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On the EconomicBenefits for Australia of Private

Investment in R&D

Researchconductedby foreseechange,copyenclosed,indicatesthatthereis a strong
relationshipbetweenexpenditureonR&D andthevalueofthecurrency. Thismeans
that ourstandardofliving is influencedindirectlyby ourinvestmentin R&D. In
particular,mostofthefall in thevalueofthe$A since1990canbe relatedto the
climatefor R&D investment.

Businesscontributesnearlyhalfofall R&D fundingandarguablyis thesectorthat
canmostlift its investment. Thus,a climatethatencouragesgreaterprivate sector
investmentin R&D wouldbenefitoureconomyin at leasttwo ways:

1. it would tendto increaseeconomicgrowth; and
2. it wouldboostourstandardofliving, relativeto othercountries,by lifting the

valueofthe$A.

Ofcourse,it wouldbe importantto ensurethatany increasein privatesector
investmentis not accompaniedby acorrespondingdecreasein public sector
investment.
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The Explanation for RecentCurrency
Movements

RecentrevelationsthattheAustralianTreasuryhassustainedunrealizedlossesof over
$2 billion oncross-currencyinterestrateswapsdueto aplungein theAustralian
dollarhighlights the irony ofthis paper’sfindings. TheAustraliandollarhas
depreciatedsince1996asaresultofachangein governmentpolicy on R&D tax
concessionsin 1996. Furthermore,anaggressiveclawbackoftax concessionsby an
agencyof Treasury,theAustralianTaxationOffice,hasmostlikely resultedin anet
outflow ofinvestmentfundssince1999causingasuddendepreciationwhenmarket
economistsexpectedanappreciation.
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1. Introduction

If a manwritea betterbook,preacha bettersermon,or makea bettermousetrapthan
his neighbour,thoughhebuildhishousein thewoods,theworld will makea beaten
path to his door
RalphWaldoEmerson(1803-1882)

Unfortunately,Australiais not perceivedto be amakerofbettermousetraps.And this
is thereasonfortherecentwoesoftheAustraliandollar.

ThevalueoftheAustraliandollarfell rapidlyduringtheearly 1980’sin both $US and
trade-weightedindex(TWI) terms. After arecoveryin the late 1980’sandrelative
stabilitythroughthe 1990’s,it hasrecentlyhit arecordlow.
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Economistshavebeencriticisedrecentlyfor failing to predictthefall in thevalueof
theAustraliandollar ($A) sincelate 1999. In a surveyof 17 economistsby the
AustralianFinancialReview(AFR) in December1999,not onepredictedadropin
thevalueofthe dollaratDecember2000. Therangeofforecastswasfrom US66cto
US75c(averageUS71c). But theAustraliandollardid drop— from US65cto US55c.

Theeconomistsforecastsdid not adaptmuchastime wenton. In forecastupdates
throughout2000,thevalueof theAustraliandollarwaspredictedto rise in six months
but insteadit continuedto fall.

In the last18 months,theactualleveloftheSA hasn‘t evenfallen in therangeoftheir
high andlowpointfbrecasts.
BarrieDunstan,AustralianFinancialReview,8 June2001,writing abouteconomists
surveyedby theAustralianFinancialReview.
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Thetwo mostcitedreasonsbytheseeconomistsfor thesurprisingfall in the$A are:

• Thestrengthofthe$US— althoughthe$A hasfallenagainstothermajor
currenciesandthisexplanationdoesn’tanswerthequestionwhyhasthe$US
beensostrong.

• Australia’srisingnetforeigndebt.

Morerecently,theRBA EconomicResearchDepartment’sDavid Gruenpresentedan
analysisof long-terminfluenceson the$A. Heconcludedthatthe$A fell duringthe
1970’sand 1980’sbecauseAustralia’srateof priceinflationwashighrelativeto other
countries.Otherfactorsexaminedincludedtermsoftrade,productivity,andthe
foreignassetposition. His overall assessmentwas:

Ultimately,however,the influencesthatI havebeendiscussingin this talk shouldbe
thoughtofasbroadforcesthattendtopushtheexchangerate in onedirectionor
anotheroverextendedperiodsoftime. ButthepuzzlingbehaviouroftheAustraliUn
dollar overthepastcoupleofyears— not to mentionthe USdollar overmuchthe
sametime— servesasa reminderthatthereis no closerelationshipbetweenexchange
ratesandtheselonger-runeconomicfundamentalsover thesesortsofperiodsoftime.

Theeconomistssurveyedby AFR weredisappointedin the failureto explain“the
puzzlingbehaviouroftheAustraliandollaroverthepastcoupleofyears”.

The economistswereconcernedthat, despiteDr Gruen‘s confidencein a brighter
long-termfuturefor the$A, therewasstill noadequateexplanationfor theSA~
recentwoes.
CherelleMurphy,AustralianFinancialReview, 29 November2001.

This paperidentifiesthereasonfor this “puzzlingbehaviour”. Our findingsnotonly
explaintherecentweaknessoftheAustraliandollarbut alsothestrengthoftheSUS.
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2. Commodity Prices

The$A hasin thepastbeencloselycorrelatedwith thevalueofcommodityprices,
althoughthis correlationhasnot beenevidentsince1999.

$A and Commodity Prices
Source:ReserveBankof Australia
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It appearsthat investorsno longerview commoditiesasavaluablesourceoffuture
growth. But why thesuddenchange?Thefollowing chaptersevaluatesomepossible
causes.
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3. Foreign Debt

Australia’sforeigndebtasa proportionofGDP hascertainlyincreasedsignificantly
overthepasttwo years. Thechartshowsthatthereis indeedanegativecorrelation
betweenthevalueofthe$A andthenet foreigndebtratioto GDP. But correlation
doesnot imply causation! Thecorrelationis contemporaneous— that is, no lag.
While thenetforeigndebtratiomayinfluencethemarketsperceptionofthe$A,
giventhelag in publishingdatathereoughtto bea laggedrelationship.But asmost
of thedebtis denominatedin currenciesotherthan$A thena fall in thevalueof
theSA should boost foreign debt immediately! It is unlikely thatthis is themissing
factor.

Australian Dollar and Net Foreign Debt Ratio
Source: RBA, ABS
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+ Net Fl Transactions

Therecentdeclinein net foreign investmenttransactions,despitethe lower$A,
suggeststhatnot all thingsareequal. But what is it that is notequal?
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4. Investment Outflows

Changesin investmentflows couldaffectthevalueofthe$A. Indeed,net inflow of
investmenttransactionshasfallen sincemid-1999,andespeciallysincemid-2000.
This factoris not correlatedwith the$A overa longtime period(theymovedin
differentdirectionsin 1996and 1997). Indeed,wehaveto be carefulwith this factor,
sincealower $A makesinvestmentin Australiamore attractiveif all otherfactorsare
equal. Likewise,thecurrentlower$A meansthatit is notasattractivefor Australians
to investoverseas— if all otherfactorsareequal.

Net Foreign Investment Transactions and TWI
Source:ABS. RBA
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5. R&D Spending

Researchby foreseechangehasexplainedthereasonsfor exchangeratemovements
since1990. This researchexplainsboththerecentweaknessoftheAustralianDollar
andthestrengthoftheUS Dollar.

After screeningseveralpossibleinfluencingfactors,wehaveconcludedthatResearch
andDevelopmentspending(asapercentageofGDP)hasbeentheprimarydriverof
exchangeratemovementsofdevelopedcountriesoverrecentyears.

Thechartshowsthis relationship.Countriesthat spendabout2%ofGDP onR&D
havehadlittle changein theirexchangerates(trade-weightedindex)since1990.
Countriesthatspendmore,notablyUSA andJapan,haveexperiencedanappreciation
in theircurrency.Countriesthatspendless,particularlyAustralia,haveexperienceda
declinein theirexchangerates. Thischartuses1990asabasefor trade-weighted
indexes.
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Therelationshipis statisticallyhighly significantandstrong— 84%ofthevariancein
exchangeratesis explainedby R&D spending.

It seemsthattherearenow enoughinvestorschasinginvestmentopportunitieswith
high potentialpayoff, butwith high risk, to influenceexchangerates. Accordingto
ABS data(5302.0)Australia’snet foreign investmenttransactionsfell from $32.9
billion in 1999 to $26.7billion in 2000andto $17.3billion in 2001.

For Australia’sexchangerateto rise backto 1990 levels,weneedto increaseR&D
spendingby one-third: from 1.5%of GDP to 2%.
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Suchan increasein R&D spendingwouldnotonly helptheAustralianTreasuryto
recoverunrealizedlosseson cross-currencyinterestrateswaps,but wouldalso
providefutureexportopportunitiesandattractinvestmentinflows.

Thereis alsoa confirmatorytimeseriescorrelationbetweenthe$A andAustralian
spendingon R&D. This chartusestheReserveBankTrade-weightedindex(1970=

100) -

$A (TWI) and R&D Spending (% GDP)
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This analysissuggeststhat changesin governmentpolicy in 1996regardingthetax
deductionfor R&D andtheR&D syndicationsystemhaveresultedin currency
devaluation.

But why hastheimpactbeensosevereoverthepasttwo years?
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6. Prospects

Wehavepresentedevidencethatcurrencymovementsin developedcountrieshave
recentlybeeninfluencedby R&D spending.

This evidenceindicatesthatsincetheelectionoftheHowardgovernmentin 1996,and
theimplementationoftheirR&D policies,the$A hascollapsedasadirect result. But
whyhasthesituationworsenedsince1999?

InJune1999, theR&D companieswereworriedbycommentsbytax commissioner
MichaelCarmody. TheATO‘s taskforcelooking at high-wealthindividualshadbeen
crackingdownon aggressiveta.xplanning,andCarmodywassaidit wastargeting
thesubstantiallossesclaimedbysomeR&D companies.

Twoyearsago, theA TObeganto challengethevaluationsofcore technologies,using
ATO-appointedindependentvaluers. It is believedthattheATOis usingcomplex
discountedcashfiowmethodsofvaluationand, in somecases,propertyvaluerswith
little or no experiencein valuingtechnologyand intellectualproperty. Anecdotal
evidencesuggeststhattheATOhastakena blanketapproachto thevaluations:that
thecore technologyis worthless.

In 2000, theATObeganissuingthesyndicateinvestorswithordersto repaythe
deductionsclaimedfor coretechnologies,plusinterestandfines.

JamesThomson,BRW December6-122001

Clearly, investorschasingrisky buthighgrowthpotentialinnovationhavehadgood

reasonfor takingtheirmoneyoutofAustraliaoverthepasttwo years.

Thefutureof the$A is in thehandsofthegovernment.If thecurrentpoliciesarekept
in place,thenthereis little prospectofa significantrecoveryin the$A. bn theother
hand,aneffectiveR&D policy — without potentialfortax avoidanceandguaranteed
to be freefrom taxoffice clawback— is likely to lift the$A. Suchapolicy would be
goodfor Australiain manyotherwaystoo.
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