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1. Introduction

As a boutique commercial and technology law firm, Francis Abourizk Lightowlers (FAL)
is delighted to have the opportunity to contribute to this broad ranging review of
Australia’s national innovation system (National Review). With its origins in specialist
practice in research and development, commercialisation of technology and intellectual
property, FAL has consistently participated in and promoted the development of
Australia’s Innovation System. Since its inception in 1993, FAL has worked with major
public and private research organisations, through Co-operative Research Centres
(CRCs) and other collaborative ventures and with individual firms and operators, all of
whom share a commitment to producing practical outcomes through creative problem
solving.

Few if any legal organisations in the country have the depth and breadth of experience
in collaborative research ventures and in particular, the CRC program as FAL. FAL has
been at the forefront of the development of the CRC program, delivering practical advice
and assistance to participants and administrators alike. FAL has been part of the
success of the CRC program across the 15 years of our history, partnering with CRCs to
help them ensure research outcomes reach their fullest potential. With clients
nationwide, FAL continues to be committed to building the strong relationships that
ensure our clients receive the integrated, cost-effective advice they need to make their
innovations tomorrow’s reality for Australia. Indeed, FAL is already working with several
clients to develop new and innovative structures for life beyond the CRC program for
which the Call for Submissions seeks ideas.

FAL'’s years of experience and focus on the innovation sector has allowed us to develop
and adapt our skills and personnel around issues of concern and interest to such clients,
ensuring the structure and operational documents of each of our clients is tailored to
their particular requirements. We have developed our practice to ensure our clients have
access to integrated whole-of-issue advice, recognising that issues of taxation and
intellectual property protection are so closely interrelated that to consider them in
isolation may undermine the project’'s success. Where other practices look to their
clients to coordinate multiple advisers across a number of disciplines, at FAL we bring
these related skills together in one place. For FAL, the provision of these services is the
core of our practice.

The Australian research and development sector has never been more competitive.
More players are seeking more money from fewer sources that have ever-increasing
expectations. In the CRC sector alone, the number of CRCs created across the last
three rounds has dropped by a third, with the costs incurred by each bidding consortia
often exceeding $100,000. If the nation is to realise the true potential of this sector, we
must consider whether these expectations, and the structures they impose, support or
impede both innovation in the broad sense, but more particularly the development of the
skills, opportunities and results which are needed to fully deliver the outcome of a
creative problem solving process.

At FAL, we see ourselves as part of that creative process: we offer this appraisal of the
environment in which our clients operate based on our experience and expertise of the
challenges they encounter. We also express our willingness, both through this
submission and any other mechanisms the National Review Working Group’s might
undertake, to continue to play an active role in helping shape that environment.



2.  Collaboration in the National Innovation System — CRCs in Context

From its inception in 1990, the Co-operative Research Centres (CRC) program has
encouraged researchers and industry to come together and focus their combined efforts
to producing outcomes which make a major contribution to industrial, commercial and
economic growth. As noted in the Introduction to this submission, FAL's focus on the
research, development and technology sectors has seen it assume a place of leadership
in the provision of legal services to this sector. FAL has been involved in advising a
wide variety of CRCs over the last three competitive funding rounds. Working with these
CRCs, whose objectives, participants, and locations have been as varied as their fields
of endeavour, has given FAL a wealth of experience that is unrivalled in Australia.

However, FAL's perspective and experience of the CRC program has not been limited to
advising competing consortia, successful applicants, established centres and individual
participants. FAL has a long-term involvement with the CRC Association, and is
frequently called on to present at seminars and workshops as authorities in the field. In
addition, FAL was one of the few parties consulted in relation to the development of the
most recent Commonwealth Agreement, providing feedback to the Department of
Education, Science and Technology which was incorporated into the document released
for broad consultation.

Working in partnership with our clients, we have developed a real understanding of the
challenges CRCs encounter in establishing, operating, commercialising and finalising
their activities. FAL has been involved in the commercialisation of a range of
groundbreaking Australian technologies developed by CRCs, in fields that range from
pharmaceutical products to predictive minerals exploration innovations, from
manufacturing processes to computer software. We understand that, if it is to achieve its
purpose, a successful CRC will need to excel in enabling uptake of the results of its
research. This means that management of intellectual property, be it for
commercialisation, technology transfer or industry-wide deployment, will be integral
throughout the CRC's life.

We also understand that CRCs have particular and special obligations in terms of
corporate governance. We understand the importance of establishing workable board
structures. All too frequently issues with respect to effective governance such as board
structure and operations, directors’ duties and liabilities are frequently at the heart of
disputes in multi-party collaborations. This is particularly so for CRCs where the
additional layers of governance make the management of expectations of all participants
even more complex.

Based on its experience and expertise, FAL offers the following honest appraisal of the
CRC model and the tensions inherent in this program as it currently functions. FAL has
always approached CRCs as fundamentally a vehicle for collaboration in the conduct of
research, and as such this appraisal takes the perspective of whether the current
program promotes the collaborative development of outcomes that make a major
contribution to industrial, commercial and economic growth. We include in this growth,
the productivity enhancements that result from public benefit based activities.



2.1 Promoting or Polluting Collaboration?

The purpose of the CRC Program has always been to drive joint activity across the three
core groups involved in conceiving, developing and implementing new ideas: the
research community, industry and government. However in many ways, the mechanisms
by which and in which the program operates can in fact undermine this worthy policy
objective:

in requiring a research agenda to be developed to program level for the entire 7 year
term of the Centre at the bid level, the participants are largely required to know many
of the answers they wish to seek before many of the questions have been fully
explored. This can result in the Centre being driven by the research program, rather
than a combined effort to answer a question of common interest, shifting the focus to
the implementation and completion of individual projects rather than true sharing of
ideas and combined perspectives.

with many research community participants making their contribution through in-kind
resources, focus can shift from the collaboration having a research program with
combined focus to a competition between institutes to maintain and promote their
own internally determined research program by accessing “collaborative” funds.

related to this issue is the significant trend across the CRC program broadly for the
collaborative entity to be driven by the interests of research community participants
rather than securing the active involvement of industry participants in the research
efforts. The in-kind:cash contribution ratio for many CRCs reflects the ratio of
research participants to industry/government participants. What this can produce,
once the CRC is established, is that industry is the only provider of untied
contributions, reducing one aspect of their ability to influence or leverage the
direction of research undertaken.

In this way, FAL’s experience is that the CRC model contains significant risks of
reducing the “co-operative” component of an individual centre to a shared financial
contribution. While industry participants share the right to receive information and
results from research, such a risk of failure to truly engage industry can be seen as a
major threat to the National Innovation System. The CRC program represents the most
significant funding tool by which the Australian Government promotes collaboration
between research and industry. If industry participants are not engaged, there is
significant potential for major disconnect between the research communities ability to
properly identify the questions industry needs answering. This also impairs their ability
to contribute to the identification and resolution of the challenges Australia faces as a
nation, an economy and a community.

Insight Economic’s 2006 report on the Economic Impact of the CRC Program noted that
benefits delivered through the end user application of research by means other than
direct commercialisation processes (spin-offs and licensing) remain the most significant
channel of quantified benefits from the CRC Program. In particular, it found that “The
incubation of [such] relationships is a core role of the CRC Program....this
acknowledges that, where successful collaborative relationships have been formed, it is
important that they be nurtured.”
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Given the generally low rates of active participation both in ongoing governance and
projects and promotions by industry participants reported to FAL over its 15 year history,
this would appear to be a risk that requires particular consideration. This is especially so
in light of the significant proportion of the specific questions posed by the National
Review with respect to embedding innovation in our community and all levels of industry,
and Australia’s traditionally low levels of investment in research and development by
business when benchmarked internationally.

One strategy FAL works to pursue with its clients to integrate the ultimate end user of
research into all aspects of the collaboration. This extends the emphasis on uptake and
relevance of research from the research program into decisions regarding intellectual
property ownership and management, structure and governance decisions, and
reporting and accountability provisions. One client that has successfully pursued such
an approach is the Co-operative Research Centre for Aboriginal Health (CRCAH), a
case study of which follows.

This strategy has been particularly effective for public good collaborations such as the
CRCAH and the Eidos Institute. Where research has a more commercial purpose, a
similar approach could be used, once the parties identify their common interest in the
research question. By managing their respective expectations and using that to define
and focus on the end-user, commercial research can be achieved without compromising
the competitive interests of multiple industry partners. For example, where a common
issue is faced by users across a sector, eg the minerals industry, a collaborative
research program that benefits all can be developed and operated successfully for the
benefit of all. FAL works with a number of such collaborations, both within and outside
the CRC program, with the success of the whole being defined by:

transparent acknowledgement of the point up to which the common interest

extends; and

mutual acceptance and respect that, beyond that point, each participant has a

valid commercial and competitive interest in the application to which the

outcomes of the collaborative research are put.

Other commercially focussed research collaborations have defined their project by
vertical integration of the value chain. They have formed successful industry-research
collaborations by bringing together industry participants whose common interest is in the
achievement of the successful production of a single commercial product, due to their
involvement throughout the process by which that product is produced. Such a
“lifecycle” approach to collaboration could equally be used to research collaborations in
the service industries eg IT, biotechnology.



COOPERATIVE RESEARCH CENTRE FOR ABORIGINAL HEALTH

The Cooperative Research Centre for Aboriginal Health (CRCAH) is a collaboration of 5
universities, 3 research institutions, 2 Government Departments and 2 Aboriginal Community
Controlled Health Organisations. It commenced operations as an unincorporated joint venture in
July 2003 with the participants having previously been funded by the CRC program as the
Cooperative Research Centre for Aboriginal and Tropical Health.

Through conscious effort and investment of time and resources, the CRCAH has emerged in
recent years as a centre recognised nationally for its ability to make a difference. This is largely
due to its commitment to proper engagement with the aboriginal health sector throughout the
research cycle and its consistent efforts to increase the relevance of its research outcomes.

The key to this leap forward has been the adoption of a facilitated development model which
promotes indigenous input throughout the research cycle. This approach is quite different from
traditional approaches to research, with the CRCAH working with the Aboriginal health sector to
identify areas where research may be able to make a real difference rather than calling for
research proposals. CRCAH then brings together researcher and industry partners to design and
conduct the research and spread the results or findings.

This choice of perspective leads to a concerted focus at the beginning of a project to make sure it
is designed to translate into policy and practice. It means that Aboriginal organisations, individuals
and other people most likely to use the research have to be involved from the beginning so that the
research will result in findings that are useful and credible to the Aboriginal health sector.

Evidence now shows that by involving stakeholders throughout project development and
implementation, they are more likely to use research results at the end of the project. In addition
while project initiation is expanded, the overall research process is streamlined and incorporates
development of capacity across the sector.

The facilitated development approach ensures that it is the collaborative relationship that drives
the research, ensuring the research program serves the partners and their overall purpose. This
has flow on effects throughout the decision making of the CRCAH. For example, the CRCAH
acknowledges that the true value of intellectual property generated by it is best realise if research
outcomes are taken up as widely and quickly as possible.

Having embedded in its activities an approach to engagement and translation of research outputs
that is delivering results for Aboriginal health providers across the country, the CRCAH is exploring
the potential to embed this user-driven focus into a formal governance structure.

With the term of its Commonwealth funding drawing to a close, CRCAH has begun a process
designed to enable it to make an informed decision regarding its future. This will enable the
CRCAH to properly analyse and evaluate the funding alternatives, including the CRC program.
This includes mechanisms that will enable members to focus on the matters that interest them
most — identifying strategic priorities for research direction and access to research outcomes —
rather than administrative and business planning matters. This will also enable the expansion of
activities to a broader base of members without compromising the ability of the collaboration to
function effectively.




2.2 Operation or Administration?

CRCs are created to enable a group of interested parties to combine their expertise,
experience and resources to better achieve a single, clearly stated vision. Yet in many
instances, a great deal of the time of the participants and officers charged with facilitating the
collaboration is spent on managing issues that are fundamentally administrative.

There is no doubt that transparent and accountable administration is necessary when a
funding program purports to provide public funding to any group. Equally, where dealing with
consortia with only limited experience of large scale research programs or small numbers of
participants, the comprehensive contractual requirements for reporting, accounting and
internal operating processes no doubt provide useful guidance for operating on this more
broad scale’. However, even with such a group, across the course of the seven year funding
term one must question the need for such a cumbersome and relatively inflexible set of
operating expectations when the party establishing those pre-requisites is not actually
participating in the research program itself. This is particularly so when one considers this is
the Australian Government’s principle tool for encouraging industry and researchers to
develop closer working links.

In appraising this aspect of the CRC program, FAL is choosing to confine its opinions to the
CRC structures and functional requirements that applied with respect to the most recently
completed round of funding applications. With over 50 CRCs currently operating across the
nation, many were formed under different structures — a number of our clients continue to
operate as unincorporated joint ventures — however, for simplicity we have focused on the
current suite of documents that require an incorporated entity (CRC Company) contract with
the Australian Government, with a Participants Agreement executed between the individual
participants and the CRC Company.

Governance

Informal surveys of current and former CRC Business Managers show that governance
issues, and in particular the proper administration of Boards, is one of the most significant
challenges across the CRC program. This is supported by FAL experience which,
unfortunately, contains numerous instances of inadequate or inappropriate advice being
sought in the establishment of the governance of a centre with results ranging from
inconvenient to catastrophic. In many instances, the core of the dispute has one of two
sources:

the Board having been formed by exclusively or largely to represent the parties

involved in the CRC; or

confusion as to the role of or interaction between the organs of the CRC ie the Board,

the Chief Executive Officer and any incorporated entity, with one or more of the

participants.

With respect to the former issue, a representative board asks a great deal of those who serve
on it. By its very nature, it acknowledges that each individual is a representative of their home

2 It should be noted that analysis of the resultfuofiing rounds over the past 10 years shows al trewards
fewer grants of larger amounts to groups that ¢ords least Public Research Agency one major usityeie
Group of 8. As such, it is unlikely an inexperiedogonsortium would be successful, or for that nmaltas
sufficient experience or funds to be able to denratestheir ability to meet the CRC Selection Gréte



organisation, be it a university, Government department or commercial organisation. Each
home organisation will have its own motivation for being part of the CRC, be it access to a
greater pool of funding, pursuit of a particular academic agenda, broadening their networks, or
in all likelihood a combination of these reasons. It is entirely appropriate that each home
institution work to ensure that it realises its own reasons for participating, however a challenge
will arise where those reasons don't easily or clearly align with the interests of the
collaboration as a whole.

Traditionally, the fundamental reason for a Board’s existence is to set the strategic direction of
an entity, be it by outlining a plan or determining questions of significant administrative import.
In some ways the former aspect of governance does not exist in CRCs, or at least is very
limited, as the plan of the activities of the organisation have been fixed at the start of the life of
the CRC and, due to legal and compliance requirements, are quite difficult to alter. A board
Member on a representative Board brings to their consideration of these strategic issues an
additional level of interest beyond the good management of the collaboration and
achievement of its end goal. This duality is a wellspring for tension, inefficiencies and
potential disputes, particularly in CRCs with large numbers of participants.

The question of interests underpins the latter source of disputes. The proforma structure of a
CRC is, in many ways, relatively artificial. Frequently, while the relationships between
participants and the Australian Government are technically defined by a series of formal legal
agreements, the reality of the day-to-day conduct of its activities can appear relatively informal
and overlapping with the activities and interests of individual participants.

For example, a researcher employed by a university but “contributed” to a CRC may not fully
appreciate the true nature of their employment relationship, particularly if competing interests
arise between the host university’s research direction and that agreed to by the CRC. Does
the Director of a Research Unit hosting the CRC direct its activities, or is it the CEO? Or
perhaps the Board through its chair? Who has actual authority to approve amendments to
research activities? Who owns the results of research that is conducted by someone who time
is split equally between the CRC and the host institution? While the answers to these
guestions are clear if one sits down with the Commonwealth Agreement, the Participant’s
Agreement, and any agreement with a Commercialising or spin-off vehicle, this is often not the
way individuals of any participant — from industry, government or research facility — would
otherwise have to think.

To avoid potential conflicts of interest that can arise with representative boards, FAL is
increasingly advocating the use of an independent skills-based Board for collaborative
ventures including CRCs. Such a Board has the advantage of enabling the Board to remain
focussed on the strategic rather than operational activities of the organisation, while ensuring
that this group has access to the relevant expertise it requires to take the entity in a positive
direction. Generally, the number of Board members is kept relatively small with the overall
group having a combination of the following skill sets:

corporate governance;
public and private sector investment;
research and development activities in the field of endeavour;

education, training and technology transfer and utilisation;

risk management; and



commercial business experience, such as legal, accounting, finance and economics.

In some instances, for example where cultural sensitivity, specific quota requirements can be
created. For example, in the case study of the Centre for Rural and Remote Mental Health
(Queensland) below, the constituent documents require the Board have a certain level of
indigenous representation as well as having a combination of these skills.

CENTRE FOR RURAL AND REMOTE MENTAL HEALTH QUEENSLAN D

The establishment of the Centre for Rural and Remote Mental Health Queensland (CRRMHQ)
is the result of a series of activities that began in 2003 through discussions of clinical need in
north Queensland.

Participants are entitled to membership of the Participant Executive Committee (PEC) which is
an advisory committee to the Board. It meets at least twice a year with voting entitlements
based on their annual contribution. The PEC carry out the functions required of it under the
Centre Agreement and provide advice and recommendations to the Board on the major issues
relatlng to the direction and functions of the CRRMHQ including:

the strategic objectives of the CRRMHQ ;

electing the Directors in accordance with the Agreement;

receiving the Annual Reports and Financial Statements on the operation of CRRMHQ ;

admission of new patrticipants to the CRRMHQ ; and

activities required under the Agreement or requested by the Board.

The CRRMHQ is set up as a joint venture between the company, Rural and Remote Mental
Health Queensland Ltd and the Participants. A skills-based Board of eight including an
independent chair oversees the governance of CRRMHQ, with the skills sets sought specified
in the establishment documents. The Chief Executive Officer is responsible for the day-to-day
management and operation of the CRRMHQ under the overall guidance of the Board,
supported by a minimal but professional staff.

The legal and organisational structure for the CRRMHQ has been developed to facilitate
formal participation or affiliate agreements with organisations interested in being involved in
the activities of the CRRMHQ. This structure allows the CRRMHQ to collaborate with
Participants and other interested organisations in service delivery, population mental health
and workforce initiatives in rural and remote communities.

This structure has enabled the CRRMHQ to grow to a point where it is approaching 100
members without compromising its ability to efficiently and effectively engage with its
participants to developing productive working relationships with organisations that share the
intent to enhance rural and remote mental health promotion, prevention and care.




Generally speaking, the more detailed aspects of a proposed CRC'’s structure will have been
discussed as part of the bid process, so one might expect there to be substantial agreement
between the parties on the terms on which it will operate. Anecdotal evidence, however,
contradicts this assumption with Business Managers reporting that these issues continue to
require considerable attention for between 12 and 18 months of establishment.

A similar scenario occurs in relation to intellectual property ownership and commercialisation
arrangements. Often the bid document addresses such issues at a very superficial level or in
an aspirational way. However, when it comes to putting the legal and operational structures
around such arrangements significant difficulties arise in resolving the competing interests of
the various participants. Research organisations, by virtue of their participation in numerous
CRCs over long periods of time are usually more conscious of the need to voice and get met
their demands at the establishment phase. Industry participants, who often only participate in
one or at most two CRCs are not so outspoken thus often resulting in unfavourable outcomes
for them.

Taxation

Feedback from FAL's industry clients is that there is within industry a perception that CRCs
are run by academics and universities, ie that they are not run commercially. From a taxation
perspective, the way CRCs are structured is generally considered to be a barrier to entry, with
the structure too clunky for many businesses to choose to be involved with. Universities
generally are considered to have a non-commercial perspective, if for no other reason than
they commonly have tax-exempt status, and are thus immune from many of the
considerations that business must face.

This is particularly apparent when one considers the joint ownership of intellectual property
which is a fundamental principle of the CRC program. Where there is a change in the
underlying ownership of intellectual property through changes in each participant’s
participating share changing, a significant issue is created for those entities that are not tax-
exempt. For these entities, such a change could be deemed to be a disposal based on
deemed market value of the share. This may not pose a significant risk when one limits one’s
consideration to pre-commercial intellectual property, however where this property takes on
commercial value through the uptake that is the overall goal of the CRC program, issues of
income and revenue sharing become problematic from both a taxation and administrative
perspective.

For taxable entities in such collaborations, perhaps a paradigm shift is required akin to the
reverse of the principal competitive neutrality ie a principle that states that income tax exempt
entities not be able to benefit in a commercial context in comparison to their tax-paying
collaborative partners.

A further challenge to the promotion of collaboration by industry or commercial participants in
CRCs is created by uncertainties around the application of Goods and Services Tax (GST)
provisions to CRCs. Income tax provisions may look through these collaborative partnerships
to the status of the underlying partners, however under the GST legislation, the collaboration
is treated as a separate entity. If participants contribute services in return for equity, this can
be considered a taxable supply, resulting in an input tax credit and ultimately differing GST
consequences for tax-exempt partners. The Australian Tax Office’s position in this respect is
currently unclear, and would seem unlikely to be clarified in the foreseeable future.



2.3 Funding, but at What Cost?

There is no question that the financial investment generated by the CRC program in research
and development in Australia is significant. Since its inception, nearly $11 billion (cash and in-
kind) contributions have been made to CRCs of which $2.1 billion was invested solely from
industry-based participants. However, there is a significant cost to the CRCs in securing
these funds, a cost that for unsuccessful consortia is ultimately borne by the participants in the
consortia. The number of CRCs created across the last three rounds has dropped by a third,
with the costs incurred by each bidding consortia often exceeding $100,000. With such
significant costs, it is likely that there are many groups and potential participants who are
unable to risk scarce funds on what is an increasingly remote chance of success.

Given that the CRC program is the Australian Government's principal funding tool for
promoting pubic-private collaborations and industry collaborations with researchers across the
nation’s research institutions, one must consider whether this trend promotes new
collaborations or rather new collaborations for the established collaborators. Perhaps the
guestion should rather be framed as a determination of the true policy objective. Is the
Australian Government looking for guaranteed results and returns on its investment dollar? If it
is, low risk investments with proven performers is a viable and prudent strategy. However, if it
is the ongoing spread of innovation and collaboration across the economy, it may be more
appropriate to rate the risk profile for the investment at a higher level, taking a greater risk with
initial funding.

At the same time, one must consider the need for limitation on the ongoing funding of existing
CRCs. Currently CRCs are created with a 7 year funding term, the program is part of the
competitive merit on which applicants are judged. Applicants with a track record of
performance and in whom research funds have already been invested would, objectively, be a
more attractive prospect to an investor seeking a guaranteed return on investment ie with a
low risk profile. However, does this encourage the members of the consortia to develop the
skills and abilities that are vital for the development of a viable and self-sustaining innovation
sector? Does it support the forging of better relationships through mutual understanding
between the private sector and publicly-funded researchers, when the commercial imperatives
of the former remain foreign to the latter? For while it is true that industry and research
partners must work together in developing the initial business proposal, it is common for the
drive to develop a CRC bid to come from within the research community, with the private
sector sought as financial contributors whose investment will leverage investment from a
funding source disproportionately larger than the investment of any one participant. Is a
system needed that supports more active investment in innovation rather than the relatively
passive investment for a fixed term for a fixed outcome ie the completion of a proposed
research program which is currently the milestone on which funding is paid.

FAL has worked with many of its clients to establish structures and collaborations that actively
engage its partners investment to leverage not only a greater resource pool but ongoing
engagement in and commitment to the future of the collaboration. The Eidos Institute has
used this particular approach to successfully generate exceptional outcomes in a field in which
research funds are exceptionally scarce: social science and human capacity research.



3. Taxation as an Innovation Support Mechanism —th e R&D Tax Concession

FAL applauds the National Review’s specific reference to the R&D Tax Concession in the Call
for Submissions. Perhaps more than any other existing tool, it has the most potential to
significantly increase the contribution it makes to the suite of innovation support mechanisms.
To date, these provisions have consistently caused frustration to our clients and advisers alike
in their application to collaborative research and development vehicles, be they in the form of
a CRC or not.

Overall, these provisions are considered to be administratively driven and not innovation
driven, a fact reflected in the anecdotal experience of our taxation experts. In the past 12
months, not one client has identified potential claims under these provisions prior to FAL staff
raising the potential benefit to the organisation. Many clients consider innovation to be
something that occurs in a lab rather than something associated with problem solving and
process efficiency. Taking an existing process and refining it by cross-pollinating other known
processes or technologies to result in new or refined ways of operating are considered to be
“just what we do”. That is to say, our clients appear to demonstrate that Australians naturally
think outside the box without consciously thinking outside the box ie without cognition that
what they are doing is innovative.

Where our advisers have raised these issues and sought to claim the benefit, in approximately
half the claim has been abandoned on the basis of the overwhelming administrative burden to
be met to substantiate the claim. In the client’s mind, it is not efficient or cost-effective to
require engineers and/or draughtsman to stop the process of resolving an issue to
appropriately document the innovation and the process whereby it was developed, when this
administrative process is weighed against the need to continue to produce goods and
services. In some instances, it is possible to re-engineer the process and capture the time
from existing paperwork, eg from timesheets and other reports generated for other purposes,
but otherwise it is too difficult to justify the opportunity cost to support the claim. This is
particularly so in the case of a distributed innovation process ie where the total process occurs
on multiple sites such as is common in the manufacturing industry eg where milling occurs in
country areas but the process completed at a central head office where accounts and records
are compiled.



THE EIDOS INSTITUTE

Eidos is an independent research institute and think tank. Its objective is to generate new
ideas and dialogue on good education, labour market and social public policy in the belief that
engaged research collaboration and policy innovation contributes to a good society.

Eidos is a consortium of six universities and three state government agencies committed to
improving education and social research, policy and practice. Its work is conducted through a
network of participating research centres and partners, through which Eidos draws the
intellectual strength of the research community into an active dialogue with policy makers and
practitioners

Eidos is founded on three points of difference:
Eidos is collaborative
Eidos uses open source technologies
Eidos builds the capacity and influence of its partners

Most institutes are seen to be successful if they have a large income and large staff. Eidos is
successful if it maintains a small staff and small income. Eidos considers itself to be successful
if its partners benefit. Eidos partners use Eidos resources in ways that advantage their
collective position. Eidos is not merely a collaborative structure, it is itself the space for
collaboration.

In establishing the Institute, the underlying philosophy was that of systems theory, which views
society as a 'network society'. Institution and infrastructure don't always add the best value
when are talking about the knowledge economy. A small investment by a number of partners
has created Eidos - a collaborative network. In many ways, Eidos mediates a space to make a
bigger research, policy and practice impact.

Within its universities and government agencies, there are more than 55 research and policy
centres, and over 300 active senior and early career researchers in Eidos. Eidos harnesses
these resources to maximize their contribution to state, national and global education and
social research, policy and practice.

Eidos has an independent skills based board, enabling its members to focus on the operational
activities for which the Institute was founded while strategic and administrative functions are
managed by small, qualified groups with that as its focus. While Eidos members pay a
membership fee that covers the small administration costs, Eidos lives and dies by the level of
engagement of its members. Research members are guaranteed a return on their investment
of at least 3 times their financial contribution, a return generated by demand driven research
which leverages Eidos funds to purchase member services. Throughout its 18 months of
activity, Eidos growth has been consistent with demand for its services and assistance both
domestically and overseas.




These difficulties and the significant administrative focus of the provisions mean that its impact
is generally not felt at the innovative heart of many organisations, rather sitting in the
corporate or reporting units. For example, engineers and scientists in a number of client
organisations come up with processes that greatly enhance the operational functionality,
however they don't analyse this process of innovation from a taxation perspective: in their
mind, they are just doing what they do to get the job done, minimising potential benefit to
Australian industry through the expenses involved in realising these unreported innovations
being borne by industry and recoverable only from overall process improvement.

In addition, the R&D Concession is limited in the activities to which it applies. In many ways,
this may be a reflection of the age of the provisions and the rulings relating to them and
significant pace at which technology development has proceeded in recent years. The
provisions restrict claims to research activities, excluding from relief activities occurring further
in the innovation cycle that are nonetheless vital to the value of an innovation being realised.
For example activities focussed on commercialisation would not qualify for relief, and while the
public sector does provide alternative financial assistance for these activities eg the COMET
funding program, the amount of assistance available is frequently insignificant when
compared with the cost of the activities required. This is considered a major contributing
factor in many of the activities required to take an innovation from development to market
being driven offshore, particularly given the relatively limited venture capital market in
Australia. This ultimately means a loss of the benefit to Australia from those activities being
conducted domestically, as well as a loss of at least some degree of control to the individual
Australian innovator forced to access external funding.

The majority of research activity undertaken in Australia involves collaboration between
universities, other government research bodies and industry through CRCs and industry
based research organisations. There are currently 55 CRCs operating across various
research and industry sectors. Collaborative research is also undertaken by industry based
research organisations across the mining, agricultural, manufacturing and medical sectors.
These programs utilise a variety of structures and arrangements for the ownership and access
to the resulting intellectual property and in many cases involve further research and
development by the industry participants.

In addition, although many of the rural industry based research organisations that are funded
by industry levies currently forego access to the R&D Tax Concession in return for receiving
matching funding from the Federal Government, this may change if the Government accepts
the Productivity Commission recommendations that such bodies be less reliant on
government funding. This change raises the possibility that rural industry participants involved
in these new arrangements will wish to access the R&D Tax Concession in respect to their
levy or contribution payments

Clearly, the quantum of expenditure incurred in collaborative research programs to which the
R&D Tax Concession may apply is significant and expected to increase at a rapid rate
pursuant to the national research priorities. However, even in its own Guide to the R&D Tax
Concession , Ausindustry acknowledged that the satisfaction of the ‘on own behalf’
requirement for companies incurring contributions or levies for such industry group research
programs involved quite complex issues for which claimants should seek further advice from
the ATO and Ausindustry.



3.1 The Issue

The ability of industry participants to access the R&D Tax Concession for their contributions to
collaborative research programs is often determinant on their satisfaction of this ‘on own
behalf’ requirement. Section 73B(9) of the ITAA 1936 (commonly referred to as the ‘on own
behalf’ requirement) states a deduction is not allowable under the R&D Tax Concession for
expenditure incurred by an eligible company for the purpose of carrying on research and
development activities on behalf of any other person. Expenditure of that kind shall be
disregarded for the purposes of the R&D Tax Concession. However guidance available to
these eligible companies on how this requirement applies to their contributions is limited,
outdated and conflicting.

Taxation Ruling IT 2442 written on 13 August 1987 stated member companies’ levy payments
to approved industry based research institutes will generally qualify for the R&D Tax
Concession.

Taxation Ruling IT 2451 written in November 1987 explains the general principles concerning
the ‘on own behalf requirement and noted factors such as who controls the research and
development activities, who holds effective ownership of the results of those activities and
who bears financial risk associated with the activities in question were key factors in
determining on whose behalf the research and development activities are undertaken. This
ruling states that where several companies fund combined research activities the effective
ownership requirement will be satisfied if the companies have co-ownership of undivided
interests in the results of those activities. These companies can use the results individually for
their own benefit without accounting to each other, can enforce rights over the results and
obtain damages without joining the other co-owners. However the assignment of licenses and
rights in respect to the results can only be achieved after joint agreement.

In reference to industry research associations, that ruling states that each member will be
treated as a co-owner even if the contributions or levies vary. In contrast, it provides that
where the co-owners cannot use the results in their individual activities, their share of the
results must be commensurate with their contributions. Despite paragraph 13 of IT 2451
commenting that the share of results does not depend on the ultimate value of the research
and development results, there is no guidance provided on what factors would be taken into
account when assessing if benefits are appropriate for the contributions made.

ATO Class Ruling 2005/9 examined the deductibility of membership funding of the Australian
Coal Association Research (ACR) program and decided that the research and development
activities undertaken in the ACR program were undertaken on behalf of the members as the
requisite elements of control, effective ownership and financial risk were present. The ruling
held that the members as a group sufficiently controlled the research and development
activities ACR was contracted to provide as the parameters set out in the Deed of Agreement
ensured the research and development projects were undertaken according to the member’s
directions and control.

The ruling stated that although ACR held ownership of the results, examination of the benefits
that contributing companies are expected to gain and their interest in the results of the
research and development activities conducted by ACR were comparable to their relevant
expenditure. This comparison enabled the ATO to conclude the member’'s expenditure was
commensurate with the benefits to be gained despite the fact that ACR may receive minimal



commercialisation proceeds in respect to the resultant intellectual property. Again there is no
guidance on what details or factors were taken into account when coming to that conclusion.

Decisions in a number of private rulings also noted eligible companies’ satisfaction of the ‘on
own behalf’ requirement was not reliant on their ownership of the intellectual property or the
final report but on whether the company obtained a share of the commercialisation proceeds
in proportion to its contribution to the activities. However there was no discussion in these
rulings on how this comparison was undertaken or evaluated.

The ATO's Position Paper to CRC Association provided a detailed analysis by the ATO on
whether CRCs represented partnerships for the purposes of the R&D Tax Concession and
how this may impact the ‘on own behalf’ and ‘clawback’ provisions, however it provided no
conclusive guidance. In fact, it concluded by posing questions back to the CRC Association on
how it viewed the application of tax legislation to the Commonwealth Agreements with the
CRC participants.

In addition, these discussions were based on agreements and participation models applicable
to the 2004 round of CRC funding. As far as we are aware, a similar position paper was not
prepared in respect to Centre agreements and arrangements used by current CRCs. Not only
are these agreements quite different from the model 2004 series, each centre has
incorporated variations in respect to the Centre’s structure, operations and intellectual
property ownership.

The ATO has also expressed the opinion that the entitlement of participants for access to the
R&D Tax Concession in respect to their contributions to a CRC program would be determined
not at the time of the contributions but when the CRC funds were expended by tracing the
application of those funds to the actual activities undertaken by the CRCs. This would be in
most cases practically impossible when considering the complexity of the research activities,
the number of projects and the number of participants.

3.2 The Need for Clarification

As the R&D Tax Concession is the largest single mechanism for supporting industry based
research and development, it is imperative all taxable participants in these collaborative
research programs are provided with adequate information on the application of a key but
complex eligibility criteria for that concession.

As the quantum of collaborative research activities undertaken in Australia is expected to
increase significantly, there is an urgent need for guidance on the application of the ‘on own
behalf’ requirement from the ATO to be updated and clarified so that all participants can
understand their ability to access the R&D Tax Concession.

FAL is of the opinion that, in application to the CRC program, the ATO has overlooked the
original intention of section 73B(9). The Explanatory Memorandum for the Income Tax
Assessment Amendment (Research and Development) Bill 1986 explains the purpose of this
section was to prevent deductions under section 73B for both the one on whose behalf the
research and development activities are performed and the one performing those activities.
Basically the section stops double section 73B deductions in respect of the same program of
research and development activities. Its purpose was not to stop or prevent all entities
claiming the deduction for valid research and development activities.



If it is accepted the “CRC company” must own the results and intellectual property created by
the activities of the CRC in order to satisfy its income tax exemption status, it must also be
accepted that guidance must be provided in how to determine if participants have sufficient
access to those results and hold commensurate benefits in the commercialisation of those
results to determine if they have effective ownership which in turn enables them to claim the
R&D Tax Concession for their contributions.

It is clear that the Federal Government strongly encourages collaborative research activities
between industry and government research bodies. The intellectual property created through
these research programs is often ‘pre-competitive’, meaning the industry participants must
further develop the intellectual property prior to any commercialisation either through licensing
to other parties or use in their own processes and business.

If the industry participants’ initial levies or contributions made to the industry based research
organisations does not satisfy the definition of research and development expenditure for the
purposes of the R&D Tax Concession due to the ‘on own behalf’ requirement especially
because this pre- competitive intellectual property is owned by the research organisation, then
are such payments reflective of ‘core technology’ payments by which the industry participants
gain access to this ‘pre competitive’ intellectual property.

FAL has raised its concerns on these and related aspects of the R&D Tax Concession with
the Australian Tax Office (ATO) directly, but to little effect. Feedback from the ATO conveyed
surprise that there may be uncertainty in the community regarding these provisions, noting
that there had been very few requests for rulings with respect to this scheme. The inference
drawn from these limited enquiries is that there is no demand for further clarification and
therefore, no need for a Public Ruling, and as such it is understood the Chief Tax Counsel
declined to put the issue into the Public Rulings Program. This is apparently despite the
interactions between the CRC Association and the ATO in a number of forums. Indeed, in its
submission to the Productivity Commission’s report on Public Support for Science and
Innovation in July 2006, the CRC Association noted the uncertainty around access to the R&D
Tax Concession provided a disincentive for industry involvement in CRCs, and requested
clarification or amendments with respect to the taxation treatment of CRCs and similar public-
private partnerships.

4.  Answers to the Seven National Review Questions

In FAL's experience, the answer to each of the questions posed the National Review’s Call for
Submission is ultimately the degree to which we all, as participants in and purveyors of
innovation, actively ensure that it is driven by the needs of the end user. By ensuring our
structures promote true collaboration, facilitating active and ongoing interaction between all
participants, we ensure that we develop a broad base of capabilities that will ultimately deliver
the critical mass that will enable constructive competition. This begins from identifying the
right participants, which may involve reviewing the research question initially proposed.

By creating structures that enable and encourage participants from multiple aspects, we are
able to add value to our client’s ability to deliver outcomes across the innovation life cycle. To
meet the “big challenges” referred to in question, we need to take an approach that is equally
big. If we are to answer a challenge that reaches across activity lines — across policy, delivery
and financial outcomes — our response must recognise the needs, voices and perspectives of



each, and build into its strategy the capacity to address each of these aspects. The Eidos
Institute’s experience in establishing such a framework is outlined in the case study below.

THE EIDOS INSTITUTE

Eidos was established to do two very simple things. Build the capacity of good education and
social research and policy. Position this research and policy on the national and international
stage.

Eidos works on practical, applied, policy relevant projects and research on valuing and investing
in our nation's people. It values the strong dependence on education and training to build
capability and on health and other incentives to increase our capabilities. It sites itself across
financial, social, intellectual and cultural capital - human capital is now on the international and
national agenda. Eidos partners are leaders in the ongoing development of human capital and
our broad program of work continues to build a body of knowledge for the better.

Eidos believes research is likely to have a greater impact on policy and practice through
supporting coordinated bodies of work, rather than a scatter of atomised, free-standing projects.
We focus on five areas:

LIFE: lifecourse learning and work transitions;

WIRED: new communications, technologies and human capital and social policy;
COMMUNITY: learning, labour and community;

GREEN: sustainable human capital systems and education for sustainability;
SAFE: strengthening the nation’s social and economic fabric.

Eidos increases the collaborative and creative capacity and impact of researchers, policy-
makers and practitioners. Its work is conducted through a network of participating research
centres and partners, through which Eidos draws the intellectual strength of the research
community into an active dialogue with policy makers and practitioners. Within its universities
and government agencies, there are more than 55 research and policy centres, and over 300
active senior and early career researchers. Eidos harnesses these resources to maximize their
contribution to state, national and global education and social research, policy and practice.

For researchers, Eidos will help connect to partners, seed fund idea and proposals or
Disseminate proposals and ideas through Eidos in search of other partners without ceding their
leadership or ownership of the idea. The researcher then negotiates the intellectual property and
research quantum arrangements with potential partners.

For policy makers and industry, Eidos can help connect to researchers and other policy makers,
tender research requests to Eidos members and associates through Eidos’s unique expedited
process, circulate proposal and ideas to potential partners for further development and assist to
structure education and social research relationships.




Clearly, establishing such a team-based approach requires significant funding, a need which
the public sector is able to use as a support mechanism or directional tool within the
Innovation System. If the Australian Government is seeking to continue to incentivise
commercial and non-commercial collaboration through the CRC program, it may wish to
consider adopting a structure for these entities which is more recognisable to a taxable entity.
Taxable entities are largely underrepresented in CRCs generally, suggesting some
disincentive to their participation in the program and the research and development funding it
provides.

Providing a means for a simpler interface for commercial vehicles is likely to make them more
attractive to entities that are not tax-exempt and remove a significant barriers to contemplating
such collaboration. Design of such an interface would need to incorporate concrete guidance
on both GST and R&D Tax Concession issues to resolve the existing uncertainty, a further
disincentive for collaboration between these two groups. This may require some
consideration of limited liability partnerships, in which the partnership is treated and taxed as a
company, and there are many Public Private Partnership (PPP) programs in use in
jurisdictions both in Australia and in other countries that have pursued collaboration in
research and in provision of infrastructure®.

If these barriers to collaboration between taxable and tax-exempt entities can be resolved, the
attractiveness of such collaboration can be properly evaluated. It might be useful to such an
analysis if a comparison of the restrictiveness of the tax-incentive systems in use in overseas
jurisdictions was undertaken. Are the equivalent mechanisms to the R&D Tax Concession
less or more restrictive in the entities able to access the program as the terms of Australia’s
legislation? What impact does this have on the number of taxpayers seeking to claim under
these provisions, and on how many of them qualify for partial or total relief? In turn, what
impact has this had on the rate of participation in collaborative research and on total spend by
tax-paying entities on research and development? It should be noted that, without certainty as
to the application of the Australian provisions to collaborative partners, the usefulness of this
type of analysis would be extremely limited given the number of assumptions it would have to
make.

Ultimately, without clarity on the application of these provisions to collaborations with domestic
and internationally active partners, it is difficult to see how any consideration of the rate of
incentive can have the impact such a change intends.

The jurisdictional limitations of the R&D Tax Concession will also need to be carefully
considered in light of the increasingly global market for research, development and
commercialisation activities. While the policy objectives of such an incentive are clearly to
encourage Australian industry to undertake activities that benefit the Australian community
and economy, one has to consider whether this objective could be more effectively reached
with access to the resources and expertise of multinational and international partners. If so, it
may be appropriate to incorporate into these provisions some recognition of multi-site
activities and multi-purpose research, as well as incentivising consortia as well as individuals
to establish activities and innovation realisation in this jurisdiction.

FAL's belief and experience is that the National Innovation System should encourage ultimate
self-sufficiency and financial independence in its research collaborations. Whether more

% Queensland, for example, has recognised innovatifrastructure as a one of the major soft infratire
categories requiring co-ordination through its &tafrastructure Plan for a number of years.



commercially driven CRCs or other form of public good collaboration, it is important the
participants are encouraged to consider their funding models in the context of the long-term
objective of the collaboration. It may be that CRCs seeking a third (and subsequent) funding
tranches should be required to identify other non-program funding in their applications, with
any funding received by the successful bidder calculated on the basis of a proportion of the
external funding obtained.

Alternately, it may be more appropriate for a funding program with a broader basis of
collaboration to be created for mature CRCs and other collaborations, based on a less
prescriptive business case. For public-good and commercial-benefit collaborations alike, such
a business case could approach the Australian Government as a capital funding source with a
relatively high-risk profile, looking for returns that include both benefits calculated financially
and non-financial benefits that can be quantified in some other way eg improvements in social
or environmental outcomes. Such an approach would encourage the development of
persuasive, well-rounded arguments for research activities focussed on the realisation of
specific outcomes, rather than on the specific research activities to be undertaken. This type
of business case would not only attract the interest of the philanthropic sector nationally and
internationally, but would also be more receptive to true industry participation and
engagement.

5. Conclusion

If, as a nation, we wish to have a responsive, vital National Innovation System, we need
responsive and vital mechanisms and structures within it. Prescriptive legal requirements that
stifle creativity with compliance cannot drive a robust engine for the global information
superhighway in which national economies and societies now operate. It cannot provide the
services evolving communities with shifting needs require to flourish. Most importantly, it
often cannot see beyond its own boundaries, caught in a rut so deep that it cannot see the
horizon.

At FAL, we have consciously adopted an integrated approach to partnering with our clients to
help them reach their objectives. We do not claim to be masters of all disciplines, developing
networks of service providers to ensure our clients are able to access the assistance they
need when, and ideally, before they need it. This enables us to see beyond the immediate
challenge, to survey that challenge’s place in the whole to ensure not only is the challenge
met but contributes the client’s ongoing progress. The National Review Working Group may
wish to consider whether a similar, almost holistic, approach should be integrated into the
ongoing development innovation support mechanisms. By regularly considering the
consequences of the establishment, administration and operation of each tool, we are better
able to see if the policy objectives for each are being achieved and take action where
required.

FAL appreciates the breadth and scope of the task the National Review has set itself, a
challenge escalated by the time available to it and its Working Groups. FAL stands ready to
offer assistance and further support if the Working Groups wish to discuss any of the matters
raised in this submission.



