rescue Australia,
Text Publishing Company, Melbourne, 1992.

20
21

2 Michael Costa and Michael Easson (eds), Australian Industry: What Policy?, Pluto Press in Association with

the Lloyd Ross Forum of the Labor Council of New South Wales, Leichhardt, New South Wales, 1991,

Jenny Stewart, The Lie of the Level Playing Field: Industry Policy and Australia’s Future, Text Publishing,
Melbourne, 1994, p.4.

Jenny Stewart, The Lie of the Level Playing Field: Industry Policy and Australia’s Future, Text Publishing,
Melbourne, 1994.

23

24
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This thesis also differs from many of the social science critiques of rationalism, which
have focused primarily on the negative social effects of rationalist policies. This
thesis attacks rationalism on its ‘own turf, namely economics, the area which
sustains its influence on government policy. Rationalist policies are likely to be
continued until Australia's elites are convinced that they are not the key to
maximising economic performance.

This thesis also starts from the premise that writers who only ever critique are doing
a valuable task, but are ultimately leaving their task only half done. Fostering
economic and social change requires that one not only deconstructs and critiques,
but also constructs an alternative approach for progress. As Daly writes:

The task is to expose economic rationalism for what it is - an approach to economic policy
which has shaky theoretical foundations and demonstrably dangerous consequences - and

to counter it with positive alternative economic s‘frategies.25

Australian economic rationalists, such as Costa, Duffy and Warby, have argued that
their critics are unworthy, while they fail to provide alternative economic policies
that can improve economic welfare beyond a market allocation of resources.” While
this is untrue in terms of international literature,” it is true that more Australian
alternatives could have been forthcoming. In part two, a range of policies that could
contribute to Australia achieving national competitive advantage through
innovation are outlined.

®  Maurie Daly, ch.5 ‘No economy is an island’ in Stuart Rees, Gordon Rodley & Frank Stilwell (eds), op. cit.,

pp-72-90 at p.201.

Michael Costa & Mark Duffy, ch.12 ‘Labor and economic rationalism’ in Chris James, Chris Jones & Andrew
Norton (eds), op. cit., pp.121-131 at p.130; and Michael Warby, ch.13 ‘Scapegoating and moral panic: Political
reality and public policy versus anti-rationalism’ in Chris James, Chris Jones & Andrew Norton (eds), op.
cit,, pp.132-142 at p.141.

For example, see Michael E. Porter, The Competitive Advantage of Nations, The Free Press, New York, USA,
1990.

26

27
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Part One: Free Market Reforms

Rationalists generally assume that if resources are allocated by the market, they are
allocated with optimum efficiency, leading to maximum economic and employment
growth. In part one, three of the key rationalist policies implemented in the period
are examined, namely tariff cuts (chapter one), free market infrastructure reform
(chapter two) and small government policies (chapter three). Of course, rationalist
policies were also implemented in other areas, most notably in deregulating the
financial sector, reducing wage levels and commencing the deregulation of the
labour market. Chapter four concludes part one by examining the progress made by
rationalist policies in restructuring the economy, propelling employment growth and
advancing national competitiveness. The argument advanced at its broadest is that
rationalist policies did bring net benefits in this regard, but the benefits were only
moderate, and were associated with considerable structural dislocation.
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Chapter One: Tariff Reform

Introduction

This thesis examines whether rationalist free market policies are effective in
generating employment, restructuring the economy and creating national
competitive advantage. This chapter tests the utility of free market policies as
applied in the 1988-1996 tariff program.

The belief in free markets underpins the rationalist enthusiasm for free trade.
Rationalists repeatedly claim that tariff cuts will reduce the allocation of resources
going to the least efficient industries, and increase the allocation of resources going
to the most efficient industries, thereby improving Australia's industry and export
structure, and producing an increase in gross domestic product (GDP) and
employment.”® The assumption underlying this “principle’ is that any government
policy that alters resource allocation leads to an allocation of resources which
encourages inefficient industries and therefore sub-optimal economic and
employment growth. This assertion collapses to the extremely simple maxim: ‘Let
resources be allocated by the market in order to attain optimal efficiency and
therefore optimal economic and employment growth.” “Efficient’ is directly and
automatically equated with ‘allocation of resources by the market’, amazingly,
without adequate empirical substantiation.

In line with this simple logic, numerous rationalists, such as Ross Garnaut,
advocated the removal of all protection.” Some rationalists argued the point with
much certainty, as typified by Anderson's belief in ‘...the logical conclusion of zero
tariffs...”** Similarly, Gregory and Pincus wrote: “The imposition of the tariff reduces
welfare. It imposes a production and consumption cost on the community.”*!

The May 1988 Economic Statement planned to reduce average effective assistance
from 19 to 13 per cent between May 1988 and the mid-1990s.** The March 1991
Statement involved reducing the general level of manufacturing assistance from 10
and 15 per cent in 1992 to 5 per cent by 1996. The average effective rate for

28 Industry Commission, Annual Report 1990-91, Australian Government Publishing Service, Canberra, 1991,

p-227,228; Industry Assistance Commission, ‘The commission procedures: A paper prepared for the
committee to advise on policies for manufacturing’ in Committee to Advise on Policies for Manufacturing
Industry, Policies for Development of Manufacturing Industry: A Green Paper: Volume 3: Commissioned Studies,
Australian Government Publishing Service, Canberra, 1975, pp.64-67 at p.64; and Kym Anderson & Ross
Garnaut, Australian Protectionism: Extent, Causes and Effects, Allen and Unwin, Sydney, 1987, p.10.

*" Free trade by 2000 is recommended in Ross Garnaut, Australia and the Northeast Asian Ascendancy: Report to

the Prime Minister and the Minister for Foreign Affairs and Trade, Australian Government Publishing Service,
Canberra, 1989, p.222.

Kym Anderson, ‘International trade and Australian protectionism’ in Stephen King & Peter Lloyd (eds),
Economic Rationalism: Dead End or Way Forward?, Allen and Unwin, St Leonards, New South Wales, 1993,
pp.108-126 at p.121.

R.G. Gregory & ].J. Pincus, ch.6, ‘Industry assistance’ in L.R. Webb & R.H. Allan (eds), Industrial Economics:
Australian Studies, George Allen and Unwin, Sydney, 1982, p.113-162 at p.114.

Ross Garnaut, Australia and the Northeast Asian Ascendancy, op. cit., p.209.
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manufacturing sectors, bar textiles, clothing and footwear (TCF) and passenger
motor vehicles (PMV), would fall from 13 to 3 per cent between 1987-88 and 1996.™

These changes mark a historic shift in policy. From 1930 and 1980, Australia's
manufacturing was the second most protected in the industrialised world,”
protection had support from both major parties, the press, the Tariff Board and many
economists® and it was thought to promote high wages, economic and employment
growth, and industrialisation.”” Thus, Australia moved from being a highly
protectionist nation for 70 years - which left the average effective rate of assistance
for manufacturing at 35 per cent in 1972-73 - to virtually a free trade nation, with an
average effective rate of assistance for manufacturing at around 6 per cent by 1996.*

This chapter has three sections. The first section argues that Australia's tariff policy
was outdated and counterproductive by 1960, let alone by the 1980s. Reform was
therefore justified. The second section highlights the benefits of tariff reform, arguing
that it is appears to have reduced costs, improved the composition of trade and
increased the focus on workplace performance. The third section analyses the
limitations and weaknesses of tariff reform, arguing that tariff cuts, while useful,
may have produced only mild benefits in terms of restructuring, growth and
international competitiveness.

1. Long-term High Protection Policies Impeded Restructuring, Growth
and Competitiveness

As numerous authors have argued, Australia's protectionist policy was initially a
useful strategy. It assisted the nation to industrialise, grow, employ and diversity its
industry base.” While they debate the effect of tariffs on overall growth, even
rationalists like Anderson and Garnaut admit tariffs were central to the
industrialisation of Australia:

34 Industry Commission, Annual Report 1991-92, Australian Government Publishing Service, Canberra, 1992,

p.270.

= Kym Anderson & Ross Garnaut, op. cit., p-1,43-45.

% For analysis of this era, as well as the beginnings of the free trade resurgence among these groups, see: Leon

Glezer, Tariff Politics: Australian Policy Making: 1960-1980, Melbourne University Press, Carlton, Victoria,
1982; and John Warhurst, Jobs or Dogma? The Industries Assistance Commission and Australian Politics,

University of Queensland Press, St Lucia, Queensland, 1982.

o7 Kym Anderson & Ross Garnaut, op. cit., p.28.

e Industry Commission, Annual Report 1990-91, op. cit., p.2.

Greg Crough & Ted Wheelwright, Australia: A Client State, Penguin Books, Ringwood, Victoria, 1982, p.86;
Randall G. Stewart, ch.6 ‘Industry policy’ in Christine Jennett & Randal G. Stewart (eds), Hawke and
Australian Public Policy: Consensus and Restructuring, MacMillan, South Melbourne, Victoria, 1990, pp.105-136
at p.105; K. Sheridan & P. Chapman, ch.2 ‘Australia’s economic achievement - Comparisons with Japan’ in
Kyoko Sheridan (ed), op. cit., pp.5-26 at p.21,22; P. Chapman and K. Sheridan, ch.3 ‘Foreign capital and the
Australian economy’ in Kyoko Sheridan (ed.), op. cit., pp.27-50 at p.32,33; Paul Chapman, ch.3 ‘Australian
industry - Surely not “no policy”” in Michael Costa & Michael Easson (eds), Australian Industry: What Policy?,
Pluto Press in Association with the Lloyd Ross Forum of the Labor Council of New South Wales, Leichhardt,
New South Wales, 1991, pp.69-96 at p.73,77,78; Peter Ewer, Winton Higgins & Annette Stevens, Unions and
the Future of Australian Manufacturing, Allen and Unwin, Sydney, 1987, p.10; Michael Webber, ‘Garnaut: The
implications of Northeast Asia for Australian industry’, Australian Journal of International Affairs, vol.44, no.1,
April 1990, pp.39-45 at p.39-40; John Warhurst & Jenny Stewart, ch.7 ‘Manufacturing industry policies’, in
Brian W. Head & Allan Patience (eds), From Fraser to Hawke: Australian Public Policy in the 1980s, Longman
Cheshire, Melbourne, 1989, pp.159-176 at p.159.
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Australia's protection policy certainly achieved one of its objectives, which was to boost
manufacturing production and employment...[The industry's share of GDP was 10 per cent
in 1900]. Between then and 1970 value-added grew at least 50 per cent faster in
manufacturing than in the rest of the economy, and, at least up to the 1940s, employment
growth in manufacturing was almost double that in other sectors... Thus by the 1960s
manufacturing accounted for almost 30 per cent of Australia's GDP and employment... At
the turn of the century, manufacturing was only half as important to Australia as to other
high-income countries. However, by the 1960s Australia had virtually eliminated this
difference.*’

In a time before the global economy, tariffs provided a significant barrier to imports.
This encouraged foreign and local capital to invest in manufacturing to serve the
protected local market. Australia developed an industrial base that included iron,
steel, heavy engineering, shipbuilding, TCF, white goods and eventually, a car
industry.*' The need to diversify the economy had been made clear during the 1930s
depression, when Australia's vulnerability to world commodity prices resulted in a
particularly severe decline in GDP.* Tariffs facilitated a new area of expansion after
the pastoral and mining industries had become mature markets.*

Tariff protection appeared to increase growth and employment initially. The key
policy mistake was the failure to refocus the strategy after an industrial base had
been achieved. Australia's industrial strategy could have usefully focused on shifting
production to more elaborate, value-added products, and to capitalising on the
world boom in manufacturing exports that was to ensue in the four decades from
1960. Australia's long-term protection policy appeared to be detrimental to growth,
restructuring and international competitiveness when Labor took power. The
general thrust of Labor's tariff reduction strategy was therefore warranted.

Protection weakened economic performance in a number of ways.

Tariffs were administered in such a way as to prevent structural change. Tariffs were
granted to a sector according to the ‘made to measure’ rule, which involved granting
enough protection to enable the sector to maintain its market share, production and
employment levels.* When a sector found that imported products were threatening
jobs and growth in their sector, they would lobby the Federal Government, who
would send a reference to the Tariff Board to review the sectors' protection. Where
large amounts of employment and investment were in jeopardy, it was general
practice of the Tariff Board to grant an increase in tariffs, to a point that would allow
the industry to remain reasonably profitable.” Hence, the era has become known as
the ‘made-to-measure’ tariff era.

70 Kym Anderson & Ross Garnaut, op. cit., p.12.

Randal G. Stewart, op. cit., p.105.
Greg Crough & Ted Wheelwright, op. cit., p.88.
Peter Ewer, Winton Higgins & Annette Stevens, op. cit., p.10.

41
42
a3

** Committee to Advise on Policies for Manufacturing Industry, Policies for Development of Manufacturing

Industry: A Green Paper: Volume 1: Report to the Prime Minister by the Committee to Advise on Policies for

Manufacturing Industry, Australian Government Publishing Service, Canberra, 1975, p.29,30.

*> Leon Glezer, op. cit., p.33; and Kym Anderson & Ross Garnaut, op. cit., p.53,60.
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Structural change - where it involves constantly redistributing the nation's resources
to areas of competitive advantage and to areas experiencing strong growth in world
trade - helps to maximise growth and exports. Studies of numerous nations confirm
a relationship between structural change and economic growth.” ‘Made to measure’
tariff policy had the effect of holding resources within a particular structure, rather
than allowing them to flow to areas of greater competitiveness, and thereby lowered
growth. Where the economy is near full employment, as it generally was between
1945 and 1973, declining sectors need to be allowed to contract, so that competitive
sectors can access the resources needed to grow. By preventing the expansion of
competitive sectors, the tariff era may have contributed to the decline in Australia's
per capita income from fourth in the world in 1960 to 16th in 1987.

The ‘made to measure’ approach also had the effect of “picking losers’, as it provided
ever higher assistance to Australia's least competitive sectors, while more
competitive sectors received little or no assistance.* This is the very reverse of sound
industry policy, which aims to foster structural change by creating competitive
advantage in strategic, growth industries.

Most particularly, ‘made to measure’ tariff policies may have impeded restructuring
towards sectors achieving high world trade growth, particularly from approximately
1960 onward. Australia's tariff policies involved expending large amounts of scarce
resources ‘propping up’ increasingly less competitive sectors, particularly low value-
added sectors. This was just at the time when newly industrialising nations in Asia
were establishing competitive advantage in such areas, and the industrialised
nations were responding by restructuring their manufacturing sectors toward higher
value-added products. Australia's tariff policy ensured it missed out on much of the
great expansion in high value-added manufacturing exports in the period from
1960.%

Australia was the only industrialised nation not to increase its manufactured exports
to GDP ratio (from 13.5 per cent of GDP) in the three decades to the mid-1980s.
Largely as a consequence, Australia's exports to GDP ratio fell from 23.2 to 14.5 per
cent between 1949-50 and 1984-85, at the time when other nations greatly expanded
their exports, chiefly through expanding their manufactured exports to GDP ratio.*
Between 1960 and 1987, world trade grew 6 per cent per annum in real terms, but
Australia's failure to fully integrate its manufacturing industry in such growth meant
that its share of world trade fell from 1.7 to 1.1 per cent in the period.*

% Australian Industries Assistance Commission, Structural Change in Australia, Australian Government

Publishing Service, Canberra, 1977, p.7,14,15,30,31.

Report of the Committee for Review of Export Market Development Assistance, Australian Exports:
Derformance Obstacles and Issues of Assistance: Report of the Committee for Review of Export Market Development
Assistance, Australian Government Publishing Service, Canberra, 1989, p.8.

47

8 Jenny Stewart, The Lie of the Level Playing Field: Industry Policy and Australia’s Future, Text Publishing,

Melbourne, 1994, p.75.

* This is essentially the argument made by Peter Ewer, Winton Higgins & Annette Stevens, op. cit., at p.38,39.

% Winton Higgins, ch.7 ‘Missing the boat: Labor and industry in the eighties’ in Brian Galligan & Gwyneth

(eds), Business and Government Under Labor, Longmann Cheshire, Melbourne, 1991, pp.102-117 at p.105.
Report of the Committee for Review of Export Market Development Assistance, op. cit., p.8-10.
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By attracting numerous entrants into manufacturing sectors, “protection all round’
also produced a manufacturing industry made up of numerous fragmented, often
unrelated, small scale firms and sectors, each performing relatively poorly, with
none becoming world competitive.” For example, in the car sector, the application of
tariffs, import licensing and local content provisions resulted in 14 companies
producing numerous models in Australia, all of which were being produced in
numbers far beneath that needed to be internationally competitive.®® Throughout
manufacturing, such fragmented sectoral structures were commonplace. It was
inevitable that such underscale firms would eventually be swamped by more
competitive overseas producers.®

Protectionism also fails because it does not address the keys to achieving competitive
advantage in manufacturing, such as establishing excellence in R&D or export
marketing. In effect, protection involves hiding from competitive weaknesses, while
doing nothing to resolve them. Indeed, by shielding producers from international
competition, protection allows and encourages firms to become complacent. After
decades of protection, much of Australia’s manufacturing had uncompetitive
quality, design, productivity, management, work practices, R&D, marketing and
work organisation, as well as outdated technology and production techniques.” To
be effective, industry policies must be aimed at producing structural adjustment and
competitiveness. Unfortunately, long-term protection facilitated industrial
retardation.

Tariffs also hampered competitiveness by increasing input costs.” This occurred
because, firstly, manufacturers, in effect, had to pay for the tariff on imported inputs
to their production, and secondly, because shielding local manufacturers from
international competition brought poor performance and higher cost products.

These negative effects of tariffs constrained export growth. In particular, by raising
input costs, tariffs subjected nearly all manufacturing exports to negative effective
assistance prior to 1977.% Tariffs also constrained export growth in other ways. They
focused firms inward on the domestic market.®*® Tariffs also promoted a
manufacturing structure dominated by multinational firms producing for the

o2 Philip Yetton, Jeremy Davis & Peter Swan, Going International: Export Myths and Strategic Realities: Report to

the Australian Manufacturing Council, Australian Graduate School of Management Ltd, Kensington, New
South Wales, 1992, p.69.

%3 Peter Ewer, Winton Higgins & Annette Stevens, op. cit., p.12.

o Jenny Stewart, The Lie of the Level Playing Field, op. cit., p.76.

59 Pappas, Carter, Evans & Koop/Telesis, The Global Challenge: Australian Manufacturing in the 1990s: Final

Report of the Pappas, Carter, Evans and Koop/Telesis Study, Australian Manufacturing Council, Melbourne, 1990,
p.48; ACTU/TDC Mission to Western Europe, Australia Reconstructed: ACTU/TDC Mission to Western Europe:
A Report by the Mission Members to the ACTU and the TDC, Australian Government Publishing Service,
Canberra, 1987, p.90,91; and Report of the Committee for Review of Export Market Development Assistance,
op. cit., p.31; and Winton Higgins, op. cit., p.104.

Robert J. L. Hawke, Paul Keating, John Button & Department of Prime Minister and Cabinet, Building a
Competitive Australia: Statements by Prime Minister, Bob Hawke, Treasurer, Paul Keating and Industry Minisler,
John Button, Australian Government Publishing Service, Canberra, 1991, pp.1.1-1.23 at p.1.5.

56

o7 Kym Anderson & Ross Garnaut, op. cit., p.62.

Ralph Evans, ch.l ‘The Global Challenge report and the clash of paradigms’ in Michael Costa & Michael
Easson (eds), op. cit., pp.15-46 at p.36.

58
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domestic market only. Many Australian subsidiaries were prevented from
developing export markets by the policies of their foreign parents.”” The
discouragement of exports was a key weakness of protectionist policies because
competing on export markets against the world’s best spurs firms to improve their
performance.

While all tariff policies produce some negative (as well as some positive) outcomes,
Australian policy makers implemented protection policies poorly, thereby further
worsening economic outcomes.

A central tenet of any thoughtful industry policy is to seek to create an industry
structure capable of achieving exports, growth and international competitiveness.
State and Federal Governments took little or no interest in the pattern of industrial
development that emerged under tariffs.”” They sought to shift the development
focus from primary to secondary industry, but didn't seek to target sectors beyond
this. No attempt was made to consider inter-industry linkages, developments in
world demand for products, nor the relative competitiveness of various sectors.
Policymaking was ad hoc, amateur and sometimes contradictory. It was made
without reference to any overall strategy and without any vision of the industry
structure Australia needed to maximise growth, exports and international
competitiveness.®!

As the Crawford report noted, Australia's tariff structure by the 1970s was the result
of a series of historical accidents, not any overall planning. Many of the tariff rates
had simply remained in place from as far back as the rises imposed by the Scullin
Government in the 1930s depression.” On top of the structure applying during the
Scullin era, tariffs were raised for any sector that could demonstrate that imports
were threatening jobs in their sector. The resulting lack of coherence was further
worsened by the fact that the States ran their own industrial development programs
without any reference to each other. This reinforced the development of an
inefficient, fragmented and dispersed industrial structure.*

Further, Federal Governments never made protection conditional on manufacturers
improving their performance and export orientation.® This was a wasted
opportunity because, in return for tariff assistance, the Federal Government could
have required firms to improve their performance and build expertise in vital
competencies such as R&D and export marketing.

% ibid., p.22.

Leon Glezer, op. cit., p.26.

ACTU/TDC Mission to Western Europe, op. cit.,, p.89; and P. Chapman and K. Sheridan, ch.2 ‘Foreign
capital and the Australian economy’ in Kyoko Sheridan (ed.), op. cit., pp.27-50 at p.40.

John Crawford, Brian Inglis, R.J.L. Hawke & N.S. Currie, Study Group on Structural Adjustment: Report,
Australian Government Publishing Service, Canberra, 1979, p.10.21.

John Warhurst & Jenny Stewart, op. cit., p.160.

Greg Crough & Ted Wheelwright, op. cit., p.103; and Peter Ewer, Winton Higgins & Annette Stevens, op.
cit., p.17.

Metal Trades Unions, Policy for Industry Development and More Jobs, Metal Trades Unions, Melbourne, 1984,
p-54.
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Additionally, protectionism was combined with active encouragement of foreign
investment and little focus on developing indigenous firms. This approach resulted
in foreign multinationals owning much of the manufacturing industry, particularly
in tradeable and high technology areas. This had damaging long-term consequences.
In particular, it meant Australia did not develop competence in many of the
capabilities necessary for achieving competitive advantage on world markets.
Foreign multinationals tended to perform such functions in their home nation. For
example, little R&D took place in Australia. Firms simply imported technology. In
many cases, because the domestic market was protected, foreign firms made little
investment in up-to-date production equipment, training or quality assurance
programs. Foreign owned firms tended not to export, often because they had already
achieved large global sales through exports from their home nation or through
multidomestic structures. High foreign investment in high technology fields meant
mechanisms for financing startup and growing concerns were not developed. A
significant venture and development capital market has not emerged.”

In conclusion, these factors indicate that by 1960, let alone 1988, protectionist policies
were reducing Australia's capacity to grow, restructure and compete, and a tariff
reduction strategy was appropriate.

2. The Importance of Tariff Reform

Tariff cuts appear to have assisted restructuring. As noted above, ‘made to measure’
tariffs impeded the flow of resources from those sectors in structural decline, such as
labour intensive manufactures, to sectors with greater potential for growth, such as
ETMs. Tariff cuts can facilitate the release of resources from inefficient firms and
sectors for use in more competitive firms and sectors, thereby facilitating
restructuring and growth.”” Thus, tariff cuts are likely to bring a composition of
industry and exports more conducive to growth and employment than the structure
brought about by 60 years of protectionism.

Tariff cuts also narrow the difference between the levels of assistance available for
local production and for export production, thereby encouraging producers to
increasingly focus on exports, not just domestic sales.”

Tariff cuts may also reduce input costs. The IC estimated that, in 1989-90, the
consumer tax equivalent for the manufacturing sector - a broad measure of the
additional amount consumers of final goods pay as a result of assistance to domestic
manufacturers - was $7.6 billion.* Tariff cuts produce cheaper inputs where
importers pass on the lower tariff to consumers by lowering their prices. In turn,
domestic firms competing in such sectors may respond to this price competition by
increasing their efficiency and lowering their prices. These effects produces input

00 Jenny Stewart, The Lie of the Level Playing Field, op. cit., p.89-93.

57 Australian Industries Assistance Commission, op. cit., p.1,2,16,17; and Michael Porter, The Competitive

Advantage of Nations, The Free Press, New York, USA, 1990, p.5,6.
John Crawford, Brian Inglis, R.J.L. Hawke, N.S. Currie, op. cit., p.10.10.

Industry Commission, Annual Report 1990-91, op. cit., p.227.
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cost reductions for those Australian firms that use these goods to create their
products. This improved cost competitiveness can result in increased sales.”

Tariff cuts - in conjunction with the float of the Australian dollar and the removal of
exchange controls - have also exposed the economy to greater international
competition, thereby forcing many firms to become competitive in order to survive
against imports.”" In addition, increased import penetration, and subsequent loss of
market share for domestic producers, has forced firms to seek out export markets to
ensure their continued survival.”

These impacts of tariff cutting may have produced faster restructuring, and higher
economic, employment and export growth, than would have been achieved by a
continuation of protectionism.” In particular, tariff cuts may have facilitated some
restructuring of manufacturing toward higher value-added segments. While tariff
cuts are likely to have a negative effect on overall manufacturing output, the greatest
output falls are concentrated in inefficient firms. Tariff cuts may have led to greater
specialisation in production in which Australia can be internationally competitive
and export-oriented.” This is why both the Hughes Report™ and Ross Garnaut,” as
well as various rationalist models,”” indicate that tariff reductions will reduce
Australia's commodity reliance and increase manufacturing exports. Importantly,
these arguments are consistent with - while not proven by - Australia's economic
history. From 1988 onward, Australia achieved a useful increase in its exports to
GDP ratio, after 3 to 4 decades of tariff protection had coincided with no growth in
the exports to GDP ratio. In particular, ETM exports have achieved rapid growth.
(These trends are analysed in chapter four).

3. Weaknesses and Limitations of Rationalist Tariff Reform

The Limitations of Tariff Reform

The key limitation of tariff cutting is that it has only a moderate or minor impact on
Australia's capacity to compete, restructure and create employment. These goals are
dependent primarily on being able to create innovative, sophisticated, high quality
products. Such product innovation is dependant on achieving excellence in a range

" This is strongly stressed in free trade theory, as described in R.G. Gregory & J.]. Pincus, op. cit., pp.113-162,

at p.116,117.

a Industry Commission, Annual Report 1990-91, op. cit., p.5.

& McKinsey and Company & the Australian Manufacturing Council Secretariat, Emerging Exporters: Australia's

High Value-Added Manufacturing Exporters: Final Report of the Study by McKinsey & Company and the Australian
Manufacturing Council Secretariat to the Australian Manufacturing Council, Australian Manufacturing Council,
Melbourne, 1993, p.37.

G Philip Yetton, Jeremy Davis & Peter Swan, op. cit., p.51.

"™ White Paper on Manufacturing Industry, Australian Government Publishing Service, Canberra, 1977, p.17,22;

John Crawford, Brian Inglis, R.J.L. Hawke & N.S. Currie, op. cit., p.10.1; Philip Yetton, Jeremy Davis & Peter
Swan, op. cit., p.48,64,69.

7 Report of the Committee for Review of Export Market Development Assistance, op. cit., p.30.

Ross Garnaut, ch.2 ‘Trade and industry policy after the Uruguay Round’ in Michael Costa & Michael Easson
(eds), op. cit., pp.47-68 at p.67,68.

Philip Yetton, Jeremy Davis & Peter Swan, op. cit., p.53,55.
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of capabilities such as R&D, an indigenous capacity to create and deploy advanced
technology, education and training, finance, marketing and exporting. Because tariff
cutting produces little or no impact on these capabilities, it makes only a modest
contribution to restructuring and national competitiveness.”

Free traders have long admitted that tariffs have little effect on the overall level of
employment.” For example, ORANI model estimates, published in the IC’s 1988-89
Annual Report, found that tariff reform would increase employment by a mere 0.1
per cent.” Tariff cuts also have a minimal impact on economic growth. The ORANI
model estimated that the 1991 tariff program would only increase GDP by $1.5
billion in 1988-89 prices.*'

Furthermore, while tariff cuts appear to produce a mild net stimulus to
restructuring, particularly by inducing greater specialisation in those areas in
manufacturing in which we can be most competitive, some of their effects are not
optimal. Tariff cuts are likely to have been of most benefit to agriculture and mining
because they reduced the costs of manufacturing inputs and substantially reduced
the intersectoral structure of assistance that had long favoured manufactures over
mining and agriculture. In the mid 1970s, the average effective rate of assistance for
the manufacturing industry was approximately 27 per cent. In comparison, the
average effective rate of assistance to agriculture was approximately five per cent,*
while the effective rate of assistance for mining had long been negative.* Thus, free
trade policies encourage resources to flow from the manufacturing to the commodity
industries overall.** Services also benefit little because, while some may benefit from
lower manufacturing input prices, much of the sector is not exposed to international

" This view is put in Pappas, Carter, Evans & Koop/Telesis, op. cit., p.51; Jane Marceau, ch.12 ‘Industry

policy’ in Peter Vintila, John Phillimore & Peter Newman, (eds), Markets, Morals and Manifestos: Fightback! and
the Politics of Economic Rationalism in the 1990s, Institute for Science and Technology Policy, Murdoch
University, Murdoch, Western Australia, 1992, pp.139-148 at p.139; and Humphrey McQueen, ‘Tariffs are no
panacea’, The Weekend Australian, 13-14 June 1992, p.24. Jenny Stewart, The Lie of the Level Playing Field, op.
cit., p.271 wrote: ‘Both traditional (protection-based) industry policy and subsequent efforts to move away
from protection were not well designed to effect the two principal objectives: restructuring industries which
had lost their competitiveness, and optimising the opportunities for new businesses to get started and grow.’

 RG. Gregory & ].J. Pincus, op. cit., p.142.

80 Industry Commission, Annual Report 1989-90, Australian Government Publishing Service, Canberra, 1990,

p.33. Similarly, Philip Yetton, Jeremy Davis & Peter Swan, op. cit., p.55 details results using the ORANI-
MINE model, which predicted that assistance reductions would only increase real GDP by 0.6 per cent and

employment by 0.3 per cent.

81 Industry Commission, Annual Report 1990-91, Australian Government Publishing Service, Canberra, 1991,

p-69.

James Scholfield Balderstone & the Department of Primary Industry, Agricultural Policy: Issues and Options for
the 1980s: Working Group Report to the Minister for Primary Industry, Australian Government Publishing
Service, Canberra, 1982, p.37,38.

Michael Taylor, The Regional Impact of Changing Levels of Protection in Australian Industries, Office of Local
Government, n.p., 1992, p.3.
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competition.*® Furthermore, services tied to manufacturing may be adversely
affected as manufacturing output declines.*

The fact that tariff cuts may primarily benefit commodities, while useful, is not ideal,
because such industries are in long run decline and Australia's over-reliance on such
industries has underscored our declining economic performance in recent decades.
Meanwhile, tariff cuts may produce only mild benefits and some detriment for
manufacturing and services, which are the fastest growing areas of world trade and
the key to future employment growth.

Further, while tariff cuts may have made a contribution to the strong export growth
achieved in the period, it seems likely that other factors, such as a lower dollar,
government schemes and the activities of firms, caused the majority of the growth.

Export assistance provided by government appears to have made a strong
contribution to facilitating the export growth achieved in the period. For example,
the LEK Partnership study found that more than 70 per cent of emerging service
exporters used at least one government assistance scheme and more than 9 out of 10
users of government schemes found them useful®” An LEK survey found the
following:

Use of Government Programs by Service Exporters

Export Support Program Aware of Aware, Helpful to

Program eligible & User

used program
Export Market Development Grants 73 98 96
Other Austrade Assistance 54 86 85
150% R&D Tax Concession 50 76 95
National Industry Extension Service 41 66 92
Australian International Development Assistance 36 65 92
Bureau

Income Tax Relief Facility 12 59 100
Grants for Industrial R&D 39 56 94
Export Access 27 45 86
EFIC - Credit Insurance 46 44 91
EFIC - Finance 28 28 93
Development Import Finance Facility 21 28 100
Investment Promotion Program 6 27 97
International Trade Enhancement Scheme 27 10 89
Australian Best Practice 11 10 100

Source: LEK Partnership, Intelligent Exports...and the Silent Revolution in Services, Australian Trade Commission,
Sydney, 1994, p.78.

5 Michael Deeley, ch.17 ‘Manufacturing in the 1990s’ in Michael Costa & Michael Easson (eds), op. cit., pp.333-

346 at p.334.

Steven S. Cohen & John Zysman, Manufacturing Matters: The Myth of the Post-Industrial Economy, Basic Books
Inc., New York, 1987, p.xiii,xiv,1-27. The IC ORANI simulation in Industry Commission, Annual Report 1988-
89, Australian Government Publishing Service, Canberra, 1990, p.33 found that tariff reform of
manufacturing and agriculture assistance would increase mining output by 11.5 per cent, agriculture by 1.3
per cent and services by 0.9 per cent, while manufacturing output would decline by 1.0 per cent.
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8 LEK Partnership, Intelligent Exports...and the Silent Revolution in Services, Australian Trade Commission,
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Perhaps more significantly, a significant proportion of the export growth achieved in
the period can be accounted for from exports fostered by government sectoral
schemes, such as: export facilitation in the PMV and TCF sectors; plans for the steel
and heavy engineering sectors; accelerated depreciation for ship building; assistance
for the medical and scientific equipment sectors; the partnership for development
program for the information technology sector; the factor F program for
pharmaceuticals; and the offsets program for the aerospace sector. The concentration
of export growth in these sectors indicates that government programs were
important in facilitating export growth.*® Exports fostered by such schemes are noted
in the table below.

Exports of Manufacturing Sectors Particularly Assisted by Government

Sector SITC 1995-96 Trend Growth
No. ($m) 91-92 to 95-96
Computers & office machines, parts etc 759 1,457.5 251
Aircraft and associated equipment 792 710.8 7.9
Telecommunications equipment, nes 764 686.6 19.8
Passenger motor cars 781 557.2 7.8
Other industry-specific machinery 728 458.5 24.9
Motor vehicle parts, etc 784 4431 8.2
Ships, boats and floating structures 793 433.9 6.9
Iron/steel, primary and semi-finished 672 419.7 13.2
Computers 752 4111 19.6
Flat-rolled iron/steel, not coated 673 403.1 14.9
Flat-rolled iron/steel, coated 674 391.4 1.8
Civil engineering equipment 723 300.2 16.6
Medicinal and pharmaceutical products 541 223.8 8.4
Iron and steel bars, rods etc. 676 190.0 7.8
Medical instruments and appliances 872 179.7 20.4

Source: Department of Foreign Affairs and Trade, Composition of Trade Australia 1995-96, Department of Foreign
Affairs and Trade, Canberra, 1996, p.24,25.

Many service exports were also encouraged by government assistance. Tourism,
strongly supported by government, accounts for 60 per cent of service exports, while
education, which is run primarily by government, contributes more than 10 per cent
of service exports.*™

Tariff cuts also failed to resolve a fundamental problem of Australia's manufacturing
industry, namely its lack of large, indigenous, strategic exporting firms. Stewart
argued that many firms were unable to export because their loss of market share to
imports left insufficient demand to allow firms to reap economies of scale and gain
the sales revenue necessary for launching an export drive. Among those firms that
have produced exports, the vast majority have only achieved small scale export sales
in niche markets.”

#  Michael Easson ‘Sunbeams, cucumbers and industry policy’ in Michael Costa & Michael Easson (eds), op.

cit., pp.123-150 at p.129-131.
LEK Partnership, op. cit., 15.
Jenny Stewart, The Lie of the Level Playing Field, op. cit., p.76.
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Finally, tariff cuts appear to have, at best, no net effect on the trade balance, and at
worst, a mild negative effect. Tariff cuts foster a larger tradeable sector. It is certainly
welfare enhancing to import products that Australia is ill suited to producing, while
exporting products we are well suited to producing. However, a key aim of
Australia’s restructuring strategy must also be to increase net exports, so as to wind
back the current account constraint on growth. Tariff cuts may increase the trade
deficit, at least for the medium-term, as imports rise quickly as tariffs are cut, but the
free market restructuring process taking longer to bring export growth. The ORANI-
MINE model estimates that, even in the long run, tariff cuts increase the trade deficit
by 0.2 per cent.”

The limited benefits produced by tariff cuts do not demonstrate that tariff cutting
should not occur. They do, however. show that they should only form one
component of a much broader industry policy agenda. Unfortunately, as will be
argued and evidenced in remaining chapters, it appears the whole rationalist policy
agenda has only a mild impact in fostering restructuring, employment growth and
national competitiveness.

The Benefits of Tariff Reform: Less than Rationalists Predicted?

There are a number of reasons to suspect that the benefits of tariff reductions may be
less than rationalists predict.

Tariff theory suggests that the full extent of the tariff cut will be passed on in
reduced prices because it is based on a perfectly competitive market structure, in
which there is no market power to vary price without losing revenue. ORANI
assumes output prices are determined in accordance with a competitive market
paradigm.” Thus, if the full extent of the reduced tariff on imports is not passed on
in lower prices, improvements in restructuring and output will be lower than
rationalists predict. This indeed seems to be the case for several reasons.

In most markets, products are not homogenous and competition is not based solely
on price. For ETMs and highly sophisticated services, competitive advantage is
determined primarily by non-price factors such as quality and innovation. In such
markets, prices are determined by what a sufficient number of customers are
prepared to pay, not on what the product cost to produce. Indeed, where firms
establish a clear competitive advantage over rivals based on such factors, they can
charge premium prices. For these products, lowering tariffs will not reduce prices
because retailers who charge a lower or higher price will experience a fall in
revenue.”

An example of how prices have adjusted in innovation-driven sectors is provided by
car sector. The IC noted in their 1990 Car Report that, since the commencement of the

ot Philip Yetton, Jeremy Davis & Peter Swan, op. cit., p.55.

” Industry Commission, The Automotive Industry: Report No.5, Australian Government Publishing Service,

Canberra, 1990, p.79,81,146,223-227.

John M. Legge, A Submission to the Senate Enquiry into the Efficacy of Tariff Protection, Unpublished, 1992,
p.10,11.
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1984 program, the average price of passenger vehicles increased by more than 14 per
cent in real terms.’* Holden noted that, between December 1985 and December 1989,
despite major tariff cuts, locally produced car prices increased, on average, by 10.2
per cent in real terms, while imported car prices increased, on average, by 16.6 per
cent in real terms.”

Import prices may also not fall where tariff cuts result in the elimination of local
production. In such instances, multinationals in an oligopolistic market could have
the market power to charge prices above the competitive market rate.” The presence
of local competition can ensure greater price competition than would occur if
importers had the market to themselves.” In a submission to the IC Inquiry on PMV
tariffs, the Motor Traders Association cited statistics demonstrating that, in product
segments where there were local manufacturers, prices tend to be close to the
average world market price, whereas in product segments without local production,
a major price increase is levied.”® This effect could occur in some sectors, although in
general, it appears likely that global competition would produce sufficient
competition, at least after a period of time, to create significant downward pressure
on prices.

Prices may also not fall by the amount predicted for a range of other reasons. Some
consumers may not shift their demand to lower priced imports because they may
have loyalty to the Australian product, they might fail to detect any price change, or
there may be supply constraints on the imported product. Further, domestic
manufacturers can only reduce prices in response to greater import price
competition to the extent they control their own costs. For many manufacturers,
most of their costs are beyond their control, being determined by factors such as
taxes and the price of production inputs.”” Finally, taxes formerly paid by foreign
companies through tariff payments will need to be made up through increased taxes
elsewhere as tariffs are reduced, thereby placing upward pressure on prices. The
1991 Statement noted that by 1993-94, tariff cuts would reduce government revenue
by $579 million."”

Thus, to the extent that these effects prevent the full amount of the reduced tariff to
be passed on in lower prices, rationalists have overestimated the amount of
restructuring and output increase achieved through tariff cuts. In particular, the
restructuring induced by changes in price signals achieved through tariff reform
may be minimal. The mild price effects induced by tariff cuts act in an environment

ot Industry Commission, The Automotive Industry, op. cit., p.28.
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in which a large number of other factors are causing the prices of a range of goods to
increase or decrease in varying degrees. For example, relative prices are constantly
being influenced by government policies, the relative price competitiveness of
various industries, fluctuations in exchange rates and technological change. This
means that the price signals caused by tariff cuts may be largely subsumed by other
price effects, meaning tariff cuts may have only a weak effect in promoting
restructuring.

Rationalists assume that resources ‘released” from tariff dependent sectors will be
redeployed in more efficient sectors, leading to rising economic welfare. While this
may often happen - at least after a period of dislocation and adjustment - there are a
number of instances in which this free trade resource allocation mechanism might
break down.

Capital from one firm, for example a clothing plant, may not be reallocated within
another sector of the Australian economy, but instead be allocated in the same sector
in the same business overseas. This is occurring in two key ways. Firstly, Australian
owned firms are closing down local production that formerly served the local market
and provided exports to foreign markets. Instead, production is being relocated
offshore and then imported back to Australia and/or distributed in foreign nations.
The NSW Chamber of Manufactures March 1993 survey found that approximately 5
to 15 per cent of manufacturers had moved offshore or were considering moving
offshore, with 12.6 per cent of these because of tariff cuts. In highly tariff dependent
sectors, the movement offshore was more considerable. For example, in the clothing
and footwear sector, the percentage of firms operating offshore increased from 13 to
21 per cent between 1991 and 1993, while a further 17 per cent were considering
moving offshore at that time.''

A second manifestation of this process is that foreign owned multinationals are
moving production from Australia to other subsidiaries overseas, a fact especially
concerning given the high proportion of foreign multinational corporations in
Australia’s manufacturing industry.'”” Such firms have large domestic investments in
marketing, brand names and distribution, as well as manufacturing, and therefore
don't redeploy released resources into other sectors within Australia, but
manufacture overseas and then import the product back to the domestic market. For
example, when Nissan closed their car plant in Australia in response to falling tariffs,
the capital was not re-invested in a more efficient sector in Australia. Of course, the
capital was re-invested in another Nissan car plant overseas.

Interestingly, the IC's ORANI model takes no account of such displacement because
it has no sector for overseas capital! All resources released are unrealistically
assumed to be redeployed in sectors regarded as the most efficient, such as mining

101 giate Bank of New South Wales & Chamber of Manufactures of New South Wales, Survey of Manufacturing
Conditions and Future Prospects in N.S.W.: March Quarter 1993, State Bank of New South Wales & Chamber of
Manufactures of New South Wales, Sydney, 1993, p.19-22.

192 gouth Australian Manufacturing Advisory Council, South Australian Industry in the 1990s: A Proposal for
Action: Submission to the Commonwealth Government, Unpublished, 1992, p.15.

193 Paul Chapman, ch.3 “Australian industry - Surely not “no policy”’ in Michael Costa & Michael Easson (eds),
op. cit., pp.69-96 at p.73.
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and tourism.'” Hence, ORANI may overestimate the economic benefits likely to

ensue from the tariff cuts.

However, it should be noted that in many such instances, it is low value-added, cost
sensitive production that is being moved offshore to lower cost locations. This is
often a positive development for Australia, despite the transitional unemployment it
creates, because it is the only way some Australian firms can survive. It at least
enables profits to be repatriated to Australia, while the people displaced can
hopefully be redeployed in sectors in which Australia can be competitive.

The free trade resource allocation mechanism can also break down for other reasons.
Tariff cuts can result in resources being left idle, where they make production no
longer viable and the resources have no application elsewhere in the economy. This
can occur where capital and/or labour is specific to an enterprise, industry and/ or
region. As Tony Cole, at the time IC Chairman, explained, a plant designed
specifically for the motor vehicle industry may not have suitable alternative uses. In
such instances, the plant may simply be abandoned, rather than utilised for
alternative production.'” Such output and employment losses are not considered by
the ORANI model, which assumes all resources ‘released’ by tariff cuts are
redeployed elsewhere in the economy.

Rationalists may have also overestimated the benefits of tariff cuts because the
international ‘playing field” is not level. Rationalists, such as Garnaut and the IC,
advocate completing the transition to free trade, regardless of the trade and industry
policies of nations overseas.'® Past government reports and numerous academics,
industry representatives, journalists and unionists have criticised the unilateral
lowering of tariffs in an environment where other nations have substantial tariffs
and other industry incentives to attract investment.” The inevitable outcome is
argued to be a loss of investment, growth and employment to other nations, as well
as an increasing deficit on the current account.

In a global economy, removing so called ‘distortions’ in Australia may not bring
optimal resource allocation. To the extent the economy is global rather than national,

1% Bin Weekes, ‘Import controls and the costs of free trade’ in John Carroll & Robert Manne (eds), Shutdouwn:
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‘distortions” will need to be removed world-wide if tariff cuts are to promote
Australia's most competitive industries. This is because - while tariff cuts in Australia
should, in theory, encourage the growth of our most efficient sectors - in practice, the
growth of such sectors may be constrained by tariffs and more effective forms of
assistance provided to such sectors in overseas nations. Such assistance can
encourage investors to produce in nations overseas, rather than in Australia.

This argument appears grounded in reality. Australia cut its protection in an
international environment of ‘new protectionism’, the emergence of major trading
blocs in Asia, North America and Europe, and latent trade wars.'”® While the General
Agreement on Tariffs and Trade (GATT) has cut tariffs, the incidence of non-tariff
measures (NTMs) doubled throughout the 1970's and 1980's and affects up to half of
world trade.'” This protectionism has impeded the growth and exports of many of
Australia's most competitive firms. A McKinsey survey found that 31 per cent of
tirms suffered restricted access to Asian markets due to tariffs and other measures.
Many found that once exports reached a certain level, it was made clear by Asian
Governments that further growth would require the establishment of local
production facilities. Local content provisions help enforce this policy.'® An LEK
Partnership survey found that 26 per cent of service exporters said trade barriers
were one of the major issues constraining the growth of their exports.'"

The broader industry policy regimes of governments can also play a role in
determining investment decisions by Australian and overseas firms. Block argued
that Australia lost many investment opportunities and jobs to Asia because of their
Governments more comprehensive industry policy regimes.'"* These regimes also
led to some Australian firms relocating their production offshore. The NSW
Chamber of Manufactures survey found that the assistance regimes provided by
overseas Governments were the key reason for moving offshore for 58.3 per cent of
those firms which moved offshore between 1991 and 1993.""

What should be the government response in this situation? Re-establishing a high
tariff regime would appear counter-productive for the reasons outlined above.
However, this debate does suggest that active industry policy of some kind may be
needed to achieve strong export growth and competitive advantage in an
international environment in which the most dominant high export firms around the
world have achieved their position with the aid of strong government backing.

The Weaknesses of Rationalist Tariff Reform

A key weakness of tariff reform is that it appears to produce significant structural
displacement, particularly where implemented in recession. As the tax on imports is
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reduced, importers become more price competitive against Australian
manufacturers and increase their market share at the expense of Australian
producers. Some Australian producers contract, others are destroyed and others
decide to relocate their production offshore where wage, tax and regulation burdens
are lower. In all three cases, Australian jobs are lost.

While free trade advocates in the past had always admitted that tariff cuts did bring
dislocation (but that resources would be deployed in more efficient firms, producing
rising economic welfare), numerous rationalist writers in the period argued that
tariff cuts had little or no gross negative impact on employment, even during the
recession.'” A more credible, yet still questionable claim was made by the IC, which
argued that tariff cuts increased net employment, even during the recession.''® Then
IC Chairman Bill Scales even called for an acceleration of the tariff program during
the trough of the recession.'*

Economics textbooks, driven by a comparative static methodology, often do not
address the dynamic process of adjustment and its associated decline in jobs, firms
and plants.'”” Similarly, the projections of the IC's ORANI model refer only to the
long-term and ‘...do not, therefore, purport to encapsulate the costs of adjustment to
lower tariffs...’,'"® such as an initial loss of employment, output and government
revenue. These projections assume that resources displaced have been redeployed in
sectors which give the greatest return on investment, meaning protection cuts are
always shown to increase employment.'" Of course, the results of such models are
the simple outcome of the assumptions ‘keyed in" and provide no evidence or

reasoning that the benefits claimed to ensue will actually arise.’

114 . X ; . . X . .
Des Moore, ch.1 ‘Condemning the cure: The recession and economic rationalism” in Chris Jones, Chris James

& Andrew Norton (eds), A Defence of Economic Rationalism, Allen and Unwin, St Leonards, New South Wales,
1993, pp.3-12 at p.3,6; Max Walsh, ch.2 ‘The demise of protectionism’ in Chris Jones, Chris James & Andrew
Norton (eds), op. cit, pp.13-20 at p.15; Stephen Shepherd, ‘Manufacturing’, pp.88-92 in ch.8 ‘Economic
rationalism and Australian business’ in Chris James, Chris Jones and Andrew Norton (eds), op. cit., pp.78-92
at p.89; Ralph Evans, ‘Mining’ pp.79-83 in ch.8 ‘Economic rationalism and Australian business’ in Chris
Jones, Chris James & Andrew Norton (eds), op. cit., pp.78-92 at p.82,83; Ross Garnaut - Comments on
‘Export or die’ - Lateline - Aired on ABC-TV, 10.30-11.05pm, 21 April 1994; Richard Blandy, ‘Economic
rationalism and prosperity” in Stephen King & Peter Lloyd (eds), op. cit., pp.28-36 at p.29; Michael Warby,
ch.13 'Scapegoating and moral panic: Political reality and public policy versus anti-rationalism’ in Chris
Jones, Chris James & Andrew Norton (eds), op. cit., pp.132-142 at p.134; and Kym Anderson ’‘International
trade and Australian protectionism’, op. cit., p.108.

Industry Commission, Annual Report 1991-92, op. cit., p.3,4,83.
Tom Dusevic, 'Accelerate tariff cuts: Scales’, The Weekend Australian, 26-27 September 1992, p.4.
Philip Yetton, Jeremy Davis & Peter Swan, op. cit., p.70.

115
116
117

e Industry Commission, The Automotive Industry, op. cit., p.144.

Bill Weekes, op. cit., pp.172-183 at p.179.

For example, Industry Commission, The Automotive Industry, op. cit., p.144 notes that the ORANI model
assumes that any assistance reduces growth because ’...assistance to one industry will invariably impose
more than offsetting costs on other economic activities in the economy so that overall community welfare is
reduced. Similarly, Access Economics, The Origins of High Unemployment: A Report for the Office of EPAC by
Access Economics in Economic Planning Advisory Council, Origins of the 1990-91 Recession in Australia: Two
Papers Prepared for the Office of EPAC - Background Paper No.18, Australian Government Publishing Service,
Canberra, 1992, pp.51-68 at p.67 notes that the AEM model concluded free market reform had caused
negligible unemployment, yet as the study itself states: ‘Tariff reductions have only a marginal effect on
unemployment in the AEM model.’

119

120



28

While comprehensive analysis will not be attempted here, there is evidence that the
1988 to 1996 tariff program did bring significant structural dislocation. Before
commencing, it is acknowledged that the recession had many causes. Three main
causes appeared to be: a world recession; the boom and bust cycle brought on by
financial deregulation; and the fact that monetary policy was too loose for too long in
the mid-1980s and then excessively tight for too long at the end of the decade. It is
also acknowledged that it is not possible to accurately calculate the exact numbers of
people displaced due to tariff cuts because there are so many other factors affecting
employment in the economy, such as globalisation, technological change, changes in
competitiveness of other nations, and government policies. It appears particularly
likely that factors other than tariff cuts were responsible for the great bulk of the
dislocation suffered in the period. However, the evidence below, combined with
reasoning, suggests that the significant tariff cuts of the period may have brought
significant dislocation.

Tariff cuts appear to have had an adverse impact on employment in manufacturing.
The rate of dislocation has been the most rapid in the periods of fastest protection
cuts. The 25 per cent tariff cut in 1973 appeared to contribute to the dislocation
experienced in the period 1973-74 to 1975-76. Manufacturing employment fell from
1,338,400 in 1973-74 to 1,245,200 in 1974-75 and 1,200,400 in 1975-76."*' By June 1975,
manufacturing employment had fallen 146,000 below its trend level, which was 63
per cent of all the employment reduction below trend levels.” While this
employment contraction had many effects, including a wages boom, a world
recession, rising taxation and a sharp appreciation in the dollar, the magnitude of the
employment decline and its concentration in manufacturing suggests that the large
tariff cut may have caused some of the dislocation.

Manufacturing employment has suffered during the Labor Government’s tarift
reform program, which reduced the average effective rate of assistance to
manufacturing, bar TCF and PMV, from 13 to three per cent between 1987-88 to
1996."* Australian Bureau of Statistics (ABS) quarterly, seasonally adjusted figures
show that manufacturing employment peaked at 1,221,400 in May 1989, before
steadily declining to 1,082,000 in August 1991, then remaining low until a trough of
1,061,500 in August 1993. At November 1995, manufacturing employment remained
at 1,113,200 or more than 100,000 below the May 1989 peak. In that same period,
total employment increased by nearly 610,000.”** Such manufacturing employment
levels also compare to the 1,338,400 employed in manufacturing in 1973-74,*
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meaning that manufacturing employment has fallen by approximately 225,000 since
then, whilst the total labour force has almost doubled.'*

Two studies in the early 1990s, based on survey responses by manufacturing firms
themselves, concluded that structural, not cyclical, factors were responsible for the
great majority of employment lost in the period.”” Structural employment
dislocation in manufacturing is also evidenced by the very high rate of long-term
unemployed in manufacturing compared with the average industry. The percentage
of long-term unemployment among unemployed workers whose last full time job
was in manufacturing was 25.5 per cent in 1990, while the corresponding figures in
services was commonly a third of this figure."®

Much of the dislocation in the period was concentrated in tariff dependent
manufacturing sectors, particularly the TCF and PMV sectors. The table below shows
that in general, the greater the assistance reductions experienced by a sector, the
greater the employment dislocation. Between November 1989 and November 1993,
clothing and footwear lost a net 9,300 jobs and transport equipment lost 40,900. The
next three highest protected sectors lost a combined net total of 56,600 jobs. By
contrast, the remaining sectors, with moderate or low protection, suffered little or no
employment losses.
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Sectoral Dislocation by Level of Assistance Reduction

Sector Average EMPLOYMENT
Effective
Assistance
87-8 96 11/87 11/89 11/91 11/93 %
[a] [b] [bl/[a]
Clothing and Footwear 174 50 85,300 79,800 77,100 76,000 89%
Transport Equipment 46 12 113,700 130,200 102,600 89,300 69%

Miscellaneous Manuf's 26 6 77,700 92,800 79,100 75,600 81%

Other Machinery and Equipment 22 4 159,400 156,800 148,700 128,700 82%

Fabricated Metal Products 22 £3) 109,600 128,100 115,700 117,800 92%

Wood, Wood Products and 18 4 104,100 112,800 106,000 112,100 99%
Furniture

Paper, Paper Products, Printing, 15 2 135,200 125,500 110,600 122,700 98%
Publishing

Chemicals, Petroleum, Coal 12 4 60,600 59,400 55,600 60,200 101%
Products

Basic Metal Products 4 70,300 80,200 64,100 73,800 92%

Food, Beverages and Tobacco 2 190,700 185,200 179,600 183,400 99%
Textiles 22 32,800 32,100 29,200 33,700 105%
Non-metallic mineral products 4 1 46,500 51,900 53,200 48,600 94%

a ~N @

Source: Michael Taylor, The Regional Impact of Changing Levels of Protection in Australian Industries, Office of Local
Government, n.p., 1992, p.3; Australian Bureau of Statistics, Labour Force Australia November 1987, Cat. no. 6203.0,
p-33; Australian Bureau of Statistics, Labour Force Australia November 1989, Cat. no. 6203.0, p.27; Australian Bureau
of Statistics, Labour Force Australia November 1991, Cat. no. 6203.0, p.27; and Australian Bureau of Statistics, Labour
Force Australia November 1993, Cat. no. 6203.0, p.39. Note that the 11/93 figure for clothing and footwear is for
“knitting, clothing and footwear’.

Analysis to 1996 would have been useful to capture the employment impact over a
longer time period. Unfortunately, the Australia and New Zealand Industry
Classification system was changed in 1993, meaning that published figures for the
industry sectors above were no longer provided by the Australian Bureau of
Statistics. However, there is evidence that structural dislocation has persisted. For
example, quarterly employment figures show that textiles, clothing, footwear and
leather (TCFL) employment fell from a peak of 128,400 in August 1989 to 100,000 in
February 1991 and a low of 91,500 in February 1993. After a mild recovery, TCFL
employment was just 98,400 in November 1995."*°

Two factors should be borne in mind when assessing such dislocation. On the one
hand, Labor's sectoral plans cushioned the impact of the displacement, helping the
most affected sectors to restructure and become export-oriented. Rationalist reform
alone may have produced significantly more dislocation. On the other hand, it is
likely that much of the displacement was inevitable, particularly in the low value-
added part of the TCF sector, due to competition from low tax, low wage nations.™

That tariff cuts may have caused significant structural displacement is also
evidenced by the labour market performance of the States. At the commencement of
the 1988 tariff program, the industry profiles of Australian States could be divided
into two distinct categories. In South Australia, Victoria and Tasmania, a significant

129 Australian Bureau of Statistics, Labour Force Australia 1978-95, Cat. n0.6204.0, p-345-348.
139 Bill Weekes, op. cit., p.182.
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percentage of production is comprised of inward looking, tariff dependent
manufacturing. The percentage of manufactures in Gross State Product (GSP) at
factor cost in 1987-88 in Victoria, South Australia and Tasmania was 20.2 per cent,
18.3 per cent and 17.0 per cent respectively. By comparison, Queensland and
Western Australia had only 13.5 per cent and 11.2 per cent of their GSP at factor cost
in manufactures in 1987-88 respectively, and much of this was in sectors receiving
little tariff protection. The industry structure of New South Wales lies somewhere
between the ‘rust belt’ and ‘free trade’ categories. Its manufacturing industry, which
comprised 17 per cent of GDP at factor cost in 1987-88,"" is of significant size, but
only pockets of the industry are highly tariff dependent.

The table below shows that among the ‘rust belt’ States, significant dislocation
occurred in manufacturing employment during the period of tariff cuts and
recession, which drove total employment down considerably in those States. As
shown above, much of the dislocation was concentrated in the most tariff dependent
sectors. Total employment had still not made significant recovery near the end of
1995, compared with its pre-recession peak. By contrast, the ‘free trade” States
suffered only brief and minor dislocation, and achieved considerable employment
growth in the period.

Manufacturing and Total Employment by State (in thousands, original figures)

State 8/88 8/89 8/90 8/91 8/92 8/93 8/94 8/95
VIC 400.7 396.5 385.1 359.3 347.7 332.0 337.1 347.0
19305 20491 20713 19640 1,936.1 19125 1,9606 2,050.6

SA 103.6 117.4 109.3 102.0 98.6 91.7 110.4 100.4
617.9 650.6 651.7 626.5 622.5 630.3 642.1 657.3

TAS 28.4 29.6 31.3 283 26.8 22.6 23.1 21.9
188.7 195.4 197.6 193.9 193.3 188.8 190.7 1956.3

NSW 414.0 413.5 392.2 365.5 360.7 369.5 382.4 367.7
24944 25880 26131 25894 25728 25448 26344 27515

QLD 147.8 165.4 161.5 145.5 156.8 160.7 174.9 184.7
11993 12775 13144 12997 13362 1,3563.7 14337 1,5003

WA 85.5 86.4 90.8 72.3 78.1 76.8 82.1 85.9

712.3 739.5 743.6 732.9 733.0 761.8 793.7 826.2
AUSTRALIA 1,1871 1,2166 1,1770 1,0820 1,076.9 1,061.56 1,1195 1,1173
7,35634 7,7154 78081 76293 76176 7,621.0 7,8857 82177

Source: Australian Bureau of Statistics, Labour Force Australia 1978-95, Cat. n0.6204.0, p.345-348,383-388.

The following table shows employment among the States in seasonally adjusted
terms. The table shows that in each of the ‘rust belt’ States, the employment
contraction was deep, the recovery was slow, and employment was not significantly
greater than its pre-recession peak at February 1996. By contrast, in the “free trade’
States, the employment contraction was small and brief, and employment at
February 1996 was well above its pre-recession peak.

1 These figures are calculated from the data provided in Australian Bureau of Statistics, Australian National

Accounts: State Accounts 1995-96, Cat. n0.5220.0, p.29-40.
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Dislocation By State: Employment (in thousands, seasonally adjusted figures)

State 2/88  2/89 emp 2/90 2/91 emp  2/92 2/93 2/94  2/95  2/96

peak trough

VIC 19315 20163 21831 20946 20296 19150 19544 19150 1,9436 20352 20785
11/89 2/93

SA 6098 640.0 6599 651.3 6545 6239 6263 6354 6329 6555 6536
12/90 5192

TAS 189.3 1865 203.0 2002 1992 1885 1935 1898 1966 1950  203.9
11/90 5192

NSW 24999 25626 26582 26164 26270 25144 25%.7 25380 26189 27187 27912
12/90 4/93

QLD 11585 11,2509 1,3223 13142 12013 12902 13275 13498 14064 1491.2 15244
8/90 5/91

WA 6960 7386 7544 7506 7361 7225 7316 7406 7837 8161 8349
7/90 7/91

AUST 72841 76072 79089 78473 7,758.9 75969 76571 75969 78152 871588 83363
7190 2/93

Source: The figures for 1988 to 1995 are from Australian Bureau of Statistics, Labour Force Australia 1978-95, Cat.
no.6204.0, p.23,24,125,126,134,135,143,144,152,153,161,162,170,171. The figures for February 1996 are from
Australian Bureau of Statistics, Labour Force Australia February 1996, Cat. n0.6203.0, p.12,16-18.

In the following table, each of the cells contains three numbers, which are, from top
to bottom, the unemployment rate, the labour force participation rate and the
percentage of working age population employed. The table shows that, in each of the
‘rust belt’ States, the unemployment rate peaked well above the national average,
and, at that time, the States had a much smaller percentage of their working age
population employed than the national average. From then on, these States have
fared moderately or significantly worse than the national average by these measures
of labour market performance. Six years after the recession, these States were yet to
significantly recover from the employment shock. By contrast, the free trade States
fared better by these measures, except for Queensland's unemployment rate in the
late 1980s.
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Dislocation By State: Unemployment, Labour Force Participation Rate and
Percentage of Working Age Population Employed (seasonally adjusted figures)

State 2/88 2/89 U/Etrough 2/90 2/91 U/Epeak 2/92 2/93 2/94 2/95 2/96

VIC 6.0 57 45-63.2 5.1 85 128-626 111 116 118 9.3 9.1
62.2 636 12/89 64.7 64.2 8/93 631 619 626 634 639
55.8 57.9 58.7 59.6 557 498 520 503 508 541 548
SA 9.0 79 65-625 7.5 90 123-617 116 11.2 109 9.7 9.8
60.7 623 9/89 625 63.1 592 616 619 610 621 617
517 54.6 56.0 55.0 54.1 494 500 507 501 524 519
TAS 95 108 8.0-620 8.3 99 131-606 110 122 119 115 9.9
61.1 60.1 10/89 619 61.8 8/93 603 595 610 600 615
51.6 493 540 536 519 475 493 473 491 485 516
NSW 7.2 66 5.6-62.0 6.5 7.8 11.3-61.1 98 113 101 8.7 7.7
614 614 11/89 618 622 2/93 621 611 617 624 625
542 548 564 553 544 498 523 498 516 537 548
QLD 9.1 76 66-634 7.2 97 111-635 103 10.6 9.9 8.8 8.8
615 633 6/89 642 633 8/93 639 635 638 649 646
52.4 55.7 56.8 57.0 536 524 536 529 539 561 558
WA 7.7 58 55-65.2 7.0 98 114-647 110 9.8 8.9 8.1 7.9
645 656 4/89 659 654 192 649 639 659 66.7 667
56.8 59.8 59.7 589 556 53.3 539 541 &70 586 588
AUST 74 6.7 58-636 6.4 86 113-627 105 110 104 8.9 8.4
62.0 630 11/89 63.7 635 12/92 631 623 628 63.7 638
546 56.3 578 573 549 514 526 513 524 546 554

Source: The figures for 1988 to 1995 are from Australian Bureau of Statistics, Labour Force Australia 1978-95, Cat.
n0.6204.0, p.23,24,125,126,134,135,143,144,152,153,161,162,170,171. The figures for February 1996 are from
Australian Bureau of Statistics, Labour Force Australia February 1996, Cat. n0.6203.0, p.12,16-18. Notes: ‘Percentage
of Working Age Population Employed’ is determined by subtracting the unemployment rate from the labour
force participation rate. Western Australia's unemployment rate also troughed at 5.5 per cent in May 1989 and
November 1989 but with lower labour force participation rates than in April 1989. Australia's unemployment rate
also troughed at December 1989 but with a lower labour force participation rate.

In summary, the figures show that, primarily due to manufacturing dislocation
suffered in the early 1990s, the ‘rust belt’ States suffered significant short-term
dislocation. These States had not significantly recovered when the Keating
Government was defeated in 1996. While numerous factors contributed to the labour
market performance of these States in the period, a range of facts suggest that tariff
cuts made a solid contribution to the displacement they experienced. This evidence
includes that: tariff dependent sectors experienced the greatest dislocation;
manufacturing dislocation was prominent in the ‘rust-belt’ States; and the labour
market performances of all the ‘rust-belt’ States was significantly inferior to that
achieved by the ‘free trade’ States.

Numerous tariff dependent regions also suffered very large increases in
unemployment and had recovered little by 1996. Following are a few examples of
tariff related dislocation in a few regional areas in Victoria and New South Wales.
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Unemployment Trends in Regional Cities with a High Proportion of Tariff
Dependent Production

Region June Quarter

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996
NSW
Newcastle - Inner n/a n/a n/a 12.5 14.3 15.3 17.4 21.3 12.6 15.0
Newcastle - n/a n/a n/a 98 118 135 150 164 107 128

Remainder

Wollongong 12.0 79 105 104 89 145 147 150 9.5 8.9
Victoria
Geelong 72 114 7.7 6.0 104 128 141 135 126 122
Geelong West 7.7 12.4 8.5 7.3 10.8 14.4 16.5 14.8 13.7 12.8
Ararat 4.6 71 5.3 4.1 8.3 85 127 10.0 6.8 9.6
Stawell 5.6 2.3 2.2 6.7 118 127 196 178 10.0 6.8
Shepparton 142 136 120 92 177 222 119 132 105 104
Moe 70 102 108 8.1 16.1 127 193 202 124 139
Morwell - Pt A n/a n/a n/a 8.1 15.0 116 179 191 11.6 12.6
Wangaratta 7.5 8.0 59 55 120 159 8.3 8.9 7.0 7.9
Benalla 6.6 7.2 5.1 72 142 209 111 114 9.7 9.0
Maryborough 169 164 148 94 175 212 222 178 138 140
Ballarat 10.8 9.8 9.6 8.1 129 137 195 191 122 114
Warrnambool 6.9 10.0 8.5 6.4 8.3 9.9 1.7 11.6 11.6 10.3
Bendigo 7.6 8.8 7.9 59 114 145 16.0 146 13.0 129

Source: The figures for the June quarter 1987 to the June quarter 1989 are from Department of Employment,
Education, Training and Youth Affairs, Small Area Labour Markets March Quarter 1993, Australian Government
Publishing Service, Canberra, 1993, p.55,58,62-64,66. The figures for the June quarter 1990 to the June quarter
1995 are from Department of Employment, Education, Training and Youth Affairs, Small Area Labour Markets
December Quarter 1995, Australian Government Publishing Service, Canberra, 1995, p.21,25,30,36-39. The figures
for the June quarter 1996 are from Department of Employment, Education and Training, Small Area Labour
Markets September and December Quarters 1996, Australian Government Publishing Service, Canberra, 1996,
p-17,19,25-28.

It is difficult to obtain reliable data on employment in regional areas."”” However,
there is anecdotal evidence that the unemployment figures noted above were caused
in part by dislocation in tariff dependent sectors.”

'32 Much of the ABS data provides figures for large aggregated regions such as ‘north-eastern region’, without

providing detail for smaller towns. The Department of Employment, Education and Training and its
successors provide Small Area Labour Markets. Figures provided refer to the city, such as the city of
Newcastle, rather than the city and its surrounds. The figures for the broader area are not consistent over
time because DEET regularly change the make up of the towns under each major area. In DEET terminology,

the figures are for the Statistical Local Area, rather than for the Local Labour Market.

%3 Evidence of tariff dependence in these regions and/or evidence of dislocation in tariff dependent sectors

within these regions can be found as follows: For Newcastle, see: Taskforce on Regional Development,
Developing Australia: A Regional Perspective: A Report to the Federal Government by the Taskforce on Regional
Development, The Taskforce on Regional Development, Canberra, 1993, p.23. For Wollongong, see: Michael
Taylor, op. cit.,, p.21. For Geelong, see Michael Taylor, op. cit., p.21; Office of Employment, Department of
Employment and Training Victoria, Restructuring of the Passenger Motor Vehicle and Textiles Clothing and
Footwear Industries in Victoria: An Overview of the Impact on Employees, Department of Employment and
Training, Melbourne, 1991, p.23,31,32,35,60; Industry Commission, Impediments to Regional Industry
Adjustment Draft Report: Volume 2: Appendices, Industry Commission, Canberra, 1993, p.C27; Brotherhood of
St. Laurence Submission to the Industry Commission Inquiry Info Tariffs and Industry Development, Unpublished,
1992, p.2. For Ararat, see: Office of Employment, Department of Employment and Training Victoria, op. cit.,
p.24; City of Ararat, [Their notes for] Meeting between City of Ararat, Ararat Regional Development Board, Packard
CTA Pty Ltd and Senator the Hon. John Button, Minister for Industry, Technology and Commerce, 10 June 1992,
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Similar localised dislocation can be found in the other two ‘rust-belt’ States. For
example, South Australia's industrial ‘iron triangle’ has suffered tariff related
displacement.”®* Between the June quarter 1990 and the June quarter 1994,
unemployment in the city of Port Pirie rose from 8.3 per cent to 16.8 per cent,
unemployment in the city of Port Augusta rose from 7.0 to 13.7 per cent, and
unemployment in the city of Whyalla rose from 7.8 per cent to 13.8 per cent.”” In
Tasmania's most tariff dependant region, Mersey-Lyell, which had 16.4 per cent of its
1991 employment in manufactures,'** unemployment rose from 9.1 per cent in April
1992'* to 16.1 per cent in October 1993.1*®

A number of regional cities and towns also suffered displacement due to reductions
in protection for agricultural products. For example, Queensland towns such as
MacKay, Innisfail, and Bundaberg suffered dislocation as sugar protection was
reduced and all experienced very high unemployment in the period.”™ In Mildura,
Victoria, reduced protection and dumping of Brazilian orange juice concentrate led
to significant dislocation'* and helped increase the unemployment rate from 8.3 per
cent in the June quarter 1990 to 18.5 per cent in the June quarter 1993.""' In Renmark,
South Australia, where horticulture and its processing dominates production,

Unpublished, 1992; and Ararat Regional Development Board, Submission to the Parliamentary Inquiry Into
Tariffs and Industry Development, Unpublished, 1993, p.1-3. For Shepparton, see: Michael Taylor, op. cit., p.20;
and Parliamentary Inquiry Into Tariffs and Industry Development: Fifth Interim Report, Unpublished, 1993,
p-10,11. For Moe and Morwell, see: Michael Taylor, op. cit., p.21. For Stawell, see: Office of Employment,
Department of Employment and Training Victoria, op. cit., p.179; and Parliamentary Inquiry Into Tariffs and
Industry Development: Fifth Interim Report, op. cit,, p.5,6. For Maryborough, see: Office of Employment,
Department of Employment and Training Victoria, op. cit, p.35,60,174,179; Letter by Robert G Orr,
Economic Development Officer, City of Maryborough, 3 November 1992 to Peter Marshall, City Manager,
outlining his oral submission to the Parliamentary Inquiry Into Tariffs and Industry Development at Ararat
on 29 October 1992; City of Maryborough per Peter R Marshall, Submission to the Parliamentary Inquiry Into
Tariffs and Industry Development, Unpublished, 1992, p.1,2; Maryborough & District Development Committee,
Submission of Maryborough & District Development Committee to Industry Commission Inquiry: Impediments to
Regional Industry Adjustment, Unpublished, 1993, p.1,3-5; and Parliamentary Inquiry Into Tariffs and Industry
Development: Fifth Interim Report, op. cit., p.6. For Ballarat, see: Michael Taylor, op. cit.,, p.20; and Office of
Employment, Department of Employment and Training Victoria, op. cit., p.35,60,174,177. For Warrnambool,
see: Michael Taylor, op. cit.,, p.20; Office of Employment, Department of Employment and Training Victoria,
op. cit.,, p.35,60,174,180; City of Warrnambool, Submission to the Industry Commission Inquiry Into Tariffs and
Industry Development, Unpublished, 1993, p.11; and Parliamentary Inquiry Into Tariffs and Industry Development
Fifth Interim Report, op. cit., p.2. For Bendigo, see: Michael Taylor, op. cit., p.20; and Office of Employment,

Department of Employment and Training Victoria, op. cit., p.60,174,178.

1o Industry Commission, Impediments to Regional Industry Adjustment Draft Report: Volume 2: Appendices, op. cit.,

p-Bé.

Department of Employment, Education, Training and Youth Affairs, Small Area Labour Markets Australia
December Quarter 1995, op. cit., p.45.
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= Industry Commission, Impediments to Regional Industry Adjustment Draft Report: Volume 2: Appendices, op. cit.,

p.B7.
Australian Bureau of Statistics, Tasmanian Statistical Indicators June 1993, Cat. no.1303.6, p.5.
Australian Bureau of Statistics, Tasmanian Statistical Indicators January 1994, Cat. no.1303.6, p.b.
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199 Department of Employment, Education, Training and Youth Affairs, Small Area Labour Markets Australia

December Quarter 1995, op. cit., p.10-12.

Parliamentary Inquiry Into Tariffs and Industry Development: Fifth Interim Report, op. cit., p.7; Independent
Parliamentary Inquiry Into Tariffs and Industry Development, op. cit., p.1546: and John Carroll, ‘Economic
rationalism and its consequences” in John Carroll and Robert Manne (eds), op. cit., pp.7-26 at p.17.

140

! Department of Employment, Education and Training, Small Area Labour Markets Australia December Quarter

1995, op. cit., p.39.
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significant tariff related displacement has transpired,” helping to increase the
Renmark municipality’s unemployment rate from 13.3 per cent in the June quarter
1990 to 19.7 per cent in the June quarter 1992."*

Thus, in those regions in which one or more tariff dependant sectors is significant in
production, the 1988 to 2000 tariff program may be causing tariff related
displacement. Many of the towns noted above still had very high unemployment
rates when the Labor Government left power, suggesting a significant structural
component in the unemployment. Structural dislocation can be proportionately
more disruptive in regional centres and country towns. Their often narrow industry
bases mean that there are often few alternative opportunities for those displaced,
and negative multipliers are substantial where a destroyed sector had taken up a
large proportion of the region's output.'** Nation-wide, the result appears to be
many pockets of very long-term, structural unemployment, in situations of low
labour mobility and few alternative employment opportunities.

This dislocation has some negative effects on restructuring and employment growth.
People who lose their jobs may not be able to employ their skills in other similar
firms, as their sector may be in structural decline. Unless they re-train for other
sectors, such people may experience long-term unemployment. Where people face
long periods in poverty and unemployment, the individual, social and economic
costs can be large. There is a significant link between long-term unemployment and
physical and psychological decline, family breakdown, crime and suicide. People
faced with harsh economic and social conditions can not easily become the “proactive
facilitators’ of a restructured Australian economy, at least in the short to medium-
term. This dislocation exacerbates the hysteresis in Australia’s unemployment by
adding to the pool of structural unemployment that remains largely untouched
during cyclical upturn. The social reality of structural unemployment shows that the
rationalist assumption that 'resources released from inefficient sectors will be
redeployed into efficient sectors, leading to increases in economic and employment
growth' is problematic. It appears that tariff cuts are more effective in destroying
inefficient industries, than helping to build new industries.

Further - while some of the dislocation in manufacturing, where it involves the
inevitable decline of firms, may constitute necessary restructuring - some may also
impede restructuring. Australia’s manufacturing industry is already small by
international standards and is deficient in the capital goods sectors. Tariff cuts, by
eliminating firms and, with them, their technology, equipment, markets, skills,
technical know-how and established links within the global division of labour, may
be decimating some of the firms upon which restructuring to higher value-added

2 Riverland Development Corporation, [Submission to the Industry Commission Inquiry Into] lmpediments to

Regional Industry Adjustment: Riverland of South Australia, Unpublished, 1993, p.1,2,4-6.

Department of Employment, Education, Training and Youth Affairs, Small Area Labour Markets Australia:
December Quarter 1995, op. cit., p.43.
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4% Australian Chamber of Manufactures, Bendigo, ‘Policy for Balanced Manufacturing Development’ in

Australian Chamber of Manufactures, Bendigo, Submission to the Independent Inquiry Into Tariffs and Industry
Development, Unpublished, 1992, p.1. [The second page 1]
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production depends.'* Further, the closure of major manufacturing firms can
decimate highly competitive small and medium-sized enterprises (SMEs), upon
which restructuring is also crucially dependant.

These economic costs are compounded by the loss of tax revenue where people
become unemployed, and by the need to increase outlays on unemployment
benefits, labour market programs and a range of community services needed by
displaced workers.

Rationalist models may produce an emphasis on dislocation because they assume
that resources are fully employed. In this situation, the movement of resources
requires that they be released from inefficient firms."** This focus on dislocation is
misplaced because Australia has experienced mass unemployment for decades. This
means there are already numerous ‘resources’ available to be deployed in growth
sectors, without any immediate need for resources to be released from declining
sectors. In this situation, the key to restructuring is the positive redeployment of
resources in sectors that can bring fast growth, not further dislocation. Of course,
over decades, our least viable firms, such as some in low value-added manufactures,
will need to be left to decline and be replaced by high value-added manufactures
and services. However, there appears little case for rapid, immediate destruction.

Perhaps not surprisingly, rationalists tend to advocate excessively rapid elimination
of tariffs. The structural displacement suffered in the period could have been far
worse had the Liberal Party, the IC,'*” Ross Garnaut'®® or the Paul Keating of
November 1989'* decided the matter, as they all supported completely free trade by
2000. Worse still, imagine the displacement had Treasury had their way in the 1988
Statement, and had tariffs completely abolished within five years."

Rapid tariff cutting can lead to the destruction of competitive firms and reduced
economic and employment growth. The Treasury prescription, or free trade by 2000,
in conjunction with no active industry policy, could have resulted in the obliteration
of the PMV and TCF industries and a major decline in economic and employment
growth. This view is expressed in the IMP model of the National Institute for
Economic and Industry Research (NIEIR), which estimated that Garnaut's
recommendation for free trade by 2000 would reduce manufacturing output by 4.75
per cent, GDP by 1.6 per cent and employment by one per cent.”

Most particularly, long run employment and growth may be higher where tariff cuts
are delayed in recession, in which structural displacement already increases

e Margaret Beardow, ‘Why we can't run on raw materials’, Australian Business, vol.11, no.19, 6 March 1991,

pp-44-45 at p.45.
Greg Crough & Ted Wheelwright, op. cit., p.89.
Ross Garnaut, ch.2 ‘Trade and industry policy after the Uruguay Round’, op. cit., p.63.
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'8 Ross Garnaut, Australia and the Northeast Asian Ascendancy, op. cit., p.222.

Glenn Milne, ‘Tariff about-face no protection for Paul’, The Australian, 27 March 1992, p.11 reported that in
November 1989, in response to the release of the Garnaut report, Keating endorsed the recommendation that
all protection be removed by 2000.

Randall G. Stewart, op. cit., p.113.
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1o Independent Parliamentary Inquiry Into Tariffs and Industry Development, op. cit., p.55.
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dramatically,” then continued when the economy is recovering. Manufacturers can
generally control only around 30 to 40 per cent of their costs.'” They therefore have
little capacity to deal with sharp declines in demand combined with rapidly rising
exposure to international competition."™ Excessively speedy exposure . to
international competition would simply result in dislocation, while the recessed
climate means minimal medium-term job growth in other sectors. The result is a
negative effect on growth and employment, at in the short and medium-term.'*®

Pausing tariff reductions in recessions may assist more firms to survive and save jobs
numbering in the tens of thousands. Such firms can continue to contribute to
production, employment and restructuring. Some of the economic and social costs
associated with structural dislocation can also be avoided. The benefits of tariff
reforms can be achieved by progressing to a low protection economy in the years
when the economy in growing modestly or strongly. Using this approach, significant
extra displacement can be avoided, while the benefits of moving to lower tariffs can
still be achieved, if a year or two later.

This was the reason government reports recommended tariffs not be cut during
periods of low or negative growth in the years after the Whitlam 25 per cent across-
the-board tariff cut in 1973.” Tariff cutting in the 1990 to 1992 period seemed ill-
advised given that firms already had to cope with the recession, not to mention very
high interest rates, high inflation and an inefficient microeconomy. In these
circumstances, many efficient firms, including some exporters, were already being
destroyed. Imposing tariff cuts on firms during recession simply worsens the
structural dislocation.'®” This was why, during the recession, the Australian Council
of Trade Unions (ACTU), the majority of the Federal Cabinet, including John Button,
and the South Australian and Victorian Governments all called for a tariff pause.'®

152 Industry Commission, Annual Report 1991-92, op. cit.,, p.49,83 shows that their index of structural change

rose substantially in the recessions of 1974-75 and 1982-83.

%% Chamber of Commerce and Industry South Australia Inc., [Submission to the] Independent Parliamentary

Inguiry Into Tariffs and Industry Development, Unpublished, 1992, p.2 notes that some manufacturing firms in
the tradeable sector control only around 30 per cent of their costs. Anand Kulkarni, ch.19 ‘Networking and
industry development’ in Michael Costa & Michael Easson (eds), op. cit., pp.357-372 at p.359-360 note that
manufacturers directly account for less than 40 per cent of their costs, less than any other industry.

Michael Deeley, ‘Government must do its bit’, Australian Business, vol.11, no.19, 6 March 1991, pp.46-47 at
p.46.

John Carroll, op. cit., pp.7-26, at p.15.; and Bill Weekes, op. cit., p.183.
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15 Committee to Advise on Policies for Manufacturing Industry, Policies for Development of Manufacturing

Industry: A Green Paper: Volume 1: Report to the Prime Minister by the Committee to Advise on Policies for
Manufacturing Industry, Australian Government Publishing Service, Canberra, 1975, p.177,178; White Paper on
Manufacturing Industry, op. cit., p.22,36; and John Crawford, Brian Inglis, R.J.L. Hawke & N.S. Currie, op. cit.,
p-10.5,10.13, 10.14. .

South Australian Manufacturing Advisory Council, South Australian Industry in the 1990s: A Proposal for
Action: Submission to the Commonuwealth Government, Unpublished, 1992, p.20.
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158 1 aura Tingle, ‘PM, Ministers considered stopping tariff cuts’, The Australian, 20 October 1992, p.1,2 shows

that Button and most of the Cabinet wanted a tariff pause or slowdown, but Keating refused; ‘ACTU backs
tough company tax rules in $1bn. jobs plan’, The Australian, 16 July 1992, p.1,2 shows the ACTU were
lobbying the Federal Government for a tariff pause; Laura Tingle, ‘Labor divided on tariffs’, The Australian,
17 July 1992, p.1 shows that the Victorian and SA Labor Governments and the Federal Parliamentary Left
sought a tariff pause during the recession; and Glenn Milne, ‘Protection rackets’, The Weekend Australian, 19-
20 September 1992, p.21 shows that key parts of the Labor Unity faction at Federal level also sought a tariff
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It is also important to be measured about what tariff pauses can achieve. Senator
Spindler concluded from his tariff inquiry that 200,000 people would have retained
their jobs if a 12 month pause and active industry policies had been adopted during
the recession,'™ and that a further 250,000 jobs were likely to be lost in the 1992 to
1996 period."”® This would appear to be a significant overestimate of the capacity of
tariff pauses to save jobs and an underestimate of the capacity of tariff cuts to create
jobs. The dislocation suffered in the period had several more significant causes than
tariff cuts. However, pausing tariff cuts in recessions may save jobs numbering in the
tens of thousands.

Finally, as Labor arguably demonstrated, economic welfare can be improved by
combining tariff reductions with sectoral plans in the most affected sectors, to enable
such sectors to restructure, rather than simply be obliterated. For example, the Car
Plan successfully restructured the car industry. When Labor came to power, the
industry had too many producers making too many, high cost, uncompetitive
models, on a scale too small to be competitive.” The industry had poor productivity
and quality, an inward focus, and was heavily reliant on high tariffs.'®® The 1985
Button Plan sought to restructure the industry to a maximum of three producers and
six models by 1992. Tariff cuts and penalties for low volume production provided
the “stick’, while export facilitation and other assistance provided the ‘carrot’.'®®

The Car Plan worked. It forced companies to focus on high value-added production
and their competitive strengths.”®* There are now three producers, namely Ford,
Mitsubishi and the GMH/Toyota joint venture, and all are concentrating primarily
on high volumes of one model, with exports a key focus. Productivity, cost, quality,
competitiveness and efficiency have improved markedly. The companies are
becoming strongly integrated in their global parents' international division of labour.
Transport equipment exports increased from $474 million in 1985-86'° to $2,490
million in 1995-96."° These exports were propelled by the export facilitation scheme,
as Mitsubishi,'” Toyota, Ford, Nissan and even the IC have argued.'® In turn, such

pause, but Keating and his advisors refused. “The sweetest victory of all’ - The final episode of Labor in Power
- Aired on ABC-TV 9.30-10.30, 5 July 1993 included John Button saying he was against the March 1991
Statement because he thought it moved too fast and included Bill Kelty saying he regretted not ‘...going in
harder... against the 1991 Statement because of the negative effects of tariff reductions in the context of
economic recession.

Sid Spindler, ‘Tariff report released in Parliament’ - Media Release 93/241, 26 May 1993.
John Kerin, ‘Cash bid to ease tariff pain’, The Advertiser, 20 October 1992, p.10.

Bob Manning, ch.7 ‘A manufacturing view’ in Roy Green & Rodin Genoff (eds), Making the Future Work:
Crisis and Change in the South Australian Economy, Allen and Unwin, St Leonards, New South Wales, 1993,
p.113-134 at p.121,122.

Office of Employment, Department of Employment and Training Victoria, op. cit., p.4.
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i Industry Commission, The Automotive Industry, op. cit., p.12.

%% Michael Lynch, ‘How the car plan took the right road’, The Australian Financial Review, 10 February 1994,

p.14.
Australian Bureau of Statistics, Balance of Payments Australia 1988-89, Cat. n0.5303.0, p.17.
Australian Bureau of Statistics, Balance of Payments Australia: September Quarter 1996, Cat. no.5203.0, p.17.
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"7 Mitsubishi Motors Australia Ltd., Submission to the Parliamentary Inquiry Into Tariffs and Industry Development,

Unpublished, 1992, p.2.

Ron Hammerton, ‘Hands off car plan, says Nissan’, The Australian, 10 September 1992, p.13; Industry
Commission, The Automotive Industry, op. cit., p.30-32,66,67.
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exporting provides the necessary economies of scale for firms to achieve cost
competitiveness.'*’

A rationalist approach, by contrast, may have decimated the industry. The IC 1990
report argued for rapid removal of all assistance for the car sector,' stated that
export facilitation was harming efficiency in resource allocation, and rejected any
constructive industry strategy for the car sector, without any detailed consideration
of whether it could foster growth."”' Similarly, the Hewson Liberal Opposition
proposed zero tariffs by 2000. Ford,"” Holden,'” Toyota'” and even IC Chairman
Scales'”® and Nissan (despite having switched to imports!)'™ claimed that the Liberal
program would lead to the complete shutdown of the entire motor vehicle industry.
Without a car industry, Australia would lose the remaining 90,000 jobs in the
transport equipment industry’”” and well over 200,000 more in industries reliant on
the car sector.'”® The trade balance would also deteriorate by more than $5 billion."”
Such a scenario would have been all the more likely had the Liberal Party been able
to implement their policy to remove the $12,000 tariff on Japanese second hand
cars.'® Such cars were allowed freely into New Zealand and, between 1986 and 1991,
cut the new car share of the market from 94 to 49 per cent.'®’

. Angus MacKenzie, ‘Export or die - that's the car plan’, Australian Business, vol.11, no.21, 20 March 1991, p.24;

N. B. Iddles, Automotive Manufacturing Industry Post-1992: Gearing Up for Change: Speech to The Society of
Automotive Engineers (Australasia), Wednesday May 1st, 1991, Unpublished, 1991, p.20; and Industry

Commission, The Automotive Industry, op. cit., p.105.

1o Toyota Motor Corporation, op. cit., p.4. Industry Commission, The Automotive Industry, op. cit., p.136 notes

that this was the minority position in the final report.

b Industry Commission, The Automotive Industry, op. cit., p.44,69.

Laura Tingle, ‘60,000 jobs could go under Libs: Ford’, The Weekend Australian, 19-20 September 1992, p.1,6
notes that Ford sent their employees a memo entitled ‘Employee information: Car industry policies’ stating
that under zero tariffs they believed the whole car industry would shutdown.

Glenn Milne, Laura Tingle and Tim Duncan, ‘Toyota boss backs PM’, The Australian, 24 September 1992,
p-1,2 at p.1 note that Holden strongly criticised Dr Hewson's policies.
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% ibid., p.1 notes that Toyota Japan's President, Dr. Shoichiro Toyoda, stated that Toyota's $730m. investment

to establish a new plant at Altona was predicated on the Governments policies persisting into the 21st
century and, ‘Zero 2000'- Lateline, ABC TV - Aired 10.30 to 11.05pm, 5 May 1992 has Toyota Australia head

Bob Johnson stating that there would be no car industry under zero tariffs.

75 1zer0 2000', op. cit., included Bill Scales stating that at zero tariffs, the industry would completely shutdown.

'7® Ron Hammerton, ‘Hands off car plan, says Nissan’, The Australian, 10 September 1992, p.13 notes that Nissan

supported the Government’s car plan over that of the Coalition, despite having switched to imports because
they believed that stability was vital to the industry.

"7 Australian Bureau of Statistics, Labour Force Australia November 1993, op. cit., p.39.

178 This estimate is based on the view of Tony Bushell, Director of Supply, Mitsubishi Australia, that ...for every

job created in vehicle assembly or [the] component manufacturing sector, 2.7 jobs will be added elsewhere.’
as reported by Bob Jennings, ‘Car companies set to accelerate SA economy’, The Advertiser, 10 February 1994,
p-13 and ignores the view of GMH that 6 jobs were created in SA for every job in its SA operation as
reported by Lindsay Olney, ‘Labor revs up its push on car tariffs’, The Advertiser, 3 September 1992, p.19.

' Rodin Genoff, Industry Policy and Sectoral Plans Under Labor - A University of Adelaide Research Seminar Paper, 3

August 1992, Unpublished, 1992, p.20.

Lenore Taylor & Tim Duncan, ‘Hewson gives way on used cars’, The Australian, 25 September 1992, p.1,2 at
p.1.

James E. Buck, Submission to the Parliamentary Enquiry into Tariffs and Industry Development, Vehicle Builders
Employees’ Federation of Australia, Unpublished, 1992, p.5.
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Other manufacturing sectors would have also faced significant dislocation because:
firstly, the car sector produces capability in processes crucial to the development of
the manufacturing industry, such as design, engineering, electrical and electronics
expertise, R&D, skill development and best practice work organisation;'*® and
secondly, car making takes major parts of the output of a range of vital sectors
including machine tools." GMH claim that for every job created in its South
Australian operation, 6 others are created in the broader economy." Every job in car
producing firms creates 3 more in the component sector.” Thus, the loss of the car
sector, which had 70,000 employees, may have led to the loss of several hundred
thousand jobs in the Australian economy. Finally, the loss of the car sector would
have produced significant regional dislocation in cities such as Geelong and
Adelaide.

Thus, the combination of sensibly phased tariff cuts and sectoral policy preserved the
significant benefits of the car industry and appeared to produce higher economy-
wide growth, employment and restructuring than would have been achieved by a
hardline rationalist approach. A more phased tariff cutting approach, in conjunction
with industry policies such as export facilitation, has also been, to varying degrees,
successful in restructuring a range of industries such as steel, heavy engineering and
TCF.

Conclusion

A key benefit of tariff reform has been to end Australia's unfathomable fixation with
the taritf as the key instrument for industry development. Australia's high tariff
policies failed. By ‘propping up’ inefficient industries whenever their employment
was threatened, tariffs impeded structural change, growth and exports. In particular,
protection may have contributed to Australia's failure to restructure its
manufacturing sector from low value-added production to ETMs in the decades after
1960 and to capitalise on the significant growth in world exports during the period.
Tariffs also increased input costs for producers throughout the economy and allowed
producers to become complacent and inefficient.

In the past, tariffs may have been useful in assisting a developing nation to
industrialise, but the strategy needed to be targeted on particular sectors, and tariffs
must be phased down once an industrial base has formed. However, with modern
transport and communications, even this limited use of the tariff is becoming less

182 poderal Chamber of Automotive Industries, Submission to the Industry Commission Draft Report on the

Automotive Industry, Unpublished, 1990, p.21,22.

Pappas, Carter, Evans & Koop/Telesis, op. cit,, p.179 notes that the car industry takes major parts of the
output non-ferrous die castings (40 per cent), ferrous foundries (12 per cent), fasteners (23 per cent), plastic
mouldings (10 per cent), tool and die (67 per cent), machine tools (60 per cent), glass (6 per cent), industrial
paint (10 per cent) and steel (8 per cent). Engineering Employers Association South Australia, Submission to
the Independent Parliamentary Enquiry into Tariffs and Industry Development, Unpublished, 1992, p.14 noted that
there are 42 manufacturing codes required to make a vehicle.
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184 Lindsay Olney, op. cit., p.19.

"% This was the finding of Manufacturing Advisory Council, Post 1992 - Assistance for the Automotive Industry as

noted in Paul Noack, Vehicle Builders Employees Federation (SA Branch), Submission to the Parliamentary
Enquiry Into Tariffs and Industry Development, Unpublished, 1992, p.16.
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effective. Tariff protection does little to address the causes of competitive advantage
and indeed, can often delay much needed adjustment. More than ever, tariffs are
irrelevant to achieving competitiveness, restructuring and employment growth, and
the end of the widespread use and abuse of taritfs should be celebrated.

Tariff reductions have produced economic benefits. Exposure to international
competition forced firms to increase competitiveness in order to survive. Tariff cuts
also appear to have contributed to restructuring by: reducing input costs; removing
most of the assistance bias against exports; and stopping the practice of ‘propping
up’ declining sectors, thereby encouraging those sectors to become productive and
survive, or decline and give up their resources for use in more efficient sectors. This
process would seem likely to allow structural change in Australia to more effectively
follow world trade growth trends.

However, tariff cutting appears to produce only modest economic benefits. Perhaps
most crucially, tariff cuts do little to create competence in those capabilities - such as
R&D and skills formation - that are the keys creating an innovation-driven economy.
In a world where competitive advantage and restructuring is dependent on the
capacity to produce innovative, high quality, high value-added products and
services, tariff reform is of only marginal utility.

It is also widely admitted that tariff reductions have little net impact on employment
creation, a disappointing result given the structural dislocation they cause. Further,
while tariff cuts may have fostered exports, they have not helped to create large
strategic exporters. Finally, tariff cuts appear to have, at best, no net effect on the
trade balance, and at worst, a moderate negative effect.

The limited benefits produced by tariff cuts do not show that tariff cutting should
not occur. They do however indicate that they should only form one small
component of a much broader industry policy agenda. Unfortunately, it appears that
the whole rationalist agenda does little to foster restructuring, competitiveness and
employment growth.

The benefits of tariff cutting may have also been overstated. Input cost reductions
promised appear likely to be smaller than predicted, and are less important in
achieving restructuring now that competitive success increasingly relies on
innovation, quality and value adding, rather than price. Tariff cuts, combined with
minimal active industry policy, may also fail to encourage Australia's most
competitive sectors to expand, as Australian and foreign companies may be
encouraged to invest offshore by more attractive government assistance regimes.

Finally, the rationalist approach to taritf reform appears to be flawed. It may have
been a mistake to cut tariffs in the middle of the worst recession in 60 years, amidst a
high interest rate, high inflation environment. Rationalist prescriptions for even
more rapid tariff cuts, with no restructuring assistance for affected sectors, may have
produced very significant dislocation. Some of this dislocation would have harmed
restructuring, by creating huge pools of long-term structurally unemployed people,
unable to quickly be redeployed in efficient industries, and by destroying parts of
the manufacturing base necessary for restructuring to ETMs. Creating significant
dislocation in order to achieve a low tariff regime quickly would appear likely to
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produce worse outcomes for restructuring than a more phased approach, combined
with restructuring assistance for the most affected sectors. This approach can still
bring all the benefits of a low tariff environment, just a few years later.

On balance, sensibly phased tariff reductions during periods of economic growth
appear to be economically beneficial, particularly where they are accompanied by
effective, temporary sectoral plans to assist affected sectors to adjust. This approach
appears to produce moderate net beneficial effects for restructuring, employment
growth and national competitiveness, although these benefits come at a cost of
significant structural dislocation.
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Chapter Two: Free Market Infrastructure Reform

Introduction

This chapter assesses the impact of rationalist free market reform of Australia's
infrastructure sectors on employment growth, restructuring and national
competitiveness. The five key tenets of free market infrastructure reform are pricing
reform, corporatisation, increased competition, privatisation and deregulation. All
tive were strongly advocated by rationalist academics, the IC and the Labor
Government in the period."

All five tenets are means to achieving a market allocation of resources.'*’

Rationalists recommend pricing policies that remove any assistance given to the
provision of infrastructure services.'®™ For example, the IC recommend that all
government business enterprises (GBEs) ‘...earn at least a 'hurdle rate' of return on
new investment comparable to that in the private sector.'* Consistent with free
market views, the IC claim that any return below market rates would mean
‘..resources would be inappropriately directed to public utilities’.'” Such policies
had substantial effects in enforcing free market resource allocation because
significant assistance had been provided to industry through subsidised
infrastructure provision.'*!

Rationalists also endorse corporatisation,'™ which involves removing any
infrastructure assistance through policies to: vest management in commercial
boards; establish objectives that relate to commercial performance only; remove all
community service obligation (CSO) provision; leave social provision solely to direct
budgetary allocations; apply rigorous performance monitoring; make all GBEs liable
for all taxes and charges; require rates of return equivalent to what the private sector

'8 The Industry Commission’s policy on infrastructure provision is set out in ch.2 ‘Infrastructure reform: A

gateway to a better future’ in Industry Commission, Annual Report 1990-91, op. cit., p.9-17. Simon
Domberger, ch.8 ‘The role of public enterprises in microeconomic reform’ in Peter Forsyth (ed.),
Microeconontic Reform in Australia, Allen and Unwin, St Leonards, New South Wales, 1992, pp.164-176 at
p-164, 168-170 describes the Federal Government's rationalist microeconomic reform agenda as seeking to
reduce inefficiency ’...by the restoration of market forces where appropriate, the removal of barriers to entry
in sectors that would benefit from greater competition...’, deregulation, privatisation and corporatisation.
Working Nation: Policies and Programs, Australian Government Publishing Service, Canberra, 1994, p.22 noted
that the Government would seek to increasing the efficiency of infrastructure provision ’...through
deregulation, corporatisation, privatisation and improved public sector management.’

Alan Wood, ‘Less change, more reform’, The Weekend Australian, 22-23 May 1993, p.18.

For example, Henry Ergas, ‘Privatisation and market forces: Their role in infrastructure provision’ in
Stephen King & Peter Lloyd (eds), op. cit.,, pp.147-165 at p.148-151,161-162 endorses charging prices that
reflect costs to prevent the ‘excessive investment’ that occurs where infrastructure provision is subsidised, as
well as the removal of all cross-subsidies and the closure of infrastructure provision that doesn’t make a
market return.
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189 Industry Commission, Annual Report 1990-91, op. cit., p.14.

9% ibid., p.14.
1 ibid., p.257.

See Simon Domberger, op. cit., p.169,170; and Frederick G. Hilmer, Mark Rayner & Geoffery Taperell,
National Competition Policy: Report by the Independent Committee of Inquiry, Australian Government Publishing
Service, Canberra, 1993, p.300,301.
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would seek to achieve; require dividend payments to government similar to that
achieved by the private sector; remove any borrowing advantages received by GBEs;
and make all corporatised authorities subject to the Corporations law and the Trade
Practices Act.'”

IC policies also recommend the structural separation of activities performed in
markets dominated or monopolised by GBEs and the introduction of competition
and privatisation where appropriate.”” Competition helps to ensure a market
allocation of resources because any substantial subsidisation by GBEs in the context
of a competitive market would mean bankruptcy.'” As the IC wrote: ‘Competition
provides direct incentives for...efficient pricing practices...”"

Deregulation overlaps with, and reinforces, corporatisation policy, through the
removal of CSOs and the establishment of exclusively commercial objectives.'”
Deregulation can also facilitate competition, for example, by removing regulations
that restrict market entry.'*®

Finally, rationalists are strong advocates of privatisation, again, in order to eliminate
any government subsidy and establish a market allocation of resources.”™ The
rationalist view that free markets bring efficient resource allocation underpins the IC
claim that: ‘[glains to the community from public asset sales come primarily from

efficiency improvements, not from maximising...the sale price’.*®

The IC have recommended implementation of the market reform agenda in
numerous infrastructure sectors including rail,*" electricity and gas,** ports,”* and

water”* and Commonwealth and State Governments have implemented, or agreed
to implement, much of the agenda.

Industry Commission, Energy Generation and Distribution: Volume 1: Summary and Recommendations: Report
No.11, Australian Government Publishing Service, Canberra, 1991, p.3-6 includes all this under the heading
‘A corporatisation model for public utilities’. This agenda is also outlined in: Industry Commission, Annual
Report 1991-92, op. cit,, p.110-115; and Industry Commission, Annual Report 1990-91, op. cit., p.12.

194 Industry Commission, Annual Report 1990-91, op. cit., p.8; and Industry Commission, Annual Report 1991-92,

op. cit., p.19,102.

ibid., p.108,109; Industry Commission, Annual Report 1990-91, op. cit.,, p.13 also endorses ‘free entry’ into
infrastructure provision markets.

195

190 Industry Commission, Annual Report 1990-91, op. cit., p.108.

7 Such policies are recommended by Industry Commission, Annual Report 1990-91, op. cit., p.12,

%% Simon Domberger, op. cit., p.169.

e Industry Commission, Annual Report 1990-91, op. cit., p.15-17; and Industry Commission, Annual Report

1991-92, op. cit., p.115,116.

200 Industry Commission, Annual Report 1990-91, op. cit., p.15.

2ot Industry Commission, Rail Transport Volume 1: Report: Report No.13, Australian Government Publishing

Service, Canberra, 1991, p.xvi,,xix,xx,xxi,xxiii.

e Industry Commission, Energy Generation and Distribution: Volume 1: Summary and Recommendations, op. cit.,

p-1,5,12,15-17,20,23,25-27.

Industry Commission, Port Authority Services and Activities: Report No.31, Australian Government Publishing
Service, Canberra, 1993, p.xvi,xvii,xx,xxi,xxiii, 131-134,145,177,178.

Industry Commission, Water Resources and Water Waste Disposal: Report No.26, Australian Government
Publishing Service, Canberra, 1992, p.2,3,6,10-13,85,86.
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The Hilmer Report was commissioned in order to speed the implementation of the
market infrastructure reform program.*® The report recommended the ‘break up’ of
public monopolies through the separation of natural monopoly and potentially
competitive activities, and the separation of potentially competitive activities into a
number of smaller, independent business units, some or all generally to be private.
As Hilmer notes, establishing competitive markets will remove the ability to provide
subsidised infrastructure services.*

Furthermore, the Hilmer Report recommended that competitive neutrality be
established within one year of the introduction of competition.®” To achieve
competitive neutrality, the report recommended privatisation as ‘..the most
appropriate response in most circumstances’,** with corporatisation the next option,
followed by either removal of the specific advantages of the GBE in question or
market pricing.*”® As the Hilmer report states, the logic underpinning the
introduction of competition in markets involving public monopolies and their
subsidised infrastructure provision is to avoid the ‘...misallocation of resources and
inefficiency which adversely affects community welfare (associated with such
policies).”*"® Again we are back to the simple policy prescription: ‘Let resources be

allocated by the market.’

The Hilmer Report catalysed the implementation of the market infrastructure reform
agenda by setting a tight timetable for implementation and establishing the National
Competition Council to guide governments seeking to implement the agenda.*'' The
Premiers and the Prime Minister agreed in principle to open up GBEs to an
environment of open competition within two years at the February 1994 COAG
meeting,?"” as well as agreeing to jointly develop national competition legislation to
allow the structural separation of public monopolies including gas, electricity and
the railways.”"

Rationalist academics such as Ergas,*'* as well as rationalist government advisory
bodies, claimed that the market agenda would produce large growth and
employment gains. A market allocation of resources would bring optimal allocative
efficiency, while the introduction of competition would create pressure for improved
productive efficiency, better quality and price reductions, leading to increases in

%% Frederick G. Hilmer, Mark Rayner & Geoffery Taperell, op. cit., p.xviii,xix outlines the terms of reference.

206 ibid., p.xxix,xxx,xxxi,xxxiii, and ch.10 ‘Structural Reforms of Public Monopolies and Competition Policy’,

pp.215-238.
ibid., p.308,309.
%% ibid., p.300.

29 ibid., p.300-303.
ibid., p.86.

ibid., p.xxxviii,xxxix,xxxvi,xxxvii.
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Bruce Montgomery, 'COAG agrees on Hilmer reforms’, The Weekend Australian, 26-27 February 1994, p.4.

213 1aura Tingle, ‘PM, States in deal to carve up monopolies’, The Weekend Australian, 26-27 February 1994, p.1;

and Working Nation: Policies and Programs, op. cit., p.38,39.

. Henry Ergas, op. cit., p.156-158.
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national output and exports.”’® The IC, in their 1988-89 Annual Report, used the
ORANI model to estimate that implementation of their market microeconomic
reform agenda would, in the long run, increase GDP by 6.5 per cent and create 53,000
additional jobs.*"

Of course, the IC's ORANI results are the simple outcome of the free market
assumptions keyed in. Put simply, the process involves programming a model to
assume that free market reforms are positive for growth and employment, then
running simulations in which ORANI shows that free market reforms are beneficial
for growth and employment. For example, Quiggan has noted that privatisation,
corporatisation and cuts to public sector employment always are assumed to result
in economic gain, regardless of - and in some cases in spite of - the empirical
evidence of a particular situation.”’” The IC themselves admit that their ORANI
simulations provide no foundation for market policies and that ‘...it is not possible to
model the effects of many of the recommendations, such as corporatisation and
increased competition, in a model such as ORANIL.*'*®

ORANI also fails to include many of the costs of market reform in its calculations.
For example, the impact of cost pricing in forcing some infrastructure service prices
to rise, as would occur in sectors such as rail, electricity, postal services, gas, water
and heavy vehicles, was not modelled.””® Further, no consideration was given to the
situation in which major cost reductions would not be passed on to consumers and
producers in full.**® The lack of credibility of these rationalist econometric studies is
also evidenced by the enormous difference in the results they produce. For example,
whereas the IC predict a 6.5 per cent GDP increase, an EPAC study predicted a 15
per cent GDP increase from the free market microeconomic reform program.*'

Thus, to determine the impact of free market infrastructure reform on employment,
restructuring and national competitiveness, analysis needs to take place on the basis
of reasoning, combined with evidence drawn from what has actually happened in
infrastructure sectors. This approach is attempted below.

215 Bureau of Industry Economics, International Performance Indicators: Overview: Research Report 53, Australian

Government Publishing Service, Canberra, 1994, p.7; and Industry Commission, Annual Report 1989-90, op.
cit., p.31.

210 Industry Commission, Annual Report 1989-90, op. cit., p.27,28.

27 John Quiggan, ‘The Industry Commission approach to public sector reform’, Evatt Papers, vol.1, no.1, 1993,

pp.63-99, p.71,72,84.

Industry Commission, Energy Generation and Distribution Volume 2: Report: Report No.11, Australian
Government Publishing Service, Canberra, 1991, p.42.

ibid., p.42.

Bureau of Industry Economics, Infernational Performance Indicators, op. cit., p.78.
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219
220
#! Richard Filmer & Dan Dao, Economic Effects of Microeconomic Reform: Economic Planning Advisory Council
Background Paper No.38, Australian Government Publishing Service, Canberra, 1994, p.41.
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Strengths of Free Market Infrastructure Reform

Labor Tackle Microeconomic Reform

Since 1950, the Labor Governments of 1983 to 1996 were the first to focus in a
detailed, systematic way on the microeconomy. By opening up the Australian
economy through tariff cuts and financial deregulation - themselves microeconomic
reforms - Labor created pressure for a stronger focus on increasing competitiveness
throughout the economy, including in infrastructure provision.”” While much
argument continues about which policies are most appropriate to improving
Australia’s microeconomy, it is true that a more efficient, competitive microeconomy
will improve the supply-side of the economy and thereby bring faster economic and
employment growth, with lower inflation. This long overdue focus on the
microeconomy must therefore be applauded.

Performance Improvements by Government Trading Enterprises (GTEs)

The rationalist policy framework appears to have substantially improved the
performance of infrastructure providers. The figures provided below are from two
sources. The first source is Government Trading Enterprises Performance Indicators 1987-
88 to 1992-93, which covers 56 of the major GTEs in Australia. This study charts the
progress of six Commonwealth GTEs involved in energy, transport and
communications and the major State authorities involved in electricity, gas, water,
urban transport, railway and port industries. Together, they account for around two-
thirds of total GTE employment.*” The second source is Government Trading
Enterprises Performance Indicators 1990-91 to 1994-95, which covers 68 GTEs that
together account for approximately 75 per cent of total GTE employment.
Unfortunately, statisticians have been unable to provide a consistent time series
between reports.”** For this reason, two sets of data will be provided each time that
statistics are provided below. While this is not ideal, a broad picture of general
magnitude of the success of the reforms can be adequately captured.

Overall, GTEs achieved an average real price reduction of around 17 per cent
between 1987-88 and 1994-95.

**2 This was argued by John Button as quoted in Paul Kelly, The End of Certainty: The Story of the 1980s, Allen

and Unwin, St Leonards, New South Wales, 1992, p.388.

Steering Committee on National Performance Monitoring of Government Trading Enterprises, Government
Trading Enterprises Performance Indicators 1987-88 to 1992-93, Industry Commission, Canberra, 1994, p.1.
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224 Steering Committee on National Performance Monitoring of Government Trading Enterprises, Government

Trading Enterprises Performance Indicators 1990-91 to 1994-95, Industry Commission, Canberra, 1996, p.iii iv.
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GTE Real Prices 1987-88 to 1992-93 (Index Points)

87/88 88/89 89/90 90/91 91/92 92/93

Source: Steering Committee on National Performance Monitoring of Government Trading Enterprises,
Government Trading Enterprises Performance Indicators 1987-88 to 1992-93, Industry Commission, Canberra, 1994,
p.4.

GTE Real Prices 1989-90 to 1994-95 (Index Points)

89/90 90/91 91/92 92/93 93/94  94/95

Source: Steering Committee on National Performance Monitoring of Government Trading Enterprises,
Government Trading Enterprises Performance Indicators 1990-91 to 1994-95, Industry Commission, Canberra, 1996,

p-6.

The graphs below indicate that between 1987-88 and 1994-95, labour productivity in
GTE's has more than doubled on average.
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GTE Labour Productivity 1987-88 to 1992-93 (Index points)
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Source: Steering Committee on National Performance Monitoring of Government Trading Enterprises,
Government Trading Enterprises Performance Indicators 1987-88 to 1992-93, op. cit., p.3.

GTE Labour Productivity 1990-91 to 1994-95 (Index points)
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90/91 91/92 92/93 93/94 94/95

Source: Steering Committee on National Performance Monitoring of Government Trading Enterprises,
Government Trading Enterprises Performance Indicators 1990-91 to 1994-95, op. cit., p.10.

Real debt levels among GTEs also fell considerably in the period.
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Real Debt Levels 1987-88 to 1992-93 ($m)
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Source: Steering Committee on National Performance Monitoring of Government Trading Enterprises,
Government Trading Enterprises Performance Indicators 1987-88 to 1992-93, op. cit., p.3.

How Rationalist Policies Bring Performance Improvements

Competition is important to achieving competitiveness. Michael Porter’s The
Competitive Advantage of Nations found that domestic rivalry is a key determinant of
industry and national competitive advantage. In competitive markets, firms work
hard to gain a competitive edge by creating new products and technology,
improving quality and producing cost reductions.”® More specifically, Porter
argued: ‘Deregulation of competition and privatization of state monopolies are
usually spurs to national competitive advantage. They will stimulate rivalry and
have ripple effects on linked industries...[provided there is] active domestic
rivalry.’**®

Historically, many of Australia's infrastructure services have been provided by
public monopolies. The productivity performance of such sectors has often been
poor, due to the absence of any competitive threat and the lack of incentive for
efficiency, given that increased costs could simply be passed on to the consumer or
the taxpayer. Many have performed vastly below world best practice in price and
quality, thereby hindering the competitiveness of firms reliant on such provision.*”’
For example, a 1994 EPAC report found that, even after the considerable efficiencies
achieved in infrastructure sectors, potential productivity gains, defined as the gap
between world best practice and the average Australian standard, adjusted for
differences in scale, were as follows:

%25 Michael Porter, op. cit., p.117-124 discusses the importance of domestic rivalry.

Michael Porter, op. cit., p.664.

Productivity Commission, Stocktake of Progress on Microeconomic Reform, Australian Government Publishing
Service, Canberra, 1996, p.73-75; and Bureau of Industry Economics International Performance Indicators
Overview (Australian Government Publishing Service, Canberra, 1994), p.76.
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Potential Productivity Improvements in Infrastructure Sectors

Sector Labour Productivity Capital Productivity
favourable conservative favourable conservative
estimate estimate estimate estimate
Electricity 30.0 15.0 20.0 10.0
Water 15.0 10.0 23.0 15.0
Transport 10.6 6.5 10.6 6.5
Communication 30.0 15.0 0.0 0.0

Source: Richard Filmer & Dan Dao, Economic Effects of Microeconomic Reform: Economic Planning Advisory Council
Background Paper No.38, Australian Government Publishing Service, Canberra, 1994, p.15,28.

Competition policies improve performance because, whereas the public monopolist
could make consumers pay for inefficiencies by running up debt or charging higher
prices, each firm in a competitive market structure must provide low cost, high
quality services to survive against competitors.””*

International evidence shows that introducing competition into infrastructure sectors
that were previously public monopolies or duopolies has brought improved
performance. Infrastructure performance in nations in which competition has been
introduced, such as in Japan, the United States, the United Kingdom and New
Zealand, has vastly outstripped infrastructure performance in nations in which most
infrastructure sectors have remained public monopolies.””

Introducing competition has also improved infrastructure performance in Australia.
A BIE study showed that the level of competition was a key determinant of
performance. For example, Australia's road freight sector has the greatest degree of
competition of all infrastructure sectors and achieves a performance closest to
international best practice, while rail is subject to the least competition and is the
worst performer of all Australia's infrastructure sectors.*

The establishment of competition also improved performance in the airline sector.
Under the Two Airline Policy, there was little incentive to lower fares and improve
services, and great incentive for tacit collusion to increase profits. As real
international fares fell considerably in the period from the 1960s, real domestic fares
fell only marginally. Allowing the entry of new competitors, and specifically the
shortlived entry of Compass, improved services.”®’ Compass offered greatly
discounted air services and caused Ansett and Australian Airlines to reduce staff by
10 per cent, increase efficiency and offer better services at lower prices.* Average
fares fell 25 per cent between September 1990 and September 1993. Nearly 18.6
million passengers were carried in 1992-93, which was 23 per cent higher than the
record before the introduction of new competition. The Bureau of Transport and

??® Prederick G. Hilmer, Mark Rayner & Geoffery Taperell, op. cit., p.xxxiii.

729 Henry Ergas, op. cit., p.158.

3% Bureau of Industry Economics, International Performance Indicators: Overview, op. cit., p.76.

e Larry Dwyer & Peter Forsyth, ch.11 ‘The reform of air transport and its impact on tourism’ in Peter Forsyth

(ed.), op. cit., pp.222-242 at p.225,226.

%% Industry Commission, Annual Report 1991-92, op. cit., p.184,185.
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Communications Economics estimated the reform increased economic welfare by
$100 million.”*

The introduction of competition has also been a success in telecommunications. As in
many OECD nations, Australia's public telecommunications monopoly had provided
services at costs far above world best practice. Innovation had also lagged
considerably behind technical opportunity.”®* The establishment of competition from
Optus improved telecommunications performance, as did the need to prepare for
full competition from mid-1997. Telstra responded by cutting prices, improving
efficiency, boosting product and service innovation and increasing their rate of
return substantially.”® Telecom/Telstra's average number of full-time equivalent
employees fell from around 87,000 in 1987-88*° to around 68,000 in 1994-95. Between
1990-91 and 1994-95, labour productivity more than doubled, real prices fell by more
than the statutory requirement of 5.5 per cent per annum, and real payments to
government increased 61 per cent.*” A range of measures also show that efficiency
increased and service quality improved.”®® Open competition from July 1997 has
further strengthened the industry, with new players providing a range of high
quality, cost effective products and services. Similarly, the introduction of
competition in Japan, the US and the UK in the 1980s produced lower costs, as well
as increased exports, as carriers sought to offset the loss of local market share.**

In the electricity generation sector, the ‘break up’ of State monopolies and the
establishment of a national grid and a national market, is beginning to produce a
more vibrant market. Competition is sparking efficiency improvements and price
reductions, as firms upgrade in order to survive and prosper. Those able to generate
electricity most efficiently will survive and grow, while poor producers will contract.
Already, between 1990-91 and 1994-95, real business prices fell by nearly 15 per cent,
despite real payments to government rising from around $700 million to around
$1650 million (in 1989-90 dollars), while labour productivity rose more than 80 per
cent.””® The establishment of a competitive national market in gas generation, also
still early in its evolution, can be also be expected to produce major efficiency
improvements and cost reductions.

Corporatisation has improved the commercial focus and efficiency of public
providers through policies that: vest management in commercial boards; establish
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objectives that relate to commercial performance only; establish market pricing and
the requirement of a market rate of return; and apply rigorous performance
monitoring. Corporatisation also helped to reduce GTE debt from $44 billion to $32
billion between 1987-88 and 1992-93**' And market pricing should produce further
debt reduction. Further, between 1987-88 and 1994-95, real dividends paid or
provided for rose from around $600 million to around $2.3 billion, while the policy
to require tax equivalent payments was yielding almost $4 billion by 1994-95.>*

Proceeding with investment only where it can achieve market returns should
produce improved allocation of investments in infrastructure. Australia's current
infrastructure is largely the result of numerous isolated, ad hoc decisions, most of
which were made without reference to any overall national strategy, and with
insufficient focus on commercial realities. The resulting assistance structure left
Australia with a situation in which its least efficient sector, railways, were drawing
on $4 billion in public savings annually**® and irrigation received $424 million
through cost under-recovery,*** while road transport, the biggest transport sector
and the sector most important to manufacturing, got approximately nothing.**

Moving to market pricing and cost recovery will improve economic outcomes over
such an irrational infrastructure assistance regime. By matching prices to the costs
entailed in providing infrastructure services, market signals will help to ensure
services are provided more efficiently. For example, services that are currently
provided inefficiently, and require considerable subsidisation, will have to charge
much higher prices, improve efficiency or close down. As this occurs, demand will
switch to more efficient infrastructure providers. Less resources will be required to
provide a given infrastructure service. For example, rather than transporting small
amounts of produce through less than container load rail freight services, which
have a cost recovery rate of around 24 per cent, market pricing will ensure that such
activity occurs through road transport, which can do the same job more cheaply and
efficiently.”* Requiring a market return on public infrastructure investments will
help to ensure that uneconomic projects are not undertaken. Given that Australia has
undertaken numerous uneconomic projects in the past, this is an important step
forward in infrastructure policy.

Privatisation can also improve the performance of infrastructure providers - where
implemented in appropriate circumstances - for a range of reasons. Firstly, private
owners invest their own money and therefore seek maximum quality, efficiency and
cost competitiveness in order to avoid bankruptcy and maximise profit. By contrast,
there is less discipline for competitive performance in public enterprises because
there are no owners seeking to maximise profit. This can mean inefficiency, poor
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service, high debt and high prices because all this can simply be paid for by the
taxpayer or the consumer.”” Secondly, privatisation prevents politicians doing
uneconomic favours for particular regions or sectors through provision of below cost
services from public infrastructure providers.”*® Finally, public managers often have
a range of political and social objectives they must aim to achieve, whereas private
sector managers are implored by their owners to maximise economic performance
only.**

Economy-Wide Benefits of Infrastructure Performance Improvements

The overall result of infrastructure reform has been reduced costs, improved quality
of service, and more efficient provision of infrastructure services. Infrastructure cost
improvements can make a significant improvement to the cost competitiveness of
Australian firms because the contribution of the costs of infrastructure service inputs
to those in final output varies from 10 to nearly 25 per cent across industries.* Such
price reductions should increase the growth and international competitiveness of
firms.

By reducing costs in significant areas of the economy, infrastructure reform has
made a contribution to achieving the low inflation rates achieved in Australia
throughout the 1990s. Low inflation is likely to make some contribution to
stimulating investment and increasing national competitiveness.**!

It is also likely that the reform process will lead to net gains in employment. It is true
that there has and will be significant, medium-term gross cuts in employment as
infrastructure sectors reduce staff, and regions and sectors reliant on subsidised
services experience reduced services and increased prices. However, overall
improvements in price and quality achieved by infrastructure services can be
expected to increase the competitiveness and growth of firms reliant on such service,
leading to a net gain in employment. This is particularly the case because: increasing
the efficiency of infrastructure provision will allow a greater amount of services to be
provided economically; elimination of inefficient services, such as some rail lines,
may lead to increased demand for other services, such as road transport; and
adjustment costs, although considerable, will be one-off, while the long-term gains
will prevail in perpetuity.**

Furthermore, improved infrastructure services has assisted - and will continue to
assist - restructuring by assisting the growth of those firms and sectors vital to
national affluence. For example: cheaper, better aviation services are of great
importance to Australia's large, competitive and high exporting tourist sector;**
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ETMs will benefit from high quality, low cost telecommunications services and
cheaper electricity, gas and transport; and exporters will benefit significantly, given
their particular reliance on infrastructure services.

Finally, government savings achieved through rationalist cost recovery policies
create greater scope for beneficial economic policymaking. Government savings can
be directed to reducing government debt, reducing taxation of productive business
investment, and/or increasing spending on policy initiatives designed to increase
competitiveness.

Limitations of Free Market Infrastructure Reform

The key limitation of infrastructure reform lies in its failure to significantly propel
economic and employment growth and improve national competitiveness. Even
strident rationalists admit that infrastructure reform will have a minimal impact on
reducing unemployment. For example, the IC 1989-90 Annual Report found that
reform of the transport sectors, post and telecommunications, electricity supply,
water services and contracting out more services provided by government would
increase aggregate employment by only 0.6 per cent.*** Similarly, Dao and Filmer
admit that “...the overall or net effects of reforms on total employment has been
found to be minor..”** Meanwhile, Gregory concluded that ...it is not clear the
underlying growth rate of the economy will change that much.”** Free market
infrastructure reform also does little to remove the external constraint to
employment growth because it generally helps imports as much as exports.

An important limitation of rationalist infrastructure reform is that - like tariff cutting
- it is focused largely on reducing costs, when the key to national competitive
advantage is the capacity to produce an innovation-driven economy. While
infrastructure reform is worth pursuing for the benefits it does provide, it, like the
other components of the rationalist agenda, does not focus significantly on these
keys to national competitive advantage, restructuring and employment growth.

Weaknesses of Free Market Infrastructure Reform

The Role of Government in Infrastructure Provision

There are a number of reasons to suspect that the rationalist approach to
infrastructure policy could lead to under-investment in infrastructure, meaning that
the private sector has inadequate infrastructure support to maximise growth and
competitiveness. Firstly, rationalists are focused on reducing government
involvement in the economy and reducing government outlays. Rationalists in
Australia have sacrificed spending on industry and infrastructure to achieve their
more coveted goal - the reduction in the size of government - which they believe is
critical to the achievement of growth and competitiveness. Too little consideration is

54 Industry Commission, Annual Report 1989-90, op. cit., p.33.
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given to whether there is sufficient government investment to maximise growth.
Perhaps this is why the White Paper argued that “...there was considerable capacity
for regions to invest in infrastructure from their own resources...””" This approach
seeks to limit the Federal Government's responsibility for investing in public
infrastructure.

Secondly, rationalist policies may lead to an under-investment in infrastructure
because of their view that public investment should not occur unless market returns
are very likely to be gained from direct users. Labor's Employment White Paper
stated that “..infrastructure projects should only proceed if they are proved to be
economically viable.” Given the highly conservative rationalist approach to
government investment, combined with the difficulty of predicting returns on
infrastructure investment, such a policy could lead to insufficient public
infrastructure investment to maximise growth and facilitate restructuring and
competitiveness.

Rationalists also fail to consider that infrastructure investments create revenues in
ways other than payment by direct, identifiable users. They can also assist to reduce
the need for outlays. This can occur in a number of ways: Firstly, infrastructure
investments can produce important externalities. For example, higher quality roads
can help to reduce the $5 billion spent annually on ‘mopping up’ after road
accidents,”™ and can also bring improved transport of goods. Secondly,
infrastructure investment can assist in raising private investment levels. The
availability of infrastructure is an important determinant of growth. No firm will be
attracted to a nation or a regional area with poor roads and little access to
telecommunications, electricity, gas, water, rail or port facilities. International and
domestic firms can be induced to invest through the availability of quality, low cost
infrastructure services. Waiting for private sector demand to rise to high levels
before making infrastructure investments may not be the best way to maximise
growth. Finally, the employment generated by sensible infrastructure investment
can facilitate lower expenditure on welfare benefits, and on dealing with the many
ills associated with unemployment, such as declining health, and a greater
propensity for crime. Infrastructure investment can produce net employment growth
in two ways. Firstly, it creates direct employment. Studies indicate that an additional
$1 billion (in 1990 prices) in investment in infrastructure would create 25,000 jobs.**
Secondly, investments in economic projects can produce net employment by
supporting an increase in private sector activity that outweighs the reduction in
welfare caused by the costs of the investment.

Australia has neglected public infrastructure investment during the rationalist era.
As shown on the tables below, between 1983-84 and 1995-96, gross fixed capital
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formation by public enterprises fell from 19.9 per cent to 11.0 per cent of total gross
fixed capital formation, or from 4.5 to 2.2 per cent of GDP (I). Over the same period,
total public gross fixed capital formation fell from 31.9 to 20.0 per cent of total gross
fixed capital formation, or from 7.2 to 4.0 per cent of GDP (I).**' Given that the level
of investment is a key determinant of economic growth, it may be that the dramatic
reduction in government investment in economic infrastructure is impeding the
capacity of the economy to grow.

Gross Fixed Capital Expenditure (GFCE)

Public Enterprises General Government Total Public Total GFCE
Date $m % of total $m % of total $m % of total $m
GFCE GFCE GFCE

83-84 8,839 19.9% 5313 12.0% 14,152 31.9% 44,325
84-85 8,935 17.5% 6,168 12.1% 15,103 29.6% 51,016
85-86 10,828 18.3% 7,220 12.2% 18,084 30.5% 59,303
86-87 11,295 17.5% 7,807 12.1% 19,102 29.6% 64,475
87-88 9,923 13.7% 7,516 10.4% 17,439 24.1% 72,354
88-89 10,386 12.2% 7,565 8.9% 17,951 21.1% 85,153
89-90 13,023 14.6% 8,629 9.6% 21,652 24.2% 89,473
90-91 12,009 14.8% 8,781 10.8% 20,790 25.6% 81,337
91-92 11,781 15.2% 8,809 11.4% 20,590 26.6% 77,348
92-93 10,337 12.6% 9,188 11.2% 19,525 23.8% 81,897
93-94 9,500 10.8% 8,603 9.8% 18,103 20.5% 88,185
94-95 11,448 11.7% 8,941 9.2% 20,389 20.9% 97,458
95-96 10,803 11.0% 8,906 9.0% 19,709 20.0% 98,429

Source: Figures for 1984-85 to 1995-96 are from Australian Bureau of Statistics, Australian National Accounts:
National Income, Expenditure and Product 1995-96, Cat. n0.5204.0, p.60. Figures for 1983-84 from Australian Bureau
of Statistics, Australian National Accounts: National Income, Expenditure and Product 1993-94, Cat. no0.5204.0, p.60.

%! The figures for 1984-85 to 1995-96 are from Australian Bureau of Statistics, Australian National Accounts:

National Income, Expenditure and Product 1995-96, Cat. n0.5204.0, p.15,60. The figures for 1983-84 are from
Australian Bureau of Statistics, Australian National Accounts: National Income, Expenditure and Product 1993-94,
Cat. no.5204.0, p.15,60.
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Gross Fixed Capital Expenditure (GFCE)

Public Enterprises General Government Total Public GDP(l)
Date $m. % of $m. % of $m. % of $m.
GDP (I) GDP (I) GDP (1)

83-84 8,839 4.5% 5,313 2.7% 14,152 7.2% 195,830
84-85 8,935 4.1% 6,168 2.8% 15,103 7.0% 217,129
85-86 10,828 4.5% 7,220 3.0% 18,084 7.5% 240,757
86-87 11,295 4.3% 7,807 2.9% 19,102 7.2% 264,660
87-88 9,923 3.3% 7,516 2.5% 17,439 5.8% 299,340
88-89 10,386 3.1% 7,565 2.2% 17,951 5.3% 339,275
89-90 13,023 3.5% 8,629 2.3% 21,652 5.8% 370,188
90-91 12,009 3.2% 8,781 2.3% 20,790 5.5% 378,716
91-92 11,781 3.0% 8,809 2.3% 20,590 5.3% 387,056
92-93 10,337 2.6% 9,188 2.3% 19,525 4.8% 404,791
93-94 9,500 2.2% 8,603 2.0% 18,103 4.2% 429,778
94-95 11,448 2.5% 8,941 2.0% 20,389 4.5% 457,664
95-96 10,803 2.2% 8,906 1.8% 19,709 4.0% 489,082

Source: Figures for 1984-85 to 1995-96 from Australian Bureau of Statistics, Australian National Accounts: National
Income, Expenditure and Product 1995-96, Cat. n0.5204.0, p.15,60. Figures for 1983-84 from Australian Bureau of
Statistics, Australian National Accounts: National Income, Expenditure and Product 1993-94, Cat. n0.5204.0, p.15,60.

This is the primary weakness of rationalist infrastructure reform. Rationalists are
focused on establishing a market allocation of resources, when the key policy
requirement is to overcome the massive failure by the market to produce the
infrastructure necessary to maximising growth and competitiveness. A policy
prescription to establish a market allocation of resources is of minimal utility when
the activity is primarily undertaken by government. Even at 1994, governments
owned approximately 90 per cent of all infrastructure assets and infrastructure
accounted for one third of Australia's capital stock and a quarter of Australia's new
investment.”” Rationalists are largely silent on the key infrastructure policy question,
namely: What mix and level of government spending in infrastructure can maximise
national economic growth and competitiveness? Governments can make massive (or
small) investments in infrastructure and charge the public market prices and achieve
market rates of return. The level, type and quality of public investment in
infrastructure, by determining the quality, availability and cost competitiveness of
infrastructure services to industry, is an important cause of the level of growth and
competitiveness of the Australian economy.

Rationalist policymakers have given little consideration to this question and their
policy framework provides little guidance on government infrastructure investment.
Again we are back to a key weakness of rationalist policy making in virtually every
area of the economy. Because rationalists generally fail to acknowledge market
failures - and are almost entirely focused on removing government involvement in
the economy and establishing a market allocation of resources - they fail to consider
ways in which government can increase growth and competitiveness. An economic
theory that seeks to deny the importance of the state to economic development can
provide little guidance on the level and type of government investment needed to
maximise growth and competitiveness.

%2 Bureau of Industry Economics, International Performance Indicators: Overview, op. cit., p.7-11.
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This is a crucial flaw in the rationalist approach because the modern history of
Western economies shows that the market has failed to provide sufficient road, rail,
port, electricity, gas, water, education, health and telecommunications services to
maximise growth. The government has had to play the key role in the provision of
such infrastructure, particularly when nations are industrialising.*

Sheridan and Chapman have argued that public investment in infrastructure played
a crucial role in the development of Australia by encouraging increased domestic
and foreign investment in Australia, thereby raising the level of economic growth.
For the first half of the century, Australia's public sector generally accounted for at
least 50 per cent of capital formation. Interestingly, many infrastructure investments
were subsidised, in full knowledge that they could not be financially justified on the
basis of the existing size and pattern of private sector activity. Instead, they were
made on the basis that they would generate increased private sector usage, which
would create greater demand and thereby bring financial viability. This ‘nation
building’ approach arguably increased the rate of national development and
economic growth.***

The importance of infrastructure investment remains in modern times. New growth
theory suggests that public infrastructure investment can increase growth,
restructuring and competitiveness because: it can increase the return on private
investments, thereby triggering further investment over the medium-term; it can
lead to clusters of firms with a common interest in production, technology and
markets (for example, infrastructure investment could spark clusters of resource
based value adding firms in regional areas); and it can increase the productivity of
private investments. Greater infrastructure investment could also assist in reducing
the transitional employment losses that flow from free market reforms. Rather than
simply retrenching well over one hundred thousand employees from infrastructure
sectors, the government could have redeployed many of the workers in vital
infrastructure projects.

A range of studies have found that public infrastructure investment can increase
economic growth. For example, Easterly and Rebelo, in a study published in 1993,
using data for 119 nations, concluded that general government investment is
positively correlated with economic growth, with a co-efficient of about 0.4, and
positively correlated with private investment, with a co-efficient near one.*® Munnel
(1990) covered 48 states in the United States over the period 1970 to 1986 and found
that those states that invested more in infrastructure tended to have greater output,
private investment and employment growth. The study found that the public
investment often came before the increase in economic activity, thereby suggesting
causation. Barro (1989) carried out cross-country analysis of post-war growth in 72
countries and found that successful nations tended to have high public investment as
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a percentage of GDP.** Michael Porter's study found: ‘Upgrading a nation’s industry
depends on a modern and improving infrastructure. This is particularly true in
advanced transportation, logistics, and telecommunications, all integral to
introducing modern technologies and to competing in international markets.**’
Lester Thurow has even argued that: ‘In many cases to spread and accelerate
economic  development, infrastructure (transportation, = communications,
electrification) has to be built ahead of the market...”*®

Similar findings have been made in the Australian context. Otto and Voss, using data
from 1967-68 to 1989-90, found that public investment is positively correlated with
private sector growth, with a co-efficient of around 0.4.** Alesina, Gruen and Jones
noted that a disproportionate share of the Labor Government’s cuts to public
spending in the period 1983-84 to 1988-89 had been borne by public investment and,
after reviewing the literature demonstrating the importance of public investment to
economic growth,” concluded that ‘[c]utting public investment spending may have
[had] serious adverse effects on labour productivity and long-term economic
growth.”"

The availability of high quality, low cost road, rail, air, port, shipping and
telecommunications infrastructure services is also an important determinant of the
capacity to export.”” The LEK Partnership study of emerging service exporters
analysed the common features of nations with a strong export performance and
found that the infrastructure services were a critical input. LEK surveys of
Australian service exporters also revealed that they believed transport and
telecommunications were important determinants of success. Accordingly, they
recommended increased investment in infrastructure and broadened application of
infrastructure development bonds.*”

Perhaps the Federal Government should consider adopting the ideas of John
Maynard Keynes, who suggested that government establish a capital budget,
separate to the current spending budget, with capital investment ranging between
7.5 and 20 per cent of national income. Keynes argued that such services would be
fully paid for, so that the capital budget would be balanced over time. He believed

%% The latter two studies were outlined in Industry Commission, Impediments to Regional Industry Adjustment
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such efficient public investment could correct the tendency for the free market to
produce high structural unemployment and major cyclical swings in economic
activity.*™

As the Kelty report recommended, Australia needs strategic modernisation and
development of its infrastructure base through increased private and public
investment and user charges.””” Caution is certainly required to ensure that only
projects that will increase economic welfare go ahead. There is little doubt that many
ill-considered projects in the past have served to reduce Australia’s economic
prosperity. However, rationalist policy makers have spent more than a decade
underspending on infrastructure. This has left a situation in which many badly
needed, growth enhancing projects should now be undertaken. This provides a
major opportunity for Australia to provide employment, assist restructuring and
improve national competitiveness through increased investment in infrastructure.

Towards the end of the Labor Government's reign, opportunities for growth
enhancing investment were available in every infrastructure sector. For example, the
Allen Consulting Group found that additional investments in key parts of existing
road infrastructure would produce high economic returns by increasing the
productivity of domestic and export production.””” A number of reports identified
specific projects likely to be welfare enhancing,””” such as the linking of the national
highway system to all major ports, building dual carriageway roads on key parts of
Australian roads to improve safety and transport efficiency; and upgrading arterial
roads from the centres of Australia's major cities to connect with major highways.*”®
The Taskforce on Regional Development referred to a study by Dr Vince Fitzgerald,
which estimated that every $1 billion sensibly invested in arterial roads could bring
an $810 million increase in GDP within a decade, while every $1 billion sensibly
invested in freeways could bring a $620 million increase in GDP within a decade.*”

In all other infrastructure sectors, part of the reason for infrastructure performance
being substantially below international best practice is inferior capital productivity.
Investment in world best technology and equipment can play a role in redressing
this capital productivity weakness.**

In the electricity sector, the speedy completion of a national transmission grid and
structural separation of state monopolies to produce a competitive national
generation market would increase productivity. In gas, pipelines have been built to
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transport the gas from the source to capital cities, but many regional areas do not
have access to the gas distribution network. Given the importance of resource based
value adding, careful consideration of strategic investments in this sector should
occur. And of course, as with electricity, the breakdown of state monopolies and the
establishment of a national gas market would lead to increased investment, greater
productivity and lower costs.*

Investment to create high quality airports would support the fast growing tourist
sector. Quickly building a third airport for Sydney and the rapid development of
Brisbane airport would have improved economic welfare in this way.”*
Unfortunately, the Labor Government was primarily focused on privatising its 23
airports, leaving the possibility that many of Australia's 18 loss making airports will
close or charge higher prices.

Investment in telecommunications may be particularly important for a number of
reasons. Firstly, telecommunications is perhaps the most critical infrastructure sector
because its a widely used, generic input, important to the competitiveness of
virtually all firms in the economy.** As Chalmers Johnson wrote:

In all of its many forms, including office automation, instantaneous transmission of data,
and the diagnosis of malfunctions in human and man-made data systems,
telecommunications are probably the greatest single source of gains in productivity at work

today.284
Secondly, there is also strong potential for major export growth in
telecommunications itself. World exports of telecommunications services are
growing very quickly and forecasts of demand for telecommunications services are
very high for at least two generations.”®® Global economic and export growth in
telecommunications can be expected to continue because its growth is underwritten
by rapidly spawning new products and services, such as cordless phones, pay TV,
fibre optic cables, modems and the Internet. Australia's exports  of
telecommunications equipment are significant and growing strongly, reaching $711
million in 1995-96, with a five year average annual growth rate of 20 per cent.*** The
potential for telecommunications exports to Asia to grow is substantial because the
Asian telecommunications market is expected to grow rapidly in the next 20 years.
Australia's regional position, the increasingly Eurasian mix of its population, and the
depth and sophistication of its home services market relative to its Asian neighbours,
mean that quality telecommunications could underwrite a services export boom to
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Asia.**" Australia's telecommunications sector can also be expected to achieve strong
export growth because it is reasonably competitive. The LEK study found that nearly
80 per cent of service exporters stated that telecommunications is a positive part of
their business environment.*

A different approach may be needed to encourage telecommunications because a
largely private, competitive market is emerging. Given the prevalence of emerging
products in telecommunications and its capacity for export growth, government
support could focus on encouraging R&D, technology uptake, skills development
and export marketing amongst indigenous firms in the sector.

Considerable investment is also needed to protect and rehabilitate the natural
environment. For example, in the Murray-Darling Basin, there are major problems
with water quantity and quality, and water management practices. If unchecked,
waterway pollution could threaten the future of key sectors, and, in turn, certain
metropolitan areas, as well as numerous regions such as Victoria's Goulburn Valley
and South Australia's Murray Bridge. Major investment is needed to restore health
to Australia's key water system.”® Numerous other investments in our natural
environment, such as in land rehabilitation through Landcare Programs, are also
badly needed.*”

Even in rail, the most subsidised and inefficient infrastructure sector, there are
considerable opportunities for profitable investment. Ensuring all economic rail lines
have good linkages with ports can benefit exporters. Very fast train projects between
certain capital cities, such as a Sydney-Canberra-Melbourne service, could achieve
market returns and provide efficient passenger services to the great benefit of
Australia’s tourist sector.””' Long-standing proposals by the private sector have only
been prevented by a lack of tax concessions.” It is also possible that rail links
between capital cities and Darwin may be useful in facilitating exports to Asia.

Thus, the fact that so much economic public investment remained yet to be
completed at the end of the Labor Government’s reign, shows that in the rationalist
era, too little infrastructure investment occurred to maximise growth, restructuring
and competitiveness. That the Kelty report could - in 1994 - argue that Australia's
ports should be connected to road and rail links,** shows how much welfare
enhancing investment remains to be completed.

This situation provides a major opportunity for Australia to provide employment,
drive restructuring and improve national competitiveness through infrastructure
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investment. Such infrastructure investment could occur in full compliance with the
rationalist prescription to charge market prices and get a market return on
investments.

The vital role of government in identifying opportunities for profitable infrastructure
investment may have been neglected because rationalists: are focused on market
reforms, not public investment; and are opposed to national planning of
infrastructure investment. Rationalists appear to support the devolution of
investment decisions to numerous, largely private firms within each sector, without
any co-ordination with other firms in the sector, nor with the activities of related
sectors. For example, the IC report on port authorities recommended: ‘Investment
decisions should be the responsibility of individual port authorities acting in a fully
commercial manner. There should be no national control or planning of
investment.”*"*

As infrastructure services are primarily provided by government, it is government
that must identify key priorities for investment. Theoretically, government could
make a range of investments in infrastructure and get a market return through
mechanisms such as tolls or user charges. The key is to focus investments in areas
that will bring the greatest returns. An activist government approach can not only
enhance private sector activity generally, but can also foster restructuring by
focusing investment on infrastructure sectors, such as transport and
telecommunications, where the services encourage exporting, and exports of ETMs
and high value-added services in particular.

National planning is also needed to ensure the co-ordination of infrastructure
investments across three tiers of government, in numerous government departments
and in numerous sectors. Initiatives in one sector, for example roads, affect the
demand for services, and the necessity for investment in other sectors, such as rail
and air transport. Active government planning can ensure that the most efficient
methods are used to achieve particular needs. Unfortunately, throughout the
twentieth century, State Governments have often undertaken infrastructure
investments without co-ordination with their counterparts in other states. It was this
approach that led to three different railway gauges and the organisation of electricity
supply on a State by State basis.*”

There is still insufficient co-ordination between State Governments, let alone
between Federal, State and Local Governments, and across the range of government
departments.” There is a need for a national body to be established to provide for
national co-ordination of research, planning and investment by Federal, State and
Local Governments. Without national planning and research in all areas of
infrastructure provision, there is a danger that public infrastructure investment will
be unco-ordinated and inefficient, as well as insufficient to maximise the growth of
the private sector.
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Activist government policies could also usefully encourage the trend towards
private sector provision of infrastructure. Private projects are sometimes better
managed and more efficiently completed than many public projects.*”” To encourage
private investment, the Federal Government could: review the rules governing
Infrastructure Bonds and Pooled Development Funds to establish whether they can
become a worthwhile mechanism for encouraging private sector investment in
infrastructure; and review its tax treatment of infrastructure investments more
generally, which compares unfavourably with many OECD nations. Australia’s tax
treatment of infrastructure investments has played a role in delaying or preventing
some infrastructure projects - such as the very fast train project - from proceeding.”*®

Structural Unemployment

A key weakness of the free market infrastructure reform agenda is that - while it
may produce net employment gains - it also produces significant gross employment
dislocation, much of which involves structural, long-term unemployment. It is, of
course, acknowledged that much of the dislocation is a by-product of the process of
achieving greater efficiency and lower costs. However, the structural dislocation
caused remains a major disadvantage of free market infrastructure policies.

Free market infrastructure reform produces significant dislocation for a number of
reasons.

Elimination of subsidies will produce dislocation. For subsidised services, market
pricing requires that, other things being equal, prices have to be raised to cover costs
and a market return on capital, or the service has to be terminated. The result is that
some workers providing subsidised services will be sacked, as services are
terminated or reduced, or as demand falls in response to price rises.

Competitive neutrality policies exacerbate these pressures because, under such
policies, GBEs are losing: their immunity from various taxes and charges;
government guarantees on their debts; immunity from various regulatory
requirements; concessional interest rates on loans; effective immunity from
bankruptcy; exemption from the TPA; and exemption from having to pay dividends
to government (in the large majority of cases).® This is producing higher costs for
GBEs, which is, in turn, creating pressures for higher prices and/or the termination
of subsidised services, leading to further employment losses.

The magnitude of this dislocation has been significant because, as Ruthven estimated
in 1994, the return on investment in GBEs was only two-thirds of the private sector
performance.’ In some instances, the dislocation has been particularly pronounced.
For example, as the IC 1991 rail report noted, the sector is moving to market pricing
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from a position in which it covered only around 60 per cent of its costs™ and drew

on public sector savings by $4 billion or more each year.** Market policies have
meant that many services have been terminated, while others have survived with
higher prices, but lower demand. Some sectors have and will be particularly affected,
such as less-than-car-load(LCL) freight, which had only covered approximately 24
per cent of its costs.’”

Subsidies provided via under-recovery of irrigation costs amounted to a massive
$424 million in 1989-90. Over $50 billion in capital is utilised to provide water
sewerage and drainage services, much of which the IC has described as ‘[e]xcessive
investment.”*** Market pricing from this position would require, other things being
equal, average price rises of between 50 and 470 per cent in various regions.™ Of
course, in reality, market pricing will lead to the closure of much of Australia’s
irrigation infrastructure. As the IC admitted: ‘The inability to cover all costs in water
charges (because it would render the use of water unprofitable) casts doubt on the
viability of the States irrigation systems.”* Dislocation is particularly likely because
public irrigation schemes are ageing and require much new investment, but the
funds needed to provide for replacement costs and other necessary investment does
not exist.*”’

Dislocation has also been significant in electricity because it has been moving to
market pricing from a situation in which, at 1989-90, cost recovery by State electricity
authorities was 78 per cent in Queensland, 84 per cent in Victoria and SA, 80 per cent
in NSW, and 102 per cent in WA.**® Similarly, gas authorities have not traditionally
covered depreciation costs, nor a rate of return, and have provided a number of
CSOs, such as uniform pricing and pensioner rebates,*” as well as subsidies to the
rural sector. Public gas utilities have also been exempt from government taxes and
charges and from the TPA.>'° Overall, dislocation has and will be significant because
the great majority of infrastructure sectors have had to move to market pricing from
a position of significant subsidy.
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Introducing competition is also producing employment dislocation as public
monopolies lose market share to competitors. For example, State public monopolies
in electricity and gas have undergone, or may soon face, structural separation,
privatisation and exposure to a national market. While this will improve efficiency as
efficient producers expand, there will be significant localised employment
dislocation for inefficient generators and distributors that had relied on their state
monopoly to remain in business. In telecommunications, the move to a duopoly, and
then open competition from July 1997, has and will produce employment
dislocation, as Telstra progressively loses market share to competitors. While Telstra
is faring well at present and will have the advantage of operating in a sector
experiencing rapid product innovation and sales growth, pessimistic estimates
suggest that Telstra's employment could fall from it’s late 1980’s peak of 90,000 to
30,000.*"" The establishment of competition in other sectors will also produce
dislocation in the same way.

Privatisation will also produce dislocation, where employees in public enterprises
are replaced by private sector firms. This has occurred, and may continue to occur,
through privatisation in sectors such as electricity, gas, water, rail, aviation and
ports. Such dislocation has and will be increased through contracting out. For
example, the IC have recommended that public port authorities divest ‘non-core
activities’, such as terminal operation and stevedoring, towage, pilotage, vessel
repair, construction of wharves, cargo handling and storage.’” This approach has
brought dislocation. For example, it assisted the NSW Maritime Services Board to
reduce its staff from 3,000 to 1,300 in the three years to 1991-92.°"

Market reform will also produce dislocation by encouraging efficiency drives. The
introduction of competition will create job losses by sparking efficiency drives
among former public monopolies seeking survival against competition. Privatisation
will create further job losses through efficiency drives as private firms seek profit
maximisation. There is much scope for increased efficiency and associated job losses
in many sectors. For example, a 1994 BIE study noted that Australia’s best
performing electricity utility had labour productivity almost four times below world
best practice.’ In rail, a Travers Morgan study concluded that changes to work
organisation and reductions in over-manning could bring labour cost savings of 34-
38 per cent.’’”® National Rail, established in 1993,°'° quickly established plans to cut
operating costs by 45 per cent and at least triple labour and capital productivity by
1995-96.>"" In telecommunications, a 1992 BIE report found that the sector's labour
productivity was only 34 per cent of world best practice, concluding that there was
scope for a 40 per cent labour productivity increase.’’® Telstra have undergone a
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major efficiency drive in response to the decision to allow open competition from
July 1997. Considerable scope for efficiency improvements and job losses also exists
in sectors such as port services, gas and water.

These factors, particularly policies to remove subsidies, have brought significant
employment losses in some infrastructure sectors. As noted above, complete figures
on the total employment losses are not available. The Steering Committee on
National Performance Monitoring provide full-time equivalent figures for GTEs, but
exclude some firms and do not provide a consistent sample over time. Meanwhile,
the ABS provide figures for certain infrastructure sectors, but they do not provide
separate figures for public and private providers. However, the use of various
sources can produce a rough guide on the magnitude of employment dislocation.

In the rail sector, rail authorities state that employment fell from 110,000 in 1981 to
103,000 in 1986 and to 79,000 in 1990.>" ABS figures, although they appear to exclude
some employees included in rail authority estimates of total rail employment,
indicate that, between November 1984 and November 1995, rail transport
employment fell from 85,900 to 45,500.** In telecommunications, employment in
Telecom/ Telstra fell from 97,000 in 1986°*' to around 68,000 in 1994-95 (in full-time
equivalent employee terms)** and a further efficiency drive has ensued since then. In
electricity and gas supply, employment fell from 97,800 to 55,200 between November
1984 and November 1995. In water supply, sewerage and drainage services,
employment has fallen from 45,000 to 28,200 between November 1984 and
November 1995.* Employment in Australia Post, in full-time equivalent terms, fell
to just over 37,000 in 1994-95, from the previous peak of just over 40,000 in 1990-91.%**
Between June 1988 and March 1993, the number of workers employed by port
authorities was reduced from 7,400 to 4,200 and waterfront employment fell from
around 9,000 to 5,000.°** In aviation, Qantas, the Federal Airports Corporation (FAC),
the Civil Aviation Authority, Ansett and Australian Airlines have undergone major
staff cuts. The numbers employed in air transport fell 13,000 in the four years to
November 1993.°* Loss making regional airports are also under threat as market
policies are being implemented, while international airline deregulation would bring
further major dislocation for Qantas. Shipping reform began in earnest in 1984**” and
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brought significant efficiency gains.”*® Water transport employment has fallen from
15,900 in November 1984 to 10,100 in November 1995.3%

The tigures in the table below from the Steering Committee on National Performance
Monitoring of Government Trading Enterprises provide some indication of the total
employment losses from GTEs in the period. Bearing in mind the limitations on the
data mentioned, the figures show that GTE full-time equivalent employment has
fallen by around 110,000, or around a third, between 1987-88 and 1994-95. This is an
underestimate of the total jobs lost because the figures provided are full time
equivalent positions. Further, the 1994 report only included around two-thirds of
total GTE employment,*® while the 1996 report only covered around 75 per cent of
total GTE employment.*!

GTE Employment (Full-Time Equivalents) 1987-88 to 1992-93

350000

300000

250000

200000

87/88 88/89  89/90 90/91 91/92  92/93

Source: Steering Committee on National Performance Monitoring of Government Trading Enterprises,
Government Trading Enterprises Performance Indicators 1987-88 to 1992-93, op. cit., p.b.
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GTE Employment (Full-Time Equivalents) 1990-91 to 1994-95
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200000
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Source: Steering Committee on National Performance Monitoring of Government Trading Enterprises,
Government Trading Enterprises Performance Indicators 1990-91 to 1994-95, op. cit., p.10.

Given that reforms to introduce competition and privatisation are far from complete
and that many sectors remain a long way from world best efficiency, significant
further job losses are inevitable. For example, further restructuring will occur in
electricity and gas, as firms thrive or decline in the national market, while open
competition in telecommunications could produce substantial job losses in Telstra.
Significant further reform also awaits the port services, rail and water sectors.

Sectors reliant on subsidised infrastructure provision have also faced dislocation as
services are removed and/or prices are increased to bring a market return on
investment. For example, sectors dependant on irrigation experience dislocation
where market policies produce price increases and/or the termination of services. A
1993 IC report noted that irrigated areas are highly productive, representing only 5
per cent of the land under crop and pasture, but producing around 25 per cent of
Australia’s agricultural production. Nearly $1 billion more is spent watering
livestock pastures, much of which is used to feed dairy cattle.®® Thus, removal of
subsidies has the potential to cause significant dislocation in affected sectors.

Finally, in the regions, many of which have also been effected by tariff cuts, removal
of general government services and the decline of agriculture, market infrastructure
policies are reducing employment via increased prices and/or service closures in
rail, air services, telecommunications, postal services, electricity, gas and water
(especially irrigation). Regional areas are being particularly affected because public
monopolies in many sectors have traditionally used profits from urban services, and
sometimes taxation, to continue unprofitable infrastructure provision for many
regional and rural areas.

Regional dislocation is occurring in two key ways. Firstly, some regional
infrastructure providers are reducing or terminating operations. For example, the
State Electricity Commission of Victoria reduced its employment from 36,000 to

832 Industry Commission, Water Resources and Water Waste Disposal, op. cit., p.17,193,194.
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21,000 between May 1988 and May 1993. This involved an employment decline of
around 4,500 in the La Trobe Valley, which produces 90 per cent of Victoria’s
electricity output, and is highly dependent on such production.”*® Secondly, price
rises and the termination of infrastructure services creates dislocation in regional
enterprises reliant on such services. As numerous regional submissions to the IC
report on Regional Industry Adjustment,** the EPAC ‘Medium Term Review’** and
the Taskforce on Regional Development® stressed, market reform will further
disadvantage regional enterprises on their key weakness, namely their distance from
the major markets that buy their products and provide inputs to their production.

For example, market pricing is producing regional dislocation because
Commonwealth and State Governments had long subsidised rural water supplies in
the name of regional development.®” As such, in all States, significant localised
agricultural production has been dependent on heavily subsidised irrigation. Market
pricing requires large price rises and termination of some irrigation services, which
will impact significantly on affected sectors.’® The Murray-Darling Basin area, which
accounts for most of Australia’s irrigated production,®® will be particularly affected.
It accounts for 30-40 per cent of Australia’s primary resource-based production.*** As
even the IC have admitted: ‘...many communities and industries owe their existence
to abundant and cheap supplies of water for irrigation. In the Lower Darling Basin,
in particular, whole communities rely upon water supplied in liberal quantities, with
high reliability and a subsidised price.”**' Numerous regions within the Basin will be
affected, such as: Victoria’s Goulburn Valley, in which half the agricultural land is
under irrigation, including dairy produce and various fruit sectors;*” South
Australia’s Lower Murray region, which is dependent on water to ensure the
continuing viability of its local food production industry; the Riverland Sunraysia
region, which includes Renmark, Berri, Wentworth and Mildura, where agricultural
and horticultural production, especially citrus, dominates production and is heavily
dependant on irrigation;** and numerous areas in the New South Wales section of
the Murray-Darling Basin, such as the Murrumbidgee Irrigation Area.’"

Market reform in the heavily subsidised rail sector is also producing significant
regional dislocation, as rail lines are terminated and dependent sectors such as
tourism are adversely affected. The Rail Industry Council’s 1990 report estimated
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that moving to a ‘commercial railway’ scenario would result in a fall in the non-
urban rail workforce from 70,000 to 25,349 in the 1986-87 to 2000-2001 period. All
non-urban passenger services and all less-than-container-load services were
expected to close under this commercial scenario.**

Regional dislocation will also occur elsewhere. For example, regional dislocation
among gas employees and sectors reliant on gas will ensue because governments
have traditionally subsidised regional gas infrastructure as a means of promoting
regional development.*® The future of some of Australia's 74 regional ports is also
uncertain because, as the IC's 1993 report on ports noted, most ports were still
achieving negative returns, despite considerable improvement.*”” Loss of such ports
or price rises would result in employment losses for port employees and for
employees in regional businesses reliant upon such port services. The decision to
privatise all 23 FAC airports®*® will also bring regional dislocation because the
system had relied on using the major profits made by Melbourne, Brisbane and
Sydney, and the mild profits made by Adelaide and Perth, to cross-subsidise the
other 18 airports, all of which run at a loss. Privatisation may therefore lead to
dislocation, as some regional airports close, and regional firms reliant on such
airports, such as those in the tourism sector, contract or terminate.”*” In postal
services, the IC have recommended that the Federal Government should establish
competition to Australia Post, and establish a review on its possible privatisation,
once competitive networks have been established.*® This would produce regional
dislocation, as there is little chance a private firm would continue to cross-subsidise
the numerous loss-making regional post offices.>

A “domino effect’” of collapsing services and economic decline can be triggered by the
removal of government services and infrastructure. This occurs through negative
multiplier effects, as well as by firms and individuals leaving regional areas as
services are withdrawn. In turn, the decline can cause bankruptcies, as financial
institutions call in loans backed by assets, the value of which has declined. Lower
asset prices can also impede business growth by reducing the capacity of businesses
to access finance.*” Queensland University demographer Dr Martin Bell believes the
key reason for the withdrawal of population from the regional and rural areas is the
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rationalist policy of removing Commonwealth and State Government services,*
which the IC also admits has had an effect.”*

As with tariff cuts, rationalists have been relatively indifferent to this regional pain.
For example, several submissions to the IC Regional Adjustment Report stated that
deregulation of intrastate aviation might lead to the removal of their local air service
and thereby impede the development and adjustment of their regions.** In response,
the IC stated: ‘[TThe regional implications of intrastate aviation deregulation do not
constitute an argument against further removal of government intervention.”*
Reports by the IC, the BIE and EPAC all note that major regional dislocation will
occur as a result of market infrastructure reform, but none provide any detailed
analysis of these major costs, let alone a comparison of such costs compared to the
benefits of market reform. Indeed, each report simply notes the regional implications
and then advocates rapid implementation of market reform.*”

The key employment concern of the market reform program is that, because it
involves major shifts of investment and employment between firms, industries and
regions,”® it is prone to leaving localised pools of long-term structurally unemployed
people in various regions and sectors. For example, many of the 4,500 workers who
lost their electricity sector jobs in the La Trobe Valley (noted above) may have had
difficulty finding alternative employment because their jobs are probably gone
forever. Unless these workers can retrain to create skills suitable in other sectors,
they may face long-term unemployment. Market infrastructure reform will create
localised pools of long-term, structurally unemployed people via: the impact of the
110,000 plus job losses in infrastructure sectors; the concentration of such losses in
particular regions, which are often experiencing slow or negative employment
growth; and the impact of the removal of such infrastructure on reliant sectors.

Studies have confirmed that infrastructure job cuts are particularly likely to create
structural, long-term unemployment. For example, a Bureau of Transport and
Communications Economics study of the rail sector conducted between January 1987
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p-176-179 acknowledged that regional submissions believed that the market reform program would cause
disproportionate pain for the regions, but responded that they weren’t certain rural areas received more
subsidies than city areas. The IC concluded that market pricing should be applied to both regional and
capital city areas, and all cross subsidies to regional areas should be removed, without any serious analysis
of the regional and sectoral costs of their program being attempted.
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%% This point is noted by Paul Kelly, The End of Certainty, op. cit,, p.390 and R.G. Gregory, ch.15 ‘An Overview

of Microeconomic Reformy’, op. cit., pp.305-314 at p.311.
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and June 1988 found that, of those workers accepting a redundancy package, 44 per
cent remained unemployed and two-thirds of these for at least 13 months.>”

In some instances, dislocation is being suffered by those least able to find alternative
employment. For example, in the port sector, those being displaced are primarily
unskilled or semi-skilled workers, as the composition of jobs in the sector shifts
increasingly towards higher skilled employees.*® Similarly, in the rail sector, the
1990 Rail Industry Council report found that low skilled employees were
experiencing the majority of the employment dislocation, as the rapidity of the
rationalisation process has made many rail workers skills redundant. The 1990 Rail
Industry Council report found only 15 per cent of the rail workforce had undergone
training and acquired skills that are transferable to other industries. There is also a
large proportion of workers from non-English speaking backgrounds in the rail
workforce, reaching as high as 40 per cent in some rail systems. Further, many of
those displaced are in weak regional labour markets, such as Whyalla and Griffith.
The majority of these rail workers will not find alternative employment within a

year.>

Thus, in summary, free market infrastructure reform produces significant, long-term,
structural unemployment as: market pricing and competitive neutrality policies
necessitate price rises or service closures in subsidised or otherwise favoured sectors;
competition causes some public providers to lose market share; privatisation and
contracting out create downsizing in the GBEs they replace; and competition and
privatisation spark efficiency drives. Further dislocation is caused: among sectors
that were reliant on subsidised infrastructure provision; and among regions, where
regional services are forced to terminate and where regional firms reliant on
subsidised infrastructure services contract as the services are terminated or prices are
raised to produce a market return.

Managing Competition and Privatisation

Rationalists may also lack the strategic industry policy framework needed to
implement competition and privatisation in the most effective way. With respect to
introducing competition in former public monopoly areas, rationalists can produce
sub-optimal outcomes due to their excessive faith in market forces and excessive
disregard for the capacity of government. For example, rationalists often seek speedy
implementation of open competition in formerly protected markets, without
adequate consideration of the impact on existing investment and employment in the
sector, nor for the structure of firms that would result in the sector. By contrast, a
more sensible approach would be to make domestic operators efficient, build up
domestic rivalry and only then apply open competition. This approach assists in
maintaining Australian infrastructure service providers and existing investment and
jobs, while encouraging a competitive market structure over the longer term.

. Industry Commission, Rail Transport Volume 1 Report, op. cit., p.182.

%% This shift in industry skill requirements is noted in Industry Commission, Port Authority Services and

Activities, op. cit., p.148.

%1 Rail Industry Council, op. cit., p.41,59.
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This was illustrated in the telecommunications policy debates. While Treasury and
some members of the Labor Government wanted a speedy transition to open
competition, the ‘Beazley option’ of first moving to duopoly and then open
competition in 1997 prevailed. The latter option allowed Telstra to improve its
efficiency and competitiveness in preparation for such competition. As a result, a
market structure involving strong domestic competitors, as well as international
competition, has been made possible. An immediate move to open competition may
have left an inefficient Telstra open to obliteration, led to the loss of much existing
employment and production, and paved the way for a market dominated solely by
foreign competitors.

Introducing competition into markets traditionally supplied by public monopolies
also requires a strategic approach. Simply removing regulatory restrictions on
competition and privatising monopolies may bring adverse results, as private firms
with monopoly power can charge above market prices and deliver essential services
inefficiently without the discipline of competition. Structural reforms are needed to
dismantle excessive market power and make the market contestable. Natural
monopoly elements, such as rail tracks, need to be separated from potentially
competitive activities, such as rail services, with the latter being structurally
separated into several competing independent firms. Strategic judgements must be
made about which parts should be privatised, whether Australian ownership is
important, and which parts are ‘natural monopolies’ and should remain public, or
alternatively, made private, with price cap legislation.’®® Ensuring markets remain
competitive after structural separation is also important. The government must use
the powers of the Trade Practices Act to: ensure competitors do not collude to fix
prices or engage in other anti-competitive activity;** and prevent the re-merging of
the broken up enterprises, where the merger would be likely to result in a substantial
lessening of competition.*** In summary, introducing competition requires a strategic
approach, not the simple market policies of deregulation and privatisation.

Rationalists may also be too inclined to advocate privatisation because of their blind
faith in market forces and their under-estimation of the utility of government action.
For example, Strong writes:

Inevitably, ... government enterprise can never be as efficient or service-oriented as private
enterprises... [TThe behaviour changes engendered by private ownership as opposed to
ownership by politicians, will inevitably lead to more competition, better customer service

and better resource allocation of labour and capital within the economy...365

As with competition, privatisation requires a strategic industry policy framework
because it involves the central question rationalists fail to address, namely the

appropriate mix between public and private sector provision in the economy. Each
decision requires considerable research and strategic thought about the best mix

362

Frederick G. Hilmer, Mark Rayner & Geoffery Taperell, op. cit., p.215,217,219.
ibid., p.87,130.

Allan Fels & Jill Walker, ‘Competition policy and economic rationalism’ in Stephen King & Peter Lloyd (eds),
op. cit., pp.169-191 at p.179,189.

Chris Strong, op. cit., p.64,65.
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between government and private sector involvement, not an automatic assumption
that market forces should prevail.

The privatisation of Telstra is a good example. Kept public, it would provide more
than $2 billion to government annually, is 100 per cent Australian owned, is
achieving considerable export growth, has undergone major efficiency
improvements, provides crucial technology to virtually all firms, and could be used
to keep foreign firms ‘honest’ in the environment of open competition. Privatisation
would mean significant loss of Australian ownership, loss of government revenue
and possibly reduced exports if a foreign multinational gained a controlling share
and was already exporting to the region from other nations. Alternatively, it may
well be that, in an environment of open competition, a privatised Telstra would
become substantially more efficient, create even more exports and offer cheaper
prices and better service. The decision on Telstra is not clear-cut, and needs to be
approached with an open mind and a strategic policy framework, not an ideological,
pre-determined view that privatisation is always optimal for the economy.

Each privatisation requires a range of strategic choices. As Michael Porter's study
found: ‘...[D]eregulation and privatization will not succeed without active domestic
rivalry.”**® Thus, where firms operate in a competitive national market, the former
public monopoly can simply be privatised. If however, privatisation would give the
firm too much market power, it is vital that the monopoly is broken up into several
competing businesses before privatisation. Governments have a strong incentive to
sell public monopolies without structural separation to maximise the sale price. In
some instances where there has been insufficient competition, privatisations have
given excessive market power to private firms, allowing them to charge monopoly
prices and provide sub-standard service. Structural reforms must take place before
privatisation to avoid such negative economic outcomes.*”

Strategic choices also need to be made about whether each firm should be privatised
after the structural separation of a public monopoly. It may be useful to keep one
competitor in each sector in public ownership in order to keep the focus on long run
strategic infrastructure development. Private investors may under-invest in search of
short-term profitability, rather than focusing on nation building. This may be why
transport, communications and energy are largely in public hands in OECD
nations.*®

Rationalists may also be too willing to privatise natural monopolies. For example,
Australia's airports are being privatised. As almost all the airports are natural
monopolies, private firms will have considerable market power to charge high
prices, once the five year price cap legislation expires. Further, because only seven of
the 23 airports make a profit, the 18 loss-making airports will have to charge higher
prices or cease operations, with negative implications for regions and sectors reliant
on such provision. Thus, privatisation of airports without ongoing price cap
legislation and in the absence of competition, may worsen national economic

%® Michael Porter, op. cit., p.664.

%7 Frederick G. Hilmer, Mark Rayner & Geoffery Taperell, op. cit., p.226-228,234.

%% Simon Domberger, op. cit., p.166.
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performance. These are the reasons why the FAC argued that the airports needed to
be run as a national network.’® Similarly, many port authority activities are natural
monopoly or duopoly activities. In these areas, market forces will not generate price
competition,’® yet the IC recommend widespread privatisation’”’ and it is
proceeding in many areas.

Conclusion

Rationalist infrastructure reform appears to have improved the functioning of
infrastructure sectors. Most particularly, introducing competition in sectors formerly
dominated by poorly performing government monopolies, such as in electricity, gas
and telecommunications, has brought significant efficiency improvements and cost
reductions. Corporatisation policies such as market pricing have led to a significant
reduction in GTE debt. Such policies are an important priority given that, at 1987-88,
real GTE debt stood at $44 billion.*” If managed effectively, there is also scope for
gains through privatisation, where it occurs in the context of highly competitive
markets. In these circumstances, the profit motive engendered by private ownership
could be expected to make some contribution to improved economic performance
from infrastructure providers. Overall, rationalist reforms have produced lower
average prices, sharply rising productivity and lower GTE debt.

These infrastructure performance improvements are likely to have produced
economy-wide gains. Given that infrastructure costs are an important part of the
input costs in many industries, the significant cost reductions achieved will have
improved the cost competitiveness of firms throughout the economy. To the extent
that cost reductions increase competitiveness and sales, such cost reductions have
aided growth, exports and restructuring,.

The key limitations of rationalist infrastructure reform are that: it may make only a
small contribution to net employment growth; and it does little to foster an
innovation-driven economy, which is the key to national competitive advantage.

Rationalist infrastructure policy also has several key weaknesses. In particular,
rationalists are focused on establishing a market allocation of resources, when the
key policy requirement is to overcome the massive failure by the market to produce
the infrastructure necessary to maximise economic performance. A policy
prescription to establish a market allocation of resources is of minimal utility when
the activity is primarily undertaken by government. The prescription that
governments seek a market rate of return on their infrastructure investment fails to
answer the central infrastructure policy question, namely: What mix and level of
government spending in infrastructure can maximise national economic growth and
competitiveness? The level, type and quality of public investment in infrastructure,

%% Chris Falvey, ‘All FAC airports to be sold’, The Australian, 5 May 1995, p.17.

7% Howard Dick, ch.10 ‘Progress and frustration: Restructuring of coastal shipping and ports” in Peter Forsyth

(ed.), op. cit., pp.204-221 at p.211,217.
o Industry Commission, Port Authority Services and Activities, op. cit., p.182,184.

? Steering Committee on National Performance Monitoring of Government Trading Enterprises, Government
Trading Enterprises Performance Indicators 1987-88 to 1992-93, op. cit., p.3.
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by determining the quality, availability and cost competitiveness of infrastructure
services to industry, is an important cause of the level of growth and
competitiveness of the Australian economy. These policy issues must be primarily
determined by government.

Rationalist ideology may have contributed to the rapid fall in government
investment in the period because rationalists: are focused on market policies, not
addressing market failure; have little faith in the utility of government action;
recommend that public infrastructure investment only occur where it is very likely
to make a market return; are against national planning of infrastructure investments;
and place greater priority on cutting government spending than on ensuring that
sufficient public investment is undertaken. Public infrastructure investment has
plummeted during the rationalist era, raising the possibility that it has been
insufficient to maximise the growth of the national economy.

There is strong evidence that increasing investment in infrastructure could foster
growth, restructuring and national competitiveness. The history of industrial nations
shows that there is significant market failure in the provision of infrastructure.
Significant government investment is needed to provide adequate infrastructure to
support the private sector and the economy as a whole. A large number of
economically beneficial infrastructure projects were yet to be completed when Labor
lost power. This provides a major opportunity for Australia to increase its public
infrastructure investment and thereby provide employment, assist growth and
restructuring, and improve national competitiveness. Government infrastructure
policy can also assist restructuring by ensuring that infrastructure investments
encourage exports, and exports of ETMs and sophisticated services in particular.

Another key weakness of rationalist infrastructure reform is that it appears to have
produced very significant structural unemployment via: implementation of market
pricing and investment in a situation where every infrastructure sector, bar perhaps
(non-heavy vehicle) road transport do not cover their costs; corporatisation, which
will exacerbate the pressures for price increases via the removal of various
advantages enjoyed by public enterprises, including the requirement to pay all taxes
and charges; and privatisation and competition policies, which produce employment
losses by sparking efficiency drives. Major employment losses will also occur in
sectors and regions that have relied on subsidised infrastructure provision, as
infrastructure services are removed and/or prices increased to bring a market return
on investment.

In short, rationalist infrastructure reform has been worthwhile for the benefits it has
produced. However, the rationalist approach also has weaknesses, particularly the
fact that it has involved too little public infrastructure investment to maximise
growth and restructuring. Australia will have to look beyond rationalist
infrastructure reform to achieve a significant improvement in national competitive
advantage, restructuring and employment growth.
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Chapter Three: Small Government Policy

Introduction

This thesis critiques the rationalist assumption that if resources are allocated by the
market, they are allocated with optimum efficiency, leading to rapid restructuring
and employment growth, and surging national competitiveness. This chapter tests
these views, as applied in the form of the small government policies pursued by the
Labor Government.

Labor's Small Government Policies

Rationalists believe in reducing government expenditure to an absolute minimum in
order to maximise the role of markets in allocating resources, and to reduce tax on
companies so as to encourage investment. This belief underpinned the
unprecedented reduction in Commonwealth outlays under the Labor Government,
which fell from 30.2 per cent of GDP to 24.1 per cent of GDP between 1984-85 and
1989-90. As shown below, Commonwealth and total government outlays also
declined in a structural sense over the 1983-84 to 1995-96 period, notwithstanding
the brief cyclical rise during the recession and its aftermath. These cuts helped to
facilitate a reduction in company tax from 60 to 33 per cent, before it was increased
to 35 per cent.

The Size of Government as a Percentage of GDP

Year Commonwealth Total Government Commonwealth Total Government

Outlays Outlays Revenue Revenue
1983-84 295 37.9 25.3 315
1984-85 30.2 39.0 26.9 333
1985-86 29.8 39.2 271 34.1
1986-87 29.2 39.3 279 35.2
1987-88 26.8 36.8 27.4 35.1
1988-89 24.7 35.0 26.2 34.7
1989-90 241 354 26.0 34.9
1990-91 255 34.6 24,7 34.1
1991-92 26.7 37.2 22.8 327
1992-93 27 1 36.7 221 32.1
1993-94 26.7 35.6 21.9 325
1994-95 26.8 35.6 23.2 33.1
1995-96 26.1 33.9 23.9 34.2

Source: The figures for the period 1983-84 to 1989-90 are from Australian Bureau of Statistics, Australian Economic
Indicators March 1993, Cat. n0.1350.0, p.33. The figures for 1990-1991 to 1995-96 are from Australian Bureau of
Statistics, Australian Economic Indicators January 1998, Cat. no.1350.0, p.10.

7
The table above also shows that while there was also a decline in Commonwealth

revenue over the period, there was no major structural change in total government
revenue. However, the period is a good one in which to test small government
policies, because, as shown on the table below, Australia had the third smallest total
government sector in the OECD. Between 1983 and 1995, the average size of
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government in Australia was 36 per cent of GDP, compared with 48 per cent of GDP
among small OECD nations.”

The Size Of Government in OECD Nations
Nation 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 Ave

83-95
Japan 33.3 323 316 319 321 313 306 313 309 317 337 343 356 324
USA 334 324 329 331 33.0 321 319 328 334 344 339 33.0 333 330

Australia 351 354 36.5 37.5 354 33.8 33.1 350 37.3 37.8 37.5 37.0 37.1 36.0
Iceland 36.1 33.1 35.7 37.8 34.7 395 420 394 402 406 404 401 390 384
OECD ave 39.8 39.2 39.4 39.3 39.0 38.2 37.8 38.8 39.7 40.8 41.6 40.8 40.8 39.6
Spain 37.7 381 412 40.7 396 395 409 420 434 445 476 46.1 443 420
UK 447 451 440 424 407 379 37.6 399 407 432 436 432 434 420
Portugal 456 421 412 416 402 394 384 418 439 433 447 427 431 422
Greece 375 399 429 424 423 422 436 483 443 459 485 48.0 460 440
Canada 453 450 453 446 435 425 431 46.0 492 502 494 471 46.2 46.0
Ireland 53.0 51.3 523 525 506 473 406 41.2 422 429 428 437 420 463
Norway 434 415 409 446 46.0 496 49.2 498 50.7 52.0 513 496 474 474
Germany 47.8 474 470 464 46.7 463 448 451 479 485 496 49.0 495 474

Sm_all 47.4 46.9 479 47.8 47.0 46.3 45.7 469 48.3 49.6 51.2 49.9 48.7 48.0
nations ave

Total EU

nations 48.7 48.7 49.0 48.3 47.8 469 46.4 475 48.8 50.0 51.9 50.7 50.0 48.8
Finland 424 420 438 447 450 440 420 453 539 591 60.2 594 576 492
Austria 50.4 50.0 509 516 51.9 50.2 49.0 486 498 504 531 51.8 528 50.8
France 514 519 521 51.3 50.9 50.0 49.1 498 505 522 548 542 53.7 517
italy 48.7 493 509 50.7 50.2 50.3 51.3 53.2 535 536 569 541 519 51.9

Netherlands 59.9 58.8 57.1 57.0 585 56.7 539 54.1 54.6 551 553 53.1 509 558
Belgium 63.6 62.3 619 61.3 595 57.0 549 550 56.2 56.3 56.8 56.1 54.9 58.1
Denmark 616 604 593 55.7 573 59.4 596 586 59.2 611 637 63.6 624 60.1
Sweden 645 620 63.3 61.6 57.8 58.1 58.3 59.1 61.3 67.2 71.0 68.7 66.2 63.0
Source: Organisation for Economic Co-operation and Development, OECD Economic Qutlook June 1996,
Organisation for Economic Co-operation and Development, Paris, 1996, p.A31. Notes: This table measures total

government current outlays plus net capital outlays as a percentage of nominal GDP. OECD average only
includes those nations in this table.

Small Government Policies and Economic Outcomes

The following tables seek to determine whether, in the 1983 to 1995 period, there was
a correlation between the size of government and, in turn: real GDP growth; real
employment growth; unemployment rates; and percentage of the working age
population employed. In each section, there is a table providing the raw figures for
the period, as well as two graphs, the first illustrating a straight regression, and the
second showing the moving average.

. Organisation for Economic Co-operation and Development, OECD Economic Outlook June 1996, Organisation

for Economic Co-operation and Development, Paris, 1996, p.A31.
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Growth in Real GDP by Size of Government 1983 to 1995

Nation G:GDP Real Ave
83-95 “ < v © ~ o o o - o~ © < 0 GDP  83-95
® ©W ©®W ® ® W ®w o o o o o o Growth
& o o6 o6 o O o o o o o o o
Japan 324 23 39 44 29 42 62 48 51 40 11 01 05 09 4040 31
USA 33.0 40 68 37 30 29 38 34 13 10 27 22 35 20 3830 29

Australia 36.0 10 75 44 18 47 43 42 14 16 26 40 52 31 4260 33
Iceland 384 21 41 33 62 86 -01 03 11 13 -33 08 35 20 2570 20
Spain 42.0 22 15 26 32 56 52 47 37 23 07 12 21 30 3560 27
UK 42.0 37 23 38 43 48 50 22 04 -20 -05 23 38 24 3250 25
Portugal 422 02 -19 28 50 55 58 57 43 21 11 12 08 25 3230 25
Greece 44.0 04 28 31 16 -05 45 38 00 31 04 -10 15 20 2170 17
Canada  46.0 32 63 48 33 42 50 24 02 -18 08 22 46 22 3700 28
Ireland 463 02 44 31 -04 47 43 61 78 22 39 31 64 77 5310 41
Norway 474 46 57 53 42 20 -05 03 16 29 34 21 57 37 4100 32
Germany 47.4 18 28 20 23 15 37 36 57 50 22 12 29 19 3420 26
Finland 49.2 30 31 33 24 41 49 57 00 71 -36 12 44 42 2320 18
Austria 50.8 20 14 25 12 17 41 38 42 28 20 04 30 18 3090 24
France 51.7 07 13 19 25 23 45 43 25 08 12 13 28 22 2570 20
Italy 51.9 1.0 27 26 29 31 41 29 21 12 07 12 22 30 2730 21
N’lands 55.8 17 33 31 28 14 26 47 41 23 20 02 27 24 3330 26
Belgium  58.1 05 22 08 14 20 49 34 34 22 18 16 22 19 2510 19
Denmark  60.1 25 44 43 36 03 12 06 14 13 02 15 44 26 2830 22
Sweden  63.0 18 40 19 23 31 23 24 14 11 14 -22 26 30 2010 15

Source: Organisation for Economic Co-operation and Development, OECD Economic Outlook June 1996, op. cit,,
p-A4,A31.

Real GDP Growth 83-95 by Size of Government
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Real GDP Growth 83-95 by Size of Government
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Employment Growth by Size of Government 1983 to 1995

Naion GODP 2 3 8 2 5 2 2 2 5 22 3 8 gown
05 8 8 8 8 88 88 3 3 3 3 8 90w
Japan 324 17 06 07 08 10 17 20 20 19 11 02 01 01 13.9 1.1
USA 33.0 13 41 20 23 26 23 20 13 -09 07 15 23 16 231 1.8
Australia 360 1.8 29 36 35 22 38 47 15 21 0.7 03 3.1 441 251 1.9
Iceland 38.4 09 15 36 31 58 -28 1.5 -09 04 05 -03 10 10 115 0.9
Spain 420 -11-18 09 22 31 29 41 26 02 -1.9 -43 09 27 6.9 05
UK 420 02 23 10 03 24 35 27 04 -31 -24 08 07 06 9.0 0.7
Portugal 42.2 40 01 05 01 26 26 22 22 29 64 -20 -01 15 9.0 07
Greece 44.0 11 04 10 04 01 16 04 13 -23 15 09 19 09 9.0 0.7
Canada 46.0 06 27 30 30 27 32 21 06 -19 -06 14 21 16 20.5 1.6
Ireland 463 -21-19 -20 02 10 -01 12 33 -02 04 18 35 30 8.1 0.6
Norway 47.4 01 13 23 35 19 06 -30 09 10 -03 00 15 20 6.8 0.5
Germany 474 14 02 07 14 07 08 15 30 25 -18 -1.8 -0.7 -0.2 4.9 04
Finland 49.2 06 10 10 -03 03 03 16 01 -52 -71 61 08 22 -132 -1.0
Austria 508 -1.2-01 02 04 00 06 15 19 19 15 -03 02 -04 6.2 0.5
France 51.7 02 -09 01 05 04 10 14 10 00 -06 -14 03 11 25 0.2
italy 51.9 01 03 03 04 -03 0501 12 07 -09 -25 -1.7 -06 -2.6 -0.2
Netheriands 55.8 -13 05 13 25 16 23 18 30 26 16 07 -01 15 18.0 1.4
Belgium 58.1 -1.0 -02 06 06 04 15 16 14 01 -04 11 07 04 3.2 0.2
Denmark 60.1 03 17 25 26 09 -06 -06 1.0 1.5 -06 -1.0 06 18 39 0.3
Sweden 63.0 01 08 -03 08 10 14 15 10 19 43 -58 -09 16 -5.0 -0.4

Source: Organisation for Economic Co-operation and Development, OECD Economic Outlook June 1996, op. cit.,
p.A.23,A31.
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OECD Unemployment Rates (Commonly-Used Definitions) by Size of
Government

Nation G:GDP Ave
83-95 Unemploy

® ¥ 1B ©W N ©®© O O T N ®© T -ment

® & & 3 3 8 3 &8 & 3 & & & Rate

D e e e GO GO G s 83-95
Japan 324 27 27 26 28 29 25 23 21 21 22 25 29 31 26
United States 330 96 75 72 70 62 55 53 56 68 75 69 61 56 6.7
Australia 360 99 89 81 80 80 71 614 7.0 95 107 109 97 8.5 8.6
iceland 384 10 13 09 06 05 06 17 18 15 30 43 47 50 2.1
Spain 420 182 201 215 210 205 195 173 16.3 16.3 184 227 242 229 19.9
UK 420 105 107 110 110 98 78 60 58 82 99 102 92 82 9.1
Portugal 422 78 86 87 86 71 58 51 47 42 41 56 69 7.2 6.5
Greece 40 79 81 78 74 74 77 75 70 77 87 97 96 100 8.2
Canada 460 119 113 105 96 88 78 75 81 104 113 11.2 104 95 9.9
Ireland 46.3 140 155 17.0 17.0 16.8 16.1 146 13.2 147 155 156 142 129 15.2
Norway 474 34 32 26 20 21 32 49 52 55 59 60 54 49 4.2
Germany 474 79 79 80 77 76 76 69 62 67 77 89 96 94 7.9
Finland 492 54 52 50 54 51 45 35 35 76 131 179 184 172 8.6
Austria 508 38 39 42 45 49 47 43 47 52 53 61 59 59 49
France 517 83 97 10.2 104 105 100 94 89 94 103 11.7 123 116 10.2
Italy 519 77 85 86 99 102 105 102 91 86 88 102 113 120 9.7
Netherlands 558 110 106 92 84 80 78 69 60 55 54 65 76 741 7.7
Belgium 581 133 134 124 118 115 104 94 88 94 104 121 131 130 11.5
Denmark 601 104 101 90 78 78 86 93 96 105 113 123 122 10.0 9.9
Sweden 63.0 35 31 29 25 21 17 15 16 30 53 82 80 77 3.9

Source: Organisation for Economic Co-operation and Development, OECD Economic Outlook June 1996, op. cit.,
p-A.24,A31.

Average Unemployment Rate 83-95 by Size of Government
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Average Unemployment Rate 83-95 by Size of Government
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Percentage of Working Age Population Employed by Size of Government 1983 to
1995

Nation G:GDP Ave

8395 % o ® ® B o & &6 & 9 S = & 8395

2 =@ @ =& o 9 6 = g o o g

Japan 324 703 70.0 69.9 696 696 703 710 720 731 736 736 735 734 715
United States 330 621 648 656 66.6 68.1 69.4 705 70.9 69.4 691 69.7 709 715 684
Australia 360 599 61.0 625 63.7 639 653 67.5 67.2 64.5 63.0 62.6 642 666 64.0
Iceland 384 763 763 784 80.2 835 795 77.0 757 745 742 734 737 741 767
UK 420 622 631 637 637 655 68.3 70.7 709 67.7 655 64.8 654 658  65.9
Spain 420 37.8 356 342 351 365 38.0 405 418 416 393 352 340 356  37.3
Portugal 422 621 61.3 607 60.6 624 64.2 666 675 69.2 64.3 62.2 615 60.8 633
Greece 440 520 517 51.8 517 513 51.8 51.7 522 49.6 494 49.2 500 50.0  51.0
Canada 460 617 629 646 662 677 695 70.3 69.8 66.9 652 651 657 662  66.3
Ireland 46.3 496 47.3 452 452 455 455 468 491 47.6 467 47.1 490 506  47.3
Norway 474 734 735 749 772 782 769 738 728 716 71.0 705 714 727 737
Germany 474 594 591 594 60.3 60.8 611 617 629 644 625 604 595 592  60.8
Finland 492 711 713 719 714 712 716 730 726 674 60.8 553 545 560  66.8
Austria 508 624 617 61.3 614 610 614 624 627 629 635 619 619 612 620
ltaly 517 513 50.2 49.9 495 492 488 49.2 501 506 49.9 488 476 471 494
France 519 586 569 56.2 56.1 56.0 564 57.1 57.7 57.3 56.5 549 548 555 565
Netherlands 558 464 46.2 46.8 48.0 485 494 505 522 536 542 539 534 542 506
Belgium 581 488 482 489 493 496 507 51.9 531 529 523 510 502 504 506
Denmark 60.1 699 71.0 729 748 751 742 735 723 707 69.8 68.7 680 696 716
Sweden 630 77.8 783 781 787 794 803 810 81.0 788 748 694 683 694 766

Source: Organisation for Economic Co-operation and Development, OECD Economic Outlook June 1996, op. cit.,
p-A22,A24,A31. Note: The percentage of working age population employed is derived from subtracting the
unemployment rate (commonly used definitions) from the labour force participation rate.
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The major findings suggested by these tables are that:

There is a correlation between the size of government and economic
outcomes, but the correlation is modest.

There was some evenness in average economic outcomes for those nations
in which government accounted for 45-47 per cent of GDP or less. For
nations in which governments take up more than this in GDP, average
economic outcomes were lower, but this trend was modest, rather than
striking.

Some nations with large government sectors had relatively sound
economic outcomes, while some of the nations with smaller government
sectors did not achieve strong economic outcomes.

Other factors may be much more decisive in determining economic
outcomes than simply the size of government.
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However, the findings are not inconsistent with the view that there are certain
limitations on the size of government. Firstly, studies have indicated that
government consumption expenditure may reduce economic performance.’”
Secondly, the findings for the 1983 to 1995 period indicate that, where the
government sector becomes very large, economic performance can suffer. Finally,
history indicates that rapid increases in taxation can reduce private sector and total
growth.

However, overall, the findings cast doubt on conventional rationalist economic
wisdom in Australia. The OECD figures indicate that government averaged 36 per
cent of GDP in Australia in the 1983 to 1995 period, compared with an average for
small OECD nations of 48 per cent. Given that there was no significant correlation
between the size of government and economic performance for nations in which
government contributed 45-47 per cent of GDP or less, the findings indicate that the
rationalist argument that Australia should reduce the size of its government sector
may be ill considered. The findings indicate that other factors may be more
important in determining economic performance.

How can this be so? Rationalists often highlight the argument that the government
must be as small as possible, so that only minimal taxes need to be imposed on
companies, leading to high profits, investment and growth. This logic appears to
have considerable validity. Globalisation also means that nations need to have
competitive business tax regimes if they are to attract global investment. However,
there must be an explanation for the findings noted above. It may be that the small
government policy prescription becomes a weakness if taken too far. There would
certainly be a point at which there would be insufficient taxes to finance the
economic infrastructure needed to maximise the growth of the private sector and the
economy as a whole. It may be that a balance needs to be established between
minimising government spending and taxation on the one hand, and undertaking
sufficient public investment to maximise the growth of the private sector and the
overall economy on the other. As Vince Fitzgerald has argued:

A very high tax jurisdiction will drive economic activity away to more favourable
commercial environments, but an extremely low tax jurisdiction is not likely to offer a
particularly competitive environment either. It is likely to be one in which the services and
infrastructure that are important to business are under-provided... Obviously, a balance
needs to be struck...””

Government investment aimed at supporting private sector expansion may be an
important part of creating national affluence. Battin and Smythe have argued that
the key policy change of the modern (rationalist) era has not been from protection to
free trade, but from high levels of government investment during the three
Keynesian decades following World War Two, to low levels of public investment in
the last 25 years. They argue that the level of public investment was a key reason

7 william Easterly & Sergio Rebelo, op. cit., p.423; and Palle Anderson & David Gruen, op. cit., p.12,13.

VLWL Fitzgerald Reform, Australia's Tax System: Integrating the Agenda, op. cit., p.1.
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why full employment prevailed throughout the immediate post-war decades, but the
modern era has been dogged by continuous mass unemployment.*

As noted in chapter two, a range of studies have demonstrated a significant positive
correlation between public investment and positive economic outcomes such as
economic growth and growth in private investment.”” For example, a study by
Easterly and Rebelo found that, while public consumption expenditure appears to
have a negative effect on growth, public investment has a positive effect.” Anderson
and Gruen noted a range of modern articles showing that public investment
increases economic welfare and concluded: “...[Rleducing public investment merely
as a means of cutting the government borrowing requirement is not an optimal long
run policy.”” As Lester Thurow has argued: “...the real issue is not public versus
private spending. The real issue is investment (public and private) versus
consumption (public and private).”*

These findings have implications for rationalists in the modern era who persist with
cuts to economically beneficial public investments and prevent the emergence of the
economic and industry strategy needed to maximise economic outcomes. Examples
include cuts to public infrastructure spending and the failure to quickly create a
world class vocational education and training system. A key rationalist weakness is
that the desire for small government subordinates all other considerations, meaning,
that spending crucial to maximising the output of the private sector and the
economy as a whole is cut, or not undertaken. Indeed, small government policies
suffer from the fact that, as government expenditures and taxation are cut,
effectively releasing further funds to be allocated by the private sector, much of this
money will be spent on consumption, rather than investment. By contrast,
government could invest all such money at the margin of government spending.

More Dislocation

As with tariff cuts and free market infrastructure reform, small government policies
brought considerable gross employment cuts. As the table below illustrates, public
sector employment at the Commonwealth, State and total public sector level fell
during the period, both in relative and absolute terms. Between February 1984 and
February 1996, public sector employment fell by 88,100, with 67,900 of this reduction
coming from the Commonwealth. Had public sector employment maintained its
February 1984 share of total employment, it would have been 563,500 higher at
February 1996, all other things being equal.

%6 Tim Battin & Paul Smythe, From War Economy to Deregulation: Australian Keynesianism in the Long Run,

Unpublished, 1998, p.1-15.

Studies demonstrating that public investment can improve economic outcomes include: David A. Aschauer,
‘Is public expenditure productive?’, Journal of Monetary Economics, vol.23, no.2, pp.177-200; and William
Easterly & Sergio Rebelo, op. cit., pp.417-458.

William Easterly & Sergio Rebelo, op. cit., p.423,430-434.
Palle Anderson & David Gruen, op. cit., p.13.

377

378
379

%9 Lester Thurow, Head to Head: Coming Economic Battles Among Japan, Europe, and America, Morrow, New York,

USA, 1992, p.269.
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Public and Private Employment (in thousands, seasonally adjusted) February 1984
to February 1996

Date Commonwealth State Local Total Total Total
Public Private Emp
Feb-84 420.1 1,085.6 148.0 1,653.7 3,600.1 5,253.7
Feb-85 429.0 1,102.9 152.6 1,684.5 3,815.4 5,499.9
Feb-86 434.0 1,138.6 156.0 1,728.7 4,059.8 5,788.5
Feb-87 440.7 1,138.8 155.1 1,734.7 4,155.0 5,889.6
Feb-88 431.4 1,141.6 156.3 1,729.4 4,419.7 6,149.1
Feb-89 421.0 1,130.6 156.1 1,707.7 4,657.6 6,365.3
Feb-90 403.2 1,171.5 159.4 1,734.1 4,784 .1 6,518.2
Feb-91 412.2 1,150.5 160.6 1,723.4 4,673.8 6,397.2
Feb-92 400.1 1,141.4 161.7 1,703.1 4,473.2 6,176.3
Feb-93 382.2 1,113.7 161.8 1,657.7 4,613.9 6,271.6
Feb-94 360.0 1,069.4 158.3 1,587.7 4,711.7 6,299.4
Feb-95 360.0 1,059.4 154.3 1,573.8 4,972.5 6,546.3
Feb-96 352.2 1,058.3 155.1 1,565.6 5,141.3 6,706.9

Source: Australian Bureau of Statistics, Wage and Salary Earners Australia March Quarter 1997, Cat. no.6248.0, p.9-
12.

Public and Private Employment (seasonally adjusted): Percentage of Total
Employment

Date Commonwealth State Local Total Total

Public Private
Feb-84 8.00% 20.66% 2.82% 31.48% 68.53%
Feb-85 7.80% 20.05% 2.77% 30.63% 69.37%
Feb-86 7.50% 19.67% 2.69% 29.86% 70.14%
Feb-87 7.48% 19.34% 2.63% 29.45% 70.55%
Feb-88 7.02% 18.57% 2.54% 28.12% 71.88%
Feb-89 6.61% 17.76% 2.45% 26.83% 73.17%
Feb-90 6.19% 17.97% 2.45% 26.60% 73.40%
Feb-91 6.44% 17.98% 2.51% 26.94% 73.06%
Feb-92 6.48% 18.48% 2.62% 27.57% 72.43%
Feb-93 6.09% 17.76% 2.58% 26.43% 73.57%
Feb-94 5.71% 16.98% 2.51% 25.20% 74.80%
Feb-95 5.50% 16.18% 2.36% 24.04% 75.96%
Feb-96 5.25% 15.78% 2.31% 23.34% 76.66%

Source: These percentages are derived from figures provided in Australian Bureau of Statistics, Wage and Salary
Earners Australia March Quarter 1997, Cat. no.6248.0, p.9-12.

These public employment reductions have caused disproportionate employment
losses in regional and rural areas, as compared with city areas, as the IC admitted in
their Regional Adjustment Report.™ The Murray Bridge Council submission to the
Kelty Report stated: ‘More than anything else, the withdrawal of government and

1 Industry Commission, Impediments to Regional Industry Adjustment Draft Report: Volume 1: Report, op. cit., op.

cit., p.187.
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semi-government employees from regional Australia is impacting on the viability of
towns and cities outside the metropolitan area.”*”

Conclusion

Rationalists often advocate significant reductions in the size of government,
believing strongly in the capacity of free-markets to deliver prosperity. The analysis
above showed that there was not a strong correlation between the size of
government and economic outcomes. It may be that a more balanced approach is
required than the rationalist small government approach, which may produce
insufficient public investment to maximise the growth of the private sector and the
economy as a whole.

Of course, the finding that public investment can increase economic growth, while
important, does not provide significant guidance on what specific public
investments will increase economic growth. Australia’s economic development is
crucially dependent on economists and policymakers identifying those areas in
which markets fail and government investment is required. Unfortunately, as part
two will demonstrate, this is the very exploration that economic rationalists - in their
certainty that free markets can produce rising economic prosperity - have stopped
undertaking.

This thesis suggests two broad directions for government investment. In chapter
two, the evidence and a range of studies suggested that strategic investment in
economic infrastructure has an important role to play in fostering national economic
development. In part two, market failures in areas crucial to establishing an
innovation-driven economy are identified and suggestions are made for public
investment in areas vital to creating competitive advantage through innovation, such
as R&D, technology diffusion, education and training, management and export
marketing. Given the increasing emergence of a knowledge-based economy, these
latter investments may be the most crucial in driving national economic
development.

This may be a more appropriate balance than the rationalist small government
approach. On the one hand, Australia’s position as a nation with a relatively small
government by OECD standards could be maintained, thereby fostering growth
through the dynamism of the private sector, and by attracting global capital.
However, government investment directed to creating an innovation-driven
economy could be increased by 2-4 per cent of GDP, paid for by cuts to politically
motivated industry programs, elimination of spurious tax concessions, and perhaps
a small increase in taxation, if necessary. Such an approach - by building the capacity
of firms to compete on international markets through innovation - might produce
greater employment growth, restructuring and competitiveness than the rationalist
small government approach. It might also offset the major downside of so many
rationalist policies, namely the significant amount of structural dislocation they
cause.

%2 Taskforce on Regional Development, Developing Australia: A Regional Perspective: Volume 1: Report, op. cit.,

p.67.
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Chapter Four: Restructuring and Employment Growth
Under Rationalism

Introduction

Rationalists claim that a key benefit to ensue from their policies is efficient resource
allocation, which means their policies should lead to speedy restructuring of the
Australian economy. The main task in this chapter is to examine the restructuring
and employment growth outcomes achieved in the period. These facts provide
evidence against which the analysis in chapters one to three can be further assessed.

The 1983 to 1996 period is a good era to test whether rationalist policies are useful in
bringing desirable structural change because much of the rationalist agenda was
implemented in this time. The policies of the period included not just tariff cuts,
infrastructure reform and small government policies, but also significant financial
deregulation, wage restraint and partial deregulation of the labour market, and
minimal active industry policy. The economic environment also provided significant
scope for market reforms to work effectively. Apart from the 1990-91 recession, much
of the period involved a strongly growing economy and a high profit share.

The effectiveness of rationalist restructuring in the period will be measured in the
following ways:

1. Changes in the Composition of Exports

2. Exports

3. The Trade Account, the Current Account and the Net Foreign Debt
4. National Savings

5. Economic Growth

6. Employment and Unemployment

Of course, this approach does not bring conclusive evidence on the utility of
rationalist policies. The causes of the economic outcomes in the period were many.
However, rationalism was the dominant framework of the period, so analysing the
economic progress achieved appears useful. The final part of the chapter will draw
conclusions on the dislocation caused by rationalist policies and their implications for
restructuring and employment growth.

1. Changes in the Composition of Trade

Trends in World Trade

Determining the desirable directions for the restructuring of Australia’s composition
of exports can usefully be informed by trends in world trade. In recent decades,
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world trade growth has been strong in manufactures, but weak in agriculture and
mining. Industrialised nations have generally restructured their export composition
to match these trends, as shown on the tables below.

North America: Composition of Merchandise Exports 1963 to 1994

Industry 1963 1973 1983 1993 1994
Manufactures 53.2 57.8 62.9 72.8 73.9
Agriculture 29.0 27.6 21.3 14.1 14.0
Mining 12.2 10.9 115 71 6.7

Source: World Trade Organisation, International Trade: Trends and Statistics 1995, World Trade Organisation,
Geneva, 1995, p.30. Note: Numbers may not add up to 100 due to unspecified products.

Western Europe: Composition of Merchandise Exports 1963 to 1994

Industry 1963 1973 1983 1993 1994
Manufactures 71.8 75.8 7.7 77.8 78.9
Agriculture 18.3 15.5 13.0 11.9 11.8
Mining 8.5 7.6 13.0 6.6 6.2

Source: World Trade Organisation, International Trade: Trends and Statistics 1995, op. cit., p.31. Note: Numbers
may not add up to 100 due to unspecified products.

Japan: Composition of Merchandise Exports 1963 to 1994

Industry 1963 1973 1983 1993 1994
Manufactures 90.0 93.7 95.7 95.5 95.2
Agriculture 8.8 4.1 1.8 1.0 1.0
Mining 1.2 1.2 1.5 14 14

Source: World Trade Organisation, International Trade: Trends and Statistics 1995, op. cit., p.31. Note: Numbers
may not add up to 100 due to unspecified products.

Around the world, these trends have been marked in the last fifteen years, as shown
below.

Composition of World Merchandise Exports 1980 to 1994

Industry 1980 1984 1994
Manufactures 53.9 58.5 74.3
Agriculture 14.7 14.5 11.9
Mining 27.7 227 10.7

Source: World Trade Organisation, International Trade: Trends and Statistics 1995, op. cit., p.25,77. Note: Numbers
may not add up to 100 due to unspecified products.

Manufactured exports now dominate world trade. Services comprise a significant
and growing share of world trade, while mining and agriculture are a small and
contracting share of world trade.
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Composition of World Exports 1995

Industry $ Billions Percentage Share
Manufactures 3,640 61.69
Services 1,170 19.83
Agriculture 580 9.83
Mining 510 8.64
Total 5,900 100.00

Source: World Trade Organisation, Annual Report 1996, vol.1, World Trade Organisation, Geneva, 1996, p.14.

Australia’s Trade Dilemma

These trends in world trade produced significant challenges for the Australian
economy in recent decades because Australia has traditionally had a commodity
dependent export base.

In particular, the long run decline of agriculture on world markets has been a
decisive factor in Australia's relative economic decline. Historically, agriculture was
vital because of its contribution to national exports. From 1920 to 1950, agriculture
trended at 75 percent of export earnings.” In that era, Australia's agriculture exports
were conducive to national economic prosperity because agriculture was well
rewarded on world markets. However, the terms of trade for agriculture have been
in long run decline, falling from 245 index points in 1949-50, to an average of around
100 in the 1970s, and then further to around 73 by 1986-87.* Australia’s over-reliance
on agriculture has been the key factor in the long run decline in Australia’s overall
terms of trade, which fell 43 percent in the 30 years from 1960.**

On the other hand, manufacturing and services, which have been handsomely
rewarded on world markets in recent decades, have traditionally provided only a
minority of Australian exports. In addition, the manufacturing exports that Australia
did produce, were largely comprised of simply transformed manufactures (STMs).”
Competitiveness in STMs is often strongly dependent on cost factors. For this reason,
much of the production and export of STMs has shifted to developing nations in the
last few decades, particularly in Asia, where producers enjoy cost advantages
through low wages, minimal environmental standards, low taxes and tax
incentives.” As a consequence, many industrialised nations - which could no longer
compete in such segments due to their high wage and tax rates - restructured their
manufacturing industry towards higher value-added market segments over the last
few decades.*”

" Kym Anderson & Ross Garnaut, op. cit., p.22.

e Geoffery Lawrence, Capitalism and the Countryside: The Rural Crisis in Australia, Pluto Press, Sydney, 1987,
p.28.

Bill Mansfield, ch.9 ‘Trade unions and the challenge of change’, in Michael Costa & Michael Easson (eds), op.
cit., pp.187-206 at p.191.

Peter Ewer, Winton Higgins & Annette Stevens, op. cit., p.37,38.

385

386

%7 United Trades and Labour Council of South Australia, Submission to the Parliamentary Inquiry Into Tariffs and

Industry Development, Unpublished, 1992, p.8.

o Pappas, Carter, Evans & Koop/Telesis, op. cit., p.29.



95

These trends suggest that Australia should have reduced its commodity reliance and
begun to restructure its export base towards high value-added manufactures and
services from the 1960s, as many other industrial nations did in the period.

This restructuring is also imperative if Australia wishes to create more employment.

Australia’s commodity industries provide few jobs, and their role as employers is
declining. Employment in agriculture as a percentage of total employment fell from
26 percent in 1930-31, to 14 percent by 1950-51, and to eight per cent in 1970-71." The
decline of agriculture's share of total employment continued in the Hawke-Keating
years. Between 1982-83 and 1995-96, employment in agriculture, fishing and forestry
fell from 6.6 per cent to 5.1 per cent of total employment. Mining also provides few
jobs. Between 1982-83 and 1995-96, employment in mining fell from 1.5 to 1.0 per
cent of total employment.*

By contrast, services and ETMs are vital to employment growth. Between 1982-83
and 1995-96, when total employed persons grew by 1.90 million, employment in
services grew by more than two million, from 4,653,200 to 6,681,200, or from 73.5 to
80.5 per cent of total employment.” ETMs are also vital to employment creation in
high wage nations because STM firms, although more labour intensive, struggle to
compete against low tax, low wage, developing nations. Among G7 countries in the
1973 to 1993 period, employment growth in high technology, high R&D intensity
manufacturing sectors was faster than the manufacturing average, while
employment growth in low technology, low R&D intensity sectors was lower than
the manufacturing average.”

ETM production also plays a role in propelling services, the key industry providing
direct employment.”® ETMs propel services because they are important in creating
national affluence, which in turn, brings spending on a range of services. ETMs also
propel the growth of high wage business services, which are vital inputs in ETM
production.” Exports of services and ETMs are also important to employment
creation because they constitute Australia’s best chance to achieve significant export
growth, which is vital to enabling the economy to grow rapidly, without running
unsustainably large current account deficits.

Thus, for several decades, the challenge for Australia has been to develop a solid core
of innovative, fast growing, high exporting ETM and high value-added service firms.

% Australian Industries Assistance Commission, op. cit., p.4.

30 Australian Bureau of Statistics, Australian Economic Indicators December 1991, Cat. 1no.1350.0, p.91; and

Australian Bureau of Statistics, Australian Economic Indicators June 1997, Cat. n0.1350.0, p.67. These figures are

yearly averages.

¥ Australian Bureau of Statistics, Australian Economic Indicators December 1991, Cat. no.1350.0, p.91; and

Australian Bureau of Statistics, Australian Economic Indicators June 1997, Cat. n0.1350.0, p.67. These figures are

yearly averages.

2 Organisation for Economic Co-operation and Development, Technology and Industrial Performance: Technology

Diffusion, Productivity, Employment and Skills, International Competitiveness, Organisation for Economic Co-

operation and Development, Paris, 1996, p.83.
2 Pappas, Carter, Evans & Koop/Telesis, op. cit., p.22.

94 Stephen S. Cohen & John Zysman, op. cit., p.xiii,3,4,6,20,21.
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Restructuring Australia’s composition of exports in this way is crucial to producing
sustainable economic, export and employment growth.

Australia's Composition of Exports: 1950 to 1983

The purpose of this section is to provide a comparison against which the Keating-
Hawke years can be measured. The following shows that, in the three decades prior
to the Labor Government, Australia largely failed to capitalise on the growth of
world manufactured exports, and continued to be very reliant on commodities. It is
this export structure that underpinned Australia's declining living standards, relative
to many other economies.

While world trade shifted significantly towards manufactures, and the percentage of
manufactures in Australia's total imports rose from just over 50 per cent in the 1950s
and early 1960s to over 75 per cent from the late 1960s onward,”™ Australian exports
of manufactures as a percentage of total merchandise exports increased from 11 per
cent in the five years ending 1964-65, to 23 per cent in the 5 years to 1984-85.
Australia's share of world trade in manufactures fell from 0.7 per cent over the
period from 1971-1975 to 0.4 per cent in the 1981-1985 era.”

Australia continued its very heavy dependence on exports of unprocessed primary
commodities over the period. Agriculture and mining exports comprised 89 per cent
of merchandise exports in the 5 years to 1964-65 and 77 per cent of merchandise
exports in the 5 years to 1984-85. While agriculture exports fell from 75 to 36 per cent
of total exports over the period, mineral and fuel exports rose from 14 to 41 per
cent.””

Composition of Merchandise Exports 1960 to 1984-85 (average percentage for the
five years ending)

Industry 1964-65 1969-70 1974-75 1979-80 1984-85
Agriculture 75 59 49 42 36
Minerals, Fuels 14 23 31 36 41
Manufactures 11 18 20 22 23

Source: Peter Ewer, Winton Higgins & Annette Stevens, Unions and the Future of Australian Manufacturing, Allen
and Unwin, Sydney, 1987, p.31 compiled the table using various issues of Australian Bureau of Statistics, Overseas
Trade (Foreign Trade).

Thus, during this period, agriculture and manufacturing underwent some of the
necessary re-alignment to the structure of world trade realities. However, progress
was slow and only a small proportion of the necessary restructuring was achieved.

Restructuring Under the Hawke and Keating Governments

As shown below, the restructuring of Australia's export base quickened under the
Hawke and Keating Governments, particularly after the mid-to-late 1980s.

. Kym Anderson & Ross Garnaut, op. cit., p.23.
3% peter Ewer, Winton Higgins & Annette Stevens, op. cit., p.30,31.
*7ibid., p.30,31.

\
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Australia's reliance on commodities declined. Between 1982-83 and 1995-96, rural
and mining exports fell from 71.1 per cent to 55.9 per cent of Australia's total exports.
Manufacturing, which was in disarray when the Labor Government came to power,
consolidated its position in the early-to-mid 1980s, aided by government plans in
steel, TCF, PMV and heavy engineering.® Then, between 1988-89 and 1995-96, the
manufacturing share of total exports rose from 11.1 per cent to 18.7 per cent. Also
promising was the growth in services exports, which grew from 17.7 per cent to 23.4
per cent of total exports between 1982-83 and 1995-96.

Composition of Exports 1982-83 to 1995-96 ($m. and percentage of total exports)

Year Rural Minerals = Manufactures Services Other Exports
and Non-Rural
Metals

82-83 7,904 10,171 2,582 4,500 273 25,430
(31.08) (40.00) (10.15) (17.70) (1.07) (100.00)

83-84 8,978 11,410 2,921 4,913 352 28,574
(31.42) (39.93) ~ (11.49) (17.19) (1.23) (100.00)

84-85 11,194 14,760 3,365 5,543 411 35,273
(31.74) (41.84) (9.54) (15.71) (1.17) (100.00)

85-86 12,198 15,853 3,512 6,485 585 38,633
(31.57) (41.03) (9.09) (16.79) (1.51) (100.00)

86-87 13,194 16,863 5,041 7,756 940 43,794
(30.13) (38.51) (11.51) (17.71) (2.15) (100.00)

87-88 15,341 19,102 5,864 9,862 1,208 51,377
(29.86) (37.18) (11.41) (19.20) (2.35) (100.00)

88-89 16,069 20,442 6,128 11,196 1,255 55,090
(29.17) - (37.11) O (11.12) (20.32) (2.28) (100.00)

89-90 15,344 24,014 7,707 12,023 1,499 60,587
(25.33) (39.64) (12.72) (19.84) (2.47) (100.00)

90-91 14,022 27,505 9,385 13,681 1,243 65,836
(21.30) (41.78) (14.26) (20.78) (1.89) (100.00)

91-92 15,603 27,596 10,394 14,584 1,281 69,458
(22.46) (39.73) (14.96) (20.10) (1.84) (100.00)

92-93 17,080 29,266 12,392 15,947 1,284 75,969
(22.48) (38.52) (16.31) (20.99) (1.69) (100.00)

93-94 18,445 29,192 14,346 18,603 1,839 82,425
(22.38) (35.42) (17.40) (22.57) (2.23) (100.00)

94-95 19,045 29,702 15,989 20,247 1,710 86,693
(21.97) (34.26) (18.44) (23.35) (1.97) (100.00)

95-96 21,300 33,592 18,374 22,964 2,040 98,270
(21.67) (34.18) (18.69) (23.37) (2.08) (100.00)

Source: The figures for 1987-88 to 1995-96 are from Australian Bureau of Statistics, Australian Economic Indicators
June 1997, Cat. n0.1350.0, p.14,15. The figures for 1982-83 to 1986-87 are from Australian Bureau of Statistics,
Australian Economic Indicators January/February 1993, Cat. no.1350.0, p.18,24,25.

Most importantly, as shown below, the growth in manufactured exports was entirely
made up of growth in ETM exports. Between 1988-89 and 1995-96, ETM exports grew
from 13.2 to 234 per cent of merchandise exports, while simply transformed
manufactures declined from 11.2 to 10.3 per cent of merchandise exports.

8 Pappas, Carter, Evans & Koop/Telesis, op. cit., p.3.
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Percentage of Manufactures in Total Merchandise Exports 1988-89 to 1995-96

Year STMs ETMs Total Manufactures
1988-89 11.2 13.2 24 .4
1989-90 10.5 14.8 25.3
1990-91 9.9 16.3 26.2
1991-92 9.7 17.9 27.6
1992-93 9.5 19.9 29.3
1993-94 9.8 21.4 31.2
1994-95 10.9 22.6 33.5
1995-96 10.3 23.4 33.7

Source: The figures for 1991-92 to 1995-96 are from Department of Foreign Affairs and Trade, Composition of Trade
Australia 1995-96, Department of Foreign Affairs and Trade, Canberra, 1996, p.19. The figures for 1988-89 to
1990-91 are from Department of Foreign Affairs and Trade, Composition of Trade Australia 1992-93, Department of
Foreign Affairs and Trade, Canberra, 1993, p.20.

Between 1988-89 and 1995-96, EIM exports grew by an average of 15.6 per cent
annually, compared with 8.2 per cent average annual growth among all exports.

Growth in Exports of Manufactures 1988-89 to 1995-96 (percentage change on the
previous year)

Year STMs ETMs Manuf's  Total Exports
1988-89 239 6.3 13.9 8.4
1989-90 4.2 24.8 15.4 11.5
1990-91 0.7 17.6 10.6 6.7
1991-92 48 12.5 9.7 5.2
1992-93 7.7 224 17.3 10.4
1993-94 9.6 14.5 12.9 6.2
1994-95 15.7 9.8 11.6 3.9
1995-96 7.9 17.0 14.0 13.3
Ave 1988-89 to 1995-96 9.3 15.6 13.2 8.2

Source: The figures for 1991-92 to 1995-96 are from Department of Foreign Affairs and Trade, Composition of Trade
Australia 1995-96, op. cit., p.20. The figures for 1988-89 to 1990-91 are from Department of Foreign Affairs and
Trade, Composition of Trade Australia 1992-93, op. cit., p.21.

The table below shows that, while there was only one ETM exporter in Australia's
top 20 exports in 1995-96, many are growing very quickly, if from a low base. This
suggests that significant restructuring towards ETM exports has begun.
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Australia's Top ETM Export Sectors in 1995-96

Rank Sector $m at 95-96 Trend Growth
91-92 to 95-96

12 Computers and office machines, parts etc 1,458 251
21 Aircraft and associated equipment, nes 711 79
22 Telecommunications equipment 687 19.8
23 Medicaments 668 22.4
25 Internal combustion piston engines 570 9.3
26 Passenger motor cars 557 7.8
34 Other industry-specific machinery 459 249
37 Motor vehicle parts, etc 443 8.2
38 Ships, boats and floating structures 434 6.9
41 Computers 411 19.6
45 Electricity distributing equipment (SITC 778) 397 30.8
47 Electrical equipment for circuits 3 249
51 Photographic & cinematographic supplies 383 18.1
54 Measuring and checking equipment 319 7.7
57 Civil engineering equipment 300 16.6
58 Heating and cooling equipment 294 26.5
63 Medicinal and pharmaceutical products 224 8.4
71 Mechanical handling equipment 222 14.0
72 Electricity distributing equipment (SITC 773) 184 16.1
74 Medical instruments and appliances 180 204
Total exports 75,999 7.7

Source: Department of Foreign Affairs and Trade, Composition of Trade Australia 1995-96, op. cit., p.21,24,25.
Note: ‘nes’ denotes not elsewhere specified.

The 1993 McKinsey report confirmed that the rise in ETM exports from the late 1980s
represented a structural shift. The study estimated that there were around 700
emerging ETM exporters in the SME category. The report noted two types of
emerging exporters. Some 20-25 per cent of the 700 emerging firms were “born
global’, meaning they began viewing the world as their marketplace. These firms,
exported, on average, 76 per cent of their output, contributed $1.7 billion in exports
and expected to be exporting $3-6 billion by 1998. The other type of emerging ETM
exporter was the ‘domestic based firm’, which comprised 75-80 per cent of emerging
exporters, many of which had only recently begun exporting after a period of
significant employment decline and major productivity increases. Indeed, “domestic
based firms’ had began exporting after an average of 27 years of domestic activity.
The report claims that these firms have changed their attitudes in the last 10 years
from viewing exports opportunistically, selling only the occasional surpluses created
during periodic domestic downturns, to viewing exports strategically, as a core part
of their business. Such firms were exporting an average of 20 per cent of total sales
and are seeking to increase this 30 to 40 per cent. Overall, the report claimed there
had been a structural shift towards an export culture, with firms expecting to, on
average, almost double their exports in the 1993-1997 period. Only five per cent of
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the emerging exporters planned to reduce their ETM exports when the recession
ended.”

An Export Structure for High Growth and National Affluence?

The figures above show that after several decades of minimal positive structural
change, Australia's export to GDP ratio, proportion of ETM, manufacturing and
service exports have increased and its dependence on commodities is diminishing,.
Thus, there is some truth in Graham Richardson’s conclusion: “The change to a broad
based economy rather than one totally reliant on commodities will take a long, long
time. Given that we began three or four decades too late, Hawke and Keating have
made a brave start.”*”

However, much of Australia’s restructuring task remains yet to be completed. With
the decline in prices paid for unprocessed commodities on world markets relative to
ETMs and sophisticated services, Australia's export structure will continue to
restrain its economic performance. While manufacturing and service exports together
comprise more than 80 per cent of world trade, they make up only 42 per cent of
Australian exports in 1995-96.* While mining and rural products declined to only 18
per cent of world trade, Australia's over-reliance on commodities remained
marked. In 1995-96, 56 per cent of Australia's exports were made up of rural and
mining products.” Agriculture and mining sectors comprised 19 of Australia’s top 20
merchandise exporters in 1995-96, while only one of Australia's top 20 merchandise
export sectors were ETMs."” The restructuring of the Australian export base has
barely begun.

Unfortunately, the failure to have even a quarter of exports made up of ETMs in a
world trade environment dominated by ETMs meant that Australia ran a huge trade
deficit in manufactures in the period. Whereas most developed nations achieve
significant surpluses in ETMs or at least substantially cover their ETM imports with
ETM exports, Australia runs massive trade deficits in ETMs."® As shown below, in
1995-96, ETMs made up 75.5 per cent of Australia's merchandise imports, while
manufactures made up 86.4 per cent of merchandise imports. The corresponding
figures for ETM and manufacturing exports were 23.4 per cent and 33.7 per cent.*”
Australia's trade deficit in ETMs rose from $28.7 billion or 8.0 per cent of GDP (I) in
1988-89 to a massive $40.5 billion or 9.35 per cent of GDP (I) in 1995-96, while its

= McKinsey and Company & the Australian Manufacturing Council Secretariat, op. cit,

p-2,3,6,7,9,10,13,14,37,69.

Graham Richardson, Whatever It Takes, Bantam, Sydney, 1994, p.358.

World Trade Organisation, Annual Report 1996, vol.1, World Trade Organisation, Geneva, 1996, p.14.
Australian Bureau of Statistics, Australian Economic Indicators June 1997, Cat. n0.1350.0, p.15.

World Trade Organisation, Annual Report 1996, op. cit., p.14.

Australian Bureau of Statistics, Australian Economic Indicators June 1997, Cat. no.1350.0, p.15.

ibid., p.24.

This structural weakness in Australian manufacturing was detailed in Pappas, Carter, Evans &
Koop/Telesis, op. cit., p.5,28-30,129-131.

Department of Foreign Affairs and Trade, Composition of Trade Australin 1992-93, op. cit., p.19,20.
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deficit in manufactures rose from $29.8 billion or 8.3 per cent of GDP (I) to $41.2
billion or 9.51 per cent of GDP (I) over the same period.*”

Percentage of Manufactures in Total Merchandise Imports 1988-89 to 1995-96

Year STMs ETMs Total Manufactures
1988-89 12.2 72.8 85.0
1989-90 11.3 74.0 85.3
1990-91 11.1 73.1 84.1
1991-92 11.6 73.1 84.6
1992-93 11.0 73.2 84.2
1993-94 10.8 74.7 85.5
1994-95 10.9 75.7 86.5
1995-96 10.9 755 86.4

Source: The figures for 1991-92 to 1995-96 are from Department of Foreign Affairs and Trade, Composition of Trade
Australia 1995-96, op. cit.,, p.19. The figures for 1988-89 to 1990-91 are from Department of Foreign Affairs and
Trade, Composition of Trade Australia 1992-93, op. cit., p.20.

Australia's weakness in ETMs is a key reason for its declining share of world trade,
growth and employment. ETMs comprise more than three quarters of Australia's top
20 import sectors. Many of Australia's top imports are ETMs that are critical inputs to
a great deal of production and/or are central elements of a first world consumption
pattern. Such goods include: passenger motor cars and motor vehicle parts ($5.4
billion), goods and special purpose vehicles ($1.9 billion), computers and office
machines and parts ($5.7 billion), telecommunications equipment ($2.6 billion),
aircraft and associated equipment ($2.1 billion) and a range of other essential inputs
to manufacturing totalling well over $5 billion.”” The widespread use of these goods
ensures that, without a major ETM export base to pay for them, a significant external
constraint on growth remains.

Australia's manufacturing industry remains far from restructured in many respects.
The McKinsey report noted that 90 per cent of Australia's manufacturing companies
were not exporting to any significant extent.® Australia also has no large strategic
ETM exporters. By contrast, in many industrial nations, strategic exporters - defined
as those with more than $500 million in annual exports - contribute a significant
proportion or a majority of total ETM exports.*"!

Australia's multinational enterprises (MNEs) are often multidomestics, not strategic
exporters. Australia's tradeable sector is dominated by foreign multinationals,
whereas Australian MNEs are concentrated in less tradeable sectors, where
technology and transport costs favour overseas production.*” The key problem of

“® These figures are calculated from the original figures for imports of goods, exports of goods and GDP (1)

provided in Australian Bureau of Statistics, Australian Economic Indicators June 1997, Cat. no.1350.0, p.3,14.

" ibid., p.30.

. McKinsey and Company & the Australian Manufacturing Council Secretariat, op. cit., p.iv.

H Pappas, Carter, Evans & Koop/Telesis, op. cit., op. cit., p.129-131 found that Australia's strategic exporters,

defined as those with more than $US500 million in annual exports, accounted for only 14 per cent of
Australia’s complex factor exports, compared to 32 per cent in the United Kingdom, 47 per cent in the United
States, 76 per cent in Japan, 66 per cent in Korea and 50 per cent in Canada.

*" Philip Yetton, Jeremy Davis & Peter Swan, op. cit., p.1-2,4,17,18,34,35.
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this predominance of multidomestics is that their invisible export earnings produce
only as much export revenue as one to three strategic, multinational export firms
could achieve. The Going International report concluded that, unless manufacturing
can alter the pattern to a much higher percentage of strategic exporters, the industry
will be of little assistance in reducing Australia's current account constraint on
growth."® Further, strong clusters of firms in related industries have not developed,
nor are there many examples of strong domestic rivalry among major competing
domestic firms within sectors.*

Australia’s manufacturing industry lacks a major domestic advanced manufacturing
technology (AMT) sector. A vibrant AMT sector is crucial to creating an innovation-
driven economy and a thriving ETM sector."” The numerous foreign multinational
companies in Australia's manufacturing industry have tended to rely on technology
produced by their parent company, which limits the scope for innovation. Much of
this technology has not been ideally suited to Australian conditions and has often
been outdated and inefficient.*

Australia has also been unable to create major pockets of resource-based value-
adding, despite its highly competitive resource base. Even though Australia’s leading
companies are resource-based, the great majority of the resources are exported in
their raw form and receive low prices.”"” The Global Challenge report estimated that
widespread value-adding could add well over $30 billion to exports.*"

Australia could also be achieving a much greater level of high value-added services
exports. While services comprised a useful 23 per cent of Australia's services exports
in 1995-96,"” many first world nations are exporting a much greater proportion of
service exports in total exports.” More significantly, the LEK Partnership study
noted that only 1.2 per cent of Australian service companies are involved in export at
all and one sector, namely tourism, comprises 60 per cent of exports.” Further, much
of the service sector continues to be marked by poor quality, low productivity, and
widespread customer dissatisfaction. There is also little emphasis on investment in
new market opportunities and value-adding.”

Thus, much restructuring remains to be achieved. Australia remains far too reliant on
commodities, with too few exports coming from ETMs and sophisticated services.
Australia's export and industry structure can not sustain growth in the economy of
four per cent or more, as this leads to unsustainable increases in the current account

D ibid., p.2,38,39.

e Pappas, Carter, Evans & Koop/Telesis, op. cit., p.5,6.

> Rodin Genoff, Industry Policy and Sectoral Plans Under Labor, op. cit., p.41,42.

11® Greg Crough & Ted Wheelwright, op. cit., p.103,104.
7 Philip Yetton, Jeremy Davis & Peter Swan, op. cit., p.65,66; and Pappas, Carter, Evans & Koop/Telesis, op.
cit., p.28,104.

. Pappas, Carter, Evans & Koop/Telesis, op. cit., p.9,10,105,107.

#19 Australian Bureau of Statistics, Australian Economic Indicators June 1997, Cat. n0.1350.0, p.15.
" These are OECD figures noted in Pappas, Carter, Evans & Koop/Telesis, op. cit., p.20.
LEK Partnership, op. cit., p.15.

Roger A. Layton, ch.11 ‘Services are important’ in Michael Costa & Michael Easson (eds), op. cit., pp.219-228
at p.227.

a1

422
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deficit. Australia's export and industry structure thus prevent the substantial
removal of mass unemployment.

2. Exports

Export Performance: 1950 to 1984

This section outlines the historical performance against which the export record of
the Labor Governments can be measured. As the table below shows, the
industrialised world capitalised on the rapid growth in world trade in the post-war
decades. The most successful small nations dramatically increased their exports, with
many doubling their exports to GDP ratio. By contrast, Australia's share of national
product traded actually fell.*”

Share of National Product Traded 1950-1984

Country 1950s 1960s 1970s 1984
Belgium 62 75 93 140
Netherlands 96 92 100 109
Norway 87 84 89 73
Switzerland 56 61 65 70
Austria 45 54 68 67
Denmark 66 61 61 67
Sweden 46 45 56 66
Germany 31 37 45 56
Finland 46 48 58 55
United Kingdom 44 42 55 54
ltaly 27 34 49 51
Canada 39 41 47 51
France 27 28 39 46
Australia 35 32 31 27
Japan 20 20 24 26
USA 9 10 15 17

Source: Kym Anderson & Ross Garnaut, Australian Protectionism: Extent, Causes and Effects, Allen and Unwin,
Sydney, 1987, p.15.

Export Performance Under Labor

The table below shows that after several decades of export stagnation, Australia's
export to GDP (I) rose from 14.8 per cent to 20.1 per cent between 1982-83 and
1995-96.

= Comprehensive analysis of post-war export growth in industrial nations is provided in Report of the

Committee for Review of Export Market Development Assistance, op. cit., pp.5-16. The report notes that
Australia was the only industrialised nation that didn't increase its exports to GDP ratio from 1960 to 1989. It
remained steady at around 13.5 per cent. Australia's share of world exports fell from 1.7 to 1.1 per cent
between 1960 and 1987. Similar analysis is also provided in: lan Lowe, Submission to the Parliamentary Inquiry
Into Tariffs and Industry Development, Unpublished, 1992, p.2; and Ralph Evans, ch.1 "The Global Challenge
report and the clash of paradigms’, op. cit.,, p.17-19.
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Australia's Exports to GDP (I) 1982-83 to 1995-96

Year Exports to GDP Year Exports to GDP
82-83 14.8 89-90 16.4
83-84 14.7 90-91 17.4
84-85 16.3 91-92 17.9
85-86 16.1 92-93 18.8
86-87 16.6 93-94 19.2
87-88 17.2 94-95 18.9
88-89 16.2 95-96 20.1

Source: The figures for the period 1987-88 to 1995-96 are from Australian Bureau of Statistics, Australian Economic
Indicators June 1997, Cat. n0.1350.0, p.21. The figures for the period 1982-83 to 1986-87 are from Australian Bureau
of Statistics, Australian Economic Indicators January/February 1993, Cat. no1350.0, p.31.

The table below shows that Australia's export growth averaged 7.0 per cent annually
in the 1983 to 1995 period, which was 0.9 percentage points higher annually than the
OECD average.

Australia's Growth in Real Exports of Goods and Services by OECD Standards
1983-1995

Nation 83 84 85 86 87 83 89 90 91 92 93 94 95 Total Ave

83-95
Ireland 105 166 66 29 137 89 103 86 51 138 92 139 136 1337 103
Turkey 131 254 -19 -51 264 184 -03 26 37 11 77 152 671229 95
Portugal 136 116 67 63 106 79 133 105 05 61 -51 107 114 1041 80
Canada 64 177 60 45 35 95 08 41 14 76 104 142 118 979 75
United States  -26 83 27 74 110 159 117 85 63 66 33 83 83 957 74
Spain 100 117 27 19 63 51 30 32 79 73 85 162 93 931 72
Australia 45 161 110 50 113 32 32 83 130 50 74 85 40 915 7.0
Greece 80 169 13 140 160 90 48 41 37 87 06 77 18 884 68
Mexico 136 57 -45 56 95 58 23 36 46 17 37 73 284 873 67
OECD Ave 17 98 38 28 66 98 88 71 53 52 29 82 77 797 6.4
ltaly 23 85 32 25 47 54 88 70 05 50 94 109 111 793 6.1
Norway 76 82 69 16 12 55 107 86 61 52 20 85 37 758 58
Luxembourg 53 18 95 32 65 75 69 26 36 13 -24 50 44 714 55
Sweden 98 68 14 37 43 25 31 16 23 23 76 141 114 663 5.1
Belgium 26 55 11 55 65 85 73 41 26 39 16 81 82 655 50
Netherlands 32 75 51 18 40 90 67 53 47 29 16 58 61 637 49
New Zealand 78 74 80 01 54 44 24 64 71 10 60 96 22 628 48
Japan 48 148 54 57 05 59 91 69 54 49 13 45 50 618 48
Finland 25 54 12 12 27 37 13 14 66 10 167 133 76 604 46
Germany 08 82 76 -06 04 55 102 11 123 -03 -47 75 38 601 46
Austria 32 61 69 -27 24 94 107 77 58 12 -16 52 50 593 46
France 37 70 19 14 31 81 102 54 41 49 04 60 59 585 45
UK 18 65 60 45 58 05 47 50 -07 40 33 90 57 5.1 43
Denmark 49 35 50 00 51 78 42 69 77 14 -16 79 10 538 41
Switzerland 11 63 83 04 17 58 50 30 07 34 16 33 28 42 32
lceland 110 24 11 59 33 36 29 00 58 -17 67 97 -24 394 30

Source: Organisation for Economic Co-operation and Development, OECD Economic Outlook June 1996, op. cit.,
p-Al2.

However, Australia’s restructuring toward an export economy has also barely
begun. World Competitiveness Yearbook 1996 showed that Australia had the 39th
lowest exports to GDP ratio of the 46 nations included in the study. While nations



with large domestic markets like the United States and Japan can achieve national
affluence while relying rather heavily on their domestic markets, nations with small
domestic markets like Australia must turn to the international market to create
national affluence. The table below shows that many of the successful smaller nations
have double the percentage of exports to GDP achieved by Australia and a

significant group have far more.

Exports to GDP Ratio 1994
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Rank Nation Exports of Goods Rank Nation (Continued) Exports of Goods
and Commercial and Commercial
Services to GDP Services to GDP

Ratio 1994 Ratio 1994

1 Singapore 173.60 24 Portugal 28.93

2 Hong Kong 140.47 25 Philippines 28.89

3 Luxembourg 95.18 26 Chile 27.50

4 Malaysia 92.24 27 China 26.31

5 Belgium 71.72 28 Indonesia 25.86

6 Ireland 68.05 29 United Kingdom 25.75

7 Netherlands 58.23 30 Italy 24.42

8 Czech Republic 45.46 31 France 24.35

9 Taiwan 4412 32 Poland 23.80

10 Thailand 39.53 33 South Africa 23.43

11 Norway 39.68 34 Germany 23.32

12 Sweden 37.80 35 Spain 22.15

13 Austria 37.36 36 Turkey 21.98

14 Denmark 37.21 37 Russia 20.99

15 Iceland 36.20 38 Greece 19.36

16 Switzerland 36.18 39 Australia 19.01

17 Finland 35.96 40 Mexico 18.40

18 Canada 33.47 41 Colombia 17.03

19 Hungary 33.45 42 USA 9.97

20 Israel 31.43 43 Japan 9.69

21 New Zealand 30.82 44 Brazil 8.76

22 Korea 30.24 45 India 7.38

23 Venezuela 29.98 46 Argentina 6.57

Source: IMD, World Competitiveness Yearbook 1996, IMD, Lausanne, Switzerland, 1996, p.386.

3. The Trade Balance, the Current Account and the Net Overseas Debt

There was a major structural increase in the current account deficit during the period
of the Hawke and Keating Governments. The current account deficit, which had
averaged 1.73 per cent of GDP (I) in the 1970-71 to 1979-80 period,”™ averaged 4.4 per
cent of GDP (I) in the 1983-84 to 1995-96 period.

424

Australian Bureau of Statistics, Australian Economic Indicators January/February 1993, Cat. no.1350.0, p.31.
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There was also a massive build up of foreign debt. The net foreign debt rose from
$23.4 billion or 13.6 per cent of GDP (I) in 1982-83** to $187.5 billion or 38.4 per cent
of GDP (I) in 1995-96."

Finally, the structural balance on goods and services appears to remain in deficit,
with the improvement in the 1990s appearing to largely reflect the recession and then
the period of sluggish growth.

Various Measures of Restructuring 1982-83-1995-96 (percentage of GDP (income))

Year Balance on Current Account Net Foreign

Goods & Services Debt
1982-83 -2.2 -3.8 13.6
1983-84 -1.3 -3.8 15.3
1984-85 -2.2 -5.0 23.7
1985-86 -3.1 -6.1 31.4
1986-87 -1.8 -4.4 32.6
1987-88 -0.4 -34 32.3
1988-89 -1.6 -5.0 34.6
1989-90 -1.7 5.7 35.6
1990-91 +0.2 -4.0 375
1991-92 +0.6 -2.9 39.8
1992-93 -0.3 -35 41.8
1993-94 -0.2 -3.8 38.2
1994-95 -1.9 -5.9 39.7
1995-96 -0.1 -4.1 38.4

Source: The figures for the net overseas debt and the current account for the period 1987-88 to 1995-96 are from
Australian Bureau of Statistics, Australian Economic Indicators June 1997, Cat. no.1350.0, p.21,22. The current
account figures for the period 1982-83 to 1986-87 are from Australian Bureau of Statistics, Australian Econoniic
Indicators January/February 1993, Cat. n0.1350.0, p.31. The net foreign debt figures for the period 1982-83 to 1986-
87 are calculated from the original figures for GDP (I) and net foreign debt provided in Australian Bureau of
Statistics, Australian Economic Indicators January/February 1993, Cat. no.1350.0, p.12,29. The balance on good and
services figures are calculated from original GDP (I) and the trade balance figures provided in Australian Bureau
of Statistics, Australian Economic Indicators June 1997, Cat. n0.1350.0, p.7,12; and Australian Bureau of Statistics,
Australian Econontic Indicators January/February 1993, Cat. no.1350.0, p.12,16.

While the restructuring performance according to these measures is poor, the results
appear to exaggerate the weakness of Australia's restructuring performance in the
period. It is true that the adverse behaviour of market players in responding to
financial deregulation may have contributed significantly to the foreign debt.
However, much of the decline in these three measures of restructuring may stem
from the failure of governments and industrialists to restructure the economy in the
decades after 1950. Given that the Hawke and Keating Governments presided over
significant restructuring of Australia’s export base, it would be unfair to over-
emphasise the decline in Australia's economic performance according to these
measures. Indeed, some or much of the increase in the current account deficit may
have been economically beneficial. It may largely reflect the financing of the private
investment necessary to begin the restructuring of the Australian economy.

2 ibid., p.29.

6 Australian Bureau of Statistics, Australian Economic Indicators June 1997, Cat. n0.1350.0, p.19,22.
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4. National Savings

Australia's national savings rate fell from a structural level of approximately 25 per
cent of GDP in the three decades to the mid-1970s, to around 20 per cent in the 1980s,
and 18 per cent in the 1990s."”” The table below shows that Australia's gross national
savings worsened in the period of the Hawke and Keating Governments, from 19.8
per cent in 1983 and a peak of 223 per cent in 1988 to 16.9 per cent in 1995.
Australia’s gross national savings also fell further below the OECD average in the
period. Australia's lack of national savings means that it must finance some of its
investment by drawing on the savings of other nations, which is reflected in its high
current account deficit.

Australia's Gross National Savings as a Percentage of Gross GDP Compared With
Other OECD Nations 1983-1995

Nation 83 84 85 86 87 88 89 90 91 92 93 94 95 Ave

83-95
Luxembourg 63.8 63.8 64.1 622 55.1 57.8 61.6 625 594 60.2 n/a n/a n/a 61.1
Korea 272 294 29.2 331 371 39.2 361 358 359 347 351 352 359 341
Japan 29.8 30.8 317 319 325 334 336 336 345 33.8 327 313 308 323
Switzerland 279 289 298 311 31.7 328 33.7 331 316 29.7 29.7 29.2 30.1 30.7
Norway 28.3 31.0 296 23.0 234 227 246 241 236 21.0 219 n/a n/a 24.8
Austria 226 235 232 238 238 245 252 263 26.0 253 243 253 249 245
Netherlands 221 235 243 243 226 242 261 26.0 24.8 237 23.4 245 246 242
Portugal 205 193 215 254 278 266 273 259 227 214 203 206 216 231
Germany 20.1 206 20.8 224 221 229 243 241 224 219 205 21.2 214 219
OECD 20.7 21.6 21.3 20.8 21.2 21.8 21.8 21.0 20.6 19.6 n/a n/a nla 21.0
Turkey 16,6 16.3 20.7 23.9 243 289 264 215 17.7 185 18.7 189 197 208
Mexico 284 267 258 191 245 213 203 203 18.7 166 151 150 195 2038
Spain 19.7 209 206 216 216 226 219 21.7 21.0 190 189 187 215 207
Finland 228 238 228 222 221 240 248 23.0 151 121 13.0 17.0 19.7 20.2
italy 223 222 215 214 209 207 200 195 185 171 179 186 205 20.1
France 19.1 19.0 189 201 20.0 211 218 215 21.0 19.8 18.2 19.0 197 199
Belgium 145 1565 149 168 172 195 209 211 206 209 215 21.7 226 19.1
Australia 19.8 19.6 18.7 19.1 209 22.3 20.7 17.7 155 15.7 169 16.7 169 18.5
Ireland 159 1568 150 149 16.3 1569 16.7 201 208 182 19.1 174 195 174
New Zealand 204 194 171 189 179 178 156 14.0 13.7 164 186 183 184 174
Canada 18.8 20.2 196 18.1 19.0 206 194 164 143 13.2 13.7 154 171 174
Sweden 16.1 179 175 181 182 188 192 17.7 158 134 119 136 166 165
Denmark 134 151 149 16.1 161 166 169 178 175 17.7 172 162 176 164
United States 17.1 19.0 17.6 16.1 16.1 166 16.6 156 157 146 149 16.2 159 16.3
Iceland 18.3 16.3 14.7 174 152 15.0 150 158 142 143 158 171 158 158
Greece 16.8 154 131 145 145 173 159 138 152 153 155 15.7 n/a 15.3
UK 17.1 168 17.6 16.0 16.0 155 154 144 13.6 12.8 125 135 139 150

Source: Organisation for Economic Cooperation and Development, OECD Economic Outlook June 1997,
Organisation for Economic Co-operation and Development, Paris, 1997, p.30.

2 vw. Fitzgerald, National Saving: A Report to the Treasurer, Australian Government Publishing Service,

Canberra, 1993, p.xiii,2,4,5.
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5. Economic Growth

The table below shows that Australia's real GDP growth averaged 3.3 per cent
annually between 1983 and 1995, which was faster than any other OECD nation in
the period bar Ireland, and above the OECD average of 2.7 per cent. While it is
important to acknowledge such growth as impressive, it is also important to note
that it is only solid in absolute terms, low by Asian standards and insufficient to
overcome the mass unemployment experienced in Australia since the mid-1970s. It is
also assisted by Australia's immigration program, which brings in a high number of
migrants by international standards.

Australia's Real GDP Growth 1983-1995 by OECD Standards

Nation 83 84 85 86 87 88 89 90 91 92 93 94 95 Total Ave

Real GDP 83-95

growth

83-96

Turkey 50 6.7 42 70 95 21 03 93 09 60 80 -55 7.3 60.8 4.7
Ireland -02 44 31 04 47 43 61 78 22 39 31 64 7.7 53.1 41
Luxembourg 30 62 29 48 29 57 6.7 32 31 19 00 33 37 474 36
Australia 10 75 44 18 47 43 42 14 16 26 4.0 52 3.1 426 3.3
Norway 46 57 53 42 20 -05 03 16 29 34 21 57 37 410 3.2
Japan 23 39 44 29 42 62 48 5.1 4 11 01 05 09 404 341
United States 4.0 6.8 3.7 30 29 38 34 13 -1 27 22 35 20 383 29
Canada 32 63 48 33 42 50 24 02 -18 08 22 46 22 370 28
Spain 22 15 26 32 56 52 47 37 23 07 -12 21 3.0 356 27
OECD 26 46 34 28 32 42 36 27 08 18 1.0 27 1.9 353 27
Average
Germany 18 28 20 23 15 37 36 57 5 2212 29 19 342 26
Netherlands 17 33 31 28 14 26 47 41 23 20 02 27 24 33.3 26
UK 37 23 38 43 48 50 22 04 -2 -05 23 38 24 325 25
Portugal -02 -19 28 50 55 58 57 43 21 11 12 08 25 323 25
Austria 20 14 25 12 17 41 38 42 28 20 04 30 18 309 24
Denmark 25 44 43 36 03 12 06 14 13 02 15 44 26 28.3 22
Italy 1.0 27 26 29 31 41 29 21 12 07 1.2 22 3.0 273 241
Iceland -21 41 33 62 86 01 03 11 13 -33 08 35 20 257 20
France 07 13 19 25 23 45 43 25 08 12 -1.3 28 22 257 20
Belgium 05 22 08 14 20 49 34 34 22 18 -16 22 19 251 1.9
New Zealand 24 85 16 10 07 39 14 01 -37 03 55 41 22 238 18
Finland 30 31 33 24 41 49 57 00 -71 -36 -1.2 44 4.2 232 18
Greece 04 28 31 16 -05 45 38 00 31 04 -10 15 20 217 17
Switzerland 10 18 37 29 20 29 39 23 00 03 08 1.2 07 213 16
Sweden 18 40 19 23 31 23 24 14 -11 14 22 26 3.0 201 15
Mexico -43 36 28 -38 19 12 33 44 36 28 06 35 -68 128 1.0

Source: Organisation for Economic Co-operation and Development, OECD Economic Outlook June 1996, op. cit.,
p-A4. Note: Figures for the Czech Republic not included as figures for the full period not provided, ruling out a
calculation of their growth for 1983 to 1995.

6. Employment and Unemployment

Australia's employment growth under Labor was impressive. In yearly averages,
almost two million jobs were created between 1982-83 and 1995-96. Australia also
achieved the second highest employment growth in the OECD between 1983 and
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1995, averaging 1.9 per cent growth per annum, compared to the OECD average of
1.1 per cent per annum. These impressive results should be qualified by two facts.
Firstly, nearly half the jobs created were part-time jobs. Secondly, employment
growth has slowed rapidly since 1989-90. In yearly averages figures, full-time jobs
were less than 70,000 higher in 1995-96 than they were in 1989-90, while total jobs
were less than 500,000 higher in 1995-96 than in 1989-90.

The Labour Market 1982-83 to 1995-96 (yearly averages)

Year Employed Employed Total U/E Rate Total LFP Rate
part-time full-time Employed U/E'd
1982-83 1,086.3 5,242.7 6,329.0 9.0 624.9 60.6
1983-84 1,105.8 5,281.8 6,387.5 9.6 680.1 60.5
1984-85 1,166.2 5,413.1 6,579.3 8.6 619.4 60.5
1985-86 1,256.4 5,603.6 6,860.0 7.9 591.5 61.4
1986-87 1,365.4 5,688.9 7,044.4 8.3 635.1 62.0
1987-88 1,433.6 5,822.7 7,256.3 7.8 610.5 62.2
1988-89 1,515.4 6,033.3 7,548.7 6.6 534.6 62.6
1989-90 1,639.7 6,192.2 7,832.0 6.2 513.7 63.5
1990-91 1,689.1 6,093.3 7,782.4 8.3 709.0 63.6
1991-92 1,752.2 5,884.6 7,636.7 10.3 881.7 63.0
1992-93 1,796.8 5,837.2 7,633.9 11.0 940.5 62.6
1993-94 1,851.3 5,929.3 7,780.6 10.5 915.5 62.8
1994-95 1,974 1 6,119.0 8,093.1 8.9 794.6 63.3
1995-96 2,039.2 6,260.5 8,299.7 8.5 766.7 63.7

Source: The figures for 1988-89 to 1995-96 are from Australian Bureau of Statistics, Australian Economic Indicators
June 1997, Cat. n0.1350.0, p.62. The figures from 1983-84 to 1987-88 are from Australian Bureau of Statistics,
Australian Economic Indicators January/February 1993, Cat. n0.1350.0, p.90. Note: The figures are original figures

and all numbers are thousands.
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Australia's Employment Growth 1983-1995 by OECD Standards

Nation Em Ave
- v v v * v ¥ v v v - v + 8395
Luxembourg -03 05 09 26 26 31 35 41 41 25 18 25 26 305 23
Australia 1.8 29 36 35 22 38 47 15 -21 -07 03 31 41 251 1.9
Turkey 1.0 15 17 19 23 15 19 20 03 32 09 25 25 232 18
United States 1.3 41 20 23 26 23 20 13 -09 07 15 23 16 231 138
Canada 06 27 30 3 27 32 21 06 -19 -06 14 21 16 205 16

Netherlands -13 05 13 25 16 23 18 30 26 16 07 -01 15 180 14
Switzerland 00 10 20 23 25 26 27 32 12 -16 -06 -02 02 153 1.2

OECD 05 17 12 15 17 20 19 15 01 01 01 09 10 142 11
Japan 1.7 06 07 08 10 17 20 20 19 11 02 01 01 139 1.1
Iceland 09 15 36 31 58 -28 15 -09 04 05 -03 10 1.0 115 09
New Zealand -1.0 27 35 04 08 -32 -26 09 -14 04 20 42 47 106 08
Greece 11 04 10 04 -01 16 04 13 -23 15 09 19 09 9.0 0.7
UK 02 23 10 03 24 35 27 04 -31 -24 08 07 06 90 0.7
Portugal 40 -01 05 01 26 26 22 22 29 64 -20 01 15 90 0.7
Ireland 21 -19 -20 02 10 01 12 33 02 04 18 35 3.0 8.1 0.6
Spain -11 18 -09 22 31 29 41 26 02 -19 43 -09 27 6.9 0.5
Norway 01 13 23 35 19 -06 -30 -09 10 -03 00 15 20 6.8 0.5
Austria -12 -01 02 04 00 06 15 19 19 15 -03 02 04 62 0.5
Germany -4 02 07 14 07 08 15 3.0 25 -18 -1.8 0.7 0.2 49 0.4
Denmark 03 17 25 26 09 -06 -06 -10 -15 -06 -1.0 -06 1.8 3.9 0.3
Belgium -10 02 06 06 04 15 16 14 01 -04 -11 -07 04 32 0.2
France -0.2 09 -01 05 04 10 14 10 00 -06 14 03 11 25 0.2
ltaly 01 03 03 04 -03 05 -01 12 07 -09 -25 1.7 06 -26 -0.2
Sweden 01 08 -03 08 10 14 15 10 -19 -43 -58 -09 16 50 -04
Finland 06 10 1 -03 -03 03 16 -01 -52 -71 6.1 -08 22 -132 -1.0

Source: Organisation for Economic Co-operation and Development, OECD Economic Outlook June 1996, op. cit.,
p-A.23. Notes: The OECD average excludes Mexico prior to 1988. The Czech Republic and Mexico were not
included, as figures for the full period were not provided, ruling out a calculation of their employment growth
for 1983 to 1995.

Labor’s unemployment record was less notable. While unemployment in yearly
averages fell from 9.6 per cent in 1983-84 to 6.2 per cent in 1989-90, and, in seasonally
adjusted terms, fell to a low of 5.9 per cent in November and December 1989,
unemployment rose dramatically in the recession, peaking at 11.4 per cent or 980,000
unemployed people in November 1992.* When the Labor Government were
defeated in March 1996, the unemployment rate was 8.5 per cent.*”

Australia's unemployment rate is also high by OECD standards as shown below. In
1983, Australia's rate was 1.6 per cent above the OECD average. In 1995, the last full
calender year of the Labor Government, it remained 0.9 per cent above the OECD
average and Australia ranked 15th of 25 OECD nations in unemployment rate
performance.

% Australian Bureau of Statistics, Australian Economic Indicators January/February 1993, Cat. n0.1350.0, p.90.

Monthly figures are seasonally adjusted.

9 Australian Bureau of Statistics, Labour Force Australia November 1996, Cat. n0.6203.0, p.11.
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OECD Unemployment Rates (Commonly-Used Definitions)

Nation = 3 2 8§ 5 8 2 8 35 & 8 3 2 Oeee
EEBRBELEBEEREEEREEE" i
Luxembourg 16 17 17 15 17 15 14 13 13 16 21 27 30 18
Switzerland 09 14 09 07 07 06 05 05 10 25 45 47 42 18
lceland 10 13 09 06 05 06 17 18 15 30 43 47 50 2.1
Japan 27 27 26 28 29 25 23 21 21 22 25 29 31 26
CzechRep. n/fa nfa nla nla nla nla nla nla nla nla 36 32 30 3.3
Sweden 35 34 29 25 21 17 15 16 30 53 82 80 7.7 3.9
Mexico 61 56 44 43 39 35 29 27 26 28 34 37 63 40
Norway 34 32 26 20 21 32 49 52 55 59 60 54 49 42
Austria 38 39 42 45 49 47 43 47 52 53 61 59 59 49
Portugal 78 86 87 86 7.1 58 51 47 42 41 56 69 7.2 6.5
New Zealand 53 45 35 40 41 56 7.1 7.8 103 103 95 81 63 6.6
OECD 83 78 7.7 77 7.3 67 62 60 68 75 79 79 7.6 7.3
Netherlands 110 106 92 84 80 7.8 69 60 55 54 65 76 7.1 7.7
Turkey 77 76 71 79 83 84 85 80 77 80 7.7 81 75 7.9
Germany 7.9 7.9 80 77 76 76 69 62 67 7.7 89 96 94 7.9
Greece 79 81 78 74 74 77 75 70 77 87 97 96 100 82
Australia 9.9 89 81 80 80 74 64 7.0 95 107 109 97 85 8.6
Finland 54 52 50 54 51 45 35 35 7.6 131 17.9 184 172 86
Small
nations 95 98 96 95 94 83 7.7 7.4 7.8 87 97 100 9.8 9.0
average
United 105 107 110 110 98 7.8 60 58 82 99 102 92 82 9.1
Kingdom
italy 77 85 86 99 10.2 105 105 91 86 88 102 113 120 97
Denmark 104 101 90 7.8 7.8 86 93 9.6 105 11.3 123 122 100 99
Canada 119 113 105 96 88 7.8 7.5 81 104 113 11.2 104 95 9.9
France 83 97 10.2 104 105 100 94 89 94 103 117 123 116  10.2
Belgium 133 134 124 118 115 104 94 88 94 104 121 131 130 115
Ireland 14.0 155 17.0 17.0 16.8 16.1 14.6 132 147 155 156 142 129  15.2
Spain 182 201 215 21.0 205 195 17.3 16.3 16.3 184 22.7 242 229  19.9

Source: Organisation for Economic Co-operation and Development OECD Economic Outlook June 1996, op. cit.,
p-A24. Note: OECD average and small nations average excludes Mexico prior to 1988. The figures for the Czech
Republic were provided only for 1993 to 1995, but were included because they give some indication of their
unemployment rate over the medium-term.

Structural Dislocation and Hysteresis

The Dislocation

A key weakness of rationalist restructuring policies is their tendency to produce
substantial structural employment dislocation. This section argues that, contrary to
rationalist views, the adjustment process is highly problematic. The dislocation
caused is likely to involve much long-term structural unemployment, which in turn,
creates negative social and economic consequences.

The evidence in the first three chapters indicates that free market reform of tariffs,
infrastructure and general government - while they may have produced some net
employment growth - may have also caused gross employment dislocation in the
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order of several hundred thousand people over the 1983 to 1996 period. Tariff cuts
were one of the causes of the decline in manufacturing employment, which fell from
a peak of 1.221.4 million in May 1989 to 1,061.5 million in August 1993, before
recovering to 1,113.2 million in November 1995, more than 100,000 below the May
1989 peak.” The most tariff dependent sectors, particularly TCF and PMV, suffered
significant declines in employment. Free market infrastructure reform was a key
reason why more than 110,000 people lost their employment in infrastructure firms.
Many more jobs have been lost in sectors reliant on subsidised infrastructure
provision, as services were removed and prices increased to bring a market return on
investment. In turn, negative economic multipliers reduce production in other
sectors. Small government policies meant that between February 1984 and February
1996, public sector employment fell by 88,100. Had public sector employment
maintained its February 1984 share of total employment, it would have been 563,500
higher at February 1996, all other things being equal.”'

Easy Adjustment?

Rationalists have tended to believe that resources displaced can be redeployed in
more efficient sectors with relative ease, leading to a rapid increase in economic
welfare. Part of the explanation for this optimistic view of the adjustment process
may be that free trade theory is built on a comparative static model, which involves
comparing one point on the production possibility curve with another, after all
resources displaced have been redeployed.”” This practice is followed by the IC in
their ORANI simulations, which provide projections for the long run, after
adjustment is complete, and indeed, after resources have been redeployed in more
efficient sectors.*”

In reality, adjustment is much more difficult. Much of the dislocation is likely to be
long-term and structural because its incidence is so uneven across industries, regions,
sectors, states and occupations. Free market dislocation often causes long-term
structural unemployment because it leaves a major oversupply of labour in the
particular area of dislocation in question - for example, TCF - in an environment in
which the demand for that type of labour is very unlikely to rise. For example, the
closure of firms in the ‘TCF towns’ of Victoria left a major oversupply of TCF
workers, who, in the absence of other TCF growth, may have been left structurally
unemployed.

The dislocation for industries and sectors was noted above. Among States, tariff cuts
had a disproportionately severe impact on Victoria, South Australia and Tasmania,
which were also heavily affected by cuts in public sector employment. Furthermore,
it appears that reform has permanently removed some of the numbers employed in
some occupations, with the least skilled jobs being most particularly affected. Among
regional areas, free market policies decimated employment in four policy areas,

40 Australian Bureau of Statistics, Labour Force Australia 1978-95, Cat. n0.6204.0, p.345-348.

Australian Bureau of Statistics, Wage and Salary Earners Australia March Quarter 1997, Cat. n0.6248.0, p.9-11.

N. R. Norman, ch.19 ‘The labour market: An industrial economics approach’ in L. R. Webb & R. H. Allen
(eds), Industrial Economics: Australian Studies, George Allen and Unwin, Sydney, 1982, pp.318-333 at p.324.

Bill Weekes, op. cit., p.179.
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namely rationalisation of infrastructure services, tariff cuts, the contraction of the
general government sector and the reluctance of governments to implement active
industry policies to attract industry to the regions.

Thus, free market reforms are leaving numerous pools of structurally long-term
unemployed people in particular sectors, industries, States, regional areas, and
occupations. Government ministers such as John Button have acknowledged this
structural employment dislocation.”* Ralph Willis said:

[Unemployment] is not just a problem of macroeconomic policies. What I think is not being
picked up is the extent to which unemployment is coming out of structural change -
microeconomic reform. Most of the microeconomic reform puts people out of jobs in the
short term. We all know it's to the national benefit in the long-term, but the immediate
impact is usually a decrease in employment. Now once you've got structural change
occurring on a whole host of fronts, which we have, then the unemployment effects of that

are not insubstan‘fial.435
Rationalist Peter Walsh admitted:

[W]e do not get a smooth transfer of resources out of...[an uncompetitive] industry or the
new investiment required in some other industry that is more competitive internationally. It
may not happen for a long time. It may not happen ever... [IJt does seem to me that
Treasury in particular failed to recognise how rheumatic the Australian economy was, or if

you like, how much friction there was impeding the transfer of resources.*”
Even the IC have acknowledged a large level of structural unemployment:

Even during full employment some people will be out of work when they change jobs or
there may be mismatches between the location of job seekers and the jobs on offer. As a
consequence there will be some unemployment - often termed the full employment rate of

unemployment.

Norris (1989) reports that the full employment rate of unemployment was less than 2 per

cent in the post-war years up until 1970. There is agreement it has increased to around 7 per
437

cent.

Paul Keating himself agreed that over half the late 1992 11 per cent unemployment
figure involved structural unemployment.*

The table below outlines the major rise in the number of unemployed and long-term
unemployed people in the period, as well as the rise in the average duration of
unemployment to more than a year. The figures suggest that the period involved
massive structural dislocation, with inadequate redeployment of displaced labour.

** John Kerin, ‘Recession not the only cause of job losses: Button, The Advertiser, 12 May 1992, p.7.

% 1 aura Tingle, ‘Micro reform, macro misery: The jobs that are gone forever’, The Weekend Australian, 15-16

June 1991, p.25,26 at p.25.

Peter Walsh, “Economic rationalism: Economic policies for the nineties” in Stephen King & Peter Lloyd (eds),
op. cit., pp.282-290 at p.288.

Industry Commission, Impediments to Regional Industry Adjustment Draft Report: Volume 1: Report, op. cit,
p-106.

Paul Keating - Interviewed on Meet the Press - Aired on Channel 10, 10.50-11.20am on 25 October 1992,
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437
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Dislocation in the Rationalist Era

Average
Unemployed Total long- Duration of
Date Un;mployed gnemployed more tr‘:any104 term ° Unemplo;-
eople 52-104 weeks
weeks unemployed ment
(weeks)
Nov 1978 409,500 42,500 21,500 64,000 276
Nov 1983 681,200 120,800 81,600 202,400 44.0
Nov 1989 484,800 48,000 68,000 116,100 46.9
Nov 1990 676,800 63,600 68,700 132,400 40.2
Nov 1991 868,000 138,500 94,000 232,600 45.3
Nov 1992 942,000 175,700 158,100 333,800 56.3
Peak 957,600 191,300 190,800 356,200 63.0
10/93 7/92 9/93 5/93 11/94
Nov 1993 944,000 161,600 190,100 351,300 59.1
Nov 1994 805,400 120,400 163,700 284,100 63.0
Nov 1995 775,500 102,300 129,000 231,300 55.3

Source: Australian Bureau of Statistics, Labour Force Australia 1978-95, Cat. n0.6204.0, p.22-24,427-429,433-435.
Note: Figures are seasonally adjusted.

The ABS further confirmed the extent of long-term economic exclusion through a
longitudinal survey of 875,000 job seekers aged 15 to 59 at May 1995. Of the job
seekers, 23 per cent had not found work at the conclusion of the study in September
1997, while a further 16 per cent had found less than six months work. Only 25 per
cent had found work for more than 12 months during the period. Meanwhile, only 52
per cent of the job seekers were in employment at the end of the period.”

Why is Adjustment so Difficult?

Numerous social, psychological and economic factors combine to make it very
difficult for people who become structurally unemployed to find work again.
Rationalists may not recognise these factors because tertiary economics training often
ignores the social factors that influence economic behaviour.

The large pool of long-term, structurally unemployed people in Australia face social
conditions so inhumane that eventually their existence comes to be largely
determined by the material, psychological and social effects of unemployment. The
vast majority of the long-term unemployed live in poverty.” Housing security often
becomes threatened, and the greater the duration of unemployment, the greater the
reduction in housing standard from home-buying to renting houses to renting flats to
renting a bed-sitting room to caravans. At the worst end of the spectrum,
unemployment related poverty can lead to homelessness, with people living out of
rubbish bins, sleeping in parks and alley ways, and breaking into homes."" The

9 Australian Bureau of Statistics, Australians’ Employment and Unemployment Patterns 1994-1997, Cat. n0.6286.0,

p-o.
Joan Vipard, Bruce Bradbury & Diane Encel, Social Welfare Research Centre, ‘Unemployment and poverty:
measures of association’, Australian Bulletin of Labour, vol.13, no.3, June 1987, pp.179-192 at p.180,183,188-190.

Graeme Brewer, Out of Work, Out of Sight: Study of the Impact of Unemployment on a Group of Australian People,
The Brotherhood of St Laurence, Fitzroy, Victoria, 1980, p.35,36,39,41-44.
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Australian Institute of Health and Welfare report, Australia’s Welfare 1995, estimated
that there were at least 61,000 homeless people in Australia.*”

At this time of fairly extreme material deprivation, unemployed people must also
cope with the stigma associated with unemployment. Many people are suspicious
about the motivation of unemployed people to find work and resent their receipt of
benefits, even though they leave people short of the poverty line.*” Even family and
friends sometimes treat unemployed people with suspicion about their motivation
and adequacy, which sometimes leads to them ceasing contact.* Numerous studies
suggest that this stigma is a major cause of some of unemployment's most damaging
social and psychological consequences.*” One of the unemployed in Brewer’s study
remarked:

At one stage I wanted to commit suicide. I couldn't handle it - people pressuring me, calling
me a bludger,... When you're unemployed you've got a stamp and you just can’t get rid of
it. It's like a disease that grows all over your body until you just die... You think suicide is
your only hope.446

The psychological effect of prolonged unemployment is generally devastating and
normally involves major changes to a persons identity.*” Studies show that the key
cause of psychological deterioration was poverty and that, as economic resources
wore thin, people go through four stages from 'unbroken' to 'resigned' to 'in despair'
to 'apathetic'.*®

In some cases, prolonged unemployment can leave people psychologically
dysfunctional. For example, studies show that increased unemployment leads to
sharp increases in mental hospital admission rates*” and other studies have shown
that the experience of prolonged unemployment can help to cause psychiatric
disorders.*”

The loss of one's work role can be devastating because people’s identity, public
image, status and life-style are often closely tied to work roles.”" Joblessness also
entails removal from a previously stable system of job related friendships,
relationships and patterns of behaviour. Unemployed people must cope with

“2 Australian Institute of Health and Welfare, Australia’s Welfare 1995: Services and Assistance, Australian

Government Publishing Service, Canberra, 1995, p.50.

“> Graeme Brewer, op. cit., p.88; and Peter Kelvin & Joanna E. Jarrett, op. cit., p.95,118.

“*" Graeme Brewer, op. cit., p.71.

“® Peter Kelvin & Joanna E. Jarrett, op. cit., p.118-124.

“ Graeme Brewer, op. cit., p.54.

“" Graeme Brewer, op. cit., p.56.

“* Peter Kelvin & Joanna E. Jarrett, op. cit, p.18-22 detail a range of studies showing that prolonged

unemployment produces psychological decline through such stages.

7 Keith Windshuttle, Unemployment: A Social and Political Analysis of the Economic Crisis in Australia, rev. edn,

Penguin Books, Ringwood, Victoria, 1980, p.95; and N. Whiteside, ‘Social consequences of unemployment:
The question of health’, Bulletin of Labour Market Research, no.16, 1985, p.10.

Daryl Dixon, op. cit., p.17; and Linda L. Viney, ch.9 ‘The psychological and social effects of unemployment’
in Robert Castle & John Morgan (eds), Australian Studies: Unemployment in the Eighties, Longman Cheshire,
Melbourne, 1984, pp.134-144 at p.134,142.

Graeme Brewer, op. cit., p.48,49; and Keith Windshuttle, op. cit., p.113.
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isolation and the loss of their functional role within society. Job loss can be
particularly difficult for those strongly socialised to taking a ‘breadwinner’ role, who
feel they've failed.””

Another major factor in explaining the psychological effects of prolonged
unemployment is the decline in social and communal activity.”® Unemployed people
tend to withdraw from their friendships because of the stigma associated with
unemployment, financial embarrassment due to not being able to afford social
activity,” insecurity and loss of confidence,* loss of job related friendships,” the
sheer, progressively exhausting effort needed to keep going at all, and the
unemployed individual’s frequent debilitating dislike of themselves.*”

Thus, the difficult social world of unemployment often leads to major psychological
deterioration, with commonly felt feelings including fatalism, apathy, anger,
alienation,” humiliation, loss of control over one's life,” boredom, rejection,
embarrassment, worthlessness and depression.*”

What then, are some of the social consequences of prolonged unemployment, apart
from those mentioned above such as poverty, impaired housing security and
psychological deterioration?

Studies indicate that there is a correlation between prolonged unemployment and
divorce and family breakdown,*' violence, child abuse*” and wife battering.'” There
were almost 47,000 reported cases of child abuse in 1990-91.*

As many studies have confirmed, prolonged unemployment is a major factor in
many suicides.”” In 1991, the heart of the recession, there were 2,380 suicides, and

2 Peter Kelvin & Joanna E. Jarrett, op. cit., p.55-60,67,68,72,79,80.

ibid., p.70.
Graeme Brewer, op. cit., p.71,72.
Keith Windshuttle, op. cit., p.114.

Lorna McKee & Colin Bell, ch.9 ‘His unemployment, her problem: The domestic and marital consequences of
male unemployment’ in Sheila Allen, Alan Waten, Kate Purcell & Stephen Woods, (eds), The Experience of
Unemployment, MacMillan, Basingstoke, Great Britain, 1986, pp.134-149 at p.143.

Peter Kelvin & Joanna E. Jarrett, op. cit., p.54,81,114.

Linda L. Viney, ch.9 ‘“The psychological and social effects of unemployment’ in Robert Castle & John Morgan
(eds), Australian Studies: Unemployment in the Eighties, Longman Cheshire, Melbourne, 1984, pp.134-144 at
p.135.

Peter Kelvin & Joanna E. Jarrett, op. cit., p.135.

" ibid., p.52,53.

*! Keith Windshuttle, op. cit.,, p.76,79; and Philippa Smith, op. cit., p.126.
Philippa Smith, op. cit., p.126.

Keith Windshuttle, op. cit., p.82,83.

Australian Institute of Health and Welfare, Australia’s Welfare 1993: Services and Assistance, Australian
Government Publishing Service, Canberra, 1993, p.183.

Keith Windshuttle, op. cit., p.106-110; Philippa Smith, op. cit.,, p.125; Stephen Platt, ch.10 ‘Recent trends in
parasuicide and unemployment among men in Edinburgh’ in Sheila Allen, Alan Watch, Kate Purcell &
Stephen Woods (eds), op. cit., pp.150-166.
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this marked the first time since the Great Depression that suicide numbers had
exceeded the road toll.**

Increased unemployment has also been shown to correlate with increased physical ill
health, both for the unemployed and their family. At best, this includes diminished
physical tone, body image, appearance, fitness and posture.” Worse is the
correlation between unemployment and increased heart disease, ulcers, overall
health rates,*® hospitalisation'” and death.”

There is also a correlation between prolonged unemployment and crime.”’ Dunstan
tested many of traditional theories on the causes of crime, including income,
education and social status, and found that the variable most significantly related to
crime was unemployment.”

Long-term unemployment can also produce more specific employment related
disadvantages. It can lead to skill atrophy, discouragement of active work search,
loss of contact with a network of workmates who can provide informal information
of job vacancies and, most particularly, employer stigmatisation.”” Employers often
discount the value of long-term unemployed people, preferring to employ school
and tertiary-trained entrants to the labour market.”

Studies confirm that people in long-term unemployment struggle to gain
employment. Between 1983 and 1990, when almost 1.6 million jobs were created, the
numbers of long-term unemployed fell only 90,000 and the number of those
unemployed for two years or more fell only 30,000. For every seven jobs created in
the period, only one job went to an unemployed person.”” The Green Paper on
Employment found that a person unemployed for less than three months has more
than four times the chance of gaining employment than someone unemployed for
two years or more."

Thus, the rationalist view that ‘resources released’ can be readily redeployed may be
unrealistic. People in very difficult economic and social circumstances struggle to
cope and can not readily become the building blocks of a restructured economy.

%6 Australian Bureau of Statistics, Causes of Death Australia 1991, Cat. n0.3303.0, p.2,8.

Peter Kelvin & Joanna E. Jarrett, op. cit., p.68,74,75,79.
Philippa Smith, op. cit., p.125.

467
468
469

Linda L. Viney, op. cit.,, p.134.

" Caucus Task Force, op. cit., p.22.

it Daryl Dixon, op. cit., p.17.

72 Philippa Smith, op. cit., p.126.

3 PN. Junankar & Cezary A. Kapuscinski, ‘The incidence of long-term unemployment in Australia’, op. cit.,

p.327.

Committee on Employment Opportunities, Restoring Full Employment: A Discussion Paper, Australian
Government Publishing Service, Canberra, 1993, p.24.

474

5 Caucus Task Force, op. cit., p.14-16.

76 Committee on Employment Opportunities, op. cit., p.24.
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Structural Dislocation in Regions

The dislocation caused by free market policies to regions is proportionally more
disruptive because regional centres and country towns often have narrow industry
bases. Negative multipliers are substantial where a sector takes up a large proportion
of a region’s output, while a narrow industry base means there are often few
alternative opportunities for those displaced.” In a context of high unemployment,
slow or negative growth, the continuing decline of the rural sector and low labour
mobility, free market policies are creating much long-term structural unemployment
in regional Australia.

Rationalists have tended to overlook regional adjustment problems because, as noted
above, they tend to assume that resources released are readily redeployed. Such
adjustment in regions is dependent on high labour mobility.”” Unfortunately,
dislocation caused in regions often produces pools of long-term structural
unemployment because many people are unwilling to move from regions in
structural decline to regions experiencing sound employment growth.

Numerous submissions from the regions to the IC’s [mpediments to Regional Industry
Adjustment inquiry stated that a lack of labour mobility, in the context of dislocation,
had left large pools of long-term structural unemployment and very high
unemployment rates.”” This was also a key conclusion reached by the Independent
Parliamentary Inquiry Into Tariffs and Industry Development™ and numerous
submissions thereto.”” The general consensus among regional submissions was
summed up by the Bendigo branch of the Australian Chamber of Manufactures:

The Industry Commission Issues Paper talks coldly about labour mobility when in fact most
labour is not mobile. The available people remain when an industry closes, and become
social welfare recipients probably being retrained for non-existent employment and with no

real prospect of future employment.482

A BIE study of adjustment shocks in six regional areas found that 80 per cent of those
displaced refused to move to improve their employment prospects, a trend for which
the IC found support in their regional visits as part of their regional adjustment
inquiry.”®® The IC itself noted a range of studies showing low labour mobility

47 Australian Chamber of Manufactures, Bendigo, Submission to the Independent Inquiry Into Tariffs and Industry

Development, p.1. [The second page 1]

8 N.R. Norman, op. cit., p.324.

7% Australian Chamber of Manufactures, Bendigo, op. cit, p.2,3; Maryborough & District Development

Committee, op. cit, p.2; Riverland Development Corporation, op. cit., p.5,6; Kojonup Shire Council,
Submission to the Industry Commission Inquiry Into Impediments to Regional Industry Adjustment, Unpublished,
1992, p.2; and Brotherhood of St Laurence, Impediments to Regional Industry Adjustment: Submission to the
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between States, on a regional basis, between industries, and even on a sub-State level,
meaning disequilibrium in regional unemployment rates persist."

So exactly how long does adjustment take, especially for the most depressed areas?
Andrews and Karmel produced findings based on the average response of regions in
the 1985-1991 period. They estimated that, for regions that experienced an
employment shock that increased their unemployment rate 5 per cent relative to the
national average rate, it would take 40 years before the rate returned to the national
average. In the period of rapid employment growth between 1984 and 1990, the
standard deviation in unemployment between regions fell only slightly, from 3.9 to
3.3 percentage points. The study showed that, of the 291 regions in the worst third of
regional unemployment rates in 1984, 67 per cent remained there in 1991 Thus,
where free market policies produce significant dislocation for regions, the dislocation
can persist for decades, particularly given the other factors impeding employment
growth in regions, such as periodic recession and the decline in agriculture.

There are numerous reasons why labour is immobile across regions. People are often
reluctant to leave an area they perceive as their home, where they have family ties,
friendships and an established lifestyle." People often have long-term commitments
in the local area, like home mortgages and children in education. One’s spouse may
already have attractive employment.”” People also have less information about
employment and accommodation in other regions, and may not be able to draw on
their network of friends and relatives, nor direct contact with employers, to gain
employment.*®

The impact of regional decline on housing values can reduce mobility. Funds gained
from selling a home in a region in decline may be significantly less than the cost of
buying a comparable home in an expanding area. Major transaction costs associated
with buying new homes also discourages labour mobility, as does a range of
resettlement costs.*”

In short, a person’s location is generally determined by factors other than
employment. ABS figures and recent studies indicate that employment concerns
influence only about 14 per cent of the combined interstate and intrastate movement.
Numerous other factors, including housing, finance, changes in marital status,
retirement and health were given as the key factor why people had moved.” Thus,

b Industry Commission, Impediments to Regional Industry Adjustment Draft Report: Volume 2: Appendices, op. cit.,

p.D1,D13,D15.

Les Andrews & Tom Karmel, Regional Labour Markets: Dynamic Aspects of Unemployment, Unpublished, 1993,
p-3.8.9.

Industry Commission, Impediments to Regional Industry Adjustment Draft Report: Volume 1: Report, op. cit,,
p.79,80.

Industry Commission, Impediments to Regional Industry Adjustment Draft Report: Volume 1: Report, op. cit.,
p-79,80; and Ross Clare & Neil Ferry, ‘Review of regional trends and patterns’ in Economic Planning
Advisory Council, Regional Policies: Future Directions: Papers Presented at the Office of EPAC Seminar, Australian
Government Publishing Service, Canberra, 1990, pp.9-24 at p.14.

485
486

487

e Industry Commission, Impediments to Regional Industry Adjustment Draft Report: Volume 1: Report, op. cit,

p.81,219,220.
ibid., p.84-90,93,95,96.
ibid., p.81.

489

490



120

where free market restructuring produces significant dislocation for a region, it often
creates a major pool of long-term structurally unemployed people, as those displaced
are often unable or unwilling to move to regions experiencing employment growth.

The Economic Implications of Significant Structural Dislocation

In addition to producing major social upheaval, dislocation entails economic costs.
Rationalist organisations such as the Treasury and the IC generally assume that
displacement has no consequences for unemployment beyond the short-term.”
Unfortunately, by creating major pools of long-term unemployment in regions,
sectors, occupations and industries, free market policies have made a gross
contribution to increasing hysteresis and the long run unemployment rate.

An increasing body of empirical and theoretical research shows that short-term
increases in unemployment tend to raise the long run level of unemployment and
lower national income.** Rising long-term unemployment increases the mis-match
between the available jobs and the skills of the unemployed. This results in wage
pressures and skill shortages emerging early in recovery phases, which limits
growth. The greater the proportion of long-term unemployed, the slower vacancies
will be filled, leaving lower tax, income and output, and a higher ‘natural” rate of
unemployment. The Green Paper on Employment noted studies which indicated that
the increase in the unemployment rate attributable to higher long-term
unemployment in the mid-1980s was in the range of 0.75 to 1.25 per cent.””

Of course, the production lost as a result of creating unemployment also has
significant implications for economic growth and living standards. Further, long-
term unemployment can lead to skills atrophy, which reduces national
competitiveness by reducing the national skills base.*

Rising unemployment also produces reduced government revenue and rising
outlays, which can reduce economic welfare by requiring greater taxation or reduced
public investment. Upon becoming unemployed, people generally no longer
contribute to tax revenues, and produce higher government outlays through their
need for income support. In addition, unemployed people may become eligible for a
range of income tested benefits such as rental supplements, Austudy and child care
fee relief. Unemployment is also associated with many social problems, such as
psychological dysfunction, crime, ill health, suicide, domestic violence, child abuse
and family breakdown. Rising unemployment therefore leads to higher spending in
areas such as health care, correctional services and emergency support.” Finally, the
build up of very high unemployment and much long-term structural unemployment
has necessitated significant expenditure on labour market programs. The
Commonwealth’s labour market expenditure averaged around $600 million from

“'" Matthew Doman, ‘Spectre of “jobless recovery”’, The Australian Financial Review, 1 September 1993, p.19.

2 John Quiggan, op. cit., p.82.
9 Committee on Employment Opportunities, op. cit., p.35,36,126.

** Caucus Task Force, op. cit., p.18.

*“*  Daryl Dixon, op. cit., p.13-19.
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1983 to 1991, and this rose to $1.133 billion in 1992-93.*" In Working Nation, Labor
committed itself to increasing labour market expenditure to $2.2 billion in 1995-96
and to $2.4 billion in 1996-97.*

Junankar and Kapuscinski estimated that in 1992, the revenue and expenditure loss
of a one per cent increase in unemployment was $3-6 billion annually.”” Thus, free
market policies, which generally produce significant structural dislocation over the
short to medium-term, are likely to have produced significant annual costs to
government in the adjustment phase.

Free Market Dislocation Regardless of Economic Context

A final key weakness of rationalist policy in the period was that it was implemented
as if universally applicable. In particular, too little consideration was given to the net
impact on employment of free market policies, in combination with the impact of the
state of the economic cycle and the remainder of the Government’s policy agenda.™
Rationalist restructuring is most effective in a context of strong economic growth,
with supporting policies to encourage the redeployment of displaced resources.

Specifically, the Hawke-Keating Governments, in the period from 1990 to 1992,
reduced employment through free market reform of tariffs, infrastructure and the
general government sector, while other policies and the economic recession were also
creating significant displacement. This approach ensured that many of those who lost
their jobs, experienced long-term structural unemployment, thereby creating
significant economic and social costs.

Free market reforms were implemented while numerous other factors contributed to
unemployment.

Firstly, ‘boom-bust’ macroeconomic policies were implemented. The Government’s
first mistake was in not further mitigating the late 1980s boom, which sowed the
seeds of the later contraction. Monetary policy needed to have been tighter in the
1987 to mid-1988 period and contracted earlier than May 1988. Fiscal policy was also
too loose throughout this period, especially due to the $5 billion tax cut on 12 April
1989, given that it impacted in a booming economy.™

The Labor Government then mishandled the boom. History has shown that the
combination of an excessive boom, and the late application of restraint in
macroeconomic policy, is a recipe for a major subsequent contraction. Operating in

%8 Australian Council of Trade Unions, A Program Towards Full Employment, op. cit., p.65.

7 Industry Commission, Impediments to Regional Industry Adjustment Draft Report: Volume 1: Report, op. cit,

p.224,225,227,229,230.

8 Working Nation: Policies and Programs, op. cit., p.109.

“® This was from a forthcoming Office of EPAC Background Paper by Junankar and Kapuscinski ‘The Costs of

Unemployment in Australia’, Australian Government Publishing Service, Canberra, 1992, as cited in

Economic Planning Advisory Council, Regional Policies: Future Directions, op. cit., p.15,16.

* John Quiggin, op. cit., p.63 writes: ‘The IC has been particularly strong in its support for the view that

microeconomic reform should proceed as rapidly as possible, regardless of any associated job losses and
regardless of the state of the national economy.’

T paul Kelly , op. cit,, ch.19 "The 1980s boom’ pp.361-385 .
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this context, the tight monetary policy, involving an increase in cash interest rates
from 11 to 18.5 per cent over the 21 months from April-May 1988, was an excessive
response, which constituted a major partial cause of the 1990-91 recession, as Keating
has admitted.”™ The stance of monetary policy failed to shift from contraction until
January 1990, which was roughly the point that the economy began to contract.
Given that the main effect of monetary policy shifts do not impact on the economy
for 12-18 months, the Government's late application of very tight monetary policy
had its main impact during the worst of the recession. The inadvisability of this
policy was also compounded by the high level of debt in the economy, which
fostered widespread bankruptcies when the economy slowed.™ As Labor Senator
Peter Walsh stated:

We ultimately implemented a policy with interest rates running at around 20 per cent for 12
to 18 months... [[]f you hold interest rates at that level for that time I would have thought it
was highly predictable that there would be a fairly serious recession,””

Various studies of the causes of the recession have stated that monetary policy was
its key cause. For example, the NIEIR found that real interest rates were responsible
for 2.2 of the 3.9 per cent deviation from trend growth over the recession period.”

Secondly, the economic context in this period was domestic recession initially,
followed by a slow recovery.

Thirdly, a major world recession was emerging, which acted to slow Australia’s
recovery from 1992.

Fourthly, there was a fall in the terms of trade associated with the world economic
downturn.

Fifthly, the fallout from financial deregulation was impacting in the 1990-1992
period. Financial deregulation brought rapid credit growth to finance highly geared
investments. Too much of this investment was in speculative, rather than productive
activities. Asset prices boomed in the mid-1980s, before falling equally dramatically,
leaving widespread bankruptcies and low investment.””

2 ibid., p.377.

Keating admitted that interest rates were held too high for too long as Prime Minister in Paul Keating, Speech
at the National Press Club - Aired on ABC-TV, 1-2pm, 11 March 1993. Don Greenlees, ‘We never got credit we
deserved: PM’, The Weekend Australian, 67 August 1992, p.4, using information from the interviews with Paul
Chubb from the ‘Labor in Power’ television series, noted that Keating claimed he wanted interest rates to rise
in February 1988, but the Reserve Bank delayed tightening until May, and also claimed he wanted interest
rates cut much earlier and faster throughout 1990, but the Reserve Bank moved too slowly, despite the
imminent downturn.
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Sixthly, import growth was strong in the period despite the recession, which meant
displaced local production and jobs.

Seventhly, labour supply was unusually strong by comparisons with the levels
usually associated with recession, leading to larger than usual unemployment over
the period. Access Economics argued that the different labour supply behaviour in
the 1990-91 recession, compared with previous recessions, accounted for 0.7 of the 2.9
per cent deviation in the unemployment rate from historical trends over the
recession period.”™

Eighthly, real wages rose by six per cent in the three years from the third quarter
1988. The Access Economics study estimated that this accounted for 0.5 of the 2.9 per
cent deviation in unemployment in the recession period.””

Ninthly, unemployment levels were very high, peaking at more than 11 per cent.

Finally, Australia’s exchange rate was overvalued by the financial markets
throughout the post-deregulation 1980s, up until 1992. A promised benefit of
financial deregulation was that it would help keep the current account in
approximate balance, as any deterioration would lead to a lower dollar, which, in
turn, would increase the competitiveness of Australian exports and remedy any
disequilibrium. While there was a significant response after financial deregulation,
the dollar has not depreciated sufficiently to prevent continuous, significant current
account deficits over the 15 years since the float of the Australian dollar.

Thus, free market policies had been implemented as if universally applicable and
regardless of the economic context. The result of this combination of factors could
only ever have been a major recession and significant dislocation. Between January
1990 and December 1992, in seasonally adjusted terms, the unemployment rate
increased from 6.1 per cent to 11.2 per cent, employment fell by more than 230,000
and long-term unemployment increased from 115,800 to 342,100."

This major labour market deterioration, by creating a large pool of structurally
unemployed people, increased hysteresis and the long run unemployment rate. This
criticism of rationalism is even more substantial when one imagines the dislocation
that would have been caused by implementation of the more hardline rationalist
recommendations made in the period, such as Treasury’s 1988 submission
recommending the complete removal of tariffs within five years.”"

The lesson for policy from this period of dislocation is that free market policies,
because they tend to produce significant dislocation, are best implemented when the
economy is growing, and in conjunction with policies that focus on creating growth,
so that resources released can be redeployed in new firms and sectors. A policy
framework to produce growth and restructuring in outlined in part two.

% ibid., p.60.

ibid., p.61,65,66.
Australian Bureau of Statistics, Labour Force Australia 1978-95, op. cit., p.24,435.
Randall G. Stewart, op. cit., p.113.
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Conclusion

The evidence in this chapter suggests three major conclusions on restructuring and
employment growth in the period.

Firstly, the failure to restructure the economy in the decades after 1950 was a major
lost opportunity and impeded economic performance under the Hawke-Keating
Labor Governments.

Secondly, rationalist policies - aside from causing significant dislocation - are likely
to have had a moderately positive net effect on restructuring and employment
growth. After decades of very slow structural change, Australia reversed the long
run decline in its exports to GDP ratio, continued more vigorously the reduction in
its commodity reliance, hastened the decline of low wage manufactures, began the
rapid growth of ETM exports, and sped the rise of services in total exports. Solid
economic and employment growth was also achieved in the period. In addition, it
could be argued that the high external deficits of the period largely reflect an
economy making the investments necessary to underwrite future restructuring,
while the high unemployment of the period reflects an economy producing
significant structural adjustment.

However, rationalist policies appear to have had only a moderate impact in fostering
restructuring and employment growth, rather than a radical impact. Indeed, some
measures indicated that the effects of the policies were decidely mixed. For example,
Australia’s trade account, current account, net foreign debt and national savings
record was very poor in the period. Further, while economic and employment
growth were high by OECD standards, they were only solid in absolute terms, low
by Asian standards and insufficient to make major inroads into unemployment. In
addition, the improvements in Australia’s export structure were all fostered by
strong world trade growth trends, and in most sectors, merely continued long run
Australian trends in export growth, if at a faster pace.

The third major conclusion is that much of the task of restructuring the economy,
driving employment growth and achieving national competitive advantage remains
to be achieved. Australia remains far too dependent on commodities. ETMs are still
only around 20 per cent of exports, despite being a majority of world exports, while
nearly 75 per cent of merchandise imports are ETMs. The vast potential to increase
service exports remains largely untapped. With this export structure, any growth of
above four per cent will bring an unsustainable increase in the current account
deficit. Lagging living standards and mass unemployment will continue unless
Australia can rapidly restructure its export base to ETMs and sophisticated services.

Finally, the chapter argued that the free market restructuring gains came at the cost
of significant structural dislocation, which produced negative social and economic
consequences during this ‘transition phase’. In particular, the social and
psychological impact on the people affected is likely to have been severe, many
regions face very long periods of high unemployment and decline, and long run
economic and employment growth may have been affected. Free market reforms are
best implemented during periods of economic growth, and in conjunction with
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policies aimed to create solid growth, so that many of those displaced can be quickly
redeployed.
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Part Two: Economic Rationalism - The Key
to National Competitive Advantage,
Restructuring and Employment Growth?

In part two, an examination is made of why rationalist policies have not produced
more substantial improvements in national competitiveness, restructuring and
employment growth.

In chapter five, the overall rationalist approach to economic policymaking is
examined. It is argued that, in the Labor years, rationalist dominated institutions
became extreme, almost automatically prescribing market policies in a range of
policy areas. It is argued that this view is based on a false conception of a “pure’
market, which rationalists invariably assume produces optimal economic outcomes.
This conception is argued to be not just empirically false, but also dangerous, because
private sector growth has always been crucially dependent on a range of support
structures provided by government. The rationalist “no industry policy” prescription
therefore can impede the creation of economic prosperity by failing to build capacity
in a range of crucial areas subject to market failure.

The remainder of the thesis argues that the key weakness of this rationalist approach
- and the key reason rationalism fails to substantially propel national
competitiveness, restructuring and employment growth - is that it fails to foster the
creation of an innovation-driven economy. For this argument to have validity, two
propositions must be evidenced.

Firstly, it must be demonstrated that innovation is the key to national competitive
advantage, restructuring and employment growth. This is the key task of chapter six.

Secondly, it must be demonstrated that the rationalist paradigm can not produce an
innovation-driven economy. This is the key task of chapters seven to 14. In these
chapters, it is argued that establishing competitive advantage on the basis of
innovation requires that the nation build up excellence in a range of innovative
activities, which include R&D, technology diffusion, work organisation, industrial
financing, education and training, management and export marketing. Together,
such capabilities comprise an ‘innovation chain” because each is crucial to achieving
competitive advantage through innovation. Market failure and Australian
weaknesses in each of these areas explains why Australia has failed to establish an
innovation-driven economy. Rationalism, because it remains extremely reluctant to
acknowledge market failures and rules out active industry policy, can not build
excellence in these capabilities. Strategic industry policies that could help Australia to
achieve excellence in each part of the ‘innovation chain’ - and thereby bring national
competitive advantage, successful restructuring and economic and employment
growth - are outlined.

Of course, factors other than innovation are important to fostering national
competitiveness and the appropriate mix of public and private activity needs to be
actively explored in a range of policy areas. However, this thesis focuses on
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innovation because it is the most important factor in creating national competitive
advantage, and the most important factor explaining the limited economic success of
the rationalist paradigm.

It should be noted that conclusions to chapters five to seven are foregone due to their
brevity. Further, chapter seven outlines the key arguments and the structure for
chapters eight to 14. For this reason, conclusions to these remaining chapters are also
foregone to avoid repetition. Key conclusions from part two are discussed in the
conclusion to the thesis.
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Chapter Five: The Rationalist Paradigm and Strategic
Industry Policy

Introduction

In this chapter, a critique is made of the rationalist approach to economic
policymaking in the 1983 to 1996 period. It is argued that rationalists tended to place
overwhelming faith in the capacity of markets - virtually alone - to bring sound
economic outcomes. It is argued that this view can impede economic development
because private sector growth has always been crucially dependent on government
investment and government support structures.

No Industry Policy!

Modern Australian rationalism generally assumes that a market allocation of
resources maximises efficiency and growth, and that industry policy invariably
reduces growth. Rationalists have applied this view in each area of industry policy
with unyielding rigour. Indeed, it is this reductionism, theoretical neatness and
seeming capacity to solve economic problems with simple maxims that is so
attractive to rationalists.””

Rationalism stands in great contrast to a long and continuing tradition of progressive
neoclassical economics, where market failure is accepted, some government
intervention is viewed as necessary and the key debate is about the type and extent
of intervention required. For example, neo-classical economists investigate
externalities, where market failure occurs because the benefits of an activity can not
be fully captured by a private firm, but the activity is essential to maximising growth
in the economy overall. Government provision of education and tax concessions for
Ré&D expenditure have been endorsed on these grounds.

Unlike progressive neoclassical economists, rationalists have stopped searching for
ways that industry policies could improve economic outcomes over a market
allocation of resources. For example, the IC outlined their approach to industry
policy in their submission to the ‘Mortimer Review’ of business programs. They
wrote:

Market failure is often given as a reason for government intervention... However, examples
of significant 'failure' are few and far between. While markets rarely allocate resources
‘perfectly’, in time, they will usually deliver reasonable outcomes for most market

participants.

Moreover, even where there is potential for governments to improve on market outcomes,

often they do not have the necessary information to do so. And government intervention is

*'> Paul Chapman, ch.3 ‘Australian industry - Surely not “no policy” in Michael Costa & Michael Easson (eds),

Australian Industry: What Policy?, Pluto Press in Association with the Lloyd Ross Forum of the Labor Council
of New South Wales, Leichhardt, New South Wales, 1991, at pp.69-96 at p.71; and John de Ridder,
‘Cumulative causation versus comparative advantage’, Journal of Australian Political Econonty, no.20, October
1986, pp.44-48 at p.46.
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not costless. Apart from administrative and compliance costs, raising revenue needed to
pay for programs can have significant efficiency costs. Thus, government must be very

cautious about their capacity to deliver better outcomes than the market.””
Elsewhere the IC have written:

...[O]nly that production which can survive without special treatment from the Government

should be regarded as truly viable and internationally compet‘it'ive.514

[It is bad to reinforce]...the belief that the provision of assistance is an acceptable practice.515

The zealous moral overtones of the final quote in particular is striking and shows the
complete closure of options for strategic industry policy that results from the extreme
rationalism advocated by bodies such as the IC. Market outcomes are seen as
legitimate, but government ‘intervenes’, ‘corrupts’ or ‘distorts’. Assistance is not an
acceptable practice!

IC ‘inquiries’ are based on these fairly extreme views and are therefore almost
exclusively about removing all assistance and discrediting government initiatives.
The IC rarely undertake serious investigation of whether and how active government
policies could increase growth over that achievable by the market alone. For
example, in the IC’s draft report accompanying its inquiry into regional industry
adjustment, they made the blanket statement that “..policies such as tax
concessions...lead to a misallocation of resources among economic activities, thereby
reducing national income...””" This statement was made without consideration of the
numerous reports - both in Australia and overseas - that have demonstrated that, in
some instances, tax concessions have indeed increased economic welfare by
encouraging investment in crucial activities, such as R&D.””

In short, rationalists have stopped actively considering ways strategic industry
policy can improve economic welfare. As Donald Horne has written:

The trouble is that they put their faith in the metaphor of the 'market, and they turn this
faith into a mystique which they then pursue without any scepticism at all... [TThe two most

. . o n : .. 518
grievous errors of economic fundamentalism is that it is utopian and reductionist.

This extreme rationalism, which is similar to economic libertarianism, dominated
economic debate in the Labor years. Most disciplines have a pluralistic and critical
tone. Numerous schools of thought are discussed, compared and actively debated.
By contrast, economics has become a discipline in which conforming to the doctrines

- Industry Commission, Submission to the Review of Business Programs, Unpublished, 1997, p.16.
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Research and Development Tax Concession: Research Report 50, Australian Government Publishing Service,
Canberra, 1993, p.xi,103.

Donald Horne, ‘It's time for a think’ in Donald Horne (ed.), The Trouble With Economic Rationalism, Scribe
Publications, Newham, Victoria, 1992, pp.2-12 at p.8,9.
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of one school, namely economic rationalism, has become the key to receiving
acknowledgment of one’s expertise. Most disturbingly, extreme rationalism
dominates policymaking by the Federal economic bureaucracy and the Federal
Government.” Those economists actively exploring the role that industry policy can
play in increasing economic welfare have become a marginalised, scorned minority.

The State and the Market are Intricately Linked

A fatal flaw in the rationalist conceptual framework is the failure to recognise - or at
least the tendency to conveniently forget - that the State and the market are
intricately linked. Rationalists generally infer that the system is divisible into a pure
component, namely the free market, and an impure, distortionary component,
namely government activity. This conception ignores the reality that the market has
never been unfettered. It has always relied on support provided by government,
including the provision of health, education, economic infrastructure and scientific
and technological expertise. All production is the result of a mixture of government
and market inputs. For example, even firms regularly described in economic
discourse as being unassisted or ‘left to the market’ generally have workers who
have been educated in public schools and kept healthy by universal public health
insurance. The firm's orderly functioning is facilitated by a publicly funded system of
law, police and public administration. The firm may also get its electricity, gas and
water from public firms, and transport its goods along public roads or rail systems.
This interlinkage of market and State inputs to all production means that the
rationalist prescription that everything should be left to the market defies the reality
that there is no pure market, separate from government activity.™

This argument can be stated another way. In 1995, the average size of government
among small OECD nations was 49 per cent of GDP.** If government constitutes half
or even a third of GDP, policy prescriptions stating that everything should be left to
the market clearly contradict the reality of industrialised economies.” Indeed, if
government spending were to rise a couple of extra percentage points of GDP in such
economies, it would make as much sense to talk about free markets intervening in
the ‘government economy’.

This is a fatal flaw in the logic underpinning rationalist policy prescriptions. On the
one hand, rationalists argue that market forces virtually alone produce optimal
economic outcomes. Yet government dominates the ownership of a range of
industries, such as education and various infrastructure sectors. If general rationalist
mantra were applied in these cases, abolition of such activity would have to be

> Peter Ewer, Winton Higgins & Annette Stevens, Unions and the Future of Australian Manufacturing, Allen and

Unwin, Sydney, 1987, p.53,54.
Evan Jones, ‘Laissez-faire and the “pure” market are eternal fictions’, The Australian Financial Review, 20 July
1994, p.18.

Organisation for Economic Co-operation and Development, OECD Economic Outlook June 1996, Organisation
for Economic Co-operation and Development, Paris, 1996, p.A30. The figure for small OECD nations comes
from the small nations among the 20 OECD nations that provided figures.
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advocated. For instance, rationalists would have to argue that: ‘Funds diverted to
education and the system of law and public administration distort market outcomes
and therefore the efficiency of resource allocation. These activities therefore reduce
economic welfare and should be abolished.” Thus, in some areas, all assistance is
deemed welfare reducing. Yet in other areas crucial to economic prosperity,
pervasive government involvement is conveniently overlooked.

Rationalists have sometimes sought to overcome this failure in logic by arguing that
some areas of policy affecting industry, like tariffs, are ‘industry policy” and therefore
welfare reducing, while other policies affecting industry, like the education system,
are outside the scope of ‘industry policy’ and are therefore legitimate. Of course,
‘industry policy’ must be taken to include all the ways government interacts with
industry, given that all such activity affects the capacity of industry to compete and
grow.

Given the major role of government in the economy - including its majority
ownership of some whole industries - the rationalist prescription that industries can't
receive small amounts of assistance appears to be flawed. Yet this is what rationalism
prescribes. Even generic policies - such as those to improve industry capabilities in
Ré&D, access to finance and technology up-take - are generally viewed as welfare
reducing, without active consideration of their benefits. By contrast, majority
government ownership of whole industries is conveniently overlooked.

The conception of a pure market is not only false, but also damaging. The
government support structures noted above do not constitute unwarranted
interference or excessive government intervention. Instead, they are critical to
building and maintaining a competitive, high employment growth economy. This
system of private firms and government support structures needs constant
reconstruction, yet rationalism seeks to eliminate the government support needed to
ensure growth and competitiveness.”™

The IC wrote that:

A central, though often understated principle underlying the organisation of modern
developed economies is that relatively unencumbered markets generally represent the best

) . 524
way to organise the allocation of scarce resources.

In reality, without government support structures, private sector activity would be
gravely constrained.

Capitalism has always been crucially dependent on State action.” This has been the
experience of all developed nations, including Australia.”™ As noted in part one,

*® Evan Jones, op. cit., p.18.

o2 Lattimore, R., Martin, B., Madge, A. & Mills, J., Design Principles for Small Business Programs and Regulations,
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and Bill Malcolm, ch.6 ‘Rural industry policies’ in Brian W. Head & Allan Patience (eds), From Fraser to
Hawke: Australian Public Policy in the 1980s, Longmann Cheshire, Melbourne, 1989, op. cit., pp.132-158 at
p.133.
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massive government capital investment, most notably in transport and
communications, was crucial to Australian development and assisted private capital
formation.””

Rationalism Provides No Guidance for How to Intervene

Thus, rationalism, which simply prescribes a market allocation of resources and ‘no
intervention” as a cure-all, provides little guidance as to what policies are required to
achieve economic and social well-being. As Brian Toohey has argued:

Once it is accepted that markets can fail - they can result in mountains of toxic waste or
allow cripples too die in the gutter - a simple recitation of the abstract virtues of the free

market provides little precise guidance for policy.528

Rationalist prescriptions appear to stem from simple acceptance of the implications
of the standard neo-classical model, with little or no explanation of areas of market
failure. And, as the BIE wrote:

...[The neoclassical model is] able to explain very little because the forces behind growth in
these models are determined outside the model. The model has little to offer in terms of
policy advice to governments wishing to provide assistance to firms because the long-run

growth rate is unaffected by what governments do.””

Thus, rationalism can not provide adequate guidance on what government policies

are required to achieve restructuring, employment growth and national competitive
advantage.

What Policy, Not No Policy

Thus, we return to the realisation that the rationalist prescription of “no industry
policy” is unhelpful and indeed, highly damaging. The national policy debate must
move away from the continuous, unthinking, unimaginative regurgitation of the
rationalist maxim that all should be left to the market. Instead of the 'no industry
policy’ prescription prevailing, it is hoped journalists, economists, bureaucrats,
political parties and tertiary economics courses could refocus attention on the critical
question that will determine Australia’s economic future, namely: “What mix and
type of public and private sector activity is necessary to produce strong economic
and employment growth, restructuring and national competitive advantage? In
other words, the national policy debate must shift from the constant recitation of the
‘no policy” prescription, and towards active consideration of the critical ‘what policy’
question. This would involve an open-minded, rigorous investigation of the
following questions. In which areas should government activity be largely removed?

* K. Sheridan & P. Chapman, ch.2 ‘Australia's economic achievement - Comparison's with Japan in Kyoko

Sheridan (ed.), The Australian Economy in the Japanese Mirror, University of Queensland Press, St Lucia,
Queensland, 1992, pp.5-26 at p.15-20.

Brian Toohey, ‘Chronicle of a decade that changed us all’, The Sunday Age, 27 December 1992, Agenda 9.
Bureau of Industry Economics, Recent Developments in the Theory of Economic Growth: Policy Implications:
Occasional Paper 11, Australian Government Publishing Service, Canberra, 1992, p.1.
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In which areas and how could existing government activity be usefully augmented?
Finally, in which areas and how should new government initiatives be established?

The ‘what policy’ question needs to be investigated in a vast range of areas,
including economic infrastructure, regulation, macroeconomic policy and social
policy. Answers to these questions are not attempted below.

The remainder of this thesis discusses those areas crucial to the establishment of an
innovation-driven economy because: innovation is perhaps the critical element in
establishing national competitive advantage, restructuring and employment growth;
and the failure to establish widespread policies to catalyse the creation of an
innovation-driven economy is the most important factor explaining the limited
economic success of the rationalist paradigm. The next chapter provides evidence for
the former proposition, while chapters seven to 14 provide evidence for the latter
proposition.
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Chapter Six: Innovation - The Missing Link

Introduction

In part one, it was concluded that rationalist policies produced some moderate
benefits, but left much of the task of creating a competitive, high employment growth
economy to be completed. This chapter argues that the key missing link is
innovation.

Innovation: The Key to National Competitive Advantage

A vast body of literature, and the experience of many firms and nations, highlights
that the key to national competitive advantage in most areas of world trade lies in
being able to innovate, and most particularly, produce and export sophisticated, high
quality, innovative products and services, aimed at well defined market niches. This
requires that a significant minority of the nation's firms can compete on international
markets through customer focused innovation. Success in such segments demands
that firms meet customer needs and provide value - through features, style, quality,
utility and perhaps brand name - rather than simply provide the cheapest price.
Numerous authors have stressed this argument.™

The capacity to undertake process innovation is a crucial accompaniment to
excellence in product innovation. Thurow illustrated this point by noting that
Japanese companies have dominated sales of the video camera, video recorder, fax
and CD players, even though they were invented in other nations. They did this by
becoming masters of process technologies, achieved through investment in skills,
knowledge and innovative work organisation.™

A range of studies have provided evidence that innovation is crucial to achieving
competitiveness. For example, the 1992 BIE survey of over 800 R&D tax concession
registrants found that product and process innovation were the key to establishing

% John M. Legge, A Submission to the Senate Enquiry into the Efficacy of Tariff Protection, Unpublished, 1992, p.2;
Jenny Stewart, The Lie of the Level Playing Field: Industry Policy and Australia’s Future, Text Publishing,
Melbourne, 1994, p.130; Paul Chapman, ch.3 ‘Australian industry - Surely not ‘no policy” in Michael Costa &
Michael Easson (eds), op. cit., pp.69-96 at p.79,80; Bill Mansfield, ch.9 ‘Trade unions and the challenge of
change’ in Michael Costa & Michael Easson (eds), op. cit.,, pp.187-206 at p.192; Michael E. Porter, The
Competitive Advantage of Nations, The Free Press, New York, USA, 1990, p.45,49-52,173,621; Anand Kulkarni,
ch.19 ‘Networking and industry development’ in Michael Costa & Michael Easson (eds), op. cit., pp.357-372
at p.359; Australian Manufacturing Council & McKinsey and Company, The Wealth of Ideas: How Linkages
Help Sustain Innovation and Growth, Australian Manufacturing Council, Melbourne, 1994, p.1; Peter Ewer,
Winton Higgins & Annette Stevens, op. cit., p-39-44,55-56,70,76-77; Stephen S. Cohen & John Zysman,
Manufacturing Matters: The Myth of the Post-Industrial Economy, Basic Books Inc.,, New York, USA, 1987,
p-206,207; ACTU/TDC Mission to Western Europe, Australia Reconstructed: ACTU/TDC Mission to Western
Europe: A Report by the Mission Members to the ACTU and the TDC, Australian Government Publishing Service,
Canberra, 1987, p.84; Australian Council of Trade Unions, A Program Towards Full Employment: The ACTU's
Program for Sustainable Employment and Jobs Growth for the 1990s and Beyond, Australian Council of Trade
Unions, Melbourne, 1993, p.12,13,24,25; and Ralph Evans, ch.1 ‘The Global Challenge report and the clash of

paradigms’ in Michael Costa & Michael Easson (eds), op. cit., pp.15-46 at p.32.

33 1 ester Thurow, The Future of Capitalism: How Today's Economic Forces Will Shape Tomorrow's World, Allen and

Unwin, St Leonards, New South Wales, 1997, p.68,69,280.
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competitive advantage, while a range of other innovative activities were important
contributors.

Importance to Competitiveness of Various Forms of Innovation

Area of Innovation Ranked 1st or 2nd Any rank
Products/services 78 89
Processes 64 82
Strategic direction 55 81
Management methods 42 75
Marketing/distribution 42 74
Financial management 40 69
Workplace reform 47 66

Source: Bureau of Industry Economics, R&D, Innovation and Competitiveness: An Evaluation of the Research and
Development Tax Concession: Research Report 50, Australian Government Publishing Service, Canberra, 1993, p.147.

The survey also found that technological innovation was important to a range of
aspects of competitiveness.”

Degree of Importance of Technological Innovation to Aspects of Competitiveness

Aspect of None Some Important Very
Competitiveness

Product quality,

performance 3 : 38 50
Customer satisfaction 4 10 36 50
Product range 9 18 36 37
Profits 9 25 37 30
Costs 13 26 36 26
Production flexibility 16 28 35 21

Source: Bureau of Industry Economics, R&D, Innovation and Competitiveness, op. cit., p.145.

Porter's four year, ten nation study into the keys to competitive advantage in
hundreds of industries and sectors concluded that national affluence accrues to those
nations in which a significant group of firms compete in sophisticated market
segments on the basis of innovation in products and services, not on the basis of
price alone. In turn, such product and service innovation is achieved through
innovation in production, work organisation, technology development, marketing,
distribution and a range of other activities.™ Similar findings were made in Australia
by the McKinsey report.”™

So exactly how and why is innovation so important to achieving competitive
advantage? At its most successful, innovation involves the creation of a product or
service that is unique in value in the market due to its features, style, brand, quality
or utility, or more likely, a combination of these. Creating unique products is

32 Bureau of Industry Economics, R&D, Innovation and Competitiveness, op. cit., p.145.

53 Michael E. Porter, op. cit., p.21,41,45,49-52,173,554,621.

o McKinsey and Company & the Australian Manufacturing Council Secretariat, Emerging Exporters: Australia's
High Value-Added Manufacturing Exporters: Final Report of the Study by McKinsey & Company and the Australian
Manufacturing Council Secretariat to the Australian Manufacturing Council, Australian Manufacturing Council,
Melbourne, 1993, p.19,20.
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important because it can bring premium prices, increased market share and above
average returns on investment.”® As John M. Legge argued:

When an innovative product is offered to an appropriate market, there will be no direct
competitors and so potential users will judge its value by its probable impact on
themselves... It may take from two to ten or more years before imitators are able to offer a
functionally similar product to the original entrepreneur's and a further four to ten years
before a majority of the original entrepreneur's customers come to believe that the
alternative is, in fact, of equal value. During this period the entrepreneur enjoys a
competitive advantage. A new product can command extremely high margins for as long as
it is unique. The available margins continue high, if diminishing, for some time after that.
When an innovative entrepreneurial company can maintain a sufficient rate of innovation,
these margins will continue indefinitely, and such entrepreneurs will be able to support
affluent lifestyles for themselves, their employees, their suppliers and their country.
Professor Michael E. Porter relied on this fact in placing the ‘innovative-driven’ economy at
the top of the hierarchy he described (Porter, 1990: pp. 543-560).536

Similarly, Thurow showed that by constantly creating new products that no
competitors could match, companies such as Intel and Microsoft sustained very high
returns on investment (or disequilibrium quasi-rents in the terminology of
mainstream economics) over the medium-term.*”

Thus, to sustain competitive advantage over rivals and continue to reap premium
prices, firms (and nations) must have the capacity for continuous innovation. While a
premium price can be charged for unique products at the point of first release, the
price of a typical product is likely to decline by around 60 per cent over 10 years, as
competitors adopt the innovation and customer demand is exhausted. In response,
the firm will have to innovate again and again in order to maintain a competitive
advantage over rivals and re-ignite consumer demand. The alternative strategy,
namely trying to maintain competitiveness and market share by reducing prices, will
eventually lead to bankruptcy. The only route to long-term survival is to create better
products, not simply cut prices.”

Innovation can also enable firms to sustain their advantage over rivals by broadening
the number of distinct sources of advantage. For example, where a company achieves
an advantage by creating a unique product, they can help to sustain it by upgrading
their marketing, or improving their distribution, or adding new features. The more
sources of competitive advantage a firm can create, the more sustainable their
advantage will be.””

*® John M. Legge, The Competitive Edge: How Innovation Creates and Sustains the Competitive Advantage of

Enterprises, Allen and Unwin, North Sydney, New South Wales, 1992, p.32,33,35; and Jenny Stewart, The Lie

of the Level Playing Field, op. cit., p.54.

** John M. Legge, A Submission to the Senate Enquiry into the Efficacy of Tariff Protection, op. cit, p.2. Jenny

Stewart, The Lie of the Level Playing Field, op. cit., p.130 states: ‘The market monopoly (however transient) of

having a new or better-designed product to sell is a key element of international competitiveness.’
7 Lester Thurow, The Future of Capitalism, op. cit., p.72,73.
John M. Legge, The Competitive Edge, op. cit., p.38,39,126. This point is also made in Philip Brass, ch.14 "The
need for a national vision’ in Michael Costa & Michael Easson (eds), op. cit., pp.271-280 at p.275.

Michael E. Porter, op. cit., p.51.
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The capacity for continuous innovation can also assist a firm to arrest declining
competitiveness. Where a firm's competitors have gained an advantage based on
innovation, the firm can seek to ensure its survival in two main ways. Firstly, it can
seek to create a new product, or product range, with unique advantages. Where the
advantages are significant, this approach has the potential to bring the firm a large or
even dominant share of the market. Secondly, the firm can seek to simply match the
market leader's product. Such innovation generally needs to occur within 12 to 18
months of the launch of the market leader’s product to give the firm a chance of
survival in that market segment. However, the benefits of this more conservative
approach are likely to be less substantial, as the firm’s product has to compete with
an accepted product in a growth period, without any value advantage.™

By contrast, without the capacity for continuous innovation, firms in high value-
added market segments will quickly perish. If a firm fails to match or supersede a
market leader's innovations more than two years after the cycle begins, it is very
likely to lead to the end of the firm's competition in that market segment, and
perhaps even the end of the firm itself. Consumers will change preferences to the
market leader's product, and their value advantage and high market share is likely to
persist while other firms undertake the two to seven year long process of innovation.
By the time the firm has caught up with the market leader's initial innovation, the
market leader will have probably innovated again, thereby re-establishing their
value advantage and their market dominance.™

Firms also need the capacity to quickly upgrade products and services because the
competitive effect of a new product will be greatest when a firm is first among
competitors to bring it to market. Where two previously equal competitors launch
products of similar value into the market, the firm that releases their product first
will gain a major competitive advantage. Legge estimates that for a typical consumer
product, the value of the project is cut more than 20 per cent where the product is
launched a year after a competitor launches a product with an innovation of similar
value, and by over 50 per cent after three years. The respective losses in the industrial
durable sector are nearly 60 per cent after one year and nearly 100 per cent after three
years.””

While these ‘first mover advantages’ are significant in general competition, they can
be particularly decisive in emerging market segments. Porter's study found: ‘In a
remarkable number of industries, early movers sustained position for decades.””
Firms gain advantage from being ‘first movers’ because they are first to: reap
economies of scale; reduce costs and gain advantage based on innovation through
cumulative learning; and establish brand names and customer relationships. First
movers also get first selection of distribution channels, production location and
sources for inputs.* Thus, economies with the capacity to quickly innovate to create

" John M. Legge, The Competitive Edge, op. cit., p.39-41,

ibid., p.36,42,44.

John M. Legge, The Competitive Edge, op. cit., p.229.
Michael E. Porter, op. cit., p.47.

ibid., p.47.
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new products and services that meet emerging market segments will be well placed
to grow, restructure and compete effectively.

Innovation: The Key to Restructuring and Employment Growth

Innovation is the key to restructuring and employment growth because - rather than
seeking to simply sell more existing products - a strategy that leads to ever declining
sales, the creation of new products entails entirely new production. Innovation can
thus bring growth through the creation of new firms, and, in special cases, whole
new industry sectors or market segments.*® For example, the walkman, the
photocopier and the facsimile machine are just a few of the products which drove
Japan’s rapid economic growth before the 1990s.”*

Studies have confirmed the importance of innovation to sales, exports and
employment growth. Barraclough (1996), using data collected for the ABS Innovation
in Australian Manufacturing 1994 survey, found that average sales among the 10 per
cent of Australian manufacturing firms that were ‘integrated innovators’ - those that
engaged in technological and non-technological innovation - were $26 million,
compared with average sales of $1 million among the 56 per cent of manufacturing
firms that were ‘non-innovators’. Average exports among the ‘integrated innovators’
were $5.2 million, compared to $77,000 among ‘non-innovators’. ‘Integrated
innovators’ also achieved two times the sales per employee of ‘non-innovators’
($246,000 to $122,000) and five times the exports per employee ($8,000 to $42,000).>”
Obviously, if many of the 56 per cent of manufacturing firms that are currently ‘non-
innovators’ could be assisted to become ‘integrated innovators’, national economic,
export and employment growth would increase markedly.*®

The ABS publication, Innovation in Manufacturing 1996-97, demonstrated the
importance of innovation to creating employment and turnover. It found that, while
only 26 per cent of manufacturing businesses undertook technological innovation in
the 1 July 1994 to 30 June 1997 period, these businesses contributed two-thirds of
total manufacturing employment and three quarters of total manufacturing turnover.
On average, these technological innovators had over five times as many employees
as non-innovators and almost 10 times as much turnover.*” Similarly, a BIE survey of
Ré&D tax concession recipients found that 62 per cent of the sales of firms were
primarily due to new or improved products and processes, and the percentage was
significantly higher for high value-added manufacturers. Innovation by firms was

> Metal Trades Unions, Policy for Industry Development and More Jobs, Metal Trades Unions, Melbourne, 1984,

p.265-267.

Sam Rosevear, ‘Best practice and enterprise bargaining: Your edge to competitive advantage’, Benchmark: The
Magazine of Workplace Reform, no.12, August 1995, pp.6-7 at p.6.

Barraclough and Co., Enterprise Improvement Through Innovation: A Study for Auslndustry by Barraclough and
Co., Barraclough and Co., n.p., 1996, p.21.

Barraclough and Co., Enterprise Improvement Through Innovation, op. cit., p.21,22 noted that simply attributing
the average sales and exports achieved by integrated innovators to other firms in the economy would bring
an increase in sales of $379 billion and an increase in exports of $104 billion. While this is a simplistic exercise
that overstates the potential gains in the medium-term, the findings do illustrate the importance of
innovation to growth in sales and exports.

Australian Bureau of Statistics, Innovation in Manufacturing 1996-97, Cat. no.8116.0, p.6.
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also correlated with sales growth, increasing market share and overall
competitiveness.™

Innovation also drives restructuring because it is the key to competitive advantage in
the crucial ETM and advanced services sectors. As chapter four showed, these sectors
are vital because they are achieving rapid growth in world and Australian trade.
Growth in the exports of these innovative sectors also helps to reduce Australia’s
dependence on commodities, which are experiencing long-term, significant relative
decline in world and Australian trade.

The McKinsey report found that innovation is the major basis of competition in the
ETM sector. The report noted: ‘Most born global firms emerge as a result of
significant product or process breakthroughs that apply cutting edge technology,
either to developing a unique product or to a better way of doing business.”™" A
survey in 1994 found that 30 per cent of emerging ETM exporters rated having a
unique product as one of their top three competitive advantages, while 38 per cent
cited technology and 25 per cent cited product design.** Precisely because they are
elaborate products, ETMs provide considerable scope for value adding,
diversification, technological change and the creation of new products and
processes.™

The LEK study of Australia's service exporters found that the key to competitive
advantage in advanced services was to produce unique products through a range of
innovative activities such as R&D, education and training, marketing, management,
leadership, focusing on quality, distribution and delivery, and tailoring products to
customer needs.” LEK wrote:

Overwhelmingly, service exporters reported that they were innovative and that innovation
plays a big role in their ability to identify markets, replicate their service and successfully
deliver it. Many enterprises also reported that remaining innovative was a key to keeping

ahead of their competit-ion.555

Continuous innovation is of particular importance to the restructuring of the
Australian economy because 90 per cent of Australia's emerging exporters operate in
niche markets, in which success is dependent on finding and serving the next niche
with a better product than any of the competitors.” The McKinsey report on high
value-added manufacturers found that faster growing firms were more than twice as
likely to develop specific products for export markets as slower growing firms. The
report also found that having a high customer orientation and tailoring products to
meet particular customer requirements was one of three key elements of best practice
among successful ETM exporters.” Among the LEK survey of Australia's leading

0 Bureau of Industry Economics, R&D, Innovation and Competitiveness, op. cit., p.87,135-137,150.

! McKinsey and Company & the Australian Manufacturing Council Secretariat, op. cit., p.11.

2 Australian Manufacturing Council & McKinsey and Company, op. cit., p.2.

= Jenny Stewart, The Lie of the Level Playing Field, op. cit., p.46.
LEK Partnership, op. cit., p.47,48,62.
ibid., p.61.

Australian Manufacturing Council & McKinsey and Company, op. cit., p.3.

554
555
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7 McKinsey and Company & the Australian Manufacturing Council Secretariat, op. cit., p.17,20.
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service industry exporters, 60 per cent said responding to customer needs was the
main driver of innovation.”

From a Factor-Driven Economy to an Innovation-Driven Economy

To achieve national affluence, Australia must make the transition from a factor-
driven economy to an innovation-driven economy. Porter's study noted a range of
stages of competitive development. The first stage is the “factor-driven’ stage, in
which a nation's firms gain advantage from basic factors and compete solely on price.
Nations at this stage, such as Australia, have little capacity to compete in
sophisticated areas of production because they have not mastered the sophisticated
capabilities necessary to competing in such market segments. Porter's study shows
that competing simply on the basis of price and natural resources can not bring
sustained competitiveness and productivity growth, and leaves the nation vulnerable
to a swift decline in competitiveness and living standards.™

For developed nations in particular, such as Australia, seeking competitive
advantage based on cost alone is not sustainable. Lower-order advantages - like low
wages, cheap, abundant sources of raw materials, cheap inputs or economies of scale
achieved through technology - are relatively easy to imitate, particularly by firms in
developing nations with low wage and tax rates. Competing on the basis of cost can
therefore only bring short-lived competitive advantage.™

As Porter argues, the solution is to move to the ‘innovation-driven” stage, which
brings national affluence. At this stage, firms compete in sophisticated market
segments on the basis of innovation, rather than cost. Indigenous firms continuously
create world best products and processes. Leading firms have global strategies,
possess their own international marketing and service networks, and have growing
brand reputations world-wide. The sophistication of a nation's universities,
infrastructure and research facilities grows. New mechanisms form to create, and
continually upgrade, advanced and specialised factors. Deep industry clusters
develop in sophisticated market segments and often spawn new clusters. A stronger
position in sophisticated services emerges, with services that support sophisticated
production, such as marketing and engineering, likely to be particularly developed.
All components of Porter's diamond - namely rigorous domestic rivalry,
sophisticated home demand, clusters of related and supporting industries and factor
creation mechanisms capable of producing advanced and specialised factors - are
fully in place.® For Australia then, the key challenge is to move beyond the factor
driven stage, to create an economy that can compete on the basis of innovation.

%8 LEK Partnership, Intelligent Exports...and the Silent Revolution in Services, Australian Trade Commission,

Sydney, 1994, p.61.
** Michael E. Porter, op. cit., p.546-549,564,677.
> ibid., p.49,50,641.
' ibid., p.552-555.
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Rationalism, Costs and an Innovation-Driven Economy

This analysis may provide some insight into why rationalism failed to catalyse
Australia’s development from a factor-driven economy to an innovation-driven
economy. The rationalist policy agenda - including tariff cuts, free market
infrastructure policies, small government policies and the deregulation of the labour
market - is centrally directed to reducing costs.

It is true that cost reductions improve national competitiveness. Price is clearly one
factor influencing a consumer's decision on what product to purchase. Price is
particularly important to many small firms in low value-added sectors, where there
is little scope to offer value through non-price factors such as quality, features or
style. The large growth in employment in small businesses in the Labor years, a large
proportion of which was part-time employment, suggests that this sector benefited
from improved cost competitiveness. Prices can also be an important consideration in
higher value segments where other factors are broadly similar. This has been shown
by the success of Hyundai cars in Australia.

However, by focusing on costs, without building the capacity of the nation to
innovate, the rationalist policy agenda ensured that Australia remained within the
factor-driven stage of development. This may be the key reason why rationalism
failed to make significant inroads into unemployment, and left much of the
restructuring task yet to be completed.

For Australia to restructure its economy and improve its competitiveness, it must
build its capacity to innovate. Throughout industrialised nations, a small core of
dynamic, innovative, export-oriented firms make a disproportionate contribution to
national competitiveness, and to sales, export and employment growth. As we have
seen, the competitiveness of such firms is driven primarily by non-price factors such
as quality, features and style. To encourage the growth of such sectors, governments
must help to build the nation’s capacity for innovation.

Chapters seven to 14 seek to explain why free market policies alone cannot foster an
innovation-driven economy. Market failure prevents the establishment of national
excellence in each of the capabilities crucial to establishing an innovation-driven
economy - such as R&D and export marketing - yet rationalists rule out active
policies to build up capacity in these areas.
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Chapter Seven: The Innovation Chain

Introduction

This chapter outlines the key arguments and structure of the remainder of the thesis.
The key argument is that rationalism can not produce an innovation-driven
economy. Strategic industry policies are needed to build up excellence in those
capacities - such as R&D, and education and training - which are subject to market
failure, but crucial to establishing an economy that can compete on the basis of
innovation.

The Innovation Chain

The concept of a ‘national innovation system’ has been widely discussed in recent
literature on innovation and has been defined in various ways by varying authors.
For example, the IC have described the national innovation system as comprising
‘...the institutions performing innovation-related activities; those providing support;
and the incentive structure motivating and guiding innovation-related decisions.”*
An alternative approach has been the concept of a ‘dynamic innovation system’,
which DIST has defined as including enterprise culture, technology up-take,
incremental improvement, R&D and commercialisation.””

This thesis puts forward a simple variant on these conceptions of the national
innovation system by introducing the concept of an ‘innovation chain’. The concept
refers to the range of capabilities that must be mastered if a nation's firms are to
consistently achieve product and process innovation. In part two, each chapter
discusses one of the capabilities in the innovation chain as follows:

e R&D (Chapter eight);

e Technology Diffusion (Chapter nine);
¢ Work Organisation (Chapter 10);

e Management (Chapter 11);

¢ Education and Training (Chapter 12);
e Finance (Chapter 13); and

o Export Marketing (Chapter 14).

562 Industry Commission, Research and Development: Report No.44, Australian Government Publishing Service,

Canberra, 1995, p.79.

Michael Welbourne, Martin Wardrop & Kevin Bryant, The Pace of Change: Technology Up-take and Enterprise
Improvement: An Occasional Paper in a Series on Research and Technology, and their Ultilisation in Australia,
Australian Government Publishing Service, Canberra, 1994, p.7,8.
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Of course, the components of the innovation chain discussed below are not
exhaustive, but simply include some of the capabilities of greatest relevance to
achieving an innovative economy.

The concept of an ‘innovation chain’, while simple, is useful for two key reasons.

Firstly, it pinpoints the key capabilities firms and nations must master to achieve
competitive advantage through innovation. It therefore provides a tight focus for
policy and avoids some methods of industry policy, such as tariffs, unfocused
subsidies and ill-advised sectoral policies, which would harm economic welfare,
even if directed at innovative sectors. This approach also recognises that a somewhat
different emphasis in active government policies is required in the modern era.
Given the emergence of a knowledge-based economy, primary emphasis must be on
knowledge-based infrastructure, with less relative emphasis on providing basic
physical infrastructure, such as gas and water.”

Secondly, the concept is entitled ‘the innovation chain’ in recognition of the fact that a
firm or a nation will not be able to consistently innovate if it can not achieve
excellence in every capability in the innovation chain. For example, a firm may be
unable to commercialise an innovative idea if it can not gain access to venture capital.
New technology will not be effectively utilised if a firm’s work organisation does not
facilitate continuous improvement. Effective R&D can not occur without skilled
technical staff. Product innovation will be impeded if management cannot grasp
opportunities to innovate, or if firms fail to adequately market innovative products.
Establishing an economy that is successful at innovation is crucially dependent on
achieving excellence in all of the capabilities in the innovation chain.

This helps to explain why Australia is poor at commercialising its research™® and
performs inadequately at innovation more generally. While Labor did implement
some useful initiatives in areas like R&D, education and training, and export
marketing, national excellence had not been achieved in any of these areas when
Labor left office. Inadequate investment in these areas, and, more particularly, the
failure to adopt significant reforms in the remaining capabilities in the innovation
chain, is the key reason Labor failed to create an innovation-driven economy.

The ‘innovation chain’ concept provides an overall framework for the discussion in
remaining chapters. Each chapter discusses one of the elements of the innovation
chain. In most chapters, discussion occurs in four major sections.

In the first section, the importance of the capability to achieving innovation, and in
turn, competitive advantage, restructuring, exports and economic and employment

> Lester Thurow, Head to Head: Coming Economic Battles Among Japan, Europe, and America, Morrow, New York,

USA, 1992, p.291.

Ian Lowe, Submission to the Parliamentary Inquiry Into Tariffs and Industry Development, Unpublished,
November 1992, p.7 argues that Australia's inability to translate our good record in formulating innovative
ideas into marketable products '... has long been our most serious problem.” Australia's poor record at
commercialising its research is discussed in: Andrew Theophanous, ‘The re-industrialisation of Australia:
Some suggestions for government policy’, Journal of Australian Political Economy, no.20, October 1986, pp.18-
28 at p.23; ACTU/TDC Mission to Western Europe, Australia Reconstructed, op. cit., p.96,97; and Bureau of
Industry Economics, R&D, Innovation and Competitiveness, op. cit., p.10,24,25.

565



144

growth, will be explained. Given that rationalism barely discusses each of the
elements of the innovation chain, it is important to justify their importance. It will be
argued that these capabilities should be the central focus of economic policy making.

In the second section, it is argued that the capability - like each of the elements in the
innovation chain - is subject to market failure, and that Australia's weaknesses in the
area are inhibiting the nation’s capacity to compete on the basis of innovation. These
sections indicate that Keating was wrong to claim in his launch of the Innovation
Statement that: ‘Australia already has the ingredients of a dynamic and effective
innovation system.”* Labor's inaction in the key areas of the innovation chain, when
so many of them were functioning ineffectively, was its key economic failure in
government.

In the third section of each chapter, it is argued that rationalist policies have not, and
will not, produce excellence in the capability. Despite Australia's weaknesses and the
market failures throughout the innovation chain, rationalists advocate little or no
active industry policy to improve Australia's poor performance. For example, the IC
has stated: ‘..firms can and do build up competitive advantages more or less
independently of the national innovation system in which they operate...””
Rationalists in political parties, the media, universities, and the bureaucracy fail to
recognise the importance of innovation and the critical capabilities needed to
constantly produce it and are unable or unwilling to acknowledge market failures
occurring in areas crucial to establishing an innovative economy. As a consequence,
rationalists have no significant policy agenda for creating an innovative economy.
Indeed, rationalists rarely even consider policies to create an innovative economy,
seem to believe active policy formulation is the task of someone else and almost
never attempt to formulate well-researched detailed policies that can create an
innovation based economy.

As illustrated on the tables below, rationalist policies have not produced an economy
in which a substantial group of firms compete on the basis of innovation. Indeed, the
second table indicates that the nation’s innovation capacity may even be declining.

Percentage of Businesses Undertaking Innovative Activity 1993-94

Product Innovation Process Innovation Tecr_\nologlcal Non-TechanoglcaI
Innovation (subtotal) Innovation
7.0 8.8 12.2 13.8

Source: Australian Bureau of Statistics, Innovation in Industry 1993-94, Cat. n0.8117.0, p.4. Note: The table does not
include figures for: agriculture, forestry and fishing; and government administration and defence.

% Paul Keating, Speech by the Prime Minister, The Hon P. ]. Keating MP, The National Trade and Outlook Conference,
Melbourne, 6 December 1995, Unpublished, 1995, p.3.

*7 " See Industry Commission, Research and Development, op. cit., p.129.
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Proportion of Manufacturing Businesses Undertaking One or More Innovative
Activities

! Product Process Technological pion- ;
Period . . : Technological
Innovation Innovation Innovation h
Innovation
July 1991 — June 1994 29.9 23.1 33.7 24.2
July 1994 — June 1997 22.9 17.8 26.0 n/a

Source: Australian Bureau of Statistics, Innovation in Australian Manufacturing 1994, Cat. no.8116.0, p.5,7; and
Australian Bureau of Statistics, Innovation in Manufacturing 1996-97, Cat. no.8116.0, p.7.

These third sections show that the passive ‘do-nothing’ rationalist approach can
never produce an economy that can compete on the basis of innovation. Without
government support to build up capacity in each link in the innovation chain, the
great bulk of Australian firms will remain unable to continuously innovate, and
Australia will continue to have limited capacity to compete on global markets in vital
innovation-intensive sectors. This is a key reason why market induced structural
adjustment is too slow, not so much in ripping resources away from inefficient
sectors, but rather in redeploying resources in growth sectors.”® As the Epsie report
noted: “This Committee knows of no country which has succeeded in establishing a
climate for investment in high technology enterprises without the government taking
positive action and, at a minimum, adopting a catalytic role.””

As Thurow has argued, the key fast growing industries are all man-made
‘brainpower’ industries that have to be created by nations investing in knowledge
and skills. Where such industries will be located depends on who organises the
‘brainpower’ to capture them.” Similarly, Porter’s study found that achieving
sustainable competitive advantage through innovation requires sustained,
cumulative investment in sophisticated capabilities - such as R&D, technology up-
take and export marketing - combined with excellence in performing the activities
involved.”

This helps to explain why the theory of comparative advantage, advocated by many
rationalists, *” is outdated. In debunking the theory of comparative advantage, Porter
writes of ‘factor creation’ because the factors most important to competitive
advantage in most areas of world trade are specialised and advanced factors that
have to be created. For example, factors like highly skilled workers and advanced
technology are created through a combination of investment by individuals in
education and training, investment by governments in the education and training
system and R&D programs, and investment by firms in technology and human
resources. Factor creating mechanisms include education institutions, apprenticeship
programs, research institutes and economic infrastructure providers. Nations achieve

% John M. Legge, A Submission to the Senate Enquiry into the Efficacy of Tariff Protection, op. cit., p.13.

% Australian Academy of Technological Sciences, Developing High Technology Enterprises for Australia: A Report

Prepared by the High Technology Financing Committee of the Australian Academy of Technological Sciences for the
Minister for Science and Technology, Australian Academy of Technological Sciences, Parkville, Victoria, 1983,

p-2.
Lester Thurow, The Future of Capitalism, op. cit., p.67,71.

Michael E. Porter, op. cit., p.21,24,50.
Kym Anderson & Ross Garnaut, op. cit., p.28.
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competitive advantage, not by relying on natural resource endowments, but by
creating and upgrading factors, particularly by maintaining high quality institutional
mechanisms for advanced and specialised factor creation.”” Achieving expertise in
these crucial capabilities requires enormous planning, co-ordination, strategic
thinking, investment and creativity, which are created by firms and can very usefully
be fostered by assistance from government.

This is why Porter argued that the key role for government is to foster the capacity of
firms to: continuously innovate; upgrade competitive advantages by introducing
more sophisticated technology and methods; continuously shift to more advanced,
higher productivity market segments; and foster the capacity of firms to compete in
new industries.”

This is why the pervasive regime of government policies and programs, which
account for 30 to 50 per cent of GDP in most industrialised economies, are an
important factor in international competition. The industry policy regime of the
Australian Government competes with the policies of foreign governments to attract
investment and jobs. Hence the importance of strategic economic and industry
policies.” As Cohen and Zysman have argued: ‘Policy...can help upgrade a nation’s
competitive position in substantial and enduring ways or it can handicap national
producers and accelerate a downward spiral of weakening production capability,
slow and timid introductions of new production technologies...[and] offshoring...”””
Economic rationalism, by prescribing a weak and ineffectual role for government, is
gravely inhibiting national economic development, most crucially, by failing to foster
the development of an innovation-driven economy.

In the fourth section of each remaining chapter, overviews of some of the
government policies and programs that could bring excellence in the capability are
provided. These sections, while not intended to be comprehensive, are important to
showing that, in contrast to the rationalist method of relying on the market, strategic
industry policies can produce excellence in each component of the innovation chain,
and thereby produce competitive advantage through innovation. They also seek to
answer the frequent rationalist claim that its opponents criticise but rarely provide
credible alternative policies that could benefit the economy. Governments in many
OECD and Asian nations have for decades adopted positive innovation policies.””
Such policies have succeeded in establishing national capabilities to assist firms to
continuously innovative and build significant positions in vital EIM and innovative
services sectors. Australian governments must do the same.

Australian policymakers must cast off the false certainty and security offered by the
‘no industry policy’ prescription. Rationalists, by denying market failure and
denying the utility of active government programs, can avoid difficult questions and
believe that complex economic problems can be solved by simple prescriptions, such

> Michael E. Porter, op. cit., p.74,77-80.

ibid., p.617,618.
Philip Yetton, Jeremy Davis & Peter Swan, op. cit., p.72.
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e Stephen S. Cohen & John Zysman, op. cit., p.xiv.

7 Australian Academy of Technological Sciences, op. cit., p.24,25.
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as leaving everything to the market, and cutting wages and taxes. The most
important economic questions lie beyond the simple prescriptions that dominate
mainstream Australian economic rationalism, in the areas where there is market
failure and where active government policies may be able to foster competitive
advantage. It is through research and policy creation in these areas that an
innovative, competitive economy can be built. However, opening up these questions
exposes a complex world where solutions are difficult to pinpoint, mistakes can be
made and economics is revealed to be a helpful guide in a complex global economy,
rather than an all-knowing science. In short, national debate must shift away from
the ‘no policy prescription’, to address the ‘what policy question’. If readers find
themselves engaging in debate with the policy prescriptions outlined below,
agreeing with some ideas, believing others to be futile and feeling others could work
with adjustment, then the thesis has achieved its aim, to move the economic debate
onto the grounds that will determine Australia's future. A continuation of rationalist
policy will not produce an innovative economy and will produce ever declining
living standards. Only through engaging in the difficult, imperfect and complex task
of implementing active industry policies aimed at creating an innovative economy
can Australia achieve national economic (and social) prosperity.

The industry policies that stem from focusing on the innovation chain have a number
of benefits. Firstly, they are primarily directed to establishing excellence in each link
in the innovation chain for the benefit of all firms. Generically available policies can
avoid the pitfalls involved with sectoral targeting. While in some nations at
particular times, targeting may be able to foster growth of emerging or highly
formed clusters of related and supporting industries, Australia has not yet achieved
significant clusters of globally competitive sectors outside unprocessed resource
based industries.” In addition, while some sectors are dominated by ETMs and
advanced services, these innovation-intensive firms can be found within the
sophisticated market segments of all manufacturing and services sectors. For these
reasons, the best approach may be to mainly provide generically available programs
that build up excellence in capabilities that are vital to the achievement of innovation
by all firms in the economy. Such policies can be expected to be taken up
disproportionately by innovation-intensive ETMs and sophisticated services firms
and so encourage sound restructuring, thereby producing targeting in effect, without
extensive use of explicit sectoral targeting. In a small minority of cases, where clearly
justified, the policies outlined in part two will advocate targeting to ETMs and
sophisticated services, but targeting of individual sectors or clusters is never
advocated.

The policies advocated satisfy Porter's instruction that government should aim to
provide firms with the tools necessary to compete through policies to bolster factor
creation, while ensuring firms are under strong competitive pressure. Government
must be careful to avoid providing any assistance that reduces the pressure on firms
to continuously upgrade.” This was a key mistake made in Australia's long high

78 Pappas, Carter, Evans & Koop/Telesis, The Global Challenge: Australian Manufacturing in the 1990s: Final Report

of the Pappas, Carter, Evans and Koop/Telesis Study, Australian Manufacturing Council, Melbourne, 1990,
p-24,25,124,125,136,137.

Michael E. Porter, The Competitive Advantage of Nations, The Free Press, New York, USA, 1990, p.681.
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tariff era, during which firms became complacent because they were shielded from
international competition whenever it threatened production and employment.

The policies to follow also focus primarily on assisting indigenous firms because they
view the nation as home base, and therefore develop competence in the innovative
activities necessary for achieving national competitive advantage at home. By
contrast, foreign multinationals generally keep the high value parts of their
production chain in their home nation. Dependence on foreign sources for
technology means firms can catch up to world best practice, but never surpass it.
Therefore, foreign firms are less valuable vehicles for creating an innovation-driven

economy.”

The industry policy advocated below is also a challenge to the view that the size of
government must be reduced at any cost. It is true that the level and complexity of
company tax is an important determinant of national competitiveness. Australia
should therefore seek to retain its relatively small government sector by OECD
standards and establish a competitive business tax regime. However, as chapter three
showed, while government consumption expenditure can harm economic outcomes,
the level of total (public and private) investment is a major determinant of economic
growth. Given Australia’s weaknesses throughout the innovation chain, Australian
Governments will need to invest significantly in the coming decades if we are to
create an innovation-driven economy.”

Thurow has argued that capitalism faces a major challenge because its logic, and the
ideology currently dominating many Western economies, is focused on radical short
run individualism, when the future of capitalism is dependent on nations making
significant, long run, social investments in R&D, skills, knowledge, education and
infrastructure, which are not in any individual’s immediate self interest. Only
through forcing a high level of public and private investment in these activities can
capitalism maximise its long-term growth.*”

Relying on the market to bring excellence in the components of the innovation chain
has not and will not work because each suffers significant market failure. Only by
government helping industry to achieve excellence in these capabilities can Australia
hope to compete on the basis of innovation.

%0 Michael E. Porter, op. cit., p.677,678.

Michael E. Porter, op. cit., p.622,623 notes that achieving competitive advantage in an industry generally
takes a decade or more because it requires sustained investment in skill formation and new products and
processes, building clusters and penetrating foreign markets.

Lester Thurow, The Future of Capitalism, op. cit., p.281,303,306,308,309,326.
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Chapter Eight: Research and Development

1. The Importance of R&D to Competitive Advantage Based on
Innovation

R&D is crucial because it is central to the product innovation process, as well as to
process innovations that can improve efficiency, lower costs and help create product
innovation. Not surprisingly, studies indicate that business investment in Ré&D
brings, on average, significant returns to individual firms and, through spillovers, to
industries and the economy as a whole. After an extensive survey of empirical work
in the area, the IC concluded that estimates on returns to individual firms vary
between a range of 15 per cent to 50 per cent, or 1.2 to 4 times the return to physical
capital. Estimates of industry level returns are generally in a range of 10 to 50 per
cent. Regarding spillovers, studies indicate that the rate of return in other industries
to R&D carried out in a particular industry may be around 75 per cent.® A study by
Coe and Helpman (1993) estimated returns on investment in R&D to the nation were
100 per cent among G7 countries and 90 per cent among the 15 non-G7 countries
included in the study. The IC estimated that the social rate of return to investment by
Australian firms in R&D was likely to be between 25 per cent and 90 per cent.™

BIE surveys also provided evidence that R&D leads to growth in sales and profits.
Between 1988-89 and 1991-92, recipients of the 150 per cent R&D tax concession in
manufacturing achieved annual sales growth of 5.9 per cent annually, compared to
2.4 per cent for all firms. Between 1989-90 and 1991-92, concession recipients in
manufacturing had a profit to turnover ratio of 6.7 per cent compared to 3.6 per cent
for all firms.”®

An in-house capacity for R&D is a key driver of innovation within a firm. In order to
capitalise on opportunities created by the expansion of new knowledge, firms must
be able to firstly, recognise that new knowledge could have value, secondly, have the
capacity to monitor and evaluate new knowledge relevant to innovation in their
sector, and thirdly, be able to exploit new knowledge by creating new products or
processes or improving efficiency. These are complex tasks which require significant
commitment and experience to master. Only with a substantial, on-going in-house
R&D capability can firms effectively monitor, recognise, evaluate and exploit new
knowledge. By contrast, firms without an internal R&D capability cut themselves off
from the innovation process.”

2. Market Failure and Australia's Weaknesses in R&D

Markets fail to bring the optimal amount of R&D for several reasons. Firstly, the
public good nature of R&D means that some of the benefits which flow from R&D
cannot be appropriated by the firms carrying it out, but rather spill over to other

= Industry Commission, Research and Development, op. cit., p.142.

ibid., p.156-158.
Bureau of Industry Economics, R&D, Innovation and Competitiveness, op. cit., p.141-143.

Michael Welbourne, Martin Wardrop & Kevin Bryant, op. cit., p.15,21,27,136; and Industry Commission,
Research and Development, op. cit., p.73,148.
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firms who can use the knowledge to drive their own innovation. Other firms can also
benefit from the migration of researchers, their skills and human capital from the
R&D performing firm. Because private returns to R&D are based on the benefits that
firms capture, the presence of spillovers may result in a lower level of investment in
R&D activity than necessary to produce optimum innovation and economic
growth.”” As even the IC have argued: “Where spill-overs exist - and empirical work
suggests that they are widespread - there is prospect that not enough R&D will be
performed unless government steps in [to increase the private incentive to undertake
Ré&D].**

Secondly, firms may lack access to the R&D information they need to maximise their
profitability and growth. Managers, particularly in small firms, may lack the
awareness, time, resources and skills necessary for undertaking the very complex
task of monitoring the latest developments in knowledge relevant to their firm
occurring world wide.*

Thirdly, firms may under-invest in R&D because the results to be gained are difficult
to predict and firms may be unable to afford the possibility that a costly investment
may fail. New product successes are somewhat infrequent. Several new product
ideas are necessary for every product that succeeds.” While the IC is lukewarm
about risk and uncertainty as a rationale for government intervention, even they
admit: ‘Innovation, because of its inherent technological and market uncertainties,
need not always be successful. It will only occur in the first place if firms have either
a strong incentive to undertake it or are under threat of extinction if they fail to do
s0.””" The ABS Innovation in Manufacturing Survey showed that innovation projects
are risky. Among businesses undertaking technological innovation between July
1994 and June 1997, 31.7 per cent had abandoned innovation projects for a variety of
reasons such as costs being too high and difficult to control, expected returns being
too low, the payback period being too long, competitor activity making their project
obsolete and being unable to resolve technical difficulties. The survey found that 32.6
per cent of businesses undertaking technological innovation stated ‘excessive
economic risk perceived by business or parent company’ was an important barrier to
the commencement of innovation projects.” While rationalists may wish to argue
that risk does not constitute a market failure in theory, in practice, many firms faced
with such risk do not invest in R&D, even though their projects may have turned out
to be profitable. The result is an under-investment in R&D on an economy-wide
basis.

Fourthly, smaller firms may invest insufficiently in R&D because such investment
sometimes involves high fixed laboratory and equipment costs, meaning they are

** Bureau of Industry Economics, R&ED, Innovation and Competitiveness, op. cit., p.18; and Industry Commission,

Research and Development, op. cit., p.10,189.
o Industry Commission, Research and Development, op. cit., p.10.
Michael Welbourne, Martin Wardrop & Kevin Bryant, op. cit., p.23-24.

Lee D. Dahringer & Hans Mubhlbacher, International Marketing, Addison-Wesley Publishing Company,
Sydney, 1991, p.361.

Industry Commission, Research and Development, op. cit., p.148.
Australian Bureau of Statistics, Innovation in Manufacturing 1996-97, Cat. no.8116.0, p.13,14.
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unable to realise scale economies or make the minimum investment necessary. For all
these reasons, relying on the market alone to create and diffuse technology will lead
to sub-optimal outcomes.™

Australia's R&D performance is poor. It invests too little in R&D overall, and
insufficient investment by private firms is a particular problem. Near the end of the
Labor years, when nations such as Sweden, Switzerland, Japan, the United States and
Germany were all investing around three per cent of GDP in R&D, the great majority
of it private, Australia was investing less than half that as a percentage of GDP, with
most of it public.”™

Australia's business expenditure on R&D (BERD) to GDP ratio was very low by
international standards when Labor came to power, being only 0.26 per cent of GDP
in 1983, compared to 0.94 per cent among OECD nations. For decades, government
reports had recognised Australia's low private sector R&D expenditure,” but only
piecemeal attempts were made to rectify the problem. Programs attempted involved
minimal expenditure, were inadequately targeted and poorly administered and
private sector R&D expenditure as a proportion of GDP fell by half between 1968-69
and 1981-82.* By contrast, as Labor globalised the economy and implemented active
R&D policies, BERD grew rapidly. By 1995, Australia's BERD had risen to 0.87 per
cent of GDP. However, it was still one-third below the OECD average of 1.23 per
cent.””

Only a small minority of Australian firms consistently perform R&D. The 1993 BIE
study found that only around 1,000 firms consistently performed R&D, which paled
into insignificance against the roughly 48,000 manufacturing firms or the 550,000
businesses operating in all sectors of the economy at that time.” Scoreboard '97
reported that only 2 per cent of firms were undertaking R&D.” Thus, most firms are
largely removed from the innovation process.

While the quantity of Australia's public investment in R&D is sound by OECD
standards, too much is unrelated to assisting businesses to develop ideas they have
for new products and processes, either indirectly, through generic research, or
directly, through contract work with firms. IMD’s World Competitiveness Yearbook
1996 found that Australia ranked a mediocre 24th in the utility of basic research in
encouraging long-term economic and technological development.® The McKinsey

*®  Michael Welbourne, Martin Wardrop & Kevin Bryant, op. cit., p.23-24.

LEK Partnership, op. cit., p.68.

For example, see White Paper on Manufacturing Industry, Australian Government Publishing Service,
Canberra, 1977, p.26.

Peter Ewer, Winton Higgins & Annette Stevens, op. cit., p.86.
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o Figures calculated at my request by the Science and Technology Policy Branch, Department of Industry,
Science and Tourism, August 1998. Note that the OECD average is only for the 19 countries for which
reliable data was available namely Ireland, Australia, Sweden, Denmark, Canada, Finland, Austria, Norway,
France, New Zealand, Japan, Spain, United States, Belgium, United Kingdom, Netherlands, Italy, Germany
and Switzerland.

*®  Bureau of Industry Economics, R&D, Innovation and Competitiveness, op. cit., p.10,56.

. Coopers & Lybrand, Scoreboard 97, Department of Industry, Science and Tourism, Canberra, 1997, p.5.

5 IMD, World Compelitiveness Yearbook 1996, IMD, Lausanne, Switzerland, 1996, p.530.
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report showed that less than ten per cent of emerging exporters had research
connections to a research institution such as the CSIRO or a university and that many
firms felt lack of technology was a critical constraint to their growth.”" Only 11 per
cent of emerging exporters rated public R&D partners as “very important or critical’
joint-initiative partners.”” ABS data shown below confirms that public (and private)
researchers are failing to provide Australian manufacturers with many ideas to
propel their product or process innovation.

Sources of Ideas and Information for Technological Innovation Undertaken by
Manufacturers by Importance

Not Slightly Moderately Very

Souce Important Significant Significant __ Significant Crucial
Hisherestication 80.5 12,5 5.2 1.1 0.8
institutions

Government 87.5 76 3.9 10 0.1
laboratories

Private research

o 87.7 6.6 4.0 1.1 0.6
institutes

Source: Australian Bureau of Statistics, Innovation in Australian Manufacturing 1994, Cat. n0.8116.0, p.33.

These figures are particularly disturbing because they only include the 33.7 per cent
of manufacturers that undertook technological innovation at some point in the three
year period between July 1991 and June 1994. Most ideas gathered by firms for
technological innovation came from within the firm or through external commercial
sources such as suppliers, customers and other industry sources.””

The weak linkages between researchers and industry is a critical weakness in
Australia’s innovation chain because there is evidence that successful innovation by
firms is dependent on effective communication with external sources of scientific and
technological expertise and advice. This is all the more concerning because research
indicates there are hundreds of firms who could commercialise research, but whose
potential remains untapped because of a lack of linkages with researchers.”

Weak linkages between public researchers and industry persist for a range of
reasons, including: the fact that a significant amount of public research is unrelated
to any practical outcome, let alone economic reward; low BERD; the reluctance of
some academics and researchers to assist new technology firms;*® the loss of
technically minded workers to major firms overseas due to the few opportunities
available in Australia;**® and the cultural gap between public sector researchers and
people in private firms.*” Firms sometimes view public sector research institutions as

oo McKinsey and Company & the Australian Manufacturing Council Secretariat, Emerging Exporters, op. cit,

p-54,55.
Australian Manufacturing Council & McKinsey and Company, The Wealth of Ideas, op. cit., p.34.
Australian Bureau of Statistics, Innovation in Australian Manufacturing 1994, Cat. no.8116.0, p.7,33.
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%5 Australian Academy of Technological Sciences, op. cit., p.43.
ibid., p.12.

Industry Commission, Research and Development, op. cit., p.40.
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inefficient, remote and impractical, while researchers sometimes focus on their own
priorities, rather than those of firms. The cultural gulf between researchers and firms
remains large, in contrast to the increasingly close relations being developed
throughout the industrialised world.*® The lack of effective interaction between
researchers and firms means the benefits of Australia’s research are often realised
overseas.””

Innovation is also impeded by the small size of Australia's ETM and capital goods
sectors. Researchers that produce innovative ideas often have to pursue
commercialisation offshore because firms capable of taking up the idea do not exist
in Australia.” Where such firms do exist, their small size and the small size of the
domestic market makes it harder for them to absorb large innovation costs and adopt
major internationalisation strategies.”’’ Causation also runs in the other direction.
Without a strong manufacturing industry in Australia, innovative ideas are less
likely to be developed. Without the stimulus of practical commercial problems to be
resolved, Australia's public sector R&D effort has tended to reflect the priorities of
the R&D institutions, not business.””

3. Rationalism and R&D

Labor's initiatives to encourage R&D generally occurred in spite of the protests of
rationalists in the bureaucracy, who did not understand the importance of
innovation to competitive advantage. For example, Ministers with industry-related
portfolios were delighted that the 150 per cent R&D tax concession was retained in
the 1991 Industry Statement, given opposition from Treasurer Keating and Treasury,
who for years fought to have the concession scrapped.®” This is precisely the extreme
rationalism against which this thesis argues. If rationalists can't even support
government assistance to R&D, they certainly remain open to the criticism that they
automatically prescribe a market solution to virtually all problems and have ceased
thinking about where government can increase growth. This stands in contrast to
progressive neoclassical economists who have supported the tax concession due to
spillovers and the lack of appropriability of the benefits by firms.”"

In fairness, the IC did complete a report on R&D in 1995 which included a
quantitative assessment that concluded that ’...removal of the tax concession would

%% Michael Welbourne, Martin Wardrop & Kevin Bryant, op. cit., p.45,46.

Anand Kulkarni, ch.19 'Networking and industry development’ in Michael Costa & Michael Easson (eds),
Australian Industry: What Policy?, Pluto Press in Association with the Lloyd Ross Forum of the Labor Council
of New South Wales, Leichhardt, New South Wales, 1991, pp.357-372 at p.367; and Australian Academy of
Technological Sciences, op. cit., p.12.
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% Jan Lowe, op. cit.,, p.7; and Department of Employment, Education and Training, Committee to Review Higher

Education Research Policy: Report, Australian Government Publishing Service, Canberra, 1989, p.35.

K. Sheridan and P. Chapman, ch. 7 ‘Lessons for the future’ in Kyoko Sheridan (ed.), op. cit., pp.122-147 at
p.126,136.

Jenny Stewart, The Lie of the Level Playing Field, op. cit., p.67,103.
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lead to a reduction in GDP.”*" It is rare that rationalists can ever agree that active
industry policies can improve economic performance, so this was an important
breakthrough. However, one belated report after decades of inactivity in R&D policy,
and continuing inactivity after the report, hardly indicates that rationalists have
made a serious shift towards serious exploration of industry policies that could
produce an innovative economy.

The IC report shows why hardline rationalism will never produce an innovative
economy. Throughout the report, discussion is largely focused on arguing why
active government policies can fail. It almost reads like the IC is seeking to justify
continuing inaction. By contrast, little thought is given to how government policies
could or were improving business investment in R&D. Equally disturbing is the lack
of open-minded research into policies advocated in literature or on the plethora of
R&D policies run successfully by nations overseas. The best the IC can do is ‘Some
Guidelines for R&D Policy Design’.® Presumably, these guidelines are for anyone
wishing to develop active policy proposals to encourage R&D! One has to ask why
rationalists never think it's their role to develop active government policy and
program proposals. As the Federal Government's key adviser on industry policy,
surely the IC should produce creative policy options, beyond how to cut or re-work
existing programs. Rationalism is seemingly unable to even attempt the exploration
of policy options, let alone the creation of pro-active policies to improve R&D or
innovation more broadly.

The IC chapter on ‘Rationales for Government Intervention’ pinpoints spill-overs as
the only legitimate basis for intervention, and then attempts to discredit a range of
other rationales for government action to encourage BERD. By defining the rationale
for intervention narrowly, they create a framework for rejecting many sensible
proposals to encourage innovation by firms. For example, because spillovers are seen
as the only suitable rationale for assistance, the IC argue that no assistance should be
provided to firms for commercialising R&D,”” even though Australia has long been
poor at commercialising its research. When confronted with the stark difference
between rationalist theory and the reality that Australia has a decades old deficiency
in commercialising its research effort, the IC disregard reality and reaffirm their
theory.

The IC chapter goes on to quote a commissioned paper by Dowrick which states that:
countries should not seek to imitate other high growth countries who have achieved
competitive advantage; Australia's poor R&D performance by international
standards is not evidence that more R&D would improve economic welfare; and
private institutions may be better than government at correcting failure in the market
for knowledge.”™ The IC also regurgitates its old chest-nuts that: R&D incentives
might create high technology industries ill-suited to the ‘..nature of the

. Industry Commission, Research and Development, op. cit., p.29.

1% See Industry Commission, Research and Development, op. cit., pp.194-204.

. Industry Commission, Research and Development, op. cit., p.36.

5% See ‘A5 Rationales for Government Involvement’ in Industry Commission, Research and Development, op. cit.,

pp-161-180.
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economy...””"’; R&D assistance will assist some industries at a cost to others; excessive
assistance to R&D will reduce economic welfare; and market failure might not justify
intervention because government action might do more harm than good.” While
there are elements of truth to all these statements, they comprise an inappropriate
focus given that innovation is the key to competitive advantage, yet Australian firms
are generally non-innovators. Taken together, the chapter is really about justifying
continued inaction on the part of government.

Particularly disturbing is the IC’s assertion that:

The lower R&D expenditure, relative to production, of Australian companies can be
explained by the long standing protection of manufacturing and Australia's traditionally
low participation in world trade... The Commission does not consider the gap between
Australian business R&D intensity and that overseas to be attributable to lack of

: 621
government assistance.

The IC at least note that the Government's implementation of various policies to
encourage BERD happened at the same time as BERD increased significantly,” after
decades of stagnation, although presumably the IC believed that these two
happenings were co-incidental. The message is that free market microeconomic
reforms will solve Australia's economic problems, and no active industry policy is
required. While it is no doubt true that exposing firms to increased competition and
greater participation in world trade forced some firms to search for better ways of
competing, the fact that Australia's BERD performance remains so poor by
international standards after 15 years of rationalist policy indicates that more needs
to be done to encourage R&D. Yet despite Australia's poor R&D performance, the IC
remain wedded to a rationalist policy paradigm that permits little or no government
action to help create an innovative economy.

The rationalist approach to targeting R&D assistance is also flawed. In the rare cases
where rationalists recommend generic industry policies, the approach is typified by
the following recommendation from the not always rationalist BIE: “The BIE
recommends that, as a general principle, the level of total support to business Ré&D
should be uniform across all sectors unless higher than average spillover benefits can
be demonstrated.””® While this statement is perfectly sensible, the problem is that
rationalists never undertake detailed investigation of whether higher than average
spill-over benefits do arise from supporting any particular sector and instead
automatically recommend uniform benefits.

In practice, rationalists are against any targeting of R&D assistance, claiming that it is
not possible to distinguish between the variation in R&D spill-overs between firms
and sectors.” The weakness of the rationalist approach is shown in the IC report in

o Industry Commission, Research and Development, op. cit., p.177.

ibid., p.177,178.

Industry Commission, Research and Development, op. cit., p.27.
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Bureau of Industry Economics, R&D, Innovation and Competitiveness, op. cit., p.189.
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which, on one page, the IC note that ‘..the most R&D intensive industries -
computers, communication equipment, electronic components and aircraft - are those
where spillovers appear greatest’,” but later in the page argue that targeting of
assistance is doomed to failure because ’...there is not adequate information to allow
fine judgements to be made between research proposals in terms of their likely net
social payoff.® This argument appears to suggest that certain sectors are innovation-
intensive and produce greater than average spill-overs, but policy should not target
particular sectors because it is not possible to determine which sectors bring the
greatest spill-overs.

The rationalist argument against targeting is flawed for two key reasons.

Firstly, the rationalist view fails to recognise that targeting already occurs within so
called ‘generic’ industry policies. For example, the 150 per cent R&D tax concession
provides uneven assistance between firms. Six sectors account for 60 per cent of
eligible R&D and 5 per cent of firms account for nearly 60 per cent of R&D
expenditure.”” Thus, generic R&D schemes result in targeting innovation-intensive
firms and sectors.

Secondly, some targeting may be appropriate because contrary to rationalist dogma,
there are clear differences in R&D intensity and expenditure between industries. For
example, well over three quarters of business expenditure on R&D is undertaken by
manufacturing,” despite manufacturing production comprising less than 20 per cent
of total production. The table below shows that far more innovation occurs in
manufacturing than the average for all industries.

Percentage of Businesses Undertaking Innovative Activity 1993-94

Product Process Technological Non-
Industry . . Innovation Technological
Innovation Innovation h
(subtotal) Innovation
Manufacturing 30.7 225 34.8 23.3
All Industries 7.0 8.8 12.2 13.8

Source: Australian Bureau of Statistics, Innovation in Industry 1993-94, Cat. n0.8117.0, p.4. Note: ‘All industries’
excludes: agriculture, forestry and fishing; and government administration and defence.

Furthermore, differences in R&D intensity between sectors can be clearly deduced.
For example, the R&D Scoreboard series has shown that sectors such as biotechnology,
computer software and services, electronic equipment manufacturing, medical and
scientific equipment, and telecommunications have a significantly greater Ré&D
intensity performance than average.”

Given these facts, targeting particular sectors or industries may maximise returns in
certain instances. At present, much of Australia's public R&D effort is concentrated

% ibid., p.197.
626 ..
ibid., p.197.

7" Bureau of Industry Economics, R&D, Innovation and Competitiveness, op. cit., p.56.

. Department of Industry, Science and Tourism, Australian Science and Technology at a Glance 1997, Australian

Government Publishing Service, Canberra, 1997, p.22.

% For example, see Coopers & Lybrand, Scoreboard 97, op. cit., p.1-4,50.
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on agriculture and mining, sectors in which prices are in long run relative decline.
The IC estimated that at 1990-91 the effective rate of R&D assistance to agriculture
was 3.4 per cent, while manufacturing received just 1.2 per cent and services close to
nothing.® There appears to be a case for redirecting more public R&D investment to
manufactures, particularly ETMs, as well as high value-added services in which there
is much greater scope for innovation and value adding (not to mention export
growth and employment creation) than in unprocessed commodities.”" Such
targeting can be a market conforming strategy, speeding up restructuring to growth
sectors and improving resource allocation, rather than distorting it as rationalists
assert virtually any non-market policy does.

Achieving and maintaining competitive advantage and significant world exports in
advanced production requires continuous innovation. This requires a consistently
large R&D effort. No nation can achieve this in more than a significant minority of
sectors. The implication for policy is that, while policy should generally be available
to all firms, some public R&D investment could usefully be targeted at ETMs and
sophisticated services.

4. Industry Policies to Foster Excellence in R&D

Encouraging R&D Performed by Firms

Australia's R&D policies should be more strongly focused on encouraging R&D by
firms. While only some of the R&D performed by public institutions is directed to
increasing national economic performance, R&D completed by firms is likely to focus
on core business needs. For example, business completes 80 per cent of Australia's
experimental development and has a strong focus on commercialisation.”” Most of
the ideas for technological innovation in Australian manufacturing come from within
a firm's business group or external commercial sources such as customers, suppliers
and other industry sources, rather than research institutes.” User-driven research is
therefore the most efficient way of creating product innovation, sales and export
growth and job creation. Empirical studies suggest that R&D by firms: typically
produces returns of 15 to 50 per cent; produces significant spillover benefits to other
firms throughout the economy; and produces returns significantly higher than
returns from research undertaken in public institutions. In short, firms are the key
agents in the economy for converting R&D knowledge into improved economic
outcomes.”™ Therefore, R&D policy must place more emphasis on assisting firms to
innovate.

Internationally, there has been a trend towards R&D funding and performance
occurring in the business sector, rather than in government. Importantly, firms tend
to keep their R&D activities in their home nation, even where they expand their
activities internationally. Governments have therefore encouraged the trend towards

60 Industry Commission, Research and Development, op. cit., p.89.
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the performance of R&D by firms, recognising that such activity builds up national
capabilities in R&D.**

Despite these trends, the Federal Government continued to give too little emphasis to
encouraging BERD. The IC's 1995 report on R&D noted that, whereas 58 per cent of
Federal Government funding supporting industry went to government research
agencies and Universities, and a further 24 per cent is allocated to grants and other
public programs, incentives for business sector R&D comprise only 18 per cent of
such funding.”® Given the crucial importance of R&D by firms to national
competitiveness, and Australia's weakness in BERD, greater emphasis needs to be
placed on encouraging BERD.

While more needs to be done to encourage BERD, Labor did much to encourage it
through the 150 per cent R&D tax concession, the Grants for Industry Research and
Development (GIRD) Scheme and the Co-operative Research Centres (CRC)
program. The success of these programs demonstrates the important role
government can play in creating an innovation-driven economy.

The tax concession improved Australia's R&D effort above that deliverable by the
market alone. A BIE study on the tax concession concluded that, between 1984-85
and 1986-87, the concession induced an additional 10 to 17 per cent of BERD, which
seems unlikely to be an overestimate, given that BERD increased by 70 per cent over
the period. The tax concession was estimated to have stimulated between $0.60 and
$1.00 of additional R&D spending per dollar of tax revenue foregone, an estimate
which ranks in the middle of estimates on similar overseas schemes. The study also
found that an additional 200 continuous R&D performing firms emerged in each of
the first three years of the concession.”’

A 1992 BIE survey found that the concession had been ‘critical’ to 23 per cent of
respondents proceeding with at least one R&D project in the last 3 years. As shown
below, the R&D concession also helped many firms to continue projects, improve
their quality or widen their scope.”

0% Jenny Stewart, The Lie of the Level Playing Field, op. cit., p.38.

. Industry Commission, Research and Development, op. cit., p.86.
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% ibid., p.92,94,9.



159

The Tax Concession and R&D Decision Making

Significant Very significant

Decision No effect Some effect effect offect
To continue projects 251 311 257 18.1
ToriSenthascops) of 24.8 31.1 27.0 17.4
projects

To improve the quality of

R&D 30.6 27.6 25.7 16.1
To focus more on 33.3 26.7 24.8 15.2
development

To focus more on 36.2 31.6 21.0 111

research

Source: Bureau of Industry Economics, R&D and International Competitiveness, op. cit., p.96.

In addition, the concession underwrote significant attitudinal change, which will
improve R&D performance in the future. A 1989 BIE survey found that 58 per cent of
respondents reported the concession had been important in encouraging a more
favourable attitude to R&D, 51 per cent said it encouraged placing R&D more
centrally in their business strategy, 34 per cent said it had improved R&D project
management skills and 24 per cent said it lowered perceptions of the riskiness of
R&D.*

The BIE study concluded that the concession was likely to have increased
international competitiveness and been welfare enhancing, and clearly contributed to
increased innovation by firms. It therefore recommended the retention of the R&D
tax concession as a permanent feature of industry policy.*

The Labor Government also increased R&D by firms beyond that achievable by the
market alone through the GIRD scheme. Established in 1986, GIRD provided support
for R&D projects undertaken by industry both individually and in collaboration with
publicly funded research bodies. Grants were made available for companies
ineligible for the tax concession, exceptional projects or for pre-competitive strategic
research into generic technologies.”” GIRD brought considerable collaborative
research on specific projects and the development of closer contact between
scientists, engineers, universities and the CSIRO.*” The grants schemes also appeared
to induce R&D projects that would not otherwise have been undertaken. Such grants
schemes have great potential because, if administered effectively, they can target
projects with a high social payoff.*” However, the BIE's tax concession report argued
that the effectiveness of the scheme had been limited because it was only receiving
around $14 million annually and numerous restrictions applied to receiving grants.”
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The increase in R&D achieved in the period indicates that Labor’s schemes to
encourage BERD, including the CRC program to be discussed below, may have been
successful. BERD increased, in constant 1996-97 dollars, from just over $1 billion in
1984-85 to more than $4 billion in 1995-96.*° Between 1988 and 1995, Australia's
BERD to GDP ratio grew at nearly 10 per cent per year, which was the second fastest
growth rate among OECD nations.*

The tax concession could be reformed to improve its capacity to foster increased
R&D by business in a number of ways. The definition of eligible expenditures under
the concession could be enlarged to include patent and licence work directly
concerned with R&D projects, market research, testing and development, quality
control, and making cosmetic or stylistic changes to products, processes and
production techniques. Further, given the fast growth of both domestic and world
exports in high value-added services, investment in innovation in services processes
should be eligible under the concession.”” Further, given that the BIE survey found
that 67.5 per cent of firms would increase their R&D expenditure if the Federal
Government provided 200 per cent tax deductibility for eligible R&D expenditures,
this measure could be considered.”® However, given that much of the concession
moneys foregone support R&D expenditure that may have occurred anyway, it may
be sensible to provide a 200 per cent concession, but only to expenditures above 25 or
50 per cent of the previous year's investment.

Reforms to the R&D grants program could also improve its effectiveness. The
program could be largely focused on providing grants for R&D projects which are
repayable upon successful commercialisation through a royalty or similar
agreement.”” It may be useful to follow the IC view that non-repayable grants remain
for companies in tax loss and for projects involving collaborative R&D, but repayable
grants be introduced for closer to market R&D activities outside the scope of the tax
concession. Repayable grant schemes are used widely overseas, and in nations such
as Japan, Germany and Sweden, are the major form of support.”™ A significant
increase in funds could be made available under the cost recovery element of the
grants program, thereby allowing many more firms to receive grants when they need
them, without the cost of the scheme rising significantly. This accords with Porter's
finding that high direct grants often bring unsatisfactory results because without
having to bear financial risk, firms sometimes chose poor projects or don't manage
them well.®" The non-repayable grants component of the scheme should remain
modest because: the administration costs, both for the Government and applicants,

o Department of Industry, Science and Tourism, Australian Science and Technology at a Glance 1997, op. cit., p.22.
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are high; the Government can pick bad projects; grants induce lobbying by firms; and
assistance goes to a relatively small number of firms.*

The Federal Government must also ensure that significant generic, strategic basic and
applied research is being undertaken in Australia's high growth, R&D intensive
sectors. Such research can bring important advances in knowledge that can assist the
whole sector to compete more effectively through innovation. Unfortunately, the
public good nature of R&D can mean that firms are unwilling to undertake the R&D,
instead hoping to free ride on that performed by others.*® Very few such sector-
specific R&D institutions or networks have existed in Australia's manufacturing
industry. As SMEs generally lack the time, expertise and resources to monitor the
vast array of technological developments occurring across the globe, programs
directed to establishing sector-based R&D arrangements can bring firms the capacity
to benefit from R&D to an extent not achievable were they acting alone.*

Therefore, the Federal Government should consider working co-operatively with
firms from Australia's fastest growing, R&D intensive sectors to organise the finance
and capability to form institutions to conduct on-going R&D in areas potentially
lucrative to many firms within the sector. Arrangements would need to be tailored to
the needs of the sector. For some, key firms in a sector may wish to participate in one
or more CRCs. Alternatively, some could follow the model of the rural R&D
corporations and councils, which are funded by a levy on producers up to a
maximum of 0.5 per cent of production, matched on a dollar for dollar basis by the
Federal Government. Under these arrangements, producers vote on the level of the
levy and the composition of the Board.*

The Government could also consider building up a significant national technology
development infrastructure to assist manufacturers to undertake product and
process innovation. Such facilities are generally provided overseas, but are gravely
under-developed in Australia. However, in seeking to build up such infrastructure,
any initiatives must not result in excessive fragmentation of existing infrastructure,
or duplication of functions. Already, CRCs, higher education institutions and the
CSIRO are playing a role in technology development. However, much of this work is
generic, basic, long-term research and a significant proportion is not focused on the
needs of industry. Given this situation, there does seem scope for the development of
a national network of Advanced Manufacturing Technology Institutes (AMTIs).
Their niche in the national research infrastructure would be to focus exclusively on
close-to-market technology development with firms in the AMT area. They would be
market and industry driven and focused on the core problems of individual firms.**
In combination with Australia's existing research infrastructure, AMTIs could
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provide the technology development infrastructure needed to help create a vibrant,
internationally competitive EIM sector.

Supporting tax loss firms is also important to encouraging R&D by firms. To create
an innovation driven economy, people must be encouraged to establish new
businesses with the aim of commercialising their innovative ideas. However,
converting ideas into lucrative products generally requires significant investment
over several years, during which firms must often absorb significant losses. More
support is needed for innovative start-up firms making losses because it is
impossible for them to take advantage of the tax concession, yet such businesses are
crucial to building an innovation-driven economy. A remedy for this problem would
be to create a significant venture and development capital market. Policies to achieve
this are discussed in chapter 13. Furthermore, the Government could provide tax loss
companies with a non-taxable grant equal to the nominal value of a tax deduction of
50 per cent of the cost of undertaking R&D.*’

As Stewart stresses, public purchasing and the contracting out of development work
by government departments and authorities are important but much neglected
methods of encouraging technological acquisition and development. Australian
Governments could establish a significant client-supplier relationship with the
manufacturing industry in order to encourage a greater R&D capability among
indigenous firms.*®

Stewart also points to the positive role played by offsets programs in encouraging
R&D, production and exports in three key industries, namely aerospace, information
technology and telecommunications.® Labor's ‘Partnerships for Development’
program aimed to offset the massive imports of multinational companies in key
global industries by establishing an agreement that by the seventh year, expenditure
on R & D be equal to 5 per cent of its annual turnover, exports be 50 per cent of
annual imports and exports include an average of 70 per cent local value-added.” It
may be that such partnership agreements could be revived to assist local firms to tap
global networks in technologically significant industries,”' offset imports and gain
the sales revenue and experience necessary to undertake export drives in such
sophisticated market segments.*

As the great majority of new technological knowledge is produced overseas,
Governments can also improve innovation by providing grants to encourage
collaboration between Australian researchers and industry and their counterparts
overseas. Funds can support individual projects, bilateral relationships, overseas
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visits, exchange programs, conferences and access for Australian researchers to major
research facilities unavailable in Australia.*”

Public Research Institutions and the Needs of Industry

Traditionally, Australian industry and public researchers have not, in general, co-
operated effectively, and have therefore foregone the opportunity to create wealth
through innovation. This section outlines measures that could produce effective co-
operation, firstly, through reforms of CRCs, the CSIRO and higher education
research and secondly, through various supporting measures. Labor’s achievements
in these areas will be detailed. They comprise evidence of the important role
governments can play in fostering an innovation-driven economy.

The key theme of the proposals is that for nations to achieve national competitive
advantage, public research bodies must focus strongly on meeting the needs of
industry, particularly by establishing strong, productive links with firms and
concentrating on commercially relevant research.” Governments in strong Ré&D
performing industrialised nations have aligned their large publicly funded research
institutes with the needs of business through co-operative arrangements.”® By
contrast, only around 40 per cent of expenditure by Australia’s public research
institutions is directed to economic development.*® This needs to increase if Australia
is to create a competitive, innovation-based economy. In particular, public research
agencies need to increase their focus on fostering Australia's emerging high growth,
SME exporters in the ETM sector. While manufacturing firms do the bulk of business
R&D, only around 13 per cent of Commonwealth funding for research agencies is
focused on manufacturing and State programs are almost totally devoted to
agriculture.”

A second and related key theme of the proposals is that the Federal Government
should give greater relative weight to applied research and experimental
development because such research creates product and process innovation, and in
turn, jobs and exports. By international standards, Australia has a high ratio of basic
to applied research and does a relatively small amount of experimental development
as a proportion of R&D expenditure. Only one-third of Australia's R&D expenditure
is on experimental development, compared with more than one half in nations such
as the United States, Sweden and Japan.®® At present, Australia produces much
important basic research, but commercialises too little of it. Undertaking research in
areas in which Australia lacks production capacity leads to publicly funded ideas
being exploited offshore to the benefit of Australia's competitors. Government
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should therefore increase the focus of Australia's research infrastructure on closer-to-
market research aimed at creating new products and processes.

However, this increased focus on applied research and experimental development
should not be achieved through a reduction in Australia's commitment to strategic
basic research in absolute terms. Public research institutions can make an important
contribution to the innovation capacity of industry by focusing on commercially
relevant strategic basic research that would not otherwise be performed and
disseminating the new knowledge throughout the economy at low cost.*” Strategic
basic research is vital because: it brings advances in knowledge in broad areas that
can be used by firms to undertake more specific, commercially focused innovation;
and it forms the major training ground for future researchers.” Any savings required
should be made in pure basic research. In a society with significant social and
economic problems, research undertaken without any practical outcome in mind
should be accorded a lower priority than research that can contribute to positive
economic, social or environmental change.

Porter's research showed that one of the most successful methods of encouraging
strong links between research institutions and industry has been to establish a range
of specialised research institutes focused on industry clusters or transformative
technologies. Porter wrote: ‘One of the strongest findings from our research is the
frequency with which internationally leading national industries are associated with
specialised research institutes or university departments, often located in close
proximity.”" Porter emphasised that universities in particular can assist in
encouraging industry R&D because: newly trained scientists are likely to focus
research on new technologies; research diffuses well in an open university setting;
and, formation of innovative new businesses is encouraged as students and/or staff
commercialise their ideas.”

Labor began the process of building productive linkages between researchers and
firms through their CRC program, which led to the establishment of 61 CRCs over 4
selection rounds between 1991 and 1994. Each centre had to have at least one higher
education institution as a core partner and half have two or more, the CSIRO are
participants in 52 of the 61 CRCs and more than 200 companies were involved as at
December 1994. Participants are required to provide at least 50 per cent of the
resources for a CRC through cash or in-kind contributions over 7 years. Overall,
resources valued at over $2.7 billion were committed over the life of the 61 CRCs, of
which the Labor Government committed nearly $850 million. The program was
commenced following research showing the successful operation of similar programs
in a range of OECD nations.”
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The CRC program has helped to re-orient Australia's public research effort towards
the needs of industry because participating firms have input into the type of research
undertaken and partly fund the research. In this way, CRCs have produced much
high quality, long-term strategic research of significance to Australian industry.
Because research is generally focused on industry needs, innovative ideas are more
often used by Australian companies to produce closer-to-market research directed at
producing innovative products.” CRCs also encourage innovation by firms by
signalling to them the importance of emerging technical areas. Commercialisation is
improved because participating firms are often given the first right of refusal to CRC
intellectual property. The program has also improved the capacity of researchers to
meet the needs of industry by giving researchers experience in major co-operative,
user oriented research programs, facilitating research training and enabling the
formation of high quality research teams across several States and among numerous
public and private organisations.”

As the 1995 review by the CRC Evaluation Steering Committee concluded, the
program has improved co-operation between higher education institutions,
government research agencies and industries, creating linkages that had previously
not existed.”® In particular, it has promoted effective linkages between manufacturers
and researchers, which has for a long time been a deficiency in the national
innovation system (in contrast to the long standing and effective linkages between
researchers and firms in mining and agriculture). Most of the research centres focus
on manufacturing.”” The program may have also improved the quality of the
linkages between industry and researchers. CRC linkages are long-term,
underpinned by a legal framework, formal management and strategic planning and
budgeting and involve at least a critical mass of researchers and end users. By
contrast, linkages outside CRCs tend to involve only a limited number of researchers
and be short-term, project specific and informal.”

Importantly, the CRC program has also facilitated further investment in R&D by
industry. By late 1995, the CRCs had levered $400 million dollars worth of industry
investment in R&D.”” The success of these centres is an example of how government
can foster an innovation-driven economy. The program could usefully be
expanded,™ particularly as researchers could still play a much greater role in helping
industry to innovate.
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The CRC program could also be improved. There is evidence that some CRCs are not
meeting industry needs. Some participating firms have complained that they lack the
capacity to influence research objectives and that the focus of research is more on the
interests of researchers than on potentially lucrative research. It is vital that industry
has sufficient capacity to influence the research undertaken by CRCs to ensure the
research is commercially focused.® To this end, the Government could encourage
more use of methods already established to encourage industry involvement in
CRCs, such as participation by industry research groups and industry associations,
as well as rural R&D corporations. Six CRCs have ‘industry associate or affiliate’
categories which, for an annual fee, enable firms access to research information and
the CRC's research staff, and enable the firms to have input into the CRC's research
agenda.”” These innovative methods of facilitating industry involvement could be
extended.

The Federal Government also needs to ensure that there is an appropriate balance
within CRCs between long-term, generic, strategic basic and applied research on the
one hand, and closer-to-market research directed at commercialisation on the other.
The IC has criticised the fact that under the program, there has been an increasing
emphasis on near-to-market research and commercialisation activities. In some
CRCs, research has gone beyond simply generic research to include consultancy
services. The IC believes that orienting the program towards producing research of
benefit to participating firms, rather than research of generic benefit to a broad cross-
section of industry, undermines the public good rationale for government funding of
the program.*® It is important that a majority of research performed in CRCs is
directed at issues of importance to firms throughout the sector.

However, CRCs should also be encouraged to provide consultancy services to firms
involving near to market research aimed at producing commercial benefit from the
more basic knowledge advances produced by the CRCs. Australia has a long
standing deficiency in commercialising its research. Where CRCs produce research
that is commercialised by participant firms, they are remedying a long standing
weakness in the Australian economy and improving our capacity to compete on the
basis of innovation. Therefore, such activity should be encouraged, not frowned
upon. However, as such research involves fewer spill-over benefits, it should
comprise only a significant minority of the CRC’s work and occur on a cost recovery
basis.

While the CRC program is a major initiative, the Government could do more to focus
the higher education sector on assisting firms to innovate. The Government could set
national research priorities that would be considered by the ARC in assessing
applications for grants.® The priorities would ensure that a large percentage of funds

it Industry Commission, Research and Development, op. cit., p.862.

%2 ibid., p.841.

o8 Industry Commission, Research and Development, op. cit., p.853-855.

s Higher Education Financing and Policy Review Committee, Learning for Life: Review of Higher Education

Financing and Policy: A Discussion Paper, Australian Government Publishing Service, Canberra, 1997, p.38;
and Department of Employment, Education and Training & John Dawkins, Higher Education: A Policy
Statement, Australian Government Publishing Service, Canberra, 1988, p.94.
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were directed to achieving firstly, an economy capable of continuous innovation and
secondly, the restructuring needed in the Australian economy, namely toward ETMs
and high value-added services.” Priority would be given to those fields crucial to
establishing an innovation-based economy, such as engineering, science, business
and management. Further, in a world with massive social and economic problems,
research not directed to achieving practical economic or social progress should not be
funded.®

The quality of research could be improved by further concentrating resources in
institutions of research excellence. Research policy should be directed to establishing
and maintaining several centres of research excellence in each field nationally, rather
than having most tertiary institutions each providing merely adequate quality in
virtually all fields of study. To achieve this, a greater percentage of research funding
could be provided on a competitive basis, a trend begun by the Hawke Government
in the late 1980s. Only those faculties with demonstrated capacity for world class
research would receive this component of research funding.*” To further improve
research quality, some academic appointments could focus largely on teaching, with
a research component sufficient only to maintain reasonable subject knowledge.”

Greater funding could be provided for research infrastructure. DEET reported in
1989 that there was a serious deficiency in infrastructure support for research,
research training and teaching. Much of the research equipment, particularly in
science, was obsolete, meaning that graduates often lacked the knowledge to
effectively operate new technology and equipment. In turn, this deficiency in
equipment based training impeded the take-up of technology.” Funding since that
time has been insufficient to produce world class research infrastructure.

The research performance of universities would also be improved if research careers
were made more attractive. Many factors discourage Australia's brightest people
from becoming researchers, including an inadequate career structure, too few
permanent positions and low wage levels relative to what people can earn with
comparable qualifications in other fields. DEET warned in 1989 that there was an
urgent need to attract more Australian students into research, particularly in
engineering and applied sciences, to avoid restricting Australia's international
competitiveness.””

685 Department of Employment, Education and Training & John Dawkins, op. cit.,, p.9 argued that a greater
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To attract students to a research career, the Government could: increase the number
of academic positions available; expand the number of postgraduate research
scholarships and increase the amount paid under scholarships; make all research
training, including part-time research training, HECS exempt; establish a greater
number of renewable, five-year career fellowships; establish attractive career
structures in research;” and improve remuneration.

To further improve the interaction between higher education researchers and
industry, the Government could encourage the growth of the commercial arms in
universities, which sprang up in the 1980s. These bodies can harness the research
capacity of universities for the benefit of industry.

The Government should also maintain healthy funding for higher education research
more generally. It is important to establishing an innovative economy because
universities: undertake some research of benefit to industry; pass on to graduates the
knowledge and skills necessary to contributing to the economy; and, through their
research programs, prepare the next generation of researchers to enter the system.*
The movement of university graduates and trained researchers is an important
mechanism for the diffusion of knowledge throughout the economy.” Labor made a
considerable contribution to diffusion of knowledge in this way. Between 1984-85
and 1994-95, the number of R&D personnel in the Australian economy rose from
51,254 to 86,162, with the numbers in higher education rising from 20,844 to 40,096
over the same period.”

The CSIRO is Australia's largest research organisation (attracting planned budget
outlays of around $450 million in 1995-96) and has a long history of achievement.””
However, while the CSIRO has a legitimate role in conducting research into a wide
range of disciplines, there appears scope it to concentrate more on research of direct
benefit to industry.” This should take two forms.

Firstly, the key task of the CSIRO should be to undertake research of a strategic and
applied nature aimed at producing important generic knowledge which can then be
exploited by firms undertaking closer-to-market R&D aimed at specific commercial
applications. This generic, public good research should also be focused more strongly
on those sectors crucial to establishing an innovation-driven economy, namely ETMs
and sophisticated services.

Secondly, the CSIRO should continue to play a secondary role in undertaking
contract work with firms. Such work is important because it helps focus the work of

®' These measures are recommended in Department of Employment, Education and Training, Committee to

Review Higher Education Research Policy, op. cit., p.25,31.
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the CSIRO on assisting firms to achieve competitive advantage through innovation.””
This work was sensibly encouraged by Labor's decision to require that the CSIRO
raise 30 per cent of its funds from outside sources. The McKinsey report noted that
this reform prompted the CSIRO to seek out leading edge firms with which to
conduct joint research that could benefit Australian industry. McKinsey argued that
this reform be continued and other funding incentives be applied to encourage a
greater business focus from the CSIRO.**

However, the CSIRO’s contract work has been too focused on large firms,
particularly multinationals, and has often involved research that no Australian firm
could commercialise.”” Through direction and by subsidising a helpful minority of
the cost of research contracts, the Government could ensure that the vast majority of
contract work is done for Australian firms, with particular attention given to SMEs
creating ETMs and sophisticated services.””

A number of supporting measures could be established to further encourage
productive co-operation between researchers and industry. The Government could
seek to foster a culture in which business leaders and managers have an affinity for,
and experience with, technology, innovation and/or scientific or engineering
training. To do this, tertiary courses could be reformed to ensure that science and
technology students could acquire business skills and an understanding of
commercial innovation, while business students were given an understanding of the
importance of innovation to economic development.”'

The Government could usefully encourage greater interchange between public
researchers and industry through secondment schemes,”™ given the importance of
human carriers to the innovation diffusion process. A McKinsey study showed that
half the SMEs surveyed said they would value highly the opportunity to have CSIRO
technicians seconded to their company and 40 per cent would highly value
seconding their staff to CSIRO laboratories. Virtually all successful cases of SMEs
collaborating with CSIRO have involved secondments.”

The Government could also consider catalytic action to produce an information
market that linked researchers in particular fields with firms in the same area. At
present in Australia there is no genuine market for R&D ideas. Many firms have
challenges that scientists could overcome, but gaining access to each other is slow

7 Michael E. Porter, op. cit., p.633 recommends significant use of research contracts between government

research institutions and industry because they introduce market disciplines and facilitate better co-

operation.
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and difficult. There is no integrated system to link ideas and opportunities.” One
method of improving the links is to follow the lead of the University of California,
which has developed the ‘Access Model’, which includes information on technology
available for licensing in universities and federally funded research programs in
progress and the capabilities of more than 39,000 high tech corporations in
California. Firms are able to match their activities with the activities of either
technology providers or the firms that may be able to use the technology that they
have developed.””

Finally, Australia's ability to compete on the basis of innovation will rest crucially on
reforms to achieve excellence in the remaining areas of the innovation chain. Only
when Australia achieves competence in activities throughout the innovation chain
will we be able to fully capitalise on the wave of innovative ideas emerging from the
national R&D infrastructure.

™ ibid., p.36.

. McKinsey and Company & the Australian Manufacturing Council Secretariat, op. cit., p.55,56.
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Chapter Nine: Technology Diffusion

The previous chapter focused on R&D and therefore covered the development of new
products and processes. This chapter is focused on the diffusion of key technologies,
including both their up-take and effective application by firms. Of course, the two
topics are highly inter-related and success in one is highly dependent on success in
the other. For example, an in-house R&D capability can assist a firm to understand
the importance of technology, monitor technological developments and take-up
appropriate technologies.” Further, while the up-take of some technology can
require relatively little effort, in other cases, applying technology to production
processes or to creating new products can involve significant R&D. As they are part
of the same process, the distinction between technology up-take and technology
development can become blurred. R&D is important to technological up-take and
R&D policies assist firms with technology up-take, as well as with technology
development. However, this chapter has been included because specific technology
diffusion policies can augment the capacity of firms to take-up and exploit new
technology, beyond that achievable by Ré&D policies alone.

1. The Importance of Technology Diffusion to Competitive Advantage
Based on Innovation

Rapid diffusion of key technologies is crucial to achieving competitive advantage
based on innovation because we are living in an era in which transformative
technologies are facilitating improved competitiveness for firms throughout the
economy by creating new opportunities for product and process innovation.”” For
example, information technology, most particularly word processing, electronic mail
and the Internet, have revolutionised processes throughout the economy and greatly
added to the capacity of many firms to create new products. Key transformative
technologies include microelectronics, biotechnology, the new materials-science
industries, telecommunications, civilian aviation, robotics plus machine-tools and
computers plus software.”” Such sectors are also important because they are rapidly
spawning new products and growing quickly themselves. Thus, those nations that
are among the first to master and widely diffuse transformative technologies can
create a surge in competitive advantage, firstly, through innovation in these sectors
themselves, and secondly, by transforming and upgrading products and processes in
traditional industries throughout the economy.””

In this way, technological advance is a key driver of economic growth. Fagerberg's
1988 study of OECD nations showed that technological capability was a far more
important explanation of differences in the growth of GDP and market shares than

" Michael Welbourne, Martin Wardrop & Kevin Bryant, op. cit., p.15,21,31.

w7 Stephen S. Cohen & John Zysman, Manufacturing Matters, op. cit., p.240.
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Johnson, Laura D'Andrea Tyson & John Zysman (eds), Politics and Productivity: The Real Story of Why Japan
Works, Ballinger Publishing Company, Cambridge, Massachusetts, USA, 1989, p.31,32.
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cost competitiveness.” Porter's study also found that: “..technological
change...accounts for much of economic growth.”"" Not surprisingly, studies show
that the general economic benefits from technology up-take substantially outweigh
even the direct economic, benefits of R&D and its commercialisation.”” The 1994
White Paper on Employment stated that: ‘It is estimated that the economic benefits of
diffusion of technology exceed those of research and development by two to one.”™”

By driving growth and innovation, technological change also drives restructuring. In
particular, in the technology intensive sectors on which Australia's economic future
depends, firms with a substantial in-house technology capacity are best placed to
succeed.”™ The McKinsey report stressed that technology was a key to competitive
advantage for ETM exporters because it enables firms to: establish unique
manufacturing processes; produce unique products; achieve continuous product
innovation; and tailor existing products to meet the needs of specific export
markets.”® Almost 40 per cent of Australia's emerging ETM exporters attribute their
competitive advantage to technology. Of those receiving the 150 per cent R&D tax
concession, those with the highest technological innovation averaged growth rates of
16 per cent annually, while those with the lowest technological innovation had
growth rates of only 8 per cent.”

In particular, advanced manufacturing technology (AMT) is vital to competing on
the basis of innovation. Computer-aided manufacturing and flexible manufacturing
systems enable firms to do short production runs economically, and thereby facilitate
the continual refinement of products to meet changing consumer demands.”” The
KPMG Peat Marwick Survey has shown the importance of AMT to improving
quality, increasing labour productivity, reducing delivery lead times, cutting
inventories, improving profits and sales volumes, reducing overheads and cutting
the time needed to introduce new products.”® Thus, adoption of AMT is vital to
achieving a competitive advantage in ETMs.”

Technology has also nullified the importance of factors of production that were once
significant, particularly natural resources and labour costs. Advanced materials are
often made from cheap and ubiquitous resources. In advanced sectors, advanced
manufacturing technology is now a far more important determinant of the location
of production than low labour costs. This was shown in the 1980s when many plants
moved to high labour cost locations to be close to markets, rather than the reverse.”

" Anand Kulkarni, op. cit., p.359.

Michael E. Porter, op. cit., p.20.
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Technological change also drives organisational improvement. The introduction of
technology generally requires work reorganisation, changes to management
processes and investment in training so that staff can reap maximum economic
rewards from the technology. This can result in improved organisational
performance. For example, computers have brought quality and productivity
improvements by facilitating the devolution of responsibility and authority
downward, employee multiskilling and flatter structures.”

Technological change is also increasingly facilitating a global orientation among
firms, thereby providing the opportunity to sell to huge markets across the globe,
rather than simply to Australia's small domestic market. These opportunities have
been facilitated by new communications technologies such as the facsimile,” e-mail,
the Internet and on-line and tele-conferencing facilities.

2. Market Failure and Australia's Weaknesses in the Diffusion of
Technology

The process of acquiring and exploiting technologies is subject to massive market
failure. Studies have shown that: it can take 20-30 years after the initial adoption for a
major new innovation to be taken up by the great majority of firms in an industry;
and the rate of adoption can differ markedly between nations.” Therefore, nations in
which governments foster the up-take of transformative technologies can achieve
increased competitiveness, relative to nations with minimal or ineffective technology
policies.

Markets fail to produce the optimal amount of technology diffusion due to: lack of
appropriability of the benefits by firms and the existence of spillovers; the risk and
uncertainty about the results to be gained from technology up-take; the inability of
firms, particularly small ones, to realise scale economies or make the minimum
investment necessary for adoption; and the lack of access by firms to information
about relevant technologies and how to exploit them. To keep abreast of
technological advances occurring across the globe requires a major research capacity.
Managers may lack the time, resources and skills necessary. For these reasons,
relying on the market alone to diffuse technology will lead to sub-optimal
outcomes.”

Numerous studies have shown that the up-take of technology by most Australian
manufacturers is unsatisfactory and the performance of Australian manufacturers
lags behind overseas competitors by a substantial margin.” At 1991, only 41 per cent
of Australian manufacturers with 10 or more employees had incorporated one or

7! Michael Welbourne, Martin Wardrop & Kevin Bryant, op. cit., p.1,2,23.

ibid., p.2.

ibid., p.15,16.
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S. Cohen & John Zysman, op. cit., p.224,225.
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more pieces of AMT into their manufacturing process.”™ Among all businesses in the
manufacturing industry, only 24 per cent acquired any of a broad array of AMT
surveyed between 1 July 1994 and 31 June 1997 and only a further 14 per cent were
currently installing AMT or planned to over the next two years.”” After 12 years in
office, Labor wrote in its White Paper that ‘...the take-up of new technology by
Australian industry, in general, lags three to eight years behind our competitors.””

Smaller firms have a particularly low rate of technology up-take. A 1994 DIST report
found that approximately 30 per cent of medium sized firms and 65 per cent of small
firms report no use of production process technology. Total technology use among
small firms was minimal.””

Many Australian firms do not understand the advantages of using new technology.
The 1994 DIST report noted that around 50 per cent of Australian businesses have
neither acquired technology nor plan to acquire it in the next five years. Only a small
minority of firms appear to have a comprehensive understanding of the importance
of technology to their performance.”

Australian managers generally lack the knowledge and skill to identify and choose
between technology options. Given their lack of resources and the large investment
needed for effective technology management, small firms generally need to be in
networks with other firms to maintain an effective technology strategy.
Unfortunately, many Australian firms remain reluctant to co-operate with other
firms. As such, many firms are largely unaware of technology developments, use
out-of-date technology and under-invest in technology.”

Even where firms do take-up technology, managers and workers often lack the
knowledge and skill to adapt and exploit it to its maximum advantage. Where
technology is purchased, it is often not focused on improving the core operations of a
firm.” This is alarming because it is through adaptation of technology to a firm’s
core activities that major product and process innovations can be created.

3. Rationalism and Technology Diffusion

Hardline rationalism also fails to address technological change. Incredibly, while
technological change is acknowledged as a driving force behind growth,
technological change is exogenous to rationalist economic models and barely
mentioned in rationalist discourse. The standard neoclassical model does not include
any theory about how and why technological change occurs. Consequently, in the
model, technological change can not be affected by any form of economic activity

726 Michael Welbourne, Martin Wardrop & Kevin Bryant, op. cit., p.26.
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such as increased investment or government policy.” As the BIE conclude: ‘The fact
that the standard model does not provide any explanation of what influences
...[technological advancement], the most important factor determining growth, is
widely considered to make the model most unsatisfactory...””” While rationalists
could argue that they don't agree with all the assumptions of the standard
neoclassical model, their failure to advocate active industry policy (including
programs to foster the creation and diffusion of technology) are outcomes that flow
from the ‘logic’ of the standard neoclassical model.

The Labor Government's approach to technology policy has been barely more
positive than this hardline rationalist approach.” Under Labor, Australia had no
substantial programs explicitly and exclusively directed to encouraging the up-take of
technology. Where programs existed, they were too small to be effective,
rudimentary, and insufficiently focused on industry needs. The name, nature and
purpose of the programs have often been obscure and confusing to firms.” The
relative neglect of technology diffusion by the Labor Government, by comparison
with its support for technology development, was a serious policy error, given the
economic benefits that can ensue from the widespread application of new
technology.

Partly as a result of this rationalist neglect of technology policy, Australia does not
have major, co-ordinated national facilities for manufacturing technology
development, in contrast to many OECD and emerging Asian nations.” As the Labor
Government wrote after more than a decade in power: “...the existing infrastructure
for technology diffusion is fragmented, lacks critical mass and is poorly performing
in terms of meeting industry requirements.”” Australia's weakness in technology
diffusion is a key impediment to creating an innovation-driven economy and to
restructuring to innovation-intensive manufactures and services, yet rationalism
prescribes that governments pay little attention the issue of technological change.

4. Industry Policies to Foster Excellence in Technology Diffusion

Given that the process of acquiring and effectively deploying transformative
technologies throughout the economy can take decades, there is major scope for
government policies to foster the diffusion of technology and so increase the rate of
innovation, restructuring and growth beyond that achievable by the market alone.

™ Bureau of Industry Economics, Recent Developments in the Theory of Economic Growth, op. cit, p.8; Metal
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Technology diffusion policy must ensure that firms can not only take-up technology,
but also deploy it to their maximum advantage. Much of the benefit from technology
comes from its effective application by firms. Some have argued that the key reason
for the Japanese miracle was not so much technology development as their capacity
to use borrowed technology to create new and better products.”” Unfortunately, in
Australia, firms that have acquired technology have often been unable to benefit
substantially due to a lack of skill in applying it. Therefore, effective exploitation of
new technology is an important component of technology diffusion policy.” In many
cases, technology diffusion policy must therefore feed back into R&D policy.

Technology diffusion policy should have two key foci. Firstly, it should target
transformative technologies. Research and knowledge spillovers are likely to be
higher than average among those technologies with applications in numerous
industries.™

Secondly, technology diffusion policy should focus on technologies of crucial
relevance to key sectors. Technology policy is vital to restructuring because the
technologies that we focus on are important determinants of the sectors in which we
can compete. In turn, this is a major determinant of our growth and living standards.
For example, Japan's dominance of world markets in numerous ETM sectors has
been underwritten by active government policies to foster generic technologies in the
manufacturing and advanced electronics area and through ambitious policies to
diffuse numerically controlled machine tools and robots among small producers who
would otherwise be slow to adopt such technology.” By contrast, Australia's greater
relative investment in research in unprocessed commodities, which are declining
areas of world trade, has been a factor in our substantially poorer economic
performance. Thus, decisions on which technologies a nation will specialise, are
critical in determining the nation’s industry structure, competitiveness and growth.

Technology diffusion policy should therefore focus on the technology needs of ETMs
and sophisticated services. These sectors are dependent for their competitiveness on
technology and, as a consequence, will produce a higher rate of technological
advance and diffusion than other sectors. In particular, government policy should
target the diffusion of those advanced manufacturing technologies vital to creating
competitive advantage in ETMs.

To target transformative technologies and the technologies of key sectors, the Federal
Government could also establish a Centres for the Diffusion of Key Technologies and
Best Practice Program, based on overseas programs where national networks
provide technology advisory services to firms at a local level.™ A comprehensive

- LeeD. Dahringer & Hans Muhlbacher, op. cit., p.15.

Michael Welbourne, Martin Wardrop & Kevin Bryant, op. cit., p.22,25.
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network of centres throughout Australia could help firms to take-up and exploit new
technologies in two key ways.

Firstly, the centres could provide to firms advice and information, education and
training, and referral to bodies that can licence or sell technologies. The information
and advice function could include a substantial global component. Given that the
vast majority of new knowledge is generated overseas, and the fact that individual
firms generally lack the time, resources and expertise to monitor global technology
developments, the centres could provide information to assist firms to import the
latest technologies. This would follow the success of such centres set up by
Governments elsewhere, such as in Sweden, Germany, France, Japan and Korea.™

Secondly, the centres could provide technology advisers or consultants on a fee-for-
service basis to assist firms to identify, take-up and effectively apply key
technologies. This service is particularly important because studies have shown that
one of the most effective ways of transferring the vast array of knowledge needed for
successful technological innovation is to transfer it via people with previous
experience in the take-up and exploitation of technology.™

The program could work in two key ways. Firstly, it could be made available to any
firms that sought out the program’s services, and secondly, technology advisers
could proactively seek out SMEs in the ETM and high value services sectors that
would benefit from technology up-take.™ The latter approach is particularly
important because, as the OECD found, many firms are unaware of new technology
despite information on technology being available, and many have only a limited
understanding of its nature and potential benefits. Therefore, programs that actively
bring new technologies to firms tend to be more successful than programs that
require firms to take the initial steps.”” As DIST has argued, leaving aside the 500 or
so ‘McKinsey firms’, there are around 5,500 manufacturing firms with 20 to 99
employees that could benefit markedly from technology up-take. Technology policy
focused on such manufacturers might achieve strong growth in domestic and export
sales among ETM firms and help to produce an economy capable of competing on
the basis of innovation.”

Such technical assistance could usefully be augmented by an enterprise improvement
component, chiefly involving the supply of experts - on a fee for service basis - to
assist firms to address critical business areas such as finance, work organisation,
networking, marketing and exporting. Such an approach is important because
effective acquisition and exploitation of technology is crucially dependent on best

™ ibid., p.65,66.

ibid., p.26,36.
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practice work organisation. If the National Industry Extension Service program still
existed, such a program could have been built on to the network.™

Where firms wished to engage in major technology development projects (as
opposed to more simple technology up-take projects), the technology advisers could
broker a consultancy contract between the firm and researchers. In formulating this
part of the program, the Government could draw on the experience of the
Norwegian TEFT program, which involves technology advisers, drawn from
research institutes, assisting SMEs in the manufacturing industry to complete
technology projects in conjunction with research institutes. The two goals of the
program are to: improve the ability of SMEs to work with research institutes and
complete technology projects; and help research institutes to focus their activity on
commercial problems. Under the program, technology advisers approach companies
and do an audit of their general capabilities and technology deployment to
determine their readiness for a technology project. Where a firm has sufficient
capacity to benefit from a technology project, the technology advisers work with the
firm to develop a technology project focused on their core business needs, facilitate a
contract between the firm and a research institution, and then remain on hand to
provide advice and assistance to implement the project. Under the program, the
Government pays for around 75 per cent of the project and the firm pays for around
25 per cent of the project. Firms can only participate once in the TEFT program.™

The TEFT program has been successful in a myriad of ways. Technology advisers,
backed by significant knowledge of the firms in their geographical area, have been
more successful in selecting firms with potential to successfully complete technology
programs than grant-based programs. Almost half the participating firms have
continued their collaboration with research institutes one to two years after
participating in the program. Many participating firms improved their development
of new products and processes, increased their on-going investment in R&D, and
achieved higher revenue and lower costs.” International experience has shown that
using technology advisers as intermediaries between firms and public research
organisations is more effective than simply relying on direct relationships between
firms and researchers, who often have vastly different outlooks and approaches.
Intermediaries can be useful because they can provide information on technologies in
a manner suited to effective communication with firms.”

In the Australian context, technology advisers could broker technology development
consultancies between firms and research organisations such as CSIRO, higher
education institutions, industry R&D bodies and CRCs. It may also be sensible to
provide a lower subsidy to firms than under TEFT to help ensure projects are tightly
focused on core business needs. Such a program could target key technology
development needs for Australian industry, namely to: encourage relationships

™ ibid., p.36,49.
Sigvald Grosfeld, Seminar on the TEFT Program, Held at the Department of Industry, Science and Tourism,
2.30-3.30pm on 9 July 1997.
751 ..
ibid.

2 Michael Welbourne, Martin Wardrop & Kevin Bryant, op. cit., p.39.
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between firms and research institutes; facilitate technology development by firms;
and encourage a more applied, commercial focus from research bodies.

To Labor's credit, Working Nation did involve provision of $118.3 million dollars over
4 years from 1994-95 to establish a network of technology diffusion centres. Specialist
Technology Counsellors were recruited to provide a technology information,
advisory and referral service for SMEs to assist them to identify, evaluate and adopt
key technologies, largely through the National Industry Extension Service network.™
However, the program had run for less than two years when the Government lost
office and a substantial network of technology centres had not been established.
Given the importance of key technologies to establishing competitive advantage on
the basis of innovation, the Government must show much greater urgency in
building up a comprehensive national technology infrastructure that can assist firms
to take-up and effectively apply key technologies.

Technology diffusion (and development) policy must include a significant education
and training component. For firms to rapidly take-up and exploit new technologies,
they must have staff with technical skills and prior experience of successful
adaptation and have an ongoing R&D capability so that key developments in
technology and competition can be monitored and responded to. Further, managers
must be: technologically astute; able to assess the strategic significance of new
technologies; receptive to continual technology upgrading; committed to
encouraging creativity, learning and risk taking; and willing to implement any work
re-organisation and training necessary to facilitating effective deployment of
technology.”™

Unfortunately, in Australia, as in many OECD nations, a key reason for the slow
diffusion of key technologies and their sub-optimal application is the scarcity of
technically trained specialists and technologically astute managers. While many
managers have a somewhat vague general awareness of new technologies, most lack
a significant understanding of the specific ways new technologies could assist their
business. In the absence of full receptiveness to technology by managers, access to
technology will not lead to significant technology up-take by firms.™ Thus,
technology policy must include significant investment in education and training in
areas crucial to technology development and diffusion, such as science, engineering
and management.”

Government could also fund R&D consortia from key sectors to undertake projects
targeted on key technologies, as done in Japan and Europe. Groups of companies
from a sector decide on a R&D project on a technology of particular importance to
them all. Government never provides more than 50 per cent of the funding to ensure
that companies focus on projects that are worth them risking their money.””
However, government funding, by reducing risk and providing financial incentive,

3 Working Nation: Policies and Programs, op. cit., p.65,66,211.

Michael Welbourne, Martin Wardrop & Kevin Bryant, op. cit., p.17,20,21,23,24.
ibid., p.20,38.

ibid., p.38.

Stephen S. Cohen & John Zysman, op. cit., p.226,227.
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encourages speedier and more substantial development efforts in new technologies.
Such an approach can increase the rate of technology development and diffusion
across wide areas of the economy.”

The Government could also consider the provision of incentives to firms to help
them to lease or purchase specified key technologies. Such policies helped Japan
diffuse numerically controlled machine tools and robots among smaller producers
considerably faster than their foreign competitors.” The Italian Government has
encouraged the diffusion of advanced manufacturing technology through similar
mechanisms. Where there is rigorous domestic rivalry among suppliers of the
relevant technology, incentives to lease or purchase advanced technology can
increase innovation and upgrade competitive advantage by firstly, encouraging
firms to take-up advanced technology quickly and thereby achieve advantage based
on innovation and secondly, by stimulating local suppliers of such advanced
technology.”

Alternatively, the Government could also consider the merits of establishing a
Technology Credit Insurance Corporation (TCIC), following the example of the
Japanese Machinery Credit Insurance System, but focusing it more narrowly on key
technologies. The TCIC would insure lease contracts and instalment-sales contracts
for strategic technologies. This would enable lease companies, manufacturers and
distributors to more readily lease or sell technology to SMEs by removing the risk of
a serious loss caused by the default of leasees or buyers. For the cost of an insurance
premium (which in the Japan scheme is on average less than one per sent of sales
revenue), technology providers could greatly increase sales growth. In this way, the
rate of diffusion of key technologies to SMEs could be increased. In Japan, the
Japanese Credit Insurance Corporation has insured between 235,000 and 299,000
leases or purchases of machinery a year, thereby speeding the diffusion of key
technologies such as machine tools, computers and software.”

7 Laura D'Andrea Tyson & John Zysman, ch.3 ‘Development strategy and production innovation in Japan’ in

Chalmers Johnson, Laura D' Andrea Tyson & John Zysman (eds), op. cit., pp.59-140 at p.115,116.
Stephen S. Cohen & John Zysman, op. cit., p.226,227.

Michael E. Porter, op. cit., p.651. Technology subsidy programs run in Denmark and France are discussed in
Michael Welbourne, Martin Wardrop & Kevin Bryant, op. cit., at p.68.
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! Details of the Japanese Machinery Credit Insurance System are provided in Small Business Credit Insurance

Corporation, Japanese CIC 1996, Small Business Credit Insurance Corporation, Tokyo, Japan, 1996, pp.19-24.
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Chapter 10: Best Practice Work Organisation

1. The Importance of Best Practice Work Organisation to Competitive
Advantage Based on Innovation

In most eras in modern history, particular work organisation paradigms have been
crucial to achieving competitive advantage. Today, firms and nations that can
establish work organisation conducive to fostering innovation can achieve
competitive advantage. Japanese lean production is very instructive in this regard,
because it can enable firms to achieve competitive advantage, through innovation,
over rivals persisting with Taylorist mass production. While lean production is
primarily applicable to manufacturing, many of its tenets can usefully be applied to
other sectors of the economy. A five year study by the Massachusetts Institute of
Technology of 90 car plants in 17 different countries found that lean production: was
twice as productive as mass production; produced much higher quality, with more
than three times less defects per 100 cars; and produced a greater rate of product
innovation, allowing firms to constantly innovate to meet customer needs. Lean
production helped Japan to increase their share of world car production from two to
25 per cent in the 25 years from 1955.”

Many nations are yet to have fully mastered the modern best practice paradigm.
Therefore, a major increase in competitive advantage awaits those nations who can
gain the knowledge of what modern best practice involves, disseminate that
knowledge, and then implement best practice throughout their workplaces.

Precisely what best practice work organisation entails is a contentious issue. This part
of the chapter therefore requires an extra task compared with other chapters in part
two. Firstly, it must outline the components of best practice, and secondly, justify the
selection of the component by detailing its importance to achieving an innovation-
driven economy. The components of best practice outlined below are not exhaustive,
but simply highlight some of the best methods of establishing an innovation-driven
firm.

Recognising the Importance of Innovation

The first element of best practice is to recognise that innovation is the key to
competitive advantage. Only then can firms tailor their workplace to the demands of
competing through the creation of high quality, innovative, value-added products.

Innovation Chain Capabilities

Best practice firms have sound capability throughout the innovation chain.
Management capable of implementing best practice work organisation, creating
innovative products and seeking out export opportunities is a crucial part of best
practice. Management is discussed in the next chapter. Of course, an in-house R&D

762 James P. Womack, Daniel T. Jones & Daniel Roos, The Machine that Changed the World, Macmillan, New York,

USA, 1990, p.ii,69,75,81,82,92,225.
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capacity, the ability to gain finance and well-developed export marketing capability
are also vital to the innovation process. These matters are discussed in chapters eight,
13 and 14 respectively.

Innovation through Co-operative Linkages

To maximise the capacity to innovate and improve performance, firms must draw on
ideas and information from leading edge customers, R&D providers, suppliers and
other firms in their industry. The following discusses each of these linkages in turn.

Linkages with leading edge buyers, which are generally the most respected firms in
the most sophisticated market for a firm's product, can improve the capacity of firms
to innovate in several ways. Firstly, leading edge buyers generate ideas for firms by
asking them to develop new products or processes, and by exchanging ideas on new
products and processes. Among McKinsey’s emerging exporters, 80 per cent said
overseas customers were ‘very important or critical’ sources of information and 72
per cent said domestic customers were ‘very important or critical’ sources of
information. Secondly, leading edge buyers foster innovation by giving firms access
to other strategic customers. This assists by providing direct sales and further access
to ideas, and bolsters the firms credibility in the market. Overall, 30 per cent of
McKinsey's emerging exporters said that buyers were very important or critical for
finding and developing new overseas buyers. Finally, when leading edge buyers use
Australian firms to supply their products, they demand very high standards. A
survey of McKinsey's emerging exporters found that 82 per cent believed that
overseas customers were ‘very important or critical’ in raising their performance
over the last 5 years.”

Best practice firms also work constructively with their suppliers in order to identify
opportunities to innovate. The close relationship leads to suppliers shifting their
focus from simply seeking to be the lowest cost supplier in order to win contracts, to
instead focusing on the keys to international competitiveness for both firms and
suppliers, namely innovation, quality and value adding. The best of McKinsey's high
growth emerging exporters were willing to: work closely with suppliers on product
development; invest in and train their suppliers; and encourage open communication
and the exchange of ideas. They demanded targets for performance improvement
and regularly evaluated their performance. In turn, the McKinsey firms gained
because suppliers had incentive to focus on, and invest in, the firm's long-term
success.” In such circumstances, the lead firm gains significantly through access to
innovation from suppliers, and by gaining efficiency through having a reliable, high
quality, long-term source of supply.”” Porter's study also found that close co-
operative relationships between firms and suppliers was important to achieving
competitive advantage through innovation.”

7 Australian Manufacturing Council Secretariat & McKinsey and Company, op. cit., p.10-13.

ibid., p.6,7,21,22,24,25.
Anand Kulkarni, op. cit., p.365.
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7% Michael E. Porter, op. cit., at p.103 notes: ‘Competitive advantage emerges from close working relationships

between world-class suppliers and industry. Suppliers help firms perceive new methods and opportunities
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A close relationship between the parent firm and its suppliers is a key tenet of
Japanese lean production. In lean production, suppliers are picked on the basis of
long-term relationships, not on the basis of being the lowest bidder. Each supplier
specialises in one type of component and does not compete with other suppliers for
that component, so suppliers actively exchange knowledge on innovative production
techniques among each other. Suppliers work constructively with lead firms to
produce the best possible component. In return, the parent firm fosters the
relationship in a range of ways, such as by: respecting the right of the supplier to
make a fair profit; allowing the supplier to keep any proceeds that come from cost
saving innovations; keeping supply orders as constant as possible; providing finance;
and sharing personnel. This engenders the necessary collaboration between suppliers
and parent firms and produces great incentive for continuous improvement and cost
cutting. The lean production method of organising suppliers led to a vastly superior
performance than achieved among mass producers in productivity, innovation,
quality, cost and responsiveness to changing market demands for both suppliers and
parent firms.”’

By contrast, in Taylorist production systems, which are still prevalent in Australian
manufacturing, firms and their suppliers have adversarial relationships. The parent
firm generally designs the part in intricate detail, with supplier’s bids competing on
cost alone. Working to blueprint, suppliers have little opportunity or incentive to
suggest improvements in production design based on their own experience, meaning
a significant source of innovation, quality and cost reduction is ignored. Indeed,
suppliers actively withhold information from the lead firm about how parts are
produced so as to seek maximum profits. Further, because each supplier is ‘bidded
off’ against the others, they don't share ideas on production techniques, thereby
retarding productivity and innovation. The overall approach brings lower quality,
less innovation and higher costs than where suppliers and assemblers work
together.”

Best practice firms also work collaboratively with other firms. Many firms,
particularly SMEs, lack the resources needed to finance investments in capabilities
vital to their competitiveness. Joint initiatives among firms can facilitate projects on
research, technology or product development, distribution and marketing.”” AMC-
McKinsey research found that Australia's best performing SMEs in the ETM area are
much more likely than average to engage in joint initiatives in product development,

to apply new technology. Firms gain quick access to information, to new ideas and insights, and to supplier
innovations. They have the opportunity to influence suppliers' technical efforts as well as serve as test sites
for development work. The exchange of R&D and joint problem solving lead to faster and more efficient
solutions. Suppliers tend to be a conduit for transmitting information and innovations from firm to firm.
Through this process, the pace of innovation within the entire national industry is accelerated.’

James P. Womack, Daniel T. Jones & Daniel Roos, op. cit., p.61,62,146-151.
ibid., p.58,59,61,140-142,144,145.

Australian Manufacturing Council Secretariat & McKinsey and Company, op. cit., p.39,40; and Jenny
Stewart, The Lie of the Level Playing Field, op. cit., p.258,259.

767

768

769



184

product research and process R&D.” Firm collaboration can thus assist firms to
innovate, compete, grow and export beyond what they could achieve alone.

Thus, it is a complex mix of competition between firms in some contexts, and co-
operation in others, rather than simply unfettered competition, that leads to solid
economic performance.”’

Constant Innovation to Meet Customer Needs

Best practice firms recognise the importance of continuously innovating to meet
customer needs. Fast changing consumer demand creates opportunities for firms to
create competitive advantage by being the first to innovate to meet new customer
needs.”” This requires that firms have flexible production systems. Lean production
allows new cars to be designed in half the time taken by mass producers. Japanese
firms have used short model cycles and product proliteration to achieve competitive
advantage in a range of areas, including cars, motor cycles, cameras, watches and
consumer electronics. By contrast, Taylorist production systems rely on mass
production of standard products to achieve economies of scale, and do not have the
capacity to produce flexibly. Such systems therefore can not meet changing consumer
demands as effectively and result in declining competitiveness.”

In the Japanese car sector, flexible production means that cars can be ordered by
customers with precise specifications. Dealers and manufacturers have close
relationships. Dealers have information on computer on all their customers in their
geographic area and periodically visit them to identify their customer needs. These
customer preferences are fed back into the product development process, with sales
staff being loaned to the manufacturer at that stage. In this way, innovations are
always directed at meeting customer needs. The strong investment in providing
excellent service induces brand loyalty and repeat sales and ties the customer to the
retailer and the manufacturer.”

By contrast, in mass production systems, manufacturers produce large numbers of
standard cars and can not produce to order. Further, the relationship between the
manufacturer and the dealer is antagonistic. As sales are left exclusively to the
dealers, there is no mechanism for customer preferences to be fed back to the
manufacturer. Customer needs are not met as effectively. Indeed, given the
antagonistic relationship between manufacturers and dealers, sales people seek to
give customers as little information as possible and sell for the maximum possible

0 McKinsey and Company & the Australian Manufacturing Council Secretariat, op. cit., p.41,42 reported that

among Australia's emerging ETM exporters, 65 per cent of high growth firms have joint initiatives for
product development compared to 39 per cent of all firms, 45 per cent have joint initiatives for product
research compared to 28 per cent for all firms, and 40 per cent have joint initiatives for process R&D

compared with 22 per cent of all firms.

. Jenny Stewart, The Lie of the Level Playing Field, op. cit., p.258.

7 McKinsey and Company & the Australian Manufacturing Council Secretariat, op. cit., p.57.
James P. Womack, Daniel T. Jones & Daniel Roos, op. cit., p.64,65,98,127.

ibid., p.66,181-184,187,188.
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price. The focus is on one profitable sale, rather than establishing the trust necessary
for a lifetime of sales.”

Worker Empowerment

Best practice firms also utilise the full potential of workers to maximise competitive
advantage. Such worker empowerment can be facilitated in two key ways. Firstly, it
can be facilitated at the workplace level through reforms such as: reducing or
removing supervision and devolving more responsibility to workers; increasing
training and multiskilling to equip workers with the skills to manage their more
demanding roles; establishing work teams; fostering worker commitment by giving
staff ownership over their work; and achieving continuous improvement by
establishing mechanisms to implement the ideas of workers on work organisation.”

Worker empowerment is a key part of Japanese lean production and it helped
Japanese manufacturers to create a competitive advantage over their Taylorist rivals.
Taylorism involves workers doing a simple, unskilled, repetitive, alienating task on a
production line. Classification structures are hierarchical. Supervisors act as
disciplinarians and specialists undertake other activities such as machine repair. Such
hierarchical structures and deskilled workers can not produce competitive advantage
in key areas such as quality, innovation, flexibility, continuous improvement and
customer focus.”” By contrast, Japanese lean production empowered workers to
achieve competitive advantage in all these areas. Workers were placed in teams and
put in charge of their own part in the production process. The maximum number of
tasks and responsibilities were transferred to those workers actually adding value on
the line. Supervisors were entirely removed, thereby saving money on what had
been an activity that added little or no value. Investment in training was increased
greatly as workers had to become multiskilled, learning all the key tasks in their
work area. Workers were actively encouraged to think proactively about how to
improve the production process, and management were prepared to delegate
maximum responsibility to the work team. The teams periodically met to suggest
methods of improving work processes, which led to continuous, incremental

improvement. This process has more recently been called ‘quality circles’.”

A significant competitive advantage was achieved by empowered workers under
lean production, compared with their de-skilled, alienated counterparts in Taylorist
production systems. While most workers in Europe and North America did not
make a single suggestion on how to improve work processes over a year, Japanese
workers made an average of 62 suggestions per year, most of which were
implemented.” One study found that 60 per cent of industrial innovation in Japan

7 ibid., p.172-174.

Such changes are advocated by: Bill Ford ‘Integrating Technology, Work Organisation and Skill Formation:
Lessons from Manufacturing for Ports” in Michael Costa & Michael Easson (eds), op. cit., p.229-250 at p.237-
245; and Pappas, Carter, Evans & Koop/Telesis, op. cit., p.58,59.

776

77 Bill Ford ‘Integrating Technology, Work Organisation and Skill Formation: Lessons from Manufacturing for

Ports’ in Michael Costa & Michael Easson (eds), op. cit., p.229-250 at p.231.
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emerges from the shop floor”® Empowering and inspiring workers to lead the

innovation process brought surging competitive advantage through improvements
in work processes, quality, productivity and product innovation.™

Worker empowerment also improves product quality because it limits supervision
and instead places ultimate responsibility on workers for the outcome of their work.
Some Australian managers would find this a ridiculous suggestion, believing that
supervisors can detect the faults of workers and fix them, thereby improving quality.
In fact, it is precisely when the ‘safety net’ of supervision is removed and staff are
held ultimately responsible for the outcomes of their work that quality has been
shown to rise. Quality also rises because giving staff control over their work
improves work satisfaction and the pride workers take in their work. Workers also
have more time to focus on quality when they are freed from having to constantly
show their work to managers.

The Womack, Jones and Roos study showed that giving workers control and
responsibility for their work outcomes leads to improved quality. In mass production
plants, workers were not held responsible for the quality of their work. They simply
allowed defects to pass down the line because they knew there was a rework area at
the end of the line. By contrast, in lean production, workers were made responsible
for the quality of their work. Over time, as work teams gained experience in
identifying and tracing problems to their ultimate cause, the number of errors
dropped dramatically and although every worker could stop the line, it almost never
stopped. Eventually, Toyota assembly plants performed negligible rework, yet had
among the lowest number of defects in the world. By contrast, most mass production
plants devote 20 per cent of plant area and 25 per cent of their work hours fixing
mistakes. Productivity and quality achieved are considerably lower.”

The second way worker empowerment can be facilitated is through the
establishment of industrial democracy structures that allow co-determination of
company decisions in areas such as training and skill formation, work organisation,
innovation, quality control, investment and marketing. Australia Reconstructed noted
that such structures have been operating in West Germany, Austria, Sweden and
Norway for decades. For example, in Sweden, there are generally two worker
representatives on Boards of Directors and at least 50 per cent worker representation
on industrial democracy structures such as economic committees, works councils and
safety committees. Australia Reconstructed concluded that employee empowerment in
those nations, by unlocking the potential of workers, led to improved output,
productivity, quality, customer service and competitiveness and reduced disputation
and absenteeism. Employers agreed that worker empowerment was positive
economically, even in its most contentious application, namely representation on

78 ACTU/TDC Mission to Western Europe, op. cit., p.155,156.

James P. Womack, Daniel T. Jones & Daniel Roos, op. cit.,, p.92. This work organisation approach is also
endorsed in: Stephen S. Cohen & John Zysman, op. cit., p.206; Bill Ford ‘Integrating Technology, Work
Organisation and Skill Formation: Lessons from Manufacturing for Ports’ in Michael Costa & Michael Easson
(eds), op. cit., p.229-250 at p.237,241; and Peter Ewer, Winton Higgins & Annette Stevens, op. cit., p.58,59.

78 James P. Womack, Daniel T. Jones & Daniel Roos, op. cit., p.56-58,79,80,90,91,99.
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Boards of Directors.® These benefits of industrial democracy and employee

empowerment have been confirmed elsewhere.”™

Utilising the Talents of All

Best practice firms do not discriminate against women and minority groups. Instead,
they recruit on the basis of merit because they recognise that achieving competitive
advantage in innovation-intensive production requires a highly skilled workforce.
Studies have confirmed the importance of equal employment opportunity (EEO) to
economic performance. A United States study of Standard and Poors 500 companies
found that companies committed to promoting women and minority workers had an
average annual return on investment of 18.3 per cent, compared with 7.9 per cent
among those firms with poor EEO records.”” Given the under-representation of
women and migrants in senior positions, it is vital that firms have EEO strategies to
ensure recruitment, selection, promotion and transfer occurs on the basis of merit.”
Best practice firms complement these measures with initiatives to assist workers to
reconcile efficient and productive work with their family responsibilities, a vital
consideration given that 60 per cent of families with dependent children have both
parents in the workforce.”™

In summary, to achieve competitive advantage based on innovation, a new style of
workplace is required. Hierarchical structures that actually prevent staff from
making a significant contribution to continuous improvement must give way to
work organisation that: recognises innovation and quality as central to achieving
competitive advantage; gives workers the skills, autonomy and responsibility to
drive continuous improvement; focuses on customer needs; maintains strong
linkages with leading customers, suppliers and other firms directed at increasing the
rate of innovation; and includes strong capability in R&D, management, deploying
technology and export marketing. If Australia could rapidly implement best practice
throughout its economy, it could achieve a surge in national competitiveness through
innovation.

2. Market Failure and Australia's Weaknesses in Best Practice Work
Organisation

History shows that markets can take decades to disseminate new paradigms of best
practice throughout national economies. The capacity to implement new forms of

work organisation has been a key cause of differing economic outcomes between
nations. Nations that have quickly mastered new best practice paradigms have

78 ACTU/TDC Mission to Western Europe, op. cit., p.136,162.

Department of Employment and Industrial Relations, Industrial Democracy and Employee Participation: A Policy
Discussion Paper, Australian Government Publishing Service, Canberra, 1986, p.37.

Stephen Gaskill, A Solid Investment: Making Full Use of the Nation's Human Capital: Recommendations of the
Federal Glass Ceiling Commission, Federal Reserve Bank of St Louis Missouri, Washington D. C., 1995, p.5.
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Australian Bureau of Statistics, Labour Force Status and Other Characteristics of Families Australia June 1996, Cat.
no.6224.0, p.2.
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achieved national affluence. For example, in the 1800s, English mastery of craft
production, in which each worker made whole products, was an important cause of
their economic dominance. In this century, the rise of the United States to economic
superpower was partly caused by their mastery of Taylorist or Fordist production.™
By the 1940s, the United States accounted for more than half the world's gross
national product.” By contrast, Europe did not convert to Taylorist mass production
for decades after the United States, leaving a gulf in economic outcomes. It took 50
years to diffuse across the world. Finally, the unprecedented economic performance
of the Japanese economy since 1950 was partly due to the fact that they were first to
master lean production, which has been shown to lead to vastly superior quality,
productivity and innovation than that achievable under Taylorism. While Japan had
invented lean production and was disseminating it widely throughout their economy
by the 1950s, Western manufacturers ignored lean production for decades and stuck
with their mass production techniques. Many still persist with Taylorism.”

Australian firms have barely begun to implement modern best practice work
organisation. Indeed, most do not recognise that innovation is the key to national
competitive advantage and are not aware of many of the key components of best
practice. Instead, many firms focus on negative cost-cutting and selling low cost
products. The ensuing work organisation can never achieve competitive advantage
through innovation. Firms that seek to compete on the basis of cost in innovation-
intensive market segments are prone to failure because their focus on low prices
creates insufficient revenue to finance sufficient investment in capabilities necessary
to producing and selling innovative products, such as R&D, skills development and
marketing. The result is that firms move progressively into market segments
vulnerable to price-based competition from developing countries. As argued earlier,
this can not be the basis for sustainable competitive advantage.”

Given that Australian firms generally lack awareness of what constitutes best
practice, it is not surprising that they have not implemented it to any great extent.
The widespread ignorance and poor overall competency of Australian management
is a key reason why best practice work organisation has failed to spread widely
throughout the economy.”™ The R&D performance of most firms is poor, many lack
the skills to attract finance, and the great majority do not export.

Australian firms generally do not utilise linkages with leading edge customers, R&D
providers, suppliers and other firms in their industry. An AMC-McKinsey study
found that even most of Australia's emerging ETM export firms still lack the web of
relationships that could provide them with ideas for innovation and performance
improvement. While many had developed strong links with customers, few had

7 James P. Womack, Daniel T. Jones & Daniel Roos, op. cit., p.256.

" Lester Thurow, Head to Head, op. cit., p.57.

James P. Womack, Daniel T. Jones & Daniel Roos, op. cit., p.256-258.

Lance Worrall, ch.10 ‘Networking as industrial strategy’ in Roy Green & Rodin Genoff (eds), Making the
Future Work: Crisis and Change in the South Australian Economy, Allen and Unwin, St Leonards, New South
Wales, 1993, pp.183-199 at p.187.

Economic Planning Advisory Council, Human Resource Management and Workplace Change: Proceedings of an
EPAC Roundtable held in Canberra on 6 February 1995 - Council Paper No.8, Australian Government Publishing
Service, Canberra, 1995, p.6.
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strong links with other firms, suppliers and public R&D providers.” Australian firms
have generally been opposed to joint projects because they believe sharing market
knowledge with competitors gives away potential advantage. Unfortunately, it is
often only through joint projects that SMEs can make the investments necessary to
survive and grow in innovative segments.” The failure to share information also
retards the diffusion of innovative ideas, technology and best practice work
organisation throughout the economy.”

Worker empowerment has not been substantially achieved in Australia, although the
award restructuring process did lead to a significant increase in multiskilling,™
brought some progress in establishing skills-based classification structures and flatter
structures, and led to increased investment in training.”” However, many workplaces
remain hierarchical, with workers untrained, given little responsibility, heavily
supervised and understandably apathetic. Many managers remain paternalistic and
defensive of 'managerial prerogatives'. Adversarial relationships between workers
and management still generally prevail and workers are seen as costly factors of
production to be controlled, rather than assets with much to contribute towards
achieving competitive advantage. There is little enthusiasm for active employee
involvement in workplaces through work groups on the shop floor.”™ A 1995 EPAC
paper noted that “...the transition from a 'compliance' to a 'commitment' model of
employment relations ...is incomplete or piecemeal in many organisations...””” The
Australian Workplace Industrial Relations Survey found that in 1990, only 13 per
cent of all workplaces with over 20 employees had installed quality circles or
productivity improvement groups.”™ Progress towards the establishment of work
teams has been poor.*"

In manufacturing, Australia is being crucially disadvantaged by widespread
continuation of Taylorist work organisation. Taylorist workplaces, because they
alienate and stifle workers, rather than empower them to drive change, can never
bring competitive advantage based on innovation.*”

There is also little enthusiasm for active employee participation though
representation on industrial democracy structures. Kitay and Lansbury noted that
‘..there has been little role for unions and employees in the governance of

™ Australian Manufacturing Council Secretariat & McKinsey and Company, op. cit., p.iii,6,7.

" These are the views of Dr Cantoni, director of the Australian Telecommunications Research Institute at

Curtin University as reported in ‘Research collaboration the key” in The Australian, 9 June 1992, p.9.

7 Anand Kulkarni, op. cit., p.364.

b Jim Kitay & Russell D. Lansbury, ‘Human resource management and industrial relations in an era of global

markets: Australian and international trends’ in Economic Planning Advisory Council, Human Resource

Management and Workplace Change, op. cit., pp.17-72 at p.45.

™ Lance Worrall, op. cit., p.198,199; and Working Nation: Policies and Programs, op. cit., p.33.

7 Bill Mansfield, ch.9 ‘Trade unions and the challenge of change’ in Michael Costa & Michael Easson (eds), op.

cit., pp-187-206 at p.192,194; Pappas, Carter, Evans & Koop/ Telesis, op. cit., p.14; and ACTU/TDC Mission to

Western Europe, op. cit., p.157.

™ Economic Planning Advisory Council, Human Resource Management and Workplace Change, op. cit., p.19.

8 Frederick G. Hilmer ‘Beyond benchmarking and continuous improvement: A challenge to management’ in

Michael Costa & Michael Easson (eds), op. cit., pp.167-186 at p.170.

0 Jim Kitay & Russell D. Lansbury, op. cit., p.46.

%2 Peter Ewer, Winton Higgins & Annette Stevens, op. cit., p.140,141.
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enterprises...”*” Forums in which management and labour could discuss work
organisation reforms have not developed in most organisations." Surveys have
shown that a large majority of managers believe that employee involvement in
decision making has ‘little impact’ on productivity.”” In nearly three quarters of
workplaces, unions are not consulted or even informed about organisational changes
that affect employees. Only seven per cent of workplaces have workers on Boards of
Directors.*

Thus, while nations like Japan extract maximum input from employees on how to
create competitive advantage, the vast majority of Australian firms persist with
hierarchical, top-down management and thereby ignore the vast potential of the
workforce to contribute to innovation, quality and productivity.*”

The talent and skill of women continues to be under-utilised. Despite having higher
numbers in higher education, women are under-represented in jobs critical to the
establishment of national competitive advantage. At November 1996, women
remained concentrated in low paid occupations, with 53 per cent of female
employees working as clerks and sales and personal service workers and a further 9
per cent working as labourers and related workers. Meanwhile, women comprised
only 2.1 of Australia’s 6.3 million full time workers; were over-represented in part-
time and casual work; and made up only 24 per cent of managers and administrators
and 45 per cent of professionals/ para-professionals.” The 1996 Boards of Directors in
Australia study found that only one per cent of company executive directors were
women.” Widespread introduction of work and family measures is also yet to be
achieved.™

People from non-English speaking backgrounds are also under-represented in key
occupations including management. This is particularly concerning given their
capacity to increase exports through their language skills and understanding of
export markets.”' Given that women and migrants account for the majority of the
population, their under-representation in jobs crucial to national competitiveness is
harming national economic performance.

* Jim Kitay & Russell D. Lansbury, op. cit., p.55.

% Peter Ewer, Winton Higgins & Annette Stevens, op. cit., p.70.

805 Pappas, Carter, Evans & Koop/Telesis, op. cit., p.73-75.

% Jim Kitay & Russell D. Lansbury, op. cit., p.56.

Bill Mansfield, op. cit., p.195.

Australian Bureau of Statistics, Labour Force Australia November 1996, Cat. n0.6203.0, p.11,45.

Forn/Kerry International & the Australian Institute of Company Directors, Boards of Directors in Australia,
Fifteenth Study 1996, Forn/Kerry International & the Australian Institute of Company Directors, Sydney,
1996, p.3,6,7.

Economic Planning Advisory Council, Human Resource Management and Workplace Change, op. cit., p.11.
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3. Rationalism and Best Practice Work Organisation

Orthodox theory subsumes any explanation of the dynamic process of work
organisation under an abstract model of factor substitution and technical changes
induced by changes in relative factor prices.”” Partly as a result, rationalists tend to
believe that competition and unfettered markets will alone produce best practice
work organisation.

There are two key weaknesses in the rationalist approach to the labour market. The
first weakness is that wage and cost reductions are seen as the key to improved
economic outcomes. For some rationalists, this prescription stems from their focus on
factor substitution. Any unemployment is assumed to stem from wages being above
their market clearing level. Wages must be cut to increase the demand for labour and
eliminate unemployment. As noted earlier, a sole focus on cost-cutting can not
produce sustainable competitive advantage.

The second rationalist policy weakness is the assumption that relatively free markets
will produce best practice. Rationalist prescriptions in the labour market are almost
solely directed to methods of deregulation, such as moving from centralised wage
fixing to a deregulated enterprise bargaining framework, with a minimal role for
awards, unions, workers, government and the Australian Industrial Relations
Commission in influencing workplace outcomes. Very little attention is given to the
desired ends of workplace change, namely what constitutes best practice work
organisation and how it could be implemented. It is simply assumed that in an
environment of free markets and competition, firms will know what to do. The
weakness of this approach is that, as demonstrated above, most firms have little
knowledge of the components of best practice, let alone the means or will to
implement it. Indeed, the situation is worse than this. The rationalist dominated
debate has convinced many employers that the key to improved economic
performance is to focus largely on cutting costs, wages and conditions. Again, the
market has failed to disseminate best practice work organisation, despite the
existence of a modern best practice paradigm for more than four decades.

4. Industry Policies to Foster Excellence in Work Organisation

In an environment in which the market mechanism can take decades to diffuse new
forms of best practice, Australia can increase its international competitiveness by
being among the first nations to implement the new paradigm of best practice. In
manufacturing, only one nation has mastered lean production, while many are just
beginning to implement it.** Given the improvements to competitiveness available
through implementing best practice, this situation provides a major opportunity for
Australia to significantly improve its economic performance.

In all nations that have been relatively successful in diffusing best practice
throughout their economies, public agencies have guided the diffusion.”™™ Much of

12 James Juniper, ch.4 ‘Production systems debate’ in Michael Costa & Michael Easson (eds), op. cit., pp.51-77 at

p-57.
James P. Womack, Daniel T. Jones & Daniel Roos, op. cit., p.277,278.
Economic Planning Advisory Council, Human Resource Management and Workplace Change, op. cit., p.10.
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what can be done to encourage best practice work organisation is discussed in other
sections in part two. In particular, the spread of best practice would be fostered by
policies to improve Australia’s capability in education and training, management,
R&D, technology diffusion and export marketing.

Government can build on these initiatives in two key ways. Firstly, Australian
employers, managers, unions, workers and bureaucrats must be comprehensively
educated in what best practice involves. This will require the Government, in
consultation with industry and unions, to formulate and publish a vision of best
practice and disseminate it widely. Secondly, the Government needs to provide
mechanisms to facilitate the rapid implementation of best practice.

To diffuse best practice quickly, the capacity to produce workplace change across
whole industries should be restored and fostered. Devolving agreements solely to
the workplace level means there is little capacity to quickly implement best practice
across whole industries and thereby achieve rapid surges in competitiveness.
Nations that have advanced the furthest towards best practice have kept a strong
industry level approach and some centralisation, sometimes in concert with
workplace deals.*” To foster industry-wide workplace change, industry workplace
change committees could be established with representation from employers and
unions. Their aim would be to establish an overall vision for workplace change in the
industry and then produce industry agreements to implement the vision in the
industry's workplaces over time. It is hoped that industry agreements,
complemented by specific agreements at the workplace level, would facilitate the
rapid diffusion of best practice across the economy.

The Government could establish an Industry Reform Program to support the
establishment of industry agreements. The program could provide partial funding
for agreement making, research and expert personnel and could help produce
literature on workplace change being undertaken in the industry. Ideally, industry
agreements might comprehensively tackle several major planks of the best practice
agenda. For example, firms could decide to establish the worker empowerment
agenda over a three year period. Having numerous firms in the industry complete
the process together would provide great opportunities for shared learning and
efficient implementation. It would also make production of information facilitating
the process efficient and effective. Conceivably, industry agreements, with the
support of the Industry Reform Program, could lead to widespread implementation
of the best practice agenda within a decade and produce a surge in competitive
advantage.

Workplace agreements could usefully complement such industry agreements.
However, such workplace agreements must involve co-determination by workers
and management, not an employer/management driven process with mock
consultation of the workforce.”™ Legislation and/or a national agreement between
the ACTU, peak employer organisations and the Government could achieve co-

i Jim Kitay & Russell D. Lansbury, op. cit., p.71,72.

Pat Wright, ch.9 ‘Towards a mini-Accord’ in Roy Green & Rodin Genoff (eds), op. cit., pp.158-180 at p.173-
174.
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determination through 50 per cent worker representation on industrial democracy
structures covering areas crucial to the competitiveness of firms. The Government
could also consider legislation to require employee participation on Boards of
Directors in companies with more than 100 employees.”” Employees, because they
work at the coal face, can make substantial contributions to productivity if their
potential is unlocked via participation on workplace governance structures, rather
than being substantially ignored, as is the case at present.

To encourage positive economic outcomes, a ‘no disadvantage test’ should remain on
workplace or industry agreements and a minimum award safety net covering all
‘standard’ conditions should be enshrined in legislation. There should also be regular
National Pay Cases to provide across the board pay increases.”® Such a framework
prevents firms from seeking the ultimately self-defeating strategy of cutting worker
entitlements as a means of improving competitiveness. Instead, as shown by the
experience of firms in Japan, Germany and Italy, firms must focus on reforming their
work processes and implementing best practice to achieve sustainable competitive
advantage.®”

The Government could encourage the spread of lean production throughout
manufacturing through a Lean Production Program. The Government would
provide incentives for Japanese firms to locate plants in Australia where they involve
the establishment of lean production. In return, the firm would train Australian
workers and managers to run the enterprise so that we could establish a skills and
knowledge base in lean production. Site visits by other Australian firms and
publications on lean production would assist to disseminate lean production
throughout manufacturing. It has been shown lean production, after a learning
period, can be successfully transplanted in nations outside Japan, and that having
lean competitors nearby mass producers shows the latter the methods for reform.*

These initiatives could be complemented by the recommencement of programs
established by Labor which, although relatively small in size, showed the potential of
government programs to diffuse best practice. In particular, the National Industry
Extension Service (NIES) network delivered enterprise improvement programs
through a network of offices throughout Australia. In 1994-95, nearly 3,000 firms
participated in AusIndustry-NIES enterprise improvement programs.* A 1996 Price
Waterhouse review of AusIndustry's enterprise improvement programs argued that
market failure was occurring in the spread of best practice due to spillovers and the
inability of small manufacturers to assess the benefits of best practice activities,
leading to an underinvestment in best practice by firms. The study showed that firms

817 These ideas are derived from, but are somewhat different to, the reforms suggested in ACTU/TDC Mission

to Western Europe, op. cit., p.158-160.

88 Working Nation: The White Paper on Employment and Growth, Australian Government Publishing Service,

Canberra, 1994, p.28; and Working Nation: Policies and Programs, op. cit., p.29-32.
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819 John Mathews, ‘Future directions in human resource management and workplace change’ in Economic

Planning Advisory Council, Human Resource Management and Workplace Change, op. cit., pp.123-127 at
p-125,126.

James P. Womack, Daniel T. Jones & Daniel Roos, op. cit., p.82-84,257.

Department of Industry, Science and Tourism, Annual Report 1994-95, Australian Government Publishing
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participating in enterprise improvement programs formed a higher level of
commitment to a range of best practice activities. Between 1990-91 and 1994-95,
enterprise improvement participants achieved: total sales growth of 18 per cent,
compared to 14 per cent among all manufacturers; and export growth of 63 per cent,
compared to 39 per cent among all manufacturers. Given the market failure
occurring in the diffusion of best practice and the benefits achieved by the program,”
the study concluded that: ‘ongoing Government intervention in the SME “market”
for EI [Enterprise Improvement] programs is warranted...””” Thus, these enterprise
improvement programs could be recommenced as part of the Centres for the
Diffusion of Key Technologies and Best Practice program suggested in the previous
chapter.

Labor's Australian Best Practice Demonstration Program (ABPDP) assisted 42
companies to implement best practice and achieve substantial improvements in
performance. Best practice initiatives were then demonstrated to other firms.™ It
may be that the program could be usefully recommenced, particularly if focused on
SMEs, which are often have little awareness of best practice.

In the early 1990s, Labor also established the Business Networks Program, which was
effective in establishing a range of networks between SMEs (and sometimes between
SMEs and research agencies, tertiary institutions and/or large enterprises) to
facilitate activities including procurement, product or process development,
distribution, domestic and/or export marketing and after sales service. Under the
program, network brokers assisted with feasibility studies and the development of
the business plan and seed funding was provided for the first year of operation.” At
30 June 1996, 181 networks, involving almost 900 firms, had received support under
the program. Of these, 15 networks had lapsed and 166 networks were in the process
of being established or were fully operational.” Such funding is important because
set-up costs are an important impediment to the establishment of joint initiatives.””
The program played an important role in fostering the networking so important to
enabling SMEs to compete on the basis of innovation. Given Australia's weakness in
this area, the program could usefully be recommenced.

The Government could also foster the diffusion of best practice by establishing a
national network of volunteer mentors, based on the Service Corps of Retired
Executives (SCORE) Association in the United States. SCORE was founded in 1964
and has 12,400 volunteer members and 389 chapters throughout the United States.
Working and retired executives and business owners provide confidential
counselling and mentoring to help people start and operate small businesses
successfully. Volunteers also co-ordinate low-cost seminars and workshops to

2 Price Waterhouse, The Longer Term Impacts of Participation in AusIndustry Enterprise Improvement Programs:

Report for the Office of AusIndustry, Price Waterhouse, Canberra, 1996, p.i-iii,17,38,39.
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provide business people with additional training on specific business topics. In 1996,
almost 257,000 business people were assisted with counselling and workshops and
more than one million hours were donated to help small business people.” Australia
does not have a comprehensive network providing mentoring support for
businesses. The Federal Government should have several grant rounds to provide
small amounts of seed funding to help organisations to establish such mentoring
support services for businesses in their local area. For minimal short-term cost,
significant on-going mentoring support for businesses could be facilitated through an
Australia wide network of experienced volunteer mentors, thereby producing
further diffusion of best practice.

The Government could also foster EEO by: providing sufficient resources for the
Affirmative Action Agency; disseminating information on establishing EEO
programs; directing the private sector to set their own, realistic targets for the
increased participation of women in private sector management, corporate boards
and academia and setting quotas if satisfactory performance is not achieved within 5
years;*” and increasing incentives for the establishment of work based child care
centres.

%8 United States Small Business Administration Homepage at 28 January 1998.

i Industry Task Force on Leadership and Management Skills, op. cit., p.27-29.



196

Chapter 11: Management

1. The Importance of Management to Competitive Advantage Based
on Innovation

Skilled and experienced managers are vital to achieving competitive advantage
through innovation because it is management that must oversee those innovative
processes that can turn a potentially lucrative idea into a fast selling product. For
example, managers must oversee R&D projects and create excellence in work
organisation. Managers must also decide on the take-up of new technology, attract
finance, create and maintain a skilled workforce, implement marketing plans and
seek out export markets. In addition to having the skill to manage these complex
processes, managers must be able to determine which ideas have commercial
potential and be prepared to invest significantly, often at considerable risk, to create
a successful product. It is management that must grasp the opportunities offered in a
global environment in which some products and services may become quickly
obsolete, while major market opportunities open up elsewhere. Firms and nations
with managers that can affect continuous organisational change to get out of
declining market segments, and seize export opportunities in growing segments, will
achieve successful restructuring, high exports and strong growth. Firms and nations
with managers that are unable to adapt to change will suffer stagnation.*

Management skills are thus a key determinant of the capacity to export. McKinsey's
world wide research has shown that one of the critical factors that enables firms to
successfully export is to have management that is pro-active and committed to
innovation and change. A McKinsey/ AMC report found that the leadership of a
firm's top management and their commitment to exporting was one of the three key
elements distinguishing high exporting firms from non-exporting firms.
Management commitment is vital because export success can require much
perseverance, sometimes including three to ten years of low or negative returns,
before fruit is born. The report further noted that many non-exporting firms had the
quality products and overall potential for achieving high exports, but did not export
simply because they lacked the vision of themselves as an exporting firm.*"

Management is also crucial to restructuring. While the McKinsey report found that
management skill was important in achieving exports of ETMs,”™ the LEK
Partnership study showed that committed, passionate individuals in leadership were
a highly common feature of successful service exporting firms.*

Managers, through their capacity to drive innovation, are also pivotal to achieving
employment growth. A 1994 OECD paper, the Employment/Unemployment Study,
concluded that the principle reason for the decline in employment growth
throughout the OECD has been an insufficient capacity to innovate and adjust, and

% ibid., p.6,93,100.

McKinsey and Company & the Australian Manufacturing Council Secretariat, op. cit., p.17-19,57,
ibid., p.17-19.
LEK Partnership, op. cit., p.48,56.
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that the key reason for this is that management skills and education and training in
all countries, bar Japan, had fallen behind the requirements of a technologically
advanced economy.*

Thus, management skills are crucial to building innovative, export-oriented firms
and therefore to restructuring, employment growth and national competitive
advantage.

2. Market Failure and Australia's Weaknesses in Management

Markets fail to produce large numbers of effective managers because for individual
tirms, the cost of providing the education, training and experience needed to
produce good managers can rarely be returned to the firm, given that managers can
leave the firm.

Australia's overall management capability is poor.” The Karpin report estimated

how Australian enterprises were performing on a range of tasks compared to world
best practice at 2010. The results were as follows:

Australia's Management Competence in a Range of Tasks: Percentage of 2010 Best
Practice

Task Small and medium sized Large enterprises
enterprises
Customer orientation 60 50
Entrepreneurship 60 30
Functional skitls 50 75
General education 0 60
Global orientation 30 30
Management development 10 40
Quality commitment 30 50
Soft skills 40 30
Strategic skills 20 40

Source: Industry Task Force on Leadership and Management Skills, Enterprising Nation: Renewing Australia's
Managers to Meet the Challenges of the Asia-Pacific Century: Report of the Industry Task Force on Leadership and
Management Skills: Executive Summary, Australian Government Publishing Service, Canberra, 1995, p.7,8. Note
that the figures have been read from a bar graph and rounded to the nearest five per cent.

IMD’s World Competitiveness Yearbook 1996 found that Australia's management was
poor by world standards, with overall management efficiency ranked 30th of the 46
nations included in the study. Of particular concern was that Australian managers

= Industry Task Force on Leadership and Management Skills, op. cit., p.94.

Industry Task Force on Leadership and Management Skills, op. cit., p.14,15 noted that a 1995 study by the
Institute for Research into International Competitiveness of Australia's customers in 5 Asian nations found
that Australian managers were rated a long way behind the other five competitor nations in the study
(Germany, Japan, Taiwan, UK and the USA) in a range of management competencies including
entrepreneurial skills, networking with businesspeople overseas, creativity in generating new business
ventures and ability to explore business opportunities. Others to note the poor overall competency of
Australian management include: Julian Disney, Some Priorities for National Development - A Paper Prepared for
the ‘Conference on Social Justice’ organised by the ACT Council of Social Service, Canberra, 2 April 1993,
Unpublished, 1993, p.14; ACI'U/TDC Mission to Western Europe, op. cit., p.120; and Peter Ewer, Winton
Higgins & Annette Stevens, op. cit., p.93,94.
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were ranked 37th for ‘entrepreneurship and innovation” and 32nd for the time they
take to launch new products into the market.” Indeed, there is often significant
contempt for innovators and their technical abilities among Australian managers.*
Australian managers tend to be strongly focused on negative cost-cutting, rather
than new product development.*

Part of the weakness of Australian management in encouraging innovation can be
explained by the short-term horizons imposed by Australia's management and
accounting systems, which focus on quarterly and annual returns on investment. In
seeking to maximise annual returns, it can be far easier to reduce investment, rather
than seeking to maximise returns, by reducing spending on activities crucial to
continuing success for the enterprise. This short-term focus can be reinforced where
managers receive large annual bonuses based on annual profits. Achieving and
maintaining competitive advantage requires continuous innovation, which
necessitates considerable investment in innovative activities. Unfortunately, this can
mean that capital budgeting requirements will vary significantly from time to time.
High short-term investment and debt - and ensuing low returns - are often vital to
achieving longer term competitive advantage based on innovation. While Australia's
firms often sacrifice investment for short-term profit, world best competitors
establish a competitive advantage through further innovation. By the time Australian
firms begin to lose market share, it is generally too late to regain lost ground. Thus,
the short-term profit focus of our management plays an important part in the cycle of
disinvestment, stagnation and business failure.*”

Not surprisingly, lack of management skill appears to be constraining growth of high
technology firms. These firms often have particular management and financing
requirements given high R&D expenditures, early involvement in export markets
and rapid growth. The Epsie report found that lack of management skills was
constraining the growth of high technology firms because: they are often run by
people with strong technical backgrounds but minimal management skills; they
underestimate the importance of employing management, marketing, finance,
accounting, production and administration expertise; the education system is failing
to provide appropriate management training for high-technology entrepreneurs;
high technology firms often have difficulty recruiting managers with the necessary
skills and experience; and, managers in high technology firms can't get the finance
they need to fund their rapid growth because they are reluctant to take on the equity

¢ IMD, op. cit., p.63,511,515.

%7 John M. Legge, The Competitive Edge, op. cit., p.xii,xiii.

. Sowaga, ch.4 ‘The role of innovation and top management in Australian corporations - A survey of

manufacturing companies’ in Kyoko Sheridan (ed.), op. cit., pp.51-64 at p.53-55 reported that in his survey,
only 31 per cent of Australian firms focused their management strategies on new product development
compared to 55 per cent of Japanese firms, while only 12 per cent of Australian firms focused their
management strategies on diversification compared to 27 per cent of Japanese firms. Typically, curtailing
costs was the prime management focus among Australian firms, with almost 40 per cent having cost cutting
as their prime management focus, a figure more than three times the proportion of Japanese firms that were

similarly focused.

% James Juniper, op. cit., p.69,70,74,75; Paul Chapman, ch.3 ‘Australian industry - surely not “no policy”’ in

Michael Costa & Michael Easson (eds), op. cit., pp.69-96 at p.70,71; and Peter Ewer, Winton Higgins &
Annette Stevens, op. cit., p.60,64,65.
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investors, lack the experience in framing investment proposals and often pursue
inappropriate loan funds.*

The capacity of Australian management to achieve export growth also appears
questionable. The 1996 IMD report found that Australia's senior managers were
ranked 26th in terms of their experience in international business.*' The Hughes
Report found that the key reasons why most of Australia's 40,000 potential
manufacturing and service exporting firms did not export was because Australia's
managers lacked the knowledge and experience necessary to export and were
excessively risk averse.*” The McKinsey survey of emerging exporters also found
that inadequate management skills were a significant constraint to exporting,
particularly as firms grow and the range of management skills required expands.*”

Australian managers generally have little knowledge about what best practice
involves, let alone the capacity to implement it. Many view negative cost-cutting as a
priority and continue with a hierarchical, adversarial approach. Few have
substantially adopted key elements of best practice, such as worker empowerment,
working with leading edge customers and suppliers and focusing on quality and
innovation. Australian enterprises, training providers and educational institutions
are moving much slower towards the implementation of the new management
paradigm than many of their counterparts overseas.*

In 1994-95, only around 17 per cent of managers had tertiary business
qualifications.* Further, the Karpin report estimated that 180,000 of Australia's
400,000 front-line managers have no formal management training. This is of major
concern because frontline managers are the largest group of managers numerically
and are central to a firm's performance.*

Many of Australia's SMEs stagnate and fail because of a lack of management
competence. Evidence outlined in the Beddall report suggested that 86 per cent of
people considering whether to start a small business had not undertaken any
training in managing small businesses and only one-fifth of owner/managers had a
trade, technical or professional qualification that required study extending beyond a
year. Many small business people appear to believe that small business advisory
services and management training are not necessary nor valuable. This is a
disturbing situation given that, simply to survive, small business owner/managers
need a range of operational skills, such as financial planning and cash flow
management, and must deal with a complex array of legislative issues such as

B0 Australian Academy of Technological Sciences, op. cit., p.1,11,12,17,18,37,38.

IMD, op. cit., p.518.

Report of the Committee for Review of Export Market Development Assistance, Australian Exporls:
Performance Obstacles and Issues of Assistance: Report of the Committee for Review of Export Market Development
Assistance, Australian Government Publishing Service, Canberra, 1989, p.40.
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taxation, industrial relations, superannuation, workers compensation and business
licensing. Evidence provided to the Beddall committee suggested that this lack of
management education led to between 66 and 90 per cent of small businesses failing
within five years.*” Thus, the great majority of small business owner/managers don't
have the management skills to survive, let alone the skills in managing R&D,
technology, work organisation, finance, marketing and exporting needed to grow
into world competitive exporters in affluent market segments.

The Karpin report found that part of the reason for Australia's poor management is
that the typical management education provider is substantially below best practice
in virtually all areas of management education. Australia's university management
schools are not effectively teaching best practice work organisation, nor the new
paradigm for management and there are no world class management schools in
Australia. TAFE management and small business training is also below world best
standard.**

The Karpin report also found that ‘...while there are examples of best practice
management development in Australia, overall performance is weak across large,
medium and smaller enterprises.” The development of Australian managers was
failing in a range of areas including: low levels of education and training undertaken;
over-reliance on short courses; failure to handle the transition from specialist to
manager; failure to link management development to strategic business direction;
and failure to evaluate management development activities.*

The Karpin report concluded:

..[I]n the Task Force's opinion, most Australian managers, enterprises, education and
training providers are currently a long way from world best practice... Australian
management must improve significantly in the next decade if enterprises expect to even
meet today's world best practice standards... [T]The evidence of Task Force consultations and
research clearly indicates that the majority of Australia's managers do not have the
education and skill levels of those of the major trading nations, nor are most of our

educational and training institutions providing world class services.”'

3. Rationalism and Management

Rationalists view management as a private concern exogenous to policy making. For
example, the Hughes report argued: “...[G]Jood management [is]...]largely a function of
a competitive environment.”* While competition can be a useful spur to
performance, the evidence above indicates that increasing competition and freeing

% House of Representatives Standing Committee on Industry, Science and Technology, Small Business in

Australia: Report by the House of Representatives Standing Committee on Industry, Science and Technology,
Australian Government Publishing Service, Canberra, 1990, p.208-212. Industry Task Force on Leadership
and Management Skills, op. cit,, p.7 also found that SME managers are generally not tertiary qualified and
generally do not undertake management development to any significant extent.
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ibid., p.33.

ibid., p.33.

ibid., p.6,7.

Report of the Committee for Review of Export Market Development Assistance, op. cit., p.36.
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markets has not brought sound management. The Labor Government generally
followed rationalist approach to management, doing very little to improve it over 13
years,”™ despite the fact that government reports had been highlighting the
importance of management since the 1970s,* and despite considerable information
showing Australia's management was amongst the worst among industrialised
nations. The Karpin report noted that while policymakers have focused on
improving workforce skills and productivity, ‘..managers - whose skills can
determine enterprise and economic performance - have received scant attention from
analysts and policymakers.™ Even after the Karpin report outlined the vast
weaknesses of Australia’s management performance, and outlined a range of
initiatives that could build Australia’s management capacity, Labor did little to
address this key weakness in Australia’s innovation chain. This rationalist ‘do
nothing’ approach will continue to result in Australia having poor managers and a
constrained ability to innovate, compete, restructure and grow.

4. Industry Policies to Foster Excellence in Management

Government action can do much to improve management. The scope for gains is
significant given the importance of management and the fact that most of Australia's
one million managers are performing well below world best practice.*

To overcome Australia's weakness in management education and training, the
Government should adopt the Karpin report recommendation to establish a National
Management School with satellite centres in at least two capital cities. It is hoped the
school could achieve excellence through sound resourcing and economies of scale,
attracting world class academics and students and developing close links with the
top regional schools in Asia. In turn, the school could drive improvements in the
quality of management education across Australia by: training the management
academics of the future; advancing Australia's understanding of management by
supporting quality research; developing world class management education and
training curricula; fostering improved teaching; and informing other management
schools of better approaches through the organisational learning that would ensue in
such a facility. The national management school itself could produce numerous
quality Master of Business Administration graduates for Australian enterprises and
improve the continuing education of practicing managers through executive and
company training.*’

The quality of management education and training could be further advanced
through the establishment of a professional accreditation system, which would
encourage management schools to achieve minimum professional standards in their

%% For example, note the dearth of initiatives on management in Working Nation: Policies and Programs, op. cit., at

p.72.

White Paper on Manufacturing Industry, op. cit., p.27; and John Crawford, Brian Inglis, R.J.L. Hawke & N.S.
Currie, Study Group on Structural Adjustment: Report, Australian Government Publishing Service, Canberra,
1979, 7.62.

Industry Task Force on Leadership and Management Skills, op. cit., p.5.
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course offerings and provide a quality assurance indicator for prospective students.
Financial incentives to improve quality could also be provided.*®

The quality of management education could be further encouraged by providing
additional funding for applied research, particularly by way of PhD scholarships at
the proposed national school. This would provide a higher level of training for many
management students and produce more research on specifically Australian
management issues for enterprises and managers.*

Increased funding for curriculum development and dissemination is also required.*
Particular emphasis should be placed on exporting (a recommendation of the
Hughes report)™ best practice work organisation, the new paradigm for
management and the basis for competitive advantage in the modern economy.
Management and accounting systems that facilitate adequate investment in
innovative activities, rather than encourage disinvestment aimed at short-term profit,
should form part of such curricula.

Reforming TAFE management training is also vital because it is the largest provider
of management education and training in Australia and is performing below world
best standard. To improve TAFE management training, government could: foster the
professional development of senior TAFE managers, focusing on their responsibility
for leading the reform required in their colleges; provide financial incentives to TAFE
institutions to improve their quality; fund the professional development of TAFE
staff to provide them with the skills to create and deliver management development
programs; and fund the establishment of an articulated TAFE/University course in
small business formation and management and ensure its availability to students
throughout Australia.*”

Given the importance of high technology enterprises, their extensive management
needs, and the weaknesses of their current management, particular emphasis could
be placed on developing training programs for high technology entrepreneurs. Such
courses would need to emphasise marketing, finance, small business management,
patent strategy and, in particular, how to deal with early involvement in export
markets and rapid growth.*® This could be a key focus of a reactivated enterprise
improvement program. Comprehensive, specialist degree or diploma courses in
managing high technology enterprises could also be developed.

Small business management training also needs to be given high priority as, firstly,
many small businesses fail largely due to lack of management skills and secondly,
some small businesses produce considerable innovation, exports and employment.
Comprehensive accreditation processes for small business trainers, educators,
counsellors and advisers could improve the quality of such (currently poor) training

%% ibid., p.44,46.

ibid., p.46.

ibid., p.49.

Report of the Committee for Review of Export Market Development Assistance, op. cit., p.xxx.
ibid., p.21,25.
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and provide small business with a sound method of identifying suitable training.**
The Government could also act to overcome the reluctance of small business
owner/managers to seek advice for small business problems by providing small
business owner/managers with a certificate of entitlement to purchase accredited
one-to-one advising, with the aim of encouraging the long-term use of professional
advisers in solving business problems and developing management skills.*® Finally,
the Government could more substantially adopt the recommendation of the Beddall
report to include management subjects as an option at the secondary education level,
in apprenticeships and in professional education at the tertiary level. This would
introduce to students the possibility of establishing a small business as a career path
and improve their management skills should they do so. It would also assist to
remedy the situation where, at present, many people in professions and trades set up
their own business, despite having few management skills.*

To address the grave lack of management development occurring in Australian
enterprises, the Government could implement the recommendation of the Karpin
report that Australia's untrained managers be provided access to what the report
calls the National Certificate in Workplace Leadership, to be delivered by TAFE.*” Such a
course would teach the basics of world best practice management including
exporting, innovation, best practice work organisation and managing diversity.
Completion of the course would provide credits towards the completion of more
extensive training such as MBAs. It would be hoped that most of Australia's
untrained managers would have completed this course within several years and that
many were encouraged to do further tertiary education and training.**

It seems likely that the implementation of these management reforms would be a
sound investment towards taking Australian management from being among the
industrialised world's worst to among its best, thereby spreading best practice work
organisation across the economy and fostering national competitive advantage based
on restructuring toward innovative, high quality, high value-added products and
services.

. Industry Task Force on Leadership and Management Skills, op. cit., p.22.

ibid., p.23.
House of Representatives Standing Committee on Industry, Science and Technology, op. cit., p.212,213.
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Chapter 12: Education and Training

1. The Importance of Education and Training to Competitive
Advantage Based on Innovation

Michael Porter's international study found that:

There is little doubt from our research that education and training are decisive in national
competitive advantage. The nations we studied that invest the most heavily in education
(Germany, Japan, and Korea) had advantages in many industries that could be traced in
part to human resources. What is even more telling is that in every nation, those industries
that were the most competitive were often those where specialized investment in education
had been unusually great... Education and training constitute perhaps the single greatest

long-term leverage point available to all levels of government in upgrading industry.g(’9

Lester Thurow has argued: “... [In the twenty-first century, the education and skills
of the workforce will end up being the dominant competitive weapon.” Similarly,
Cohen and Zysman argued: ‘The skill base of a nation and how it's employed is
likely to be a decisive factor in determining national competitiveness.””' Numerous

studies have also concluded that education is an important determinant of economic
growth.*”

Education and training are pivotal to achieving product and process innovation. In
particular, education and training is important to gaining the potential innovation
and productivity benefits offered by new technologies. To apply the process
technologies vital to producing new products and increasing efficiency, the
education and training levels of the great majority of the population will need to be
substantially increased. For example, as information technologies are integrated into
production processes throughout the economy, office, factory and retail workers will
need to be able to apply such technology. Those nations in which workers are well
trained to apply new process technologies will achieve rapid innovation. In an
environment in which capital, natural resources and product technologies will move
around the world with ever increasing ease, people will become an increasing source
of competitive advantage.*”

Education and training also facilitates restructuring because building a large pool of
skilled employees facilitates the growth of brain-based, technology-intensive sectors,
particularly ETMs and advanced services.”

89 Michael E. Porter, op. cit., p.628.

Lester Thurow, Head to Head, op. cit., p.40.
Stephen S. Cohen & John Zysman, op. cit., p.228.

Bureau of Industry Economics, Recent Developments in the Theory of Economic Growth, op. cit., p.16,36. See also
the discussion of the literature in Ross Williams ‘Funding Higher Education in Australia’, p.5-7 in Higher
Education Financing and Policy Review Committee, op. cit., Appendix 14.

Lester Thurow, Head to Head, op. cit., p.51,52,54; and Stephen S. Cohen & John Zysman, op. cit., p.228.

Stephen S. Cohen & John Zysman, op. cit., p.230. Michael E. Porter, op. cit., at p.256,257 stated that a nation’s
stock of specialised, skilled professional and technical workers was often crucial in international service
competition. Business services in particular required highly trained workers in management, engineering
and scientific fields. LEK Partnership, op. cit., p.50 noted that education and training is a key factor facilitating
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Furthermore, as Porter's study found: ‘A system for vocational, technical and
specialized industry training is a central priority in any advanced economy.™ In
particular, government should encourage many of the nation’s most intelligent
people to devote themselves to creating new products and services.”® As Porter has
written: “Training the most promising young people in science and engineering is
unusually beneficial to an economy because it provides the greatest spur to
innovation.””” The strong engineering tradition in successful industrial nations such
as Sweden, Germany, and Japan shows that engineers are of particular importance
because of their role in tying together research and industry by applying science to
production.” Strong investment in education and training is also needed in other
areas of the innovation chain, such as marketing, management and exporting.

While investment in universities is important, the education and training levels of
those not attending university is a vital determinant of national competitiveness. It is
vital that the great majority of people not attending university undertake vocational
education and training at both the secondary and tertiary levels.”” Competitive
advantage in sophisticated sectors requires that the great majority of workers have
advanced skills.

Nations can make large returns on their investment in education. Thurow, writing
about the United States, noted:

...the difference in median wages between those with and those without education ($28,747
for a white male high school graduate and $42,259 for a white male college graduate)
indicates big differences in average productivity and a huge direct social payoff when those

. . - 880
educational investments are averaged across millions of workers.

Finally, higher education is important because it can deliver considerable export
income. Even despite all the difficulties experienced by the sector, the education
industry grew to become a major export earner under Labor. The number of fee
paying overseas students in Australia grew from 7,100 in 1987 to 143,000 in 1996. In
1996, 53,200 foreign full fee paying students undertook higher education courses at
publicly funded institutions. Education exports grew rapidly and reached $3 billion
in 1996. The strong growth in international student numbers is expected to
continue.™

significant services exports among leading service export nations, such as Hong Kong, Singapore and the
Netherlands. Bill Mansfield, op. cit., p.200-201 argued that education and training is vital to bringing a high
wage, high skill, high value-added economy. White Paper on Manufacturing Industry, op. cit., p.29-32 argued
that investing in training in areas of future growth could speed adjustment to a more economically
rewarding industry structure.
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Lester Thurow, Head to Head, op. cit., p.52.

Michael E. Porter, op. cit., p.114.

Jenny Stewart, op. cit., p.127,128.

Michael E. Porter, op. cit., p.629,630; and Lester Thurow, Head to Head, op. cit., p.275,276.
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2. Market Failure and Australia's Weaknesses in Education and
Training

There is obviously market failure in the provision of education and training.
Competing internationally in advanced sectors requires a workforce with high
quality primary, secondary and tertiary education and training. Due to labour
turnover, firms could rarely capture the full benefits of providing such education to
people. Indeed, there is even market failure in firm specific training for the same
reason. While it may be rational for an individual firm not to provide training in this
environment, collectively, such an approach will produce insufficient skill formation
to maximise the growth of the economy.* Thus, governments must play the key role
in providing primary, secondary and tertiary education and may need to encourage
firms to undertake firm specific training.

In Australia, the rationalist decree of small government has led to insufficient
investment in secondary education. Under the strain of severe fiscal stringency, State
and Territory Governments have struggled to fund secondary schools adequately
enough to provide the basis of an internationally competitive workforce. The school
system is not providing the basic skills and competencies upon which further
education and training can be built for a significant number of young people. In
particular, vocational education in secondary schools is under-developed by
international standards. These are major competitive disadvantages because studies
have shown that countries that have been able to provide sound education for the
bulk of students in language, maths, science and other general education topics, and
which provide comprehensive vocational training, tend to have a superior
productivity performance.®

Labor also under-invested in higher education. While the numbers in higher
education were almost doubled,®™ a magnificent achievement, few extra resources
were provided to the sector. In 1988, the Dawkins White Paper recognised the
‘..urgent need to refurbish and upgrade many existing facilities, particularly on
inner-urban campuses’,* yet extra funding commensurate with rises in participation
was not provided. Federal Government operating grants for higher education rose
from $3.1 billion to $4.6 billion between 1983 and 1996 (in constant 1997 dollars). Net
of the HECS liability, the rise was from $3.1 billion to $3.7 billion,” which is a decline
in expenditure relative to GDP. Commonwealth expenditure on higher education as
a percentage of GDP, at 1.1 per cent (including HECS payments and liabilities) in
1996, is roughly average by OECD standards and nine nations spend more.*

%2 Lester Thurow, Head to Head, op. cit., p.274,275.

Committee on Employment Opportunities, Restoring Full Employment: A Discussion Paper, Australian
Government Publishing Service, Canberra, 1993, p.81,82,88,89.

Australian Labor Party, Shaping the Nation: Achievements of the Labor Government, Australian Labor Party,
Canberra, 1995, p.67; and Higher Education Financing and Policy Review Committee, op. cit., p.97.
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Compounding this insufficient public investment is the fact that there has been no
large scale private equity investment in higher education in Australia.*®

The rationalist desire for expenditure cuts has reduced equity and access in higher
education via: excessive tightening of eligibility for Austudy, which is denied to
many prospective students in difficult financial circumstances; the gradual move to
up front fees for certain courses; and insufficient public investment in education. The
result has been that many prospective students can no longer afford university and,
in each year from 1985 to 1996, between 30,000 and 100,000 qualified students have
been denied a place in higher education.” Working class people, Aboriginal and
Torres Strait Islanders, women and migrants from non-English speaking
backgrounds have long been denied equal opportunity to quality secondary and
tertiary education.”™ While Labor increased the absolute numbers of people from
disadvantaged groups in higher education, the relative proportions of people from
different socio-economic groups remained little changed, apart from a modest
improvement on extreme disadvantage in the case of people from Aboriginal and
Torres Strait Islander backgrounds. Rates of completion of year 12 also remain
significantly lower for young people from low socio-economic backgrounds than for
those from high socio-economic backgrounds.” By denying access to education,
Australia has reduced its pool of skill and talent, and thereby reduced national
economic progress.*”

The quality of teaching provided to higher education students has also declined. This
is primarily because higher education funding has not risen in the same proportion
as the growth in student numbers. The 1993 Green Paper on Employment stated that
‘universities are under-resourced for undergraduate teaching, with the result a
decline in quality of course provision.”® Further, while Australian institutions have
many outstanding academics, a significant minority of lecturers are poor teachers. A
key reason for this is that most lecturers are never taught to teach and some therefore
lack the necessary skills. Some lack effective oral communication skills and the great
majority of lecturers do not provide well structured, detailed lecture notes. Others,
protected by tenure, are complacent or disinterested after decades in the sector. Some
academics also place minimal priority on teaching, viewing it as an unwelcome
distraction from their research work. This may partly reflect the fact that, while
research excellence is rightly accorded high status and is financially rewarded,
minimal status and few, if any, financial rewards are provided to gifted teachers.
Grants allocated through the Committee for University Teaching and Staff
Development are about $7 million per year, compared with $410 million allocated for
competitive and peer reviewed research and $220 million allocated under the
Research Quantum.”™ Thus, teaching quality is suffering from insufficient funding

888 Higher Education Financing and Policy Review Committee, op. cit., p.24.
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and a minority of lecturers provide poor teaching due to lack of skills, incentive and
motivation.

A further weakness in the higher education sector is that too little of Australia's
research effort is directed to meeting industry needs, a matter discussed in detail in
chapter eight.

The higher education system is also producing few graduates able to provide policy
advice on creating an internationally competitive economy. Much of the current
teaching of economics at university involves unrealistic models and mathematical
equations that conclude that a market allocation of resources maximises economic
welfare. Economics students receive little knowledge about industry policy (beyond
why it inevitably fails), the practical realities confronting businesses, nor the keys to
international competitive advantage. During this temporary hegemony of rationalist
economics, such students are often highly regarded and become policymakers in key
bureaucratic posts. Not surprisingly, they have been unable to produce policies to
substantially foster international competitiveness. This is compounded by the fact
that public and private providers of industry policy often have no practical training
in the area.

Australia's under-developed vocational education and training (VET) system is a
further significant competitive disadvantage. Labor admitted in Working Nation that
Australia has one of the lowest rates of participation in secondary school level
vocational education in the OECD.” Only from the early to mid 1990s were all State
and Territory Governments taking significant steps to integrate vocational education
into the secondary curriculum.” At the tertiary level, the 1993 Green Paper on
Employment noted that only 20 per cent of young Australians were getting a
vocational (non-university) education, compared with the OECD average of around
50 per cent.”” Employers stress that the public system is: not meeting their needs; far
from international standards; not well directed toward the present and emerging
skill needs of the economy; and too slow in adjusting training to match changes
occurring in technologies, products and services.*

Australia is a long way behind world leaders in VET. For example, more than a
decade ago, West Germany committed themselves to providing a training place for
every school leaver who wanted one and had nearly met the goal. Of those finishing
the first level of secondary school at 15 or 16 years old, 60 per cent entered the ‘dual
system’ involving in-plant paid training provided by employers and school based
training provided by government, 10 per cent went into full-time vocational training
and only 20 per cent studied to enter universities or colleges. After three years, those
in the dual system become ‘journeymen’ with known skill levels. After a further 3
years work and additional courses in law, technology and business management,

= Working Nation: Policies and Programs, op. cit., p.90.

Australian Labor Party, Shaping the Nation, op. cit,, p.67; and Working Nation: Policies and Programs, op. cit.,
p-91-93.

Committee on Employment Opportunities, Restoring Full Employment, op. cit., p.75.
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they can become a ‘master’, a credential necessary to open one's own business. This
training system is a key source of competitive advantage in Germany.” Recognising
the importance of VET to national competitiveness, many OECD nations have built
up strong vocational systems.™

Industry provision of training is low by international standards.” Apart from a small

number of large firms, there are very few firms that provide regular training.
Managers tend to view training as having little value.”” Thus, most employees gain
skills through experience on the job, without a planned program of training and
skills development.”® This is occurring at a time when the skills required to be an
internationally competitive workplace are higher than ever before and rising.

Australia has one of the lowest rates of participation in apprenticeships in the
OECD.”™ The 1993 Green Paper on Employment noted that both the apprenticeship
and Australian Traineeship System are flawed because: there are too few places;
many occupations and industries are not covered; employers generally choose only
the most advantaged students, leaving few opportunities for most young people;
employers reduce places significantly in difficult economic periods; both systems
largely exclude people older than 20; participation by women in apprenticeships
other than hairdressing is very low; apprenticeships have traditionally been directed
to people doing the boring or unpleasant work, rather than acquiring specific skills;
traineeships have low status among young people and employers and drop-out rates
have been high; and traineeships have been insufficiently focused on industry
needs.”

National competitiveness is also being impeded by the large percentage of the
population with inadequate English language skills.”™ Around one million adults
have difficulty with basic reading and writing tasks. The Office of Multicultural
Affairs found that a lack of English language skills is the most important reason that
people from a non-English speaking background are unable to access training,
retraining or better employment opportunities.”” Too little English language training
is being provided even though around 55 per cent of Australia's manufacturing
employees are born overseas. The Global Challenge report noted that the total cost of
adult illiteracy was over $3 billion per annum.™

Finally, Labor under-invested in labour market programs. In the 1980s, rationalist
policies, combined with globalisation, produced significant structural displacement,
but Labor's labour market programs were insufficient to enable many displaced

%% Lester Thurow, Head to Head, op. cit., p.54,55.

Jim Kitay & Russell D. Lansbury, op. cit., pp.17-72 at p.46,47,71.
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people to return to work quickly. Between 1984 and 1990, 1.5 million jobs were
created but long-term unemployment fell by only 90,000. After the recession,
between three and four hundred thousand people were long-term unemployed.™

Insufficiently active labour market programs reduced national competitiveness and
growth for three key reasons. Firstly, people who are unemployed for long periods
often experience psychological and physical decline, and poverty. Under harsh social
circumstances, some people commit crime, turn to alcohol or other drugs, experience
family breakdown and some, tragically, kill themselves. People experiencing harsh
economic and social conditions cannot readily form the workforce of new,
internationally competitive firms. Secondly, because people in such circumstances
can become effectively detached from the workforce, growth is reduced because
employers take longer to fill vacancies. Finally, where a large pool of long-term
unemployed people are effectively detached from the workforce, skill shortages and
pressures for wage increases emerge even though unemployment may still be quite
high.”"

3. Rationalism and Education and Training

The rationalist desire for small government has led to a view of education as a
welfare reducing cost to be minimised, rather than a vital investment directed to
achieving international competitiveness. As noted above, insufficient public
investment has resulted in many weaknesses in the system, including: qualified
students being denied places; prospective students being unable to afford education;
falling quality in education provision; an education system that does not meet
industry needs; and a gravely under-developed VET sector. This under-investment
has slowed the pace of restructuring to brain-based, innovative sectors, lowered
national competitiveness and slowed economic and employment growth.”"

4. Industry Policies to Foster Excellence in Education and Training

Reforms to education and training should begin with a significant increase in
funding for public secondary schools. Even the Labor Government's modest
performance in the area, involving a $3 billion plus allocation to the States to
supplement their funding on schools, illustrated what government can achieve in
education policy, even despite the mediocre allocations by the States (partly caused
by low Federal Government grants to the States). Year 12 retention rates rose from 36
per cent in 1983 to around 78 per cent a decade later.”” However, such rates should
be near to 100 per cent. Individuals who do not complete secondary education
generally face a life of limited opportunity and nations in which a large proportion of

= Working Nation: Policies and Programs, op. cit., p.108,110.

7% The latter two reasons are from Working Nation: Policies and Programs, op. cit., p.107.

o Higher Education Financing and Policy Review Committee, op. cit., p.1 notes that many submissions to the

West Committee argued that funding levels over the last 15 years had impeded the capacity of institutions to
fulfil their roles in contributing to national economic and social progress. Submissions from employers and
employer organisations consistently argued that universities were not producing the graduates business
need to create competitive advantage.
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students do not complete secondary education will face economic decline. Significant
funding increases should be provided to: improve year 12 retention rates: improve
the quality of education provided in many currently underfunded public schools;
provide improved income support to students from disadvantaged backgrounds;
and build up a significant vocational component in secondary schools.

The Government should also aim to create a world class tertiary education system in
order to foster national competitiveness by providing higher quality teaching to
many more Australian students. A secondary, but important benefit of a world class
tertiary system is that it could achieve strong export growth. The reforms suggested
below are directed to these goals.

Government will need to be the primary source of increased investment in education.
Student contributions should remain at approximately the level they were at the end
of the Keating Government. At that time, they were at a modest level and
repayments were not required until students were making approximately average
weekly earnings. Such a HECS framework brought a solid contribution from
students without significantly impeding equity and access. The Government could
also encourage the private sector to invest in higher education. Options that could be
explored include: offering matching funding for private investment in new
institutions; providing subsidies to encourage venture capital investment in post-
secondary education; and providing generous tax treatment for donations to tertiary
institutions.””

Government must also do more to increase participation in higher education. Labor
demonstrated what governments can achieve by increasing the numbers in higher
education from 340,000 in 1982°"* to 634,000 in 1996. Further, in 1996, 1.35 million
students enrolled in vocational programs within the VET sector at some point in the
year and a further 390,000 enrolled in personal enrichment courses.”” However, even
after a decade of significant progress, only 17 per cent of 17 to 19 year olds and 15 per
cent of 20 to 24 year olds were participating in higher education in 1995.”" To become
an internationally competitive economy, participation in tertiary education must be
radically increased through greatly increased public investment and reform.

To increase the pool of talent and skill in the economy, Government must address
Australia's historical denial of equal opportunity to education to disadvantaged
groups. A range of reforms can foster equity. The eligibility criteria on Austudy
could be loosened so that all people in difficult financial circumstances could afford
to attend tertiary education. HECS fees could be set at a level that did not deter
students from studying by the prospect of massive debt. All up-front tertiary fees
could be abolished (including in the TAFE sector). Finally, universal access to HECS
loans could be provided and students given the option to defer the payment of
tuition fees until they earn at least average weekly earnings.

o Higher Education Financing and Policy Review Committee, op. cit., suggested the latter two options at

p.27,34,35.
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The higher education sector should be more strongly focused on fostering national
competitiveness and restructuring, as the 1988 Dawkins White Paper argued. This
requires: a particular focus on science, technology, engineering, information
technology, business and management studies;”” and maintaining a commitment to
humanities so as to provide industry with workers with strong research, analytical,
conceptual and communication skills and to ensure we retain a pool of people who
can critique and improve our economy and society.”

A number of other reforms could improve the quality and efficiency of higher
education. In particular, the Government should encourage institutions to specialise
in areas of excellence. The 1988 Dawkins White Paper sensibly argued that providing
funding to institutions on the basis of tradition to provide a full range of courses
should give way to the provision of funding for both teaching and research on the
basis of merit and demonstrated capacity.” It concluded:

Institutions that attempt to cover all areas of teaching and research compromise their ability
to identify, and build on, areas of particular strength and the achievement of areas of
genuine excellence. The ultimate goal is a balanced system of high quality institutions, each
with its particular areas of strength and specialisation but co-ordinated in such a way as to

provide a comprehensive range of higher education offerings.920

This policy should be intensified, given that such specialisation is yet to be achieved.
Specialisation could facilitate higher quality education and export growth as faculties
attracted the best talent and achieved economies of scale. Progress in curriculum
development, research, innovation in teaching methods and course quality might be
expected to rise. The ultimate goal would be for Australia to have a handful of large,
world class centres of excellence for each faculty amongst its institutions nationwide.
This policy would need to be tempered to cater to the reality that many students are
unwilling to move States to undertake education and therefore will alter their course
choices even if it means reduced individual and national prosperity. For this reason,
students would need to be able to choose from comprehensive course offerings from
among the institutions in their State.

Government could improve the quality of teaching by providing more resources to
ensure quality staff can be employed and class sizes are not too large. Further,
lecturers should be taught to teach. Just as prospective lawyers are required to
complete a General Diploma of Legal Practice, all prospective lecturers should be
required to complete a practical one year diploma course in best practice teaching
methods. Teacher training courses also need to be more widely available for
incumbent academics. Finally, mechanisms are also needed to manage under-
performing academics. Where academics are under-performing they should be given
access to training and counselling to improve their performance. Where they fail to
respond after a reasonable period of time, they should be sacked.

n Department of Employment, Education and Training & John Dawkins, op. cit., p.8,17.

ibid., p.8,9.
Department of Employment, Education and Training & John Dawkins, op. cit., p.28.
2 ibid., p.28.
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The Government could also increase the quality of course content and lower costs by
providing, on a competitive basis, funding for consortia of academics from
throughout the nation to establish curricula in particular fields. By having the best
minds in each field collaborate on curriculum development, rather than having each
academic producing curricula separately, higher quality course content and learning
outcomes would be achieved.

Serious consideration could also be given to giving students the option of completing
semester subjects over the summer break because it could: increase course
completion rates and thereby free up places for more students; increase efficiency by
utilising facilities currently left dormant over the summer; reduce foregone income
for students; and increase the amount of students graduating per public dollar
expended.”

Reforms to higher education research could also ensure the sector played a much
greater role in fostering competitive advantage. Ideas for research policy were
presented in chapter eight.

The Government must also explore new modes of teaching. An information and
communications revolution, is facilitating delivery of education courses in ways that
may make traditional methods obsolete. In particular, the Internet, because it is a
location independent and low cost form of communication, and facilitates delivery of
courses across the world, may make lecturing in large, costly lecture halls an
increasingly obsolete method of teaching. While these developments could constitute
a threat to existing institutions if they fail to change, they could also constitute an
opportunity to provide quality education to many more Australians and to increase
education exports. Providing courses on the Internet produces a number of
advantages. Courses can be provided to large numbers of students domestically and
internationally at a relatively low cost. Web based technologies also provide
opportunities for improving the effectiveness, and reducing the cost, of the
distribution of materials, student testing and assessment, administration and
marketing. Because of the potential scale involved, markets can be highly segmented
in terms of price, quality and product differentiation. The on-line education industry
is growing rapidly in the United States. In 1996, US$162 million was invested by
venture capital firms in new on-line education businesses. Listed education software
and services firms have a market capitalisation of US$5 billion. In 1996, turnover in
on-line courses in the public domain was estimated to be US$90 million and growing
at 100 per cent per annum.”

Therefore, the Federal Government cannot afford to provide barely enough money to
maintain existing teaching methods. They should capitalise on this window of
opportunity by providing grants to Australian higher education institutions on a
competitive basis to develop the teaching of higher education courses to domestic
and international students on the Internet. This could increase the quality and

”' The widespread introduction of summer terms was foreshadowed in Department of Employment, Education

and Training & John Dawkins, op. cit., p.85.

- Higher Education Financing and Policy Review Committee, op. cit., p.2,9-11.
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quantity of education provided to Australian students and achieve significant export
growth.

The Government also needs to ensure that the higher education system teaches a
significant pool of graduates about industry policy. Two key reforms are required.
Firstly, tertiary economics curricula need to be radically transformed so that students
gain a comprehensive understanding of industry policy, are encouraged to explore
the ways active industry policies could increase competitiveness, understand the
keys to international competitive advantage and appreciate the importance of public
investment in areas such as R&D, technology, finance, education, management,
marketing and exporting. Secondly, degrees and diplomas specialising in policy
development and program delivery in industry policy must be established to ensure
programs are well-conceived and effectively implemented.

To meet industry needs, Australia must establish a world class VET system. National
competitive advantage is dependent on ensuring that most of the great majority of
people who do not attend university, undertake VET. To become a competitive
economy, Australia must radically increase the supply of vocational training places
in each of the pathways to training, namely school, TAFE, private providers and
industry. The Government should seek to establish a system similar to that of
Germany's system, where approximately 60 per cent of students commence
vocational education and training in secondary school and such courses are linked to
tertiary education and training and provide those skills needed by industry. This
could build on Labor's establishment and expansion of the Australian Vocational
Certificate Training System (AVCTS), a structured national system of entry level
training, which provided access to post-secondary vocational courses through a
range of learning pathways, combining education, training and work experience.”
Finally, to encourage rising demand for vocational courses, students in the tertiary
vocational stream should be allowed to defer fees through HECS for courses leading
to qualifications at the Associate Diploma or Diploma level.”

Much more also needs to be done to encourage employers to invest in training.
Porter's study revealed that one of six characteristics of education policy most
conducive to creating competitive advantage was that firms invest heavily in
ongoing in-house training, individually or through industry associations.” Options
to achieve this include: greater incentives to employers to take on apprentices and
trainees, particularly during recessions; increasing the role of Group Training
Companies in facilitating training, particularly in the small business area; engaging
industry in managing the system and ensuring the system meets industry needs;
building on progress made in expanding apprenticeships and traineeships beyond
traditional ‘male” areas to embrace all significant occupations, including those with
lower skill levels and those dominated by women;” improving the national

> Australian Labor Party, op. cit., p.66.

Committee on Employment Opportunities, Restoring Full Employment, op. cit., p.87.
Michael E. Porter, op. cit., p.629,630.

This was a recommendation in Australian Council of Trade Unions, ACTU Presentation: - Federal Government
Meeting on Youth Unemployment: The Carmichael Reform of Vocational Education and Training, Unpublished,
1992, p.2.
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recognition and portability of training; and continuing with the training wage
established by Labor,”™ where it leads to a recognised qualification.

The Government could also foster the establishment of skills based career structures,
linked to competency based training as pioneered in the metal industry in 1996. This
encourages skill acquisition because workers are given a path to move through the
classification structure via the attainment and use of skills. Such training also helps
ensure workers gain the precise skills needed for establishing competitive enterprises
in their sector.

Government could also raise competitiveness by expanding English language
training. While the Labor Government provided significant resources to encouraging
the acquisition of basic language skills by workers at risk of displacement through
the Workplace English Language and Literacy Program,”™ a huge pool of
Australians, many long-term unemployed, are still to acquire sound English
language skills.

Finally the Government should establish comprehensive, active labour market
programs. Labor did eventually show the way in Working Nation in 1994. The key
aim of the package was to ensure that unemployed people were given access to
training and/or employment and therefore hope, rather than were passively
unemployed and in despair. For those unemployed for more than 18 months, the Job
Compact was to provide more intensive case management, combined with assistance
such as training and voluntary work, a job for six to twelve months (achieved
through payment of significant wage subsidies to employers), and access to informal
on-the-job training and in some cases structured and accredited training. This aimed
to provide the skills, confidence, financial independence and track record necessary
to gaining further employment.””

Other impressive components of Working Nation labour market reforms included: the
establishment of the training wage, available to adults for the first time, which
encouraged the taking on of unemployed people and provided them with a
certificate of competency under the AVCTS or the equivalent certificate of
competency applying in their industry; case management linked to assistance such as
vocational training, remedial training, employment programs and voluntary work
for newly unemployed people assessed as ‘at a high risk of long-term
unemployment’; the Youth Training Initiative, which involved case management for
all unemployed people under 18 years of age and doubled the number of places in
labour market or vocational training;”™ and intensive assistance for disadvantaged
job seekers.” In an environment of rapid structural change and displacement, such
active labour market policies should be pursued with attention focused on ensuring
that quality training is provided. Training should be linked to the wider entry level
training system so that people can count such training towards the achievement of a

& Working Nation: Policies and Programs, op. cit., p.34,100-102.

ibid., op. cit., p.104.

ibid., op. cit., p.115-117,119.

Working Nation: The White Paper on Employment and Growth, op. cit., p.12-14.
Working Nation: Policies and Programs, op. cit., p.112,120,121,135-138.
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recognised training qualification and case managers should, where appropriate,
recommend that long-term unemployed people enter tertiary education and training,
given that it is a key to individual prosperity and national competitive advantage.
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Chapter 13: Finance

1. The Importance of Finance to Competitive Advantage Based on
Innovation

Finance is a critical link in the innovation chain. In sophisticated market segments,
retained earnings are often insufficient to finance the investment needed to
commercialise innovative ideas. Finance is crucial in three contexts. Firstly,
innovative start-up firms must often make significant investments - for example in
R&D, applying for patents, taking on employees and establishing the company
premises - at a time of little or no sales revenue. Secondly, major investments in
marketing and distribution are needed when breaking into new export markets. As
the McKinsey report found, the process of ETM exporting generally involves 3 to 10
years of low or negative returns, with finance proving a major constraint.” Thirdly,
competitive advantage in sophisticated product segments depends on producing
superior products or services, meaning high short-term investments are often needed
to facilitate the process of continuous innovation. Thus, only through adequate
provision of finance can innovative firms start-up, grow and export.

In particular, dynamic high growth SMEs (HGSMEs) often need access to equity
finance. As significant investment is required to facilitate their rapid expansion,
HGSMEs often have insufficient cash flow to make the regular repayments required
in debt finance arrangements. Thus, the widespread provision of equity finance to
HGSMEs, at the start-up, development and growth stages of their development, is a
key to achieving growth and exports through the creation of innovative, high quality
products.”™

In particular, venture capital firms can provide the finance and management skills
needed to enable HGSMESs to become established and grow, thereby filling two key
missing links in the innovation chain. A 1997 Coopers and Lybrand study of venture
capital backed firms found that, among the companies surveyed, 40 per cent
indicated that they could not have existed or survived without the support of
venture capital investment and a further 47 per cent said they would have developed
more slowly.”™ Nations that encourage new business formation can achieve high
levels of innovation because new businesses often have products or services that are
new or unique, apply new technologies, serve new market segments and bring new
skills and resources to an industry.”

= McKinsey and Company & the Australian Manufacturing Council Secretariat, op. cit., p.12,13,19,49.

*®  Marsden Jacob Associates, Financing Growth: Policy Options to Improve the Flow of Capital to Australia’s Small

and Medium Enterprises, The National Investment Council, Department of Industry, Science and Tourism,
Canberra, 1995, p.9,10. Michael E. Porter, op. cit,, p.265 reported that a key to competitive advantage in
international services competition was access to venture and development equity capital to enable service

firms to start-up and then expand.

4 Coopers & Lybrand, The Economic Impact of Venture Capital, Department of Industry, Science and Tourism,

Canberra, 1997, p.3.

»* Michael E. Porter, op. cit., p.668.
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Fund managers can often make a significant contribution to the management of a
firm. They often have extensive experience with start-ups, sound management skills
and knowledge of the dynamics of the industry. The Coopers and Lybrand study
showed that venture capitalists made a major contribution to the management of
firms by: acting as a sounding board for ideas (65 per cent); advising on corporate
strategy and direction (58 per cent); providing financial advice (48 per cent) and
challenging the status quo or providing another opinion (40 per cent).”® In turn,
because fund managers have a sound understanding of the firms in which they are
investing, their provision of finance is more flexible and focused on the needs of the
firms than traditional sources of finance.

Venture capital firms are also important because they help channel a greater
percentage of the nation's savings into productive investment. Individual passive
investors can be encouraged to invest in venture capital companies - rather than
unproductive activities - because in well-functioning markets, they generally provide
good returns on investments. Further, because venture capital companies spread risk
by investing in a range of companies, they shelter individual passive investors from
the inherent risks of investing in individual small businesses.”

Venture capital can foster employment and economic growth. The Coopers and
Lybrand study found that, between 1992 and 1996: employment grew 20 per cent
annually in venture-backed companies, compared to the average annual
employment growth of just 2 per cent among the top 100 Australian companies; and
average sales grew by 42 per cent per year, compared to 6 per cent average annual
sales growth among the top 100 companies.”

The informal equity market is also important to creating competitive advantage
through innovation. ‘Business angels’ are people who provide equity capital for
small businesses, typically between $50,000 and $100,000. They fill a major gap in the
equity finance market because such amounts are too small for a venture capital fund,
given the high costs of administration and risk involved in financing small
businesses. There is evidence that the ‘business angels sector’ has the potential to
provide an enormous amount of equity finance to small businesses. United States
estimates indicate that business angels provide at least five times as much funding in
dollar terms as the venture/development capital funds, and finance at least 20 times
more ventures. Some business angels also provide debt finance, importantly on a
long-term, patient basis. Many also play a key role in managing the businesses they
invest in. Often, business angels have a strong business background and can
therefore provide the management skills and business contacts that the small
business owner/manager may lack. This close involvement enables the business
angel to monitor the investment and ensure its success in a way not feasible for
larger equity capital funds.” Thus, business angels can foster the establishment and
growth of innovative SMEs through the provision of finance and management
expertise.

936 Coopers & Lybrand, The Economic Impact of Venture Capital, op. cit., p.3.

%7 Australian Academy of Technological Sciences, op. cit., p.13,39,46.

= Coopers & Lybrand, The Economic Impact of Venture Capital, op. cit., p.3.

%% Marsden Jacob Associates, op. cit., p.24,43,45,46.
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Access to debt finance on reasonable terms is also an important determinant of the
level of investment, and therefore innovation and growth. The level of interest rates
is an important determinant of the rate of investment because investment in
productive activity only occurs where returns in excess of that achievable through
putting money in financial institutions can be expected.

2. Market Failure and Australia's Weaknesses in the Provision of
Finance

The Labor Government soundly summed up the inadequate financial system they
were presiding over in the 1994 White Paper on Employment:

...the financing problems of small business have continued to feature prominently in
industry submissions to government. This has been reinforced by key reports to
government suggesting that access to both debt and equity finance continues to be a
constraint on the development of potentially high growth firms, including early stage
businesses, those with new technologies, and those seeking to expand into overseas

940
markets.

The following table shows that at the end of the Labor Government's term,
manufacturers stated that a number of finance-related indicators continued to
impede the commencement of innovation projects.

Barriers to Starting Innovation Projects 1996-97

Barriers Not applicable Not important Important
Insufficient retained earnings 52.7 10.5 36.0
Lack of appropriate sources of finance 55.0 11.6 326
Insufficient funds to recruit skilled staff 57.8 11.9 29.5

Excessive economic risk perceived by
financiers/investors

Source: Australian Bureau of Statistics, Innovation in Manufacturing 1996-97, Cat. no. §116.0, p.13.

71.9 7.7 19.6

Equity Capital for SMEs

The absence of a significant equity capital market for SMEs is a key weakness in the
innovation chain. Ideally, innovative SMEs, which generally require amounts that
fall below the minimum capital raising requirements of the Australian Stock
Exchange,™ would gain finance from a vibrant venture capital market.
Unfortunately, when Labor came to power, there was no such market. In 1983, the
Epsie report on impediments to the development of high technology firms in
Australia stated: ‘A major obstacle is the absence of appropriate sources of capital to
enable these enterprises to establish and develop. There is no venture capital market
in Australia.”” At the end of the Labor Government's reign, only a very small
venture capital market had emerged, despite the Management and Investment
Companies program and financial deregulation. The 1995 Financing Growth study

. Working Nation: Policies and Programs, op. cit., p.74.

! Marsden Jacob Associates, op. cit., p.34-36.

2 Australian Academy of Technological Sciences, op. cit., p.1.
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stated that less than 350, or only 2-3 per cent, of the high growth SMEs, were
receiving funds from Australian venture and development capital funds. The bulk of
SME equity financing activity was concentrated in just six funds.””

There are many impediments on the supply side to the development of a vibrant
venture/ development capital market for SMEs.

Firstly, the high costs incurred in establishing individual funds are a major barrier to
the establishment of venture capital firms. Costs in excess of $1 million can be
incurred in the first year in obtaining licences and premises, hiring a management
team, raising capital from investors, selecting and managing equity investments and
so on.”™

Secondly, fund managers generally do not invest in SMEs because such investments
carry large administration costs relative to the amount of money involved. Fund
managers can only manage a limited number of investments. The cost of establishing,
monitoring, managing and exiting equity investments in firms is very large and is
roughly the same for firms of all sizes. Therefore, to offset high administration costs,
venture capitalists seek large investments. The minimum threshold per project
typically ranges between $1 million and $5 million and very few investments are
made at the smaller end of this threshold.” This means that many SMEs cannot get
the equity finance they need to maximise their growth. Unpublished research by the
Yellow Pages in 1995 found that 97 per cent of small businesses seeking external
equity finance to fund their growth need less than $500,000.**

Thirdly, the lack of a significant venture capital market is itself an impediment to its
emergence. Investors are reluctant to invest in SMEs because there is no well
developed market into which they can sell their investment if the company is
performing poorly. Furthermore, an investor's money has to be tied up for long
periods before equity investments in SMEs can be profitably realised. Early sale of an
equity share is likely to bring very poor returns because the firm is likely to be
investing heavily with expected growth still a long way off and uncertain. It
generally takes longer than five years for an SME to reach a point at which it might
be desirable for an investor to sell their share. The lack of an exit mechanism for SME
equity investments constitutes a major risk for investors and is a key reason they are
reluctant to invest in SMEs.*”

Fourthly, the development of a vibrant venture capital market has been impeded by
the fact that it is not well established as an asset class. The segment has not been

3 Marsden Jacob Associates, op. cit., p.51,59.

" ibid., p.60.

™ ibid., p-31,56. Ernst and Young & the Centre for Innovation and Enterprise, Investment Readiness Study: A

Report Produced by Ernst & Young and the Centre for Innovation and Enterprise for the Department of Industry,
Science and Tourism, Australian Government Publishing Service, Canberra, 1997, p.11 reports investors as
claiming the existence of a gap in funds in the $0.5 million to $2.5 million dollar range, which falls between

the business angels sector and the formal venture and development capital sector.

M6 Marsden Jacob Associates, op. cit., p.43.

7 Arthur Anderson, Strategic Study on Development Capital, Arthur Anderson, n.p., 1997, p.13; and Marsden

Jacob Associates, op. cit., p.29.
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defined in a consistent manner over time, with the profile of the managed equity
funds industry shifting from venture capital in the 1980s, toward development
capital more recently. Partly as a result, there is little information on the history of
returns to venture/development capital firms. Institutional investors will not invest
until they have relevant data on which to base their investment decisions,
particularly given the abundance of less risky asset classes to invest in, such as
bonds, property and shares.”

Fifthly, investors also reject the provision of equity finance to many sound firms
because very high rates of return on investment are required to offset the risks
involved in financing SMEs. Such rates are also higher in Australia because of the
added risk associated with an under-developed market, such as the lack of an exit
mechanism. Whereas investors might invest in Treasury bonds for an annual return
of 8 per cent because of their lack of risk, they generally won't invest in unlisted later
stage SMEs unless the expected annual rate of return is 25-30 per cent. For
investments in early stage SMEs, expected returns of 40-50 per cent per annum are
needed to attract equity investors,” and where high technology is involved, higher
rates of expected return are required.

Sixthly, fund managers can afford to be extremely selective in choosing investments
because there are few funds operating in Australia and many SMEs seeking finance.
More than 95 per cent of proposals put to fund managers are rejected, often after
many months of investigation. This limits the amount of finance provided to sound
firms.*

Seventhly, superannuation firms have been reluctant to make equity investments in
SMEs. While legislation mandates that huge amounts of savings flow to
superannuation funds, far too little of the money is being directed to productive
activities. Only 17 of more than 160 large superannuation funds appear to invest in
SMEs, either directly or through venture/development capital funds. Much less than
one per cent of superannuation assets are invested in SMEs and very little of this is
early stage financing. By contrast, US superannuation funds invest around 3.5 per
cent of their funds in SMEs, thereby providing a strong stimulus to the US
venture/development capital industry.™

There are a range of reasons why superannuation funds don't invest in SMEs beyond
the significant reasons outlined above. Superannuation firms, because they manage
other people's money, are also subject to fiduciary responsibilities, due diligence
requirements and prudential supervision. This produces high costs and encourages
superannuation firms to favour very large, later stage investments that carry lower
risks.”” Furthermore, many superannuation fund trustees among the 100,000-plus
superannuation funds in Australia have little understanding of their role and
therefore tend to be highly conservative in their asset allocation decisions. Many

8 Marsden Jacob Associates, op. cit., p.54,57.

* Ernst and Young & the Centre for Innovation and Enterprise, op. cit., p.37.

%" Marsden Jacob Associates, op. cit.,, p.57,59.
ibid., p.26,51,52.

Marsden Jacob Associates, op. cit., p.24-26; and Arthur Anderson, op. cit., p.11.
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have no awareness of equity investments. Some do not appear to understand that the
Superannuation Industry (Supervision) Act enables them to adopt a portfolio
approach to investment decisions and does not require them to defend each
individual investment. Most trustees rely heavily on advice from a handful of asset
consulting firms, all of which are highly conservative in their asset allocation advice.
Many of these consultants come from an actuarial background and rely heavily on
published performance data on alternative assets and fund managers. Because there
is no such data for SME based investments, the consultants generally do not even
consider investment in SMEs.”

There are also many impediments to the flow of equity finance to SMEs on the
demand side.

Firstly, many SMEs have little awareness of equity finance, partly as a result of the
lack of an identifiable market for SME investments.”*

Secondly, many SMEs are reluctant to consider equity finance because it entails some
loss of control of their firms, even though many would benefit if they took on equity
finance, as well as the management expertise that can accompany it This is
evidenced by a September 1995 Yellow Pages survey which found that, among small
businesses aiming to grow, 71 per cent were seeking debt finance to fund the growth,
12 per cent were seeking equity finance and 5 per cent were seeking a combination of
both.™

Thirdly, many SMEs struggle to gain access to equity finance because they are not
‘investment ready’. Financing Growth stated that the great majority of SMEs do not
understand the basic steps involved in attracting equity investments, such as being
able to provide accounts, a realistic business plan and audited financial statements.”
Disturbingly, this lack of investment readiness is often an impediment to gaining
finance for Australia's emerging ETM and service exporters.” Compounding this
problem is the fact that each equity investor type, such as Pooled Development
Funds, Venture and Development Capital Funds, business angels and
superannuation firms, has different requirements that need to be met before they will
provide equity capital.® In turn, this lack of investment readiness impedes the
development of a venture/development capital market because fund managers can
not find enough investment ready firms in which they can invest. Given the small
sums involved by comparison with available investments in other asset classes, the

%3 Marsden Jacob Associates, op. cit., p.53.
**ibid., p.29.

®* House of Representatives Standing Committee on Industry, Science and Technology, op. cit.,, p.193,197;

Marsden Jacob Associates, op. cit.,, p.19; and Ernst and Young & the Centre for Innovation and Enterprise,
op. cit., p.32.

% Ernstand Young & the Centre for Innovation and Enterprise, op. cit., p.32.

%7 Marsden Jacob Associates, op. cit., p.19.

. McKinsey and Company & the Australian Manufacturing Council Secretariat, op. cit, p.50; and LEK

Partnership, op. cit., p.74,75.

** Ernstand Young & the Centre for Innovation and Enterprise, op. cit., p.vii.
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amount of time and money expended looking for ‘quality deal flow’ is often not
worth the effort for many institutional investors.”

Fourthly, SMEs are deterred from seeking equity investments because they face
significant search costs™ given: the lack of an identifiable equity market; the dearth
of available finance; high rejection rates; and the significant time and money that
must be expended to meet all the criteria necessary to attract an equity investor.

Fifthly, the key advisers of SMEs, namely their accountants, management consultants
and lawyers, also tend to have little understanding of equity investment. Most have
had little or no exposure to equity finance, but many have considerable knowledge of
debt finance options. This reinforces the lack of knowledge among SMEs of equity
finance and their preference for debt finance.*”

Thus, there are a multitude of impediments to the development of a vibrant equity
capital market for SMEs. This lack of finance is preventing many potential firms from
starting up and impeding the development and growth of many existing firms,
thereby reducing innovation, restructuring, growth and competitiveness.

Most critically, market failure is most acute in the areas most crucial to achieving
competitive advantage based on innovation, namely start-up firms, innovative high
technology firms and firms seeking to grow rapidly through exports.

With respect to start-up firms, the 1995 Financing Growth study reported that
Australia's highly under-developed equity capital market had reduced even its
minor role in providing venture capital, preferring to focus on firms in development
phases. Many fund managers simply exclude small early stage firms from
consideration because of their higher risk.*®

Market failure is acute in the provision of seed and start-up equity finance to
innovative, high technology firms. The 1983 Epsie report on high technology
enterprises found:

Equity finance, which is the appropriate funding for the start up and early growth phases,
has rarely been available... [T]he lack of a venture capital market...substantially reduces the
chances of success for Australian high technology enterprises compared to their

. . 964
counterparts in other countries...

[TThe Australian society has no effective vehicle for marshalling its people's savings

towards the equity funding of new industrial enterprises leading to growth and creation of

jobs through innovation.”

%0 Arthur Anderson, op. cit., p.12.

%' Marsden Jacob Associates, op. cit., p.29.

%2 Ernstand Young & the Centre for Innovation and Enterprise, op. cit., p.33.

%3 Marsden Jacob Associates, op. cit., p.31,54,56.

%*  Australian Academy of Technological Sciences, op. cit., p.10.

> ibid., p.26.
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Similarly, the 1990 Beddall Report found: ‘Currently, it is easier for [people with]
viable inventions to obtain overseas money instead of Australian money which of
course means that some promising ideas do not get developed in Australia.”* The
report noted a 1987 BIE survey that found that 70 per cent of innovative small
businesses in emerging industries stated that their growth had been impeded by lack
of access to finance.””

Five years later, Senator Cook, in announcing the Innovation Statement, admitted the
innovation chain was breaking down due to a lack of equity finance:

As a country, we need to be better at accessing, commercialising and using ideas.
We should congratulate ourselves as a country of ideas.

But far too many good ideas get away.

The biggest sticking point is access to finance.

A number of recent studies have identified a lack of depth in venture and development
968

capital and an immature equity finance market in Australia.
The Labor Government never addressed this market failure. At 1997, with demand
for such venture capital far exceeding supply, investors still refused to support the
sector.” This failure to intervene to address a clear market failure thereby impeded
restructuring to innovative market segments.

Markets fail to provide adequate equity finance for innovative start-up firms for
several important reasons in addition to those outlined above. Firstly, such
investments are particularly risky, as the results from seed and early stage equity
investment in high technology are difficult to predict. Secondly, fund managers often
do not understand the nature and potential of the technology, meaning they can not
adequately assess the risk of high technology investments and often fear them,
despite the potential for significant returns. Under these circumstances, many
investors prefer to play safe in the less risky bond, property and share markets.”
Thus, a particularly severe market failure exists in the provision of finance to those
firms upon which national competitiveness is crucially dependent.

Much research has also confirmed that Australian firms lack access to the venture
and long-term debt capital needed to finance export drives.”” Most concerning is that

*®  House of Representatives Standing Committee on Industry, Science and Technology, op. cit., p.195.

ibid., p.194,196.
Peter Cook, Putting Ideas to Work for Australia, op. cit., p.7.
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% Marsden Jacob Associates, op. cit., p.27,28.

7 peter Ewer, Winton Higgins & Annette Stevens, op. cit., p.91; and Pappas, Carter, Evans & Koop/Telesis, op.

cit., p.162,163. Report of the Committee for Review of Export Market Development Assistance, op. cit., p.40
reported that exporting firms found it difficult to obtain funds from financial institutions, as lenders were
often highly cautious in their assessments of risk, preferring to support less risky investments in protected
domestic markets. KPMG Peat Marwick, op. cit., p.22 found that 30 per cent of manufacturers cited lack of
access to capital as one of the top three impediments to them increasing their international business over the
following two years.
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the rise of ETM and service exporters is being significantly impeded by a lack of
access to finance. A McKinsey survey found that 62 per cent of ‘born global stand
alone’ ETM firms viewed finance as ‘a very or critically important constraint’ to
exporting,”” while the LEK Partnership study found that access to finance was the
number one concern of more than 50 per cent of Australia's emerging service
exporters. More than 50 per cent of the latter had been refused finance in the last
three years and 57 per cent of the non-exporters indicated that finance was the major
barrier preventing them from establishing exports. Furthermore, the LEK study
found that very little equity finance had been provided to service exporters from the
local market.”” Financial institutions, in particular, lack the expertise to lend to
innovative SME exporters.” Many lack the skills to assess the risk involved in export
projects. This leads to excessive conservatism. For example, banks are reluctant to
finance the export expansion of SMEs with few assets, even where firms have high
cash flow and a successful record of export growth.

‘Short-Termism’

The financial system is also excessively focused on short-term profit, rather than
facilitating the investment needed for long-term prosperity in innovation-intensive
market segments. For example, most investors on the stock market have little
understanding of the businesses in which they invest, and therefore buy and sell
shares largely on the basis of short-term profit results. Being either impatient or
uninformed about a company's problems, investors tend to dump their stock at the
first sign of difficulty, rather than focus on how to re-build the competitiveness of
firms.”” This short-term focus is reinforced by the fact that many chief executive
officers have salary packages linked to short-term profits or sales. The focus on short-
term profit can lead to an undue focus on mergers and acquisitions, often
accompanied by significant debt.”* Investment in new products and processes and
other underpinnings of competitive advantage are often avoided or delayed because
any short-term earnings fall would be punished by investors selling their shares and
forcing the stock price downward.” The overall result is slower growth and a less
competitive economy.

Banks also tend to have little understanding of, or interest in, the investments needed
by firms to become and remain competitive. They generally have little or no stake in
the firms to which they lend and rarely engage in long-term strategic relationships
with their business clients. The result is that banks simply look at borrower’s balance
sheets and short-term prospects. If the business has a short period of financial
instability, banks simply foreclose. This focuses the attention of businesses on short-

e McKinsey and Company & the Australian Manufacturing Council Secretariat, op. cit., p.49.

LEK Partnership, op. cit., p.73-75.

LEK Partnership, op. cit., p.73; and McKinsey and Company & the Australian Manufacturing Council
Secretariat, op. cit., p.51.

James P. Womack, Daniel T. Jones & Daniel Roos, op. cit., p.197,198.
Lester Thurow, Head to Head, op. cit., p.282-285.
ibid., p.284; and Michael E. Porter, op. cit., p.660.
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term profits, rather than investment in the wunderpinnings of long-term
competitiveness.”

Debt Finance

As the Beddall report found: ‘A significant obstacle to successful growth and
development of small business has been access to finance under favourable terms
and conditions.”” That report found that while deregulation had led to growth in
banking activity in a number of market segments such as the money, bond and
foreign exchange markets, it had not brought an improved performance by banks in
making finance available to small business. Banks have been too conservative in
lending to small businesses and have put too few resources into understanding small
business. For small businesses starting up, accessing finance can be particularly
difficult and, even when small businesses are established and have a record of sound
management and performance, banks still generally emphasise the need for collateral
security.” The Beddall report concluded: “The market place continues to ignore the
needs of small business to borrow sums of up to $100,000 where a short fall in
security exists and despite demonstrated good cash flow projections.”" The result of
this conservatism was that banks passed up opportunities for sound loans, small
business were denied fair access to loans and the growth of the Australian economy
was impeded.

The experience of the Labor Governments also suggests that markets do not always
produce a level of interest rates consistent with bringing full employment. The fact
that Australia's cost of capital was significantly higher than the OECD average in a
deregulated financial system, where the market is the greatest determinant of rates,
indicates market failure that left Australian enterprises at a considerable competitive
disadvantage for the entire period from the 1983 reforms to the end of the Labor
Government. Many of the 400 submissions to the Hughes report on exporting noted
that the high cost of capital was one of the key disadvantages faced by Australian
exporters.”” High interest rates mean that much of the investment that would have
been economic with the interest rate climate that prevailed in many overseas nations,
was not proceeded with in Australia. Growth and restructuring were thereby
impeded.”™

3. Rationalism and Finance

The Labor Government's desire for meaningful policies in the equity finance area
was revealed when the Beddall Committee, having effectively identified a number of
major weaknesses in the financial system impeding the flow of finance to SMEs,

7% Jane Marceau, ch.12 ‘Industry policy” in Peter Vintila, John Phillimore and Peter Newman (eds), Markets,

Morals and Manifestos: Fightback! and the Politics of Economic Rationalism in the 1990s, Institute for Science and
Technology Policy, Murdoch University, Murdoch, Western Australia, 1992, p.143.

House of Representatives Standing Committee on Industry, Science and Technology, op. cit., p.190.
ibid., p.190,191,193,198,205,206.

ibid., p.198.

Report of the Committee for Review of Export Market Development Assistance , op. cit., p.2,21-23.
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recommended that the IC undertake a review of the availability of finance to small
business.”™ A cynic would suggest that this was a way of appearing to take action,
while establishing a process that would ensure no government action was taken.

The IC report was extreme rationalism at its worst, revealing an organisation with
little knowledge of active industry policy, barely able to admit that markets fail and
seemingly unable to even contemplate any active government action to improve the
functioning of the Australian economy. Many submissions to the IC, and indeed the
tinal report, outlined the numerous weaknesses of the equity capital market.”
However, having outlined the weaknesses, the report avoided any serious
exploration of possible government solutions. For example, despite numerous
government reports and submissions indicating that the lack of equity and
development capital for SMEs has been a problem for decades, the IC simply
asserted that the market was working effectively, stating that: “...the competitive
search for profit would tend to fill any gaps that reflected real profitable
opportunities.”™ The IC reasoned that the venture capital market was not under-
developed because if it was, fund managers would be making above normal profits.
Given that fund managers were often making poor profits, the IC reasoned that this
proved the market was not under-developed.” This ignores the vast array of
structural impediments to the establishment of adequate venture capital markets
outlined above. Yet the IC declared any problems were primarily due to the
recession and high interest rates, not structural issues.” While the IC reported that
SME representatives ‘claimed”™ there was a lack of equity finance™ and themselves
acknowledged the market was small, they simply re-asserted that the market was
working effectively and gave no serious consideration to how government action
could address the clear structural weaknesses in the equity finance market.

The same approach was taken to all key structural problems in the equity finance
market. For example, the IC acknowledged that superannuation funds were
extremely conservative and were failing to invest to any significant extent in SMEs,
noted many of the impediments to super fund investment in SMEs, and then
recommended that superannuation funds not be directed to allocate funds to SMEs,
without any detailed analysis of the issue. Indeed, the IC recommended that no
action be taken to increase funds available to SMEs from any institutional investors,
again without any detailed consideration on how government policies could make
this work. The IC argued that the lack of institutional investment in SMEs and their
general failure to consider any equity investments of less than $1 million is not a

% House of Representatives Standing Committee on Industry, Science and Technology, op. cit., p.199.

* See Industry Commission, Availability of Capital: Report No.18, Australian Government Publishing Service,

Canberra, 1991, p.xviii-xxi, as well as ch. 9 “The allocation of equity finance’ and ch.10 *Availability of equity

finance for smaller enterprises’, pp.137-198.

% Industry Commission, Availability of Capital, op. cit., p.172.

ibid., p.184.
Industry Commission, Availability of Capital, op. cit., p.xxiii states: “The Commission considers that perceived

problems about the availability of capital in recent years are attributable in large part to general economic
conditions.’
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market failure.” The fact that failure to provide venture capital to assist innovative

firms to start up and grow may be costing the nation dearly in jobs, restructuring,
growth and competitiveness was not seen as relevant.

In another section of the report, the IC noted that many SMEs are not investment
ready and that investment in the sector is impeded by the lack of an exit mechanism,
but failed to even consider any way of remedying these problems. Instead, the IC
simply took these problems as given,™ stating: “What is at issue therefore, is whether
smaller enterprises are receiving less outside equity than they should, taking these
factors into account.”” In another section of the report, the IC noted that would be
business angels and SMEs needing finance have difficulty locating each other but
recommended that the Federal Government play no role in providing or catalysing
matching services.™

In short, the IC approach was to ignore the plethora of previous reports and
submissions outlining the lack of equity capital, the enormous economic
opportunities missed due to the lack of equity capital and the numerous solutions
proposed to remedy the situation. Markets were simply assumed to work effectively
and no serious consideration was given to government proposals to remedy clear
market failures occurring in the finance sector.

A market based approach to equity finance has failed dismally in producing the
optimal amount of equity finance to SMEs. From the Crawford Report of the 1970s to
the Kelty Report on regional development in the early 1990s, this market failure has
been recognised and government action proposed to rectify the problem.™
Numerous successful examples overseas demonstrate how this crucial weakness in
Australia's innovation chain could be remedied.

Unfortunately, Labor's attempts to encourage the emergence of a powerful equity
market for SMEs were inadequate, the PDF program notwithstanding. The Labor
Government wound down its only ever small focus on Management and Investment
Companies, believing that the facilitation of the operation of market forces through
financial deregulation would bring optimal results in financing. This market forces
strategy hasn't worked and a decades old market failure remains.

The result of a lack of action to establish a venture and development capital market
over previous decades has been that tens of thousands of firms with innovative ideas
have not been able to commercialise their investments due to a lack of finance, or

®!ibid., p.xx,xxi,137,138,173-181,188.

*2 ibid., p.170,171.

ibid., p.171.

ibid., p.xxi,xxv.

9% John Crawford, Brian Inglis, RLJ. Hawke & N.S. Currie, op. cit, p.7.66,7.67 stated: ‘Consideration
[should]be given to appropriate institutional arrangements for the provision of equity and long-term finance
to small and medium-sized firms...” and recommended an expansion of powers and more funds for the
Commonwealth Development Bank and the development of a specialised financing institution in the private
sector. Taskforce on Regional Development, Developing Australia: A Regional Perspective: A Report to the Federal
Government by the Taskforce on Regional Development, vol.1, The Taskforce on Regional Development,
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have commercialised their investments offshore, to the benefit of nations overseas.
Based on the experience of nations like the US, it is reasonable to suggest that among
such a cohort of firms, a significant minority of firms would have failed, many would
have grown quickly and been more profitable than average, and a handful may have
become large global players. The rationalist inspired failure to act to build up
venture capital may have prevented the emergence of a raft of innovative ETM and
high value services exporters, thereby reducing economic and employment growth
and national competitiveness.

4. Industry Policies to Foster Excellence in Industrial Financing

Labor's reforms to establish a competitive financial market were important. A
competitive financial market will often provide adequate amounts of capital at
reasonable rates to many businesses.” However, active industry policies must
complement competitive market policies, chiefly to catalyse a vibrant venture and
development capital market.

In every nation in which there is an identifiable venture capital market, government
has been the catalyst for its emergence.” Active policies are necessary due to the
impediments to the growth of a venture capital market caused by its own lack of size,
as discussed above. Interestingly, however, it has been the experience of a number of
countries that once a certain critical mass has been reached, the sector flourished and
became self-sustaining. By contrast, market forces alone will not bring the
establishment of a vibrant venture capital market. In nations where the Government
has failed to take effective action to stimulate the emergence of a venture capital
market, they simply do not develop.

To address the market failure in the crucial area of seed, start-up and early expansion
phase equity capital for innovative, high technology firms, the Labor Government
could have established a program similar to that established in 1997 by the Coalition.
The Innovation Investment Fund involves the provision of $130 million by the
Federal Government on a 2:1 basis with private sector capital, thereby facilitating the
creation of five investment funds in the range of $30-50 million each. Expert private
sector fund managers were selected to manage each of the funds. Funds are to be
directed to small, technology based companies in the seed, start-up and early stage
phases. The Innovation Investment Fund is directed to: developing a self-sustaining
early stage, technology based venture capital industry; developing experienced fund
managers; establishing a self-funding program over the medium-term; and
encouraging the development and growth of innovative, new technology companies
that are commercialising R&D through the provision of finance and management
expertise.”™ The program is likely to be welfare enhancing because: it is directed to
two key links in the innovation chain and will therefore promote innovation, growth
and restructuring towards sophisticated products and services; the Government gets
its money returned with interest and a small share of any profits on the sale of firms,

* Michael E. Porter, op. cit., p.639.

Australian Academy of Technological Sciences, op. cit.,, p.104.
John Howard, More Time for Business, op. cit., p.101,102.
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provided the funds are successful; and, where firms that would not have been
established without the scheme are assisted to become successful, growth and tax
revenue are increased.

The Government should also encourage the venture capital market for SMEs more
generally, and foster the development capital market to enable established firms to
grow rapidly and launch export drives.

Much can be learned from the United States experience. In 1958, when the United
States had no institutional venture capital market, the Federal Government passed
the Small Business Investment Act. Under the Act, the US Small Business
Administration licences Small Business Investment Companies (SBICs), which are
private venture and development capital companies that make equity capital and long-
term credit available for small independent businesses. In return for pledging to
finance small businesses (which in the United States means less than 500 employees),
SBICs may qualify for government backed long-term loans.”

The program was highly successful, with 649 SBICs being established by 1964. Two
reports in the early 1980s showed the program had been welfare enhancing to a
significant extent. SBIC funded enterprises had generated 10 times the rate of
employment growth than the average for all small businesses."™ By 1994, SBICs had
invested around $12 billion in nearly 100,000 small businesses. A group of firms that
today are large, global firms, such as Apple, Federal Express and Intel, were
established through the SBIC program. A 1992 report by the US Small Business
Administration showed that more than US$500 million in direct taxes had been paid
by SBICs and it is understood that taxes paid by portfolio companies are in the tens
of billions of dollars."" Further, a 1992 reform of the SBIC program, which allows
fund managers to invest government guaranteed funds in conjunction with their
own through ’participating securities’, has increased the rate of private capital
raising by SBICs by more than ten times the previous rate, with new capital raising
now running at $1 billion per annum.”™” This has brought a great expansion in the
number of SBICs and the amount of money raised, even though the US Federal
Government gets a return of its money with interest and a percentage of the profits,
where a combination of private and public money is invested using Participating
Securities."”

In addition, the success of the SBIC Program provided the stimulus for a now large,
exclusively private, venture capital sector by: creating a well-functioning market;
demonstrating the profitable opportunities available; and providing the training
ground for many private venture capitalists. Most private venture capital
investments are in high technology areas because of their potentially massive

** William Dunbar, ‘Today's SBIC: New design, renewed commitment’, Venture Capital Journal, May 1995, p.6.

%% Australian Academy of Technological Sciences, op. cit., p.105,106.

! William Dunbar, op. cit., p.6.
ibid., p.6.

Small Business Investment Corporations at http:/ /www.envista.com/nasbic/SBICs.htlm., p.2.
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returns,'™ meaning the private venture capital sector is playing a key role in
achieving growth, innovation and restructuring to sophisticated product segments.

The Government should draw on the US experience to establish a comprehensive
venture and development capital market in Australia, most particularly through
participating securities. An ‘IIF/SBIC approach’ could involve the Government
investing along with private funds on a dollar for dollar basis, with government
funds returned with interest, but fund managers gaining a disproportionate share of
profits to encourage their participation. In return, fund managers would invest only
in SMEs and agree to invest a minimum percentage of funds in SMEs at the venture
stage, with remaining funds devoted to development capital to assist firms in their
growth phases.

If necessary, such initiatives could be complimented by tax concessions. Labor's
Pooled Development Funds (PDF) program was somewhat successful, particularly
after a 1994 review of the program led to a reduction in the concessional rate of tax
for PDFs from 25 to 15 per cent for income derived from investments in SMEs."™ By
March 1997, 48 PDFs were registered with the PDF Board and over $150 million in
capital had been raised," although the program failed to substantially address the
market failure in equity finance for amounts below $2 million."” Thus, tax
concessions can encourage investment in venture capital. It may be that such
favourable tax treatment could usefully be provided under an Australian version of
the SBIC program, at least until a vibrant venture and development capital market
has emerged.

Having private venture capitalists make all investment decisions would be crucial.
As Porter found, direct provision of venture capital by government is generally
ineffective because of the inability of bureaucrats to consistently select good projects.
By contrast, private venture capitalists, because their own money is on the line, have
a stronger motive for avoiding unsound ventures and capitalising on promising
ventures.'”

The Government could also seek to get institutional investors to participate in the
venture and development capital market. In particular, the Government could
capitalise on the concentration of both money, and the power to decide how funds
will be allocated between various asset classes, in the superannuation industry. More
than half of Australia's superannuation assets are controlled by around 160 funds,
each with assets in excess of $100 million. The investment allocation decisions of
much of the superannuation industry are largely made by around 30 individuals in

1% Australian Academy of Technological Sciences, op. cit., p.106,108.

100 Working Nation: Policies and Programs, op. cit., p.75.

John Howard, More Tinie for Business: Statement by the Prime Minister, the Hon John Howard MP, Australian
Government Publishing Service, Canberra, 1997, p.110.
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five major asset consulting firms. There is also only a small number of
venture/ development capital managers.'™”

This concentration of money and power creates tremendous scope for the Federal
Government to reform the industry. A mixture of co-operation, education and
facilitation could ensure that these key decision-makers provide sufficient equity
finance to meet both the venture and development finance needs of HGSMEs and
also build up mature venture and development capital markets, either by
establishing their own fund managing firms or by investing in others. Large
superannuation funds are particularly well suited to provision of equity finance
because of their risk profile and cash reserves. Merely one per cent of the reserves of
the top ten institutions has been suggested as sufficient to establish a substantial
venture capital market.'”® Therefore, the larger superannuation firms could make a
major contribution to establishing a large venture and development capital market,
without putting at risk the retirement savings of workers.

The Government could provide two key inducements to encourage the
superannuation industry's participation in venture and development capital activity.
Firstly, they could participate in the SBIC-type program. Secondly, given the
importance of building up national savings, legislation increasing the percentage of
wages to be paid in to superannuation fund to a much higher level could be traded
for a commitment by superannuation firms to provide significant amounts of venture
and development capital to SMEs.

In seeking to encourage the supply of equity capital, government must do more than
simply provide financial incentives and direction. Because the sector is gravely
under-developed, the skills necessary to underwriting vibrant venture and
development capital markets are not widely available. Government will need to
work to address the microeconomic constraints to the supply of finance.

Training venture and development capital fund managers is a key priority, given
they are generally inexperienced and perform well below world class standards.
Government could also provide funds for training, directed to ensuring that
Australian bankers, accountants and superannuation fund managers have the
necessary skills to assess the risk involved in financing exports, as well as venture
and development projects, particularly in high technology areas. Such education
could explain the benefits of such investments. Providing this knowledge could
mean that sound ventures would no longer be rejected through an irrational fear
born out of ignorance, but would be sensibly funded to the benefit of the banks, the
exporter and the Australian economy." In the superannuation sector, the
Government could establish training for the key asset consultants and trustees in
allocating equity funds to SMEs.""

109 N\ arsden Jacob Associates, op. cit., p.26,53.

b Pappas, Carter, Evans & Koop/Telesis, op. cit., p.163.
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In addition, the various asset classes within the venture and development capital
market segments must be established, together with consistent performance
measurement principles and regular reporting by venture/development capital
funds. Money will only be invested in equity funds when investors can measure past
performance.'™

Governments must address demand impediments to the flow of equity finance.
Failure to address such impediments is a key reason why government incentives to
encourage the supply of equity finance have sometimes failed."

A particular impediment to the provision of equity finance to SMEs is the fact that
many firms are not investment ready. In high technology HGSMEs, the people who
achieved the technological advance often become management by default. Many
have few management skills and little or no management experience. Investors will
not provide equity finance in such circumstances."*”

In addition to the proposals outlined in chapter 11 to improve Australian
management, the Government could establish an enterprise improvement program
based on the Victorian Government's Investment Ready program, which assists
innovative, R&D intensive, export oriented HGSMEs to obtain equity finance
through: a free information seminar on equity investment; an investment ready
review or workshop delivered by registered consultants; a further consultancy
directed to addressing aspects of the company that need to be improved; and a final
consultancy in which an investment prospectus and presentation are developed. The
program thus improves the management of SMEs, assists them to become
investment ready and helps to provide quality deal flow for investors. Government
assistance is provided in the form of a subsidy for the cost of the consultancy services
provided." A Federal Government program could also draw on Arthur Anderson's
‘development funnel’ concept."”

More generally, there is a need to educate the SME sector about: the fact that equity
finance is an option; the benefits of equity investment and its importance to
developing innovative HGSMEs; the types of equity investors and which types suits
their particular needs; the investors perspective of investing in an SME; and how the
Australian SME cultural attitude towards ownership and control can impede
business growth and success."

To complement the build-up of the formal equity capital market, the Government
should act to build up Australia's informal equity market. There is currently a large
under-utilised pool of business angels who could provide much needed management
and equity finance to SMEs. Overseas surveys show that business angels would

"5 Marsden Jacob Associates, op. cit., p.55,60.

""" Ernstand Young & the Centre for Innovation and Enterprise, op. cit., p.2.
Arthur Anderson, op. cit., p.16,26.

State Government of Victoria, What is Investment Ready? How to Finance Company Growth, Business Victoria,
Melbourne, 1997, p.2-7.

See Arthur Anderson, op. cit., p.14,15,22,28,29.
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invest much more if they could find suitable investments and that there is a vast
untapped pool of prospective experienced business angels. In Australia, a sizeable
pool of experienced ex-managers exists, and many middle-managers in larger
corporations would like to manage a smaller enterprise. While many SMEs could not
pay salaries commensurate with the skills often possessed by business angels, this
can be offset by the promise of significant returns made on equity invested. "

To capitalise on the potential of business angels to inject vast amounts of equity
finance and management expertise into small businesses, the Government should
undertake a comprehensive policy development process on how to foster the sector.
Lower capital gains tax or tax concessions might encourage the injection of
management expertise and equity finance into small businesses. The Coalition
Government encouraged the growth of the sector by establishing the Business Equity
Information Service, which provided funding to investor matching or brokering
services that match SMEs and potential investors through database matching
services, bulletins, meeting in person and investor forums. A range of such services
have been established and are successfully matching SMEs with people able to
provide equity finance and management skills.”” Some also train SMEs to become
investment ready and train investors in evaluating SME proposals. The potential for
using accountants to provide introduction and matching services could also be
explored."”

The Government could also consider measures to encourage investors and financial
institutions to abandon their short-term profit fixation and instead focus on solid
investment by firms directed to achieving long-term competitive advantage. Porter's
study found that in nations such as Japan, Germany and Switzerland, where
regulations allow financial institutions to hold corporate equity, major lenders hold
significant equity stakes and play an important role in corporate governance,
including through representation on company boards. Because financial institutions
in such companies hold both debt and equity, they are motivated to be concerned
with long-term company health through significant strategic investment, rather than
focusing on short-term profits and debt coverage. Most shares are held for long
periods and are rarely traded, and short-term fluctuations in stock prices are not seen
as important. As financiers understand the firms in which they hold equity: the firms
are freed from the constraints of the stock-market, with its focus on short-term profit,
and can make the investments necessary to sustaining competitiveness over the
longer term;'™ and financiers provide assistance with finance and management
where firms suffer recoverable declines in performance.™ As Porter concludes: ‘“This
benefits long-term productivity growth and hence the nation’s standard of living.”"™

Thurow has argued that US financial institutions should be encouraged to take
controlling stakes in firms and drive corporate strategy so that the relationship

"' Marsden Jacob Associates, op. cit.,, p.43.

John Howard, More Time for Business, op. cit., p.108,109.
Marsden Jacob Associates, op. cit., p.47.
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between firms is transformed from an arms-length relationship focused on short-
term profit to a co-operative relationship focused on building competitive
corporations through strategic investment. Thurow and others believe that the power
of the business-financial groups, such as that found in Japan's keiretsu structure, may
be what is needed to build strong international firms in today's highly competitive
global economy."

These arguments hold much force but Australia's financial system is vastly different
to those in nations such as Japan. Banks have traditionally been legally prevented
from making widespread investments in SMEs. Labor, in the 1994 Innovation
Statement, allowed banks to make a small amount of equity funds available for their
SME clients.'” At present, banks can make equity investments in businesses up to an
aggregate amount equal to five per cent of their core capital, without prior
consultation with the Reserve Bank of Australia. Further, since July 1996, equity
investments by financial institutions have been taxed under the capital gains tax
provisions, rather than the income tax provisions."” These reforms have encouraged
greater equity investments by banks in SMEs, although only to a relatively limited
extent. The Government could therefore consider further liberalisation and other
encouragement to expand the role of banks in providing SME finance. However, the
pace of reform should perhaps be gradual because, at present, Australian banks have
little experience in making equity investments in SMEs. The most appropriate
approach may therefore be gradual deregulation, commensurate with the banking
sector’s improved knowledge and capability in making equity investments in SMEs.

To further reduce the incentives for short-termism, quarterly profit statements
should be replaced with annual profit statements, a reform already implemented
successfully in Japan. This will enable managers to make significant investments in
one quarter, with the aim of longer term profits without any fear of being penalised
by falling stock prices."

The Government could also consider catalytic action to facilitate the re-establishment
of the second boards of the Australian Stock Exchange. The second boards,
established in 1984, brought increased access to risk capital for young SME
companies that could not afford to list on the main boards by providing a mechanism
for investors to exit and realise their investment."”” Unfortunately, the second boards
ceased in 1992."%

195 1 ester Thurow, Head to Head, op. cit., p.286-288,290. For analysis of the finance benefits of the Japanese
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However, second boards have been successful in the United States and Japan and a
pan-European board has been introduced.™ A 1997 Catalyst Institute study
completed comprehensive research on the experience of alternative equity markets in
the United States, Europe and Asia and concluded that a growth equity market
(GEM), in the form of a formalised Australian stock exchange, would be beneficial.
The report found that such a stock exchange would be useful for medium sized
companies with a turnover of at least $30-40 million. Such a GEM, by providing a
visible market for trading of shares and by providing investors with a mechanism to
exit and realise their investment, would encourage the flow of capital to medium
sized growth firms, thereby facilitating their expansion to larger domestic and global
players."” The Government should consider ways of catalysing the establishment of
such a GEM.

Finally, with respect to debt finance, it is true that during the period of the Labor
Government, too many sound small businesses were denied access to debt finance.
However, with increasing competition in the home mortgage market, itself partly a
result of the Labor Government opening up competition in the banking sector, banks
are beginning to focus more on loans to small business. In particular, some banks are
now offering loans without primary emphasis on security, instead focusing on
matters such as sound business plans or demonstrated skills and performance. While
catalytic action appeared appropriate during the time of the Hawke Governments, it
may be that banks operating in a competitive market will be able to serve small
businesses effectively in the debt finance area.

To reduce the cost of debt finance, Government should seek to establish a low, stable
rate of inflation through: rigorous microeconomic policy, including further tariff and
infrastructure reform; prudent macroeconomic policy; and the establishment of a
national savings strategy.

1031 .
ibid., p.37.
1092 Catalyst Institute, Study of a Growth Equity Market for Australia, Department of Industry, Science and Tourism,
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Chapter 14: Export Marketing

1. The Importance of Export Marketing to Competitive Advantage
Based on Innovation

Firms, particularly those in innovative market segments, need to export because:
exports help to achieve the sales volume necessary to absorb the investments in
R&D, management and other key capabilities needed to remain competitive;"
competing on global markets against world best firms encourages firms to constantly
upgrade their sources of competitive advantage;"™ huge global markets provide the
opportunity for massive sales; world trade is growing significantly faster than world
economic growth;"” and exporting itself provides the knowledge and experience
required for successful on-going exporting.

Exports help to foster national competitive advantage because: exporting is crucial to
building a significant national capability in each link in the innovation chain;
globalisation has made the tradeable sector of the economy a greater determinant of
national prosperity; exports allow solid growth without running into unsustainably
large current account deficits; quality exports provide reputation enhancement for
other Australian exports;'™ the act of exporting helps to change Australia's business
culture towards an outward looking, global orientation;'” and a high exports to GDP
ratio appears to encourage economic and employment growth.

To achieve the export sales necessary for survival and prosperity in innovative
product segments, firms must master marketing. As the BIE study on the R&D tax
concession noted ’...the successful introduction of new products and processes to the
market depends importantly on firms' capabilities in marketing and distribution.”*
The LEK study of Australia's leading service exporters found that the firms
considered marketing the second highest source of competitive advantage. It was
also the area of greatest difference between the ‘high achievers’, 52 per cent of which
rated marketing as a main form of competitive advantage, and the ‘less successful’
group, of which only 22 per cent felt similarly. Successful export firms had long-term,
integrated marketing and production strategies, while the less successful group

193 Australian Academy of Technological Sciences, op. cit.,, p.39; Ian Lowe, op. cit., p.2,3; Ross Garnaut, Australia

and the Northeast Asian Ascendancy: Report to the Prime Minister and the Minister for Foreign Affairs and Trade,
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tended to focus on the short-term and be reactive and opportunistic."™ The costs of
marketing and distributing many products exceeds the combined costs of developing
and manufacturing them. It is thus a crucial source of competitive advantage,
particularly in innovative products."™”

Export marketing must be a key focus of national economic policy making because it
is extremely complex and risky, requires enormous commitment and investment,
and is difficult to perform effectively. These impediments discourage most firms
from exporting, while those that undertake it, often struggle to succeed.

The following paragraphs discuss the components of export marketing. The section
achieves two key aims. Firstly, it demonstrates the importance of the export
marketing process to achieving exports, and therefore to creating competitive
advantage through innovation. Secondly, the section shows that export marketing is
highly complex, costly and risky, which helps to explain why relying on the market
alone will fail to produce a level of exports consistent with maximum economic
growth.

Before firms can commit to strategic exporting, they should complete a
comprehensive company review, assessing whether they have the skills, resources,
commitment and information to support sustained exporting. In general, such a
review will reveal that the firm must build up more capacity for exporting in a range
of areas."™

Once firms are ready to export, they can usefully: conduct research to select potential
markets; examine the potential markets to assess the opportunities and risks in
serving them; and select those markets in which there are significant opportunities
and in which the firm is likely to have a significant competitive advantage.""

Successful firms ensure their product is directed to meeting the needs of particular
customers better than any competitors in the target export markets. In seeking to
enter a product market, they undertake market research to: determine customer
needs; and analyse the activities of competitors, including their number and size,
market share, product range and market strategy. With a comprehensive
understanding of competitors, firms can then select the group of customers at which
their products will be directed and plan a product range that will satisfy their
particular customer group more effectively than any competitors. For many
Australian exporters, this will involve the production of innovative, quality products
aimed at niche market segments."” Every facet of a product, including its features,
styling, quality, brand name and packaging, must be designed with the customer

199 LEK Partnership, op. cit., p.47,48.

"% John M. Legge, The Competitive Edge, op. cit., p.x.

104 Barraclough and Co. & BSA Management, Winning Exports, Pitman Publishing, South Melbourne, Victoria,

1996, p.6,13.

Lee D. Dahringer & Hans Muhlbacher, op. cit., p.57,58. This process is discussed in Barraclough and Co. &
BSA Management, op. cit., p.16-21.

Barraclough and Co. & BSA Management, op. cit., p.36,37; and Philip Kotler, Peter Chandler, Rosalie Gibbs &
Rodney McColl, Marketing in Australia, 2n edn, Prentice Hall, Sydney, 1989, p.55,299,300,348.
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target market in mind."" Market research can show whether a product is likely to sell
amongst the intended market and what modifications are necessary for the product
to sell."™ In many cases, firms will need to adjust their existing product range to meet
the needs of foreign customers."* Market research and analysis needs to be on-going
so that changes in the pattern of demand and customer needs are fed back into the
Ré&D and production process." For export marketing to be successful, each part of
the organisation must work together towards the overall marketing strategy.™ In
particular, product managers must create a consensus among sales, production and
development staff, so as to guide the firm’s product development according to
marketing principles."”

Determining the price to charge for a product is a further key determinant of the
success of innovative products. To determine likely demand at various price levels,
firms need to undertake considerable market research. Given that most Australian
exporters compete primarily on innovation and quality, rather than price, firms will
generally set prices according to what customers perceive the value of the products
to be, rather than on a cost-plus basis."™ Prices need to be high enough to recoup the
significant investment required to produce and market innovative products and to
provide reserves for future investment. Many small innovative businesses have
failed because they set their prices too low, meaning they did not generate adequate
cash flow to fund future investments.'” On the other hand, prices need to be low
enough to ensure significant demand for the product.

Distribution is also crucial to the success of innovative products. Firms must pay
special attention to physical distribution, given the great distances between the firm
and the export market. Good suppliers can lock customers in by satistying customer
needs, providing advice, understanding their products and providing after sales
service.'” Choice of retailer is crucial because purchasers generally pick a supplier
first and then pick a product from that supplier's range. Customers also consistently
buy from the same supplier and often stick with the same brands. Only a minority of
customers - in the range of 10-15 per cent - make a concerted evaluation of alternative
brands and suppliers. This is because of the cost and time required to investigate
alternatives, knowledge that a particular brand can guarantee satisfaction, and fears
about the performance of unknown products. Thus, if a firm's product is widely
available at suitable retailers, there is a good chance it will be considered by
customers. By contrast, a poor choice of retailers can mean the product will be

'%* The importance of tailoring the various components of a product - such as quality, features, style, size, brand

name, packaging and labelling - to the needs of customers in export markets is discussed in detail in
Barraclough and Co. & BSA Management, op. cit., p.60-63.
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automatically missed by most customers, who may then form loyalty to other
brands.'"

Given the importance of distribution, it is not surprising that establishing
representation in overseas markets, rather than simply exporting directly to overseas
customers, has been shown to be pivotal to achieving strong export growth." Given
the small size of most Australian firms, many achieve this by using a distributor or
representative agent when first breaking into export markets, rather than employing
more elaborate options, such as establishing their own marketing operations in the
export market. Such partners located in target countries can often market the firm's
products more cheaply and effectively, given their local market knowledge, contacts,
and possibly, existing infrastructure.”

The choice of distributors is crucial. Many firms have one or more experiences with
poor distributors before they find a good one. Unfortunately, choosing the wrong
distributor can ruin an export drive, spoil a company's reputation in other markets
and lead to major losses.' Ideally, firms will find distributors with: a sound financial
position; knowledge of the market; understanding of the firm’s products; facilities
and offices accessible to customers; appropriate warehousing and servicing facilities;
appropriate geographical coverage to target the firm’s intended customers; sound
sales staff; and sound promotion skills and capacity."”

First Steps to Export Success tested the importance of a range of variables in
distinguishing high exporting firms and low exporting firms, based on data gathered
from 434 export projects. It found that developing close, long-term relationships with
local agents and distributors, rather than engaging distributors impersonally from a
distance, was one of only two of many variables tested, shown to distinguish high
and low export performing firms over the first five years of an export project. High
performing exporters had frequent contact with local distributors, sought to develop
a long-term partnership and co-operated on key aspects of marketing strategy. Joint
planning helps to build co-operation and enables firms to benefit from the local
knowledge and experience of the distributor."*

Innovative products must also be effectively promoted if export drives are to
succeed. Promotion is even more important in export markets than in domestic
markets because most Australian products are little recognised offshore. Promotional
strategy should be worked out and implemented jointly with distributors, in order to

= John M. Legge, The Competitive Edge, op. cit., p.223,225-227,246.

%% Austrade, Helping to Meet the Export Challenge, op. cit., p.14 reports that firms with overseas representation

achieve significantly higher export sales than firms without it, and the advantage increases over time. By the
eighth year in the EMDGS, average exports by firms with overseas representation were around $3.4 million
compared with average exports of around $1.7 million among firms without it.
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make full use of the distributor’s local knowledge and to develop the relationship.'”
Methods including advertising, sponsorships, sales promotion, publicity, personal
selling and direct mail should be used to ensure target customers are aware of the
products existence, are attracted to purchasing it, and know where to buy it."
Promotional campaigns must be sustained over a significant period of time if they
are to convince a substantial number of people to try a new, unknown product and
eventually build a loyal cohort of buyers."

Promotion is particularly critical to competing on the basis of innovation because it
can highlight the unique features, quality or performance of new products. Even
where competitor’s products have similar features, a firm can create the impression
of being more innovative and concerned to meet customer requirements if they are
first to promote the product’s features."”

To maximise the chances of an export drive succeeding, firms must visit their
intended export markets to identify customer needs, analyse competitors, develop
pricing policy, engage distributors and formulate promotional strategies.""” First
Steps to Export Success found that breaking into export markets is best facilitated by
firm’s gathering 'experiential' information via well-prepared market visits, rather
than simply relying on general published information and exporting from Australia.
Visiting export markets was one of only two of the many variable tested, shown to
distinguish high and low exporting firms in the first five years of an export project.
The survey showed that discussions with distributors, general visits to the market
and personal visits to retailers and wholesalers were regarded as ‘highly valuable’ by
80 per cent, 81 per cent and 70 per cent of firms respectively. In contrast, general
published information was viewed as “highly valuable’ by only 8 per cent of firms,
while commissioned market research was viewed as ‘highly valuable” by only 20 per

cent of firms. Most firms found these information sources ‘somewhat valuable’.'™

On this basis, First Steps to Export Success recommended a three step process when
entering export markets. Firstly, firms should undertake extensive pre-visit
preparation, utilising published sources, target country embassies and Austrade
services to gather information on the nation and its industry. Secondly, firms should
visit target markets to experience the culture and gather information through
discussions with distributors, wholesalers, retailers and consumers. Thirdly, on the

basis of information gathered, market research can be commissioned to help inform
the export drive."®

Once this market research completed, firms need to undertake comprehensive
budgeting and gain access to finance. Gaining finance from commercial sources is the
most difficult component of exporting for many firms, as banks require extensive

109 Barraclough and Co. & BSA Management, op. cit., p.75.
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evidence of the firm’s capacity to succeed in their export venture. Finally, firms need
to protect themselves against a number of risks by: taking out insurance to cover
transit risks; arranging contracts that protect against exchange rate risks; and
insuring against commercial and political credit risks."*

Once well established in an export market, firms need to consider their next steps for
export expansion. The least risky option is to entrench the firm’s position in existing
markets by greater investment in marketing and distribution networks. Particularly
where firms are exporting innovative products, being closer to the market can assist
in ensuring products are developed to meet changing customer needs. Exporting
through distributors or representative agents can provide insufficient control over
the marketing process. For example, a firm's products may be only some of those
supplied by the distributor, and the distributor may have less knowledge of, and
commitment to, the firm's products.™’

For these reasons, established firms with innovative products may wish to take a
greater role in marketing and distribution in the export market themselves. They
might establish a joint marketing venture, which can allow a firm to benefit from the
local knowledge of their partner's firm, as well as their production, marketing and
distribution facilities and staff. Alternatively, a firm could open a branch office, to
establish Australian representation in the export market, establish control over
management and marketing, ensure the company’s interests are advanced and gain
more accurate market feedback. Finally, a firm might make a greenfields investment
in the foreign market thereby facilitating: total control over marketing, management
and production; the tailoring of the firm’s infrastructure to the precise needs of the
foreign market; creation of products focused on the precise needs of target
consumers in the export market; and a long-term presence in the market. Care needs
to be taken before firms choose these more significant options because they require
significant investments."® However, for firms to become large, global players in
innovative product areas, they may need to work towards establishing their own
international marketing and distribution networks.

Thus, marketing is very complex and difficult for firms to master, yet a crucial
determinant of the survival and prosperity of innovative firms. Importantly, there is
still a significant window of opportunity in the marketing part of the innovation
chain. As major parts of the global economy operate without adequate consideration
of marketing, Australia can assist in gaining a competitive advantage in innovative
products by establishing expertise in marketing."*”

2. Market Failure and Australia's Weaknesses in Export Marketing

Relying on the market alone will fail to bring the necessary quantity of exports to
maximise growth and competitiveness. For general, non-firm specific information on
foreign markets and product markets within them, market failure occurs because

1096 Barraclough and Co. & BSA Management, op. cit., p.80-86.
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gathering such information is not economic for individual firms, yet government
provision of such information can help to make exporting economic for thousands of
firms throughout the economy.

Market failure also occurs where individual firms, particularly SMEs, decide against
exporting, due to the risk, difficulty, cost and complexity of the task. Breaking into
export markets generally takes several years and requires significant investment in
new capacity, often involving the production of new or refined products, and a major
expansion of marketing activity. For innovative SMEs, the cost of gaining the
detailed market information needed to break into export markets is very high
relative to sales."” The investment required often means firms have to either take on
equity investment, or borrow at high interest rates, due to the riskiness of export
sales and the conservatism of Australia's banking system. Such investment,
combined with the likelihood of minimal sales for several years as the product is
introduced, means significant losses must generally be absorbed for the first few
years. Obviously, if the export drive fails, the viability of the business can be
threatened. Compounding the risks involved is the complexity of marketing
products in foreign lands to consumers with different tastes and a different culture,
against foreign competitors. This risk and complexity means that many businesses
decide against attempting to break into export markets and remain content with
operating domestically. While firms may see significant potential gains through
exporting, many are understandably not willing to risk everything for a chance at
major gains.'”

These problems are decades old. As the Epsie report noted:

Many entrepreneurs discussed their difficulties in entering export markets... The single
greatest obstacle they faced appeared to be the relative size of the financial and marketing
effort required by a small Australian company to enter larger USA or Western European

. 1072
markets, even for niche products.

In turn, the risk and uncertainty involved in exporting can result in financial

institutions failing to provide finance to many sound export proposals, thereby
limiting export expansion. The Hughes report noted:

Despite financial deregulation, exporting firms found it difficult to obtain funds from
financial institutions. Lenders were often cautious in their assessment of risk, or perhaps

found less risky opportunities to fund in protected domestic markets.'”

In Australia, most firms are ineffective at marketing in the domestic market, let alone
marketing in export markets. For example, many managers don't undertake external
market research to test new product and service ideas." Even in the late 1980s, only

R McKinsey and Company & the Australian Manufacturing Council Secretariat, op. cit., p.12.

17! The thrust of this argument is made in Report of the Committee for Review of Export Market Development

Assistance, op. cit., p.40,41,83,84.

172 Australian Academy of Technological Sciences, op. cit., p.40.

R Report of the Committee for Review of Export Market Development Assistance, op. cit., p.40.
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25 per cent of Australian companies had marketing research departments.'”
Marketing is often addressed as an afterthought, rather than as an integral part of the
overall business plan. Many firms underinvest in marketing, particularly in harsh
financial periods, when it is marketing that is so important in generating sales. The
result is a long-term loss of viability as current customers are lost to competitors who
market their products more effectively.'”

The export marketing performance of Australian firms is generally poor. Most do not
even attempt it. In 1994-95, only around four per cent of Australian firms exported.
Of those firms that did export, 75 per cent exported directly to firms overseas, with
the great majority of this to unrelated companies. Only 12 per cent of firms used
overseas agents.'”

Poor export marketing is impeding export growth in manufacturing and service
industries. LEK found that service exporters rated marketing as by far their area of
greatest competitive disadvantage. Many were unsatisfied with their marketing
arrangements, with 28 per cent citing ‘lack of market information” as a major
constraint to the growth of their exports, while 28 per cent cited ‘lack of offshore
facilities’, 26 per cent cited ‘distance from markets’ and 15 per cent cited
‘language/culture’."™ Many of Australia's emerging ETM exporters from the
McKinsey study were shown to have conducted their export marketing in an ad hoc
way, relying on personal contacts and general impressions of market potential.'” The
KPGM Peat Marwick 1993 Manufacturing Survey found that nearly 40 per cent of
manufacturers rated ‘lack of market knowledge” as the first, second or third major
barrier effecting their ability to increase their international business over the next two
years.™ Thus, many Australian firms do not undertake comprehensive export
marketing. This results in the failure of many export projects, while other export
drives miss opportunities for greater gains.

Many Australian firms also have difficulty gaining overseas representation, a key to
successful export drives. Emerging Exporters reported that: ‘Virtually every born
global firm we interviewed had difficulties in developing overseas representation.”'™
Many had suffered bad experiences with overseas representation.'

There is also a shortfall of Australian workers and management with suitable
qualifications and experience in exporting. The Hughes Report found that one third
of first year Export Market Development Grants Scheme (EMDGS) claimants
regarded the inability to access consultants with appropriate marketing skills as a
major difficulty in export marketing. This lack of skills reduces exports by reducing
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the efficiency with which exporting occurs, and by fostering negative attitudes
toward exporting among firms."®

The 1994 evaluation of the EMDGS found that Australia had still not developed a
significant export culture, given that only around 200 companies had annual exports
of more than $25 million, and Australia's exports to GDP ratio was much lower than
many industrial nations of similar size."™

Australia's weaknesses in marketing mean that, even where our firms overcome all
the other market failures in the innovation chain and successfully produce
innovative products, sales and exports are often gravely impeded by poor
marketing."

3. Rationalism and Export Marketing

In light of the crucial importance of export marketing and exports, coupled with
massive market failure in the area and poor performance by most Australian firms in
export marketing and exporting, what is the rationalist policy response?

The IC are against government assistance to export marketing. They have written:

...there is little evidence of widespread and significant spillover benefits to other firms from
export market development activity. Yet such spill-overs provide the main rationale for

firm-specific export assistance, such as the Export Market Development Grants scheme.'™

The IC are also against any targeting of assistance to exports. They have written:

The Commission...disagrees with the proposition that program supports should be targeted

at firms in the traded sector... Greater efficiency benefits the community irrespective of

g ) 1087
where in the economy it occurs.

4. Industry Policies to Foster Excellence in Export Marketing

Fortunately, Labor disregarded hardline rationalist views on export marketing and
demonstrated, through successful export marketing programs, that government can
increase the level of sustainable export marketing and export sales beyond that
achievable by the market alone.

Porter's study found that government policies should actively encourage an
international outlook and exports, for example through provision of foreign market
and technical information via networks of foreign offices.™ Labor had a sound
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record in this area. It established Austrade in 1986." By June 1996, Austrade had 99
offices in more than 80 countries able to provide Australian exporters with detailed
market intelligence, including market research for specific firms."” This work is
complemented by the work of the Department of Foreign Affairs and Trade (DFAT),
which provides a considerable amount of general export market information,
particularly through their Country Economic Briefs, and can also refer firms to more
specific information sources."”

Together, Austrade's foreign and domestic networks of offices give general
information and advice on export marketing, provided free or at low cost. For
example: basic export marketing advice and referral is provided through the Export
Hotline;'™ hundreds of seminars providing export advice and discussing
opportunities in export markets are conducted annually; and a network of regional
managers around Australia assist firms to break into export markets by providing
general advice, and by introducing firms to Austrade's network and the services it
provides. In 1995-96, regional managers helped 3,795 firms create $270 million in
exports."” The foreign and domestic offices also provide: information, including
market research, to assist firms to understand, select and enter export markets, for
which firms generally pay 70 per cent of the cost; and detailed work to assist firms to
expand their overseas business, for which firms pay full costs."

The work of Austrade was also complemented by AusIndustry under Labor. Client
managers provided free information and advice, and for firms requiring a high level
of individual assistance, referral to accredited consultants, who, for a daily fee, often
subsidised by government, helped firms to break into export markets by taking them
through the various components of the export market development process."”

Labor also ran two major schemes to assist firms to break into export markets,
namely the Export Market Development Grants Scheme (EMDGS) and the
International Trade Enhancement Scheme (ITES).

The EMDGS provided taxable grants for expenditures incurred by SMEs in seeking
out and developing export markets. The precise details of the scheme were changed
over time. In 1994, annual grants re-imbursed 50 per cent of eligible expenditure
incurred above $15,000, subject to a minimum expenditure of $30,000 and a
maximum grant of $250,000 per annum. Marketing expenditures eligible for re-
imbursement under the scheme included costs associated with: establishing overseas

"% Economic Planning Advisory Council, International Trade Policy: Council Paper No.18, Economic Planning

Advisory Council, Canberra, 1986, p.25.

Austrade, Australian Trade Commission Annual Report 1995-96, Australian Government Publishing Service,
Canberra, 1996, p.51.

Barraclough and Co. & BSA Management, op. cit., p.8.

1090

1091

12 Austrade, Australian Trade Commission Annual Report 1995-96, op. cit., p.52 reports that the Hotline is

available to provide advice on exporting or referral for potential or current exporters, agents and traders and
export consultants, with more than 70,000 inquiries answered in 1995-96.
Austrade, Australian Trade Commission Annual Report 1995-96, op. cit., p.52,54,60.

For details on the services provided by Austrade's foreign and domestic offices, see Austrade, Australian
Trade Commission Annual Report 1995-96, op. cit., particularly pp.20-77.

1093

1094

10% Barraclough and Co. & BSA Management, op. cit., p.v,98.



247

representation (33 per cent of expenditures in 1992); producing brochures and
advertising material (18 per cent of expenditure in 1992); fares; samples; tenders;
communications; Australian consultants; overseas consultants; patent search,
registration, renewal and insurance costs; and overseas visit allowance. There was a
normal maximum of eight grants per claimant. However, from 1992-93, exporters
who had received eight grants could get grants for up to three more years for each
new market they entered, thereby encouraging further expansion by Australian firms
into global markets. Between 1988 and 1993, the scheme assisted between 2,000 and
3,700 firms per annum to enter export markets, with average grants of $42,000-
$67,000 per annum."”

Sensibly, Labor introduced a performance test into the scheme, which linked grants
payable to export performance. The performance test does not apply to the first two
years in the scheme, as firms develop export markets. Thereafter, firms must achieve
strong export growth to gain maximum grants. Grants will only be paid up to 40 per
cent of the claimant’s exports in the third year, with the test harsher each year until
grants of up to five per cent of total exports are provided from year seven."” In this
way, the program encouraged improved export performance by firms.

The EMDGS was very successful in increasing export sales. In 1995-96, $202 million
in grants were paid to 3,251 claimants, who, in turn, achieved $5.7 billion in export
sales, a ratio of exports to grants of 28:1." A 1994 evaluation estimated, on the basis
of actual industry and year-in-scheme data comparing claimants and non-claimants,
that EMDGS grant payments of $156 million resulted in additional export marketing
expenditure of $147 million and incremental exports of $1.4 billion, a multiple of nine
times the value of grant payments. After firms have been in the scheme for a few
years, they generally achieve exports 15-25 times the level of their marketing
expenditure.'” The Hughes Report noted that, in 1987-88, firms that had been in the
scheme for between six and fourteen years, achieved exports 35-57 times their
marketing expenditure."” The scheme also appears to assist firms to enter more
export markets. Claimants typically promote in three country markets in their first
year of the scheme and this rises to an average of more than four by the sixth year.""

The EMDGS, in many cases, helps firms to make the transition from viewing exports
opportunistically, to viewing exports as a core and growing part of their business.
Exports as a percentage of a firm's turnover typically rise from around five per cent
in the first year in the scheme, to around 20 per cent in the seventh and eighth years.
For the period 1988-1992, average exports per claimant increased for each successive
year in the scheme, from $0.49 million in year one, to $2.46 million in year eight."®
Importantly, ‘graduate firms’, or firms that have completed the full-cycle of eight
grants, generally become even more export oriented after they exit the program. The

109 Austrade, Helping to Meet the Export Challenge, op. cit., p.5,7,14,39.

ibid., p.6,16.
Austrade, Australian Trade Commission Annual Report 1995-96, op. cit., p.39.

1097
1098
1099

Austrade, Helping to Meet the Export Challenge, op. cit., p.xv,15,17,26.

1100 Report of the Committee for Review of Export Market Development Assistance, op. cit., p.64.

1oi Austrade, Helping to Meet the Export Challenge, op. cit., p.15,17.

ibid., p.17.
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vast majority of graduate firms maintain or increase their export marketing
expenditure in all categories and, since their last year of EMDGS support, graduate
firms, on average: market in six new export markets; achieve sales in four new export
markets; promote five new products/services overseas; and export four new
products/ services overseas."”

The scheme also appears to be encouraging Australia's emerging manufacturing and
service exporters. In 1991-92, nearly 80 per cent of the claimants were from
manufacturing or services."” The McKinsey report found that EMDGS was rated
highly by the emerging exporters for: providing valuable finance, especially in the
early years of exporting, when firms often suffer early losses on their exports; and
playing a powerful psychological role in assisting domestic based firms to export."™”

On the basis that EMDGS was succeeding in its objective to encourage firms to seek
out and develop new export markets, and due to the rise in exports fostered, the 1994
review recommended that the scheme be extended for a further five years."* It is
testimony to the shortsightedness of hardline rationalism, that it was widely known
that the Coalition intended to scrap the scheme when they came to office. It was only
intense lobbying by stakeholders that ensured the scheme was only radically down-
sized, rather than abolished, with total expenditure capped at $150 million and
eligible expenditure categories cut to six."”

The establishment of the ITES was recommended by the Hughes Committee, in
recognition of the fact that breaking into export markets involves significant
investment in new capacity and marketing, and substantial risk, which causes many
firms to avoid exporting."” Labor established the scheme in 1990-91. It was a
discretionary program providing low interest loans or advances to firms with strong
export prospects to assist them to develop export markets. Funds were available to
support marketing related activities incurred offshore, such as travel and promotion,
advertising, salaries and set-up costs. Applicants were selected on merit, based on
their demonstrated capacity in international business, strong management skills,
financial strength and commitment to the export project."” The ITES provided loans
averaging $1.5 million to SMEs and sought a 20:1 increase in export sales and
repayment of the loan. To monitor performance, Austrade relied on detailed half-
yearly and quarterly reports and the use of performance targets. This produced costs
four times lower than those typically incurred where firms gained finance from
development capital firms.""°
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The ITES also helped to address a market failure in the financial system in two key
areas. Firstly, it provided funds to experienced exporters seeking to make a
significantly increased commitment in export marketing, a task requiring long-term
patient financing. Banks are reluctant to lend to many such high potential firms.
Secondly, ITES provided funds for small, new, high potential, often technology-
based “born global” firms, which are often refused finance from the banking system
due to lack of physical security. ITES met both these needs by providing low cost,
medium to long-term loans, with deferred repayment terms.""

The ITES was particularly successful. From 1990 to the end of 1995-96, $178 million
was committed to 118 participants, which produced around $2.7 billion in export
earnings in funded projects alone. There had been no bad debts from the scheme and
loan repayments were 100 per cent of budgeted repayments.""” The McKinsey report
found that ITES was rated highly by the emerging exporters in terms of providing
valuable finance, especially in the early years of exporting."” A 1994 evaluation
concluded it had successfully helped firms to increase their export marketing
investment, break into export markets and expand their export sales. In addition,
half the companies funded reported increased exports in non-ITES markets. In many
cases, firms identified these opportunities via marketing activities undertaken for
their ITES project. Participants generally agreed that the planning process imposed
by the scheme had assisted them to develop a disciplined, structured approach to all
their export activity. The scheme also appeared to influence competitors of ITES
recipients to commence their own export marketing activities.""

In an act of economic rationalism at its worst, the scheme was terminated by the
Coalition Government, effective 1 July 1996.""° (Labor in Working Nation had
announced the extension of the scheme for a further four years with an allocation of
$50 million per year)." Rather than being abolished, the scheme should be
expanded. With significant marketing to promote the program among Australian
firms, it appears likely that applications meeting the selection criteria could be
received amounting to around $100 million per annum."” Given the success of the
scheme in increasing export marketing and export sales way beyond that which
could be achieved by relying on the market alone, and given the scheme was a
revolving fund and had met with no bad debts, the scheme should be strongly

"' Austrade, Helping to Meet the Export Challenge, op. cit., p.47. At p.47,48 it is explained that funding of five per

cent of projected net foreign exchange earnings is available, normally up to $2.25 million. For exceptional
projects, projected to produce $45 million over five years, up to $5 million was available. For medium to low
risk projects, six year loans were provided, interest free for three years and thereafter at interest of up to 40
per cent of the Commonwealth Bank Loan Reference rate. Initially, only firms with projected net foreign
exchange earnings of at least $20 million over five years were funded. This threshold was reduced to $10
million following the findings of Emerging Exporters, which found that the scheme was excluding high

potential emerging exporters.
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marketed, with funding provided to any firms that can meet the criteria and
successfully pass through the rigorous selection process.

Labor also established a number of other programs to assist firms to break into
export markets. The Export Access Program (EAP) was established in October 1991
to assist SMEs not currently exporting or new exporters to enter export markets on a
sustainable basis. Funded and administered by Austrade, and delivered by Industry
Associations, the EAP involves project managers providing advice to firms on the
various elements of the export development process, including assistance with
identifying export opportunities and preparing for market visits. Meetings are often
arranged with prospective export partners.”"” By the end of 1995-96, 1,566 companies
had been assisted under EAP, which helped to generate $84 million in exports."”

Trade fairs are also an important source of export sales and the gaining of overseas
distributors. In 1995-96, Austrade co-ordinated Australian participation at 82 trade
fairs internationally. The 1,338 Australian companies involved reported $187.3
million in on-site sales and anticipated they would earn more than $3 billion in the 12
months following the fairs. Exhibitors appointed 872 agents and signed 404 joint
venture arrangements.”'

Labor commenced the Asia-Pacific Fellowship Program in 1991-92. It provided
financial assistance to firms so they could place key managers and graduates in Asian
markets for up to six months, to gain a greater understanding of the markets. Some
41 fellowships were offered in 1995-96. Between 1991-92 and 1995-96, participant
companies reported exports of $152.5 million, an export to grant ratio of 31:1."*

Under the Asia-Business Links program, financial assistance was provided to
Australian firms to bring important Asian market contacts (314 in 1995-96) to
Australia for up to six months for training and experience in the firms operations.
The scheme has contributed to $133 million in exports, an export to grant ratio of
147:1.""%

Overall, in 1995-96, Austrade assisted firms to produce $6.65 billion in exports. For 6
per cent of sales, firms stated they ‘would not have made the sale without Austrade’,
in 18 per cent of cases, Austrade was ‘a key factor in the success’, while for 76 per

cent of sales, Austrade was ‘a positive factor’."*

Labor also showed that government can help to increase sustainable exports beyond
that achievable by the market alone by assisting the Export Finance Insurance

e Industry Commission, Annual Report 1991-92, Australian Government Publishing Service, Canberra, 1992,
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Ul Barraclough and Co. & BSA Management, op. cit., p.101.
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ibid., p.60.
ibid., p.61.
ibid., p.61.
ibid., p.31.

121

1122

123

1124



251

Corporation (EFIC) to expand its export finance and insurance activity."” EFIC
facilitates increased exporting by accepting risks, through a range of finance and
insurance services, that exporters and their financiers are unable to carry."* EFIC
provides export credit insurance against non-payment of exporters due to political or
commercial factors."” In 1996-97, $6.6 billion of exports were covered by insurance
against non-payment."” EFIC also supports the provision of additional working
capital by lending institutions to finance work in progress on an export contract,
where the exporter lacks additional security from its own resources."” In 1996-97, 36
export working capital guarantees supporting $106 million of export contracts were
provided." EFIC also provides favourable finance terms to overseas buyers to
enable export firms to compete with foreign competitors supported by government
supported loans."' In 1996-97, $420 million in new loans were signed for capital
goods and services, covering 43 contracts."” Overall, in the five years ended 1996-97,
EFIC supported, on its commercial account, $30 billion in Australian exports."”
While facilitating extra exports for Australia, EFIC remains self-financing, having
built sufficient reserves to underpin substantial support for exporters in the future."*

The success of Labor’s export assistance demonstrates that government export
marketing programs can increase exports and growth beyond that achievable by the
market alone. Indeed, there appears to be some scope to build on Labor's
achievements in export marketing. While Labor's policy regime assisted firms to
become established in export markets and indeed expand their activity, it may be
that more assistance is needed to help established innovative niche exporters to make
the transition to becoming significant global players, a transition few Australian
firms have been able to make. Australia's export performance is gravely impeded the
fact that we have very few large global exporters. Given the small size of the
Australian economy, establishing several clusters of large firms with major global
export sales could make a major impact on Australia's current account and
employment growth performance.

1125 Robert J. L. Hawke, Paul Keating, John Button & Department of Prime Minister and Cabinet, Building a

Competitive Australia: Statements by Prime Minister, Bob Hawke, Treasurer, Paul Keating and Industry Minister,
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performance bonds without using their own reserves. Working Nation: Policies and Programs, op. cit.,, p.76
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To make the transition from innovative SMEs to major global players, firms must
establish a significant marketing and distribution presence in export markets,
through joint marketing ventures, opening a branch office, or making a greenfields
investment in marketing and distribution networks. In a global environment,
strategic partnerships in particular have become an important competitive weapon,
allowing firms to perform better in international markets by combining their
strengths with those of other firms." Trading houses focused on particular sectors
can also provide crucial infrastructure for export firms.

Various reports, such as McKinsey's Emerging Exporters and the Epsie report on high
technology firms, have recommended that the Government encourage the
establishment of such strategic, long-term marketing infrastructure in foreign
markets."” While it is true that a handful of trading houses and joint ventures were
funded under the EMDGS,"” and the ITES provides financial assistance to help firms
to expand their export activity, there is scope for the Government to play a more
proactive role in assisting innovative firms to establish significant marketing and
distribution infrastructure in export markets.

To achieve this, the Government could consider the ACTU's proposal that a new
category be established in the EMDGS for certain innovative, export oriented sectors,
where exporters of any size are eligible and can claim beyond the maximum grant
amount."” This could apply where firms sought to establish joint ventures or make
greenfield investments in marketing infrastructure in foreign markets.

Furthermore, the Government could use Australia's existing industry export
networks to establish significant marketing infrastructure in key overseas markets.
Under Labor, Austrade facilitated the formation of a range of industry export
groups, usually comprising 30-50 firms, which undertook co-operative initiatives in
export market development."” To build on this progress, the Government could act
to ensure that: firstly, such industry export groups were established in all key
innovative sectors; and secondly, seed funding was provided to enable such groups
to develop export marketing facilities for their firms in key foreign markets.

To build up the skills and experience of Australian workers and management in
export marketing, the Government could: ensure that business, management and

" LeeD. Dahringer & Hans Mubhlbacher, op. cit., p.333.

McKinsey and Company & the Australian Manufacturing Council Secretariat, op. cit., p.62,63, recommended
that the Government should encourage joint ventures between Australian exporters and Asian firms to assist
with their export marketing efforts, given the importance of establishing sound overseas representation and
the great difficulties many firms have in gaining effective representation. Australian Academy of
Technological Sciences, op. cit., p.18,19,40 recommended: increased assistance for the establishment of
international marketing and distribution organisations for high technology products to enable small firms to
overcome key difficulties in their efforts to break into export markets; and financial assistance to facilitate the
establishment of Australian trading houses in major overseas high technology markets to provide SMEs with
shared low cost accommodation, office facilities and other services necessary to enabling them to maintain a
presence in such markets.
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marketing courses include a comprehensive component in export marketing;'
maintain and enhance Austrade's National Exporter Education Program, which
promotes export training, and supports the establishment, upgrading and
accreditation of export training courses;"" and maintain a sizeable pool of
experienced export consultants through programs such as the Export Access
Program.

Finally, active policies to open global markets can also assist to increase exports.
Labor showed that even a small player like Australia can help to open markets in a
range of ways.

Firstly, by establishing the Cairns Group of 14 fair trading agricultural exporters,
Labor helped to ensure an organised push for free trade in the Uruguay Round of the
General Agreement on Tariffs and Trade, even if the results were less than brilliant,
due to the position and power of the United States, Japan and the European
Community.

Secondly, the Government's leading role in establishing the Asia Pacific Economic
Community (APEC) appears to have encouraged the opening of markets. In
particular, the Bogor Declaration of December 1994, in which 18 Asia Pacific nations
agreed to free and open trade and investment by 2020, with industrialised members
to achieve this by 2010,"* will create great opportunities for export and jobs growth
in Australia. As the Karpin report noted: ’...the continued growth of Asian economies
will create the demand for higher value-added products and services on a scale never
before seen in history.”™ While full implementation of the agreement remains far
from certain, Labor's important role in negotiating the Bogor Declaration may lead to
a very substantial increase in national income, exports and jobs growth.

1o Report of the Committee for Review of Export Market Development Assistance, op. cit., p.42 supports the

expansion of export education.

Austrade, Australian Trade Commission Annual Report 1995-96, op. cit., p.61 notes that initiatives in the 1995-96
year included the establishment of a database of export training courses, promotion of country specific
training courses, upgrading and accreditation of export management courses, and the Export Skills program,
which by June 1996, had supported 11 export training courses.
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Thirdly, Labor achieved significant gains through bilateral negotiations, such as the
Closer Economic Relations agreement with New Zealand, which resulted in the
removal of the great majority of barriers to trade between Australia and New
Zealand."*

These initiatives show that Governments in small nations can create enormous
opportunities for export expansion through well-resourced, creative multilateral,
regional and bilateral trade liberalisation initiatives.

= Department of Foreign Affairs and Trade, Australia's Trade Development Program 1993-94: Budget Related Paper

No.6, Australian Government Publishing Service, Canberra, 1993, p.21.
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Conclusion

This thesis examined whether economic rationalist policies, as implemented by
Labor, and as recommended by rationalists in the period 1983 to 1996, were the key
to achieving national competitive advantage, restructuring and employment growth.

The thesis produced three major conclusions.

The first conclusion is that, while the free market policies may have produced net
benefits in restructuring, employment growth and national competitiveness, the
benefits have been only moderate. Furthermore, these net benefits were achieved at
the cost of significant social and economic dislocation. ‘

In part one, three key rationalist policies implemented in the period - namely tariff
cuts, free market infrastructure reform and small government policies - were
examined. Each policy appeared to foster restructuring.

Tariff reductions contributed to restructuring, most particularly through: achieving
input cost reductions; removing most of the assistance bias against exports; exposing
firms to international competition, which forced firms to improve in order to survive;
and stopping the practice of ‘propping up’ declining sectors, thereby encouraging
them to become productive and survive, or decline and give up their resources for
use in more efficient sectors. Crucially, tariff reform also ended Australia's fixation
with the tariff as the key instrument for industry development. Tariff protection does
nothing to address the major determinants of competitive advantage and indeed, can
often delay much needed adjustment and upgrading,. )

Rationalist infrastructure reform fostered restructuring, primarily by reducing the
prices charged by Australia's key economic infrastructure sectors. In particular,
introducing competition in sectors formerly dominated by poorly performing
government monopolies, such as in electricity, gas and telecommunications, brought
significant efficiency improvements and cost reductions. Between 1987-88 and 1994-
95, average real prices charged by GTEs fell roughly 17 per cent and labour
productivity more than doubled."® Privatisation could also produce benefits if
handled properly. In the context of a competitive national market, the profit motive
engendered by private ownership could be expected to make some contribution to
improved performance from infrastructure providers. Given that infrastructure costs
are an important part of the input costs in many industries, infrastructure cost
reductions must have assisted the restructuring of the Australian economy.

Cuts to government spending may have also contributed to restructuring by freeing
up resources to be deployed by the private sector. This conclusion is consistent with
the strong growth achieved during the main period of government spending cuts,
from 1984 to 1989.

1 Steering Committee on National Performance Monitoring of Government Trading Enterprises, Government

Trading Enterprises Performance Indicators 1987-88 to 1992-93, Industry Commission, Canberra, 1994, p.3,4; and
Steering Committee on National Performance Monitoring of Government Trading Enterprises, Government
Trading Enterprises Performance Indicators 1990-91 to 1994-95, Industry Commission, Canberra, 1996, p.6.
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Unfortunately however, it appears that the net benefits of these policies were only
moderate. Each policy had key limitations. In particular, while each policy made a
contribution to reducing costs, none had a strong effect on the development of the
key capabilities that firms must master if they are to innovate, export and achieve
fast growth and competitive advantage, such as R&D, management, best practice
work organisation or export marketing. In addition, none of the policies made a
substantial contribution to creating net employment growth. Even the IC's ORANI
model made this finding in relation to tariff cuts and infrastructure reform.
Meanwhile, chapter three found that, among OECD nations in the period, there was
not a strong correlation between the size of government on the one hand, and
economic growth, employment growth, unemployment, and the percentage of the
working age population employed, on the other. Furthermore, neither tariff cuts, nor
infrastructure reform, appear to improve the trade balance because they foster
imports at least as much as they foster exports, meaning they make no net
contribution to removing the external constraint on economic and employment
growth.

Each of the policies also had significant weaknesses. In particular, each brought
significant dislocation, which, in combination, appeared to involve the loss of several
hundred thousand jobs. Unfortunately, free market reform is particularly prone to
creating structural unemployment because assistance removal often leads to
permanent job losses in particular sectors. This makes structural adjustment highly
problematic. Where people become structurally unemployed, it can be particularly
difficult for them to gain alternative employment. Where people experience
prolonged unemployment, they often face very harsh social conditions, including
poverty, which can strongly contribute to psychological and physical decline, and a
range of socially negative behaviour. People in such difficult circumstances can not
readily form the basis of a restructured Australian economy.

Rationalist policies also appeared to contribute to the significant dislocation
experienced by many of Australia’s regional areas. Because most people are
unwilling or unable to move from areas that have suffered dislocation, free market
reforms are producing numerous pools of long-term, structural unemployment in
regions throughout Australia. In addition to producing major social costs, this
dislocation has major economic costs. In particular, it produces a significant gross
contribution to the hysteresis in Australia's unemployment rate, lowers production
and involves significant adverse impacts on government outlays and revenue. Such
dislocation could have been far worse had rationalist plans for more rapid reform
been implemented. Rationalist policies may be more effective in destroying
inefficient firms than fostering the creation of new firms.

Rationalists also tend to advocate rapid reform regardless of the economic context
and the net impact of all government policies on employment. For example, rigorous
tariff cuts and free market infrastructure reforms were continued during the worst
recession in 60 years, and amidst very high interest rates. This combination of factors
brought a significant rise in unemployment, which included an alarming rise in long
term unemployment.
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A key lesson of the period was that free market reforms are best implemented during
periods of economic growth, and need to be accompanied by policies - such as those
outlined in part two - which encourage growth and the redeployment of displaced
labour.

The conclusion that free market reforms brought only moderate - rather than
substantial - benefits, was broadly supported by the empirical evidence outlined in
chapter four.

On the positive side, chapter four showed that, after decades of little beneficial
structural change, the Labor Government helped to reverse the long run decline in
Australia's exports to GDP ratio, continue with renewed vigour the reduction in
commodity reliance, and begin the rapid growth of exports of ETMs and services.
Australia's economic and employment growth were also strong by OECD standards,
although this growth was only solid in absolute terms, and low compared to the
growth achieved by the ‘Asian tigers’ in the period. The employment growth was
also insufficient to substantially reduce unemployment, which remained high by
OECD standards. The quality of the employment growth was also open to question.
Nearly half the jobs created were part-time jobs, and in yearly averages, there were
only 70,000 more full-time jobs in 1995-96 than there were in 1989-90."*

On the negative side, Australia ran significant deficits on the trade and current
accounts in the period, while the net foreign debt rose dramatically and national
savings declined from an already low starting point. Australia also remains far too
dependant on unprocessed commodities, which are in long run relative decline in
world trade. Despite being a majority of world exports, Australia’'s ETM exports
comprised only 23.4 per cent of Australia's merchandise exports in 1995-96, but were
75.5 per cent of Australia's merchandise imports." Australia has also done little to
capitalise on the potential to rapidly increase the growth of services exports. With
this export structure, any growth of above 3.5 to 4 per cent appears to be
unsustainable. Lagging living standards and mass unemployment will continue
unless Australia can rapidly restructure its export base to ETMs and sophisticated
services over the coming decades.

In sum, the evidence outlined in part one suggested that rationalist policies may have
produced only moderate net beneficial effects for national competitiveness,
restructuring and employment growth.

The second major conclusion of this thesis is that the overwhelming faith placed in
free markets by rationalists in the period has the potential to reduce economic
welfare.

In the period of the Hawke and Keating Labor Governments, the rationalist
dominated economic bureaucracy became extreme, almost automatically prescribing

1146 Australian Bureau of Statistics, Australian Economic Indicators June 1997, Cat. n0.1350.0, p.62; and Australian
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market policies in a vast array of economic policy areas. Little attempt was made to
actively explore how active industry policies could improve economic outcomes.
Rationalists often simply assumed that industry policies reduced economic welfare.
This view has the potential to reduce economic welfare because the growth of the
private sector and the economy as a whole, is, and has always been, dependent on
government investment and support structures, such as the system of law and public
administration and the public provision of health, education, economic infrastructure
and scientific and technological expertise. These government support structures
require constant reconstruction, not the dismemberment rationalists invariably
advocate. In particular, the rationalist approach can impede the creation of economic
prosperity by failing to build capacity in a range of areas crucial to national economic
development, but subject to market failure. Australia’s future economic development
is crucially dependent on its economic elite refocussing on the key industry policy
question, namely: ‘In what areas and how can government investment improve
economic welfare?’

In part one, this rationalist approach was argued to be flawed in two contexts.

Firstly, rationalists may have impeded economic growth by under-investing in the
nation’s economic infrastructure. This was evidenced by the fact that: a range of
studies have indicated that public investment in economic infrastructure has played
a key role in fostering economic growth in nations throughout the world, including
Australia;"* and many vital infrastructure projects were yet to be commenced or
completed when the Labor lost power.

Secondly, the rationalist desire for small government appeared to preclude
investments in a range of crucial areas. For example, too little was done to address
the need to create a world-class vocational education and training system. It may be
that a balance needs to be struck between minimising government spending and
taxation on the one hand, and undertaking sufficient public investment to maximise
the growth of the private sector and the overall economy on the other.

This brings us to the third, and most important, conclusion of the thesis. The key
reason rationalism fails to substantially propel national competitiveness,
restructuring and employment growth is that it fails to foster the creation of an
innovation-driven economy. This conclusion is based on two key arguments.

Firstly, innovation is now the most important factor in creating national competitive
advantage, restructuring and employment growth. A vast body of international
literature, and the experience of many firms and nations, highlights that the key to
national competitive advantage in most areas of world trade lies in being able to
innovate, and, more specifically, produce and export sophisticated, high quality,
innovative products, aimed at well defined market niches."” Where firms can create
a product that is unique in value in the market, they can charge premium prices

"% For example, see William Easterly & Sergio Rebelo ‘Fiscal policy and economic growth: An empirical

investigation’, Journal of Monetary Economics, vol.32, 1993, pp.417-458.

"9 For example, see Michael E. Porter, The Competitive Advantage of Nations, op. cit., p.45,49-52,173,621
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and/or achieve increased market share."™ This competitive advantage can then be
sustained by continuous innovation to upgrade and broaden the sources of
advantage.

Innovation increases economic and employment growth because the creation of new
products entails entirely new production. Innovation can thus bring growth through
the creation of whole new firms, industry sectors or market segments, as well as
through the spin-off growth they create for existing and new suppliers."”' In almost
every industrialised nation, a small core of dynamic, innovative, export-oriented,
high growth firms make a disproportionate contribution to national competitiveness,
and to sales, export and employment growth. Innovation is the main driver of
restructuring and employment growth.

To consistently compete on the basis of innovation, firms and nations must have
strong capability in each area within the innovation chain, namely R&D,
technological diffusion, work organisation, management, education and training,
finance and export marketing. For example, sales of an innovative product will be
constrained if the firm’s workforce can not consistently produce high quality
products, or if management can not effectively oversee export marketing strategies.

The second key argument underpinning this conclusion is that the rationalist
paradigm can not create an innovation-driven economy because, in each of the key
capabilities crucial to creating an innovation-driven economy, markets fail, yet
rationalists are extremely reluctant to investigate, let alone formulate, industry policy
initiatives which would support capacity building in these areas. While the reasons
for market failure are not the same for each link in the innovation chain, common
reasons are the presence of spillovers, lack of knowledge and information as to the
importance of the task and how to perform it, and the complexity, cost and risk
involved in undertaking the tasks. Without intelligent government action to create
excellence in these key capabilities, Australia will remain unable to establish an
innovation-driven economy.

Not surprisingly, given market failure and the lack of effective government action,
Australia has acute weaknesses in each area of the innovation chain. In R&D,
Australia's BERD to GDP ratio is still around one third less than the OECD
average,"” only a small minority of firms consistently perform Ré&D, and the
linkages between public researchers and industry remain weak. The up-take of new
technology by Australian industry, in general, lags three to eight years behind our

competitors,"” and Australia's technology infrastructure remains vastly under-

TS0 John M. Legge, The Competitive Edge: How Innovation Creates and Sustains the Competitive Advantage of

Enterprises, Allen and Unwin, North Sydney, New South Wales, 1992, p.32,33,35; and Jenny Stewart, The Lie
of the Level Playing Field: Industry Policy and Australia’s Future, Text Publishing, Melbourne, 1994, p.54.

Metal Trades Unions, Policy for Industry Development and More Jobs, Metal Trades Unions, Melbourne, 1984,
p.265-267.

Figures calculated at my request by the Science and Technology Policy Branch, Department of Industry,
Science and Tourism, August 1998. Note that the OECD average is only for the 19 countries for which
reliable data was available namely Ireland, Australia, Sweden, Denmark, Canada, Finland, Austria, Norway,
France, New Zealand, Japan, Spain, United States, Belgium, United Kingdom, Netherlands, Italy, Germany
and Switzerland.
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developed. Best practice work organisation has been embraced by only a small
minority of firms. Australia's managers are among the worst in the OECD and are
particularly weak in fostering innovation and entrepreneurship." While skills are
crucial to innovation and national competitiveness, Australia continues to under-
invest in education, particularly in public secondary education. The vocational
system is also particularly under-developed, including in key areas of relevance to
creating an innovative economy. Additionally, disadvantaged groups continue to be
denied equal access to the education system, and participation in upper-secondary
and tertiary education is still far too low to build and sustain an innovative,
competitive economy. A number of market failures continue to exist in the financial
system. Most importantly, Australia has not developed a sufficiently large informal
equity market, or a substantial formal venture and development capital market. The
result is that too many innovative SMEs can not gain access to equity capital and
many innovative product ideas are therefore never commercialised, at least in
Australia. Finally, few firms have developed significant export marketing capability,
and Australia continues to have an export to GDP ratio lower than most
industrialised nations," and lower than consistent with an innovative economy. As
a consequence of these weaknesses throughout the innovation chain, Australia is
unable to compete to a significant degree on the basis of innovation.

What was the rationalist response to such a situation? Hardline rationalists were
focused on the establishment of market-based policies and paid little attention to
how government policies could foster innovation. In most areas of the innovation
chain, hardline rationalists denied the existence of market failure, despite substantial
evidence to the contrary, and despite the significant weakness of the Australian
performance throughout the innovation chain over recent decades. In none of the
links of the innovation chain have rationalists made a substantial effort to formulate
policies to foster Australian excellence in the capability. In short, rationalists make no
attempt to foster the creation of an innovation-driven economy.

Without government support to build up capacity in each link in the innovation
chain, the great bulk of Australian firms will remain unable to continuously
innovate, and Australia will be unable to compete on global markets to a significant
degree in vital innovation-intensive sectors, such as ETMs and advanced services.
Such an approach will not bring the new firms and sectors that constitute effective
restructuring.

Fortunately, Labor did not always follow rationalist advice. Where they did
implement progressive policies, they often succeeded in fostering competence in
innovative capabilities. For example, in R&D, Labor's suite of progressive policies
assisted in producing an increase in BERD from 0.26 per cent of GDP in 1983 to 0.87
per cent of GDP in 1995." In export marketing, progressive policies assisted

R IMD, World Competitiveness Yearbook 1996, IMD, Lausanne, Switzerland, 1996, p.63,511,515.

" ibid., p.386.

. Figures calculated at my request by the Science and Technology Policy Branch, Department of Industry,

Science and Tourism, August 1998. Note that the OECD average is only for the 19 countries for which
reliable data was available namely Ireland, Australia, Sweden, Denmark, Canada, Finland, Austria, Norway,
France, New Zealand, Japan, Spain, United States, Belgium, United Kingdom, Netherlands, Italy, Germany
and Switzerland.
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numerous firms to break into global markets and achieve sales, collectively, in the
billions."”

However, while Labor did veer marginally from the rationalist market prescription
in some areas, it failed to create excellence in any elements of the innovation chain.
Inadequate investment in those areas it did address, and, more particularly, the
failure to adopt significant reforms in the remaining capabilities in the innovation
chain, was the key reason Labor failed to create an innovation-driven economy. This
meant that, where Australian firms sought to commercialise innovative ideas, too
often they could not gain patient finance, and where they did, too often their work
organisation, management, up-take of advanced technology and marketing were too
sub-standard to fully capitalise on the innovative research ideas.

The Federal Government should make innovation the key focus of their economic
strategy. By building national capability in each link in the innovation chain, the
Government could help to create an innovative economy, and thereby assist in
creating competitive advantage, restructuring and economic and employment
growth.

In this thesis, numerous government policies and programs that could help to create
excellence in each component of the innovation chain were outlined. While some will
disagree with some of the ideas, the aim of the exercise was to shift the debate into
the difficult areas beyond rationalism's ‘no industry policy’ prescription. The most
important economic questions lie beyond these simple prescriptions that dominate
mainstream Australian economic rationalism, in the areas where there is market
failure and where active government policies may be able to foster competitive
advantage. It is through research and policy creativity in these areas that an
innovative, competitive economy can be built.

With respect to the development of an innovation-driven economy, Australia has ‘an
advantage of backwardness’."” Given the extent of the weaknesses throughout the
innovation chain and the worldwide examples of successful solutions to many of the
problems, there is a considerable layer of clearly growth-inducing industry policy the
Federal Government could implement, before it got to areas in which it was
uncertain whether the benefits of government activity outweighed their cost. A
strategic industry policy directed to creating an innovation-driven economy could do
much to drive employment growth, foster restructuring and create national
competitive advantage.

el Austrade, Australian Trade Commission Annual Report 1995-96, Australian Government Publishing Service,

Canberra, 1996, p.31.

This term was used in the United States context in Stephen S. Cohen & John Zysman, Manufacturing Mattcrs:
The Myth of the Post-Industrial Economy, Basic Books Inc., New York, USA, 1987, p.242.
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