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forming, nfluencing and Growing ou Industy





Mr Peter Hallahan

Secretary

Senate Economics Legislation Committee 

SG.64

Parliament House 

CANBERRA   ACT   2600
economics.sen@aph.gov.au
Dear Mr Hallahan

I am writing in regard to the Inquiry into the Taxation Laws Amendment (Research and Development) Bill 2001.

I apologise for the delay in writing, which is the result of the late notification AIIA received regarding the Inquiry.  I have been informed that this was due to an administrative error whereby the letter inviting AIIA to prepare a submission was sent to the wrong organisation.

The Australian Information Industry Association (AIIA) is the peak national body representing suppliers of information technology and telecommunications goods and services.  AIIA has over 370 member companies that generate combined revenues of more than $40 billion, employ over 100,000 Australians and have exports of over $2 billion per annum.

Our members invest considerable time and resources into research and development (R&D) activities.

Government support in the provision of tax deductibility for inherently risky and uncertain R&D activity is fully justified by market failure and evidence that this intervention increases the level of business enterprise R&D.  A number of empirical studies have confirmed that the social returns to the community from industrial R&D expenditure exceed the returns to the private sector.  

A range of reports
 have indicated that the level of R&D in Australia has fallen significantly since the reduction on the R&D tax concession from 150% to 125% in 1996.  

The 125% rate is not high enough to attract attention at Board level. and smaller companies have deferred research and larger firms are motivated by more favourable overseas tax regimes to move R&D offshore.

AIIA publicly welcomed the initiatives announced in Backing Australia’s Ability, particularly those relating to innovation, particularly the emphasis given to R&D, skills, and the importance of the ICT industry to the Australian economy.

However, AIIA is firmly of the view that to become globally competitive, the initiatives contained in Backing Australia’s Ability must be the first step in improving the conditions for innovation and R&D in Australia.   These initiatives cannot be seen as the end of the process.  To be globally competitive, Australia’s innovation policies and programs must be consistently reviewed against world’s best practice. 

AIIA has on-going concerns regarding the changes to the R&D tax concessions arrangements, particularly regarding the introduction of the 175% ‘premium rate’.  The premium rate is designed to reward companies who have increased their levels of R&D, however a three-year history is required to qualify.  This effectively excludes ‘start-ups’ and ‘take-offs’ from claiming the premium rate despite the high proportion of R&D activity to revenue these companies tend to have.
The “standard” rate of 125% is still too low.  At a minimum it must be returned to the previous 150% level.

AIIA has publicly raised concerns that the changes in the eligibility criteria for claiming the R&D tax concession (from “innovation or technical risk” to “innovation and technical risk”) will effectively exclude many software developers from claiming the tax concession. 

In response to our concerns, AIIA has received advice from the Government that software developers should not be adversely affected by the definitional change.  

For your information, I have attached a copy of AIIA’s 1999 submission to the National Innovation Summit.

Please do not hesitate to contact me on 0408 863 246 or 02 6281 9444 if you have any questions regarding this correspondence.

Yours sincerely

RICHARD LINDSAY

Government and Public Affairs Manager

28 August 2001

AUSTRALIAN INFORMATION INDUSTRY ASSOCIATION (AIIA) SUBMISSION TO THE NATIONAL INNOVATION SUMMIT

The AIIA is the national organisation representing the information technology and telecommunications (IT&T) industry of Australia.  AIIA represents over 340 incorporated companies based in Australia, ranging from small to large, local to international.  AIIA's members are software and services companies; telecommunications carriers; multimedia developers; online services providers; and companies involved in developing, producing and distributing IT&T hardware.  AIIA's membership employs over 120,000 people and generates more than $36.5 billion in revenue (approximately 70% of total Australian IT&T industry revenue), of which $2.4 billion is generated through international trade exports.  Members invested $600 million in innovation research and development and $5.2 billion in fixed assets.
Governments’ most important challenge is to provide an economic climate which facilitates wealth creation and employment for their citizens.  The IT&T industry sectors are the key to meeting this challenge.  This is for a number of reasons:

· IT underpins the competitiveness of all industry sectors and access to the latest technology is critical for international competitiveness;

· the IT&T industry is the fastest growing industry sector globally – in 1997 it was worth approximately $US1800 billion, about 6% of global GDP, and growing at about 7% per annum (compared to global GDP which is growing at about 5.5%);

· the IT&T industry is the fastest growing sector in international trade – in 1995, trade amounted to $US600 billion, accounting for 12% of world trade, up from 4% in 1983; and

· the industry is characterised by high valued added and by high value jobs.

The IT&T sectors in Australia have performed impressively, growing three times faster than the economy and increasing their share of GDP to more than 8.2%.  Australian exports of IT&T products and services have increased substantially, from A$1.5 billion in 1990 to more than A$3 billion in 1995; from the broader information industry, exports exceeded A$4 billion, ranking sixth in exports, well ahead of wool, wheat and meat.  The industry is also acknowledged as being a major force in innovation in Australia.  For example, in 1995/96, approximately 29% of business R&D expenditure was spent on R&D in information, computer and communications systems and technologies.

Innovation is therefore a vital issue for AIIA members and this submission focuses on those high priority matters specific to innovation:

· the need to create a positive climate for R&D through appropriate tax concessions and the promotion of cooperative research

· R&D programs should uniformly give high priority to IT and its application 

· IT&T skills

However, for any innovation strategy to be effective, we require an extremely competitive and supportive business environment for the IT&T industry.  To establish such an environment means that other issues, such as:

· the need to encourage and facilitate investment by Australian and international companies by creating a competitive investment environment for the industry

· tax reform

also need to be addressed.

The need to create a positive climate for R&D through appropriate tax concessions and the promotion of cooperative research

R&D Tax Concession

The Government’s position in providing a higher level of deductibility for inherently risky and uncertain R&D activity is fully justified by market failure and the fact that this intervention increases the level of business enterprise R&D.  This view is supported by a number of empirical studies confirming that the social returns to the community from industrial R&D expenditure exceed the returns to the private sector.  The current 125% concession is not sufficiently high to address this market failure effectively for high technology companies.

A 1998 Business Council of Australia (BCA) study (reported in BRW, 13 July 1998, p. 20) reveals a dramatic fall in R&D activity since the 1996 reduction in the R&D tax deduction from 150% to 125%, cutting the benefit to companies in half.  According to BRW, the report estimates that R&D fell 3% during 1996-97, 5% during 1997-98, and should fall even further during 1998-99.  Cumulatively, $1.5 billion has been lost on ‘potential business expenditure on research and development’ – a disturbing contrast to the preceding decade, when Australian R&D expenditure had grown by 16% per year.  The BCA concludes that the effect of the reduction in government assistance “may reduce GDP over the long term by a figure somewhere between $300 million and $700 per annum” (ibid, p. 21).

An Australian Industry Group report, released on 30 August 1999, found that manufacturing R&D expenditure had fallen for the third year in a row, from $2.3 billion in 1996-97 to $1.9 billion in 1998-99.  The report also found that the cut in the R&D tax concession from 150% to 125% was a major contributing factor to the decline in R&D expenditure.

Interviews with PricewaterhouseCoopers clients in the technology sector confirm that many companies who could benefit from the currently available deduction are not taking it.  The current 125% rate is not high enough to attract attention at Board level, especially in smaller technology companies where the administrative cost/tax benefit ratio is close to one.  In addition to research that has been deferred temporarily or indefinitely by smaller companies, larger firms are motivated by overseas tax regimes to move R&D offshore.

The AIIA therefore recommends that the R&D tax concession be preserved and that the effective rate be raised to 200% to deliver the demonstrated benefits of increased R&D investment and overseas investment attraction.

The AIIA also recommends that the definition of ‘Research and Development’ in the enabling legislation be amended to cover the commercially-oriented R&D conducted by the vast majority of Australian technology companies.  The current definition is overly narrow and has become more focussed on fundamental scientific research than on commercial development (included in the usual definition of R&D in the United States and other countries).  This definition requires more legislative support and certainty – in particular, the requirement for ‘high levels of technical risk’ is too vague and incapable of fair administrative application.  The original concepts of reasonable levels of technical uncertainty should be introduced in concert with binding rulings on what is and is not eligible R&D in particular industries, such as software.

Promoting Cooperative Research

Various studies have shown that IT&T small and medium-sized enterprises (SMEs) are a significant source of innovation, job and wealth creation, as well as export revenue.  The IT&T SME can deliver the combination of innovation, technology awareness, competence and nimbleness needed to implement and get to market quickly.  It has also been demonstrated that, in the IT&T industries, real and sustainable wealth comes from investing in intellectual property, that is, the output of knowledge workers.

A recent OECD publication (“Managing innovation systems”, Report by the Working Group on Innovation and Technology Policy, OECD, 1999) has reported that “firms rarely innovate alone” and “collaborative firms are more innovative than non-collaborative ones”.  In Norway, for example, data across all sectors shows that companies which cooperate in R&D have nearly double the share of new product sales than companies which do not have external collaborations.  The data presented in the report further demonstrates that cooperation in clusters and networks is increasingly being seen as a requirement for companies to be successful.  The key is not co-location in itself, rather the effectiveness of networking between participants.

Local Australian companies would appear to have a greater need for inter-company collaboration and cooperation, as Australia is a small country and some international IT&T companies spend more than our total domestic expenditure on R&D.

A recently-published report, “The IT engine room: SMEs in Australia’s IT&T industry”, commissioned by the Department of Communications, Information Technology and the Arts (http://www.aiia.com.au/pdffiles/IT Engine Room.pdf), has provided a number of valuable insights into SMEs, the dynamics of the Australian IT&T industry and possible directions for the future, particularly in regard to inter-company cooperation and collaboration.

The report found that a considerable number of IT&T SMEs benefit from their relationships with multinationals.  The conclusion is that multinationals have a major role to play in the success of Australian SMEs.  A number rely heavily on them, but almost half appear to have no relationships at all.  The report also presents evidence that, while there are significant cultural differences between multinationals and SMEs, the common focus on developing winning solutions for customers provides a common ground to work together.

The report also shows that there appears to be a willingness for SMEs to share a number of important activities with other SMEs.  In particular, activities which aggregate non-competitive functions, such as sharing export channels and real estate infrastructure are open to partnering and clustering between SMEs.  It suggests that IT&T SME executives are happy to share management information and their experiences to leverage each others’ successes.  More surprisingly perhaps, there also appears to be a willingness to share joint R&D, which goes to the very heart of their core assets.

The area of cooperation between research and development organisations (RDOs) and SMEs is addressed later in the submission.

“The IT engine room” report makes several recommendations to promote cooperative research, namely that:

· a more strategic approach be taken to the regional headquarters program by encouraging multinationals to establish centres of excellence in Australia in conjunction with leading RDOs, customers and SMEs with appropriate skills

· networking agents be appointed to work with Australia’s major IT&T users to identify innovative business and technology solutions which give them competitive advantage, implemented by SMEs.  The agents would work with investors to provide additional funding for the solution to be generalised for global markets.  IT&T multinationals would be encouraged to take the solution to world markets

· the number and scope of incubator programs be increased to provide support for SMEs in the formative stage

· the Government sponsor a number of programs for information sharing and introductory services – including, for example, an SME capability database, an exporters network to encourage greater cooperation in offshore markets

The AIIA supports these recommendations and will work with all stakeholders to facilitate their successful implementation.

RDO/SME interaction

RDOs, which include universities, the CSIRO and Cooperative Research Centres (CRCs), undertake research, provide education and training and are a source of skilled employees.  They are major repositories of knowledge and are gateways to worldwide academic and research networks.  They have a deep understanding of technologies, their inter-relationships and architectures of successful systems developments.

 “The IT engine room” report has provided a number of useful observations about SMEs and RDOs, their attitudes to each other and possible directions for the future cooperation.

There is a fundamental tension between the objectives of RDOs and SMEs, they are driven by different imperatives, with academics assessed on their ability to publish new discoveries, whereas SMEs attempt to commercialise and protect new discoveries.

CRCs have assisted with the engagement of RDOs with major corporations; however, most IT&T SMEs are not aware of or involved in this process.  There is little recognition of the capability of Australia’s research organisations among SMEs and over 70% of SMEs have never visited an RDO.

Despite their significant cultural differences, however, there are significant opportunities for cooperation between RDOs and SMEs.

For example, “ The IT engine room” report suggests that: 

· RDOs could assist SMEs in assessing their position against best in class products

· SMEs with similar technology interests could cluster around RDOs as “virtual incubators”.  If RDOs set up networks of SMEs working in related areas, it would assist in minimising reinvention and duplication among SMEs

· RDOs could licence their new technologies to new (spin-offs) or existing SMEs, which become commercialisation channels

· SMEs could assist RDOs to assess market needs and dynamics

Yet, there is no process to ensure that RDOs and SMEs interact effectively, thus enabling them to jointly identify and focus on growth markets.

“The IT engine room” report makes two recommendations aimed at establishing effective interaction between RDOs and SMEs, namely that:

· a systematic program that provides incentives for RDOs to partner with SMEs to commercialise R&D relevant to the IT&T industry, supported and driven by brokers to implement and act as catalysts for the incentive program be created, with government funding support

· the accessibility of RDOs be increased by maintaining on their website details of their R&D focus and opportunities for cooperation with SMEs.  RDOs should identify SMEs working in the same field, and seek opportunities for networking and mutual support.

These recommendations are supported by the AIIA and it will work with all stakeholders to facilitate their successful implementation.

R&D programs should uniformly give high priority to IT and its application 

The IT&T industries are key to meeting the Government’s most important challenge of providing an economic climate which facilitates wealth creation and employment for its citizens.  In its “Strategic Framework for the Information Economy”, the Government acknowledges that it needs to support and assist the establishment of the local industry in emerging information areas where Australia can create sustainable competitive advantages.  The Government also states that its key priorities are access to capital; formation of intellectual property; commitment to quality; developing global scale; orientation towards global markets; and fostering a domestic market conducive to competitiveness, employment and growth.

Yet IT and its applications do not appear to have a high or even uniform priority across the industry development programs established specifically by the Government to address these priorities.  For example, of the 67 CRCs in the 1998 program, eight (12%) are in Information & Communications Technology.  All were funded in Rounds 1, 2 or 3, none in Rounds 4 and 5.

The AIIA believes it is important that, in seeking and assessing applications for funding/support under all these industry development programs, the high priority given by the Government to developing the IT and IT applications industries should be emphasised and, in particular, made clear to those responsible for administering the programs.

IT&T skills

Innovation relies on the availability of a skilled workforce, supported by a world class education and training system.

The IT&T Skills Taskforce recently released the findings of the most comprehensive survey ever undertaken of demand for IT&T skills in Australian industry.  The major findings are that employers will be looking for more than 30,000 people in the current financial year and that the majority of organisations are already having difficulty finding the advanced and intermediate technical skills they need.  Other findings include that there is a lack of personnel with more than three years’ industry experience and that it is difficult to find a combination of technical and business skills.  Most SMEs reported that they intend to recruit from other companies and internal training by SMEs is expected to decline.

The Taskforce report states that the explosive growth means that industry and global education and training systems cannot keep pace.  The risk is that Australia’s transition to an information economy will be threatened if critical skills are not available.

The Taskforce recommends the establishment of an Australian Institute of IT&T Skills, which would parallel the Australian Institute of Sport and have three main functions:

· improving intelligence gathering, so that industry and education suppliers could better anticipate emerging skills needs

· to package retraining programs - link industry and education

· to promote awareness of IT&T career opportunities and attract high quality students

Other, equally important recommendations made by the Taskforce include:

· education environment – introduce fast and flexible education and training

· market parity remuneration for leading edge research and teaching

· industry sponsored/placement schemes for academia, eg joint appointments, sponsored chairs and scholarships

· extend HECS access to private institutions

· retrain graduates for IT&T (ie, Israel model)

· IT&T awareness programs in schools for both students and teachers

· business environment – a vibrant local industry providing challenging jobs

· favourable tax treatment of stock options for Australian IT&T employees

· internationally competitive capital gains tax regime to improve access to venture capital

· competitive corporate tax rate

· stronger support for R&D

The AIIA supports the IT&T Skills Taskforce recommendations and will work with the Government and other relevant stakeholders to facilitate the Institute’s establishment and the establishment of supportive education and business environments.

� eg Business Council of Australia study, reported in BRW, 13 July 1998, p. 20
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