








Triggers for a rise in discretionary spending

Improved domestic demand will encourage discretionary spending in nearly 80% of firms
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Improved domestic demand
Improved overseas demand
Reductions in Government regulation
Lower finance costs

A lower Australian dollar

Further Government stimulus
Improved access to skilled labour

Improved access to finance

Other .

From a list of eight different options, firms were asked to
identify up to three developments that would encourage
discretionary spending within their company.

Nearly 80% of all respondents identified an improvement in
domestic demand as a key trigger for a rise in spending
within their firm, overwhelmingly the most popular trigger.

An improvement in overseas demand was cited as a key
encouragement for discretionary expenditure in 34.8% of all
companies. Reductions in Government regulation and lower
finance costs were indentified as a major trigger for one in
every five businesses.

A lower Australian dollar (17.4%); further Government
stimulus (14.8%); improved access to skilled workers
(14.2%); and improved access to finance (14.2%) are
lower-order triggers for business discretionary expenditure.

Chart 43: Key developments encouraging higher
discretionary spending by size
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Small (82.6%) and micro firms (82.2%) are slightly more
likely than medium-sized (78.5%) and large firms (74.4%) to
be encouraged by an improvement in domestic demand to
raise discretionary expenditure.
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By contrast, an improvement in overseas demand is a
significant trigger for a higher proportion of medium-sized
(44.9%) and large firms (34.2%), than for small and micro
firms (31.6% and 32.7% respectively).

Chart 44: Key developments encouraging higher
discretionary spending by sector
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An improvement in domestic demand is by far the most
significant trigger for business discretionary expenditure for
firms in each of the five sector categories.

Improved overseas demand was cited more commonly by
the machinery, equipment & other manufacturing sectors
(43.7%). By contrast, a reduction in Government regulation
and lower finance costs were more commonly identified as
key triggers for a lift in discretionary expenditure by
construction & materials firms (34.0% and 30.0%
respectively).

A lower Australian dollar was most commonly cited as a

development likely to encourage discretionary expenditure
by the three manufacturing sector categories.
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Priorities for discretionary spending

The development of new products has the highest priority as the economy recovers

Chart 45: Priorities for increased discretionary spending
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The questionnaire asked CEOs to assess the priority of a
range of discretionary spending elements for when the
economy recovers.

The development of new products registered the largest
proportion of ‘high priority’ responses (36.3%), with a further
36.5% deeming this to be a moderate priority when
conditions improve.

The issue of skill shortages still resonates with many firms,
despite job cuts in the first half of 2009, with 27.5% of
respondents considering skills development and training to
be a high priority when the economy recovers.

Capital investment in plant and equipment (22.3%) and
research & development (19.7%) are the next highest
priority forms of discretionary expenditure when economic
conditions improve.

Discretionary spending elements considered to be on the
next level of priority include: IT investment (16.6%);
advertising & marketing (15.1%); maintenance spending
(12.4%); and facility improvement (11.7%).
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Only a small proportion of businesses cited discretionary
spending on environmental matters as being of high
importance when economic conditions improve - 8.1% for
the management of environmental issues and 5.7% for
carbon emission abatement.

6.7% of firms see a review of discretionary spending on
employee benefits as a high priority when the economy
recovers.

Interestingly, the survey results suggest firms are unlikely to
revisit their reductions in corporate travel and expenses,
when economic conditions improve again, with only 0.9%
regarding this as a high priority.

The next two pages of the report explore the variance in
priority, across company size and sector, for the three most
significant forms of discretionary spending identified: (1)
developing new products; (2) skills development & training;
and (3) capital investment in plant & equipment.
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Developing new products

Developing new products is the highest priority for the machinery, equipment & other manufacturing sector

Chart 46: Priority for increased spending on developing new products
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Medium-sized firms are the most likely to cite an increase in
spending on the development of new products as a high
priority when the economy improves (42.4%).

Chart 47: Priority for increased spending on developing
new products by size
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Large firms are the most likely to consider the development
of new products to be of high or moderate priority when the
economy recovers (77.6%).
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Chart 48: Priority for increased spending on developing
new products by sector
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The development of new products is more generally seen
as a higher priority for the next upturn by firms in the
manufacturing sector.

Nearly half of the machinery, equipment & other
manufacturing respondents deemed this action to be of high
priority (46.7%), followed by the consumer manufactures
sector (38.2%).

The services sector contains the highest proportion of firms
considering judging an increase in spending on the
development of new products to be of no priority when the
economy improves (17.0%).

By contrast, the three manufacturing sector categories
account for the smallest proportion of firms attributing no
priority to product development: consumer manufactures
(2.6%); machinery, equipment & other manufacturing
(3.7%); and metals manufactures (5.8%).
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Skills development & training and capital investment

As the economy recovers, an increase in capital investment is a higher priority for larger firms

Skills development & training

Medium-sized firms are the most likely to cite an increase in
spending on skills development & training as a high priority
when the economy improves (39.8%), while large firms are
the most likely to consider this element to be of high or
moderate priority (86.5%).

Chart 49: Priority for increased spending on skills
development & training by size
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Skills development & training is seen by micro firms to be of
less importance, with only 65.0% deeming it to be of high or
moderate priority.

Less than 1% of all large firms see no priority in skills
development & training when economic conditions improve,
compared with 2.0% of small firms; 5.0% of micro firms; and
5.8% of medium-sized firms.

The construction materials and services sectors contain the
highest proportion of companies classing an increase in
spending on skills development & training a high priority for
the next upturn (32.7% and 31.7% respectively).

Chart 50: Priority for increased spending on skills
development & training by sector
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By contrast, only 18.4% of firms in the consumer
manufactures sector consider skills development & training
to be a high priority when economic conditions improve.
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Capital investment in plant & equipment

There is a positive relationship between the size of a firm
and the priority placed on increasing capital expenditure
when the economy improves.

Chart 51: Priority for increased capital investment
by size
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Around one-third of all large firms class an increase in
capital investment in plant & equipment as a high priority
(33.0%), compared with 13.3% of micro firms; 22.8% of
small firms; and 19.4% of medium-sized companies.

Almost one in five micro firms (18.4%) does not consider an
expansion in capital investment to be a priority in the next
upturn.

Firms in the metals manufactures and consumer
manufactures sectors have placed the highest priority on
increasing capital investment expenditure when economic
conditions improve.

Chart 52: Priority for increased capital investment
by sector
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The services and machinery, equipment & other
manufacturing sectors contain the highest proportion of
companies classing an increase in capital investment
expenditure a high priority for the next upturn (15.6% and
10.2% respectively).
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Small Business and General Business Tax Break

The Small Business and General Business Tax Break has affected the investment plans of almost 30%

of firms

Chart 53: Impact of investment allowance
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Under the Small Business and General Business Tax Break
initiative, small businesses (turnover of less than $2 million)
can claim a 50% deduction for eligible assets costing
$1,000 or more, acquired from 13 December 2008 to 30
December 2009 and installed by 31 December 2010.

Other businesses (turnover of more than $2 million) can
receive a 30% allowance for eligible assets greater than
$10,000 acquired before 30 June 2009, and a 10%
allowance for assets acquired between 1 July and 30
December 2009.

The survey asked firms whether the allowance has
influenced their investment plans, with almost 30% of
respondents citing an impact. Around two-thirds of all firms
(66.9%) cited no impact, while a further 4.0% were unaware
of the Government’s investment tax break.

Chart 54: Impact of investment allowance by size
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The investment plans of small and medium-sized firms are
the most likely to have been influenced by the investment
allowance (34.7% and 33.7% respectively). This is despite
the fact that nearly all of the firms surveyed in these
categories are eligible for only the 30% deduction (and only
for assets greater than $10,000).

Just less than one in four micro firms (24.0%) cited an
impact from the investment tax break, a slightly higher
proportion than for large businesses (21.7%).
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Unaware of allowance

Despite the increased likelihood they will be eligible for a
50% deduction; micro firms are more likely to be unaware of
the investment allowance (7.0%), than small (2.7%),
medium-sized (3.0%) and large firms (4.3%).

Chart 55: Impact of investment allowance by sector
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The investment tax break has had the biggest impact on the
investment plans for firms in the consumer manufactures
sector (36.0%). A similar proportion of firms in the
construction & materials (30.0%); machinery, equipment &
other manufacturing (29.2%); and metals manufactures
(28.4%) sectors attributed an influence to the investment
allowance.

Reflecting a generally smaller reliance on capital equipment
by firms in the services sector, only 24.0% cited a positive
influence from the tax break on investment plans.

Between 5 and 6% of the construction & materials;
machinery, equipment & other manufacturing; and
consumer manufactures firms surveyed were unaware of
the Government’s investment tax break.
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Spending on business innovation

Spending on innovation to rise by 1.0% over next six months

Chart 56: Innovation expenditure expectations for the next six months
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Business innovation can be divided into three main
components — process innovation, where gains in
productivity are achieved through improving production
process and eliminating wasteful steps; organisational
innovation involving changes to business models and
operating structures; or product innovation through
introducing new products and services.

While expenditure on research and development (which
represents a key component of product innovation) has
been forecast to decrease by between 7.3% and 2.5%
depending on industry sector’, overall expenditure on
innovation is expected to increase by 1.0% over the next six
months. This can be attributed to companies devoting more
effort into trying to drive higher efficiencies in the downturn
through better processes and structures.

In total, 68.8% were unlikely to change their expenditure on
innovation over the next six months, 24.7% of firms plan to
increase expenditure compared to 6.5% likely to cut
expenditure.

Chart 57: Spending on innovation by size
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The percentage of companies likely to increase expenditure
on innovation over the next six months varied with size.
Most likely were large firms, with 35.5% expecting an
increase, while least likely were micro firms, with only
18.2% of firms expecting an increase.

Chart 58: Spending on innovation by sector
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Companies in the machinery, equipment & other
manufacturing sector, covering such areas as automotive,
advanced machinery and equipment, and scientific
equipment, reported the highest percentage of companies
likely to spend more on innovation over the next six months
(32.3%). Next in ranking were services, with 27.8% of firms
expecting to increase expenditure.

In contrast, the construction and materials sector had the
lowest percentage of companies expecting an increase, at
11.6%.

' Australian Industry Group and Deloitte, National CEO Survey — A Tough Year Ahead, January 2009.
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Priority to different types of business innovation

Process innovation ranks highest in terms of business focus

Chart 59: Importance of business innovation

Process innovation

Organisational innovation

Product innovation

0 10 20 30 40 50 60 70 80 90 100
m High importance Moderate importance
m Low importance mNo importance Percentage of respondents

Companies were asked to rank the importance of the three
main types of innovation to their business over the next six
months.

Overall, process innovation ranked the most important for
business within the current downturn, with 44.5% regarding
it as most important and 36.8% as moderately important.
With companies looking to cut back on discretionary
spending and research and development (R&D), a focus on
getting more out of existing organisational processes is not
unexpected.

Nevertheless, a significant number of businesses still
regarded product innovation as highly important during the
downturn (42.7%). A further 31.7% of firms regarded it as
moderately important. In the upturn however, the report
highlights that product innovation will become increasingly
important (see page 43).

Least important for business was organisational innovation,
with 32.6% of businesses citing this as highly important and
40.1% moderately important. Given the importance given to
organisational innovation in the United States and Europe,
particularly for large multinational corporations, the low
result probably reflects the predominance of small and
medium firms in the Australian market.

A more detailed analysis of each type of innovation is
outlined in the next few pages.
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Process innovation

Services and consumer manufacturers rank process innovation most important

Chart 60: Importance of process innovation
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Process innovation was ranked highly important by 44.5%
of companies in contrast to 6.2% of companies who
regarded it as not important.

Chart 61: Importance of process innovation by size
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The importance given to process innovation, not
surprisingly, was dependent on size.

Over half of medium sized firms (51.9%) regarded process
innovation as highly important. Intuitively as companies
grow in size their production processes can experience
diseconomies of scale, and consequently changes to
process can generate improved efficiencies. This is in
contrast to micro and small firms where efficiency gains are
likely to be more limited.

In contrast, only 37.5% and 40.5% of micro and small firms
respectively cited process innovation as highly important
over the next six months.

Among large companies, 48.6% identified product
innovation as highly important (and 40.5% moderately
important).
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Chart 62: Importance of process innovation by sector
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Companies in the consumer manufactures and services
sectors were likely to rank product innovation more highly
important than other sectors (49.0% and 48.0%
respectively).

In contrast, construction and materials companies ranked
process innovation least strongly in terms of being highly
important. This may reflect some rigidity in production
processes within the sector.

Among metals manufacturers (covering metal processing
and machinery, equipment & other manufacturing) process
innovation was cited as highly important by 42.3% and
44.4% of firms respectively.
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Product innovation

Machinery and equipment manufacturers rank as most important product innovation

Chart 63: Importance of product innovation
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Product innovation was ranked as highly important over the
next six months by 42.7% of companies in contrast to 8.8%
of companies who regarded it as not important.

Chart 64: Importance of product innovation by size
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The importance given to product innovation was broadly
consistent across size of firms.

Across all firm sizes, from micro to large, around 40% of
firms ranked it as highly important. Medium sized firms
nevertheless reported a higher percentage, at 46.6%, while
micro firms reported a smaller percentage, at 38.5%.

The importance of product innovation however varied more
considerably across sectors.
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Chart 65: Importance of product innovation by sector
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Companies in the machinery, equipment & other
manufacturing sector ranked product innovation more highly
than the other sectors, with 53.7% citing it as highly
important.

Amongst consumer manufacturers about 44.6% regarded
product innovation as highly important, followed by services
firms (39.2%).

Product innovation was ranked least important in the

construction and materials and metal manufacturers
sectors.
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Organisational innovation

Organisational innovation importance grow with company size

Chart 66: Importance of organisational innovation
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The importance of organisational innovation over the next
six months appears to be related to company size, with
large companies regarding it as more important than micro
and small companies. In total, 38.6% of large companies
ranked it as highly important compared to 26.6% for micro
companies.

Chart 67: Importance of organisational innovation
by size
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With the structure of Australian industry being dominated by
small to medium firms, this may account for why
organisational innovation has not been so prominent in
Australia than in the United States and Europe.
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Chart 68: Importance of organisational innovation
by sector
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Across sectors, surprisingly, metal manufacturers ranked
organisational innovation as highly important (36.3%), along
with service firms (34.9%). Machinery and equipment and
other manufacturers (who favoured process and product
innovation) ranked organisational innovation as being highly
important to the least extent.
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New research and development tax credit

One in five companies expect to spend more on research and development

due to the new R&D tax credit

Chart 69: Proportion of companies likely to spend more on R&D due to the new tax credit
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In the Federal Budget handed down in May 2009, the
Federal Government announced it would replace the
current R&D tax concession with a new tax credit. For
companies with incomes of $20 million, the new tax credit
amounted to a doubling of the current tax benefit.

While many companies would not be aware of the details
(with 54.8% of firms responding so), and the new tax credit
not applying till July 2010, nevertheless 20.6% of
companies indicated they would spend more on R&D
because of the new funding arrangements.

Chart 70: Higher spending on R&D by size due to
new tax credit
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By size, small and medium firms indicated they were slightly
more likely to spend more on R&D because of the new tax
credit (23.1% and 22.8% respectively) than large and micro
firms.
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Chart 71: Higher spending on R&D by sector due
to new tax credit
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Machinery and equipment and other manufacturers were
the most likely to lift expenditure on R&D because of the
new tax credit (30.6%). This is encouraging because this
sector is the key contributor to manufacturing R&D.

Consumer and metal manufacturers (21.1 and 22.2%
respectively) were the next in order of intention to spend
more on R&D.

The new tax credit was least important for service and

construction companies, with 9.0% and 12.2% of
companies likely to spend more on R&D.
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