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Forming the Productivity Commission
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1

TERMS OF REFERENCE

I, GEORGE GEAR, Assistant Treasurer, under Part 2 of the Industry Commission Act
1989, hereby:

refer assistance to Australian industry from State, Territory and Local Governments
and their instrumentalities to the Industry Commission for inquiry and the provision
of an information report within twelve months of the date of receipt of this reference;

specify that this inquiry is intended to elicit information about the extent of such
government assistance and its effects on economic and regional development;

without limiting the scope of the inquiry, specify that the Commission’s report have
regard to:

(@) measures where the primary purpose is to assist or attract industry and
overseas investment, including tax concessions, land acquisition and general
trade and investment promotion;

(b) the extent of Commonwealth assistance to industry and its relationship to
State, Territory and Local Government assistance to industry;

(c) theimpact of State, Territory and Local Government competition for industry,
including its impact on Government finances, on mobile investment and the
efficient allocation of resources across the economy; and

(d) an assessment of the net benefits derived by each State and Territory from
such assistance, including identifying the key determinants of where they have
been successful and detailing the methodol ogy for assessing net benefit;

specify that the Commission avoid duplication of any recent substantive studies
undertaken elsewhere; and

specify that the Commission have regard to the established economic, social and
environmental objectives of governments.

GEORGE GEAR
31 October 1995
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KEY FINDINGS

The following are the key findings from the Commission’s inquiry into State,
Territory and local government assistance to industry.

State, Territory and local governments have an important role in
developing a positive environment for the establishment and devel opment
of wealth-generating industries. However, this role is being undermined
by their provision of significant assistance to industry.

In 199495, State and Territory governments industry assistance
involved:

— an estimated budgetary cost of $2500 million (or $137 per head); and

— $3200 million ($176 per head) in payroll taxes forgone,
predominantly to smaller businesses.

Local governments provided assistance of around $220 million ($12 per
head).

By comparison, the Commonwealth provided an estimated $9900 million
($547 per head) of assistance in 1994-95, mainly in the form of border and
domestic market protection measures.

Most State budgetary assistance is selective and discretionary. As
discretion and selectivity increase, so does secrecy. Secrecy creates a
potential conflict of interest for publicly accountable officials.

States engage in competitive bidding for maor investments and events
because they perceive a gain for their State in terms of employment and
income — perceptions often supported by misuse of evauation
techniques.

Gains from providing selective assistance at the State level are largely an
illusion. Only in a very few cases, with particular characteristics, is there
likely to be anet gain for the State.

Most selective assistance has little or no positive effect on the welfare of
Australians. Rivalry between jurisdictions for development and jobs at
best shuffles jobs between regions and at worst reduces overall activity.

States find it difficult to abstain from offering assistance because of the
perceived economic and political cost of losing out to other States.

Thereis a strong case for States to consider an agreement to cease or limit
selective assistance to industry. At the very least, the provision of such
assistance should be more transparent and more accountable.
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The Commission sees the options for action by the States as involving a
progression in the discipline applied — and in the benefits that could be
achieved. Firstly, the States could agree to increase the transparency and
accountability of their provision of assistance to industry. Secondly, the
States could agree to limit firm and project-specific assistance to industry.
Thirdly, the States could agree to limit the provision of assistance to
industry to afew well defined activities and situations.

The States themselves could enforce any such agreement with only
minimum involvement by the Commonwealth.

There is alegitimate role for the Commonwealth in encouraging the States
to limit their selective industry assistance.

The inefficiencies and other problems identified by this inquiry with
provision of selective assistance to industry by State and local
governments will continue unless action is taken by the States.
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OVERVIEW

Sates and local
governments have an
important rolein

devel opment of wealth-
generating industries.
Much of the
considerable selective
assistance provided has
little or no positive
effect on the economic
welfare of Australians
asawhole.

State gover nments
spend about $2.5 billion
on general and selective
industry assistance. In
addition about $3.2
billion isprovided in
payroll tax exemptions.

State and Territory (hereafter called State) and local
governments have an important role in Australia in
ensuring a positive environment for the establishment
and development of wealth-generating industries.

However, much of the considerable selective
assistance provided to industry by State and local
governments has little or no positive effect on the
economic welfare of Australians as a whole. Most
selective assistance is part of harmful State and local
government rivalry for economic development and
jobs, which at best shuffles jobs between regions and
at worst reduces overall activity. Some of the most
wasteful elements of this rivalry could be avoided or
reduced by an agreement among the States to make
the provision of assistance more transparent and to
limit its extent.

State governments outlaid an estimated $2.5 billion
(or $137 per head) on general and selective assistance
to industry in 1994-95 (see Table). In addition, an
estimated $3.2 billion ($176 per head) was provided
in payroll tax exemptions, predominantly for smaller
businesses. Local governments spent an additional
$220 million ($12 per head). These amounts of
assistance can be compared with the estimated $9.9
billion ($547 per head) provided to industry by the
Commonwealth in 1994-95.

In terms of budgetary outlays, New South Wales,
Victoria and Western Australia provide levels of
assistance similar to the national average of $137 per
head. South Australia ($180), Tasmania ($228) and
the Northern Territory ($360) provide significantly
more. The Australian Capital Territory ($27) and
Queensland ($105) provide significantly less. In 1
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These estimates are

approximate indicators.

‘Industry’ is defined
broadly.

terms of payroll tax exemptions, the Australian
Capital Territory, Northern Territory and Western
Australia forgo significantly more revenue than the
national average and Queensland significantly less.

Commonwealth, State, Territory and

local government assistance to industry

Jurisdiction Assistance by Payroall tax
budgetary outlays etc exemptions

$m  $/head $m$/head

New South Wales 807.4 131 1140 1B5

Victoria 637.5 141 739 163

Queensland 348.5 105 452 186

Western Australia 259.9 149 390 223

South Australia 265.4 180 274 136

Tasmania 107.7 228 89 148

Australian Capital Territory 8.2 27 78 246

Northern Territory 64.0 360 42 236

Total States? 24987 137 3203 176

L ocal govt. (1996 survey) 220 12 na na

Commonwealth (1994-95) 9935 547 na na

a Data on assistance outlays are for 1994-95 and on payroll tax

exemptions are for 1993-94.
na Not applicable.
Source:  Commission estimates.

The State and local government industry assistance
estimates should be viewed as approximate
indicators of the orders of magnitude involved
because of deficiencies in data sources.

For the purposes of this inquiry ‘industry’ has been
interpreted broadly. It includes traditional goods-
producing industries in agriculture, manufacturing
and mining as well as service industries such as
retailing, banking, construction, tourism and the
arts. Public administration, such as courts and
police, defence and community services such as
education, health and welfare have been excluded.
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The hallmark of
‘assistance’ is selectivity.

Payroll tax exemptions
mostly discriminate by
business size.

The quality of datais
poor: public scrutiny is
seriously constrained.

For the purposes of this inquiry ‘assistance’ is

government action which discriminates between

activities, firms or industries. The use of the term

‘assistance’ does not prejudge its merit. Not all

forms of assistance have been measured. In
particular, data on revenue forgone at the State and
local government level are generally unavailable as
is the extent of any assistance from the under-
pricing of government-owned natural resources and
infrastructure.

Payroll tax exemptions have been reported
separately as most of these do not discriminate by
activity, firm or industry. But included in the
estimates are the selective exemptions provided to
some medium and large businesses as well as the
general exemptions which favour small businesses.

State and local government assistance is provided
predominantly by budget outlays and revenues
forgone. Commonwealth assistance is provided
mainly (two-thirds) by way of import tariffs and
other forms of market protection.

The quality of the State and local government data
on industry assistance is such that public scrutiny is
seriously constrained. Considerable differences in
reporting practices exist between jurisdictions and
between agencies within jurisdictions. For example,
when reporting on project-specific assistance, the
Northern Territory’'s Department of Asian
Relations, Trade and Industry provides details of the
recipients, the nature of assistance each received
and any contingent liabilities incurred. In contrast,
Queensland and South Australia report such
assistance in a single line in the accounts of the
relevant industry departments. A similar range of
reporting practices exists at the local government
and Commonwealth levels.
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Asdiscretion and
selectivity increase, so
does secrecy.

Akey issueistherole of
Sate and local
government industry
assistance in economic
development.

Businessis concerned
that assistance to one
firmis at the expense of
others.

Competition between
Sates can be beneficial.

The Commission observes that as discretion and
selectivity in industry assistance increase, so does
secrecy. This applies not only to the negotiation
process, but also to outcomes. Secrecy creates a
potential conflict of interest for public officials who
are publicly accountable for their actions. It also
creates a climate conducive to suspicions of
corruption. The Commission found a confusion
within States regarding the need to maintain
confidentiality during the negotiation process and
the practice of keeping confidential the nature and
value of assistance provided.

A key issue for the inquiry is the role which
assistance to industry from State and local
governments plays in their economic development.

Bidding wars between States for firms and events
seem to have become increasingly prominent.
Governments are concerned about the cost, both
direct and in opportunities forgone, to their

communities of providing such assistance. But they
are also concerned about missing out on
development if they are not involved.

Business organisations are concerned that assistance
to one firm is at the expense of increased business
taxes on others. They expressed concern about the
large number of industry assistance schemes,
duplication, high cost of delivery and a general lack
of involvement on the part of industry.

Competition between States is an essential feature
of a federation. In general, such competition is seen
as a beneficial discipline on State (and local
government) behaviour. It provides incentives to
develop the mix of public infrastructure, social
services, regulations and government services which
taxpayers and ratepayers demand. It penalises
jurisdictions  which  provide insufficient or
inappropriate public infrastructure and services, and
Impose unnecessary taxes and charges
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But competitive use of
selective industry
assistanceis costly and
may be against the spirit
of the Constitution.

Correction of most
market failuresis best
undertaken by
Commonwealth
Government.

Selective assistance can
be at the expense of
getting the fundamentals
right.

Selective assistance has
very high administrative
costs.

However, competitive use of selective industry
assistance — particularly firm and project-specific
assistance — has been seriously questioned during
this inquiry by many participants. It seems to add
little, if anything, to aggregate investment and
employment, involves a costly transfer of funds
from taxpayers and ratepayers to selected businesses
and can result in a misallocation of resources which
is harmful to economic growth. Arguably, the
provision of such assistance is not in the spirit of the
free trade and commerce provision of Section 92 of
the Constitution.

Not all assistance results in a misallocation of
resources. Where it clearly targets market failures
such as a less than efficient level of activity in
research and development, and where such
assistance is delivered efficiently and effectively, it
can enhance economic development. This form of
assistance typically affects all States. This suggests
that such assistance should be provided at the
national level.

State assistance to industry typically is more firm
and project-specific than Commonwealth assistance.
Selectivity often is used by States in an attempt to
target the ‘marginal’ project in order to increase the
effectiveness of the assistance provided. However,
attempts to buy development with selective
assistance can be at the expense of getting the
fundamental business climate right, and the
provision of other community services.

Selective assistance has very high delivery costs,
both to governments and the recipient firms. For
example, delivery costs of State assistance averaged
28 per cent of the assistance provided and ranged up
to over 80 per cent for some programs.
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Governments provide
assistance for various
reasons.

Sate gains from
assistance are small,
risks are high.

The reasons why State and local governments are
involved in the selective use of assistance are varied
but include:

the need to be seen to be doing something
about problems such as unemployment;

a misunderstanding of the benefits, as a result
of flawed use of evaluation techniques which
overstate benefits; and

a fear that the State/council will lose if it does
not participate while others do.

The general conclusions which may be drawn from
the literature and participants’ comments on the use
of industry assistance as part of jurisdictional rivalry

are:

there can be small gains in terms of State
output and jobs, but only in the unlikely event
that assistance can be provided in isolation;

gains are more likely if the resources
employed have no alternative use;

there is little net effect on unemployment;
the risks to governments are high;

the effects on jurisdictions as a group are
negative; and

where successful, most of the benefits accrue
to owners of immobile factors of production
(eg land).

Quantitative modelling by the Commission supports
the following general conclusions.

When one State provides assistance in isolation:

there are clear short-term benefitdy if the
cost of financing the assistance can be ignored
or avoided;

the long-term benefits are dubious and any
gains are likely to be small; and

XXX



OVERVIEW

costs are imposed on other States and on the
economy as a whole.

When all States provide assistance:
there are likely to be net losses all round.

While formal evaluations are often undertaken
before assistance to a project or event is initiated,
few are undertaken afterwards.

Project evaluation is A review of the main tools used to evaluate

often deficient. individual projects or events revealed major
deficiencies. In particular, multiplier analysis is
frequently misused to overstate benefits, and
identification of benefits and costs is deficient when
more than one tier of government is involved in
financing the project. The institutional
arrangements often incorporate ‘moral hazard’,
whereby the agency with the interest in the project
proceeding undertakes or commissions the analysis.

Selectivityisnotdriven  The New South Wales Government submitted that

by vertical fiscal the narrowness of the States’ own tax bases and the

imbalance. dependence on transfers from the Commonwealth
mean the States must be selective in the assistance
they provide. The Commission considers that,
while the tax base is narrow, selectivity is not driven
by ‘vertical fiscal imbalance’. The States have
significant taxing powers, provide substantial
exemptions and have discretion in their
expenditures.

Effect of horizontal fiscal A similar argument has been raised about

equity isless clear. ‘horizontal fiscal equity’. This issue is less clear
cut, as States receiving significant equalisation
grants typically provide higher levels of per capita
budgetary outlays on industry assistance.

Concern over Sates Concern over States’ industry assistance policies,
industry assistanceisnot  Particularly the provision of selective assistance
confined to Australia. packages in competition with other States, is not

confined to Australia. It is also a concern in the
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Aninternal trade
agreement in Canada.

The European Union
treaty.

The ability of Australian
local governmentsto
assist is governed by
Sate legidation.

Transparency and
evaluation can be
improved.

United States, where its effects have been studied
extensively and are generally assessed to be
unfavourable.

In Canada, an internal trade agreement between the
Government of Canada and the Provinces and
Territories came into force in 1995. Articles cover
investment and a Code of Conduct on incentives
aimed at preventing them being used to encourage
firms to relocate within Canada. The agreement
provides for regular monitoring of incentive
packages by an independent agency and the
publication of this information. It includes dispute
resolution and enforcement mechanisms modelled
on the GATT trade dispute mechanisms.

The European Union attempts to place clear limits
on the provision of assistance by member countries.
The Treaty of Rome (article 92) explicitly limits
‘State aids’ to industry which would impede the
development of the common market. Government
subsidies and aid to industry are specifically
targeted as being generally incompatible with free
trade between member states and the establishment
of non-distortionary (efficient) competition within a
European common market.

In Australia, the ability of local governments to

provide assistance is governed by State legislation.
Recent changes to local government Acts and a
trend towards increasing size in local government
areas through amalgamations have tended to
increase the discretion and opportunities for them to
become involved in economic development

activities.

In terms of administrative procedures, governments
have a range of measures which each can adopt to
improve their own operations, and insist on when
financing activities by other agencies. These are:

adopting ‘best practice’ transparency and
public accountability procedures;
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Substantial reform
requires collective
action.

States could recommit to
the Gover nment
Procurement Agreement.

Australia has

international obligations.

Should Australia sign
WTO Procurement
Agreement?

monitoring; and
improving evaluation.

Most governments recognise the costs of
jurisdictional rivalry when it involves selective
assistance to firms. But they find it difficult to
withdraw from what they see as prisoners
dilemma because of the perceived costs of
withdrawal, both economic and political. There is
also recognition that any substantial reform will
require concerted collective action by all States.

Opinions vary as to what realistically could be

achieved. However, with sufficient commitment,

reform could be achieved by improvements to

administrative procedures, and by an agreement
among State governments to disclose, monitor and
limit provision of industry assistance.

Independent of any such agreement and as part of
efforts to limit selective and harmful rivalry, the
States could recommit to the Government
Procurement Agreement, which is being reviewed at
present.

In forming an agreement on industry assistance, the
parties would need to be mindful of Australia’s

obligations regarding the provision of assistance
contained in international agreements. Explicit

export subsidies are prohibited under the World
Trade Organization and any firm or industry-

specific  State assistance could lead to
countervailing duties or other action against exports.
Some existing State assistance may be open to
challenge under the World Trade Organization

agreement.

In addition, Australia is currently considering
signing the World Trade Organization’s revised
Agreement on Government Procurement. While
this may extend the overseas markets available to

XXXili



STATE, TERRITORY AND LOCAL GOVERNMENT ASSISTANCE TO INDUSTRY

Options for action
involve a progression of
discipline and benefits.

Agreed transparency and
monitoring.

Australian produced goods and services, the major
benefits would derive from adopting the efficiency
and transparency disciplines placed on Australia to
reform its procurement policies at the
Commonwealth, State and possibly local levels.

The Commission sees the options for an agreement
for action by the States as involving a progression in
the discipline applied — ranging from being limited
to transparency and accountability to covering all
State assistance to industry. A more comprehensive
agreement to limit assistance would require
Commonwealth participation and a significant
change of policy by some States. An effective
agreement could be formed among several States
(especially the major States), but would function
best if all States and Territories were party to it. In
the Commission’s judgement, the benefits of an
agreement in terms of more efficient use of
resources would exceed the costs of its negotiation
and implementation.

The options for an agreement among the States may
be divided into three categories. A first could be an
agreement aimed at increasing the transparency and
accountability of State assistance to industries and
firms within their jurisdiction, with there being no
explicit limitation of the types of assistance
provided. A variant of this option would be to
retain the right to provide assistance to projects,
firms and industries, but to provide it only in agreed
transparent forms, such as explicit investment
subsidies and/or payroll tax rebates for a specified
and limited period.

The long-term integrity of an agreement could be
strengthened if it included provision for
independent  monitoring and reporting  of
compliance.
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Agreed limits on some
assistance.

Comprehensive
agreement to limit the
provision of assistance,
similar to the Treaty of
Rome.

Competition on the basis
of fundamental s should
not be constrained.

Thereisarole for
COAG.

A second option could involve a States’ agreement
to limit the most selective and harmful forms of
industry assistance — firm or project-specific
assistance. It could include exemptions for certain
clearly specified circumstances such as assistance
for natural disasters, depressed regions, areas of
accepted significant externalities such as research
and development, and provision for ‘special events’
such as Olympic games. A more ambitious variant
of this option could be to limit industry-specific as
well as firm-specific assistance.

A third option could involve a States’ agreement to
limit all State government assistance to industry.
Exemptions could be provided to a few well defined
activities and situations. This agreement could be
similar to the provisions of the Treaty of Rome.

State governments should ensure that their local
governments comply with the contents of any
States’ agreement.

Any agreement among the States should not limit
competition on the basis of fundamentals such as
broad-based taxing and spending regimes.

A forum for negotiating an agreement would be the
Council of Australian Governments (COAG).
COAG was developed by the Commonwealth, State
and Territory governments to increase cooperation
on reform of the national economy.

The negotiation of an agreement through COAG is
not without precedent. The national competition
agreements were developed through it.  The
Competition Principles Agreement embodies an
important principle relevant to this inquiry —

‘competitive neutrality’ adopted in relation to

competition between public and private business
enterprises. This principle could be developed
further and extended to competition financed by
government subsidies and production supports.
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Independent monitoring
isrequired for
cooper ative agreement.

A cooper ative agreement
could go beyond
monitoring and be
enforced by the States
themsel ves.

The Commonwealth
could be actively
involved.

The Commission considers that the long-term
credibility of any agreement would require
independent monitoring of adherence to its
provisions. Participants have suggested that the
National Competition Council or the Productivity
Commission could play such a role. An additional
consideration is whether there could, or should, be a
formal mechanism to enforce compliance. In
Europe, monitoring is undertaken by the European
Commission and compliance achieved primarily by
bringing cases before the European Court, with
individual jurisdictions enforcing the Court's
judgements.

The effectiveness of a cooperative agreement would
depend on the degree of commitment to it by the
States themselves. As a means of reinforcing that
commitment, the States could consider notification,
conciliation, arbitration and enforcement
mechanisms, including sanctions for any breaches
of the agreed provisions. For example, the States
could agree to pay fines or compensation to other
States when provision of assistance was found to be
in breach of the agreement. Also they could agree
to exclude any business in receipt of ‘prohibited’
assistance from tendering for government business
for a limited period or until repayment of the State
assistance.

The Commonwealth would have an important
interest in any agreement. First, because of its
concern with the whole economy, it would need to
ensure that any agreement is consistent with
promoting efficiency and accords with Australia’s
international obligations. Second, it would need to
ensure that its own agencies comply. Third, it could
act as an honest broker and could be involved in the
provision of an agency for independent monitoring,
reconciliation and enforcement. This would suggest
that the Commonwealth should facilitate discussion
of the matter through COAG.
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Finally, the inefficiencies and other problems
identified by this inquiry with the provision of

selective assistance industry by State and local
governments will continue unless action is taken by
the States. The significant benefits available and
the past experience with cooperative State
arrangements, indicate that action should be
undertaken in the interests of Australia as a whole.
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1. THE NATURE AND EXTENT OF
ASSISTANCE TO INDUSTRY

1.1 Introduction

This inquiry examines the provision of assistance to industry by State, Territory
and local governments and their instrumentalities in Australia. The inquiry was
proposed originally by a State government and subsequently endorsed by most
State and Territory governments. The terms of reference (reproduced in full at
the beginning of this publication) ask the Commission to provide an information
report covering, among other things:

the nature and extent of State, Territory and local government assistance to
industry;

its effects on economic devel opment;

its effects on mobile investment and the efficient allocation of resources
across the economy;

the net benefits derived by State and Territory governments from the
assistance they provide; and

the extent of Commonwesalth assistance and its relationship to State,
Territory and local government assistance.

As this is an information report, the Commission has not presented a set of
recommendations to government. The Commission’s findings covering the
information collected, and related policy issues, are summarised on page xxiii.

A background to this inquiry is provided in the next section of this chapter
(Section 1.2). This is followed by a discussion of what constitutes industry
assistance and the basis for its measurement (Section 1.3). In the fourth section,
(Section 1.4) summaries are presented of the amount of assistance given by the
Commonweslth, States and Territories,* and local governments and the basis on
which these estimates were made. The final section of this chapter (Section 1.5)
outlines the nature of interstate economic rivalry.

Chapter 2 discusses the policy issues involved in the provision of industry
assistance. Chapter 3 looks at options for improving performance.

! Hereafter, ‘States and Territories collectively will be referred to as ‘States’, unless a

distinction isrequired for clarity.
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1.2 Background

Over the last decade or so, economic policy in Australia has been aimed at
encouraging increased efficiency in the use of Australia’'s resources by
extending competition in the market place. This hasinvolved:

opening the Australian economy to international competition through
significant reductions in assistance to domestic industry;

increasing the productivity of government-owned economic infrastructure;
less regulation of economic activity; and

a microeconomic reform program aimed at increasing flexibility, reducing
costs and improving the quality of government provided services.

As Commonwealth assistance to industry has declined, assistance provided by
States and local governments has increased in significance. In addition, as
Commonwealth and State governments have sought to increase the benefits
from their reform efforts, they have undertaken joint Commonwealth-State
initiatives. Newly established joint mechanisms under the Council of Australian
Governments (COAG) arrangements and the recent agreement on competition
policy are a recognition of the growing importance of ‘ cooperative federalism’
and an example of what can be achieved.

Promotion of economic development is a major objective of al governments in
Australia and all three tiers of government are significant players. States,
Territories and local governments have fundamentally important roles to play in
facilitating economic development. The contemporary debate in Australia, asin
other federations around the world, is about the extent to which sub-national
governments should move beyond the establishment of a sound economic policy
and regulatory framework, and the efficient provision of essential social and
physical infrastructure (the fundamentals of good government). In particular,
the debate is about the appropriateness of a more active role for sub-national
jurisdictions in promoting the development of industry by the provision of
various forms of industry and firm-specific assistance. The debate also
encompasses the extent to which this latter role is, or should be, undertaken in
‘competition’ with other jurisdictions within Australia (and, indeed, with other
countries).

Interstate rivalry or ‘bidding wars' for investment projects or major eventsis an
area of increasing concern in Australia. There is concern, even amongst States
and local government authorities, that financial transfers from taxpayers to
selected individual firms or organisations are neither efficient nor effective. In
addition, it is argued that the use of tax revenues for industry assistance
significantly reduces the ability of States to provide welfare services and public




THE NATURE AND EXTENT OF ASSISTANCE TO INDUSTRY

services such as education and health. Assistance packages provided by State
governments to individual firms or organisations are often subject to competing
offers from other States, with large firms actively soliciting assistance and
encouraging competition between jurisdictions for the location of maor new
Investments.

Many see competition among States and local governments in the provision of
‘good government’ as desirable, establishing an environment where
jurisdictions have an incentive to provide good services to their citizens, an
atractive climate for investment for al firms in al industries, as well as
iImposing a constraint on abuses of power by governments. The term
‘competitive federalism’ has been coined to describe such competition in
federal systems such as Australia.

However, even advocates of competitive federalism (who argue for greater
autonomy for sub-national jurisdictions and active competition between them)
express considerable reservations about certain forms of competition. They are
concerned particularly about selective, firm or project-specific assistance of the
type offered in recent high-profile bidding wars between the States.

1.3 Definition and measurement of industry assistance

For this inquiry, the term ‘industry’ is interpreted broadly and includes any
economic activity of organisations or individuals. Industry includes ‘traditiona’
goods industries such as agriculture, manufacturing and mining, as well as
others such as retailing, banking, construction, tourism and the arts. Non-profit
activities, such as charities and welfare services are excluded.

The Industry Commission Act 1989, under which the Commission operates,
states that:

“assistance” includes any act that, directly or indirectly, assists a person to carry on a
business or activity or confers a pecuniary benefit on, or results in a pecuniary benefit
accruing to, a person in respect of carrying on a business or activity.

This definition is clearly very broad. For example, it could be seen as implying
that the general business of government — providing alegal framework, a court
system, police, defence, the purchase of stationery, and even welfare —
indirectly assists a person or organisation to carry on a business or activity. In
practice, the general business of government, while crucial to business and
economic development, is not commonly regarded as assistance to industry.
Accordingly, such activities of government are not included in the definition of
Industry assistance used by the Commission for the purpose of thisinquiry.
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Defining assistance is not simple, nor isit easy to determine general rules which
differentiate between beneficial and harmful forms of assistance for each level
of government. However, for the purpose of this inquiry, the distinguishing
characteristic of assistance to industry by State, Territory and local governments
isits discriminatory nature. A key ‘rule of thumb’ used by the Commission in
this inquiry for identifying an action of government as assistance is whether it
benefits, in economic terms, one business or group of businesses or some
activities of business or groups of businesses in comparison with others. By
providing assistance to some economic activities in preference to others,
government action alters the incentives to participate in particular activities and
can lead to a shift in the distribution of resources between activities.

The comparison between the activity being assisted and other economic
activities can be either narrow or broad. It can be narrow to the extent that one
firm in an industry could receive assistance while another firm does not. It can
be very broad such as when a whole sector (eg manufacturing) receives
assistance while another (eg agriculture) does not.

Economic analysis generally leads to the conclusion that the overall impact of
the shift in resources as aresult of selective industry or firm assistance will be to
reduce the real income of the community as awhole. Aswell as representing a
transfer from either taxpayers or consumers to business, there is likely to be a
net loss in the efficiency of resource use as a result of this transfer. Some
groups certainly will gain, but the gains may be overshadowed by the costs
borne by others.

The essential question when considering State, Territory and local government
assistance is whether, in practice, it will improve on the workings of the market
and generate a gain to the economy as a whole. In some circumstances, where
markets faill to allocate available resources to their most productive use,
government intervention to raise the return to specific activities can be of
sufficient benefit (to both the assisted party and the community as a whole) to
more than offset the costs involved. For example, weather forecasts provide
benefits throughout the whole community and may assist certain industries such
as agriculture and fishing more the others. Because of the difficulty of charging
for some of this service, particularly excluding those who would not pay, the
service would be inadequately financed and underprovided in the absence of
government funding. The appropriate level of funding is, however, difficult to
determine, and is a separate issue not addressed by thisinquiry.

Selective assistance by the several levels of government can take many forms
including:

protecting domestic production against imports,
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promoting export production relative to production for domestic sale;

providing assistance based on certain industry characteristics — for
example, the exemption from payroll tax of businesses under a certain
Size;

encouraging the development of a specific industry — for example, the
exemption of certain mining activities from paying a mineral royalty;
location — for example, regional assistance, or more narrowly, rental
concessions for locating in certain government-created ‘ technology parks';

being based on the characteristics of certain activities — for example,
research and development (R&D); and

promoting individual firm or ‘one-off’ projects — for example, the
provision of assistance for special events or maor investment projects.

Furthermore, the measures which can be used to assist groups or activities are as
broad as the definition of assistanceitself. Some of the more common examples
include:

trade barriers;

not just tariffs and quantitative import restrictions, but also
quarantine, anti-dumping procedures, discriminatory sales taxes,
local content schemes, ‘excessive’ or discriminatory standards and
design rules, onerous import procedures, etc;

subsidies and bounties;

government purchasing preferences (Commonwealth, State and local);

revenues forgone (for example, payroll tax exemptions);

legislation or regulation restricting competition;
restrictions on entry to industries through licensing (eg limits to the
number of taxi plates), limits on access to education for certain
professions, differential restrictions on trading hours, approvals for

or legidation establishing monopolies, (eg some agricultura
marketing) etc;

services, provided free or at less than full cost, with private characteristics,
and

underpricing of access to government-owned assets (for example, land,
timber, water or minerals).?

2 The Australian Conservation Foundation (Trans, p. 43) referred to estimates of the extent
of subsidies to the use of natural resources by the Commonwealth Department of
Environment, Sport and Territories (1996). The Department estimated the subsidy to be
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While general principles provide a useful guide to forming a definition of
assistance to industry, it is more difficult to trandate them into quantitative
measures of the level of assistance. In part, this reflects the fact that
governments can use policy instruments (such as expenditure programs) to serve
more than one purpose. It is not uncommon for programs of assistance to
industry to include a welfare component as well as an additional component of
industry assistance. Furthermore, there are significant deficiencies in the data
available on government assistance to industry, especially as regards tax
concessions. The Commission’ s quantitative estimates of industry assistance set
out below need to be interpreted with these qualifications in mind.

As indicated above, the discrimination between activities and groups of
activities provides the key to measuring assistance to industry for the purpose of
this inquiry. This is because what would occur in the absence of government
assistance or intervention usually forms the base against which assistance is
measured. Such measurement, of itself, does not prejudge the merit of a
particular intervention or provision of assistance. To make such judgements
usually requires more detailed information than is readily available about the
operation of the relevant markets. Thus for this inquiry, no detaled
categorisation has been made of the assistance measured on the basis of its
merit, other than in the broadest terms — see, for example, Appendix 7 — or
for particular types of assistance identified in the terms of reference —
measures where the primary purpose is to assist or attract industry and
investment to a particular jurisdiction.

For the purposes of this inquiry, the Commission has not attempted to measure
al possible forms of assistance provided to industry. The unavailability of
suitable data precludes such an exercise. However, it has drawn on the
Commission’s ongoing assistance measurement systems and the information
that is available from State budget papers and departmental and agency annual
reports to provide an indication of the level of assistance provided, and of
differences among the States. Thisis discussed in more detall in the following
sections on the levels of assistance provided by each tier of government in
Australia.

An outline of Australia' s federal system and the revenue sources of each tier of
government isgiven in Box 1.1.

$5.7 billion in 1993-94. The most significant components of this were subsidies to water
usage ($3.2 billion) and to road transport ($1.2 billion). These estimates include subsidies
to al users, only part of which relates to industry.
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Box 1.1: Australia’s federal system
The Australian federation is made up of three tiers of government:
the Commonwealth Government with powers designated in the Australian Constitution;

six State governments with residual powers and two Territory governments with ‘ State-type’
powers granted to them by the Commonwealth; and

some 700 local authorities with powers and responsibilities delegated to them by their
respective State governments. The Australian Capital Territory is the only State or Territory
without the ‘local authority’ level of government.

The Commonwealth raises around 72 per cent of all government revenue but accounts for around
54 per cent of al government own purpose outlays. The Commonwealth Government’s dominant
fiscal position is the result of the States’ ceding their income taxing powers to the Commonwealth
in 1942. State and Territory governments are dependent on Commonwealth grants for over
45 per cent of their revenues. Local governments are more reliant on own-source revenue.

1.4 Government assistance to industry

This section provides an overview of the extent of assistance provided to the
main industry sectors by the three tiers of government. More detailed
information is included in the appendicesto this report.

The Commonwealth provides the largest amount of assistance to industry,
estimated to be about $9.9 billion in 1994-95. State budgetary assistance
provided is estimated to be $2.1 billion, with an additional $3.2 billion provided
through payroll tax exemptions, principaly, but not exclusively, by determining
a threshold level for small business. Local government assistance provided to
industry is small, estimated to be $145 million (see Table 1.1).

Commonwealth assistance is directed predominantly towards the manufacturing
sector, which receives approximately 80 per cent of assistance; agriculture
receives just over 13 per cent. In contrast, 37 per cent of State and Territory
government assistance is provided to the manufacturing sector, while
agriculture receives nearly 32 per cent. The services sector receives 5 per cent
of Commonwealth assistance, but around 27 per cent of State and Territory
government assistance. The mining sector receives only 1 per cent of
Commonwealth and 4 per cent of State and Territory government assistance.
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Table 1.1: Commonwealth, State and local government
assistance to industry ($ million)

Agriculture Mining Manufacturing  Services Total
Commonwealth (1994-95) 1260 116 7 956 536 9 868
State budget (1994-95) 6782 87 784 578 2127
Local (1996 survey) na na na na 145
State payroll tax (1993—94)b 117 76 563 2 447 3203

na Not available.

a State budgetary assistance to agriculture dataincludes directly attributable overheads.

b Revenue forgone through payroll tax thresholds and exemptions. These estimates are based on
exemptions from maximum rates.

Source:  Industry Commission estimates.

14.1 Commonwealth assistance

In estimating Commonwealth assistance to industry, the Commission has
included information gathered as part of its continuing role of monitoring and
reporting on Commonwealth Government assistance to industry. This is
reported regularly in the Commission’s Annual Report. The maor forms of
assistance provided by the Commonwealth and included in these measures are:

protection against competition from imports, measured as the subsidy
equivalent of the border protection provided;

the subsidy equivalent of assistance provided as part of agricultura
marketing arrangements; and

the dollar amount of budgetary assistance, both direct payments and
estimates of tax revenue forgone.

The principal form of assistance to local industry is the common external tariff
and other border trade barriers administered by the Commonwealth
Government.  In addition, government-supported agricultural marketing
monopolies operate as an important vehicle for assisting Australian agriculture.
Both of these forms of assistance have been declining over recent decades, with
systematic reductions in tariff rates and some deregulation of agricultura
marketing (see Figure 1.1).
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Figure 1.1: Average effective rates of assistance for agriculturea
and manufacturing, 1968-69 to 2000-01 (per cent)
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a Estimates of assistance for the agricultural sector are not available before 197071 or after 1994-95.
Source:  1C (19964a).

The Commission has estimated that the total value of Commonwealth assistance
to industry in 1994-95 was just under $9.9 billion. This is made up of nearly
$8 hillion of assistance to manufacturing (principally border protection and
some budgetary outlays), just under $1.3 billion for agriculture (primarily
agricultural marketing arrangements and budgetary outlays), $116 million for
mining and $536 million for the services sector.

Despite significant declines in tariffsin Australia, border protection remains the
most significant form of Commonwealth assistance, particularly for the
manufacturing sector. However, Commonwealth budgetary assistance is also
significant (see Table 1.2). This assistance, which includes estimates of tax
revenue forgone, represents slightly more than one-quarter of Commonwealth
assistance provided.

Table 1.2: Commonwealth budgetary assistance to industry
1994-95 ($ million)

Agriculture Mining Manufacturing  Services Total

Commonwealth (1994-95) 815 116 1924 536 3391

Source:  Industry Commission estimates.
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Commonwealth industry assistance policies are typically industry or sector-wide
rather than firm-specific. In general, they have not been directed overtly at
influencing the location decisions of firms within Australia or providing
industry assistance to any particular State at the expense of others. Nonetheless,
the distribution of industries between the States has meant that Commonwealth
industry assistance policies have affected State economies to different degrees
(see Table 1.3 and Appendix 5). While this effect has been declining over the
last 10 years, South Australia (SA) and Victoria are still the principal locations
of manufacturing industries receiving significant Commonwealth assistance —
textile, clothing and footwear, and motor vehicle production. Victoria and
Tasmania continue to have the highest proportions of the more highly assisted
agricultural activitiesin their economies (notably dairying).

Table 1.3: Effective rates of assistance to agriculture and
manufacturing by State, selected years (per cent)
Agriculture Manufacturing
Sate 1983-84 199495 1982-83 199697
New South Wales 12 11 22 5
Victoria 18 14 30 8
Queensand 12 11 19 4
South Australia 11 9 26 9
Western Australia 9 8 18 2
Tasmania 17 14 18 4
Northern Territory na 3 na 1
Australian Capital Territory na 6 na na
Australia 13 11 24 6
na Not available.
Source:  EPAC (1986) and Industry Commission estimates.

A number of Commonwealth programs do involve firm or project-specific
arrangements with businesses. These typically relate to areas of government
procurement — both civil and military — but they also involve schemes such as
that for the pharmaceutical industry. The Commonwealth also has become
involved, in cooperation with the States, in attracting regional headquarters to
locate in Australia (see Box 1.2).

10



THE NATURE AND EXTENT OF ASSISTANCE TO INDUSTRY

Box 1.2: The Investment Promotion and Facilitation Program

The Investment Promotion and Facilitation Program (IPFP) was set up in 1987 with a budget of $2
million per year and program expenditure has been expanded considerably in recent years. It
involves a network of investment commissioners in what are regarded as ‘key overseas financial
centres' to supplement the existing trade commissioner network. Their tasks were initialy to
publicise and promote investment in Australia.

In July 1990 a Pre-Feasibility Consultancy Study Fund was added to the program to subsidise
consultancy study proposals advanced by States, which in 1993 became the Feasibility
Consultancy Study Fund. In February 1992, under the One Nation statement, a major project
facilitation function was added to the IPFP. Previously, major project facilitation operated
separately in the Department of Prime Minister and Cabinet. The facilitation offered covers the
establishment of both foreign and domestically financed major projectsin Australia.

In May 1994, under the Working Nation statement, the scope of subsidised consultancy studies
from the Feasibility Consultancy Study Fund was extended to cover regional headquarters
proposals.

The objectives of the |PFP are to:

improve perceptions of Australia as an investment destination;

facilitate links between investors and opportunities;

foster a cooperative approach to investment promotion between the Commonwealth and the
States;

encourage and facilitate major companies to set up regional headquartersin Australia; and
encourage investment in Australia by guiding firms through the government approval process.

In 199495, $9.3 million was spent on the IPFP. Despite its size, the IPFP is small relative to the
$36 million of Commonwealth revenue a one forgone under the sales tax provision of the Regional
Headquarters programin 1994-95.

Source:  BIE (1996)

1.4.2 State governments

Most States have policies for particular industry sectors which are administered
by separate departments. Under these industry policies, State governments
provide many long-standing assistance programs (with a strong weighting
towards agriculture and small business). Typically, these programs have
reasonably well articulated objectives, guidelines and eligibility criteria. Details
of such programs in each State are given in Appendix 1, while programs
assisting agriculture are detailed in Appendix 2. The net budgetary outlay
(expenditure less fees and user charges) of those programs for which the
Commission could obtain datais given in Table 1.4 below.

11
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Table 1.4: Budgetary outlays and payroll tax revenue forgone
on industry assistance by State and Territory@
($ million)

NSW Vic Qld WA A Tas ACT NT Total

Budgetary outlays (1994-95)
Agriculture 273.7 93.0 1125 96.4 52.5 27.6 0.1 226 6819

Mining 171 155 24.9 214 7.6 6.1 . 48 974
Manufacturing  263.2 359.8 108.7 64.8 1121 39.1 0.8 16.6 9651
Services 253.4 169.2 102.5 77.4 93.2 34.9 73 199 7578
Total 807.4 6375 3485 2509 2654 107.7 82 64.0 2498.7

Per capita ($)P 131 141 105 149 180 228 27 360 137

Revenue forgone (1993-94)
Payroll tax® 1140 739 452 390 274 89 78 42 3203
Per capita ($)P 185 163 136 223 186 188 256 236 176

a For further details see Tables A7.1 and A7.7. See Appendix 7 for details of methodology.
b Population as at December 1995, ABS (PC Ausstats).

¢ Revenue forgone through payroll tax thresholds and exemptions.

d Totals may not add due to rounding.

Source:  Industry Commission estimates based on budget papers and annual reports.

The Commission estimated that just over $2.1 billion of assistance was provided
to industry by the States via budgetary outlays in 1994-95. An additional
$370 million®> was incurred by State governments in administering this
assistance. Thus, the total budgetary cost of providing State assistance to
industry was estimated to be around $2.5 billion, equivalent to $137 per capita
for Australia as a whole. The amount spent ranged from $8.2 million in the
Australian Capital Territory (ACT) to $807.4 million in New South Wales
(NSW). On a per capita basis, spending by the States varied between $105
(Queendand) and $228 (Tasmania), with the Territories being significant
outliers at $360 per capita in the Northern Territory (NT) and $27 per capitain
the ACT. These figures should be viewed as a rough approximation. For
example, some forms of assistance not covered by the estimates (such as
subsidised land) are used to differing extents by different States and are very
difficult to value.

®  This figure does not include directly attributable overheads associated with the provision

of assistance to agriculture.

12
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In compiling information on budgetary outlays (see Appendix 1), the
Commission has:

excluded expenditure on health, education, welfare and governance;

excluded expenditure related to the policy areas of government
departments;

included both the assistance provided and, where identifiable, the
administrative costs of providing such assistance;

excluded infrastructure expenditure except where clearly related to a
particular project;

excluded expenditure related to the administration and management of
State-owned resources such as minerals and forests (for example, resource
assessment including expenditure on mapping and exploration). The
benefits from this activity could be expected to be incorporated in State
royalty receipts,

included expenditure on information gathering and the management of
fisheries. As the benefits of this activity accrue to the participants in the
industry, the taxpayer funding of it is considered assistance to the industry;

included expenditure on occupational health and safety, and environmental
regulation of industry on the basis that this represents a cost to society
resulting from the operation of that industry and such costs should be
reflected in the cost and pricing structure of the industry. Taxpayer
funding of this cost is thus treated as assistance;

excluded expenditure on recreational, amateur and community sport, but
included expenditure on professional sport;

excluded expenditure related to contracting out on the basis that
contracting out, of itself, does not represent assistance but is rather a
‘business’ decision of government. Only where contracting out contains
conditions relating to local sourcing or other ‘economic development’
goals would an element of assistance be attributed to such arrangements;
and

included expenditure on museums, art galleries, film production and other
arts on the basis that this funding benefits both the tourism industry and
those in the business of producing art works, but excluded expenditures on
libraries, zoos and botanic gardens.

More detailed information was obtained in relation to agriculture from
concurrent work updating earlier estimates of State assistance for agriculture.
This involved requests to State governments for detailed information on

13
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budgetary assistance provided to the agricultural industries in each State. The
results are presented separately in Appendix 2.

The Commission has attempted to maintain a consistent treatment in the
estimation of assistance between States. However, variations in the way States
report expenditures mean that some differences are inevitable.

The Commission had great difficulty gathering information on the extent of
State and local government revenues forgone, particularly exemptions and/or
rebates relating to individual companies or projects. These estimates are not
published by any State government nor, to the Commission’s knowledge, are
they published by any local government authorities. In fact, it seems that State
governments do not know the extent of tax exemptions provided to industry.

An estimate of the revenue forgone through payroll tax exemptions has been
made by the Commission. The most significant component of this is the payroll
tax threshold. Some competition between States is clear from the range of
thresholds — varying from $456 000 in South Australia to $750 000 in
Queensland. While most States provide the threshold for firms of all sizes,
Queensland, Western Australia (WA) and the NT do not provide the threshold
exemption for large firms. To estimate the extent of revenue forgone, the
Commission compared actual payroll tax collections with the tax that could
have been collected had all firms paid the top statutory rate on their total
payroll. The Commission has excluded public services (public administration
and defence) and community services (health, education and welfare). If all
other employees were covered by payroll tax, the States would have collected an
additional $3.2 billion in revenue in 1993-94. The payroll tax revenue forgone
by each State, calculated on this basis, is presented in Table 1.4 (further details
are provided in Appendix 7 — Table A7.7). The Commission readily
acknowledges that for very small firms, the administrative costs would probably
outweigh the efficiency gains of a non-discriminatory approach to payroll tax
collection. However, the current thresholds seem to be well above the level
where collection costs would outweigh such gains. It is also acknowledged that
were the revenue to be collected from all firms, governments would be able to
significantly reduce the top rate of tax.

Some caution should be exercised in interpreting different levels of payroll tax
revenues forgone across the States. For example, high per capita levels of
payroll tax exemptions in the NT reflect the composition of industry in that
Territory (the relative lack of large firms or businesses) rather than generous
concessions or a high threshold level —the NT threshold is one of the lowest.
In the ACT, the high level of per capita exemptions is a reflection of both the

14
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composition of industry (the predominance of small firms) and a threshold level
which is the second highest.

1.4.3 Local governments

Almost all local governments provide assistance to firms in the form of
information, advice, and help with the regulations they administer (see
Appendix 3). Other involvement is influenced by the size of the authority —
local government areas range from fewer than 2000 people to almost 1 million
(Brisbane) — and the nature of local government legidlation in each State. At
the same time, there appears to be a wide variation in the attitude of councils to
the appropriateness of other involvement in industry assistance. Despite this,
there seems to be a trend towards greater involvement in industry development
by local government.

Increasingly, councils are employing specialist ‘economic development officers
or their equivaent, to provide facilitation services to business. While this is
done often on an individual council’ sinitiative, the employment of development
officers in cooperation with adjacent councils or other regiona groups is
becoming more frequent. In part, this is to share the costs — which can be
significant for smaller councils — but it aso reflects a recognition that
neighbouring councils can be stronger as a group, with a greater chance of
offering better services and attracting investment.

Other assistance provided by local governmentsis varied, but typically relates to
the functions of local government in the provision of infrastructure, zoning or
concessional access to council land. Rate holidays or rebates are sometimes
used to provide assistance (subject to the varied constraints of Local
Government Acts among the States), but direct grants are rare. Local councils
may assist business also through the establishment of industrial parks and
business incubators.

To some extent the involvement of local governments in assisting major
investments on their own initiative is limited by the tendencies of State
governments to ‘take over’ the process when large projects are being
considered. For example, in NSW, responsibility for any project valued at over
$20 million is transferred automatically to the State Government, while the SA
Government is planning legislation which will give it responsibility for any
project considered “vital to State development”. At the same time, State
governments usually will involve local governments in any assistance
arrangements they negotiate with business.
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It is very difficult to determine an aggregate measure of local government
assistance to industry. In many cases, this is because the definition of what
constitutes assistance becomes more blurred as the activities become closer to
the areas of normal government service provision, such as infrastructure
provision and advice on planning procedures.

In estimating the level of local government assistance, the Commission used
information gathered in its survey of local government (see Appendix 3). As
part of this survey, the Commission asked the following question:

What is your estimate of the total cost of the financial assistance (direct or revenue
forgone) provided to all businesses as a percentage of your annual total revenue?

The average of the levels reported by respondents to the survey was used to
estimate the total value of assistance provided by local governments in
Australia.

In general, this indicated that the cost to loca government of assistance to
industry represented 2 to 3 per cent of local government budgets — estimated to
be $220 million in 1994-95. When account is taken of the approximate cost of
delivery, the Commission estimated that the assistance received by industry
from local government was $145 million. The survey indicated that half of this
assistance was the cost of staff and other administrative expenses involved in
the provision of facilitation services to business.

Regional groupings

There are three types of regional groupings operating in Australia. Various
State governments fund regional groups which aim to promote the social and
economic development of the broad regions they cover. Increasingly, groups of
local councils are forming voluntary regional organisations of councils
(VROCs) to pursue issues of mutual interest, including regional economic
development. In addition, the Commonwealth Government until recently has
provided funding for the establishment and operation of regional development
organisations (RDOs) (see Appendix 3).

1.5 Interstate economic rivalry

Recent press reports give the impression of an escalating ‘conflict’ between the
States in regard to economic development. In some respects this impression is
an accurate one, at least as far as the overt bidding for mgjor individual projects,
events and firms is concerned. However, competition between the States has
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occurred for a considerable period of time and has been conducted in a variety
of ways.

One example was the use of State purchasing preferences, under which States
effectively required those companies supplying them with goods of significant
value to undertake production in the State. This resulted in the fragmentation of
some industries, notably heavy engineering, with a facility in each of the major
States to ensure access to State transport and construction contracts. 1n 1986, all
States agreed to cease applying such purchasing preferences in recognition of
the high cost of the inefficient industry structure created by the previous policy.

Some States have been more active than others in attracting business
investment. South Australia, in particular, has a long history of attracting
industrial activity into the State. The substantial courting of industry in the
Playford era has passed into Australian political folklore* Indeed, there is
continuing debate over the extent to which the State’s current structural
problems are a legacy of that time. For example, Professor Kasper argues “that
‘interventionism’ is one of the causes of the [present] structural weakness of the
South Australian economy” (Business Review Weekly, 29 January 1996, p. 28).

At times, certain activities have been favoured above others for economic
development. A notable example was the competition in the early 1980s
between States for large projects, such as the aluminium smelters now located at
Portland and Bell Bay. More recently, information technology has been in
favour. Since 1989, as aresult of a series of State economic crises (notably in
Victoria, WA and SA), some governments have been attempting to rein in
excessive and poorly supervised spending on industry assistance.

Increasingly, State governments are looking beyond traditional resource
processing and manufacturing activities, to include service industries such as
banking, entertainment (including gambling), and special events (eg World
Expo 88, the Formula One and Motor Cycle Grand Prix and the Olympic
Games) in their assistance programs.

An indicative list of projects to which the States have provided significant
assistance over the last five yearsis given in Box 1.3.

*  Sir Thomas Playford was Premier of South Australiafor over 26 years, from 1938 to 1965,
during which time he “worked to attract interstate and foreign capital to South Australia,
sometimes at the expense of other states and without concern as to whether it was
economically efficient for Australia as a whole” (Head 1986, p. 184). It was during this
time that the Holden and Chrysler (now Mitsubishi) factories were established in
Adelaide.
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Box 1.3: Recent examples of major events and firms attracting
specific assistance from Australian State
governments

1991 — The Motor Cycle Grand Prix was run for the first time at Eastern Creek, NSW. The event
previously had been run (in 1989 and 1990) at Victoria's Phillip Island. The NSW Government
constructed a raceway at Eastern Creek for the event. In 1995, Victoria re-acquired the right to
stage the event from 1997, returning it to Phillip Island.

1993 — Victoria won the right to stage the Australian Formula One Grand Prix (from 1996
onward). The event was held previously in Adelaide, SA. The Victorian Government funding is
estimated at $45 million in capital works on Albert Park and $45 million in costs to stage the event
(less an estimated return of $20 million from ticket sales, and $10 million in sponsorship), and a
further $10 million spent by Melbourne Parks and Waterways on the Park (Sunday Age, 17 March
1996). The Victorian Government estimated the ‘gross economic benefit’ to the State of the
inaugural Grand Prix in 1996 at $95.6 million (Kennett 1996).

1994 —The SA Government attracted Motorola Software Centre Australia to Technology Park.
The $6.8 million Centre opened in May 1995. The SA Government stated that it would ‘employ
up to 400 highly skilled research and development engineers' and ‘contribute more than
$60 million directly and indirectly’ to GSP (Brown 1995a). The incentive package offered by the
SA Government is estimated to be worth more than $13 million — mainly revenue forgone, in the
form of factory leasing and payroll tax, and training (Business Review Weekly, 13 June 1994).

1995 — The SA Government signed an agreement under which it contracted its data processing
activities on a whole-of-government basis to computer software firm EDS. The company agreed
to establish its Asia Pecific Resource Centre in Adelaide, along with other management and
development centres. The SA Government claimed that this would create ‘at least 900 jobs in
South Australiain addition to those transferring from Government’ (Brown 1995b).

1995 — Fox Studios agreed to locate film studios in Sydney, NSW. The NSW Government
offered Fox the Sydney Showgrounds, relocating the Royal Agricultural Society (RAS) to asitein
Homebush. The cost of incentives is estimated at $39 million for the State Government (including
$7 million in tax concessions) and $32 million for the Commonwealth Government (including
$25 million to transfer the RAS to Homebush) (Sydney Morning Herald, 18 November 1995).

1995 — The NSW Government granted a waterfront lease without tender to pay-TV producer,
Foxtel. The government stated that ‘at least 100 jobs will flow from Foxtel’s decision’ and said
‘Foxtel has made a wise choice in opting for Sydney despite being aggressively courted by several
other states' (Carr 19953).

... continued
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Box 1.3: Recent examples of major events and firms attracting
specific assistance from Australian State
governments (cont'd)

1995 — Westpac announced its decision to establish its National Loans Centre in Adelaide, SA,
rather than in Campbelltown, NSW. Planned employment for the Centre is 900 by the end of 1996
(Brown 1995h). The SA Government is reported to have provided between $16 million (Business
Review Weekly, 29 Feb 1996) and $30 million in assistance (The Australian, 19 June, 1995) in tax
concessions and incentives.

1995 — American Express chose Sydney as the site for its Asia-Pacific regional operations centre.
American Express stated that it was attracted by Sydney’s ethnic mix. However, “The
Government strengthened Sydney’s competitive position with a moderate package of incentives
that relied largely on payroll tax rebates’ (Carr 1995b). Several other States were also bidding for
the facility.

1996 — NSW State and local governments offered $3 million ($1.5 million from the State
government and the same amount from the Newcastle and Port Stephens councils) to upgrade
Newcastle Airport in order to attract a $1 billion project to assemble and maintain jet fighter
aircraft for the Royal Australian Air Force. The project is estimated to generate 220 jobs (Egan
1996). This package was offered in competition with Victorian sites.

Most States now have a specific organisation (such as Queensland Events
Corporation) with defined budgets to undertake the promotion of the State as a
location for major sporting or cultural events (see Box 1.4). As agenerd rule,
these bodies operate under State tourism portfolios. While there is some
cooperation between States in general tourism strategies, event promotion
organisations generally operate in rivalry with one another.

Box 1.4: State government promotion of special events

NSW — Tourism NSW (the State government department responsible for tourism) incorporates
the special events agency, Special Events NSW. The agency aims to increase visits to the State by
attracting and supporting the development of international and national events.

Victoria — The Melbourne Major Events Company is a limited liability company funded by the
Victorian Government. It was established in 1991 to ‘assist the State in identifying and attracting
major sporting and cultural events, exhibitions, displays or any other major events which have the
capacity to benefit the State’ (Victorian Auditor General 1995, p. 135).

Queensland — The Queensland Events Corporation (QEC) is a statutory authority of the
Queensland Government. The QEC develops and supports sporting and cultural events which it
assesses as likely to generate an economic benefit to Queensland, and raise Queensland’s profile
both within Australia and overseas.

... continued
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WA — Eventscorp is an arm of the Western Australian Tourism Commission, supported under the
Commission’s Promoting Special Events program. Eventscorp isinvolved in many types of ‘event
tourism’ promotion, as well as providing support to organisations bidding for special events.

SA — The South Australian Tourism Commission provides assistance directly to special events.
The Adelaide Convention and Tourism Authority also promotes convention tourism in Adelaide.

Tasmania — The Department of Tourism, Sport and Recreation supports special events through
its Major Events program. The program provides a liaison between event organisers, tourism
bodies, local government and community groups, as well as providing advice and information to
event organisers.

ACT — Assistance to sporting and cultural events is undertaken by the Canberra Tourism
Commission.

NT — The Department of Sport and Recreation promotes and provides money to special events
which are considered to contribute to the economic and social development of the Territory.

For industry attraction, the situation is more fluid. The exact type of investment
sought depends partly on the State, but invariably it involves direct investment
rather than portfolio investment. Generally, States have identified particular
industries or sectors in which they perceive they have, or would like to have, a
comparative or competitive advantage, and undertake specific programs to
target these sectors. However, while some States have strict and well
articulated criteria, others are far more ad hoc in their approach. Some sectors
(such as information technology and tourism) appear to have been targeted by
amost al States.

State governments typically indicate that their manufacturing industry programs
are amed at capital that is mobile to the extent that the owners are looking to
build a new production facility or headquarters, but will be relatively immobile
once the location has been chosen and the investment made. This reflects the
States' wariness of highly mobile investments which have been known to move
readily between jurisdictions, ‘harvesting’ the sometimes extremely generous
set-up assistance provided.

Mining often is seen as a target for revenue-raising rather than as a recipient of
assistance, due to the immobile nature of the resources. However, some States
do provide assistance to mining industries. Examples include royalty
exemptions — eg for gold in WA and opals in SA — and the provision of
infrastructure and elements of specific Agreement Acts for some projects.

Investment attraction packages associated with particular projects or events are
typically limited to the project and details are rarely disclosed to the public. In
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many cases the need to protect commercially sensitive information is given as
the reason why details are unavailable.

While the specific incentives provided depend on the State and the project it is
wishing to attract, they generally include one or more of:

facilitation (eg fast-tracking of approvals processes);
grants,

concessional or convertible loans,

provision of free or subsidised land or infrastructure;
tax rebates or concessions;

subsidisation of research, promotion or staff training;
assistance with relocation costs;

reduced costs of utility services;

adjustment of existing regulation; and

the provision of special legidlation.

The value of packages offered by the State can be large in terms of the amount
provided to an individual project. For example, the Victorian Government spent
around $45 million to stage the inaugural Melbourne Grand Prix, while the
assistance provided by the Queensland Government to the Korea Zinc smelter is
equivalent to $2.5 million ayear over the 30 year life of the project (Queensland
Government 1996).

While the assistance may be large in terms of the particular project, it may not
be large in terms of the overall State budget. However, the secrecy surrounding
the conditions of many packages makes this hard to verify. Nevertheless, there
Is potential for a high cost to be incurred. For example, the cost to Victoria of
the assistance provided to locate the smelter at Portland until 2014 is estimated
to have a net present value of around $1.8 billion, with an upper bound of
$2.4 billion (Victorian Commission of Audit 1993).

Many local governments also are involved in direct bidding for smaller
investment projects and events. From discussions with local government
representatives it appears that, when bidding occurs between local government
areas or regions, it is generally between areas with similar features, rather than
between rural areas and the major metropolitan centres. It seems that firms
short-list the areas where they would be willing to locate on the basis of key
fundamentals, and then ‘play off’ these regions in order to obtain the best deal
— they ‘fertilise’ aswell as‘harvest’ the subsidies.
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While use of project-specific assistance is widespread, States occasionally
compete using broader measures. For example, in 1976, death duties were
abolished in Queensland and, because other States did not respond immediately,
the result was a migration of retirees to the State. This shift precipitated the
eventual Australia-wide abolition of thisform of tax.

Similarly, in May 1995, the Queensland Government halved stamp duty on
share transactions. Victoria and NSW quickly followed suit, in order to protect
the level of activity in their States and to avoid a potential erosion of their tax
bases. The Victorian Government estimated that this action will cost it over
$79 million per annum (Victorian Government 1995a). The WA Government
also halved its stamp duty, which “is estimated to cost around $15 million in
1995-96 and future years’ (Court 1995, p. 8). The WA Government’s 1995-96
Budget stated that:

This measure was taken to protect the State’s stock-broking industry and revenue base
following Queensland’s move to halve its stamp duty rate, which was quickly followed
by the other States. (Court 1995, p. 8)

The following Chapter discusses policy issues raised by the most significant of
these devel opments in government assistance to industry.
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2 POLICY ISSUES

2.1 Introduction

Public debate over the appropriateness of government assistance to industry in
Australia has focused typically on Commonwealth policies and on competition
in the international trading environment. The general conclusion of that debate
IS that, with the important exceptions of providing general ‘good government’
and the correction of significant ‘market failures', assistance to industry is not
an effective means of promoting Australia’'s economic development, or of
improving the standard of living of Australians as a whole. This view is
reflected internationally in the reductions in assistance to industry being pursued
unilaterally, and in both regional and multilateral frameworks, by both
developed and developing nations.

As indicated in Chapter 1, significant assistance to industry is provided in
Australia by State and Territory governments, and, to a much lesser degree, by
local governments. While Commonwealth assistance is still much greater than
that provided by the States, it has been declining over the last two decades and
IS expected to continue to do so.

The appropriateness of industry assistance policies of State governments also
requires consideration. However, here the debate has two additional
dimensions. The first is the appropriate role of sub-national jurisdictions in
industry policy decisions, particularly when their decisions can affect other
jurisdictions within Australia. The second, and related dimension, is the use of
industry assistance in interjurisdictional rivalry — as part of competition among
the States and local governments for economic devel opment.

The use of industry assistance for ‘competitive’ development policies has been
an important issue for other groupings of States around the world. The Treaty
of Rome underpinning the European Union (EU) has important clauses seeking
to restrict ‘state aids' to industry by its members — albeit with varying degrees
of success. The Canadian Provincial governments recently signed an internal
trade agreement which includes provisions covering investment incentives and a
prohibition on assistance aimed at moving industry across Provincial
boundaries. Within the United States, there has been much debate over the role
and effectiveness of the provision of ‘competitive’ assistance to industry by
State governments as an economic development strategy, and occasional, but
short-lived, ‘agreements’ to limit such rivalry.
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An important objective underlying such agreements is the desire to improve the
efficiency of resource use within the group of nations or States as a whole, by
creating a common internal market, free from internal trade barriers or artificial
inducements (both direct and indirect). In such a market, firms can exploit the
inherent advantages of different locations and compete on the basis of their
inherent characteristics and relative efficiency. Governments at al levels have
an important role in developing the inherent advantages of different locations.
However, industry assistance by member states, particularly firm-specific
assistance, tends to be seen (with some important exceptions) as fundamentally
incompatible with the objective of developing a common internal market which
encourages efficiency in the use of resources and is fair to al participants within
the market.

The reasons why jurisdictions provide assistance are varied, but two distinct
categories can be identified. The first category is concerned with the correction
of the adverse effects resulting from the failure of ‘private’ markets to function
efficiently. The second category is the more general one of promoting
economic development.

Thereislittle dispute about the appropriate role for government in attempting to
overcome the adverse effects of market failures. Here debate is about the scope
of such government action, given the ability, in practice, of governments to
identify significant failures and intervene in a cost-effective manner.

Promoting economic development is a legitimate desire of governments. It is
seen as a means of improving employment opportunities for their citizens,
reducing unemployment, and increasing living standards. The relatively high
levels of unemployment in Australia since the mid-1970s, particularly in some
regional areas, have seen increasing pressure on State and local governments to
become involved in attempting to aleviate unemployment in their jurisdictions.

There is aso little dispute about the appropriateness of this underlying
objective. The main issue is about the most appropriate means of pursuing this
objective — particularly the role that assistance to industry in its various forms
should play. There is also little dispute that there are gains to be obtained by
individual States or Territories from increased investment. Again the question
is the extent to which governments can ‘profitably’ court such investment.
Should they do so? If so, what is the most appropriate means, particularly
within a federal system where specific assistance is often provided by one State
or local government seeking to attract investment at the expense of other States
or local governments within Australia?
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This chapter looks at:
the role of industry assistance in economic development;
the reasons why selective assistance to industry is provided,;

real world problems, costs and consequences, of pursuing a policy of
providing selective assistance;

the impact of state assistance, drawing on experience in the US, and on
analysis of the effects within Australia, both for the States and the country
asawhole;

the question of the appropriate role of State governments in industry
development policies within afederal framework;

the relevance of ‘competitive neutrality’ within a federal system,
particularly within the context of an objective of developing a single
internal market within Australia;

the impact of Commonwealth-State fiscal relationships, and
local governments and regional development organisations.

2.2 Appropriate economic development policy

There is universal agreement that governments have a vital role to play in
setting the scene for economic development. However, there is debate about the
extent to which industry assistance, particularly firm or project-specific
assistance should be used. In setting the scene for economic development,
Kasper (1996) argues that governments have a significant role in providing:

- efficient user-friendly infrastructure such as education, roads, ports and
waste management and operating these in an efficient low-cost way (directly
or by private supply);

- smple, stable and transparent institutional rules which facilitate interactions
and lower the transaction costs of doing business, by establishing user-
friendly laws and regulations, and enforcing them convincingly and
consistently; and

« macroeconomic stability, particularly a non-inflationary economic climate.

Considerable government expenditure is provided to develop and operate these
activities. However, considerable expenditure is devoted also to assisting
industry directly.

A number of participantsin thisinquiry argued that industry assistance is not an
appropriate tool for State economic development policy. They argued that
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addressing the fundamental's of good government is more effective in promoting
economic development, and represents a more equitable policy on the part of
government (see Box 2.1).

Box 2.1: Comment on the role of government by the WA
Chamber of Commerce and Industry
In its submission to the WA Public Accounts and Expenditure Review Committee in 1995, the
WA Chamber of Commerce and Industry said:
It is far more important for government to get its overal economic policy management and fiscal
strategies right.
The best assistance which the government can give to industry is to create a favourable climate for all
business activity by:
» ensuring that fiscal management is responsible and minimises the burden of taxation — bearing in
mind that the great majority of the state’s tax revenues are collected from businesses;

» ensuring that its business enterprises are competitive and efficient and that their pricing structures
arefair, so that direct unavoidable business input costs such as power and transport are minimised;

» providing the simplest and fairest tax regime possible, so that some industries are not penalised at
the expense of others, and small businesses are not over-burdened by compliance requirements and
Ccost;

« minimising unnecessary and over-complex regulations which can impede competition and business
growth;

- providing an appropriate, predictable and stable |egidative environment which ensures that business
can act confidently in the expectation that shifts in the political climate and government policy will
not undermine their investment plans and profitability.

If the government were to pay greater attention to these issues, then questions of subsidies and other
assistance to business would be largely irrelevant.

Source:  WACCI (1995 p. 1).

In addition, the Tasmanian Chamber of Commerce and Industry (Sub. 46) said:

By and large competition between the States for business investment improves
economic efficiency in Australia.  Whether it be energy prices or tax structures,
industry regulation or the cost of workers compensation, ‘competitive federalism’
ensures that Governments are under constant pressure to provide quality goods and
services at the lowest possible costs.

There is, however, a sharp distinction between the beneficial competition over the
general business climate and competition that discriminates in favour of a particular
industry or business. When Governments compete over financial and other incentives
to attract business (particularly tax holidays) then the competition becomes destructive
and inefficient. (p. 3)
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Even the provison of a sound general business climate, and other core
government activities, will involve extensive interaction between government
and business. A vauable role for government is in the facilitation of the
services of government — that is, the provision of information, one-stop shops,
and other means of providing the necessary information for business on the
operations of government. This can occur at all levels of government and,
particularly in a federal system such as Australia, could include cooperative
arrangements  between governments and between different levels of
government. It might be noted, however, that simple and non-selective systems
will require less facilitation.

Some argue that governments can successfully provide both a sound and
attractive general business environment, and well-targeted selective assistance
to particular firms or projects. The SA Government (Sub. 75) said:

Despite the substantial progress made in improving South Australia’ s business climate,
the South Australian Government remains firmly committed to the use of selective
assistance as a means of enhancing the growth and development of the State’s key
industries. (p. 3)

This view is not shared by other commentators, who see the provision of
selective assistance as fundamentally incompatible with a policy of ‘getting the
fundamentalsright’. This view was put by Kasper (1996):

When pursuing their legitimate interest in devel oping economic activity and jobs, State
and local governments have a choice between

(i) making attempts to attract new businesses with up-front subsidies and similar
measures for specific businesses, and

(i)  concentrating on reducing the general costs and productivity impediments for the
benefit of all comers, along the lines of universal, functional supply-side policy.

This is a genuine choice because a concentration on specific measures and *‘ subsidy
bidding' inevitably detracts attention and scarce political and administrative resources
from improving the general business climate. The availability of government assistance
also diverts business efforts from competing in markets (or ‘ performance competition’)
into competing for political favours ( or ‘rent-seeking’). (p. 13)

When the provision of selective assistance is small, its effects, while perhaps
important for an individual firm, will also be small for the community as a
whole, whether those effects are positive or negative. However, if selective
assistance is significant, it threatens to change the fundamental relationship
between government and business — away from one of ‘competitive neutrality’
in the treatment of firms, to one of discrimination.
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2.3 Why selective assistance is provided

The basic motivation for industry assistance is to promote growth and
employment. Severa reasons were put forward for the continuation of active
State government involvement in selective, particularly project-specific
assistance to industry.

The New South Wales Government (Sub. 56) cited the following factors as
influencing the involvement of government. These are:

increased globalisation of the economy, which has increased the mobility
or ‘footlooseness' of investment;

a response to market failure which relies heavily on the promise of
positive externalities arising from investment projects; and

the ‘prisoners dilemma which arises when other governments are
providing unknown levels of assistance.

Other reasons include:

the belief that large, high-profile projects can act as a ‘beacon’ or
‘lighthouse’ advertising and demonstrating the benefits of the State;

the expectation that there are ‘external’ gains from agglomeration — that a
critical mass is necessary before significant development becomes self-
sustaining, and that governments can ‘create’ this critical mass,

intangible benefits largely in the form of improved State ‘morae’,
particularly relating to the staging of major events;

the belief that investment generates significant externalities via multipliers
within the local economy; and

budgetary pressures on States which lead governments to use selective
assistance as a means of containing the cost of economic development
policies.

Market failure, externalities and multipliers

In addition to the more general objective of promoting economic development, a
reason commonly advanced for the provision of industry assistance is that
markets are imperfect and that the consequent market failures need to be
corrected by government. One particular form of market failure is the existence
of external effects, both positive and negative (externalities or spillover effects).
The failure of private individuals or organisations to take into account these
external effects means that their decisions do not fully reflect the true cost (or
benefit) to society of the action contemplated.
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Before discussing externalities and multipliers, it is important to distinguish
between an ‘externality’ and the simple effect that a business decision may have
on other enterprises. For example, the decision to set up a business may
increase competition for other firms, and may even result in some firms closing
down. Thisisnot an externality in a policy relevant sense. In this situation, the
price mechanism has signalled relative efficiencies and competitiveness, with
the community gaining through more competitive production. Similarly, the
setting up of a new business may increase demand and sales by suppliers. As
this is reflected in prices, resulting in resources shifting naturally between
activities, it does not represent a market failure or relevant externaity. In the
case of an externality, such as pollution, there is no ‘natural’ market, or price,
mechanism which incorporates or signals all of the effects of pollution on others
in the community.

Market failures and externalities

As outlined in Chapter 1, markets will not always function perfectly, or adjust
immediately to changes in the economic environment. There will be occasions
where their ‘failure’ is sufficient to warrant government intervention. Classic
examples are, public goods (such as defence), or where the market failsto signal
sufficiently the benefits (R&D), or costs (pollution), and where information
problems and transaction costs are particularly high (standards for weights and
measures etc). There are occasions, however, where even some of these
difficult challenges can be overcome by legislation which specifies property
rights clearly rather than by direct assistance.

The cases of externalities leading to a prima facie case for government
intervention are well known in the economic literature. However, the argument
Is sometimes made that the benefits of markets as viewed by economists rely on
the existence of ‘perfect’ markets. Some commentators argue that the rea
world is far from this ideal, leading to the suggestion that continuous and
extensive government intervention (including assistance) is warranted.

While markets rarely if ever operate ‘perfectly’, they usually generate
information which signals opportunities to market participants. If government
action is to be appropriate, the market failures or imperfections need to be
identified clearly, and the government action introduced in a cost-effective and
well targeted manner. The Commission found little evidence during this inquiry
that this identification and measurement by State and local governments actually
occurs.  When it does, the measurements are often flawed. In redlity,
governments often lack the information and expertise necessary to identify and
then correct market failure in a manner which ensures that the positive effects
outweigh the negative, including the costs of financing the intervention. As a
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result, there is a substantial risk that the cost of government failure will
outweigh the cost of market failure.

One of the difficulties is that money is fungible. That is, within a firm, money
can be moved readily from one use to another. Thus, while assistance could be
provided by way of training workers, or even funding R&D (activities which of
themselves could be seen as correcting for a failure in a market), the assistance
may simply substitute for company funds which would have been spent on that
activity — meaning that, in effect, the assistance is little more than a simple
grant of cash. Thisillustrates that if assistance is provided, considerable care is
needed to ensure that it is well targeted and clearly linked to the particular area
of market failure identified.

Certain types of government assistance are often considered to be particularly
worthwhile. Export assistance, market development, assistance with R&D or
training are deemed to be more ‘positive’ forms of assistance because they are
seen as improving industry competitiveness. Traditional forms of assistance
provided by trade barriers or other means of guaranteeing market share are seen
as being ‘negative’ and therefore less desirable because they reduce competitive
pressure on an industry and allow inefficiencies to develop and remain. As the
costs of assistance, particularly the traditional forms of trade barrier protection,
became more widely understood in Australia, they were reduced by policy
changes over the 1980s and 1990s. The focus of those who consider that
government should provide assistance to industry has shifted to the provision of
so-called ‘positive’ forms of assistance of the type outlined above. A similar
evolution of attitudes to assistance and the tools used has occurred in the United
States.

Nevertheless, such ‘positive’ measures of assistance should be subject to the
same scrutiny, whereby benefits should exceed costs, which resulted in removal
of many of the ‘negative’ measures. The existence of benefits is only part of
such an evaluation.

Multipliers

In many cases, externalities (or spillovers) are confused with economic
multipliers generated by an activity — particularly when the regiona impact of
aproject is being considered. However, multiplier effects are not an externality.
Multipliers are summary measures of economic linkages. For example, it is
often stated that an investment project, as well as employing a certain number of
people itself, will generate additional employment in other industries. A typical
statement isthat “onejob in X will ‘generate’ Y additional jobs elsewhere in the
economy”. Similarly, it is clamed that a project will generate economic
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investment elsewhere in the economy, additional to the investment associated
with the project itself — so the project will result in a large addition to State
economic activity.

Governments often use evaluation techniques based on multiplier analysis when
considering the impact of major projects on their jurisdictions, with the results
used to identify ‘additional’ gains to the economy and to justify government
assistance. Typica output multipliers quoted are in the range 1.1 to 2.5,
implying that one dollar of investment will generate an increase of between 1.1
and 2.5 dollars in Gross State Product. Some studies use significantly higher
multipliers.

Multipliers, as simply measures of linkages, can measure a net gain to the
economy only to the extent that their demand on resources for associated
activities can be met from resources which otherwise would not be used. They
do not consider possible alternative uses of such resources. If an expansion of
one industry can occur only by bidding resources away from another industry,
then there is no net multiplier effect. Indeed, the initial expenditure itself will
increase activity only if it involves a more efficient use of resources. In
particular, the aternative uses of government funds used to assist the investment
are usualy ignored. These funds may have greater value (or even higher
multipliers) used in other ways or if left in the hands of taxpayers.

The ‘magic of multipliers in providing leverage from an initial investment
usually turns out to be a myth when account is taken of alternative uses of the
resources allocated to the investment. As Outlook Management (Sub. 67)
commented:

It is appropriate to debunk the use of the multiplier to measure externalities. Multiplier
gains depend on the availability of free resources: externalities do not. And the use of
multiplier analysis has devalued the practice of cost-benefit analysisin Australia. (p. 3)

Nevertheless, for a particular jurisdiction, multipliers can measure a net gain to
the extent that the resources attracted come from outside the jurisdiction, and at
no cost to the jurisdiction. However, there will be losses to the jurisdiction from
which the resources are attracted to offset the gains for the jurisdiction to which
they move.

Whether these are gains to the nation depends on whether those resources
moved as a result of ‘artificia’ inducements or as the result of changes in the
competitive environment. The movement of resources between jurisdictions is
not in itself necessarily aloss for Australia. As Outlook Management (Sub. 67)
commented:
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The shuffling of jobs between regions which arises from structural change and relative
changes in productivity of regions results in an increase in output and the release of
resources for other activities. (p. 2)

However, the question is whether there are gains to the nation as a whole when
the movement of jobs is the result of specific inducements provided by
government.

Agglomeration

The tendency for firms in the same and closely related industries to locate
within close proximity of each other is a commonly observed phenomenon.
Explanations for this geographic concentration are couched typically in terms of
either endowment driven localisation or what have been termed ‘agglomerative
externalities'.

Under the first of these explanations, industries are said to concentrate in
regions which possess favourable factor endowments in the form of natural
resources, labour and infrastructure. Sawmills concentrating in a region with
abundant forest resources provide just one example. An alternative explanation
suggests that firms cluster in specific locations to take advantage of
technological spillovers, an increased supply of specialised labour as well as
more sophisticated and lower cost intermediate inputs. As Head et al (1995) put
it:

The vague and general concept of technological spillovers is probably the most
frequently invoked source of agglomeration effects. Useful technical information
seems to flow between entrepreneurs, designers and engineersin a variety of industries.
A large part of the spillovers between foreign-owned firms may include the flow of
experience-based knowledge on how to operate efficiently in a given state. Physical
proximity may enhance knowledge flows by making casual communication less costly.
(p. 226)

The SA Government (Sub. 75) said:

investment attraction can bring with it less tangible but significant benefits such as the
introduction of new skills, new technologies, new management practices, and
connections into other countries or into multinational enterprises. (p. 4)

With regard to labour supply, it is argued that the greater the number of firmsin
the same location, the lower is the likelihood of a lengthy period of
unemployment. Skill levels are therefore more likely to be maintained and this
benefits both workers and those firms which employ them. In terms of
intermediate inputs, the clustering of both users and suppliers of these inputs is
said to lead to lower transport costs and large enough levels of demand to
encourage the production of highly specialised components.
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Empirical evidence on the significance and magnitude of agglomeration effects
Isscant. Again, Head et al (1995) comment that:

There have been few empirical studies of agglomeration effects. Henderson (1986)
examines data for the United States and Brazil and finds strong evidence that industry
localisation raises factor productivity. Glaeser et a (1992) do not find a positive
relationship between industry concentration and city employment growth. Instead they
attribute city growth to industry diversity and competition. They posit that the lack of
dynamic agglomeration effects may arise because their sample consists of mature
industries. (p. 224)

In their own empirical work the authors examine the location decisions of a
large number of Japanese manufacturing plants built in the United States. They
found agglomeration economies to be important in location decisions and that:

... government inducements can have a lasting influence on the geographical pattern of
manufacturing. (p. 223)

The effects of agglomeration are seen as an externality in that the grouping of
related businesses can reduce the costs to each other through such things as
reduced transport costs, reduced reaction times, and more general gains from
easier working relationships, and intangibles such as the cross-fertilisation of
ideas. There is a market failure (or externality) to the extent that early firms
may not take into account the future gains to themselves and other firms which
will benefit from the clustering that may occur in the future. As a consequence,
there will be underinvestment until such time as a critical mass is reached for
the development to attract investment in its own right.

The concept of agglomeration or clustering is sometimes used to call for the
provision of assistance to industry, particularly the targeting of selected ‘seed’
firms. Outlook Management (Sub. 67) said:

The process [of agglomeration] can be accelerated by the introduction of specific
businesses or projects, selected to be complementary to an existing economic structure
and to provide connection to a powerful global market driver. (p. 3)

and:

When regions compete for investment they trade the present value of their expected
agglomeration gains back to the firms they are seeking to attract. The result of
competition between regions can therefore be an improvement in the efficiency of
resource allocation, and an increase in national output and productivity. (p. 5)

The gains from agglomeration are rea for the firms involved, and to some
extent they may represent an ‘externality’ not fully accounted for in the decision
making of some of the first firms involved. At the same time, there are also
gains for the particular location in which the investment occurs. Examples such
as silicone valley in California, groupings of motor vehicle manufacturers and
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component suppliers, and other clusters of related industries demonstrate the
effect. The key question for government policy, however, is the extent to which
these clusters can, or should, be created by governments.

The reasons why some clusters are successful and others are not, and the
reasons for their initial location in a particular area, are little understood. Thus
it is difficult for governments to be able to make sound judgements as to the
appropriate amount of assistance that should be provided, or to know if any
success was the result of their efforts or would have occurred naturally.
Outlook Management’s comment that jurisdictions will “trade the present value
of their expected agglomeration gains back to the firms they are seeking to
attract” implies a level of capacity for analysis and precision that is very
demanding and rarely exists. In this inquiry, the Commission was not made
awvare of any attempts to identify or measure the extent of externa
agglomeration gains, or the ‘optimal’ level of assistance that this would
generate or how to identify the key ingredients. The existence of underutilised
technology parks established by government, both State and local in the past,
and by universities, indicates the risks inherent in government intervention.

Outlook Management (Sub. 67) also commented on the “introduction of specific
businesses or projects, selected to be complementary to an existing economic
structure” (p.3). This strategy is not uncommon, with governments assisting
firms on the expectation that their characteristics will complement existing
industry, or provide greater gains to the region. In practice, however, it would
appear to be very difficult to successfully implement such a strategy. The
information requirements for identifying and selecting firms which complement
an existing industry structure would seem to be immense. At the same time, the
judgements required about the future direction of economic growth or technical
change in order to be able to choose individual firms involve considerable risks
for governments. The succession of ‘sunrise’ industries which have been
identified and pursued throughout Australia’s history — for example, motor
vehicles, chemicals, robots, micro chips, computers, and now information
technology — would indicate the difficulties for government of judging which
particular industries will drive future economic growth.

In the Australian context, the question must also be asked whether one State or
locality can create a cluster without simply cannibalising existing or potential
clustersin other States or localities. If this happened, the net result could be the
development of an industry in a fundamentally less efficient location, to the cost
of Australiaasawhole.

Often, the private market can accommodate the external gains from location.
Firms are aware of the gains of locating near major buyers or suppliers. To the
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extent that there is a gain, competition will mean that the ‘core’ firm which may
have made the initial investment will also receive some benefit from lower
prices and better delivery. Private industrial estates also have been devel oped,
often on the basis of cheap rent arrangements for early, or particularly large,
firms to establish. The developer captures at least some of the gain from
clustering from later entrants seeking the benefits of location. Of course, many
of these estates have been unsuccessful, just as government-funded estates have
been.

Demonstration or ‘lighthouse’ effect

The ‘lighthouse’ effect essentially involves attracting a specific, usually high-
profile, firm into a jurisdiction to ‘advertise’, or demonstrate, the ‘true
attractiveness of the State. The South Australian Government (Sub. 75)
commented:

... research shows that investors have imperfect knowledge and do not often consider
the smaller States and Territoriesin their investment decision making. Incentives act as
an important market signal to correct lack of knowledge about the competitive
advantages in smaller States, which may actualy offer the best commercial location.

(P-4

Similarly, the Department of Commerce and Trade in Western Austraia
(DCTWA) suggested that some projects can help to correct for misinformation
or lack of information in the market place on the true benefits of a particular
location.

In the United States, Alabama provided substantial assistance to Mercedes-Benz
(reported to be US$ 253 million, see Table 2.1) to set up a vehicle plant in
Alabama and act as a ‘lighthouse’ to attract other investment to the State, and
help to overcome the negative image the State had as rura and ‘backward’.
Similarly, the French firm Coflexip (see Box 2.2) was seen as providing a
‘lighthouse’ effect for Western Australia. The South Australian Government
(Sub. 75) highlighted the location of the submarine defence contract as a
‘lighthouse’ for the State, saying:

... the, so called “lighthouse effect” is also an important reason for engaging in selective
attraction for firms. The attraction of the Australian Submarine Corporation to Osborne
in South Australia provided a major boost to the local defence industry and influenced
the decision of several other defence related firms to locate in South Australia. It
ensured that Adelaide was recognised as a key location for defence-related industry.

(P-4

By providing assistance to develop a ‘lighthouse’ firm or industry, the State
seeks to signal that investment in that State can be successful. Other investment
Is expected to follow. The success of such a strategy depends on attracting
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further investment without assistance. However, once governments become
involved in providing selective assistance there seems to be no apparent policy
of ceasing such a policy even after a series of ‘lighthouses has been assisted
often over many decades. Moreover, there may be more efficient means of
dealing with perceived information problems, and ‘lighthouse’ assistance may
be less effective in fostering investment than more general measures to create an
efficient business environment.

Box 2.2: Coflexip investment incentive package

In 199495, the Western Australian Department of Commerce and Trade offered an $8.5 million
incentive package to French undersea flexible pipe manufacturer Coflexip to establish a $55
million manufacturing facility in WA (offering 200 jobs).

DCTWA's decision to target Coflexip was made: ‘not just for the sake of Coflexip’s numbers of
employees and investment they would provide but really to provide a beacon ... to the industry that
Western Australia was a location that was reasonable to think about’ (DCTWA, Trans, p. 31).
Since establishing in WA, Coflexip has joined with the Department in promotional seminars in
Norway and Scotland, which DCTWA claims have ‘improved our credibility 1000 per cent’
(Trans, p.34). The Department also states that, since Coflexip located in WA, a number of
companies, including Western Geophysical, have relocated from Singapore. Thisisin addition to
the relocation of Stena Offshore from Kuala Lumpur after it merged with Coflexip. (DCTWA
made an additional convertible loan of $500 000 to Coflexip Stena Offshore for its rel ocation.)

The incentive package provided to Coflexip included the construction of a 400 tonne crane on the
Fremantle wharf (a facility that already existed in Singapore), some strengthening of the wharf
wall (for which funding went directly to the Fremantle Port Authority) and a long-term rent-free
period on its wharf site. All of these incentives are included in the $8.5 million figure provided by
DCTWA.

Source:  DCTWA (Trans, pp. 31-5).

Regional development

Regional development, particularly the development of depressed regions plays
an important role in the economic development policies of government. In the
EU, where the Treaty of Rome specifically seeks to limit industry assistance by
member states, assistance to depressed regions is one of the exceptions to that
policy.
In its submission to the inquiry, Outlook Management (Sub. 67) argued that:
In addition one might add the view that each regional community achieves a direct
welfare gain when they secure an activity which provides employment and options for

their children. There are non-market values here which would be taken into account in
a sound economic evaluation of the practice. It would also recognise that large urban
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communities are less willing to offer incentives than smaller, possibly more vulnerable,
communities. (p. 2)

Similarly, the SA Government (Sub. 75) commented:

In high unemployment regions, job insecurity will be higher than in low unemployment
regions. It is entirely plausible that electors in a high unemployment region would
attach greater weight to additional employment opportunity than eectors in a low
unemployment region, who might attach greater weight to expenditures on social
services. Levelsof industry attraction activity are a policy issue for State Governments
in response to the needs of their electorates. (p. 9)

In general, the decline of some regions and the expansion of others reflect
changes in the relative productivity of regions. Inthe longer term, such changes
bring an improvement in the use of the community’s scarce resources.
However, these changes rarely occur without disruption and cost. In the short
term, there may be unemployed resources facing high costs of relocation. In
this situation, some of the activity generated by new investments will not
represent a cost to other activities. In addition, there may be institutional
constraints which mean that regions with significant unemployment find it
difficult to signal directly their willingness to accept part of the decline in their
competitiveness through a decline in incomes.

People living in some regions may willingly ‘tax themselves' to retain activities
which they think are necessary to sustain the region or its character. They may
also do this in preference to moving elsewhere. The fact that such an action
may reduce the measured income of those in the region does not detract from
their right through the democratic process to give expression to such
preferences. Those people who do not wish to incur the added costs can choose
to move elsewhere. Animportant issue to facilitate such choicesis transparency
of costs and benefits. Transparency is important so that people in these
communities have sufficient information to make choices based around their
particular circumstances. Inefficiencies may arise, however, when a region is
not ‘taxing itself’, but is able to get others to ‘foot the bill’ for their own
lifestyle choices (see Section 2.6).

Intangibles

The continuation of competitive bidding also reflects the expectation of a
number of intangible factors — both for the region and for the governments
involved. For instance, many State governments believe there is a ‘psychic
income’ or a ‘feel good effect flowing to their populations from holding a
major event such as a Grand Prix, or an Olympic or Commonwealth Games.
There is also a political incentive for governments to engage in bidding. Any
success provides an opportunity for governments or politicians to build political
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support through the ‘ photo opportunity’ or ‘brass plate’ effect generated by their
association with a specific event or firm.

Surveys confirm that the citizens of a State are often in favour of ther
government bidding for a specific firm or event (particularly when it is
successful) as it leads to the citizens themselves feeling that they live in a
successful State capable of attracting major events and firms. In these cases, the
costs to the citizens can seem small, and the gains considerable. In this
situation, public information on the full costs and benefits of government
intervention is essential to enable citizens to make such an informed judgement.
The Commission observed that rarely is sufficient information provided publicly
for such ajudgement to be formed.

Furthermore, the provision of assistance is said to signal that the government is
sympathetic to business and industry and will be generally supportive of
business activity in the jurisdiction. In a number of visits to participants in this
inquiry, this ‘signalling’ role was seen by government officials to be an
important function of government ‘involvement’ or ‘endorsement’ of the
project, even when the level of assistance provided was modest.

Perceived prisoners’ dilemma

One of the reasons put forward for the continuation of competitive bidding, in a
situation where the players understand the costs involved, is that the States are
caught in a ‘prisoners dilemma’. Despite the costs for al involved, it is
difficult for an individual State to withdraw from the bidding process because of
the potential losses which it would incur if other States continued to bid. A
description of the ‘classical’ prisoners dilemma is outlined below (see
Box 2.3).

The expectation is that States individually are acting rationally to engage in
competitive assistance provision but that collectively they would be better off by
not doing so. The presumption is that economic well-being in the community
will be improved by an agreement to cease State assistance to industry. While
there are important exceptions, the rivalry between the States often is seen as
efficiency-reducing beggar-thy-neighbour activity.

Box 2.3: Prisoners’ dilemma
Rational choice theory describes a dilemma facing two prisoners.

Two people are caught for a crime which they committed together. The Police have enough
evidence to convict both for a minor infringement, but need a confession if they are to convict the
criminals of a more serious offence. They interrogate the suspects separately. If only one prisoner
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confesses to the crime and promises to assist the prosecution of the other, then that player can
‘negotiate’ a lesser sentence and serve less time than if neither confesses. If both confess, then
each serves more time than if neither had confessed, but less time than if the other had confessed
and they had not.

Therefore each prisoner’s optimal strategy is to confess, no matter what the other chooses to do.
Hence, both confess and serve some time for the more serious offence — even though both would
be better off if neither had confessed.

The dilemma arises from the incentive structure of the game. Even if the prisoners make a pact not
to confess, each has the incentive to break that pact when interrogated (in the hope of receiving a
lesser sentence). Therefore, the pact will not hold unless there is some external enforcement
mechanism (which in this case could be a credible threat of serious injury being inflicted on the
prisoner if the pact is broken).

Asthe New South Wales Government (Sub. 56) said:

There are clear parallels with the situation [prisoners dilemma] in which NSW finds itself
when attracting investment. (p. 13)

In simple terms, the States overall would be better off if they agreed not to compete, but each is
able to gain by breaking the agreement if the others continue to abide by it. If all States compete,
al lose by paying out assistance and, by cancelling out each other, fail to influence location
decisions.

The Commission’s quantitative work conducted for this inquiry casts doubt on
the actual existence of a prisoners dilemma with regard to ‘bidding wars' (see
Appendix 7).

Whether or not there is a real and significant economic gain available from
providing assistance in competition with others, the States may face a dilemma
in political terms. The perceptions of gains and losses can be as strong as the
reality. If the States perceive that there are gains from unilateral assistance, a
key component of a prisoners dilemma, it could be because they take a short-
term view of the implications. More realistically, however, it may reflect the
fact that new investments are highly visible and can be ‘clamed by
governments, while the offsetting costs are spread more widely and are much
less prominent.

Competing against overseas locations
The SA Government (Sub. 75) commented:

The IC generally overlooks the strong international competition that exists for
investment.

Therefore, any unilateral action by Australia, possibly through an agreement among all
jurisdictions, would not be effective as all States and Territories (but particularly the
smaller ones) would be net losers, with companies choosing to locate offshore (p. 5).
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Competing against other countries to attract investment is an important reason
put forward by States for programs of selective incentives for investment
projects. Thisissue has become more prominent as Australia has sought to open
up the economy to competition and integrate it better into the international
economy (especially in the Asian region) by, among other things, becoming a
base for regional headquarters of multinational companies. The Commonwealth
has also become actively involved in this through the Regional Headquarters
Program and the Investment Promotion and Facilitation Program.

The extent to which incentive packages, particularly selective packages, have
any real impact on the level of investment in Australia is contentious.
Investment, including foreign investment, is determined largely by the general
rate of return on investment in Australia, which is determined predominantly by
general economic factors. The incentive packages offered by the
Commonwealth and State governments are unlikely to alter this rate of return
significantly, particularly given the selective nature of that assistance, and the
uncertainty surrounding the type or level of any incentive that may finally be
negotiated. While, in principle, incentives could change the rate of return for
some firms for which the decision to invest in Australia was marginal, it is not
clear that a net increase in investment can be achieved in practice. A number of
guestions need to be asked.

First, would the project have located in Australia anyway? It will always be
difficult for governments to determine whether the project was marginal, and
the firms have little incentive to reveal the true situation to government. An
indication of the problem was provided by AMEX which commented (Sub 77,
p.4) that “... the selection of Australiafor its regiona operations centre was only
the first step in the overall re-location process.” The impression is that, for a
number of firms, the decision is made to invest in Australia, and then the
process of seeking the best deal from individual States is begun. In the
bargaining process, firms may well suggest that an alternative location overseas
is being considered seriously, but it is usually very difficult to assess the real
likelihood of this.

Second, to what extent does the favoured investment simply displace other
investment — investment which may have gone ahead without the need to use
taxpayer funds? There is no easy way of identifying such displacement. But
that such displacement occurs flows from the observation that incentives appear
to have alimited effect on the aggregate level of investment. Surveys of firms
location decisions, such as the Industry Commission (1996b) and the Bureau of
Industry Economics (BIE) (1995a), in Australia and other countries have
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typically found that government incentives are a minor factor in influencing
decisionsto locate or invest.

Third, even if the incentive was sufficient to change the location decision of
firms, it would be very difficult to ensure that the government does not pay
more than that required to effect the change. Governments are unlikely to have
the information to ensure excess payment is not made.

The existence of these problems does not mean that governments cannot
facilitate investment in their jurisdiction. Most investments require
considerable interaction with governments and their agencies before they can be
completed successfully. Action to facilitate this process is an appropriate area
for government involvement.

2.4 Real world problems in providing selective assistance

In certain circumstances an individual jurisdiction may be able to gain from
influencing the location decisions of firms. However, a good many ‘real world’
problems are associated with meeting the relevant conditions and realising any
net gainsin practice.

Retaliation by other States

While there may be gains for a State or region from encouraging an investment
to locate within their jurisdiction rather than in another, a State is rarely in the
position of being able to act on its own. Significant success by any individual
State invariably precipitates copying or retaliation by others. If al States
engage in such inter-state rivalry, there is a real chance that their actions will
largely cancel each other out, with little effect on the location of investment in
the longer term, but with increased costs to the States’ taxpayers.

States nonetheless will have the occasional ‘win’ which can be attributed to the
attraction package that is offered, and the occasiona ‘loss which will be
blamed on the assistance package of the rival winning State. The assistance
packages may appear to be important in the investment decisions, but it is not
clear that the mix of wins and losses with the assistance packages in place
would be significantly different from the mix that would have occurred if none
of the States had provided assistance for new investments.

It is easy to overstate the effect of assistance packages as State governments
promote and publicise the ‘wins they achieve — attributing the location
decision of the project to their own actions in attracting it — without addressing
the question of how many of the new investments may have located in that State
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in the absence of any incentive offers. Similarly, firms and event providers
have little incentive to discourage the notion of the efficacy of the assistance
provided. Nor are governments likely to acknowledge, or know, the other firms
which may |leave the State because of competition from a firm attracted into the
State and which is able to compete with the help of government assistance.

Information difficulties

The successful development and implementation of selective assistance policies
requires a high degree of detailed knowledge on the part of policy-makers. This
includes information on the company, its market environment, its relationship to
the rest of the State economy, and any possible alternative use of its funds — to
list only some of the relevant factors. This information is rarely available, even
to the company directly concerned — and the company almost certainly has
devoted a considerably greater amount of resources to investigating the viability
of the project than governments would be willing or able to match.

Government decision-makers are likely to be largely dependent on the firms
seeking assistance for such information as is available. Because they are
significantly removed from the market, and lack the incentives to develop the
necessary detailed knowledge, decision-makers are usualy in the position of
testing the claimant firm’s application and supporting material with little, if any,
independent information.

This problem is exacerbated when a number of jurisdictions compete for a
project. In this situation, the firm is the only player to know the relative cost of
establishing in each location. It is also the only player with accurate
information on the packages offered by each government.

These issues would not present a problem for governments if firms had an
incentive to share their knowledge. In genera, however, firms have no
incentive to provide complete information to governments, either during the
bidding process or after the assistance package has been received.

Hence, the government which ‘wins’' the project is unlikely ever to know if the
assistance package was significant in influencing the firm’s location decision.
Even if it was important, the government will not know if it has paid more than
was needed to obtain the investment.

The NSW Government (Sub. 56) recognised this, saying:

A complication is that the exact amount of competing bids and the true decision mind-
set of the intending investor are seldom known. Accordingly, one of the risksis that to
win the bid more assistance than is necessary may be offered. (p. 4)
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Government decision-makers aso require information about any possible
aternative use of State funds, if they are to make well-informed decisions about
whether to allocate funds to the assistance of specific projects. In order to relate
the benefits from allocating funds to these programs to the benefits that would
arise from spending on aternative government programs, decision-makers
require information about the spillover effects arising from each of the possible
projects the funds could support. Spillover effects are usually very difficult to
identify, let alone to measure.

The problems presented by Governments becoming directly involved with
business to promote economic development are demonstrated by the experience
of the Victorian Economic Development Corporation (VEDC) (see Box 2.4).

Box 2.4: The VEDC experience

The Victorian Economic Development Corporation (VEDC) was established by the Victorian
Economic Development Act 1981. Under the Act, the role of the VEDC was to fecilitate and
encourage the development of Victorian industry.

The principal financial activities of the VEDC were to act as a development financier to
‘preferred’ high technology and export-oriented industries and country manufacturing industries,
and to facilitate overseas investment in Victorian industry and exports of Victorian products.

Subsequently, the VEDC was restructured on 1 July 1984 to ‘become the principal agency for the
provision of loan and equity funds to targeted firms to stimulate economic activity’. (Victorian
Government, 1987,p. 73) It sought to achieve this by:

... providing development funds as a lender of first resort at commercial, yet attractive interest rates ...
and maintaining a flexible attitude towards repayment to provide enterprises with a maximum
opportunity to achieve long term viability. (Victorian Government, 1987, p. 73)

The Government’s (1984) intention was that the VEDC:

... increase its presence in the capital market and, at the same time, operate on commercial lines whilst
taking more risk than would be acceptable to conventional financial institutions. (p. 68)

By June 1988, the Victorian Auditor-General (1989) reported that the VEDC had suffered a
dramatic downturn and incurred a loss of $105 million. In December 1988, the then Treasurer
appointed a chartered accounting firm to undertake an independent investigation of matters
relating to the VEDC.

... continued

Box 2.4: The VEDC experience (contd)
The main findings of this investigation (1989) were:

« The VEDC board did not have a policy regarding prudential limits and exposures. It would have been
appropriate to set such standards so as to ensure the spreading of risk and the maintenance of the asset
base.

e The board did not have a documented strategy and failed to give due consideration to the economic
climate prevailing at the time, particularly from the viewpoint that, during a period of ample credit, a
development organisation such as the VEDC should constrain its lending rather than expand it rapidly.
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e Until October 1988 the VEDC did not have a manual on policy and procedures in relation to its lending
and investment practices. Such a manual is fundamental to the operations of any financial organisation
to maintain order during the course of ordinary business but also to provide a reference for use in

Aiffi~ult firciimctancoc

e The department responsible for the oversight of the VEDC's operations (the Department of Industry
Technology and Resources) did not give sufficient attention to a number of important areas, namely:

— reassessment procedures became |ess rigorous and there was a tendency to throw good money
after bad;

— the VEDC practice of appointing a nominee director to the board of some of its major
borrowers was counter productive because conflicts of interest arose through the inability and
/or unwillingness of some of the individuals concerned to report appropriately to the VEDC;

— VEDC management did not ensure that there was proper segregation of duties and rotation of
files and responsibilities. Management consciously allowed responsibility for lending,
monitoring and collection to be vested in the same lending officer in relation to each client.

- Many of the equity positions taken by the VEDC were in response to the fact that the client could not
afford to pay the interest associated with the loans. In 1986 the VEDC Board imposed a limit of 3 per
cent on equity investments as a proportion of the total equity and loan portfolio. By June 1988 this
proportion had increased to 13.3 per cent despite no resolution being made by the board to raise the
equity limit from the previously established level.

In November 1988, the Treasurer directed that the Rural Finance Corporation of Victoria acquire
certain assets and liabilities of the VEDC. In December 1993 the Rural Finance (VEDC
Abolition) Act was passed and the VEDC was abolished.

By June 1995, of the $115 million doubtful loans transferred to the Corporation, $111 million had
been written-off.

Sources:  Victorian Government (1984), Victorian Government (1987), Victorian Auditor-
General (1989), Victorian Government (1989).

Risk aversion

There is considerable literature to indicate that governments and government
officials are significantly risk-averse in their decision-making in relation to
business — receiving limited benefits from getting the decision ‘right’, while
facing the risk of political damage if shown to have ‘picked a loser’ and
‘wasted’ taxpayers money. The tendency in this situation is to target activity
which had a strong likelihood of occurring anyway — if for no other reason
than to be sure of being able to point to a string of ‘successes. This means that
there is a tendency for the assistance to be provided where it is not realy
necessary to bring the investment into being. For example, the Commission’s
survey of business (see Appendix 8) reports that in two-thirds of the cases of
firms receiving assistance, the assistance was not influential in their location
decision, and in afurther 18 per cent it had only some influence.
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Pressure for short-run political successes

Politicians are often praised for ‘creating jobs' or ‘boosting tourism’ through the
attraction of major projects or specia events. Similarly, they are frequently
blamed for not stopping plant closures and the resultant job losses. Hence,
Industry-specific policies can be influenced by short-run crisis management,
which may be at the expense of long-term economic and commercial objectives.

In times of high unemployment or in the face of the apparent successes by rival
States, governments are under considerable pressure to be seen to be acting,
even if that action has minimal rea effect. Australia’s federal system, which
contains a significant element of inter-state rivalry, together with the wide range
of State powers under the constitution, could fuel a wasteful assistance ‘arms-
race’ between the States. In this situation, it can be difficult to keep the national
interest in mind when decisions are being made. Despite this background,
mechanisms do exist for cooperation between the States, and recent agreements
have been entered into for the benefit of the nation as awhole. This aspect of
Australia’ s federalism is discussed in Chapter 3.

Pressure to maintain or increase assistance

A related problem flowing from the political pressures on governments is the
temptation to increase, or provide additional, State assistance to maintain aloss-
making investment, in order to avoid the appearance of failure, particularly if
the project has been the recipient of (often highly publicised) government
assistance. Governments may become hostage to the success of the firm or
industry, making it difficult to withdraw assistance, even if initially provided as
a short-term measure.

Lack of information and accountability

One factor contributing to the tendency to favour specific ‘developments' is that
the beneficiaries of government incentive schemes tend to be concentrated, and
are thus better organised to put their case for assistance to be provided. Those
who pay for the assistance be they private taxpayers or individua firms,
however, are often dispersed, each facing a small individual cost that may be
unknown and unidentified. Hence, resistance to transfers to organised groups
can be dslight and difficult to marshal, even when the total losses greatly exceed
the gains to the beneficiaries. Further, those who suffer from reduced assistance
are usualy readily identifiable. Those who benefit may not be. (A comparison
may be made with the demolition of a house to straighten a dangerous bend in a
road. The resident who is forced to move is easily identified, while the greater
number of people whose lives are saved are anonymous and unidentifiable.)
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There is a strong similarity here to the earlier debate about the effects of
reductions in tariffs on imports. It is now widely accepted that the broad
beneficial effects of such reductions outweigh their more obvious and narrowly-
felt costs.

The generaly poor level of information available or provided to the public
contributes to the problem. The general population are often not aware of the
additional or unnecessary costs associated with the ‘successes which their
politicians are delivering. These include the opportunity costs of such
assistance. |If explained, they would provide the community with a basis for
better evaluation of selective assistance.

The problem of information and accountability is part of a wider problem of
how the electorate ensures that politicians and bureaucrats act in the voters
interests. While competition between firms for investment funds can limit this
problem in the commercial world, regulations governing disclosure of
information are important in enabling the owners of firms to make judgements
on the decisions of managers. If such information is not available to voters,
governments can hide or disguise the cost of the assistance they provide and
formulate policy with short-term goals in mind. If this continues for any
significant period, the long-run outcome is likely to be budget losses, slower
economic growth and forgone employment. This is not to suggest that this
information will necessarily result in voters rejecting industry assistance as an
economic development policy. Indeed, if there is wide community support that
governments, both State and local, should be active in encouraging economic
development then this support will be further enhanced by reliable information.
Aninformed choiceis preferable to an uninformed one.

Selectivity and secrecy have risks for government and business

Concern about the ‘appropriateness of the assistance provided is greater as the
degree of ad hoc decision making and selectivity on the part of governments
increases. Typically, the degree of discretion in decision making, and secrecy in
both process and outcomes, increase as the assistance becomes more selective.
This type of industry development policy also presents the greatest risks to the
integrity of government, and to public confidence in the institutions of
government.

Given the problems with political incentives and accountability, the process of
selective assistance has the potential to undermine public faith in the integrity of
the political system. The secrecy which often surrounds the details of selective
assistance packages leads inevitably to the suspicion that some sort of backroom
‘deal’ has been done. The suspicion that such deals occur is likely to arise
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whether justified or not. Nonetheless, the damage is done by the impression of
a problem as much as by any reality.

At the same time, being the recipient of selective and usually secret assistance
from the government can involve some political and public relations costs for
firms in terms of suspicion of ‘deals’ or ‘kick-backs' or, at the very least, that
they have distorted or withheld information required by government to make
efficient and sound decisions.

Encouraging rent-seeking behaviour

When governments introduce policies providing assistance to industry,
especially case-by-case firm-specific assistance, business efforts can be diverted
from competing in markets to competing for political and financial favours
(commonly called rent seeking). Where gains can be made by influencing the
decisons of governments, real resources (and, in the extreme situation,
corruption) will be employed in attempts to capture these rents. The resources
taken up in these activities include the time spent by firms and lobby groups to
convince the government to favour their company or industry sector.

The processing of applications for assistance and the information search
required in order to reach decisions on assistance provided also consume the
time and resources of State authorities. For example, the operating costs of
assistance schemes on average amount to 28 per cent of the funds being
administered, although for particular programs the figure can be as high as 84
per cent (see Appendix 7).

The firms which are most successful in rent seeking are not necessarily the most
successful when it comes to competing in the business environment. Indeed,
firms may rationally engage in rent seeking as an equally profitable aternative
to competing in the market place. Hence, assistance policies may attract firms
which play the special assistance game rather than the business game.

One example of resources being devoted to the ‘harvesting’ of government
funds is some of the activities of site selection specialists in the United States.
In addition to evaluating the fundamental site characteristics, site selection
gpecialists also specialise in gathering information and getting the best ‘dead’
from a State or local government for a firm wishing to establish in a new
location. They will offer to take over the negotiating role for the firm and enter
into the bidding process on the firm’s behalf. This phenomenon has appeared in
Australia, with private firms offering to provide information on the range of
incentives and assistance being offered by the various State and local
governments.
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The DCTWA commented on this problem, in relation to a bidding war in which
it had been involved recently. In this case, the Department indicated that the
company (which the Department believes was not genuinely interested in
locating in WA) actively sought a bid from the WA Government which the
Department argues was solely in order to put additional pressure on the Statesin
which the company was genuinely interested. DCTWA said that:

[WA] had decided not to put in any submission whatsoever and ... [American Express]
actually wrote ... to our Premier ... [stating that] they were vitally interested in all States
making a submission. So with that encouragement we actually did make a submission
... [but] when we actually made our presentation to the company in Sydney, from the
first minute we were quite aware that the company had no real intention of looking
outside the Eastern seaboard ... (Trans, pp. 29-30)

American Express (Sub. 78) commented that the selection of Australia for its
regional operations centre was only the first step in the overall relocation
process. It decided that the state bidding process needed to be kept at arms
length from the company and commissioned the Asia Business Group of KPMG
to undertake all communications with the State governments. It said:

At the further suggestion of Austrade invitations were extended to WA and SA to
submit an RFP [request for proposal], not to encourage a ‘ bidding war’ as suggested by
some media reports, but to ensure equity of opportunity across mainland States. While
it was felt within American Express that these States would not meet the criteria the
company was encouraged by Austrade to invite them into the process. (p. 5)

Selective assistance tends to favour large firms

Delivering assistance on a case-by-case basis is expensive. Thus, when
selective assistance, particularly firm-specific assistance, is being provided
governments have a preference for dealing with large and well organised firms.
Dealing with these types of businesses undoubtedly has the potential to realise a
greater effect for the same amount of government effort. In addition, the
publicity generated by the establishment or extension of awell known large firm
far exceeds that associated with the attraction of many smaller companies.

A similar situation faces individual firms. The potential benefit must be
weighed against cost; for small firms, this may not be worth the bother. Large
firms, by comparison, often have the capacity to employ specialist ‘government
relations officers’. At the same time, the amount of assistance that a large firm
can capture can make this expense worthwhile. Thus, large firms have a
decided advantage over their smaller competitors in their ability to attract
sel ective government assistance.
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The cost of assistance to existing firms

Assistance to one firm to encourage a new investment is often at the expense of
the region’s existing businesses. Existing firms can suffer directly and/or
indirectly. Local competitors can suffer through the preferment for the new
firm. The fact that the new firm has been subsidised through, for example, the
provision of grants, specific infrastructure, reduced set-up costs or tax rebates,
may provide it with a competitive advantage over existing businesses. The
publicity likely to accompany the establishment of the new firm may also offer
It a competitive edge when it comes to attracting customers and employees.

Other businesses can be penalised indirectly through the higher taxes that they
must pay to fund the selective assistance programs. The Western Australian
Chamber of Commerce and Industry (WACCI) (Sub. 55) said:

.. subsidies and assistance divert resources into subsidised businesses, and usually
divert resources away from businesses or activities which are taxed in order to pay for
the subsidy. (p. 5)

Similarly, the Tasmanian Chamber of Commerce and Industry (Sub. 46) said:

A taxation holiday for the favoured enterprise or industry by definition means that the
balance of industry is paying more taxation than it should. This leads to justified
resentment from those businesses not receiving the favoured treatment. Put ancther
way, if there is a capacity to reduce taxation, then the relief should be spread across the
business community generally. (p. 3)

Multiplicity of schemes

The provision of assistance by a variety of jurisdictions, together with desires to
target the assistance provided, leads to a variety of schemes being established.
This results in problems of duplication, overlap, and high administration costs
for both government and industry. A number of participants in this inquiry
commented on the multiplicity of assistance schemes, often quite small, offered
by Australian governments. For example, the Queensland Chamber of
Commerce and Industry (QCCI) (Sub. 37) said:

QCCI considers that there is a plethora of programs that are cash transfer based. The
emphasis on these programs introduces a large administrative cost sometimes greater
than the funds administered, increased red tape, a skewing of benefits to a minority and
little net gain to the economy in the long run. (pp. 6-7)

It also said:

At the delivery end the large number of assistance programs currently in force adds an
amount of confusion to what always is a difficult area for business to comprehend.

(p- 1)
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In relation to one particular sector, food processing, Professor Schroder

(Sub. 14) said;
The Commonwealth and State governments all seem to find food manufacturing as an
attractive target and there is a plethora of assistance measures for this industry. One of
the results is that managers have trouble keeping up with what is going on. In our
survey, the average awareness of Federal and State assistance programs was 68 per
cent; 65 per cent for small (less than 100 employees) companies (Appendix Table 1).
The average for “aware, but did not use” was 51 per cent, supporting the view
expressed by many managers in face-to-face interviews that application and reporting
costs exceeded the potential benefits. (p. 8)

The BIE (1996) in its evaluation of the Multi Function Polis (MFP) commented:

Spiller Gibbins Swan’s [Spiller Gibbins Swan Pty Ltd] list includes no less than 83
relevant Commonwealth programs — many of them small and specialised — across 20
separate agencies. From these lists they identify 127 possible linkages between
elements of the MFP and specific Commonwealth programs. While a proportion of
these were no doubt forlorn hopes, the overall numbers are staggering. (p. Xv)

As noted above, a consequence of the large number of programs is high
administrative costs and a poor understanding of costs and benefits. The
Australian Chamber of Commerce and Industry (ACCI) (Sub. 52) said:

Some ACCI member organisations have suggested that too much of the funds allocated
by the Commonwealth to statesis frittered away in establishment of state bureaucracies
rather than actually getting to the enterprises for whom it isintended. (p. 11)

Similarly, the Australian Chamber of Manufactures (ACM) (Sub. 21) said:

The range of government involvement and intervention in industry is so diverse and
complex, that it would be extremely difficult to tally the costs and benefits of such
activity. (p. 5)

Diverting resources from other government policies and programs

Concentration on specific industry assistance measures and bidding for
investment diverts bureaucratic attention and scarce State government resources
away from the government’s other responsibilities. This may result in the
government spending less on the provision of public infrastructure and services,
such as roads, education and health. Alternatively, if the government
determined that the level of provision of public infrastructure and services was
correct, the revenue used to provide the incentive package may otherwise have
funded a cut in State taxes.

Attracting ‘footloose’ firms

‘Footloose’ firms are those firms or divisions of firms which have very little to
hold them to a particular location. They often have little need to locate close to

50



POLICY ISSUES

users. Hence, their location is determined primarily on the basis of running
costs, such as wages, taxes and charges and land rents. Technological change,
especially advances in communications services, is increasing the number of
industries and firms with ‘footloose’ characteristics. This applies to significant
elements of the now large services sector.

The assistance provided through incentive packages is typically start-up
assistance. The provision of infrastructure, grants, concessional loans and tax
rebates over a fixed period all come into this category. If the location of a
‘footloose’ firm has been determined by the provision of such assistance, the
likelihood is that, once the assistance package has expired, the firm will start
seeking additional assistance from the government or consider relocating to
‘greener pastures'.

Because of this problem with ‘footloose’ firms, most States aim to attract firms
which are looking to establish in a new location but which, once established,
will have some incentive to stay in the location for a significant period. Thisis
one reason why governments try to target firms which will be required to invest
their own funds in establishing in the State, such as by building new facilities.
However, even with this type of investment, there is a danger that the firm will
put pressure on the government for further assistance or threaten to relocate
when the time comes to update its plant.
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Some participants commented on past experiences with attracting mobile capital
that did not have significant relocation costs (such as labour-intensive
production with very few specialised physical capital requirements). For
example, Glenorchy City Council stated that when it provided rates incentives:

... what we did tend to find in some of the major expansions were that the industries
that were coming by very nature could just as easily go again. So once the incentives
ran out, so did the industry not far behind it.

... Whether they located in Queensland or Tasmania, New South Wales, didn't really
matter. It was the level of assistance that the State Government firstly could provide
and then obvioudly it flowed from there. (Trans, p. 291)

Selective assistance as a signal of fundamental weakness in the
economy

A danger for a State which aggressively pursues an industry assistance strategy
is that this strategy may be seen as a signal that there are some fundamental
flaws in the economy of the State which have necessitated the assistance.
Indeed, depressed regions seem to be willing to provide a greater level of
assistance. Excessive reliance on assistance packages may signal to firms that
the State has problems, rather than signalling that it is a good place in which to
invest.

The problem has been identified also in US studies. For example, Jordan,
Sassone and Walking (1986) commented:

First, even when a state or locality succeeds in effectively changing a fundamental
factor like the cost of land, that state or locality may be at such a severe disadvantage in
other respects that the change may not have much impact. Second, firms are likely to
view severe factor price distortions with apprehension. What is offered today may be
withdrawn tomorrow; or if something is given away today, something else may be
taxed doubly tomorrow. (p. 137)

2.5 Assessment of the impact of State assistance

Concern about the effects of State industry assistance, and particularly the
provision of selective assistance packages, is not confined to Australia. The
matter has been studied extensively overseas, principally in the United States.
While there are differences in jurisdictional roles and responsibilities, the
United Statesis a federal system broadly similar to Australia, and the process of
interjurisdictional competition is well developed — as is the literature on the
subject.

The European Union (EU), as a more recent grouping of States, may be less
afflicted by competition based on selective industry assistance. In drawing up
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the Treaty of Rome, government subsidies and aids to industry were targeted
specifically (Article 92) as being incompatible with free trade between member
States and the development of non-distortionary competition within a European
common market.

Kenyon and Kincaid (1991) in their book on competition between States and
local government summarised the views of the authors included in their
publication, and the elements of the debate in the United States (see Box 2.5).
They concluded that specia tax incentives and subsidies had harmful effects,
while common-good policies such as innovation and infrastructure were likely
to be beneficial.

Box 2.5: Quotes on the role of State and local government
industry incentives from Kenyon and Kincaid (1991)

Policymakers and analysts have long had strong concerns about state and local competition for
economic development. A wide range of economic development incentivesis currently offered -so
many that a recent 50 state survey of financial incentives totalled almost 800 pages (National
Association of State Development Agencies 1991). Nevertheless, many questions are raised about
their effectiveness. From the nation’s standpoint, the key question is whether such incentives
merely shift the location of business activity within the United States, constituting a zero-sum
game. (p. 3)

There are aso questions about whether these incentives are cost effective for the offering
governments. For example, a recent study of financial incentives used by state and local
government to attract new automobile plants concluded that the “incentive cost per job created”
for certain plants was extremely high — in some cases exceeding $100,000 (Fiordalisi 1989).
Suggestions for curtailing such wasteful competition run the gamut from outright prohibition to
proposals for changing the “rules of the game,” such as requiring officials to publish cost estimates
of economic development incentives. ( p. 3)

Isinterjurisdictional competition a beneficial regulator of state and local government behaviour, or
does it induce government to adopt “beggar-thy-neighbour” strategies? By and large, this
volume's authors suggest that interjurisdictional competition can serve as a regulator of state and
local fiscal behaviour ... Whether such competition has predominantly benign effects is less clear

(p. 26)

The traditional critique held that interjurisdictional competition leads to inadequate state and local
spending, reduced reliance on ability-to-pay taxes, lowered reliance on taxes borne by businesses,
and wasted resources, as efforts to attract industry from other jurisdictions result in a zero-sum
game. ( p. 27)

... continued

Box 2.5: Quotes on the role of State and local government
industry incentives from Kenyon and Kincaid (1991)
(contd)

The authors in this volume suggest that interjurisdictional competition can have either beneficial or
harmful effects, depending on the circumstances surrounding such competition. Interjurisdictional
competition will not always lead to inadequate state and local spending, and may even encourage
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higher spending. Furthermore, competition may improve public-service efficiency and, thereby,
government responsiveness to citizen preferences. (p. 27)

The volume's authors do partially reaffirm the traditional conclusion that interjurisdictional
competition will reduce state and local reliance on ability-to-pay taxes. However, their assessment
of this result varies, depending largely on their view of the federal role in redistributing income.
To the extent that they view redistribution as a federal responsibility, the authors are not critical of
this result. (p. 27)

Finally, the volume reaffirms the traditionally negative view of state and local uses of special tax
incentives and subsidies to recruit businesses from other jurisdictions: however, common-good
policies — such as innovation and infrastructure investment — motivated by competitive pressures
are likely to have generally beneficial effects. (p. 27)

In Australia, the BIE (1994) considered that governments should adopt a market
enhancement role to attract industry rather than an entrepreneurial role. By
getting the basics right, governments can provide the environment where the
costs of establishing and operating a business are reduced and the ability of
businesses to compete on their merits is enhanced. Thisis a less risky method
of attracting industry to aregion than offering firm-specific incentives. The BIE
(1994) view was that the costs of incentives offered by governments to attract
firms are, in many cases, not matched by the benefits accruing to the
jurisdiction.

From a national perspective, the BIE (1994) considered that the provision of
assistance to attract overseas firms provides a benefit to foreign shareholders
through a transfer of resources, which in many cases is not matched by the
benefits to Australia or the State from attracting a specific firm. Where a State
or regional government seeks to match the attractiveness of a better endowed
State or region through assistance, the decision is not only expensive, but is
often excessive in relation to the likely benefit. By competing in bidding wars
with other governments to attract firms, the size of the bid required to win the
firm may dissipate any likely benefits to the State or region from the firm
operating within their jurisdiction.

251 Does assistance improve economic performance?

Many of the US studies have looked at competition among States which use
general taxes and service provision to attract or retain citizens and/or business.
In part, this reflects the much broader range of State tax measures in the United
States than in Australia.  For example, the US States have access to income
taxes and broad-based consumption taxes. At the same time, US States and

54



POLICY ISSUES

particularly local governments have greater social welfare responsibilities than
iIsthe casein Australia.

The question of whether State assistance significantly influences the location of
economic development, and thereby provides an economic benefit to the State,
Is debated widely in the US literature. After reviewing a wide range of US
studies, Rasmussen and L edebur (1986) concluded:

Analysis of state and local economic development efforts has generally concluded that
these programs subsidise jobs that would have, in any event, located in the jurisdiction.
There is a recognition that current efforts occasionally alter the location decision of an
enterprise among adjacent jurisdictions but no evidence that they have any net impact
on employment. In short, many are of questionable utility to the state and from the
national perspective are probably of minimal use. ... Survey and analytical research
suggests that the myriad of tax exemptions and tax credits included in development
programs have little impact on the location decisions of firms. Thus it can be argued
that most of the expenditures for “economic development” are virtually worthless as
instruments of net job creation and economic stimulation of the national economy.
(p. 152)

Anderson and Wassmer (1995) are more sanguine about the effectiveness of
incentives.

Initially, the conventional wisdom of economists was that local incentives were
incapable of altering firm location decisions and amounted to community give-aways.
... Economists have since softened their stance on local development incentives. More
recent studies have shown that in a given region, for certain types of cities, local fiscal
incentives can exert beneficial additive effects. Bartik (1991) and Wassmer (1994)
offer evidence on these effects. However, if communities offer economic inducement
to business just because other municipalities are offering corresponding incentives, the
influence of inducementsis lessened. Communities may then feel compelled to offer a
new round of greater inducements. (pp. 739-40)

Wassmer and Fischer (1992), from their review of the literature, concluded that
tax differences between States or regions exert very small effects on business
location decisions, but that tax effects within metropolitan areas can be
substantial. They aso highlight studies which indicate that the provision of
business services is as important as, if not more important than, tax rates. They
noted the potential interaction between taxes and service competition:

Whether cuts in taxes stimulate growth depends, therefore, on the reasons for lower
taxes. If tax cuts are financed by less spending on business-related services or on
resident-related services important to business, then new investment is unlikely to be
stimulated and may even be discouraged. Direct research on this issue has been rather
sparse. However, there are some important studies that show that increases in state and
local taxes and corresponding increases in services except welfare spending tend to
increase state income or economic activity. (p. 4)

55



STATE, TERRITORY AND LOCAL GOVERNMENT ASSISTANCE TO INDUSTRY

On whether State incentives had any effects on resource allocation and
efficiency, Netzer (1991) concluded:

Economic development incentives are, for the most part, neither very good nor very bad
from the standpoint of efficient resource allocation in the economy. With all the
imperfections, the offering of incentives does not represent a fall from grace, but
neither does competition in this form operate in ways that truly parallel the efficiency-
creating operations of private competitive markets. Given the low cost-effectiveness of
most instruments, there is little national impact, only a waste of local resources in most
instances. (pp. 239-40)

The general conclusion among these researchers in the United States seems to
be that there can be gains to individual States from pursuing an active economic
development policy, but that the gains are small and are quickly eroded by
competition between States, the risks for governments are large and the effects
for the States as a group are negative. The US literature is reviewed in more
detail in Appendix 6.

The US States not only compete for business using general taxes and service
provision, they also engage in bidding wars for individual projects. The size of
assistance provided to attract individual projects in the US can be large,
particularly by Australian standards (see Table 2.1).

There is some indication that firms ‘short-list’ the regions in which they would
be willing to settle before approaching jurisdictions for assistance packages.
Some businesses will then approach other regions in which they are not willing
to settle in order to obtain a higher bid with which to ‘up the ante’ in
negotiations with the preferred sites. However, the impression is that the
majority of bidding wars occur between regions which have an initial genuine
opportunity to attract the firm without necessarily providing an assistance
package.

If this‘short-listing’ situation is common, it has some important implications for
the bidding process. It implies that individual jurisdictions can influence the
location decision at the margin, but that the investment was probably going to
occur anyway, and locate within the broader group of jurisdictions. This means
that, as a group, they have wasted their money and, if they al play the game,
over the longer term they are probably cancelling each other out.
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Table 2.1: Selected big project State incentive packages (US)
Employer Cost per job
(Offering Sate) Gross offer Direct jobs? created
US$ million No. Uss
BMW (SC) 135 1900 71 000
Diamond Star (IL) 210 2500 84 000
Dofasco Steel (KY) 140 400 350 000
Mercedes (AL) 253 1500 169 000
Sears (IL) 240 5500 43 600
United Airlines (IN) 300 6 000 50 000
Disney (VA) 163 2700 60 400
a Full-time equivalents.
SC South Carolina. IL Illinois. KY Kentucky. AL Alabama IN Indiana. VA Virginia
Source:  Toft (19964).

Another implication of short-listing of sites is that there may be little efficiency
loss resulting from changing the location decision of the firm. That is, to the
extent that the firm has already identified similar sites, any cost involved in
going to one of the dightly less preferred of the short-listed sites is small.
Highly inefficient business locations would be rare, with the real loss being
simply the transfer of public funds to the few firms that are able to play the
game, and the opportunities the community forgoes as a result.

Nevertheless, in each individual case, the assistance may be important in
influencing the firm’s location choice. However, if a large number of bidding
wars are conducted over time, the ‘wins and ‘losses would tend to cancel out
with little overal impact on the location of investment. If one government
consistently undertakes more aggressive bidding than the others, there is scope
for it to influence project locations over the longer term. However, for this to
be the case, the investment in that location must generate a greater surplus than
in other locations to enable a greater bid, or else the State is bidding more than
the projects are ultimately worth to the region.

It should be noted that, even if the assistance is not significant in the firm’'s
location choice, mobile investors will take a subsidy if it is available and will
rarely inform the government that this did not influence the firm’'s investment
decision. Once bidding becomes widespread and accepted, there is likely to be

57



STATE, TERRITORY AND LOCAL GOVERNMENT ASSISTANCE TO INDUSTRY

pressure on firms to gain an assistance package even if it is not necessary to the
investment decision.

25.2 The effect of State assistance on other States and the
federation

Much of the analysis of State industry assistance in both the United States and
Australia has focused on whether or not a State ‘wins' by attracting industry.
The impacts on the national economy and on the other State economies when a
specific firm or industry establishes in or relocates to a particular State have
been largely ignored.

In Australia, as part of an evaluation to assist the South Australian Government
assess various proposals by multinational corporations to establish export
oriented activities in that State, Dixon and Peter (1995) examined a number of
regional and Australiawide impacts of such a project, using a computable
general equilibrium (CGE) model with a separately specified South Australian
economy.

They found that the effects on the Australian economy of a $100 million
increase in the demand for South Australian exports of either manufactured
goods or professiona services were negligible, with little or no effect on
Australiawide output and employment. However, those additional exports
increased South Australia' s gross State product and employment and adversely
affected the other Statesto a small extent.

Commenting on these results, King (1995) said:

... the increase in South Australian export demand leads to a lot of rearranging of deck
chairs, at the end of the process the good-ship Australia continues unperturbed by the
change. (p. 2)

The Commission has sought to enhance its understanding of the likely payoffs
from State assistance to industry through the use of a regionally (State and
Territory) specified CGE model of the Australian economy. It used the model
to explore the likely effects of selective government assistance to industries or
projects not only on the industry or project being assisted but on other
industries, the State in general, other States in Australia, and on the Australian
economy as awhole. The modelling is reported in detail in Appendix 7.

Much of the debate in both Australia and the United States on State assistance
to industry, particularly rivalry in the form of bidding wars, has been expressed
interms of a‘prisoners dilemma (see Box 2.3). The expectation is that States
individually are acting rationally to engage in competitive assistance provision
but that collectively they would be better off by not doing so.
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The analysis presented in Appendix 7 does not find strong evidence of a
‘prisoners dilemma, at least in the longer term. Once the efficiency costs of
funding State assistance, including its overhead component, are taken into
account, it is not clear that States can win by unilaterally assisting industry. In
part, this is because the taxes available to States fall on business and labour —
the mobile factors the State is seeking to attract. While the analysis included the
beneficial effects of some forms of assistance — those targeted at market failure
— the overall effect was not beneficial to the State.

The modelling suggests that the beggar-thy-neighbour element to interstate
competition provides an incentive to overbid for special events to attract them
from overseas. When resources are mobile, they will tend to be attracted to the
winning State from other States. Losers are doubly penalised — they lose the
gains available to the nation as awhole, and they lose additional resources to the
winning State. From a national perspective, however, only the first loss is
relevant.

253 Who wins and who loses from State assistance and what
influence could this have on selective assistance?

The question of who benefits from assistance and who pays can be as important
to the decision to provide assistance as the question of whether there is a net
gain to society. Thisis because policy makers are often subject to a wide range
of political pressures and incentives.

Carnahan (1995) referred to three recent case studies which indicated that
landowners were unambiguous gainers from economic development. In the first
study, industrial rents inside a specific enterprise zone in England rose enough
to capture 60 per cent of the financial incentives offered to firms locating in the
zone. In the second study, Gardner et a. (1987) estimated that the decision by
Chrysler/Mitsubishi to locate its plant in Bloomington, Illinois was associated
with a 10 to 15 per cent increase in housing prices in the area. In the third
study, Bartik (1991, p.119) estimated that the location of the Saturn plant in
Maury County led to a $200 million to $400 million increase in the land value in
the county, equivalent to a 20 to 40 per cent increase.

Carnahan (1995) also commented that:

The local companies that are awarded the contracts to undertake these projects will be
gainersif the state is successful in attracting the new industry. (p. 6)

Bartik (1994) argues:

Because the benefits of extra growth are lower for already booming areas, one could
argue that high growth areas will not aggressively pursue growth. But political and
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economic elites may have strong private reasons for preferring pro-growth policies.
Greater job growth will increase land prices and the prices charged by firms serving
local markets. Local banks, newspapers, and real estate developers will benefit from
growth and have political clout. (p. 851)

McEntee (1996) identified some possible losers from development policies,
including ‘good’ government, other State programs, individual taxpayers and
other businesses. McEntee (1996) commented:

“Good” government loses. public subsidy of business is one reason taxpayers may feel
they don’t get much for the taxes they pay. In addition, tax breaks for business create
an environment where businesses can trade campaign contributions for tax breaks. The
climate of influence peddling, corruption, bribery and blackmail fostered by such a
relationship does not foster a healthy political environment. (p. 41)

The political problems and temptations associated with the growth of assistance
mechanisms are not new. Netzer (1991) referred to the use of public funds for
development in the United States from the ‘earliest days'.

Public funds were used to build transportation and other infrastructure that opened land
to private development, ... No one called this “economic development”; instead, people
spoke of opening up the country and accommodating the purportedly inevitable growth
of the population in particular places. Then as today, the effect (and the very lightly
disguised objective) was often to increase the value of privately owned land that came
to be in the path of development. Largely because of the wanton thievery typically
associated with this type of subsidisation, mid- and late-19th century state constitutions
generally contained prohibitions on grants or loans of public funds to private parties. ...
Moreover, those constitutions often had sweeping requirements for uniformity in
taxation, ... precluding formal and overt tax preferences. (p. 222-3)

2.6 Industry policy: a State or Commonwealth responsibility?

The conflicts between the States, and to some extent between the
Commonwealth and the States, over assistance provided to industry at the State
level, raise the question of the appropriate tier of government to be responsible
for industry policy. The concept of subsidiarity has been used, in the EU in
particular, to provide some guidance as to the appropriate tier of government
which should be responsible for any particular function.

The principle of subsidiarity, as developed within the EU, is that the power to
implement policy should reside with the lowest tier of government where
practically possible (Kasper 1995, CEPR 1993). However, the question is one
of assessing what ‘ practically possible’ could mean.

Under a ‘functional’ approach to subsidiarity, the answer is dependent on the
absence or presence of cross-border spillover effects created by the tier of
government when carrying out a certain function. For example, Sinn (1994)
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identified a number of government functions carried out by the member
countries which generated cross-border spillover effects within the EU. He saw
arole for the European Commission in providing public goods such as defence
as the benefits of defence activities are not confined to national boundaries. He
and the CEPR (1993) argue that the European Commission has a similar role in
environmental matters relating to transfrontier pollution. The benefits from an
individual member country providing environmental protection are likely to
accrue also to the other member countries.

This functionalist view of subsidiarity recognises that where a function of
government carried out by a member country does not generate cross-border
spillover effects, that function should reside with the member State.

While there are differences between the systems of government in the EU and
the Australian Commonwealth, both were formed on the premise of removing
barriers between States to create a single market and promote non-distortionary
competition within the group. However, whereas the EU established a
framework to monitor and control assistance provided by member countries to
achieve a single market, the question of State government assistance (other than
border protection) was not addressed systematically when the Australian
Commonwealth was established.

This concept of subsidiarity can be applied to industry assistance. Where the
provision of industry assistance by one level of government creates negative or
positive cross-border spillover effects in other jurisdictions at the same level of
government, the provision of any industry assistance should reside with a higher
tier of government to internalise any spillover effects within common
boundaries. Alternatively, where the provision of industry assistance by a
specific jurisdiction creates spillover effects which are internalised within that
jurisdiction, the provision of industry assistance should reside with that tier of
government. While there is debate about the extent of cross-border effects, it is
clear from the extent and persistence of interstate rivalry in Australia and in the
United States that these effects do exist, or are believed to exist. In particular,
cross-border effects are often a direct consequence of assistance to a specific
industry or project.

To the extent that there are cross-border effects, something that is rarely
disputed, the subsidiarity principle would indicate that economic development,
and industry policy in particular, is more appropriately the province of the
Commonwealth rather than State governments. Such a conclusion does not
detract from the importance of an active role for the States and local
governmentsin providing a competitive general business climate.
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2.7 Competitive neutrality

Underlying much of the criticism of firm and project-specific assistance is a
concern that individual firms or investors are being advantaged at the expense
of other firms or investors. This ‘advantaging’ may be by way of direct
competition in markets supplied by other firms, or indirectly via such things as
access to capital markets. Higher taxation that other firms must pay to fund the
assistance was also of concern.

The Tasmanian Chamber of Commerce and Industry (Sub. 46) said:

A taxation holiday for the favoured enterprise or industry by definition means that the
balance of industry is paying more taxation than it should be. This leads to justified
resentment from those businesses not receiving the favoured treatment. (p. 3)

Similarly the WACCI (Sub. 55) said:

Supporting industries and businesses which are otherwise not commercially viable
represents a transfer of resources from efficient industries and businesses to inefficient
ones. Itisaso adirect inhibitor to fair competition — the purpose of picking losersis
to enable a business or industry to survive which would otherwise be uncompetitive.

(p- 10)

In the survey of business undertaken by the Commission in this inquiry, while
the majority of respondents were in favour of government assistance, a majority
were opposed to firm-specific assistance (see Appendix 8).

In essence, the participants are referring to the concept of ‘competitive
neutrality. That is, businesses should be able to compete in a neutra
environment, one where individual firms are not specifically favoured or
penalised by government action, whether by assistance, taxation or regulation.

The impact is not restricted, however, to firms or investments. Advantages and
disadvantages conferred by governments on firms are aso advantages or
disadvantages to suppliers, customers and employees.

The concept of competitive neutrality was an important element of the recent
agreement among the States through COAG on national competition reform.
While that part of the agreement was directed at ensuring competitive neutrality
between public and private sector businesses, the principle has wider relevance.

Asthe NSW Government (Sub. 56) said in its submission to thisinquiry:

The Competition Principles Agreement of the National Competition Policy includes
five principles of reform. None of these cover the impact of State bidding. The aim of
the “competitive neutrality policy” in this Agreement is limited to the elimination of
investment distortions arising out of public ownership of trading enterprises. However,
the theory behind the idea of competitive neutrality is clearly relevant.
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State industry assistance should not breach competitive neutrality for the following
reasons. Firstly, on equity grounds, the taxpayer’s money should not be used to
advantage one enterprise over another. Secondly, on efficiency grounds, assistance
which breaches competitive neutrality is likely to direct production from existing
producers in that industry and the net gain in output and employment may be small or
zero. (p. 10)

While debate over competitive neutrality has focussed on neutrality between
government business enterprises and private firms within a State, from the point
of view of Australia as a whole, competitive neutrality between firms in
different States is equally important. If al firms were treated equaly, this
would not preclude States from competing on the basis of broad characteristics,
including genera tax rates differing from those in other States, so long as the
different tax rates were not available on a selective basis — that is, available
only to particular firms or industries and not others.

2.8 Commonwealth-State fiscal relationships: their effect on
industry assistance

The Australian federal system is characterised by major differences between the
revenues raised and expenditure commitments of each level of government
(vertical fiscal imbalance) and by the transfer of funds to enable States to
provide an ‘average’ level of services (horizontal fiscal equity).

Vertical fiscal imbalance

The Commonwealth collects about 75 per cent of tax revenue raised by al
governments, but accounts for only half of all direct government expenditure
(IC 1994). State and Territory governments collect about 20 per cent of total
tax revenues, but are responsible for about 45 per cent of total government
expenditures. As a result, the States and Territories rely on Commonwealth
Government transfer payments for a substantial proportion of their total
revenue. For example, in 1995-96 Commonwealth grants accounted for about
41 per cent of Victorian Government revenue and 75 per cent of NT
Government revenue (see Table A14.1).

This difference between own source revenues and expenditures and the
subsequent transfers from the Commonwealth is termed vertical fiscal
imbalance (VFI).

The NSW Government (Sub. 56) considers that because the State and Territory
governments lack control over asignificant part of their revenue, they have been
forced to compete in an inefficient way through selective assistance to industry
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rather than by competing on the fundamentals of ‘good government’. It stated
that:

The VFI problem means that States have little flexibility in their tax regimes. This
limits their ability to compete on the fundamentals and tends to promote selective
assistance as an alternative form of competition. (p. 11)

Two issues are relevant to the question of whether VFI is a significant factor in
relation to State and Territory governments economic development policy. The
first is whether there are sufficient revenues remaining under the control of the
States to allow them to differentiate their taxing positions effectively, with
transfers from the Commonwealth being treated as a ‘given’ or fixed source of
funds. The second iswhether the residual instruments available to the States are
efficient mechanisms for competition.

In relation to the first issue, transfers from the Commonwealth average less than
50 per cent of the States and Territories total revenue and around 75 per cent
for the most dependent jurisdiction. This leaves a very large share of revenue
under the States' direct control and ‘available’ for competition at the margin.
Consequently, it is not clear that having a large source of funds derived from
transfers from the Commonweath Government is of itself a significant
constraint on the scope for fundamental competition between the States.
Transfers from the Commonwealth Government would be relevant if the
Commonwealth responded to efficiencies generated by an individual State in
pursuing the fundamentals of ‘good government’ by reducing its transfers.
Thereis no sign that this is the case. The share of Commonwealth transfers to
an individual State is assessed by the Commonwealth Grants Commission
(CGC) on the basis of assessed ability to raise tax rather than tax actually raised.

Second, the States do have instruments which enable them to compete on the
fundamentals of ‘good government’ using both narrowly and broad-based taxes.
Taxes under the direct control of the States and Territories are, in most cases,
narrowly based. However, payroll tax is a significant broad-based tax which is
under their control and thus could be used to compete on a broad-tax basis
should States wish to do so. In fact, States are tending to move in the opposite
direction, by progressively raising payroll tax exemption thresholds.

The problem presented by VFI can be seen as essentially one of politics rather
than economics. Indeed, State and Territory governments are often accused of
using the situation to attribute shortfals in service provision to the lack of
adequate funding from the Commonwealth. AsWalsh (1993) said:

Over most of the post-war period the States’ behaviour with respect to their fiscal and

financial powers has been purely expedient. They consistently had shown themselves
willing to acquiesce on continued Commonwealth dominance and ‘ownership’ of
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revenue collection, in exchange for the political advantages of not having to take
responsibility for raising a greater share of the revenues they spend. (p. 50)

When the States were provided the opportunity to regain access to persona
income tax in 1978, every State at that time rejected the offer. Commonwealth
legislation was introduced enabling the States to impose a surcharge on the
personal income tax liabilities of their residents, but al the States rgjected the
opportunity and the legislation was repealed in 1989. This situation is likely to
continue. As aformer Queensland Premier, Joh Bjelke-Petersen, is reported to
have said, “the only good tax is a Commonwealth tax” (Walsh 1993, p. 50).

Horizontal fiscal equity

An important element of the Australian federal system is the principle of
horizontal fiscal equity (HFE). Under this principle, the Commonwealth
provides each State and Territory with the financial capacity to provide the
‘average’ level of State-type services, assuming that the State does so at an
‘average’ level of operational efficiency and makes an ‘average’ effort to raise
revenue from its own sources.

This results in significant differences between the States in the level of funding
(on a per capita basis) which they receive from the Commonwealth
(see Table 2.2).

The CGC is the agency responsible for determining the level of Commonwealth
grants provided to the States and Territories. To calculate the level of financial
assistance each jurisdiction should receive, the CGC undertakes an assessment
of a State’'s expenditure and revenue and of any disabilities that a State may
face. The CGC (1995) describes a disability as:

... an influence beyond a government’s control that requires it to spend more (or less)
per head of population than other governments to achieve the same objective, or
reduces (or increases) its relative capacity to raise revenue from the same effort. (p. 8)

As a result of the CGC applying a formula to standardise expenditure and
revenue capacities to provide HFE, most States — particularly smaller
jurisdictions such as the NT, Tasmania and SA — receive larger amounts of
Commonwealth funds on a per capita basis than the larger States.
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Table 2.2: Horizontal fiscal equity, 1994-95
Difference
between actual Per capita
Actual Assistance assistance received actual
financial based on and assistance financial
assistance share of total based on share assistance
received population of population received
$million $million $million $
New South Wales 5275 6 030 -755 864
Victoria 3721 4429 -708 827
Queensland 3344 3308 36 1045
South Australia 1776 1458 318 1184
Western Australia 1841 1707 134 1083
Tasmania 710 462 248 1501
Northern Territory 851 160 691 4893
ACT 268 231 37 882
Total 17 789
Source:  Commonwealth Grants Commission (1995)

Inits submission to thisinquiry, the NSW Government (Sub. 56) said:

As alarge and more economically powerful State, funds are redistributed from NSW to
the smaller States. In relation to interstate competition, some jurisdictions which have
historically been recipients of HFE transfers are in a position to offer incentives to
private business which they may not otherwise have been able to do in the absence of
HFE. In this respect, the current HFE process remains an obstruction to the design of
efficient State tax regimes. It is also an impediment to State governments competing
for mobile investment on the basis of economic fundamentals. (p. 8)

The principle of HFE does provide the smaller States with proportionately more
revenue than if Commonwealth grants had been based on population. For
example, based on the difference between funding provided under the CGC
formula and funding provided on a strictly per capita basis, the NT received an
additional $691 million and SA an additional $318 million in 1994-95.

However, the availability of additional funds as a result of HFE does not mean
that the recipient of that funding necessarily has an incentive to fund assistance
for firms. To the extent that the additional funding reflects real disabilities, the
incentive is more likely to be to provide the expected level of services to its
citizens.

Implicit in the NSW Government comment is criticism of the practice of
‘compensating’ for ‘natural’ disadvantages. To the extent that some States face
such disadvantages, HFE operates to offset them. In the absence of HFE, States
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which benefit from it would have to choose between higher taxation and/or a
lower level of servicesin order to maintain agiven fiscal balance.

Because of the averaging process involved in the calculation of equalisation
grants, a State which provides more than the average level of assistance to
industry — all other things being equal — would not be ‘compensated’ for that
higher budgetary cost (or revenue shortfall). The SA government (Sub. 78) said
that:

... spending on industry assistance is more likely to reflect particular State needs for
active policies to attract industry than levels of HFE receipts. HFE receipts equalise
fiscal capacity, they do not place some States in a position of relative advantage. (p. 8)

The grant is intended to capture only the State’s ‘natural’ disabilities. The HFE
process is, of course, less than precise. It is possible that disabilities are not
measured with complete accuracy. Beyond that, it can be observed that the
three States which receive the most significant transfers under HFE also tend to
be those which provide the higher levels of assistance to industry on a per capita
basis.

2.9 Local governments and regional organisations

Local governments provide assistance to industry both individually and through
a range of regional organisations. As outlined in Appendix 3, assistance
provided by individual local governments ranges from the efficient provision of
services associated with the traditional three ‘Rs’ of local government — rates,
roads and rubbish — to information and facilitation services associated with
licences, approvals, etc , to selective firm-specific subsidies and concessions.
Collective assistance ranges from contributions to organisations such as regional
tourism bodies to provison through forma and informa involvement in
regional organisations.

Local governments are involved in three main types of regional groupings. The
first type is in established networks of State-sponsored regiona development
boards or commissions that exist in all States except Tasmania, the NT and the
ACT. While they differ in organisational and funding arrangements among the
States, the boards/commissions aim to promote socia and economic
development of the regions they cover. Typically they are composed of
representatives from local councils, the community and State government.
Thelir industry programs focus on removal of impediments to business and the
provision of information.

The second type of regiona grouping comprises voluntary regiona
organisations of councils formed by the coming together of councils in the
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pursuit of common social and economic development initiatives where local
governments consider that synergies are available from regional cooperation.
Thelr sizes, structures and degree of formality vary. They range from the
sharing of an economic development officer to the establishment of a formal
development board. Most have activities related to economic development of
their regions and their programs are usually clearly targeted.

The third type of regional grouping is an Australiawide network of
Commonwealth-initiated Regional Development Organisations (RDOs), which
is discussed below.

As indicated by the survey results reported in the Attachment to Appendix 3,
most local governments are involved in the provision of facilitation and
information services to businesses. Most of the assistance they provide to
industry relates to this function. However, many local governments also have
programs providing firm-specific assistance, such as land at concessional prices
and rates relief.

The arguments about local government involvement in the selective provision of
assistance to firms and industry in pursuit of economic development are similar
to those discussed above for States. Whereas the discretionary taxes used to
fund such activities at the State level are often seen as having their initial
incidence on taxes on other businesses, at the local government level they are
seen as having their initial incidence on the rates of other land holders.

The Wyndham City Council stated that:

... itisour firm belief that if you get this [good government] right in Local Government
you are furthest along the track to assisting industry than providing anything else. That
is what they are after. If that's all you provided, they would be most satisfied, in our
experience. (Trans, p. 168)

Nevertheless, the Council said that when approached by businesses for
assistance, rate holidays are “the most requested type of assistance’
(Trans, p. 172).

Many local governments commented that what businesses really want from
them is to be made to feel welcome. For example, the MFP Local Government
Focus Group stated that:

... business doesn’t see rates and taxes being a key driver in their dealings with council
... They'd far sooner be felt to be welcome to the region and that’s manifest in the
planning and building application process. (Trans, p. 6)

The formation of the Commonwealth-initiated RDOs and local government
involvement in them drew considerable comment during the conduct of this
inquiry. The RDOs were formed under the Commonwealth’s Regional
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Development Program. Considerable criticism was levelled at this Program,
mostly focussed on its structure and implementation. However, a number of
participants, including those which criticised it, also said that the problems
identified with RDOs should not detract from the real gains which are available
from regional cooperation between local governments.

The Commonwealth launched the Regiona Development Program in 1994.
The Government (Keating 1994, pp. 17-21) in its White Paper on Employment
and Growth, Working Nation, proposed an expanded role for the
Commonwealth in regional development and set aside $50 million for specific
programs in 1994-95. In this respect the White Paper responded to aspects of
the reports of the (Kelty) Taskforce on Regional Development (1993),
McKinsey (1994a) on Determinants of Business Investment in Regional Areas
and the Commission (IC 1993a) on Impediments to Regional Industry
Adjustment. The Taskforce had recommended new institutional arrangements to
promote regional development, including the formation of Regional Economic
Development Organisations to be established by the Commonwealth in
consultation with the States. It saw such organisations being formed by
combining representatives of community interest groups, businesses and
governments. A substantial role was envisaged for them in government
programs as well asin promoting regional development.

When launched, the Regiona Development Program involved a Commonweal th
commitment of $150 million over four years (DHRD 1994). The funding was
intended to facilitate the creation of regional leadership structures, such as chief
executive officer positions and the formation and support of RDO boards.
Funding was also allocated to develop regional strategies and projects, including
‘hard’ and ‘soft’ infrastructure projects, and to provide training to regional
managements.

Elements of the program included:

regions covering anumber of local councils, both urban and rural, of asize
(typically 400 000 people) to be able to attract development;

where appropriate, the encouragement of cooperation across State borders;
the inclusion of arange of ‘stakeholders’ in addition to local governments;

the use of RDOs to encourage the growth of productive ‘networks
between people and organisations in the region; and

the use of RDOs to bring together funding for projects in the region — in
effect using RDO fundsto ‘lever’ funding from other sources.

During the inquiry, the Commission found considerable uncertainty and
scepticism in local government about the intended role of RDOs and about the
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reasons for their establishment. Indeed, there was a view that they were
vehicles either for the Commonwedth to bypass, or marginalise, State
governments, or vehicles to abolish local governments.

Some local councils were also concerned about representation on RDOs,
particularly the large number (up to 19 on a RDO) of appointed representatives
of ‘stakeholders’, as well as the apparent lack of consultation involved in their
establishment. Associated with the concept of appointed ‘stakeholders was
concern about accountability of the individuals appointed. Were they
accountable to the Minister who appointed them or to the people they
‘represent’?  How were they to be held accountable? Similarly, the
accountability of an RDO as an entity was unclear.

Despite such reservations, local councils felt that they had to be involved in the
RDO system or face the risk of exclusion from government funding. While the
RDO budget itself was quite small for Australia as a whole, some local councils
had the impression that the RDO could become the ‘ gatekeeper’ for access to a
wider range of Commonwealth government projects and funding.

At the same time, there was scepticism in some quarters about the ability of
RDOs to achieve anything substantial. Some participants saw considerable time
and resources being spent on meetings, travelling, studies and consultancies,
with little to show in terms of measurable benefits to business in the region.

Despite having a stated objective of being a ‘grass roots project, the clear
impression received by some participants was that the regions and regional
groupings were being imposed from Canberra, often against resistance from
local councils which had different views about the areas in which they have a
common interest. These comments highlight the problem of trying to establish
regional groupings where many of the centresin aregion see their neighbours as
rivals for economic development rather than as potential partners. The Western
Australian comments presented in Box 2.6 are typical of many.

Box 2.6: WA'’s Regional Development Organisations

Many WA local government participants see RDOs as simply ‘getting people together’ with no
structured objective and little authority or accountability. Their stated aims are very similar to
those of the other State groupings that are already in place.

In thisregard, the DCTWA stated that:

[The Commonwealth]... could not accept that we had an administration in place ... to us it
seemed to be a poalitically driven agenda for credit, some sort of political credit that they
couldn't achieve through a State administered system. But we couldn’t really find any
economic advantage or participation improvement as aresult of the scheme... (Trans, p. 56)
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Industry representatives have not been enthusiastic about being involved with RDOs. For instance,
Cniith \Aact Cirniin ( QAN indicatad that it hac
... great difficulty in attracting industry participation in these RDOs, and you'll find that all

across Western Australia. Why would somebody in industry want to sit on a committee that
spends its time talking about the constitution of the organisation? (Trans, p. 85)

Some participants claimed that the RDO structure appears to encourage ‘buck passing’, as
responsibilities have not been clearly defined.

The Commonwealth Government’ s intent was for a bottoms-up approach to RDO specification and
development. While regional boundaries for RDOs are generally based on population size, in WA
the Commonwealth agreed to use amalgamated RDC regions as the basis for RDO provinces.
However, it then split Perth into north and south for the purpose of RDO formation, which
according to SWG is an inappropriate division:

The Regional Development Program'’s rhetoric is that it's all bottom up and you decide your
own boundaries ... That didn’'t happen here ... | think someone just looked at a map and saw
the Swan River and said ...“that’s a good idea, we'll just divide it north and south,” which
makes absolutely no sense for us.

Our relationships ... are oriented in four planning corridors, south-west, south-east, east and
north, and they orient towards the CBD ... | suspect if you wanted to establish an RDO to
cover Perth, then it would have made better sense to have had one. We have one airport. We
have one port ... (Trans, p. 83)

McKinsey (1996) reported that to May 1996, 44 RDOs had been established and
$22.9 million allocated to regional projects and infrastructure. An additiona
$16.3 million was allocated in June 1996. It also documented many weaknesses
of the established RDOs similar to those raised by participants in this inquiry.
However, in addition, it reported on the achievements of some regions and
suggested ways in which self-reliant regional |eadership could be devel oped.

On 17 July 1996, the Commonwealth Government announced the abolition of
the Regiona Development Program and the Regional Development Division of
the Department of Transport and Regional Development. An undertaking was
given to honour established funding commitments. In a Ministerial Statement
on 20 August 1996, the Minister for Transport and Regiona Development
(Sharp 1996) foreshadowed the establishment of a Ministerial Working Group
on Regional Affairs “... to ensure that the needs and performance of regional
areas are understood” (p. 12).

In addition to the activity directly associated with their establishment, the
introduction of RDOs involved considerable negotiation and reorganisation of
pre-existing regional structures. As indicated by Northwood (1995), the nature
of thisvaried by State and depended on the regional structures that were already
in place. With the withdrawal of the Commonwealth incentives which directly
aided the formation of RDOs and sustained their initia operation, their
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continued operation will depend on State and local government support. The
extent to which this is forthcoming will depend in large part on their ability to
identify and realise regional benefits not otherwise available from such
governments and judgements of their performance relative to other regional
structures.

At a meeting with representatives of RDOs in September 1996, delegates
reacted strongly to the suggestion that without direct financial support from the
Commonwealth Government, over time most RDOs would cease to function in
their existing form. It was indicated that some 40 RDOs saw themselves as
having a continuing role in one form or another. (For details of RDO views on
the Commission’s Draft Report see Submissions 79 to 85 inclusive.)

Asindicated above, many of the voluntary groupings of councils existed prior to
the Regional Development Program. Some were modified and formed the basis
of the RDOs and were able to utilise the Commonwealth Regional Development
Program funds. Many of the other regiona groupings continued their
operations, albeit in recognition of there being ‘another player on the block’.

Notwithstanding the criticisms above, some RDOs have been established
successfully, especially where a pre-existing regional organisation could be
readily adapted to the RDO format (for example, in the Illawarra region of New
South Wales). These are likely to continue without direct Commonwealth
funding.

At the hearings on the Draft Report, while there was some support for the
criticism in the Draft Report of the Commonweath's previous Regiona
Development Program, there was concern that the positive features of regional
cooperation and interjurisdictional involvement in regiona development
received insufficient attention. The features mentioned by participants include:

regions can learn from one another;

regions know best what is best for the region as awhole;

regional economic development can be stimulated and facilitated;

regional initiative and leadership make a difference; and

governments have a legitimate role in ameliorating the pace and scale of
regional adjustment.

The Commission does not consider that the withdrawal of Commonwealth
funding under the Regional Development Program will necessarily undermine
beneficial regional cooperation. Indeed, it may precipitate a refocussing of
regional initiatives on more cost-effective strategies which are focussed on the
direct requirements of local areas.
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3 OPTIONS FOR IMPROVING PERFORMANCE

3.1 Introduction

Fragmentation of the Australian domestic market as a result of State
government industry development policies has the potential to impose
significant costs on the Australian community by reducing scale and other
economies within Australia. The importance of this problem has been well
recognised by past Australian governments. This is reflected in actions such as
the agreement to remove State-based purchasing preferences, and actions to
harmonise a range of standards and regulations administered by the States.
State industry policies present both an opportunity and a risk to the objective of
strengthening the common internal market within Australia.

Where policies, including competition among the States, focus on improving
‘good government’ — the efficient provision of government services, and action
to improve the operation of markets — this can enhance the efficiency of
industry. However, where such policies involve more selective forms of
industry assistance, particularly assistance to State-based industries, or to
particular firms, there is the potential for significant costs for the country as a
whole.

This Chapter considers options for improving policy decisions on industry
assistance by State, Territory and local governments in Australia. It begins by
looking at options to strengthen transparency and accountability in the decision-
making process of government (Section 3.2). It then examines a number of
agreements both within Australia and overseas, where States or nations have
attempted to address the issue of inter-jurisdictional rivalry in economic
development policies (Section 3.3). Section 3.4 looks at some international
agreements that could influence the provision of assistance to industry by the
States within Australia. Section 3.5 considers options for an agreement between
the States to strengthen the common internal market within Australia, with
particular emphasis on removing or reducing unnecessary barriers to trade and
investment created by State-based industry assistance policies. This begins by
looking at the scope to limit the more selective (firm or project-specific) forms
of assistance. The Chapter then looks at the option of a wider agreement on
State industry assistance generally. Section 3.6 considers the scope for
Commonwealth action.
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3.2 Improving transparency and accountability

3.2.1 Introduction

In attempting to document and understand the extent and nature of State and
local government assistance to industry, the Industry Commission found that
there is considerable variability in the reporting of assistance provided to
industry by State governments. There is also a general lack of transparency and
accountability (though this varies significantly between the States) in the
provision of industry assistance, particularly selective firm or project-specific
assistance. In most cases, annual reports of government agencies do not provide
sufficient information to enable documentation of the nature and extent of the
assistance provided. The information is often aggregated by program or
scheme, even when the assistance is provided on a quite selective basis to
individual firms.

While aggregate reporting may be appropriate for generally available and
widely used schemes of assistance with clearly defined and publicly available
selection criteria, it is inadequate for reporting on more selective assistance.
The need for information on the use of public funds to assist individual firms or
projectsis essential because of the advantage which such assistance can provide
to some firms over others. Firms are entitled to know the extent to which
taxpayers funds are being provided to assist a competitor, as are taxpayers.

The Commission found that where assistance has been provided to a specific
firm or project from a number of different government departments in various
forms (eg grants, tax exemptions or land) the different reporting procedures
between the departments ensure that it is difficult, if not impossible in many
cases, to ascertain the total amount of assistance provided.

The extent of reporting varies significantly between the States and within States
by agency. For example, the Northern Territory Department of Asian Relations,
Trade and Industry (DARTI) provides a good model of transparency. DARTI’s
Annual Report lists the name of each firm or business receiving assistance, the
amount of assistance received, what the assistance was provided for and the
type of assistance provided (eg grant, subsidy or loan). Other States provide
much less information, and in some cases the degree of detall provided is
declining. For example, up to 1993-94, the then Victorian Department of
Business and Development published the names of the firms receiving
assistance. Thisinformation was not provided in the 1994-95 Annua Report of
the Department. Similarly, the 1996-97 Victorian Budget Papers contain
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significantly less detail, greater aggregation of data and fewer line items of
expenditure than in the previous year.

Even within States the quality of reporting varies widely. For example, while
other agencies and departments in Victoria provide varying degrees of detailed
information, only Film Victoria provides details of al recipients of assistance
and the amount of assistance received by each.

Information is particularly difficult to find when assistance is provided in the
form of revenue forgone. Tax exemptions, rate holidays and the provision of
land, buildings or services at below market value are used widely by State and
local governments to assist industry. While some States, such as NSW, provide
total figures on revenue forgone via rebates provided by the Department of State
Development to all firms in NSW, the rebate for individual firms or projectsis
not publicly available.

In other instances, the lack of reporting is selective. While the ACT
Government provide publicly-available information on the amounts allocated to
individual firms under its Industry Assistance Package/Business Incentive
Scheme, the assistance given to AOFR Ltd, reported to be the largest single
package of assistance provided to a firm by the ACT Government, was not
made public. Similarly, publicising assistance to events may be selective
(seeBox 3.1).

The Commission is not alone in identifying problems with the reporting of
assistance to businesses. The Australian Chamber of Manufactures (ACM)
(Sub. 21) said:

Scope exists for the annual reports of relevant government departments to provide more
systematic detail on levels of competitive bidding and funding. ACM recommends
such amove. (p. 8)

The importance for good government in reporting firm or project-specific
assistance has been stressed by others involved in the evaluation of industry
assistance. For example, the Victorian Auditor-General (1995) said:

Given the importance of adequately informing the Parliament and the community of the
manner in which the [Industry, Regional and Trade Support] Program has been
managed, future Annual Reports should disclose actual performance against all
performance targets set for the reporting period. Audit also considers that the
[Business and Development] Department’s accountability to the Parliament and the
community would be strengthened by annua reporting of the amount and type of
financial assistance provided to each company assisted under the Program. (p. 64)
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Box 3.1: Reporting the funding to the Indy Grand Prix

The Queensland Government has provided substantial funding to the Gold Coast Indy Grand Prix
since the inaugural event in 1991. However, certain funding details are displayed more
prominently than others. In 1993 the Queendand Government provided a grant of $10.5 million,
$9.16 million in 1994 and $8.7 million in 1995 to assist in the running of the Indy Grand Prix.
The Queensland Tourist and Travel Corporation in its 1994 Annual Report under the heading,
“Successful Indy Injects $23 million” stated that while the Government in 1993 had provided
$10.5 million, the event had injected $23 million into the Queensland economy.

The Queensland Government funds the Indy Grand Prix through the Queensand Government-
owned Gold Coast Events Company which has a 50 per cent interest in the Gold Coast Motor
Events Company, the company that stages the Indy Grand Prix. The Gold Coast Events Company
received a $56 million loan from the Queensland Treasury which was forgiven in full as at 1 July
1993 with no interest having been paid. The information concerning this substantial amount of
government funding, in the form of a loan that became a grant, was not provided in conjunction
with the estimated economic benefit to the State, but in a note to the financial statements of the
1994-95 Annual Report of government-owned companies within the portfolio of the Minister for
Tourism, Sport and Racing.

Source:  Department of Tourism, Sport and Racing (1995), Queensland Tourist and Travel Corporation
(1994).

3.2.2 Commercial-in-confidence

A contentious issue when it comes to reporting firm or project-specific
assistance is that of commercialy sensitive information. State and local
governments have routinely justified their reluctance to disclose details of
assistance on the basis that it was necessary to maintain the commercial
confidentiality of the firm receiving the assistance.

Arguments over disclosure of the use of public funds and the involvement of
government with private firms have been long-standing in Australia, and awide
divergence of views on the need for confidentiality exists. While business
legitimately seeks to keep certain information confidential for commercial
reasons, the impression gained from a review of much of the debate is that
commercia-in-confidence is used by government far more widely than is
necessary, and more widely than industry appears to consider warranted.

The NSW Auditor-General’s (1993) report on the M2 Motorway noted the
comment by Mr Perry, President of the Australian Council for Infrastructure
Devel opment.

The private sector by and large took the view that disclosure had to occur and in fact in
some ways was of benefit. “If there was nothing to hide, then why hideit?’ (p. 4)
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The NSW Auditor-General (1995) referred to comments by the Public Accounts
Committee of the NSW Parliament (Report No. 73 into Infrastructure
Management in NSW, July 1993) as saying:

... at present they [public sector agencies| appear to be mounting exaggerated efforts to
protect information which the private sector turns out to be quite happy to release.

(p.5)
The Auditor-General (1995) aso said:

Parliament was still not provided with access to documents which had been fully
summarised in a public prospectus. And many of these documents were, on registering
the prospectus or subsequently, public documents. (p. 5)

A similar situation exists, to a greater or lesser degree, in other States (see
Box 3.2).

Box 3.2: The Victorian Auditor-General’s comments on
commercial-in-confidence

In his report (1989) on financial assistance to industry, the Auditor-General made the following
comments on the issue of commercial confidentiality versus the public interest where the
government made loans to private enterprise to foster economic growth.

It has been suggested to methat it is an accepted business norm to protect the commercial confidentiality
of information which flows between a government agency and a private company. It was stressed that to
do otherwise would compromise the commercial viability of such companies by exposing them to unfair
competitive pressures in the marketplace.

The dilemma that | have been facing is to balance the notion of commercial confidentiality with the
concept, well established under the Westminster style of government, that accountability to the
Parliament and the taxpayers over the use and application of public moneysis paramount.

Should information relating to a substantial loan to a private company be treated any differently to
information on the funding of a community program? There are 2 factors in common:

. both methods of funding come from the same source, that is the public purse, to which all
taxpayers contribute; and

. both recipients have similar broad objectives of producing an outcome that will
ultimately benefit the community as a whole

It follows, therefore, that there is one common link — the public interest — and this should not be
overridden by considerations which focus on narrow and subjective aspects of self-interest by individual
corporate entities. (p. 14)

Similarly in 1991 the Auditor General said:

It is my view that the issue of commercial confidentiality and sensitivity should not override the
fundamental obligation of government to be fully accountable at all times for all financial arrangements
involving public moneys. (p. 40)

Source:  Victorian Auditor-General (1989, 1991).
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In thisinquiry, the ACM (Sub. 21) said:

While “commercial in confidence” rules can prevent governments from revealing the
full details of specific agreements, some public accountability and transparency of

arrangements is considered necessary for good government practice. (p. 8)

The South Australian Government said that systems exist in that State which
ensure that transparency and accountability of government policies are
maintained. This involves scrutiny by the Auditor-General and a number of
parliamentary review mechanisms (see Box 3.3).

Box 3.3: South Australian Government comment on

transparency and accountability

In its submission commenting on the draft report, the SA Government (Sub. 75) said:

The IC's Draft Report suggests that the South Australian Government’s industry assistance programs
lack transparency and accountability, particularly in the reporting of incentives offered to firms locating
in the State.

The South Australian Government does not report details of project-specific assistance to individual
firmsin order to avoid:

. jeopardising the commercial initiatives the assistance is designed to facilitate (thisisin line with
standard commercial practice); and

. encouraging firms to lobby for an equivalent or greater level of assistance than that received by
other firms.

However the South Austraian Government makes every effort to ensure that the operations and
financial management of its agencies are as transparent as necessary.

Information on the financia activities of South Australian agencies is reported in the Program
Performance Budget (PPB) papers, the report of the Auditor General, and through Hansard (Estimates
Committee Hearings ).

Further, it is Government policy for al industry assistance packages over the value of $200 000 to be
examined by a cross-party Parliamentary Committee. (p. 8)

The following are understood by the Commission to be the key elements of the Industries
Development Committee (IDC) procedures.

Hearings are held ‘in-camera’ with the government parties being heard first, and separate
from, the relevant firm/project/event owners who follow. No information is made publicly
available as aresult of these hearings.

The IDC does not have any specific rules for assessment, but does possess the powers of a
Royal Commission. There are no set (or publicly available) criteria for the assessment of
proposals referred to the IDC. However, the Commission understands that, among other
things, the process involves weighing up benefits and costs to the State — that is, an
assessment is made of the likely ‘strategic’ and ‘economic’ returnsto SA from the investment.

... continued
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Box 3.3: South Australian Government comment on

trancnarnnmis and an~crAaiintahilitvs faAantA )

Given the confidential ‘in-camera nature of the process, the financial and performance
information provided by both parties is understood to be extensive — all members of the
Committee are bound by the decision of the mgjority and by sanctions attached to the Industry
Development Act (1941) for breaches of commercial/cabinet-in-confidence material.

The IDC makes confidential recommendations direct to the Minister for subsequent review by
Cabinet, which has the power to either ‘accept, reject or modify’ the Committee's
recommendations. The recommendations are not made public.

While the scrutiny by a bipartisan Parliamentary Committee acts to ensure the integrity of the
system, it does not provide for public accountability and transparency of the use of public funds.

These procedures, which are similar to those in existence in other States, do not,
however, involve any significant public scrutiny, particularly of the detail of the
disbursement of funds. The South Australian parliamentary scrutiny
arrangements are conducted in-camera and the results are not public. The SA
Auditor-General’s reports tend to focus on whether correct procedures are
followed, and while the Auditor-General may have access to detailed
information to allow such an assessment, the information is not made public.

The Commission found that the type of information that is withheld in one State
on the basis that it is commercia-in-confidence is often freely disclosed in
similar situations in other States. The difference in levels of disclosure seemsto
be related more to the political decisions of the governments in the various
jurisdictions than to any coherent or universally applicable principle relating to
commercial confidentiality.

The Commission understands that another mechanism appears to be used to
limit public access to information on decisions to provide assistance to firms or
projects. Thisis the process of classifying documents as having Cabinet status.
This use of parliamentary privilege not only limits access under freedom of
information legislation, but also impedes access by Auditors-General.

At the same time, attempts to maintain secrecy are rarely fully successful. The
Northern Territory Government (Sub. 30) said that:

In a competitive environment, where government assistance to firms and industries
does affect the balance in the market place, it is amost inevitable that the fact of
assistance having been provided and, very often, the nature of the assistance, becomes
public knowledge relatively quickly. (p. 15)

In asimilar vein, the Commission was told in discussions with participants that
most large projects had been reviewed by so many lawyers, consultants, banks
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and government agencies that the details were usually known in the business
community and unknown only to the general public which funds such
assistance.

Another argument used to justify a high level of secrecy in relation to firm or
project-specific assistance arrangements relates directly to the bidding war
process. In the game of negotiating with business, it is argued that a State is
reluctant to ‘show its hand’ by discussing the level of assistance that it has been
prepared to pay in the recent past.

To the extent that State governments are engaged in a series of stand-alone zero
sum negotiations, there is some merit in this argument. However, rather than
being ajustification for continued secrecy, this represents another cost to society
arising from bidding wars using firm or project-specific assistance. To the
extent that bidding wars and selective assistance require governments to be
more secretive than they otherwise would need to be, another cost of bidding
wars and the associated assistance is the undermining of good government.
Government officials, both politicians and bureaucrats, are put in the difficult
position of juggling the demands for secrecy, and their responsibility to be
accountable to the public.

Where government processes are conducted in secret, there will always be a
danger of fostering the perception that ‘deals are being done’, whether or not
thisisthe case in redlity. To remove these perceptions and enable a government
to be held accountable (an essential feature of good government in a democratic
society), it is desirable to carry out the processes of government in an open and
transparent manner. In addition, the opportunity for external review of the
procedures and evaluations undertaken is an important element in ensuring that
high quality evaluation is undertaken.

The need to protect information for commercial-in-confidence reasons is, in the
Commission’s view, overstated. The confidentiality of the negotiation process
should not be confused with the confidentiality of the negotiated outcome. It is
reasonable, and indeed may be necessary, to maintain confidentiality in
tendering or negotiation with government. However, once concluded, there
seems to be no sound reason why the results should not be made publicly
available. It can be argued that the need for disclosure is greatest where firm or
project-specific assistance is provided because of the inherently discriminatory
treatment of firmsthat isinvolved when providing that type of assistance. Yet it
isin this areathat the use of commercial-in-confidence to conceal information is
greatest.

If firms or individuals are prepared to accept public funds, one of the conditions
should be a willingness to have the details of any assistance received being
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made public. All firms could be made aware prior to seeking assistance from
government that the type and amount of any assistance provided will be on the
public record. If the occasional project does not go ahead as aresult of this, itis
not clear that any significant loss to the community would result, while good
government and the appearance of good government would be significantly
improved.

A number of actions can be taken to improve transparency and accountability in
the provision of industry assistance by State and local governments. These
involve improving reporting procedures, improving the monitoring of programs
and improving project evaluation.

3.2.3 Improving reporting procedures

The range of assistance provided to industry by State governments, and the
mechanisms for delivery vary considerably. Assistance ranges from that
available to broad groups of firms or an industry generally (often provided by
long-standing programs) to ad hoc project-specific arrangements. At other
times, providing assistance to industry may not be the primary or even an
important element of a particular government program.

Information on the operation of long-standing assistance programs is usualy
available through reports of Auditors-General. These reports demonstrate that
there is still considerable scope for improvements in the quality of management
and reporting of long-standing programs, with a general rule being that there
should be maximum transparency in all public-private sector dealings, including
the provision of assistance packages.

Reporting of assistance programs

Reporting of all assistance programs, whether firm or project-specific, or more
widely available, should include the following information:

the objectives of the assistance program;
the criteria and approval procedures used to assess assistance provided,;

ademonstration that the expected benefits exceed the expected costs of the
assistance. Idedly, this would be a demonstration that the assistance
effectively and efficiently targets a market failure (positive externality).
This would involve presenting the methodology used and results of the
evaluation used to demonstrate costs and benefits;

the results of regular monitoring of progress and performance against
previously established performance targets;
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the cost of facilitation, information or other services provided by
government; and

annual estimates of the totality of assistance provided, including such
things as an estimate of the cost of revenues forgone, an estimate of the
value of other forms of assistance provided (eg loan guarantees), and an
estimate of the overhead costs of providing/administering the assistance
program.

This information should be based on standardised accounting and reporting
procedures across all States and local governments.

Firm or project-specific assistance

The Commission considers that, as a matter of principle for good government,
where assistance is provided to individual firms or projects, disclosure should
include (in addition to the items listed above) the full value of the assistance
made available to each firm or project. The additional information to be
reported should include:

duration of assistance;

estimates of the value of any concessions or exemptions (eg tax, land, or
government charges);

details of legislation or regulatory changes and rezonings; and
any guarantees of future government contracts.

Revenues forgone

Revenues forgone present a particular problem in the reporting of assistance.
Where general exemptions are provided, such as the threshold exemption in
relation to payroll tax which favours small business, the cost of such exemptions
should be estimated and made public by State revenue or taxing authorities.
Where more selective or targeted assistance is provided by way of forgone
revenues, an option would be to provide such assistance in the form of rebates
rather than exemptions. This is a procedure used in NSW. As stated by the
NSW Government (Sub. 56):

... the project pays payroll tax to the office of State Revenue and is then reimbursed by
State and Regional Development New South Wales (SRD) from an annual Budget
allocation for this purpose called the Industries Assistance Fund. (p. 6)

The advantage of this system (particularly if it included the publication of the
details of rebates to specific firms or projects) is that the level of revenue
forgone is readily identifiable and thus its extent is not easily ‘overlooked’ as
can occur when unquantified and unpublicised exemptions are granted. It may
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also simplify the collection of revenue by avoiding conflicting objectives within
the tax system.

3.2.4 Improving monitoring of programs

State governments have procedures for monitoring the performance of their
industry assistance programs. Typically this ex-post evaluation involves two
processes.

individual program monitoring by the administering department; and

independent verification of the integrity of its operations by the Auditor-
General.

For local government, monitoring is provided typically by State local
government departments.

However, the performance of many programs appears to be poorly evaluated.
The Commission found very little evidence of systematic ex-post evaluation of
assistance programs by the States, including selective assistance programs.

For example, the Victorian Auditor-General’s Office (1995) in its report on
government assi stance programs said:

The Department [of Business and Employment] does not separately record salaries and
related costs connected with the provision of facilitation services. As a consequence, it
is not in a position to determine the cost-effectiveness of al facilitation services
provided under the [Industry, Regiona and Trade Support] Program from both an
aggregate view point and in terms of the various types of services. In other words, it
has not been able to undertake periodic monitoring of the level of costs incurred in the
provision of particular types of services or to ascertain whether costs have been
warranted, or even excessive, relative to the resultant benefits or whether sufficient
resources have been directed to those services offering the greatest benefit to industry.

(p. 52)
Similarly,

The Department did not establish similar targets for the Program’ s remaining categories
of benefits, namely, export growth, import substitution and increased employment.
[The measured benefit was ‘additional investment’.] The Department advised audit
that such targets were not set because of the difficulty it had experienced in the
development of qualitative indicators which could attribute a direct link between a
particular form of assistance and the achievement of the Program’s broad objectives.

(p. 45)

While the comments reported above relate to Victoria, the problem is by no
means limited to that State.
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Auditors-General have an important role to play in improving and maintaining
the quality of the reports of the State government departments and
instrumentalities involved in providing industry assistance. For example, the
Victorian Auditor-General has explicit powers to examine documents of public
and private sector organisations in receipt of funding from any source within
government, which therefore includes companies in receipt of industry
assistance (see Box 3.4). As an independent agency, the Auditor-General in
each State and Territory should be free to report details on al selective
assistance provided (including the revenue forgone) in total and to each
individual recipient. It isessentia that information isincluded in an appropriate
and consistent format in each department and agency’ s annual report.

Box 3.4: Victorian Auditor-General

Section 20 of the Victorian Audit Act 1994 empowers the Auditor-General to examine documents
of private and public sector organisations in receipt of funding from any source within the
Victorian Government for the purpose of evaluating the performance of government programs.
Application of this section of the Act enabled audit to visit companies or individuals in receipt of
government assistance and examine documentation to verify:

the receipt of assistance;

the purpose of assistance;

the application of assistance; and

the fulfilment of purpose of assistance.

Source:  Victorian Government (1994).

The significance of the application of Section 20 of the Victorian Audit Act
1994 is that it enables an independent body such as the Office of the Auditor-
General not only to attest to the receipt of financial assistance by a private sector
organisation, but also to add value to the process of accountability by the
formation of an opinion on the consistency between the application of, and the
purpose for which, the assistance was provided.

3.2.5 Improving project evaluation

In contrast to the more widely available assistance programs, where clear and
open administration procedures can be instituted, assistance to individua firms
or projects requires the tailoring of an assistance package and separate
evaluation of each case, whether small or large, each time that a proposal for
assistance is made.  Selective assistance requires decision-makers in
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government to be well informed about the impact of the project and of the costs
of assistance. The electorate also needs to be well informed to be able to
evaluate whether governments are making sound decisions in the community’s
best interests.

The Commission considers that all assistance programs should have:

objectives clearly stated and publicly available, with these objectives
specified in a manner that is open, as far as possible, to quantification and
verification:;

publicly available digibility criteria, involving minimal discretion and
maximum quantifiable criterig;

transparent and open approval procedures,

monitoring arrangements for the program as a whole or, if selective
assistance is provided, of the assisting agency and the assistance recipient;

guantitative performance measures which establish broad targets and
gualitative performance measures that clearly relate to the objectives of the
assistance program as a means of providing an overall indication of
effectiveness;

reporting requirements (outlined in more detail in Section 3.2.3); and

a regular program evaluation process, preferably linked to ‘sunset’
provisions for the program as awhole (that is, the program is not extended
unless a positive evaluation results).

Improving evaluation techniques

The range of tools used to evaluate projects prior to providing assistance
(ex-ante) includes both in-house procedures and the employment of external
consultants. Most major projects are subject to some form of formal study,
particularly if the likely cost of assistance is high.

To study the methodology used by State governments to assess the net benefits
of assistance to industry and to attract investment, the Commission engaged
Applied Economic Solutions (AES) to prepare a paper on the main tools used to
evaluate the impact of individual projects or events. This study identified a
range of problems associated with their use (see Appendix 9) and made a
number of recommendations aimed at improving the quality of project
evaluation (see Boxes 3.510 3.7).

Box 3.5: Applied Economic Solutions’ key recommendations
on evaluation methods
Applied Economic Solutions recommended:
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- nat Adicrniintoad hanafite chnnilld ha iead ac tha critarinn ta ovralniata nraiontes

e costs and benefits should be converted into real monetary values;

- price deflators derived from the national accounts be used in preference to the CPI;
e all costs and benefits should be converted to net present values; and

e risk analysis should be undertaken, particularly for demand-sensitive projects.

Project and agency-specific risk-adjusted discount rates based on the opportunity cost of capital should be
adopted. It is expected that for projects with an average degree of risk, the discount rate should be set at
about 8.5 per cent real.

Source:  Applied Economic Solutions (1996).

Box 3.6: Proposals where multiple tiers of government are
involved

At the national level the decision to proceed with a project should be influenced by whether the
national net social benefit, calculated from the total assistance from all tiers of government
required to fund the project included as a cost is positive.

At the regional level, the assistance provided by any level of regional government should not
exceed the net regional social benefits, plus the net social benefits which are confined to higher
tiers, plus the total assistance required from all tiers of government, less the total value of
assistance provided by higher tiers of government.

Ideally in a benefit-cost calculation, the costs and benefits accruing to each jurisdiction, from the
region of concern to the implementing agency up to the national level, should be calculated.

It is necessary to estimate and include the following variables:

» the benefits and costs which accrue to Australian regions excluding the region where the
event istaking place;

» the benefits and costs which accrue exclusively to the region;

»  the benefits which accrue both to the nation as a whole and to the region;
+ thecoststo the nation;

- State finance provided for the event; and

«  costswhich are incurred by both jurisdictions.

Source:  Applied Economic Solutions (1996).

The following key conclusions were drawn and recommendations made by AES
in its study:
. the examination of some formal studies indicates that there are many

benefit-cost assessments which do not conform to established guidelines.
Well established guidelines exist and should be used;
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analysis should take into account different levels of government, and
recognise that some benefits to a region are simply transfers from other
regions, not net benefits to the economy as awhole; and

incorrect use has been made of multipliers. They are applicable only in
limited cases when the availability of idle resources can be demonstrated.

AES made some specific recommendations relating to the evaluation of projects
where more than onetier of government isinvolved.

Box 3.7 Use of multipliers

In relation to the use of multipliers in evaluating projects, Applied Economic Solutions quoted
Department of Finance Guidelines. The guidelines state:

Inclusion of multiplier effects from income and spending generated by a project is only justified when
(a) the affected resources would otherwise have been unemployed and (b) the activities displaced by the
project would not also have made use of the idle resources. Careful empirical justification is necessary
in using multipliers.

When justified, the appropriate multiplier to use is the income multiplier from an ‘open model’ of
the appropriate input-output table as this most accurately indicates value added accruing to
previously idle resources.

Source:  Applied Economic Solutions (1996).

Typically, problems in ex-ante evaluation techniques result in a general bias
towards a ‘positive’ outcome to the question of net benefits generated and thus
on whether assistance should be provided to the proposed scheme. This results
from the use of positive multipliers generated by the project, while the negative
multipliers associated by displaced activity or the opportunity cost of the funds
involved are generally ignored. (A discussion of the difference between
multipliers and externalitiesis presented in Chapter 2, Section 2.3).

The Commission considers that all assistance programs should have an
evaluation undertaken prior to their introduction, with the evauation
(methodology and results) made public, and with all evaluations based on best-
practice evaluation tools.

Improving evaluation processes

Part of the problem in ensuring high quality project evaluation lies in the
procedures involved and in the incentives facing those commissioning or
undertaking the studies under existing procedures. For example, AES (1996)
found that:
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Most regional benefit cost studies are undertaken by, or on behalf of, the proposed
implementing agency. If they are a public agency, the agency has an interest in the
project proceeding since implementing projects is usually the primary reason for the
ingtitution’s existence. In these circumstances benefit cost studies can become simply
an exercise in pseudo ex post justification. It is not surprising therefore that for
regional projects, benefits of projects tend to be overstated. The moral hazard
incorporated in these institutional arrangements should not be underestimated as many
of the problems associated with the use of the benefit cost framework for decision
making arise because of this institutional weakness. (Paragraph 1.14)

To minimise this conflict of interest it would be preferable that the evaluation of
projects, and of the need for or desirability of government assistance, be
undertaken or commissioned by a different area of the State government than
those charged with promoting industry development or events. Central agencies
such as finance or treasury departments in each State would appear to be better
placed to make (or commission) such evaluations which take a ‘whole-of-
government’ approach, and consider the alternative uses of public funds.

Options for local government are more difficult to identify. Few would be of a
size large enough to have ‘independent’ internal review agencies. In this
Situation, State governments have a role in requiring disclosure and
accountability from their local government authorities and, if necessary
undertaking systematic reviews of local government procedures.

The problem of the incentives involved with project evaluation reflect a more
general problem of the objectives and incentives facing ‘industry’ departments
in government. Important government departments have been built up around
the ‘oversighting’ of industry in the State, and the provision of industry
assistance. They naturally have an interest in the continuation of such assistance
programs, and provide a powerful and organised platform to argue the ‘need’
for continued government involvement in industry development and the
provision of assistance.

The influence of practitionersin the formation of development policies has been
recognised in the US literature. Isserman (1994) noted the growing role of
speciaists and practitioners:

Current state policy and practice result not from the efforts of economics and regional
science communities, but from those of a growing group of economic development
professionals, most of whom are consultants or employees of state and multistate
organisations. (p. 50)

Similarly, Netzer (1991) commented:

Local economic development officials have every reason to exaggerate the
effectiveness of their wares, so as to assure the continuance of the program and their
continuance in office. (p. 231)
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One way of attempting to reduce the inherent conflict within industry or State
development departments is to specify broader objectives for such organisations
(see Box 3.8).

Box 3.8: Goals and objectives of State government industry
development

The goals and objectives of State government industry policy need to focus on developing a
competitive business climate in which efficient firms and industries can succeed. To develop this
climate, government needs to ensure that policy is essentially neutral between firms and industries
to ensure that opportunities are available to all comers and that no firm or industry is provided with
an advantage not available to others. By developing a competitive business climate al business
and industry is assisted. In its provision of services, local government should pursue the same
objectives. To develop this climate the States need to focus on the following functions.

Reform of legislation and regulation which impedes competition

State governments should build on the agreement to review regulation reached as part of the
national competition policy reforms to ensure that legislation and regulation promotes rather than
impedes competition. The effective functioning of business regulation review bodies is important
to achieving this objective.

Assisting firmsto negotiate the business approval process
State governments have arole in providing information to firms to negotiate approval processes.
Coordination of competition policy to ensurerobust competition

A major role for the State governments is to implement effective competition policy to ensure that
the business climate is competitively neutral or that no firm or industry receives an advantage not
available to others.

Provision of information to potential investors

State governments have a role in providing information to potential investors regarding the
capability of their jurisdiction.

Facilitation of the efficient delivery of Commonwealth-funded programs

There is a role for State governments to deliver Commonwealth-funded programs such as
Auslndustry, where required.

3.2.6 Unilateral action by the States to improve transparency
and accountability

In looking at the issue of transparency and accountability in the provision of
Industry assistance, the Commission found that:

. the reporting of the extent of industry assistance, particularly selective
assistance, by State governments (with notable exceptionsin WA and NT)
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was poor, and in some cases (notably Victoria) the amount of information
publicly available appears to be declining;

commercia-in-confidence is often misunderstood and misused to avoid
the normal transparency and public accountability that should accompany
the use of public funds to assist industry. A need for confidentiality in the
negotiation process does not imply a need for confidentiality of the
outcome. While business must have confidence that commercial
information they provide will be treated in the strictest confidence, they
may reasonably expect that any government assistance they receive will be
made public;

where firm or project-specific assistance is provided, the need for
disclosure and public scrutiny is al the greater because of the inherently
discriminatory treatment of other competing firms that results from this
type of assistance;

improved reporting procedures are essential, and need to be clearly
specified and introduced across al areas of government (see
Section 3.2.3);

systematic quantification and reporting by State revenue or taxing offices
of revenues forgone should be introduced,;

regular and independent verification and monitoring of industry assistance
needs to be strengthened;

evaluation techniques, particularly those used for maor projects and
events are significantly flawed — notably through the misuse of multiplier
anaysis. (Suggestions to improve these techniques are outlined in
Section 3.2.5); and

inherent conflicts of interest exist where evaluations are undertaken, or
commissioned, by departments involved in promoting development or
administering assistance. Arms-length evaluation by agencies with a
whole-of -government view would be an improvement.

The Commission sees a need for improving the transparency of, and
accountability for, industry assistance along the lines suggested in the earlier
sections. This is action that could be undertaken independently by each of the
State governments. The need for improved reporting procedures is not limited
to State governments. Both Commonwealth and local government assistance to
industry should be similarly subject to the discipline of full disclosure of
assistance provided.

The responsibility for ensuring that local governments adhere to desirable
evaluation procedures and reporting requirements rests with the State
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governments.  State governments should ensure that local government
authorities under their control implement the necessary reporting procedures.
Such procedures can be and have been implemented through changes to Local
Government Acts in each State.

The unilateral introduction by a single State or Territory of significantly
increased disclosure of the use of public funds for industry assistance may be
difficult politicaly, particularly in a climate of inter-state rivalry where such
action could be seen as aform of ‘unilateral disarmament’. It may be easier for
some States to implement improved transparency and accountability procedures
as part of aformal agreement between the States and Territories.

The options for forma agreements between the States are discussed in the
following sections. These options include an agreement to improve
transparency and accountability, an agreement to limit some of the more costly
(firm or project-selective) forms of industry assistance, and an option for a more
comprehensive agreement on State assistance to industry. The next section
(Section 3.3) looks at the relationship between the States in Australia and at
recent agreements containing principles which are relevant to the question of
State assistance to industry. Approaches taken in a number of other countries
are then discussed. Section 3.4 investigates some international agreements and
their relationship to State assistance to industry. Section 3.5 considers a range
of options for an agreement on State assistance to industry in Australia, while
Section 3.6 addresses the role of the Commonwealth.

3.3 Existing agreements between States

Because Australiais a federation, agreements between the States are an inherent
feature of the economic policy environment. The Australian constitution
specifies the underlying relationship between the States and the Commonwealth,
and a number of more recent agreements on industry policy issues have
devel oped these relationships.

3.3.1 Australian federation

When formed, most federations have included an objective of promoting trade
within the federation, particularly free trade among members, and aimed for
equal treatment of people or firms within the federation, irrespective of location.
Both the Australian and the US Constitutions contain clauses aimed at
promoting free trade. However, the application of such clauses has been the
subject of controversy and legal argument amost from the moment of their
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formation as States have wavered between the objective of the Constitution and
the natural tendency of sub-national jurisdictions to favour activity located
within their areas.

Under the Australian Constitution, Section 92 guarantees the ‘ absolute’ freedom
of interstate trade and commerce and prohibits the States from applying any
protectionist or discriminatory measures (see Box 3.9). While this has limited
overt trade barriers between the States, it has not been successful in limiting
other forms of State assistance to local activity in preference to out-of-State
firms. For example, State purchasing preferences were, until recent agreements,
along-standing method of assisting State-domiciled industry.

Box 3.9: Section 92 of the Australian Constitution
Section 92 of the Constitution states:

On the imposition of uniform duties of customs, trade, commerce and intercourse between the States,
whether by means of internal carriage or ocean navigation, shall be absolutely free.

According to Saunders (1996), the High Court’s interpretation of absolute freedom of trade in
Section 92 is to preclude discrimination against interstate trade of a protectionist kind and ensure
that interstate trade is subject only to ‘reasonable’ State regulation. For example, Victorian
legislation which imposed a higher deposit requirement on non-refillable bottles used by a South
Australian brewer was invalidated by the High Court. In contrast, Tasmanian legislation which
prohibited the possession of undersized crayfish was validated by the High Court, even in respect
to crayfish legally caught in South Australia, but held in Tasmania. The High Court according to
Saunders (1996) has,

... expressly recognised the need for Section 92 to leave room for a State to take appropriate steps to
protect the State community or enhance its welfare, within the agreed framework of national economic
union. (p. 51)

Source:  Saunders (1996).

The formation of the Australian Commonwealth was, in part, a response to
colonial tariffs which had hindered trade between the colonies at that time. Asa
result, according to Saunders (1996), the Constitution focused on eliminating
most of the ‘unproductive competition’, generally in the form of tariff barriers,
which existed prior to the formation of the Commonwealth.

Government involvement in the economy has evolved considerably since
federation. Intervention in economic decision-making is much more varied and
widespread, covering many actions not envisaged by the authors of the
Constitution. As colonia governments were not involved in bidding wars to
attract industry, the Constitution did not address this element of anti-competitive
activity.
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The provision of industry assistance by State governments, while not
specifically mentioned in the Constitution, is not in the ‘spirit’ of the free trade
provisions of the Constitution. It provides those assisted with an advantage over
their interstate competitors when they sell interstate or compete locally against
Interstate goods.

More recently, the concept of competitive neutrality has encapsulated a wider
view of ‘freetrade’ and this concept has been accepted in the recent competition
agreements through the Council of Austraian Governments (COAG) (see
Section 3.3.2). COAG itself is a recent institution in recognition that reforms
still need to be undertaken and that, under Australia’ s constitutional framework,
this can be done best in a cooperative manner involving the States, Territories
and the Commonwealth.

3.3.2 Recent agreements between the States within Australia

There are precedents for the establishment of cooperative agreements between
the States, Territories and the Commonwealth which go beyond the formal
historical relationship enshrined in the Constitution. Two agreements reached
in the recent past embody principles and objectives similar to those which could
be included in any agreement on State government assistance to industry. These
agreements relate to government procurement and competition policy.

Government procurement agreement

An agreement was reached in 1986 (the National Preference Agreement) to end
the costly procedure of State-specific purchasing preferences. This agreement
was replaced in October 1991 by the Government Procurement Agreement
(GPA 1991) which includes the Commonwealth, all States and Territories in
Australia and New Zealand (see Box 3.10). An important reason for this
agreement was the impact that the insistence on State-based sourcing of
government purchases, particularly for items such as railway rolling stock, was
having on the Australian heavy engineering industry. As outlined in a number
of reports looking into the efficiency of that industry, State purchasing
preferences contributed to the fragmentation of production facilities in each of
the larger States in Australia resulting in plants being unable to reap scale
economies.

Box 3.10: Government Procurement Agreement 1991

The Government Procurement Agreement (GPA) has its origins in the National Preference
Agreement (NPA) of 1986 signed by Ministers responsible for industry. The intent was to
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eliminate the adverse effects on industry development of the various preference margins States
applied against out-of-State suppliers. New Zealand joined the NPA in June 1989.

The NPA was revised in 1991, becoming the GPA and incorporating changes arising from
agreement between the parties on government procurement policies and practices.

The GPA 1991 can be seen as having a number of achievements:

it has promoted a single government market place for Australian and New Zealand suppliers;
and

it has established a basis for dialogue between jurisdictions where problems are discussed and
common approaches adopted.

The preamble to the GPA (1991) says:

... the Parties recognise the benefits to Australian and New Zealand industry and to
government purchasing bodies of treating Australia and New Zealand as a single
market for government procurement. (p. 1)

It goes on to state that the parties shall:

provide to services, products and suppliers of the other Parties equal opportunity and
treatment no less favourable than that accorded to their own domestic products and
suppliers. (p.1)

The principle of asingle Australian market, free from artificial barriers between
the States is an important one. It is implicit in the Constitution, and is
applicable to a much wider range of industry development issues than
government purchasing.

A review of the GPA 1991 is currently being undertaken as part of the terms of
the agreement. The Commission considers that the Governments of Australia
and New Zedand should recommit to this agreement — in particular,
maintaining its primary focus on treating Australia and New Zealand as a single
market and maintaining ‘value for money’ as the primary determinant in
procurement.

1995 Competition policy agreement

The most recent formal agreement between the States and the Commonwealth
relates to national competition policy. This involved the signing of three
agreementsin April 1995 (see Box 3.11).
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Box 3.11: Council of Australian Governments (COAG)
agreement on competition policy reforms

At its April 1995 meeting, COAG agreed to a national competition policy reform package and signed three
inter-governmental agreements to implement the reforms.

The Conduct Code Agreement sets out the basis for extending the competitive conduct rules of the Trade
Practices Act to the unincorporated sector and to State government business activities.

The Competition Principles Agreement establishes agreed principles on the structural reform of public
monopolies, competitive neutrality between public and private sector businesses, prices oversight of
government businesses with significant monopoly power, a regime to provide access to the services of
essential infrastructure facilities and a program of review of legislation restricting competition. Reviews of
regulation restricting competition are to clarify the objectives of such legislation, identify the nature of the
restriction on competition, analyse the likely effects of the restriction on competition and on the economy
generaly, assess and balance the costs and benefits of the restriction, and consider aternative means of
achieving the objective of the regulation.

The Agreement to Implement the National Competition Policy and Related Reforms provides that the
Commonwealth will maintain areal per capita guarantee of financial assistance grants to the States and local
government on arolling three-year basis and will provide further financial assistance to the States in the form
of competition payments. Both elements are conditional on the States meeting agreed reform objectives as
assessed by the National Competition Council (NCC).

The National Competition Council

The role of the NCC involves reviewing areas covered by inter-governmental agreements on economic
reform, including anti-competitive regulation and the structural reform of government monopolies. The NCC
will advise the relevant State, Territory or Commonwealth Ministers on the application of third party access
to essential facilities and price surveillance arrangements.

The NCC will assess whether State and Territory access and prices oversight arrangements are effective
against criteria outlined in the Competition Principles Agreement. Aswell, the NCC will assess the progress
of States and Territories in implementing the national competition policy reforms required for the States and
Territories to receive the special competition payments from the Commonwealth.

The work program of the NCC is determined by agreement between the Commonwealth, State and Territory
governments. Any government may refer specific industries and issues to the NCC as part of its work
program.

Appointments to the NCC are made by the Commonwesdlth after consultation with the States and Territories.
The NCC has five part-time councillors appointed for periods of up to five years and a full-time secretariat.

Source:  1C (1995).

These competition policy agreements embody the important principle of
competitive neutrality. While the principle contained in the competition
agreement refers specifically to public enterprises competing with private firms,
and the need for such competition to be on a neutral basis (with the public
enterprises being neither advantaged or disadvantaged by virtue of their public
ownership, or by any associated rules, regulations or assistance), the principleis
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relevant to the current debate over the appropriateness of State industry
assistance and the impact of bidding wars.

The Commission considers that the concept of competitive neutrality embodied
in the National Competition Agreements has wider applicability and could form
an integral element of any agreement between the States and Territories to
promote non-distortionary competition in their industry assistance policies.
Also, the objectives of governments when seeking the national competitive
framework — developing an open, integrated domestic market for goods and
services by removing unnecessary barriers to trade and competition — could be
an objective of any agreement on State and local government assistance to
industry.

3.3.3 State subsidies in the United States

As outlined in Chapter 2 and in Appendix 6, there is considerable debate in the
United States about the role and effectiveness of State-based industry
development policies, particularly inter-state bidding wars for maor
investments. Attempts have been made to come to agreement between groups
of States in the United States to limit such inter-state rivalry with very limited
success. One such agreement between State Governors is reproduced in
Appendix 10. This agreement said:

States will always be in competition with one another for business investments.
However, this competition should not be characterised by how much direct assistance a
state can provide to individual companies. It should focus on how each state attempts
to provide a business climate in which existing businesses can operate profitably and
expand and new businesses can be established and survive. The competition should be
judged on factors such as improvements in education, transportation, and
telecommunications; stable fiscal conditions; tax policies; business regulation; and the
provision of quality public services. (US National Governor’'s Association 1994, p. 7)

While having clear and worthwhile objectives, the agreement was, however,
purely voluntary, with no permanent institution associated with its operation, no
monitoring arrangements and no enforcement mechanism.

Calls have been made for the US Federal Government to step in to limit the
extent of bidding wars. For example, Dabson et al. (1996) said:

Far-sighted leadership should look for ways to slow the “arms race” by calling for
federal legidation to restrict these bidding wars aswell ... (p. 49)

Bartik (1996) identified a Federal roleto:

Penalise through withholding federal grants, discretionary financial assistance given to
particular branch plants, but not to similar businesses. (p. 46)
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Burstein and Rolnick (1994) went further and called for the Federal government
to prohibit State and local government subsidies to industry:

... we argue that it is now time for Congress to exercise its Commerce Clause power to
end another economic war among the states. It is a war in which states are actively
competing with one another for businesses by offering subsidies and preferential taxes.

(pp. 1-2)

The power of US Congress under the Commerce Clause, according to Burstein
and Rolnick (1994), is potentially so sweeping that to enact legislation to
prohibit the States from using subsidies and preferential taxes to compete with
one another, it need only make a finding, formal or informal, that such subsidies
and taxes substantially affect inter-state commerce. In their view, the US
Supreme Court would defer to such a Congressiona finding if there was any
rational basis for the finding.

3.34 Canadian Internal Trade Agreement

In July 1994, the Canadian Government and the governments of the Canadian
Provinces and Territories signed an agreement on internal trade to reduce
barriers to trade, investment and mobility within Canada. The agreement came
into force on 1 July 1995. More detailed information on the Agreement is
presented in Appendix 12.

Chapter 1 of the Agreement states the objective as follows:

It is the objective of the Parties to reduce and eliminate, to the extent possible, barriers
to the free movement of persons, goods, services and investments within Canada and to
establish an open, efficient and stable domestic market. All Parties recognize and agree
that enhancing trade and mability within Canada would contribute to the attainment of
thisgoal. (Canada 1994, p. 2)

The Agreement further says that the Parties shall be guided, among other things,
by the following principles:

(@)  Parties will not establish new barriers to internal trade and will facilitate the
cross-boundary movement of persons, goods, services and investments within
Canada;

(b) Partieswill treat persons, goods, services and investments equally irrespective of
where they originate in Canada. (p.2)

The agreement is based on a number of genera rules specifying underlying
principles (see Box 3.12).
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Box 3.12: The Canadian Internal Trade Agreement: General

rules

Reciprocal non-discrimination.  Reciprocal non-discrimination requires governments to
establish equivalent treatment for all Canadian persons, goods and services.

Right of entry and exit. The right of entry and exit prohibits governments from implementing
measures which prevent or restrict the movement of goods, services, labour or investment
across Provincial or Territorial boundaries.

No obstacles. The no obstacles to trade rule requires governments to ensure that their policies
and practices do not create obstacles to trade.

Legitimate objectives. In pursuing certain non-trade objectives it may be necessary for
governments to deviate from the three preceding rules where it is intended to achieve a
specified objective including consumer and environmental protection, public health and safety.
In these cases, measures used must be no more restrictive of trade than necessary to meet that
|egitimate objective and must not create a disguised trade barrier.

Reconciliation. Reconciliation provides the basis for eliminating trade barriers resulting from
differences in standards and regulation between jurisdictions.

Transparency. Transparency is required to ensure that information relating to trade mattersis
fully accessible to individuals, firms and other governments to expose potentially unacceptable
policies and practices.

Regional economic development is exempt, subject to the following conditions:

the exemption cannot be used in bidding for government contracts and environmental
protection;

where the exemption is used, its impact on trade must be kept to a minimum; and

all regional development programs must be subject to public scrutiny and evaluation.

Source:  Canada (1994).

Chapter 6 of the Agreement contains articles relating to the treatment of
investment, and an Annex to the chapter outlines a Code of Conduct on

incentives.

In essence, certain incentives are prohibited (those that would

encourage a firm to relocate) and, in relation to other incentives, the Provinces
are to take into account the economic interests of the other Provinces (see
Box 3.13).

Box 3.13: Canadian Internal Trade Agreement: agreement on

incentives

Extracts from Annex 608.3: Code of Conduct on | ncentives

Prohibited incentives
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4. No Party shall provide an incentive that is, in law or in fact, contingent on, and would directly
result in, an enterprise located in the territory of any other Party relocating an existing operation to

ite tarritnry

5. An incentive shall not be considered to be inconsistent with paragraph 4 where a Party can
demonstrate that the incentive was provided to offset the possibility for relocation of the existing
operation outside Canada and the relocation was imminent, well known and under active
consideration.

6. No Party shall provide an incentive the primary purpose of which is to enable the recipient
enterprise to undercut competitors of another Party in obtaining a specific contract in the territory
of a Party.

7. For greater certainty, paragraph 4 shall not be construed to prevent a Party from carrying out
general investment promotion activities such as market information and intelligence. (pp. 87-8)

Avoidance of certain incentives

8. The Parties affirm that economic development within their territories may include the
provision of incentives. The Parties acknowledge that certain incentives may harm the economic
interests of other Parties. The Parties shall take into account the economic interests of other
Parties in developing and applying their incentive measures, and shall endeavour to refrain from
providing an incentive that:

(a) sustains, for an extended period of time, an economically non-viable operation whose
production adversely affects the competitive position of a facility located in the territory of
another Party;

(b) increases capacity in sectors where the increase is not warranted by market conditions; or

(c) is excessive, either in absolute terms or relative to the total value of the specific project for
which the incentive is provided, taking into account such factors as the economic viability of
the project and the magnitude of the economic disadvantage that the incentive is designed to
overcome. (p. 88)

Source:  Canada (1994).

Monitoring of investment incentives and enforcement arrangements

The Agreement contains provisions covering the regular monitoring of incentive
packages by an independent agency and the publication of this information.
Disputes resolution involves a consultation mechanism between Provincial
governments and, for prohibited incentives, the provision for review by an
independent panel with the power to make findings and recommendations to
resolve the dispute. Should the ‘offending’ Province fail to act on these
recommendations, the injured Province is able to suspend benefits of equivalent
effect against the government found in breach of the Agreement. These
retaliatory actions can remain in place until the recommendations of the panel
have been implemented.
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Some comments on the Canadian agreement

The chapter on investment is just one element of a much wider agreement. The
scope as it relates to industry assistance is quite modest, and leaves considerable
scope for the Provinces to continue to provide assistance to local business.

Canadian authors Trebilcock and Behboodi (1995) expressed some scepticism
about the ability of Provincial and Territory governments to cease ther
involvement in bidding wars:

This is the paradigmatic case of provinces engaging in subsidy wars to attract, for
example, a new automobile plant. While in theory there may be merit to attempting to
formulate some credible “handstying” rule to resolve prisoners -dilemma-type
problems in this context, we are sceptical that thiswill be easy to achieve. The range of
scenarios seems likely to be too varied to be easily captured in a manageable set of
rules. (p. 55)

There aso has been some criticism of the procedures under which the
agreement is to be implemented. For example, the technical work of removing
barriers to internal trade is to be carried out by committees of Ministers or
bureaucrats who are often in charge of administering the very barriers which the
Agreement seeksto remove. As Schwanen (1995) said:

The limitations of this approach were apparent in the negotiations on the agreement
itself, at the start of which ministers responsible for internal trade made substantial
progress in devising clear general rules and principles, only to see them emasculated at
the sectoral negotiating tables where, one suspects, those who had a strong interest in
maintaining barriers to trade were directly or indirectly well represented. (p. 12)

A further criticism was made concerning the reliance on an internationa trade
agreement model, allowing the Provincial and Territory governments to trade
off concessions and act as sovereign nations in an agreement aimed at furthering
economic integration within a federation.

Howse (1995) said:

Canada is a single country, united under a constitution. ... It is somewhat ironic that
the disputes settlement provisions of the agreement seem to be modelled on features of
international trade treaties that reflect the traditional anarchic character of interstate
relations — above all, the reluctance of sovereign states to submit unambiguously to a
common legal authority. (p. 193)

In summary, despite the soundness of the objectives sought by the Canadian
agreement, there is considerable scepticism among observers in Canada that
much will be achieved in the area of industry incentives because of the limited
scope of what has been attempted and the mechanisms chosen to pursue these
objectives.
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3.35 The European Union’s prohibition on ‘state aid’ to
industry

The agreements forming the European Union (EU) are much more recent than
the Australian Constitution. The European common market was created by
removing al internal trade barriers between the member countries and creating
a single market behind a common external tariff barrier. However, in contrast
to the Australian Commonwealth, the European nations recognised that, in
addition to the elimination of internal tariff barriers, other factors were likely to
inhibit trade and competition between the member states. In drawing up the
Treaty of Rome (the Treaty), government subsidies and aids to industry were
targeted as being incompatible with free trade between the member countries
and inconsistent with the establishment of a system of non-distortionary
competition within a European common market.

Under Article 92 of the Treaty, any assistance which distorts, or threatens to
distort, competition and trade among the member countries is prohibited. The
European Commission (EC) (1995b) defines assistance as any measure which
provides a firm with an advantage it would not have received in the normal
course of its business, granted to certain firms or for the production of certain
goods.

There are, however, two categories of exemption. Assistance which is
completely exempted from the prohibition includes assistance of a socia nature
provided to individuals, assistance provided to what was formerly East Germany
and assistance provided for natural disaster relief. In addition, in certain
circumstances the EC may consider assistance granted by member States to be
compatible with the common market, such as where assistance is provided to
areas suffering from abnormally low living standards. Further details on
exemptions on assistance in the EU are provided in Appendix 11.

The European approach has been to attempt to prohibit all industry assistance
provided by the member countries and then use the EC to approve any
assistance prior to the member country implementing the assistance measures.
This approach facilitates the monitoring by the EC of the assistance provided by
member countries to attempt to ensure that any assistance provided is
compatible with the common market or with the social goals of the EU.

Where the EC finds that assistance provided by a member country is
incompatible with the Treaty, the EC has the power to issue a Decision
requiring the member country to amend or abolish the assistance being provided
and recover any assistance provided to the recipient (see Box 3.14). In cases
where the member country does not comply, the EC can take action against the
member country through the European Court of Justice.
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Box 3.14: Assistance refunded: regional assistance in Sicily

In 1993 the EC examined a number of regional assistance measures worth ECU 139 million ($218
million) provided by the regional authorities in Sicily to firms in the chemical, cement and
engineering sectors operating in Sicily. The Commission concluded that the assistance provided
was illegal under the Treaty as the assistance had been provided without the prior notification or
approval of the Commission. Also, the Commission decided that the assistance provided would
not be of economic benefit to the region as the companies receiving the assistance had not been
economically viable for a number of years before the assistance was provided and the assistance
provided was not linked to a restructuring plan to restore their viability. As a result, the
Commission requested that the Italian Government recover the assistance already provided.

Source:  EC (1995a)

While the objectives included in the Treaty are appropriate, implementation,
including monitoring and enforcement, can sometimes be seen as falling well
short of the original ideal. The Tasmanian Department of Premier and Cabinet
(Sub. 63) commented:

The submission [of the NSW Government] notes the problems with the European
Union Treaty, with many countries offering extremely large financia incentive
packages (significantly more than offered in Australia) in an attempt to attract business.
These are justified on the basis that the level of assistance is not sufficient to actually
distort competition or even threaten to distort competition. The costs of monitoring and
policing any such arrangement might also far outweigh the gains. (p. 3).

The fact that ‘loopholes’ can be, and often are, abused by governments does not
mean that the objective is flawed, or that the Treaty has not achieved its desired
objective on many occasions.

3.3.6 NSW proposal for an agreement on industry assistance

The NSW Government proposed an agreement among the States aimed at
banning selective and discriminatory subsidies. While a number of States
presented useful submissions to this inquiry, only NSW took the opportunity to
propose the option of an agreement among the States to limit bidding wars.

The NSW Government (Sub. 56) said:

Ideally all States should stop providing selective and discriminatory assistance to
industry. One way of ending, or at least reducing, State and Territory government
bidding would be for the governments to agree to end certain practices. This would
involve what Professor Wolfgang Kasper has called a “treaty of subsidy disarmament”.
This would involve a ban on selective and discriminatory subsidy policies and would
identify unacceptable government practices. Some measures would be easier than
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others to implement. The State and Territory governments should agree to the
following measures:

. transparency in providing assistance measures — so that each government knows
what the others are offering;

. pooling information about potential projects;

. not providing discretionary support to overcome fundamental cost disadvantages,

. not providing offers of assistance to projects that are certain to locate somewhere
in Australiaanyway; and

. not providing assistance to lure existing investment or expansion of an existing

entity in Australiafrom one State to another. (pp. 15-16)

The NSW objective of ending selective and discriminatory assistance to
industry would be an essential ingredient of any agreement between the States
in Australia. Mechanisms to achieve such an objective are discussed more fully
in Section 3.5.

The NSW submission referred to a ‘treaty of subsidy disarmament’ put forward
by Professor Wolfgang Kasper. In aseries of papers on competitive federalism
published in 1995 and 1996, Kasper proposed an interstate agreement banning
selective assistance for business (see Box 3.15).

Box 3.15: Professor Wolfgang Kasper’s proposal

An inter-State agreement banning industry or firm-specific subsidies should turn the principle of
non-discrimination amongst existing and new industrial settlersinto a universal, constitutional rule.
The best deal given to any producer by a State must be available to all producers.

Breaches of the non-discrimination rule should be monitored and sanctioned by an inter-
governmental agreement. In the Australian federal system, it would make sense to include the
Commonwealth Government in such an inter-State agreement to ban selective State subsidies and
assistance, and to entrust a Federal agency with the power to monitor breaches.

The most appropriate organisations in Australia to take on the monitoring role are the National
Competition Council or the Industry Commission.

... continued

Box 3.15: Professor Wolfgang Kasper’s proposal (contd)

Any non-discrimination agreement would require some form of enforcement, which could be
undertaken by governments, on the basis of formal findings, possibly through COAG. The
instruments of enforcement could be direct financial penalties or arrangements, similar to those in
the EU, to have the State or Territory recover the assistance that breached the agreement.

Source:  Kasper (1995, 1996).

The principle of non-discrimination on economic grounds, either between firms
or between industries is very similar to the principle of competitive neutrality

105



STATE, TERRITORY AND LOCAL GOVERNMENT ASSISTANCE TO INDUSTRY

contained in the competition agreements (see Section 3.3.2), and such principles
could usefully be included in an agreement between the Statesin Australia.

3.3.7 Government views on an agreement to limit selective
assistance

A number of State and Territory governments, as well as the New Zealand
Government, commented on aspects of an agreement between the States on
industry assistance.

The New Zealand Government (Sub 76) said:

... New Zealand sees merit in the Commission’s proposal that the States and Territories
should discuss an agreement which ... would:

aim to limit beggar-thy-neighbour industry assistance;
enhance competition, particularly competitive neutrality within Australia; and
strengthen the single market in Australia (and New Zealand).

We see an agreement to limit industry assistance as being best able to strengthen the
single market both within Australia and in the trans-Tasman free trade area if it were
explicitly to include the CER dimension ... Such an agreement could be based on the
IC's proposal for a comprehensive agreement between States to limit the provision of
assistance to industry to a few well defined situations, but with the added participation
of the Commonwealth and New Zealand. (p. 2)

In addition to NSW, Tasmania supported an agreement outlining rules for
competition between the States for economic development (see Box 3.16).

Other States agreed that bidding wars have little value, but were sceptical about
the likelihood of such an agreement being reached. For example, the ACT
Government (Sub. 61) said:

The ACT Government agrees with NSW that this type of bidding has no real value to

the overall Australian economy and disadvantages smaller States and Territories which
are unable or unwilling to get involved in such ‘bidding wars'. (p. 2)

Box 3.16: Tasmanian Government’s comments on competition
between States

The Tasmanian Government (Sub. 87) made the following comments on aspects of desirable
competition and the elements of an agreement between the States on industry assistance.

The Tasmanian Government believes that vigorous competition between al regions of Australia for
economic development is essential for the optimal development of the Australian economy. However, it
is critical that such competition be fair and based on economic fundamentals. (p. 1)

Tasmania believes that the rules of fair competition for business investment between the States and
Territories need to be clearly articulated and their implementation monitored. (p. 1)
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The essential elements of an appropriate set of competition rules between States and Territories would

annoar tn incliidar

. Competition based on comparative advantage as reflected in fair market determined costs;

. A high degree of transparency in according targeted industry assistance, consistent
with maintaining reasonable commercia confidences;

. Rigorous economic and social justification for providing assistance; and

. Scope for mutually beneficial co-operative economic development arrangements between

jurisdictions based to reflect long term comparative economic advantages, that is,
rationally based economic development collusion. (pp. 1-2)

However, the Tasmanian Government also observed that:

It is expected that the recommended agreements will be difficult to sell to the States. Furthermore, even
if in principle agreement can be reached between the States, the nature of industry assistance
arrangements will make any agreement difficult to monitor and evaluate. (p. 2)

However, the ACT Government also said:

NSW has proposed establishing an intergovernmental agreement to reduce the extent of
uneconomic competition. However, NSW aso acknowledges that such an agreement is
unlikely to be developed particularly as the incentives for governments to commit to
such an agreement do not currently exist. The ACT Government accepts the latter
position. As a practical level it will be difficult to achieve a meaningful agreement.
The ACT Government considers there are some major issues to overcome and probably
the most any government could expect in the short term is increased cooperation
between jurisdictions. (p. 2)

The NT Government (Sub. 78) concluded:

While some jurisdictions may favour aformal agreement, the NT considers that there is
real doubt that any agreement entered into by the States/Territories for the purpose of
limiting or banning assistance to industry would be cost effective. Complex
definitional and boundary issues would be an ongoing source of debate and
disagreement. There could be no guarantee that all jurisdictions were fully complying
with the terms of the agreement.

In addition, the costs of monitoring and enforcing such an agreement are likely to be
higher than anticipated, not only for the central agency that was given the task of
overseeing the arrangements, but also for participating States and Territories. (p. 10)

The Department of Commerce and Trade in Western Australia (Sub. 62)
commented:

As a genera comment, ... it would not be in the best interests of the various
jurisdictions to come to an agreement as comprehensive as that envisaged in the NSW
submission. This would particularly be true if it appeared to be limiting a State's
ability to pursue an economic development strategy in the best interests of its citizens.
However, there are areas of principle in which an agreement or ‘understanding’
between the States could advance the situation considerably from that prevailing at
present. (p. 1)
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While the States generally saw merit in attempting to limit bidding wars, most
considered that State assistance to attract economic activity should continue.

The Western Australian Treasury (Sub. 60) said:

The creation of a favourable investment environment through economic fundamentals
is more efficient and more equitable than providing financial assistance to specific
projects.
Notwithstanding the above, there are instances where a State may wish to intervene in
the market to:

correct a market failure; or

provide a financia incentive to a particular project in an attempt to have the
project locate in the State, perhaps because the project is seen as instrumental to
the State’s economic development or because the net benefits to the State are
significant. (p. 1)

Both the SA and the NT Governments agreed that competition on the basis of
economic fundamentals is important, but that there continued to be a need to
provide selective business assistance. The NT government (Sub. 78) said:

The NT’s genera position regarding assistance to industry is that some forms of
assistance, specifically, those associated with “bidding wars” and “ subsidy harvesting”
are clearly wasteful, and accordingly the NT would support reasonable proposals to
identify and curtail such practices. However, the Territory Government considers that
other forms of assistance requested or offered on a bona fide basis to attract specific
firms to the Territory or to assist in the establishment of specific projects are justified,
as they help to offset the significant cost disabilities associated with the establishment
of new businessesin the NT and thereby promote regional development. (p. 8)

The Tasmanian Government (Sub. 87) commented:

It is the view of the Government that discretionary, targeted industry assistance is a
legitimate tool in the process of fostering strategic business growth especially where
thereis evidence of market failure. (p. 3)

and outlined a number of reasons for continued government intervention. These
were:

regions of high underutilisation of resources, particularly labour, can
provide higher marginal increments to national and State products as well
as social outcomes; and

promoting industry research, encouraging best practice, facilitating skills
acquisition and, marketing the State’ s investment prospectivity. (p. 1)

There was also concern by SA and NT that an end to selective assistance would
benefit NSW and Victoria. The SA Government (Sub. 75) said:
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If incentives were abandoned by the States, it is the South Australian Government’s
belief that this would reinforce the economic dominance of NSW and Victoria, leaving
smaller States with weaker and less diversified economies. (p. 6)

By comparison, the Tasmanian Government (Sub. 87) commented:

Restrictions on straight ‘ competitive bidding' would have clear benefits to Tasmania.
Limited financial resources preclude Tasmania from becoming involved in competitive
bidding situations, therefore restrictions on the other States from ‘buying’ projects
would help place Tasmania on a more competitive footing. (p. 2)

3.4 International agreements and their relationship to State
assistance

In the international community, trading agreements seek to limit assistance to
industry, particularly if it has an impact on internationa trade. At the same
time, the conditions contained in the international trade agreements to which
Australia is, or may become, a signatory can have a direct bearing on the
legitimacy of assistance provided to industry by State governments (see
Appendix 12).

34.1 World Trade Organization subsidies agreement

In some cases, assistance by States and local governments may be of a type
against which Australia’s trading partners could take action. The most
important type is an explicit export subsidy, which is prohibited under the
World Trade Organization (WTO) Agreement. Any firm or industry-specific
State (or local government) assistance the receipt of which is conditional on
export performance could lead to countervailing duties on the exports of
assisted firms, or other action directed against Australian exports. Sub-national
industry assistance policies have been the occasion of dispute. The United
States has taken action against Provincial subsidies on timber exports from
Canada, and Canadian Provincial subsidies featured in the recent investigation
on pigmeat importsinto Australia (see Box 3.17).

Box 3.17: Example of sub-national assistance in trade disputes
US Canadian dispute over lumber exports
As explained by Kalt (1996):

In both the United States and Canada, the public sector owns vast forest resources that are provided to
private sector loggers at fees known as “stumpage”. As noted, certain U.S. milling interests have long
complained that they pay market value for stumpage under auction procedures used in U.S. public sector
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sales while Canadian formula-based stumpage is below market. Moreover, alege the U.S. interests,
provincial and federal restraints on log exports restrict the ability of foreign buyers to purchase logs in
Canada for export and cause the prices paid for Canadian logs by Canadian sawmillers to be lower than
they otherwise would be. Both alleged below-market stumpage and depression of log prices below free
trade levels are asserted to constitute countervailable subsidies to Canadian lumber producers. (p. 269)

This dispute resulted in three episodes of action initiated against Canadian lumber exports to the
United States.

The first episode in 198283 resulted in the US Department of Commerce (DOC) finding that the
subsidies were not ‘specific’ under the terms of the General Agreement on Tariffs and Trade
(GATT), and no action resulted. Specificity requires that a subsidy be provided to a specific
enterprise or industry, or group of enterprises or industries, in order for such a subsidy to be
countervailable.

The second episode was in 1986, when the DOC found that the stumpage subsidy was specific and
distortive, and a countervailing duty (CVD) of 14.5 per cent as imposed. This duty was pre-
empted by a memorandum of understanding between the United States and Canada which resulted
in Canadalevying a 15 per cent fee on softwood lumber exports to the United States.

The third episode resulted from the removal of the export fee in 1991. The International Trade
Administration (ITA) of the DOC levied a CVD of 6.52 per cent. Following this decision, the
dispute went before a binational panel (established as part of the new free trade agreement between
Canada and the United States) for review. 1n 1993, this panel rejected the ITA’s determination.

Australian Canadian dispute over pigmeat exports

In 1990, quarantine restrictions on the import of frozen pigmeat from Canada into Australia were
lifted. In 1992, the Australian Customs Service (ACS) investigated claims that Canadian pork was
being dumped and subsidised on to the Australian market. The ACS identified subsidies with a
maximum value of 11.4 cents per kg (estimated to be 6.6 per cent of the average export price), 5.7
cents of which were provincial subsidies. The ACS concluded that most of this was not passed on
to pigmeat prices to Australia, and the claim for countervailing duties was rejected. The ACS
decision was upheld in a review by the Anti-Dumping Authority, and an Industry Commission
report in 1995 concluded that Canadian provincial assistance is unlikely to have a significant effect
on export prices and thus on the Australian market. (1C 1995d)

State governments, however, continue to provide assistance which is linked,
either directly or indirectly, to export performance. For example, the Premier of
SA (Brown 1996) recently announced that the payroll tax rebates on export
production of manufactured goods and services out of South Australia would
double to 20 per cent. Such assistance may be open to chalenge under the
WTO agreement and, if it were to become the focus of attention from
Australia’ s trading partners, could result in action being taken against exports
from other States as well as exports from the subsidising State. At the same
time, State assistance in the form of export subsidies is amost certainly quite
marginal to Australia’ s export performance.
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3.4.2 WTO Government Procurement Agreement

The WTO'’srevised Agreement on Government Procurement (AGP) which took
effect on 1 January 1996, could also have implications for the provision of
assistance by State and local governments. The broad objective of the AGP is
to restrict government purchasing arrangements being used to discriminate
between domestic and foreign suppliers. Unlike most other WTO agreements
(for example, GATT 1994), the AGP remains, however, a plurilateral agreement
whereby its provisions strictly apply to only those WTO member countries
which are signatories to it. Members are, of course, free to extend the
provisions to non-signatories. With the notable exception of the United States,
most countries do. Of the one hundred and twenty four current WTO member
nations, only twenty four have signed the AGP.1

Above stipulated threshold values which vary depending on the level of
government, the nature of the procurement and of the purchasing entity, the
agreement covers purchasing contracts for all goods (unless excluded) and
specified services and construction (see Box 3.18).

The reciprocal nature of the AGP violates the fundamental most favoured nation
(MFEN) principle of the WTO where all members grant each other treatment as
favourable as that granted to any other country. In addition, the opportunity to
exclude certain sectors or negotiate derogations at the central and sub-centra
government levels can and does significantly dilute the agreement’s coverage
and its potential for providing an effective discipline on Australia in reforming
its procurement practices at both the Commonwealth and state levels. Despite
the apparent benefits of the AGP, it is probably fair to say that it has achieved
little thus far in opening the procurement markets of signatories (Hoekman,
1996). The extent to which membership by Australia would improve market
opportunities in government procurement overseas remains somewhat unclear.

Box 3.18: Key elements of the WTO Government Procurement
Agreement

The WTO's revised Agreement on Government Procurement (AGP) took effect on 1 January
1996, and replaces a procurement code which first became effective in 1981. The AGP covers
only those government entities which are specified in the schedules to the agreement and
distinguishes between central government, sub-central government (states and local authorities)
and other entities (such as government trading enterprises). Each country nominates entities to be
covered.

1 These countries are the fifteen member nations of the EU, Aruba, Canada, Israel, Japan,
Korea, Norway, Singapore, Switzerland and the United States. While the EU constitutes a
single entity in the WTO, individual EU members are signatories to the AGP.
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Goods and services are treated differently in the sense that the agreement applies to all goods
unless excluded but only to those services which are specifically included in the schedules of the

anrocomaont

Minimum thresholds apply, to reduce the administrative burden associated with smaller
procurement items and are approximately the following:

. central government (goods and services, excluding construction) $A260 000;

«  sub-central government (goods and services, excluding construction) $A400 000;

- other government entities (goods and services, excluding construction) $A800 000;

«  construction, $A10 million.

In support of the abjective of treating foreign suppliers and domestic suppliers equally, the AGP
dealsin some detail with various issues relating to purchasing practice. Theseinclude:

» tendering procedures;

»  useof specifications;

» conditions on the qualification of suppliers eligible to bid;

« publication of invitations to tender;

- timelimits for tendering and delivery;

» tender documentation; and

»  procedures for submission, receipt and opening of tenders and awarding of contracts.

Offset arrangements are specifically prohibited, with the WTO Agreement (1994) saying:

Entities shall not, i