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Tearms of Reference

Commercial Tariff Concession and By-law Systems

I, Paul John Keating, Treasurer, in pursuance of Section 23 of the Industries
Assistance Commission Act 1973 hereby:

1. refer the following matter for inquiry and report within twelve months of the
date of the receipt of this reference.

» whether concessional entry not specified in Schedules 3 and 5 to the
Custom Tariff Act 1987 should be provided for imports into Australia and,
if s0, the appropriate framework for concessional entry and the
circumstances in which it should be granted.

2. specify that the Commission report on the effect of the current Commercial
Tariff Concession System on the development of efficient, internationally
competitive Australian industries, and for the economy generally

3. specify that the Commission is free to hold public hearings in advance of
releasing a draft report and to take evidence and make recommendations on
any matters relevant to its inquiry under this reference.

[Received 8 March 1990.]
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OVERVIEW

Concessional entry for imports has been available in one form or another as long as
the Tariff. The system was revamped in 1983, following an IAC report in 1982, and
NOW consists of :

» the Commercial Tariff Concession System (CTCS) which provides for duty free
entry of imports for which there are no domestic goods "serving similar
functions’; and

» the By-law system, which provides for concessional entry in arange of situations
where there may be competing local production.

In the terms of reference for this inquiry, the Government has essentially asked the
Commission for advice:

» on whether concessional entry should be provided for certain imports; and, if so,
» within what framework and in what circumstances.

The inquiry was prompted partly by growing dissatisfaction with the operation of
the CTCS, following cases in the Federal Court and their impact on the
administration of the System. The reference is much broader, however, than the
CTCS, covering the whole of the By-law system in Schedule 4 of the Customs
Tariff Act 1987.

Among other things, Schedule 4 includes the so-called "Policy By-laws, one group
of which is associated with the industry plans for textiles, clothing and footwear,
passenger motor vehicles and tobacco. As indicated in its initial 1ssues Paper, the
Commission decided not to make recommendations on these By-laws, given that
they are just one element of broader assistance arrangements that are to be reviewed
in their entirety; the Commission's report on the Automotive Industry was released
in January 1991.
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Role of the Tariff

The concession systems would not exist without the Tariff, and need to be
consistent with its current role. The Tariff has changed from the relatively high,
disparate and stable levels prevailing at the time of the IAC’s 1982 report to a
regime which now involves:

» substantial continuing general reductions in most tariffs, according to a "tops-
down' rule; and

» separate planned reductions in assistance packages to the most highly assisted
sectors.

The public hearings for this inquiry confirmed that the tariff debate today has
largely moved on from whether protection should be substantially reduced, to the
rate at which reductions should take place. Participants in the public hearings
differed on this, with the Australian Mining Industry Council (AMIC), Nationa
Farmers' Federation (NFF) and some others arguing for “zero 2000' or earlier, and
some manufacturing interests saying ‘not so low' or "not so fast'. But whether they
advocated it or not, most participants at the hearings accepted that further
substantial reductions were likely to occur post-1992 and appeared to have taken
thisinto account in their planning (that is, they were adjusting already).

Implications for concessions

The current role of the Tariff has some important implications for concessions:

» they can now be seen as a means of simply getting to zero tariffs faster for some
imports than others, rather than as a selective departure from a stable, high tariff;

» they extend an already large proportion (44 per cent by value) of imports which
enter at zero substantive rates;

* in principle the CTCS is compatible with the gradual adjustment rule embodied
in the general tariff reductions program, as it does not apply to competing
imports;

» Policy By-laws can lead to more abrupt adjustment, but they should only be
implemented following an Industry Commission inquiry, in which such matters
can be considered,;
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» apart from its effects on the alocation of resources among industries, a decision
to abolish existing concessions would create double adjustment pressures on
industry, as reactivated tariffs would have to come down again anyway under the
general reductions program;

» as tariffs decline, the benefits of concessions to users will diminish and any
potential for distorting the structure of industry will decline also.

Economics of the CTCS

The Commission's advice about whether there should be concessional entry is based
largely on how the System measures up against the policy guidelines in the Industry
Commission legislation --in short, on the economy-wide effects.

The CTCS provides relief from nearly $1 billion in import duties annualy, for the
intuitively appealing reason that they serve no protective purpose, and are seen as
discriminatory taxes. There would clearly need to be compelling arguments to
justify the abolition of an entrenched and universally supported policy yielding
income transfers of that order. In practice, the Commission's quantitative economic
analysis provides no such argument; if anything, it goes the other way:

» the effective rates analysis (encompassing all sectors, not just manufacturing as
in 1982) suggests that the CTCS has not widened assistance disparities; and

» the ORANI analysisindicates that, in the long run, removing concessions would
lower GDP by around $900 million.

This empirical analysis is complemented by the need to avoid imposing a double
adjustment burden on industry in the context of the general tariff reduction program.
The economic benefits of retaining existing concessions also make it difficult to
argue that the CTCS should not continue in the future. Indeed, with the descent of
tariff ceilings, any remaining scope for the CTCS to widen disparities in industry
assistance and lead to misallocation of resources must narrow further, alaying
misgivings evident in the IAC's 1982 report.
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Improving the CTCS

Although the Commission found no case for disbanding the CTCS, there is a strong
case for improving its operation and making it more consistent with the current
transitional role of the Tariff.

Core criteria and guidelines

The IAC recommended that the criteria in the CTCS for giving concessions
stipulate that there be no domestic goods ‘ serving similar functions' that are made or
‘capable of being made in the normal course of business in Australia. The objective
was to avoid eroding tariff protection to Australian industries. It was seen by the
IAC as a practical and viable alternative to tests based on (hypothetical) market
interaction. In the form envisaged by the IAC, the test remains compatible with the
need to ensure that concessions do not jeopardise the current general program of
tariff reductions.

Contrary to the IAC's intentions, however, definitions of the core criteria were
included in the CTCS legidlation, including one based on the technical expression
‘cross elasticity of demand. This test has been understandably hard for the
Australian Customs Service (Customs) to apply, yet Federal Court judgments based
on the legislation have given Customs no alternative.

In legidative amendments that were rejected in the Senate in December 1989, the
Government proposed removing the definitions from the legislation and replacing
them with gazetted Ministeria directions. The Commission agrees that the
definitions should be removed from the legislation and that the guidelines -- with
some important changes -- would provide a better basis for administering the CTCS
in keeping with its objectives than currently exists.

Another change rejected by the Senate in December 1989 was a proposal to require
Customs to broaden the range of goods to be assessed for each new CTCO beyond
the goods specified by the applicant. The Commission is opposed to such a
modification of the system, which could reduce the chances of CTCO applications
being considered on their individual merits and impose unnecessary costs upon
importers.
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Revocations

The transitional nature of the tariff now virtually precludes it from having the
‘anticipatory’ protective role that it traditionally had. Y et the revocation mechanism
of the CTCS is still based on the notion that an aspiring local producer of a good
formerly only imported should have the benefit of any available tariff protection.
Concessions have thus been made easy to revoke, with little warning to and no
consultation with the user firms. Apart from the uncertainty which this engenders, if
anew production activity really needs the substantive tariff to survive it is unlikely
to be internationally competitive and efficient. And if the aspiring producer accepts
that the tariff will disappear and does not need it, then it is simply a windfall in the
meantime. The Commission accordingly believes that the revocation of CTCOs for
the purpose of protecting new production activities is not consistent with the
contemporary role of the Tariff.

Exclusions

An ‘Excluded Goods Schedule' (EGS), listing (mainly) consumer goods ineligible
for concessions, was included in the CTCS on IAC advice; this was largely for the
sake of administrative convenience, given that many of the goods were perceived to
be substitutes. In practice, the EGS has proven to be difficult to work with: it lacks
sound criteria for its content, and adds yet another discriminatory element to
Australias tariff administration. The Commission’s recommendations on
interpretation of the core criteria would facilitate deletion of the EGS from the
CTCS.

End-use provisions

One of the major features of the CTCS is the absence of provisions for concessions
to be made specific to a particular use or user. The IAC had argued against them
because of their potential to undermine assistance and distort production. While
recognising that imports of certain goods may compete with local goods in some
uses but not others, and hence, if quarantined to the latter, have no direct impact on
resource allocation, the Commission considers that this still does not warrant
changing the CTCS to encompass user specific concessions.
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Such an approach would be amost impossible to trandate into workable genera
criteria and would present great difficulties for those charged with administering the
system. --There would be continuing pressure to extend such concessions to the
point where they impinge on existing industries. --The Commission is thus opposed
to providing end-use concessions through the CTCS. --For any compelling and
significant individual cases, the option remains of handling them through the By-
law system.

Dispute resolution

Many participants expressed dissatisfaction with current arrangements for dealing
with disputes. These initially involve an internal Customs review, after which there
are the options of an Industry Commission review on the merits or a Federal Court
hearing on the legality of the decision process used by Customs. An Industry
Commission review is hard to get and the Federal Court is both expensive and
unable to substitute a decision for one made by Customs.

Of the various options for dealing with disputes, the Commission favours using the
Administrative Appeals Tribunal (AAT). It is a relatively accessible avenue for
redress; it can review on the merits and has demonstrated some capability for
dealing with economic issues. An alternative is to provide easier access to the
Industry Commission, but this would be inconsistent with itsrole.

Substantially adverse effect

A CTCO application can be refused (or revoked) if Customs becomes aware that the
concession would have a ‘substantially adverse effect’ on the market for any goods
produced in Australia. This optional criterion covers cases where inputs not serving
similar functions can be used to produce competing products. While the rationale
for such a criterion is consistent with the objectives of the CTCS, the Commission’s
judgement is that the decline in tariffs has made its practical significance minimal.
When account is aso taken of the considerable conceptual and administrative
difficultiesinherent in the test, it would now be better to remove it from the CTCS.

8 THE COMMERCIAL
TARIFF CONCESSION
& BY-LAW SYSTEMS



National interest

At present the Minister can refuse (but not grant) a CTCO on national interest
grounds (for example, if a concession were to increase aready high effective
assistance to an activity). The provision has been used only once in seven years.
Customs is not well placed to give such advice to the Minister, especialy since it
involves refusing applications which meet all the legidated criteria. Instead of
recommending that the national interest provision be extended to include the
making of a concession, as some participants suggested, the Commission proposes
that it be removed altogether. Assistance levels are now considerably lower than
they were when the CTCS was established, and the potential for individual
concessions to cause significant distortions is also much reduced. -

Time limits

Under current arrangements a concession application is not necessarily terminated
formally by arefusal. To provide aformal termination process, and to overcome the
problems associated with protracted delays, the Commission recommends placing
some time limits on the application and appeal procedures.

Policy By-laws

The By-law system contains a diverse range of concessions, most of which are
distinct from the CTCS in their rationales and administrative processes. The system
consists of Policy Items in Schedule 4 and ‘instruments’ made under those Items,
akin to concession orders under the CTCS (Item 50). The Items can be roughly
categorised by function into ‘Community’, ‘Administrative’ and ‘Industry Policy’
[tems.

Industry Policy Items, unlike CTCOs, tend to be designed expressly to augment
assistance to particular industries in situations where the CTCS criteria cannot be
met. The Government said in its May 1988 Economic Statement that such
concessions would play a larger part in the tariff reduction strategy. Since then,
several new Items have been created.
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Role

Unlike the CTCS, Policy Items are not constrained by the availability of competing
local production. There are circumstances in which such concessions will clearly be
beneficial, but there is also potential for them to disrupt existing industries,
imposing more adjustment pressure than would occur under the general tariff
reductions program. This makes it especially important that there be adequate
public scrutiny of the process. At a minimum, a Commission inquiry should
continue to be required when introducing, terminating or substantially amending
Industry Policy Items.

Need for transparency

In practice the administration of the By-law system has been characterised by very
low transparency and excessive discretion: it is often unclear who makes decisions
and on what grounds. For example, guidelines for creating or changing Industry
Policy Items have existed since at least September 1989, but they had not been
made public until included in a submission to thisinquiry.

Industry Commission involvement early in the process leading to the creation of
Policy Items is of little value if, as the inquiry revealed, they are later worded so
broadly or ambiguously as to provide little guidance to, or discipline for,
administrators. Policy Items ought to state the Government’s objectives for them
and lay down explicit criteria for the making of their subordinate instruments.
Consistency of interpretation would also be facilitated by providing an external
review mechanism for decisions on particular instruments and their administration.

* * *

The Commission is conscious that its recommendations do not and cannot
accommodate the particular concerns of all participants. Indeed some of the things
that participants want the concession system to do -- such as providing lowest cost
access to high quality or latest technology goods -- can really only be achieved by
eliminating the Tariff itself. As the genera tariff reductions program proceeds,
therefore, these problems will diminish.

As tariffs generally decline, the cost of running the system will loom larger relative
to the benefits of making additional concessions. A point may be reached short of
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zero tariffs where it would be advisable to consider whether the concession system
(if not the established concessions) should continue. However in such a situation --
with some two-thirds of imports entering at zero rates and a minority at a low
uniform tariff level -- the more important question would be whether such a dual

tariff structure should remain.
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SUMMARY OF RECOMMENDATIONS

The Commercial Tariff Concession System (CTCS)

The Industry Commission supports continuation of a commercial tariff
concession system (section 4.4), with some modifications.

"Goods serving similar functions' should remain as the core criterion. It should
not be defined in terms of identity or cross elasticity as in present legidlation;
instead, Customs should have regard to a non-exhaustive list of considerationsin
legidlation. (These are set out in section 5.1.)

The Commission sees no benefit in constructing a market-based or competition-
related test; "goods serving similar functions and the list of legidated
considerations are an administerable alternative (section 5.1).

The Commission proposes that the existing definition of “capability to produce
in the normal course of business be replaced in the legislation by a (non-
exhaustive) series of considerations to which Customs should have regard.
(These are set out in section 5.2.)

The “substantially adverse effect' criterion should be removed from the CTCS
(section 5.3).

The "national interest’ criterion should be removed from the CTCS (section 5.3).

The existing rules for local content and substantial process should be retained
without change (section 6.1).

The Excluded Goods Schedule should be abolished (section 6.2).
End-use provisions should not be included in the CTCS (section 6.3).

The legidation should be amended to remove the provisions which allow the
Comptroller to revoke a Commercial Tariff Concession Order (CTCO) where
local manufacture of, or capability to manufacture, the goods described in that
CTCO develops after a concession is granted (section 6.4).
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The Government should not pursue its 1989 proposed amendments to s. 269C(1)
of the Customs Act concerning the breadth of CTCO applications. Instead, a
sensible alternative is for Customs to use s.269C(2) in addition to private
applications (section 6.5).

Customs' internal review mechanism should be retained (section 7.1).

The Administrative Appeals Tribunal (AAT) should become the main venue for
reviewing the merits of decisions to make, or refuse, individual CTCOs (section
7.1).

Internal review by Customs should be mandatory before a CTCO matter can be
brought before the AAT (section 7.1).

It should be made clear in legidation that, without loss of operative date, there
should be facility for a CTCO application to be reworded at the applicant's
request, provided that the range of goods covered by the application does not
expand (section 7.3).

There should be legislated time limits on each of the processing stages of a
CTCO application and, if no decision is made by the end of the nominated time
for a particular stage, deeming provisions should come into effect (section 7.3).

The receipt of a CTCO application, as well as Customs decisions (whether actual
or deemed) on applications at both the prima facie and final stages of processing,
should be notified in the Commonwealth Gazette (section 7.3).

Customs should promptly gazette the names and addresses of local
manufacturers whose prodcuction has caused an application for concessional
entry under the CTCS to be refused. The criterion under which the application
has been refused should also be noted (section 7.5).

Customs should publish, to the extent possible, all tariff and quota rates and
levels, substantive, preferential or concessional, in a consolidated form in
sequence according to Australias Harmonised Tariff System. Additional
concessions should be published as part of the same document, so that, at any
time, an interested person can readily ascertain the duty payable on particular
goods (section 7.5).
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The By-law system

The Commission supports retention of the By-law system, but recommends that it
should be made more transparent, with less scope for administrative discretion.

* Industry Policy Items in Schedule 4 to the Customs Tariff Act should continue
only to be introduced, revoked or substantially amended following inquiry and
report by the Industry Commission (section 9.1).

e The Commission recommends that the Government's existing “genera
guidelines and principles to apply to Policy By-laws' be rewritten and confined
to the making of Items. They should also be made publicly available (section
9.2).

» The new guidelines should include several elements (section 9.2):

- Policy Items should be consistent with the Government's general policy
guidelines for industry, as enunciated in s. 8 of the Industry Commission Act
1989;

- Policy Items should not duplicate CTCS concessions;

- Policy Items should only be made when they are the most appropriate
mechanism;

- A Policy Item should include clear statements of its objective, of its strategy
to achieve that objective, and its intended ambit;

- If instruments are to be made under it, a Policy Item should give clear criteria
against which they are to be made, including product coverage, duration of
application, the duty rate and the agency responsible for making them.

» Existing Policy Items should be revised to state the Government's objectives for
them and lay down explicit criteria for the making of their subordinate
instruments (section 9.2).

* Provided better legislated criteria are established, the jurisdiction of the AAT
should be extended into appeals against administrative decisions relating to By-
laws and Determinations made under Policy Items (section 9.2).

* Import concessions should be removed from the Supplementary Provisions to
the "Working Tariff'; if the concessions are to be retained, they should be
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transferred to Schedule 4 and subjected to the same disciplines as Industry
Policy Items (section 9.4).

Several of the recommendations listed above are interdependent; the main
complementary elements are summarised in chapter 10.
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Part I:

Background

INTRODUCTION
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1 INTRODUCTION

This report gives the Commission’s recommendations form its inquiry into
Australia s tariff concession systems. Preliminary findings were released in draft
report ion October 1990. The Terms of Reference (which appear before the table of
contents) essentially ask the Commission:

» whether concessional entry should be provided for certain imports; and if so
» within what framework and in what circumstances.

The Commission’s report is the outcome of a public inquiry process in which some
320 submissions were received, of which 97 were presented at public hearings (see
appendixes A and H). This information proved invaluable in assisting the
Commission to understand the role, operation and effects of the concession systems,
and it is grateful to all the participants.

What are tariff concessions?

Tariff concessions permit certain categories of imports to be brought into Australia
at lower rates of duty (typically zero) than prescribed in the Customs Tariff. They
have been in existence as long as the Tariff itself and, like the Tariff, have evolved
considerably over time.

Tariff concessions have traditionally been known as ‘by-laws — meaning a legal
device for reducing or eliminating duties according to specified criteria. The
various types of goods and/ or users entitled to concessions are identified as Item in
Schedule 4 to the Customs Tariff Act 1987 (see appendix C).

These Items could be classified in carious ways. For present purposes, a maor
distinction should be drawn between those items (mainly Item 50) known as the
Commercial Tariff Concession System (CTCS) and the rest, referred to in this
report ssmply as ‘the By-law system’.

INTRODUCTION 19



The Commercial Tariff Concession System

The CTCS replaced the previous Commercial By-law System in 1983, following an
Industries Assistance Commission inquiry and report (IAC 1982b). the original
objective of the Commercial By-law System was to provide relief to manufacturers
form tariffs on imported inputs and machinery, when there were no ‘suitably
equivalent, reasonably available’ Australian goods. Over tie, the system has been
extended and now includes a variety of imports used in final consumption. Under
the CTCS, the basic criteriafor granting concession changed — they are now granted
for imports of goods in the absence of locally produced goods ‘ serving similar
functions’. Once made, an Order under the CTCS provides concessional entry of
the goods in question to all importers.

The By-law system

The other Items in Schedule 4 have a variety of rationales, from compliance with
international treaties to those of a social and cultural nature. An important subset of
these Items is commonly referred to as "Policy By-laws, although al Items could be
said to give effect to Government policies of one kind or another. A distinguishing
feature of Policy By-laws is that they may provide concessions confined to
particular industries. For example, some Policy By-laws have been designed
expressly for the mining and agricultural sectors, and others for industry plans in the
manufacturing sector.

Reasons for the inquiry

The present inquiry was largely prompted by growing dissatisfaction with the
operation of the CTCS. The IAC had occasion to examine aspects of the systemin
recent years, both in the context of industry-specific inquiries and in reports on
concessions in dispute. Noting problems relating to the objectives of the system, as
well asjudicia interpretations and administrative discretion, the IAC first called for
apublic review of the CTCSin 1988 (IAC 1988a, 1988b and 1989a). In the August
1989 Budget, the Government indicated that it would initiate such an inquiry.
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A series of Federa Court judgments in the 1980s had brought some of these
problems to a head. They are discussed in the body of this report. The judgments,
together with IAC reports, prompted the Government to seek to amend the CTCS
legislation. A Bill to that effect, however, was rejected by the Senate in December
1989.

The Government announced in March 1990 that it had asked the Commission to
undertake this inquiry under terms of reference which encompassed the complete
range of concessional entry, rather than just the CTCS.

Scope of the inquiry

The Terms of Reference require the Commission to report on all concessional entry
other than that specified in Schedules 3 and 5 of the Customs Tariff Act 1987
(covering country preferences and quota rates of duty respectively). The
Commission has taken this as referring primarily to Schedule 4 of the Act, athough
the reference also covers concessional entry for a few items under other
arrangements, such as aircraft stores and goods mainly for diplomatic and similar
purposes. (These are found in the Supplementary Provisions at the end of the
“Working Tariff’, described in appendix C.)

Schedule 4 encompasses over 10 000 individual Commercial Tariff Concession
Orders (CTCOs), mainly under Item 50, and some 256 By-law instruments under
other Items.

As noted in the Issues Paper for thisinquiry, the Commission found it necessary to
draw some boundaries for itself in tackling this large field:

» Firgt, it decided that no recommendations would be made concerning decisions
about individual CTCOs and By-law instruments.

» Second, the Commission decided that it would not review in detail or make
recommendations on concessions associated with the industry plans for
passenger motor vehicles, textiles, clothing and footwear, and tobacco. Those
concessions form an integral component of the industry plans, which have been
set in place for specified periods and scheduled for separate reviews.

INTRODUCTION 21



Although it draws substantially on individual experience for purposes of illustration,
the main thrust of this report is directed to the general aspects of concessional entry
schemes and their implementation.

Economic issues

The Government asked the Commission to report on ‘how the CTCS affects the
development of efficient, internationally competitive industries and the economy
generally’. Analysis of the economic effects of the CTCS is clearly of major
importance in deciding whether the system should be retained or modified. In
practice, the Commission is required to consider these and other matters in relation
to the By-law system as well as the CTCS. Section 8(1) of the Industry
Commission Act 1989 states that the Commission must have regard to the desire of
the Government:

@ to encourage the development and growth of Australian industries that are efficient
in their use of resources, sef-reliant, enterprising, innovative and internationally
competitive; and

(b to facilitate adjustment to structural changes in the economy and to ease social and
economic hardships arising from those changes; and

(© to reduce regulation of industry (including regulation by the States and Territories)
where this is consistent with social and economic goals of the Commonwealth
Government; and

(d) to recognise the interests of industries, consumers, and the community, likely to be
affected by measures proposed by the Commission.

The CTCS and the By-law system potentially have some broad economic effects in
common:

» both obviously reduce the costs of imported goods to those who purchase them,
making the purchaser (firm, industry, household) better off;

» they extend the benefits of access to goods at world market prices beyond those
who already benefit from zero substantive tariffs; and

 they help producers obtain access to capital equipment at world prices.

In other respects there are significant differences in the potential economic effects
of different categories of concessions. In particular, the CTCS and By-law systems
can have quite different implications for production patterns and the allocation of
resources.
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an important difference is that CTCS concessions should apply only to imports
which do not compete with locally produced goods; thus in principle they cannot
directly affect the protection received by domestic activities -- in contrast, By-
laws alow concessional entry for competing imports, reducing nominal
assistance to local production;

under the CTCS, neither the nature of the user industry nor its level of assistance
Is taken into account in decisions to grant concessions;, and a CTCO once
granted is available to al. Some important Policy By-laws, however, are
specifically confined to nominated user industries or sectors; and

the perceived degree of uncertainty associated with concessions also differs
between the two systems. Many witnesses to this inquiry said that uncertainty
about retaining a concession is much greater under the CTCS than under Policy
By-laws. On the other hand, the CTCS appears to have clearer criteria for
determining eligibility than some Policy By-laws, reducing uncertainty at the
application stage.

Implementation

As with any government policy, tariff concession systems should be capable of
being administered in such a way as to meet their objectives. The critical issues
here are:

the tests which have to be applied in judging eligibility for concessions,

how much scope there should be for administrative discretion in making such
decisions;

procedures for dispute resolution;
the demands on administrative resources; and

the transparency of the overall process.

These issues are relevant to both the CTCS and the By-law system and there was a
substantial and varied input from submissions on al of them. In relation to criteria,
for example, there was much dissatisfaction with the wording of current CTCS
legidlation as well as about some of the substantive criteria themselves; for Policy
By-laws, concerns were more often voiced about the lack of established criteria -- a
guestion of transparency.
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Administrative discretion is an inevitable feature of all tariff concession
arrangements. In the case of Policy By-laws, scope for discretion has proven to be
considerably wider than in the CTCS.

Finaly, al of these issues are predicated on an understanding of what the
Government wants to achieve with tariff concessions. The question of objectivesis
fundamental to this inquiry, a point emphasised by the Australian Customs Service
(Customs) in its submission.

Structure of the report

The structure of this report has been largely predetermined by the dichotomy
between the CTCS and the By-law system. These categories of concessions are
dealt with respectively in Parts Il and Ill. In each case, a run-down is given of the
present system -- its legislative basis and how it operates -- followed by an
evaluation of its economic effects and analysis of major issues to do with the design
and functioning of the system. Part IV addresses other effects and the
interdependencies between some of the Commission’s recommendations.

Before embarking on an examination of the CTCS, however, it is necessary to
consider an additional matter that is central to an analysis of tariff concessions,
namely the role of the Tariff itself.

24 THE COMMERCIAL
TARIFF CONCESSION
& BY-LAW SYSTEMS



2 THE ROLE OF THE TARIFF

Thisis not primarily a report on the Tariff. But it would be impossible to respond
adequately to the Terms of Reference without giving consideration to its role and
effects, for the concession systems derive their existence from the Tariff. In 1975, a
Green Paper on the tariff concession (by-law) system began with the same premise:

The by-law system is an integral part of the tariff system, which isitself the major instrument
of protection policy. Accordingly, there is a need for consistency between the principles of
tariff setting and the principles guiding the operation of the by-law system (SMOS, 1975, p.
18).

Evolution of Tariff policy

The Tariff is a device for taxing imports. It raises import prices and thereby helps
local producers compete. The principles of tariff setting in Australia have evolved
considerably over time. Three main phases can be identified.

From early this century to the late 1960s, tariff setting was largely tailor-made to
the needs of particular industries and production activities. Any aspiring
manufacturer could reasonably expect to receive the protection that was judged
necessary to compete with imports, on the basis of inquiry and report by the
Tariff Board.

In the 1970s and early 1980s, as the adverse domestic effects of this approach
were better understood, the objective became "a less complicated, lower and
stable structure of protection' (IAC 1982a, p. 137). Tariff setting still largely
occurred on a piecemeal or industry-by-industry basis, following public inquiry
by the IAC, but there was a conscious effort to reduce disparities in assistance
within and among industries, largely by bringing high tariffs down.

A watershed for the current approach to Tariff policy was May 1988, when a
tariff reduction program was initiated across all industries (except textiles,
clothing and footwear, and passenger motor vehicles) to ceiling levels of 15 and
10 per cent by 1992. This is expected to be followed by further genera
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reductions and complemented by changes in the assistance packages to the ‘ Plan’
industries. It has signalled the Government’s determination to push substantive
tariffs down to very low (if not zero) levels.

In practice, there was some overlapping in these Tariff policy phases. In particular,
the seeds of the post-1988 approach were sown many years before. The report of
the Vernon Committee (1965) was a first important questioning of the rationale
behind needs-based Tariff policy. In the late 1960s, the Tariff Board began to
publish estimates of the domestic costs and income transfers associated with
Australia's highly disparate and fragmented structure of protection. In a series of
reports, the Board (and then the IAC) spelt out the now familiar difficulties with this
sort of government intervention:

» protection holds valuable resources in less productive uses, reducing the
productiveness of the economy as awhole;

» its burden falls heavily on export industries, which cannot "pass it on' in
competitive world markets -- thus suppressing trade and the growth
opportunitiesit provides; and

* by reducing competitive pressure, it dulls the incentive to strive for efficiency
within enterprises.

In 1973, the Government implemented a 25 per cent across-the-board tariff cut.
This was partly reversed subsequently by selective increases in protection, notably
the introduction of import quotas for passenger motor vehicles (PMV) and textiles,
clothing and footwear (TCF). Through the 1970s there was a series of inquiries and
reports which recognised the need to wean industry off protection. The Jackson
Committee (1975, p. 9) called for a program "to facilitate the transition of industry
towards a more internationally competitive structure which will survive and prosper
under moderate to low tariff levels. This sentiment was reaffirmed in the 1977
White Paper on Manufacturing Industry (which spoke of attaining “minimum levels
of government support’). The Crawford Study Group (1979, p. 59) recommended
that “a commitment be made to a general program of gradually reducing high levels
of protection once economic circumstances permit’. And in 1981 the Government
sent the IAC a reference asking it to identify options for achieving further general
reductions in protection. The report (IAC 1982a) -- which gave several options,
including one akin to the present tops-down approach -- was not acted on at that
time.
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The IAC argued in its 1982 report and elsewhere that the piecemeal approach to
tariff setting was undesirable on several grounds. In particular, it was difficult to
justify a substantial tariff reduction for a single industry when average assistance
levels continued to be relatively high. The record shows that since 1970 the only
significant reductions in average rates of assistance occurred through the general
measures of 1973 and May 1988. In 1982, when the last public inquiry into tariff
concessions took place, protection levels were still high by today’s standards and
guite uneven in incidence among industries (though disparities within industries had
been reduced). With the lack of response by the Government to the Commission’s
report on general reductions in protection, it was reasonable at the time to assume
that tariffswould remain at relatively high levels for the forseeable future.

That changed in May 1988. In announcing the program of tariff reductions in his
Economic Statement, the Treasurer stated the Government’s position:

In the past, many of the so-called industry assistance arrangements introduced by successive
governments have been anything but of assistance. Their legacy is a less flexible economy,
too reliant on protection and regulation. The way forward for Australiais not to be closetted
and sheltered, but to be open and dynamic, trading aggressively in the world... Accordingly,
the Government will peel away more of this protection (Keating 1988, p. 16).

This message was reinforced by the Minister for Industry, Technology and
Commerce:

This decision speeds up the existing tariff review process and provides a predictable
environment into the future. It is consistent with the Government’s sustained efforts to
reduce industry’s reliance on inward-looking barrier protection, and to create internationally
competitive industries (Button 1988b, p. 8).

It is now generally accepted within the community that protection is an obstacle to
the development of efficient, internationally competitive industries specialising in
those things which Australia does relatively well. For example, even before the
current tariff reduction program was adopted, the Metal Trades Industry Association
said:

... we must look to the development in Australia of an internationally competitive metal and
engineering industry regardliess of size (MTIA 1986, emphasis added).
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Future tariff directions

The Governor-General, in his speech at the opening of Parliament on 8 May 1990,
described the present Government’s position on the future evolution of tariffs as
follows:

The current program of phased tariff reductions will be completed in 1992 and the
Government already has indicated that further tariff reductions will occur beyond that time.

More recently, Senator Button said in Parliament:

The Government has yet to determine future levels of tariff protection post-1992. Whatever
they are, they will be down. Industry knows this; the motor vehicle industry knows this, and
so on (Button 1990c, p. 1733).

Thus the debate today has largely moved on from the question of whether assistance
should be substantially reduced, to the rate at which reductions should take place.
There has been considerable debate on this latter point since the appearance of the
Garnaut Report, which recommended that all protection be eliminated by the year
2000 (Garnaut 1989). In launching that report, the Prime Minister remarked that “...
this recommendation is one with which | have considerable sympathy’ (Hawke
1989).

The Federal Opposition’s industry policy statement, released last year, pledges that
a Codlition Government would phase out all forms of protection, aso by a tops-
down approach, ‘so that by 2000 protection levels would be at most negligible'.
The statement also pledges elimination of the assistance gaps between the textiles,
clothing and footwear industries, the passenger motor vehicle industry, and the
remainder of manufacturing industry (McLachlan 1990).

In submissions to this inquiry, some key participants from industry argued strongly
for the attainment of zero tariff levels before the end of the century. For example,
the Australian Mining Industry Council noted:

The principle which underpins the Council’s approach to industry policy and microeconomic
reform is that further reduction in industry assistance should be undertaken across all sectors
of the economy with the ultimate objective of removing all industry assistance by 1998 (Sub.
84).

The National Farmers Federation (NFF) argued at the public hearings that tariffs
should be reduced ‘ as soon as humanly possibl€e’, observing that:
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... it is probably possible to do it faster than Garnaut or 1998 if there is a community and
government commitment to doing so, but it also ought to be achieved by focussing first on
the most heavily assisted sectors (Transcript, pp. 1340-1).

Several other participants also advocated substantial further reductions in protection
over the next decade. A number of manufacturers did not concur and the TCF
Council said it had strong reservations about the desirability of such an outcome
(Sub. 306, p. 2). Nevertheless, most agreed with the proposition that such
reductions were likely to take place.

Adjustment

The tops-down approach to reducing tariffs is essentially an adjustment rule which
imposes most pressure on the highly assisted industries. The Government’s
preference for this approach was explained by the Minister for Industry,
Technology and Commerce as follows:

A ‘tops-down’ approach has been adopted to genera tariff reductions consistent with
changes over the past few years. This approach is preferable to across-the-board options as
it targets the most heavily protected industries and therefore reduces disparities in assistance
between industries (Button 1988b, p. 7).

As emphasised by the NFF, in practice the May 1988 changes omitted the two most
highly assisted sectors from the 15/10 tops-down rule. However, as Senator Button
made clear in his remarks to the Senate, cited previoudy, these sectors can also
expect to face further assistance reductions.

As noted, the majority of industry participants at the public hearings accepted the
inevitability of further substantial tariff cuts and appeared to have taken this into
account in formulating their investment and production strategies. It is aso likely,
given the recent debate, that industry generally attaches a significant probability to
tariffs ultimately being reduced to zero and are building that expectation into their
longer term planning.

In the meantime, tariffs continue to provide (declining) levels of assistance
determined by (a) what the tariff structure was before the general reductions began
and (b) the speed of the tariff reduction program itself. As tariffs get lower, their
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importance relative to other economic influences aso declines. For example,
several participants in the inquiry observed that recent exchange rate movements
have swamped the Tariff’s effects on their capacity to compete. Some participants
also stressed the importance of other impediments to their competitiveness, notably
transport and energy costs.

Structure of the Tariff

It is not aways appreciated that there are many items in the Tariff which
automatically permit duty-free entry of imports -- that is, they have substantive
zero rates. About one-third of the 5800 items in Australias Tariff are in that
category (see figure 2.1). When goods entered at zero rates under concessional
entry schemes are also taken into account, the majority of imports (around two-
thirds by value) enter at zero rates of duty.

Figure2.1: Distribution of Tariff Itemsby rate of duty

'EMarch 1990 CIMid 1990s |

FREE >0to 5 >5t0 10 >10to 15 >15t0 30 >30
RATE OF DUTY

Source:  Commission estimates based on Schedule 3 to the Customs Tariff Act.
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Tariffs and Government revenue

The concession systems (excluding Industry Plan concessions) resulted in duty
savings for industry and households of about $1.1 billion in 1989-90, compared
with duty paid of $3.8 hillion (see appendix D). The Commission noted in the
Issues Paper circulated at the commencement of this inquiry that the amount of
tariff revenue forgone by the Government is substantial. This prompted several
participants to argue that the Tariff should not be seen as, or used for, an instrument
of revenue.

The Tariff has in fact traditionally been a substantial source of government revenue
(in 1988-89 it accounted for 4 per cent of total Commonwealth revenue) and this
has no doubt been an important consideration at various times in its history. For
example, a ‘Primage Duty’ came into force in 1930 and was not finally abandoned
until 1980, following an IAC report (IAC 1978). Then in the 1979 ‘Mini-Budget’,
the Government of the time imposed a 2 per cent tariff on most imports previously
admitted at zero rates, for the specific purpose of raising additional revenue; it
operated for nine years.

At no time in the recent past, however, have budgetary considerations been upheld
as an argument for maintaining tariff levels. The current direction of Tariff policy
itself demonstrates that. Tariffs are a particularly distorting and costly means of
raising revenue, even where applied at uniform rates. This was recognised by the
Government when it eliminated the 2 per cent revenue duty following the May 1988
Economic Statement. Abolition of the duty had been recommended in an IAC
report on export concessions (IAC 1987h).

Implications for concessional entry

The rationale for the general tops-down approach to tariff reform is that gradual
reductions towards stated tariff benchmarks facilitate the adjustment of protected
industries, while maximising efficiency gains in the meantime. Concessions could
be seen as a departure from this approach, to the extent that they are a selective
means of bringing tariffs down directly to zero. In practice, however, concessions
are an orderly means of removing specific tariff-associated costs within a context of
genera tariff reductions, and are thus compatible with the transitional adjustment
role for the Tariff. The CTCS has criteria which, at least in principle, only permit
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tariffs to be waived in the absence of local production. In these circumstances,
adjustment questions are either irrelevant or unimportant. The By-law system is
less restrained in this respect, with greater potential to impose adjustment pressure
on specific industries.

Because concessions are frequently applicable to inputs used by local manufacturers
whose outputs are subject to the genera tariff reduction program, a number of
participants in the inquiry saw the existence of tariff concessions as ameliorating the
adjustment pressures associated with the tariff reductions. For example, the
representative of Pacific Dunlop argued at the public hearings:

If industry is going to restructure to a stage where it can operate with no tariff assistance, or
barrier assistance whatsoever, you have to give it a chance to do that. | think that having a
commercia tariff system certainly helps. To take it away would certainly hinder that
(Transcript, p. 1385).

An important consequence of the current program of reductions in tariffs is that
cancellation of existing concessions -- one of the options under the first of the
Terms of Reference -- would essentialy create double adjustment pressures on
industry as reactivated tariffs are brought down. A number of participants observed
that in a situation in which tariffs are generaly heading down, it would seem
counter-productive to put them back up on some 20 per cent of Australia’simports.

This leads to a further implication. The transitional nature of the current Tariff
virtually precludes it having the ‘anticipatory’ protective role that it once had. The
CTCS as it stands, however, is based on the notion that a firm commencing to
produce something which was previously only imported should have the benefit of
any existing tariff assistance, and the revocation of concessions has accordingly
been made automatic. (This aspect of the CTCS is considered in chapter 6.) Policy
By-laws tend to be more durable, not having comparable provisions for revocation.

As tariffs decline, the value to recipients of concessions must also decline. More
significantly, the lowering of tariff ceilings will reduce the scope for tariff
concessions to change disparities in assistance among industries. This means that
there is less chance than in the past of tariff concessions leading to an expansion of
relatively unproductive activities at the expense of more efficient and productive
ones.
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3 THE PRECENT COMMERCIAL
TARIFF CONCESSION SYSTEMS

3.1 Background to the CTCS

Australia’s concessional arrangements date back to the Commonwealth Tariff of
1901. The original arrangements were used to assist existing industries by
providing duty relief for imported goods where there was no comparable local
production. This emphasis was apparent in the Treasurer's Budget Speech
introducing the first Australian Tariff in 1901.

Of course, we have put the highest duty upon the complete manufactured product and have
imposed a lesser duty upon an article as it approached the raw material... When it cannot be
produced locally it is admitted at alow rate, if not free (Treasurer 1901).

Since then the scope for gaining duty relief has been considerably broadened. In
1926 the criterion for concessional entry was relaxed to encompass goods ‘ of a class
or kind not commercially manufactured in Australia. The number of by-laws
multiplied accordingly. In 1948 existing by-laws were rationalised by the adoption
of a broad ranging by-law Item 449, which provided for by-law entry of ‘materials
and manufactures for use in manufacturing, industrial or resource development,
public infrastructure or for other "essential purposes’. Item 449 retained the ‘class
or kind’ and ‘ commercial manufacture’ criteria.

They were replaced in 1957 by a criterion which allowed for concessional entry in
the absence of a ‘suitably equivalent, reasonably available’ (SERA) domestic
substitute. The ‘essential purposes flavour remained until 1970 when it was
dropped on the grounds that it had no relevance to tariff setting. Thus, at the time of
the last major review of by-laws -- the 1982 IAC inquiry into the then Commercia
By-law System (CBS) -- concessional entry was allowed for * Goods, as prescribed
by by-law, being goods a suitable equivalent of which that is the produce or
manufacture of Australia is not reasonably available’ (SERA without an essential
pUrpOSES provision).
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The current scheme, the CTCS, was introduced on 1 July 1983 following the
Government’s consideration of the IAC report on the Commercial By-law System
(IAC 1982b). The new scheme was intended to improve tariff concession
administration by introducing criteria more in line with the Government’s industry
policy intentions; by eliminating several types of concessions (the ad hoc, end-use
under security, shortfall and fall-short varieties); and by broadening the applicability
of concessions so that all importers would have access to the concession rather than
just the applicant (as had often been the case under the CBS).

Only Australia and New Zealand have such extensive provisions for duty relief for
goods which are not produced locally. (Appendix G has a discussion of overseas
concession schemes.)

This chapter discusses the legidative basis and administrative procedures of the
CTCS,; the volume of decision making by Customs and its administration costs; and,
finally, recent Federal Court judgments and the Government’s attempts to amend the
CTCS legidation.

3.2 Legislation

The legidlative basis for the CTCS is provided by Part XVA of the Customs Act
1901 (reproduced in appendix B2). The system provides for the establishment of a
concession, called a Commercial Tariff Concession Order (CTCO) once certain
criteria have been met.

Mandatory criteria and definitions
The core criteria of the CTCS enable a concession Order to be made unless:

e goods serving similar functions to the goods for which concessiona entry is
sought are made in Australia [s. 269C(1)(a)]; or

» are capable of being made in Australia by any person in the normal course of
business[s. 269C(1)(b)].

Section 269B of the Customs Act contains severa definitions of terms used in the
CTCS legidation. The goods serving similar functions criterion is affected by most
of these definitions, three of which are:
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* ldentical goods shall be taken to serve similar functions [s. 269B(3)].

* Goods shall be taken to serve similar functions to other goods unless the
Comptroller is satisfied that, if both goods were readily available for sale
throughout Australia, there would be no significant part of Australia in which
there would be significant cross-elasticity of demand between the goods [s.
269B(4)].

» A person shall be taken to be capable of producing goodsin the normal course of
business if the person is prepared to accept orders for the supply of such goods
that have been, or are to be, produced by him [s. 269B(7)].

The Government's Second Reading Speech when presenting the CTCS legislation
stated:

The key words in this criterion are ‘serving similar functions’ and new Section 269B(4)
provides an interpretation of them. The test will be the degree of cross-elasticity of demand
between the imported and Australian produced goods. In practical terms, this means that
these Tariff Concessions will be decided by determining the effect that a reduced rate of duty
will have on competition or potential competition between the local and imported goods.
This will be based on a practical and realistic assessment of the market situation. The onus
will be on the applicant for a Tariff Concession to identify the goods involved, the market for
the goods and the degree of competition or potential competition between the imported
goods and Australian-made goods (Brown 1983).

Administrative guidelines for interpretation have been published in the Customs
Manual for the CTCS (Customs 1990c, pp. 7-9 and 14-17). These guidelines use
key words from the Second Reading Speech, and cite relevant judicia
interpretations as well as the IAC's explanation of “cross elasticity of demand' (IAC
1989a, appendix G).

Other definitions

If local manufacturers claim to be producing goods serving similar functions to
goods for which concessional entry is sought, the locally produced goods are
required to incorporate:

o at least 25 per cent local content by value of the factory or works cost [s.
269B(5)]; and
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» at least one substantial processin Australiain their production [s. 269B(6)].

The substantial process provision was introduced at the |AC's suggestion, to prevent
local finishing and packaging of materials or components imported concessionally
from being grounds for refusing a concession on the finished goods (IAC 1982b, pp.
76-8 and 130). It dates back to 1977, and has always been seen as an adjunct to the
25 per cent local content rule.

Discretionary criteria

Customs may at its discretion decide not to grant a concession if it finds that were a
CTCO to be made:

» there would be a substantially adverse effect on the market for any goods
produced in Australia[s. 269E(1A)]; or

* it would not be in the national interest [s. 269E(1B)].

Substantially adverse effect

Section 269E(1A) provides that the Comptroller may refuse to make a concession
order if of the opinion that it would be likely to have a substantially adverse effect
on the market for any goods produced in Australia.

This criterion was recommended by the IAC to cover the case where quite
dissimilar inputs can be used to make products which are nevertheless closely
competitive, and where there would be an erosion of protection if a CTCO were to
be made on such an input. The IAC advocated that the criterion should only be
used in reaction to objections, rather than obliging Customs to consider whether
substantially adverse effects may occur for every CTCO application (IAC 1982b,
pp. 128-9). The criterion has rarely been applied (Sub. 155, p. 18).
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National interest

Sub-sections 269E(1B)-(3) provide that the Minister may decide that the making of
a concession order would not be in the national interest. The Minister must first be
asked for such a decision by the Comptroller, and the grounds for determining what
constitutes the national interest are the guidelines in sections 22(1) and (2) of the
Industries Assistance Commission Act 1973.

Where the Minister decides to use this provision, the legislation provides that
Customs must gazette a notice announcing the facts and giving the reasons for the
refusal of the concession application. The national interest provision has been used
only once (see section 5.3).

The Exclusions Schedule

Under the CTCS, a concession will not be granted for goods listed in an ‘ Exclusions
Schedul€’ in the Customs Regulations.

The IAC recommended in 1982 that the categories of goods for which commercial
concessions were habitually refused by Customs, because there was a wide
production of competitive goods already made in Australia, should be more
formally excluded. Customs Regulation 185 and related Schedule set out the list of
exclusions (see appendix B4).

The Excluded Goods Schedule (EGS) mainly contains consumer goods like food,
clothing, furniture, cosmetics, jewellery and works of art; but aso includes motor
vehicles and parts, and some industrial materials.

There have been few changes to the EGS since it was established. For the first
years of the CTCS, the policy was to amend the EGS only after an IAC inquiry. In
1989 the Government decided that deletions from the Schedule could be made by
the Minister for Industry, Technology and Commerce, who may also add items after
consultation with appropriate Ministers (Customs 1989a).
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3.3 Administrative procedurest

Applications

The onus of proof for a CTCO lies with the applicant, who must make a case based
on information obtained from possible local manufacturers of goods serving similar
functions. The application (lodged on Customs Form CTC1) must be supported by
a statement assessing the extent of competition that exists, or would exist, in the
market place.

Local manufacturers are expected to reply (Customs Form CTC2) to the applicant
within 28 days. Where claims are disputed, applicants are expected to resolve the
issues directly with the manufacturer. Customs intervenes only after all attempts at
resolution have failed.

If Customs is satisfied that a prima facie case for a concession is established, the
proposed concession is notified in the Commonwealth Gazette. The initial gazettal
is followed by a 28 day period in which manufacturers may object in writing to
Customs. If there are no objections atariff concession is granted, published in the
Gazette, and consolidated in the Schedule of Concessional Instruments. Each
concession is assigned an operative date, and once established, any importer can
enter the particular class or kind of goods specified in the CTCO at concessional
rates on or after that date.

Where an applicant disagrees with the operative date assigned to a concession by
the Comptroller, he may approach the AAT to have the date changed. If the AAT
determines that the wrong date has been cited in the Order, the AAT can make a
new concession specifying the new operative date. The stages of the application
process are shown in figure 3.1.

1 Further details on the administration of the CTCS are given in Customs (1990c).
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Figure 3.1: The application and revocation processesin the CTCS
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Revocations

A concession may be revoked when the criteriafor concessional entry are no longer
met [s. 269P(1)]. Most concessions are revoked after manufacturers are made
aware of a CTCO or when a manufacturer wishes to extend a product range or
commence production in an area covered by a concession (figure 3.1). Revocations
are normally implemented without prior public notice, although in-transit provisions
are available to importers [s. 269P(8), (9)]. They alow concessional entry for
goods which are in transit at the time of the revocation for up to 28 days after the
revocation.

Where a CTCO covering a broad range of goods is revoked, there are provisions for
amore narrowly specified CTCO, covering some of the goods, to be made effective
from the day the original concession was revoked.

Appeals

Where an application for a CTCO is rejected, an appeal can be made to Customs to
conduct an internal review. If still unsuccessful, the applicant may request the
Minister to refer the matter to the Industry Commission, or seek redress before the
Federal Court under the Administrative Decisions (Judicial Review) Act 1977.

Access to the Court is available automatically, and is a legal process. But all the
Federal Court can do is set aside a decision and refer the matter back to Customs. A
reference to the Commission is at the discretion of the Minister. The Commission
advises the Government in public and the Minister makes the decision. Only two
CTCO refusals have been so referred (IAC 1989a). The appeal processes are shown
infigure 3.2.
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Figure 3.2: Appeal processesin theCTCS
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3.4 Use of the System

When the Government announced the implementation of the CTCS in place of the
CBSit provided for atwo year transition period ending 30 June 1985. During that
period CBS concessions were reviewed under the CTCS criteria. Those that failed
to meet the criteria were terminated on 30 June 1985. About 7500 Consolidated
By-law references were converted into CTCOs. In addition, about 10 000
applications have been received since the commencement of the CTCS, resulting in
a further 6000 concessions. Some 3000 have been revoked, leaving around 10 500
concessions in place. Customs has processed around 300 appeals (equivalent to 7
per cent of rejected applications).

CTCS activity levels were first recorded in their own right in 1984-85. Owing to
variable processing times for applications, there may be lags in terms of the year the
application was made and subsequent granting of a CTCO. According to Customs
the minimum processing time for a CTCO application is 11 weeks, with the average
around 28 weeks (Sub. 155, p. 27).

In 1989-90 there were 1864 applications. Around 1100 new CTCOs were made and
390 revoked. Figure 3.3 shows applications received and CTCOs made and
revoked.
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Figure3.3: Applicationsreceived and decisionstaken by Customson CTCOs:
1984-85 to 1989-90
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Source: Appendix table D6.

3.5 Administrative costs

The procedures outlined above impose costs on various groups in the community.
Customs incurs costs in processing applications irrespective of the outcome.
According to Customs, there are 36 departmental staff involved in processing,
projects and technical services for tariff concessions and quotas. In 1989-90 the
direct administration costs were about $2.1 million. Costs recovered from the sale
of the Schedule of Concessional Instruments and Gazettes amounted to around $360
000 (Sub. 155, appendix C), al of which was paid to consolidated revenue.

These estimates do not include building and equipment allowances, legal costs in
defending appeals or the greater administrative effort required by enforcement
officers to ensure compliance with Customs’ requirements for the entry of goods
under tariff concessions. Processing costs generally ranged from about $700 to
$1500 per application in the year to April 1990 (Sub. 155, appendix B3).
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The system also imposes costs on applicants and local manufacturers, although in
proceeding, applicants clearly anticipate that such costs will be lower than the
benefits from concessions. (This aspect is discussed further in the next chapter.)

3.6 Problems

The CTCS was intended to overcome some of the problems inherent in its
predecessor, the CBS. However, recent Federal Court judgments handed down
following appeals by applicants [under the Administrative Decisions (Judicial
Review) Act (ADJR)] have affected the operation of the system. These judgments
have led to interpretations of CTCS criteria which appear to differ from the
Government’s original intentions for them. There are three key rulings.

(@) In Davies Craig Pty Ltd v. Comptroller of Customs and others (68 ALR
105), the Federal Court ruled that Customs had given the words goods
serving similar functions their meaning in ordinary parlance and not the
meaning attributed to them in s. 269B(4). The applicant subsequently
approached the Minister seeking a reference to the IAC. The IAC (19893,
p. 26) found that no CTCO should be made. In itsreport the IAC made the
following observation:

Sub-sections 269B(3) and (4) of the Customs Act were presumably intended to clarify
the terminology ‘goods serving similar functions' and give proper effect to the
Government’s intention that Commercial Tariff Concessions should not significantly
erode the protection afforded Australian-produced goods. The cases under review
suggest that these sub-sections have obscured rather than clarified that objective.

(b)In Amcor v. the Comptroller-General of Customs (79 ALR 221), the
Federal Court judgment limited the extent to which a local manufacturer
could be considered to have a capability to produce in the normal course of
business. Amcor applied for a CTCO for a paper making machine for
making white papers. Customs noted that the only likely local
manufacturer in that product area, Johns Perry Engineering, was prepared
to accept an order for the paper machine. Customs accepted this and
refused a CTCO.
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The Court ruled that while Johns Perry may have manufactured a range of
equipment, particularly components used in paper manufacture, for it to
undertake such an order, even in conjunction with one or other companies,
would be a‘special, exceptional or extraordinary’ undertaking.

(©)In April 1989 another Federal Court judgment set aside a Customs
decision. This case, Corinthian Industries v. the Comptroller-General of
Customs and others (appea under ADJR), revolved around a CTCO
application for die-formed fibreboard door skins (outer panels for doors)
imported from a number of countries.2 Customs determined that the goods
were door skins and that as door skins were manufactured in Australia, no
concession order could be issued. The Court found, however, that
Customs’ reasoning ‘rejected the applicant’s description of the goods. As
Customs had accepted Corinthian’s description as accurate and proper, it
was obliged to apply s. 269B(3) (about identical goods) and s. 269B(4)
(cross eladticity of demand) to that description. The Court ruled that
Customs had examined the question of the identity of function rather than
the identity of the good itself, emphasising that identity of an element such
as function was not sufficient to satisfy s. 269B(3).

The effect of these judgments on the operation of the system has been described by

C

ustoms:

Various conclusions were drawn by consultants and agents, and the initial apparent success
of the Davies Craig and Amcor actions raised expectations that Customs would greatly
change its position and that more concessions would be forthcoming. As applicants’ causes
were pressed harder without getting the expected successful results the dissatisfaction with
the system grew and the long times taken to resolve these applications (or failure to
satisfactorily resolve from an applicant’s point of view) was also highlighted. (Sub. 155, p.
16.)

2

The wording for the concession order submitted by Corinthian was: ‘facings, door, incorporating
not less than two die formed feature panels in concave and/or convex detail without joints with a
principle field outlines having a profile formed depth of not less than 4mm, made from fibre
building board having a nominal thickness of 3mm.’
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Proposed legislative amendments

To overcome these problems, the Government introduced legislative amendments
[the Customs and Excise Legidation Amendment Bill (No. 4) of 1989] intended to
regain flexibility in administration of the scheme and address some of the issues
highlighted in the Federal Court cases.

The mgor changes proposed in the legislation were the deletion of definitions of
particular goods, goods serving similar functions, and capable of being produced in
the normal course of business. The meaning and application of goods serving
similar functions, capable of being produced in the normal course of business, and
substantially adverse effect were to be guided by issued principles of interpretation
(see chapter 5).

A further proposed amendment (to s. 269C) specified that the Comptroller could
determine a class of goods that consists of (or includes some or al of) the goods
specified in the CTCO application. That is, once a class of goods is established, the
Comptroller would need to be satisfied that goods serving similar functions to the
goods comprising the class are not produced, or capable of being produced, in
Australia in the normal course of business. The Explanatory Memorandum to the
Bill noted, in relation to this amendment, that:

The regime currently contained in section 269C has been given a restrictive interpretation by
the Federal Court in decisions such as Corinthian Industries (Syd) Pty Ltd v Comptroller-
General of Customs v others, which have limited the scope of tariff concession orders to
goods specified in an application. It was intended when the concession scheme was
introduced in 1983 that the Comptroller have the power where necessary to make concession
ordersin terms wider or narrower than the terms specified in an application, and this clause
makes the necessary amendments to the Customs Act 1901 to give effect to that original
intent.

The CTCS changes proposed in the Bill were defeated in the Senate in December
1989. The Opposition opposed the changes on the grounds that they would allow
Customs too much discretion. It believed that the CTCS had developed into a
workable system with a substantial volume of case law to guide people on matters
of interpretation. Senator MacGibbon noted:

He [Senator Coulter] has quoted from the IAC report No. 416 about the difficulty that the
Industries Assistance Commission had with the word ‘identical’ and, quite clearly, the
Australian Customs Service has the same problem with it... With the greatest of respect to
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the IAC and the ACS, it is not for them to interpret what the legidation means ... the ultimate
arbiter isthe courts of Australia (MacGibbon 1989).

The Opposition also noted the Government had foreshadowed an Industry
Commission inquiry on the CTCS.

Australian Customs Notice 90/5

The failure of the proposed changes in the Senate, coupled with the Federal Court
ruling on the Corinthian case, prompted Customs to reassess its method of
considering CTCO applications. Customs interpreted the Corinthian decision to
mean that CTCOs could only be approved for the particular goods identified in the
application. It advised accordingly in Australian Customs Notice 90/5, issued on 28
December 1989 (Customs 1989b), that the Comptroller no longer had the power to
either broaden or narrow the description contained in an application. It also noted
that the description of the goods was the only basis for defining the coverage of a
CTCO; accompanying descriptive material was not relevant. Consequently, when
amendments to the description were required, Customs would refuse the original
application.

The Notice declared that the operative date of any resultant concession would be the
date of receipt of the resubmitted application, not the date of the original
application. Thisremoved the possibility of refunds in duty where such goods were
entered before the new day of effect.

However, at the draft report hearings, Customs informed the Commission that it had
obtained advice from the Attorney-General’s Department regarding the amendment
of CTCO applications.

This advice leads Customs to conclude that it can allow the amendment of applications in
various ways without always resulting in a new application and therefore a new operative
date (Sub. 285, p. 9).

Australian Customs Notice 90/149 explains these changes, which allow
amendments to be made which:

» correct errorsin applications;

 more accurately or precisely define the goods which are the subject of
applications;
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* narrow the scope of applications; or

* make other unsubstantial changes that do not result in new applications
(Customs 1990d).

What now?

While participants' support for retaining a concessional entry scheme was virtually
unanimous, there were numerous concerns raised in relation to the interpretation,
administration and operation of the present CTCS. These are addressed in detail
later in this report. However, before addressing possible improvements to the
operation of the scheme it is necessary to consider the more fundamental issue
raised in the terms of reference; whether Australia should continue to have such a
system at al. This is largely an economic question and is taken up in the next
chapter.
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4  ECONOMIC EFFECTS
OF THE COMMERCIAL TARIFF
CONCESSION SYSTEM

The terms of reference for this inquiry specify, among other things, that the
Commission report on ‘the effect of the CTCS on the development of efficient,
internationally competitive Australian industries, and for the economy generally’.
The Commission’s statutory policy guidelines also require it to take into account the
impact of the CTCS on industries, consumers and the community generaly, in
making its recommendations on the future of the scheme.

The CTCS benefits many firms and households by providing them, at least
temporarily, with duty-free access to imported products that are not made locally.
However, the provision of selective access to inputs at world prices, while retaining
tariff protection on finished goods, could end up favouring relatively inefficient and
uncompetitive industries. It istherefore necessary to look at the likely effects of the
CTCS on the pattern of net assistance among industries in assessing the overal
economic effects of the System. Before doing that, this chapter begins by
examining the significance of the CTCS in relation to total imports, and identifying
those activities which are likely to be the major beneficiaries.

4.1 Incidence of Import Concessions!?

The value of imports into Australia in 1989-90 was about $55b, of which around
11.5 per cent entered duty-free under CTCOs. In 1988-89, nine per cent of imports
entered under the By-law system (including Government imports). A further 43 per
cent were entered at a zero substantive rate, and 34 per cent were entered subject to
duty (see table 4.1). The total saving in duty under the CTCS was estimated at
$962m in 1989-90, with the average rate of duty saved being around 15 per cent.

1 More detail on the incidence of import concessions is contained in appendix D1.
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Table4.1: Imports by Tariff category: 1988-89

Tariff Value Share of Duty Average rate
category total value paid of duty paid
$m % $m %

Free

CTCOs 5961 12.2

By-law® 4 462 9.1

Other free 21480 43.9 . .
Other concessions’ 147 0.3 9 6.1
Normal/quotarates 16 881 34.5 3870 22.9
Total imports 48 931 100.0 3879 7.9
.. hot applicable.

alncludes Government imports. b Includes dutiable entries under the CTCS and under By-laws.
Source: ABS (1989a) and information supplied by ABS.

Over the last two decades, there has been a continuing downward trend in the
proportion of imports subject to protective rates of duty and an increase in the
proportion of imports entered at a zero substantive rate (trends were affected by a
break in the series when Australia moved to the Harmonized Tariff System on 1
January 1988). The share of all concessional imports in total imports has declined,
although there has been some increase since 1985-86. This has mainly reflected
growth in CTCS imports -- the proportion of imports entered under By-law has
remained relatively static (seefigure 4.1).

Types of CTCS imports

CTCS imports are not distributed evenly through the Tariff. The distribution of
CTCS imports among Tariff Divisionsis shown in figure 4.2. In 1989-90 over half
(by value) fell to two Tariff Divisions -- Division 85: Electrical machinery and
appliances, and Division 84: Machinery and mechanical appliances (each around 26
per cent).
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Figure 4.1: Duty-free, By-law and dutiable imports (by value) as a proportion
of all imports: 1970-71 to 1988-89
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Source: Appendix table D1.

CTCS imports accounted for a mgjor share of total imports in the following Tariff
Divisions (seetable D3):

» €lectrical machinery and equipment (30 per cent);

* base metals and metal articles (21 per cent);

* resins, plastics, rubber and articles thereof (21 per cent);
» machinery and mechanical appliances (15 per cent);

» miscellaneous manufactures (14 per cent); and
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because of the operation of
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The Commission has used detailed input-output data to assess the effects of these
concessions (ABS 1990a). The ABS classifies all domestic production and all
imports into commodity groups and estimates the usage of each of these commaodity
groups by each input-output industry and category of fina demand. By classifying
import clearance data to commodity groups, it is possible to determine the value of
duty concessions for each group (giving the average percentage by which prices
would have been higher for that group in the absence of the concessions). The price
estimates have been combined with usage estimates derived by making the
assumption that concessional imports are used in the same proportions as were
importsin 1983-84 of the commodity group to which they are classified.

For example, suppose there is a commodity group for imports of construction
machinery and, in the absence of concessions, average prices paid for those imports
would be 10 per cent higher. If the building industry is estimated to use $100m of
imported construction equipment, then the estimated duty saving to the building
industry from concessions on construction machinery would be $10m. (Further
details of these estimates are presented in appendix E.)

This approach tends to distribute the duty savings from concessions more widely
than might be realistic. The use of concessional imports of a commodity might be
concentrated among only a few user industries; for example, where the concessions
apply to specialised machinery. Hence, allocating concessions on the basis of use
of that commodity group, including use by final consumers, will affect the estimates
of duty savings to users. Despite these problems, this is the best methodology
available to the Commission.

The Commission estimates that, assuming al the duty savings of CTCS imports
were fully passed on to users, 82 per cent of total duty savings would have gone to
industrial users and the remaining 18 per cent to final consumption in 1989-90.
(The estimate for CTCS imports entering final consumption is an upper limit.
Given the dligibility criteria of the CTCS, in particular the predominance of
consumer goods in the Excluded Goods Schedule, the proportion of CTCS imports
allocated to consumer goodsislikely to be overstated.) The duty savings calculated
to be received by individual industries depend on the use of different imported
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commodities by each industry and on the duties that would otherwise apply to the
goods in each commodity group. On the basis of the Commission’s estimates,
manufacturing would account for around half of the duty savings attributable to
CTCSimports. The services sector would also be a significant beneficiary, whereas
mining and agriculture would have relatively small shares.

These results are depicted in figure 4.3, which presents a breakdown of the sectoral
duty savings estimates.

Figure 4.3: Estimates of CTCS duty savings, by sector: 1989-90
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M Agriculture
39% o
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O Manufacturing

E Services

Source: Appendix E.

4.2 The economy-wide effects of the CTCS

The CTCS provides relief from nearly $1 billion in import duties annually, for the
intuitively appealing reason that they serve no protective purpose, and are seen as
particularly discriminatory taxes on inputs. Compelling arguments would be
needed for the Commission to recommend the abolition of an entrenched, and
amost universally supported, policy that is yielding income transfers of that order.

In line with the inquiry’s terms of reference, the Commission has attempted to
guantify the impact of the CTCS on the economy, and its implications for the
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development of efficient internationally competitive industries. Two
complementary approaches have been adopted, using:

» estimates of effective rates of assistance and the dispersion of that assistance
across the economy; and

o simulations using the ORANI model of the Australian economy.

The former is a partial equilibrium approach which enables comparisons to be
made of the relative assistance afforded different activities and hence their capacity
to compete for resources. It gives an indication of whether the CTCS improves or
reduces efficiency in resource use, using data at a highly disaggregated level.

The ORANI simulations, which employ a general equilibrium framework, provide
estimates of these assistance effects on prices and industry outputs, and hence
indicate the likely net impact of the CTCS on the Australian economy -- including
GDP, employment and trade.

The effective rate analysis and the ORANI simulations compare the current
situation with that which would prevail in the absence of a CTCS. Thus, thereis a
presumption that abolition of the CTCS would equate to the removal of CTCOs
currently in force. This need not be the case: it would be possible to discontinue the
scheme whilst leaving all existing concession orders intact, and this point is
discussed later. In the meantime, this section treats the System as synonymous with
existing CTCOs in presenting the empirical results.

Effects of the CTCS on resource allocation

There was little comment offered by participants on the economy-wide impact of
concession systems. CESA provided a partial equilibrium analysis of the effects of
tariff concessions. It noted that:

Like tariffs, CTCs aso involve income transfers between importers, consumers and the
Government. But different to tariffs, they are without any production effect because there
are no locally-produced competing goods. Because there is no loca industry, the tariff is
without any protective purpose. The analysis shows that, when considered in isolation, tariff
exemptions lead to a net economic benefit to society through the gain in consumer surplus (a
transfer from government revenue and the recovery of the ‘deadweight loss). (Sub. 60, p.
14, emphasis added.)
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The Pharmaceutical Industry Group (discussed below) also commented on the
resource allocation issues associated with tariff concessions (Sub. 86, pp. 4-8).

As indicated above, an important question relating to tariff concessions is whether
they improve or impair efficiency in the use of the community’s resources -- or, put
simply, the productivity of the economy. Looking just at nhominal tariffs does not
give the whole story, as CESA itself recognised, and can be very misleading.
Analysis using effective rates is more revealing, as it takes into consideration the
effects of tariffs (and other forms of assistance) on the goods produced as well as
tariffs on the materials used by a producer.

Tariff protection imposes a tax on competing imports, and so enables the local
industry to sell its output at a higher price than would otherwise apply. Tariff
protection of goods used as production inputs has an effect similar to atax. Tariff
concessions applying to inputs remove the tax (the tariff) that would otherwise
apply to an input, thereby increasing the effective assistance to an activity.
Therefore, every tariff concession granted to an imported input will increase the
using activity’s effective assistance (see appendix E, box E2).

While tariff concessions increase effective assistance, of greater relevance is their
effects on relative levels of assistance, as this influences the industries into which
resources go. Wide variations in effective assistance between activities are
indicative of resources being allocated to less efficient uses, especialy where
activities use similar processes and compete for similar resources.

Whether the increases in effective protection arising from the existence of the
CTCS lead to more or less efficient use of the community’s resources overal is a
difficult empirical question. Two possibilities present themselves. If CTCS imports
have predominantly favoured activities that are already highly assisted -- thus
enabling them to have an even greater command over resources -- then the
concessions are likely to be an impediment to a more efficient industry structure. In
such a case, removal of concessions would reduce disparities by bringing the
effective assistance of recipients down closer to the average. On the other hand, if
tariff concessions were mainly used by lightly assisted activities, they would tend to
improve economic efficiency, by allowing those industries to compete for resources
on astronger basis.
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As Customs is not required to take into consideration the effect of concessions on
resource alocation, CTCS imports could benefit highly or lightly assisted activities.

The Pharmaceutical Industry Group commented on the potential for the CTCS to
distort resource allocation through its influence on effective assistance. It noted:

... to argue for the abandonment of the system on these grounds is akin to recommending that
al free substantive rates be increased to (say) some ‘average’ tariff level in order to remove
distortions. This thinking seems to ignore the fact that distortions arise from the imposition
of tariffs, rather than from their removal (Sub. 86, p. 4).

In fact rather than increasing free substantive rates to some ‘average’ level, the
Government has signalled its intention to seek greater uniformity through genera
reductions in tariff levels. In this context it is proper that the resource allocation
effects of the CTCS be explored in case greater economy-wide gains could be
achieved through reliance on tariff reductions only, rather than a dual approach of
tariff reductions and tariff concessions.

The effect of the CTCS on effective assistance (and dispersions in that assistance)
was estimated by comparing the current situation with that which would prevail if
the CTCS did not exist (see table 4.2). The results suggest that removal of the
CTCSwould lead to asmall decline in effective assistance across all industries.

The Commission’s estimates suggest that the CTCS has not affected disparities in
assistance (measured by standard deviations in effective rates) to any great extent --
either amongst industries overall, or within sectors. In all cases the effect of the
CTCS on the standard deviation of effective assistance was so small as to be
insignificant.

Further analysis which relates the assumed usage of CTCS imports by industries to
their effective assistance (presented in appendix E), suggests that although highly
assisted activities receive a significant proportion of CTCOs, they are not large in
value added terms. Conversely, industries with effective assistance between -10
and 15 per cent account for 95 per cent of unassisted value added and use 71 per
cent of CTCOs. Again, this suggests that the incidence of the CTCS is greater
among lightly assisted activities.
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Table 4.2: Effectiverates of assistance and the CTCS: 1989-90

Sector Effective rates Disparities
with CTCS  without CTCS with CTCS  without CTCS

% % % point % point
Agriculture -0.5 -0.5 2.1 2.1
Mining -1.7 -1.9 13 14
Manufacturing 215 20.8 36.2 36.0
Services -25 -2.6 2.4 25
All industries 12 1.0 16.5 16.3

Source: Commission estimates. See appendix E.

The effect of concessions on resource allocation was also examined by the IAC
(1982b, p. 52). Given the different assistance environment at that time, particularly
the much higher tariffs, it is not surprising that the IAC’s analysis yielded somewhat
different results. The IAC noted that concessions accrued disproportionately to
manufacturing, which received higher levels of assistance than mining and rural
activities. It concluded that on average, the relationship was one of greater use of
Commercial By-law concessions associated with higher effective rates of
assistance.

Thus in 1982 the IAC came to the tentative conclusion that Commercia By-law
concessions predominantly favoured the more highly assisted activities. Thereisno
longer evidence to support that conclusion. If anything the available evidence
points in the opposite direction. There are three reasons for this apparent
divergence.

First, in the previous inquiry the measurement of assistance effects was restricted to
the manufacturing sector. Assessment of the effects relative to other sectors was
limited to a qualitative judgment. The methodology available for the present study
allowed the effect of concessionsto be estimated on an economy-wide basis.
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Second, the terms of reference for the 1982 inquiry encompassed the Commercial
By-law System. The CBSincluded concessional imports which are now covered by
the provisions of the PMV and TCF Manufacturing Plans. The present anaysis
excludes consideration of Policy By-law imports under both of those plans, which
relate to the most highly assisted industries in the Australian economy: in 1989-90
the average effective rate of assistance for all manufacturing was 16 per cent, but
the estimated effective rates for Plan activities excluded from the Commission’s
analysis, were: motor vehicles, 119 per cent; textiles, 78 per cent; clothing, 177 per
cent; and footwear, 238 per cent.

Finally, the pattern of overall assistance at the time of the IAC report was markedly
different from that prevailing today. Tariffs have undergone substantial reductions
via declining industry benchmarks and more recently through general reductions.
Consequently, excluding Plan activities, there has been compression in disparities
al round. The potential for CTCS imports to affect resource allocation adversely
has therefore been significantly reduced.

Wider economic effects of the CTCS

The Commission estimated the economy-wide effects of removing the stock of
existing CTCOs through simulations using the ORANI model of the Australian
economy. Details of the estimates and the key assumptions adopted for the
simulations are reported in appendix F, which includes some additional simulations
and sensitivity analysis.?

Table 4.3 summarises the results of the following simulations:

» the short-run and longer-run effects of removing al the CTCOs that existed in
1988-89; and

» thelonger-run effects of removal of all assistance to manufacturing.

The first two simulations enable an assessment of the sensitivity of the results to
assumptions about the extent to which industry's capital stocks can vary. The last
simulation isincluded for purposes of comparison.

2 Appendix F includes simulations of the removal of all CTCOs and non-Plan By-laws and reports
estimated changes in output at the industry level.
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Table4.3: Estimated economy-wideimpact of removal of all CTCOsand
assistance to manufacturing: 1988-89 Tariff levels (percentage

changes)
Variable Short-run effects Long-run effects of removal of:
of removal of all
CTCOs CTCOs Manufacturing
assistance
GDP -0.1 -0.3 0.9
Household
consumption 0* -0.1 0.7
Investment 0® -0.8 2.1
Volume of exports -0.3 -0.3 5.8
Volume of imports 0.2 -0.3 6.0
Consumer price index 0.3 -0.1 -1.8
Real wages 0® -0.4 15
Employment -0.1 . 0.1

.. negligible change. ®Held constant by assumption.

Source: Commission estimates -- see appendix F.

Short-run effects of removal of all CTCOs

With protective tariffs at 1988-89 levels, the removal of concessions is estimated to
have an adverse effect on the Australian economy in the short run.

Prices and inflation

Most concessions apply to inputs into further production, and so concessional entry
lowers production costs for the recipient activities. The effect on prices will vary
according to the prevailing market conditions faced by the beneficiaries. For
example, where competition is weak, producers may simply record greater
profitability or pass on some of the benefit in the form of higher wages or improved
conditions for employees. Where competition is stronger, the benefits of input cost
reductions are more likely to flow through to consumers. Activities dependent on
concessions for their viability will absorb at least some of the cost savings
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themselves and/or become better able to accommodate adjustment pressure (for
example, perhaps from tariff reductions on the firm’s outputs as noted in chapter 2).

The ORANI simulations suggest that if all CTCOs were removed, the general level
of prices would increase by around 0.3 per cent. Thisincrease would be mainly due
to the direct effects of higher prices for imports previously entered concessionally
and the indirect effects of higher pricesfor other intermediate inputs (table 4.3).

This outcome is to be expected, as the most obvious effect of tariff concessionsisto
reduce the costs of eligible imported goods. Indeed, most participants identified the
direct benefits in terms of relief from import duties. Australia Post, for example,
claimed that in the absence of concessions, it would face added costs of up to $0.8
million per annum and the BHP Steel Group said that duty waived on its imports
during the year to April 1990 amounted to about $34m from the CTCS and $1m
from By-laws. The Australian Sugar Milling Council said:

There is a benefit to the user of the imported input, in that it pays alower cost for itsinputs;
but in no way should this be construed as aform of assistance to industry; consumers benefit
from lower prices. (Sub. 212, p. 5).

The increased prices for imports arising from removal of the CTCS might be
expected to have a ‘once and for all’ impact on the CPI because only a continuing
expansion or contraction of concessional entry should affect the rate of inflation.
However, a ‘once and for al’ price increase could induce increases in wage costs.
This latter effect is captured in the ssmulation as nominal wages are linked to the
ORANI index of consumer prices. These price increases may be offset to some
extent because profit margins for some industries would be squeezed in the short
run, to allow them to continue to export or to compete with imports.

Trade

Despite the squeeze on profits, the volume of exports is projected to fall by 0.3 per
cent whereas imports would increase by 0.2 per cent. These effects are
unsurprising. Many Australian exporters are price takers on world markets. They
cannot pass on cost increases resulting directly or indirectly from the loss of tariff
concessions. This reduces the profitability of exporting and would result in some
reduction in export levels. Some import-competing activities would also become
less competitive if they had to pay more for their foreign inputs that had previously
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come in under concessional arrangements. Moreover, tariffs affect competition
between sectors of the economy for basic resources and divert them toward more
highly assisted activities. This point was raised by AMIC, which contended that:

Failure to have access to the Tariff Concession System and By-law Arrangements would
increase the costs of many export and import competing industries in Australia, reducing
international competitiveness. Rather than congtituting the provision of offsetting or (second
best) assistance, the provision of tariff relief under these circumstances involves the removal
of the origind distortion. (Sub. 84, p.i.)

Output and employment

If the CTCS were disbanded, it is estimated that, in the short run, real GDP would
decline by about 0.1 per cent (about $320 million in 1989-90 dollars). The GDP
result reflects changes in the balance of trade. Employment is estimated to fall by
about 0.1 per cent. Since it is assumed in this short-run simulation that capital
stocks remain fixed for each industry, employment is shown as taking the brunt of
any decline in activity.

In summary, the effects of removal of the CTCS would be inflationary in the short
run. With competitiveness reduced, import levels would rise and exports fall and,
as a consequence, there would be less output and employment.

Long-run effects of removal of the CTCS

In the long-run simulations, which alow the economy to adjust to the cost-raising
effects of removing the CTCS, the estimates show that such action would have a
depressive effect on the Australian economy (table 4.3).

The long-run scenario assumes that industries profit rates would return to earlier
levels, as adversely affected industries adjusted their output levels by reducing
capital stocks and labour usage. Real wages are estimated to decline by about 0.4
per cent. Thiswould occur because the aggregate supply of labour is assumed to be
very inelastic -- consequently, the reduced demand for labour would have a greater
impact on wages than on employment levels. The reduction in wage costs would
offset the cost-increasing impact of removal of the CTCS, and the CPI would fall by
0.1 per cent.
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The effect on economic activity would be more pronounced than in the short-run --
GDP would decline by about 0.3 per cent, or around $925 million (in 1989-90
dollars). In turn, real investment and household consumption would also decline.
Exports would decline by about 0.3 per cent. Furthermore, owing to the projected
decline in economic activity, imports would decline by a similar percentage.

Removing assistance to manufacturing

The estimated effects of removing manufacturing assistance are included in table
4.3 to provide some comparison with the losses from removing the CTCS. The
magnitude of the changes is relatively large, with a substantial reduction in the
general price level (nearly 2 per cent) and an increase in GDP of nearly one per
cent. The volume of trade would increase (around 6 per cent for both imports and
exports). Investment would also increase, as would household consumption, real
wages and employment.

When compared with these impacts, the tariff reductions achieved through the
CTCS offer smaller but still significant gains.

4.3 Other effects of concessions

This section canvasses other economic aspects of concessions which have not been
discussed previously, drawing on matters raised by participants during the course of
the inquiry.

Participation costs

The direct ‘administrative costs' of the CTCS were noted in chapter 3. However,
the CTCS can impose costs beyond those which are readily identifiable in Customs
administration. An important category of cost, which the Commission’s economy-
wide analyses do not capture, is the diversion of effort and managerial time in
seeking, or resisting, the grant of a concession.

Apart from the costs willingly incurred by the applicant, costs are imposed on those
firms implicated in the CTCO process, which are required to respond to
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guestionnaires and queries from Customs and concession applicants. All parties
may be subject to further costs should there be an appeal against the Customs
decision. For example, BHP informed the Commission that John Lysaght
(Australia) Ltd, a respondent to a concession application, incurred costs of $15 000
during the recent Commission inquiry into concessional entry of aluminised steel
for use in mufflers and exhaust systems (Sub. 73, p. 17).

As tariffs are further reduced, the benefits from retaining a CTCS relative to these
costs will also decline. Importers could be expected to continue to seek concessions
as long as their own identified private costs are less than expected benefits. At a
maximum, the total costs to the applicant could theoretically be similar in value to
the duty saved through the CTCS, because firms could be expected to pursue
concessions up to the point where potential benefits virtualy equal the cost of
obtaining them.

This means that, at some point as the Tariff descends (and the value of individual
concessions also descends), it is likely that the total administrative and private costs
of the CTCS to al parties involved would exceed the benefits to additional
recipients.

Double adjustment costs

Every change in tariff policy, whether concerned with substantive tariffs or
concession systems, imposes adjustment costs on industry. Removal of existing
CTCOs, in an environment of genera reductions in protection, would have two
effects:

(a) the reactivation of existing tariffs; and
(b) the subsequent (substantive) reduction of those tariffs.

Industries presently benefiting from CTCOs would thus be subject to double
adjustment from their removal, which would reinstate a tariff impost of nearly $1
billion annually, only to remove it again bit by bit under the current ‘tops-down’
strategy. It also follows that any protective effect of reinstating these tariffs would
only be temporary and is unlikely to encourage efficient, internationally competitive
industries.

Were the CTCS abolished, these double adjustment costs could be averted by
retaining existing concessions.
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Effects on consumers

Tariffs raise the prices paid by final consumers (households) and reduce the amount
of goods which they can purchase unless they get compensating increases in
income. It is not straight forward to evaluate the overall effects that tariff
concessions have on households. Taken in isolation, as CESA emphasised, tariff
concessions remove some of the initial price distortion, thereby making households
better off (Sub. 60). These consumption gains are sometimes overlooked when
empirical work focuses only on the production effects of concessions.

L ooked at more broadly, households gain directly from concessions on final goods -
though the EGS acts to limit these gains as it declares many such goods to be
ineligible for CTCOs - and indirectly via lower-priced domesticall y-produced goods
that incorporate inputs which have been imported concessionally. The ORANI
analysis reported in section 4.2 and appendix F suggests that, in the short run, tariff
concessions lower consumer prices on average by 0.3 per cent. But whether
households are better off also depends on income and employment effects. In the
longer run, tariff concessions are estimated to have positive effects on wages and
employment and to raise the real level of household consumption by around 0.1 per
cent.

Uncertainty and investment

Uncertainty is a feature of the CTCS. Decisions to grant and particularly to revoke
concessions can be made and implemented relatively quickly. Producers cannot be
certain that concessions on their imported inputs will be granted, or continue.
Similarly, the risk of losing a CTCO, or the danger that a competitor may gain one,
can reduce the attractiveness of an investment. APEA said:

... there is the congtant uncertainty associated with the ability of a domestic company to
overturn the concession (without proving capacity to produce) and to put the onus back on
the petroleum industry to re-establish its case; in addition to the cost of re-establishing the
case, thereisthe direct cost of tariffsin theinterim. (Sub. 184, p. 1.)

The NFF noted that the uncertainty aspects of the CTCS were a one-way street.

ECONOMIC EFFECTS 67
OF THECTC SYSTEM



At present the unpredictability and the associated risk lies aimost entirely on the side of the
user. The assisted manufacturer has ailmost entirely predictable conditions, in which tariff
protection can be invoked at will. (Sub. 185, p. 14.)

Nevertheless, the uncertainty associated with the CTCS needs to be placed in some
perspective. Business operatesin an inherently uncertain environment, of which the
CTCS is but one element. CESA stated that the private sector is characterised by
risk, uncertainty and reward. Apart from the vagaries of the competitive market,
Australia’'s exchange rate adds a further element of uncertainty to business decision-
making. Nevertheless, while uncertainty is a feature of the economic environment,
it should not be unnecessarily induced by government policy.

Technology transfer

Concessions can enable overseas technologies to become available to local
producers at world market prices, thereby saving the expense of costly research.
Obsolete plant and equipment can be scrapped in favour of more capital-intensive
techniques. Many participants drew attention to these advantages. For example, the
Chemical Confederation of Australia said:

Concessions granted on capital equipment imports facilitate the introduction of new
technology into the manufacturing process when new investments are undertaken. In some
cases the concession is of such significance to decide in favour of Australia rather than other
countries when new investments are planned. (Sub. 108, p.i.)

Without concessions, tariffs may impede the introduction of new (and appropriate)
technology. Deloitte Trade and Customs said that:

... iIn many cases, the necessity of paying the substantive duty will encourage (at the least)
the postponement of equipment replacement. If taken to the extreme, this may result in
eventual obsolescence of theloca capital equipment. (Sub. 170, p. 14.)

However, in some cases concessions may be inimical to the development of
advanced technology by Australian industry. Concessions may retard local industry
by reducing the assistance afforded activities which have the ability to produce
improved technologies.

While there is no doubt that concessions provide some local companies with
cheaper access to state-of-the-art technology, any benefit accruing to a local firm
from new technology associated with a CTCO is delivered in a fortuitous manner.
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In this regard, the CTCS can only provide a discriminatory means of achieving
technological transfer. If the CTCS were to operate otherwise, its administrators
would be required to make very difficult judgments about whether particular
products constitute genuine technological improvements and how long that will
continue to be the case. Similar considerations apply in the case of ‘high quality’
goods.

In short, the Commission considers that the CTCS cannot be modified satisfactorily
to overcome tariff-induced problems with the transfer of new technology into
Austraia.

4.4 Assessment

The CTCS has a pervasive influence on the Australian economy. About 12 per cent
of imports are entered under the scheme and, by ameliorating the taxation effects of
tariffs, it resulted in duty savings of nearly one billion dollarsin 1989-90. Since the
vast mgjority of CTCS imports are used by industries as intermediate or capital
inputs, the scheme clearly reduces production costs (without, in principle, reducing
protection to any existing industry).

By allowing access to imported inputs at world prices, within a tariff environment
in which many industries are still protected from import competition, the CTCS
increases effective assistance to the recipient activities. (At the same time, the
continuing general program of tariff reductions is reducing effective assistance by
lowering tariffs on outputs.)

Available evidence suggests that the CTCS has had little influence on the pattern of
assistance among industries. On that basis it cannot be said to have adversely
affected resource allocation. Moreover, the Commission’s economy-wide
simulations indicate that removal of the existing concessions would cause annual
GDP to decline by about $300 million in the short run, and by nearly $900 million
in the long run.

Clearly there is no economic justification for removing existing concessions
(CTCOs), especidly in view of the double adjustment costs that this would imply in
the context of the tariff reductions program.
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The economic performance of the CTCS aso makes it difficult to argue that there
should be no concession system in the future. Although the limited effect of
existing concessions on assistance disparities may be fortuitous, it nevertheless
creates a presumption that the system is not biased in favour of highly assisted
activities. Indeed, with tariffs declining annually, there will be less scope for
adverse resource allocation effects from the CTCS in the future.

The ‘flow’ of new CTCOs in recent times has been around 10 per cent of the ‘stock’.
If this continues, and the gains are proportional to those afforded by existing
concessions, then at present tariff levels the CTCS would provide incremental GDP
gains each year of around $100 million. As tariffs decline further, however, the
administration and ‘participation’ costs of the System will loom larger in relation to
the benefits from additional concessions, and at some point the value of continuing
the CTCS (if not the established concessions) may need to be reassessed.

In the meantime, in an era where the Government has signalled the continued
reduction of tariff protection in Australia, the Commission can find no case for
terminating a tariff concession system which alleviates taxes on production inputs
and other goods in awide area of economic activity.

The Commission accordingly recommends continuation of a system of
commer cial tariff concessions.

* * *

That being stated, all is not well with the existing System. The next three chapters
look at what can be done to improveit. The Commission’s approach is based on:

» the Government's general policy guidelines for the Commission;
» theneed for the CTCS to be consistent with the current role of the Tariff; and

» the objectives for the effective and efficient administration of the CTCS that the
IAC (1982b, pp. 86-7) enunciated; namely that the CTCS should:
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be simple to administer;

be easily understood and predictable;

produce consistent results;

operate at minimum administrative cost;

operate quickly and enable speedy decision making;
be open to public scrutiny;

provide incentives for compliance; and

provide an independent avenue for appeal.
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5 IMPROVING THE CTCS CRITERIA

Like the Tariff to which it relates, the CTCS can have a substantial impact on the
income of importers and local industries. As aready noted, the Commission
received much evidence about the value of the CTCS to particular firms, which in
some cases totalled many millions of dollars annually.

The marked income distributional consequences of tariffs, like taxes generaly, have
long been recognised as requiring Parliamentary scrutiny and control. Counsel to
the CAIA provided the inquiry with the following extract from the Great Statute of
1660:

... o rates can be imposed upon merchandise imported or exported by subjects or aiens, but
by the common consent of Parliament. (Sub. 74, p. D7.)

CTCS (and By-law) decisions are not individually scrutinised by Parliament, but are
delegated decisions, based on criteria which Parliament considers appropriate. In
principle, those criteria should ensure that administrative decisions are consistent
with the will of Parliament. This can include the exercise of discretion, even within
fairly broad standards, if Parliament considers it appropriate. But there should be
no ambiguity or inconsistency in those standards.

The recent legal and administrative history of the CTCS, as it has emerged from
evidence received by the Commission in this inquiry, suggests strongly that the
existing legislative criteria are not adequately meeting this test.

The ‘core’ criteria of the CTCS are whether goods:

* serving similar functions to the goods for which concessional entry is sought are
made in Australia; or

» are capable of being made in Australia in the normal course of business. (See
appendix B2.)

Each of these criteria has been beset by considerable problems of interpretation,
highlighted by the Federal Court cases mentioned in section 3.6. "Goods serving
similar functions' has been a particular source of difficulty, not so much because of
the expression itself, but because of the way it has been defined in the Act. It is
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worth looking at this matter in some detail, as it goes to the heart of the role and
purpose of the CTCS -- section 5.1 addresses it, and section 5.2 discusses the
‘capability’ core criterion.

The CTCS aso has two ‘discretionary’ criteria: whether the making of a CTCO
would have a substantially adverse effect on the market for any goods produced in
Australia; and whether the making of a particular CTCO would not be in the
national interest. These optional tests are dealt with in section 5.3.

5.1 Goods serving similar functions

Like other basic features of the CTCS, this criterion was proposed by the IAC in its
1982 report. 1t replaced the former criterion that concessions could be given where
there were no ‘suitably equivalent or reasonably available’ (SERA) domestically
produced goods. Interpreted literally, the latter criterion was considered to be at
odds with the Government’s objective that concessions not undermine tariff
protection to Australian industries (IAC 1982b, p. 123). In practice, Customs was
not required by the law to give concessions to goods which met the criterion, and
had generally interpreted it in a way caculated not to undermine industry
protection. Thus it might be concluded that the legidlative criteria of the time were
inappropriate, but the wide discretion they permitted had fortuitously resolved the
problem. The situation today isin some respects the opposite.

Objectives

The IAC took care in designing the test of ‘goods serving similar functions' to
ensure that assistance to existing domestic industries was not reduced by
concessional entry. In the industry policy context of the time, the IAC was
concerned that tariffs set for particular industries through the public inquiry process
-- taking into account the structure of the Tariff generally -- should not be
undermined.

Although the role of the Tariff has since changed, the IAC’'s view of when
concessions should be granted remains broadly appropriate. While the potential to
distort resource alocation is less than in 1982, concessions which suddenly reduce
assistance to existing industries would nevertheless be at odds with the
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Government’s current approach to Tariff reform, which emphasises the gradual and
predictable nature of the tariff reduction program. To the extent that they
selectively imposed unexpected adjustment on established producers, concessions
would depart from the perceived ground rules for reform, and could erode
community support for the general reductions program itself.

Thus the rationale for a test which does not disturb existing tariff protection to
established Australian industries remains. The question is whether the present
criteria meet what is required.

The case for ‘goods serving similar functions’

If the rationale of the concession scheme is to provide relief from tariffs which
serve no protective purpose, then the logical test to apply in assessing concessionsis
one which best indicates the protective effect of the tariffs in question.
Conceptually this would involve some measure of the market interaction between
imports and locally produced goods.

The lAC considered this, but had misgivings about its practicality:

The interaction in the market between two goods -- in economic terms the cross elasticity of
demand -- varies across a continuous spectrum from virtually nil to almost complete ... The
issue involved in considering commercial by-law is to determine a point on this spectrum at
which it is possible to say that the interaction between the goods is so small as to be
negligible.

Even if it were possible to measure this interaction accurately, and the Commission does not
believe it to be possible in all cases, the problem then arises that the measurement must
reflect an average for al consumers. ... the perception of substitutability between goods is
essentially subjective. (IAC 1982b, p.119.)

The IAC opted instead for atest based on the functions of the goods, as something
that could be more readily understood and applied.

Use of the word ‘functions' ensures consideration beyond the characteristics of the imported
products to the operations which the product has to perform. The word ‘similar’ has been
chosen because it stresses the likeness between things and implies that some differences may
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be overlooked. Thus the term ‘serving similar functions goes beyond the specific
reguirements of the applicant to encompass broader categories of demand. (IAC 1982b, p.
123)

The advantage of a ‘functionality’ test of that kind is that it can be applied by
Customs officials on the basis of available information about the characteristics of
goods and what purpose they serve. The test is also relatively ‘safe,, from the
perspective of protecting domestic industry, and this was encouraged by IAC
remarks that it should encompass broad categories of demand.

The IAC recognised that the expression, ‘goods serving similar functions, while
more appropriate to industry policy objectives than the SERA test, was capable of
different interpretations. Citing the example of a bulldozer and a shovel as goods
that might be supposed to both serve the function of digging earth (an example
repeated by witnesses in the present inquiry) the IAC emphasised the need to bear
in mind what was ‘practical and realistic in Australia today’. The IAC provided a
range of ‘ case studies' illustrating how to apply the tests.

Though the IAC did not spell it out, what its case studies were intended to do wasto
provide guidance to Customs to interpret ‘ goods serving similar functions’ such that
the range of concessions granted would come close to that which the market-based
concepts would in theory require.

Problems with legislative definitions

What the IAC’s use of case studies aso underlined was that the core criteria were
not self-sufficient; they needed guidelines for interpretation. It was not explicit
about how any such guidelines should be promulgated. In the event, the
Government chose to provide legislative definitions and the whole process was
eventually brought under the ambit of the Federal Court -- putting the selected
definitions under alegal spotlight.

Given the IAC’s concerns, there is some irony in the fact that the legislation used as
the principal definition of whether goods serve similar functions, the theoretical
concept ‘cross elasticity of demand’. That is, the legislation specifies that goods
shall be taken to serve similar functions if they are identical, or unless the
Comptroller is satisfied that ‘there would be no significant part of Australia in
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which there would be significant cross elasticity of demand between the goods' (see
chapter 3 and appendix B).

The Federal Court reasonably interpreted this to mean that if imports are not
identical to Australian goods, then a decision about whether they ‘serve similar
functions' depends exclusively on the cross elasticity of demand. Since the majority
of concession applications would not be granted if there were identical domestic
goods available, for practical purposes the ‘normal’ meaning of this core criterion,
as described in the passage quoted from the IAC (1982b, p. 123), was lost. (One
participant’s characterisation of what happened is presented in box 5.1.)

Box 5.1: A Cat and Dog Act ?

‘The similar function test is not really there, because it is-- | liken it to this: it is
like an act of parliament called the Dog Act, and it might deal with dogs, and it
has al these regulations about keeping dogs on a leash, and other things, and
then in the definitions it might say, "A dog is not a dog; adog meansacat, "so in
fact what it istalking about is cats. The point here isthat the similar function test
isnot there; it is only identity of goods or cross-elasticity of demand'.

Source: CESA, Transcript p. 1792.

The Parliamentary debate on the CTCS legidation in 1983 foreshadowed some of
the problems with the way this core criterion was defined. Senator Peter Rae said:

I am concerned because the new test will be the degree of ‘cross-elagticity of demand’
between the imported and the Australian produced goods. When we begin to import into
legislation what amounts to jargon, we are starting to go down a track that we may one day
regret taking. The term ‘cross-elagticity of demand’ may be of significance in economic
debates between economists, or people who have the enthusiasm to pursue the jargon of
economics. It is amost like returning to the practice of incorporating Latin maxims in our
legislation rather than expressing it in words which may be understood by the average
citizen. (Rae 1983.)
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These words have stood the test of time. Indeed, not only the average citizen, but
applicants and Customs itself have had difficulties in trying to work with the term.
ThelAC, initsreview of two particular CTCO decisions, concluded:

The requirement ... that Customs satisfy itself that there would be no significant cross-
elagticity of demand ... can, in practice, only be applied quaitatively. ... it cannot be
measured in prospective market situations or with respect to the closely specified goods
which are usually the subject of CTCO applications. The best that can be done is to make a
judgment about circumstances likely to pertain in the market place, taking into account all
relevant available information. In the Commission’s view, the wording of s. 269B(4) [and
269B(3)] now encourages confusion rather than precision in assessing whether goods serve
similar functions. (IAC 1989, p. 26.)

The difficulty of applying the cross-elasticity test has inevitably meant that it has
not always been used. The Federal Court has understandably taken the view that it
should be and this has (equally understandably) caused difficulties for those
Customs officers charged with making the decisions. This was borne out further
during the hearings. For example, one participant made the following observation
on hisfirm’s experience:

... we have gone to the trouble at times of presenting a very detailed cross elasticity demand
analysis to the tariff concessions branch and they have just looked at the figure and the
survey data and the equations we have put in and said, ‘Well, we don't understand any of
that. Sorry, we can't adjudicate onit.” (Cramb, Transcript p. 1806.)

The Law Council of Australia, in its submission, was also critical of the present
legidlative definition:

One of the difficulties inherent in the present system is that the sole determinant of similarity
of function is that of ‘significant cross elasticity of demand between the goods’ which is an
economic test of the market place involving a number of academic considerations that
Customs officers are not trained to deal with. ... Alternative criteria which are expressed in
readily understandable English should be prescribed in legislation. (Sub. 64, pp. 8-9.)

The Council recommended that cross elasticity be replaced by a ‘series of readily
understandable criteria ... that can be used as guidelines for making the
determination ..." (Transcript, p. 866).
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The Government’s proposed guidelines

A set of guidelines was in fact proposed by the Government (Customs 1989a).
They are reproduced later in box 5.2. The Government intended to adopt these
guidelines after passage of the Customs and Excise Legislation Amendment Bill
(No. 4) 1989 (‘the Amendment Bill’), which sought to delete the definitions of
‘particular goods,, ‘goods serving similar functions' and ‘ capable of being produced
in the normal course of business. However, these parts of the Bill were regjected in
the Senate in December 1989.

There was little comment on the guidelines in submissions for the initial round of
public hearings. Customs said that the proposed guidelines originated in
discussions with DITAC in which ‘we were trying to get back to the intent of the
1982 IAC report’ (Transcript, pp. 987-8). In its draft report, the Commission noted
that the guidelines had indeed picked up some of the key phrases used by the IAC in
describing what ‘goods serving similar functions' means and seemed to provide a
much improved basis for consistent decison making, particularly if used in
conjunction with the lAC’s illustrative case studies.

The mgjority of participants made no comment on this assessment in the draft report
and thus might be assumed to have had no objection, or at least no strong objection.
Of those who addressed the issue, however, about two-thirds expressed opposition
to the proposals. There were two sets of arguments: those to do with the words (or
concepts) used, and those relating to the replacement of legislative provisions with
Ministerial directions. The Commission had the opportunity in the draft report
hearings to explore the various arguments at length and has subsequently given
considerable additional thought to these important matters in formulating its fina
recommendations.

It is appropriate to deal with the second set of arguments first, as they involve
principles that go beyond the particular choice of criteria or guidelines.
Legislative or ‘administrative’ guidelines?

In the Amendment Bill, the Government proposed removing the definitions
associated with the core criteria atogether and replacing them with Ministerial
directions. In the Second Reading Speech it was observed:
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These definitions have proven to be a source of contention and have forced administrators to
interpret the legislation more narrowly than the Government intended. (Simmons 1989, p.
2406.)

In the Senate, the Government argued that:

We had set down the legal words to mean certain things, but we have found them not to
mean those things. (Cook 1989, p. 4587.)

The vigorous debate in that chamber turned on both the appropriateness of the
existing definitions and whether, if they were defective as it seemed, they should
not merely be replaced with more appropriate ones.

Are there not other criteria which could be set up and put into place far more simply than the
large number of amendments sought in this legidation? Has consideration been given to
other criteriathat might not be open to woolly interpretation? (Coulter 1989, p. 4588.)

A number of those participantsin thisinquiry who addressed the issues favoured the
use of administrative guidelines, generally on the grounds that it was impossible to
be precise and comprehensive in legislation, and that Customs discretion should not
be fettered by legalistic interpretations.

The Law Council, however, argued that such guidelines would ‘lead to
inconsistency in interpretation and application and commercia uncertainty for
participants in the system’ (Sub. 64, p. 3). Their interpretation was supported by
others. Counsel for the CAIA argued:

In my view, there is no reason, except for an inability to express what is desired, why
[administrative] guidelines should be used. The practice ... appears to be a comparatively
recent attempt to further emasculate parliamentary control, and prevent appeals to the courts.
(Sub. 74, pp. D7-8.)

It became clear in the draft report hearings, however, that some critics of this
approach had not appreciated the extent to which the guidelines as proposed by the
Government were to be subject to scrutiny and control. This may be attributable in
part to the term ‘administrative guidelines. The Bill had in fact provided for
Ministerial directions to be advertised publicly in the Gazette, to be tabled in
Parliament, and subject to disallowance by either House.

The Commission had also said in its draft report that it was not opposed to the
promulgation of guidelines by Ministerial directions provided that the
Commission’s other recommendation that the AAT be established was accepted. In
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discussions with the Administrative Review Council (ARC) at the hearings,
however, it became clear that the Federal Court would have had just as much
jurisdiction over Ministerial directions asif they werein the Act.

The ARC’s submission presented some compelling arguments in favour of the
legidlative route, which warrant being quoted at length:

... One purpose of an Act of Parliament is to provide all elements of the framework for the
administration of aregulatory scheme such asthe CTCS. All essentia parts of the decision-
making criteria should be contained in the primary legislation and not divided between the
primary legislation and any subordinate instrument. Explanatory material can be included in
other instruments but the central test for grant and rejection in a regulatory scheme such as
the CTCS should be contained in the Customs Act itself. On this view the definitional
material should remain in the Act and there should be a more concerted attempt to ensure the
definitions are not ambiguous or otherwise inappropriate.

The approach proposed in the draft report carries the following difficulties:

e access -- users will be required to obtain two instruments, in addition to amendments to
either of them, to understand the rules;

« complexity -- where the central working parts of a legidative rule are in separate
documents, interpretation is more difficult;

* incompleteness -- if the guidelines were disallowed, this could leave the legidation silent
on the meaning of concepts used in the Act; and

« frudtration of the parliamentary process -- where separate documents are used to state a
rule the consequences of disallowance of guidelines may make disallowance impractical
and thereby prevent meaningful parliamentary consideration of the guideines. (Sub.
307,p.5.)

The Commission is convinced by these arguments that any substantive
interpretation of the core criteria should be legislated. In addition, the Commission
acceptsthe ARC’s view that such guidelines should be non-exhaustive:

If this approach is followed, a list of factors to guide decision-makers should be included in
the Customs Act itself ... Given that flexibility is needed in the administration of the system
for CTCOs, thelist should be an open list. (Sub. 307, p. 6.)
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This should not of course preclude the administration from providing further
explanatory material in the Customs Manual. But this document should contain
only derivative and more superficial material having no legal status.

A ‘market test’ as the core criterion?

The second set of arguments had to do with the appropriateness of (a) the core
criterion of ‘goods serving similar functions and (b) the proposed guidelines
supporting it. On the first matter, a number of participants argued that ‘goods
serving similar functions’ should be replaced by a ‘competition’ test. The logic of
this position was approximately as follows:

» the present legidative scheme has made the current core criterion redundant in
its “ordinary parlance’ sense;

» al the weight is placed on “significant cross elasticity of demand', which the
Court has essentially interpreted as whether concessional goods “compete in the
market place' with Australian goods;

» this test is (conceptually) more in accordance with the objective of giving
concessions where the tariff has no protective effect;

» therefore it would be better al round if a market-based test replaced "goods
serving similar functions and became the sole criterion for determining
concessions.

It would be difficult to disagree with the first three steps in this argument.
However, the concluding step ignores that "goods serving similar functions' was
chosen in the first place precisely to avoid having to apply a competition or other
market-based test. The sequence just described has occurred because "goods
serving similar functions' has not been permitted in legislation to apply as the IAC
had intended (and, presumably, as the Government itself had envisaged -- as
evidenced by the 1989 Amendment Bill and the views of Ministers previously
cited).

The Commission's concern is not primarily with the use of technical expressions,
such as ‘cross easticity of demand. The fundamental difficulty is that the
underlying economic concepts, even when expressed plainly and well understood,
cannot be an operable basis for administrative decisions.

82 THE COMMERCIAL
TARIFF CONCESSION
& BY-LAW SYSTEMS



Participants suggestions for market-based tests included: ‘goods significantly
competitive with the particular goods'; ‘significant price competition’; ‘compete in
the same market’; ‘substantial adverse effect on the market for Australian goods;
and ‘demonstrable (negative) effect on the sale of locally produced goods (see
Appendix H). Arguments against the use of such tests were given by the IAC
(1982b) as noted previously, and have been considered afresh by the Commission.
The critical points are:

* none of the tests are directly observable -- they relate to a market interaction
contingent upon the (future) removal of the tariff, reducing the scope for
empirical assessments (the Commission saw no encouraging examples in this

inquiry);

» decisions inevitably require subjective evaluation of the hypothetical responses
of individuas;

* judgments also have to be made about the aggregate impact of individual
responses -- very few concessions could be granted if no effect at all was
permitted;

* itisnecessary to decide what degree of market interaction would undermine the
protective effect of the tariff (ie what is “significant’, or "demonstrable’, or
“substantial'?);

* market-based tests also create an incentive for applicants to "overspecify' the
goods they require, because the more narrowly the market is defined, the more
chance there is of "demonstrating' that there would be negligible interaction with
domestic production -- typified by the PV C foam blocks case discussed in IAC
(1989a).

In addition, each of the above suggestions for a core criterion has particular
difficulties of its own. For example, both "competition’, and "market' are abstract
concepts, requiring considerable definition, apart from guidance about how to judge
whether the criterion, once defined, is satisfied. Competition can relate to the
supply or demand sides of a market, and it has a particular meaning within trade
practices legislation which is not appropriate in this area. Markets, as discussed
later, rarely have neat boundaries and more commonly merge with one another.
Indeed functionality is generally seen as the best way of defining the market
relevant to a particular concession application.
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The adverse effect tests are reminiscent of ‘material injury’ in the anti-dumping
legidation. Customs and the Anti-Dumping Authority (ADA) have had
considerable difficulty coming to terms with that elusive concept (ADA 1989). The
number of cases is far greater in the concessions area and there would be the
additional difficulty of dealing almost entirely with threat of injury, which is more
elusive still.

In practice, as Customs has noted in a separate submission on ‘Competition as the
sole criterion for CTCOs’: ‘the current system is operating on competition as the
core criterion, although consideration is naturally given to functionality to help
define markets' (Sub. 308, p. 4). That submission confirms the misgivings already
expressed about the administerability of such a criterion. For example, Customs
saw a need for price thresholds as a tangible device for making decisions according
to the degree of competition. But while this would undoubtedly make
administration easier once the price benchmark is known, there is no sound basis for
choosing such key prices. Indeed the very approach assumes away the problem for
which it is designed to deal -- that is, measuring price elasticity. It is relative, not
absolute prices that influence substitution in demand and relative prices are a
moving target.

The Commission can see no economic case for providing a concession to high
price/quality items when items of lower quality and price are produced in Australia
Price and quality interact in a complex continuum. While there may be little or no
direct market interaction between the extremes of this continuum, there almost
certainly will be across ranges in between. Tariffs are set so as to be neutral with
respect to quality differences. In part thisis for ease of administration, but there is
also economic logic in avoiding distortion of choice within a product range by
atering relative prices. Indeed, one of the economic advantages of ad valorem
tariffs over quantitative import restrictions is that the latter can result in an
upgrading of the quality mix of imports, forcing domestic producers to stay in the
low quality end of the market.

Some of the concessions aready granted by Customs under the cross elasticity
clause seem questionable. Customs provided the Commission with the details of
one decision relating to secateurs, in which those with a ‘by-pass action’, or with
‘top clearance groove’ and ‘moulded handles’ were refused a concession, whereas
those with the additional specified features of a stainless steel and/or teflon coated
blade were prima facie gazetted (Sub. 285, Attachment A). This curious outcome
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would presumably not have happened if Customs had been free to apply a
commonsense interpretation of whether the goods served ‘similar functions. This
and other examples provided by Customs (and other participants) suggest to the
Commission that Customs is more likely to make decisions consistent with the
objectives of the CTCS if it is not obliged to use and confine itself to market-based
tests.

Improving the guidelines

The Commission’s re-thinking of these issues thus reaffirms the IAC'’s position in
opting for ‘goods serving similar functions. Properly interpreted, it encompasses
all the situations in which concessions should be granted on theoretical grounds.
While it lacks the theoretical rigour of an ‘elasticity’, the theoretical concept isin
practice not administerable directly, so the comparisonisirrelevant. ‘ Goods serving
similar functions' is the best proxy available.

As noted, the IAC’s approach was to illustrate how ‘goods serving similar functions’
should be applied and leave Customs free to do so, without formal legidative
guidance. The Commission can understand how that may have been perceived by
some as giving Customs excessive discretion. But this would have been constrained
in time by Federal Court interpretation and it seems unlikely that any such
interpretation could have caused difficulty comparable to that from the definitions
that found their way into the legidlation.

Nevertheless, legal history now dictates that something replaces those definitions.
As stated earlier, the Commission sees this as being a (non-exhaustive) list of things
to which Customs should have regard. Their purpose is to provide guidance about
how broadly or narrowly ‘similar functions' should be interpreted in particular cases
-- S0 as to minimise the number of concessions refused which in theory should have
been granted (because they would not undermine the Tariff).

Only afew participants commented on the substance of the Government’s proposed
guidelines, shown in box 5.2. The CAIA was opposed to the whole approach, as it
preferred to retain the existing definitions. The Commission has already explained
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why it sees little merit in that position. Others accepted the idea of having
interpretative guidelines (though preferring them to appear in legidation), but
differed about their content.

Box 5.2: The Government’s proposed guidelines for interpreting ‘goods
serving similar functions’

(8 The fundamental tests of this phrase are whether Australian made goods are capable of
fulfilling a similar function to the imported goods and/or whether the local goods and imported
goods compete in the same market.

(b) The phraseisto be interpreted to encompass broad categories of demand. The specific product
preferences of the importer are not relevant in determining whether goods serve similar
functions.

(c) In consideration of alternative methods of performing ‘similar functions’ regard must be had to
what is practical and realistic.

(d) The term ‘similar’ stresses the likeness between goods and implies that some differences may
be overlooked.

(e) Where the goods under consideration have a number of uses, the general functions are to be
taken into account as well as the specialist uses.

(f) The decision on how broadly ‘function’ should be interpreted must depend on the conditions
prevailing in the markets for the goods concerned. If Australian production of a class of goods
is widespread and relatively comprehensive, a broader interpretation is to be applied. If the
production is very narrow and speciaized, a concession is less likely to distort consumer
choice, and a narrower interpretation is to be applied.

Source: Customs (1989a).

Some attention was devoted in the hearings to the first guideline. CESA'’s draft
report submission took exception to it, arguing:

It in effect says that ‘function’ and/or competition is the criteria. This is clearly most
uncertain -- isit ‘and’, or isit ‘or’ in any particular case? What is the balance of ‘function’ as
compared with ‘compete. (Sub. 278, p. 1.)
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CESA went on to propose that the first half of the guideline be deleted, so that the
‘deciding criteriais, as currently, price competition ...’

Under the approach of putting substantive interpretation in the legislation, it would
in fact be redundant to include the first half of this guideline anyway. But retaining
the second half has problems as well. First, using the expression ‘the fundamental
test’ would seem to unnecessarily restrict Customs' discretion once again. More
importantly, it would be requiring Customs to assess ‘competition in the market’,
which it should not be obliged to do. Even placing it as just one test among others
would make it no easier to apply as a test. That is why ‘goods serving similar
functions' was chosen -- to avoid that need. (In terms of CESA’s analogy in box
5.1, what the Commission would like to doisto let the ‘dog bark’.)

Nevertheless, those participants who expressed concern that a broad functionality
test might lead Customs to refuse some concessions that would not erode tariff
protection have apoint. A competition test has the advantage of focussing attention
on what is conceptually involved. But other guidelines should be able to do that,
narrowing down the interpretation of ‘similar functions, without bringing the
problems associated with such atest.

The rest of the Government’s guidelines in box 5.2 were taken almost word-for-
word from IAC (1982b). They were clearly never intended to be inserted into
legidation in that form -- though, as the ARC observed, as Ministerial directions
they would have been scrutinised by the Federal Court anyway. The Commission
lacks the skills to provide precise legal drafting suggestions and will confine its
remarks to the principles, or ‘heads of consideration’ that should be taken into
account in revising these guidelines.

» Reference in the second guideline to "broad categories of demand' was objected
to by the CAIA on the basis that it should be left to the "applicant to determine
how broadly or narrowly he wishes to describe his goods. The Commission
agrees with this view (see section 6.5) and considers the expression "broad
categories of demand' to be potentially confusing in this respect. What it is
really referring to is conveyed by the second sentence on the irrelevance of the
specific product preferences of the importer, although “insufficient’ would be
better than "not relevant’. Just keeping that part should also allay some of the
concern of North Broken Hill Peko Ltd that the ACS would “only consider
applications on a quite broad functional basis instead of giving much needed and
practical flexibility to the system..." (Sub. 277, p. 3).
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In effect this latter requirement is precisely what guideline (c) is intended to do,
in stating that "regard must be had to what is practical and redlistic. Some
participants rightly considered this to be a subjective notion (Subs. 286 and 299).
Cramb saw it as nevertheless performing a useful role, in encouraging local
producers and Customs to be more conscious of current market realities. The
Commission agrees, given that it is just one among several guidelines. In its
1982 report, the IAC spoke of what is practical and redlistic “in Australia today’;
Cramb proposed adding instead the words "in the market place. Perhaps a better
way of focussing this guideline would be to ask whether it would be practical
and realistic "to substitute alocal product for the imported one'. Thiswould help
count out such combinations as "shovels and bulldozers' and reduce the prospect
of concessions being refused for consumer goods that serve different functions.

Guideline (d) merely defines the word “similar' and would add nothing to the
substance of legidation, although it could be a useful reminder in the Customs
Manual.

Guideline (e) on taking account of the general functions as well as specialist uses
of goods, was also considered to be superfluous by KPMG Peat Marwick, on the
grounds that ‘goods subject of the application must be tested against all goods
produced locally for any use’ (Sub. 286, p. 4). However, it would seem desirable
to draw attention to this distinction as it has considerable practical importance.
Tariff concessions granted on the basis of a particular user’s function could
obviously reduce protection to local industry where the goods serve broader
functions as well.

The final guideline in its present form is confusing, as it relates the choice of
“function' to breadth of production. Recast in terms of use, rather than
production, it makes more sense, but it is questionable whether it adds anything
to the preceding guideline.

Given the legidative history, Cramb's suggestion for an additional guideline to the
effect that "competition can occur between goods which are not identical or which
do not fall within the same tariff classifications is valuable. Such a guideline
should relate to similarity of function, however, rather than competition.
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Recommendations

While not offering precise legidative wording, the Commission emphasises the
following principles with regard to the core criterion of goods serving similar
functions:

“goods serving similar functions' should remain asthe core criterion;

* but it should not be defined in terms of identity or cross elasticity as in
present legislation;

e instead, Customs should have regard to a (non-exhaustive) list of
considerations set out in legidation (that is, Customs would be obliged to at
least take these into account, but could consider other things as well);

» thelegidation should addressthe following:

- the insufficiency of the specific product preferences of the applicant
(importer) in deter mining whether goods serve similar functions;

- consideration of whether it would be practical and realistic to substitute
local product for theimported one;

- consideration of general aswell as specialist uses; and

- recognition that goods which are not identical or which do not fall
within the same tariff classification may serve similar functions;

the Commission sees no benefit in including a mar ket-based or competition-
related test for which "goods serving similar functions and the above
guidelines are an administerable alter native.

This would permit Customs to choose an interpretation of ‘goods serving similar
functions' that is based on its meaning in ordinary parlance and is appropriate to the
particular goods in a concession application. Given the existing legislative scheme
and court interpretations based on it, it is important that this fundamental
requirement be clearly set out in legidlation.

It should also be emphasised that under the legislative scheme proposed by the
Commission, Customs should be able to take into account any information or
analysisthat is pertinent to itsdecision. (Thiscould include elasticity estimates.)
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It may be objected that, compared to existing legislation, this scheme provides
excessive discretion to Customs. On the contrary, the Commission considers that
the CTCS will prove unworkable unless it explicitly provides more discretion than
currently applies. The Commission aso considers that its external review
recommendations (discussed later in section 7.1) will provide an effective discipline
that decisions are taken on their merits, and are seen to be.

5.2 Capable of being produced in the normal course of
business

This second core criterion is used in situations where the local manufacturer is not
currently producing the item for which a concession order is sought, but claims to
be ableto do so. Itsinclusion was justified by the IAC in the following terms:

The Commission is of the view that produced or manufactured in Australia should also be
considered to include situations where the local industry has the capability to produce the
goods under normal Australian business conditions. Thus, if a product is normally
manufactured to order in Australia, a local producer would not be expected to produce a
prototype to demonstrate his capability to produce, even if the comparable product overseas
is manufactured for stock. For goods which are regarded in Australia as ‘stock’ items, mere
capacity to produce would not be regarded as sufficient. (IAC 1982b, p. 130.)

However the expressions ‘ capability’ and ‘normal course of business’ seem to have
raised as many questions as they answer.

Following the same scheme as for the interpretation of ‘goods serving similar
functions, the Government included a single legidative definition for interpreting
this criterion: namely the preparedness of the intending local suppliers to accept
orders in the normal course of business [s. 269B(7)]. A number of participants
argued that this test was inadequate, as the only way of really finding out whether a
manufacturer could do what he alleged was to place an order.

Cramb Consulting Group Pty Ltd suggested that judgment will always be necessary
in interpreting ‘normal course of business’ and considered the Federal Court’s 1988
judgment in Amcor versus Customs contains the most definitive interpretation (Sub.
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133, p. 16). The CAIA suggested that the same judgment had largely resolved the
interpretation of ‘capability’ (Sub. 74, p. 20). The judgment included the following
statements:

[It] isimplicit in the requirement of preparedness to accept orders for particular goods in the
normal course of business that the supplier has an ability in the normal course of business to
attract such orders ... The supplier must be prepared to accept orders in a competitive
environment and therefore to supply the goods of acceptable quality, at a competitive price,
within a reasonable time and to comply with any other obligations placed upon suppliers of
such goods in the normal course of trade.

Accordingly, an exceptional or extraordinary departure from the range and character
of orders which the supplier accepted may imply ... that the acceptance of such an
order was not in the ordinary course of business ... (Davies, Morling and Gummow
JJ 1988, p. 20.)

Commenting on the interpretation, Ernst and Y oung suggested that s. 269B(7) be
amended as follows to place greater onus on local manufacturers:

For the purposes of this Part, a person shall be taken to be capable of producing goods in the
normal course of business if, in the norma course of business, he has the physical and
technical capabilitiesto accept orders for the supply of such goods that have been, are being,
or are to be, produced by him within a reasonable period and at a reasonable, competitive
price. (Sub. 32, p. 9.)

In the 1989 Amendment Bill, the Government had proposed deleting the legislative
definition atogether and replacing it with interpretative guidelines issued as
Ministerial directions (see box 5.3). The guidelines are basically in line with the
IAC’s 1982 views on how the * capability to produce’ criterion should be used.

Some participants expressed concern that the core criteria take no account of quality
or safety (for example, Woodside Offshore Petroleum Pty Ltd, Sub. 61). This can
be particularly difficult in cases where international standards require the use of
equipment which local manufacturers are, in fact, unable to produce. While the
Commission’s proposals for the ‘goods serving similar functions’ criterion should
reduce some of this difficulty under the CTCS, it considers that changes to the
‘capability to produce criterion are not warranted to address the problem. As
discussed in the draft report, objective quality tests could be very expensive to
administer. Instead, the matter of recognising standards should come under the
scope of the By-law system.
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At the draft report hearings, there was relatively little comment on the core criterion
itself although there was general support for replacing s. 269B(7) with expanded
guidance, and for including the new guidelines within the legislation.

Box 5.3: The Government’s 1989 proposed guidelines for interpreting ‘ capable
of being produced in the normal cour se of business

(8) This phrase is to be interpreted in the light of ordinary Australian manufacturing practice. It
includes situations where manufacture to order of the category of product within the industry is
the norm in Australia. If a product is normally manufactured to order in Australia, a local
producer would not be expected to produce a prototype to demonstrate his capability to
produce, even if the comparable product overseas is manufactured for stock.

(b) For goods which are regarded in Australia as ‘ stock’ items, mere capacity to produce would not
be regarded as sufficient to refuse a CTCO.

(c) There should be a reasonable expectation that a local firm could produce the good with regard
to factors such as past production performance and technical capabilities before this becomes a
basis for rejecting a concession.

(d) Preparedness to accept orders will aso be considered an indication of capability to produce
goodsin the normal course of business.

(e) Inability of local supply to meet demand fully, i.e., shortfall and fallshort situations, shall not
constitute abasisfor a CTCO.

Source: Customs (1989a).

There is little doubt that the expression ‘capable of being produced in the normal
course of business' requires interpretation. The Federal Court has provided an
interpretation of the existing legidlation, as just noted, and the Government has
proposed replacement guidelines of its own (shown above). The Commission sees
itsrole as clarifying the economic principles at stake in any legislative amendments.
Consistent with its position on interpretation of the ‘goods serving similar functions’
criterion, the Commission considers that any substantive guidelines should appear
in the legislation itself, with more derivative material in the Customs Manual, and
that the list of considerations should be an open one.
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The rationale for a ‘capability to produce’ clause is to prevent concessions being
given which reduce protection to existing production activities. As the IAC
suggested, production activities can involve making things to order, as much as
making things for ‘stock’. (Perhaps the best example is industrial machinery, the
particular characteristics of which often depend on the requirements of the
purchaser.)

The underlying question, as with the system more generaly, is whether Australian
firms would have their tariff protection eroded if concessions were granted. |If
production of such an item goes beyond the firm’s activities -- that is, it has never
produced goods of that kind to order before, it has no obvious capability to produce
them, and/or it has not advertised for such business -- then the firm could hardly be
affected by the loss of the tariff (a tariff it had never used). Refusing a concession
in such circumstances would amount to retaining anticipatory, rather than actual
protection, and would be inconsistent with the present role of the Tariff.

Some implications of this for the Government’s 1989 proposed guidelinesin box 5.3
areasfollows:

» The first two guidelines understate the role of the "'made to order' nature of the
goods relevant to the capability criterion. This criterion applies only to such
situations, and this could be stated in one guideline. [The point in guideline (a)
about prototypes is obvious when seen in thislight.]

» Guideline (c) seems consistent with the main considerations of the Federal Court
in the 1988 judgment. The absence of such a test would mean having no basis
for evaluating claims of capability to produce and, inevitably, refusing to make
some CTCOs which would have no effect on local producers.

* Preparedness to accept orders [guideline (d)] should never be a sufficient
condition in itself for regecting a concession -- even with the necessary
gualification that such preparedness should obtain at the time the CTCO
application is made. The existing legislation speaks of preparedness to accept
orders in the normal course of business, which conveys something more. But
this is not a helpful definition as it again begs the question of what that phrase
means, as the Amcor judgments show.
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* Fluctuations in supply and demand conditions which give rise to fall-short and
shortfall situations [guideline (