CHAPTER Six

THE AUTOMOTIVE INDUSTRY

Introduction

The automotive industry, covering car manufacture and assembly and parts fabrication, has been a leading component of the Australian manufacturing sector. The national economic benefits it provides include major contributions to employment and, more recently, exports and innovation in both products and processes.

Over its life of fifty years, and under the influence of a changing policy environment, Australia’s automotive industry has been transformed. First established to serve the domestic market alone, the industry is now oriented to world and regional markets and embedded in global production chains. Encouraged by specific incentives, automotive exports have burgeoned. Despite this, a large overall deficit on automotive products remains.

The growth of plants manufacturing and assembling cars has spawned a vigorous automotive parts sector. These component manufacturers have also become integrated into the global market through exports to a wide range of countries.

The industry has been the subject of successive inquiries by the Industry Commission and others. The most recent major inquiry was by the Industry Commission, with the final report dated 26 May 1997 and publicly released by the Treasurer in June 1997.�

These reviews are used by the Government of the day to determine the future direction of policy for the industry. Among the factors considered is the net benefit accrued to the national economy by the activities of this industry. Any such calculation, however, involves the policy-makers in estimates of considerable magnitude. For example, the estimates must be made at particular times but must include evaluation of future benefits and costs which are, at best, uncertain. In addition, the future period over which these benefits and costs are to be projected is unclear.

In response to the uncertainties outlined above, various different elements have been proposed by competing protagonists for inclusion in the calculation of the national benefit. These issues were highlighted in the 1997 Industry Commission inquiry, when competing methodologies were proposed and fiercely debated.

In the pharmaceutical industry, government leverage arises from its role as purchaser. However, in the automotive industry its capacity arises from influence over domestic market access and its control of incentives. Yet, like the pharmaceutical industry, the experience of this industry offers a kind of case-study of the policy formulation process. In particular, it highlights the quality of the strategic, operational and performance information and theories on which government judgements are made.

An understanding of these issues is fundamental to determining the viability of a future government role. Consequently, the following sections review the main features of this discussion.

Industry Structure and Economic Significance

Production of passenger motor vehicles (PMVs) and their components dominates the local automotive manufacturing industry, as most light commercial vehicles (LCVs) and all four wheel drive vehicles are imported. The PMV manufacturing sector can be divided into production of finished (‘completely built up’) vehicles; production of original equipment components; and production of aftermarket (replacement) components.

The industry divides the passenger car market into:

small cars (including micro and light cars). This segment represented 35 per cent of the market in 1995. Eighty five per cent of these cars are imported. The major growth has been in vehicles in the micro/light class, which are not made in Australia.

medium cars, including the Australian-made Toyota Camry and Mitsubishi Magna. This segment has shrunk to 13 per cent of the market. Thirty per cent of these cars are imported.

upper medium cars. This segment is dominated by the Australian-made Holden Commodore and Ford Falcon. It made up 40 per cent of the market in 1995.

luxury cars. This segment has stood for some time at about 11 per cent of the total market. It is dominated by imports.�

In 1996 about 492,000 PMVs were sold in the Australian market, of which about 46 per cent were imports.� Four companies manufacture completely built up passenger motor vehicles in Australia: Ford Motor Company; General Motors-Holden; Toyota and Mitsubishi. All are owned by foreign multinational firms. The combined plants have a capacity of about 375,000 units per year and in 1996 produced about 325,000 units, valued at $7.810 billion. They employ about 23,100 people.�

About 200 firms manufacture automotive components. The Australian Bureau of Statistics estimated that in 1994-95, the turnover of the components sector was about $3.4 billion and employment about 24,000.� The Federation of Automotive Products Manufacturers has estimated the breakdown as:

�

ESTIMATED SALES OF AUTOMOTIVE COMPONENTS� ($million)���Original Equipment�Replacement Equipment�TOTAL��Domestic�2,900�1,800�4,700��Export�384�200�584��TOTAL�3,284�2,000�5,284��

Components are made by both specialist component manufacturers and firms which are not dedicated to the automotive industry alone. The Australian components industry has extensive affiliations and associations with automotive component manufacturers in Europe, Japan and the United States. Many firms are either wholly or partly owned by overseas car companies, or produce components under licence to international component manufacturers.

Geographic Location of the Industry

Australian car manufacturing plants are located in Melbourne, Geelong and Adelaide, as follows:
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Production of components is heavily concentrated in the same regions as production and assembly of finished passenger motor vehicles, although it also has a significant presence in certain other regional centres such as Albury, NSW and Ballarat, Vic. Accordingly, the automotive manufacturing sector has a disproportionate importance to employment and economic activity in these regions.

This is particularly true when the overall position in Victoria and South Australia is compared with the average for the whole of Australia. The automotive manufacturing sector accounts for 1.3 per cent and 1.4 per cent respectively of gross product at factor prices in Victoria and South Australia, compared with 0.6 per cent for Australia as a whole. The sector accounts for a sixth of South Australia’s manufacturing activity and a tenth of the State’s exports.� The concentration of the automotive industry in these areas has serious implications for regional adjustment if the industry should contract as a result of tariff reductions.

Economic Importance of the Automotive Industry

Based on the most recent manufacturing industry data, the ABS estimated that manufacture of passenger motor vehicles, passenger vehicle derivatives (light commercial vehicles such as utilities) and components, accounted for about 5 per cent of value added in the manufacturing sector and 1 per cent of gross domestic product in 1993. These figures, though they fluctuate with the business cycle, have been trending down over the last twenty years: in 1976-77 the industry represented 6.7 per cent of manufacturing value added.

Australia has one of the highest rates of car ownership in the world (1 car per 2.2 people) and by international standards the Australian market is mature - that is, the rate of new car purchases has ceased to grow significantly and, as Mitsubishi’s submission pointed out, the “average age of the car park now exceeds 10 years”�, which is old by comparison with equivalent markets.� If the propensity to purchase new cars in Australia could be raised to a rate comparable to other developed countries, we would add around 180,000 to annual sales.

In 1995 the total value of automotive imports was about $9 billion, being $3 billion in completely built up vehicles (up from $0.9 billion in 1988) and $6 billion in components (up from $3.3 billion in 1988).�

Employment

In 1994-95 the four manufacturers of completely built up motor vehicles employed about 23,100 people and the components sector about 24,000, a total of 47,100 or about 0.6 per cent of national employment. The automotive service sectors are much bigger: 1996 labour force survey estimates place 40,000 people in wholesaling, 51,700 in retailing and 204,100 in other automotive services.�

Imports and exports

Imports of PMVs represent about 44 per cent of domestic consumption by number and 30 per cent by value, while exports represent about 12 per cent of domestic production by number and 11 per cent by value.� In the ‘other’ category (broadly covering components), imports are 75 per cent of domestic consumption and exports are 39 per cent of domestic production. In total, by value, imports are 50 per cent of domestic consumption and exports are 19 per cent of domestic production. Although imports of components are still much higher than exports, component exports have been growing strongly, increasing by 73 per cent between 1990 and 1996.� Details of trade, local manufacture and local consumption of vehicles and components are set out in the following table:
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Government Industry Policy

Automotive industry policy generally has involved among the highest tariff levels and related protection measures of Australian industries. Accordingly, the appropriate level of tariff protection has long dominated public debate. Yet various other areas of possible government initiative are also important to the automotive industry, including: education and training; research and development; tax reform; micro-economic reform and labour market reform.

The History of Government Assistance for the Auto Industry

Throughout its history the Australian automotive industry has been protected by a variety of schemes principally involving tariffs, restrictions on imports and incentive schemes aimed at boosting local content. Because of the limited size of the Australian market, producers have always had problems competing with overseas manufacturers who enjoy greater economies of scale.

Government assistance to the industry began during World War I, when the Hughes Government banned importation of car bodies. After the war, the quantitative restrictions were lifted, the tariff on car bodies and body panels was doubled and new duties were levied on assembled chassis. This tariff structure encouraged local body manufacturers and provided an incentive for North American manufacturers to set up assembly operations in Australia. In 1925 Ford established body building and chassis assembly plants in Geelong, Adelaide, Brisbane, Perth and Sydney. In 1926 General Motors commenced car assembly in Melbourne using bodies manufactured by a local company, Holden Motor Body Builders.

Protection was progressively extended to a wider range of components until, by the mid-1930s, demand was mostly satisfied by locally assembled vehicles with a high level of local content. In 1936 the Lyons Government introduced measures to encourage the establishment of engine and chassis manufacturing plants in Australia. These measures included increased duties on imported engines and chassis, bounties on local engine production, import quotas on North American chassis, and by-law (duty-free) imports of capital equipment and parts not available in Australia.

In 1945 the government accepted General Motors-Holden’s plan to manufacture a six-cylinder car with 90 per cent Australian content, in return for government assistance. The first Holden was completed in 1948.

In 1952 import licensing was introduced to ease a balance of payments crisis. Imports were severely limited, with dramatic results: several foreign companies started local assembly and overseas component makers established Australian subsidiaries. By 1957-58 the Australian content of locally made vehicles reached 77 per cent. This expansion in the number of manufacturers was in contrast to overseas developments where economies of scale prompted mergers. Instead, Australia in the 1950s acquired four vehicle manufacturers which competed in a market incapable of sustaining even one at the optimum scale of output.

In the early 1960s the PMV industry consisted of five vehicle manufacturers with tariff protection of 35 per cent and a component sector which was, in general, similarly assisted. When import restrictions were lifted in 1960 the local industry faced strong import competition. A new form of protection was created - ‘local content plans’, which from 1965 gave producers tariff concessions on imported components, in return for their undertaking to achieve higher levels of local content. The General Tariff on completely built up imported cars was increased to 45 per cent in 1966. The local content plans relatively advantaged lower volume production, leading to an uneconomic proliferation of models. The market share of imports continued to increase, rising from 16 per cent in 1966 to 32 per cent in 1973.

The Whitlam Labor Government initially lowered tariffs before introducing a new assistance scheme in 1975, comprising increased tariffs at 45 per cent and a simplified local content scheme. The scheme did not stop the rise in import penetration. The Fraser Coalition Government increased the tariff to 57.5 per cent by 1978 and introduced quotas which limited imports to about 20 per cent of the market. In 1979 the government introduced an Export Facilitation Scheme allowing producers extra duty free imports based on the value of their exports. Thus when the Hawke Government came to office in 1983, assistance consisted of a 57.5 per cent tariff; the 85 per cent local content plan; import quotas; and the Export Facilitation Scheme (EFS). Australia had 5 manufacturers producing 15 models for a market of about 300,000 vehicles per year, with low volumes per model fragmenting the component sector.

The ‘Button Car Plan’, introduced in 1985, reversed the previous drift to increasing protection. It aimed to force rationalisation of the local industry by gradually reducing assistance. The Government’s aim was that by 1992, the industry would consist of no more than three manufacturers, producing no more than six models. Import quotas were replaced by tariff quotas. Access to export facilitation credits was increased. On the other hand, the 85 per cent local content scheme was retained, maintaining protection of local component producers.

A major devaluation of the Australian dollar in 1985-86 made imports more expensive and thus tended to undermine the Button Plan’s pressure for local rationalisation. This prompted a review. In 1988 tariff quotas were abolished; local content requirements were effectively abolished; and the Export Facilitation Scheme was extended. The tariff was reduced from 57.5 per cent to 45 per cent, scheduled to phase down to 35 per cent by 1992. The 1988 changes were more radical than those of 1985; abolishing local content plans and quotas left both the assembly and component sectors reliant on the same, reducing, tariff for their protection.

An Industry Commission report in 1990 contained recommendations which formed the basis for changes to automotive industry assistance from 1992 to 2000:

tariffs to continue to be cut by 2.5 per cent per year, to reach 15 per cent in 2000;

local producers to be permitted to import up to 15 per cent of the value of their production duty-free, with normal duty payable on any excess (the ‘by-law entitlement’); and

the Export Facilitation Scheme to continue, with a number of previous limitations on access removed but with the scheme to expire in 2000.

The period of increasing protection in the 1960s and 70s led to the creation of an inefficient industry structure.� The Industry Commission considers that the subsequent changes in the level of assistance to the industry since then have encouraged improved performance.� The Button Plan generally has met its goals to reduce the number of models manufactured in Australia and to rationalise production through an increased volume of production, shared among a smaller number of models (and producers). Australia now has four manufacturers producing five models. Both the Industry Commission and the manufacturers acknowledge that the plan has been instrumental in improving the competitiveness of the industry in Australia.�

Local producers concentrate on vehicles in the upper medium market segment, where fleet buyers account for 75 per cent of sales. Private buyers tend to purchase small cars or second-hand upper medium segment, ex-fleet vehicles.

Only one Australian producer (Toyota) has been involved in the micro-small sector (and has decided to abandon it) - the rest produce vehicles in the upper medium market segment, now that Mitsubishi’s Magna has clearly positioned itself in the upper medium market. However, GMH is soon to commence local manufacture of the four cylinder Vectra. Mitsubishi’s submission points out that the sales of locally produced cars by the current producers have been pretty much unchanged despite the exit of Nissan.

Export Facilitation Scheme

In recognition of the limitations imposed by the small size of the Australian market, export facilitation arrangements have been applied since 1979. The present scheme was introduced in January 1991 and is scheduled to continue until December 2000. It is intended to assist:

... the development of an Australian automotive industry that is viable and internationally competitive, providing higher quality vehicles at lower real prices to consumers. (Quoted from Hawke, Keating and Button, Building a Competitive Australia, 12 March 1991, Canberra.)�

When announcing the revised arrangements in 1991, the Government said:

... given the small domestic market for motor vehicles in Australia, the only real and effective way that the industry can improve its cost structure is through closer integration with the world industry and ... the export opportunities that this will provide. (House of Representatives 1979, p.316).

In its 1997 Report on the Automotive Industry, the Industry Commission commented:

A major focus of the scheme is to bring assistance to exports more in line with the gradually declining assistance provided to production for the domestic market. More specifically, the EFS aimed to encourage the industry to specialise and expand in segments where it was closest to being internationally competitive and import products for which it had the greatest competitive disadvantage. This was to be achieved by assisting exports of the relatively more efficient producers in the industry and providing some duty relief on imports.

Specialisation and expansion in more competitive areas allows the industry to benefit from economies of scale, increasing its ability to compete on world markets. ... The primary objective of the EFS has never been to provide a subsidy to automotive exports per se (despite the incentive effect of the scheme).

Evidence to the committee emphasised the importance of the Export Facilitation Scheme. “The scheme has provided incentives to encourage specialisation in automotive activities where Australia is most competitive and the import of automotive products where we are less competitive.”� Evidence was presented showing a massive increase in the export to import ratio for cars and components from 1985 to 1993, which seems likely to have resulted from the operation of the EFS.�

However, the average annual production per plant (about 80,000) is still well below what is regarded as the most economic level overseas (over 150,000).� Labour productivity has improved greatly, but is still well behind world’s best practice. But part of the improvement in labour productivity may be because of substitution of capital for labour: total factor productivity, though harder to measure, does not appear to have improved in comparison with the rest of industry. Accordingly, tariff reduction to date has mostly resulted in lost domestic market share, rather than the ‘dynamic efficiency improvements’ that are the hoped-for result of greater competitive pressure.�

On the other hand, quality has improved and exports of PMVs and parts, assisted by the Export Facilitation Scheme, have grown markedly. The growth in exports started from a small base and exports still do not represent a large percentage of Australian production - 12 per cent in the case of PMVs for example - but do represent a significant contribution to the total Australian export effort.�

Doubts have been expressed about the compatibility of the Export Facilitation Scheme with the World Trade Organization’s rules for international trade. Alternative arrangements may have to be developed which achieve the spirit of the EFS but without actually discriminating in favour of exports. In a mature and often stagnant market such as Australia, increases in sales are likely to come from export activity. Therefore attaching a financial incentive to increases in a company’s sales of a particular product group, would effectively force the company to increase its exports to earn the incentive.

Recent Government Decisions

In the Industry Commission’s 1997 report on the Automotive Industry, the Commission noted that the cost to car buyers of the tariff protection for the industry in 1996 was $1.8 billion or $3400 per vehicle.� Part of the Commission’s brief was to recommend assistance arrangements for the period after 2000. The Commission recommended that:

after 2000 the tariff should continue to be cut by 2.5 per cent a year, stopping at 5 per cent (the rate currently applying to most Australian manufacturing industries) in 2004.

the 15 per cent duty free entitlement should be retained for the time being and reviewed when tariffs have reached 5 per cent.

the Export Facilitation Scheme should be allowed to expire as planned.�

During the public debate which followed, serious discrepancies surfaced between the forecasts of different economic models used to predict the effects of tariff cuts.� There were claims that the model used by the Industry Commission for its draft report greatly overestimated the economic benefits of reducing the industry’s tariff protection.

The Industry Commission recommendations caused considerable concern both within the industry and in those communities where the industry is a major employer. In July 1997 the Government, influenced by concerns about the adjustment costs of possible increased import penetration (that is, possible contraction of the local industry, especially in Victoria and South Australia), decided on a slower pace of tariff reduction:

the tariff level is to be held at 15 per cent from 2000 to 2005, then dropped to 10 per cent. A further review in 2005 will determine future protection levels;

the 15 per cent duty free entitlement will be retained;

a new ‘market access strategy’ was introduced, including a new Automotive Trade Council, the appointment of a trade access negotiator and a $20 million market development package;

a program consistent with World Trade Organization obligations will replace the Export Facilitation Scheme from 2000 to 2005.�

On 22 April 1998 the Government introduced the Automotive Competitiveness and Investment Scheme to commence on 1 January 2001 and run for five years. The announcement noted that the scheme will be consistent with World Trade Organization rules and was designed to ensure a stable transition towards a secure, global position for Australia’s car industry.�

The scheme will have two related parts. One will reward passenger motor vehicle manufacturers for performance in production and investment in new productive capital assets. The other will reward automotive component manufacturers and service providers for investment in new productive capital assets and in technology development. The scheme will provide benefits in the form of duty credits to be redeemed on imports of eligible automotive products. The credits earned through investment will be transferable. The benefits will be limited to $2,000 million overall (notionally $1,300 for PMV manufacturers and $700 million for component manufacturers) and the value of assistance offered to an individual firm will be limited in any year to 5 per cent of its sales of eligible products or services produced in Australia in the previous year.

Industry Views on Future Policies

In its response to the Industry Commission’s draft report, Ford outlined a plan for the future of the car industry. It proposed:

a tariff pause at 15 per cent through to the year 2005, with a further review of the Car Plan in 2000;

maintaining the present 15 per cent by-law concession;

continuing the Export Facilitation Scheme;

comprehensive tax reform aimed at widening the tax base, reducing tax rates, eliminating anomalies and reducing compliance costs;

specific initiatives to stimulate demand for new cars;

specific initiatives to reduce ageing of the car fleet, including regular roadworthiness checks in each state; and

a stronger focus on delivering microeconomic reform benefits.�

In their submissions to the Industry Commission, the Federation of Automotive Products Manufacturers and Mitsubishi Motors outlined a similar range of requests. Both of these organisations expressed the view that any further cuts to assistance in Australia should be dependent upon reductions in assistance by other APEC nations.� They also advocated reductions in Sales Tax, the introduction of measures aimed at increasing scrappage rates and a range of other measures.

In evidence, reference was made by Ian Harrison of the South Australian Employers’ Chamber of Commerce and Industry, to Australian Biomedical Corporation, a subsidiary of Vision Systems, which “... operates in Australia because it has suppliers that are linked to the automotive industry”. Australian Biomedical Corporation produces biomedical instruments with high precision components. Mr Harrison quoted from an article which indicated that the company relies on suppliers who typically supply the automotive industry. He commented that the operation could not be located as easily in Malaysia, Singapore or Thailand, because they lack the necessary infrastructure and that in the absence of an Australian car industry, Australian Biomedical Corporation would have to go to the US.�

Referring to the industry’s central role in the economy, the comment was made that:

… if we want to be strong in manufacturing - if that is the decision of our industry policy, if that is a plank of our industry policy- what we would say is, ‘Therefore, you must be in automotive.’ That is what the world experience is. ...

Of course, the high-tech industries have great attraction. ... We need to recognise that even the ... smokestack industries can embody the very best in technology, can then push that technology throughout the community, which they have done, into other areas of manufacturing. That constitutes the framework, the foundation, for a growing and stronger Australian manufacturing industry and, therefore, Australian economy.�

He also called the automotive industry: “a foundation industry”, an industry with “… fundamental impact on the other manufacturing industries.”�

In its report the Industry Commission rejected notions that the car industry was unique as a source of technology and skills spill-over to other sectors of the economy. However, in the evidence submitted to the Committee it was claimed that the existence of a powerful and sophisticated purchaser of componentry has forced much higher quality and technical standards on the suppliers.� In turn, the existence of high quality suppliers has assisted the development of other sophisticated industries. However, new firms in new industries do not have the influence of the motor vehicle companies and cannot provide the incentive to force technical and quality standards on supplier firms; but they can reap the benefits produced by the demands of the motor vehicle industry.

In thinking about Australia’s potential role in the regional motor vehicle industry it is worth noting GM’s recent decision to establish GMH as one of four engineering centres around the world, with Australia’s role to be the design and engineering centre for Asia and the Pacific.� Australia’s apparent strength as a design and engineering centre may well benefit from further nurturing. Consideration might be given to how automotive services should be treated under the car industry assistance arrangements.

Reciprocity

There is strong support in the industry for the view that we should maintain our tariffs so long as barriers are imposed by our current and potential trading partners. There is today vast over-capacity in motor vehicle production. All the North American plants could shut and there would still be excess world capacity. Countries in our region have added to the problem by using tariffs and other import barriers to encourage production in their own countries, often with the aim of developing export markets.

Protection means that production has been more dispersed in terms of location and number of manufacturers than it would otherwise have been. In the context of over capacity, a country which reduces its protection is more likely to see plant closures. For this reason Nissan has ceased production in Australia and there have been attempted rationalisations within the EU. It is possible that the last country to lower its protection to negligible levels will have the best chance of retaining a sizeable car industry. It is also possible that zero protection now in Australia would see the disappearance of virtually all car production, even though some might have remained if all countries simultaneously eliminated their protection.

Once lost, this type of industrial capacity could not be replaced without a good deal of government assistance. Hence Australia could be losing world competitive manufacturing - purely because of the timing issue. In this context, the timing of reductions in protection may be as important as the protection question itself. The ultimate outcome for the pattern of Australian industry is likely to be fundamentally different, depending on the timing of our protection decisions compared with what other countries in our region are doing.

There is a case for a pragmatic approach to trade based on the ‘real politik’ of the situation among Australia’s potential trading partners. In our region, the Malaysian Government is backing the Proton, while Indonesia is developing its own national car, the Timor. Other countries are encouraging the construction of car manufacturing facilities by the various multinational car makers. For example, GM has moved into Thailand, Toyota into Indonesia, etc. Protection overall is high in our region. Yet some of these cars produced under high protection regimes are imported into Australia.

Australia’s response to these developments has been to try to persuade the countries concerned about the benefits of freer trade. Under APEC there has been some reduction in tariff barriers in our region. In addition, the impact of the IMF reform programs in our region will involve further liberalisation of markets, including for example, lower protection for the Indonesian national car project. These changes will be positive for Australian car exports, although market opportunities in the Asian region will also be sought by Japanese, Korean and American producers, who will offer stiff competition to any Australian producer trying to enter those markets. However, reform in Asia may also mean fewer subsidised imports competing against Australian cars in the Australian market.

Despite the pressures within APEC, it is likely that in the Asian region there will be considerable protection for individual national carmakers for some time yet. To partly offset this disadvantage, we should note that the protected industries abroad also throw up opportunities for the Australian components industry. Part of the agenda for the Australian automotive industry should be the promotion of component manufacturers as major players within the national car plans in our region.

Reducing Protection

Advocates of free trade assert that freer trade is always better. Briefly, the argument holds that it is better to concentrate on what you can produce well and trade any surplus for products you produce poorly. Exporters see that their cost structure is increased by protection, both directly on the inputs exporters must buy, but also indirectly by increasing the wages of their workforce and in other similar ways. Hence protection has been regarded as a tax on exporters. Lowering protection will tend to reverse these processes, which may be called the “impact effects” of protection. However, impact effects are only part of the story.

Studies which have examined the benefits of lower protection are based on models in which there is no long term macroeconomic imbalance. The market will produce the optimum level of employment/unemployment in these models. To some extent this can be justified on the grounds that the micro-allocation of Australia’s productive resources is a separate issue from macroeconomic balance. Under the neoclassical synthesis, first advocated by Paul Samuelson in his textbook, microeconomic settings are treated as if the macroeconomic problems of unemployment, inflation and other aggregates have been solved (similarly, this technique treats macroeconomics as if there are no complicating microeconomic issues). In this way some advocates of lower protection have been able to assert that industry policy is not the appropriate way of addressing an employment problem.

Lower protection will indeed lower the costs of imported items, however, one theory is that this in turn may encourage increased imports, which may tend to worsen the balance of payments on the current account and put downward pressure on the exchange rate. In addition, the lower costs of production for export may encourage additional exports, which may tend to lower the prices paid on world markets. These processes can mean that the impact effects of lower protection are, at least to some extent, offset by the lower value of the Australian dollar. These can be called the “general equilibrium effects”.

Alternatively, it may be agreed that the lower prices paid on world markets in foreign currencies may translate to no price reduction, or even an increase in Australian dollar receipts for exporters. Furthermore, retention of higher levels of protection may result in a higher value Australian dollar, making imports relatively cheaper and our exports less competitive.

An important feature of the recent debate about the post-2000 rate of reduction in vehicle protection was the contribution of Chris Murphy, the author of one of the competing economic models, who argued against an immediate reduction to negligible levels. He showed that the general equilibrium effects were about as strong as the impact effects, so that there was little economic gain to be had through further immediate lowering of protection.� The general equilibrium effects have long been recognised and are apparent to some extent in all of the models used. However, when protection was so much higher, the impact effects greatly outweighed the general equilibrium effects. He argued that as protection itself has been falling, so has the benefit of the impact effect, until it has been approximately neutralised by the general equilibrium effects at current rates of protection.

The Murphy model examined the employment aspect of protection in the motor vehicle industry by recognising the importance of regional unemployment and the difficulties of “adjustment” following a reduction in protection and the downsizing of the industry.� Murphy attributes costs to the additional unemployment generated through lower protection. However, he still accepts that the adjustment costs, the costs of the additional unemployment, will fade away with time.

In neoclassical economics the commercial cost to an employer of employing someone is the full additional cost, wages plus so-called ‘on-costs’, occasioned by the additional worker. It is argued, however, at times of high unemployment, or where there is high regional unemployment, that the opportunity cost of employing an additional worker is clearly less than the commercial cost. If the effect is to reduce unemployment by an exactly equivalent amount, then society does not give up anything, except to the extent that the leisure of the unemployed is valued. This means the opportunity cost of the additional employment is zero (there may even be a gain through a reduction in social security payments). In principle, therefore, a case can be made for subsidising additional economic activity which is less than world competitive, provided there is no labour substitution and subsidy costs are less than aggregate social security payments avoided.

In practice, microeconomic issues intrude into macroeconomic problem areas where there are regional implications for economic activity and the level of unemployment. These regional concerns have been an important part of the debate in the consideration of policy for the motor vehicle and TCF industries. In addition, after close to three decades of high unemployment, we might well ask whether we can continue to tackle microeconomic issues confident in the belief that the macroeconomic issues are solved or are at least soluble. The upshot is that there is some justification in looking at the employment generated by industry policy as a benefit to society.

Conclusion

From the evidence available to the Committee it appears that the high protection levels the industry enjoyed in the past did not lead to the development of an internationally competitive industry in Australia. The rationalisations following the Button Car Plan and the recent growth in exports give some indication that the industry is now becoming more internationally competitive. However, the size of production runs in Australia remains too small by international standards and productivity levels still appear to be behind international best practice.

While the automotive manufacturing industry remains a very significant component of Australia’s manufacturing industry, it is of declining importance to the economy as a whole and the domestic market for its products cannot be expected to grow significantly. In light of the above, it appears to the Committee that future government policy on the industry should be focused on promoting the growth of exports.

The industry has proposed that the Government introduce stricter standards and testing of vehicles, particularly with respect to environment and safety regulations, in order to increase scrappage rates and stimulate demand. The Industry Commission rejected this proposal, noting that this process would be regressive in terms of income and may just remove the older vehicles without necessarily stimulating demand.�

The Committee suggests that there is scope for Australia to widen its participation in the manufacture of components. This would assist in alleviating regional employment problems, increase export capacity and strengthen the ability of component manufacturers to expand their services to other industries.

The Committee commends the idea of expanding Australia’s role as a design and engineering centre for the Asia Pacific region. This would benefit R&D in Australia, provide employment for highly skilled workers and increase exports of services.
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