The Actual Economic Benefits from Local Procurement – the Full Story

Supplementary Submission by John Coochey to the Senate Standing Committee, Foreign Affairs, Defence and Trade inquiry into the Materiel Acquisition and Management in Defence 14 February 2003

“These studies have shown that the decision to sources these two key capabilities, worth 6.5 billion in today’s terms from Australian industry rather than from overseas suppliers has been a win  for the Australian economy, with both the cities and regional areas contributing about 4 billion to GDP and generating or sustaining 10,000 full time jobs  It has been a win for Australian industry through enhanced technology take up and improved productivity, better better business practices through improved business programs, greater client satisfaction, substantial improvements in the quality of products  and services  and enhanced exports and export opportunities (emphasis added) –for example more than 50 per cent of the companies involved in these projects were involved in export activity, compared with a national average across industry of 4 per cent and about twelve per cent for manufacturing.”

Leigh Purnell Executive Director Australian Industry Group Defence Council Testimony to the Senate 7 February 2003

“The scenario involved increasing the capital expenditure share of defence spending from 25 per (its current level) to 35 per cent and reducing, by a corresponding amount, expenditure on defence personnel.

The results again showed no significant change to GDP and only a negligible impact on Australia’s balance of trade.

Buying more in Australia 

This scenario looked at the impact of Defence buying more of its requirements in Australia, by modelling a $1 billion switch from imports.

The results indicate there would be benefits in the short run (i.e. the scenario without labour constraint ). Real GDP would increase by some 0.2 per cent or approximately $740 million, and net import would decrease by $570 million.

However in the long-run scenario (where a labour constraint was assumed to apply) Australia’s net imports would actually increase and there would be legible change in real GDP.”(emphasis added)

Industry Commission Defence Procurement Report NO. 41.  30 August 1994 pp 131

Is there any way that the above two statements can be reconciled? The studies commissioned by the shipbuilding industry find large economics benefits from local procurement. The studies done by independent public servants find none. Is this just a case of economist never being able to agree about anything or simple a case of finding either what they are paid to find, in the case of Tasman and Associates the consultants hired to represent the Australian Shipbuilding industry, or choose to find, in the case of traditionally “dry” economists at the Industry Commission.

Fortunately the truth is much  more objective. But to find it it is necessary to have an understanding of the uses and limitations of input output analysis used as the basis of the Australian Industry Group statement and why such analysis has been replaced by the more sophisticated “general equilibrium” models such as that used by the Industry Commission.

Input output analysis was developed by a Russian mathematician due to the failure of the First Soviet Five Year Plan.  The new Soviet Union had declared that certain industrial targets would be met but at the end of the plan many targets had not been reached and even when they had been reached much of the output appeared to be “missing”. A hypothetical example; a direction (in a command economy where resources were not allocated according to price) that there would be a million tonnes of coal produced and a million tonnes of steel.  At the end of the plan the steel mills claimed to have met production targets and so did the coal mines. However actual available production was considerably less.  This was because some of the coal had been used in both steel and coal production as had some of the steel. Also there had been major “bottlenecks” such as transport. 

The Leontief Matrixes as they were originally called was the first attempt to give economic planners in a command economy the tools to prevent this happening again.

If no, or inadequate constraints, are used in input output analysis any economic activity would have favourable economic outcomes. A Very Fast Train to Sydney –Canberra and why stop there? On to Alice Springs and Darwin. Run a pipeline from the Ord River Scheme to the Murray to flood out the salt build-up. Alan Jones wants to turn the rivers  inland, no problem! Tax clawback and the stimulus would mitigate or even cover the original Government expenditure.  In fact if the original project was profitable it would be possible, using naïve input output modelling to show not only a massive increase in Gross Domestic Product but an infinitely high one. Indeed  if each of these projects were modelled separately and the “economic advantages” summed then the output would be the same as if all the expenditure were modelled in the same simulation. In reality these projects would soon be competing for scarce factors, even if it was the same managing director. 

In short, using an simplistic input output analysis it would be possible to show economic “benefits” from having one team of men digging holes in the ground and paying another to fill them in. The backward linkages would show an increase in economic activity.

With a more sophisticated General Equilibrium model such as ORANI used by the Industry Commission this would not happen.

A more immediate problem of any such program is that of budget constraint, in simple terms the Government would run out of money.  This gives rise to a number of alternatives:

Raise taxation – which would cut down demand in other areas of the economy

Borrow overseas – which would have to be repaid, difficult if the investment is unproductive or uneconomic i.e. the money could have been better spent elsewhere.

In effect print money – the “Whitlam Solution” with the resultant inflation.

It is of course obvious that any economic effects from a given project such as the ANZAC ships is exactly the same whether the project sourced from Australia after a considered assessment of any cost premiums or whether it is directed to a marginal constituency for political reasons

The important issue is whether there were any cost premiums and what would have been the effect on the economy if they had been spent in other areas of the economy or for that matter if any savings from overseas procurements had been spent on improved defence capability- a bigger and better ship. To put it in context there is anecdotal evidence that the US Navy laughed when they saw what the Canadians had paid for their indigenously sourced light frigates stating they could have supplied them with Aegis Class cruisers for that price. There is always an alternative use for expenditure.  In economic terms there is always an opportunity cost.

It is worthwhile to return to the issue of international prices and exports.  Apart from political restrictions on an potential exporter or importer there are two reasons why exports would not take place. One, restrictions imposed by the owner of source technology i.e. intellectual property rights or, uncompetitiveness in price and/or  quality 

Here I can do no better than quote the Australian Industry Group’s own statement

“The average level of shipbuilding activity over the next 15 years is likely to be about half of what it was over the previous 15 years. Many nations consider their naval shipbuilding and repair industry to be of strategic value and, therefore, direct work locally. This, combined with a lack of access to appropriate Intellectual Property, indicates that exporting cannot be relied on as a means of sustaining the current industry structure. (emphasis added) Rationalisation of the naval shipbuilding and repair sector in Australia is inevitable. “

Leigh Purnell Australian Industry Group  10 September 2002

This appears to conflict with the statement given to the Senate “It has been a win for Australian industry through …enhanced exports and export opportunities”

So which is it? Because it cannot be both.  Blaming “lack of access to Intellectual Property” rings somewhat hollow because there have already been exports of Australian warships (albeit at highly subsidised/discounted prices) The two ANZAC ships that went to New Zealand. If exports are curtailed by access to Intellectual Property why did these sales take place? If there were restrictions placed on Australian firms selling to a third party why did this not apply to this sale? Large numbers of countries particularly in the third world buy their warships overseas. If Australia industry cannot compete in these markets it is probably because it is uncompetitive at world prices.

If it is, in fact, competitive it should have no qualms of the philosophy of the “June 84 Statement” being implemented and any premiums for local production being assessed against any strategic advantages that such costs confer. Any such studies should be arms length and objective, nor merely assertions.

