Chapter Ten


Enhancing The Investment Environment


Introduction


10.1	The investment environment has three main elements:


Foreign Direct Investment (FDI);


Venture Capital; and


Short-termism.


Foreign Direct Investment


10.2	Inquiry evidence was overwhelmingly in support of an approach to industry policy which creates an economic climate in Australia attractive to investors. There has been much debate within Australia, especially during the last three decades, as to whether foreign investment will have positive outcomes for this country. There has been the tendency to resist it under the premise that too much foreign investment will mean that Australia no longer belongs to Australians. Industry is under no misapprehension as to the benefits to be had from investment; benefits which, in turn, will provide Australians with increased opportunities to maintain their standards of living. With respect to foreign investment, Mr Mitchell Hooke, Chief Executive Officer, Australian Food Council, said: 


... our potential requires it and our domestic savings performance demands it. It flows from strategic commercial decisions such as joint ventures, alliances and acquisitions and is symptomatic of its different set of priorities and requirements of Australian investors that I referred to.�


10.3	The Committee acknowledges that investment, foreign and domestic alike, is essential to Australia’s ability to innovate, produce and compete. Accordingly, Australia must improve its investment environment. The task for the Committee is to identify ways in which the environment may be enhanced in order to persuade investors that Australia is a desirable investment location.


Losing the Race


10.4	The EIU/MTIA reported that there is little evidence of Australia attracting new investment:


When it comes to winning foreign investment, which helps build linkages to technologies and global markets, Australia appears to be developing a reputation with overseas headquarters of being a difficult and low-opportunity market. ... Unless this situation is reversed, Australia will lose one of the major engines for creating economic and jobs growth.�


10.5	One of four areas of concern with current government policy deduced by the EIU/MTIA through interviewing company representatives, is that it is sending the wrong signals to potential investors:


A number of recent government decisions appear to run contrary to the promotion of R & D, lowest-cost production, and access to Asian markets. This led to a remarkably poor view of the government’s policy settings by nearly all of the companies we interviewed in the first half of 1997.�


10.6	A number of inquiry participants pointed to a range of decisions over recent times which have had a negative impact on Australia's investment location competitiveness. As with the MTIA, industry representatives told the Committee that Australia is ‘losing the race’ for investment.� According to AEEMA, the reduction in investment over recent times is attributable to certain decisions such as change to the tariff concession arrangements, termination of the computer bounty, changes to support for R&D, reductions in export support, changes in government procurement and potential government outsourcing. AEEMA contends that the effect of the combination of these decisions has been uncertainty which will result in a growing trade deficit - perhaps as much as $40 billion in IT&T products by the year 2005. The consequence of penalising the information industry will be a misplaced reliance on agriculture and mining for Australia's economic future, accompanied by the trend towards a low skilled workforce.�


Government Policy


10.7	The Committee accepts that one of the main problems in attracting foreign investment to Australia is the uncompetitiveness of business programs and related policies, in comparison with those offered by other countries. Multinational companies canvas the globe for the optimum investment location and a key part of their calculation is the comparison of government policies within potential locations which will affect their profit making. Investment from domestic companies is similarly impeded due to the high cost of production in Australia and lack of market development. Consequently, Australia suffers the potential loss of domestic companies’ investment capital to offshore locations.


10.8	The message from industry is that Australia must compete globally for capital. Investors will commit the capital where the best opportunities exist. Australia must have policies in place which will attract that capital. Industry representatives gave many examples of areas which could be adjusted or reformed to enhance Australia's investment environment. Mr Peaston, Chief Executive Officer, Peaston Australia, pointed out that the present taxation regime is detrimental to business, as well as Australia’s prospects as a suitable investment location. He suggested that an overall tax review is required to produce a regime which will be conducive to investment and business alike.�


10.9	The Australian Food Council enumerated factors which affect the investment environment, including the absence of coherent long-term government policies prioritising industries and business programs to ensure that investment is not attracted offshore. The short-termism of government decisions is one of the main difficulties with the current approach to industry policy. The Committee believes that it is an issue which can undermine the best of investment regimes and, as discussed in paragraphs 38 to 41 of this Chapter, is one which would be addressed by the establishment of an agency to formulate policy independently from the institutions of government. 


Marketing Australia as an Investment Location


10.10	The need to market Australia overseas as an investment location was reinforced by information concerning the strategies employed by other countries to attract investment. China, for example, has used a mail-out to directly invite investment in China, offers great incentives such as an income tax rate of 15 per cent for foreign invested enterprises, and an exemption from income tax for two years from the first profit making year. The mail out came from the Guangzhou Economic and Technical Development District and was supported by the State Chamber of Commerce in New South Wales.�


10.11	The Committee welcomes the Commonwealth Government’s December 1997 announcement of a new body, Invest Australia, to promote Australia as an investment location�. Currently Australia appears to be an unmarketed commodity, and the Committee heard much evidence stressing the need to address this weakness. For example, the Committee was told by Mr Greatbach of Quality Semiconductors (QSI) that Australia is still an unknown quantity to many multinational companies. The emergence of QSI, the only company to manufacture silicon chips in Australia, illustrates numerous issues concerning Australia as an investment location. The semiconductor or silicon chip industry, is a $150 billion global business with annual growth at over 20 per cent. A single fabrication plant costs about $US1.5 billion and there are currently about 106 plants under construction around the world. None of those plants are planned for Australia. One of the reasons Australia has failed to attract these projects is because of the limited overseas knowledge of this country as an investment location. Australia is considered to be a low-technology country:


The only thing Americans hear about Australia concern the outback, unusual animals or Paul Hogan. The Australian Tourist Bureau has done a fabulous job promoting the country as a tourist destination. Every American that you talk to would love to come here for a holiday but we are not on the radar screen as far as high-tech investment goes. They see us like we see some parts of Africa.�


10.12	It was submitted to the Committee that the potential training shortage could be avoided by the establishment of a national semiconductor training facility to train process engineers. Such a facility could be developed jointly between universities and industry, and would be attractive to potential investors. The Committee was told that Australia needs to be marketed to those overseas investors who have the capacity to establish plants here:


One of the points that comes out of this is that the Tourist Commission has done a fantastic job of promoting the country for tourists but no-one has done anything to paint a picture of Australia as a high-tech investment site. I think that is something that needs to be addressed, we need to go out and sell the country.�


10.13	The Australian Food Council stated in its submission that it would need to examine more closely the Mortimer Review’s recommendation to allocate $1 billion over 5 years to promote and facilitate new investment. At the public hearing, the Council’s representative advised the Committee that:


We have some work to do in terms of Invest Australia and what the best instruments or mechanisms of remedy are.�


10.14	Similarly, Mr Richard Martin, author of the EIU/MTIA report Make or Break rejected the fund of $200 million per year claiming that it is inadequate compared with what other countries are doing; Singapore, for example, has put $1 billion into a single world-scale plant:


Australia must offer incentives on a scale to make the world take notice, he said. “No one is going to put a $1 billion petrochemical plant on the ground today unless they get a five-to-eight year tax holiday,” ... “That takes care of their initial costs while you get a plant that will be there for another 15-20 years.”�


10.15	The Mortimer Review cites the economic policies of Ireland, Singapore and Malaysia as providing justification for the investment fund. However, the Committee, whilst acknowledging that the experience of those countries is valuable, realises that the high growth rates of those countries is caused by more than just the extent to which they are able to attract foreign investment. In conclusion, the Committee supports adequate funds being available to permit a very specific focus on attracting investment. The Committee considers, however, that the amount proposed by the Mortimer Review is insufficient to encourage the development of industries in Australia which will provide the greatest opportunities for the Australian community.


The Multinational Approach to Investment


10.16	That multinational corporations are dominating the global economy is an unavoidable fact of industry life. Australia must adapt to this reality so that it can better plan for the future and control its status within the global economy. The strategic decisions which multinationals make can have a significant impact on the viability of an economy. Accordingly, Australia must understand investment from the multinational perspective to ensure that it can compete effectively. According to Dr David Charles of Allens Consulting Group:


The multinational companies which dominate the global flows of foreign direct investment in the oligopolistic automotive, information and telecommunications and pharmaceutical/chemical industries keep close tabs on the attractiveness of investment environments around the world and the nature of the support they can expect to receive from governments.�


10.17	Mr Alan Reid, Managing Director, Montell Australia Pty Ltd, told the ACCI conference of August 1997 that there were a number of factors which multinational corporations such as Montell take into account when selecting an appropriate investment location. Such factors include�:


generic factors; such as suitability of the investment proposal to the company or relative economic benefits to shareholders between alternative locations;





business factors; such as the effect on the local economy, access to markets and (relevant to the petrochemical industry) the potential for continued reinvestment in production capacity expansion; 





economic factors specific to the interested companies; for example, in Montell’s case the availability of raw materials and inland transportation are important considerations;





competitive factors; such as the ability of a company to retain all or most of the cash flow generated by an investment, often influenced by the prevailing tax regime; and





policy factors; including the competitiveness of labour markets, market access, and the competitiveness of the tax regime.





10.18	As a general statement, it has been said that the main determinant for investment, personal and multinational corporation alike, is the prospective rate of return:


Profitability for investment in Australia isn’t sufficiently attractive for Australia to be a haven for new investment. For example rates of return on capital in the business sector from 1991-95 were 12.8 per cent for Australia, 15.4 per cent for the OECD and 17.7 per cent for the USA. If you do shareholder return calculations you find that Australia outperforms the UK and Japan markets but underperforms the US and Asia�


10.19	According to the same source, the challenge for Australia is to raise the level of profitability of investment companies, so that Australia is perceived as an attractive place in which to invest. Measures which might do so, include defining Australia’s businesses in regional terms to create growth potential, lifting labour and capital productivity to levels attained in world best practice settings, and reforming the taxation system. Taxation reform should be shaped around the profitability of new investment, with reform proposals including reducing capital gains tax for investments (other than residential property), retaining dividend imputation, and ensuring Australia's depreciation policies are competitive for IT/plant and equipment.� In summary, the aim should be to create a new investment environment which would be ‘open, transparent, innovative and stable’.�


10.20	Mr Magee, of SCITEC favoured the appointment of an ambassador for attracting investment and multinationals:


I believe it is part of a balanced program. I believe that having a strong position here in Australia with overseas multinationals contributing strongly is part of the solution. It is not the only solution, though; it is part of the balanced solution.�


10.21	The Committee notes the appointment of Mr Bob Mansfield as Strategic Investment Coordinator within the Prime Minister’s portfolio. This appointment was made as part of the Government’s December 1997 announcement of the Investing for Growth program. His task will be to coordinate the case by case assessment of projects and to advise Cabinet, through the Prime Minister, about strategic investment projects that may warrant the provision of incentives and/or justify modifications to general policies.�


10.22	The Committee realises that the advantages for Australia in having a positive relationship with multinationals are potentially far reaching. The advantages include investment for Australia, and all of the spin-off benefits which flow from that investment such as employment, a more highly skilled economy better attuned to the demands of the twenty-first century, and the consolidation of contractual relationships which can pave the way for future investment and industry.


Venture Capital


10.23	Another factor in the investment equation is the availability of venture capital and the returns on that capital. Mr Riedl, Executive Chairman, JTEC, told the Committee that in the US, capital is far more accessible to support innovation and ideas. The availability of such capital enables emergence of companies such as CISCO, which took only eight years to reach $40 billion market capitalisation. He described the returns for venture capital in the US as ‘astronomical’. Capital can be invested throughout the project, and the returns taken at the end. The absence of capital gains tax and the more buoyant market makes investment there attractive.�


10.24	While Australia clearly lags behind the US in the area of venture capital, the Committee is pleased to note that in the Investing for Growth Program the availability of venture capital funds will be improved through expansion of the Innovation Investment Fund Program.�


10.25	The Chairman of Florigene Pty Ltd has proposed a number of steps to overcome Australia’s lack of venture capital:


manufacturing needs world-competitive infrastructure costs and efficiencies;


the burden of ‘imported’ input costs on export industries should be reduced;


incentives should be offered to attract multinational companies and research facilities to Australia to enhance the size and influence of our scientific community and raise Australia’s ‘R&D mass’;


there should be greater provision of genuine venture capital funding geared to long-term investment in high technology without tax rorting;


advanced technologies and products should receive special focus and assistance;


we should be prepared to take rewards for our R&D achievements via licensing or joint-venture projects with international partners. This provides a lower but more certain return compared to the higher risks associated with setting up greenfields manufacturing in major overseas markets.�


10.26	The accessibility and availability of venture capital was highlighted as a critical part of the industry framework. Access to such capital is often the factor which either enables or disables business and industry. The Committee believes that more work should be done in this area to determine where capital can be sourced and how it may be accessed. 


10.27	Dr David Crean, Tasmanian Shadow Minister for State Development, Finance and Employment, identified the inability of local industry to access finance as a key barrier to growth in Tasmania. Financial inaccessibility particularly is a problem for small to medium sized industries in Tasmania, where the only available source of finance is banks which are reluctant to lend on equity. Dr Crean told the Committee that Tasmania does not have an effective equity development or venture capital organisation, and that the loan portfolio of Tasmania Development and Resources is now almost non-existent. In a Tasmanian growth strategy envisaged by Dr Crean, this is the first barrier that should be addressed.�


10.28	Professor Brown, University of Sydney, informed the Committee that there is generally less venture capital available in Australia for pre-commercial R&D than there is in countries such as the United States:


At the moment in the United States there is much, much more venture capital going into this kind of thing than there is in this country. People hang around universities there with venture capital looking for opportunities.�


Studies indicate the importance of this kind of capital to economies such as the United States. There is currently an inter-university link with a Glasgow university aimed at studying ways in which this kind of development phase can be progressed.





10.29	Professor Brown raised the possibility of superannuation funds as a potential source of venture capital for certain projects. The Committee agrees that investors are conservative in their investment strategies with such funds, and that it would take real incentives to persuade them of the financial benefits of investing in projects. Professor Brown said that the provision of more concessions for R&D might assist in attracting private capital to promising research or development projects.�


10.30	A similar point was made by Mr Macdonald, representing AIIA. Acknowledging that venture capital is not within his expertise, Mr Macdonald nonetheless told the Committee that he is aware that small companies have difficulty in accessing venture capital and that the insurance and superannuation funds prefer traditional forms of investment such as property. Information technology proposals are still regarded as ‘risky ventures’. It was suggested that the government might formulate strategies to overcome this perception and attract capital from these sources.�


10.31	As a general proposition, it seems that small enterprises have the most difficulty in accessing capital. Mr Martin, Executive Director, ACCI, informed the Committee that in respect of finance, small business, in particular, has problems because of the “finance culture”.�


10.32	The Committee was told that other countries have structures to promote the accessibility of venture capital. For example, America has a structure of venture capital companies which take companies from level to level. There is no such strategy available in Australia; small companies might obtain some venture capital assistance enabling them to move up a rung, but that is all.� Mr Magee of SCITEC made similar comments:


Venture capital availability is the highest issue, when there is enough funding and what in many cases for some of those companies is almost free funding: when the venture capital industry is established such that there is so much money floated at such high-risk ventures that it is almost provided free. The issue is that we see the Microsofts, the CISCOs, the INTELs and others, but for every one of those there are tens of thousands of ‘wannabees’ that fail. We have not had the scale of `potentials' to get the one or two that have hit that success trail. A more favourable venture capital area and more organisations, such as ours, attempting to become the next Microsoft will resolve those issues.�


10.33	In a recent article, the comment was made that:


Australian business culture is not oriented to export-based investment. We no longer have a second tier market or the risk/reward culture which has made the USA so successful, particularly in high-technology markets. Long-term pay-back, higher risk, high technology projects do not readily find Australian investors.�


10.34	Mr Kelly, Managing Director, Australian Electronic Manufacturing Services (AEMS) said that the provision of venture capital was one of the four major factors which has contributed to the success of his company. He said that the success of AEMS was dependent on its partnership with Keycorp, initial access to a Commonwealth Bank development loan, targeted government support such as the computer bounty, and sacrifices from staff.�


10.35	The Committee notes that the Government introduced a new scheme, the Innovation Investment Fund (IIF), in 1997. The scheme operates under the R&D Start scheme and is aimed at building up venture capital for technology-based companies. The IIF is modelled on the American Small Business Investment Company Program that has operated in the US for the past four decades. Initially, the Government provided $130 million in funds on a provisional 2:1 basis, with the remaining capital provided by the private sector.


10.36	The Industry Research and Development Board aims to establish some early-stage venture capital funds, and the Board will be responsible for selecting fund managers from the private sector.� The Committee notes the existence of the IIF scheme and refrains from making any assessments at this stage, but recommends that the scheme be reviewed before funding commitments have expired. The Committee also notes that in the Investing for Growth statement in December 1997, the Government added a further $43 million over four years to the funding for this program. Total funding, both government and private, now totals about $260 million.�


10.37	Taxation considerations may also serve to constrain venture capital. In fact, taxation is regarded as “the most important influence on the success or otherwise of early stage venture capital in Australia”.� According to Mr Geoffrey Ashton, Chairman, Catalyst Investment Managers, the tax treatment in Australia of limited partnerships and masterfunds has, in a practical sense, precluded US investment in Australian venture capital and prevented essential links being formed between the two countries in intensive industries such as information technology and biotechnology:


If early stage Australian venture capital is to become more successful in encouraging innovation, it is essential that it develop strong links to overseas and particularly US markets, so that arrangements can judge what competition a potential new product will face and can rapidly build up exports of successful products.�


Short-termism


10.38	Of all the specific complaints which have emerged throughout the debate relating to management, one of the strongest criticisms concerns the instability of management and its impact on industry. According to evidence, there has been a significant turnover of managers in the past two years. This may adversely affect the ability of a firm to undergo changes needed to enhance its efficiency. For example, a firm may need to adapt to new work practices, such as altering its work culture or improving its productivity. At the best of times, management can be slow to implement change, and frequent turnover in managers can further hinder reform. The Committee accepts that the instability and the consequent lack of long�term commitment can have adverse effects upon industry outcomes.�


10.39	The Committee notes too, that managers are increasingly under pressure to make decisions which have only short term goals. Mr Ogden, of the ACTU said that some of this pressure comes from the finance industry and the accounting systems:


I think one of the problems our manufacturing faces is the increasingly short-term solutions and objectives that are driven by the stock market, often the finance media and investment organisations. There has been quite a bit written about this, but I think it is a significant problem. It undermines potential for investment in manufacturing which, of course, takes a few years to finally come through-despite the fact that there has also been a lot of work shown that in the long term that is often much more successful, both in the short�term and in the long�term investment process.�


10.40	Mr Ogden said that managers have reported being under constant pressure to make decisions which, whilst not benefiting the company overall, will, in the short-term, drive up the share price and enable certain people to make short-term profits. Certain company trends such as downsizing and outsourcing may be driven by such pressures, and may ultimately cause long term damage to the company.


10.41	Clearly, government cannot legislate to overcome some of the short-termism which permeates management decisions, but it can create a climate which is more conducive to longer term decisions and solutions. In addition, firms themselves can implement policies which may counter the demand for action which has short-term outcomes. The Committee was told, for example, that the way in which Lend Lease prepares its annual report has affected the ability of its shareholders to appreciate the longer term aspirations of the company. Not only do annual reports reflect financial data they also record other information which offers shareholders a broader perspective on company performance. By providing information such as training conducted throughout the year, and the upgrading of skills which enabled the devolution of decision making, some of the pressure for making shorter term decisions may be withdrawn. Mr Ogden suggested that there might be a whole range of ways in which government and industry can encourage the making of longer-term decisions.�


10.42	The importance of competent managers to the information industries cannot be underestimated. The global nature of the industry requires professional managers who can negotiate at the international level, and perhaps collect along the length of their professional careers, contacts and relationships which can provide further development for the Australian industry. Dr Roger Buckeridge, Director of Allen & Buckeridge Pty Ltd, observed: 


The only constraint will then be, ‘Can we find enough professional people to manage this thing properly?’. That will be conditional upon whether there are enough management teams with global market oriented deals that are professionally managed that can put the money to work. That will take a few years to work its way through. The supply of funds to that sector will be constrained by the human resources available, as it should be, because no superannuation fund trustee or the managers that they entrust those funds to are going to back second rate teams, nor should they. 


10.43	The Committee agrees that Australia needs to attract world class management teams as part of the industry package necessary to encourage the growth of information industries. Efforts should also be made to provide working conditions, career prospects and attractive remuneration which will persuade skilled workers to relocate to Australia. From the evidence provided to the Committee, it seems that the global information industry, for example, has a ‘foreign legion’ of expatriates in the field employed around the world. He said:


Roger Allen and I track them. We have a database of them because we want to populate the companies we invest in with those people. We want people with savvy and who know the rules in international markets. We would like them to live here, but they will not live here because of capital gains tax and because employee share option schemes are not attractively taxed. There are too many taxable events when you do not have liquidity to pay the money. Systematically, [it] is just quite stupid. That needs to be fixed before those people will relocate back here.�


Recommendation: The key objectives of such a national approach to industry development must be to improve the ability of firms in Australia to compete in the domestic and global marketplace, as well as providing Australians with high skilled, secure jobs and employment opportunities.  To achieve these objectives Australia must become an attractive investment location where:





a)	the operation of Australia’s Venture Capital Industry must be kept under constant review, and new initiatives taken to continually expand our Venture Capital Market.  In that context, an evaluation of the small business innovation investment funds (IIF) should be undertaken prior to the May 2000 Budget in order to evaluate its effectiveness and to allow any new initiatives to be implemented at that time.





b)	a major element in our ability to foster growth opportunities among Australian business will be our capacity to attract investment funds that are focussed on the longer term as opposed to short term profit taking investments.  Therefore, Australia needs to adopt policies, including a capital gains tax regime, that are distinctly biased towards long term investment.





c)	attracting investment should be a key element of any tax reform package.  The Committee considers that any comprehensive review of the taxation system should include a focus on its ability to attract investment as well as its broader impact on business (i.e. Capital Gains Tax could be applied on a sliding scale, reducing over a set time period; arrangements for Limited Partnerships could be reintroduced to encourage investment from offshore).  The system should not unfairly penalise business and deter innovation.





Recommendation: In considering the future development of Australian industry, the focus should be on industries which add substantial Australian value to products and services; have a high degree of income and market elasticity of demand; have the capacity to provide substantial employment in medium/highly skilled occupations; and where industry programs are established they should have to meet clearly established goals.  In working toward those goals the results must be regularly reviewed and benchmarked against agreed and soundly based performance criteria, including job creation goals and other commitments entered into by both government and industry.





Recommendation: The Committee believes that a significant feature that defines successful companies in both the domestic and global markets is the quality of management and managerial processes. The Government needs to ensure that effective resources are targeted at the development of human capital, with particular emphasis on managerial capabilities.
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