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Preface

Innovation is a major source of competitiveness for firms and nations around the world. The
challenge is not just to be innovative, but to lead innovation. To develop strategic advantage
from innovation, Australian firms need to be ahead of the game when it comes to developing
new products and services, using new organisational arrangements and incentives, and
building new business relationships.

The summit provided an opportunity to bring together multiple perspectives on these critical
qguestions. Its objectives were to build a community of interested parties to share knowledge
on what we know and don® know about innovation in Australia. Its intention was to
produce a clear statement on the significance of, and responses needed to, the challenges of
developing an innovative Australia.

The Melbourne summit was preceded by invitation-only working forums in Brisbane and
Sydney. The Brisbane forum in October looked at policy frameworks for innovation, while
the November Sydney roundtable examined a variety of corporate perspectives on
approachesto innovation.

Overall, about 250 key people from governments, industry associations, individual firms,
research agencies and universities contributed to the dialogue.

From the active dialogue at this and preceding summits in Brisbane and Melbourne a
working statement has been drawn together summarising:

Areas of broad consensus

The challenges Australia faces

Issueswe need to address

Leadership priorities

Open issues and mattersfor further attention

arwdNpRE

The proceedings of the Melbourne Forum were structured asfollows:

¥ Morning keynote presentations and discussion as thought starters and to set the
scene;

¥ Working lunch table discussions about possible leadership priorities;

¥ Early afternoon panel sessionsto crystallise views on the leadership challenges; and

¥ Closing sessions on setting a forward looking national agenda.

Thisrecord of the proceedings mirrorsthe programme for the day.

Going into 2007 the Innovation Leadership Forum will continue with a further series of
roundtable meetings to address the open issues and the matters we have identified for further
attention. We hope that this process will further broaden the emerging coalition of people
committed to promoting an innovative Australia.

We thank the organisations and individuals who have generously sponsored and supported
this series of forums, Brendan Lewis who organised the Melbourne event, and the staff from
the University of Queensland Business School. It has been atruly collaborative exercise.

Terry Cutler Mark Dodgson

Co-convenor Co-convenor
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SPEAKERS AT THE FORUM

The convenors of the Innovation Leadership Forum

o Terry Cutler Mar k

Dodgson

Cutler &

Company and Director of the

MindSharing Technology
and Innovation
M anagement
Centre at

University of
Queensland®
School of
Business.

Terry has had a long involvement with technology =~ Mark has researched innovation for many years in
planning and policy in Australia. He has also been = more than 35 countries. He has written widely

involved in many facets of innovation practice, and advised governments and firms on

from chairing the IR&D Board, a CRC, being on innovation policy and strategy.

the Board of CSIRO, as well as working with Mark is a Director of the Think, Play, Do Group,
numerous start-ups. an innovation advisory company working with
Terry has recently established MindSharing as a companies like Shell in the Hague and the
non-aligned forum for examining and exploring London Olympic Development Authority.

major public issues and challenges.

Tom Bentley

Executive Director, Policy and Cabinet, Department of Premier and Cabinet, and a Director of
the Australian and New Zealand School of Government, responsible for applied learning and
innovative programmes. He was Director of Demos from 1999-2006, a leading independent
@nink tankQocated in London. Prior to that he was a special adviser to David Blunkett MP,
then Secretary of State for Education and Employment, United Kingdom, where he worked
on issuesincluding school curriculum reform, social inclusion and creativity.

John Bessant

John is Professor of Innovation Management at Imperial College London. He is Director of
the UK® Innovation and Productivity Grand Challenge, and a Senior Fellow of the Advanced
Institute of Management Research. A prolific researcher and author, John has written over 20
books on innovation.

Geoffrey Blainey

Emeritus Professor, University Of Melbourne. Professor Blainey is Australia® pre-eminent
economic historian and written widely about the role of technology and innovation in
Australia® economic development. He has written over thirty books, including The Tyranny
of Distance, A Shorter History of Australia, and A Shorter History of the World. His History of
Victoriahas just been published.

The Hon John Brumby, MP
John Brumby is the senior economic Minister in the Victorian Government holding the offices
of Treasurer, Minister for State and Regional Development and Minister for Innovation.

In February 2002, John was appointed as Victoria® first Minister for Innovation. John
actively promotes innovative, creative and knowledge-intensive industries such as
biotechnology, environmental technologies and advanced manufacturing. A key part of this
exciting vision is the development of the $206 million Australian Synchrotron at Monash
University®@ Clayton campus, which is set to revolutionise scientific R&D in Australia.
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John was elected to the Victorian Parliament in 1993. He was Leader of the Opposition for
almost six years. Between 1983 and 1990 he was the Federal Member for Bendigo during the
Hawke Government and served as Chairman of the Parliamentary Committee on
Employment, Education and Training.

Leslie Butterfield

Leslie is Chief Executive Officer of McLachlan Lister, strategy advisors and project managers
in the business, property and infrastructure sectors. A civil engineer, she started out on site
in the construction industry and spent many years delivering property projects of all sizes.
Working with large and small businesses both in Australia and overseas, she specialized in
project management, business development and strategic planning. She then moved into
corporate advisory and corporate finance work, with a focus on technology and advanced
manufacturing-based businesses. She has been the Chief Operating Officer and Chief
Executive for start-upsin both the regional telco and clustered computing environments.

Leslie has served on many advisory panels and Boards, including the Industry Research and
Development Board. Leslie was the Inaugural NSW President and National Vice President
for the National Association of Women in Construction. Sheiscurrently on the Boards of the
Queensland Microtechnology Centre and the Australian Literacy and Numeracy Foundation.

Roy Green

Professor Roy Green is Dean of Macquarie Graduate School of Management (MGSM).
During the 1990s, Professor Green was Director of the Employment Studies Centre (ESC) at
the University of Newcastle. Most recently, he was Dean of the Faculty of Commerce at the
National University of Ireland, Galway, where he attracted competitive funding for a national
and European centre of excellence, the Centre for Innovation & Structural Change (CISC),
and a private endowment to establish the JE Cairnes Graduate School of Business & Public
Policy. Professor Green has published widely in the areas of innovation, industry policy,
regional development and workplace analysis. He has also served on public bodies and
undertaken projects with industry and organisations such as the OECD, European
Commission and Enterprise Ireland. He is now a member of the NSW Manufacturing
Council and a Business Council of Australia (BCA) working group on innovation policy.

John Howard

John is Managing Director of Howard Partners, a Canberra based public policy research and
management consulting firm. The firm has an established and successful track record in
program evaluation, performance review and management and organisation analysis. John®@
particular research interests are in the areas of knowledge transfer and engagement between
universities, industry and the community. He also has a keen interest in management
capacity building for innovation in public and private sector organisations.

Alan Hughes

Professor Alan Hughes is Director of the Centre for Business Research (CBR), Margaret
Thatcher Professor of Enterprise Studies at the Judge Business School, and a Fellow of Sidney
Sussex College, University of Cambridge. Professor Hughes has been invited to provide
policy advice and evidence based consultancy by amongst others HM Treasury, the DTI, the
Bank of England and the World Bank. In 2004 he was appointed by the Prime Minister to
membership of the Council for Science and Technology, the UK@ senior advisory body in this
area

Grant Kearney

Grant Kearney is the founder and Chief Executive of the InnovationXchange Network which
spun out from the Australian Industry Group on 1 July 2006 to become IXC Australia. With
extensive experience in marketing and development, Grant Kearney combines a track record
of success in private enterprise with a commitment to the not-for-profit sector. He has also
served as Director of Marketing and Communication for The Cancer Council (NSW) and
Director of Public Affairs and Development at the University of New South Wales. He has
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established several successful businesses and his work has been recognised with a number of
professional awards.

Narelle Kennedy

Narelle Kennedy is the founding Chief Executive of the independent business research think
tank, the Australian Business Foundation. Narelle has held senior policy and operational
positions in both the public and private sectors around Australia, from which she has
recognised expertise both in areas of business and economic development and on consumer
affairs and social policy issues. Narelle isa member of Chief Executive Women, the Institute
of Public Administration Australia, a Director of the Entrepreneurship Centre and a Fellow of
the Australian Institute of Company Directors, among other Directorships and advisory
positions.

Alan Kohler

Publisher of the Eureka Report, Alan is one of Australia® most experienced commentators and
journalists. Former editor of the Australian Financial Review and The Age, former business
and economics editor of the 7.30 Report, former Chanticleer columnist for the Australian
Financial Review and currently columnist for The Age and the Sydney Morning Herald,
finance presenter on ABC News and host of Inside Business on ABC TV each Sunday.

Tim Murphy

Tim is CEO, BioMelbourne Network. His career portfolio includes exposure to a range of
industries and commercial environments including medical research, the public sector,
tertiary education, film and new technology as well as arts and entertainment. Tim has
worked on projects ranging from the development of Federation Square to the Melbourne
International Festival of the Arts and recruitment of international students for Deakin
University. Experience as a biomedical scientist coupled with science and business
qualifications enables Tim to deliver aunique level of strengthsto assist the development and
growth of aworld class biotechnology sector in Melbourne.

Peter Roberts

Peter is Managing Editor BRW. He is a distinguished journalist and editor, writing on
innovation for many years with the Australian Financia Review. BRW is Australia's leading
business magazine and provides opinion and analysis on all areas of business for the
proactive business person who wants to improve their own and their businesses
performance. Peter is bringing a strong focus on innovation practice to BRW, and we are
delighted to have BRW as a major sponsor and supporter of our innovation series.

Keith Smith

Keith Smith is Professor of Innovation at the University of Tasmania and Executive Director
of the Australian Innovation Research Centre. After training as an economist at Cambridge
and Sussex universities, he has worked extensively on issues in the economics of innovation,
especially on the nature and dynamics of innovation processes, on innovation systems
theories, on innovation in low-technology industries and on innovation indicators.

Gerhard Vor ster

Gerhard is the Managing Partner for Deloitte Consulting in Australia and the Consulting
Leader for Deloitte in Asia Pacific. Gerhard also leads the Deloitte innovation program in
Australia Bboth internally and as a service offering. He has published widely on the topic of
innovation, often delivers speeches and has participated in a number of innovation forums.
Gerhard works actively with Michael Raynor on the application of disruptive innovation in
organisations. He has both atheoretical and practical grasp of effectiveinnovation.

Deloitte isa major sponsor and supporter of our innovation series.
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Dr Michael Woods

Mike Woods is a Commissioner with the Productivity Commission and is currently the lead
Commissioner on the study into Science and Innovation and is presiding over an inquiry into
Tasmanian Freight Subsidy Arrangements. He was the lead Commissioner for the recent
Health Workforce study. Mike chairs the Fiscal Reform Implementation Committee under
the China Australia Governance Program. Mike was formerly the Secretary of the Treasury
for the ACT and has held senior executive positions in the ACT, Commonwealth and NT
public servicesin economic policy, public finance and health.

Dr Katherine Woodthorpe

Katherine Woodthorpe is the Chief Executive of AVCAL, the Australian Private Equity and
Venture Capital Association. Dr Woodthorpe has an extensive background as a management
adviser and professional director, including working with Australian technology companies
seeking venture funding through to being a board member of listed companies. She
specialises in the business of science and technology and government interaction. She has
consulted to government groups on innovation and commercialisation.. She is on the board
of medical devices company Ventracor Limited, Chair of the Antarctic Climate and
Ecosystems Cooperative Research Centre and Council Member, University of Technology

Sydney.
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The Innovation Leadership Forum® working
manifesto for promoting an innovative Australia

Melbourne, 6 December 2006

PreambleE

Innovation is the successful application of new ideas. In Australia we sometimes
forget that our global competitiveness in resources and agriculture has ridden off the
back of sustained innovation in these sectors. We now need to broaden and
strengthen our innovative capacity to produce better jobs, new sources of national
earnings, and more competitive positions in global markets. Only innovation will
enhance our ability to address pressing environmental, health and social problems.
No subject could be more mainstream or a greater priority than innovation.

We have a broad consensus that:

¥ we should do more to celebrate our many innovation success stories, and build the
confidence to be even more ambitious;

¥ innovation is crucial for competitiveness across all parts of the economy;

¥ innovation is the key to addressing major national challenges like climate change,
chronic diseases, and for building sustainable communities;

¥ we need stronger innovation leadership in Australia - in business, in government and
public service delivery, and in research and educational institutions;

¥ innovation leadership should be practiced by everyone, but the agenda must be
owned collectively; and that

¥ we need a broadly based community of people and organisations actively promoting
innovation in all areas of Australian life.

We face several critical challenges:

The rest of the world is not standing still, and Australia needs to keep changing and adjusting
to maintain our quality of life and prosper. Innovation is what drives productive change.
Therefore it is of the utmost importance that we gain the best possible understanding of the
sources of innovation, and the processes by which we put knowledge and new ideas to work.
We need to base our approaches on hard evidence and robust analysis, and be prepared to
reassess conventional wisdom and E

¥ remember that Australia is a remote, relatively small economy, so we need to think
carefully about how best to leverage our position in the world and participate in cross-
border innovation flows and networks;

¥ question the narrow interpretation of the @S and northern hemisphere modelOof
innovation as R&D+Intellectual Property Rights+Venture Capital as a @ne size fits all®
model for innovation policy;

¥ re-assert the core role of the university, especially its role in providing the @ublic
space@or thinking and knowledge exchange;

¥ understand the way the innovation challenge is changing, and the new human,
technological and institutional infrastructure required; and

¥ appreciate the central importance of innovation in services as well as traditional
industries, and the reliance all sectors have on technology.
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Priorities are

as a nation to:

¥

emphasise human capital development, especially in emerging skills and capabilities
for innovation, including design, systems integration, brokering and networking. Skills
development through on the job training and continual learning merits fresh attention.

in public administration to:

¥

¥

K K K

andin

K K K K ®

K

collect better and more integrated data and conduct more robust analysis as a
platform for public policy planning and co-ordination;

strike a better balance between policies for knowledge production and technology
invention, and policies for knowledge flow and technology diffusion and adoption;
encourage governments to develop procurement policies that stimulate innovation,
especially in small and medium sized enterprises;

mitigate the effects of risk-shifting by governments;

target the accelerated growth of existing firms, rather than new start-ups;

coordinate Commonwealth, State and local roles in innovation, recognising the role of
regional innovation systems in a national framework; and to

implement Qector-sensitiveQinnovation policies, recognising that the sources and
nature of innovation vary considerably across sectors, but having regard to innovation
driven from the points of intersection between sectors, industries and institutions.

business to:

develop better mechanisms for collaboration between large and small firms, and
between the private and public sectors, in open innovation models;

better articulate the place of innovation at the heart of corporate strategies;

implement risk management frameworks that support a calculated appetite for risk;
structure incentive plans to reward innovative behaviour;

strengthen the role of Boards in stewarding the innovation agenda for business
sustainability; and to

encourage ©orporate statesmanshipOin dealing with major national challenges and
industry-wide opportunities.

We need to know more about:

K K K

developing more effective mechanisms for knowledge flow and technology diffusion,
including how best to promote and extend successful models of innovation
intermediaries and extension services;

encouraging innovation through government procurement;

deploying Gector-sensitive(policies across both services and traditional sectors;
establishing infrastructure priorities, and applying innovative approaches to
infrastructure projects;

promoting good innovation management practices in the areas of risk management,
collaboration and capability development;

examining the role of regulations, competition policy, and intellectual property laws in
stimulating or constraining innovation; and

increasing public awareness of innovation, especially its role in dealing with major
national challenges, including climate, water, energy and health.

Further roundtable meetings will be developed to address these issues in early 2007, and we
will continue to build the Innovation Leadership Forum as a broadly based and non-partisan
coalition of people promoting the innovation agenda.

Innovation Leadership Summit, Melbourne, 6 December 2006
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1. Setting the scene
Terry Cutler

Occasionally over the last few days, struggling with logistics, Mark Dodgson and | have
wondered why on earth we decided to convene this meeting. The simple reason is because
we feel there needs to be a sense of urgency about this whole subject of innovation.

We look at the United States, where there has been some major reports over the last few
years. Earlier this year a major report was published, called CRising above the Gathering
StormQ the gathering storm of global economic change where none of us can stand still if we
want to remain competitive and maintain our quality of life.

A few months ago | went to Chile, an economy very like Australia@® in terms of its resource
and agricultural export base, and they have just set up a new National Innovation Council for
Competitiveness, and this is about taking royalties from their copper exports to reinvest in
next generation capability and economic growth. That phrase B innovation for
competitiveness Bgoes to the heart of the matter. And then we think about some of the huge
national challenges Australia faces today around climate change, the environment, and health
(with things like diabetes and obesity), and the only way we are going to rise to these
challengesisif weareincredibly innovative.

So there are many reasons why | think we need a wider coalition of people saying innovation
is a main-stream issue for our nation, and we need more leaders to step up to lead an
innovation action plan. And so by the end of today we want to begin to draw together the
elements of such an action plan, acall to arms.

To begin, | think it is always useful to step back and look at where we®@e come from, the
lessons of our history. Technology and innovation have been central and crucial to
Australia® economic development. | can think of no one better to set the scene for us today
than historian Professor Geoffrey Blainey.

1.1 Orechnology and Innovation in Australia@® historical developmentO
Professor Geoffrey Blainey

Geoffrey Blainey is Australia® foremost economic historian, and he has written extensively abaut the
rde of technology and innovation in Australia® economic development, including 19t century
entrepreneuria cultures. His perspective on our past reminds us that innovation has always ben a
mainstream matter for Australia, and provides us with both context and encouragement for addressing
emerging challenges.

In this opening keynate spesch, Professor Blainey madethree major points:

1. how Australia®@ powerful mining industries today would have been insignificant,
without along series of innovations, especially in mining and metallurgical methods,
transport, and marketing;

2. how the wool industry, which for more than a century produced about half of
Australia® export revenue, would have been of little importance without a long
series of major and minor innovations; and

3. how discussions of effects of climate change on Australian and world agriculture
ignore the role of innovation.

After rehearsing the story of the rde of technology in shaping Austraia® mining and pastoral

industries, Professor Blainey turned to the lessons and the challenges in addressing the contemporary
chalenge of dimatechange

10
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The fact is that science and technology have reshaped our world again and again.
Often adversity has spurred the shaping. In the course of the reshaping, the valuable
effects have outweighed the adverse. The result is that the standard of living, the
longevity and the health, and the opportunities of most people of the world have
been transformed, especially in the last 150 years. Most of the world®@ population
would not even be alive today but for innovations in agriculture and medicine and
hygiene.

The strange thing is that scientists, of all people, do not always understand the
creative power of new technology. The present debate about the effect of climate
changeillustrates thislack of understanding. Itisa debate currently by scientists; but
their economic predictions are based on a view of history in which science,
astonishingly, no longer counts. Or if science does count, it countsfor little.

Various leading Australian scientists, all of whom are expertsin climate change, give
simple answers to the simple question: will global warming bring any benefits
alongside the grave losses currently predicted? Most scientists, in outlining the grave
losses, point to the supply of food and water and energy. Some even refer with
foreboding to Ghe future of our children and grandchildrenQ

The gloomy team - and it is much larger than the middle road team -find a few minor
compensations. One predicts fewer deaths from the diseases of winter. Another
predicts that the cooler wine-growing regions might soon be able, at last, to grow top
classred wine. It should be added that the white wines produced in the same region,
with climate change, might cease to be so tasty. One scientist, after listing possible
catastrophes, pointed to Ceasier navigation on the Arctic OceanQ Others think that a
warmer Tasmania may attract more tourists, but it could be argued that they will
come at the expense of the hot resorts. Some detect in the first stage of global
warming an improvement in crop yields but those yields, they say, will possibly not
persist as the warming increases. A few scientists actually argue that an increase in
CO2 in the atmosphere will actually aid Gerop productionO - if rainfall does not
decline too much. Even this CO, argument, being qualified by an QfQ is rather
tentative.

Most of these scientists are concerned primarily with food production, the history of
which they have forgotten. My reply is this. Even if climate change brought less
annual rain and more heat to every single one of the world® major agricultural
regions, there might still be great gains for some regions. Surely some regions today
have too much rain and too little heat. Moreover, even if food prices rise, the long
term effect on some regions may be valuable, for it could make farming more
profitable and again a haven for innovative talent.

The history of agriculture in the last 150 yearsis the history of innovation. And now
we aretold, by implication, that innovation will cease.

The history of agriculture in the last 150 years is the story of farmers moving into
second-choice regions, regions that at first sight seemed unfavourable, and then
slowly making them productive. And now we aretold that this capacity to move and
to adapt will disappear.

Above all, we are told by implication that the world® climate of say 1900 was the
ideal climate, the perfect climate for the world@® agriculture, and that therefore any
subsequent deviation will be bad. Thisisasurprising supposition. The fact is that in
many agricultural regions the climates have been made to seem favourable or
tolerable largely as a result of human ingenuity and adaptation. In short, new

11
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fertilisers and wheat breeds and new machines converted arid and infertile land into
productive land.

Not once have | heard these elementary points made during the understandable
concerns about global warming.

Most of Australia® wheat - and normally we are a great exporter - is grown under
conditions that would have been deemed impossible by the world@ finest
agricultural scientists in the year 1850. If global warming turns out to be powerful,
some of these wheat regions may well be abandoned. But possibly others will
flourish more than before, with the aid of innovation.

I am not saying - | do not know - what specifically will happen if climate change
became extreme in this 21s century. But | do know that the prevailing crisis theory of
agricultural productivity, illustrated by the gloomy predictions of today, concentrates
too much on rain and heat and evaporation. The theory has little or no room for
innovation, no room for adaptation. It does not deserve the name of science. It does
not even deserve the name of half science.

The history of all the primary industries is the interplay of natural resources and
human ingenuity or, sometimes, human ignorance. That is a first principle of
economic development. That principle seems almost to have disappeared from the
vital debate on climate change.

12
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1.2 Public and private partnerships for innovation: the complexity of university,
government and industry links

An innovation system is as good as the strength and appropriateness of the linkages baween its
constituent parts. Clarity about the roles and contributions of the parts is crucial. A good starting
point is robust analysis about theredlities on the ground. In this session Professor Alan Hughes drew
on studies from Cambridge University and MIT to highlight the disconnect baween many of the
assumptions underpinning innovation paicy modds, and the actual facts abaut drivers of productivity
and growth, and theredlities driving innovation in firms. Grant Kearney, the CEO of the Innovation
Xchange rounded off the discussion by highlighting the challenges arising in the new environment of
@pen innovation®

Alan Hughes suggests there is an dement of cargo cultism in rhetoric around the world today about
the key dements of science and innovation policy. He arguesthat arather imperfect view of what has
bemn happening in the United States is used to shape the main dements of science and innovation

palicy.

POLICY SOLUTIONS AND THE WSOVIODEL

Policy components are often linked to the perceived success
of a @WSOmodel of superior productivity and GDP growth
based on:

¥ High-tech producing sectors as key drivers (ICT,
biotechnology etc)

¥ New firm entry, especially spin-offs and new firm
commercialisation from the science base

¥ Universities as key drivers of growth and productivity

¥ Private sector venture capital funding for new firm
start ups and spin-offs based on greater private
sector willingness to take risks

All of these presumptions are overstated or incorrect

After deconstructing the myths around innovation pdicy, Professor Hughes drew some important
conclusions from theresearch evidence

1. US productivity and growth performance is not based on high tech production per sg it@
based on the diffusion of techndogy throughout the system and the transformation of what
peoplewould regard as low tech sectors by genera purpose high technology.

2. Productivity gains are in general driven by what you do with existing firms, so thinking
abaut the existing firms and ther innovation performance is critically important in the
innovation process, not just looking at start ups.

3. Public sector procurement has a very powerful part to play, particularly in supporting
innovative start-up firms.

4. Univesities haveto beseen as part of a complex system - there® no one single or simplerade
they play and it® a very complex system in which ther direct contribution to knowledge for
innovation is relatively small compared to other componentsin the system. Universities have
a multi-faceted role in providing graduates, codified knowledge specific consultancy and
problem solving services as wdl as providing key public spaces for knowledge exchange.

5. Diversity in the university sector in carrying out this multi-faceted role is important and
should bepromated.

13
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1.2.1 Optimal Innovation Systems: Lessons from the UK and The USA
Professor Alan Hughes, Margare Thatcher Professor of Enterprise Studies, Cambridge University

What | want to do is give a very high level overview of some areas of innovation policy and,
in particular, the experience of the US. First of all | need to emphasise that while I1Gn
speaking here as an individual the work 1®n going to report is actually based on collaborative
work with a number of colleagues and individuals who have been looking at US and UK
innovation policy and performance over the last decadel. In particular I® make use of a
survey which was carried out in the course of this collaborative research in the UK and the
UScovering about 3,500 firmsand @ present some evidence on that later on.

In thinking about innovation policy | want to begin
with a little bit of anthropology. Thisillustration is
not the English test cricket team@ aeroplane,
although it might be appropriate if it were so, it@
an aeroplane constructed as part of one of the
Melanesian cargo cults. Cargo cults have a long
history in the Melanesian islands but they became
particularly prevalent in the period after the
Second World War. The essence of the cargo cult
was that, having observed large quantities of cargo
arriving in the Islands on American planes and
British planes, and having observed the huge
differencesin living standards between the
indigenous islanders and that implied by the arrival of cargo on these planes, a set of cults
developed around the notion that if you simply mimicked or reproduced the objects that
were associated with the arrival of the cargo then you could get the cargo delivered. The
illustration is an example, a very finely constructed raffia aeroplane, but the cult went to
much greater lengths than that. There were raffia air runways, carved head sets, control
towers and so on. Of course the cargo never arrived.

Now why is this of relevance to innovation policy? | think that there is an element of cargo
cultism in the way we are exhorted today to think about the key elements of science and
innovation policy. A rather imperfect view of what has been happening in the United States
isused to shape the main elements of science and innovation policy in many other countries.
So what | want to do is look at what the elements of the so-called American model are, try
and unpick those elements, and then put them back together in terms of a broader view of
innovation policy based on the way in which innovation actually occursin modern societies.
So that@ basically what 1@ going to do. @ rely on the particular pieces of work which I®e
carried out with colleagues at MIT in the United States but also draw on a rather wider set of
analyses carried out by the OECD and othersto illustrate my argument.

If you look around the world today every country is developing science and innovation
policies, and you will find a number of key elements highlighted in their policy statements.
The first is the tremendous emphasis on R&D. In fact, Australia is very unusual. Australia
sits alongside the United States in a select band of two countries that have not announced a
R&D target, much to Australia@ credit | believe. But everybody else, the EU as a whole,
every other OECD country, has set a target for raising R&D.

The second thing is the emphasis, to a very high degree, on the significance of exploiting the
science base through the particular mechanisms of spin off companies and licensing. In

1 This presentation is based partly on research carried out by the presenter with Richard Lester, Andy
Cosh. This research was funded by Cambridge MIT Institute (CMI) under the projects @nnovation
Benchmarking®and @niversities and Local Systems of Innovation®joint projects between the Industrial
Performance Center (IPC) at MIT and the Centre for Business Research (CBR) at Cambridge. The
presenter also acknowledges many helpful discussions with Michael Scott Morton of MIT related to
their joint work on services productivity growth.
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particular, there are moves to constantly try and link what universities are doing to funding
for commercialisation related activities, and youd find that highlighted again and again in
nearly every country@policy.

The third plank to all of this is that a key part of the way in which this science will be
transferred into commercial activity is deemed to be through the spin off of new
entrepreneurial firms. There is a tremendous emphasis on spin outs from the science base,
encouraging entrepreneuralism, and solving what® often seen as the stigma of failure and,
compared to the United States, less willingness to take a chance. Thisfocus producesawide
range of policy, some of which is very expensive indeed in terms of tax breaks, which is
designed to improve this kind of spin off activity in a narrow range of industries, namely
high tech producing industries. If you look in the UK, Australia, or Canada you find a very
similar range of industries constantly being emphasised: nano-technology, bio-technology,
and ICT. Inthe UK, we spend about several billion poundsayear in tax offsets such aslower
capital gains taxes to promote risk taking in these sectors through the promotion and
sponsorship of venture capital activities, while the investors who fund the venture capital
funds are also given tax breaks if they put money in this direction. So again a key part of
innovation policy throughout the world is designed to produce a venture capital market
thought to be like the private sector venture capital market of the United States.

So these are the key elements of the common model of science and innovation policy, and you
will find them replicated everywhereyou look.

The popularity of this model is strongly linked to the view that thisis the basis for the United
StatesOsuperior economic performance. There is no doubt the US has recently been an
extremely successful economy, both in terms of its performance relative to other economies
and in terms of its absolute performance in the recent past. However in looking at what the
United States has done | would argue thereis a kind of cargo cult in which a certain number
of elements are picked out and emphasised. This thinking lies behind the prevailing policy
model |®e described. The cargo cult arises from the perceived success of a WSOmodel of
superior productivity and GDP growth based on:

¥ High-tech producing sectorsas key drivers (ICT, biotechnology etc)

¥ New firm entry, especially spin-offsand new firm commercialisation from the science
base

¥ Universitiesaskey drivers of growth and productivity

¥ Private sector venture capital funding for new firm start ups and spin-offs based on
greater private sector willingness to take risks

Now | want to argue that this is actually a partial and misleading picture. The first thing is to
actually understand what has happened to economic performance in the United States.

The most dramatic thing to note about the Figure 1. US Productivity Growth
United StatesO performance is how its

recent  improvement is  heavily | ¥ US growth of real GDP per hour
concentrated at the end of the last century D 1947-1972 2.9%

and at the beginning of this century. D 1972-1995  1.4%

Secondly, we need to note that this is a
return to their long run trend performance. b 1995-2000  2.5%
There is not a tremendously dramatic D 2000-2003 2.6%
change in their overall rate of growth. | y A return to trend?
What was odd was that period after the oil
price shock. Nevertheless, we®e talking

about quite a substantial recent change - 645 Proucaty ar e ot Com Bty and Compry, becamber 2009

¥ Turn round concentrated in 8 year period?
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almost a doubling in their rate of productivity growth over the period from 1995 - so
understanding what happened is very important in trying to think through what the
implications might be. One way you can analyse this change in performance is to ask which
sectors actually led the turn around in productivity growth. If you break down the turn
around in productivity growth in the United States, break it up into the bits which each
industry accounted for, it depends on two things. An industry@® contribution depends on its
own change in productivity growth, and on its size, because the economy is a weighted
average of all these different sectors.

If you look at the first period from 1995 to 2000 the key sectorsin the United States economy
on thisbasiswere:

¥ wholesaling

¥ retailing

¥ security and commodity broking

These accounted for all of the acceleration in productivity growth. None of these are
technology intensive sectors in any conventional sense. If you look at the second period, the
most recent years for which data is available, seven sectors accounted for 85% of all the
productivity growth:

¥ retailing

¥ finance and insurance

¥ computer and electronic products (one of these high tech producing sectors at last emerges
in thislist)
wholesaling
administrative and support services
real estate
miscellaneous professional and scientific services

K K K K

None of these, with the exception of computers and electronics, are in any sense
conventionally R&D intensive which leads to my punch line: it@ a Wal-Mart not a Microsoft
led turnaround . And it@ not the traditionally identified R&D intensive sectors which have
carried most weight.

| do want to make clear what I@n not saying. 1t@ clear that Sam Walton, the founder of Wal-
Mart from Arkansas, matters more than Bill Gates in the sense that retailing GccountsCfor a
bigger share of productivity turnaround than ®@i-tech@producing sectors such asIT. 1t® also
clearly true, however, that both of these individuals and their organizations are highly
innovative. But oneisin a sector which no one thinks of as being in the vanguard of a science
and innovation led policy and yet Wal-Mart has transformed B many people would argue,
much for the worse - a whole variety of social structuresin the United States and delivered
enormous productivity in the retailing sector. The other is a high tech producer which
supplies the capacity for many of these changes to occur in the Qow-tech Gector. So in that
sense Sam Walton isn® more important than Bill Gates and they®e certainly both innovators
and are involved in complementary activities. Sam Walton and Wal-Mart are more
important to productivity turnaround than Bill Gates and Microsoft because of the scale of the
activity which is transformed by the activities of a company such as Wal-Mart when it
implements IT linked business transformations. Difference in services productivity growth
accounts for most of the difference in national productivity performance between the USA
the UK and Europe in the past decade.

So high tech activity is a small part of the economy if you think of it as a producing activity
but enormous gains are to be had by the use of that technology elsewhere. Therefore you
have to think extremely carefully about the mechanisms by which high technology activity is
diffused through the rest of the economy. As Geoffrey Blainey explained so clearly, you
wouldn® identify mining and agriculture on any standard list of high technology industries
and yet the transformation of those sectors over long periods of time by the use of all kinds of
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innovations and scientific discoveries elsewhere has been fundamental to their performance,
soit@usethat mattersand nat just production of technology.

Now | want to turn to the issue of new spin offs and their role in this system; | call this the
golden oldies versus the new kids on the block debate. The new kids on the block are all these
new high tech spin off firms that are attributed such an important role in the science and
innovation process. Now | want to contrast some facts about spin offs, especially in the
United States, with what we know about the way in which the golden oldies dominate many
changesto industry structuresand productivity growth.

The first thing is to get a sense of proportion. The United States economy has some 500,000
firms starting up each year. That®firms of all kinds from small restaurants to boutique high
tech businesses, not just IP businesses. If you look at the US as a whole, in 2004 there were
462 |P based start-ups where the IP is from a US university. That® actually an extremely
impressive performance so |@ not saying that@ not a significant activity, but look at the scale
of it when compared to claims of what might be gained in other economies from such spin
offs. When | was reading the Australian Productivity Commission® recent report on the
contribution of public science, | came across a reference to a recent study of five extremely
successful Australian IP based technology start-ups. After describing how successful these
were the cited study argued that if Australia could grow 200 to 250 more research based
companies like these over a five year period the result would be around $20 billion in annual
export earnings and Australiawould be well on the way to reducing the national debt. Well
since the whole of the United States system produces 462 spin offs and the vast majority will
not be outstanding successes it@ important to get a sense of perspective and recognise the
extreme optimism and massive expansion in university spin off activity which that statement
actually implies.

Secondly, although IP produced by USuniversities produces significant numbers of start-ups
and it produces a lot of patenting and licensing, it@insignificant numerically compared to the
total amount of licensing of research activity in the United States. IBM in the year 2005 alone
registered 2,941 patents with the US Patent office, Canon 1829, and HP 1790. The whole of
the University of California state system, which is one of the most dynamic, productive and
innovative university systems in the world, produced 388, MIT 136 and Stanford 90. 1t a
tremendous university performance, but again it® important to keep it in perspective and
think of universities as a part of a wider system in which they are perhaps a quantitatively
small but very important part.

Finally, and it bears both on the issue of start-ups and the numbers of them and licensing, the
returns from this activity are enormously skewed. There are a couple of statistics here which
illustrate just how skewed. Only 167 out of 27,322 patents held by 193 US university
institutionsin 2004 made over $1m2. The vast majority of US university technology licensing
offices barely break even or don® make a profit, so the chances of hitting a home run are
small. That doesn®mean to say you shouldn®do it; in fact you can®win the race unless you
place a bet, but you have to be realistic about what the odds are.

We can now look at this in a slightly broader way. Instead of just looking at the spin off
activity by USbased universities we can look at the whole structure of start-upsin economies
in the OECD. There® some very interesting work been done which breaks down the change
in productivity in particular industries across the whole of the OECD3. This work includes
Australia, United States and the UK and enables you to break down the productivity growth
between the gains in productivity that are made by the firms who are there throughout the
period you study. They are what | call the golden oldies, they®e there at the beginning and
they@e there at the end. Then there® the impact on productivity of firms that leave. Of
course, that helps. If bad firms leave, if the worst firms drop out, there® a kind of batting
average affect and the average productivity rises. And there® the effect of those new entries,

2Datafrom AUTM USLicensing Survey FY 2004; US Patent Office ®atenting by Organisations 20050
3 OECD, The Saurces of Economic Growth in the OECD, Paris 2003
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the new kids on the block, the spin offs and new start ups. They enter the system and grow
over the period that you look at. Well what is clear from this work is that the vast majority of
the productivity growth that is experienced in any economy and an industry in any time
period is driven by the transformation in productivity of the golden oldies; that is, it® the
improvement in the performance of the firms that are there all the time. So if you focus
entirely on driving innovation and productivity by looking at what you do with new firms
you missavery important part of the story.

For instance in UK manufacturing net entry, that® the difference between the new firms
coming in and the firms going out, only accounted for 16% of the manufacturing productivity
growth. The rest was all to do with the transformation of the existing firms and shifts in
market share between them.

Now there are some industries and there are some conditions which are relatively favourable
to the success of new entry. A couple of factors affect the chances of getting somew hat better
returns from new entry. The first is where the nature of the technology is constantly
changing the basis on which you can successfully compete - so there® turbulence in the
technological basis of the industry - and where entry is relatively low cost. In those
circumstances you can get a lot of experimentation in new entry and some success. Also, if
the incumbents - the golden oldies - in the industry are very heavily committed to an existing
technology then there® a better chance of a new entity succeeding because the conservatism
that goes with very heavy investment in a standard technology makes the incumbents
relatively slow to react. Finally, you have a good chance of success if the things you require
to exploit your new business - complementary assets - are not owned by others. If these
complementary assets, which are necessary to extract value, are owned by somebody else you
are unlikely to capture the value by going it alone, but if that® not the case then new entry
can matter. What this meansis, first, it@ not new entry as such that matters but it@ how entry
plays out within the whole system and what the survivors are doing. Secondly, very few of
the entrant firms will succeed. Only 30 to 50% of new entrants survive for five years. Finally
you have to look very carefully at what the industry circumstances are before you can
attribute a likely successful role for high tech start-ups.

Now I@n going to say something about the roles of universities and 1@ going to rely on the
survey that | mentioned at the beginning. The first thing that we did was to find out the
extent to which firms used universities as a source of knowledge for innovation. In other

Figure 2: USE OF SOURCES OF KNOWLEDGE FOR INNOVATION (% OF COMPANIES)
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Source: A. Cosh, A. Hughes and R. Lester UK PLC Just How Innovative Are We? Cambridge MIT Institute 2005
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words, if one asks businesses Band our sample covered a wide range of sizes of firmsin the
US and the UK - what were their sources of knowledge for innovation what you find is that
universities are not cited as frequently as many other elements of the innovation system. This
is shown in Figure 2. So customers, suppliers, competitors, and the firm® own internal
knowledge are the dominant sources. There is a distributed innovation knowledge system
and universities are a small part of it. In both the USA and the UK universities are relatively
low in frequency of use as direct sources of knowledge for innovation and the same istruein
Australia. Thisdoes not mean they are not important but what it does mean isthat they are a
small part of a complex system.

The same is true for Australia. Figure 3 provides some data that | calculated from the
Australian Innovation Survey, and the same picture emerges.

Figure 3: KEY SOURCES OF IDEAS OR INFORMATION FOR INNOVATION IN
AUSTRALIAN INNOVATING BUSINESS 2001-2003 (% COMPANIES)
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What | want to emphasise isthat the role of the university isa small part of a complex system,
but in that small part what does it actually do? Isit all about spin offs and licensing or is
there something else going on? Well what do universities do? The first thing they do, and |
always find thisimportant to keep reminding myself and audiences, their first role is actually
educating people and they produce skilled graduates. Thisrole tendsto get lost in a lot of the
innovation and science policy debate. The second thing, and this is deeply connected with
research, universities increase what might be called codified knowledge. University staff
publish things, they write things, they patent, and in many engineering faculties they develop
proto-type machines. Then there are a very wide range of problem solving activities that are
often carried out - often in a very detailed regional and local way, but sometimes on an
international basis - actually directly addressing problems which are brought to the attention
of the universities through contract research, co-operative research, and all kinds of faculty
consulting. Often university laboratories will have equipment which can be used for testing
out various kinds of commercial outputs.

What tends to be not emphasised as much as it should is what, following Richard Lester and
Michael Piore, | call here the public space function of universities. Universities have a very
distinctiveroleto play in society and in the innovation system as public spacesin which other
interested parties can play, if that public space is correctly structured. Thisisa whole range
of soft things, but none-the-less extremely important, to do with network forming,
stimulating social interaction, influencing the direction of research processes by identifying
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commonly experienced problems, setting standards of a technical kind, setting up
entrepreneurial centres and so on. So there are a whole range of public space functions. The
role of the university, therefore, isvery diverse.

Figure 4: THE UNIVERSITY ROLE IS MULTI-FACETED
Educating People Increasing the stock of ‘codified’

« Training skilled undergraduates, . userI knowledge
graduates & postdocs + Publications
+ Patents
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exchanges, etc.)
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—Curriculum development committees

Source: A. Cosh, A. Hughes and R. Lester UK PLC Just How Innovative Are We? Cambridge MIT Institute 2005

We asked our firms how they interacted with the universities and what kind of emphasis
they placed on interactions. Figure 5 shows that they interact across the full spectrum of those
elements which | set out in the previous exhibit. The most frequently cited form of
interaction is informal contacts, and it@ not only the most frequently cited - it@ also given
great significance as an important factor. All the conventional modes of university output are
also highly ranked: business values the undergraduates and graduates, the publications and
the conferences. In that sense thereis no real conflict between what the business community
saysit wantsfrom universities and what academics themselves want to do.

Figure 5: TYPES OF UNIVERSITY-INDUSTRY INTERACTION CONTRIBUTING TO
INNOVATION (% COMPANIES)
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It is worth noting that US firms appear to use and value internships more than their UK
counterparts. Licensing and patenting - all those heavily emphasised activities in innovation
policy - are amongst the least frequently cited, especially in the US. In some industries
they @e important, but in the generality they®e low down.

Finally 1 want to turn to the issue of private sector venture capital for the risk taking
community in the United States, and the view that what® required is huge subsidies to
promote the private venture capital industriesin countries that don®have the vibrant system
that United States has. My point here is that if you look at the United States, one of the the
most powerful, most proactive venture capital organisations is a public sector organisation.
It@ the Small Business Innovation Research (SBIR) program?.

SBIR was established in the middle of that period of very low United States economic growth.
The United States in the period 1972 to 1990 experimented with an impressive range of
industrial policy mechanisms to counteract what it perceived, correctly, as its failure to deal
with the threat commercially of Germany and Japan. One of the things they did was
introduce this program. They also introduced a wide range of very big, collaborative
programs which | won®have time to talk about today, but this particular one was established
to support businesses with less than 500 employees, and provides 100% funded contracts to
carry out particular contractual obligationsto US Federal Agencies. The USFederal Agencies
advertise technical or research related problems they need solving, there®@ an open
competition and then a contract is awarded to do them. So it® not a grant it@ actually a
contract. The USgovernment currently mandates2! % of Federal Agency total R&D spend
to SBIR, and that is absolutely an enormous sum, it@ 2 billion dollars annually, and they
make 4,000 awards and some extremely big and successful companies have been party to this
program. Amgen, Qualcomm, and Genzyme, for instance, all have SBIR connections in their
origins. These sums are roughly equal to the total angel finance and two to three times the
early stage venture capital funding, because the private venture capital in the US is pretty
much like it isin the rest of the world - it@ not particularly risk loving and mainly goesin for
all kinds of large scale company buyouts and so on. 1t@ only a small proportion of funding
which goesinto early stage finance. So actually what the SBIR does is produce a situation in
which alot of the very early stage investments have this huge public sector mandated activity
already providing certification and proof of performance capacity in these small firms that
win these contracts.

So, what are the overall lessons? Well, the first is that US productivity and growth
performance is not based on high tech production pe sg it@ based on the diffusion
throughout the system and the transformation of what people would regard as low tech
sectors by general purpose high technology.

Secondly, productivity gains are in general driven by what you do with the firms that are in
existence, so thinking about the existing firms and their innovation performance is critically
important in the innovation process, not just looking at start ups.

Thirdly, public sector procurement has potentially a very powerful part to play.

Fourth, universities have to be seen as part of a complex system - there® no one single or
simple role they play and it@ a very complex system in which their direct contribution is
relatively small compared to other components in the system. The mechanisms for that
interaction with business are very diverse and you have to foster the most productive in
particular circumstances. Licensing and spin offs are one part of the story and they produce
very uneven returns, and a @ne size fits allGeconomic development or innovation strategy for
any country or any university is not appropriate. In particular all universities are not the
same. The introduction into countries of systems of evaluation, and Australia is about to

4 David Connell, Secrets of the World® Largest Sead Capital Fund: How the United States Govarnment uses its
Small Business Innovation Research (SBIR) Programme and Procurement Budgets to Support Small Technology
Firms, Centre for Business Research, University of Cambridge, 2006
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embark on an RAE like activity for its universities, is potentially very dangerous unless it@
done very carefully because it can force every university into the same mould. All
universities do not have the same talents, capacities or objectives, and all sectors and fields of
science are not the same and they don®require the same kinds of interaction.

Finally, the returns to university based spin offs and licensing are highly skewed and that
means there is no silver bullet. A strategy based on the notion that universities are going to
fund themselvesin a substantial way from spin off gainsand licensing streamsisavery risky
one. Lots of things that academics normally do are valued by businesses. If you make
universities just like businesses they lose their interest and attraction to academics and
businesses alike. Far better to develop informal and people based public space interactions
and, coming back to the point about evaluation, encourage a diversity of mission across
universities; don®encourage mission overload on every university.

1.2.2 The challenge of open innovation
Grant Kearney, Innovation Xchange

Grant Kearney, drawing on his experience in implementing open innovation modds, reminded
ddegates that, in today® world, no company can go it alone, ndther can any economy. Proprietary,
in-house thinking is necessary but not sufficient: firms must look outside, acrass organisational
baundaries, for new opportunities and skills.

Kearney commented that:

It isnolonger aquestion of innovate or die, but rather collaborate or die

Don®try toturn researchersinto entrepreneurs

Donat overemphasisecommercialisation by universities

Hep universitiesto beter diffuseknowledgeinto industry

Firms don® know what they don® know, so how can industry beheped to access capability of
public sector research institutes?

K K K K K

He concluded by urging everyoneto look at undertaking more thinking and research into the soft web
of linkages and cdlabaation across universities, industry and government.
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1.3 Calculating national benefit and return on investment

This session provided Dr Mike Woods of the Productivity Commission with an opportunity to discuss
the draft report of its inquiry into poicy satings for science and innovation in Australia. Professor
Keith Smith then provided a critique of the report, looking more broadly at the vexed question of just
how best to assess and approach the questions of national interests, maximising the bendfits from
innovation pdicy, and how we calibrate theimpact of innovation.

1.3.1 The draft report of the Inquiry into Public Support for Science and
Innovation®
Dr Mi ke Woods, Commissioner, Productivity Commission

The terms of reference for this inquiry into public support for science and innovation in
Australia called on the Commission to report on:
¥ Economic, social, environmental impacts of public support for science and innovation
¥ Impedimentsto future functioning of Australia@innovation system
¥ Evaluation of decision making principles and program design
The Inquiry is being conducted over a twelve month period, with the final report due by 10
March 2007.

The draft report outlinesa number of rationales for public support, and these include:

¥ The strong rationales of spillovers into the economy, involving the positive returns
not captured by the innovator, and the multipliers where public funding elicits
additional positive investment

Inputsinto public good activities such as the environment, public health, defence
Intangibles such as national prestige, identity, and curiosity

Overcoming asymmetric taxation of risky investments

Possible capital market limitations

K K K K

The report finds that R&D contributes to national productivity, and uses various approaches
to capture the economic impact of public support. These include case studies of public sector
spending which show high rates of return, but with a question over selection bias with the
cases. Aggregate analysis (using panel, time series, and international data) usually indicates
high impact, but the data is imprecise. Overall the analysis of sources of economic growth
shows positive returns to R&D relevant to the Australian market sector, but within a broad
range of possible outputs.

Qualitative case studies suggest big gainsin terms of environmental and social impacts, and
some of these gains are economic. The data is this area is sparse, qualitative, and imprecise.
The few quantitative case studies show high returns but the evidence is speculative especially
with regard to social impact. Some cross-country evidence suggested links between
environmental performance indicators and environmental (and general) research capabilities.
N eeds-basis assessment suggests high payoffs. The Report notes the development of national
capabilities for preparedness to meet environmental and social challenges has a high option
value.

In assessing impact by spender, the report finds that support for universities and public
sector agencies has net positive impacts with high additionality. In the case of programs
supporting business sector R&D there are some positives, but these are weakened by
problemsin determining additionality and spillover impacts.

The bulk of public funding comes from the Commonwealth Government, and the biggest
recipient isthe higher education sector, asillustrated in the following exhibit:

5 Thissummary is based upon the powerpoint presentation.
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From which governments? To what?
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State & Territory
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International comparisons are used by interest groups to argue an inadequate aggregate level
of R&D expenditure, with Australian business expenditure on R&D looking like half the
OECD average of 2.3% of GDP. The Commission argues the position does not so bad if the
dataisadjusted for countriesdndustry structures.
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So do Australia® spending levels need adjusting? Multi-factor productivity data and
evidence of businessinnovation propensities suggest businesses are performing well with the
current R&D spend. Public sector research agency funding is higher than OECD average, but
this reflects our different national needs. Universities are also higher than average -
exceptionally so when considered in terms of researchers to employment ratios. Universities
were the only sector seeking significant extrafunding from the Inquiry.

The funding mix for R&D has been shifting, most notably with the recent shifts from basic
research to product development. This is consistent with the greater policy emphasis on
commercialisation in higher education and public sector agencies. Such a shift, however,
runs counter to the rationales for public support and increases the need to focus on
additionality in funding outcomes. The private sector has strongest incentives to fund R&D
that leads to marketable goods and services. The Budget process is appropriate for
incremental adjustments, and this process has been improved by enhanced performance
evaluation.

The National Research Priorities, whilst general, probably cannot be made more specific and
currently provide sufficiently meaningful signals to Commonwealth agencies. The current
funding structure and level of appropriation for CSIRO should not be changed or reduced.
Its priority setting and performance management processes have potential for use by other
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mission-focussed bodies. DSTO is dependent on effective ADO priority setting. The ARC
and NHMRC as funding bodies should encourage greater free publication and data release,
and improve and publish ex-post evaluation of projects.

Thereport provides a mixed assessment of Commonw ealth programs. The current flat 125%
tax concession has low additionality, and the report recommends the program be reoriented
towards the 175 % incremental concession (with changesto its design). The 125% concession
could possibly be retained for smaller firms. The Rural R&D Corporations are based on a
sound model, but there are high levels of government co-funding for some of them. Co-
operative Research Centres have high start-up and management costs, and the report
recommends the Government revert to the earlier broad set of economic, social,
environmental goals for CRCs, and that Government explore complementary business
collaboration optionsfor more flexible interactions.

The Inquiry finds that the dual streams of block and competitive funding are appropriate for
the Higher Education sector, and that it isimportant to protect the discretionary element of
block funding. There are no demonstrated deficiencies in quality of block funded research.
The report notes the recent increased emphasis on commercialisation and argues that the
primary focus should be on the transfer, diffusion and utilisation of high quality, open, basic
research. The focus on commercialisation is pushing universities into behaviours which are
not productive. Less research-intensive universities need more flexible commercialisation
arrangements, with a role here for intermediaries. Attention also needs to be given to
funding or other assistance to help transfer commercialisable ideas. Finally, the report
suggests that the adoption of a Research Quality Framework should be delayed.

1.3.2 The Productivity Commission® work on the Australian innovation system
Professor Keith Smith, Australian Innovation Research Centre, University of Tasmania

Keith Smith noted that this was an important report, a major step forward. It takes a broad
approach, understanding the complex dimensions of innovation, and adopts a system-wide
perspective. Thereport introduces new arguments for policy rationales. Thereis serioususe
of the econometric and time-series literature. There is also well-argued scepticism about the
commercialisation objectives of current policy, and the Research Quality Framework
proposals.

The task given to the Productivity Commission was to assess:

Theimpacts of public support

The outcomes and functioning of innovation system, including impediments
Decision-making processes and all ocation

Broader environmental and social impacts

K K K K

How hasthe task been approached? Theinnovation system is described as:
(i) Thepublic R&D system (mainly the science system), plus
(i) Thewider R&D system, plus
(iii) The broader innovation environment, infrastructures, institutions etc.

Unfortunately, and probably because of the perceived constraints of the terms of reference,
the focus of the inquiry ison (i). Thereis a narrow assessment of impacts, approached from
the perspective of additionality and rates of return to R&D.

So what are some of the problems | have with this report? First, why limit the analysis to
R&D and the science system? The rationale given is because thisiswhat government actually
does. But isn®this exactly what should be in question? The ABS surveys show that 65% of
innovation expendituresin Australia are non-R&D. A Department of Industry study shows
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71% of innovating firms don®do any R&D. The narrow focus on R&D, therefore, limits the
perspective on innovation.

The impacts of innovation are wider than just rates of return to R&D. Thereis nothing in the
terms of reference for this inquiry to stop discussion of thisimportant point and look at the
subject more broadly. And while the report canvasses well the rich literature on econometric
analyses, there are four other big bodies of literature which would have enlarged the
perspective on the questions. These are:

¥ Economic histories of industrialisation

¥ Theliterature on the history of technology and business history
¥ 20-odd years of @nnovation studiesQresearch

¥ Literature on the management of technology

This literature brings home the point that the impacts of public support for innovation are
social, medical, structural, cultural, and capability-related.

Econometric analyses receive very good coverage and discussion in the report, revealing
strong returns to R&D with a wide range of impacts. But it can be questioned whether the
models are well-specified. The R&D data picks up the effects of non-R&D investment and so
may be overstated. What about the dependent variable- GDP? Do GDP numbers accurately
reflect changes in technological attributes and performance?

1.3.3 Discussant: Katherine Woodthorpe, CEO, AVCAL

It is a rotten job to follow two excellent presenters, and to try and draw out anything that
hasn®been presented so well already. |@ first like to declare a long list of vested interestsin
the Productivity Commission report.

I come with multiple hats on. | have been introduced today as the CEO of AVCAL: AVCAL
is the industry association for private equity and venture capital organizations here in
Australia. So venture capital was mentioned and | have that particular vested interest. 1@n
also on a University Council, and | chair the Commercial Activities Committee of that
Council, and we are constantly grappling with this issue of getting a better return from
commercialisation of our intellectual property or other ways of making a buck for universities
in aday and age when universities are seeking more funding or at the very least seeking an
indexation of the funding that we have enjoyed over the last little while. We have actually
gone backwards over the last few years, so even clawing some of that back would be helpful.

| am also on the Board of a company which is commercialising its own intellectual property
but it uses contract R & D and licensed intellectual property from the university. Venture
Corp is making a left ventricular assist device, which many of you might also know as an
artificial heart. We have used the University of Technology Sydney@ initial IP and we have
gone back to them and used them for contract R & D. We®e also gone to the University of
New South Wales and other sources of knowledge and information and research, so while we
have a huge R & D team of our own we are also using universities very strongly and, very
judiciously, | think. Finally, | am Chair of two co-operative research centres one of which is
100% commercial - the Smart Print CRC - and the Antarctic climate and eco system CRC
which is unashamedly a public good CRC. | hope that the tone of derision which has been
used by Government in recent years when they say @ublic goodOwill maybe ameliorated
slightly after this Report. This CRC is delivering outputs and very valuable resources to
policy makers around climate change, which Geoffrey Blainey spoke about very articulately
thismorning.

So | have all of those different interests and | have contributed to the submissions to the

Commission. | have been absolutely fascinated to see the draft report, and | have to say D1
concur with Keith - it has been a major step forward, a huge relief. | think alot of us thought
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it was going to be purely economic-centric, that it was going to reinforce this government®
sense at the moment that the only way forward isto make universities earn their own way by
commercialising everything in sight and, gee, if we were only smart it would be terribly easy.
So it has been a great relief to see the tenor of the Report and | agree that it@ a very positive
step forward.

For me there are a couple of issues that | was particularly delighted to see. The Report does
look at impact as being much wider than economic. They may not have gone into much
depth over wider impact and | think Mike Woods actually commented that there was a
constraint that not enough people put strong submissions in that area. | think your call for
stronger submissions should be well heeded and anybody here who could add to that would
be well to do it because 21t December was the date, and if we moan about those things then
we also have to take some action and make sure that we have put our word forward in an
articulate way.

The other issue that was very important for me, as | have already briefly mentioned, is this
issue of the pendulum swinging too far towards public sector research agencies having to
earn money by commercialising their R & D. It is abslutey critical to recognise that what this
means isthat the béhaviours are bang driven thewrong way. Behavioursin university about their
interaction with the private sector, and Alan Hughes also talked about the value that can
come from networking and collaborating with the universities, that has been cut off by people
saying, @h, but first of all can we start off by signing this non-disclosure agreement and how
much are you going to pay® So there is a huge amount of technology transfer and diffusion
that is not happening because the behaviours are dictated to the universities by the
government expectationsupon them.

Keith wanted to see a number of other areas developed and | sympathise with those but |
suspect that there have been a number of constraints on the Commission. Quite often when
Keith was saying - Cbut only if they@O- | could see Mike nodding furiously. So obviously
there are things that you would like to have goneinto more depth on and so on and | suspect
both time, money and the constraints of what submissions were put in probably had quite a
lot to do with that. |1 know there were heaps of submissions from the science sector; | suspect
there were a lot less submissions on looking at social, environmental, cultural and other
impacts of theinnovation system broadly and the public support for it.

The central question is whether the public support for science and innovation is appropriate
and directed correctly. | think that the issue that you brought out that was really important
for me is the point that we@e always done it this way so we®e looking at the way that we
have always done it. But what I think you were also saying was that maybe the government
itself should be more innovative in how it thinks about the innovation system and how it
might support it other than by just putting money into science. As a scientist you wouldn®
normally hear me saying, don® put money into science, but what 1@ looking at is the
question of whether are we being innovative enough across the whole spectrum of
opportunities.

Discussion

Dr Mike Woods was given theright of first reply and invited to respond first to issues raised by Keth
Smith.

Mi ke Woods.

Keith® criticisms; let® focus on those. | mean, we are all happy to agree on some things -
wedl take those and feel good about them and be grateful and move on. It is true we
focussed on the R & D bit when we got into the analytic side of things. | confess that up front.
It@ very hard to get numbers on some of the other parts of the broader innovation system. If
we have more numbers we@ do more analysis, but that®@ where we can do some work. |
think if we trundle through the 720 odd pages that are actually in the report we do confess
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that some of the model specification is weak which iswhy we try to draw three streams, just
picking up that point we drew streams from case studies and economic growth and panel
data. Because there® no one convincing bit of evidence in all of that we drew on various
research and did our own fairly detailed economic analysis to generate a picture because one
of the things that we were specifically asked to look at was the economic impact. So to
address that point we did what best we could with the data we had.

We, | thought reasonably, confessed that the models are of dubious nature in the
circumstances. But if we need to put that in bold or italicise it or underline it or something
wed do that as well. While I@ on that side of it, we have looked at the environmental
impactsto an extent and we feel that we®e starting to tell a more complete story there, but we
are very much looking forward to Keith@ next submission which will help us greatly on the
social side. But it is an appeal | make more broadly. The social, medical, cultural P these
impacts are absolutely fundamental to who and what Australiais and we do want to tell that
story in more detail. We recognise that when we got to the stage of the draft we just didn®
have it in a coherent form or sufficient evidence so we urge people to make further
submissionsin these areas.

Keith Smith noted that economic history says economies grow by radically changing ther structure.
MikeWoods agreed that preparednessis avery important for beng ableto adapt to external shocks that
arise, and this point is included in the report. Innovation gives robustness to the capacity of the
economy to respond to externalities.
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1.4 The balkanisation of innovation. Commonwealth, State and local
government rolesbregional roles within a national framework

This topic is abaut the role and importance of regional strategies, how regional strategies fit into a
wider national framework, and setting the framework for a COAG agendafor innovation. Arecurrent
arrangements and approaches across the Commonwealth and States sub-optimal because they are not
thought about systemically? What aretheimpedimentsto an integrated national innovation system?

1.4.1 The governance of innovation
Professor Roy Green, Macquarie University

Can innovation be @overned? Is it not by its very nature ungovernable? Perhaps so, but
regions and economies with a strong innovation culture exhibit common characteristics
behind apparent spontaneity and diversity that relate to a loose interpretation of what might
be meant by governance. The characteristics and conditions for success include investment in
human capital, especially research and education infrastructure, public agency activity and
procurement policy, access to finance, collaboration between firms, entities within firms and
externally with public research organisations (PROs), and linkages between FDI companies
and local supply chainsand clusters.

The OECD has run studies on innovation and industry governance since the 1990s,
culminating in a recent report on @overnance of Innovation SystemsO Early work on
agglomeration (Marshall) has run a course via Nelson, Freeman, Porter and others to the
popular debate on whether the world is @pikyQFlorida) or ®atQFriedman).

Australia features low in the coherence stakes in the governance of innovation, with
®alkanisation®of policy and policy actors at federal, state and local levels Dthis was a major
motivation for the BCA report on lew Pathways to Prosperity: An Innovation Framework
for AustraliaQwhich like this conference presents a challenge to current complacency. How
should Australia address terms of trade issues at the height of a commodity boom, to prepare
for an uncertain future where knowledge and ingenuity may provide a more sustainable
source of competitive advantage?

Examples exist in abundance as a guide to action, with small economies on the margin of
larger markets such as Ireland, Finland, Singapore, Taiwan and resource rich Norway;
regions in large economies such as Silicon Valley, Austin Texas, Carolina® Research Triangle
and Massachusetts in the US, and Cambridge, Munich and the French competitiveness poles
such as Grenoble and Sophia Antipolisin Europe. Many of these economies and regions
thrive in larger governance regimes with the largest and most complex being the EU itself,
which devised the Qisbon strategyOin 2000 to achieve focus on the ambition of being Ghe
most competitive and dynamic knowledge-based economy in the world by 20100

Wim Kok® mid-term report on the Lisbon strategy pointed to many areas of incoherence and
excess ambition B too many targets with too few instruments, entities responsible for
everything ending up by being responsible for nothing etc Bbut at least the effort to grapple
with complexity was being made and a focus was being achieved over time, especially under
the Finnish presidency during the second half of 2006.

The EU has understood that the innovation challenge is increasingly from China and India,
not just the US which provided the original impetus for the Lisbon objectives Band there is
now a set of well funded policies on RDTI through Framework Programme 7, on regional
innovation systems and infrastructure and on national programs with European scope and
dimensions, with abroad view of innovation and the associated public policy agenda.

The BCA report also takes a broad view of innovation when considering governance and the

conditions for success Binnovation is not just R&D but includes broader organisational and
processinnovation, innovation is not just high tech but can drive productivity growth in Qow
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techGsuch as retail and construction as well, and innovation is not just breakthroughs but also
innovation sustaining incremental improvementsin products and processes.

Unfortunately the recently released Productivity Commission draft report on @ublic Support
for Science and InnovationOdoes not pursue this broad view and confines itself to the role
and impact of R&D P this is a weakness which will hopefully be overcome in the finalised
version so that public policy is well informed. The BCA report recognises that Australians
may not be technology makers, nor need they be simply technology takers, but they may be
successful @echnology integratorsQintegrating technology with innovative business models
and solutions.

The BCA reporté hasfive elementsin its proposed innovation framework, which islargely the
responsibility of government though all stakeholders have a part to play:

¥ Making innovation a national priority and aligning efforts of government and
business, with a new innovation focusin government, dnnovation AustraliaCand a
more coherent and effective COA G process;

¥ Strengthening linkages and collaboration in the innovation system, with innovation
partnerships, commercialisation structuresincluding shared services centres and
local ®nnovation Resource Centres®

¥ Investing in research networksand institutions, including PROs and Research
Quality Framework (RQF) which takes into account @mpact&factors and provides net
additional funding for centres of research excellence;

¥ Investing in education and training to build innovative capability at the
organisational level with emphasis on @nterprise partnershipsCand consideration of
aKarpin Mark Il on leadership and management skills; and

¥ Continuing the microeconomic reform process with changesto the regulatory
environment to encourage innovation and provision of better funding and tax
arrangements, including income contingent loansfor R&D.

1.4.2 The @alkanisation®of Innovation
John Howard, Howard Partners

Australia (like the US and Canada) has a Federal System of Government. All spheres of
Government have roles in innovation B involving strategy, programme design, resourcing
and delivery.

There are close policy links between R&D investment and support for innovation and
entrepreneurship. All Governments are involved in a wide range of R&D and innovation
initiatives, encompassing R&D infrastructure investment, R&D funding support, enterprise
development and entrepreneurship programs, early stage venture capital, and support for
incubators and Science and Technology parks. But @olesOdiffer between governments and
organisations within this system.

The roles of the Commonwealth and the States are complementary. The Commonwealth has
an important strategic role: it sets frameworks. The States also set frameworks, notably the
Victorian STI Initiative and the Queensland Smart State Initiative. Roles can be competitive
between States. Delivery is most often at a regional or local level b particularly for SMEs.
Cooperation and collaboration between governments in innovation policy differs from many
other areas of shared responsibility: there are limited formal arrangements and agreements,
and limited cost sharing, except with regard to universities. State governments and research
organisations actively seek to GeverageOCommonwealth funding.

6 http://www.bca.com.au/Content.aspx?Content|D=100878
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The Commonwealth has a diverse set of institutional arrangements for innovation policy and
programme delivery. Theseinclude:

Parliament and its committees;

Ministers, Ministerial officesand advisers;

Departments and agenciesBwith numerous bodies providing assistance and support
through @undingfprogrammes;

Nationally funded research providers, including CSIRO, DSTO, ANSTO, and AIMS;
Independent funding bodies, including the ARC, NH&MRC, and RR&DCs;

Treasury bsetting economic framework conditions;

Dept of Finance Bexpenditure management and control;

The Department of PM& C Bundertaking programme reviews; and

Coordinating bodies and arrangements such as PM SEIC and CCST

K K K

K K K K K K

The Statesequally play arolein the innovation system through:

State Parliament and its committees;

Ministers, Ministerial officesand advisers;

Departments and agencies;

Support programsinvolving investment and programme delivery;

Universities and their classic @riadOof teaching and learning, research - including
CRCs and industry research centres- and their outreach and engagement initiatives.
The universities also provide key resources for economic, social, and community
development Baswell as the arts, culture and heritage; and

¥ Medical and related research institutions

K K K K K

Innovation policy roles are thus a shared responsibility in a Federal system. The challengeis
how to optimise the complementarity between national and state programme initiatives.
Thereisagrowing interest by all governmentsin the quality and effectiveness of progrtamme
implementation and service delivery.

The innovation agenda will not be advanced by governments taking greater @ontrolO There
is substantial scope for greater collaboration in policy, programme design and
implementation. An under-addressed issue is how to work with regions and regional
organizations. Government organisations should and can provide leadership in promoting
innovation.
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2. The leadership Challenge

2.1 Are our firms up to the challenge? B Panel discussion

The objective of this pane discussion was to home in on the leadership challenges and priorities for
business.

Are Austraian firms too comfortable, and focussed on easy domestic markets? |s there a sense that
firms nead to constantly innovate to remain competitive? Does Australia have enough world-class
firms? Where do we find stand-out business leaders who promote compeitiveness through
innovation?

Narele Kennedy provided her perspective from engaging with and chalenging firms to thought
leadership; Leslie Butterfidd gave a perspective on the innovation leadership challenges as an
entrepreneurial and visionary CEO a the frontline, and Alan Kohler gave a perspective from the
hdicopter view of a media commentator on business.

2.1.1 Narelle Kennedy, Australian Business Foundation

The Australian Business Foundation, about to reach its tenth year of operation as an
independent research centre founded and funded by business, probes beyond the obvious
with evidence-based research specialising in business innovation, new business models and
opportunities in a knowledge-based economy. The Foundation® research aims to uncover
and understand business realities and to pick up earlier the Goft signalsCof the issues likely to
have most impact on the long lasting future competitiveness and capabilities of Australian
enterprises.

Based on intelligence from the Australian Business Foundation® own and related research, |
offer the following responses to the question of whether Australian firms are up to the
innovation challenge.

1. There are unrecognised, hidden forms of innovation and patterns of competitive
behaviour by Australian businesses that excessively narrow definitions of innovation
(as just radical discovery, invention or technological breakthrough) simply fail to
detect or to value.

Sadly, this narrow equation of innovation with research, science and technology is
commonplace and persistent.

The alternative wider angle on innovation has at its core the concept of the smart
application of knowledgethat transforms businesses.

Knowledgeisnot just from formal R&D, but from learning by doing, learning by using
technology and equipment and learning by interacting with others.

Professor Keith Smith, writing in May 2006 for the Australian Business Foundation on
Innovation and the Knowledge Economy in Austraia warns us not to limit our
understanding of economically useful knowledge to R&D outputs, to linear models of
commercialisation or to frontier technologies.

Professor Smith puts the case that low and medium technology industries, many in
mature and traditional sectors like manufacturing, are in fact, knowledge-intensive,
innovative and growing steadily. For example, food processing, metal products, wood
and timber products, chemicals, printing and publishing, transport, mechanical
engineering, mining, hospitality industry, health, financial servicesand thelike.

These unsung innovative industries are low on research, but high on knowledge. Their
knowledge takes the form of market research, design skills, customer relationships,
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engineering development, in-house training and operational skills from new capital
goods. It can involve the re-use of knowledge; from purchasing licences to use the IP
created by others. Their knowledge also comes indirectly, from their associations with
universities, researchers, industry and professional organisations, standards bodies,
consulting engineersand thelike.

The knowledge behind the innovation in so-called low-tech, low research and
development industriesisnot visible in current innovation indicators.

Professor Alan Hughes of the University of Cambridge makes a similar case where he
citesfrom his research of the USA and UK with colleagues at MIT that innovation and
productivity growth comes from unexpected quarters. High technology producing
sectors are lessimportant than high technology using sectors. New business modelsin
retailing, wholesaling and security and commodity brokering are the sectors leading
USproductivity growth Bnot the usual suspects.

Customers, suppliers, competitors and internal knowledge are the dominant sources of
innovation in firms, not universities and research institutes. (The latter are important,
but not for their stock of codified knowledge.)

The active ingredient of innovation is business transformation. This means not just
new products and technologies, but novel processes, work and organisational practices
and market and business relationships.

Fundamental new patterns of competitive business activity are emerging in Australian
firms. These firms are achieving success by redefining their business offerings and
operations and by building new capabilities that allow them to better solve customer
problemsand respond to opportunities as market needs evolve and change.

The Australian Business Foundation3 research identifies this new competitive
behaviour being revealed in practices as follows:

- new hybrid business offerings that blend products and services for customer
problem solving;

- proficiency as technology integrators (rather than as just either technology
producers or users) by generating and acquiring technologies and combining them
in imaginative ways to develop value-added products and services that better meet
customer needs; and

- competing by superior knowledge management or by sustained incremental
innovation, which resultsin cumulative distinctive capabilitiesin the enterprise.

For case examples of these, | refer you to the publication just launched by the
Australian Business Foundation and Deloitte called The Reality of Innovation UnzippedO
b see Brevini Australia for product/ services bundling, CEA Technologies for
technology integration and both One World for Children and GPC Electronics as
different examples of incremental innovation and innovation by knowledge
management.

These are all illustrations of the often unrecognised reality of business innovation.
Innovation is generally viewed too narrowly, being equated with expenditure on
research and development or the production of new scientific discoveries or
technology breakthroughs. This blinkered view of innovation resultsin opportunities
that arelost or insufficiently exploited.

The current predominance of the Gcience, technology and research push@approach to
innovation should be replaced by one that supports business engagement with
customers and markets, ie., a focus on the @emand pull&dimension of innovation.

The greatest value from innovation comes not from the production of a new
technology or the next generation product, but from imaginative and novel ways of
solving customer problems or meeting market needs, and continually being able to do
this as conditions and circumstances change. Integral to this are the business systems
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and management competencies to replicate and scale up such business offerings
including for the global market.

This characterisation of innovation needs to be re-interpreted back to companies

themselves, even those who are in fact innovating B but far too often as @ccidental®
innovators who undervalue and understate their own achievements. This brings me to

afurther insight about whether our firmsare up to the challenge.

Don® be simplistic in analysing the challenge facing Australian business. Too often
we lay the blame on the risk aversion or lack of competency of Australian managers,
or the complacency of serving only domestic markets or trying to compete by low cost
and high volume, or the absence of an entrepreneurial culturein Australia.

Be in no doubt that there are structural reasons and sound rational grounds for
Australia® pattern of innovation to date. While there may be examples of myopia,
cowardice or incompetence, there are more complex underlying explanations that need
to be acknowledged.

For example:

¥ The importance of SME® P limited in their ability to absorb and use knowledge
simply by their size and resources constraints and by their ability to sustain a
sufficiently large and diverse portfolio of activitiesto managerisk or failure.

¥ High dependency and concentration of multinational enterprises DAustraliais one
of the most dependent of OCED countries on the operations of firms
headquartered overseas (Thorburn et al). Limited benefits to Australia of their
R&D spending, focusing on the interests of the global parent and not Australia
with little technology transfer or global supplier linkages.

¥ Limited ability to hold critical mass in key sectors b even where Australia has
created innovative products and services and secured entry into global markets.

Australia suffers from an industry structure in many sectors populated by one or
two large players and a vast bulk of SMEG®, but with few home-grown world-class
major 'platform’ companies, like Nokia in Finland, Ericsson in Sweden or Phillips
in Holland. These platform firms have the capability of capturing and holding the
economic 'value-add' from their innovative technologies and global brands and
bringing a stream of both novel products and entirely new businesses to the
market. The existence and success of such enterprises ensures the continued
viability and contribution of those industry sectors to their national economies.
Australia can build successful companies that operate globally but, in many
instances, the sector gradually fallsto foreign ownership, with the bulk of the value
created flowing to overseas equity holders, eg mining, food processing, wine.

¥ The effect of rapidly industrialising and high growth countries like China, India,
Russia and Brazil on Australia® trade relationships and share of global exports.
Adds to the imperative for a place in distributed global production and supply
chains, and to the value of Robert Reich@® virtual enterprises in the form of @lobal
webs of enterpriseQ

The single most important priority and leadership challenge for businessisto increase
the number of resident Australian enterprises competing on the basis of knowledge and
innovation, rather than on price. This involves attention to increasing the capacity of
those firms to absorb knowledge and turn it into distinctive capabilities and business
offerings that better meet market needs and earn a premium, and to capturevaluefrom
these endeavours sufficient to grow and sustain the enterprise over time.

I call on business leaders, industry organisations and professional service firms
supporting business enterprises to stop fighting yesterday@ wars, where the returns
are marginal at best.
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The action is no longer about tax, micro reform, industrial relations, or even innovation
policy equated with increasing the supply of R&D or greater education investment.

Attention needs to be given to initiatives that build long lasting capabilities in
Australian enterprises, that, for example:

- assist the generation and absorption of business knowledge by private firms;

- foster the capacity for innovation at the company level in response to market and
customer demands;

- help private firms to secure returns and to appropriate value from undertaking
inherently uncertain innovative business activities;

- facilitate economically useful connections between firms and other institutions for
knowledge transfer and capability building;

- extend theglobal reach and market access of Australian firms; and

- increase the managerial, technical and collaboration skills and competencies of
private firms.

The real game when faced with awider angle on innovation and the complexity of challenges
and opportunities from a more interconnected, globalised knowledge-based economy is
nothing less than nation-building.

We must work to better align private corporate interests with national community interests.

We must invest in potent institutions of engagement that focus on forging connections
between people and organisations, that focus more on the flows of knowledge than on the
stocks of knowledge.

Remember our more expansive definition of innovation as the smart application of
knowledge that transforms businesses.

2.1.2 Leslie Butterfield, CEO, McLachlan Lister

Are Australian businesses up to the challenge? MaybeE Of the many significant challenges
facing Australian businesses, there are two that are so significant, that if we do not address
them, and address them from a society-wide perspective, the results could be catastrophic.

Challenge1: Whereareall the problem solvers?

To be innovative, business needs problems solvers. It isnot just creativity, but the ability to
adapt to what clients need; to plan and to execute; to draw together disparate ideas and
develop new paths; to change our business practices to respond to changing dynamics, and to
see opportunity in change and problems. To do this, we need useable skills, and a lot more of
them.

The problem is that our supply of engineers and scientists and, therefore, trained problem
solvers, is disintegrating. On top of this, it appears that in large the training provided to new
graduates by their companies is also becoming a thing of the past. It used to be that new
recruits would have two to three years of training, coaching, mentoring where they could
learn the skills required to do business. This in general no longer happens, and they are
given a brief OnductionOand then shoved out to earn their keep.

The skills shortage thus feeds on itself Bevery able body is required, so training gets pushed
aside, further reducing the number of highly skilled practitioners.

Thisissue is exacerbated because, frankly, the skillsrequired by business are often lacking in
those candidates who do surface. We find many who cannot write a comprehensible
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sentence, despite a good degree or post graduate qualifications. There isa mismatch between
what we need and what isavailable.

If all that isnot bad enough, our young people think they already know everything they need
to know B and this is more than just the arrogance of youth. 24 year olds expect to be
QOnanagersOdespite the fact they have never managed a process or a project or a person in
their entire life. The skills shortage, however, is such that jobs are easy to get, so they can
demand theworld, and get it.

Further, the duration of tenure with one employer is steadily declining, so that many people
stay with an employer no more than two years. This means they never really get to grasp a
role fully, but it also helps them avoid the responsibility of having to deliver results, and they
miss the lessons that such responsibility provides. They are on easy street, and don®need to
strive or to even try too hard.

Australia used to be renowned for its inventiveness because of necessity, and its creative
problem solving, but | believe that thisis a disappearing facet of the cultural identity. Thisis
creating enormous flow-on effects for Australian businesses, and it will impact on our
chancesfor survival and prosperity.

So, the challenge for our society is to re-create the idea that drive and a problem solving
capacity isour highest ideal. To re-focuswhat it meansto be GuccessfulQ

The challenge for our educational institutions is to better understand the real skills required
by business, and to train for them.

The challenge for Government is to support the proper education and training of our people,
recognising that it isalonger, harder road than just churning out degrees, and that delivering
these skillsand this problem-solving ethosis a core business of universities.

The challenge for businessisthe biggest of all and is multi faceted:

- tochangethe culture of our organisations such that real training and skill building
again become a part of business practice;

- toattract and retain staff long enough to get areturn on investment from the training;
- todevelop people such that they can be real contributors, and

- todevelop an understanding that trainees will not be high income generatorsin the
short term.

Thislast point includes convincing investors and shareholders that thisisnot only an
acceptable position, it is a necessary one.

All thisleadsto the next major challenge

Challenge 2: Time for a mind shift - move innovation away from being a business catch
phraseand makeit a business expectation.

The clichZs abound. Changeisthe norm. The dinosaurs will not survive. Flexible, adaptable
businesses are the winners. Yet many to many businesses, this is just rhetoric. Although
most firms will voice the view that they think they should be innovative, | would argue that
our societal, business and governance regimes make thisvery difficult.

Most people, most shareholders, and it seems even most employees are looking for short term
gains. They want to see the money, now. They don®@want to know that the company will be
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sustainable longer, will have a higher growth rate in future years, etc. They want the biggest,
highest profit that can be turned. And this often means no investment in innovation or
training. It meansevery person isfocussed on earning the most short term dollars they can.

So thefirst step for businessis [without, legislating this,] to make innovation not a catch word
but a standard expectation.

We have done this with other practices in the past. Although with different drivers and
obviously different results, changesin QhormalObusiness practice do happen.

Remember when GsafetyO became a buzz word for the best manufacturing and building
companies? The best companies touted their records. Now, it is an expectation of normal
business practices that companies will address, train for, and incorporate OH&S
responsibility into their business practices. The change was driven by societal pressures,
government regulation, and Board requirements. It isnow apart of our daily business lives.

We have done similar things with overall corporate governance responsibilities, including
risk management and reporting frameworks. We are increasingly doing the same with
environmental issues. Each of these has become an expected part of our day-to-day business
practices, and innovation should be on the same page bnot an exception, but the norm.

BUT we need the recognition that the results will NOT be immediate, nor necessarily readily
visible or even measurable.

Innovation isnot free. It takesinvestment of time, energy, and skills.

It isdifficult often to say Of we had gone this way rather than that, the outcome would have
been XQ Unless one has the luxury of running parallel paths, it istricky to know what might
have happened, but we do need to go down this path regardless. We need to change the
rhetoric into an acceptance of the requirement for some longer term focus. And we need this
longer term focus to be the new standard by which managers and Boards are judged in their
performance.

Business cannot do thisalone.

Boardsneed to include it as a part of their governance procedures.

Shareholders need to look for it in the businesses they support.

Government needs to support businessesto evolve these new framew orks.

And the media needsto help our society make this shift.

The leaders of these organisations that make that shift should be our heroes Bthose that can
promote competitiveness through innovation, use discipline to embed it in their business
practices and fight off the nay sayerswho insist on only short term measures.

The challenge for businessis to do its part. Organisations need to build innovation into their
performance goals for all their employees. They need to clearly outline that they will be
making investments into innovation, and that thisis a longer term investment focus without

immediate returns.

They need to be clear that this is a fundamental of their business goals and if Boards,
shareholdersand employeesdo not embrace this ethos, they should look elsewhere.

It isnot an easy road, and requires stamina and conviction, but it can be done, and in fact, it
must be doneif our companiesareto survive.
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2.1.3 Alan Kohler, Eureka Report

Are our firms up to the challenge? | suppose my answer is sometimes; some companies are
up to the challenge, some are not.

| don® think it would be useful for me to stand here today and list companies that are and
aren®, and look at it at the micro level. What | want to do is just talk briefly about a macro
picture and define what a company is or a firm is. 1@ going to generalise, and there are
noble exceptions to the thingsthat | will say, but | think that on the whole thereisa problem,
aswe@e heard.

So what isa company? The company is basically a machine for the productive combination
of capital and labour. The question is whether the machinery that we®e got is configured
correctly for innovation, and in order to examine that we®@e got to look at these two things -
capital and labour because essentially that@all that acompany is.

Let@focusfirst on capital. The capital that companies get and use for the businessis basically
derived from the long term retirement savings vehicles we call super funds. On the whole
that® where the money comes from. Now in theory this should be perfect for innovation
because their liabilities are long-term, in fact way in the future, so therefore their assets can be
and, arguably should be, long-term as well and patient and, therefore, conducive to
innovation.

But the reality of the capital system is that it is focussed on quarterly and monthly
performance. Why is that? 1t®@ because the Boards of Trustees of super funds are on the
whole not experts at what they are doing so they hire consultants to manage the money for
them. The consultants benchmark the other consultants that they employ to really manage
the money. These asset consultants benchmark the fund managers and they benchmark them
against the share price indices on the stock market, the all ordinaries or more commonly the
ASX 200. Because they have to earn lots of fees, these consultants don®index once a year or
once every 5years, they do it every month. If thefundsare not doing very well they boot the
managers out them out and get somebody else. So naturally enough the fund managers are
all focussed on this month® performance and next month@and that@just the way it is.

The latest trend is for super funds to allocate money to what are called alternatives. Now the
theory is that is good for innovation because alternatives actually include venture capital.
The reality is that alternative asset classes are overwhelmingly hedge funds b leveraged
infrastructure funds and private equity which is the new name for leveraged buyouts.
Private equity in theory ought to be conducive to innovation, but, in fact, the reality isthat it®
otherwise. Private equity or LBO funds promote themselves as being an alternative to the
short-term approach that conventional ownership models are hostage to, because they take
the company off the stock market. They own it privately for 3 or 5 years and then put it back
on the market. They say that what they®e trying to do is get away from the short-term
mentality, but the reality is that, firstly, 3 to 5 years is fairly long but it@ not that long and,
secondly, the whole focus of private equity ownersis cutting costs. Any company that goes
into private equity ownership immediately becomes an innovation desert, because one of the
first thingsthey do isshut down the R & D department, boot them all out. So private equity
isinimical toinnovation.

So let@look at labour briefly. With labour side of companiesyou have to start at the top - it@
about the CEO. What incentive does the CEO have? Is the CEO incentivised, which is a
wonderful word, to innovate? You know there has been a lot of mucking around with CEO
pay and a lot of debate about paying them far too much. So the first thing we know is that
CEOQ get paid way too much, but the cat® out of the bag on that and it® not going to
change. Typically they get a third base pay, a third short-term incentive, and a third long-
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term incentive. The base pay is what everyone used to focus on. The short-term incentive
usually isbased on two metrics,

(1) to meet and exceed the budget for the year that® given by the Board; and
(2) to meet your individual score card.

If you meet your budget you get 1 times pay; if you fall short you get nothing. If you exceed
your budget by 20% you receive 1.2 times the amount that you were entitled to. Usually the
way they work the long-term incentive is you get 50% of it when you reach the fiftieth
percentile of your target which, by the way, means your average. So if you get the company
up to average you get 50% of your long-term bonus. You get 100% of it at the seventy-fifth
percentile, usually in sharesand options.

So in all of these CEO incentives that are available the one really direct method of the Board
actually giving an incentive to innovation is the individual score card. This is entirely
opaque, and not transparent. Who knows what the hell it is and, well, it could be anything,
In some companies, no doubt about it, the CEO is incentivised to innovate because the
company hasto. Butin my experience thereisno kind of consistent culture across Boards of
Directors in this country that standardises the individual score cards of CEO@ with an
innovation element in them. | suppose that® why we talk about the need to change the
culture of business. If when Boards sit down to draw up the CEO@ individual score card to
determine what they get as their short- term incentive they make the first number one thing
innovation, that@® makeit happen. Butit®@ not there now.

And so, are firms up to the challenge? Probably not on the whole. Some are but, on the
whole, they®e not.
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2.2 Who should be providing leadership? - Panel discussion

For innovation to become a mainstream priority for all Australians, we nead strong and insightful
leadership from all sectors: governments, business and industry leaders, community associations,
academia and business schools, and the media. The pand membes drew on ther experiences and
insights and talked the leader ship challenge with passion.

2.2.1 Tom Bentley, Executive Director, Policy and Cabinet, Victoria

You might notice that this session is the one immediately before one of our most senior
politiciansin Victoria comes and delivers avision, so perhaps the title for this panel session -
®Vho should be providing leadership@Dis deliberately provocative.

We just finished one session with a very clear answer that our firms aren® up to it. From
what |®@e heard from much of the analysis leading up to this event the governments aren®up
to it, the bureaucrats aren® up to it, the scientists aren® up to it, the lawyers certainly aren®
up to it, but increasingly we are moving towards a position where we can all agree that
there@ a problem or at least a gap.

When we get into trying to understand why it@ hard to innovate we can find a number of
different explanations that are relatively easy to absorb and to accept. [t® about chronic
short-termism in financial markets, in the media, and in politics itself. [1t@ about risk
aversion, it@ about excessive levels of individualism, it@ about the difficulty of sustaining
uncertainty and ambiguity, and of working between very different sectors and organizations.
It@all very hard.

But in fact b despite the fact that 1 go along with much of that analysis - | am still pretty
hopeful both about this Australian innovation discussion and about the prospects for
innovation more widely internationally. Because when you try and learn properly from
history you can see all kinds of innovation and all kinds of leadership emerging. Certainly
the need is for some kind of widespread policy shift, a shift in overall approach, the
emergence of a different way of organising and orchestrating on many different levels. It
may well be that having quite a lot of confusion about the different possibilities and the
different approaches on offer plus a generalised agreement that something® got to change are
both necessary conditions for a radically different approach perhaps even a disruptive
innovation to emerge.

But one of the things necessary to achieve that kind of break through, or even that kind of
slow shift, is for an authorising environment - a set of senior decision makers, often public
and political leaders, who can recognise the need for a different approach and a long-term
vision and then hold open space in which those solutions might emerge. Where could that
leadership come from?

Well, | think that governments have a pretty essential role to play, but as we®e already heard
innovation is pervasive and all encompassing, so we actually need all kinds of institutions or
sectors to be involved. Today we have three contributors who can help us address the
different facets of leadership and perhapsthe different opportunities that we might have.

2.2.2 Gerhard Vorster, Managing Partner, Deloitte Consulting

Let me start off by saying that 1@n not standing here as a consultant. | want to talk to you as
fellow executives. When we start talking about leadership it®@ all about doing - it@ not about
thinking, it@ about doing. So this is not about thought leadership, it@ about execution
leadership. And that is the context of what | would like to discuss in the next few minutes,
and I@n going to start off by giving you the answer to the question of who should be
providing leadership. Soin case | get cut off you get the answer. But then I@ go through
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the rationale of the answer aswell. Who should be providing leadership and innovation? It
is not them, it is not even us, it isme. It is a personal responsibility of individuals in the
constituency or the capability that we are representing. Thisis where innovation starts. The
more | interact in this domain of innovation the more | believe, and fundamentally believe,
that if this does not become a personalised event we might as well stop. Thisis all about
people. Right, so that@the answer and I@ track back to that.

Let me take the more traditional road. What about the public sector domain? The point that
has been made earlier @vhere does governments fit into this?20 | am not even going to try to
give government pointers on how to produce policy and the like. What | would like to say
from a slightly different perspective is that there are overt issues and they are covert issues. |
would argue that things like health and ageing, things like climate change, thingslike hard to
deal with catastrophic events are already overt issues and, yes, government has a role in
facilitating some thinking around these issues. But | also would argue that research
institutions and businesses have an equal role in that. This is not something that should be
outsourced for government. This is where businesses and research institutions should take
thelead and actually already step up and contribute.

More important from a cohesive or collective national perspective are the covert issues, and |
would like to recognise some discussions with Alan Hughes last night at a dinner which has
framed this in my mind as well. It is the responsibility of government and the research
institutions to be on top of what is happening in the future, and to identify those things that
are not visible right now that will determine the survival, the efficiency and the
differentiation of the country at large. | think it was Mahatma Gandhi who once said, @irst
they laugh at you, then they listen to you, then want to join you, then you win them.0

And the issue is that there® going to be a heap of things that need to be identified and need
to be surfaced that, at first, people will laugh at. That is the typical domain of people that do
have, and should have, a fifty and a hundred year view of things. So, a fundamental
responsibility, | believe, for government and research institutions - and be that in the social
domain or the science domain - is to anticipate and to come up with those kind of issues. |
know that bureaucracy and going down that route of being laughed at doesn®go well down
together, but the fact is that is the change that we need in the innovation system from the
government perspective.

Let me step over to business leadership. A number of themes have emerged and actually we
see some convergence here and 1@ going to repeat to some extent what Leslie and Alan have
said in the previous session. My belief is business leadership starts with the corporate
governance models, the Chairman and the Board, the CEO and the executive team. They are
the people that are entrusted with responsibility for maintaining the business, for making
businesses perform. | do think that we actually under estimate the degree and the
importance that Boards now-a-days are starting to put on sustainability beyond the here and
thenow. | know that the measurement tools are still quarterly results, but | actually do think
that we can just look at the movement in terms of corporate responsibility and that starts
telling you that thisis a real issue that serious people are serious about. Now for me, and
I@e coined this issue of another fiduciary duty. Another fiduciary obligation beyond the
normal duties of loyalty, care and diligence - aduty to ensurethat companies are badh sustainable,
not only in the short-term but in the long-term. We need corporate statesman because this is
what is going to be required of companies from a leadership perspective. Innovation will
only happen if the Chairman and the CEO, and I@n targeting those people specifically,
fundamentally believe that thisisimportant. If Boards and executives start taking innovation
as an important element of their business then it will happen. Then the CEO will be assessed
on how innovative have they been over the year, on how many new ideas have they
produced. If we assume that the half life of our businessesisfive years, so in five years time
only half of our current businesses exist, how are we doing in terms of thinking about
sustainability. How are we thinking about the patches that we want to dominate. Those
thingsare asimportant as any quarterly results.
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All this fundamentally means that there are two streams of activity for CEOs: there@® the
operational activity and there® the corporate statements of activity, the activity that actually
leads you to collaboration. Earlier today we heard about this concept of open innovation.
One of the things that business is struggling most with is at what stage does open innovation
become differential advantage for me. How far do | collaborate and at what stage do | grab
and actually make money out of it. And it@® a tricky situation. Corporate statesmanship
actually needsto push that envelope alittle bit wider to ensure that at least on big ticket items
that we collaborate much more, that competitors actually work together. The role of industry
bodies in this should not be underestimated. We need to work together to actually come up
with novel concepts before we try to just make a decent buck out of them.

Clearly this leads you to this notion of ambidexterity: you are managerially uncomfortable,
you have to do the one and the other but, hey, that is what innovation is. | would propose
that any manager that feels entirely comfortable with his or her® day task is not close to
innovation - you®e into compliancy. So this leadership perspective is required in the public
sector, in the private sector, and for every area of activity.

Which then brings me to the last element, and 1@ end where | started. So who should take
leadership? And the answer is, | should take leadership. Every one of usin our respective
entities has a role. We can all be capitalists, we can drive leadership, we can assume that
responsibility and fundamentally do it. What really annoys me is if | hear statements that
start with the following phrase, @ we were serious aboutE Cbecause by definition it implies
that 1@n not serious about it. If we were serious about it BI1@n outsourcing responsibilities to
somebody else. It isall about @bove the lineCresponsibility. | will take this agenda and | will
drive it through. | won®deny, | won®blame, | won® justify, | won®just go down the track
of defending what is happening. So it boils down to this: | take leadership, | create an
organisational construct that drivesinnovation further and then I interact in the bigger space
- but it starts from within.

2.2.3 Peter Roberts, Managing Editor of BRW magazine

Thank you very much and what a hard act to follow. 1@ start with the beginning of the
morning and that was the wonderful address we had from Geoffrey Blainey. As Captain
Cook went up the coast | was hit by the fact that the only industries that Geoffrey mentioned
that may have been relevant were mining and extractive industries B this ore body, that ore
body. Well, it@ a very different Australia today. In fact travelling say from here up to
Brisbane you@ fly over the Ford factory where they®e doubled the number of engineersthey
employ. Youd fly over Wollongong where you have a company in Blue Scope Steel that®@
competing in China on the basis of its excellent technology, its zincaloom and colorbond
products. You@ fly over Sydney, which is a great financial centre and 1@ suggest to people
in this room our greatest asset in the business sense, that@ the Sydney financial community.
You@ fly over the Gold Coast the centre of tourism, another great industry. Youd land in
Brisbane and finally visit Mark Dodgson at the University of Queensland and, of course,
that@® another great exporter of education services. Thisis a very different Australia to the
one to which Geoffrey Blainey was referring. In fact the mining and agriculture industries of
which hetalked are only 8% of GDP.

So if we are looking for innovation we need to look at the other areas of innovation.
Historically speaking I@ suggest that there certainly was tremendous innovation in our basic
agriculture and mining industries, and it still exists today, and |@e certainly written about
that throughout my career. There was also terrible technological dependency on the UK. We
got our financial services industry from the UK, we exported them gold. We brought in
railway technology and locomotives and exported the gold. | believe that this technological
dependency istheissuethat we are really still struggling with today, how do we break out of
that.
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So wel®e looking for leadership. Historically, when did we see leadership in innovation
policy. Well, between World War 1 and World War 2 there was a congruence of opinion on
all sides of politics that this country was indefensible and that the M other country, England,
was no longer going to come to our rescue. There was a tremendous congruence of policy
that lasted over successive governments and through recessions that we had to actually set in
place an industrial structure that would allow us to defend ourselves. Centres of production
were created, as you probably know, in places like Bendigo, Ballarat, Lithgow and so on
where we could produce ammunition, produce machine tools, produce optical devices. We
didn® have anything that could produce our own telescope in Australia in 1900 but in 1940
we could export optics that were used in British tanks. So we created that by innovation
policy, by industry policy and perhaps there | should explain | see innovation policy as a
natural successor toindustry policy. Innovation policy isindustry policy today.

The second period | could talk about was industrialisation after World War 2. Coming from
South Australia, as | did, | am very familiar with Sir Thomas Playford there and how he used
land and, of course, the migrant labour to create a great manufacturing sector. The next
couple of periods I@ divide into two ten year periods In the decade @6 to ®6 we had a
congruence of leaders in the Government of the time, Senator John Button, Senator
McMullen, Senator Walsh, John Dawkins and Barry Jones, | guess. There was a degree of
intellect there, there was a degree of understanding that we had to really have industry
policy, we had to innovate in our industry, we had to change our industry structures. There
was certainly a focus on the golden oldies, something referred to today, and very important.
Changing our steel industry, We had a moribund steel sector in this country, changing to one
which is now competitive and internationally relevant. Changing our car industry from one
which was behind tariff barriers to one which is exporting enormous numbers of cars to the
Middle East and Holden is about to announce another 30,000 unit export contract to the
United States, certalnly very exciting. At the time, looking at the mdustry policies that came
out of the Button® Department, | was actually quite critical that we weren®spending enough
money, | thought, or enough effort or focus on the new industries, the bio-techs and so on.
Maybe if we@ invested more then we@ be in a better position today. But | certainly agree
with the many comments made today, focus on where you®e strong, and obviously the food
industry isabsolutely crucial in Australia. So that@the first decade of recent history.

The second decade of recent history, @6 to 2006 has been an absolute innovation desert. The
government pruned and cut industry support, we@e seen R & D slump by over athird, we®e
only just crawling our way back in R&D effort past the level we were at in 1996. Now that is
a decade of lost performance in terms of innovation if you ask me. And you know the figures
about how poorly we are rated in venture capital, and terribly disturbed by the lack of
investment in education, especially the higher education sector. We®e still only educating
5,000 engineers per year as we were 10 years ago, yet professional employment in this
country hasrisen by 30%.

So welein avery difficult situation indeed. The good that has come out of the last 10 yearsis
a continuation of the movement away from the nanny state and tariff barriers and the
understanding in business that they must stand on their own two feet. In fact we are, |
believe, seeing a resurgence of dynamism in business, not just in the small company sector
but in the medium and large company sector. The challenge for innovation policy is not to
reinstate that nanny state idea. Its got to be business deciding its own future, and that has
been the one great achievements, | think, of the last 10 years of this government.

So who should be providing innovation leadership? Well, certainly the government must
take a crucial role in this and | believe that the government will move to regain the upper
hand in the innovation debate next year. John Howard is a masterful politician and he will
respond to pressure from groups such as yourselves here today and he will couch the
innovation debate in hisown terms. He will announce some new policies, | believe that will
be a step forward and that will happen, | suspect, in the March time frame before the next
election.
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The media definitely must take some responsibility here. Someone mentioned the short-
termism of the media. |@e been writing on innovation all my life and I@e always been the
guy they like to have on board, it@ good to have that covered, because that means nobody
else in the paper Band | was with the Financial Review for 20 years BEhas to actually bother
about the word OnnovationObecause Peter Roberts has got that covered. However, BRW is
definitely in that space now, giving ourselves a pat on the back, we are all about innovation.
We have two full-time innovation reporters working for me. This is an issue that we@e
grabbed onto like a terrier and we®e not going to let go of it.

Business itself. Absolutely the Business Council needs to be congratulated. 1t@ not a
universal understanding within the highest levels of the Business Council that innovation is
important, but there is a coterie of people in there who are really pushing for it and more
strength to them and, of course, the peoplein this meeting.

Just to finish off, Mike Woods said, and I@ quote Cbusiness is performing well with the
amount of R&D spentQ Well I@ like to contradict that. | don® think that® true at all.
According to IBISWorld, that® our partner in the provision of a lot of business information
we use in the BRW magazine, there are only 44 companies in this country that are spending
more than 10 million dollars per annum on research and development. Now 44 is not a big
number, 10 million dollarsis not a big number. 1t@ a number I®e picked out of the air as the
sort of number that you@ have to spend to support the projection internationally of one
globally relevant business or business stream. 44 organisations - that is the depth to which
we have sunk in terms of R&D and innovation. The need for action is urgent, the need is
chronicand | congratulate the convening of this meeting.

2.2.4 John Bessant, Imperial College London

I@ like to just give a very brief UK perspective on this very important discussion. I@ pick up
also Gerhard® point, because the fact is we@e got to own that leadership challenge
collectively. Part of that issue is we®e not talking about a nice clear architect-designed road
to go down, we®e talking about a complex system. Alan referred to that this morning.
We@e got to co-create it. It can® be the one we®e currently got because there are serious
challenges right now, never mind on the horizon. We®e got to co-create it. 1t@ a matter of
co-evolution.

Having said that, of course we®e all playersin it, I@ like perhaps to focus particularly on
what the higher education sector and, particularly, business schools like my own might
contribute. It seems that what we®e looking for right across the board isinnovation in our
approach. We®e got to move away from nice, clear designs to a much more experimental,
much more proto-type, probe and learn kind of approach. What we®e really trying to do is,
if we take Alan® complex system for innovation, we®e trying to rethink the system, to re-
design it, to rewire it, reprogram it - essentially we®e trying to work this at a system level. |
think this offers universities the chance to use some of that public space that Alan referred to
thismorning, providing the space, the opportunity for some of these experiments, for some of
this co-production, collaboration, and interactive work with the other players in the
innovation system. What | would like to do briefly is just to mention two things that are
going on in the UK which I think are examples of this kind of thing.

The first is a group 1@n associated with called The Advanced Institute for Management
Research. Now AIM is, if you like, aresponse to the challenge that says we®e got to address
things at a system level, we@e got to try and match the variety in that complex system with
something similar on our side. So rather than funding more and more projects that are on an
individual or small group level, let@try and take a much bigger approach. AIM isa product
of the two big research Councils that fund management work, the Engineering and Physical
Sciences Research Council and the Economic and Social Sciences Research Council. Together
they@e put 22 million poundsinto a big initiative, and you can get the sense of the scale from
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that, but also try to do something very different. Thisis not about projects; there are themes.
and one of the three core themes is sustained innovation. These are big strategic challenges
for the country, but part of the message is that this is not part of academic research, thisis
about engagement with policy and with practice. A core theme is the co-production of
knowledge, involving high levels of interaction with the players. What effectively has
happened is rather than backing projects its backed people, and what its done over the past
three yearsis build a community of practice across various universities and across the policy
and practitioner community. We have something like 400 or 500 people actively involved in
activitiesfocussed around this sustained innovation theme.

The other example 1@ like to give briefly is the Innovation and Productivity Grand
Challenge, which is something 1@n responsible for. Again thisis an attempt to make a fairly
large scale attack on a complex problem. IPGC is now a 3.5 million pound programme, so it®
not a small investment. It involvesfive universities and the AIM organisation. The challenge
is basically one which, to quote our Chief Scientist, rises above the noise, or rather the
research on it will rise above the noise. Thisistrying to get some strategic traction. Again the
idea is co-production, high engagement with policy and practice, but perhaps it@ interesting
also because the focus of our grand challengeisvery much the theme of today. If | put it very
simply, in the UK, asin Australia as anywhere, we spend a lot of money creating knowledge
and always we ask the question @o we get the bang for the buck, the Pound, the Yen or
whatever?0 Of course that@® an interesting question but lots of people have asked it. Our
suggestion is, however, that we need to look again at that innovation system because it@ now
avery different context. And whilst the research is still ongoing let me perhaps share briefly
with you three contributions that might guide people who are involved in this leadership of
innovation, three design rules, if we®e going to create a new innovation system, three things
we ought to bear in mind. They are first and fore the Spengler rule, secondly the Spaghetti
rule and thirdly the SAPPHO rule. Now | can see some very worried faces there so let me
very, very quickly unpack them.

Spengler. If | asked anybody here if you could tell me when you last used your Spengler, |
think very few people would be able to tell me. But if | asked when you last used your
vacuum cleaner most of you would have no problem. Useless fact for the afternoon: Mr J
Murray Spengler invented and patented the electric vacuum suction sweeper. But that
wasn®innovation- that®@just the start of the process and, of course, we know that. We know
it@ not like the cartoons where the light bulb flashes and that® it. That® invention: it@
important but it@ not the whole story. We know it but we keep forgetting it. The Spengler
rule actually reminds us it@nat just about knowledge creation, it@ what we do with the knowledge,
it@ how that knowledge flows and, increasingly, in a global environment it@ abaut knowledgetrading
and interaction. We®@e got something like a trillion dollars worth of knowledge being created
in terms of public and private sector research around the world - that@ probably an
underestimate because we don® really know the numbers. Essentially we got to think it
doesn® matter if relative to France the UK spends more or less, the bigger game is abaut
knowledgeflows. So the Spengler principle needsto shape our leadership.

Second point, the Spaghetti principle. [t@ nice, particularly when you®e teaching innovation,
to talk about simple linear models but we know it doesn®work like that. If you look at the
innovation history of anything it@ about spaghetti. I1t@ about knowledge flows from
different people, from different perspectives, from different orientations and disciplines,
things that are woven together to create value, whether it is products, processes or new
business models. The point about the spaghetti model is we®e then got to think in terms of
our system, how we organise and manage innovation in terms of trying to manage that
spaghetti. We®e heard this phrase ®pen innovationO many times today. | think
Chesbrough® right, | think in a global world where so much is going on in terms of
knowledge creation the challenge is about mixing and matching different knowledge sets,
recombinant innovation, as much as pushing in front of it. But if that® the case, then what
are we doing about making those connections? Managing the spaghetti in that context means
brokers, gatekeepers, bridges, structures, agencies that will make these connections. The
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Proctor and Gamble story is great but look at it in more detail: it doesn® happen by accident
or because somebody declares we@ have 50 percent of our ideas from outside. You need the
mechanisms to make it happen. So that® the spaghetti rule and it® a design principle to
guide our leaders.

And the third is the SAPPHO rule, and don® anybody panic who thinks @ going to quote
Greek poetry at you at this stage. What | really want to refer to is Project SAPPHO. If some
peoplein the room can still remember, Project SAPPH O was one of the pioneering pieces of
innovation research done back in the 19708 at Sussex University Our old friend and
colleague, Roy Rothwell, was very instrumental in this, and Project SAPPHO basically
brought to the fore a principle that most businessmen really understand. Innovation isnat just
abaut the push of knowledge and the creation of opportunities that way, it@ also about demand. We
have to understand users, we have to understand their perspectives and weave those
knowledge setsin, particularly if you think about it in the service sector where the creation of
things is often co-produced with, and interacting with, users. That® fine, but we must also
recognise that increasingly usersare not passive and they®e certainly not ®@ne sizefitsall® So
a third principle is that we have to engage much more in bringing the user dimension in.
Indeed a great deal of the cutting edge of innovation research, the work of Eric von Hippel
for example, islooking at how we can work with active users. | gave an example over dinner
last night. We were working, amongst others, with the BBC, the great broadcasting
organization. It has a huge and successful tradition of innovation, wonderful, in the analogue
world, and in the first stage of the digital world when it was all about competing with the
satellites. How does the BBC play in the digital media world of tomorrow? 1t@ out there, it®
in the Internet, and it could create or it could break the business. By the way, the BBC@ R&D
department is 47 peoplein anice country house south of London. How do you second-guess
the Internet: you don®@know who the consumers are, what they want, where the line between
those consumers stops and they become creators - look at UTube, for example. How do we
manage innovation under those conditions? We have to bring thisuser dimension in.

So, three design rules, there are many, many others, but my suggestion is we®e all in this
together, we have to work on shared experimentation, co-production of this better innovation
system and these are the kinds of design principles we might want to use in helping create
that system.
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3. Developing a national agenda b
OVICTORIA® NATIONAL INNOVATION AGENDAO
The Hon John Brumby M P, Victorian Mi nister for Innovation
INTRODUCTION

Firstly 1 would like to thank the organisers and the sponsors for putting on this very timely
series of summits around Australia about a crucial issue for our future b building a more
innovative Australia.

| understand the Brisbane and Sydney events were very productive and thought-provoking
as was today @ summit.

| am now very pleased to draw the Melbourne Summit to a close by talking about the
Victorian Government@ concept for a National Innovation Agenda.

Thisisa concept that aligns strongly with today® discussions.

Today | intend to make the case for a National Innovation Agenda Bwhat it might look like -
and how we might take it forward as a framework for the next wave of national reform. But
before | discuss the National Innovation Agendain more detail, | would like to explain why |
see the need for such an Agenda as an urgent matter of national priority.

AUSTRALIAG CHALLENGES

Australiais now at a turning point. The world is moving faster, more countries are stepping
up their innovation systems and Australia@ environmental, energy and demographic
challenges pose a serious threat to our quality of life.

We have successfully faced major challenges before such as the ICT revolution that
transformed the business environment and drove a new wave of globalisation late last
century.

Australia rose to this challenge, deregulating major sectors of what had been a fairly closed
economy and introducing the National Competition Policy in 1995 to drive productivity
growth. Largely as a result of this willingness to tackle a changing global environment
through major reform at a national level, Australia has enjoyed a long period of sustained
economic growth.

But unless we are prepared to follow through with a new wave of reform, this prosperity is
unlikely to last. This is because we face imminent and unprecedented challenges that are
delivering significant global change and threatening our quality of life.

Firstly we are facing a fundamental transformation in the global economy driven by
accelerating technological change and the deregulation and opening up of financial and
labour markets We are now competing in a global, Web-enabled playing field that lets
anyone work together or compete with each other, regardless of geography, time zones or
soon, even language. This means business not only has the ability to move jobs wherever
there® a factory, but now wherever there@a broadband internet connection.

Countries and regions like China, India, Brazil, South East Asia and now Eastern Europe are
attracting the majority of Foreign Direct Investment flows and increasingly dominating global
supply chains. In fact, according to estimates by Goldman Sachs, Brazil, Russia, India and
China - the BRIC economies - could together be larger than the G6in lessthan 40 years.
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This is because the BRICs are now putting over 3 billion new people on the global playing
field. And these are highly competitive workers, not just in low-wage manufacturing and
information labour but increasingly so in high-skilled areas like engineering, programming
and design as well.

For example, China already produces over 350,000 tertiary qualified engineers annually
compared to around 138,000 in the US.

Over 400,000 American tax returns will be processed by accounting firmsin India thisyear.

And Brazil® second largest source of exports is now passenger jets made by Embraer, the
world'sfourth largest civilian airplane maker.

Some have said that Australia can benefit here primarily as a supplier of energy and mineral
resources to these growing economies and that we shouldn®seek to compete directly in high-
end global supply chains.

While it istrue that a significant part of our current economic growth is resource-driven, we
cannot afford to become dependent on this sector alone. Even in the current boom times,
resources only account for 7.7% of the national economy.

And importantly, the resources sector follows international economic cycles with booms
followed by downturns. So we need a diverse economy and we need to think about investing
the valuable dividends of the resources boom in our future capacity for growth.

We also face a number of challenges at home. Many of our key natural resources are being
severely stretched. We are facing a water crisis, along with a range of other sustainability
challenges such as climate change and soil salinity.

We need to deal with rising energy costs and a volatile geo-political environment that poses
new security challenges.

And we have an ageing population at a time when our workforce needs to be more
productive, not lessand which will place new demands on our health system.

We need to act on these challenges as a matter of national urgency, taking advantage of our
current prosperity toinvest in our future as a wealthy, healthy, safe, clean and smart nation.

If we get it right, we will be providing a strong future for ourselves and generations to come.
But if we get it wrong we run the very real risk of becoming a backwater in the global
community, struggling along in the lower ranks of OECD countries or worse while watching
our much envied quality of life erode.

INNOVATION ASTHEWAY FORWARD

| believe the way forward hereisto put innovation squarely at the centre of the next wave of
national reform.

The OECD has estimated that in advanced industrial economies, innovation and the
exploitation of scientific discoveries and new technologies have accounted for 50 per cent of
economic growth.

This capacity to harnessinnovation will become even more critical to the economic and social

well-being of industrialised countries over the next two decades as they face growing
competition, particularly from low cost emerging economies.
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More than ever, it is about developed economies competing on the basis of unique value
delivered through the application of knowledge, skills and creativity.

An example of what |@n talking about hereisthat it has been estimated that the largest source
of exports from the world@ wealthiest country, America, is now intellectual property Bin the
form of software, entertainment, pharmaceuticals, franchises and patented high technology
products.

So to keep us internationally competitive, we need to massively boost Australia® innovation
capabilities so we can better turn new ideasinto new products, services and solutions.

And we also need to put innovation to work to meet the challengesto our quality of life.

And in doing so we will also be developing products and services that other economies will
also be seeking to address these issues.

These are significant opportunities with the OECD projecting that the global market for
environmental goods and services will increase from $430 billion in 2000 to $770 billion in
2010.

And some of you may have noted this morning a report in The Age that China alone will
spend $308 hillion on such services by 2010.

AUSTRALIAGINNOVATION CHALLENGE
So what do we need to do to build up our innovation capabilities?

OECD R&D rankings

BERD/GDP International
Comparisons 2004-05

Sweden (03-04) [ 1
Finland [ 1
Japan [ 1
Korea | 1
uUsA I 1
Germany [ 1
Denmark [ 1
Total OECD [ 1
lceland (03-04) [ 1
France [ 1
Belgium [ 1
United Kingdom I "1
Canada T 7771
Netherlands T 1
Australia I
Norway ——————
Czech Republic 1
Ireland 1
Queensland L1
Spain L1
Italy —
New Zealand (03-04) C—1
0.00 0.50 1.00 1.50 2.00 2.50 3.00

Firstly we need to be realistic about where Australia sits in the global picture. As a small,
open economy, we have different innovation requirements from large economies like the
USA and the European Union.

There is a lot of debate about boosting Australia® R&D performance, particularly that of

business. And | am very strongly in the camp that says we must do this. The Victorian
Government@track record in investment in science, technology and innovation is a testament
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to this.

But let us do the maths. Australia currently accounts for a little less than 2% of R&D in the
OECD (exact figure is 1.6%). And thisis not out of step with our share of OECD GDP at 2%
and population, 1.7%. So generally among the OECD community, we are a 2% player.

Now even if Australia were to reach the level of Sweden - the OECD@® best performer on
R&D as a percentage of GDP - we would still only account for 3.5% of total OECD R&D. So
96.5% of the OECD® R& D would still be carried out elsewhere.

What this tells us is that wherever we stand on world R&D league tables, we need strategies
to access the vast majority of knowledge that is created elsewhere.

For too long Australia@ innovation policies have focussed only on the 2% of R&D that we can
carry out at home.

What we need now are innovation policies to focus on both our capacity to create new
knowledge and our capacity to use and exploit the knowledge created elsew here.

There isalot of evidence that indicates that these activities are complementary Bthat without
the 2% we would not be able to access the 98%.

To quote one of Australia@ leading innovation researchers, Steve Dowrick who is Head of the
School of Economics at the Australian National University:

CEa Ithough the rest of the world provides a huge source of ideas and techndogies, a country
like Australia cannat rely on astrategy of passive absorption to maintain strong productivity
performance.

In order to ben€fit from the globd public good of world knowledge, countries need to have well
trained scientists, a technologically capable workforce and active engagement in cutting edge
research.O

So if we are to access the best of the 98% out there, we need to ensure we have the people, the
skillsand the standing as generators of internationally-sought knowledge.

Thisispart of our thinking behind a National Innovation Agenda.

That in order to compete effectively in this new global environment while only creating
around 2% of the world@new knowledge, we need an innovation system that:

¥ ensures Australian businesses significantly improve their capacity to absorb
knowledge, ideas and technologies from local and international sources; and
¥ alsoinvestsin our own science, innovation and skills to generate solutions to our
specific problems and to enable the absorption of @mportedOknowledge, ideas
and technology.
In short, Australia needs a 100% innovation policy, not a 2% innovation policy.
AUSTRALIAGINNOVATION CAPABILITIESNOW

So where do we stand now ?

Australia has no shortage of innovative and creative people but we lack a cohesive and
focused nationwide system to best turn their work into tangible economic gains.

The Commonwealth Government@ Innovation Scorecard shows that we are performing
strongly relative to other OECD economies on productivity, scientific input and output, and
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workforce measures.

Public R&D —
Scientific & technical articles per capita |
US patents per capita
Business R&D I:
Tertiary education 7:|
Science graduates in labour force 7:[
Researchers in lahour force 7:|
Venture capital 1
Investment in ICT E
Internet usage _:|
Investment in new equipment 7:|
Foreign affiliates in manufacturing R&D |
International S&E collahoration 7:|
MFP growth 19972001 1
Innovation as a % of total sales*® |:
T T T T T T T T T
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Percentage difference from OECD average

However where we fall badly behind isin translating this into business performance and so
into wealth creation.

As you can see, we have low levels of investment in business innovation and R&D, we
seriously lag on innovation as a percentage of total sales and we have very low levels of US
patenting.

There is some conjecture on the importance of US patenting Bmy view is that itsimportance
lies in the extent to which it indicates that our ideas are in demand in the world@® largest
market for ideasbthe US.

The Innovation Scorecard also highlights our reliance on foreign companies for investment in
manufacturing R&D.

So the Innovation Scorecard is both comforting and alarming Bit is not all doom and gloom -
but rather suggests that we have the basis to excel but only if we address our weaknesses.

THEROLE FOR GOVERNMENTSIN SPURRING BUSINESSINNOVATION

So what can Governments do to stimulate business innovation to deliver such gains?

We must recognise that ultimately it is the market place that drives business and industry
innovation. However all governments have a responsibility to provide the best possible

settings and support for an innovation-driven economy.

And this must go well beyond what has been traditionally seen as Government support for
innovation, mainly focused around R&D and science and technology polices.

A month ago the Productivity Commission released its draft report into Public Support for
Science and Innovation. The report confirms what we have known for some time - that there
are positive returns from public sector investment in research and development.

However the report focuses narrowly on the case for public support for science and research,
rather than the broader issue of what isinnovation and what it should deliver.

The report@ conclusions unintentionally highlight the need to move away from thinking that

the only thing a government needs to do to encourage innovation is to support research. It is
a report focused on the 2% and the kind of research-centric innovation thinking that fails to
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account for firms.

True 21st Century innovation thinking places firms at the centre of the innovation system.
Support for research isimportant but it isonly part of the puzzle.

We need an innovation system that recognises that innovation can and does happen
anywhere, not just in high-tech industries. A system that covers skills, connections to local
and international value chains and enabling economic infrastructure.

One example here of such economic infrastructure is new generation broadband, which ACIL
Tasman estimates could significantly boost Victoria® GSP, peaking at over $2.5 billion
annually in 2008. Such gains translated nationally would boost Australia®@ GDP by as much
as $10 billion.

And it needs to be an innovation system that supports risk taking and investment and
knowledge diffusion through a competitive taxation system and appropriate regulation and
IP framew orks.

In short, an innovation system that is not treated as an R&D or science and technology issue
but as a major economic strategy that needs to flow through all sectors of Australia from
classroomsto workroomsto boardrooms.

Or in the words of the Business Council of Australia - Can entirdy new concept of business
innovation to be embedded into the nationa culture B in government, economic padicy, business
strategy, workplaces and the communityQ

But building such a system where all the parts are appropriately balanced against and
leveraged off each other isavery complex task that requires a sophisticated understanding of
theissuesinvolved.

This is why today's discussion is so important and why the Victorian Government is
developing a National Innovation Agenda proposal for broader consideration.

It is all about building a critical mass of ideas, policies and advocates to explore, test, shape
and deliver innovation strategies as a key driver of Australia@ future economic development
policies.

NATIONAL INNOVATION AGENDA PROPOSAL

Earlier in the year | raised the idea of a new, national and comprehensive agenda for
innovation for Australia.

Following consultation with key stakeholders and roundtables held around Victoria we
identified five preliminary action areas for a National Innovation Agenda that we would
contend represent a starting point.

More consultation is required - including with my Ministerial colleagues in other Australian
governments to ensure that it is a framework that we can all sign on to - and that genuinely
supports growth across the whole of the nation.

What has emerged so far arefive key pointsfor action:
¥ Increasing incentives for businessinnovation;
¥ Building the new innovation infrastructure;
¥ Developing skillsfor theinnovation economy;
¥ Creating a better regulatory environment for innovation; and
¥ Forging better connections and collaborations.
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Today | will give you a brief overview of what Victoria proposes that a National Innovation
Agenda might cover.

INCREASING INCENTIVES FOR BUSINESSINNOVATION

Currently only a small percentage of Australian firms are innovation leaders and many
businesses struggle to absorb new ideas, knowledge and technologies.

With more than $1,000 billion in privately managed investment capital in Australia, there is
considerable potential to boost private support for innovation.

So Australian governments need to consider what further steps can be taken to create an
environment that makes investment in innovative activities a more attractive option.

Here | note that our consultations have made it clear that companies see tax incentives as the
biggest lever for encouraging greater R&D investment.

It is also a prevailing view internationally with the American Competitiveness Initiative
committing $4.6 billion in 2007 alone for this purpose.

Ideas that the National Innovation Agenda might include here are:
¥ establishing the optimum level and mix of taxation and other incentives to best
stimulate businessinvestment in innovation;
¥ streamlining innovation support programs across jurisdictions; and
¥ developing a national innovation diffusion strategy so industry can access trusted
and expert information on appropriate technologies and innovation models.

BUILDING THENEW INNOVATION INFRASTRUCTURE

Innovation infrastructure encompasses a wide range of economic and research infrastructure.
Our consultations to date have highlighted the need for attention to be given to new
generation broadband asafundamental platform on which an innovation economy is built.

The significant gains this would provide B boosting Australia® GDP by up to $10 billion
annually bare national gains Band as the Federal Government proceeds to further privatise
Telstra | would suggest that they are most appropriately realised by a Federal Government.
Research infrastructure that facilitates partnerships between research bodies and businesses
providesastrong stimulusfor innovation activity.

The success of initiatives such as the Victorian Government® Science, Technology and
Innovation (STI) infrastructure program, Queensland@ Smart State initiative and the
Commonwealth@ Cooperative Research Centres (CRC) program demonstrate the economic
benefits of innovation infrastructure that supportsindustry requirements.

Governments also have the capacity to invest in large scale, GandmarkQnfrastructure that no
single industry can afford or that may not be economically viable at an early stage of
development.

The new Australian Synchrotron in Victoria and the OPAL Reactor in New South Wales are
good examples of such investments.

But there are problems with these examples Bthe OPAL Reactor will be built with over $360

million in Federal funds and operated with further Federal funds to serve around 250
scientists.
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The Australian Synchrotron is on target to be completed in 2007 with $157 million from the
Victorian Government and $50 million from other States, Universities and research
organisations.

Notwithstanding last week® $14 million commitment to capital by the Federal Government B
which we welcome Bthis national facility which will serve over 3000 scientistsis yet to secure
operating funding from the Federal Government.

These examples highlight a deficiency in the current national innovation strategy.
So ideas that the National Innovation Agenda might include here are:
DEVELOPING SKILLSFOR THEINNOVATION ECONOMY

Skills in generating, integrating, adapting and applying new knowledge, technologies,
processes and productsare equally critical to driving innovation across the economy.

Developing such skills is a responsibility shared by governments, education and training
institutions, research organisations, businesses, unions and individuals.

Ideas that the National Innovation Agenda might encompass include a coordinated national
science, engineering and technology (SET) and innovation skills strategy that embraces:

¥ improved curricula and enhanced teaching capability to ensure secondary school
completions meet demand; and

¥ incentives to encourage business and individual investment in skills and training
such asfull tax deductibility for life-long learning.

CREATING A BETTER REGULATORY ENVIRONMENT FOR INNOVATION

Regulation can be a driver of innovation, particularly in areas such as health, safety and the
environment, and may be required for the smooth introduction of new technologies.

On the other hand, inefficient regulation can add to business costs, stifle innovation and
create a business environment characterised by uncertainty and high risk.

If I could giveyou two interesting and contrasting examples here.

In the late 1980s, the Australian automotive industry became a world leader in car security
technology like digital keypads and engine immobilisation technology, putting us in a
position to produce theworld'sfirst keyless production car.

However for a number of reasons this did not happen. One of the key reasons was the
prescriptive way in which Australian Design Rule 25/ 02 was drafted - which mandated
mechanical door and steering locks regardless of recent technological developments.

CREATING A BETTER REGULATORY ENVIRONMENT FOR INNOVATION B
GETTINGITRIGHT

On the other hand, when the United States introduced the Clean Air Act Amendments of

1970 and 1977, thisdrove a wave of innovation in sulphur dioxide removal technologies with
patentsin thisfield rising from zero to an average of a 100 per year by 1990.
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US Patenting Activity in SO2 Removal Technologies
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Australian governments have already made significant progress on regulatory reform
through National Competition Policy and the National Reform Agenda but more can be
done.

CREATING A BETTER REGULATORY ENVIRONMENT FOR INNOVATION BDWHAT
WE CAN DO.

So what | am proposing isthat we do more.

Specifically we address the following issues:
¥ legislative barriersfor leading edge research like stem cells;
¥ regulatory differences between jurisdictions; and
¥ ensuring that legislation can respond quickly to fast-moving and emerging areas of
technology.

We also need national action to move away from an IP protection regime that many see as
cumbersome and costly towards IP management that provides greater opportunities for
knowledge flow between research organisationsand businesses.

A case in point is reform of Victorian Government procurement policy, particularly in ICT.
We have established a default position of ownership of IP by ICT companies undertaking
work for the Victorian Government Bso that SMEs can reap the benefits of innovation.

At the same time governments also have the responsibility of balancing a progressive
regulatory framework with ethical and safety considerations.

A National Innovation Agendawould ideally seek to tackle these issues.

FORGING BETTER CONNECTIONSAND COLLABORATIONS

Building connectionsto international research centres, companiesand marketsimproves
knowledge transfer and technology absorption, helpsuskeep pace with global developments
and encourages overseas researchers, innovators and investors to engage with Australia.

Asa state we have entered into science, technology and innovation agreements with New
Zealand, Maryland, Scotland, Saskatchewan, Manitoba, Bangalore, North West Region (UK),
Jangsu and Israel with whom we have ajoint R&D fund.

And the Australian Synchrotron has established agreements with facilitiesin Japan, Europe,

the US, China (Beijing and Shanghai), Canada and the UK to foster exchange and cooperation
to create atruly global capacity.
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But more needsto be done and that iswhy we need to look at how we can develop closer
collaboration between the Commonwealth, States and Territories:

¥ foster the transfer and application of knowledge across Australia;
¥ identify priorities for innovation infrastructure investment; and
¥ ensurethat Australia® strengths and advantages are supported and developed.

That iswhy a National Innovation Agenda might include:

¥ greater coordination between all governments at home and overseasin knowledge
and technology transfer, and trade and business development initiatives; and

¥ building on and increasing the availability of connection and intermediary services
such as the InnovationXchange.

THENATIONALINNOVATION AGENDA: THE NEXT STEPS

The National Innovation Agenda that | have talked about today is a concept that the
Victorian Government isnow developing.

But it needs to be a consensus proposal. As a next step | will be concentrating on engaging
my Ministerial colleaguesin other Australian Governments about the detail and the direction
for the National Innovation Agenda.

And early next year the Victorian Government will host a forum involving governments,
business and other innovation stakeholders to pull together an agreed proposal which | hope
would then be considered by Australian Government fora.

Obviously the Council of Australian Governments would represent an admirable aspiration
but there are other fora and these should be used.

Thereisalot of work to be done and | am looking for your help.

Today you have discussed the importance of innovation and identified and generated new
thinking about the issues. However we have all been to summits like thisin the past where
we have good ideas but not properly followed them through because of the pressures of
work.

So | am asking you to take the time to send me an email through the National Innovation
Agenda website on the screen which covers the issues you think are important and the ideas
that a National Innovation Agenda needsto cover.

And we are handing out cards today with the National Innovation Agenda website address
so you will be able to keep in touch with the National Innovation Agendaasit develops.

While the National Innovation Agenda needs Australian Governments to take a lead,
ultimately it will be all Australians who will build and benefit from creating a truly
innovation-focused nation.

So the challenge now for all of us here today, in Government, in the private sector and in
research and education is to get out there and lead Bdriving forward the discussion on why
we need to tackle this task, and what such a new innovation culture will deliver for Australia
for generationsto come.

Thank you.
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4. The challenge going forward

The final session involved reporting back from the lunch table discussions, and pulling
together the threadsfrom the day, as well as the thinking from the previousforums.

Over lunch participants had been challenged to consider what might be the priorities for
smart innovation strategies for Australiain a global economy. One lunch group looked at the
challenges from a government perspective, the other from a business and community
perspective. The businessgroup placed priority on:

(1) Developing better mechanisms for collaboration between large and small firms
(including therole of academia) in open innovation models;

(2) Emphasing human capital development, especially in emerging skills and
capabilities for innovation, including design, systems integration, brokering and
networking; and

(3) Better articulating the place of innovation at the heart of corporate strategies.
The government and public sector group focused on:

(1) Emphasising human capital development, especially in emerging skills and
capabilities for innovation, including design, systems integration, brokering and
networking.

(2) Improving and better integrating data collection and pursuing more robust
analysisasaprecursor to more effective policy coordination; and

(3) Striking a better balance between policies for knowledge production and
technology invention, and policies for knowledge flow and technology diffusion and
adoption.

The convenors, ended proceedings by introducing a working statement, prepared with the
assistance of the moderators from the lunch discussions, and Jason Potts and Kate M orrisson,
which attempoted to summarise the

areas of broad consensus;

the challenges Australia faces;

the leadership priorities; and

open issues and mattersfor further attention.

K K K K

i) Areas of broad consensus

Innovation is the successful application of new ideas; Ot is change in practiceQ as Stan
Metcalfe put it in Brisbane.

We should do more to celebrate our many innovation success stories, and build the
confidence to be even more ambitious. We sometimes forget that our global competitiveness
in resources and agriculture has ridden off the back of sustained innovation in these sectors.

Innovation is crucial for competitiveness across al parts of the economy. We now need to
broaden and strengthen our innovative capacity to produce better jobs, new sources of
national earnings, and more competitive positionsin global markets.

Innovation is also the key to addressing major national challenges like climate change,
chronic diseases, and for building sustainable communities. Only innovation will enhance
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our ability to address these pressing environmental, health and social problems. Therefore no
subject could be more mainstream or a greater priority than innovation.

Butitiswidely agreed that we need stronger innovation leadership in Australia - in business,
in government and public service delivery, and in research and educational institutions. This
leadership challenged must be picked up everyone, but the agenda must be owned
collectively. We need, therefore, a broadly based community of people and organisations
actively promoting innovation in all areas of Australian life.

(i) The challenges Australia faces

The rest of theworld is not standing still, and Australia needs to keep changing and adjusting
to maintain our quality of life and to prosper. Innovation is what drives productive change.
Therefore it is of the utmost importance that we gain the best possible understanding of the
sources of innovation, and the processes by which we put knowledge and new ideas to work.
We need to base our approaches on hard evidence and robust analysis, and be prepared to
reassess conventional wisdom.

We do well to remember that Australia is a remote, relatively small economy, so we need to

think carefully about how best to leverage our position in the world and participate in cross-

border innovation flows and networks. We need to question whether a @ne size fits all®
model for innovation policy drawn from a narrow interpretation of the @S and northern

hemisphere model &of innovation - as R& D+Intdlectua Property Rights+Venture Capital - isthe

best approach for Australia. Thereisastrong case to re-assert the core roles of the university,

especially itsrolein providing the @ublic spaceffor thinking and knowledge exchange.

Australians need to understand the way the innovation challenge is changing, and the new
human, technological and institutional infrastructure required. We need to appreciate the
central importance of innovation in services as well as traditional industries, and the reliance
all sectors of the economy have on technology.

(iii) Leadership priorities

The over-arching priority emerging from the forum was the emphasis on human capital
development, especially in growing capacity around emerging skills and capabilities for
innovation. Many of these are basically problem solving skills, and include design, systems
integration, brokering and networking. Skills development through on the job training and
continual learning merits fresh attention.

Prioritiesidentified for publicadminsitration include the need to:

¥ collect better and more integrated data and conduct more robust analysis as a
platform for public policy planning and co-ordination;

¥ strike a better balance between policies for knowledge production and technology
invention, and policiesfor knowledge flow and technology diffusion and adoption;

¥ encourage governments to develop procurement policies that stimulate innovation,
especially in small and medium sized enterprises,

¥ mitigate the effects of risk-shifting by governments;

¥ target the accelerated growth of existing firms, rather than new start-ups;

¥ coordinate Commonwealth, State and local roles in innovation, recognising the role
of regional innovation systemsin anational framework; and to

¥ implement Gsector-sensitiveQinnovation policies, recognising that the sources and
nature of innovation vary considerably across sectors, but having regard to
innovation driven from the points of intersection between sectors, industries and
institutions.
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Priorities for businessinclude the need to:

K K K K ®

K

(iv)

develop better mechanisms for collaboration between large and small firms, and
between the private and public sectors, in open innovation models;

better articulate the place of innovation at the heart of corporate strategies;

implement risk management framew orks that support a calculated appetite for risk;
structure incentive plansto reward innovative behaviour;

strengthen the role of Boards in stewarding the innovation agenda for business
sustainability; and to

encourage @orporate statesmanshipQin dealing with major national challenges and
industry-wide opportunities.

Open issues we need to explore further

The forum discussions raised a range of open issues, which would benefit from further and
more detailed attention. Theseinclude:

¥ developing more effective mechanisms for knowledge flow and technology diffusion,
including how best to promote and extend successful models of innovation
intermediaries and extension services;

¥ encouraging innovation through government procurement;

¥ deploying Gector-sensitive(policies across both services and traditional sectors;

¥ establishing infrastructure priorities, and applying innovative approaches to
infrastructure projects,

¥ promoting good innovation management practices in the areas of risk management,
collaboration and capability development;

¥ examining the role of regulations, competition policy, and intellectual property laws
in stimulating or constraining innovation; and

¥ increasing public awareness of innovation, especially its role in dealing with major
national challenges, including climate, water, energy and health.

Next stepsk

The convenors closed proceedings by outlining some next steps, stressing the need to
maintain momentum, build coalitions of consensus, and turn priority concerns into concrete
action plans and proposals.

Going into 2007 the immediate actions would be to:

¥

¥

promulgate the working QM anifestoOfor Innovation Leadership;
develop a series of roundtable forumsto take issuesforward; and

to continue to build a broadly-based and bi-partisan coalition of people and
organizationscommitted to promoting a more innovative Australia.
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