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Executive Summary
The Industry Capability Network (ICN) is a national network of independent, not-for-profit organizations with the goal of generating jobs through the delivery of import replacement, business matching and export facilitation services to the manufacturing and services sectors.  The nodes of the Network are each funded through their respective State or Territory Governments to deliver these services at arms-length.
A Canberra-based coordinating entity (ICN Limited, hereafter ICNL), funded by and interfacing with the Australian Government acts as a central node; it administers some programs for DIISR and maintains the Network’s national industry database, which contains information about the capabilities of more than 40,000 Australian businesses.  The industry capability data is the responsibility of the respective nodes.
This submission is made by ICN Victoria Ltd., the Victorian nodal organization of the national Network and its oldest constituent.  In 2009 ICN Victoria will celebrate the 25th anniversary of its formation; it was established originally as the Industrial Supplies Office.
Under our service agreement with the Victorian Government, in addition to our core services of import replacement, business matching and export facilitation, ICN Victoria is funded to auspice trade missions in which representatives of Victorian firms visit offshore markets to identify opportunities for export trade; it is also to undertakes “special projects” that support new technology-based innovation in the manufacturing and services sector. 
The hard-won experience gained from delivering our core services and from the two activities just mentioned, leads us to make specific observations in five of the key areas listed in the Key Issues paper prepared by the Department of Foreign Affairs and Trade (DFAT).
Observation #1 - Structural and supply-side factors 

Under this head, we comment specifically on the contribution innovation in manufacturing and services makes to both export performance and international competitiveness and the way in which strong economic growth in the domestic economy in recent years has impacted on export performance in these sectors.
ICN Victoria argues that Australia’s export policies and programs should be seen as an integral part of this nation’s innovation system, given the importance of innovative companies pursuing outflanking strategies in the manufacturing and services sectors.  There is a need to balance the effects of the resources boom by delivering export policies and programs that support access to global niche markets for these innovative companies.
Observation #2 - Trade negotiations and market access issues 

Our observation under this head is focused on the unanticipated negative outcomes of Australia’s bilateral Free Trade Agreement with the USA (AUSTFA).
ICN Victoria advocates a much more strategic approach to the negotiation of free trade agreements than has been adopted in the past, in particular by ensuring that provisions that mirror those of our major trading partners to lock in participation by Australian companies in projects involving public investment in infrastructure and mass public transit.
Observation #3 - International business development

Here we address the issue of the ways in which it might be possible to improve the capacity of Australian business to secure access to international supply chains and networks.
ICN Victoria believes that export policy should be framed and export programs be devised that facilitate two of the drivers of outward investment identified in the Key Issues paper, namely, the achievement of economies of scale and market advantage.  The need for the alternative driver—securing benefits by jumping structural barriers—should be obviated over time by more careful crafting of agreements with international trading partners that promote the national interest.
Observation #4 - Trade programs and services

Under this head we comment on the effectiveness of the Export Market Development Grant (EMDG) scheme and on measures that could be taken to enhance the investment and export performance of SMEs.
ICN Victoria believes that implementation short-comings of the otherwise excellent EMDG program should be remedied to improve its effectiveness and that a more pro-active approach be taken to develop the program, revisiting its assumptions so that it can be used as a vehicle for enhancement of the investment and export performance of SME consortia.

Observation #5 - Maximizing the effectiveness of trade development resources

Finally, under this head we comment on the alignment of Federal and State/Territory government resources and the provision of assistance via Austrade.
ICN Victoria believes that Austrade’s practice of charging for its services should either be abolished completely or radically changed, as it is a major impediment to uptake of its services and encourages State/Federal Governments to duplicate its offshore network of representative offices.  Austrade may need to pay attention to the way its KPIs influence the way its behaviour is perceived and more should be made of the complementarity that exists between the services offered by Austrade and the national Industry Capability Network. 
In conclusion, ICN Victoria would appreciate the opportunity to discuss the observations raised in this paper with the relevant parties.
Yours sincerely
[image: image1.png]Vi 1 Uoee




Peter Yates
Executive Director
Introduction

The Industry Capability Network (ICN) is a national network of independent, not-for-profit organizations with the goal of generating jobs through the delivery of import replacement, business matching and export facilitation services to the manufacturing and services sectors.  The nodes of the Network are each funded through their respective State or Territory Governments to deliver these services at arms-length.
A Canberra-based coordinating entity (ICN Limited, hereafter ICNL), funded by and interfacing with the Australian Government acts as a central node; it administers some programs for DIISR and maintains the Network’s national industry database, which  contains information about the capabilities of more than 40,000 Australian business in the targeted sectors.  The industry capability data is the responsibility of the respective nodes.
This submission is made by ICN Victoria Ltd., the Victorian nodal organization of the national Network and its oldest constituent.  In 2009 ICN Victoria will celebrate the 25th anniversary of its formation; it was established originally as the Industry Supplies Office.
Under our service agreement with the Victorian Government, as well as our core services of import replacement, business matching and export facilitation services, ICN Victoria is funded to:
· Auspice trade missions on a case by case basis, in which representatives of Victorian firms having a range of capabilities in a particular industry sector visit offshore markets to experience the market environment at first hand, assess the competition on the ground, meet with prospective counterparties and identify opportunities for export trade.  These missions are typically accompanied by ICN personnel and a sector specialist from the funding agency: the Victorian Department of Innovation, Industry and Regional Development (DIIRD).  Over the past 9 years, ICN has been involved in auspicing some 17 trade missions.  An example of such a mission (which informs this submission) is the Transit Trade Mission to the USA conducted 18-28 September, 2005.
· Carry out “special projects” that focus on new technology-based innovation in the manufacturing and services sector.  These projects are managed and supported through the Design, Develop and Demonstrate (3D) Program
, the strategic intent of which is to: 
· Commercialize applications of new technologies with the potential to generate sustainable economic activity in Australia;
· Leverage the skills and talents of Australia’s workforce, the capabilities embedded in its R&D institutions and manufacturing industries, its formal and informal links into domestic and overseas markets, its physical infrastructure and its financial resources; and
· Support the emergence of born-global, rapid-growth new technology business enterprises that draw on these resources in their journey to business success.
The hard-won experience gained from delivering these core services and from the two activities just mentioned, leads us to make specific observations in several of the key areas listed in the Key Issues paper prepared by the Department of Foreign Affairs and Trade (DFAT).  As a general comment, ICN Victoria believes this review is timely, given the marked deterioration in performance of Australian exports over the 5 years to 2007, highlighted in the DFAT’s Key Issues statement.

Structural and supply-side factors 

Under this head, we comment specifically on the contribution innovation in manufacturing and services makes to both export performance and international competitiveness and the way in which strong economic growth in the domestic economy in recent years has impacted on export performance in these sectors.
Observation #1

ICN Victoria argues that Australia’s export policies and programs should be seen as an integral part of this nation’s innovation system, given the importance of innovative companies pursuing outflanking strategies in the manufacturing and services sectors.  There is a need to balance the effects of the resources boom by delivering export policies and programs that support access to global niche markets for these innovative companies.
ICN Victoria makes this observation on the basis of the experience gained from the development and trialing of the 3D Program.  The whole thrust of this Program is to accelerate innovation that makes what we call an outflanking strategy possible, embedding these innovations in existing companies with an appetite for change and rapid growth, or by creating new ventures to act as commercialization vehicles for them.

By an outflanking strategy, we mean one designed purposefully to counter the effects of the economic development strategies used by emerging economies, in particular China and India.  Manufacturing everywhere in Australia is threatened by the impact of these strategies and to survive must outflank them.
These countries enjoy significant scale economies that permit high-volume mass production at low labour-cost goods that can be distributed cheaply by containerized shipping.  For this strategy to work, six conditions must hold:
· the market for the product must be large;
· the product must be standardized, or need only to be made in a small number of variants;
· the demand for the product must be highly stable and predictable;
· the speed of delivery is of minor importance if demand is stable enough for a distribution pipeline to be loaded up;
· the ratio of the product’s value to its weight or volume is low; and
· the dominant producers of this product can exercise significant bargaining power with respect to their second tier suppliers.
Where these conditions hold, Asian exporters will have a negative impact on the market share of Australia’s manufacturing companies, as is now observed in certain manufacturing industry sectors in Australia.
The usual recipe for combating this competition is a mix of: investment in labour-saving equipment, retraining of the remaining workforce, re-organization of production arrangements and—if possible—a reduction in the level of workforce compensation, all with the aim of making labour more productive and less costly.  In its extreme forms, application of this recipe leads to a race to the bottom, a race which Australian manufacturers are unlikely ever to win.
A winning strategy is one which actually outflanks the one used by the giant factories of Asia and which makes it possible for the innovative small firm to grow and compete successfully in global markets.  The reason that such a strategy exists at all comes about because in the domain of competitive strategy there is an analogy of Newton’s Third Law: “for every action there is an equal and opposite reaction”.  Inherent in every advantage of the global low-cost producer is an important and compensating disadvantage.
This is best illustrated by posing six questions that, if answered in the affirmative, negate the advantage of Asian exporters:
· Is the market for the product small and niche-like?
· Is the demand for the product highly variable?
· Is the product highly differentiated as opposed to standardized?
· Is the speed of delivery of major importance?
· Is the ratio of a product’s value to its weight or volume high?
· Are the second tier suppliers needed to produce this product highly competitive?
If these conditions hold, then a high volume production capability built on low wages is not an advantage.  Rather, the advantage belongs to the entrepreneurial operators of nimble, innovative businesses that can drive new products into niche export markets with new marketing strategies.
For a project to be accepted for support through the 3D Program, there must be a good chance that—all other things being equal—it can outflank global low-cost producers.  To do so, it must be able to answer a majority of the six questions posed above in the affirmative.
The rationale for the 3D Program flows from the fact that continuous creation of new rapid-growth ventures plays an important role in any developed economy, as these companies have a demonstrated capacity to create a disproportionate amount of macro-economic growth, innovation and net new jobs
.  Consequently, the policies and programs that facilitate their ability to access the global niche export markets on which they depend can be seen as an integral part of Australia’s innovation system.
The importance of rapid-growth ventures in renovating Australia’s smaller economy is not so easily discerned in the midst of a resources boom.  Resource exploitation calls for established industry heavyweights that can muster the massive investments and the management skills needed to bring major resource projects on stream.  Not surprisingly, it is their activities which capture attention.
In 2006, the Treasury Secretary Ken Henry referred to Australia’s two-speed economy of resource-boom states “charging along at a rapid pace, with the rest in the wake”
.  States with a rich resource endowment like Western Australia, Queensland and the Northern Territory have resources accounting for 80% of all their merchandise exports, while for a manufacturing State like Victoria it is around 20%. 
While the argument for a two-speed economy has probably been overstated, the economic significance of rapid-growth enterprises based on innovative outflanking strategies will be more visible in States like Victoria with a poor endowment of resources.
The resources boom has to some extent overshadowed the need to increase facilitation of innovative new technology-based enterprises, including enhancing their ability to access the global niche markets on which they depend.  From this perspective, Australia’s export policies and the programs and structures that implement them should be seen as extensions of the nation’s innovation system.  
They should be formulated and resourced accordingly.

Trade negotiations and market access issues 

Our observation under this head is focused on the unanticipated negative outcomes of Australia’s bilateral Free Trade Agreement with the USA (AUSTFA).

Observation #2

ICN Victoria advocates a much more strategic approach to the negotiation of free trade agreements than has been adopted in the past, in particular by ensuring that provisions that mirror those of our major trading partners to lock in participation by Australian companies in projects involving public investment in infrastructure and mass public transit.

ICN Victoria draws on recent experience gained from auspicing the Transit Trade Mission to the USA in 2005.
In September 2005 the Victorian Minister for Manufacturing and Export approved funding for a 13-day public transit trade mission to the USA.  ICN Victoria as manager of the Australian Rail Industry Network (ARIN) had sought this support from DIIRD’s Office of Manufacturing and Service Industries under that office’s Trade Fairs and Missions Program.  A major objective of this mission was to explore business opportunities for ARIN members in the USA, leveraging off the relatively new AUSTFA.
ICN Victoria invited all the members of ARIN to participate and in the event, 10 companies offering unique or niche products believed to be attractive to the US market stepped forward.  The mission was coordinated by the Executive Director, ICN Victoria, Mr. Peter Yates and Mr. John Donaldson, Project Manager, Rail & Marine, Advanced Manufacturing Group in DIIRD’s Office of Manufacturing and Service Industries. 

The trade mission ran from the 18th to 28th September 2005 and the itinerary was structured around visits and meetings with the major USA rolling stock manufacturers and attendance at the American Public Transportation Association’s (APTA) Public Transport Exposition held in Dallas, Texas.
The APTA Expo is held only once every three years and is one of the largest such expositions held in the US, attracting 800 component exhibitors and 700 international delegates
.

Opportunities identified in public transit procurement in the USA were identified, but are unlikely to proceed.
The impediment preventing access to these opportunities was not the fact that the companies participating in the trade mission were relatively small firms.  Indeed, SMEs dominate exhibitors at the APTA Expo.  Nor was the impediment anything to do with shortcomings in the technology offered by them—the evidence of the APTA Expo showed Australian technology to be 3 to 4 generations in advance of that deployed by US public transit authorities.  It emerged during the course of the mission that the principal impediment was that public mass transit procurement is exempt from the provisions of the Australian-United States Free Trade Agreement, due to the combined effect of the Buy American Act (BAA) and part of the Surface Transportation Assistance Act of 1982, referred to as the Buy America regulation
 (BAR, also known colloquially as the “Buy America Act”, although there is in fact no Federal Act with that precise title):
· BAA applies to all US Federal Government procurement and provides the legal authority for US domestic preference programs in procurement.  AUSFTA waives the operation of BAA for Australian suppliers, just as other agreements waive it for NAFTA and EU suppliers.
· BAR is a condition imposed by the US Government on grants made by the US Federal Transit Administration (FTA) to state and local public transit providers.  The FTA is an administrative unit within the US Department of Transportation.
While BAA sets price preferences of 12% for US SMEs and 6% for all other US businesses (and these preferences are waived under AUSFTA), it is the BAR requirements that in practice lock out Australian suppliers from trading in this market.  These are stated in Section 165(a) of the parent Act and require that:
· No funds may be obligated by the FTA for a grantee project unless all iron, steel and manufactured products used in the project are produced in the US;
· All steel and iron manufacturing processes must take place in the US, except metallurgical processes involving refinement of steel additives; and
· The steel and iron requirements apply to all construction materials made primarily of steel or iron and used in infrastructure projects such as transit or maintenance facilities, rail lines and bridges.
For a manufactured product to be considered produced in the US, all of the manufacturing processes needed to make the product must occur in the US and all of the components used in its production must be of US origin
.  Section 165(b) of BAR’s parent Act provides waives the BAR requirements in four specific instances.  There are three statutory waivers based on public interest, non-availability and price differential and the fourth waiver relating to the acquisition of rolling stock and associated equipment.
For rolling stock, the BAR requirements do not apply to the procurement of buses and other rolling stock—including train control, communication and traction power equipment—if the cost of components produced in the US is more than 60% of the cost of all components and final assembly takes place in the US.
BAR is not waived under AUSFTA.  That is, Australian suppliers of mass transit products for US state and local government projects that are partially or fully funded by FTA grants must comply with BAR.  In effect, most US public mass transit and highway projects are effectively carved out of the AUSFTA.  And this is not the end of the story.
During the ARIN trade mission, it came to the attention of its participants that in the US there are a large number of disadvantaged business enterprises (DBEs) as defined by the US Department of Transport.  To be classified as a DBE, a firm must be a small business owned and controlled by socially and economically disadvantaged person(s).
The purpose of this definition is to counter discrimination towards this category of business owners and to foster equal opportunity in state and local procurement through set aside mechanisms.  That is, state or local governments seeking FTA grant assistance must establish goals for the participation of DBEs in procurement by undertaking to set aside a proportion of a project’s proposed budget for this purpose.
DBEs are also carved out of AUSFTA, so that DBEs would receive preferential treatment over Australian suppliers bidding for projects supported by an FTA grant.  While the trade mission was aware of the DBE carve-out, its members were not informed as to the magnitude of typical set-aside arrangements (20%); when they learned of these, they saw these as a greater barrier to the US government procurement market than had been initially envisaged.
The impact of these discoveries on those participating in the trade mission was decidedly negative.  It stimulated some participants to explore the possibility of moving their entire company to the USA to comply with the BAR requirements, while retaining complete and free access to the Australian market (which has no requirement for a 60% local content, or any other trade obligation).
Does it matter that ten Australian companies found themselves effectively shut out of the US public mass transit market?  ICN Victoria believes that it does.
Public investment in infrastructure and mass transit projects is one of the tools a government has at its disposal to foster domestic economic development.  Notwithstanding the fact that it is a signatory to agreements like AUSFTA, NAFTA and the WTO’s Agreement on Government Procurement that provide fair treatment to signatory nations in certain areas of international trade, the US government succeeds in promoting manufacturing on US soil while respecting these agreements.
In other words, the US takes a much more strategic approach to the negotiation of these bilateral and multilateral trade agreements than we appear to.  In certain industry sectors which it regards as central to the national interest, the US adopts policies that drive US job creation, simplify access of US companies to global supply chains, attract investments and provide a globally competitive business environment for US-based companies.  In the case of the negotiation of AUSFTA, either our negotiating team dropped the ball by failing to understand this, were simply outclassed by the US negotiators, or traded away mirroring promotions for Australian industry for some other concession. 
Given that the playing field is not level, that the resources boom will not last for ever and we are now engaged in free trade negotiations with China where that trading partner demands 70% local participation, the case for mirroring local content provisions in Australian projects involving public investment in infrastructure and mass public transit is overwhelmingly strong.  As a nation aspiring to middle power status, we need to perform at a much higher level, with a sharper eye to promotion of the national interest, than was apparently the case under the previous government.  
International business development 

Here we address the issue of the ways in which it might be possible to improve the capacity of Australian business to secure access to international supply chains and networks.
Observation #3

ICN Victoria believes that export policy should be framed and export programs be devised that facilitate two of the drivers of outward investment identified in the Key Issues paper, namely, the achievement of economies of scale and market advantage.  The need for the alternative driver—securing benefits by jumping structural barriers—should be obviated over time by more careful crafting of agreements with international trading partners that promote the national interest.
The Key Issues paper suggests that among the factors driving outward investment by Australian companies, some important drivers are: the achievement of economies of scale and market advantages and the securing of benefits by jumping tariff and cost barriers.
ICN Victoria’s accumulating experience with the 3D Program suggests to us that of these drivers, of outward investment, the achievement of economies of scale and scope and the bedding in of market advantage are the ones that should be facilitated by the design of export policy and programs.
A major failing of Australia’s innovation system is the existence of a funding gap that chokes off the supply of rapid-growth, new technology-based enterprises into the Australian economy.  This is a failing our innovation system shares with those of other developed economies.
In 1999 the USA the Department of Commerce, through the National Institute of Standards and Technology commissioned the John F Kennedy School of Government, Harvard University to identify the difficulties faced by firms attempting to fund early-stage, high-risk projects.
Their report, published in November 2002 nominated the technology development phase—stretching from proof-of-concept demonstration to the commencement of product development—as the Valley of Death, where there are few sources of funding available to sustain the transition from a scientific enterprise to a soundly-based business venture. 
Some of the participants in this project saw two financing gaps:
· One stretching from the upper limit of 3F funding (seen to be at ~US$100K) to a low venture capital (VC) investment threshold of around US$2M; and
· A second gap stretching from ~US$2M to ~US$5M.
It is not clear if the second gap was an artifact of the immediately prior history of the US VC market, which in 2002 was still absorbing the fall-out from the collapse of the technology bubble in early 2000.  In Australia, at about the same time, a report undertaken by the Australian Institute for Commercialization for DITR identified the innovation funding gap as extending from ~A$100K to somewhere in the region between A$1M and A$2M.
Likewise, in a report prepared for the Business Council of Australia and the Australian Vice-Chancellors’ Committee in 2004, the Allen Consulting Group reviewed the Australian literature concerning impediments to the commercialization of Australian university research and noted that one of the most-cited impediments was the inadequate provision of early stage financing. 
To bridge this gap the 3D Program relies on angel rather than VC investment.  Given the elevated risk profile of commercialization projects in the pre-commercial proof-of-concept or seed stage, only those that lead to successful scaleable start-ups will deliver returns to investors that are commensurate with the risks assumed by an investor and only angel investors have an appetite for investment at these risk levels
. 
Consequently, this Program selects companies that are born global, those that will seek beach-heads that enable early entry to international markets and are consequently predisposed to outward investment where market entry arrangements involve investment into joint ventures with offshore counterparties.  Export policies and programs need to be designed to underpin and facilitate this dynamic. 
As to the benefits secured by jumping structural barriers, on the basis of experience with the ARIN trade mission already described, ICN believes that greater care to promote the national interest must be exercised when negotiating international trade agreements and in framing the policies that stand behind them. 


Without belaboring the point, it surely cannot have been a preferred outcome of the AUSFTA negotiations that Australian companies would seriously consider moving their operations to the USA—with all the associated loss to Australia of economic benefit in terms of employment, taxation revenue, investment attraction and the maintenance of strategic capability—in order to circumvent the carve-out provisions of this Agreement.

Trade programs and services

Under this head we comment on the effectiveness of the Export Market Development Grant (EMDG) scheme and on measures that could be taken to enhance the investment and export performance of SMEs.

Observation #4

ICN Victoria believes that implementation short-comings of the otherwise excellent EMDG program should be remedied to improve its effectiveness and that a more pro-active approach be taken to develop the program, revisiting its assumptions so that it can be used as a vehicle for enhancement of the investment and export performance of SME consortia.
From ICN Victoria’s perspective the EMDG program is excellent in its intent, but falls down because of the way it has been implemented.  Although attractive to the angel-supported companies like those involved in the 3D Program and especially those seeking to license their intellectual property overseas or arrange for the distribution of their products, companies that engage with the EMDG program can put their operations at risk by doing so.  We amplify what we see as program implementation short-comings in the dot-points below:
· The most serious shortcoming of the EMDG program is the way grant payments are made to grantees.  There are serious deficiencies in both process (dealt with in this dot-point) and in quantum (see the following dot point).
· The process through which grantees receive reimbursement of eligible expenditure on export market development activities introduces delays which are unacceptably long and which can put the viability of a grantee’s business venture at risk.  Ironically, this risk is elevated if the export market development campaign supported by EMDG has been successful, as this success typically increases the burden on a company’s cash flow as it gears up to service new international orders at a time when eligible outlays under EMDG have still to be reimbursed.  An indicator of the severity of the impact of this deficiency is the fact that in 2006/07, 79% of grants under the EMDG program went to small companies with annual revenues of less than $5M.
· Further, the process of substantiation of these outlays appears to be unnecessarily adversarial, proceeding on the basis of an assumption of ineligibility until proven eligible by audit.  Given that in 2006/07 grants totaling $145M were approved for 3,813 applicants, so that the average grant size was $40.4K, then the compliance burden imposed on both parties to this transaction must be approaching the point where the cost of compliance exceeds the benefits delivered by the grant, especially where the grant is smaller than the average.
· As far as the quantum of reimbursement is concerned, the amount received by a grantee (after an initial payment) depends on the volume of reimbursements applied for in any given financial year.  This suggests that there is something seriously wrong with the agency’s ability to handle the funds it is allocated or that its allocation is insufficient to meet the obligations it enters into when it approves a grant under the EMDG program.  Again, this creates a situation where the viability of grantee’s business can be put at risk.
· Austrade attempts to shield itself from the consequences of this state of affairs by advising grantees that they should not plan or make financial commitments which assume they will receive any particular level of later payments for which they are provisionally qualified and assumes no liability for any loss arising from the actions of an applicant who assumes any particular level of payment under the EMDG scheme.
· It is an odd export stimulatory program that increases the commercial risks of participating companies over and above those it will encounter engaging in the already risky business of attempting to enter new, offshore markets.
· The proportion of eligible expenditure reimbursed under the EMDG program declines over the life of the grant, decreasing from an initial 50%, staircase fashion.  A case can be made that the reimbursement staircase runs in the wrong direction, that the cost burden of export market development rises with time to a maximum, rather than declines uniformly from an initial high value.  Consequently, grantees receive the least support from the program at the time when they need it most.
The cost of the ARIN trade mission described earlier in this submission was partly defrayed by ICN Victoria investing in the creation of this Network as an incorporated entity and securing joint venture status for it under the EDMG program.
The effort required to brief intending participants, to marshal the information required by Austrade to achieve JV status, to establish the Network’s internal rules as to outlays and reimbursements, to develop the application for EMDG support and to assist participants in the audit and grant acquittal process was so extended and arduous that it is highly unlikely that such an initiative would have been taken alone, or even with background support provided by an intermediary like ICN.  It was only achieved by ICN Victoria taking a leadership role as a funded auspicer.
This brings into focus the need for programmatic support to assist groups of companies seeking to operate in global markets as consortia or joint ventures, along the lines of the Global Opportunities program under development in 2007.

The information available on the DFAT web-site about this program development effort is limited
 or disabled.  From what can be read, this program was envisaged as a support mechanism for groups of companies wishing to bid for work on major global projects and to integrate into global supply chains, especially those that would be difficult to access without government assistance.  
The design of Global Opportunities drew on experience gained with the DIISR - Joint Strike Fighter Project, Automotive and Biotechnology Programs and Supplier Access to Major Projects Programs.

As formulated, Global Opportunities program shares with the 3D Program the facilitation of companies collaborating in groups, the need to commit support over significant time-frames
 and to structure programs around go/no go milestones
.  It differs from our approach, in that it is essentially reactive and tactical, matching the existing capabilities of Australian primes and associated SME supply chains with major offshore opportunities with a commercial value greater than $500M, while the 3D Program is pro-active and strategic, seeking to create new capabilities that confer sustainable competitive advantage by exploiting the commercial potential of applications of emergent technologies, applications that may have a small initial value, but are inherently scaleable.  That is, the 3D Program marries a commercialization process to an approach based on innovation in consortia.
This approach is similar to one conceptualized by Henry Chesbrough
, namely the open innovation model, sometimes also referred to as co-innovation.  
Chesbrough contrasts the open innovation model with the practice of closed innovation that dominated secondary industry in the latter half of the 20th century.
In the closed model of enterprise innovation, new knowledge is created in the internal corporate R&D laboratory, the intellectual property embedded in the new technologies so created is protected and it is commercialized through in-house new product development processes to deliver competitive advantage.  Clearly, adoption of the closed innovation model is a costly strategy and can only be seriously contemplated by large firms.
The contrasting open innovation model uses a different logic about idea origination; as Chesbrough observes: “It means that valuable ideas can come from outside or inside a company and can go to market from inside or outside the company as well.”  This approach puts external ideas with commercial potential and external paths to market on the same footing as that reserved for internal ideas and paths in the era of closed innovation.
Open innovation is an attractive model for small companies, as it is biased towards the sharing of costs and risks and leads naturally to the formation of consortia to undertake joint projects that have the prospect of delivering rewards to their participants.  An open innovation project pursued in a consortium has the great advantage that it is not predicated on any particular way of extracting value from an innovation.  Consortium participants are free to use a mix of the three basic ways of creating and capturing the value of an innovation:
· Through adopting the technology or applications of it in their current businesses;
· By licensing the technology to other firms; or
· By launching new ventures that exploit the technology or particular applications of it in new business arenas.
ICN Victoria was attracted to the open innovation model because it opens the way for manufacturing and engineering SMEs to jointly innovate the applications needed to outflank global low-cost producers.

ICN Victoria is not advocating the relative merits of one program over the other: of Global Opportunities as originally conceived over the 3D Program as it is deployed; in our view there is a role for both.  We are pointing to the need for support programs that are better matched to the realities of consortium assembly and facilitation, as these are critical to enhancing the investment and export performance of SMEs.

Maximizing the effectiveness of trade development resources

Finally, under this head we comment on the alignment of Federal and State/Territory government resources, provision of assistance via Austrade.
Observation #5

ICN Victoria believes that Austrade’s practice of charging for its services should either be abolished completely or radically changed, as it is a major impediment to uptake of its services and encourages State/Federal Governments to duplicate its offshore network of representative offices.  Austrade may need to pay attention to the way its KPIs influence the way its behaviour is perceived and more should be made of the complementarity that exists between the services offered by Austrade and the National Industry Capability Network.
In this final part of our submission, when dealing with the issue of alignment of Federal and State/Territory government resources in support of export, ICN Victoria makes some observations about the provision of assistance via Austrade that could be taken as negative criticism.  ICN Victoria makes these observations in a constructive spirit, as we regard the Austrade network as an extremely valuable national asset and one that is not used as to its best possible advantage by industry.  Our observations are made with the intention that they can contribute to changes that will allow this asset to deliver an even larger return on the investment to the Nation.

The first point we make is that Austrade’s practice of charging for its services at $190/hour is perhaps the single largest deterrent to industry, especially SMEs uptake of Austrade services.  This creates the perception that the Austrade case officer is more interested in generating income than focusing on the business opportunity and converting this to an order for the Australian company.  Even more paradoxical is that Austrade endeavor to apply these charges to ICN Victoria, itself a not for profit organization funded by the Victorian State Government, when the objectives of both organizations are “for all intent” identical – the economic development of Australia.  This delivery process leads to either replication or duplication of existing services in overseas locations.
It should also be clearly understood that the cost of exporting for SMEs is a significant financial burden without having to pay for Austrade services that it believes should be supplied as part of the Government’s export program.

The argument is sometimes made that “free services” are not valued by those that receive them.  While this may be true in a commercial transaction between for-profit enterprises, this is not the character of the relationship between Austrade and its industry clients.  Austrade is an agency of the Federal Government, paid for by tax-paying entities to deliver just these services and its industry clients know this and resent paying twice.  The problem is compounded by the fact that this charge-out rate is artificial, in that it bears no relationship to the actual cost of delivering the service
.  We believe that the imposition of this charge-out regime limits the use made of Austrade by Australian industry (particularly SMEs), creates resentment where these services are used, generates questions in the minds of users over “value-for-money” and has other negative unintended consequences.

One of these consequences is that State/Territory governments use this practice as a rationale for establishing their own network of offshore representative offices, which their industries can use (for example, as a base when on trade missions or international visits) without charge.  This duplication creates confusion in the international market-place and while this may be dismissed as an inevitable cost of federation, Austrade’s charge-out practice provides a convenient justification for duplication where there should be greater harmonization.
While on this topic, ICN delivers its core services to its industry clients free of charge and has always done so; it does not experience any significant problems with clients undervaluing its services.  The new Government is keen to increase Australian export and we see abolition of this charge-out practice as a necessary first step to improve the uptake of the use of Austrade services by industry and improvement to the alignment of service provision for export activity between Federal and State/Territory Governments.  If this is seen as too radical a step to take, perhaps a payment structure that provides for core services to be delivered free to clients, with specific non-core services delivered on a success fee basis, could be investigated.

Organizations that operate outside the for-profit domain—like Austrade and ICN—typically devise surrogate measures to calibrate their performance against their primary objectives.  These key performance indicators (KPIs) are usually linked to the outcomes the organization is set up to achieve and are frequently quantified in some way, usually in financial terms.  While KPIs are valuable tools for providing feedback on organizational performance to managers and stakeholders, they have some downside.

Their existence can encourage an organization to become overly protective of opportunities it should share with others, because to share means the quantum of achievement it can legitimately claim if the opportunity is successful will be diluted.  Alternatively, the organization can be tempted into a form of creative accounting where it inflates the monetary quantum attached to successful achievement of desirable outcomes from an opportunity with which it has engaged.
ICN Victoria is aware that charges are leveled at Austrade to the effect that it is not inclusive, that it is overly protective of the opportunities it finds and that it overstates its performance. 
Like Austrade, ICN is a not-for-profit organization that measures its performance against KPIs and is alert to the difficulty of defending an organization against generalized perceptions of this sort.  Whilst not in a position to judge the validity of these claims, the fact that they are made is a concern and suggests that the way Austrade’s KPIs are formulated may need some attention.
Companies that have made use of Austrade’s services praise the agency’s ability to undertake due diligence on opportunities of interest in offshore markets.  The background information supplied by Austrade offices in the market concerned, which would be difficult—if not impossible—for client companies to obtain for themselves, is typically described as being accurate, timely, insightful and of great assistance in crafting market entry decisions.
Along with bouquets of this sort come some brickbats.  A common complaint is that advice about emerging opportunities made by Austrade is at too high a level of generality to be useful.  ICN Victoria has relevant experience in this area, in that it has found that significant dedicated effort and technical know-how is needed to unpack the specific opportunities from a major project that match firm-level capabilities.
An example of the need for this expertise to be deployed—so that opportunities are specified with sufficient precision for Australian companies to identify that they have the capabilities required for a competent bid—occurred during the construction of the Australian Synchrotron.  While the provision of local building construction and related services needed to habilitate this major piece of research infrastructure at a green field site (adjacent to Monash University in Melbourne) was fairly straightforward, it was less obvious that local companies could contribute in any important way to the construction of the instrument itself.
ICN Victoria seconded one of its consultants to the prime contractor (Major Projects Victoria).  He was able to identify specific opportunities where local firms could act in import replacement roles in the construction of the synchrotron hardware (provision of vacuum technology services and fabrication of the electron storage ring support system—the latter contribution advancing the state-of-the-art in synchrotron fabrication).
This suggests to us that more should be made of the complementarity that exists between the services offered by Austrade and those of the national Industry Capability Network: ICN knows Australian industry capability, Austrade has knowledge of international opportunities, linking the two more decisively would deliver greater benefits to Australian industry and better align the support offered by the two levels of government.  An increased level of communication and openness between the two organizations would assist in the identification of the specific opportunities for SMEs.  Maybe the secondment of ICN consultants to assist Austrade personnel unpack the firm-level opportunities in major projects is one initiative that could achieve the larger returns to Australian industry sought from closer inter-agency collaboration.
In conclusion, five observations have been briefly raised in this Submission and ICN Victoria would welcome the opportunity to discuss these with the relevant parties.
� This Program has been developed in-house by ICN Victoria with the assistance of our alliance partner, Finney Whelan International (FWI).  The ICN/FWI Alliance 3D Program spans the innovation space from initial seeding to commercial roll-out, is based on an open innovation model involving collaborating SMEs and—as indicated—can give rise to a born-global start-up enterprise that acts as a commercialization vehicle for the consortium.


� Van Osnabrugge and Robinson, 2000: Angel Investing, Matching Start-Up Funds with Start-Up Companies, Jossey-Bass/John Wiley, New York; Kortum and Lerner, 2000: “Assessing the Contribution of Venture Capital to Innovation”, RAND J. Econ. 31 pp. 674-691; Sohl, 1999: “The Early-Stage Equity Market in the USA”, Venture Capital, 1 pp. 101-105.


� Cited in Beyond the Boom, an article by Tim Harcourt, Chief Economist, Australian Trade Commission, Sydney, published on the AusTrade web-site (� HYPERLINK "http://www.austrade.gov.au" ��www.austrade.gov.au�) on 16 September 2006.


� A full report of the trade mission and its outcomes is: Donaldson, J & Yates P, 2005: Transit Trade Mission Report, USA, ICN Victoria, Melbourne.


� Code of Federal Regulations 49 CFR 661


� A component is considered to be of US origin if it is made in the US, regardless of the origin of its sub-components.


� Angel investors provide expertise as well as risk capital to their investees and as a consequence have a higher risk tolerance than VC fund managers; even so, somewhere in the vicinity of 60% of all angel investments will either be a complete loss, or deliver less than the investment to their angel investor—see the AAAI Submission to the Review of Australia’s Innovation System posted to the web-site of that review’s Secretariat [� HYPERLINK "http://www.something.gov.au" ��www.something.gov.au�]


� 		Global Opportunities Presentations: Overview of Global Opportunities Program, 28th September, 2007.


� 	GO evidently contemplated programmatic support extending over several years, 3D can call for support from a variety of sources over similar time-frames, especially where formation of a commercialization start-up is involved.


� 	GO involves several go/no go milestones, 3D embeds stage-gate processes designed to fast fail a project if it cannot meet pre-determined criteria bearing on eventual success.


� Chesbrough, H., 2006: Open Innovation - The New Imperative for Creating and Profiting from Technology, Harvard Business School Press, Boston, Massachusetts.


� It is understood that the revenue derived from these charges account for ~ 7-10% of Austrade’s total operating costs.
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