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Foreword

Assistance to the automotive industry, while exceeding that for most other
Australian industries, has been greatly reduced over the past two decades.
Following a public inquiry by the Productivity Commission in 2002, assistance is
scheduled to be further reduced to align more closely with the manufacturing norm
by 2015.

On 14 February 2008, the Australian Government commissioned a review of the
current assistance program by a panel headed by the former Premier of Victoria, the
Hon. Steve Bracks. The panel is to report by the end of July 2008. When
announcing the review, it was foreshadowed that the Government would separately
request the Productivity Commission to undertake modelling of economy-wide
effects of future assistance options. This study responds to that request.

Models can capture many, but not all, of the economy-wide ramifications of
changes in industry assistance. Moreover, as policy changes become smaller,
models may be too blunt to rank nuanced options. Accordingly, the Commission
has complemented its modelling with analysis of other factors which potentially
bear on the outcomes.

The Commission’s modelling indicates that there would be economy-wide benefits
from reductions in assistance to the automotive sector, particularly for tariffs, and
that the benefits would be larger under the program currently in place than options
entailing lesser reductions. In the Commission’s assessment, these conclusions are
not materially affected by consideration of influences not captured directly by the
model.

In preparing its study, the Commission had early meetings with Mr Bracks and the
Review Secretariat. Three modelling experts refereed the modelling, with ‘work-in
progress’ discussed at a technical workshop attended by them, as well as by
members of the secretariat and other officials. The Commission is grateful to all for
their cooperation and input.

Gary Banks AO
Chairman

30 May 2008

FOREWORD 1]






Contents

Foreword II1
Abbreviations IX
Overview XIII

1  Background and approach to the study 1
1.1  Introduction 1
1.2 The Bracks Review and the Commission’s study 4
1.3 Background to the current assistance regime 4
1.4 The Commission’s approach to this study 8
2 Current assistance to the industry 11
2.1  Tariff assistance 11
2.2  Budgetary assistance 14
2.3 Other policies 19
3 Modelling the assistance scenarios 23
3.1  The choice of a model 23
3.2 Key features of the MMRF model 25
3.3  Implementing shocks to the model 39
3.4 Key outputs 42
4  The modelling 45
4.1  Main mechanisms at work 45
4.2 Reference case results 48
4.3  Results for option scenarios and sensitivity tests 55
5  The modelling in perspective 63
5.1  What do the model simulations indicate? 63
5.2 How robust are the model specifications and key parameters? 65
5.3 Accounting for ‘exogenous’ considerations 74

CONTENTS v



5.4  Summing up the economy-wide effects

APPENDICES

Study request

Referee comments — summary
B.1  The model

B.2  Features of the model

B.3  Implementing shocks

Supporting tables

Database modifications

D.1  Updating the base year

D.2 Disaggregating the automotive industry
D.3 Incorporating ACIS

Additional simulation results
Reference cases
Review options

Sensitivity analyses

References

BOXES

1.1
2.1
2.2
23
24
2.5
3.1
3.2
3.3
3.4
3.5

The Australian motor vehicle and parts industry: some facts and figures
Policies that assist the Australian automotive industry

Some tariff concepts

Estimating assistance to the car and components sectors

How ACIS credits are distributed

Levels of assistance provided by other policy measures

Export demand elasticities and terms of trade effects

Modelling ACIS — a subsidy for what?

Considerations in designing the GCIF

Possible effects of the Green Car Innovation Fund

Measuring changes in economic welfare in the MMRF model

vi

CONTENTS

80

Al

B.1
B.1
B.2
B.7

Cl1

D.1
D.1
D.5
D.9

E.1
E.l
E.4
E.9

R.1

2
12
14
15
18
20
28
34
35
36
43



4.1  The differing effect of tariffs and subsidies 46

5.1  Modelling some possible effects of economies of scale 68
5.2 Comparison with previous modelling results 70
5.3  Some issues in seeking to devise an ‘optimal’ tariff 71
5.4  Some possible effects of prospective PTAs 73
FIGURES
1.1  Production, imports and exports of cars in Australia, 1982-2007 3
2.1 Allocation of ACIS funding, 2007 17
3.1  Industry structure in MMRF 31
3.2 Australia’s terms of trade and the nominal exchange rate 42
D.1  Stages in updating an MMRF database to 2005-06 D.2
TABLES
2.1 Preferential and MFN tariff rates, automotive industry, 2005 13
3.1  State sectoral shares of value-added 31
3.2 Tariff rates implied in the MMRF database 32
3.3 Sectoral distribution of headline MFN tariff rates 33
3.4  ACIS funding by jurisdiction 33
3.5  List of scenarios for modelling automotive assistance 39
3.6  Percentage change in trade-weighted average tariff rate 40
4.1  Reference case results — economy-wide 49
4.2 Reference case results — automotive industry 53
4.3  Reference case results — by jurisdiction 55
4.4  Option scenario results — economy-wide 56
4.5  Sensitivity simulation results — economy-wide 60
4.6  Productivity simulation results — economy-wide 62
4.7  Productivity simulation results — automotive industry 62
5.1  Australian PMV production and exports, by producer, 2006 67
C.1  Preferential tariff rates by HS8 code subtitle C2
C.2  Domestic-Import substitution elasticities in MMRF C.7
C.3  Estimated first-round budgetary impacts of policy options C.9
D.1  Concordance — 2001-02 ABS national input—output and MMRF

industries D.3

CONTENTS Vil



D.2
D.3
E.1
E.2
E.3
E.4
E.5
E.6
E.7
E.8
E.9

Concordance — IOPC-HS

Share of total ACIS funding by sector

Simulation results — automotive industry, Victoria
Simulation results — automotive industry, South Australia
Simulation results — component manufacturing industry
Simulation results — automotive industry

Simulation results — by jurisdiction

Simulation results — automotive industry, Victoria
Simulation results — automotive industry, South Australia
Simulation results — component manufacturing industry

Simulation results — automotive industry

Table E.10  Simulation results — by jurisdiction

viil

CONTENTS

D.7
D.10
E.l
E.2
E.3
E.4
E.5
E.6
E.7
E.8
E.9
E.10



Abbreviations

Abbreviations

ABS
ACIS
ANZSIC

ASEAN
ATO
AutoCRC

CoPS
ERA
ETS
FAPM
FCAI
f.o.b.
GCIF
GDP
GE
GNE
GSP
HS
IAC
IC
ICA
101G

Australian Bureau of Statistics
Automotive Competitiveness and Investment Scheme

Australian and New Zealand Standard Industrial
Classification

Association of Southeast Asian Nations

Australian Taxation Office

The Cooperative Research Centre for Advanced Automotive

Technology

Centre of Policy Studies

Effective rate of assistance

Emissions Trading Scheme

Federation of Automotive Product Manufacturers
Federal Chamber of Automotive Industries
Free on board

Green Car Innovation Fund

Gross Domestic Product

General Equilibrium

Gross National Expenditure

Gross State Product

Harmonised System

Industries Assistance Commission

Industry Commission

Institute of Chartered Accountants in Australia

Input—Output Industry Group

ABBREVIATIONS



IOPC
MFN
MMRF
MVP
OBPR
PC
PMV
PTA
R&D
SIC
TCF
WTO

X ABBREVIATIONS

Input—Output Product Classification
Most-Favoured-Nation

Monash Multi-Regional Forecasting
Motor vehicle and parts

Office of Best Practice Regulation
Productivity Commission

Passenger motor vehicle
Preferential trade agreement
Research and Development
Strategic Investment Coordination
Textile, clothing and footwear

World Trade Organization



OVERVIEW






Overview

The Commission was asked by the Government to undertake modelling of the
economy-wide effects of assistance options and scenarios identified by the current
Bracks Review of Australia’s automotive industry. The options cover a number of
combinations of tariffs and levels of assistance provided under the Automotive
Competitiveness and Investment Scheme (ACIS).

Assessing economy-wide effects of any policy intervention requires identification
and summation of all the costs and benefits that flow from it. For instance, changes
in industry assistance alter the economic returns from different activities. This
induces changes in the pattern of resource allocation across the economy (requiring
adjustments by labour and capital), as well as levels of investment and, through
various mechanisms, productivity. These changes in turn affect industry output,
exports and imports, prices (including the ‘terms of trade’) and, hence, national
production and income.

Policy role of modelling

No model can replicate the economy and all its complex interactions. But
economy-wide general equilibrium (GE) models can capture many of these effects
in a stylised way. They trace through the impacts of changes in prices brought about
by changes in assistance policies across the economy, capturing so-called
‘allocative’ efficiency impacts, changes in use of labour and of capital, and
consequent terms of trade effects. These models can also provide a disaggregated
picture of the economy, simulating potential changes in the size of particular
industries (including the assisted industry) and levels of regional activity.

By giving an indication of the magnitude of resource impacts, GE models have
played an important role in most previous reviews of assistance to the automotive
and other industries in Australia. Particularly when assistance levels were very high,
GE models exposed the substantial ‘export tax’ effect of industry assistance and the
potential for large income gains from reducing that assistance and allowing labour
and capital to move to higher-valued uses in the Australian economy. They also
exposed the substantial transfers from consumers and taxpayers to assisted
industries.
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But GE modelling becomes less insightful the smaller the policy ‘shock’. This is
because the resource impacts correspondingly diminish and can be confounded by
‘noise’ from the model’s many simplifying assumptions. While remaining valuable
for understanding the impacts of policy change, in such circumstances GE models
may be too blunt to rank nuanced policy options.

Moreover, many potentially important effects of changes in assistance regimes are
not directly estimated by these models. For example, policy-related innovation and
‘spillover’ effects, as well as technological change and costs of adjustment, are not
captured. While such effects can be incorporated (for example, as a productivity
shock to the model), estimating their magnitude requires separate analysis.

This means that although modelling can make an important contribution, it must be
complemented by additional analysis of ‘exogenous’ factors to enable a complete
assessment of the economy-wide effects of assistance options.

The modelling task in context

The automotive industry has long received government assistance significantly
above levels afforded other Australian industries (box 1). The general tariff rate for
passenger motor vehicles and components, which was reduced to 10 per cent in
2005, remains at least twice the rate applying since 1996 to most other
manufacturing activities (excluding the textiles, clothing and footwear sector, the
subject of a parallel review). Budgetary assistance also remains substantial
(primarily through the ACIS program, providing around $0.5 billion in duty credits
per year), representing about one-third of direct financial assistance to the
manufacturing sector.

In its 2002 inquiry into the industry, the Commission recommended that the tariff
be reduced to the norm for the manufacturing sector of 5 per cent in 2010,
cushioned by an extension of the ACIS program to 2010. It was considered that
further, yet still gradual, exposure to competitive pressures would encourage the
industry to continue to enhance its competitiveness. Indeed, the anticipated benefits
of increased competition in driving workplace and other efficiencies played a
greater role than modelled resource effects in the Commission’s recommendations.
The recommended program also provided the industry with the decade of policy
certainty that it sought, to facilitate investment. (Reinforcing this objective, the
Commission made no recommendations to modify other assistance schemes
pending the phase down of tariffs and ACIS.)

While the Government of the day agreed that the tariff would be reduced to
Spercent in 2010, ACIS funding was substantially increased and its duration
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extended beyond what had been recommended. In doing this, the Government
reaffirmed its primary objective of easing the industry’s continued transition to a
more competitive, low assistance environment. And, while endorsing the need for
policy certainty domestically, a further inquiry by the Commission in 2008 was
foreshadowed, to determine whether changes in legislated tariff reductions might be
warranted in the light of economic conditions at that time.

Box 1 The Australian automotive industry receives a range of
assistance

The Commission estimates that the automotive industry received around $1.1 billion in
support in 2006-07, from three sources:

« a tariff of 10 per cent on imported passenger vehicles and related components
(except those subject to preferential tariffs under bilateral trade agreements), which
is scheduled to fall to 5 per cent in 2010 and remain at that level until (at least) 2015

« a tariff of 5 per cent on light commercial and 4WD vehicles and related components

« the Automotive Competitiveness and Investment Scheme (ACIS) which provides
around $0.5 billion a year and which will provide more than $4 billion in subsidies
(provided as import credits) between 2006 and 2015.

Additional support is provided by:

« virtually prohibitive tariffs of $12 000 per imported second-hand vehicle (other than
for specialist use)

« fringe benefits tax provisions which favour fleet sales (local cars account for around
three-quarters of the fleet market) and the luxury car sales tax which primarily
affects imported vehicles

« government purchasing preferences for vehicles manufactured or imported by local
vehicle producers.

The industry also has access to a range of support measures generally available to
business, such as R&D grants and tax concessions (the automotive industry accounts
for about one-third of all such assistance), TRADEX (which refunds tariff duty paid on
inputs for exported products), and funding for specific ‘strategic’ investments via the
Strategic Investment Coordination program. It also receives support from State
Governments via payroll tax concessions, grants and low interest loans.

In addition, the industry has received ad hoc financial support from State Governments
and the Australian Government. The latter recently announced a Green Car Innovation
Fund which is to deliver support of $500 million over the period 2011 to 2015.
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The Review Panel’s options

The Bracks Review has a broad remit, in part reflecting concerns about a number of
pressures on the industry, including recent exchange rate appreciation, an
acceleration of the longer-term shift in preferences away from larger ‘family’
vehicles, as well as increased imports from the United States and Thailand resulting
from preferential trade agreements with those countries.

The policy options that the Commission was requested to model include various
changes to the mix, nature and level of assistance provided through tariffs and
ACIS, but not other forms of assistance (table 1). The Review Panel also sought
modelling of a scenario in which the Australian dollar achieved parity with the US
dollar.

Table 1 The policy options modelled
Tariff remains at 10% Tariff 5% as scheduled Tariff reduced to 0%
ACIS stays at Stage 2 Option 5 (current Options 2 & 3 (ACIS Not modelled
assistance regime) modelled as credits
and grants)
ACIS to Stage 3 Option 4 Option 1 Not modelled
ACIS discontinued as Option 6 Reference case 1 Option 7
scheduled (policy as scheduled)

Some technical considerations

To model these options, the Commission used the model known as MMRF
(developed by the Centre of Policy Studies at Monash University). This model
provides a decomposition of impacts by State and Territory (box2). In
‘comparative-static’ mode, the model provides a ‘snapshot’ of policy impacts in the
‘long run’ — when the economy has fully adjusted.

The model database was updated with the most recent official data, with the
automotive industry being disaggregated into car assembly and components
manufacture.
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Box 2 The MMRF model provides a regional perspective

The MMRF model is a well-documented model with a proven track record. It was most
recently used by the Commission in its study Potential Benefits of the National Reform
Agenda (PC 2006). The model was updated with the most recent available information
about the economy (to 2005-06) and disaggregated further to identify separately car
assemblers and component manufacturers.

Unlike single-industry or sectoral models, the MMRF model is designed to capture the
economy-wide impacts of policy changes by representing the Australian economy as a
combination of the economies (and industries) of all States and Territories.
Consequently, it allows analysis of the effects of policy at the jurisdiction and industry
levels. This is especially useful given the concentration of the industry in Victoria and
South Australia.

A comparative-static version of MMRF was used, which means that simulation results
do not relate to a particular year, and particular adjustment paths cannot be inferred.
While a time dimension may be insightful in some applications, a comparative-static
model was preferred for this study because it captures the long-term implications of
changing industry policy, while avoiding the need to formulate long-range (and often
contentious) forecasts about the economy and automotive industry for a ‘base case’
scenario.

Also, as requested by the Review Panel, the newly-announced Green Car
Innovation Fund (GCIF) was incorporated in all simulations as part of the model
‘database’ policy environment. This was done by treating it as an additional
production subsidy to the industry, though it remains unclear whether the GCIF will
generate additional vehicle production. If it simply compensated vehicle producers
for replacing existing vehicle models with production of hybrid and other green
vehicles or features that are less commercially viable, there would be a productivity
loss and no net expansion in output.

The modelling results are broadly as anticipated

In line with the long-standing incremental approach to assistance reductions for this
industry, the various options being modelled involve relatively small policy-induced
price changes to an industry accounting for less than 1 per cent of GDP. Relative to
the economy, the estimated net impacts appear small. For example, the ‘reference
case’ scenario R1, which models the scheduled reduction in the tariff to 5 per cent
in 2010 and removal of ACIS by 2015, yields a 0.06 per cent gain in annual national
output and a 0.06 per cent increase in the community’s ‘economic welfare’ (as
measured by real adjusted GNE). Nevertheless, these small percentages equate to
around $600 million and $500 million respectively. Furthermore, they would accrue
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each year in perpetuity, and would be sizeable in present value terms. (Table 2
provides a sample of results.)

Table 2 Benefits from tariff cuts dominate ACIS cuts, but a commodity-
induced appreciation dominates both

Tariff: to 5% to 5% 10% to0 to 5%

ACIS: fo0  Stage 2 to 0 to 0 Stage 3

Other settings: ‘Commodity

boom’

National aggregates

Real adjusted GNE  ($ million) 517 496 23 1458 11677
Real GDP ($ million) 598 568 31 1677 13715
Exports (% change) 0.40 0.32 0.08 0.97 -2.94
Imports (% change) 0.27 0.26 0.01 0.75 2.27
Sectoral aggregates (% change)

Agriculture 0.07 0.05 0.02 0.14 -1.56
Mining 0.36 0.26 0.10 0.81 14.47
Food processing 0.09 0.07 0.03 0.21 -3.01
Manufacturing -0.12 -0.07 -0.05 -0.22 -3.99
Services 0.05 0.05 0.00 0.15 0.82
Automotive assembly (% change)

Output -4.60 -2.93 -1.68 -8.52 -11.18
Employment -5.47 -3.50 -1.99 -10.14 -13.07
Exports -2.86 1.14 -3.97 0.97 -28.74
Components (% change)

Output -1.37 -1.16 -0.22 -3.12 -3.72
Employment -1.78 -1.53 -0.24 -4.13 -6.57
Exports 412 443 -0.30 11.77 -25.68

Indeed, the modelling consistently indicates that further reductions in automotive
assistance, particularly tariffs, could be expected to yield net economy-wide
benefits. The larger the reduction, the larger the gain to the wider community and
economy.

o Moreover, the projected net benefits mask the much larger gains to Australian
car buyers and taxpayers. In addition to around $1 billion in tariffs they pay on
car imports, more than $1 billion is redistributed each year to the automotive
industry (a majority of which is foreign owned).

o The automotive industry is projected to contract as a result of reductions in
assistance (more so for car assembly than component manufacture), but this
reduction is more than offset by expansion of activity in the services and mining
sectors. As a result, there are projected (small) declines in aggregate economic
activity in South Australia, and to a lesser extent in Victoria, but increases in
Western Australia and Queensland. Nonetheless, output per person in all States
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and Territories is estimated to increase.

« The modelling also suggests that reducing tariffs is significantly more beneficial
to the community than reducing ACIS. As well as different levels of assistance
currently provided by tariffs and subsidies, this reflects the additional impost
tariffs place on the purchase price of cars compared with direct budgetary
support (which instead places the funding burden on taxpayers, typically in a
less distorting manner than tariffs). That said, the model does not capture the
complexity of the tax system in Australia and likely underestimates the benefits
of reducing the tax burden and, hence, the benefits from reducing ACIS.

Of course, the simulations are sensitive to the many assumptions underlying the
model and, as noted earlier, must be considered in conjunction with a range of other
potentially important impacts. A number of ‘sensitivity’ scenarios were modelled to
test the robustness of the results. These involved different model ‘closures’ and
different key parameters, but none significantly affected the estimates or the
qualitative differences across simulations.

The assumed export demand elasticities are of particular relevance for the current
exercise. The Commission used an export demand elasticity of 10 (that is, a
1 per cent decrease in the price of Australia’s commodity exports leads to a
10 per cent increase in the quantity demanded). Essentially, this means that
additional exports can only be sold with a (small) decrease in their price, leading to
a deterioration in the terms of trade. Sensitivity analysis undertaken with an export
demand elasticity of 5 still showed net benefits from assistance reductions, though
negligible. Of course, if sufficiently low elasticities were assumed, the projected fall
in the terms of trade driven by higher export volumes following a tariff reduction
could outweigh the projected gains from reallocating resources, reducing national
income. However, such low elasticities are generally regarded as implausible, given
that Australia’s exports comprise a small share of world trade.

Moreover, relatively low elasticities often are used in GE models to proxy the
impact of frictions in the economy not captured in the model, and so do not
necessarily represent a considered assessment of the actual degree of market power
in trade. At any rate, even if Australian exporters of some commodities do possess
market power, maintaining protection of the automotive industry would be a very
blunt and relatively costly way of exploiting it (box 3).
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Box 3 Export elasticities and terms of trade effects

The theoretical proposition that small tariffs may add to national income by taxing
foreigners has sometimes been invoked in reviews of tariff policy. However, because of
the informational requirements and risk of retaliation by trading partners, it has rarely
become a practical policy rationale.

At issue is whether Australia has the degree of market power in world markets required
to achieve this result (whether indirectly through protection of the automotive industry
or by directly taxing or restricting key exports such as iron ore, wheat and wool). The
weight of evidence is that even for these commodities, in the longer term, Australian
industries are more likely ‘price takers’ than ‘price makers’. For example, despite many
in-depth reviews, there is scant evidence that the single export desk for wheat was
able to capture price premiums in world markets by exploiting market power.

Even if exporters had market power in world markets, the efficient response would be
to tax exports of the commodities in question directly, taking into account
developments in international markets. Relying on indirect linkages between the
automotive industry (or any other import-competing industry) and resources used in the
export sector would be a haphazard and risky approach.

Accounting for exogenous effects

As noted at the outset, while GE modelling is the most useful tool available, it can
shed light on only a subset of the economy-wide ramifications of changes in
industry assistance. Other considerations must also be accounted for.

One is adjustment costs. Some workers will lose their jobs as assistance is
reduced and owners of capital may also suffer losses if the value of plant and
equipment falls. (Though losses incurred by foreign owners do not diminish
Australian wealth.) In the Commission’s assessment, however, adjustment costs
would be mitigated by the current buoyant economic conditions and the
likelihood that manufacturers and their employees have already adjusted, at least
in part, to the previously scheduled reductions in industry assistance. However,
adjustment may be ‘lumpy’ rather than incremental, with job losses concentrated
in locations where firms close. Even in such cases, it would make more sense to
facilitate workers to adjust rather than incur the ongoing costs of supporting
additional activity that would otherwise be unprofitable. On the Commission’s
reckoning, each job currently ‘saved’ in the industry requires around $300 000 in
support each year from the Australian community.

Second, automotive assistance policies, if carefully targeted, might generate
spillover benefits to the economy which could be forfeited if assistance were
reduced. But tariffs and ACIS mainly cause the industry to be larger than

XX MODELLING

AUTOMOTIVE
ASSISTANCE



otherwise, and are not targeted at developing skills or supporting types of
research and development that would generate significant benefits outside the
industry itself.

— Assisted ‘green car’ production is unlikely to lead either to innovation
spillovers or lower greenhouse emissions. The GCIF will likely encourage
some buyers to switch from taxed, more efficiently produced imported hybrid
and fuel-efficient vehicles to subsidised, higher cost, locally-produced ones
— without markedly increasing ‘green car’ sales overall. Moreover, with an
Emissions Trading Scheme in prospect, policies that directly encourage or
prescribe production and use of particular emission reduction technologies
are not needed and may be counterproductive.

o The model does not capture economies of scale, the presence of which could
mean that a relatively small reduction in assistance triggers the closure of some
firms because their unit costs rise as sales fall. On the other hand, economies of
scale can assist lower-cost firms which are able to capture some of the sales from
plants that close (for example, in the car fleet market). From this perspective,
industry protection may encourage industry fragmentation, rather than drive
efficient integration and achievement of scale economies. In addition, firms with
economies of scale in other industries, by reducing their costs as output expands,
could benefit more from reductions in automotive assistance than estimated by
the model.

« Also not modelled are impacts on productivity that might flow from increased
competitive pressures on the industry. In its 2002 inquiry, the Commission
observed the potential for large efficiency gains from further workplace
flexibility within enterprises, and it is probable that many of these gains remain
untapped. The key is cooperation at the workplace level to facilitate operational
improvements, but relaxing previously-announced assistance reductions could
reduce the impetus for agreement.

— A number of other sources of cost savings have not been modelled. Adhering
to an agreed program of reductions in assistance may reduce future lobbying
by industries to gain or retain assistance, and the costs that this entails. Cost
savings could also come from reducing program compliance and
administrative burdens on firms and government.

Related considerations

As noted earlier, the Review Panel sought modelling of a scenario in which the
Australian dollar achieved parity with the US dollar. Simulating this within a
GE model is problematic — instead the Commission modelled a terms of trade
improvement to show possible effects of higher export commodity prices generated
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by a continued ‘minerals boom’. Not surprisingly, as shown in table 2, the resultant
large real appreciation swamps the effects of reductions in industry assistance,
causing the automotive industry, along with other manufacturing industries, to
contract relative to mining and the non-traded (services) sector.

That said, delaying scheduled assistance reductions would impede scarce resources
from flowing to their highest-valued uses in the economy, reducing the scope for
Australia to benefit from rising world commodity prices. Moreover, sheltering one
industry from these pressures would place greater adjustment burdens on other
industries.

Other market developments, such as changing consumer preferences and the
negotiation of preferential trade agreements, have not been modelled, but are
unlikely to overturn the projected benefits of assistance reductions either. For
example, consumer preferences change in all markets and businesses that pick such
trends succeed. Indeed, it is plausible that government policies (including the
relatively higher tariff for passenger motor vehicles compared with SUVs and
government purchasing preferences) have skewed production towards larger
‘family’ cars, blunting the incentive for the industry to respond to changes in buyer
preferences. The promised inducement for the production of hybrid and other green
car models and features poses similar risks.

Summing up the economy-wide effects

In the Commission’s assessment, modelling of the various assistance options, in
conjunction with these broader considerations, suggests that economy-wide gains
are greater under the current assistance reduction program. Reducing tariffs to
5 per cent by 2010 and removing ACIS by 2015 can be expected to have a positive
pay off. By comparison, the options that would prolong higher assistance for this
industry would be likely to impose costs on the community as a whole.
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1  Background and approach to the
study

1.1 Introduction

Concentrated in Victoria and South Australia, the Australian motor vehicles and
parts (MVP) industry (box 1.1) includes three foreign-owned vehicle assemblers
and around 200 component producers. It accounts for approximately 0.6 per cent of
Australia’s gross value added and employment, with exports totalling around
$5 billion, or some 40 per cent of its production. Several hundred specialised
tooling and service providers are also linked to the industry’s supply chain.

This study disaggregates the MVP industry into car assembly, car component
manufacturing, and production of other vehicles and related components. The
‘automotive industry’ is defined as the cars and components sectors only, and is the
focus of this study. It accounts for around 75 per cent of the value added of the
MVP industry.

Although automotive assistance has been wound down over the past 25 years, the
automotive industry continues to command much higher levels of assistance than
most other Australian industries. For example, tariffs on imported cars and
components are generally at 10 per cent — double or more than those applying to
most other imports — and the industry obtains substantial budgetary assistance
from the Australian Government. The resultant assistance to the industry is
estimated to have amounted to some $1.13 billion in 2006-07, equivalent to around
$23 500 per automotive worker (chapter 2). The industry also receives ad hoc
assistance from State Governments, and benefits from other measures such as
government purchasing preferences (detailed in chapter 2).

In recent years, the industry has faced heightened competitive pressures from
imports, which have been attributed to four main sources, namely:

« the 35 per cent appreciation of the Australian dollar (in trade-weighted terms)
since 2002 which, while reducing the price of imported intermediate inputs used
in vehicle production, has also made imported vehicles cheaper for Australian
consumers
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Box 1.1 The Australian motor vehicle and parts industry:
some facts and figures

e There are three vehicle producers — Holden, Ford and Toyota — all of which are
subsidiaries of major overseas producers. They produce four passenger vehicle
models (and derivatives of those models) at three plants in Melbourne and
Adelaide, augmenting this range with vehicles sourced from affiliates overseas.

e More than 200 firms produce automotive components for use as both original
equipment in new vehicles and for the replacement market. While many of these
firms are located in Melbourne and Adelaide, significant component production also
occurs in Sydney and in a number of major regional centres. There are also several
hundred, mainly small, firms around Australia producing replacement components
and accessories exclusively for the ‘aftermarket’.

e« Numerous small firms provide specialised tooling to vehicle and component
producers. Most of these are located in Victoria, with the remainder in New South
Wales and South Australia (ABS 2005g). Vehicle and component producers also
have some in-house tooling capacity, but this is mainly used for maintenance and
repair.

« Several firms provide specialist automotive engineering, design, testing and
customising services, although much of this activity is undertaken in-house by
vehicle and component producers.

e Employment is around 68 000, including some 23 000 in vehicle assembly. The
industry accounts for around 6 per cent of both value added and employment in the
manufacturing sector and around 0.6 per cent of value added and employment in
the economy as a whole (ABS 2007a). It is of greater significance to the South
Australian and Victorian economies, and to particular cities and regions within them.

« The local vehicle market has been growing steadily over the past decade. However,
much of this growth has been for smaller passenger and all-terrain/four-wheel-drive
vehicles that, apart from sales of the Ford Territory, are currently imported.

e Most locally-produced vehicles are large models, with three-quarters of domestic
sales made to fleet customers, of which 25 per cent are government purchases
(Bracks 2008a). Domestic demand for large vehicles has stagnated in recent years,
contributing to a decline in the industry’s share of the local passenger vehicle
market from around 70 per cent in the early nineties to 25 per cent in 2006 (DIISR
2006).

« The industry has largely offset the impact of this fall in market share by increasing
exports. Exports, which now account for more than 40 per cent of production
compared with less than 9 per cent in the early 1990s, were valued at around
$5 billion in 2007. Major export markets include the Middle East, the United States,
New Zealand and Korea.

a further shift in consumer preferences from the large cars produced
domestically, towards imported smaller and more fuel efficient cars, in the
context of a substantial increase in the real price of oil (which more than doubled
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over the five years from 2001-02).
« the effects of a reduction in automotive tariffs, from 15 to 10 per cent, in 2005
o tariff preferences for automotive imports from Thailand and the United States,

provided under preferential trade agreements (PTAs) that commenced in 2005.

Vehicle imports have increased more sharply over the last five years. Although total
domestic sales have also increased over this period and automotive exports have
continued to grow, local production has fallen significantly from its peak in 2003
(figure 1.1).

Figure 1.1 Production, imports and exports of cars in Australia, 1982-2007

Production — — —Imports - --- - Exports ‘

500

400 4
_= /’JN\x_

300 | T~

000s
\

200 =

100 { — =7~ s

0 1 T T = -\ = -\ T = -\ T T T T T T T T T T T T T T T T T
1983 1985 1987 1989 1991 1993 1995 1997 1999 2001 2003 2005 2007
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These developments have added to pressures for rationalisation within the industry,
which in turn have been reflected in some recent plant closures. Most notably, in
March 2008 Mitsubishi ceased manufacturing operations in Adelaide, following
lacklustre sales of its 380 model, and Ford has foreshadowed the closure of its
Geelong engine plant from 2010. The components sector has also struggled against
pressures such as escalating prices for raw materials, which have caused a number
of businesses to cease production (Bracks 2008a).

Such developments have brought calls for a pause to legislated reductions in tariffs,
which are currently scheduled to fall to 5 per cent in 2010, or for further increases in
other forms of assistance.
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1.2 The Bracks Review and the Commission’s study

On 14 February 2008, the Australian Government commissioned a review of the
automotive industry by a panel headed by the former Premier of Victoria, the
Honourable Steve Bracks. The Bracks Review is to assess the challenges and
opportunities currently facing the automotive industry, and to make
recommendations on government policies and assistance arrangements for the
industry in the years ahead.

In announcing the review, the Minister for Innovation, Industry, Science and
Research charged the review with the task of ‘laying down a new set of principles to
make the industry sustainable into the future’ and ensuring ‘that government
programs [for the industry] are effective and efficient’. The review is also intended
to ‘particularly consider the impact of global concern about climate change on the
industry and the impact of changing consumer vehicle preferences’ (Carr 2008c).
The panel is scheduled to report by the end of July 2008.

When announcing the review, the Minister foreshadowed that:

The Government will separately request the Productivity Commission to undertake
modelling on economy-wide effects of future assistance options. The Commission’s
modelling will be released publicly to inform the panel’s examination of the industry,
public debate, and the Government’s deliberations in this area. (Carr 2008c)

The Commission subsequently received a letter from the Assistant Treasurer, on
14 April 2008, formally requesting that it undertake this study (appendix A).

Whereas the Bracks Review has been requested to work with the automotive
industry ‘to overcome barriers to success and ... take advantage of new
opportunities’ (Carr 2008c¢), the emphasis of the Commission’s task is to focus on
the economy-wide effects of future assistance options for the industry. Taking an
economy-wide approach involves gauging the effects of the various policy options
on all parts of the economy — including firms and workers in other industries as
well as consumers and taxpayers. It also requires consideration of impacts across
different parts of Australia.

1.3 Background to the current assistance regime

In the past, the automotive industry has received extremely high levels of assistance,
delivered predominantly through tariffs, import quotas, local content schemes and
similar protective arrangements. A series of inquiries by the Commission’s

predecessor bodies, dating from the 1970s (IAC 1974, 1981; IC 1990, 1997), found
that the industry was one of Australia’s most highly assisted. Indeed, when the
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industry’s ‘effective rate of assistance’ (ERA) peaked in the mid-1980s, it was
almost six times higher than the average rate for manufacturing industries.!

The Commission’s inquiries revealed that behind these protective walls had grown a
fragmented, inward-looking and uncompetitive industry. The arrangements were
found to be imposing high costs on consumers and on other industries, and
modelling confirmed that the distortions in the allocation of resources across the
economy were creating net costs for Australia overall.

As noted earlier, Australian governments have significantly reduced automotive
assistance since the mid-1980s. Assistance has also been recalibrated, with less
emphasis on import protection and more on budgetary support, including for
adjustment and innovation.

Over this period, the automotive industry has undergone a major rationalisation and
transformation. In its most recent inquiry into automotive assistance, conducted in
2002, the Commission reported that domestic vehicle assemblers and component
producers had become more specialised, adopted more innovative and efficient
production practices, lifted quality standards, undertaken greater product
innovation, adopted more flexible and productive work practices, and become more
export-oriented. Although the industry still had some significant weaknesses
(especially in relation to workplace relations), the Commission found that the
industry’s efficiency and competitiveness had improved considerably.

While reforms to the industry’s assistance were found to have played a strong role
in these improvements, they were also facilitated by macro- and micro-economic
reform generally (including more flexible industrial relations and lower
infrastructure costs) and other economic developments (including a significant
depreciation in the exchange rate from the early 1980s).

Modelling and ‘exogenous’ considerations in the Commission’s 2002
policy assessment

The principal task of the Commission’s 2002 inquiry was to advise the Government
on assistance for the automotive industry beyond 2005, when key elements of the
previous assistance arrangements were due to terminate.

1 The ERA is a measure of net assistance to an industry divided by the industry’s value added (see
chapter 2 for further details). The ERA for the motor vehicle and parts industry peaked at almost
140 per cent in 1984-85, when the average ERA for the manufacturing sector was 23.4 per cent
(PC 2000). Today, the ERA for the automotive industry is around 15 per cent, (see chapter 2)
compared to 4.5 per cent for the manufacturing sector overall (PC 2008a).
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In contrast to its approach in earlier inquiries, which were conducted when
automotive assistance was much higher, the Commission noted that making
assessments about appropriate assistance arrangements for the years after 2005 was
more complicated.

The previously high levels of automotive assistance had led to significant
distortions in resource allocation across the economy. Hence, reducing assistance
offered the prospect of a significant net gain to the community from a better
allocation of resources — an outcome reflected in quantitative modelling
undertaken at the time. These so called ‘static resource allocation’ gains were
judged, in those earlier reviews, to greatly outweigh the accompanying adjustment
costs — particularly given the opportunity for the industry to mitigate adjustment
pressures through improvements in productivity and quality.

But with assistance to the industry to be much lower by 2005, the Commission
found in its 2002 inquiry that the allocative gains likely to ensue from further
reductions in government support would be commensurately smaller. Indeed, the
quantitative modelling undertaken for the inquiry suggested that the gains could
even be outweighed for a period by consequent small, but adverse, shifts in the
‘terms of trade’ (the price of Australia’s exports relative to its imports).

With the static resource allocation effects becoming smaller and, it appeared,
largely offset by terms of trade effects, the Commission indicated that policy
judgements depended more than previously on considerations that were not directly
captured in quantitative modelling. These ‘exogenous’ considerations, such as
potential productivity gains, industry-specific market failures and adjustment costs,
had always been part of the policy calculus; they now assumed greater significance
in formulating future assistance policy.

Among the key exogenous issues raised in favour of assistance were that process
and skills development in the automotive sector generated ‘spillover’ benefits, and
that assistance was necessary to ensure that local automotive producers were able to
capture globally mobile capital, ahead of rivals in other countries. However, the
Commission did not find such spillover and ‘investment competition’ arguments for
greater assistance compelling. Among other things, it found that generally-available
measures such as an Research and Development (R&D) tax concession, which
could be accessed by all industries, were the preferable means of realising any such
benefits.

Nor did the Commission see merit in arguments by industry participants that
changes in assistance to the Australian automotive industry should be made
contingent on reforms in overseas markets. It noted, among other things, that such a
policy would effectively sideline the range of domestic considerations that are
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relevant to Australia’s decision on whether to further reduce automotive tariffs
(such as costs to consumers and other businesses), and could greatly delay the
benefits of further reform.

On the question of whether assistance should be linked to currency movements, the
Commission concurred with the view put by the Federation of Automotive Product
Manufacturers that:

To argue that the tariff should be reduced when the dollar is down is to suggest that it
should be increased when the Australian dollar is strong. This would not be good policy
and would create enormous uncertainty for the future. (PC 2002, p. 151)

On the other hand, the Commission did see a number of exogenous matters as
enhancing the case for continuing with reductions in automotive assistance. These
included the scope for such reductions to induce further improvements in the
industry’s productivity, as earlier reforms had achieved. There were also risks that
halting reform may indicate that the government was susceptible to industry
lobbying for preferment, encouraging the diversion of entrepreneurial effort away
from more productive activities. The Commission was also cognisant of the
substantial and ongoing costs to car buyers, taxpayers and other Australian
businesses entailed in assistance to the automotive sector.

The Commission’s 2002 recommendations and the Government’s
response

Recognising the desire of the automotive industry for policy clarity and certainty
and the benefits they would bring, the Commission’s recommendations covered the
decade from 2005 to 2015. Its key recommendations were that:

« after the scheduled decline in automotive tariffs to 10 per cent in 2005, they
should remain at that level until 2010, when they should be reduced to 5 per cent

« the Automotive Competitiveness and Investment Scheme (ACIS) be extended,
largely in its prevailing form, as a transitional mechanism until the end of 2010.

Although there were reservations about the effects of ACIS, the Commission
supported an extension of the scheme until 2010 on the basis that it would help ease
the industry’s transition to the lower tariff environment it had recommended.
Similarly, the Commission expressed concerns about some other forms of assistance
to the industry, such as government purchasing preferences, but held back from
recommending reforms to these areas in the transitional period to 2015, during
which automotive tariffs were to fall to 5 per cent.
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While recognising that adoption of its recommendations would generate further
pressures for rationalisation within the industry, the Commission indicated that they
had been designed to minimise the potential for disruptive change in the industry. It
noted, however, that diverse pressures for adjustment would remain, and that any
pronounced or regionally concentrated adjustment could warrant specific measures
to assist affected employees or regions.

The Australian Government announced a new assistance package for the
automotive industry in December 2002. The package mirrored the Commission’s
recommendations regarding tariffs, but entailed an increase in the quantum of
assistance provided under ACIS and extended the scheme until 2015. In announcing
the new arrangements, the Government stated:

The new look package goes far beyond what was recommended by the Productivity
Commission Review, adding an extra 50% or $1.4 billion over the 10 year continuation
of the scheme. ... Similar to its predecessor, the post-2005 Automotive
Competitiveness and Investment Scheme will be a transitional scheme that will
encourage competitive investments by firms in the automotive industry in order to
achieve sustainable growth. (Macfarlane 2002)

1.4 The Commission’s approach to this study

Whereas the Commission’s 2002 review of automotive assistance was a full public
inquiry, entailing the release of a draft ‘position’ paper and providing extensive
scope for public consultation and the testing of ideas and arguments, this present
commissioned study is a more limited exercise. As outlined earlier, the Commission
has been tasked with modelling the economy-wide effects of assistance options and
scenarios outlined by the Bracks Review of the automotive industry. However, the
purpose of the study is not only to inform the Review’s examination of the industry,
but also to help inform the public discussion and the Government’s deliberations
(Carr 2008c).

The model used in this report is a version of the Monash Multi-Regional
Forecasting model, a general equilibrium model based on the one used in the
Commission’s report on the Potential Benefits of the National Reform Agenda
(PC 2006) and subsequently released publicly. It includes a detailed representation
of the automotive industry at the State/Territory level, and provides an indication of
how policy changes affect different parts of the Australian economy. For this report,
the model has been disaggregated to identify vehicle assemblers and component
manufacturers separately. Thus, in measuring how each jurisdiction’s economy and
the national economy adapt to the modelled scenarios, the model reflects the
influence of:
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« differences in the size and structure of each jurisdiction’s economy

« the relationship between various parts of the automotive industry and other parts
of the economy.

The model is used to simulate different policy scenarios detailed in chapter 3. The
scenarios include, but are not limited to, the options indicated in the request from
the Assistant Treasurer (appendix A). The options include various changes to the
mix, nature and level of assistance provided through tariffs and ACIS. Importantly,
they exclude changes to other government policies benefitting the automotive
industry such as the tariff on second-hand vehicles, government purchasing
preferences, and generally available measures such as TRADEX and the
125 per cent tax concession for expenditure on R&D (see chapter 2).

While shedding light on a number of issues relevant for considering future
assistance for the automotive industry, economic modelling also has limitations.
Accordingly, as in the 2002 inquiry, this study has examined the sensitivity of
parameters and features of the model used, and has sought to take into account key
exogenous factors that influence the effects of assistance policies and/or the merits
of those policies, together with its primary modelling assessments.

The Commission’s modelling approach and some preliminary results were reviewed
by a panel of expert modellers at a work-in-progress technical workshop, held on
28 April 2008. Participants included three referees, as well as representatives of the
Automotive Review Secretariat, the Australian Government Treasury, and the
Department of Innovation, Industry, Science and Research. A summary of the
referee comments and a description of how those comments have been incorporated
into the modelling are set out in appendix B.

Where relevant, the Commission has also drawn on findings from its earlier reviews
and modelling exercises, together with information provided in the Bracks
background and discussion papers.
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2 Current assistance to the industry

To be able to model the effects of changes in assistance, a detailed understanding of
how assistance arrangements operate is required. In this chapter, the current
arrangements — how they are implemented and the levels of support — are
outlined. The focus is on those measures that are explicitly referred to in the task
requested of the Commission (appendix A), namely:

o tariffs

o two budgetary measures — the Automotive Competitiveness and Investment
Scheme (ACIS) and the proposed Green Car Innovation Fund (GCIF).

Other policies that assist the automotive industry in Australia (box 2.1) are also
outlined briefly, but were not modelled in this study.

2.1 Tariff assistance

A 10 per cent Most-Favoured-Nation (MFN) tariff currently applies to most imports
of new cars and related automotive components into Australia.! Under current
plans, this rate is due to fall to 5 per cent on 1 January 2010. (This will equate to the
general tariff rate that, since 1996, has already applied to most other manufactured
imports.) Currently, a 5 per cent tariff is applied to light commercial and 4WD
vehicles and related components. This is not scheduled to change.

Tariffs lower than the MFN rate apply to imports from some countries under
preferential trade agreements (PTAs). Australia has entered into four bilateral trade
agreements — with New Zealand, Singapore, the United States and Thailand — and
several other concessional arrangements are in place.2 Although tariffs still apply to
some automotive imports from these countries (but not to those from New Zealand,

1" The MFN rate applies to imports from all World Trade Organization (WTO) member countries
for which no preferential agreement exists. The MFN rate varies from zero to 10 per cent,
depending on the product involved.

2 For example, Canada and Australia grant each other preferential tariffs on a limited range of
products under the Canada—Australia Trade Agreement, which was established in 1960 and
amended in 1973 (DFAT 2007).