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Foreword

Foreword

This Trade and Assistance Review (TAR) is released at an important time for the world economy. After more
than 60 years of falling trade barriers and increasing global economic integration, industry policy and trade
protectionism are back on the rise. The shift is being driven by a resurgence in strategic competition between
the major economies, public memory of COVID-19-related supply chain disruptions, and national positioning
to benefit from the global clean energy transition.

This is particularly apparent in the world’s major economies, with the passage of the US Inflation Reduction
Act and the CHIPS and Science Act in 2022, and the release of the draft EU Net Zero Industry Act and Chips
Act in 2023 — each jostling to capture market share in favoured sectors.

Some have called for Australia to follow suit. The development of Australia’s Critical Minerals Strategy,
Hydrogen Headstart Program, National Reconstruction Fund, and National Battery Strategy, constitute steps
in this direction.

Industry assistance in Australia and overseas no longer principally takes the form of the ‘at the border’
quotas and tariffs as it has in decades past. Industry assistance is increasingly implemented in less visible
forms ‘behind the border’ — subsidies, tax concessions, tax credits, budget spending on favoured sectors,
concessional finance, domestic reservation policies, and local content rules. Collectively, these measures
risk winding back some of the gains in living standards of recent decades, by encouraging countries to direct
their scarce national resources towards sectors that are not a natural fit for their economies.

The TAR has revealed these patterns through its 49 annual stocktakes of industry assistance in Australia,
with tariffs and quotas being increasingly replaced by these less transparent forms of industry assistance.
The vast majority of industry assistance in Australia now comes from ‘behind the border’ measures such as
tax concessions, and government spending programs, totalling $13.8 billion in 2021-22.

Keeping pace with these developments, this year’'s TAR explores how two growing sources of government
intervention in Australia — concessional finance and climate change policy — can act as a form of industry
assistance and how their value could potentially be incorporated into future TARs.

As a resurgence of major economy industry policy sees countries engage in increasingly hidden trade wars,
waged through the provision of increasingly opaque forms of industry assistance, the TAR helps identify the
extent to which Australia chooses to enter this renewed conflict, and help inform public debate about the
policy merits of doing so.

Alex Robson
Deputy Chair, Productivity Commission

July 2023
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The Trade and Assistance Review (TAR) attempts to shed light on policies that act as industry assistance in
Australia. It is an instrument of transparency and sound governance, providing the Australian community with
information on how policy settings selectively assist some industries relative to others, and protect some
from international competition. The focus of the TAR has evolved over the course of its 49 annual
publications, reflecting the fall in the importance of ‘at the border’ tariff protection and the rise in the
importance of ‘behind the border’ budgetary assistance such as subsidies and tax concessions in Australia.

Combined industry assistance was estimated at $13.8 billion (in nominal terms) in 2021-22, $460 million
more than in 2020-21. Budgetary assistance accounted for the vast majority of this assistance (chapter 1).
The protectionist impact of what remains of Australia’s tariff regime is now principally due to the complexity of
the tariff system itself, with the costs of navigating the system for business estimated to be between

$1.2 billion and $3.6 billion, for the government to collect $1.8 billion in tariff revenue. The system thus
represents a complex labyrinth of protection, favouring some domestic producers as imports are artificially
more expensive, an unnecessary source of costs to Australian businesses, and an additional cost of living
burden for Australian households. The difficulty of estimating the little industry assistance equivalent value of
this ‘nuisance cost’ of Australia’s tariff system prevents its direct inclusion in the TAR.

Consistent with its evolving focus over time, this year's TAR explores two growing sources of industry
assistance in Australia — concessional finance and climate change policy (chapter 2).

Concessional finance is a growing source of Australian industry assistance, and may grow further with
Australia’s $15 billion National Reconstruction Fund expected to begin operation in 2023. While some
government-owned finance providers like the Clean Energy Finance Corporation and the National Housing
Finance and Investment Corporation provide estimates of the value of concessional finance that they provide
to industry, others do not, limiting the Productivity Commission’s ability to report on the industry assistance
value of concessional finance. This year's TAR includes an estimation method that could be applied in the
absence of improvements in reporting by government-owned concessional finance entities. We find that the
industry assistance value of Australia’s five main concessional finance entities likely ranged from $64.8 to
$220.2 million in 2021-22, depending on the assumed credit quality of their outstanding loan portfolios.
Greater transparency by government-owned concessional finance entities will allow better estimates to be
included in future TARs.

Pursuing Australian emissions reduction goals in the absence of an explicit economy-wide carbon pricing
scheme has led to a proliferation of piecemeal sectoral abatement policies. Many of these abatement
measures appear to possess some of the characteristics of more conventional forms of industry assistance —
selectively available tax concessions, government grants, concessional finance schemes, and regulatory
obligations that only apply to some sectors. Ideally, estimating the industry assistance value of these policies
would account for the extent to which they act to indirectly price greenhouse gas emissions. The greater the
fiscal cost per tonne of emissions reductions, the greater the likelihood the policy will act more as a form
industry assistance than a cost-effective means of credibly contributing to Australian emissions reduction
goals. These issues, along with other ways in which climate policies risk acting as a form of industry
assistance are explored in chapter 2.

The 2021-22 TAR is released at an important point in time for global economic integration. After decades of
progressive trade and investment liberalisation, and associated gains in global living standards, renewed
strategic competition between the major economies, and increased concern about supply chain resilience have
led to renewed calls for greater self-reliance in some goods and services. These motivations have so far
culminated in the expansion of major economy industry policy, through the 2022 US Inflation Reduction Act and
CHIPS and Sciences Acts, related draft EU legislation, and associated calls for Australia to follow suit.
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Chapter 3 explores these developments, along with other developments in international trade policy that
condition the environment in which Australia trades. It also explores potential Australian responses to major
economy industry policy, as well as the merits of using increased domestic production as a means of
reducing our vulnerability to international supply chain disruptions. Increased domestic production of some
goods is notionally akin to buying an insurance policy against future supply chain disruptions. But when
thinking about buying an insurance policy, it is important to weigh the ongoing costs of the ‘insurance
premium’ against the expected costs of the precise event or events that one is trying to insure against. It is
also important to understand that not all risks can be covered under a single insurance policy, and that
domestic production may increase our exposure to a different set of risks. While frequently pointed to as a
source of vulnerability, the flexibility of the global trading system is itself a source of resilience and of risk
management. By providing access to a more diversified set of suppliers and customers, international trade
can help moderate demand and supply shocks that emerge from time to time.

The value of this flexibility was demonstrated from early 2020 when Australian exports to China were
disrupted. While costly to some sectors, alternative markets were readily found for many exports, reducing
the impacts on Australian businesses. Similar dynamics were observed during the initial phases of the
pandemic and during the Ever Given accidental six-day blockade of the Suez Canal when global trade was
disrupted, and the global trading system was able to adjust via short-term price adjustments. Although some
crises have been prominent, it is worth noting that demand and supply disruptions occur on a daily basis and
logistics systems and producers continuously manage risks, all with little fanfare.

Considerations regarding the promotion of domestic production capacity in particular goods should also take
into account the diversification that is already being driven by the expansion of industry policy in the US and
the EU. A case in point is advanced microprocessors, of which over 90% of the world’s production is
currently concentrated in Taiwan, but which the US and EU Chips Acts are seeking to change (chapter 3). In
this context, the additional diversification benefits of an Australian domestic production capacity in advanced
microprocessors are likely to be marginal. The same is likely to be true for clean energy technologies that are
currently concentrated in a small number of countries.

While the costs of disruptions to Australia are likely to be limited, the costs of building and maintaining a
domestic production capacity in non-comparative advantage sectors are likely to be large. Each dollar spent
on subsidising domestic production capacity in non-comparative advantage sectors is a dollar taken away
from sectors in which we enjoy a comparative advantage. This trade-off is particularly binding in a near full
employment economy where the redirection of labour towards one sector inevitably comes at the expense of
another. Eschewing international trade ties and increasing reliance on domestic production capacity comes
with its own risks. By contrast, continuing to focus on our comparative advantage is likely to build a broader
and more enduring form of resilience — providing the high-income levels that can help deal with, and manage
the fallout from, any unforeseen supply chain issues that might arise in the future.

Doing so will require judging where Australia is best placed to position itself within global production patterns
— where it fits best in global supply chains. That will be true regardless of whether those global production
patterns reflect the underlying comparative advantage of all individual nations, or whether those global
production patterns are marginally distorted by major economy industry policy. For small open trading
nations like Australia, that means resisting domestic calls to match, or to compete with, major economy
industry policy, and to instead identify where Australia’s existing comparative advantages can complement
any changes to global production patterns driven by major economy industry policy.

These considerations are as relevant to the international flow of financial capital, explored in chapter 4, as
they are to the free flow of goods and services. As a growing net exporter of equity investment, and a net
importer of debt finance, Australia has a particular interest in the free international flow of capital. Despite
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this, inbound foreign direct investment has been subject to a stricter screening regime since 1 January 2021,
and foreign investment application fees have increased notably since that time. These developments risk
impacting the quantum and composition of inbound foreign direct investment over coming years, and risk
favouring domestic investors over their international counterparts. While the value of foreign direct
investment applications increased to $338.1 billion in 2021-22, from $233 billion in 2020-21, it remains too
early to assess the effect of these policy changes. Estimating their impact requires outcomes to be
compared to a well specified counterfactual — a task complicated by the year-to-year volatility of foreign
direct investment applications in Australia, and the relatively recent introduction of these policy changes.
Future TARs may wish to assess the extent to which these changes have coincided with a structural change
in the quantum or composition of inbound foreign direct investment patterns.
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1. Estimates of assistance and

costs

Key points

e Industry assistance increased by 3.4% to $13.8 billion (nominal) in 2021-22, from $13.3 billion in 2020-21.

» Tax concessions contributed $5.6 billion and budgetary outlays contributed $8.1 bhillion.
« New measures contributed an additional $160 million to the assistance estimates.
» COVID-19-related assistance endured, mainly driven by continuing HomeBuilder payments.

e The services sector received the most assistance in absolute terms.

» About $7.7 billion of assistance was provided to the services sector. Of this, the construction sector received
about 21% (driven by HomeBuilder) and property, professional and insurance services about 24%.

e ‘Behind the border’ budgetary assistance — budgetary outlays and tax concessions — accounted for the
vast majority of industry assistance in 2021-22, laying bare the diminishing role of ‘at the border’ tariffs
in Australian industry assistance.

e What remains of Australia’s tariff regime is estimated to have imposed compliance costs of between
$1.2 and $3.6 billion on Australian businesses in 2021-22, while collecting $1.8 billion in revenue.

» Nearly 90% of imports enter Australia duty-free due to the large number of preferential trade agreements.

» Where tariffs still apply, the complexity of navigating trade agreements and domestic tariff concessions
increases the cost of engaging in international trade for importers.

» The Productivity Commission will continue to monitor the ‘nuisance costs’ of Australia’s tariff system, rather
than estimating the small amount of remaining assistance from tariffs.

The Australian Government assists industries and businesses through a broad range of programs,
regulations and policies. Following s. 10 of the Productivity Commission Act 1998 (Cth), the Productivity
Commission reports annually on the effect of assistance on industry and on the economy as a whole, and
fulfills this obligation through the Trade and Assistance Review (TAR). The Act defines government
assistance to industry as:

... 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.
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While government assistance benefits the businesses that receive it, there are costs to others.

» Budgetary outlays and tax concessions must be funded through tax revenue, debt or forgone government
expenditure elsewhere.

- Tariffs increase the prices of imports and locally-produced substitutes, and impose compliance costs on
businesses, which affects consumers and business input users.

» Regulation can provide implicit assistance, with implications for costs and prices. Examples include local
procurement rules, often used in defence or in other government procurement policies, domestic
reservation policies, or statutory barriers to entry, such as applies to pharmacies.

» The costs of services provided by government agencies at concessional prices and other government
measures that provide favourable business conditions must also be funded. It can be difficult to quantify
this type of assistance, and the use of these types of measures is increasing (section 2.3).

The effect of assistance on community wellbeing and the economy overall varies depending on how well it
has been designed. Where assistance is selective, that is, only available to particular types of businesses,
industries or locations, there are implications for resource allocation in the economy. Some assistance aims
to address market failures by promoting activities that markets can under-provide, such as research and
development. Other assistance aims to promote social, environmental or national security objectives. But
whatever the net effect of assistance, reporting the nature and magnitude of selective industry assistance
provides a starting point to monitor and assess potential distortions. The added transparency also provides a
starting point to assess whether taxpayer dollars are being well spent.

Each year the TAR documents measures that meet the definition of selective assistance to industry.
Accordingly, successive TARs have published estimates of the assistance provided by import tariffs,
budgetary outlays (predominantly subsidies and grants) and tax concessions.

Compared to the early 1970s, industry assistance has decreased dramatically in the manufacturing and
agriculture sectors (figure 1.1). Assistance then was mainly provided through tariffs, but for more than
20 years, budgetary assistance has accounted for the vast majority of assistance to Australian businesses.

Since 2010, tariffs have declined in relevance as a form of assistance, both in their dollar value and as a
proportion of all estimated assistance. Additional budgetary assistance in response to the COVID-19
pandemic exacerbated this during 2020-21 (figure 1.2). Although it might be expected that assistance related
to the pandemic would decline, net assistance from tariffs is still expected to account for only a small and
decreasing part of assistance.
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Figure 1.1 - A long-run downward trend in combined assistance®"*

Effective rates of assistance to manufacturing and agriculture, 1970-71 to 2020-21
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a. Effective rates of assistance is combined tariff assistance and budgetary assistance. b. ‘Agriculture’ refers to selected

agriculture activities up to and including the year 2000-01. From 2001-02, estimates refer to division A of the Australian and
New Zealand standard industrial classification, which covers agriculture, forestry, fishing and hunting activities (ABS 2013).
c. Breaks and overlapping series represent a change of methodology and/or data sources.

Source: Productivity Commission estimates.

Figure 1.2 - Assistance provided by tariffs is small®
Budgetary and tariff assistance, current dollars and share of GDP, 2010-11 to 2020-21
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a. Estimates of assistance are re-benchmarked every few years. The methodology for calculating the tariff assistance
estimates changed in 2012-13. Definitions and methodology for calculating tariff assistance, budgetary outlays and tax
concessions can be found in the Methodological annex (PC 2022c, pp. 7-12).

Source: Productivity Commission estimates.
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For 2021-22, the TAR focuses on estimates of the cost of complying with the tariff system (section 1.2),
rather than estimating the assistance provided by import tariffs. Changing the focus from tariff assistance to
the administrative and compliance costs of tariffs for business and consumers adds to the transparency of
tariffs and supports policymakers to undertake further reforms to Australia’s tariff arrangements. A more
detailed explanation of the change in approach is in section 1.2 and appendix A.

This chapter should be read in conjunction with both the Methodological annex (PC 2022c) — which includes
further detail on how the assistance estimates are produced and what types of assistance measures are in
scope — and the detailed tables of estimates (appendix D).

1.1 A closer look at budgetary assistance

The TAR aims to provide a transparent and consistent estimate of the value of budgetary assistance to industry,
and which industries benefit. The estimates — the amount of expenditure, where it is spent and how it changes
over time — shed light on Australian policy settings, and provide a starting point for discussions about the benefits
and costs of particular programs or measures, and the role of government spending more generally.

Budgetary outlays and tax concessions are included in the Commission’s assistance estimates when they
provide a benefit to some businesses and not others (box 1.1). The inclusion of a particular measure in the
Commission’s estimates does not necessarily mean that it is undesirable. Rather, it provides some indication
of how particular industries and sectors benefit from government assistance, relative to others.

The risks and challenges associated with the design of assistance measures can ultimately determine
whether they result in adverse outcomes for the economy. For instance, measures may or may not target a
material market failure; they may have poor additionality, providing funding for activities that would have
occurred regardless; and they may have adverse efficiency impacts on investment and labour market supply
(so-called ‘deadweight’ costs).
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Box 1.1 - Components of budgetary assistance

The Commission’s estimates of budgetary assistance are divided into two categories:

» budgetary outlays — program funding provided by the Australian Government that assists businesses.
Budgetary outlays most commonly take the form of grants, subsidies, loans, guarantees or funding for
organisations to perform commercially beneficial services. Budgetary outlays may provide financial
assistance directly to businesses — as is the case with the Automotive Transformation Scheme for
example — or deliver assistance indirectly via organisations such as through the rural research and
development (R&D) corporations and the Commonwealth Scientific and Industrial Research
Organisation (CSIRO).

+ tax concessions — assistance by way of differential tax treatment that provides benefits to some
businesses but not others.

This differential treatment can arise across a range of dimensions, including:

* business size — for example, small businesses are eligible for some government grants, while large
businesses are not

 industry or sector — for example, financial incentives are provided for businesses in the film industry to
assist them to make film and television productions in Australia

+ location of a business such as the Murray-Darling Basin Regional Economic Diversification Program.

Where possible, the Commission allocates budgetary assistance to the industry or sector that benefits
from it. This is undertaken on an ‘initial benefiting industry’ basis — that is, assistance is allocated to the
industry that ‘hosts’ the business(es) that initially benefits from a program or measure. For some
measures, such as assistance provided through rural R&D corporations and the R&D Tax Incentive, the
Commission typically uses the industry allocation provided by the department or agency that oversees
these measures. The Methodological annex that accompanies the TAR (PC 2022c¢) provides more
information on the budgetary outlays and tax concessions that are included in the estimates of
assistance and how this assistance is allocated across industries.

The Commission has categorised measures into different ‘types’ to enable examine changes in the
composition and nature of budgetary assistance. This includes industry-specific assistance, assistance
for small business, R&D, exporters, investment, assistance to regional areas, including to facilitate
structural adjustment and assistance for specific sectors (figure 1.6; table D.6 in appendix D).

Budgetary assistance in 2021-22

In 2021-22, the Australian Government provided about $13.8 billion in budgetary assistance — about 60% of
which is provided through budgetary outlays and 40% by tax concessions (figure 1.3). The contribution of
budgetary outlays has risen since the COVID-19 pandemic. As a share of the economy, budgetary
assistance has been small but steady (box 1.2, figure 1.3).
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Figure 1.3 - Budgetary outlays provide more assistance than tax concessions

Budgetary outlays and tax concessions, current dollars and share of GDP, 1996-97 to
2021-22
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Box 1.2 - Assistance in current dollars and as a ratio to GDP

In previous editions of the TAR, estimates of assistance over time have been reported in current
(nominal) dollars and as shares of the sectors receiving assistance compared with their shares of the
economy (figure 1.5). In a low inflation environment, in which prices increase slowly, an increase in
nominal assistance is a reasonable representation of an increase in real assistance.

As prices increase, it would be appropriate to adjust (deflate) estimates of nominal assistance when
comparing them over time to report changes in real terms, so as not to overstate increases. Choosing an
appropriate deflator is not an easy task. A suitable deflator would benchmark assistance to changes in
prices of the goods and services used to deliver assistance. The consumer price index or the GDP deflator
measure are commonly used to adjust in other contexts, but they are not appropriate in this context.

Instead of deflating estimates, we report a time series of the ratio of nominal assistance to nominal GDP
along with current value estimates of assistance (figures 1.2 and 1.3). This shows that assistance as a
proportion of GDP has remained within a band of 0.5—0.8% of GDP in the past 25 years, consistent with
assistance growing roughly at a similar rate as the economy.
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Some measures included in the estimates for 2020-21, worth $490.8 million in assistance, ended during
2021-22. In addition, at the time of publication, there was no information on expenditure published for
measures worth about $600 million in 2020-21.*

Assistance by sector and industry

Of the $13.8 billion in budgetary assistance, the Commission was able to allocate $11 b