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Chapter 2

Issues raised by the bill

Introduction 

2.1 Evidence to the committee raised a number of issues which are discussed below. These include:

· A claimed misapplication of the cost recovery policy

· The effects of the tax burden

· Accountability of the OFLC to industry

· The extent of exemptions and waivers

· International comparisons

A claimed misapplication of the user-pays principle

2.2 Evidence to the committee argued that the system proposed by the bills is a misapplication of the cost recovery policy:

The bill would make the entertainment industry liable for costs that are not incurred in connection with the classification of its products, which is also a misapplication of the user-pays principle. 

And 

[I]t is disingenuous to assert that classification is a service provided by the government to industry. A service is a non-tangible benefit provided by one person to another, and it is implied that the recipient of the benefit can choose whether or not to receive it. The entertainment industry has no choice as to whether or not to have its products classified by the OFLC, because it is legally required to do so.

It is the general public who are the intended beneficiaries of the classification scheme, as they can make use of the classifications when deciding whether to consume products. As such, for the purposes of the user-pays principle, the user of classification services is the consumer.

2.3 Australian Visual Software Distributors Association states:

This legislation effectively authorises the Government to levy a new tax on mandated users of the OFLC’s services. Distributors will not only be paying for services used, but will be paying an extra $2.15 million … for the OFLC’s community service obligations.

2.4 Although appreciating these concerns, the committee notes that the fundamental decision to recover the full cost of operating the OFLC was contained in the May 1997 Budget, which was passed by Parliament. This policy is now established law and a detailed re-examination of the issue is therefore beyond the scope of this inquiry.

The effects of the tax burden

2.5 The issue that generated a great deal of evidence to the inquiry is the practical effect the new cost structure will have on various groups, including Australian film makers and film distributors. Witnesses also argued that imposition of full cost recovery will require limited parts of the film industry to pay an unfair proportion of the overall regulatory costs. These issues are examined below. 

Effects on Australian film makers

2.6 Several witnesses to the inquiry described the detrimental effect that the proposed increase in costs will have on the viability of Australian film producers.

2.7 The Australian Film Institute argue:

The proposed new fee structure does not adequately recognise the capacity or lack thereof of short films to recoup expenses from revenue generated.

2.8 The Australian Independent Distributors Association provided the committee with a detailed breakdown of  the costs of classifying a film, using as an example the film Passion, about the life of Australian composer, Percy Grainger.

The overall budget for releasing that film into the Australian marketplace is about $50,000. That breaks down, effectively, into prints and trailers at a cost of $15,000; advertising at a cost of $20,000; publicity and promotions at a cost of $10,000; and censorship and freight at a cost of $5,000. The expected gross box office on that film, according to our estimates, is about $200,000. The expected revenue or rental back to us as a film distributor would be about 30 per cent of that figure or about $70,000. At the moment the rental return, on average across Australia when you take into account the larger releases, can roughly come out at 33 per cent. So taking those two figures, the margin is $20,000 in terms of profit. Obviously, this does not include video or television revenues, but it is very difficult to make any sales to Australian television, even for Australian films, let alone for films that come from overseas.

So working on the margin of $20,000 shows that any increase in areas of cost makes a difference, especially with regard to censorship. For us to get Passion through the censorship approval process, we would apply for the trailer to be exempt in the sense that we would not have put the film to the censorship board, so we apply for an exemption on the basis that the trailer is screening when the film has not been censored yet.

2.9 Similarly, the Screen Producers Association of Australia states:

For small independent distributors, or for producers who distribute their own films, the extra cost for classification will pose a disproportionately high, additional constraint on the marketing budget. This can result in reduced returns for the producer and distributor, which means they in turn have less to invest in future production of Australian films. In extreme cases it may mean that it is economically unviable for a marginal small Australian film to be distributed, particularly if it becomes necessary for there to be an appeal of that film's initial classification.

2.10 The Australian Film Institute point out that the profitability of many films is very marginal: 

Projected total revenue (from theatrical screenings, television sales, non-theatrical educational video distribution, rentals) for short films in the first twelve months is usually between $1000 - $3500 per film. Highest grossing (theatrical revenue) AFI film titles for 1997 were ranked as follows:

Titles 1-3
> $6000

Titles 4-14
> $3000

Titles 15-25
> $2000

Titles 26-80
> $1000

2.11 As a result, witnesses and submissions suggested that:

It will reduce the development and exposure of new film makers with a cumulative negative effect on Australian screen culture and the local film and television industry.

And:

Local Australian feature product, which generally has substantially less potential at the box office and is almost always made on a substantially smaller budget, pays the same classification fee as Hollywood (and other foreign) films which are generally made on substantially larger budgets and take a much greater proportion of box office returns.

And:

The proposed increase in censorship fees would make buying these films prohibitive. … the proposed very high censorship fee is effectively a regressive impost whereby smaller distributors will be forced to pay a relatively much higher percentage of their film release costs than larger commercial distributors.

This proposed regressive fee … will make it extremely difficult for distributors like us to bring culturally enriching films to an Australian audience.

The revival of Australian short films

2.12 A further aspect of the impact of the new classification charges is their potential negative impact on the current re-emergence of Australian short films. As several witnesses explained to the committee, these films have been an important training ground for emerging Australian film makers, including Peter Weir and Paul Cox:

Everybody and anybody who is today a major figure in the Australian film industry has made short films. We distribute many of them. We would like to be able to get them out to an audience.

2.13 The Australian Film Institute added to this:

Screening new short films before features is regaining popularity. Remuneration is minimal but screening is crucial in raising the profile of new and emerging filmmakers and the local industry in general.

2.14 As the Australian Film, Television and Radio School, which releases around 25 – 30 short films and videos per year, points out, the problem arises that public screening of AFTRS films requires the exhibitor to arrange and pay the classification charges:

Clearly this is a major disincentive to them. Screening a short film with a feature adds nothing to the income produced by that screen and costs the exhibitor money.

2.15 They therefore argue that increasing the costs of classification even further will result in these short films never being seen in public:

The development of Australian screen culture is vital if we are to continue to produce distinctively Australian film and television productions. … Australia is highly regarded  internationally for its films and in recent years many festivals have presented special programs of Australian work, acknowledging its world status. However, no industry can survive unless it encourages newcomers and young practitioners.

Effects on Australian distributors

2.16 Other evidence to the committee raised the difficulties that a higher cost structure is likely to have on distributors of foreign films, especially in the ‘art house’ market. New Vision Film Distributors point out that:

the cost of classifying feature films has increased from $250 in 1996, to $1780 in 1998 for a film of 100 minutes duration. The Bill proposes to increase this charge to $4430. …

the proposed increases to classification fees for feature films represent an unacceptable burden on the Australian and arthouse feature film industry that traditionally depend on smaller marketing budgets to release what is often regarded as the quality end of the market.

2.17 Potential Films commented:

[T]he further increases proposed will have further significant impact on the types of specialised (ie foreign language and arthouse) films we wish to import. … classification increases will only discourage ourselves and other distributors from considering releasing many films or making them available on video.

2.18 The AVDSA supported this point, providing the committee with a representative list of ten titles that were not released due to current classification costs.

Inequities in application

2.19 The third aspect raised in association with the burden of the tax are the alleged inequities in payment. Ernst & Young argue that the system is unfair:

The law does not require free to air and pay television operators to have films classified by the OFLC. As a result, most television operators classify films themselves in-house. … Film distributors are already at a competitive disadvantage relative to television operators. … By dramatically increasing the charges for classification the bill worsens this situation considerably.

2.20 Mr Bladwell of Ernst & Young elaborated on this point further during the hearings:

[I]t is a tax on only a very narrow portion of the industry. The best way to describe it with a film is looking at copyright laws. Under Australian copyright law you have four sub-copyrights. In a film, one equates with theatrical distribution, one equates with free-to-air distribution, one equates with pay TV distribution and one with the sale of videos, either in retail outlets or in video rental stores. That is roughly. What you have are those four methods of distribution. Two of the distributors are being required to pay all the costs. So theatrical, if you want to release it, has to pay. Video, if you want to release it, has to pay. Pay TV and free-to-air TV do not.

2.21 Commonwealth officers responded by pointing out that while there is some truth to this point, it is incorrect to conclude that TV broadcasters do not have any classification costs:

The point that was made today I found a little confusing, because it seemed to be based on the principle that free-to-air television broadcasters and pay TV operators do not incur any cost for classifying material. They do. They employ people to do it themselves. So they are incurring a cost for classification that they are doing themselves. … In terms of pay TV and free-to-air broadcast, somebody has to sit and watch through that material, andas Mr Reaburn saidnot only do they have to watch through it but they have to take out their scissors as well and then get it approved through whatever processes they have to get it approved. So there are costs every which way you look at this.

The committee also notes that the issue of self regulation may have more scope in relation to television broadcasters than the film industry, since the number of players in television is considerably smaller and more homogenous than the large and diverse nature of the film industry. For this reason, it seems likely that the film industry will always require some central body, provided by industry or government, to fulfil the classification function.

Conclusion

2.22 The committee makes several conclusions in relation to this evidence. Firstly, in relation to the effects on film producers and distributors, the committee recognises that there will be certain difficulties caused by the imposition of the government’s full cost recovery policy. As discussed above, however, a re-examination of this wider issue is beyond the scope of the current inquiry. The question then devolves to the more limited issue of the circumstances in which it may be desirable to mitigate these effects for certain groups, by means of exemptions and waivers. These are discussed in more detail below.

2.23 Secondly, in relation to the issue of burden sharing between the film and television industries, the committee considers that although it is clear the television industry is not immune from costs associated with classification, the evidence received by the committee does suggest certain anomalies in the application of these costs. Again, a detailed consideration of this issue is beyond the scope of this inquiry.

Recommendation 2

The committee recommends that in view of the broad concerns raised in the hearing and the submissions, the government examine in detail the issue of burden sharing between the film and television industries with a view to ensuring that the tax burden for classification services is shared equitably.

The extent of exemptions and waivers

2.24 As discussed in the preceding section, a key issue is the extent to which relief from the imposition of the higher classification costs can be granted in particular cases. There are two main instruments for accomplishing this: the exemption, under which a particular category of product does not need to be submitted for classification at all, and the waiver, by which the cost of classification is waived.

2.25 Evidence to the committee has indicated that a range of films already receive waivers,
 and this system will be entrenched under S. 91(1) of the new legislation. As the Explanatory Memorandum explains, special interest material for limited distribution covered by the expanded waiver power could include:

· an artistic performance (such as a performance of dance, theatre, or music),

· a natural history (such as a film about Australian flora or fauna),

· a biography (such as a film about a significant Australian),

· a public ceremony (such as a wedding or a centenary celebration),

· a horticultural activity (such as gardening or pruning roses),

· a sporting event (such as an athletics carnival or a netball final),

· a religious event or activity (such as an Easter Mass or a Muslim 
pilgrimage)

· a craft activity (such as furniture making or an exhibition of weavings),

· a recreational hobby (such as restoring classic cars or model trains).

2.26 The committee notes that the issue of determining the demarcation line as to who should gain exemptions and waivers and who should not has proven extremely difficult. This issue formed the basis of the Ernst & Young report. As the Commonwealth officials point out:

It is a fascinating report in the sense that no-one agreed about anything in it. Depending on whether you were film, video or publications, what end of the market you came from and what your interests were, everyone had a different view. That is why they ended up the report conclusions in the way they did. They did look at some limited market appeal mechanisms, but no-one could agree on what they were, should be or how they would be calculated, so we did not pursue that line. What we did think was that there was some avenue or need to take into account to ensure diversity of product for material that had a very limited release or limited circulation.

2.27 One industry commentator supported this view:

I attended the two days of hearings of the Ernst and Young inquiry in Sydney and listened to the arguments that were put forward by various people who believed that they should be a special case for a reduced fee or waiver from the OFLC. The reason the government decided from the Ernst and Young report that it was too difficult to do and that there was not a lot of justification was because deciding on an economic basis who is entitled to it and who is not is extremely difficult, whether it be do you decide before or after a product is released, does it relate to how much it costs to develop, or does it relate to what the turnover or profit is. There were so many variables that it was basically going to be extremely difficult to administer. Again, how do you decide on worthiness what products should be specially treated and what not.

2.28 The committee also notes that the government has made some effort to find a solution to this difficult issue: 

… We incorporated them in the new bills that we introduced in November last year. What no-one has picked up in the Attorney's second reading speech is that there was in fact a two-pronged attack: one was to expand the waiver power and the second was to look at the current range of exemptions under the act. He said in the second reading speech towards the end that he had taken up with his ministerial colleaguesand he hasand that is well advanced. But they are two different concepts. The exemption scheme means that you do not go near the OFLC, and is suitable for certain types of material in the lower range categorymodel trains, hobby or opera.

The committee is also aware that in addressing issues of exemptions and waivers, other factors must be taken into consideration. Firstly, the community has a strong interest in maintaining the wider integrity of the classification system:

There is and there was in the preparing [of] the waiver provision a delicate balancing act between cross-subsidisation, giving relief in areas which are appropriate to ensure diversity of product and securing and maintaining the integrity of the classification system. Because a lot of people place a great deal of store on it and would be concerned if a lot of material started appearing that did not appear to have been through the system at all.
 

2.29 Secondly, there are legal implications of discriminating in favour of Australian producers. AVDSA comment:

Under the WTO (& TRIPS) the ‘national treatment’ provision ensures that any government measure must not favour local companies over foreign companies.

Accordingly, any specific programs or measures to “address perceived or actual inequities” which affect “Australian businesses” and products “of limited market appeal” could discriminate against the marketing practices of foreign companies.

2.30 It is clear that the issue of waivers and exemptions is a complex one, requiring a balancing of a number of factors, between a range of valid competing interests. It is also apparent that it is an issue that will require regular assessment adjustment over time to consider changing community values and expectations. A continually changing economic climate will also continue to affect the extent to which concessions can and should be made to protect and nurture a local film industry.

2.31 As has been noted, a wealth of consultation, discussion and research has already been devoted to this complex issue. The committee considers that this report is not the appropriate place to revisit these arguments in detail. Nevertheless, the committee recognises the importance of the wider question of waivers and exemptions, and the effect that any resulting policy will have on the film industry in general and local Australian producers in particular. The committee also supports the use of waivers for small Australian film makers, as part of the government’s wider support for the growth of the Australian film industry.

Recommendation 3

The committee recommends that the issue of waivers and exemptions form part of the charter of the industry consultative body that will be established in the near future. It is considered that this body is the most appropriate forum for discussion of a detailed policy, as it will contain the expert knowledge of the industry itself.

Accountability of the OFLC to industry 

2.32 Evidence from Ernst & Young and Village Roadshow submits that if industry is to pay the full cost of running the OFLC, it is important that there are strong measures in place to ensure the accountability of the OFLC to the industry:

the way the bill is structured is that by regulation the government can change the amount that is recovered from this narrow band of people who really are not supplied any service. There is no incentive whatsoever on the Office of Film and Literature Classification to be efficient. Indeed, there is an incentive for them to be inefficient, and this would be very contrary to the government's competitive philosophy in most other areas. It seems absurd that the costs of this office could increase, and they could go back to the government, and there is really no policing of that costing structure.

2.33 Ernst & Young argue that the ability to increase charges by means of regulation whenever necessary to recover full costs means that there is little incentive for the OFLC to operate efficiently:

… No matter how inefficient the OFLC is, it will always meet its objective of full cost recovery. … Market forces will not compel the OFLC to become efficient because the classification charges are compulsory and set by regulation.

2.34 For this reason, Australian Visual Software Distributors Association (ASVDA) argues for the creation of measures to ensure accountability to industry, including a performance guarantee:

so that if a title is not classified within a specified time frame a percentage of the fees paid be refunded to create an incentive for the OFLC to deliver its prime function  efficiently. … Given the extremely slow turnaround experienced by applicants for classification decisions in the past (more than six weeks) there is no reason to believe the OFLC will perform at a level which is in line with the efficiencies required in a commercial environment.

2.35 Officers of the Attorney Department respond that:

[W]e are very conscious of the point that has been made. It is a point that both the department and, of course, the ministers involved have been conscious of for quite some time. There is a vague feeling in a lot of the suggestions that are made that the OFLC will just be able to increase the charges whenever it feels like wallowing in a lack of budget discipline, which does tend to overlook the fact that they have actually got to come to us and convince usthat is, the ministers and officials involvedto put something into the regulatory structure which [would increase the fees].

The committee also notes that the government, cognisant of these issues, has undertaken to develop formal consultative mechanisms with the industry, including a system of performance indicators. As the Explanatory Memorandum explains:

Industry has a legitimate interest in the cost effectiveness and efficiency of the OFLC’s services. At the direction of the Attorney-General, discussions are being held with relevant industry groups and users of OFLC services on the establishment and composition of consultative mechanisms, representing users of OFLC services, to ensure ongoing industry input into the operations of the OFLC.

It is proposed that agreed performance indicators and outcomes be published in each OFLC Annual Report to Parliament. This will be in addition to the prescription in the Act of a time limit for the provision of classification services by OFLC.

2.36 Mr Reaburn, from the Attorney General’s Department goes on to explain:

One of the prime functions of such a group would be to, in a sense, keep the OFLC honest in a resource usage kind of way, to turn around and say, `Our task is to make the processes within the OFLC as transparent as we possibly can to you, because it is your money.' You have got to come and say to us, `We think you can do that more efficiently.' You have got to say it to the OFLC, and you have to say it to the department, because either of us can put pressure on the other.

2.37 The committee recognises that accountability and transparency of government agencies are always important, irrespective of whether the taxpayers generally, or industry specifically, are meeting the cost. In this instance, it is also recognised that there is a particular need to ensure a close working relationship between the OFLC and the industry it regulates.

2.38 For this reason, the committee strongly endorses the creation, as a matter of priority, of a fully representative industry consultative body, with appropriate performance indicators, along the lines of that outlined by the Attorney General’s Department.

Recommendation 4

To ensure the effectiveness of the proposed industry consultative body, it is recommended that it be chaired by an industry representative, and report directly to the Attorney General as the responsible minister, ensuring that industry has an effective avenue for maintaining the performance of the OFLC.

International comparisons of cost

2.39 Certain disagreement arose in evidence over the relative cost of classification services in different countries. According to the Explanatory Memorandum to the bills:

classification charges will rise by approximately 57% to levels which, it is understood, are broadly consistent with those applying in comparable countries overseas. Information provided by overseas ratings agencies indicates that currently in the United States of America fees for the rating of a feature film are approximately $US24,000, or $94 per million people. In Britain the classification fees for a film are approximately $6,000, or $109 per million people. In New Zealand, where the New Zealand Government has moved to recover all the costs of operating their OFLC from users, the fees are approximately $1,500, or $500 per million people. By comparison, under the new cost recovery arrangements classification charges for a film in Australia will rise by up to approximately $2,000, or $118 per million people.

2.40 Other evidence however, claims that the overall costs of classification in Australia are already too high, and under the proposed changes will become excessive in comparison with other countries. AVDSA state that the explanatory memorandum figures are misleading because the range of material requiring classification varies in each country. Under the New Zealand system, allowance is made for a considerably wider range of material than in Australia. As a result:

In the case of one AVSDA member the cost of classification of the same range of product was $58,850 in Australia and $8000 in New Zealand.

2.41 AVSDA go on to state that in the United Kingdom, there is the exemption of two blanket categories of works:

which are designed to inform, educate or instruct; [or] which are primarily concerned with sport, religion or music.

2.42 The committee notes in these comparisons that a major underlying factor in the low cost of the New Zealand classification system is the fact that New Zealand recognises Australian classifications in many categories, thus avoiding reclassification of films already classified in Australia.

Recommendation 5

The committee concludes that within the context of the policy decision to recover the full cost of running the OFLC, it is inevitable that costs to the industry will rise, as is acknowledged in the Explanatory Memorandum. Evidence provided as to the relative cost of Australian classification services, under either the existing or proposed scale of fees, is inconclusive. Nevertheless, the committee recognises that this is an important issue, and one which should form part of the ongoing consultations between the industry and the OFLC. The committee recommends that this form one of the mandated tasks of the consultative body discussed above.
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