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TERMS OF REFERENCE

I, PETER COSTELLO, Treasurer, under Part 2 of the Industry Commission Act 1989, hereby:

1. refer Australia’s automotive industry for inquiry and report within nine months of receiving this reference.
The inquiry will cover the passenger and light commercial vehicle sectors and the component sector
including both original and aftermarket components;

2. specify that in making its recommendations on assistance arrangements for the automotive industry from
January 2000, the Commission aim to improve the overall economic performance of the Australian
economy;

3. request that the Commission have regard to the Government’s desire to encourage the development of a
sustainable, prosperous and internationally competitive automotive manufacturing industry in Australia; to
improve the overall economic performance of the Australian automotive industry; to provide good quality,
competitively priced vehicles to the Australian consumer; and its commitment to abide by Australia’s
international obligations and commitments;

4. specify that the report include options, including a preferred option, and implementation strategy, and the
Commission consider how the Australian automotive industry will evolve within a world trading
environment through the next decade, and that the Commission consider APEC developments on market
liberalisation, and the timing and extent of cost reductions from other microeconomic reforms;

5. request that the Commission report on:

(a) emerging national and international market factors affecting the industry, including its current 
structure, rationalisation, competitiveness and barriers facing Australian exports, drawing 
international comparisons where appropriate;

(b) the advantages and disadvantages of Australia as an investment location for all phases of 
automotive activity, from research and development to manufacturing and export;

(c) the potential for further development of the industry, including the scope for improving 
productivity and workplace practices;

(d) an appropriate policy framework to address the environmental issues facing the industry, including 
meeting fuel efficiency and emissions targets;

(e) the effectiveness of Australian research and educational infrastructure in providing design, 
engineering and other skill capabilities;

(f) the impact of current assistance arrangements for the industry, and regulatory and standards of 
arrangements, on its structure, performance and competitiveness, and on Australian consumers, 
resource allocation and growth prospects generally;

(g) any measures which could be undertaken to remove impediments or otherwise contribute to the 
efficiency and development of the industry, including ways of reducing the regulatory burden on 
small business; and

(h) the impact of its proposals on relative assistance between the vehicle manufacturing and the 
component manufacturing sector; and

6. specify that the Commission take account of any recent substantive studies, and have regard to the
economic, social, environmental and regional development objectives of governments.

PETER COSTELLO

4 August 1996
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OVERVIEW

The Australian automotive industry has been subject to
government direction and review for nearly 50 years.
History shows that the higher the level of assistance to
the industry the poorer the industry’s performance.
The frequency of assistance reviews has added an
extra element of uncertainty to the investment
environment for the industry.

The Commissioners
agree that past tariff
reforms have been
beneficial.

In this report the Commission acknowledges the
contribution past assistance reforms have made to the
development of the automotive industry.  However,
there are differences of views between Commissioners
about key policy recommendations contained in the
report.

There is a difference of
views about key policy
recommendations.

The analysis and conclusions in this Overview are all
supported by Mr Scales and Mr Rae.  A summary of
Mr Webber’s findings and recommendations follows
this Overview. Mr Webber’s minority position
commences on page 399 of the report.

It is the view of Mr Scales and Mr Rae that this inquiry
should be the last of its kind into the Australian
automotive industry.  The industry is now nearing the
end of a 20 year adjustment path and implementation
of their preferred option for assistance reform after
2000 would eliminate the need for any further
comprehensive industry specific reviews.

____________________________________________________
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The industry in perspective

This report is about the performance of the
manufacturing sector of the Australian automotive
industry and the factors which will affect its capacity
to be internationally competitive in domestic and
export markets.

The tariff to apply after
2000 is the key policy
issue.

The report examines the cost and benefit to the
Australian community of providing special assistance
to the manufacturing sector of the industry and
contains recommendations about appropriate
assistance levels for the future.  The tariff level to
apply beyond 2000 has become the most important
issue of the inquiry for industry participants.

The majority of
employment in the
Australian automotive
industry is in the
services sector.

The Australian automotive industry includes the sale
of new and used vehicles, replacement parts and
accessories; vehicle repair; component and vehicle
manufacturing; design and engineering services; and
other services such as freight, finance and insurance.
Despite the high profile of the manufacturing sector of
the industry, the services sector accounts for about
80 per cent of total industry employment.  The
maintenance of an efficient automotive industry
services sector is not dependent on automotive
manufacturing activity.

Automotive
manufacturing accounts
for about 1% of GDP,
and output is growing.

The manufacturing sector of the automotive industry
accounts for about seven per cent of total
manufacturing value added and about one per cent of
Australia’s GDP.  Between 1986–87 and 1993–94, the
value of output increased by around 9 per cent in real
terms.

There are four assemblers of passenger motor vehicles
in Australia (Ford, Holden, Mitsubishi, and Toyota)
and about 200 component suppliers.  All four
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assemblers are foreign owned and controlled, as are
many of the major component producers.

Total employment in the vehicle and component
manufacturing sectors was 47 100 in 1995, of which
23 800 were in Victoria and 13 900 in South Australia.

The industry is
regionally concentrated
in Victoria and SA.

Victoria accounts for about 54 per cent of the value of
vehicle and parts production, and South Australia
around 33 per cent — which is about one quarter of
South Australia’s manufacturing activity.

The international automotive industry

The international
automotive industry is
complex and diverse.

The international automotive industry is characterised
by large firms with a presence in many countries,
either as vehicle assemblers or as parts and component
suppliers.  There is significant diversity in products
and production techniques in the industry.  Typically,
the major vehicle manufacturers now use common
basic designs (platforms) for vehicles produced at
various locations around the world.  For example,
Toyota produces variants of the Camry in five
countries and sells cars in about 160 countries.

Globalisation has led to
rationalisation of
models, components, ...

Assemblers have rationalised their international
sources of components and this has encouraged a
move towards larger component suppliers who also
have production facilities in several countries.  Some
of the world’s largest component companies are
wholly owned subsidiaries of one or other of the large
vehicle producers.

... and design. The impetus for globalisation derives from the high
cost of design and engineering and the associated
benefits of large scale production.

Parent companies of
multinational firms
develop global
production and
marketing strategies.

An effect of globalisation of the industry is to provide
the major vehicle producers with a greater choice as to
where they design vehicles, where they obtain supplies
of a particular model for markets into which they sell,
and a choice as to where they obtain components for
their various models.  These global production and
marketing strategies are developed by the parent
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companies, with global and regional strategies
sometimes over-riding local considerations.

There is excess production capacity around the world  
—  a circumstance which is not new.  The recent
economic growth of Asian countries has created new
markets for the industry and has added significantly to
the industry’s production capacity.

The number of countries with indigenous automotive
industries is expected to increase over the next decade
and beyond.

The Australian industry

Australia accounts for
less than 1% of world
automotive production
and consumption.

The Australian automotive industry, which accounts
for less than one per cent of world automotive
production and consumption, is a microcosm of this
global industry.  All four assemblers are subject to the
strategic direction of their foreign parent companies.
To various degrees they all use global design
resources, sell locally produced and imported vehicles
on the domestic market, use components from
domestic and foreign sources, and export designs,
vehicles, and components.

Global links provide
access to world
technology and markets.

The Australian vehicle producers have access to world
technology and capital through links with global
automobile producers.  The industry has access to the
world’s major markets for its products (the USA,
Japan, and Europe), but access to some Asian markets
is restricted.

Australian component producers are similarly
integrated with the global industry, many also being
subject to the strategic direction of foreign parent
companies.  Many export, and some rely on exports for
a large proportion of their sales.

Production and markets

Scale of domestic
production is small by

The scale of production of Australia’s assemblers is
small by world standards.  Whereas annual production



OVERVIEW

XXV

international standards. in excess of 150 000 vehicles per plant is common in
other countries, Australian assemblers’ annual output
is between 40 000 to 110 000 vehicles.

Economies of scale are
important.

These low volumes disadvantage Australian
assemblers relative to those operating large scale
plants, because economies of scale are very important
in vehicle assembly (and component production).

The domestic market is
growing strongly.

Annual sales of new passenger motor vehicles in
Australia have fluctuated around 450 000 units for the
past two decades.  But the market is not stagnant as
some participants have claimed.  New registrations
have grown strongly since the 1990–91 recession, with
registrations in 1996 of 492 058 vehicles.

There have been
significant production
and market changes
since 1988 when quotas
were abolished.

Since 1988, when import quotas were abolished, there
has been a significant change in the orientation of
domestic vehicle producers; the market mix according
to vehicle size has changed; and the import share of
the market has increased.  Domestic producers’ and
importers’ responses to the changed assistance
environment, and the ready availability of small/micro
vehicles, have been responsible for much of the
changed market and production orientation.

Domestic producers are
concentrating their
production on the upper
medium market segment.

Domestic producers are increasingly concentrating their
production on the upper medium segment of the market.
Historically, Ford and Holden six cylinder rear wheel
drive vehicles have dominated this market segment.
Production of these vehicles increased from 148 000 in
1988 to 208 000 in 1996.  Now, together with the six
cylinder versions of the Mitsubishi Magna and Toyota
Camry, they account for about 99 per cent of the upper
medium vehicle market.

Domestic vehicles

Market share by segment, 1988 to 1996
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dominate the upper
medium market
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... which is growing
strongly.

The upper medium market segment has grown more
strongly than the total market in the 1990s.  For the
combined medium, upper medium and luxury market
segments, domestic producers have maintained a
market share of almost 80 per cent since 1988.

Small vehicles account
for most of the recent
increase in imports.

The share of the market attributable to small vehicles
and micro/light vehicles increased from 27 per cent in
1988 to 37 per cent in 1996.  Imports of small and
micro/light vehicles accounted for most of the overall
increase in imports.  This growth in the share of
imports has been driven by three main factors:

•  better availability of small cars because of the
removal of quotas in 1988;

•  the increasing popularity of imported micro/light
vehicles for which none of the local producers
cater; and

•  the strategic decision by local vehicle
manufacturers, except Toyota, to withdraw from
small vehicle production and source their small
vehicles from their overseas operations.  This
decision was influenced by the Government’s desire
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to reduce low volume production in Australia.  Over
the period 1988 to 1996 local production of the
Mitsubishi Colt, Ford Laser and Nissan Pulsar
ceased.

.
Medium, upper medium and luxury car

market, 1988 to 1996
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Domestic producers are
significant importers of
small cars.

Ford, Holden and Mitsubishi now account for more
than one quarter of all imports of small and micro/light
vehicles.

Between 1988 and 1996 the medium car share of the
market declined from 29 per cent to 10 per cent.
Much of this decline can be explained by local
manufacturers ending co-badging relationships, and
the repositioning of locally produced medium cars
(Mitsubishi Magna and Toyota Camry) into the upper
medium category with the introduction of six cylinder
engines.
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Imports accounted for
86% of the small car
market in 1996.

Micro, light and small car market, 1988 to 1996
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Distinguishing features of the market for new
passenger motor vehicles in Australia are:

•  the high market share held by upper medium sized
cars (40 per cent);

•  the dominance of this segment by domestic
producers; and

•  the low proportion of sales of these vehicles to
private buyers.

Fleets buy 75% of all
upper medium cars ...

Seventy five per cent of new upper medium cars are
purchased by fleets, and one third of these are
classified as government purchases.  In fact,
government purchasing policies which favour the
purchase of Australian made vehicles provide
domestic producers with a substantial captive market.

These market features create a strong secondary
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market for fleet vehicles.  Most private owners of
upper medium cars obtain their vehicles in this
secondary market.  In terms of price, these vehicles
compete directly with new small and medium cars.

... whereas most small
cars are sold to private
buyers.

In contrast, most new small cars are sold to private
buyers, the exception being the locally produced
Toyota Corolla which relies on fleets for around
50 per cent of its sales.

Industry performance

Assistance reforms have
encouraged improved
performance and given
the industry a global
focus.

Changes in the form and level of assistance to the
industry, in concert with globalisation strategies of
vehicle manufacturers, have encouraged improved
performance.  Reduction of tariffs on imports, and
incentives to export, have redirected the industry’s
focus from a protected domestic market to the
international arena.  Many component producers are
now internationally competitive and successful in
export markets.  Most assemblers have also improved
their export performance.  However there is still much
variability in performance among component
producers and among domestic assemblers.

Many developments
were unforeseen.

The industry has developed in ways which could not
have been foreseen at the start of the assistance
reduction program.  For example, Holden consolidated
its Commodore production in Adelaide, significantly
improving its competitiveness; implemented plans to
manufacture another vehicle, primarily for export;
established itself as a design and development centre
for General Motors in the Asian region; has been
designated a centre of expertise in heating, ventilating,
and air conditioning for General Motors’ international
operations; and has been given responsibility for the
development of General Motors’ rear wheel drive cars
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outside North America.

Exports have grown
strongly.

Automotive exports real value FOB, 1985 to 1996
(1996 dollars)
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Components

There is scope for
further productivity
improvement.

In the Commission’s view there is scope for further
improvement across the industry, even at current sub-
optimal production levels.

Productivity of vehicle assemblers

Labour productivity has
improved, but ...

Labour productivity in the vehicle manufacturing
sector has improved over recent years.  For example,
Ford indicated that it has increased the number of cars
built per employee from around 10 in 1990 to 16.6 in
1996.  Holden said that its direct labour requirement to
assemble a vehicle has fallen from almost 37 hours in
1988 to 24 hours in 1996, with a target of 20 hours per
vehicle in 2000.

These results are impressive.  But they need to be
interpreted with caution because during that time there
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may have been substitution of capital for labour as
new production processes were introduced, and many
processes were contracted out to component suppliers.

International comparisons of labour productivity
indicate that, although performance has improved over
time, most Australian assemblers lag world best
practice by a substantial margin.

... international
comparisons show that
Australian assemblers
were well below world
best practice in
1993–94.

International comparisons of PMV assembly
productivity, 1988–89 and 1993–94
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One highly respected international survey conducted
for MIT’s International Motor Vehicle Program
(IMVP) shows that while Australian assemblers
improved their labour productivity by 14 per cent
between 1988–89 and 1993–94, European assemblers
improved their labour productivity by 30 per cent.
Meanwhile the European plants remained well behind
the performance of their American and Japanese
counterparts.

The Commission approached the four local assemblers
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with an offer to update the IMVP survey.  Holden
agreed to participate unconditionally, Toyota said it
would participate if the other three assemblers agreed,
but Ford and Mitsubishi would not agree to the
proposal.

Profitability of assemblers

Profitability varies
across the industry.

Profitability of the vehicle assemblers has been
variable over the past decade.  Following large losses
in the early 1990s, the average of the four assemblers’
profitability is now positive and increasing, mainly
through the increasing profits of Ford and Holden.
However there is considerable variability between
assemblers.  Ford and Holden reported record profits
in each of the past three years.  The after tax profit for
Holden’s automotive operations (excluding its engine
plant) was $260 million in 1995, and Ford’s record
1996 after tax profit was $217 million.  These results
compare with losses reported by both Mitsubishi and
Toyota.  Mitsubishi has reported losses for the past
two years, and Toyota for each year since 1989.

Vehicle prices and affordability

Since 1984 there has been a decline in vehicle
affordability.  Prices of both imported and locally
made vehicles have increased at a greater rate than the
CPI and average weekly earnings.  Since 1984, the
number of weeks of average weekly earnings required
to buy a ‘family six’ has increased from 31.5 to 41.
However, most of this decline in affordability occurred
before the industry became more effectively exposed
to import competition, this being in 1988 when
quantitative restrictions on imports were removed, the
tariff was reduced from 57.5 to 45 per cent, the current
program of phased tariff reductions commenced, and
abolition of the local content scheme was announced.

Motor vehicle affordability
December 1984 to December 1996
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Vehicle affordability has
declined.
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Vehicle price increases have been caused primarily by
changes in the value of the Australian dollar relative to
other currencies.  These exchange rate effects on the
price of cars have outweighed the price-reducing
effects of tariff reductions.

Performance of component manufacturers

The factors which have provided the impetus for
improved performance of vehicle assemblers have
provided, in general, even greater competitive
pressures for the domestic component industry.  In
addition, the removal of the local content scheme in
1989 exposed the component sector to significant
international competition for the first time since the
early 1960s.

Assemblers place price
pressure on component
manufacturers.

Whereas assemblers have had the price effects of tariff
reductions diluted by exchange rate movements,
component suppliers to the domestic industry have
been required by assemblers to reduce their prices at
about the same rate as tariff reductions (2.5 per cent
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per annum).  They have responded to this challenge
positively and many now have a greater export
orientation than the assemblers.

Globalisation has
reduced the number of
component suppliers and
fostered joint ventures.

Globalisation of the automobile industry has created
competitive pressure, as well as providing
opportunities, for component producers.  The trend for
assemblers to reduce the number of component
suppliers, and the requirement for some component
production to be in close proximity to assembly plants,
have favoured the globalisation of component
production and encouraged the export of component
design and engineering services.  Globalisation has
also fostered the development of many joint ventures
between assemblers, between component producers,
and between assemblers and component producers.

Component sector
productivity has
improved, but varies
widely between firms.

Measures of labour productivity for the component
sector indicate a steady improvement since at least the
early 1990s.  The Commission was provided with
many examples of productivity improvements made by
individual firms.  But performance seems to vary
widely between firms.  Some evidence shows that
while the major component producers have made
impressive gains, others, particularly second tier
suppliers to the major component producers, fall well
short of world best practice.

Industry responses to competitive pressures

Australia’s strength in
R&D has been
recognised.

Automotive firms have responded to the demands of
increased competition in various ways.  For example,
some firms have invested in research and development
(R&D) capabilities.  The success of this strategy is
evidenced by multinational firms locating their
regional R&D headquarters in Australia and by
independent Australian firms selling design and R&D
services to the international market.

Various Government programs provide support for
industry R&D.  In particular, two Cooperative
Research Centre programs have direct application to
the automotive industry.  But concerns were expressed
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about divergent research priorities between
universities and business, and the impact these
different priorities were having on the effectiveness of
the programs.

There is now more
emphasis on lean
production, skills
development and flexible
work practices, but ...

Another response to increased competitive pressures
has been the adoption of lean production techniques.
This process aims to institutionalise the goal of
continuous improvement in production.  Consistent
with the adoption of lean production techniques,
participants report increased emphasis on skills
development and the implementation of flexible work
practices.  Both changes encourage the on-going
development of positive and cooperative employer-
employee relationships which are essential to facilitate
continuous improvement in industry performance.

... there is room for
further improvement.

However, many participants believe that the benefits
available from adopting lean production, and
improving workforce skills and flexibility in work
practices, have not yet been exhausted.

Labour markets

Labour relations and
labour productivity have
improved, but ...

... much is still to be
done.

While employee-employer relationships and labour
productivity have improved, much is still to be done.
Factors that continue to inhibit labour productivity
include:

•  less than best practice in vocational education and
training;

•  the complexity of the award system;

•  pattern bargaining; and

•  restrictive work practices.

Positive steps have been the introduction of award
restructuring, enterprise bargaining and, more recently,
the enactment of the Workplace Relations Act, which
will further facilitate workplace agreements.

The Workplace Relations Act may need to be reviewed
in light of the changes to the original intentions of the
Bill, to ensure flexibility in the workplace.  For
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example, the maintenance of the ‘no disadvantage test’
and vetting of agreements by third parties may need to
be reconsidered once the new arrangements are tested.
In addition, over time it should be possible to reduce
the number of provisions defined as safety nets.

Governments should also implement workers’
compensation and OH&S reforms.

Industry linkages

The industry has
strong links with
other industries
and uses advanced
technologies ...

The Australian automotive industry has strong links to
other industries.  It is a large and exacting customer,
which has driven improved supplier performance.
Participants said that the industry provides a level of
demand necessary for the viability of some non-
automotive industries and that it contributes to the
increased use of technology and skill levels across the
economy.  They argued that because of these attributes
assistance for the automotive industry should be
maintained above that available to other industries.

... as do other industries. The Commission observes that these attributes are not
unique to the automotive industry.  Every industry has
linkages with other industries.  But this does not mean
that they should all be provided with government
assistance because of their interdependence as
suppliers and producers.

Similarly, there is no case for government assistance
when the benefits of improved supplier performance
accrue mainly to assemblers, their suppliers, and
consumers.  In the case of the benefits flowing
significantly to the wider community from training and
the diffusion of advanced technologies used by the
automotive industry, the Commission has not been
made aware of deficiencies in generally available
government support to the industry for skills
development and technology transfer.  Quite the
reverse  —  the industry seems to be a significant
beneficiary of government assistance for training and
research and development, at both the Commonwealth
and State level.
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Environmental and safety regulation of motor
vehicles

Complying with environment and safety standards
imposes costs on vehicle and component producers.  It
is therefore essential that such standards are
appropriate for the Australian environment, road, and
driving conditions, and that testing for compliance
with standards does not impose unnecessary costs on
producers.

The environmental impact of vehicles is best thought
of in terms of their total impact on the environment.
In this context, problems such as setting and achieving
vehicle emission and fuel efficiency targets are
complex and are not easily solved.

International safety
standards should be
adopted where possible.

The issue of safety regulation is less complex.  It is the
Commission’s view that where international safety
standards are equivalent to Australian safety standards
they should be recognised by the relevant authorities.
Similarly, if the international processes for vehicle
compliance testing are appropriate, they too should be
recognised.

The regulation of vehicle safety and environmental
impacts could reasonably be the subject of an inquiry
in its own right.  The Commission therefore has
avoided arriving at a series of policies which might
form only a partial solution to a very complex issue.
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Assistance issues

Current assistance

The industry has
received special
assistance for nearly 50
years.

The Australian automotive industry has received
significant and special assistance and support from the
Australian community for nearly 50 years.  Assistance
to the industry is gradually declining, but even with the
tariff reductions already scheduled, the tariff rate on
automobiles and components in the year 2000 will be
three times greater than the rate available to any other
manufacturing industries in Australia except textiles
clothing and footwear.

The automotive industry is currently assisted by a
tariff of 22.5 per cent, phasing down to 15 per cent by
2000.  Component producers are assisted by a tariff of
22.5 per cent on original equipment components and a
tariff of 15 per cent on replacement or ‘aftermarket’
components.  These tariffs protect the industry from
some import competition.

The industry enjoys a
special position.

The special nature of assistance to the industry, and
the privileged position the industry enjoys, are well
illustrated by the fact that while the rest of the
community is required to pay tariff-inflated prices for
its automotive products, domestic vehicle and
component manufacturers do not pay tariffs on many
of their own imports of cars and components:

•  in 1996 the four assemblers imported free of duty,
about $1.1 billion of cars and components under a
special import by-law scheme; and

•  the industry was a major beneficiary of an export
facilitation scheme under which cars and
components to the value of $624 million were
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imported free of duty in 1996 as a result of its
exports.

The case for special treatment

The industry asked for
continued special
treatment.

The Commission has considered the industry’s case
for continued special treatment and has concluded that
there are sound reasons for aligning the level of
assistance to the automotive industry with assistance
available to manufacturing industry generally.  There
was support for this conclusion from within the
industry itself — for example, Holden acknowledged
the elimination of tariffs as an important goal.

Its arguments were not
convincing.

No convincing arguments were advanced to support
continued preferential treatment of the automotive
industry.

Automotive industry tariffs reduce the size of the
national economy, impose high costs on consumers,
and provide scope for industry inefficiency.

Tariffs increase the
price of cars.

A tariff is a tax on imported products.  The direct
effect of a tariff is to raise the prices of imported cars
above what they otherwise would be.  This restricts the
sale of imports on the domestic market and allows
domestic producers to charge higher prices, and gain a
greater market share (of a smaller market), than they
could in the absence of the tariff.  In this way the tariff
provides support for production which is not
internationally competitive.

Buyers of imported cars pay a tax (the tariff) to the
Federal Government.  Those buying domestic cars also
pay a tax, in effect a subsidy, to domestic producers
because of the price-raising effect of the tariff on
imported substitutes.

Effects on economic efficiency

Automotive tariffs penalise efficient Australian
industries.  They raise costs directly to all producers
who use cars in the course of conducting their
business — that is, most Australian businesses.



THE AUTOMOTIVE INDUSTRY

XL

Tariffs also raise other producer costs indirectly.

Tariffs penalise efficient
industries.

Automotive tariffs also disadvantage Australia’s
efficient export industries such as agriculture, mining
and service industries, by restricting imports of
vehicles and parts and so placing upward pressure on
the exchange rate.

By inflating the cost of cars to consumers, tariffs
reduce consumer demand for the output of other
Australian producers.

Economic models of the economy can be used to
estimate the economy-wide effects of assistance.  Such
models are simplifications of the real world.  They do
not capture all of its complexities and should not be
used as a basis for policy formulation.  But they can
provide valuable insights into the workings of the
economy which aid policy judgements.

There are economy-wide
gains from reducing
tariffs.

Three participants submitted estimates from different
economic models and the Commission contracted the
Centre of Policy Studies, Monash University, to
provide estimates of the effects of tariff reductions.
The estimates from all models showed gains to the
economy from further tariff reductions after 2000.

Under conservative assumptions designed to provide a
lower bound to the size of likely long-term gains from
reducing tariffs from 15 to 5 per cent, and without
taking account of economies of scale, estimates from
the MONASH model show a GDP gain of
$165 million per annum ($76 million in real
consumption per annum).  The Commission considers
these to be the minimum likely ongoing national gains
from such a tariff reduction.

Under those same conservative assumptions, but
providing for the industry to benefit from scale
economies, the MONASH model estimates the
national GDP gains to increase to $904 million per
annum ($689 million real consumption).

The gains are worth The Commission considers that gains which are likely
to be at least of these magnitudes are worth having.
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having. They would accrue in full each year and would make a
valuable contribution towards increasing Australia’s
future living standards.

Effects on consumers

Automotive tariffs impose high taxes on consumers.

The cost to consumers is
high.

The Commission estimates that in 1996 purchasers of
new motor vehicles paid $1.8 billion extra for their
vehicles because of the tariff.  This is equivalent to an
average increase in price of about $3400 per vehicle
sold on the Australian market.  Over the life of the
current assistance arrangements (1993 to 2000) car
buyers will have paid an extra $13 billion for their
vehicles because of assistance to the industry.

By 2000, when the tariff has been reduced to 15 per
cent, the effect of assistance on new car prices is likely
to be an average of around $2100 per vehicle sold.

Effects on incentives

Tariffs provide scope for
inefficiency, but ...

Automotive tariffs provide scope for inefficiency.
They insulate the domestic industry from the rigours of
international competition and allow the industry to
delay the introduction of efficient work practices and
new technology.  Tariffs also provide scope for
inefficiency on the part of domestic supplier and
service industries.

When required, the domestic industry has responded to
competitive pressures.  But it has demonstrated less
commitment to reform when those pressures are
eased — as was the case in the 1970s and early
1980s — and has not proceeded with necessary reform
ahead of those pressures.  More than two full
investment cycles have passed since the tariff
reduction program commenced, yet the industry claims
that it needs more time to adjust.

... inefficiency and

If the industry is to modernise and make the transition
to large scale exports without assistance, as Holden
has concluded that it must, it is essential that scope for
inefficiency in the form of protection from import
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export success are
incompatible.

competition be removed.  If the industry needs tariff
protection to compete in its own market against
imports faced with high freight disadvantages, it has
little prospect of exporting successfully.

The argument put by some participants to this inquiry,
that by increasing domestic prices the tariff allows for
marginal pricing on the export market is, in effect, a
proposal for Australian car buyers to subsidise foreign
car buyers.  It is not the way to develop an
internationally competitive industry.

Suspending further tariff reductions

Arguments for
a pause ...

Many participants, while agreeing that tariffs should
be reduced to 5 per cent sometime after 2000, argued
that further reductions should be suspended until a
wide range of economic reforms, some domestic and
some international, are implemented at some time in
the future.  (These arguments are discussed below.)

... can be seen as
requests for tariffs to
stay at 15% indefinitely.

However, as no participant identified a precise time, or
trigger, for the recommencement of reductions, the
Commission has seen these requests as advocacy for a
15 per cent tariff on automotive products to apply
indefinitely.  Furthermore, determining whether or not
any or all of the conditions had been met would be so
subjective, and the timing so unpredictable, that
compliance with the industry’s request for certainty in
assistance policy would become impossible and would
not provide a stable basis for investment decisions.

The Commission’s view is that a halt to assistance
reform would be most inappropriate.  The industry has
been pursuing better performance since 1984 when, by
its own admission, its structure and performance were
very inefficient.  It started this pursuit a long way
behind world best practice and is only now
approaching world standards for some of its activities.
By 2001 there will still be room for improvement.

A halt to assistance
reductions would be

A halt to assistance reform would remove the most
effective incentive the industry has had to improve its
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inappropriate. performance.  It would put at risk the gains made so
far and jeopardise the industry’s chance of ever
catching up to its international competitors. The rest of
the world will not pause if the Australian automotive
industry stops to catch its breath.

To suggest that the industry needs a 15 per cent tariff
to compete with imports is to admit that the industry
has little prospect in the foreseeable future of
becoming truly internationally competitive.  The
Commission does not believe this to be the case.

The industry’s case for suspending tariff reductions
beyond 2000 relates to international trade
considerations, progress with microeconomic and
taxation reform, and the future viability of the
automotive industry.

APEC and other trade considerations

Access to major export
markets ...

Many participants argued for better access to export
markets (particularly in Asia) before reducing tariffs
below 15 per cent.  One line of argument advocated a
freeze on further tariff reductions after 2000 until
other countries reduced their own automotive trade
barriers, and another advocated using Australia’s
automotive tariffs as a bargaining chip in future
international negotiations.  (Chapter 7 and Appendix I)

... is already open, but ... The Commission notes that Australia’s access to major
export markets is already open.  Most of the world’s
largest automotive markets have lower tariffs than
Australia.  Japan, the USA, Korea and the European
Union account for over 80 per cent of total world
registrations of PMVs and have tariffs of zero, 2.5, 8
and 10 per cent respectively.  These countries also
produce 90 per cent of the world’s PMVs.  Among
developed APEC nations, Australia and New Zealand
have the highest automotive tariffs.

... tariff and non-tariff
barriers in some
developing markets

This is not to argue that even when markets are
relatively open, there are no non-tariff barriers.  The
Commission acknowledges the complexity of these
issues, and the need for Australia to continue to



THE AUTOMOTIVE INDUSTRY

XLIV

restrict trade. pressure our trading partners to address them.

Australia does not
produce the types of
vehicle demanded in
Asia.

In those developing APEC nations which have high
barriers to imports, the majority of demand is for small
to medium cars and light commercials which Australia
does not produce.  In this regard, Holden said that the
very characteristics which make the Commodore so
successful domestically tend to limit its export
opportunities — the only export markets with
substantial demand being New Zealand, the Middle
East, and South Africa.

Ford said that the Falcon also has limited export
opportunities in the Asian markets.

Automotive tariffs are
not an appropriate
bargaining tool.

With respect to the proposal that Australia should
maintain its automotive tariffs and use them as
bargaining chips in future international negotiations,
the Commission has concluded that:

•  pursuing bilateral trade negotiations which result in
discriminatory (country by country) tariff reductions
would be in direct conflict with Australia’s
international obligations and commitments in the
WTO, which requires that any tariff reductions
Australia makes must be non-discriminatory (that is,
they must be made towards all countries);

•  because of its limited bargaining strength in the
international arena, it is very unlikely that Australia
could successfully undertake bilateral negotiations,
using the promise of reducing its automotive tariffs
to all countries, in a way that would benefit
Australia; and

•  maintaining tariffs on automotive products of
15 per cent beyond 2000 would not improve
Australia’s bargaining power or influence in
multilateral trade negotiations.  Indeed, particularly
with regard to APEC, backsliding on tariff
reductions in an area that Australia considers to be
‘sensitive’ could encourage backsliding by other
countries on liberalisation of their ‘sensitive’
sectors (including agriculture and automotive
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products).  This could jeopardise the establishment
of free and open trade and investment in APEC.

The greatest gains to Australia from trade
liberalisation come from multilateral trade
liberalisation to which Australia is a party.  However,
most of these gains are achieved if Australia liberalises
its trade barriers unilaterally.

Delaying tariff reductions, for whatever reason, simply
delays realisation of the potential benefits.  In the
context of the industry’s arguments for delay, those
benefits would be forgone for no good purpose.

Microeconomic reform

The industry contends that microeconomic reform
would improve its competitiveness by reducing costs,
and that tariff reform should be dependent on, and be
in concert with, microeconomic reform.

There has been progress
on microeconomic
reform, and ...

There has been substantial progress over the last
decade in terms of microeconomic reform.  For
example, reform has taken place in the following areas
— competition policy (including competitive
neutrality and other aspects of the COAG agreements),
the competitive tendering and contracting of
government services, electricity, aviation,
telecommunications, banking and finance, and the
labour market.  However, the automotive industry
claims to have seen little direct benefit from these
reforms.

... it remains an urgent
priority, but ...

Areas in need of further reform have been identified,
such as the waterfront and transport.  While the
Commission agrees that microeconomic reform is an
urgent priority, and that these reforms are important,
automotive companies acknowledge they will not
make a great deal of difference to their bottom lines.

Ford said that a 20 per cent reduction in the input costs
which could be influenced by microeconomic reform
would be needed to reduce total costs by one per cent.

... that does not mean Making one reform, such as tariff reductions,
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that tariff reductions
should be delayed.

contingent on reforms in other areas is likely to slow
down, or even bring to a halt, change as one sector of
the economy waits for others to act.  In addition,
making tariff reductions conditional on further
microeconomic reform begs the question of how a link
could be established in practice.  For example, should
tariff reductions be linked to microeconomic reform in
general or reform which directly affects the
automotive industry?

In addition, it is doubtful that sensible criteria could be
established for the level of microeconomic reform
(however measured) that would trigger further tariff
reductions.  And it is not clear how tariffs would be
adjusted under the scheme if a particular
microeconomic reform adversely affected part of the
automotive industry — for example, waterfront reform
which reduced the cost of importing vehicles.

The States have a role to
play in microeconomic
reform.

Furthermore, since microeconomic reform is both a
Commonwealth and State responsibility, tardy
progress in one State — for example, the lack of full
implementation of electricity and gas reform in South
Australia — could offset progress made by other
States and reduce the overall gains from
microeconomic reforms in the event that tariff
reductions were delayed.

Overall, from an economy-wide and automotive
industry perspective it is important that both tariff
reforms and other microeconomic reforms continue
unimpeded.

Indeed, the increased competitive pressures tariff
reductions create, increase the economic and political
pressure for other microeconomic reform.  These
reforms in turn will benefit the automotive industry
and industry in general.

Taxation

Some participants argued that priority should be given
to reducing the wholesale sales tax on cars rather than
implementing further tariff reform.  Most automotive
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firms argued that tariff reductions post-2000 should be
contingent on broad ranging taxation reform.

Taxation reform is an
important priority.

The Commission has examined these arguments in
detail in Chapter 5 and has concluded that while
taxation reform is an important public policy issue, the
lack of tax reform does not provide a basis for
delaying tariff reductions.

Taxation anomalies
are not unique to
the automotive industry
and ...

In summary, it is clear that the taxation anomalies
identified by participants, while important, are not
unique to the automotive industry.  Most goods subject
to wholesale sales tax are taxed at 22 per cent — the
rate applying to almost all new vehicles — and about
three-quarters of sales tax revenue is collected from
goods taxed at this rate.  Furthermore, as explained in
Chapter 5, the major source of any taxation anomaly
between cars and other products is not the 22 per cent
sales tax — it is the 22.5 per cent tariff.  Most other
goods face a tariff of 3 or 5 per cent.  In this context it
is appropriate to correct the tariff anomaly without
undue delay.

The Commission has concluded that broad ranging tax
reform would improve the overall economic
performance of the Australian economy, and that such
reform may include the replacement of the wholesale
sales tax system with a broadly based consumption tax.

... do not provide a
reason to delay tariff
reform.

While the Commission agrees that the automotive
industry may be penalised by the current structure of
Commonwealth and State taxes, it does not follow that
this provides a reason to delay tariff reform.  Indeed,
the compounding effect of the tariff and sales taxes
strengthens the case for tariff reform even if there is
no reform of the tax system.

Industry viability

Industry viability ... The industry argued that because the industry’s
viability in 2000 is unknown now, the tariff should
remain at 15  per cent between 2000 and 2005 and that
a further inquiry in 2000 (or sometime after 2000)
should reconsider the industry’s tariff requirement
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beyond 2005.

But a review after 2000 would be no better informed
of the industry’s viability five years hence than the
current review is of the industry’s viability in 2000.
During the current inquiry the Commission received
evidence from all four manufacturers of domestic
production plans which included increased export
activity and which extended well beyond 2000.
Whether or not these plans are realised will depend
more on the industry’s ability to achieve available
productivity improvements, and to export successfully,
and on the strategic decisions of foreign parent
companies, than on future tariff levels.

... is not a suitable
criterion for tariff
reform.

The term ‘industry viability’ is open to interpretation.
The industry appears to have interpreted it as viability
(however measured) of all four current assemblers,
two of which recently reported losses while the other
two reported record profits.  Viability of all four
assemblers according to a profitability criterion would
thus be a high hurdle indeed if today’s circumstances
persisted beyond 2000.

Adjustment issues

Adjustment issues are
important and complex.

Adjustment issues are important in reaching
judgements about the appropriate rate of automotive
tariff reduction.

Understandably, many participants in this inquiry,
particularly some from South Australia, expressed
concern about the employment consequences of
reductions in assistance beyond 2000.  They are
concerned that firms may lose market share to imports,
reduce employment in the short term, and even cease
production in the long term.  Their concerns are
particularly focussed on vehicle manufacturers.

Industry adjustment will
continue ...

The type of adjustment people are concerned about has
been an ongoing feature of the automotive industry
since its inception, and tariff reductions are only one
factor contributing to adjustment.  Others include
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competition, the pursuit of efficiency, and changes in
technology, tastes and prices.  Ford’s downsizing of its
workforce in Geelong since the early 1990s
(employment has fallen by about 2800 persons) for
example, has largely been driven by efficiency and
technology factors.

... even if the program of
tariff reform stopped.

Such change and adjustment are likely to continue.
Even if tariff reductions are stopped, nobody can
guarantee that the current structure and location of the
industry will remain unchanged. For example, the most
significant adjustment by GMH in the late 1970s and
early 1980s occurred when assistance to the
automotive industry was near its peak.  Further, the
industry’s experience over the last decade shows that
even when output expands, industry employment can
contract, requiring workers to seek employment in
other industries.

In considering adjustment ‘caused’ by tariff reductions
the Commission has tried to evaluate the magnitude of
the effects on the automotive industry, compared with
the effects on the rest of the economy, and the timing
of the benefits and costs.

The timing of adjustment
is important.

The lumpy nature of investment and disinvestment in
the industry suggests that there are ‘trigger’ points at
which decisions might be made to continue or to scale
down production. These trigger points would be
determined by many factors, of which the assistance
level is one.

To the extent that tariff levels are relevant to
investment and adjustment decisions, it is not clear
that a reduction in tariff of 1 per cent, 2.5 per cent or
even 5 per cent would provide the trigger.  For major
investment decisions, the tariff reduction end-point is
likely to be more relevant than when it is reached.
Thus, it may be better to bring forward assistance
reductions as much as possible as this would be likely
to have little impact on the magnitude or timing of
adjustment required by the automotive industry, but
would bring forward the economy-wide gains from
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providing car buyers with cheaper products.

Costs and benefits are
not easy to measure.

The economy-wide costs of adjustment can not be
equated with (relative) reductions in automotive
activity or employment; nor can they be simply
measured by any unemployment payments (for
example) which would be made to displaced auto
workers.  That is because these narrowly defined costs
are generally offset by gains elsewhere in the
economy: increased activity and employment in other
industries, or reduced unemployment benefits paid in
other regions.

Capital adjustment needs to be considered.  Costs
could arise if equipment were prematurely scrapped.

Labour adjustment costs must also be taken into
account, and these might arise in terms of the search
costs of displaced automotive workers looking for new
jobs in their own region, costs of retraining, or the
costs of moving families to other regions.

Available evidence suggests that some costs of this
nature do arise even when adjustment occurs in what
might be described as a normal, or orderly fashion in
the automotive industry.  However, they are relatively
low and transitory.  The employment shifts induced by
tariffs seem to be small in the context of ongoing
structural adjustment and growth in the economy.

In a regional context however, adjustment can have
more significance.  For example, in the past, structural
changes in the automotive industry have contributed to
adjustment in specific regions such as Geelong (see
Chapter 12).

Unfortunately, regional
adjustment challenges
cannot be avoided ...

With continuing pressure on the automotive industry
to improve its competitiveness, further regional
adjustment challenges cannot be ruled out.  However,
the Commission observes that regional changes occur
in all industries, and changes in government policies
— such as the level of tariff assistance — generally
contribute only a small part to adjustment pressure.

... and do not have The Commission has not found any simple solutions to
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simple solutions. the important and complex issue of the challenges of
adjustment in regions or industries .  Coping with, and
managing such change — whatever its cause, and
particularly at the regional level — is an ongoing
challenge for Australia, with its small, geographically
dispersed population, and regions with narrow
economic bases.  While regional or industry packages
can assist individuals affected by industry adjustment,
they need to be well designed, correctly targeted and
efficiently implemented.

Tariff recommendations

The Commission can find no convincing justification
for suspending tariff cuts in 2000.

The tariff reduction
program should not stop
after 2000.

Stopping tariff reductions at the year 2000 would
create the real danger that the inertia of the status quo
would make it difficult to resume them at a later date.
The Commission is also concerned that progress in
closing the gap between the performance of the
Australian and international automotive industries
would slow or stop if the pressure of tariff reductions
was removed.

Although the indications are that reductions in
automotive tariffs should be made as soon as possible,
there could be merit in continuing to phase in changes
in assistance levels, as is the current practice, even
though this will require a further special commitment
in the interim by the people of Australia to the
automotive industry.  There will be some adjustment
costs, and phasing of reductions gives more time for
planning and for firms and workers to respond to the
changing assistance environment.

Rate of tariff reductions

Accordingly, the Commission has, with the exception
of some micro/light vehicles, ruled out recommending
an immediate reduction in tariffs to 5 per cent in 2001,
and has considered three tariff options:
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•  continuation of the annual 2.5 percentage point
reductions in tariffs until 2004, when automotive
tariffs will have fallen to the general rate of
5 per cent;

•  a slowing of the rate of tariff reductions to
1 percentage point per annum, such that tariffs will
be reduced to 5 per cent by 2010; and

•  applying a faster rate of tariff reductions to
components than PMVs.

The Commission considers that tariffs on PMVs and
components should continue to be reduced at the
current rate of 2.5 percentage points per annum after
2000.

Tariff reductions
should continue at
2.5 percentage points
per annum until the
tariff is 5% in 2004.

While moving faster would bring forward the national
income benefits of lower automotive tariffs, the
Commission is mindful of the desire to avoid
unnecessary disruption to the industry.  The experience
of the last decade indicates that industry adjustment to
an annual 2.5 percentage point reduction in tariffs is
achievable.  This rate of reduction is also consistent
with retaining stability in Government policy settings,
which is an important consideration for investment in
this industry.

Slowing tariff reductions to 1 percentage point per
annum would mean that the costs of assistance would
continue to be imposed on the community for an extra
six years, without providing offsetting benefits in the
timing or size of adjustment costs.  If any of the
companies believe that they cannot survive in
Australia with a tariff of 5 per cent in 2004, then
delaying tariff reductions is unlikely to alter their long
term prospects.

The Commission also considers that giving the
automotive industry continued preferential treatment
by slowing tariff reductions to 1 percentage point per
annum would be unnecessary, given the already very
long adjustment period.  It would also make it
impossible for Australia to achieve its APEC goal of
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free and open trade by 2010.

Components and aftermarket products

The Commission considered the option of applying a
faster rate of tariff reductions to components than to
PMVs because:

•  the viability of the component sector depends on the
assembly sector, and the assembly sector will be
more cost competitive if tariffs on components are
minimised;

•  component production enjoys natural protection
from imports;

•  reducing tariffs on components will encourage
greater vehicle and component exporting; and

•  a faster rate of tariff reductions for components
would bring the effective rate of assistance to the
component sector down towards the level of the
assembly sector.

Against this, applying a faster rate of tariff reductions
to components may create inappropriate incentives for
production to shift from the component sector to the
PMV sector.

Component and after-
market tariffs should
reduce in line with car
tariffs.

The Commission considers that the rate of tariff
phasing for the PMV and component and aftermarket
sectors should be the same, in order to maintain similar
adjustment pressures on both sectors.  However, if a
slower rate of tariff reductions for vehicles is adopted,
the Commission considers that a 2.5 percentage points
per annum reduction should still apply to components
and aftermarket products.

Micro/light vehicles

Micro/light vehicle
tariffs should be reduced
to 5% from January
2001.

The Commission considers there are strong arguments
for reducing tariffs on micro/light PMVs to 5 per cent
from 1 January 2001 and has recommended
accordingly.  For tariff purposes these vehicles can be
defined as having an engine capacity less than 1300cc,
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a tare mass less than 900 kilograms, and dimensions
no more than four metres by 1.7 metres.  Such vehicles
are not made in Australia and are unlikely to be by
2004.  A high tariff for them simply increases their
price to buyers, many of whom are young Australians
entering the car market for the first time.

Reducing tariffs on micro/light vehicles from
15 per cent to 5 per cent would provide substantial
savings to consumers and businesses which make use
of them, while having minimal effect on protection to
the domestic automotive industry.

Duty free allowance

Several participants called for an increase in the
assemblers’ automatic duty free allowance from 15 to
25 per cent of the value of production.

The duty-free allowance
should remain at 15%.

However, the Commission recommends that the
allowance should be retained at 15 per cent, and
reviewed once tariffs have fallen to 5 per cent.  The
Commission considers that the allowance should not
be increased because expanding the entitlement may
increase assistance to the assembly sector — and that
would be contrary to the direction of government
policy over the last 15 years.  Further, the significance
of the duty free entitlement will decline over time, as
tariffs decline.

Export Facilitation Scheme

The EFS expires in
2000.
It has served its main
purpose.

The export facilitation scheme (EFS), which expires in
2000, will have been in place for about 20 years.  By
then it will have served its main purpose of
introducing Australian products to world markets.  The
Commission does not recommend its continuance
beyond 2000.

The existence of the scheme undermines Australia’s
arguments in international trade negotiations for other
countries to remove export subsidies on agricultural
products and other manufactured goods.
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Recent events highlight that the scheme is vulnerable
to challenge under the rules of the World Trade
Organisation as a prohibited subsidy.  This creates
uncertainty which undermines investment based on the
scheme.

Many participants drew attention to the benefits of the
EFS and asked for a replacement export subsidy.
Several alternative schemes were proposed, but each
bore little resemblance to the original intent of the
EFS.  Most were either direct, or indirect, subsidies to
vehicle and component manufacturers.

Production bounty

A production bounty
as an alternative to a
tariff ...

A production bounty which replaced the tariff (rather
than supplemented it as suggested by some
participants) would have advantages.  In contrast to
present arrangements, a bounty could be structured to
avoid disparities in assistance between production for
the domestic and export markets.  The aggregate
assistance provided by bounty could be set at different
levels depending on assistance objectives.

... would have many
advantages.

With bounty, consumers would benefit through
reduced car prices.  Other advantages of a bounty are
that it would be a more transparent way of assisting
automotive production, and would spread the cost of
assistance across the whole community, rather than
just buyers of new motor vehicles.

But a bounty also has
disadvantages.

However, bounty has several important disadvantages.
It would be vulnerable to challenge under WTO rules.
There could be significant administrative and
compliance costs.  Under a bounty, the community
would still be paying the costs of providing continuing
high assistance to the automotive sector.  And
government revenue — some hundreds of millions of
dollars — would be diverted from expenditure on
other services and programs.

For these reasons, the Commission’s preferred option
is to continue with a program of tariff reductions.
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Potential for future development

There are many reasons
for cautious optimism
about the future of the
automotive industry in
Australia.

There are many reasons to be cautiously optimistic
about the potential for further development of some
sections and firms within the automotive industry in
Australia.  Indeed, the Commission believes that the
potential for maintaining and developing automotive
production in Australia is good.

Most firms now have a
global focus.

Most Australian automotive producers are already
aware of the need to view themselves as part of a
global industry.  The small size of the Australian
market, and its increasing fragmentation, make it
necessary for Australian vehicle manufacturers to
establish their place in the global strategies of their
parent companies.  This involves the active
development of export markets to supplement their
domestic vehicle sales.  Similarly, many of the
successful component manufacturers have clearly
defined their role in the international market —
concentrating on areas where their location in
Australia provides an advantage over international
competitors.

The industry is diverse
and will continue to be
subject to competitive
pressure.

But the automotive industry in general is characterised
by significant diversity, in both products and
production techniques.  The industry comprises a large
number of companies, all of which have differing
capacities to respond to the increased competition to
which they have been, and will continue to be,
exposed.

Changes in the
composition of the
industry will continue.

Changes in the composition of the industry will
continue.  There will be changes in both the variety of
firms within the industry and in their number.  The
viability of each firm is therefore impossible to assess
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and is, to a large extent, in its own hands.  For those
firms which are subsidiaries of foreign multinational
companies, the commercial success of the parent
company will have an influence on the subsidiary’s
operations.  The ability to sustain periods of poor
profitability in the local market will be improved to the
extent that the parent’s other operations are profitable.

Some participants were very pessimistic about the
future development of the industry, claiming that the
withdrawal of one vehicle assembler would precipitate
the industry’s total demise.  The Commission does not
share this pessimism.

Some firms will prosper
while others may fail.

Some firms will prosper while others may fail.  But
this does not mean that Australian automotive
production, as distinct from a specific, individual firm,
cannot be viable in the longer term.

The domestic market
alone cannot support
four assemblers.

It is clear that the current structure of the industry,
with four independent vehicle manufacturers, and over
200 component manufacturers, is not sustainable
without substantial exports.  But that does not mean
that an industry comprising a smaller number of
assemblers, operating at efficient scale and exporting
successfully, is not sustainable.

The two profitable assemblers (who have a major
share of the domestic market) were cautiously
optimistic about their future in Australia.

Holden said that given appropriate national and
company management, it would be a significant
strategic asset of its parent company over the next
couple of decades.  And Ford, while signalling that the
next Falcon, due in 1998, could be the last uniquely
Australian designed and developed family Ford, is
reported to have said that there is no prospect of the
company withdrawing completely from local
production.

Governments and
industry each have a
role.

The potential for further development of the industry
will be influenced by government macro and
microeconomic policies, and the ability of producers to
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achieve high product quality; sufficient volumes; good
management; coherent strategies; access to capital for
investment; and cooperative relationships between
management and a highly skilled workforce.

Australia has many
advantages as an
investment location.

Advantages which Australia has as an investment
location for both vehicle and component production
include:

•  a skilled workforce with relatively low wages;

•  political stability;

•  transparency and stability of industry policy; and

•  existing design and manufacturing capability.

Some participants have noted that the automotive
skills developed over time give Australia a particular
advantage over Asian countries as a technology base.
Indeed, design and R&D appear to be areas in which
Australia has a genuine regional comparative
advantage as an investment location.  The fact that a
number of multinational companies have recently
given their Australian subsidiaries responsibility for
design and production of certain products, or
nominated them as their technical bases for the Asian
region, supports this conclusion.

In 2000, the manufacturing sector of the Australian
automotive industry will face important decisions
about its future direction.

In reality, the industry’s future will be determined by
the actions of the foreign parent companies of the four
vehicle assemblers.  While there are many possible
directions these firms could follow, the Commission
believes that the decisions of each parent will be
driven by either of two stark, and contrasting views of
the role of the Australian subsidiary.

The first view will see the subsidiary as an integral
part of the parent’s global strategy, with opportunities
for Australia determined by Australia’s underlying
strengths; that is, its people, its institutions, and the
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performance of its governments.

The second view would see the Australian subsidiary
through the distorted prism of the level of assistance
provided by the Australian community.

The Commission hopes that whatever the level of
assistance provided to the industry after 2000, the first
view is the one that prevails.
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RECOMMENDATIONS AND FINDINGS

The Commission’s recommendations

Assistance arrangements from January 2000

Recommendation 1
The Commission recommends that from 1 January 2001 tariffs on
passenger motor vehicles and components (including aftermarket
components) be reduced at the rate of 2.5 percentage points per annum
until 2004, when the tariff will be at 5 per cent, the rate currently applying
to most Australian manufacturing industries.  A 2.5 percentage points per
annum reduction for components should apply even if a slower rate of
reductions is set for passenger motor vehicles.

(Section 11.4)

Recommendation 2
The Commission recommends that tariffs on micro and light passenger
motor vehicles should be reduced to 5 per cent from 1 January 2001.
Micro and light vehicles are defined as those with an engine capacity
below 1300cc, a tare mass below 900 kilograms, and dimensions at or
below four metres by 1.7 metres.

(Section 11.5)

Recommendation 3
The Commission recommends that the 15 per cent automatic duty free
entitlement should be retained, and reviewed once tariffs have fallen to
5 per cent.  The review should consider the costs and benefits of the duty
free entitlement as compared to the Commercial Tariff Concession
Scheme.

(Section 11.7)
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Performance of the Australian automotive industry

Recommendation 4
The Commission recommends that in encouraging APEC members to
translate their general resolution to liberalise trade in services into firm
commitments, Australia strives to ensure that no preferential treatment be
allowed to apply to automotive research and development services.

(Section 4.4.3)

Taxation

Recommendation 5
The Commission recommends that governments implement broad ranging
tax reform to improve the overall economic performance of the Australian
economy.  The reform options that governments should consider should
include the introduction of a broad based consumption tax to replace the
current wholesale sales tax system.

(Section 5.5.6)

International trade issues

Recommendation 6
The Commission recommends that the Government continues to strive for
comprehensive trade and investment liberalisation in the APEC forum, and
that it ensures that removal of barriers to trade in automotive products
remains part of its APEC commitment to free and open trade by 2010.

(Section 7.6.3)
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Current assistance arrangements

Recommendation 7
The Commission recommends that information on State government
assistance to automotive firms be made publicly available.

(Section 8.4)

Environmental and safety regulation

Recommendation 8
The Commission recommends the Government conduct a specific public
inquiry if it wishes to fully understand the environmental issues facing the
automotive industry.

(Section 9.7)

Recommendation 9
The Commission recommends where international safety standards are
equivalent to, or more stringent than Australian safety standards, they
should be recognised by the Federal Office of Road Safety.  If
international procedures for vehicle compliance testing are appropriate,
they too should be recognised.

(Section 9.7)

Adjustment and regional issues

Recommendation 10
The Commission recommends that the Commonwealth Government
proceed with the development of an evaluation procedure for its labour
market programs, ensuring that such evaluations take account of all costs
and benefits of the programs, both direct and indirect, and compare the
outcomes of program participants to those of other job seekers with similar
labour market characteristics.

(Section 12.6.1)



THE AUTOMOTIVE INDUSTRY

LXIV

The Commission’s findings

Assistance arrangements from January 2000

The Commission finds that the export facilitation scheme has been valuable to
the industry.  It has served its main purpose of introducing Australian products
to world markets and will expire in 2000.  The Commission will not recommend
its continuation because its strategic value has been undermined by its
vulnerability to challenge under the rules of the World Trade Organisation, and
because it contributes to the disparity in assistance between the automotive
industry and other Australian industries.  (Section 11.8)

The Australian automotive industry — structure and markets

The Commission finds the Australian vehicle market has grown strongly during
the 1990s, and that the market segment in which domestic production is
concentrated, the upper medium segment, has grown more strongly than the
total market in the 1990s.  This segment has almost no import penetration, and
provides a strong market for domestic producers.  (Section 3.2.1)

The Commission finds the end of import quotas in 1988 has increased the
variety of passenger motor vehicles available to Australian consumers from 69
models in 1988 to 101 models in 1995.  (Section 3.2.1)

The Commission finds that the output of the domestic automotive industry has
increased over the last decade.  Market growth, higher valued products and
greater exports, have more than offset a loss of share on the domestic market.
(Sections 3.2)

Performance of the Australian automotive industry

The Commission finds that the labour productivity of the PMV producers as a
group improved markedly in the four years up to 1994, and has been relatively
stable since.  However, some of this improvement is due to outsourcing and the
substitution of capital for labour.  (Section 4.2.1)
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The Commission finds that the profitability of the PMV producers as a group
has improved markedly since 1991.  This reflected record profits by Ford and
Holden.  By comparison, Toyota and Mitsubishi have been unprofitable for a
sustained period, and both companies sustained record losses in 1995.
(Section 4.3.1)

The Commission finds that the linkages between the automotive industry and
other Australian industries are typical of the commercial linkages found
between many other firms and industries in the economy.  The Commission
found no evidence of market failures unique to the automotive industry which
would warrant special government assistance to the automotive industry.
(Section 4.5.4)

Taxation

The Commission finds that the major source of any taxation anomaly between
cars and other products is the 22.5 per cent tariff, not the 22 per cent sales tax
rate.  (Section 5.6.2)

The Commission finds that the compounding effect of tariffs and sales taxes
creates a very high overall tax rate on passenger motor vehicles, and generates
large efficiency losses.  This strengthens the case for both tariff reform and
taxation reform.  (Section 5.6.2)

International trade issues

The Commission finds that the ability of Australian automotive producers to
export their products depends on a number of factors, including:

•  the strategies of their parent companies;

•  the differences in consumer demand between Australia and other markets;

•  the competitiveness of Australian products; and

•  the existence of trade barriers in some markets.  (Section 7.5)

The Commission finds that Australia’s automotive trade barriers are currently
high in comparison to those of other developed countries.  Australia and New
Zealand currently have the highest automotive tariffs of the developed APEC
nations.  In 2000, Australia’s automotive tariffs will still be high compared to
those of other developed APEC nations.  (Section 7.6.1)
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The Commission finds that Australian automotive exporters have relatively free
access to most of the world’s largest automotive markets.  However, relatively
high trade barriers are applied in some countries, particularly some developing
Asian nations.  These are generally declining as a result of unilateral and
multilateral trade liberalisation.  Trade liberalisation is expected to continue,
and the Australian Government should remain active in promoting this in APEC
and the WTO.  (Section 7.6.1)

The Commission finds that the pursuit of discriminatory bilateral tariff
liberalisation would be in direct conflict with Australia’s international
obligations and commitments in the WTO.  (Section 7.6.3)

The Commission finds that maintaining tariffs on automotive products at
15 per cent beyond 2000 would not improve Australia’s bargaining power or
influence in multilateral trade negotiations.  Indeed, particularly with regard to
liberalisation in APEC, backsliding on tariff reductions in an area which
Australia considers to be ‘sensitive’ could encourage backsliding by other
countries on liberalisation of their ‘sensitive’ sectors (including agriculture and
automotive products).  (Section 7.6.3)

Current assistance arrangements

The Commission finds that exports of assembled vehicles are disadvantaged by
tariffs on automotive components.  Continued reductions in component tariffs
are important in ensuring vehicle producers have maximum opportunity to
develop export markets.  (Section 8.5.2)

The Commission finds that reductions in assistance have provided a significant
stimulus to improving the performance of the automotive industry.  Further
assistance reductions are expected to still provide worthwhile gains in
performance.  (Section 8.6.1)

The Commission finds that automotive tariffs have imposed a major impost on
consumers, adding an average of $3400 to the price of PMVs in 1996.  In 2000
tariffs will still add an average of $2100 to the price of every PMV.
(Section 8.6.5)

Environment and safety regulation

The Commission finds that it is in the interests of the Australian community for
the Federal Office of Road Safety to adopt world class systems for compliance
approval.  (Section 9.5.1)
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The Commission finds that governments should not seek to stimulate the market
for new passenger motor vehicles by policies such as environment and safety
regulation.  (Section 9.6)

Potential for further development of the automotive industry

The Commission is cautiously optimistic about the future of the Australian
automotive industry.  This optimism is based on:

•  domestic consumers’ strong and growing demand for upper medium sized
vehicles;

•  local manufacturers’ dominance of that sector of the market;

•  strong anticipated growth in exports of vehicles and components; and

•  the scope for local producers to improve productivity, including through
increasing volumes to take advantage of economies of scale.

However, the current structure of the industry, with four independent vehicle
manufacturers and over 200 component manufacturers is not sustainable
without substantial exports.  (Section 10.6)

Adjustment and regional issues

The Commission finds that, in the event of a plant closure or relocation, the
establishment of a dedicated service delivery agency at the plant, providing
information in appropriate languages, would be likely to improve the provision
of information on available DEETYA services.  (Section 12.6.2)

The Commission finds that the out-sourcing of intensive employment assistance
provides potential for specialist case management services to be established to
assist workers retrenched as a result of a substantial structural adjustment in the
automotive industry.  If this occurs, it is essential that the training and wage
subsidy assistance provided is well targeted to meet the needs of job seekers and
the local job market.  (Section 12.6.2)

The Commission finds that the provision of sufficient notice of a substantial
restructuring will assist employees and service providers in coping with
adjustment.  (Section 12.6.2)
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The Commission draws attention to its comments on:

Microeconomic reform

•  the competing demands made of publicly funded training to deliver both
general skills and industry or enterprise specific skills (Section 6.3.5);

•  supplementing local government resources with Commonwealth, State and
company funding, in cases where efficiency gains can be made through
local infrastructure improvements (Section 6.4);

•  the need to make reform in transport, especially waterfront, rail and roads,
a priority for governments (Section 6.5);

•  the need to review the Workplace Relations Act in light of the changes to
the original intentions of the Bill (Section 6.5); and

•  the disadvantages of tying reductions in assistance to progress in
microeconomic reform (Section 6.6).

International trade issues

•  the disadvantages of making Australia’s automotive tariff policy
dependent on other countries’ trade barrier reductions (Section 7.6).

Impact of assistance reductions

•  the economy wide gains of further reductions in automotive tariffs
(Section 8.7.1 and Appendix N);

•  the effect of economic growth in offsetting the impact of tariff reductions
on the output of the Australian automotive industry (Section 8.7.1 and
Appendix N); and

•  the impact on regional employment of further tariff reductions, relative to
the employment expanding effect of economic growth and the ability of
the economy to accommodate employment shifts (Section 8.7.2 and
Appendix N).

Regional and labour market adjustment

•  the need to remove impediments to labour market and regional adjustment
(Section 12.6).



MINORITY RECOMMENDATIONS AND FINDINGS

LXIX

MINORITY FINDINGS AND RECOMMENDATIONS

Findings

Implications of the increasingly global nature of the industry

Notwithstanding that the global car industry is dominated by a relatively
few large car companies each implementing a strategy to assemble cars in
and source car parts from wherever costs are lowest (provided quality is
acceptable), government policies significantly influence locational
decisions.  Such interventions can lead to the establishment of local
production facilities in a country in spite of this not being the lowest-cost
strategy.  This does not mean such strategies are wrong —  only that car
companies have to factor into their decisions current and prospective
policies of governments around the world.  When it comes to negotiating
access to other countries’ markets, governments are also significant
players — and the nature of the game is that they need some negotiating
coin when it comes to prising open automotive markets that often do not
rely on tariffs alone to be kept firmly shut.

Performance of the domestic industry

The Australian automotive industry has made considerable progress over
the last 10-15 years, most particularly in terms of productivity gains and
increased quality.  Further gains can be made, but they will not be won as
easily as in the past.  A pause in cutting car tariffs once they have fallen to
15 per cent in the year 2000 will give the industry time to fully adjust to
what I regard as a modest level of assistance and to stabilise motor vehicle
and parts production to take advantage of emerging domestic and
international opportunities.  It would also provide a breathing space for
the industry to consolidate its competitive position and generate the
revenues to justify the further massive investment necessary to maintain
competitiveness.
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Environmental and safety issues

It seems reasonable to assume that new vehicles will be subject to
increasingly stringent emission controls/performance standards over time.
What is not so clear is that older cars — which contribute
disproportionately to emission and safety problems — will be subject to
commensurate strictures, partly because of the compliance costs involved.
Perhaps it is time to think laterally about this problem, starting with what
we could learn from overseas experience.  This inquiry has not seriously
grappled with this issue.  Perhaps the task should be the subject of a
separate study.  Lowering the age of the carpark in Australia would help
the industry achieve increased sales, although this should not be the
rationale for action on this front.

Tax issues

The wholesales sales tax already represents a bigger distortion than the
tariff in the case of luxury vehicles and this will soon also be true of all
passenger motor vehicles and parts generally.  While introduction of a
broadly based consumption tax should be a longer term goal, reducing the
wholesale sales tax in line with tariff cuts — so that it does not represent a
greater distortion that the tariff — should be a goal in the short term.

International trade issues

Reciprocity is increasingly being used around the world to at least begin
the process of prising open automotive product markets that often do not
rely on tariffs to be kept firmly shut.  It is in Australia’s interests to become
a player in that game as well, particularly when it comes to APEC
countries.
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Future assistance to the industry

It would be folly to continue to cut car tariffs unilaterally after the year
2000 without both making significant further progress on the domestic
microeconomic reform agenda and eliciting binding undertakings from
our trading partners (particularly APEC countries) that they intend to
reciprocate in terms of corresponding access to their markets.

Export facilitation scheme

Export facilitation has assisted the industry to penetrate overseas markets
with Australian-produced automotive products and services.  The scheme
has been successful in achieving this objective, as attested to by evidence
to this inquiry.  It — or something very similar to it (given questions that
have been raised about the scheme's acceptability under World Trade
Organisation rules) — should be an ongoing and important aspect of
assistance arrangements for the automotive industry post-2000.

Adjustment issues

Even if the prospect of longer-term gains from cutting car tariffs seems to
favour such a policy, the community may in fact be worse off due to the
adjustment costs incurred.  If these costs are high — as would be the case
if displaced car workers are unable to find alternative employment — then
the benefits of cutting car tariffs could well be outweighed by the costs
incurred by those adversely affected by the policy.  If that is the case, then
it makes no sense to pursue a policy of further reducing car tariffs.
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Recommendations

Assistance arrangements from January 2000

Recommendation 1
Tariffs on passenger motor vehicles, original equipment and replacement
components be maintained at 15 per cent until 2005, with a review to be
held in, say, 2003 to consider post-2005 assistance arrangements for the
industry.

Recommendation 2
The export facilitation scheme be maintained unless and until it is ruled to
violate Australia’s obligations under the General Agreement on Tariffs
and Trade.  If untenable, the scheme should be replaced by arrangements
with similar assistance effects.

Recommendation 3
There be no concessional tariff treatment for micro/light cars; 2WD
utilities be accorded concessional sales tax exemptions (with the
exemption being partial to the extent that such vehicles are not confined to
on-farm/off road use); and that private buyers of 4WD vehicles proved
their eligibility for concessional tariff treatment by demonstrating the
proportion of off-road use.  The tariff on 4WDs primarily for on-road use
should be set at the prevailing tariff for passenger motor vehicles.

Taxation

Recommendation 4
The wholesale sales tax on passenger motor vehicles be reduced in concert
with the tariff so as to reach 15 per cent by the year 2000.
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1 THE INQUIRY

On 12 August 1996, the Federal Government referred the Australian automotive
industry to the Industry Commission for inquiry and report within nine months.
The Commission has been asked to review assistance arrangements for the
automotive industry and recommend options for the post 2000 period.  The
inquiry covers the passenger and light commercial vehicle sectors and the
component sector including both original equipment and replacement
components.

1.1 Government assistance to the automotive industry

The automotive industry has been the subject of substantial government
intervention in its affairs for almost 50 years, dating back to 1948 when Holden
produced the first passenger motor vehicle.  Indeed tariffs to assist the
manufacture of vehicle bodies and components date back as far as 1907.  These
industry specific arrangements have evolved over time into industry wide plans
covering a number of manufacturers.

The arrangements applying to the industry have been periodically reviewed by
the Industry Commission (and its predecessors).  The Commission’s advice has
been subsequently considered by the Government in reviewing assistance
arrangements.  The most recent review by the Commission was in 1990.  The
current arrangements, introduced in 1993 and scheduled to last until 2000, were
aimed at internationalising the Australian industry, and removing government
involvement in its affairs.  The arrangements include three main components:

•  steadily declining tariffs on vehicles and components;

•  an arrangement which gives vehicle producers duty free entry of
components and vehicles up to 15 per cent of their value of production;
and

•  an Export Facilitation Scheme (EFS) which enables exporters of vehicles
and components to earn tradeable credits which can be used to reduce the
duty paid on imported vehicles and components.

These three components have been a consistent part of government policy for
the automotive industry since 1985.  In that sense, the automotive industry will
have been provided with over 15 years of consistency in the direction of
government policy.
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The tariff on passenger motor vehicles (PMVs) and original equipment
components is currently 22.5 per cent, is decreasing at 2.5 percentage points a
year, and will be 15 per cent in 2000.  The tariff on replacement (or
‘aftermarket’) components for PMVs is 15 per cent, and the tariff on light
commercial vehicles (LCVs), and components for those vehicles, is five per
cent.  These tariffs will remain unchanged through to 2000.

This inquiry is not revisiting the tariff arrangements that will apply from now to
the year 2000.  These were set by the Government in 1991, and are outside the
inquiry’s terms of reference.  The inquiry’s focus on assistance arrangements
applying post 2000 reflects the long lead times for investment in this industry.

The current assistance arrangements represent a significant departure from the
past.  Up until the late 1980s, the industry was largely insulated from
international competition.  Component manufacturers were protected by high
local content requirements, assemblers were protected by import quotas and
tariffs for vehicles imported within the quota were set at 57 per cent.  By 2000,
after 15 years of tariff adjustment, automotive tariffs will still be three times
higher than the rate applying to most Australian manufacturing industries.
Effective rates of assistance will have fallen from in excess of 250 per cent to
20 per cent over this time.1

1.2 Terms of reference

The terms of reference specify that in making its recommendations on assistance
arrangements, the Commission should aim to improve the overall economic
performance of the Australian economy.  This means that the Commission’s
overriding responsibility is to consider the issues related to the automotive
industry in the context of gains to the Australian economy as a whole, not just
what may be best for the automotive industry.  The reference also requests the
Commission to have regard to the Government’s desire to:

•  encourage the development of a sustainable, prosperous and
internationally competitive automotive manufacturing industry in
Australia;

•  improve the overall economic performance of the Australian automotive
industry;

                                                
1 Effective rates of assistance incorporate all forms of assistance such as quotas, the export

facilitation scheme, the 15 per cent duty free allowance, as well as tariffs.  They are the
most comprehensive measure of assistance (see Chapter 8).
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•  provide good quality, competitively priced vehicles to Australian
consumers; and

•  abide by its international commitments.

The Commission has also been asked to consider:

•  how the Australian automotive industry would evolve within a world
trading environment over the next decade;

•  APEC developments on market liberalisation; and

•  the timing and extent of cost reductions from other microeconomic
reforms.

The Government specified that the Commission’s report should include options,
including a preferred option, and an implementation strategy.  Other matters that
the Government requested the Commission to report on are:

•  emerging national and international factors affecting the industry,
including the industry’s current structure, rationalisation, competitiveness
and barriers facing Australian exports;

•  the advantages and disadvantages of Australia as an investment location
for all phases of automotive activity;

•  the potential for further development of the industry, including the scope
for improving productivity and workplace practices;

•  an appropriate policy framework for addressing the environmental issues
facing the industry, including meeting fuel efficiency and emission targets;

•  the effectiveness of Australian research and educational infrastructure in
providing design, engineering and other skill capabilities;

•  the impact of current assistance arrangements and regulation on the
industry, consumers, resource allocation and growth prospects generally;

•  measures that could be undertaken to remove impediments to the
industry’s development, including ways of reducing the regulatory burden
on small business; and

•  the impact of its proposals on relative assistance between the vehicle and
component manufacturing sectors of the industry.

The full terms of reference are reproduced on page XX.

The inquiry was conducted by Mr Bill Scales AO, Chairman of the Industry
Commission, Mr Jeffrey Rae, Commissioner, and Mr Ian Webber AO who was
appointed as an Associate Commissioner for the duration of the inquiry.
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1.3 Australia’s automotive industry

The Australian automotive industry can be divided into two distinct sectors:

•  the wholesaling, retailing, importing, servicing and repair sector; and

•  the car and component manufacturing sector.

The wholesaling, retailing, importing, servicing and repair sector accounts for
about 80 per cent of total industry employment.

In 1994–95,2 47 100 people were employed in car and component
manufacturing in Australia.  This was around one per cent of the Australian
workforce.  The sector accounted for one per cent of GDP and seven per cent of
manufacturing turnover in 1994–95.  It exported almost $2.2 billion of goods
and services in 1996, equivalent to 3 per cent of Australia’s exports, and
5 per cent of manufacturing exports.

There are four car assemblers in Australia — Ford, Holden, Toyota and
Mitsubishi — all of which are fully owned subsidiaries of international
companies.  There are also a large number of component firms.  The automotive
industry is an important customer for many other Australian industries such as
the steel, rubber and plastics industries.

The reduction in tariffs since 1985 has coincided with significant changes to the
Australian car industry and market.  In the 11 years to 1996:

•  Australian automotive exports increased from $750 million to
$2174 million (measured in 1996 dollars);

•  car manufacturers made greater use of economies of scale — average
annual volumes per plant increased from around 48 000 to 81 000;

•  manufacturers rationalised the number of models produced in Australia
from 13 to 5;

•  vehicle production became concentrated in the medium/large end of the
market, with Toyota now the only company producing a vehicle in the
small sector of the market;

•  Nissan withdrew from assembling cars in Australia;

•  the number of car models available to Australian consumers increased
from 69 to 101;

•  the import share of the domestic PMV market increased from 20 per cent,
when quotas were in place, to 46 per cent; and

                                                
2 This is the most recent year for which manufacturing survey data is available.
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•  the real value of industry turnover increased by 9 per cent in the 10 years
to 1995.

1.4 Inquiry participation

During this inquiry, the Commission has adopted procedures to facilitate
participation and to allow the maximum degree of public scrutiny.  The
Commission received 92 submissions prior to the draft report and 113
submissions following the draft report.  Submissions were received from car
and component manufacturers, importers, retailers, suppliers to the car industry,
industry associations, Commonwealth, State and Local Governments, consumer
groups and interested individuals.  All public submissions were made available
for viewing.

The Commission also held a series of informal round table discussions in late
September and early October 1996.  Round table discussions were held in
Adelaide, Sydney and Melbourne over four days involving 47 participants.
These discussions provided an opportunity for a range of individuals and
organisations to discuss with the Commission issues which they regarded as
important.  Although discussions were held with an emphasis on informality, a
transcript was kept and made publicly available to maintain the transparency of
the Commission’s processes.

On 20 December 1996, the Commission released its draft report.  The
Commission held public hearings on the draft report in Sydney, Melbourne and
Adelaide in late February and early March 1997, and received evidence from 54
organisations.  A transcript of the hearings was taken and made publicly
available.

During the inquiry, Commissioners and staff also held informal discussions with
individuals, firms and other organisations to identify issues and seek views.  The
Commission visited 46 organisations and a large number of automotive
workplaces, including the plants of all four Australian car makers.

The trade union movement declined the personal offer made by the Chairman of
the Commission to be involved in the inquiry.

These consultations revealed that the key issues of concern to participants were:

•  tariffs on automotive manufacturing;

•  assistance to automotive exports;

•  taxes on vehicle manufacturing and purchase;

•  access to Asian markets;
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•  the size and lack of growth in the domestic market; and

•  labour market and infrastructure reform.

1.5 The Commission’s approach

The Commission’s approach has been to provide a picture of where the industry
is now, where it has come from, and the trends that are likely to shape its future.
This descriptive part of the report is designed to provide the factual basis
necessary for an assessment of future policy.

The industry’s future will be shaped by many factors — some within the control
of firms, some subject to influence by governments, and some outside the
control of both.  The Commission’s approach has been to focus on those matters
subject to influence by governments.

Given the substantial degree of intervention and assistance to the industry in the
past, it is possible that the current structure of the Australian industry is not
optimal.  As Government has reduced its involvement and assistance over the
past decade, significant adjustment has occurred.  This may continue in the
future, irrespective of whether further tariff reductions occur, as the Australian
industry enhances its productivity to participate more fully in the global
automotive industry.  Given the possibility of further adjustment, the
Commission has addressed what governments can do to assist in the adjustment
process.

The Commission has approached the issue of what governments can do to
enhance the industry’s future, from an economy wide perspective.  That is, it
has assessed reform proposals with regard to both the car industry and the rest
of the economy.

This is one of the reasons the Commission identified microeconomic reform and
productivity as defining issues for the inquiry.  These reforms advance the car
industry and are also consistent with improving the overall economic
performance of the Australian economy.

In considering the contribution that governments can make, the Commission has
been conscious of the industry’s need for stability in government policy.  The
industry emphasised that a stable policy framework was necessary given its long
investment horizons.
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1.6 Scope of the inquiry

As outlined above, the reference requested that the Commission report on a
large number of matters in addition to assistance arrangements.  Some of these
issues would justify a full inquiry in themselves.  In the nine months allotted to
the Commission for the inquiry, it has not been possible to cover every issue as
thoroughly as the Commission would like.  Priority has been given to some
subject matters over others.  In this regard the Commission has been guided by
the issues raised by participants.

In the time available, the Commission has not been able to evaluate the
effectiveness of Australia’s research and educational infrastructure in meeting
the industry’s skill needs.  In relation to environmental issues, the Commission
has considered fuel efficiency and emissions issues, but has not been able to
explore clean manufacturing and recycling issues.

The regulatory burden on small business is a very broad issue covering almost
all areas of government activities.  It has also been the subject of a recent review
by the Small Business Deregulation Task Force.  The issue was raised by only a
small number of participants, and so has not been extensively addressed in this
report.

1.7 Report structure

The structure of this report is as follows:

•  Chapters 2, 3 and 4 set the scene by describing the Australian industry, its
place in the global industry, and its performance over the last decade;

•  the next three chapters discuss factors largely outside the industry’s control
that affect its performance.  These include the taxation system, industrial
relations, infrastructure (such as the ports) and the international trading
environment (including the protection policies of our Asian neighbours);

•  Chapters 8 and 9 discuss government policy towards the car industry,
specifically industry assistance and safety and environment standards, and
the effect this has had on the automotive industry and the broader
economy;

•  Chapter 10 brings together the findings of the previous chapters to make
an assessment of the industry’s potential for further development;

•  Chapter 11 identifies the options for future assistance arrangements and
the Commission’s preferred option; and
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•  Chapter 12 considers adjustment and regional issues associated with
competition and efficiency improvements in the automotive industry.



9

2 THE INDUSTRY IN A GLOBAL CONTEXT

The international automotive industry has been undergoing a process
of globalisation since the 1970s.  This will continue.

As a small player in a global industry, the Australian industry will be
threatened by, and have opportunities emerge as a result of the
globalisation of the industry.  As international changes continue, the
Australian industry will have to evolve further if it is to be
competitive in a global context.

2.1 Introduction

The automotive industry is a high profile manufacturing industry in many
developed countries, including Australia.  More recently, it has emerged as a
manufacturing industry in developing countries such as Mexico, Brazil, Korea,
and Malaysia.  Other countries such as Indonesia are developing their
automotive manufacturing capability as a national priority.

Yet the existence of the automotive industry in so many locations belies its
integrated global nature.  While the production and sale of passenger motor
vehicles (PMVs) and components takes place in various countries, it is
frequently integrated within the strategy of a single multinational organisation.

Many participants in this inquiry referred to the globalisation of the automotive
industry and the threats and opportunities that it creates.  For example the
Federal Chamber of Automotive Industries Manufacturers Group commented:

Two new elements affecting the Australian industry are the trend towards globalisation,
and the emergence of Asia as the most dynamic element of the world automotive
market. (sub. 33, p. 34)

As one small player in a large global industry, the Australian automotive
industry is influenced significantly by international developments.  For example,
the four car manufacturers in Australia are subsidiaries of multinational
organisations.  Australian subsidiaries are subject to adjustments in the global
strategies of their parent companies.  They are effectively either strategically
planned, or strategically managed from outside Australia and overall, Australian
management may influence but does not determine the strategic direction of the
Australian subsidiary.
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2.2 Worldwide automotive production and sales

World motor vehicle production was essentially unchanged over the period
1991 to 1995.  Production of PMVs totalled 33.9 million units in 1995.  The
Economist Intelligence Unit (EIU  1997) estimated that world vehicle
production in 1996 would increase to approximately 35 million units.

Japan, Western Europe and North America are the largest producers and
consumers of automobiles.  As such, they have considerable influence on world
production and sales.  By comparison, Australia represents less than one per
cent of world automotive production.

Production in these regions has been stagnant or has declined over the last
decade.  In North America, production of PMVs has decreased by around one
million units between 1985 and 1995.1  However, the decline was mitigated as
some Japanese manufacturers shifted production from Japan to North America.
This shift in production is also apparent in the decline in Japanese volumes from
1990 onwards.  By contrast, production in Western Europe has increased slowly
in line with population growth (see Figure 2.1 and Table B.1 in Appendix B).

There exists considerable excess assembly capacity in the global automotive
industry.  Assembly capacity has increased as new firms have entered the
industry and established firms have moved to produce where costs are lowest.
In July 1996, the Power report observed:

... North America has three to four million units of surplus vehicle supply ... Japan is
probably at the same level and Europe may have five or six million units of excess
capacity.  (Keller, Power Report, p. 14)

But production is only one side of the international industry —  the supply side.
The presence of excess capacity is not a recent phenomenon and should not be
analysed in isolation from changes on the demand side of the market.  Excess
assembly capacity is a general characteristic of the world automotive industry as
production responds to changes on the demand side over time.  As demand
continues to change, some excess assembly capacity is inevitable.

Automotive components are produced for sale as original equipment to motor
vehicle manufacturers and to consumers as replacement and aftermarket parts.
As such, movements in world component production and sales figures closely
mirror those for cars.  World component production was valued at around
US$500 billion in 1995 (EIU 1996a).

                                                
1 Production of commercial vehicles increased over this period reflecting a change in

consumer preferences in the North American market from PMVs to light commercial
vehicles.
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Figure 2.1: Passenger motor vehicle registrations and production
in major OECD regions, 1985 to 1995 (millions of units)
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a Production for Western Europe only includes Germany, France, Spain, UK and Italy.
Source: EIU (1996b).

Vehicle demand  —  as measured by registrations  —  has grown only slightly in
most OECD countries over the period 1985 to 1995.  Although registrations of
PMVs in North America fluctuated, they declined by over 24 per cent from
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1985 to 1995.2  Registrations in Western Europe and Japan increased slowly in
line with population growth.  Australian registrations of PMVs fluctuated over
this period, growing substantially since 1991 (see Figure 2.1).  Notwithstanding
this historical pattern of demand the Economist Intelligence Unit estimated that
worldwide demand would increase in 1996 (EIU  1997).

Although it is widely accepted that the markets of the United States, Japan and
Europe are mature, demand in these countries is underpinned by motorists
replacing their vehicle stock (EIU 1995).  Further, demand in developing
regions is expected to grow strongly.  For example, newly industrialised
economies (NIEs) are expected to account for almost half of forecast demand
growth until the year 2000 (EIU 1995).  Overall, forecast world sales of PMVs
are expected to increase modestly in the medium term, stabilising at around
37 million units annually in the period 1998–2000 (EIU 1996b).

2.3 Emerging manufacturers and markets

A relatively recent influence in the international automotive industry has been
the growth of motor vehicle production within NIEs.  Countries such as China,
India, Korea, and Malaysia had small automotive industries as little as a decade
ago.  Some of these countries are now a significant source of automotive
production and all are forecast to be a major source of demand for new vehicles.

Many of these emerging automotive producers are benefiting from decisions by
multinational companies to relocate part of their production.  Mexico and Brazil
have plants that are owned by Ford, General Motors and Chrysler.  Other
emerging nations are developing their industries with an emphasis on local
ownership, creating new joint venture companies between established
automotive manufacturers and governments.  By contrast, the Korean
automotive companies such as Hyundai and Kia are new entrants into the global
automotive industry, but they have long been large diversified industrial groups.

From negligible levels of production in 1985, South Korea has become the fifth
largest producing nation in less than a decade (see Figure 2.2).  The EIU (1994)
stated that:

... three of its [Korean] vehicle manufacturers — Daewoo, Kia and Hyundai — claim
that they will be among the top ten vehicle manufacturers in the world by the end of the
decade.  (p. 118)

                                                
2 This also reflects changes in consumers’ preferences in the United States market.
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Figure 2.2: Passenger motor vehicle registrations and production
in various NIE countries, 1985 to 1995 (millions of units)
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Source: EIU (1996b).

As mentioned above, the last decade has also seen strong growth in demand for
motor vehicles in NIEs.  While this growth has been from relatively low levels,
registrations in South Korea, India and Malaysia have more than doubled over
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this time.  This growth is forecast to continue and China is also expected to
contribute a large share of forecast demand.  The Economist estimated:

China today has 1.8 million cars ... by 2005 that number is expected to rise to 4 million,
and by 2010 to 20 million.  (The Economist 1996, p. 4)

2.4 Globalisation

Many participants in this inquiry have discussed the process of globalisation in
the automotive industry over roughly the past two decades.  They described a
process whereby automobile manufacturers market a range of models sourced
from various countries across the globe.  Manufacturers build the same model
vehicle in different countries, sourcing components from a single supplier who
might make them in more than one location.  Globalisation involves the
integration of the many facets of the automotive industry within a single global
strategy of the parent firm.

Strategies vary between companies and the term globalisation is used to
describe many issues including:

•  the provision of a range of models for regional or even global markets;

•  building those products in different countries;

•  sourcing components from alternate suppliers, or alternative operations
within a single firm;

•  using design and engineering services from other firms and subsidiaries;
and

•  the establishment of formal links between competing companies in
different locations.

Increasing globalisation occurs through both trade in vehicles and automotive
components and foreign direct investment in the industry.  Foreign direct
investment and trade can be seen as two sides of the same coin.  A firm might
choose to trade amongst regions or alternately it might choose to invest in
regions.

However, a choice between trade and investment is not the only option.  A firm
may combine both trade and investment and globalisation strategies can be
highly complex.  The automotive industry in Australia reflects this complexity.
For example, Ford is both a direct investor and a significant trading company,
being Australia’s second largest importer of PMVs.  All other local PMV
manufacturers also trade extensively via importing vehicles and parts as well as
investing in PMV assembly in Australia.
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Competitive pressures are driving the rationalisation of product ranges, and the
development of global vehicle platforms.  What has emerged is an industry that
has a high degree of integration both within and between firms, and is typified
by the way the Ford Motor Company has organised its affairs (see Box 2.1).

Box 2.1: Ford Motor Co. — a global firm
An examination of the Ford Motor Company’s global operations reveals the complex
nature of the international automotive industry.  Outside its home in the US, Ford has
assembly operations, including wholly owned affiliates, in Argentina, Australia,
Belgium, Brazil, Canada, Germany, Mexico, Poland, Portugal, Spain, Taiwan, UK and
Venezuela.  In addition to these assembly operations, Ford has equity holdings in or
joint ventures and technology relationships with other groups in the global automotive
industry.  The following lists some of these, but is not exhaustive.

Ford wholly owns Aston Martin and Jaguar (UK).  It has substantial equity holdings in
Mazda (Japan) and smaller holdings in Kia (Korea), Mahindra & Mahindra Ltd (India)
and Jiangling Motors Corp (China).

It operates joint ventures with Fiat in the UK, Mazda in Thailand, New Zealand and the
US, Nissan in Spain, Suzuki in Taiwan and Malaysia, Volkswagen in Portugal and
Song Cong Diesel in Vietnam.

Ford supplies components and CBU vehicles to Nissan and Mazda while it receives
components and CBU vehicles from Kia and Nissan.

Technology agreements exist with General Motors, Chrysler Corp and Nissan.

In total Ford produces vehicles and components at 185 wholly-owned, partial equity-
owned and joint venture plants in 30 different countries.  Together these plants employ
around 347 000 people and produce over 5 million vehicles a year.

Sources: Ward’s 1996 and Ford 1996 Plant Guide.

2.4.1 Industry concentration

The global automotive industry is characterised by a small number of relatively
large vehicle manufacturers.  Figure 2.3 and Table 2.1 present data on world
market share for PMVs by company and total vehicle production respectively.

The twenty largest vehicle manufacturers now account for almost 90 per cent of
the PMV market, a slight increase from about 85 per cent in the early 1980s
(AAMA 1996).  The top 12 firms — all based in the US, Japan and Western
Europe — account for almost 77 per cent of PMV production (see Figure 2.3
and Table 2.1).

The component sector is less concentrated than vehicle manufacturing.  The
largest 60 component firms account for around half of world component market
turnover (EIU 1996a).
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Figure 2.3: World market share for PMVs by company, 1994
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Source: AAMA (1996).

Table 2.1: Top 20 motor vehicle manufacturers, 1994
Company Country of

origin
PMV

production
Commercial

vehicle
production

Total
production

‘000s ‘000s ‘000s

General Motors US 5 183 2 240 7 423

Ford US 3 854 2 765 6 619

Toyota Japan 3 357 931 4 288

Volkswagen Germany 2 693 190 2 884

Chrysler US 972 1 661 2 633

Nissan Japan 2 016 562 2 579

Peugeot Citroen France 2 243 175 2 418

Renault France 1 850 279 2 129

Fiat Italy 1 658 230 1 888

Honda Japan 1 457 148 1 605

Mitsubishi Japan 1 116 435 1 551

Mazda Japan 1 068 164 1 233

Hyundai Korea 897 238 1 135

Daimler-Benz Germany 584 285 868

Suzuki Japan 516 282 798

Kia Korea 438 182 620

Fuji-Subaru Japan 357 231 588

BMW Germany 551 0 551

VAZ Russia 531 0 531

Rover Group UK 463 24 487

Source: AAMA (1996).
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2.4.2 Trade

The complex and integrated nature of the global automotive industry also has
implications for trade.  Honda commented:

The HONDA experience is indicative that the globalisation of the automotive vehicle
industry will increase.  In particular the sourcing of cars will not be from traditional
countries of manufacture but rather international opportunities dictated by currency
fluctuations, model availability and new manufacturing bases will see vehicle import
sources vary appreciably.  This is already noticeable in the case of a number of
companies including local [vehicle] manufacturers importing vehicles into Australia.
(sub. 32, p. 12)

Automotive trade is concentrated in the OECD group of nations.  They account
for over 98 per cent of world exports and around 95 per cent of world imports of
motor vehicles (OECD 1995a).  Total OECD PMV trade was valued at
US$171.6 billion in 1993, parts and accessories accounted for another US$82.7
billion.  As production of motor vehicles increases in NIEs, exports from OECD
component manufacturers are also increasing (OECD 1995a).

The automotive industry exhibits significant regional trade.  Within the OECD
group of nations, trade between members of regional trade arrangements such as
the European Union (EU) and the North American Free Trade Agreement
(NAFTA) is significant.  The OECD noted the importance of regional trade
arrangements to the global automotive industry:

Regional trade arrangements have promoted regional patterns of production and
consumption.  All OECD countries, except Japan, are members of regional trade
arrangements providing participating countries with duty-free access for automobiles
and auto parts, along with other advantages ... These arrangements contribute to the
relatively high level of intra-regional trade in automobiles and auto parts.
(OECD 1996a, p. 6)

The patterns of regional trade amongst automotive manufacturers in turn
influences the pattern of trade within the component sector.  Rapid growth of
trade in automotive components accompanied rapid growth in trade of
completely built up vehicles.

Increasing trade within the one organisation is another feature of the automotive
industry.  This is a consequence of the industry being dominated by
multinational firms.  Firms’ production facilities for both vehicles and
components are now often spread throughout the globe.  With increased global
sourcing firms are transporting vehicles and components to where they are
required within a firm’s global operations.  As reported in Appendix B, intra-
firm trade within the automotive industry is substantially above the average for
all manufacturing industries (OECD 1995b).
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2.4.3 Investment

As part of their global strategies many vehicle and component manufacturers
have developed production facilities in a number of countries and regions.
There are many influences that affect parent companies’ decisions to invest.
Some of these factors are beyond the scope of an individual subsidiary’s
influence and fall within the global strategy of the parent firm.  But other factors
are determined by the subsidiaries.  For example, in order to attract investment
funds from the multinational parent, subsidiaries compete among themselves.
They have an incentive to improve productivity and profit, hence improving
their relative performance among the various investment options considered by
the parent.

The parent companies of the Australian vehicle producers have operations in
many countries:

•  Ford Motor Company of the United States has operations in about 30
countries;

•  General Motors has operations in more than 50 countries;

•  Mitsubishi Motors has operations in 31 countries; and

•  Toyota Motor Corporation has operations in 25 countries.

Figure 2.4 presents an example of the global nature of investment of one of the
parent companies of an Australian vehicle producer.  Mitsubishi has actively
invested in the establishment of local production facilities and currently has
plants in many countries.

An important influence on investment in the global automotive industry has
been the willingness of vehicle manufacturers to source components from the
lowest cost suppliers, almost irrespective of location.  Many multinational
companies source components from a number of suppliers  —  intra-firm and
inter-firm  —  and seek out new supply bases in developing countries to
increase their options.  While the imperative to invest in developing countries
may be gaining access to emerging markets, this access can have a cost.  New
plants may initially struggle to be competitive in quality terms.  Such plants
might initially be inwardly focused and take time to emerge as viable global
operations.
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Figure 2.4: Mitsubishi Motors Corporation, overseas
investments

Country No. Company
USA 1 Mitsubishi Motor Manufacturing of America Inc.

(MMMA)
2 Mitsubishi Motor Sales of America, Inc. (MMSA)
3 Mitsubishi Fuso Truck of America, Inc. (MFTA)
4 Mitsubishi Motors America, Inc. (MMA)
21 Mitsubishi Motors R&D of America, Inc. (MRDA)

Puerto Rico 5 Mitsubishi Motor Sales of Caribbean, Inc. (MMSC)
Netherlands 6 Mitsubishi Motors Europe B.V. (MME)

7 Netherlands Car B.V. (Ned Car)
8 Mitsubishi Motor Sales Europe B.V. (MMSE)

Portugal 9 Mitsubishi Trucks Europe, S. A. (MTE)
Philippines 10 Asian Transmission Corp. (ATC)

11 Mitsubishi Motors Philippines Corporation (MMPC)
Indonesia 12 P.T. Mitsubishi Krama Yudha Motors and Manufacturing

(MKM)
Thailand 13 MMC Sittipol Co., Ltd. (MSC)
Malaysia 14 Perusahaan Otomobil Nasional Bhd. (PROTON)
India 15 Eicher Motors Ltd. (EML)
Vietnam 20 Vina Star Motors Corp. (VSM)
Taiwan 16 China Motor Corp. (CMC)
Korea 17 Hyundai Motor Co. (HMC)
Australia 18 Mitsubishi Motors Australia Ltd. (MMAL)
New Zealand 19 Mitsubishi Motors New Zealand Ltd. (MMNZ)

Source: Mitsubishi (1996).

The OECD reported that the ten largest car manufacturers had more than ten per
cent of their production diversified across foreign locations.  Nearly two thirds
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of Ford’s, half of General Motors’ and about a third of Honda’s, Volkswagen’s
and Volvo’s production takes place outside the company’s country of origin.

Existing regional development policies in some emerging markets can bias
firms’ decisions towards foreign direct investment.  In Asia, some
Governments’ domestic policies encourage the development of local assembly
operations or joint ventures with local firms to develop local expertise.  For
example, Air International Group has invested directly in, rather than export to
China as a direct consequence of that Governments policy.

But multinational firms do not only invest in wholly owned off-shore
subsidiaries.  At the same time they also invest via equity holdings, joint
ventures and licensing agreements.  Table 2.2 presents the interrelationships
between the parent organisations of the four Australian vehicle manufacturers
and other major automakers (see Attachment B1 in Appendix B for more
detail).

Component manufacturing is also an increasingly global business.  Car
manufacturers who make their own components seek to produce at lower costs
regardless of location.  As noted above, other car manufacturers source their
component inputs more widely.

But although global sourcing is a reality in the automotive industry, many
components do not lend themselves well to the logistics of international
delivery.  This is especially so for bulky items and for items that have a
cosmetic or design element.  The demands of just-in-time production systems
favour the local manufacture of items such as interior trim, seats and exterior
mirrors.  This is because variations in the production volume and sequencing of
certain products can occur on a daily or more frequent basis.  Hella described
developments in logistics in their submission:

For quite some time the numbers of deliveries have increased from once a week or day
to once every two hours.  Nowadays, there are discussions to introduce hourly
deliveries.  (sub.  11,  p.  22)

Where just-in-time production systems are preferred, many component
manufacturers choose to locate close to their major customers.
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Table 2.2: Interrelationships among the world’s major automakers
Ford
(USA)

General Motors
(USA)

Mitsubishi
(Japan)

Toyotas
(Japan)

Avtovaz ϕ π
AC Cars ϕ
BMW Ω ϕ
Bertone Ω
CAC λ Ω
China Motors ψ π Ω
Chrysler π φ π φ ϕ π Ω
Daewoo φ
Daihatsu ψ φ ϕ π Ω
Fiat φ ϕ ϕ
Ford φ π
General Motors φ π ϕ φ ϕ π Ω
Honda ϕ φ ϕ π Ω π
Hyundai ψ ϕ π
Isuzu ψ φ ϕ λ π Ω φ Ω ϕ π
Kia ψ φ λ Ω
Lotus ψ
Mazda ψ φ ϕ π Ω ϕ π π
Mercedes φ φ ϕ π Ω π
Mitsubishi ϕ π
Nissan ϕ π Ω ϕ λ π ϕ π
Peugeot ϕ π
Pininfarina Ω
Proton ψ ϕ π
Renault ϕ λ π Ω ϕ φ
Saab φ ϕ λ
Suzuki λ Ω ψ φ ϕ Ω φ
Toyota φ ϕ π Ω π
Volkswagen φ ϕ λ  π Ω
Volvo φ φ ϕ φ ϕ λ π
Legend

ψ Equity Arrangement

φ Joint Venture

ϕ Supplies or Buys Major Components

λ Marketing/Distribution Arrangement

π Technology Arrangement

Ω Manufacturing/Assembly Arrangement

Source: Wards (1997).
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2.4.4 Global platforms

One of the most fundamental developments in the automotive industry is the
increasing tendency towards regional and global design.

The increasing complexity and sophistication of modern vehicles has increased
the cost of product development and is helping to shape the structure of the
global industry.  As Wells and Rawlinson observe:

Each leap in technology requires a larger market over which to amortise the
development costs, and this is driving the process of industrial concentration allied with
the spatial extension of the market.  (p. 195)

In their competition to meet market preferences, producers have shortened
model lives.  A direct consequence of this is that annual production runs need to
be commensurately larger if the fixed costs of product development are to be
covered without raising prices.  The drive to achieve economies of scale is
pushing manufacturers at the global level into rationalising the number of
models or platforms they develop each year.  It has also encouraged
arrangements whereby more than one manufacturer shares a platform, or where
competing manufacturers re-badge the same model.

One strategy is to use a common platform and produce different variants for
different market segments or customers.  Ford described its approach to
globalisation in its initial submission:

The Ford 2000 philosophy is to leverage cost reduction opportunities by developing a
reduced number of global platforms and powertrains but with more model variants from
each platform to satisfy individual customer requirements in specific markets.  (sub.  
14,  p.  2.2)

While the adoption of common platforms is the basis of the Ford 2000 program,
it is a strategy that has been adopted in Australia in various guises for the best
part of two decades and overseas, even longer.  The most pertinent example is
the Holden Commodore.  Whilst having some Australian design content, the
Commodore is based on an Opel (General Motor’s German based subsidiary)
design, and hence shares some of the development costs with that model.
Mitsubishi and Toyota have also been producing vehicles from common global
platforms for some time.

The global move to fewer platforms also has implications for the component
industry.  With fewer platforms being used by vehicle manufacturers,
component manufacturers potentially face fewer opportunities for new business.
To maximise their opportunities, component manufacturers need to be in on the
ground floor of global developments.  Australian component manufacturers may
need to relocate, or develop regional offices to ensure they are part of such
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developments.  PBR described the impact of globalisation at hearings on the
draft report:

The other thing that I’d like to just talk about is the way we see globalisation.  ...  From
our perspective, the only way that we think we can guarantee business for that next
generation of a [global] Ford vehicle or a [global] General Motors vehicle is to be
where that platform is designed.  That becomes our strategic thrust to make sure that
we’re engineered onto the vehicles.  (PHtrans.,  p.  318)

2.4.5 The allocation of markets

As globalisation of the automotive industry continues, it is more likely that
firms, their affiliates and subsidiary operations will operate within a single
strategic plan.  This applies particularly for assemblers of PMVs, but also to
international component manufacturers.

Box 2.2 describes the role of Holden’s Mechanical Manufacturing Operations in
supplying global component markets.

Box 2.2: Holden’s Mechanical Manufacturing Operations  —  a
global component supplier.

Holden’s Mechanical Manufacturing Operations (HMMO) is engaged in three basic
businesses:

•  engine manufacture;

•  automotive component manufacture; and

•  technical consultancy and contract engineering.

HMMO manufactures 4 cylinder Family II engines, 6 and 8 cylinder engines plus a
broad range of castings and suspension components for both export and the domestic
market.  HMMO is also involved in contract engineering for international clients.

HMMO competes with other operations within General Motors’ global operations, in
particular it competes with plants in Brazil and Germany that also manufacture the
Family II engines.

HMMO is Australia’s largest exporter of manufactured automotive components and
one of Australia’s largest exporters of manufactured goods.  It exports two thirds of its
production.  HMMO exports products to the UK, Germany, the USA, India, Taiwan,
South Korea, South Africa, Egypt and Indonesia.  HMMO’s export earnings exceed
$1.4 million per day.

Source: Holden Company Profile and personal correspondence December 12, 1996.

A fundamental element of this strategy is the allocation of markets and
production responsibilities to maximise the total benefits for the multinational
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firm.  As the establishment or upgrading of an automotive manufacturing
facility generally requires considerable capital, markets for subsidiaries may be
allocated by the parent.

This process has two major benefits for the parent firm.  First, it ensures
affiliates of the company don’t compete in a destructive way in the same
geographic market.  Consequently resources are less likely to be devoted to
unsuccessful commercial operations.  Second, the fact that all the company’s
operations compete for capital within the global firm drives competition
between alternate operations.  This encourages individual plants to reduce costs
and improve their performance relative to international standards of best
practice.

The net effect of these complex decisions is that market access for PMV
manufacturers does not automatically equate to export markets.  Barriers may be
imposed within the multinational corporation or products might be unsuitable
for the accessible markets.  For example, the United States is a relatively open
market for imports of PMVs.  Yet Holden, Ford Australia and Toyota Australia
do not export vehicles to the United States, and it is only recently that
Mitsubishi Japan gave Mitsubishi Australia a franchise to supply Diamante
sedans to all markets outside Japan.

Market allocation is a decision taken in the context of the parent firm’s global
strategy.  So too is the decision to produce vehicles in any one of many possible
locations.  Having access to markets is only one element in the pursuit of export
markets for Australian producers.  A more important aspect is the ability to
supply product into a given market at internationally competitive prices.  Issues
concerning market access are considered in more detail in Chapter 7.

In summary, global forces are influencing the structure and performance of the
automotive industry in different, often conflicting, ways.  As noted in section
2.4.4, the cost of product development has increased and this requires larger
production volumes to amortise costs.  This is driving vehicle model and
platform rationalisation on a global scale.  The trend to international designs
assists the traditional supplier of the component in the vehicle maker’s home
market.  On the other hand, vehicle and component makers are showing a
preparedness to source components on a least cost basis.  Working against this
is the trend to just-in-time delivery which favours regional agglomerations of
suppliers around their car making customers.
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2.5 Implications for the Australian industry

Clearly the global automotive industry is highly complex and this complexity is
likely to increase.  It is a difficult task, therefore, to predict how its structure
might change in the future.  Patterns of trade, investment, and whether activity
takes place between firms or within the one organisation are susceptible to many
influences.  Although government policy is an obvious variable, it is only one of
many, and may not be the most significant force for change.  Government
policy, however, is frequently cited as the reason for disinvestments, even when
the underlying reality is the lack of commercial viability.

Increasing globalisation has several implications for the Australian industry.
The continued presence of excess capacity across the globe will continue to put
pressure on Australian operations to improve their performance, as will a
competitive domestic market for new vehicle sales.  The Australian
governments’ program of reducing assistance, and its level of intervention in the
industry, and the decisions of other countries’ governments will also be
important factors.  But significant pressure will come from within the parent
companies that operate Australian subsidiaries.  Hella stated the importance of
integrating with a parent company’s global strategy:

Another essential part of the company’s strategy for change is the integration of Hella
Australia into Hella International.  Hella International drives the globalisation of the
business of the Hella group of companies. As part of this strategy, Hella set up the
regional headquarters for Asia Pacific (Hella Asia Pacific Pty Ltd) in Mentone Victoria.
(sub. 11, p. 5)

Australia’s PMV manufacturing operations compete with other affiliates
throughout the world for parent company investment.  Where a manufacturer
has a number of options to supply a market with a particular model, the
opportunity to compete for that market within the firm arises.  Ford discussed
international investment decisions:

The globalisation of the industry makes the advantages and disadvantages of different
locations a key investment criteria.  Automotive investment is scarce and more mobile
than ever in seeking out the best returns.  While Australia has an impressive list of
advantages, it is some of the disadvantages which alternate locations have overcome, or
do not have, that present difficulties for Australia.  This must be addressed by the
policy makers.  (sub. 14, p. 3.3)

Some automotive firms also observed that changes in the international
automotive industry meant that they had to focus globally, just to maintain their
position in the domestic market.  For example Poly Pacific, the biggest plastics
raw materials supplier to the Australian automotive industry, said:

... we are noticing the effect of globalisation in terms of contracts or tenders being let
around the world for particular items, for particular car programs, and the basis of being
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able to tender for that is to be able to supply in other markets apart from Australia.  So
the effect on us is that we’ve got to look further afield in terms of being able to support
that type of activity, if we want to get that business offshore and also to maintain our
business here. (PHtrans., p. 149)

Global change thus generates local change.  As noted by many participants to
this inquiry, the past decade has seen substantial change in the Australian
automotive industry.  The car manufacturing industry has been under pressure to
lift its performance by reducing costs and increasing productivity.  In turn that
pressure has been passed on to the many component manufacturers and service
sectors that rely on the manufacture of vehicles.  Some firms have prospered
while others have faded.  As Robert Bosch stated:

RBAU [Robert Bosch Australia Pty. Ltd.] recognised some time ago that increasing
globalisation of the automotive car and components manufacturing industry would
create both threats and opportunities for Australian component producers.
(sub. 65, p. 4)

While it has shown considerable capacity for change, the ongoing challenge for
the automotive industry in Australia is achieving the highest international
standards in production efficiency and quality.  It is only by doing so that it
maximises its chances of competing in a global industry.
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3 THE AUSTRALIAN AUTOMOTIVE
INDUSTRY  —  STRUCTURE AND
MARKETS

The Australian automotive industry has begun the transformation from one
competing internally to one competing in the global market.  Between
1986–87 and 1994–95 the value of industry output has increased by
9 per cent in real terms.

Although a large part of vehicle production remains focused on the local
market, all vehicle producers and some component producers are
competing in international markets for an increasing part of their
business.

As government intervention and assistance continues to fall and as a result
of technical change and globalisation, further change can be expected.
The exact future structure of the Australian industry is difficult to predict.

3.1 Scope of the Australian automotive industry

The Australian automotive industry now comprises a diverse range of
businesses spanning raw material producers, manufacturers of components and
vehicles, and ancillary services that sell and support the vehicles Australians
drive.  Industry participants vary from large multinationals such as General
Motors  —  the world’s largest company  —  to small private firms involved in
innovative niches such as vehicle design.  As such, the Australian automotive
industry is an example of this complex worldwide industry, although on a
smaller scale.

At its broadest level of specification, the total automotive industry is less than
five per cent of total Australian employment.  The most recent Australian
Bureau of Statistics (ABS) manufacturing survey data for 1994–95, estimated
that the manufacturing sector of the automotive industry  employed around
47 100 persons.1  The services sectors of the industry are considerably larger
than the manufacturing sector of the industry.  For example, the majority of
employment is generated in automotive services such as retailing, wholesaling
and other services.  The ABS November 1996 labour force survey estimated that

                                                
1 Not including ANZSIC industry class 2812 motor vehicle body mfg.
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employment in automotive retailing was 51 700 people, 40 000 people in
wholesaling and 204 100 people in the rest of automotive services.

The ABS estimated output of the automotive manufacturing sector increased by
9 per cent in real terms — measured by gross product at factor cost — between
1986–87 and 1994–95.

3.1.1 Regional concentration

Several participants in the inquiry have focused on the regional concentration of
the manufacturing sector of the automotive industry.  In particular
manufacturing is concentrated in Melbourne, Geelong and Adelaide
(see Table 3.1).  In 1994–95 manufacturers in Victoria accounted for almost
54 per cent of the value of motor vehicle and parts production.  Around
33 per cent of vehicle and parts production took place in South Australia (see
Appendix C).  In the same year the automotive manufacturing sector accounted
for 1.3 and 1.4 per cent respectively of Victoria’s and South Australia’s gross
state product at factor prices.  This compared to 0.6 per cent for Australia as a
whole (ABS, unpublished data).

Table 3.1 Location of PMV manufacturers’ operations

Head office Stamping plant Engine plant Assembly plant Design and
engineering

a

Ford Broadmeadows,
Vic.

Geelong, Vic. Geelong, Vic. Broadmeadows,
Vic.

Geelong and
Broadmeadows,
Vic.

Holden Port Melbourne,
Vic.

Elizabeth, SA. Port Melbourne,
Vic.

Elizabeth, SA. Port Melbourne,
Vic.

Toyota Port Melbourne,
Vic.

Altona, Vic. Altona, Vic. Altona, Vic. Port Melbourne
and Altona, Vic.

Mitsubishi Tonsley Park,
SA.

Tonsley Park,
SA.

Lonsdale, SA. Tonsley Park,
SA.

Tonsley Park,
SA.

a Design and engineering is also done in the home countries of the local manufacturers.
Source: Ford (sub. 14), Holden (sub. 19), Toyota (sub. 15) and  Mitsubishi (sub. 34).

As well as being concentrated in the same regions as passenger motor vehicle
(PMV) production, the automotive components sector has significant impacts on
local communities such as Albury in New South Wales and Ballarat in Victoria.

The significance of the industry to South Australia was described by the South
Australian Government:

... [the automotive industry] today accounts for one sixth of South Australia’s
manufacturing activity and one tenth of the State’s total exports.  The economic
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importance of the industry goes well beyond the direct output and employment it
generates.  (sub.  61,  p.  3)

The City of Greater Geelong described the significance of automotive
manufacturing in that region.

There are sixteen companies from Geelong and Surfcoast involved in either the
manufacture and/or assembly of motor vehicles or automotive components.  In 1995,
these firms employed approximately 3,900 EFT staff.  Expenditure on wages and
salaries in the region is estimated to exceed $200 million with an estimated turnover of
over $800 million.  (sub.  39,  p.  5)

By comparison with the automotive manufacturing sector, the automotive
services sector is geographically dispersed.  For example, the myriad service
stations, panel repairers and vehicle dealerships across Australia represent this
sector.

3.2 The motor vehicle stock in Australia

Comparisons with other countries show Australia has one of the highest rates of
car ownership in the world.  At June 30, 1995, there were 8.6 million passenger
vehicles registered in Australia.  This amounted to a vehicle for every 2.2
Australians (ABS Cat. No. 9309.0).

By international standards, the Australian market can be defined as mature.
That is, the rate of new car purchases per capita has ceased to grow
significantly.  Furthermore, between 1976 and 1995 the rate of new car
purchases per capita has been decreasing.  In that period it dropped from 33
registrations per 1000 population to 29.

Figure 3.1 presents figures for local production and registrations of vehicles
over the last two decades.  New PMV registrations fluctuated around 450 000
vehicles during the period, but have grown consistently since the 1990–91
recession in Australia.
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Figure 3.1: Passenger motor vehicles and total vehicles,
registrations and production, 1976 to 1996
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3.2.1 Passenger motor vehicle market

Globalisation in the automotive industry and the lowering of protection of local
manufacturers have been strong influences on the automotive market in
Australia.

The size of the domestic market

In 1996, sales of PMVs were a little over 492 000 units.  Locally produced
PMVs accounted for almost 265 000 units or some 54 per cent.   The Holden
Commodore was the highest selling vehicle in Australia on an annual basis,
followed by the Ford Falcon.  Table 3.2 presents sales of the six most popular
PMVs for 1996.  VFACTS, which compiles the registration figures for the
industry, divides PMV sales into four segments, small/light/micro, medium,
upper medium and luxury (see Appendix D).
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Table 3.2: Highest selling cars in Australia in 1996

Vehicle make and model Market segmenta Units sold

Holden Commodore Upper medium 83 001

Ford Falcon Upper medium 77 835

Hyundai Excel Small/micro/light 35 308

Mitsubishi Magna Medium/Upper medium 32 387

Toyota Camry Medium/Upper medium 31 777

Toyota Corolla Small/micro/light 23 212

a VFACTS classification (See appendix D).
Source: VFACTS.

Over the past five years, there have been significant changes in consumers’
tastes and preferences.  Demand for upper medium vehicles  —  the segment
containing the Commodore and Falcon  —  has been strong.  There has also
been high demand for micro/light vehicles, driving the development of a new
class within the small vehicle segment.  Demand for medium vehicles  —  
including 4 cylinder Magnas and Camrys  —  has recently declined but it is
unclear whether this trend will continue.  Appendix D provides segment
definitions and a detailed discussion of changes in market segments.

The impact of imports

Since the abolition of quotas in 1988 the share of imported vehicles has
increased.  This has resulted in a greater diversity of marques and models
available to the consumer.  The Australian Automotive Intelligence Report
(AAIR various issues) calculated that the number of models available to
consumers rose from 69 in 1985 to 101 in 1995.  As a result new niches have
been opened in the market.  The FCAI importers group commented:

The abolition of quotas allowed the range of imported cars to be widened, with light
[micro/light] cars effectively opening up a new part of the market.  (sub.  46,  p.  7)

Yet recent import penetration of the Australian PMV market has been limited to
the small vehicle segment.  This growth in the share of imports has been driven
by two major factors:

•  the increasing popularity of imported micro/light vehicles for which none
of the local producers catered; and

•  the strategic decision by local vehicle manufacturers, except Toyota, to
withdraw from small vehicle production and source their small vehicles
from their overseas operations.  This decision was influenced by the
Government’s desire to reduce the low volume production in Australia.
Over the period 1988 to 1996 local production of the Mitsubishi Colt, Ford
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Laser and the Nissan Pulsar ceased.  Local producers are now amongst the
highest importers of small vehicles into Australia.

As a consequence, the share of imports in the small vehicle segment has
increased from about 25 per cent in 1988 to over 86 per cent in 1996
(see Figure 3.2).

The local share of passenger market segments other than small vehicles —
including medium, upper medium and luxury segments — has been maintained
at around 80 per cent since 1988 (see Figure 3.2).

Segments of the light commercial market have also been dominated by imported
vehicles.  For example, four wheel drive (4WD) vehicles, of which recreational
4WD vehicles make up a significant portion, have increased in popularity.2  The
number of sales of these vehicles has risen from about 67 000 units to almost
82 000 units — an increase in share from 40 per cent to 57 per cent of the light
commercial market in just 10 years (see Appendix D).  These vehicles are not
manufactured locally.  Many participants saw these vehicles as direct
competitors for the family sedans.  For example Ford stated:

Extensive market research has shown these vehicles are largely purchased as passenger
car substitutes and not for regular, if any, off-road use.  (sub. 153, p. 1)

The Commission finds the end of import quotas in 1988 has increased the
variety of passenger motor vehicles available to Australian consumers from
69 models in 1988 to 101 models in 1995.

Concentration in the upper medium segment

By contrast with the small vehicle segment, the upper medium vehicle segment
of the PMV market is dominated by locally produced vehicles.  The Holden
Commodore, Ford Falcon and the six cylinder versions of the Magna and Camry
accounted for over 99 per cent of this segment in 1996 (VFACTS 1996).
Furthermore, the relative size of this market segment has expanded from about
28 to over 40 per cent of all PMVs sales over the period 1988 to 1996.

This has seen a concentration of locally made vehicles in this segment as the
locally produced medium cars  —  Mitsubishi Magna and, to a lesser extent,
Toyota Camry — have been re-positioned in the upper medium segment.
Toyota noted:

                                                
2 In 1996 the VFACTS all terrain wagons segment, which is almost exclusively recreational

4WD vehicles, made up 62 per cent of 4WD vehicles sold in Australia.  This segment was
not separated out before 1993.
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Figure 3.2: Micro, light and small car market, 1988 to 1996
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The share of total domestic production sales attributable to upper medium six cylinder
cars rose from 40% in 1990 to 70% in 1995.  (sub. 15, p. 37)

This realignment of locally produced products has contributed to the decline in
the medium vehicle registrations between 1988 and 1996 (see Appendix D).  In
its analysis of car sales, AAIR commented:
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This [medium] class has declined substantially over recent years ... largely because:

•  the market for this [vehicle] size is progressively shifting from the 4 cylinder to
the optional V6 engine cars which are classified as upper medium

•  the increased size and price of the medium cars is encouraging some buyers to
move to similarly sized prestige cars or the traditional upper mediums.
(AAIR, Oct. 1995, p. 30)

Fleet sales

Fleet sales are an important source of sales for domestic PMV producers.  This
has been the case historically.  As the Australian Fleet Managers Association
observed from their survey:

The 33 sample fleets from the AFMA membership are dominated by Australian made
vehicles, with Ford, Holden, Toyota and Mitsubishi accounting for no less than 99 per
cent of all passenger cars.  (sub. 170, p. 5)

In 1996 each local model relied on Government and private vehicle fleet
purchasers for over 50 per cent of their sales.  The South Australian
Government noted:

Fleet sales continue to account for about half of new passenger vehicle sales and are a
very important source of purchases of locally made vehicles.  (sub.  61,  p.  20)

The upper medium segment relies on fleet sales relatively more than other
segments.  Fleet purchasers accounted for almost 75 per cent of sales in this
segment in 1996 (see Appendix D,  Table D.2).  Mitsubishi observed the
dependence of local manufacturers on fleet sales:

... [local producers] current level of dependence on business and Government fleet sales

... account[s] for around 75% of that sector’s volume.  (sub. 34, p. 8)

The only locally produced small car also relies disproportionately on fleet sales.
Over 50 per cent of 1996 Corolla sales were to Government or private fleets.
This is exceptional within a market segment dominated by private purchasers.

Local producers’ relatively high percentage of fleet sales has also created a
strong market for low mileage ex-fleet cars which operates between new
vehicles and the general second hand market.  This process was described by the
Australian Historic Motoring Federation Inc:

... fleet vehicles are typically sold after a set interval of either several years or a certain
defined distance travelled, these enter the market as ‘near new vehicles’. At this stage,
they pass from commercial use to private use and, typically, are purchased by buyers
who once would have purchased larger new vehicles.  A typical purchase price of these
used larger vehicles would be comparable with that paid by the purchasers of new
smaller vehicles.  (sub. 27,  p.  5)
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Implications for the PMV market

The emphasis on fleet sales provides both threats and opportunities for the local
manufacturers.  The fleet market appears to support large, rear wheel drive
PMVs and local producers enjoy some natural advantage as they are exposed to
very little competition from imports.  Ford stated:

...the Falcon-Commodore size car, will still have a dominant role in the industry and all
research we do confirms that to us.  What drives it is they’re very much the accepted
fleet vehicles.  (PHtrans., pp. 275-6)

The Australian Fleet Managers Association observed:

...[its] purchasing record over a long period of reducing levels of automotive import
duties reflects their preference for cars in the upper medium market segment
manufactured in Australia.  (sub. 170, p. 4)

But the emphasis on the upper medium vehicle segment may also be a
weakness.  Four manufacturers all competing for the same segment could be
unsustainable in an industry where economies of scale are important and in the
absence of large scale exports.  Just as imported vehicles have been influential
in the small vehicle segment they might be in the upper medium segment in
future.  Holden noted:

...the risk is fragmentation ... nobody is going to achieve any substantial volume in
those segments once fragmentation occurs.  The risk has to be that over time it will also
occur in upper medium.  (PHtrans., p. 436)

There is now widespread recognition that the present industry structure must
adjust to the changes in the market over the past five years.  Without
considerable exports the four local manufacturers do not appear to have a large
enough market for their products.  To succeed in a changing market producers
must either take market share from each other, produce the vehicles that
consumers want at attractive prices, or export the vehicles they produce.

Regardless of their response to the changing market and regardless of the level
of assistance, the status quo may not be sustainable.
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The Commission finds the Australian vehicle market has grown strongly
during the 1990s, and that the market segment in which domestic
production is concentrated, the upper medium segment, has grown more
strongly than the total market in the 1990s.  This segment has almost no
import penetration, and provides a strong market for domestic producers.

3.2.2 Local PMV production

In Australia there are four producers of PMVs — Ford Motor Company,
General Motors Holden, Toyota and Mitsubishi.  Nissan also produced vehicles
in Australia until 1992.  Each of these firms are subsidiaries of foreign
multinational firms.

The ABS estimated that the four automobile manufacturers employed about
23 100 people in 1994–95.  The Department of Industry, Science and Tourism
(DIST) estimated they produced more than 325 000 vehicles in 1996.  On the
basis of the most recent manufacturing industry data, the ABS estimated that
production of PMVs, passenger vehicle derivatives and components for those
vehicles, accounted for around five per cent of value added for the
manufacturing sector and one per cent of gross domestic product in 1992–93.3

Figure 3.3 presents Australian PMV and derivative light commercial production
levels from 1985 to 1996.4

The level of PMV production, including derivatives, has varied considerably
from more than 380 000 vehicles in 1989 to less than 280 000 in 1992, the depth
of the recession.  Since 1994 Holden has been the largest Australian producer
whereas Ford produced the most PMVs for much of the 1980s.  Toyota is the
third largest and Mitsubishi the smallest of the four Australian producers.

It is useful to think of PMV production in terms of the four segments used to
divide up PMV sales.  Although, Australian automotive production has changed
over time, it has centred on the upper medium segment.  Ford and Holden
presently dominate production of upper medium vehicles with the Ford Falcon,
Holden Commodore and their derivatives.  Mitsubishi has recently moved into
production of this class of vehicle with six cylinder Magnas, as have Toyota
with six cylinder Camrys.

                                                
3 The ABS do not collect value added data every year, hence it is for an earlier year than

data for employment.
4 All light commercial vehicles (LCVs) manufactured in Australia are derived from

passenger vehicle platforms.
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Figure 3.3: Australian motor vehicle production, 1985 to 1996 (1996
dollars)
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Production of medium sized vehicles is dominated by the Toyota Camry,
although Mitsubishi produces significant numbers of four cylinder Magnas.  As
the only Australian producer of a small vehicle, the Corolla, Toyota dominates
production in that segment.  There is no Australian production of micro/light
vehicles.

In Australia the average annual production volume in a plant has increased from
around 48 000 units in 1985 to over 81 000 units in 1996.  Two of the current
models (the Falcon and Commodore) are produced in plants that have annual
volumes of over 100 000 units.  Comparable plants overseas typically have
annual production volumes of between 150 000 and 200 000 units per annum.
Total annual capacity of around 300 000 units is not uncommon.  Furthermore,
similar to Toyota’s Altona plant, these plants can produce more than one model.

To a certain extent, the Australian upper medium vehicle is unique in the global
industry.  The bulk of PMV production in Australia is in this segment providing
some level of natural protection.  Both the dominant models  —  Commodore
and Falcon  —  are rear wheel drive, six cylinder cars.  In other markets around
the world, models of this configuration are typically reserved for the luxury
segment of the market.  Holden commented:
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Our product niche is the upper medium rear wheel drive passenger car — a product
which is, in other parts of the world, largely confined to luxury segments of the market.
(sub. 19, p. 35)

The very uniqueness of the dominant vehicles, may constrain the export
potential of these cars. Holden explained these limitations for the Commodore
in their submission:

In the case of Commodore, the very characteristics which make the product so
successful domestically tend to limit its export opportunities.  The only export markets
of which we are aware with substantial demand for a product optimised in this way are
New Zealand, the Middle East, and South Africa.  There may be an opportunity in the
United States but the market niche is somewhat different and may not be fully
compatible with the Australian requirement.  (sub. 19, p. 35)

As this specialisation in a production segment unique to Australia presents both
risks and opportunities for local producers, it is unclear how it will ultimately
affect the domestic industry.

The Commission finds that the output of the domestic automotive industry
has increased over the last decade.  Market growth, higher valued products
and greater exports, have more than offset a loss of share on the domestic
market.

3.2.3 Light commercial vehicles

In addition to passenger vehicle manufacturing, there is a significant
commercial vehicle sector in the Australian automotive industry.  In 1996, about
27 300 commercial vehicles were produced in Australia.  This includes a
substantial heavy vehicle industry.  As Iveco described in their submission:

... the heavy vehicle industry today in Australia is as complex as the passenger car
industry with a mixture of importers, assemblers and manufacturers ...  (sub. 26, p. 2)

Light commercial vehicles accounted for over 90 per cent of commercial
vehicle sales in 1996.  Locally produced light commercial vehicles  —  the
Commodore utility and Falcon utility and van — accounted for about 13 per
cent of all light commercial vehicles sold in this period.  Most locally
manufactured light commercial vehicles are utilities.  Falcon vans represent
about one per cent of this class.

Total sales of light commercial and four-wheel drive vehicles totalled around
142 800 units in 1996 compared to 136 400 units in the previous year and more
than 167 400 units in the peak year of 1985.
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3.3 Automotive components in Australia

Although much attention is focussed on the PMV manufacturing sector,
production and trade in automotive components are significant.

The sector is divided between first tier suppliers and second tier suppliers.  First
tier suppliers provide subassemblies to PMV manufacturers, including
transmissions, complete brake assemblies and air conditioning units, rather than
simple component parts.  First tier suppliers work to improve their products
through innovation usually associated with research and development and
product design.  Therefore, vehicle manufacturers often involve first tier
suppliers in the initial phases of vehicle design and development (EIU 1996a).
Second tier component firms supply first tier firms with components for their
subassemblies and provide the PMV manufacturers with unassembled
components.  However, many component suppliers do not fit neatly into either
tier.

3.3.1 Local component production

The Federation of Automotive Products Manufacturers (FAPM) reported that
there were almost 200 firms in Australia supplying components to passenger
vehicle producers (FAPM 1996a).  However, 35 firms produce around
75 per cent of the value of Australian component production (DIST 1995b).
The majority of the largest component manufacturers are foreign owned and
some are not dedicated to the motor industry.  Several of the largest component
manufacturers are groups of subsidiary businesses.  For example, BTR Nylex
and Pacific BBA.  The ABS estimated that turnover for the component sector
was slightly less than $3.4 billion in 1994–95 and these firms employed
approximately 24 000 people.5

There is significant concentration in the manufacture of automotive
components.  Many components are produced by only a small number of firms.
For example, Walker Australia makes exhaust systems for all four PMV
manufacturers.  Many of these firms are specialist component producers (SCPs),
producing exclusively for the automotive industry, Walker Australia is an
example of a SCP.  Approximately 170 of the component manufacturers are not
dedicated to the motor industry.  Major components such as engines and
castings are produced in-house by the vehicle assemblers, although the amount
of in-house component production varies between firms.

                                                
5 This compares with DIST figures for calender year 1995 for sales of $3 billion and

employment of 16 500 people.
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The components supplied by this sector of the automotive industry fall into two
broad categories:

•  components that are devoted to original equipment (OE).  That is, these
components are used in the assembly or manufacture of specified PMVs.
The suppliers of these components are frequently SCPs; and

•  components that are fitted to a vehicle at any time after the final stage of
production.  These automotive components are referred to as replacement
and aftermarket components.

In its submission to the inquiry, FAPM estimated that sales for vehicle
production by domestic producers accounts for 56 per cent of total component
sales.  It submitted the following breakdown of members’ sales:

•  Domestic Original Equipment:  $2.9 billion

•  Domestic Aftermarket:  $1.8 billion

•  Export Original Equipment:  $384 million

•  Export Aftermarket:  $200 million  (sub.  48,  p.  18)

Although most of the largest component firms are members of FAPM, not all
component firms are, so these figures underestimate the size of component
sector sales.

3.3.2 Globalisation in the component industry

The Australian components industry has extensive affiliations and associations
with automotive components manufacturers in Europe, Japan and the United
States.  A high proportion of Australian companies engaged in component
production are either wholly of partially owned by overseas car companies or
produce under licence to international components manufacturers.

Just as the tendency to globalisation has placed competitive pressures on vehicle
manufacturers, it has impacted on the component sector of the industry.  More
open product and capital markets mean that import competition and capital
rationing are having tangible influences on Australian firms.  Many participants
have stressed how investment decisions within multinational companies are
taken in a global context.

This is not a new development.  Subsidiaries have always had to compete
internally for investment funds.  What has changed is that very restrictive
market access has slowly given way to more liberal access and competitive
pressures have increased.  MHG Plastics described the competitive nature of the
component sector:
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In a global economy and the globalisation of the automotive industry, our product
prices are being compared with countries of much higher volumes.  Quality and
delivery are a given in today’s markets.  (sub. 67,  p.  7).

In one respect the Australian automotive industry has become more global
simply by virtue of the lower levels of assistance now provided to the industry.
This has resulted in changes in the way companies do business in the global
arena.

The complexity and increasing development costs of modern vehicles has
increased the reliance of vehicle manufacturers on their tier one suppliers for
R&D and design capability.  For example, there has been a movement towards
blackbox supply of components where the supplier delivers a complete
component or system within broad parameters set by the purchaser.  This has
created both opportunities and risks for component producers.  As noted by
Ford:

Globalisation coupled with the pressure for cost competitiveness has witnessed a trend
to “black box” or “systems” supply where the supplier delivers a complete component
or system direct to the manufacturer rather than a variety of smaller unassembled
components.  This trend requires increases in capital, technology and skill levels for
suppliers and while for some it may represent an opportunity, for others it will be a risk.
(sub.  14,  p.  3.6)

The economics of just-in-time or kanban production systems means many
Australian component firms are investing in manufacturing in other countries to
supply their customers on a just-in-time basis.  This pattern of development of
the industry reflects in part the need to invest in target markets as a means of
entry.  Proximity to the customer also assists firms to tailor products to customer
tastes.  For example, Monroe Australia Pty Ltd, part of the international
Tenneco Automotive group, manufactures shock absorbers in a number of
locations around the world.  They have recently commissioned a plant in India,
initially to meet domestic Indian demand.  However, they expect the plant to be
able to meet world class quality levels within the medium term and, because of
its low cost base, to be a competitive export operation.

Another consequence of declining assistance and the globalisation of the
component sector has been its increasing focus on exports.  This is discussed in
the following section.

3.4 International automotive trade

A significant part of the globalisation of the automotive industry has been a
greater emphasis on international trade.  Australian firms have looked to exports
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for increased production volumes, although growth in automotive trade also
includes trade in automotive services such as design and engineering.

3.4.1 Automotive exports

One aim of present automotive industry policy is to encourage automotive
exports of both components and vehicles.  A key change in the Australian
automotive industry has been the development of significant exports, the bulk of
which are components.

The ABS estimated that the total value of vehicle and component exports in
1996 was around $2  174 million.  Exports of completely built up PMVs
(CBUs) numbered 39  631 in 1996, with a value of $836.6 million free on board
(FOB).  Although the volume of clearances has fluctuated, since 1988 the value
of exported CBU PMVs has been increasing (see Figure 3.4).

Figure 3.4: Automotive exports real value FOB, 1985 to 1996 (1996
dollars)
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Source: ABS (unpublished data).

All of Australia’s vehicle producers have plans to export or have been involved
in export programs in the immediate past.  The major destinations for Australian
exports of CBU PMVs in 1996 were New Zealand, NAFTA and the
Middle East.  Germany and the United Kingdom imported a mix of CBUs and
components from Australia.
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A major reduction in the level of CBU PMV exports occurred from 1993 to
1994, as Ford ended its Capri program.  This reduction was exacerbated by a
coincident decrease in Mitsubishi’s Magna export program.

The component industry is also increasing its direct exports.  Component
exports include engines and engine components, braking equipment, drivelines
and wheels.  It was claimed by some participants that the range of component
exports is increasing as well as the volume. For example, the South Australian
Government commented that:

Exports of components have grown steadily over the last decade ... The range of
components exported has also risen, although exports remain concentrated amongst a
relatively small number of component producers.  (sub. 61,  p.  16)

However, exports of components appear to remain concentrated among certain
groups.  The FCAI importers group commented that:

... ten components account[ed] for over 60 percent of total component exports in 1995
(engine parts, tyres, brakes, wheels, transmission shafts, mirrors, shock absorbers,
glass, body parts, ignition and starting equipment).  (sub.  46,  p.  20)

Further, components and CBU exports appear to be most successful in certain
markets.  The FCAI importers group also commented on this in their
submission:

... [there were] five destinations accounting for over 70 percent of component exports in
1995 (Japan, USA, NZ, ASEAN, Germany).  (sub. 46,  p.  20)

New Zealand received 43 per cent of all CBU PMV exports in 1996 (see
Table 3.3).  NAFTA and the Middle East were the next largest export
destinations.  No other country accounted for more than five per cent of CBU
PMV exports.
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Table 3.3: Exported CBU PMVs by destination, 1993 to 1996a

1993 1994 1995 1996

Destination Value Share Value Share Value Share Value Share

$m % $m % $m % $m %

New Zealand 184.6 32.8 269.0 58.0 322.4 66.4 360.3 43.1

NAFTA 195.8 34.8 84.6 18.2 16.8 3.5 206.8 24.7

Middle Eastb na na na na na na 109.0 13.0

Japan 38.3 6.8 34.6 7.5 63.0 13.0 37.2 4.4

ASEAN 38.4 6.8 59.0 12.7 60.9 12.5 14.8 1.8

EU 90.2 16.0 2.4 0.5 10.6 2.2 0.8 0.1

Other 15.0 2.7 14.1 3.0 11.6 2.4 107.8 12.9

Total 562.3 100.0 463.7 100.0 485.3 100.0 836.7 100.0
a Figures are nominal because of differing composition of exports to each destination.
b Middle East not separated out from rest of world in original source until 1996.
Source: ABS (unpublished data).

3.4.2 Automotive imports

The value of component imports are larger than the value of CBU PMV
imports.  In 1996 the total value of automotive imports was a little more than $9
billion.  The ABS estimates that CBU PMVs comprised about one third of the
value of automotive imports in 1996.  Over the period 1989 to 1996 imported
CBU PMVs have increased.  Figure 3.5 presents data for total automotive
imports.

There are currently over 20 specialist importers of PMVs into Australia.  In
addition, Australian vehicle producers are themselves significant importers.  For
example, Ford was the second highest seller of imported PMVs (29 484 unit
sales) in 1996 and the third highest seller of imported vehicles when light
commercials are included.  Mitsubishi (13 590), Holden (11 093) and Toyota
(9 093) were the sixth, eighth and ninth highest sellers of imported PMVs
respectively.  Toyota was the highest seller of imported vehicles when light
commercials are included (VFACTS various issues).

The ABS estimated over 233  000 PMVs were imported with a value of nearly
$3 billion in 1996.  As noted earlier, imported vehicles presently dominate the
small, 4WD and luxury vehicle segments.
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Figure 3.5: Automotive imports real value, 1988 to 1996 (1996
dollars)
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Source: ABS (unpublished data).

Japanese products made up 43 per cent of all CBU PMV imports for 1996
(see Table 3.4).  The Republic of Korea was the next largest exporter to
Australia with a 33 per cent share.  No other exporter to Australia accounted for
more than 10 per cent.

Table 3.4: Imported CBU PMVs by source country, 1993 to 1996

1993 1994 1995 1996

Country
of origin

Units Share Units Share Units Share Units Share

No. % No. % No. % No. %

Japan 114 445 72.1 112 028 61.5 98 680 45.9 99 425 42.6

Germany 9 968 6.3 14 159 7.8 16 483 7.7 17 411 7.5

Korea 27 007 17.0 34 658 19.0 65 211 30.4 78 948 33.8

Sweden 3 335 2.1 4 507 2.5 3 472 1.6 3 053 1.3

UK 461 0.3 1 795 1.0 4 172 1.9 6 409 2.7

Belgium 1 002 0.6 1 417 0.8 6 852 3.2 7 049 3.0

Other 2 445 1.6 13 692 7.5 19 964 9.3 20 992 9.0

Total 158 663 100.0 182 256 100.0 214 834 100.0 233 287 100.0
Sources: ABS (unpublished data).
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3.5 Australian automotive services industry

Motor spares and accessories and vehicle sales and services are also important
aspects of the automotive industry in Australia.  In terms of the number of firms
and the level of employment, this sector of the automotive industry is
significantly larger than automotive manufacturing.

There are two broad groups of services to the automotive industry.  One group
comprises services such as vehicle design and engineering.  These are provided
both in-house by manufacturers and also as contract services available to them
from independent parties.  There is significant trade in design and engineering
services in this sector, just as there is in other parts of the automotive industry.

The other group within the automotive services sector comprises firms involved
in sales and aftermarket support.  The Motor Trades Association of Australia
(MTAA) estimated that, at June 1993, it represented the interests of about
80 000 retail outlets, 40 000 firms and 270 000 staff.  The turnover of the sector
was estimated by MTAA to be $49 billion at that time.

It is important to note that the size of the automotive services sector is largely,
although not entirely, independent of the relative levels of imported or locally
made automotive products.  This sector gains from growth in the market,
whether that growth is driven by imported or domestically produced vehicles.
The West Australian Chamber of Commerce noted:

Other things being equal, it is likely that the size of the total market, retail sales and
servicing market would be larger if tariffs were reduced, because the relative cost of
vehicles compared to other consumer goods and services will be lower than it otherwise
would be.  (sub. 178, p. 9)

3.6 Summary

Clearly, the Australian automotive industry is changing in terms of its structure
and markets, as it has continuously since it was established in Australia.  For
example, it has become more regionally concentrated in recent years and certain
market segments have been influenced significantly by imported vehicles.  Over
the last decade the level and extent of government assistance has been gradually
decreasing.

Although manufacturing of PMVs retains a particularly high profile it is not the
largest sector of the industry.  The services sectors of the Australian automotive
industry employs more than four times more people than manufacturing.  The
importance of exports to the motor vehicle and components sector is
increasingly being acknowledged.  Ancillary services to the automotive industry
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is another sector thought to provide potential export opportunities.  This is
discussed in detail in Appendix F.

Further, it is apparent that globalisation has been a significant influence on the
Australian industry, particularly in the past decade.  It will remain a strong
influence on the behaviour and performance of firms in the automotive industry,
offering both opportunities and threats.

Globalisation of the automotive industry is likely to accelerate and the future of
Australian producers will be closely linked to the strategies of their parent
organisations.  There will be increasing opportunities for automotive
manufacturers to establish operations in a range of new locations as emerging
economies continue to industrialise.  This will continue to drive competition
between alternate locations within multinational firms.  Globalisation has also
provided opportunities for Australian component manufacturers to expand via
location offshore.

As the South Australian Government suggested, the Australian automotive
industry has to embrace a role in the global industry if it is to survive:

In view of the foreign ownership of the Australian vehicle manufacturers and many of
the major component suppliers, the integration of Australia’s manufacturing operations
into global supply networks seems essential to the industry’s survival.  (sub.  61,  p.  
23)

A second major influence on the Australian industry has been the emergence of
automotive industries in a number of the NIEs.  This has impacted both on local
vehicle manufacturers through changes in the vehicle market and on the
component and services sectors through the opportunities and risks associated
with increased competition.

A third force for change in the industry has been a government policy
environment which has encouraged firms to think globally.  The City of
Hindmarsh Woodville commented on the influence of government:

Today there are many firms competing successfully in the world market place that
perhaps would not be doing so if they had not had the firm and consistent guidance of
the current car plan.  Clearly many of the firms operating today have leant to compete
globally.  (sub.  79,  p.  4)

These influences point to ongoing change in the Australian automotive industry.
The challenge remains to continue developing an industry capable of meeting
the highest international standards so that it can compete domestically and
internationally.



THE AUTOMOTIVE INDUSTRY

48



49

4 THE PERFORMANCE OF THE AUSTRALIAN
AUTOMOTIVE INDUSTRY

Firms in the Australian automotive industry are subject to increasing
levels of competition, both from within Australia and from other countries.
The performance of the Australian industry can be judged in many ways
including comparisons of productivity, quality and price.  Measures of
automotive industry labour productivity, provided by the industry, show
significant improvement in recent years but the average labour
productivity of Australian assemblers is still behind world best practice.
When considering profitability, quality and price, the recent performance
of the Australian industry has been mixed.

4.1 Introduction

This chapter discusses the recent performance of the Australian automotive
industry, including both vehicle and component manufacturers.  It looks at
several ways of measuring performance including productivity, profitability,
quality and price.  For this inquiry, productivity is the most important measure
of performance.  This is because producing more outputs with the same quantity
of inputs, or the same outputs with less inputs, is the key to improving
competitiveness while maintaining or improving wage rates in the industry.
This chapter also considers other measures of performance.

Performance measures presented in this section are reviewed over time and,
where available, comparisons are made relative to automotive industries in other
countries to gauge the international competitiveness of the industry.  The
apparent diversity in the performance of Australian vehicle and component
manufacturers is discussed.

The chapter also examines influences on performance, and how reductions in
assistance have created a more competitive environment within the industry.
Firms in the automotive industry have responded in different ways to the more
competitive market.  Some of the strategies used include: investment in new
plant and equipment; investment in technology and research and development;
development of export markets to increase sales and decrease unit costs;
adopting lean production principles; improving employee skill levels; and
implementing more flexible work practices.  These responses are discussed in
turn.
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In addition — as one would expect in a competitive market — there is
significant variation between firms in the strategies they have adopted and the
performance they have achieved.  This applies in both the passenger motor
vehicle (PMV) and component producer sectors.

4.2 Productivity

Productivity growth is important because it can reduce costs of production and
boost sales.  The benefits flow through to people in several ways.  The most
direct way in which productivity growth benefits people is by raising their real
incomes.  Managers and employees can be paid more in return for productivity
improvements, investors can receive greater returns, and users and consumers
can purchase vehicles and components more cheaply.  The increased spending
that these higher real incomes allow has flow on effects throughout the
economy.

The capacity to introduce new technologies and organisational changes –– the
underlying sources of productivity improvements –– is also important because it
underpins a firm’s ability to adjust to changing general economic conditions and
compete with other firms who are constantly attempting to improve their market
position. For example the automotive industry may prove to be competitive
when exchange rates and wage rates are low, but these variables are influenced
by economy wide factors largely outside the industry’s control.  An increase in
the exchange rate which makes automotive imports more competitive (and
exports less competitive), or an increase in wage rates resulting from broad
labour market pressures will impair the industry’s competitiveness.  Firms
which invest in productivity improving practices and technologies will be better
placed to deal with such pressures.

There are different ways of measuring productivity, ranging from relatively
simple partial measures, such as labour productivity, to more comprehensive
approaches, such as total factor productivity, which attempts to capture the
influences of other inputs.

Labour productivity is widely used in the automotive industry to indicate
changes in performance and many examples of its use were given during this
inquiry (see Appendix E).  The advantage of using labour productivity is that, in
its most commonly expressed form of output per unit of labour, it is easy to
calculate.  When measured on a consistent basis it is useful for comparing the
performance of a firm over time or for benchmarking the performance of like
firms.
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However, labour productivity is influenced by the use of other inputs.  Changes
in labour productivity may arise if capital equipment is used in place of labour,
or if the use of intermediate inputs changes.  For example the labour
productivity of the vehicle producing sector could appear to improve simply
though the contracting out of activities such as seat fabrication.  And robots can
substitute for labour in spot welding.  The greater use of outsourcing and
substitution of capital for labour will reduce labour costs but these will be at
least partly offset by increases in costs associated with the use of capital
(depreciation and returns to capital) and intermediate inputs (increased cost of
sales).

Firms need to use the right combination of inputs for their circumstances and
they must maximise the productivity of all inputs if they are to be competitive.
Clearly many firms constantly struggle with the trade-offs involved in different
production and supply strategies, and have implicit views on their overall
productivity performance.  But judging from the evidence given during this
inquiry, few if any are using measures such as total factor productivity to
measure their own performance.  One of the problems in adopting a more
comprehensive approach to measuring productivity is to be able to measure all
inputs accurately.  These sorts of problems are even more difficult at the
industry level.  For this inquiry the Commission has examined the available
evidence on labour productivity, and where possible related this to the use of
other inputs, and to organisational and technological changes.

4.2.1 Labour productivity in the vehicle assembly sector

A general, but somewhat imprecise measure of the productivity of the vehicle
assembly sector, can be obtained by dividing the number of vehicles produced
by the numbers of employees.  By this measure, labour productivity has
fluctuated since 1984 but appears to have improved in recent years.  Over the
period from 1984 to 1991 or 1992, labour productivity (across the total
Australian vehicle assembly sector) fluctuated around 10 to 11 cars per
employee.  A steady improvement is then evident up to 1994, but no appreciable
growth has been recorded since (see Figure 4.1).

The Commission finds that the labour productivity of the PMV producers
as a group improved markedly in the four years up to 1994, and has been
relatively stable since.  However, some of this improvement is due to
outsourcing and the substitution of capital for labour.

Holden, Ford and Toyota each provided information on their particular labour
productivity performance.  Although each uses different ways of measuring
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productivity which preclude direct comparisons between them, all three seem to
have made steady improvements in labour productivity over recent years.  For
example Ford indicated that it has increased the number of cars built per
employee from around ten in 1990 to 16.6 in 1996.  The reported productivity
performance of the three assemblers is discussed in Appendix E.

Figure 4.1: Labour productivity of PMV producers, 1984 to
1996 (vehicles per employee)
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Source: AIA (several years) and DIST (several years).

A more standardised approach to measuring labour productivity has been
adopted for the International Motor Vehicle Program (IMVP) conducted by the
Massachusetts Institute of Technology.  The IMVP provides international
comparisons of the productivity of vehicle assembly plants and provides useful,
if somewhat dated, benchmarks for the Australian automotive industry.

For the period 1988 to 1993, the Automotive Industry Authority (AIA)
participated in IMVP surveys and provided information on labour productivity.
The results for the worst, average and best assembly plants in the Australian
industry show that, in terms of time taken to assemble a standardised vehicle,
average productivity in 1993 was about 14 per cent better than it was in 1988
(see Figure 4.2).  A sharp increase occurs in the average and worst result for
1990, but this may not be representative of underlying productivity at the time
(AIA 1990, pp. 53–54).  The results for 1991 to 1993 show that a steady
improvement in labour productivity took place.
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Figure 4.2: IMVP labour productivity of PMV producers, 1988 to
1993
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Note: Data for entire (unmatched) sample of assembly plants.

Source: AIA (various issues), and unpublished industry information.

As part of this inquiry the Commission approached the four local passenger
motor vehicle (PMV) producers with an offer to update the IMVP survey.  This
would have allowed the Commission to observe changes which have occurred
since 1993, and to make international comparisons.  Holden agreed to
participate unconditionally, and Toyota agreed to participate but only if the
other PMV producers also participated.  However, Ford and Mitsubishi did not
agree to the proposal, and the Commission decided not to proceed.

The Commission has instead approximated what the IMVP measure might be in
1996.  Based on the observed improvement in Holden’s productivity —
 measured by Holden using IMVP methodology (Holden, sub. 19, p. 33) — and
the general improvement in labour productivity evident in Figure 4.2, it is
possible that labour productivity of the vehicle sector in general could have
improved to be around 26 hours per standardised vehicle (see Figure 4.3).  Ford
has subsequently said that 24.7 hours of labour were required to assemble a
Falcon in 1996.  (sub. 107, pp. 27 and 28)  While it is unclear if Ford has used
the same approach to measurement as Holden, its result tends to support the
Commission’s overall estimate.
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Figure 4.3: Average labour productivity of PMV producers,
IMVP 1988 to 1993a, IC 1996
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a IMVP measures include data from the five plants surveyed in all years.

b Commission estimate based on 1993 IMVP measure adjusted to reflect observed
improvements in Holden’s IMVP style measure (see Appendix E) and general
improvements in labour productivity observed from measures of vehicles per employee
(see Figure 4.1).

Source: AIA (1993) and Industry Commission estimate.

Although labour productivity has improved in recent years, PMV producers
argued that further productivity improvements will be increasingly difficult to
achieve.  For instance, Toyota is planning for productivity improvements of
about 2 per cent per annum, arguing that it will be difficult to achieve greater
increases because:

... the easier gains have been made; quality gains which have contributed to
productivity gains are likely to be smaller as catch up is now largely complete; greater
manufacturing complexity problems associated with the Camry export program; and
efficiency increasing investment is not justified at present.  (sub. 15, p. 41)

Ford anticipates that the rate of improvements in labour and overhead
performance will:

... continue to reduce as the major differences in our competitiveness have been
eliminated and we are left to work on the more marginal areas where continuous
improvements are necessary.  (sub. 14, p. 3.1)

In its second submission, Ford further added:
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... Australian automotive manufacturing has largely closed the gap to world best labour
productivity other than for a scale impediment adjustment. (sub. 107, p. 29)

4.2.2 International comparison of vehicle labour productivity

The IMVP survey of assembly plants also provides a perspective on the
performance of Australian plants in an international context (see Figure 4.4).

Figure 4.4: IMVP international comparisons of PMV
productivity, 1988–89 and 1993–94
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Note: Aust is Australia, JP/JP is Japanese plants in Japan, JP/NA is Japanese plants in North
America, US/NA is US plants in North America, EUR is Europe and NEs is newly
industrialised countries and includes Korea.  Australian figures are for 1988 and 1993.
Figures for other countries are for early 1989 and 1993–94.  Figures are for entire
(unmatched) samples of assembly plants.

Source: MacDuffie and Pil (1996).

One benchmark of productivity is the average for the Japanese plants in Japan.
Although almost no improvement was observed for these plants as an average
over this period, their productivity exceeds all others.  However, considerable
improvements were made in all other regions.

Despite the improvements in the Australian assembly plants, they still seem to
be less productive than assembly plants in the major vehicle producing regions
of the world.  To put the Australian improvement in context, between 1988–89
and 1993–94 Australian assembly plants improved their average productivity by
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14 per cent using this measure and just surpassed the average performance of
the European plants in 1988–89.  However, in the same period, the European
plants had improved their average productivity by approximately 30 per cent.
While it is probable that labour productivity in the Australian vehicle assembly
sector has improved since 1993–94 (see Figure 4.3), international performance
is likely to have also continued to improve.

4.2.3 The component sector

Measurement of labour productivity for the component sector is more difficult
than for the vehicle sector because of the greater diversity of production.  The
value of production per employee is the only common measure of output that
can be used to follow sectoral trends.  Using this approach the labour
productivity of the top 35 component producers appears to have steadily
increased, and in 1993–94 was 44 per cent greater than it was in 1990–91
(see Figure 4.5).1

However, like labour productivity at the vehicle assembly level, these results are
susceptible to changes in the outsourcing policies of firms.

The Commission was supplied with many examples of the productivity
improvements made by individual firms in recent years.  For instance:

•  Air International claimed to have doubled sales per employee over the last
five to six years (sub. 37, p. 11);

•  South Pacific Tyres advised that over the period since its establishment in
1987, its rate of productivity improvement has been over 7 per cent a year
(sub. 57, p. 5); and

•  Denso said that it had improved output per worker by an average of almost
8 per cent per annum in real terms over the period 1987 to 1996.

                                             
1 The PMV producers have required component producers to reduce their prices (in actual dollar

terms) by 2 to 3 per cent per annum.  The effect of these cost down pressures may well be to
underestimate the actual productivity gains being achieved in the component sector (AIA, 1993,
p. 13).
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Figure 4.5: Component productivity, 1989–90 to 1993–94, 1995
to 1996 (1996 dollars)
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Source: DIST (1997 forthcoming).

However, it is apparent that performance in the component sector is variable.
For instance, Toyota supplied information on the proportion of suppliers who
met its criteria for quality, delivery and price under the Toyota Supplier
Assessment program (see Table 4.1).  An improvement in all three categories
was recorded over the period 1990 to 1996, but only 21 per cent of Toyota’s
suppliers meet the criteria for all three output measures.

Table 4.1: Toyota Supplier Assessment program, supplier
performance, 1990 and 1996 (per cent)

Output 1990 1996

Quality 62 74

Delivery 58 92

Price 22.5 50

Overall 9 21

Source: Toyota (sub. 15, p. 25).

Toyota also commented on the cost competitiveness of component suppliers for its
Camry model by comparing the costs in Australia with the United States and Japan
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(see Table 4.2).  It was able to do this because the Camry is made in all three
locations.

Table 4.2: Australian, United States and Japanese parts costs
for Toyota Camry (Japan = 100)

Commodities Australia United States Japan

Coil springs 116 86 100

Outer mirror 112 94 100

Seat belts 109 73 100

Lamps 105 80 100

Tyres 105 91 100

Glass 101 89 100

Average of all commodities 106 96 100

Source: Toyota (sub. 15, p. 23).

Toyota acknowledged that the performance of its suppliers had improved in
recent times but that they were still not internationally competitive.  Given that
the Camry is made in much larger volumes in both Japan and the USA, scale
economies in the component sector undoubtedly explain some of this difference.

The variability in the performance of component producers supplying the PMV
producers is only part of the story.  The ability of the first tier component
suppliers to absorb the price pressures associated with the cost down
requirements of their PMV producer customers is partly dependent on how
much they, in turn, can pass on to their own suppliers.2  Some first tier suppliers
mentioned the difficulties they were having in this respect.  In discussing the
advantages and disadvantages of the industry’s structure Hella claimed that one
disadvantage:

... is the poor performance of the 2nd tier suppliers which put the necessary
improvement of companies like ours at risk.  (sub. 11, p. 15)

Air International Group also mentioned the importance of improving the
performance of its supply base.  The general point it made was that the lean
production techniques that had largely been adopted by tier one suppliers like
itself would take some time to wash though to second and third tier suppliers
(sub. 13, p. 12).  In addition lower tier suppliers may not be as susceptible to
pressure from their automotive industry customers because of their relatively
more diversified customer base.

                                             
2 Contracts between PMV producers and component suppliers will often specify an annual

percentage price decrease for component parts.  This process is referred to as ‘cost down’.
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In summary, the evidence submitted to the Commission suggests that gains have
been achieved in terms of labour productivity, particularly among first tier
suppliers.  However, like their car making customers, many component
producers argued that they will not be able to continue to make labour
productivity gains at the same rate that they have made in previous years.  For
instance the Federation of Automotive Product Manufacturers (FAPM) said:

The potential for further productivity gains is difficult to assess.  Suppliers contend that
most of the ‘catch up’ gains have been achieved.  For example, the move from ... ‘push’
to ‘pull’ systems of production was in itself responsible for considerable improvements
in productivity.  (sub. 48, p. 36)

In its submission on the Commission’s draft report the FAPM added :

... while efficiency gains are always available the primary focus of companies in recent
years has been on this facet of productivity and the major "catchup" with world best
practice is well advanced.  The problem is that efficiency in the management of
corporate resources is not enough to ensure competitiveness if the throughput of the
organisation is inadequate. (sub. 145, pp. 6-7)

4.3 Other measures of performance in the automotive
industry

This section presents evidence on other aspects of the performance of the
automotive industry.  Performance measures examined include profitability in
the component and vehicle producing sectors, prices and affordability, and
quality of motor vehicles.

4.3.1 Profitability

PMV producers

Over much of the last decade the average profit performance of the PMV
producers has varied.  As a group the return on sales for the PMV producers
over this period has been negative, and they made losses on their manufacturing
operations more often than they have made profits (see Figure 4.6).
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Figure 4.6: Profit performance of PMV manufacturers, 1986 to
1996a
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a Financial results relate to PMV manufacturing operations only.

Source: AIA (various years) and DIST (various years).

A recent improvement in average profitability is the result of increasing profits
by Ford and Holden (see Figure 4 7).  For instance since 1992, Holden’s after
tax profit has steadily improved to reach $260 million in 1995.  Indications are
that these two producers were also profitable in 1996.  Although Holden have
yet to publish its 1996 financial results, it has indicated that profit will be
slightly down compared with 1995, partly because of expenditure associated
with the development of the VT Commodore due for release in 1997.  Ford has
indicated that profit after tax in 1996 was a record $217 million, up from $202
million in 1995.  These results compare to record losses reported by both
Mitsubishi and Toyota.  For instance, Mitsubishi’s after tax loss in 1996 was
$66 million compared to a loss of $43 million in 1995.

The Commission finds that the profitability of the PMV producers as a
group has improved markedly since 1991.  This reflected record profits by
Ford and Holden.  By comparison, Toyota and Mitsubishi have been
unprofitable for a sustained period, and both companies sustained record
losses in 1995.
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Figure 4.7: PMV producers operating profit before tax on sales
from all activities, 1989 to 1995
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Source: AAIR (various issues), company annual reports (various issues)

In an industry with large fixed costs, profits are closely linked to the volume of
vehicle sales.  For example, Ford have noted the sensitivity of profit to the
volume of Falcon sales, indicating that sales of Falcons of less than 75 000 per
annum has resulted in a loss in recent years. (sub 14, p. 3.4).

Some caution must be used in interpreting these profit results.  For one thing
profits are net of payments by the companies to their parents (and others) for
technical know how.  Unpublished data supplied to the Commission from the
ABS shows that in 1994–95 $83 million was paid by motor vehicle
manufacturers for licence fees, royalties and other forms of technical know how.
To the extent that these payments are to parent entities of the local PMV
producers, the overall profitability of PMV production in Australia is greater
than the published figures would suggest.  Also the publicly available
information for some of the PMV producers combines the results of local
manufacturing and importing, and it is not possible to separately identify the
profitability of each.  This has implications for the return on sales figures
presented in Figure 4.7.
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Component producers

Relative to PMV producers, component producers appear to be on average more
profitable.  Despite price pressures on the component sector, average profit per
component producer recovered after the recession of the early 1990s before
declining in the last two years.  The return on sales has, for the most part,
tracked this improvement (see Figure 4.8).

Figure 4.8: Average profit performance of component
producers, 1987–88 to 1993–94, 1995 and 1996a
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a Average profit based on responses of all firms.

Source: AIA (various years) and DIST (1997 forthcoming).

The profit performance of individual firms will clearly differ from the average.
An examination of the financial results of selected firms generally shows that
there was growth in profits and return on sales (profit before tax as a percentage
of sales) up to 1994 or 1995, with some evidence that profits declined in 1996
(see Table 4.3).  For the years for which data were available, none of the
selected firms recorded a loss.
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Table 4.3: Profit before tax and return on sales of selected
component firms, various years (calender years unless
otherwise stated)

Company 1991 1992 1993 1994 1995 1996

BTR Nylex (transport segment) $m n.a. 104.6 135.5 157.8 154.6 n.a.

% 12.5 15.3 16.1 14.8

Futuris (auto. segment)a $m 2.4 3.8 4.9 9.9 13.1 15.3

% 3.6 3.8 4.2 6.9 7.7 7.6

Johnson Matthey Holdingsb $m n.a. n.a. 6.6 13.2 17.2 11.0

% 7.4 11.9 15.1 9.4

National Consolidated (auto. $m 8.3 0.6 7.0 17.1 21.1 16.3

segment)a % 7.2 0.5 4.9 9.7 9.7 7.8

Pacific BBA (auto. segment) $m n.a. 11.1 13.0 26.2 25.4 n.a.

% 6.2 6.9 10.7 11.1

South Pacific Tyresc $m 53.0 64.0 72.0 65.0 98.0 100.0

% 5.7 7.0 7.4 9.0 9.1 9.1

a Years ending June.
b Years ending March.
c Part of Pacific Dunlop.
Source: Australian Automotive Intelligence Report, February 1997

4.3.2 Prices and affordability

The prices of both imported and locally made cars has increased at a rate greater
than the CPI since 1984.  From December 1984 to March 1997, real prices of
imported cars increased by 30 per cent and real prices of local cars increased by
22 per cent (see Figure 4.9).

Imported car prices are affected by many factors, including government
controlled factors such as tariffs and sales tax, and market determined factors
such as exchange rates.  In particular, the effect of the decline in the tariff on
imported cars was offset by a depreciation of the Australian dollar against the
currencies of our trading partners (see Box 4.1 and Box 4.2).

Three distinct phases of price changes are evident since 1984.  A key turning
point was 1988 when major changes to assistance arrangements were
implemented (see Chapter 8).  In the first phase, between December 1984 and
March 1988, real prices of imported cars increased by 35 per cent compared to
16 per cent for locally made cars.  This was stimulated in part by a large
depreciation of the Australian dollar against the Japanese Yen and the German
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Mark (the Australian dollar exchange rate with these currencies roughly halved
over this period).3

Figure 4.9: Quarterly indices of real car prices, December
1984 to March 1997 (March 1988 =100)
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Note: The price indices for local and imported cars are the result of weighting the prices for
different models by the proportion of total sales for that group that each model achieved
in each weighting period.

Sources: Australian Automotive Intelligence Report (various years).

From March 1988 to March 1992, real prices of imported cars fell by over
10 per cent compared to 5 per cent for locally made cars.  This was stimulated in
part by an appreciation of the Australian dollar against the Japanese Yen, the
German Mark and the US Dollar and in part by tariff reductions which
commenced in 1988 (from 57.5 per cent to 45 per cent in 1988 and then by 2.5
per cent per year thereafter).

From March 1992 to March 1994 the real prices of imported cars increased by
almost 15 per cent, and the real prices of locally made cars increased by over
11 per cent.  These price increases were stimulated largely by depreciations of
the Australian dollar against the US Dollar, the Japanese Yen, the German Mark
and the Korean Won, which outweighed the annual 2.5 per cent tariff
reductions.  However, since mid 1995 appreciation of the Australian dollar has

                                             
3 The large depreciation was in fact one of the reasons for changes in assistance arrangements.
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resulted in a fall in the real prices of imported cars which has not been matched
by locally made cars.

Box 4.1: The effect of exchange rate movements on
imported car prices, (Dec. 1984 to Sept. 1996)

Changes in exchange rates directly influence the prices of imported cars, which in turn,
influence the prices of locally made cars.  A devaluation of the Australian dollar makes
imported cars more expensive to Australian consumers while an appreciation makes
imported cars less expensive to Australian consumers.  From December 1984 to
September 1996, the value of the Australian dollar has fluctuated with a net
depreciation of around 12 per cent (in weighted average terms) against the currencies of
most of its major automotive trading partners.

This net depreciation explains some of the increase in imported car prices over the
period.  After adjustment for this depreciation, the increase in imported car prices was
about seven per cent over the period, compared to an unadjusted increase of
35 per cent.  That is, if the value of the Australian dollar had remained unchanged over
the 1984 to 1996 period, imported car prices would have increased by about 7 per cent
instead of 35 per cent (holding other factors constant).  Following the substantial
changes made to assistance arrangements in 1988, the price of imported cars in constant
exchange rate terms fell steadily until September 1993.
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Box 4.2: The effect of tariff rate changes on imported car
prices

Changes in tariff rates — like exchange rates — directly influence the prices of
imported cars, which in turn, influence the prices of locally made cars.  The direct
effect of the tariff is to increase the price of imported cars.  Therefore, a reduction in
the tariff rate reduces the amount by which the tariff increases the price of imported
cars.

For example, if a car has a value for duty of $10 000, the duty that would be liable at
the current tariff of 22.5 per cent is $2250, giving a duty paid value of $12 250.  If the
57.5 per cent tariff that applied before 1988 still applied today, the duty payable would
be $5750 giving a duty paid price of $15 750, or $3500 more.  To translate this into
retail prices the effects of sales tax and stamp duty mark-ups must be included, and
allowances made for registration charges, wholesale and retail margins and other costs.

Because sales tax and stamp duty are levied as percentages of value, differences in the
tariff change the amount paid for these two items.  In a competitive market for imported
vehicles it might be expected that all other charges would not change appreciably with
changes in the tariff rate.  Using information available to the Commission, the
additional costs and charges result in the retail price being approximately $17 200 at the
current tariff rate of 22.5 per cent (see Table 5.1).  Assuming that the rates of sales tax
and stamp duty were the same, the effect of the 57.5 per cent tariff would be to increase
the retail price to approximately $21 500.

This suggests that the retail prices of imported cars would be about 25 per cent higher
than they currently are if the pre 1988 tariff rate of 57.5 per cent still applied.  It is
possible that the sales tax rate would be different from what it currently is if tariffs
were still 57.5 per cent, and that the Commission’s estimates of wholesale and retail
margins and other costs do not apply for all imported vehicles.  Changes in these
variables would change the price effect of the tariff.  Nevertheless, the inescapable
conclusion is that retail prices of imported cars would be significantly greater if tariffs
had not declined to the level they are today.

The prices of cars are also sensitive to changes in taxation.  A sharp increase in
the price of both local and imported cars in 1995 was influenced by two
increases in the rate of wholesale sales tax in that year.  These lifted the rate
from 16 to 22 per cent (see Chapter 5).

Another way of measuring the real prices of cars is by means of their
affordability, defined as average weekly earnings divided by price.  Other things
being the same, a rise in the price of cars, or a decline in average weekly
earnings, will lead to a decline in their affordability, and vice versa.
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The rise in prices of cars in the mid 1980s led to a sharp decline in their
affordability.4  From mid 1987 the affordability of cars fluctuated, and
according to which index is used, shows one of two trend patterns.  Using the
Australian Automotive Intelligence Report (AAIR) and CPI based series,
affordability generally improves before subsequently worsening.  Using the
AAIR Family Six5 index affordability fluctuates but declines slightly (see
Figure 4.10).

Figure 4.10: Motor vehicle affordability, December 1984 to
December 1996, (March 1988 = 100)
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Some changes in prices may simply reflect changes in the specification and
quality of cars.  To this end, the CPI series is adjusted for continuous

                                             
4 Affordability indexes are derived by dividing average weekly earnings of full time adults by an

appropriate measure of vehicle expenditure, and expressing the result as percentage of the base
year.  A decrease in the index indicates a decrease in the affordability of cars.

5 An index calculated by AAIR using the prices of automatic base models of the Holden
Commodore and Ford Falcon.
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improvements in specification levels, and the AAIR index is adjusted for
specification changes at major model changeovers.  On the other hand the AAIR
noted that its Family Six index does not account for changes in the size,
specification and quality of the base Commodore and Falcon models.

Relative to the 1984 models, current models have power steering and power
mirrors, central locking and security systems, electronically controlled
transmissions and disc brakes (AAIR Feb. 1996, pp. 58 and 59).  While these
and other features may add to the value of current models in the eyes of the
consumer, not all changes in specifications necessarily add to the cost of
manufacture.  While additional features such as airbags, or electrically operated
mirrors increase cost, it is not clear that features which have been upgraded
since 1984 — such as disc brakes replacing drum brakes, or higher specification
sound systems and the like — should necessarily increase the cost of
manufacture relative to the 1984 base models.  Justifying higher prices on
greater specification would ignore the influence of technological change in
lowering costs.

Despite some improvement in the AAIR Family Six index in the last year, these
vehicles are much less affordable now than they were in 1984.  As the AAIR
have noted:

For all of this, the point remains that for the average wage earner the cheapest available
family 6 has become considerably less affordable, taking over 30 per cent more weeks
of earnings to buy than it did in 1984.  (AAIR Feb. 1996, pp. 58  and  59)

The Federal Chamber of Automotive Industries (FCAI) Importers Group were
critical of the pricing behaviour of the local PMV producers, concluding that:

•  ... local manufacturers have only exercised real discipline in their price fixing
when forced to do so by the combination of reducing tariffs and an appreciating
AUD [Australian dollar]

•  at other times, which constitute most of the period since 1984, they have raised
prices substantially, significantly outstripping the movement in prices generally
and in earnings

•  as a result, affordability of new cars has deteriorated and contributed to market
stagnation.  (sub. 46, p. 15)

In summary, the prices of local and imported cars have risen by more than the
CPI since 1984.  The Commission’s analysis suggests that tariff cuts have meant
that the real prices of imported cars may have been as much as 20 per cent lower
in March 1997 than they would otherwise have been, and that exchange rate
devaluations raised the real prices of imported cars by over 27 per cent.  After
allowing for the effects of tariff reductions and exchange rate devaluations, the
real prices of imported cars have still risen over the period.
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The net result is that the affordability of cars has declined as prices have risen.
This decline is most noticeable when measured by the AAIR’s ‘Family Six’
index which is based on base models of the Ford Falcon and Holden
Commodore.

4.3.3 Quality

The quality of cars can be defined and measured in different ways.  The quality
of imported and locally made vehicles has been monitored by Automotive
Research and Marketing Services (ARMS).  In this case quality is measured by
surveying car owners several months after taking delivery of their new vehicles.
The assessments relate to the number of faults that have occurred and the
overall level of satisfaction with the car.  A steady improvement in the quality of
locally made vehicles has resulted in a convergence with the quality of imported
vehicles (see Figure 4.11).

Figure 4.11: Owner reported faults in locally produced and imported
cars, range of highest to lowest, 1988 to 1996
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Many participants stated that the improvement in the quality of locally made
vehicles was attributable to the competitive pressures of imports.  For instance,
the FCAI Importers Group stated that:

There has been a clear improvement in quality of local vehicles, which is the result of
increased competition from imports and the export programs as well as the investment
in new plant, training and management.  (sub. 46, p. 33)

Reinforcing this point the group also note that:

The publicity given to the spectacular improvement in quality over the last decade hides
the fact that in the years immediately preceding 1988 and before import quotas were
abolished, reported faults had actually risen.  (sub. 46, p. 58)

As one of the more comprehensive and systematic measures of quality available,
the ARMS data appears to have had a powerful effect on people’s perceptions
of the quality of locally made vehicles (see Box 4.3).

Box 4.3: The convergence in quality between locally
produced and imported cars

Many participants said that the quality of locally produced cars has improved, in some
cases markedly, over the last few years.  Some participants said the ‘quality gap’
between locally produced cars and imports was now negligible.

South Australian Government — Quality improvements in locally produced motor
vehicles have been evident through a significant reduction in the number of faults
reported by customers. This has also resulted in the quality of locally made vehicles
converging with the quality of imported cars. (sub. 169, p. 7)

Royal Automobile Association of South Australia — I think there's little question that
the quality of locally manufactured cars has improved substantially.  If we go back in
time there was perhaps a gap in quality and reliability between the imported vehicle and
the locally manufactured vehicle, but I think that gap has closed significantly and
perhaps in some respects the gap doesn't exist any more. (PHtrans.,  p. 649)

Ford — In terms of quality we believe we're very close to world best in quality.  We're
certainly overlapping the Japanese quality figures at the moment, and any new program
approval in Australia has to meet world best quality standards.  (PHtrans.,  p. 270)

Although that ARMS data would suggest that quality levels have improved,
some participants felt there was more to be done.  Toyota said:

We're very happy with the result of the surveys we're seeing in the marketplace
but our measure of quality actually is the Toyota Motor Corporation quality
standards established in Japan and which are audited on a yearly basis.  On that
basis we're not yet at the best level of international quality, so we've got some
more work to do there in that regard.  (PHtrans.,  p. 212)
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Quality can also be measured by other parameters, such as reliability, or the
number and importance of product recalls.  For example, in its magazine
Choice,  the Australian Consumers’ Association (1997) has published the results
of a survey of car owners that suggests some Australian made models are less
reliable than many imports.6

The Choice survey looked at the breakdown record for the period September
1995 to August 1996, of vehicles purchased in the previous nine years.
Motorists were asked how often their car had broken down or needed more than
one day of repairs.  The survey found that the most reliable makes of cars
purchased between January 1993 and August 1995 were imports such as Honda,
Daihatsu and Mazda.  Choice (1997) noted that, of the vehicles included in the
survey:

... 25 per cent of locally manufactured cars made between 1993 and 1995 broke down
in the twelve months from September 1995 to August 19996, compared with just 13 per
cent of imported ones. (p. 25)

The reliability of imported and locally made cars appears to have increased over
the last year.  Choice (1997) noted that:

•  Imported cars in the newest group were 87 per cent reliable this year versus
78 per cent last year.

•  Local cars in the newest age group were 75 per cent reliable this year versus
67 per cent in the last survey. (p. 28)

According to the Choice survey, the most reliable cars made between January
1993 and August 1995 were reported to be the Toyota Corolla/Seca, Mazda 121
(sedan), Mazda 626, Daihatsu Charade and the Subaru Liberty.  In relative terms
the least reliable models of this age group were reported to be the Ford Falcon
six cylinder (inc. Fairmont/Futura) EBII-ED, Holden Commodore V6 (inc.
Acclaim, Berlina and Calais) VR and VS, and the Mitsubishi Magna four
cylinder TR - TS.  However, despite the relatively poorer reliability of some
locally made cars, many owners said they would buy the same model again.

The Commission is unable to vouch for the veracity of the Choice survey, and
notes that the self selective nature of the survey (motorists who have
experienced a break down are probably more inclined to respond than those who
haven’t) may introduce some bias to the results.  Furthermore, while the total
sample of vehicles seems relatively large (responses were received for 13 797
vehicles), the number of responses received per model or make are often quite
small.  These influences may mean that the results are not truly representative of

                                             
6 The Australian Consumers’ Association mailed its questionnaire to 30 000 subscribers and

published it in its October 1996 issue of Choice.  They received ‘useful information’ on
13 979 cars.
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the overall reliability performance of all cars of a particular make, model or age.
Nevertheless the results are an important indicator of comparative reliability,
and provide a different perspective on quality.

4.3.4 Raw material supply issues

Some participants expressed frustration with the pricing and general lack of
responsiveness of some key raw material suppliers.  A general claim was that
raw material suppliers were often unable or unwilling to meet the specification
needs of their automotive industry customers.  For instance, Denso complained
of difficulties in the supply of aluminium, polypropylene and steel
(sub. 80, pp. 14-15).  Nissan, Ford and BTR were among several companies
concerned with aluminium supply issues.

To a large extent the prices for raw materials are determined outside the
automotive industry and in world markets.  Where raw materials represent a
large part of the cost base of a component supplier, and there is an adverse shift
in the prices of those materials, a supplier’s ability to respond to price reduction
pressures from its customers is limited.

Some raw material suppliers claimed that they were accommodating their
automotive customers’ concerns by containing price pressures and improving
quality and reliability.  As a supplier of raw materials to the automotive
industry, ICI acknowledged the pressures that its automotive customers place on
it (sub. 81, pp. 1 and 3).

BHP claimed that it had achieved a 5.1 per cent average reduction in the price
of steel from its flat products division over the period July 1990 to July 1996
(sub. 77, p. 13).  However, some participants argued that this has not necessarily
translated to lower prices for all steel types and all customers.  For instance,
Marsden and McGain claimed that the prices it had paid for steel coil and tubing
have increased in recent years, and that BHP had offered — through its steel
merchant — a fixed price for steel coil to the end of 2000 that is 11 per cent
higher than current prices.  The company acknowledged that BHP was offering
thinner, higher strength steels but these were not always compatible with their
customers’ specifications.  The net result is that prices paid by Marsden and
McGain have risen, and are expected to rise further.

Aluminium pricing and supply were contentious issues with some participants.
Nissan claimed that use by domestic aluminium producers of a pricing
mechanism based on the London Metals Exchange price plus freight, adds an
average of $300 per tonne to the price of aluminium.  Nissan claimed that:
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The end result is that Australian users of aluminium are charged a price for the metal
which:

•  includes the notional cost of shipping the metal to London;

•  and then also includes the notional cost of shipping the metal from London back
to Australia. (sub. 88, p. 7)

Ford also commented on the restriction aluminium pricing was having on its
casting operations:

We’ve got an excellent (aluminium) casting operation now at Geelong; we’d like to
expand that, particularly into export, but the cost of the raw material is certainly an
impediment there. (PHtrans., p. 282)

The Commission has not undertaken a detailed analysis of the pricing of
aluminium ingot in Australia during this inquiry, but has previously observed
that the market now appears to be competitive (IC 1996a).  What is apparent is
that spot prices for aluminium on world markets, such as the LME benchmark,
will fluctuate considerably, and that premiums charged by suppliers to reflect
demand and supply conditions will result in different prices in different markets.
If a significant price differential between markets was to occur, international
and domestic competition should eventually bring about a convergence in prices
as consumers seek out alternative suppliers.

Given that aluminium is traded more or less as a commodity in world markets, it
would appear to be difficult for Australian suppliers of aluminium to maintain a
substantial premium over world prices.  Since the public hearings, Capral
Aluminium — a supplier of primary aluminium in the Australian market — has
written to the Commission claiming that:

... [Capral] has not and does not engage in price collusion.  (sub.  188,  p.  1)

It is the Commission’s view that if participants have evidence of anticompetitive
practices being used to maintain excessive prices for aluminium ingot, they
should take the issue up with the Australian Competition and Consumer
Commission.

4.4 Factors affecting the performance of the Australian
automotive industry

This section describes the changes that have resulted in a more competitive
environment for the automotive industry.  It then considers how the industry has
used technology, research and development (R&D), lean manufacturing and
improvements in employee skill levels and work practices in attempting to meet
the challenges of competition.



THE AUTOMOTIVE INDUSTRY

74

4.4.1 Industry assistance

As discussed elsewhere, the automotive industry in Australia has historically
received high levels of assistance from governments.  The structure of the
Australian automotive industry evolved in response to the nature and size of this
assistance.  The Button Plan of 1984 commenced a process of sustained change
to the type and level of assistance received by the automotive industry.
Appendix K contains a detailed discussion of changes to automotive industry
assistance.

These changes increased the pressure on the Australian automotive industry to
improve its competitiveness.  This was acknowledged by inquiry participants.
Mitsubishi stated:

... we do accept the generally expressed view that the Plan has played a significant role
in the revitalisation of the Australian car industry.  (sub. 34, p. 19)

Nissan noted that component producers had also experienced this pressure:

It is the responsibility of component manufacturers to continually improve their own
efficiency and competitiveness and declining tariffs have provided much pressure for
this.  (sub. 88, p. 3)

Industry structure and activities have altered in response to these pressures.
There are now four vehicle assemblers each operating out of one assembly
plant.  Only Toyota produces more than one model, though Holden has
announced its intentions to assemble a second model in its Elizabeth plant.  On
average, volumes per model and per plant have increased as the number of
models has decreased (see Figure 4.12).

Exports have become an important activity of the industry.  In 1996,
approximately 39 600 completely built up passenger vehicles were exported.
FAPM expects that this export volume will increase to 100 000 by 2000.

Australian automotive firms now face significant incentives to improve their
overall performance.  Chapter 8 provides a detailed discussion of the effects of
government assistance on the automotive industry.
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Figure 4.12: Number of models, volume per plant and volume per
model, 1984 to 1996
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4.4.2 Investment expenditure

The amount of capital devoted to the production of vehicles can influence
labour productivity and is therefore an important consideration in understanding
industry performance.  Investment expenditure information, collected by AIA
and the Department of Industry Science and Tourism (DIST), has been
differentiated by type of investment (DIST 1997 forthcoming).  The four
categories are product, capacity, efficiency, and capital maintenance and
administration (see Figure 4.13).

Product development expenditure covers the costs of tooling-up for a new
product.  As the expenditure is necessary to bring a different vehicle to
production readiness, it does not necessarily have any direct impact on the
subsequent productivity of producing the vehicle.  Product development
expenditure is also highly cyclical.  Similarly expenditure on capital
maintenance and administration may have little bearing on productivity of
vehicle assembly.
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Figure 4.13: Real gross investment expenditure by PMV
producers 1986 to 1996, (1996 dollars)
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Capital expenditure under the efficiency and capacity headings is more relevant
to how the PMV producers have invested in productivity improving plant and
equipment.  This includes investment by all PMV producers in new equipment
such as robotics, and in particular covers Toyota’s investment (over the three
years 1992 to 1994) in a new assembly plant at Altona (sub. 15, p. 11).
Efficiency and capacity investment by the PMV producers as a group may help
to explain some of the improvement in labour productivity that has occurred
since 1991 (see Figure 4.1).

4.4.3 Technology and research and development

As vehicles become technically more complex, and the automotive industry
becomes more integrated at the global level, investment in technology and R&D
is becoming an important competitive issue.

Like firms in other sectors of the economy, automotive firms can get the
technology they need in two ways.  They can purchase it, or they can invest in
research and development (R&D).  In practice most automotive firms do both,
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but on balance the Australian automotive industry has traditionally relied on
imported technology (see Appendix F).  This is partly because most firms can
obtain technology at relatively low cost from overseas.  With many
multinationals present in the industry, local subsidiaries have good access to,
and often a heavy dependence on their parent’s technology.

For those Australian component firms who do not have ready access, or for
those who want to leapfrog existing technology, the development of proprietary
technology can be an important determinant of competitiveness.  FAPM said
that R&D was one of the six ‘cornerstones’ for the future development of the
automotive industry:

Proprietary technology is a key determinant of competitive advantage.  This applies to
both product and process technologies.  As the component sourcing of the world’s
vehicle producers becomes increasingly global, unique proprietary technology increases
in significance.  (sub. 48, p. 41)

In the automotive industry, R&D comprises a wide range of activities.  In terms
of product R&D it can start with design, and include material selection,
prototype construction, testing and preparing for manufacturing.  Relative to
manufacturing in general and all industries, R&D by business enterprises in the
Australian automotive industry is largely of the experimental development type
(see Figure 4.14).

Many companies are using their Australian subsidiaries as a regional base for
servicing the technology and design needs of related subsidiaries in other
countries.  For instance, Britax Rainsford develops particular technologies for
the manufacture of external mirrors, which it supplies to other affiliated
companies in Europe and the USA, and Robert Bosch Australia has established
itself as a global headquarters for the Bosch group for the design, development,
manufacture and marketing of car body electronics.  In addition some
independent Australian firms are also supplying design and R&D services from
Australia into world markets (see Box 4.4).

At the vehicle makers level, Holden is establishing a design and development
centre for the Asian region.  The skills and capability built up from adapting
overseas designs to Australian conditions, has formed a base for adapting other
General Motors Corporation (GMC) designs to meet particular market
requirements.  This will include the development of variations on the Opel Astra
to be built at a new plant in Thailand and exported to various countries in the
region, including Australia (sub. 19, p. 35).  Holden has also been designated as
the centre of expertise in heating, ventilation and air conditioning for GMC
products sold outside North America.  When combined with other design and
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development tasks, Holden expects to export over $200 million in R&D services
from 1997 through to 2001.

Figure 4.14: Business expenditure on R&D by activity for
automotive, manufacturing and all industries, 1994–95
(proportion of industry sector total)
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More recently, Holden announced General Motors was making it responsible
for development of its large rear-wheel drive cars outside North America.  This
may create export opportunities for Holden to supply rear wheel drive models to
markets like the Middle East (see Appendix F).

The export of R&D services is an important development for the Australian
automotive industry.  Although most automotive R&D services have received a
boost from their relatively recent inclusion in the EFS, the apparent growth in
this part of the industry appears to be also based on intrinsic technological
strengths.
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Box 4.4: Export of R&D services
Australian firms involved in the export of R&D services include Orbital Engine Corp.
(Orbital), Millard Design Australia (Millard), and AE Bishop and Associates (Bishop).

Orbital and Millard are both involved in the development of an Indonesian national car,
the Maleo.  Orbital’s 1.2 litre, three cylinder, two stroke engine, which uses the
company’s patented direct injection system, has been chosen to power the car.  Orbital
has been negotiating with the Indonesian Government since mid 1995 with a view to
forming a consortium to manufacture the engine in Indonesia.  Orbital’s Australian
operations stand to benefit from the development of the engine in this new application,
and from royalty revenues on its technology.  The development of the Maleo has been
undertaken by a team headed by Millard and Indonesia’s ‘agency for strategic
industries’.  Millard was responsible for the general development of the Maleo.  The
Maleo is due to go into production in 1998 (Wards, October 1996, p.3).

Bishop is a firm that designs components and systems, engineers these products such
that they are ready for commercial manufacture, designs machine tools to produce
them, and sells the component and production technology under licence to
manufacturers in Europe, Japan, the USA, Australia, South Korea and Brazil.  It
currently has over 500 patents and patent applications on products, process methods
and machinery internationally (sub. 16).

More broadly, the rapid growth in trade in services at the global level, and
substantial progress by most nations in addressing trade restrictions in the goods
sector, are leading many Governments to focus on possible restrictions in the
services sector.  The General Agreement on Trade in Services, the inclusion of
services in the APEC agreement on reducing barriers to trade and investment,
and the recent agreement on deregulating the global telecommunications
industry are important steps in this direction.  For example, the Manila Action
Plan for APEC outlines undertakings given by members to liberalise trade in
services, particularly financial services (APEC 1996).

It is important that this momentum be maintained and extended to other areas,
such as trade in automotive R&D services.  Trade can be restricted by using
market access for components as a lever to encourage firms to invest in R&D
facilities (as an alternative to importing technology).  Investments in R&D carry
considerable prestige — especially in developing countries.  Like restrictions on
trade of goods, restrictions on trade in services divert resources from their most
efficient world source of production, and so reduce the efficiency of that
nation’s output.  It also undermines Australia’s capability based on its true
comparative advantage.
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Recommendation
The Commission recommends that in encouraging APEC members to
translate their general resolution to liberalise trade in services into firm
commitments, Australia strives to ensure that no preferential treatment be
allowed to apply to automotive research and development services.

R&D Infrastructure

The value of R&D arises through developing new products or better processes
for making existing products.  But the inability for private individuals to know
the extent of the benefits that they may generate, or to be able to capture those
benefits, suggest that they will under-invest in R&D.  This creates a role for
governments to supplement the processes of knowledge creation and increase
the returns to the wider community.

The performance of the automotive industry is influenced by its investment in
R&D.  To induce firms to undertake R&D, the Government offers assistance
largely through tax concessions for eligible expenditure, support for Co-
operative Research Centres (CRCs), and grants and loans through the R&D
Start program.  The support of universities and other research institutes such as
the CSIRO is also important.

R&D tax concession

One of the most widely used forms of government assistance to R&D is a tax
concession for eligible expenditure.  Introduced in 1985, the concession allows
firms to make tax deductions at a greater than dollar for dollar rate.  The rate
was 150 per cent until 20 August 1996, when the Government reduced it to
125 per cent (Costello 1996).  Appendix F details the operations of the R&D tax
concession.

In this inquiry, many participants had strong views on the tax concession
system.  Participants who argued for the restoration of the concession to its prior
150 per cent level included Holden, Nissan, Lear Corporation, and National
Consolidated.  Ford requested that the concession be:

... reinstated to its original level and subsequently enhanced to 200 per cent.
(sub. 107, p. 45)

The FAPM took a slightly different approach requesting that the concession be
retained at its current 125 per cent rate but complemented by an innovation
program (sub. 145, p. 12).
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The Commission conducted an inquiry into R&D in 1995 and concluded that
the then 150 per cent concession had brought net benefits to the Australian
economy (IC 1995b, p. 29).  At the time, the Commission received submissions
requesting alterations to restore the value of the concession to what it was
before company tax rates were reduced, and to match the higher rates offered in
some other countries.  The Commission concluded that no change was
warranted, but found it very difficult to define the optimal rate.

Some participants in this inquiry also compared Australia’s tax allowances with
those available to firms in other countries.  For example, Venture Plastics said:

While incentives such as the 150 per cent tax deduction for research have helped
encourage R&D spending, other countries are also trying to attract and facilitate
Research and Development spending.  For example both Singapore and Malaysia now
offer a 200 per cent tax deduction on R & D. (sub. 8, p. 4)

The Commission examined this issue during the R&D inquiry and noted that,
despite the higher nominal rate, the concessions in those countries may not be
any more generous than Australia’s then 150 per cent concession.  This is
because more selective applications and lower company tax rates apply in those
countries (IC 1995b, p. 30).

The other major issue concerns the definition of eligible expenditure.  This is,
not surprisingly, a contentious issue for some participants.  Until recently, R&D
projects were only eligible for the concession if they involved innovation or
technical risk.  Legislative amendments to Section 73B of the Income Tax
Assessment Act passed in December 1996 now require that the activity involve
innovation or a high level of technical risk.

In commenting on this issue, FAPM said that this:

... could severely restrict the range of activities allowed.  R&D activity requires long
time horizons and these changes are not conducive to long term planning.  Industry’s
concern is that the definitional changes will attempt to restrict the development end of
the R&D continuum where a major part of our activity takes place.

While there are opportunities for significant ‘breakthroughs’ most research and
development is evolutionary and effectively a function of investment.  A significant
shift of the tax concession toward basic research would exclude the activities of many
firms in the automotive component sector. (sub. 48, p. 37)

However, the Commission has been advised that, in administering the tax
concession, the Industry Research and Development Board (IR&D) has been
guided in part by the reference to ‘high levels of technical risk’ contained in the
explanatory memorandum which accompanied the introduction of the
concession in 1985.  To the extent that this influenced the Board’s application
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of the concession in the past, the net effect of the formal change in definition is
unlikely to be great.

Other R&D support measures

The Government’s R&D assistance also includes the R&D Start program.  This
program builds on the previous competitive grants and loan programs and is
specifically tailored to assisting small to medium sized enterprises to undertake
more R&D.  The program (and its predecessors) generally focuses on smaller
projects than would be eligible under the tax concession, and has not been
widely used in the automotive industry.  However, there are some important
exceptions.  These include AE Bishop and Associates, who has recently been
given a grant for $3 million to assist research and development of a rotary valve
system that offers the potential for better aspiration and more efficient
combustion in four stroke engines.

The Co-operative Research Centres (CRC) program aims to encourage
collaborative research ventures between universities, the public sector and
business.  Two CRCs have some application to the automotive industry: the
Centre for Alloy and Solidification Technology (CAST)7; and the CRC for
Materials Welding and Joining.  Nissan is one of twenty companies that has
formed an affiliate membership of the CAST CRC.  Nissan expressed concern
about the poor commercial focus of the CAST CRC:

Our concern is that, despite the formation of such an industry based group and the
policy intent of the government in establishing the CRC process, CRCs tend to be too
remote from the priorities of industry. (sub. 88, p. 10)

Nissan elaborated on its concerns when it appeared before the Commission.
Nissan was concerned about the direction the CAST CRC was taking in
developing new alloys when in its opinion, the CRC should have been
addressing casting problems more relevant to ‘day to day technical expertise’
issues such as eliminating problems with aluminium adhesion to metal moulds
(PHtrans.,  pp. 256-258).  The Commission has not been able to pursue these
concerns in this inquiry, but notes that they may reflect a more institutional issue
regarding the research priorities of two often divergent groups — university or
CSIRO based researchers on the one hand, and business on the other.  If this is
genuinely hampering the effectiveness of the CRC program, it may warrant
further analysis.
                                             
7 The CAST is based at the University of Queensland, and is undertaking research into light alloy

casting technologies.  Part of the research program is devoted to new approaches to the design
of light alloy components for the automotive and other industries.  A number of automotive
firms are participating in particular projects, their contribution coming primarily by way of staff
time and access to commercial casting facilities.
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The uptake of R&D in the automotive industry is directly targeted by the
Australian Automotive Technology Centre (AATC).  Established with seed
funding from the Victorian and Federal Governments, and operating out of the
CSIRO’s Division of Manufacturing Technology, the AATC was set up to
facilitate the take up of available R&D services, and broker new R&D projects.
The AATC has been heavily involved in the establishment of the CAST CRC.

Automotive firms are also users of R&D services provided through the
universities.  Some universities are involved in fee for service consultancies on
specific projects, and the placement of post graduate students in firms to work
on specific projects.  For instance, ARB Corporation Ltd. has undertaken co-
operative developments with Monash University, the Queensland Institute of
Technology and the Royal Melbourne Institute of Technology (sub. 12, p. 3).

A variety of organisations, some supported by State and or the Commonwealth
Government are also providing R&D services to the automotive industry.  For
example, the South Australian Government pointed to the role of the Advanced
Manufacturing Facility at the South Australian Centre for Manufacturing
(sub. 61, app. 3, p. 3).

4.4.4 Lean production

Lean production is the term used by Womack, Jones and Roos (1990) to
describe a method of organising production that aims to eliminate waste and
minimise costs.  This production method has been adopted by some Australian
automotive firms as a means of improving their productivity performance.  The
FCAI Manufacturers Group (sub. 33) identified the use of lean production as
one element that contributed to improved competitiveness of vehicle
manufacturers.  Lean production is used in some form by each Australian
vehicle manufacturer and by a number of their suppliers.

The concept of lean production emerged in the Japanese automotive industry.  It
is a system that encourages firms to constantly strive to improve their
performance.  Womack et al. (1990) stated that:

The truly lean plant has two key organizational features:  It transfers the maximum
number of tasks and responsibilities to those workers actually adding value to the car
on the line, and it has in place a system for detecting defects that quickly traces every
problem, once discovered, to its ultimate cause.  (p. 99)

There are three essential elements of lean production: human resource systems;
work systems; and factory practice.  The key to lean production is establishing
the interaction of these elements to eliminate waste and achieve the company’s
goal of continual improvement.  In lean production, waste is a broad concept
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covering all activities that do not add value to production.  Typical examples are
the stockpiling of inventory, any extra time or effort in undertaking a task, and
the production of products that require reworking.

In a lean factory, human resource strategies motivate employees to identify and
take action to eliminate waste wherever possible.  These human resource
strategies include recruitment policies, training for new and existing employees,
contingent compensation, and the removal of status barriers between
management and the workforce where possible.  Work systems refer to practices
of organising work and involve working in teams, job rotation, the degree of
worker responsibility for product quality and the process of allocating work
tasks.  Factory practice is the third element of lean production.  It focuses on
implementing organisational practices and processes that eliminate waste from
the organisation and thus continually improve final product quality and reduce
the size of product inventory.

The implementation of lean production involves establishing performance based
targets and measuring actual performance against internal and external
benchmarks.  For example, the size of the floor space devoted to re-working
mistakes in vehicles coming off the production line is continually reduced in
truly lean assembly plants for two important reasons.  First, by not having space
to place defective vehicles, employees and managers are more likely to find a
way of resolving the quality problem at its source.  Second, floor space devoted
to defective products is a waste of the firm’s resources because it adds no value
to the firm’s overall performance.  Womack et al. (1990) use floor space
devoted to reworking as a measure of quality of the firms processes.

The IMVP has measured the extent to which elements of lean production are
present in the Australian automotive industry (see Table 4.4).  The measure
ranges from zero for no lean production to 100 indicating its full adoption.
While these measures show an overall increase in the use of lean production in
Australian automotive plants between 1989 and 1993, the measure of factory
practice decreased.  More recent measures of these indices are not available, but
anecdotal evidence suggests that they have probably improved since 1993.
Even so, they suggest that there are still large potential gains to be made from
more fully adopting lean production in the Australian automotive industry.

Table 4.4: Australian assembly plants management policies index,
1988 and 1993

1988 1993

Work systemsa 23.8 47.8

Human resource managementb 18.8 55.8
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Factory practicec 48.1 45.3

a A score of 100 indicates plants operate with a multi skilled workforce.  A score of 0 means
the plants work systems are highly specialised.

b A score of 100 indicates a high commitment by management to human resources
management policy; a score of 0 indicates a low commitment.

c This index measures a set of production practices that covers the level of inventory stocks,
frequency of parts delivered to the line, etc.  A score of 100 indicates lean production, while
a score of 0 indicates buffered production.

Sources: Krafcik and MacDuffie (1989) and MacDuffie and Pil (1996).

Inquiry participants have described how lean production has assisted them to
improve their performance.

Toyota provided evidence of improvements in their human resource strategies
and inventory management, which is part of factory practice.  Table 4.5
describes changes to Toyota’s human resource management strategies between
1990 and 1996.

In relation to inventory management policies Toyota described their increased
use of just-in-time delivery:

In 1990 only about 20 per cent of local parts were delivered Just-In-Time and almost 8
days stock was being held.  By 1994, 100 per cent of local parts were being delivered
just-in-time and the stock holding was down to only one day.  The stock holding in
1996 is now below 4 hours, which is approaching the level achieved by TMC [Toyota
Motor Corporation] in Japan.  (sub. 15, p. 14)

Inventory management involves using just-in-time delivery of component parts
to the manufacturing plant and the production line.  This system minimises both
the value of inventory and storage space, and quickly transfers quality problems
back to their source.

Participants also linked improvements to product quality with the introduction
of lean production.  A key goal of a lean plant is to build quality into the
product, rather than inspect for quality at the end of the process.  In this way the
cost of repairing errors made during the production process is reduced.  National
Consolidated Limited commented that:

Product quality has been vastly improved by training the production teams to focus on
quality, so that quality becomes part of the process, rather than being an adjunct which
is performed by inspection post production.  (sub. 38, p. 15)

Table 4.5: Toyota human resources management policy

HRM Policy 1990 1996

Recruitment Unselective Highly selective

Training Limited High (6% wages), (VIC)



THE AUTOMOTIVE INDUSTRY

86

Multi-skilling Low High

Career Progressions Limited Well structured

Safety Average Good

Work Teams Low High

Information/Communication Low High

Employee involvement Low High

Source: Toyota (sub. 15, p. 12).

The aim of lean manufacture is zero defects.  The achievement of this goal
requires the component parts of the vehicle to be free from defects and the
assembly process to be correctly completed ‘first time through’.

Air International Group suggested that they had achieved significant
productivity improvements within two years of implementing lean production
but that:

While there are still some gains to be made within its supplier base, internally the
benefits and resultant productivity improvements from this process [lean production]
have now been exhausted. In fact, the bulk of the productivity gains were achieved in
the first 2 years.  (sub. 37, p. 11)

However, this approach may signal a misunderstanding of the principles of lean
production.  According to Womack et al. (1990):

Of course, no lean producer has ever reached this promised land — and perhaps none
ever will, but the endless quest for perfection continues to generate surprising
twists. (p. 14)

4.4.5 Skills and workpractices

As seen in Section 4.2, partial measures of labour productivity improved over
the period 1985 to 1995.  These improvements have coincided with an increased
emphasis on employee skill development and changes to the way work tasks are
organised.  Skill and workpractice issues are discussed in detail in
Appendices G and H respectively.

The role of skill development in productivity performance

Both vehicle manufacturers and component suppliers have identified training as
a critical element in improving performance.  For example, Toyota commented
that:

Training and communication have been vital factors in achieving both skills
enhancement and attitudinal change.  Toyota Australia invests over $8 million a year in
training programs. (sub. 15, p. 12)
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Ford’s annual training expenditure is $16 million.  This is equivalent to
eight per cent of its payroll (sub. 14).  At the 1996 Australian National Training
Authority conference, Ford stated:

Ford is committed to the concept that the quality of our people represents our only
sustainable competitive advantage.  Education and career pathways send clear signals
to our people that the company values their efforts and is prepared to recognise and
reward those efforts in a tangible way.  (Crowley 1996, p. 52)

National Consolidated Limited noted:

It is through training and skills enhancement which foster a commitment to continuous
improvement that productivity targets have been exceeded.  (sub. 38, p. 14)

Robert Bosch also acknowledged its commitment to training:

A strong emphasis on training assists RBAU to retain and develop employees.  Almost
10% of RBAU’s workforce are undertaking training courses ranging from English to
MBA studies, with the objective of gaining reclassification and/or preparing for career
development opportunities.  (sub. 65, p. 3)

Toyota explained that:

Training is an integral element of Toyota's philosophy of developing a skilled, flexible
and motivated workforce able to engage in problem solving and continuous
improvement.  (sub. 106, pp. 5-6)

The endorsement of training by participants is consistent with the adoption of
lean manufacturing in the industry.

Expenditure on training

Although the amount of training occurring in the automotive industry is high
relative to manufacturing and all industry averages, ABS figures suggest
training activity in the automotive industry decreased between 1989 and 1993
(see Table 4.6).  This decrease was contrary to the movements in average
training expenditure for manufacturing and all industries.

Table 4.6: Average training expenditure, Australia, July to
September, 1989 and 1993

Industry
Per cent of gross

wages and salaries Dollars per employee Hours per employee

1989 1993 1989 1993a 1989 1993

Motor vehicles and partsb 3.6 3.0 237 207 11.3 9.2
Transport equipment 3.9 3.5 262 252 14.3 11.5
Manufacturing 2.2 2.6 142 182 6.5 6.5

Total 2.2 2.9 133 171 5.7 5.6
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a 1993 expenditure has been deflated by the trainers wage index to obtain figures in 1989
dollar values.

b ASIC category 323 Motor vehicles and parts.
Sources: ABS (Cat. No. 6353.0 1990a, 1994a and unpublished data).

Participants argued that the ABS data was not consistent with their experience.
Toyota offered the following explanation:

It is not at all clear why the ABS data shows a decline in three measures of training
effort between 1989 and 1993.  The first thing that should be said is that the data is
rather dated.

The second comment relates to the Commission’s suggestion [in the draft report] that a
possible explanation for the results obtained by the ABS could be that increasing
government involvement in training over the period has reduced the need for firm
expenditure on training.  Toyota Australia has not behaved this way.  The company has
certainly received Commonwealth and State Government grants for training but in 1996
they were just over $1 million and a part of the financial support received was more an
incentive to take on entry level employees rather than for training as such.

The third point relates to the Commission’s suggestion [in the draft report] that the
decreased rates of labour turnover have reduced total training costs.  This presumably
applies to induction training.  Toyota’s experience is the contrary and instead reflects
the judgement made by the [Automotive] Industry Authority (1993) that there is a
greater willingness to invest in training when labour turnover is low.  Toyota has
increased training expenditure per person both for new and experienced employees.
(sub. 106, p. 6)

Mitsubishi believed the explanation could be a sampling problem:

Mitsubishi believes it is unlikely that the decrease recorded by the ABS in the industry’s
training activity from 1989 to 1993 accurately reflects the real situation.  In part the
answer may lie in the fact that the ABS figures are derived from a survey period
covering only July to September in each year and that period may not necessarily be
representative.  Certainly in MMAL’s case training expenditure has risen to $6.8
million in 1996.  (sub. 104, p. 11)

Estimating the benefits of training

As training is only one element contributing to firm performance it is generally
not possible to directly apportion any changes in performance to changes in
training activity.  Thus it is difficult to measure accurately the benefits of
training against its costs, and so determine the optimal amount of training.

Most participants said that their expenditure on training was warranted.  For
example Mitsubishi are:
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... convinced that the outcomes from its formal, customised training have justified the
substantial expenditure.  Mitsubishi has customised its generic training content to meet
its specific shop floor requirements and environment.  Entry by employees to various
pay points in the award is conditional on being able to demonstrate in a work situation
that the requisite skills and knowledge levels have been achieved.  (sub. 104, p. 11)

Linking skill levels and pay points in the Vehicle Industry Award could result in
an over-investment in training, sometimes called credentialism.  This would
arise if it was necessary to obtain a training qualification before being employed
in a position, but it was not necessary to have the skills from the qualification to
perform the tasks of the position.  When training is publicly funded, there is a
potential for an increase in credentialism and a corresponding waste of training
resources.

The Commission is concerned that credentialism might have been encouraged
by the link between skill levels and pay points in the vehicle Industry Award.
Holden acknowledged that the improved skill level of their workforce was
facilitated by industrial agreements, but that:

... there is a need to move the link between wage outcomes and training towards a more
performance based model.  (sub. 19, p. 43)

Participants commenting on this issue rejected the notion of credentialism
occurring to any significant extent in the automotive industry.  For instance,
Ford stated that:

The main strategically important Education and Training programs which are linked to
the Company’s industrial awards and for which public funds are received include the
Vehicle Industry Certificate and the Advanced Certificate in Engineering which forms
part of the company’s Trades Progression program.  (sub. 107, p. 31)

but that:

All of the Company’s Education and Training programs are continually monitored and
reviewed to ensure that they are aligned with the Business Planning and Policy
Deployment processes of the company — there is no waste.  (sub. 107, p. 32)

It is also possible to under-invest in training.  In this case, skills shortages will
emerge.  Based on anecdotal evidence, Automotive Training Australia (1996)
identified five areas where skill shortages were evident in 1995.  These were:
Engineer (manufacturing), Automotive Toolmaker, Toolmaker, Clay Modeller,
and Automotive Draftsperson.  However, in general participants did not identify
the issue of skills shortages as a major concern.

However, the Institute of Engineers claimed that the introduction of new higher
education fees for engineering students could result in a shortage of qualified
engineers:
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The introduction of differential HECS [Higher Education Contribution Scheme]
effectively has doubled the cost of an engineering degree program from around $9 000
to $18 000, at a time when the country is desperately short of qualified engineers and is
importing some 2,500 every year to cover the shortfall.  The cost of double degrees
such as engineering/law or engineering/commerce, which attract many of the best
students will more than double.  (sub. 134, p. 6)

From the information provided to the Commission, it was not possible to come
to any definite conclusions about the state of publicly funded education and
training within the Australian automotive industry.

Workplace practices

As identified in Section 4.2, labour productivity has improved in the automotive
industry over recent years.  A large part of this improvement is due to changing
workplace practices.  Toyota highlighted the benefits of changing work
practices:

Over the last six years the situation has improved across many dimensions.  Labour
turnover is down to 13 per cent, costs of workcover claims have fallen from $12 million
in 1989–90 to $4 million in 1995–96, safety has improved and suggestions per month
are up from about 500 in 1990 to over 1000 in 1995.  (sub. 15, p. 16)

An example of improved workplace practices, labour relations and productivity
at Denso is given in Box 4.5.

Ford identified its ‘people programs’, incorporating work practices, as a factor
that contributed to improvements in quality, productivity and product value:

Labour Relations have driven much of this change with the introduction of the
Enterprise Bargaining Agreement (EBA) process, Natural Work Groups (NWGs),
comprehensive employee surveys and information sessions, introduction of Vehicle
Industry Certificate (VIC) and other training, and the rationalisation of the organisation
structure.  Other gains have come from the adoption of best practice manufacturing
concepts.  (sub. 14, p. 2.2)
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Box 4.5: Industrial relations and labour productivity at Denso
Denso, formerly Nippondenso, is an automotive component company whose activities
include making engine cooling and climate control units for cars.  Employees,
management and unions at Denso have worked hard to improve their labour relations
and productivity since the late 1980s.  While staff levels have fallen, productivity has
increased (see below).
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As well as increasing levels of productivity from $75 000 worth of sales for each
employee to $225 000 (see above), quality of output has also increased.  Denso was
awarded Toyota supplier of the year award in 1996, and aims to achieve ISO9001 and
QS9000 certification by March 1997.  In addition Denso has set the following goals —
to aim for zero customer returns, develop a kaizen culture and reduce plant emissions to
20 per cent of government requirements.
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Increasing productivity and quality was not traded-off for decreasing safety levels.
Changing work practices, greater employee involvement in production decisions and
better industrial relations has meant that the total number of lost time workplace
injuries has fallen from 61 in 1989 (3700 days lost) to 2 in 1995 (3 days lost) (see
above).  This has led to a substantial decrease in workcover premiums.
Source: Information obtained on industry visit.
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Although increasing competitive pressures were the major driver of change to
workplace practices, the introduction of award restructuring in the late 1980s
helped streamline these changes.  Bamber and Lansbury (1996) added:

... the extent to which award restructuring has precipitated ‘workplace reform’ varies
between different companies and plants.  Award restructuring did not make these
changes inevitable, but rather more feasible.  (p. 100)

Improvements have been made over recent years, but the labour market is still
not as flexible as it could be.  For example Mitsubishi highlighted the
constraints of the current system:

Progress in team based production — a key MMAL objective for the remainder of the
decade — has been limited to some extent by the current enterprise bargaining process
as a result of both the interaction between different unions and the restrictive effect of
pattern bargaining on the development of  team based production groups.  ... In addition
pattern bargaining and reliance on strict relativity relationships between companies is a
restraint on the localised development of innovative and progressive work practices,
especially when compared to overseas company based union structures which tend to
encourage the pursuit of common objectives.  (sub. 34, p. 12-13)

Chapter 6 puts forward recommendations for more flexible labour market
arrangements.

4.4.6 Economies of scale in the vehicle sector

Productivity in the automotive industry is particularly scale sensitive.  Making
cars is a high capital cost, high volume business.  The large costs in product
development, tooling and plant and equipment mean that at the plant level long
run average cost continues to decline over a large range of output.

Economies of scale can be achieved by increasing the production of a particular
model through an assembly plant.  Through the advent of flexible
manufacturing technologies, and the sharing of common facilities and expertise,
it is also possible for two or more models to be produced in the same assembly
plant at lower costs than if they were produced in the same, less than optimum
volumes in different plants.

Various estimates exist of the plant volumes necessary to take advantage of
economies of scale in vehicle assembly.  The Commission previously observed
that most scale economies are realised between 55 000 and 110 000 units per
annum. (IAC, 1981)  Lieberman et al. (1989) suggested that an output of
100 000 to 200 000 units per annum is necessary to achieve most scale
economies.  Throughput in Australian assembly plants is in the range of 40 000
to 110 000 vehicles per annum, making them relatively small by world standards
(see Appendix C).  However, some increases in volumes per plant and per
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model have been achieved in recent years (see Figure 4.12), and there is the
potential for greater outputs to be achieved through better capacity utilisation.

The pressure to increase volumes has been heightened by the car makers’ efforts
to improve quality.  One way of doing this is to invest in automation and other
quality enhancing equipment — for example, new technology paint shops — but
as Toyota commented:

The higher levels of automation have increased labour productivity and been essential
to meeting the quality requirements in important areas such as body rigidity.  However,
higher automation has come at a cost in terms of greater capital investment which must
be amortised over the number of cars produced.  (sub. 15, p. 11)

The effects of volume on the viability of local manufacturing was noted by
some participants.  Ford stated that:

... to be viable car manufacturers need to maintain a critical mass in the order of 80 000
— 100 000 units annually per manufacturer. (sub. 14, p. 1.0)

In addition Ford claimed that Falcon sales of less than 75 000 units per annum
result in a financial loss8 (sub. 14, p. 3.4).

Like Ford, Holden is currently producing around 100 000 units per annum of
one model line through its Elizabeth assembly plant.  To improve the plant’s
viability Holden is introducing a second car line to assemble an Opel designed,
medium sized vehicle called the Vectra.  This vehicle will be built for domestic
and export markets, with the expectation that export sales will be greater than
domestic sales.

With total plant volumes rising to around 150 000 units, Holden expects to
benefit through better utilisation of plant and equipment, in particular the high
capital cost paint shop, and so improve the viability of the Commodore
(sub. 19, p. 8).  At 150 000 units, Holden believe that the incremental savings on
further expansion would be limited:

While there are further potential cost savings to be made by increasing output from
150 000 to say 200 000 per year these are relatively modest, especially when the
investment required is taken into account.  Maintaining a consistently high level of
capacity utilisation is far more important in car manufacture than increasing capacity –-
at least when volumes in excess of 150 000 per annum are concerned.  (sub. 19, p. 31)

By comparison, Mitsubishi’s current strategy is based on much smaller
production runs of the one model line.  Mitsubishi plans to produce around
70 000 units per annum.  Toyota’s current strategy is based on production of

                                             
8 Implicit in these observations are assumptions about prices.  At lower prices the volumes

required for economic ‘viability’ would be greater.
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two models with a total annual volume of around 100 000 units.  However,
neither producer is currently manufacturing at these volumes.

A comparison of production volumes suggests that Holden and Ford are
benefiting more from economies of scale than Toyota and Mitsubishi, and the
profit performance of the four producers supports this view to some extent
(see Section 4.3.1).  However, other things being the same, producers who
invest heavily in local design and development of relatively unique vehicles,
need greater volumes than those that use world designs.  For instance, this
suggests that Ford’s break even point of 75 000 units (under current assistance
arrangements) may be greater than Mitsubishi’s break even volume.  This is
because Mitsubishi can essentially use an off the shelf design from its parent,
and make use of world wide purchasing opportunities for components which are
produced in significantly higher volumes than is required for Australian
assembly.

Another way in which vehicle producers can reduce costs is to extend model
life.  In this way, product development costs are spread over a greater number of
vehicles.  However, competition in the global automotive industry is reducing
model life spans as producers strive to match changes in consumer preferences.
This trend has reinforced the need to increase annual volumes, and is a
competitive influence on the Australian industry.

Two clear messages on the cost of production have emerged from this inquiry.
First, as the industry has stressed on many occasions, there are undoubtedly
further scale economies to be achieved in vehicle assembly (moving along the
cost curve).  Indeed, unpublished information available to the Commission on
the fixed and variable costs of production suggests that, if capacity were
available, unit costs would decrease by about five per cent as volume increases
from 75 000 (the approximate average throughput of Australian assembly
plants) to 100 000 per plant.  Second, notwithstanding many participants’ views
about having already picked the easy fruit, further attention is required to
improve technical efficiency at any level of output (moving the cost curve
downwards).

4.5 Industry linkages

The Australian automotive industry has strong links to other industries.  It is a
large and exacting consumer, which has driven improved supplier performance.
Participants have said that the automotive industry is a significant source of
demand for some non-automotive industries and contributes to the use of
technology and skill levels across the economy.
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4.5.1 The automotive industry: a large and demanding consumer

The production of vehicles requires the purchase of goods and services from
sectors across the economy.  The FCAI Manufacturers Group report that the
motor vehicle industry is the single largest consumer of products from the
rubber, and furniture and mattresses, sectors of the economy, the second largest
consumer of basic iron and steel products and the third largest consumer of
paints (sub 33, p. 32).  In 1992–93 approximately 24 per cent of inputs to the
vehicle production process were purchased from other firms in the automotive
industry (ABS 1996c).

The FCAI Manufacturers Group commented on the size and nature of purchases
by the automotive industry:

The linkages of the auto industry are both quantitatively wider reaching and
qualitatively of greater intensity than in other manufacturing industries ...
(sub. 33, p. 32)

The size of purchases of the automotive industry may have implications for the
viability of automotive supplier industries.  The FCAI Manufacturers Group
claimed that:

Quite often, the [automotive] industry provides the base-load demand to justify the
installation of production capabilities by other sectors which provide benefits well
beyond the automotive industry and its suppliers.  (sub. 33, p. 7)

Tooling and diecasting are often presented as examples of sectors whose
viability depends on automotive industry demand.  The Australian Die Casting
Association reported that the automotive industry purchased 80 per cent of
domestic diecasting output.  They commented that:

The Australian diecasting industry is very dependent on a viable Australian automotive
industry ... . It would be very difficult to retain and attract new investment without the
base workload provided by the Australian automotive industry.  (sub. 85, p. 2)

Improving supplier performance

As discussed in Sections 4.2 and 4.3 the automotive industry has been subject to
increased competitive pressure.  Vehicle assemblers responded to this pressure
by implementing changes to improve their own performance.  Adopting lean
production with its focus on continuous improvement, product quality, human
resource management and waste minimisation were key responses to this
pressure.

Vehicle assemblers have also demanded improved performance from their
suppliers.  Toyota commented:
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Toyota Australia’s competitiveness is closely linked to the performance of suppliers
and the local supply industry has a critical role to play in its pursuit of improved
competitiveness.  (sub. 15, p. 20)

One example of this pressure is the common requirement vehicle assemblers
make of their suppliers for annual price reductions.  As part of their own
strategy for productivity improvement Toyota established a supplier
development program.  This program involves training suppliers, establishing
price, quality and delivery targets and measuring performance against these
targets.  Toyota stated that its:

... local suppliers have been introduced to advanced manufacturing techniques through
a comprehensive domestic supplier development program based on TPS [Toyota
Production System], as well as in Japan as part of TMC’s supplier training program.
(sub. 15, p. 10)

Demands for performance improvement have extended to those firms that
supply automotive component producers.  Both Hella (sub. 11) and Air
International Group (sub. 37) indicated that they had implemented programs to
facilitate improvements in the performance of their suppliers.

Participants have identified the benefits that improvements in automotive
industry performance have had outside the automotive industry.  The South
Australian Government commented:

As a demanding purchaser, the automotive industry drives improvements in production
efficiency, quality and service in a range of input supplying industries, including steel,
chemicals and plastics. (sub. 61, p. 10)

4.5.2 Transfer of technology and skills

The automotive industry in Australia is a significant user of advanced
technologies.  In 1991, 54 per cent of establishments in the industry subdivision
‘Transport Equipment’ were using advanced technologies, compared to
41 per cent in ‘Total Manufacturing’ (ABS  1993).  These technologies were
associated with design and engineering, production, material handling,
inspection and testing processes, and communications (ABS  1993).  The motor
vehicle sector is also a significant purchaser of industrial robots, accounting for
34 per cent of industrial robot purchases in Australia from 1992 to 1994
(UN 1995).

New technologies can be acquired in many ways, including buying a good that
embodies the technology, buying a license to patented technology and
developing technology by undertaking R&D.  The use of technology is assisted
by training people, or employing people who are already familiar with the
technology.  Nissan explained the process it uses to obtain technology:
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Nissan Casting Australia relies heavily on the parent Nissan Motor Company for
assistance with technology and production methods.  (sub. 88, p. 9)

Participants in this inquiry argued that, the relatively high use of advanced
technologies by the automotive industry, confers benefits across the Australian
economy.  For example, the South Australian Government claimed:

The industry is one of Australia’s leaders in the use of advanced technology and
management techniques, R & D and training activity, creating valuable spillover effects
for a wide range of industries ...  (sub. 61, p. 10)

The Tooling Industry Forum Australia commented that:

The Industry’s skill base and inherent innovative practices provide a substantial
national training ground that has nurtured the career paths of many manufacturing and
production engineering people employed in very diverse Australian industries.
(sub. 54, p. 5)

4.5.3 Role for government

The benefits associated with the large and exacting nature of the automotive
industry as a customer, and the transfer of technology and skills into non-
automotive sectors of the economy were described by some inquiry participants
as spillovers.

For the purpose of this discussion it is necessary to distinguish between two
types of spillovers:

•  spillovers from an economic activity that do not accrue to the party
undertaking the activity without government intervention (externalities);
and

•  spillovers which are associated with linkages between firms in a
competitive market environment.

A market failure is said to exist in the case of externality-type spillovers, and it
is only for these that there may be a case for government intervention.

Participants suggested that governments should consider the existence of
spillovers when determining industry policy.  For example, Toyota argued:

The automotive industry almost certainly provides substantial and above average
spillover benefits to the economy which should be taken into account in determining
policy for the automotive industry.  (sub. 15, p. 51)

National Consolidated Limited referred to both externalities and spillovers
arising from linkages between the automotive and other industries:

In any program of revised assistance arrangements, great care should be taken to ensure
that precipitous action does not jeopardise their [the automotive industry] viability, as
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not only the direct contributions to the economy, but also the externalities and
multiplier effects benefits, will be put at risk.  (sub. 38, p. 20)

However, every industry has linkages with other industries.  This does not mean
they all should be provided with government assistance because of such
linkages.   Furthermore, if externalities exist there are important preconditions
which must be met before government assistance is warranted.  First, the size of
the externalities must be large enough to justify the cost of providing assistance.
Then it must be determined whether targeting a specific industry, rather than the
activity which generates the externalities, is the appropriate course of action.
Industry-specific action may be warranted if the externality has a property
unique to that industry.

When governments act to correct a market failure, that action should be
transparent in its objective and cost.

The automotive industry: a large and demanding consumer

The automotive industry demands relatively large quantities of products from a
range of industries.  Consequently, strong inter-industry linkages exist between
the automotive industry and other sectors of the economy.  Some participants
argued that these inter-industry linkages justify continued special support for the
automotive industry on the basis of:

•  the size of these linkages;

•  the requirement for improved supplier performance; and

•  the ‘critical mass’ nature of automotive industry demand.

These three issues are discussed in turn.

First, strong producer-purchaser relationships exist between and within all
sectors of the economy.  These relationships are very important in terms of
improving the performance of the parties concerned, but this does not mean that
they all should be provided with government assistance.  In the automotive
industry, the large quantity of purchases made from some supplying industries
can be expected to be reflected in prices paid.  The Commission has heard how
suppliers are often prepared to accept lower prices when the trade constitutes a
large part of their business, and because of the mutual direct and indirect
benefits associated with their commercial relationship.  In such cases the
benefits are shared between component suppliers, vehicle assemblers and final
consumers.  This is not evidence of market failure, but rather evidence of a
market operating efficiently.  The Commission’s view therefore is that the size
of the purchases alone does not generate an external benefit which warrants
special government assistance.
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Second, suppliers to the automotive industry have been required to improve
their performance to meet the challenges of an increasingly competitive and
global automotive market.  Participants in this inquiry argued that improvements
in performance confer benefits to the non-automotive customers of automotive
industry suppliers (see Box 4.6).

Box 4.6: Benefits from supplying the automotive industry
Some participants have identified benefits that have accrued through their association
with the PMV producers.

•  The Calum Textile Group, a supplier of seating and other fabric to the industry,
outlined how the demanding requirements of their customers had led them to
develop higher specifications for their fabric.  This was done to meet the harsher
Australian requirements.  The Calum Textile Group also stated that the investment
they made in technology and skill development that was required to meet the
automotive industry’s requirements helped them develop a fire retardant fabric and
win a contract to supply the Malaysian navy with coverall suits.  (PHtrans., p. 124)

•  BHP Steel described how meeting the automotive industry’s requirements allowed
them to offer better quality product to other customers.  The company had been
experiencing problems in manufacturing sheet steel for use in manufacturing the
outer panels for cars.  Defects in the surface were lowering yields and harming
quality.  Overcoming this and other problems helped fine tune their manufacturing
set up to the benefit of all products.  (sub.  77,  p.  24)

•  Marplex emphasised the importance of the automotive industry as a large customer
of engineering plastics.  Marplex also claimed that the automotive industry is a
demanding customer and that other industries had benefited from promotion given
to quality assurance.  (PHtrans., p. 137)

Although each of these cases are examples of benefits accruing to manufacturing
operations linked to the automotive industry, they are not examples of externalities
which the industry could not appropriate in normal commercial negotiations.  The
larger volumes achieved by producers supplying both automotive and non-automotive
customers should enable producers to lower costs and subsequently prices.  The
negotiating power of the large, multinational automotive assemblers, together with
falling assistance to the industry, makes it more likely that the automotive industry will
capture these benefits.

Again, these circumstances do not represent a market failure which warrants
special government assistance.  To a large extent the benefits of improved
automotive supplier performance accrue to the vehicle manufacturers in
decreased prices and better products.  Automotive component suppliers also
benefit directly from improving their performance.  To achieve better
performance requires the investment of time, money and effort.  When firms
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take these investment decisions they consider their entire customer base and the
expected benefits such as renewed or expanded contracts and improved
profitability.  If suppliers must improve their performance to retain their
automotive business, and as a result they are able to win other non automotive
business, it would be expected that the benefits will be shared by the business,
its customers and ultimately consumers.

In the automotive industry, suppliers sometimes provide products to vehicle
assemblers at prices lower than they would offer other customers.  They do so
because of the mutual direct and indirect benefits associated with that
commercial relationship.  In such cases the benefits are shared between
component suppliers, vehicle assemblers and final consumers.  Again this is not
evidence of a market failure, but rather, evidence of a market operating
efficiently.

Third, it is possible that the relative size of demand by the automotive industry
provides the ‘critical mass’ necessary to maintain particular sectors, such as
toolmaking and diecasting.  Participants argued that special assistance to the
automotive industry is justified because non-automotive users of these services
are able to source inputs from domestic producers, which in the absence of the
automotive industry would not be viable.

This argument implies that, in the absence of automotive industry demand for
these goods and services, some other domestic industries would not be viable.
It further suggests that government should continue to provide special assistance
to the automotive industry to benefit automotive industry suppliers.  In the
Commission’s view, if governments see it as important to assist automotive
industry suppliers, then the most appropriate policy is to assist the suppliers
directly.

Technology and skill transfer

Participants stated that the automotive industry provides training and skills for
employees who then move into other sectors of the economy.  Inter-industry
transfer of staff is one way that the diffusion of technology occurs in an
economy.  Another is the global transfer of staff and hence technology.

Firms investing in new or advanced technologies will do so in response to
normal business pressures.  However, it is possible that the automotive industry
influences the use of advanced technologies in the economy by increasing the
rate at which new technology is adopted.  That is, by its use of technology the
automotive industry demonstrates the availability of a technology and its
benefits.  This increased rate of adoption may generate external benefits.
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While the size of the spillovers associated with skills and technology transfer is
unclear, it is evident that there are a number of ways in which skills
development and technology transfer are supported by general government
measures that are available to all industries.  For example, government funding
is provided for education and training courses and centres, and government
programs exist to support R&D.

4.5.4 Measuring the benefits

In its draft report the Commission asked participants to quantify the benefits and
identify any unique attributes of spillovers generated by the automotive industry.
Participants have since made general statements and claims about spillovers, but
have not provided clearly quantified examples.

The Commission has not received any evidence of substantial positive
externalities arising from the automotive industry.  Most of the industry’s
comments have related to the usual linkages between the automotive and other
industries.  These linkages, while complex, are not unique to this industry and
exist within and between other industries in the Australian economy.  They do
not indicate spillovers resulting in market failure.

Irrespective of the debate concerning the existence of genuine spillover benefits,
the Commission believes that the appropriate policy response would be to target
the source of the market failure, rather than provide special government
assistance for the automotive industry.

The Commission finds that the linkages between the automotive industry
and other Australian industries are typical of the commercial linkages
found between many other firms and industries in the economy.  The
Commission found no evidence of market failures unique to the automotive
industry which would warrant special government assistance to the
automotive industry.

4.6 Summary

Changes in the form and level of assistance to the industry, in concert with
globalisation strategies of vehicle manufacturers, have encouraged improved
performance of the Australian automotive industry in terms of labour
productivity, profitability, prices and quality.

Labour productivity in the assembly sector has generally improved over recent
years.  The annual number of vehicles produced per employee increased from
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11 in 1988 to about 16 in 1994, but there has been little subsequent
improvement.  By virtue of their levels of output, improvements in labour
productivity at Ford and Holden have a considerable influence on the industry
average.  When expressed as the number of hours of direct labour required to
assemble a vehicle, Holden has improved its labour productivity from almost 37
hours in 1988 to 25 hours in 1994, and 24 hours in 1996.  These results are
generally impressive.  However they need to be interpreted with caution because
there appears to have been some substitution of capital for labour as new
production processes were implemented, and many processes were contracted
out to component suppliers.

International comparisons of labour productivity indicate that most Australian
assemblers are still behind world best practice by a substantial margin.  One
international survey shows that while Australian assemblers improved labour
productivity by 14 per cent between 1988–89 and 1993–94, European
assemblers improved their labour productivity by 30 per cent.  Meanwhile the
European plants remained well behind the performance of their American and
Japanese counterparts.

Profitability of vehicle assemblers has been variable over the past decade.
Following large losses in the early 1990s, the average of the four assemblers’
profitability is now positive and increasing.  However there is considerable
variability between assemblers with Ford and Holden reporting profits over the
recent past, and Mitsubishi and Toyota reporting losses.  On the basis of the
1996 financial results available at printing, Ford made a record profit in 1996
and Holden are set to announce another strong profit.  On the other hand
Mitsubishi’s operating loss increased.

The price of cars is an important measure of performance.  Prices of local and
imported cars have risen by more than the CPI since 1984.  This is partly
because the increases in price caused by exchange rate devaluations have
outweighed the reductions in price caused by tariff reductions over the period.
The Commission’s analysis suggests that tariff cuts have meant that the real
prices of imported cars may have been as much as 20 per cent lower in March
1997 than they would otherwise have been, and that exchange rate devaluations
raised the real prices of imported cars by over 27 per cent.  After allowing for
the effects of tariff reductions and exchange rate devaluations, the real prices of
imported cars have still risen over the period.

Another way of measuring the real prices of cars is by means of their
affordability, defined as average weekly earnings divided by price.  As growth
in average weekly earnings has not matched price rises, affordability of cars has
declined.  This decline is most noticeable when measured by the AAIR’s
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‘Family Six’ index which is based on base models of the Ford Falcon and
Holden Commodore.

Quality is also an important measure of performance, but it can be defined and
measured in different ways.  Based on reported faults in the first three months of
ownership, the quality of locally made cars has improved and now largely
matches imported cars.  However, there is some evidence that locally made cars
may be less reliable than imported cars.

The factors which have provided the impetus for improved performance of
vehicle assemblers have, in general, provided even greater competitive
pressures for the domestic component industry.  Whereas assemblers have had
the price effects of tariff reductions diluted by exchange rate movements,
component suppliers to the domestic industry have been required to reduce their
prices to assemblers at about the same rate as tariff reductions (2.5 per cent per
annum).

Measures of labour productivity for the component sector indicate a steady
improvement since at least the early 1990s.  The Commission was provided with
many examples of productivity improvements made by individual firms.  But
performance varies widely between firms.  Some evidence shows that while the
major component producers have made impressive gains, others, particularly
second tier and raw material suppliers to the major component producers, are
lagging.

Automotive firms have responded to the demands of increased competition in
various ways.  Some firms have invested in research and development (R&D)
capabilities.  The success of this strategy is evidenced by multinational firms
locating their regional R&D headquarters in Australia and by independent
Australian firms selling design and R&D services to the international market.

Another response to increased competitive pressures has been the adoption of
lean production.  This process aims to institutionalise the goal of continuous
improvement within the firm.  Consistent with the adoption of lean production,
participants report increased emphasis on skills development and the
implementation of flexible work practices.  Both changes encourage the on-
going development of positive and cooperative employer-employee
relationships which are essential to facilitate continuous improvement in
industry performance.  Many participants believe that the benefits available
from adopting lean production, and improving workforce skills and flexibility in
work practices, have not yet been exhausted.

Finally the Commission accepts that there are significant linkages between the
Australian automotive industry and other sectors of the economy.  However, it
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could find no evidence of significant market failures which warrant special
government assistance for the industry.
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5 TAXATION

Taxation emerged as a major concern of participants in this inquiry.
Vehicle and component manufacturers argued that the Commonwealth
wholesale sales tax and State taxes depressed vehicle demand and reduced
their international competitiveness.  They identified taxation as one of the
weaknesses of Australia as an investment location for the automotive
industry.

The comments of the automotive industry highlight the deficiencies of
Australia’s taxation system.  Comprehensive reform of Australia’s taxation
system is an important goal.  However, the effect which comprehensive
taxation reform will have on the Australian automotive industry is
uncertain.

5.1 Introduction

Like other developed countries, Australia has significant public spending
programs which require funding.  All countries face a dilemma in choosing the
optimal mix of taxes to finance the activities of government.  They usually
adopt a mixture of personal income, company and goods and services taxes.
States also adopt a range of taxing arrangements such as payroll taxes, stamp
duties and property taxes.

Vehicle purchase, manufacture, ownership and use are affected by a range of
taxes.  New vehicle sales are subject to:

•  a Commonwealth wholesale sales tax of 22 per cent applying to passenger
motor vehicles, light commercial vehicles and components;

•  a Commonwealth luxury sales tax which is applied at the rate of
22 per cent for the first $36 995 of the wholesale price of a passenger
motor vehicle and at 45 per cent for the balance of the wholesale price in
excess of $36 995 (a wholesale price of $36 995 corresponds to a retail
price of about $55 000);

•  State Government stamp duty varying from 2 per cent in Queensland to
4 per cent in South Australia; and
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•  an import tax on imported passenger motor vehicles of 22.5 per cent
phasing down to 15 per cent by 2000.  The import tax on light commercial
vehicles and four wheel drives (4WDs) is 5 per cent and will remain
unchanged to 2000.

Vehicle ownership and use is subject to:

•  State registration fees;

•  taxes on petrol in the form of Commonwealth excise and State franchise
fees;

•  Commonwealth fringe benefits tax if the vehicle is provided by an
employer but used privately; and

•  leasing and depreciation rules if a luxury passenger motor vehicle is
claimed as a business expense.

Vehicle and component manufacturing is subject to:

•  Commonwealth company tax of 36 per cent;

•  State payroll taxes of 7 per cent in Victoria and 6 per cent in South
Australia1;

•  wholesale sales tax on inputs; and

•  tariffs on inputs, although producers have scope to offset tariffs on
automotive component imports through export credits and their 15 per cent
duty free allowance (see Chapter 8).

In submissions to the inquiry, after tariff reductions, taxation emerged as the
leading concern of vehicle and component manufacturers.  The four
manufacturers identified taxation as one of the disadvantages of Australia as a
location for vehicle manufacturing.  They also argued that taxes depress vehicle
demand.  The taxes of principal concern were the wholesale sales tax, the luxury
sales tax, payroll tax and fringe benefits tax.  These findings mirror the results
of a recent survey (BIE 1996a) which found that taxation was the leading non-
assistance related reform of concern to the automotive industry.  Holden argued:

It is well to remember that Australia’s passenger car and component manufacturers are
the victims of government policy, as well as its beneficiaries.  The Commission’s
review is focussed on an area where manufacturers do receive assistance.  However
other policies of Australian governments work to the particular detriment of car
manufacturers.  Chief among these is the wholesale sales tax.  (sub. 19, p. 12)

                                                
1 The Victorian Government has announced that payroll tax will be reduced from 7 per cent

to 6.25 per cent from 1 July 1997.
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This chapter starts by outlining the concerns with the taxation system raised by
participants in this inquiry, and their proposals for reform.  It then provides the
Commission’s assessment about how these taxation issues are best addressed.
The chapter concludes with a discussion of whether further tariff reform should
be predicated upon taxation reform.

5.2 Participants’ views

5.2.1 Participants’ concerns about sales tax

Effect of sales tax on car sales and production volumes

Vehicle and component manufacturers argued that wholesale sales tax (WST)
makes vehicles less affordable and diverts consumer spending to lower taxed
items such as holidays and whitegoods.  They argued that high taxes are one of
the factors which reduce the domestic demand for motor vehicles.  This makes it
difficult for automotive firms to achieve the high production runs necessary for
efficient and viable production.  Some participants, such as the Australian
Automobile Association (sub. 49), also argued that the high level of sales tax
contributes to adverse safety, fuel efficiency and environmental outcomes, as
high new vehicle prices prevent many motorists from replacing old vehicles.
Johnston Matthey said:

The primary impediment [to growth in the domestic market] in JM’s view is the
indirect tax system which, with a current rate of 22% on vehicle sales, discriminates
against the industry when compared to average rates for manufactured products of
around 10% and substantial exemption from tax for major competitors such as building
materials and tourism.  The inevitable outcome is one of the oldest vehicle fleets in
developed countries with its attendant costs to the community in terms of pollution and
its impact on quality of life and longevity.  (sub. 42, p. 6)

Effect of sales tax on production costs and international competitiveness

Vehicle and component manufacturers also criticised the wholesale sales tax
system on the basis that it taxes inputs to production.  This affects the cost
structure of automotive firms, and also the demand for their product.  Holden
argued:

In any sensible and efficient system of indirect taxation, taxes should not fall on
business inputs.  Taxes that do so distort decision-making by firms.  Arguably new car
sales (as opposed to car sales in general) are often business inputs.   Such sales are
more by way of investment than consumption.  In an ideal world sales tax would not be
levied on goods such as these which are consumed in the process of producing other
goods.  Whether sales tax on cars is paid by (or for) delivery companies, travelling
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salespersons, secretaries who must do the banking, taxis or the like, it is clear that it is
often paid on vehicles used as a business input.  This involves another bias against
passenger car sales, and therefore against car manufacturers, whose sales opportunities
are restricted by this tax.  (sub. 19, p. 14)

A further problem raised by participants is that taxes on inputs lead to ‘tax
cascading’, that is the same good taxed both as an input and as part of a final
product.  For example, computers purchased by automotive manufacturers for
administrative functions are taxed at 22 per cent, and these costs are then
incorporated into the price of a vehicle, which is also taxed at 22 per cent,
resulting in the computers being taxed twice.  The FCAI Manufacturers Group
said:

Because business inputs are taxed, the final pattern of effective tax rates on goods and
services consumed may vary in an inefficient way.  A broad based consumption tax
would provide relief from tax cascading.  (sub. 33, p. 29)

Participants also argued that the cascading effect of input taxes inflates
production costs for exports, eroding international competitiveness.  Toyota
said:

The system of wholesale sales tax and the lack of a mechanism to rebate taxes on
business inputs means that exports are taxed quite severely compared to the situation
with a well designed broad-based consumption tax.  According to studies done for the
Business Council of Australia the tax on exports is between 4–6%.  (sub. 15, p. 30)

Holden claimed:

It is technically difficult to provide reimbursement for wholesale sales tax expense
embedded in the cost of goods produced for export.  In practice effective
reimbursement does not occur.  The sales tax system therefore creates a disadvantage
for Australian exporters in comparison with competitors whose tax regimes do provide
reimbursement.  This latter group includes the great majority of competing countries,
which use a Value Added Tax (VAT) approach.  (sub. 19, pp. 14–15)

Stability and certainty of sales tax rates

Vehicle and component manufacturers also criticised the frequency with which
sales taxes are adjusted.  Honda argued:

In the sales tax arena, the lack of certainty attached to sales tax measures makes
marketing demand predictions very difficult.  For example there was a 5% temporary
reduction in sales tax on PMVs in early 1992 as a counter cyclical measure.  The
following year there was a scheduled increase of 1% then in May 1995, the previous
5% reduction was reinstated to make a 21% sales tax and then a further 1% scheduled
increase occurred in July making sales tax 22%.  The luxury car sales tax was
introduced during the period.  (sub. 32, p. 34)
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Sales tax on luxury passenger motor vehicles

Vehicle importers were particularly critical of the higher rate of sales tax
imposed on luxury passenger motor vehicles.  Their concerns were summarised
by the FCAI Importers Group:

One important negative aspect of this [luxury sales] tax is that it:

•  is discriminatory, falling almost exclusively on imported cars, with the value
from which it is applied conveniently chosen to exempt all except a handful of
local cars

•  because of this, the tax represents a de facto form of extra protection

•  it is the only good for which the tax rate varies with the value of the product

•  it interacts with the depreciation limit and the FBT to create what is effectively a
triple luxury tax on cars priced over the depreciation limit.  (sub. 46, p. 70)

BMW argued that on a four year lease, the tax paid on one of its cars exceeds
the car’s purchase price.  This includes import taxes (tariffs), sales tax, stamp
duty, registration and fringe benefits tax.

5.2.2 Participants’ views about how sales tax should be reformed

Introduction of a consumption tax or broadening of the sales tax base

Many participants called for the introduction of a broad based consumption tax
to reduce the tax burden on vehicles.  As a second best option, participants
supported the broadening of the wholesale sales tax base, to allow for a
reduction in sales tax rates on vehicles.  For example, Toyota said:

If the wholesale sales tax were to be replaced by a broad-based consumption tax, the
rate of tax would be about 10 to 12%, a substantial reduction from the current 22% rate.
The adoption of a broad based consumption tax will also eliminate the tax the
wholesale sales tax system imposes on exports.  Toyota Australia considers that
Australia should eventually adopt a broad based consumption tax.  In the interim,
resource allocation would be improved by reducing the wholesale sales tax on non
luxury cars to 12% and making up the lost tax revenue by cutting expenditure or raising
the general level of taxation.  (sub. 15, p. 52)

The Australian Chamber of Manufactures said:

Tax reform is necessary because of the internationalisation of the Australian economy.
Such reform would enhance our trade competitiveness in a low tariff environment.
Australia and the United States are the only two OECD countries which do not have a
Value Added Tax (VAT) system.

Unlike a Wholesale Sales Tax (WST), which imposes a tax on finished goods sold to
retailers, a VAT would benefit Australian industry, particularly the automotive
industry, because tax applies only to the value added at each stage of production.  Tax
credits are available for the VAT paid on business inputs so as to avoid double taxation.
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This would contribute to lower prices for cars and improved international
competitiveness for locally produced vehicles and components.  (sub. 44, p. 16)

The Commission’s assessment of proposals for fundamental tax reform is given
in Section 5.5.

Partial reforms: tax rebates, exemptions, and incentives for new vehicles

A number of parties sought sales tax exemptions and rebates for automotive
products.  For example, Ford (sub. 107) and the Australian Automobile
Association (sub. 49, 126) called for an exemption from sales tax for airbags
and other safety features:

It is the AAA’s view that, as a matter of public policy, where the benefits of new safety
technology in reducing road trauma can be quantified, taxation measures should not
operate to discourage the early introduction of that technology into the market.
Previous Governments have adopted this philosophy by providing ongoing sales tax
exemption for industrial safety equipment.  The AAA believes that airbags should be
exempted on the same basis as any other safety equipment in an industrial occupational
situation.  This is particularly supportable in the case of airbags, where the direct road
safety benefits of providing sales tax exemption can be quantified.  (AAA 1996, p. 1)

The AAA noted that other safety equipment such as hard hats are sales tax
exempt, and that when seat belts were first introduced, they were exempted
from sales tax in order to encourage their acceptance in the community
(PHtrans., pp. 25–26).

Ford called for an extension of the present sales tax exemption for four wheel
drive (4WD) utilities purchased for use in the agricultural industry, to 2WD
utilities.  Ford (sub. 14) argued that the tax exemption for 4WD utilities results
in ‘locally-produced 2WD utility trucks being shut out of the rural market,
despite their often superior performance’ (sub. 14, p. 3.7).  Ford argued that
applying the tax exemption to both 4WD and 2WD utilities used by
agriculturalists would correct this anomaly.

The FCAI Manufacturers Group (sub. 33), Toyota (sub. 15) and BTR
Automotive Engineering Group (sub. 53) sought rebates for taxes on inputs
used in the production of exports.  The FCAI Manufacturers Group said:

Unrelieved indirect taxes on exporters, which are embedded in the cost of inputs are a
source of competitive disadvantage for Australian exports.  A rebate of 4–5 per cent
could be warranted on the grounds of economic neutrality.  Under the GATT/WTO
there is no prohibition on border tax adjustments which do no more than relieve
embedded indirect taxes on exports.  (sub. 33, p. 29)

Some participants called for specific taxation initiatives to increase vehicle
affordability and stimulate demand.  Ford (sub. 107) recommended the
introduction of accelerated depreciation and investment allowances for new
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vehicles.  The Commission’s assessment of these proposals is given in
Section 5.5.3.

5.2.3 State taxes

A number of participants highlighted the impact of State taxation on the costs of
automotive manufacturing.  For example, Lear said:

... the cost of governmentally imposed stamp duties and payroll taxes places a cost
burden on companies which is higher than most other countries in the world.  This also
significantly hinders the Australian producers’ ability to be cost effective on a
worldwide basis.  (sub. 84, p. 2)

To address the impact of State taxation on international competitiveness, Ford
recommended:

... that State Governments rebate all taxes and charges that specifically relate to export
sales — particularly Payroll Tax.  These taxes and charges simply add to the cost base
in making Australian manufactured products less competitive for export.
(sub. 107, p. 69)

The Commission’s assessment of this proposal is given in Section 5.5.3.

The AAA (sub. 126) noted that motorists contribute heavily to State and
Territory revenue through licence fees and other taxes, and supported greater
disclosure of how State funds are spent.

5.2.4 Complexity and compliance costs of Australia’s tax system

Some participants criticised the sheer number of taxes, the lack of coordination
between different levels of government, and the complexity and compliance
cost burden this creates.  ARB Corporation said:

ARB is concerned about the number and complexity of taxes Australian manufacturers
are required to comply with. Specifically:

•  Payroll Tax is an impost applied regardless of profitability and, as it is based on
inputs, discriminates against exporters in particular;

•  Fringe Benefits Tax places an unnecessary administrative burden on business;
and

•  Periodicity of Taxation Payments — monthly after invoice (but not necessarily
before payment) for sales tax, twice monthly for group tax and 4 times a year for
income tax is excessive and effectively provides the Government with interest
free finance at the business’ expense.

The company would like to see a simplification of the overall system with the move to
a broader based form of taxation.  (sub. 12, p. 6)
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5.2.5 Effect of taxation on the attractiveness of Australia as an
investment location

Participants in this inquiry emphasised that the globalisation of the automotive
industry means that Australia has to offer an internationally competitive
investment environment to attract new automotive investment.  Ford stated:

Australia’s advantages and disadvantages as an investment location have emerged as a
key issue since the last Review.  Approval for automotive investment projects is now
global with individual proposals needing to compete on cost and quality and with
individual countries needing to offer a competitive level of support to attract new
investment.  (sub. 14, p. 3.3)

Many automotive firms argued that the tax system detracts from the
attractiveness of Australia as an investment location.  Their views were
summarised by the South Australian Employers’ Chamber of Commerce:

Australian manufacturing industry needs a world competitive business environment in
which to operate if it is itself to be world competitive.  In critical areas such as taxation,
the provision of Government services and the IR system, the Australian environment
disadvantages rather than assists Australian business in this important objective.   The
tax system particularly disadvantages the automotive industry in Australia because of
its reliance on the inequitable wholesale sales tax and other business input taxes such as
payroll tax.  (sub. 76, p. 1)

5.3 Taxation of the automotive industry

5.3.1 Effect of taxes on affordability and vehicle sales

Taxes inflates the price of vehicles, reducing affordability.  The Commission
estimates that sales tax, stamp duty and registration directly make up 17 per cent
or $5271 in the on road-cost of a new Ford Falcon, and that total taxes including
tariffs make up 30 per cent of the cost of a Mazda 121 (see Figure 5.1 and
Table 5.1).

By inflating prices, taxes reduce demand for both imported and locally
manufactured vehicles.  Toyota (sub. 15) estimated that Australian demand for
cars would expand by 60 000 units annually if sales tax were reduced from
22 per cent to 12 per cent.  Increased demand would be shared between imports
and Australian made vehicles.
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Figure 5.1: The amount of tax in the price of local and imported
cars, 1997 ($‘000)a
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Source: Commission estimate.

5.3.2 Level of sales tax on vehicles

The majority of goods subject to wholesale sales tax are taxed at 22 per cent —
the rate applying to almost all new vehicles — and about three-quarters of sales
tax revenue is collected from goods taxed at this rate (see Table 5.2).  In this
regard, the level of taxation on vehicles is in line with the majority of goods.
However this level is higher than it otherwise could be, because many goods are
not taxed, or are taxed at lower rates, and most services are not taxed at all.
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Table 5.1: The amount of tax in the price of local and imported
cars, 1997a ($)

Vehicle type

Tax Mazda 121b Ford Falconc Mercedes C180

Import tax (tariff) 2 250 0 6 164

Sales tax 2 431 4 360 9 081

Stamp duty 416 771 1 473

Registration 140 140 140

Total tax 5 237 5 271 16 858

On-road cost of car d 17 206 31 756 60 535

Total tax as a
percentage of on-
road cost (%) 30 17 28

a Based on Victorian registration and stamp duty rates.
b The wholesale tax is based on a constructed wholesale price which is calculated according

to a method agreed between the Tax Office and the car companies.  This explains the
apparent discrepancy in Table 5.1 between the sales tax amount reported, and the import tax
and implied landed price for a Mazda 121.

c While there is no import tax on a Ford Falcon, import taxes allow Ford to charge higher
prices for domestically produced vehicles (see Chapter 8).

d On road cost of cars includes stamp duty and registration.
Source: Commission estimate.

Over one-quarter of Commonwealth sales tax revenue is raised from the sale of
passenger motor vehicles, commercial vehicles, parts and accessories.  This
high percentage relative to the share of household expenditure on new vehicles
and components reflects the fact that:

•  large household expenditure items such as food and clothing are exempt
goods under the sales tax system;

•  household expenditure on all services such as housing, leisure and health,
are not subject to sales tax directly, although inputs used in these services
are taxed; and

•  much of the sales tax revenue raised from vehicles is from business
purchases of vehicles, which are subject to sales tax.  This contrasts with
many other business purchases, which are exempt from sales tax.

Luxury passenger motor vehicles attract the highest sales tax rate, although only
a small share of vehicles are subject to it.  The Commission estimates that in
1995, about 3 per cent of new passenger motor vehicles were subject to luxury
sales tax.  The luxury sales tax is applied to less than 1 per cent of locally
manufactured passenger motor vehicles, and about 5 per cent of imported
passenger motor vehicles.
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Table 5.2: Rates of sales tax on selected goods
0 per cent 12 per cent 22 per cent 26 per cent 32 per cent 45 per cent

clothing and
footwear

household
appliances and
furniture

passenger
motor vehicles

wine televisions luxury carsb

food confectionery light
commercial
vehicles

video and CD
players

raw materials biscuits automotive
components

jewellery and
furs

building
materials

fruit juice and
flavoured milk

office
equipment

construction
equipment

chemicals

beer and
spiritsa

soft drinks

cosmetics

detergents

a Beer and spirits are also subject to excise taxes.
b Only the value of luxury cars above the luxury threshold is taxed at 45 per cent.
Source: FCAI Importers Group (sub. 46, p. 68) and Commonwealth Treasury.

5.3.3 Taxation of business inputs

Wholesale sales tax is not charged directly on exported goods, and under the
Sales Tax Exemptions and Classifications Act 1992, goods purchased mainly for
carrying out manufacturing related activities are exempt from sales tax.  This
means that vehicle and component manufacturers do not have to pay sales tax
on components, machinery, raw materials or maintenance equipment.

However, exemptions do not cover all of the inputs purchased by vehicle and
component manufacturers.  This is because inputs used in non-manufacturing
activities, such as administration, transport and distribution, are subject to sales
tax.  For example, computers purchased by vehicle manufacturers for personnel
functions are subject to sales tax.

And while inputs such as components are exempt from sales tax, input prices
include freight costs which are inflated by taxes on fuel and trucks.  A study by
Tasman Asia Pacific (1996) reported that indirect taxation of the road transport
industry (excluding road recovery charges) added about $130 to the cost of each
locally manufactured car.  The taxes that had the greatest impact on road
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transport costs were Commonwealth excise and State franchise fees on fuel;
sales tax, stamp duty and tariffs on truck purchases; and payroll tax.

There is also some uncertainty as to what qualifies for exemption under the
Australian sales tax system.  In part this is because the eligibility for rebates
depends on the use of the good.  For example, a computer used in administration
is subject to sales tax, but a computer used to control the production process is
not subject to sales tax.  These fine distinctions lead to disputes between
companies and the Australian Taxation Office about eligibility for exemptions,
which increases the cost of administering and complying with the sales tax
system.

The limited range of exemptions, and uncertainty as to what qualifies for
exemption may explain why Toyota (sub. 15) and Holden (sub. 19) said that
effective reimbursement of business inputs taxes does not occur.

Sales tax exemptions for business inputs do not cover general purpose road
vehicles.  The exceptions are vehicles used exclusively within a business
premises and 4WD vehicles for use in the agricultural industry, both of which
are sales tax exempt.  When business users do not have access to the sales tax
exemption their production costs are higher than they otherwise would be, and
demand for vehicles is lower.  However, it would be very difficult to exempt
vehicles used for general business purposes from sales tax, because of the
potential for tax avoidance and the high administration costs incurred by firms
and the Australian Taxation Office in keeping accurate records of the extent of
private and business use of vehicles.

5.3.4 Frequency of changes in sales tax rates

The rate of sales tax on vehicles has been variable over the last five years (see
Figure 5.2).  Indeed the degree of variability has been even greater than that
shown in Figure 5.2, which does not include changes in luxury sales tax rates.
The main source of instability in rates was the Government’s 1992 decision to
cut sales tax by five percentage points, and then to reintroduce it, some years
later.  This measure was introduced primarily to counter the effect of the
recession on vehicle sales.
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Figure 5.2: Wholesale sales tax rate on non-luxury vehicles,
1985 to 1996 (per cent)
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Source: Industry Commission.

5.3.5 Effect of State taxes on affordability and production costs

State taxes on motor vehicle ownership and manufacturing have a significant
effect on the automotive industry, both by reducing affordability and increasing
production costs.  For example in Victoria, stamp duty and registration add
about $900 to the on-road cost of a Ford Falcon, and State franchise fees on
petrol increase average annual running costs by about $220 (see Table 5.3).
Payroll tax increases the wages cost of large firms like Ford by around
7 per cent, although the incidence of the tax may also fall on workers.2

Some of these taxes are specific to the automotive industry (for
example registration fees) and others fall on all industries (for example payroll
tax, stamp duty and petrol franchise fees), although in some cases with a greater
effect on the automotive industry (for example petrol franchise fees).

Some States have introduced measures to reduce the incidence of State taxation
on business inputs by providing exemptions for franchise fees on diesel fuel.

                                                
2 The Victorian Government has announced that payroll tax will be reduced from 7 per cent

to 6.25 per cent from 1 July 1997.
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Taxes on vehicle ownership and manufacturing vary considerably between
States.  For example, the Queensland Government does not impose State
franchise fees on petrol, in contrast to the South Australian Government which
imposes a fee of 9.8 cents per litre fee on petrol, in addition to Commonwealth
excise (see Table 5.3).

Table 5.3: State and Territory taxes on a Ford Falcon, April 1997

State or
Territory

Stamp dutya Registrationa State franchise fees
on petrolb

Annual petrol
franchise fee for

average usec

$ $ cents per litre $

NSW 925 340 7.88 189

Victoriad 771 140 9.28 223

Queensland 617 248 0 0

SAe 1294 363 9.77 234

WA 925 278 9.67 232

Tasmaniaf 925 161 6.15 148

ACT 925 232 7.88 189

NT 925 159 7.00 168

a Stamp duty and registration are based on a Falcon with a retail price of $30 845.
b These are the State franchise fees for capital cities.
c Amount of State fuel tax paid by a motorist annually, assuming the motorist drives

20 000 km annually at 12 litres per 100 kilometres (the fuel efficiency of a 1996 Falcon on
city cycle).

d The Victorian Government has announced that the State franchise fee on petrol will be
reduced from 9.28 cents per litre to 7.8 cents per litre from 1 July 1997.

e The South Australian registration fee includes compulsory third party insurance.
f The Tasmanian registration fee includes the State motor vehicle tax.
Sources: IC estimates based on Stockdale (1997) and information provided by AAA, ACCC and SA

Government.

However, the effect of State taxation on the automotive industry must be
balanced against the necessity of raising State revenue.  Motor vehicle taxes are
a major source of State revenue, underpinning State expenditure programs.
Petrol franchise fees are also a means of charging motorists for road
construction and repair.  In 1995–96, motor vehicle taxes and petrol franchise
fees accounted for 14 per cent of total taxes, fees and fines collected by State
and Territory governments.  As an indication of the significance of this to State
government budgets, motor vehicle taxes, payroll taxes and petrol franchise fees
made up 41 per cent of the Victorian Government’s revenue (excluding
Commonwealth grants) in 1996–97.

South Australia is the State with the highest petrol franchise fees and stamp
duties on new motor vehicles.  It is difficult to compare its registration fee with
fees in other States, because the South Australian fee incorporates third party
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insurance.  While South Australia has the highest motor vehicles taxes, it would
need to find alternative revenue sources, before it could reduce the incidence of
taxation on vehicles.

5.4 Economic welfare, taxation and the automotive industry

5.4.1 Criteria for assessing taxation systems

The purpose of taxation is to raise revenue to fund the activities of government.
However, taxes can be levied in a myriad of ways.  Taxation structures are
usually evaluated against criteria relating to efficiency, equity and simplicity.  In
broad terms:

•  an efficient tax regime minimises distortions to pre-tax patterns of
production and consumption (ie minimises deadweight losses);

•  an equitable tax system provides similar treatment to taxpayers in similar
economic circumstances (horizontal equity), and ensures that the
financially better off pay a greater share of the tax burden (vertical equity);
and

•  a simple tax system is one which is easily understood and applied —
 implying reduced administrative and compliance costs.

Other considerations relevant to the design and amendment of taxation
structures include:

•  stability;

•  the government’s fiscal strategy; and

•  international tax competition.

Stability means that the taxation system is not changed on an ad hoc basis.  The
government’s fiscal strategy defines the revenue raising requirements of the
taxation system.  International tax competition refers to the objective of
ensuring that the tax regime does not deter investment by industries with
internationally mobile capital like the automotive industry.  International tax
competition is one reason Australian Governments have sought to reduce their
reliance on company tax and to raise more revenue from the taxation of
consumption, through the wholesale sales tax system.

Comments by inquiry participants have highlighted how Australia’s tax system
fails to meet many of these criteria.  Participants have stated that the wholesale
sales tax system depresses demand for vehicles, distorting pre-tax consumption
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patterns.  This bears on the efficiency of the taxation system.  Participants also
commented on the sheer number and complexity of taxes levied by different
levels of government.  This indicates that the tax system is falling short on the
simplicity criterion.  Changes in sales tax rates — first down and then up — are
examples of instability in the tax structure.

In the following sections, the Commission refers to these criteria when
assessing the tax reform proposals of inquiry participants.  The test the
Commission has applied is whether proposed reforms would improve the
overall performance of the Australian economy.  This reflects the Commission’s
view that tax reform should improve all Australians’ living standards, rather
than being used as a tool to develop particular industries.

Most participants’ reform proposals were underpinned by two propositions.
These were that:

•  Commonwealth and State taxes fall disproportionately on vehicles; and

•  Commonwealth and State taxes on business inputs reduce the international
competitiveness of the automotive industry.

These propositions are discussed in more detail below, and are followed by an
assessment of specific reform proposals.

5.4.2 Economic efficiency and the incidence of taxation on vehicles

The narrow base of the Commonwealth wholesale sales tax system means that
vehicles, like other goods taxed at the general rate, are more heavily taxed than
some other goods and almost all services.  Vehicles and vehicle use are also
subject to a higher level of State government taxation than most other purchases
and activities, although this may partly be justified by the need to recover the
cost of constructing and repairing roads.

In many instances, Commonwealth and State taxes compound to create very
high tax rates on vehicles and vehicle use.  For example, Albon (1996)
estimated that the combination of tariffs and the wholesale sales tax created an
overall tax rate on the consumption of passenger motor vehicles of 47 per cent
in 1995.  The overall rate would be even higher if other taxes such as stamp
duty were included in the calculation.  Commonwealth excise and State business
franchise fees on petrol compound to yield total tax rates of over 100 per cent.

Higher taxes on vehicles compared to other products biases demand away from
vehicles, and potentially depresses domestic production.  In this way it leads to a
distortion of both production and consumption, and gives rise to deadweight
losses, that is, losses in economic welfare.
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An efficient taxation system is one which minimises the deadweight loss
associated with collecting a given amount of revenue.  This implies that the
deadweight loss from raising an additional dollar of revenue should be equal
across all taxes (or all taxed commodities).  Deadweight losses depend on both
the tax rate and the price sensitivity of demand.3

There is much evidence that the economic loss associated with raising revenue
varies considerably across goods and services, partly because of the different
levels of tax applying across goods and services.  For example, Albon (1996)
estimated that the economic loss from raising an additional dollar of revenue
from taxes on passenger motor vehicles and petrol is 24 cents and 48 cents
respectively.  If correct, this is many times higher than the economic loss that
would arise from extending sales tax to many goods which currently are not
taxed.

In light of this evidence, the Commission considers that economic welfare
would be advanced by moving towards a more uniform rate of commodity
taxation, spread over a broader tax base.  This reform may have the side effect
of reducing the incidence of Commonwealth and State taxation on vehicles.

The Commission favours a more uniform rate of commodity taxation over the
alternative, which would be to allow tax rates to vary according to each good’s
price elasticity of demand, because:

•  data to calculate price elasticities may not be available for all products,
making it difficult to calculate elasticities; and

•  different tax rates would increase the complexity of the tax system and
provide strong incentives for producers to have their products reclassified
to lower tax rates.

5.4.3 Economic efficiency and the taxation of business inputs

Participants noted that many Commonwealth and State taxes fall on business
inputs, such as diesel and computers, inflating production costs.

Taxes on business inputs can distort resource allocation, reducing economic
efficiency and living standards.  For example, if different inputs are taxed at
different rates, then taxes may induce firms to change their choice of inputs,
distorting their production decisions.  The taxation of business inputs also leads
to tax cascading and an uneven incidence of taxation on final goods and
services, which may induce consumers to change their consumption decisions.

                                                
3 These points are discussed further in Access Economics’ submission (sub. 201).
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If some firms are exempt from business input taxes (for example small
businesses are exempt from payroll tax), then this will encourage production in
these firms, even though other firms may be more efficient.

The automotive industry argued further that, in general, the taxation of business
inputs eroded its international competitiveness.  The Commission considers that
the evidence on this, however, is inconclusive.  While business input taxes
clearly increase production costs, whether they erode international
competitiveness depends on their effect on the exchange rate.

This is because business input taxes levied on all industries affect both
exporting and import competing industries adversely.  But this effect will lead
to the Australian dollar being cheaper than it would otherwise be — that is,
devalued.  For any one industry, the lower exchange rate may either under or
over compensate for the increase in production costs that flows from business
input taxes.

This contrasts with cost increases that affect only one exporting industry, which
have little effect on Australia’s exchange rate, and therefore lead to a certain
decrease in that one industry’s competitiveness.  Of course firms can not always
distinguish between cost increases that affect all industries, such as business
inputs taxes, and industry or firm specific cost increases, even though their
impacts on a firm’s competitiveness are quite different.  The former have an
uncertain impact on competitiveness, whereas the latter definitely reduce
competitiveness.

To the extent that taxes on business inputs do not fall evenly across all
industries, they could reduce the international competitiveness of more highly
taxed industries.  Manufacturing probably fell into this category prior to the
introduction of the Sales Tax Exemptions and Classifications Act 1992.   
However the situation is now less clear.

5.5 The case for broad ranging tax reform

The issues raised by the automotive industry highlight the inefficiencies and
costs that Australia’s tax system imposes on all Australian industries.  In the
Commission’s view, these problems point to the need for broad ranging tax
reform which could include:

•  the introduction of a broad based consumption tax;

•  reform of States taxes; and
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•  reducing the anomalies, complexities and compliance costs associated with
Australia’s taxation system.

5.5.1 Introduction of a broad based consumption tax

Ultimately the most effective way of addressing the twin problems of high taxes
on goods subject to sales tax and the inefficient taxation of business inputs, is to
implement broad ranging tax reform which may include a move to a broad
based consumption tax.  Such a tax would reduce the current disparities in the
tax treatment of different goods and services.  The larger the range of goods and
services taxed, the smaller the revenue that would need to be collected from any
one good or service.  This would pave the way for reductions in taxes on many
products, including vehicles.

Alternatively if tax rates were maintained, then a broad based consumption tax
would pave the way for reductions in income tax, and consumers would have
more money available for purchases, including vehicles.  Either way, a broad
based consumption tax would reduce the distortionary effect on consumption of
different tax rates, which would improve economic efficiency.

Many participants in this inquiry called for broad ranging tax reform.  The
benefits that participants considered would flow from the introduction of a
broad based consumption tax are summarised in Box 5.1.

The Commission endorses the automotive industry’s call for broad ranging tax
reform.  In its recent Stocktake of Progress in Microeconomic Reform, the
Commission argued:

Fundamental changes are required to remove inefficiencies and inequities in Australia’s
current taxation structure.  The introduction of a broad based consumption tax would
help overcome some major shortcomings.  (Productivity Commission 1996, p. 115)

Broad ranging tax reform would increase economic efficiency, increasing
Australians’ living standards.  Albon (1996) estimated that replacing the
wholesale sales tax, excise taxes and business franchise fees on all goods with a
uniform commodity tax to collect an equivalent amount of revenue would result
in gains to the economy of at least $2 billion per year.  If correct, this would be
equivalent to a permanent increase in every household’s income of about $300
annually.

The Commission considers that the first step towards broad ranging tax reform
is to build greater community understanding of the costs imposed by our current
tax structure.  In this regard, the insights provided in submissions and at round
tables by participants in this inquiry have been helpful.  The next step is
building a consensus for reform.  The National Tax Reform Summit hosted by
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the Australian Council of Social Service and the Australian Chamber of
Commerce and Industry in October 1996 was an important initiative in this
process.  The Summit helped to depoliticise the tax reform debate and to
advance understanding of the options for tax reform.

Box 5.1: Participants’ views of the benefits of a broad based
consumption tax

Vehicle and component manufacturers argued that a broad based consumption tax
would increase vehicle affordability, boosting demand and removing the tax impost on
exports.

Affordability

•  Toyota estimated that replacing the wholesale sales tax with a broad based
consumption tax would cut the tax on cars from 22 per cent to between 10 and
12 per cent. (sub. 15, p. 52)  This would cut the retail price of a six cylinder family
car by between $2430 and $2940.

Demand

•  Toyota estimated that Australian demand for cars would expand by 60 000 units
annually if sales tax was reduced from 22 per cent to 12 per cent.  (sub. 15, p. 40)

•  Denso estimated that replacing the wholesale sales tax with a goods and services
tax would expand passenger vehicle sales by about 70 000 units annually.
(sub. 80, p. 9)

International competitiveness

•  Everco Wiring Systems said that the wholesale sales tax imposed a 9 per cent net
cost on its exports.  It said that a consumption tax such as a goods and services tax
or a value added tax would assist the industry in exporting.  (RTtrans., p. 376)

•  Toyota cited studies by the Business Council of Australia which estimated that the
wholesale sales tax system imposes a tax on exports of 4 to 6 per cent.
(sub. 15, p. 30)

•  The FCAI Manufacturers Group said that the absence of a broad based
consumption tax levied on imports and remitted on exports, means that the current
indirect tax system imposes a tax on exports of about 5 per cent.  (sub. 33, p. 6)

However while a broad based consumption tax would deliver substantial
benefits to the overall economy, its effect on the automotive industry is
uncertain — it would not be a panacea for the local industry.  First, such a
comprehensive reform would affect the prices of so many goods, as well as
affecting households’ real income and incentives to save, that it is difficult to
predict its effect on demand for any one good, such as vehicles.

Second, any increase in vehicle sales flowing from lower tax rates would be
spread over both imports and the domestic industry.  Third, while a broad based
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consumption tax would avoid the taxation of business inputs, vehicles
purchased by businesses may still be taxed, because of the difficulty of
distinguishing between commercial and private use.

Finally, there is no guarantee that governments would implement a broad based
consumption tax with a uniform rate.  For example, they may choose to exempt
or zero rate some items.  In the past, governments have used taxation to achieve
non-revenue objectives such as income redistribution and addressing
externalities (for example pollution and congestion).  The Commission is not
advocating this, but rather recognising that these other objectives may mean that
cars and car use continue to be taxed more heavily than other goods and
services.  Toyota (sub. 106) argued that selective policy instruments, such as
levying tolls on cars in congested areas, are likely to be more effective in
addressing externalities than across the board taxes on vehicles.

5.5.2 Evaluation of proposals to broaden the sales tax base and to
reduce the sales tax rate

In their responses to the Draft Report, most car and component manufacturers
welcomed the Commission’s support for broad ranging tax reform.  But a
number expressed scepticism about how long it would take to achieve such
reform, and called for immediate action to reduce the wholesale sales tax rate on
cars.  For example, Nissan said:

We are also concerned that thoroughgoing tax reform is likely to take considerable time
and that progressive reform, such as the interim adoption of a broader base and uniform
rate for the existing wholesale sales tax, can lead to earlier gains and facilitate reaching
the wider target of comprehensive reform.  (sub. 129, p. 3)

Participants proposed three ways of reducing the tax burden on vehicles:

•  applying a uniform rate to all goods currently subject to sales tax;

•  cutting the sales tax rate on vehicles and parts to 12 per cent, the rate
which applies to some other goods such as household appliances and
furniture (see Table 5.2), and either cutting government expenditure or
making up the taxation shortfall from other revenue sources; or

•  broadening the sales tax base to include all goods and services.

Applying a uniform tax rate to the existing sales tax base would have only a
small effect on vehicle taxation and affordability.  The Commission estimates
that if a uniform sales tax rate was applied to all goods currently taxed to raise
an equivalent amount of revenue, the rate could fall from 22 per cent to around
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20 per cent.4  This marginal change reflects the fact that a small number of
goods (and an even smaller share of expenditure) are currently taxed at the
lower rate of 12 per cent rate.

Cutting the tax rate on vehicles, parts and accessories to 12 per cent in isolation
may reduce one distortion in consumption, but it would create a new distortion
between vehicles and other goods which are taxed at 22 per cent.  It would also
involve a substantial loss in government revenue.  Furthermore, it would be
difficult to justify a reduction in the tax rate on vehicles without reducing the
rate for all goods taxed at 22 per cent.  As stated previously, the majority of
goods subject to wholesale sales tax are taxed at 22 per cent, and about three-
quarters of sales tax revenue is collected from goods taxed at this rate.

Broadening the sales tax base to include all goods and services would pave the
way for substantial reductions in tax rates, and significantly improve vehicle
affordability.  However this proposal may have some adverse distributional
effects, at least initially, which would need to be considered.  The selection of
services to be taxed would be controversial (for example, some entertainment is
a business input).  This reform would not remove the taxation of business
inputs, in contrast to a broad based consumption tax, and may even worsen tax
cascading.  The political controversy generated by partial reform may also
jeopardise the achievement of more broad ranging tax reform.

In the absence of cuts in government expenditure, any reduction in the sales tax
rate on cars would need to satisfy the following pre-conditions:

•  it should not reduce the share of revenue raised from the taxation of goods
and services; and

•  it should reduce the differences in sales tax rates between goods and
services.

The first condition would ensure that reform was consistent with the
government’s fiscal strategy and international tax competition considerations.
The second condition would increase the likelihood that reform improved
economic efficiency.  These conditions could only be met through a broadening
of the sales tax base.

5.5.3 Other partial tax reform proposals

Participants also proposed a number of other partial tax reforms to offset the
deficiencies of the current tax system.
                                                
4 For simplicity, this calculation assumes that the tax change does not lead to any change in

the quantity of goods purchased.
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Rebates of indirect taxes in exports

The FCAI Manufacturers Group called for a general four to five per cent rebate
to offset input taxes on exports (see Section 5.2.2).

A general rebate would not address the problems created by the taxation of
business inputs.  Input prices would still be distorted, reducing the efficiency of
production decisions, and tax cascading would lead to uneven incidence of
taxation on final goods and services.  For any individual firm, the tax rebate
may under or over compensate for input taxes.  This would provide a tax
induced stimulus for some sectors, while output in other sectors was artificially
suppressed.

A rebate for exporters would also be vulnerable to challenge under the rules of
the World Trade Organisation.  The WTO Agreement on Subsidies and
Countervailing Measures only allows indirect tax rebates on inputs that are
physically present in the exported product.  The inputs that are subject to sales
tax in the automotive industry are those used in service activities such as
administration, transport and distribution.  These inputs would not meet the
requirement of being physically present in the exported product.

The Commission considers that the problem of indirect taxes embedded in
exports is better addressed through broad based tax reform.  A broad based
consumption tax would remove the taxation of many business inputs,
overcoming the need for a rebate on exports.

Accelerated depreciation for vehicles

To improve vehicle affordability and stimulate demand, Ford called for
accelerated depreciation and investment allowances for new vehicles (see
Section 5.2.2).

Ford’s proposal is a specific measure designed to offset the distorting effect of
other taxes on vehicle prices and demand.  However, as with all such policies,
there is the danger that this specific intervention might create other anomalies
and economic distortions.

Rather than implementing policies to offset the effect of other policies, the
Commission considers it would be better to tackle the problem at source.  The
introduction of a broad based consumption tax could be expected to reduce the
disparity in taxation between different goods and services.  This reform would
be preferable to selective, and potentially distortionary measures, such as
accelerated depreciation.



THE AUTOMOTIVE INDUSTRY

128

Sales tax exemption for vehicle safety features

A number of parties including Ford and the AAA called for sales tax
exemptions for airbags to encourage the introduction of new safety technology
into the market (see Section 5.2.2).

While this proposal would ensure that taxation did not deter consumers from
buying cars with airbags, it could distort motorists’ decisions with respect to
other safety features, such as anti-locking brakes.  To avoid this distortion, the
full range of vehicle safety features (for example seat belts, tyres, braking
systems, collapsible steering columns, and suspension and lighting options)
would need to be exempted from sales tax.  This would increase the cost to
revenue of providing such exemptions.

Exempting vehicle safety features from sales tax would also increase the
complexity of the sales tax system as vehicles would be taxed according to their
constituent parts, rather than on the wholesale value of the car.  This would
create incentives for producers to overstate the cost of exempt items to reduce
their overall sales tax liability.

Exempting vehicle safety features would also create a precedent for other
exemptions, further eroding the sales tax base and placing upward pressure on
the tax rates applying to remaining items.  For example, it would be difficult to
justify sales tax on household safety features such as smoke alarms, if vehicle
safety features were exempt.

For all these reasons, the Commission does not support exempting vehicle
safety features from sales tax.  The Commission notes that the introduction of a
broad based consumption tax would potentially address the concerns raised by
Ford and the AAA at least in part, as a lower tax rate would reduce the cost of
buying vehicles with advanced safety technology.

Sales tax exemption for 2WD utilities used by agriculturalists

Ford called for an extension of the sales tax exemption for 4WD utilities
purchased by agriculturalists, to 2WD utilities (see Section 5.2.2).

The Commission shares Ford’s concern that the different tax treatment of 2WD
and 4WD utilities is likely to distort demand in favour of 4WD utilities, and
away from 2WD utilities.  The tax exemption also provides preferential
treatment to the agricultural industry over other industries which use vehicles in
production.  In both these ways the sales tax exemption reduces economic
efficiency.

The distortion could be addressed either by extending the sales tax exemption to
2WD utilities used by agriculturalists, as proposed by Ford, or by removing the
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sales tax exemption for 4WD utilities.  The disadvantage of the Ford proposal is
that it would widen the difference between the tax treatment of vehicles used in
the agricultural industry, and vehicles used in other industries.  This would
provide a competitive advantage to the agricultural industry over other
industries.  Extending the exemption to other industries would significantly
increase the revenue cost of the proposal, and would also create a bias in favour
of the purchase of utilities over other vehicles purchased by industry such as
light commercial vehicles.

For these reasons, the Commission does not support extending the sales tax
exemption to 2WD utilities used by agriculturalists.  The Commission notes that
the introduction of a broad based consumption tax with a lower tax rate would
diminish the differences between the tax treatment of 4WD and 2WD utilities
used by agriculturalists.

5.5.4 State Government taxation

Inquiry participants have claimed that State taxation has a negative impact on
the automotive industry.  State taxes such as registration, stamp duty, licence
fees and petrol franchise fees inflate the cost of vehicle ownership and use,
depressing vehicle demand.  Payroll tax, fuel franchise fees, and excessive
government business enterprise charges inflate the cost of manufacturing.

The Commission considers that State taxation reform should embrace:

•  reducing or removing the more inefficient taxes such as stamp duty;

•  extending State payroll taxes to all firms (with the exception of those
where collection and compliance costs would make such an approach
inefficient);

•  minimising taxes on business inputs; and

•  reducing the excessive incidence of State taxation on vehicle purchase and
use.

Stamp duty imposes large efficiency costs on motorists, the automotive industry
and the economy.  It distorts economic behaviour by deterring motorists from
purchasing or transferring vehicles, and deterring automotive firms from
rationalising property.

Currently, all small businesses are exempt from payroll tax in all States and
Territories.  Removing these exemptions from small businesses (other than
those so small as to make collection and compliance costs excessive relative to
the revenue gain) would ensure that firms of different sizes competed on an
equal footing, fostering the best use of national resources.  It would also
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substantially reduce the payroll tax burden borne by most firms in the
automotive industry.  Crowe (1996) estimated that if all firms in NSW paid
payroll tax, the general rate applying in NSW could be reduced from (the then)
rate of 7 per cent to 3.1 per cent.5  The Commission considers that this reform
would be superior to Ford’s proposal to rebate the payroll tax component of
exports, in part because such a scheme would be vulnerable to challenge under
the rules of the World Trade Organisation.6

As discussed above, taxes on business inputs distort firms’ production decisions
and lead to an uneven incidence of taxation on final goods and services.  They
also undermine the international competitiveness of industries which have a
larger share of indirect taxes in their cost base, than other Australian industries.
Reducing State taxation of business inputs would increase efficiency and living
standards.

Stamp duty, petrol franchise fees and registration combine to impose a high rate
of taxation on vehicle purchase, ownership and use, although this may partly be
justified by the cost of constructing and maintaining roads.  The Commission
considers that economic efficiency would be enhanced by a more even
distribution of taxation on goods and services.  This would also potentially
reduce the distorting effect of taxation on vehicle demand, which currently
depresses vehicle production.

The Commission considers that there is scope for States to reform unilaterally
their taxation systems, by implementing measures such as removing exemptions
on broader based taxes like land tax and payroll tax.  Having said this, the scope
for States to remove inefficient taxes, such as stamp duty and taxes on business
inputs, is constrained to some extent by their lack of access to other broader
based taxes.  The Victorian Government said:

Options for reform of payroll tax and other State taxes are limited under current
Commonwealth/State taxation arrangements.  The key problem is that of vertical fiscal
imbalance, which relates to the disparities between revenue raising and expenditure
amongst the different levels of government.  For example, the Commonwealth raises a
little over 70% of total Government revenue but accounts for 54% of own purpose
outlays, while by contrast State Governments raise only 25% of revenue but account for
over 40% of own purpose expenditures.  These disparities give rise to a wide variety of
inefficiencies and lack of accountability.  Any reform of the taxation system must
provide for a substantial reduction of VFI.  (sub. 64, p. 21)

                                                
5 The NSW Government has since reduced the payroll tax rate from 7 per cent to

6.85 per cent and included superannuation in the tax base.
6 The World Trade Organisation’s Agreement on Subsidies and Countervailing Measures

identifies the full or partial exemption related to exports of direct taxes as a prohibited
subsidy.  The Agreement’s definition of direct taxes includes ‘taxes on wages’.
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The Commission agrees that fundamental reform of the taxation system should
address vertical fiscal imbalance.  In its Stocktake of Progress in
Microeconomic Reform, the Commission recommended:

Governments should review options for reducing the extent of vertical fiscal imbalance
including:

•  a transfer of revenue raising responsibility from the Commonwealth to State
governments; and

•  restructuring the existing tax bases of the States to fill in gaps and reduce the
more distorting taxes.  (Productivity Commission 1996, p. 177)

5.5.5 Fringe benefits tax

Over the last ten years, the Commonwealth Government has introduced various
taxation measures to curtail income tax minimisation and avoidance through the
payment of salary in kind.  These measures include the fringe benefits tax, limits
on the value of passenger motor vehicles that can be claimed as a business
depreciation expense, and new leasing rules.

These measures have impacted adversely on demand for passenger motor
vehicles, and been opposed by the automotive industry.  However, they have
improved equity and reduced the artificial stimulus to vehicle demand
previously provided by the income tax system.  Indeed passenger motor vehicles
continue to receive concessional fringe benefits treatment, which provides a tax
induced stimulus to the industry.  The Treasury (1997) estimated that this cost
taxpayers around $650 million in 1995–96.  This tax expenditure arises because
to reduce compliance costs, the Government does not tax all vehicle fringe
benefits.

The administrative burden of complying with fringe benefits tax was raised by
some participants in this inquiry.  It was also identified as an issue by the Small
Business Deregulation Task Force (1996).  The Government has sought to
address these concerns by abolishing record keeping requirements for small
fringe benefits tax liabilities and by exempting taxi travel and on site car
parking at small businesses from FBT.

5.5.6 The Commission’s conclusions on taxation reform

This inquiry is not about Australia’s taxation system.  However during the
inquiry, the Commission received much evidence about how the taxation system
is impacting on the automotive industry.  In this regard, participants’ comments
have provided a case study of the effect of Australia’s taxation system on
Australian industry.  The Commission considers that the problems identified by
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participants demonstrate that taxation reform needs to be a priority on the
nation’s microeconomic reform agenda.

Recommendation
The Commission recommends that governments implement broad ranging
tax reform to improve the overall economic performance of the Australian
economy.  The reform options that governments should consider should
include the introduction of a broad based consumption tax to replace the
current wholesale sales tax system.

5.6 Taxation and Tariff Reform

5.6.1 Participants’ views about the link between taxation and tariff
reform

Many participants made a link between tariff reductions and taxation reform.
Some participants argued that if the objective of tariff reform was to improve
vehicle affordability, then the real target should be the wholesale sales tax.  The
Federal Chamber of Automotive Industries (FCAI) Manufacturers Group said:

While in the past the tariff rate was higher than the WST rate, by 1997 the rates will be
about the same and by the year 2000 the WST rate will be 46 per cent higher than the
tariff rate of 15 per cent.  The risk is that in the absence of indirect taxation reform, the
WST will be even higher as the government seeks to raise greater revenues from a
narrowing tax base.  From the view point of car affordability, the WST will in the
future be a more important issue than the tariff.  (sub. 33, p. 6)

Other participants such as the South Australian Development Council (sub. 148)
argued that if the objective of government policy was to improve economic
efficiency and living standards, then the priority should be reducing the
wholesale sales tax.

Most automotive firms also argued that tariff reductions post 2000 should be
contingent on taxation reform.  They argued that the current taxation system
inhibits their ability to compete internationally by taxing inputs and by
depressing local demand, making it difficult to achieve economies of scale.
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5.6.2 Commission’s assessment

Taxes, tariffs and vehicle affordability

Some participants observed that wholesale sales tax now makes up a larger
share of the cost of a car than tariffs, and argue that attention should therefore
now be focused on reducing sales tax rather than the tariff.

The major cause of any taxation anomaly between cars and other products is not
the 22 per cent sales tax, but the 22.5 per cent tariff.  Most of the goods that are
subject to wholesale sales tax are taxed at 22 per cent, the same rate that applies
to cars (see Section 5.3.2).  However, most of those goods are subject to a tariff
of 3 or 5 per cent — cars being one of the very few products which attract a
relatively high tariff.  In terms of focusing on government imposts on vehicle
affordability it is therefore appropriate to address the tariff anomaly which
exists between cars and most other products.

From 1998, the wholesale sales tax rate on passenger motor vehicles will be
higher than the tariff rate.  This is a circumstance which applies to nearly all
other products, most of which face substantive wholesale sales tax and
negligible tariffs.

Tariffs also affect vehicle affordability by insulating domestic manufacturers
from the full impact of import competition.  Most automotive firms concede that
the high tariffs in the 1970s and 1980s led to complacency on costs and quality,
denying motorists value for money.

Tariffs also affect affordability by inflating the base upon which further taxes
are levied.  This is because sales tax and stamp duty are levied on the value of
the car including the tariff, and therefore car prices include a ‘tax on the tariff’
component.  In the Mercedes example given in Table 5.1, the tariff directly
increased price by $6164, but tax on the tariff (stamp duty and wholesale sales
tax) added an additional $1939 to the Mercedes’ on-road price.

In these ways tariff reductions have a broader effect on affordability than that
revealed by the simple dollar component of tariffs in vehicle prices.

The Commission’s support for tariff reductions does not stem from a desire to
improve vehicle affordability alone, but rather from the more fundamental aim
to improve the overall economic performance of the Australian economy.
Greater vehicle affordability would result from tariff reductions, but is only one
of many reasons for tariff reductions.

The Commission finds that the major source of any taxation anomaly
between cars and other products is the 22.5 per cent tariff, not the
22 per cent sales tax rate.
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Taxes, tariffs and economic efficiency

The Commission agrees that Commonwealth and State taxes on vehicles and
vehicle use impose significant efficiency costs on the economy.  These taxes
distort consumption and production of vehicles, and create larger economic
losses than those that would be incurred if the indirect tax base was spread more
evenly across all goods and services.  These considerations underpin the
Commission’s support for broad ranging tax reform.

However, it does not follow from this that governments should pursue tax
reform in preference to tariff reform.  Reform in both areas is required.  Indeed
the existence of other taxes actually strengthens the case for tariff reform, by
increasing the efficiency costs created by tariffs.  This is because tariffs
compound the losses to consumers of other taxes, lifting the overall tax rate on
passenger motor vehicles to an estimated 47 per cent.  This is explained further
in Box 5.2.  The Chamber of Commerce and Industry of Western Australia
observed:

Both the Murphy [consultant to the South Australian Development Council] and
Industry Commission analysis consider mainly the effects of tariffs in isolation.  In fact,
cars are also subject to Wholesale Sales Tax.  The cumulative effects of applying a tax
on top of a tariff yields much greater welfare losses than the sum of the losses from
either a tariff or a tax in isolation.

So factoring in both a tariff of 25 per cent and a Wholesale Sales Tax of 22 per cent,
the national welfare loss is more than 3 times greater than the losses from a tariff alone.
(sub. 178, p. 28)

The Commission finds that the compounding effect of tariffs and sales taxes
creates a very high overall tax rate on passenger motor vehicles, and
generates large efficiency losses.  This strengthens the case for both tariff
reform and taxation reform.
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Box 5.2: The compounding, negative effect of tariffs and taxes
on economic welfare

The compounding negative effect of tariffs and taxes is illustrated in the diagram
below.  Imposing a tariff increases car prices from Pw to (Pw + T), and reduces the
quantity of cars sold from Q1 to Q2.  The tariff leads to a loss of consumer surplus of
(A + B + C + D + E), a gain in producer surplus of A, and a gain in government
revenue of (C + D).  The overall loss of welfare is represented by the two triangles
(B + E).

Imposing a sales tax on top of the tariff increases consumer prices to (Pw + T + S), and
reduces consumption to Q3.  There is a gain in government revenue of (F + G) and a
loss in consumer surplus of (F + G + H).  There is also an additional loss in welfare
represented by the area D.  Prior to the imposition of the sales tax, this area represented
part of the loss of consumer surplus from the tariff which was offset by a gain in
government tariff revenue.  But once sales tax is imposed, imports contract and this
taxation revenue is forgone, leaving an uncompensated loss in consumer surplus.  The
combined net welfare loss from a tariff and a sales tax is given by the area
(B + D + E + H).  This illustrates the point made by the Chamber of Commerce and
Industry of Western Australia (sub. 178) that ‘the cumulative effects of applying a tax
on top of a tariff yields much greater welfare losses than the sum of the losses from
either a tariff or a tax in isolation’.

The consumption side efficiency gain will be the same from either a tariff reduction or
a sales tax reduction that reduces consumer price by the same amount.  However tariff
reductions will result in a larger efficiency gain because they also generate a production
side efficiency gain.
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Commission’s assessment of whether tariff reductions should be contingent
on taxation reform

Automotive firms argued that the current taxation system makes it difficult for
them to compete internationally by inflating the price of inputs and inhibiting
the achievement of economies of scale, by depressing local demand.

The Commission has sympathy for the view that State and Commonwealth taxes
fall unduly on vehicles and vehicle use, and has argued for broad ranging tax
reform to efficiently address this issue.  However, local demand is only one
factor affecting firms’ production volumes.  Other ways in which firms can
increase their production volumes are by:

•  exporting;

•  capturing market share from their competitors; and

•  growing the domestic market for vehicles through aggressive pricing and
marketing.

While not wishing to understate the importance of tax reform, this highlights
that many of the factors determining production volumes are under the control
of firms.

As discussed in Section 5.4, it is not clear how the general taxation of business
inputs affects the international competitiveness of the automotive industry.
These taxes certainly increase automotive firms’ production costs, but they also
increase costs for other export and import competing industries, and therefore
will affect the exchange rate.  Whether this exchange rate effect is greater or
less than the direct effect of input taxes on automotive firms’ costs, is not
known.  This is not to argue for maintenance of the current system — it is
simply to recognise that the effect on the automotive industry is unknown.

The Chamber of Commerce and Industry of Western Australia argued that
making tariff reform contingent on tax reform may actually reduce the
likelihood of tax reform occurring:

... the “cold shower” effect [of tariff reductions] on previously protected industries
increases political pressure for other reforms.  In particular, businesses and business
organisations press more vocally for associated reforms which would enable them to
achieve competitiveness when exposed to lower protection. ...

In short, there is at least in part a causal relationship between tariff cuts and wider
micro-economic reform.  Making one conditional on the other significantly increases
the danger that neither will happen. (sub. 178, p. 24)

In summary the Commission considers that further tariff reform should not be
contingent on taxation reform because:
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•  a tariff is an inherently inefficient tax;

•  the taxation system is only one of many factors affecting automotive firms’
production volumes;

•  the impact of the tax system on automotive firms’ international
competitiveness is not clear;

•  broad ranging tax reform is an important goal for the automotive industry
and the economy as a whole;

•  linking the two reforms may increase the likelihood of neither occurring;
and

•  linking the two reforms would deny Australians the higher living standards
that would flow from tariff reform, in the event that governments did not
implement taxation reform.

The Commission considers this last reason is the most compelling argument for
not making tariff reform contingent on taxation reform.  The benefits expected
to flow from further tariff reductions are discussed in Chapter 8.
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6 MICROECONOMIC REFORM AND THE
AUTOMOTIVE INDUSTRY

Tariff reductions have been a major driver in increasing productivity
within the automotive industry and its supplier base.  While other reforms
are underway, governments must implement change more quickly across a
broad front to remove impediments to better performance.  These changes
include changes to labour markets, injecting more competition into the
provision of economic infrastructure and better government regulation.

This chapter outlines reforms that will help create a more efficient
environment for the automotive industry to operate within, contributing to
its long term viability.  However, the direct effect of these reforms on the
automotive industry should not be overstated.  With the exception of labour
market reform, these reforms, while important, will not in themselves
substantially improve the competitiveness of the manufacturing sector of
the Australian automotive industry.

6.1 Reforms to the industry operating environment

The automotive industry has been affected by a wide range of economic
reforms, ranging from changes to the industrial relations system to tariff
reductions.  Such reforms are referred to as microeconomic reforms, the purpose
of which is to achieve higher productivity throughout the Australian economy
— which in turn leads to increased levels of national production and higher
standards of living.

Microeconomic reform is about removing unnecessary regulation and barriers to
the efficient use of Australia’s resources across all areas of the economy.  It
applies to all levels of government (Commonwealth, State and local).  For
example, in its recent Stocktake of Microeconomic Reform (1996a) the
Commission examined the need for further reform in the following areas —
labour markets and industrial relations, competition policy, economic
infrastructure, education, health and community services, taxation, trade and
industry assistance, resources and the environment, regulatory reform, and the
performance of governments.

Microeconomic reform has helped increase levels of productivity within the
automotive industry.  But such reform must continue to take place, and be
implemented at an increased pace, if the automotive industry is to achieve its
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full potential and, at the very least, maintain its current level of output in the
face of increased global competition.

Factors that have the potential to enable the automotive industry to continue to
increase productivity include:

•  ongoing tariff reform in the goods market generally, which will continue to
increase competition, and drive increases in productivity in the automotive
industry and associated sectors;

•  the implementation of National Competition Policy, and the associated
increased competition to industries such as electricity and gas, as well as
reform of other aspects of economic infrastructure, particularly transport.
These sectors have impacted the automotive industry, and increasing their
competitiveness will reduce costs to the automotive industry; and

•  reform of the labour market via changes to the industrial relations system,
and wider institutional changes to workers’ compensation and occupational
health and safety (OH&S).

Some of the reforms will be more important than others for the automotive
industry in general, and some firms in particular.  For example, automotive
component firms involved in the processing of aluminium will gain significantly
from electricity reform.  While other firms may only gain a marginal benefit.

6.2 Tariff reductions

The automotive industry has gained from and been subject to the effects of tariff
reductions.

The threat of competition from imports has generated productivity changes
throughout the Australian automotive industry and its supplier base.  Many
participants acknowledged this has helped spur performance.  As Toyota
commented:

The Government’s car policy since 1984, by reducing protection, has required the car
manufacturers to progressively reduce the gaps in their cost, quality and delivery
performance.  (sub. 15, p. 7)

Lower tariffs have reduced the input cost of components for passenger motor
vehicle (PMV) manufacturers, as imported components represent a large
proportion of domestically built cars.  Three of the four PMV manufacturers
reported they had experienced benefits from tariff reductions on imported
components (BIE 1996a).
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Lower tariffs have also led to a consolidation of the industry’s supplier base and
a more outwardly focused industry.  The Victorian Government commented:

The industry has responded positively to its changed competitive environment, most
notably the decline in tariff protection by developing a strong export base and realising
other improvements in innovation, research and development and productivity.
(sub. 64, p. 1)

The phasing down of tariffs to 15 per cent in 2000 will provide incentives for
further improvements in productivity and quality within the Australian
automotive industry.  The Commission’s recommendations on tariffs post 2000
are outlined in Chapter 11.

In addition, the reduction in tariffs on a range of raw materials important to the
automotive industry, such as steel and plastic formulations, has improved the
competitiveness of the Australian industry.  This has been beneficial as
materials are a major cost in producing cars and components.

6.3 Labour markets and workplace reform

Participants expressed a wide variety of views on labour performance, as well as
noting differences in productivity between sectors of the automotive industry
(see Chapter 4 and Appendix G).  Participants in the BIE (1996a)
microeconomic reform automotive case study felt that the pace of labour market
reform was too slow.  While labour productivity has improved, much is still to
be done.

6.3.1 The organisation of work

A cooperative approach

How work is organised within firms in the Australian industry is one of the most
critical factors in determining how the automotive industry in this country will
respond to the challenges it faces beyond the year 2000.

Dyer, Slater and Weber (1987) discussed how the Japanese enterprise system
has evolved making use of the positive and dynamic relationship between
workers and management in particular and, where appropriate, governments
(see Box 6.1).
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Box 6.1: The Japanese enterprise system
Dyer, Slater and Weber (1987) identified six major factors important to productive
work relationships in Japan.  They are listed below.

Shared authority and responsibility

Management explicitly accepts as legitimate the authority wielded by labor and
government in helping govern the performance of the company.  Labour and
government recognise that with authority comes responsibility.

Shared interests

The primary interests of the three sides are different — firms want to maximise profits,
employees want higher wages and job security and governments try to achieve a rising
national standard of living.  But they are not necessarily incompatible; indeed, they are
interdependent.  Each side, by recognising the legitimacy of the interests of the other,
makes it possible to achieve its own.

Efficient, effective, economic decision making

The mechanisms within the enterprise system for dealing with information,
communication, and negotiation stress these three decision-making qualities.  Efficient
decisions are made in a timely fashion and at the lowest appropriate level.  Effective
decisions are those which address real problems, are calculated to produce results, and
once made, stay made.  And finally they are economic, with all sides giving careful
consideration to the impact on real costs of any decision.

Flexibility and adaptability

All sides assume that change, not stability, is the operating norm in the economic
environment.  Accordingly, the relationships not only allow for but consciously design
mechanisms and agreements that permit quick adaptation to new circumstances.

Strategic thinking

Not only management, but also labour and government focus on the long-term
accomplishment of goals and systematic approaches to achieving a sustainable
advantage over competitors.

Focus on the company in the global market

The relationships are formed at the level of the individual company, rather than the
entire industry, and stress the competitive status of the company in the world, rather
than only in the nation.

Source: Dyer, Slater and Weber (1987).

Experience in Australia and overseas shows that a positive and cooperative
relationship between the workforce and management within firms leads to the
type of ongoing and dynamic gain in productivity which has enabled world best
practice firms to compete, grow and prosper in a global market.
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Many participants commented on the importance of this positive and
cooperative approach to workplace arrangements and its consequences for
continuous improvement within firms.  Holden explained:

Labour relations are better.  There is generally a constructive partnership and a
recognition of common interest on a number of topics.  Animosity has become
uncommon, replaced by a professional relationship based on mutual respect.
Mechanisms are in place to maintain an ongoing dialogue, and both sides see
advantages in pursuing this. The past decade has seen a substantial improvement in
workplace relations, which, in turn, provides an improved ‘culture’ in which to work,
and contributes to a more motivated work force.  In Holden’s case, workplace relations
have essentially improved through improved management techniques and better
communication and consultation within the workplace and externally with the unions
involved.  (sub. 19, p. 39)

Along similar lines, the Australian Automotive Aftermarket Association
(AAAA) stated that:

The AAAA is pleased to note the recent improvement in labour productivity and
industrial relations. We believe the present environment of award restructuring and
enterprise bargaining is healthy and will have a positive ongoing effect on production
efficiencies in the automotive industry. There is evidence of improved productivity and
job satisfaction resulting from increased autonomy and empowerment of the
capabilities of the workforce and we believe further benefits will be found through
continuing education and vocational training.  (sub. 68, p. 6)

This organisation of work goes beyond issues related to direct labour costs.
While direct labour costs are important, they must be seen in the context of
labour and capital productivity.  Best practice firms both in Australia and
overseas, particularly those who have applied the lean production model for
their workplace arrangements, have shown a capability of continually increasing
their labour and capital productivity.  In particular, these firms apply team-based
production as the basis of their organisational structure, where teams are
responsible for an increasing range of issues within the firm.

Womack, Jones and Roos (1990) described the process as follows:

So in the end, it is the dynamic work team that emerges as the heart of the lean factory.
Building these efficient teams is not simple.  First, workers need to be taught a wide
variety of skills — in fact, all the jobs in their work group so that tasks can be rotated
and workers can fill in for each other.  Workers then need to acquire many additional
skills:  simple machine repair, quality-checking, housekeeping, and materials-ordering.
Then they need encouragement to think actively, indeed proactively, so they can devise
solutions before problems become serious.  (p.  99)

Factors inhibiting workplace flexibility

This approach to workplace arrangements at the level of the firm has
implications for the institutional structures regulating the relationship between
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management and workforce in the Australian automotive industry.  Institutional
arrangements or uninvited intervention from outside of the firm which inhibit
the operation, training, rewarding and motivation of the dynamic work team
should be reviewed and removed where necessary.  As the Victorian
Government suggested:

The reform process still has some way to go before a truly enterprise-based, flexible
system is in place.  This is reflected in the rating by the industry for labour market
reforms — high importance but only middling progress.  (sub. 64, p. 22)

The Cities of Greater Kingston, Greater Dandenong and Monash added:

Labour market reform must also be encouraged.  The unnecessary rigidities which
currently exist within the Australian labour market impose costs on local manufacturers
which are not incurred by their competitors.  This makes further productivity
improvements difficult.  (sub. 166, p. 1)

Undue interference with the operation of the work team, which has become the
focus within the industry for continuous improvement practices, undermines the
ability of the team to devise and implement productivity improvements.  Such
improvements across a firm enable it to be confident about operating in a
changing global economy.  It knows that its workforce, through its own efforts,
is capable of finding innovative ways of coping with the required changes.

Although improvements have been made over recent years, the organisation of
work in the automotive industry is still not as flexible as it could be.  For
example, Mitsubishi highlighted the constraints of the current system:

Progress in team based production — a key Mitsubishi objective for the remainder of
the decade — has been limited to some extent by the current enterprise bargaining
process as a result of both the interaction between different unions and the restrictive
effect of pattern bargaining on the development of  team based production groups. ...

In addition pattern bargaining and reliance on strict relativity relationships between
companies is a restraint on the localised development of innovative and progressive
work practices, especially when compared to overseas company based union structures
which tend to encourage the pursuit of common objectives.  (sub. 34, pp. 12–13)

Many models of workplace organisation can be applied to encourage workplace
flexibility and increase productivity, although most operate under similar
principles.  For example, variations of these models operating in Australia
include the Holden Production System, Toyota Production System, Ford’s
natural work groups, and the Hella Australia Productivity System.  A consistent
theme within these approaches to workplace organisation is the necessity for a
shared sense of responsibility.

The generic term given to these models is lean production.  As Womack et al.
(1990) observed:
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Our studies of plants trying to adopt lean production reveal that workers respond only
when there exists some sense of reciprocal obligation, a sense that management actually
values skilled workers, will make sacrifices to retain them, and is willing to delegate
responsibility to the team.  (p.  99)

To the extent that the centralised wage fixing system and current structure of the
union movement inhibit the ability of workers and managers to collectively
determine the success of a particular enterprise, these arrangements need
review.  Toyota supported the move towards a framework for better employee
and employer relations to develop the best possible outcomes:

With regard to the [then] proposed Workplace Relations Act, Toyota Australia supports
the broad thrust of a more deregulated approach and greater enterprise initiative and
involvement in determining outcomes.  Our experience of the past six years, however,
indicates that development of best practice labour relations is a step-by-step process.
The legislated change should establish a better framework to manage the development,
but much remains to be done.  (sub. 15, p. 30)

Unionism per se is not seen as an impediment to achieving ongoing gains in
productivity.  The Commission was given many examples of positive and
cooperative attitudes to the organisation of work in both unionised and non-
unionised workplaces in the automotive industry.  For example, Ford Australia
expressed a commitment to work with unions on workplace practices:

We will continue working with our people and the unions to ensure the level of
productivity and quality improvement required is achieved.  (sub.  14,  p.  3.1)

As many participants noted, what is most important is the recognition by all
parties of the mutual benefits that exist from continuous improvement in the
organisation of work within firms.  What governments can do to help facilitate
this improvement is outlined in Section 6.3.4.

6.3.2 Labour costs

Labour costs represent about 20 per cent of the cost of assembling a motor
vehicle.  They also constitute a significant proportion of up and downstream
costs.  These labour costs are largely determined by the award structures, which
sets out terms and conditions of employment, and to a large degree determine
flexibility within the workplace.  As the BIE (1996a) commented:

Wages and salaries are a significant cost in the process of producing PMVs and
components.  Input-output data suggests that for every $100 of output from the Motor
vehicle and parts industry around $21 is outlaid by the industry on wages, salaries and
supplements.  While these outlays are clearly an important aspect of the costs to make
and sell a PMV the industry’s management has, until recently, had limited ability to
directly negotiate pay and flexible conditions with its employees.  (p. 35)
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While the current industrial relations system has created valuable opportunities
for reform, further reform is necessary.

Overall, there needs to be a continuation of the change in the ‘mindset’ of the
workplace, in which workers’ and employers’ efforts are aligned towards shared
goals and values.  The introduction of the Workplace Relations Act will help
facilitate this, with increased flexibility and a shift to closer worker-employer
relations.  Some of the aims of the Act are to:

•  simplify and focus the award system to a role of providing a safety net of
minimum wages and conditions; and

•  provide the opportunity to facilitate greater communication and agreement
between employers and employees.

However, some of the features of the original Workplace Relations Bill have
been changed to gain its passage through the Senate — such as the nature of the
‘no disadvantage test’ and the vetting of agreements by third parties.  This
means that positive change may not occur as quickly as would have occurred
with the original Bill.

The South Australian Government welcomed the new Act but agreed that
political compromises may mean labour market flexibility is inhibited:

The South Australian Government welcomes the new Federal “Workplace Relations
Act 1996” as an improvement on the previous legislation.  A review of the State
legislation will be undertaken during 1997 to harmonise the South Australian Act with
the Federal legislation.  However, because of the political compromises that were made
during the passage through Parliament, the new Commonwealth legislation falls well
short of the labour market flexibility Australia needs to ensure its industry becomes
internationally competitive.  For example, while there is provision for award
rationalisation and simplification, the award system retains its primacy.
(sub. 169, p. 16)

The primacy of national awards is particularly important if award wages are the
same (or very similar) between States.  The effect of such awards can be to
provide higher real wages in some States than in others.

For example, ABS estimates suggest the cost of living is lower in Adelaide than
Melbourne.  Therefore Adelaide employees paid the same wages under the same
award as their Melbourne counterparts will have higher real wages.  Similarly, if
there are variations in the rate of cost of living increases between States,
employees in the State with the lower rate of increase will be advantaged
relative to their interstate counterparts if award rate changes are the same
between States.
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6.3.3 Enterprise bargaining in the automotive manufacturing industry

The four automotive manufacturers, and most of the larger components makers,
have negotiated their own enterprise agreements (see Appendix G).  They are all
underpinned by individual awards and have allowed, to varying degrees,
flexibility in workplace arrangements, and employee and management access to
more flexible terms and conditions.

Initial agreements made by the major automotive manufacturers and their
employees were very similar in terms of wage outcomes (in fact three were
identical).  Over the last five years, agreements have remained very similar in
nature — for example, the industry-wide claim in 1994 (all vehicle
manufacturers and most component producers) included a 10.3  per cent wage
claim over three years, changes to long service leave criteria and journey
accident insurance.  However, productivity measures and changes to work place
operations now differ between agreements.

The latest claim under discussion is a 5.5 per cent increase at Holden.  If agreed
to the pay rise would mean wages at Holden have increased by 17 per cent in the
last three years.

The similarities between agreements reflect the high degree of unionisation
within the industry and the dominance of the AMWU, the small number of
companies, and that the fact that all parties were operating under the confines of
the industrial relations system.  As Bamber and Lansbury (1996) explained:

Each of the companies’ experiences were reasonably parallel in Australia, not only
because they were induced to follow an explicit ‘pattern’ by the AMWU, but also
because the senior [human resource and industrial relations] managers met regularly
and otherwise kept in close touch with each other.  Such coordination between firms
was understandable, for they were all operating in the same (fairly small) product
market and were subject to the same national industrial relations regulation by
government policies and national wage case decisions.  (p.11)

Pattern bargaining also exists in parts of the United States automotive
manufacturing industry, where the United Automotive Worker’s Union ‘target’
particular companies to test wage increases, and if successful these increases are
passed onto many other parts of the industry.  This has resulted in very similar
wages outcomes, particularly for the ‘big 3’ US manufacturers — although new
entrants in the US have access to more flexible and, in many cases, significantly
different terms and conditions.
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6.3.4 Factors restricting productivity in the labour market

The Australian industrial relations system has been built around a centralised
system for fixing wages and conditions.  The disadvantage of such a process is
that the wages outcomes for an enterprise may not reflect productivity at the
enterprise level.  In the late 1980s a system was introduced, where some
responsibility for determining terms and conditions of employment could be
shifted to the workplace level by the establishment of enterprise agreements —
with the agreements underpinned by an award safety net.

Factors continuing to restrict productivity within the labour market include the
complexity of the award system, the maintenance of award conditions, pattern
bargaining within the automotive industry and restrictive workpractices.  These
issues are discussed below.

Complexity of the award system

Although the current industrial relations system has been evolving, it is still
relatively complex and regulated.  This potentially impedes productivity within
the automotive industry and Australian industry in general.  The award regulates
working arrangements at the enterprise level in a prescriptive way.

The awards that cover workers in the automotive industry and underpin
enterprise agreements, are extensive in their coverage, rigid and complex.  The
current Vehicle Industry Award covering much of the industry consists of over
160 pages with over 50 clauses.  The award is very prescriptive, covering issues
such as hours of work, pay conditions, overtime shift rates, leave conditions,
safety checks to tools and work area, special conditions for watchmen and
gatekeepers, tea breaks and training requirements.  As many enterprise
flexibility agreements have shown, there is scope for awards to be significantly
less prescriptive and to be written in terms that are easier for those affected by
them to understand (see Box 6.2).

Many companies within the automotive industry are covered by multiple
awards.  This means unions may be focused on industry-wide or occupational
issues, rather than on achieving the best outcome within a particular firm.
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Box 6.2: Award simplification
An example of the scope for further award simplification is the difference between the
Vehicle Industry Award and the Optus Flexibility Agreement.  While both cover a wide
variety of terms and conditions relating to employment, the Optus agreement is far less
prescriptive, written in plain English, and about 20 pages long.  The Vehicle Industry
Award is very detailed in prescribing terms and conditions, written in a legalistic
manner and over 160 pages long, excluding amendments.

For example, although both agreements are prescriptive in areas they need to be, the
Optus agreement is far more flexible in other areas.  For example, highlighting the
differences between the two documents is the way they prescribe conditions for
bereavement leave.

Optus Flexibility Agreement — Bereavement leave

Bereavement leave will not be bound by prescription, however, employees applying for
bereavement leave shall have regard for the trust and responsibility given to them by
Optus.

Optus will approve any reasonable requests for paid bereavement leave on the occasion of
the death of any member of the employee’s immediate family.  Applications for extended
bereavement leave may also be considered.

Vehicle Industry Award — Bereavement leave

An employee on weekly hiring shall be entitled to a maximum of three days’ leave without
the loss of pay on each occasion and on production of satisfactory evidence of the death in
Australia of the employee’s husband, wife, father, mother, brother, sister, child, step-child
or parents-in-law.  For the purpose of this clause the words “wife” and “husband” shall
include de facto wife or husband and the words “father” and “mother” shall include foster
father or mother.

Provided further, an employee on weekly hiring, after one months’ continuous service
with his employer, shall be entitled to a maximum of two days’ leave without loss of pay
on each occasion and on the production of satisfactory evidence of the death outside
Australia to attend the funeral.  Provided further that by agreement with the employer,
additional days may be granted without pay on request of the employee.

Sources: Optus Flexibility Agreement 1996 and the Vehicle Industry Award.

Some participants said they are trying to overcome this difficulty by
rationalising the number of awards that cover an enterprise.  Ford explained:

Improving workplace relationships will accelerate the rate of award rationalisation.
Ford and the vehicle industry unions are presently consolidating the company’s “in
house” employment awards into a single simplified award that will underpin future
extensive agreements.  The Optus case, is an example of what is achievable.  It is the
objective of both the company and unions to attain a similar less prescriptive outcome.
(sub. 107, p. 27)
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Bargaining in the workplace becomes even more complicated when the range of
unions on site have different political affiliations, goals and aspirations.
Mitsubishi commented:

An ‘industry’ focus within the automotive industry is critical to our longer term success
rather than the loose, and largely ineffective alliances of a number of Unions that have
occurred to date.  (sub. 34, p. 16)

Some participants felt that dealing with multiple unions made negotiating
enterprise agreements difficult.  Hella described the existence of multiple unions
in the workplace as a hindrance (sub. 11).  This was particularly the case when
unions with a small amount of on-site representation had to be given as much
say in negotiations as unions who represented the vast majority of workers.

Employers negotiating with only one union on-site, such as Pilkingtons and
Nissan, saw this as an advantage over other firms.  For example, Nissan argued:

.... the [aluminium casting] plant was set-up in 1982 as a single union site so that
production people, maintenance, electricians, fitters, toolmakers, you name it, were all
covered and still are covered by the vehicle division of the metal workers.  Issues such
as demarcation are not experienced in our company, to the point where staff and
managers, including myself, do and can run machines without any impediment from
union issues.  That is not the case in the vast majority of Australian companies and so
the frustrations that the majority of Australian manufacturing companies experience
with labour impediments, we don’t experience.  (PHtrans., p. 332)

Although in most instances enterprise agreements led to positive outcomes,
participants noted that they usually proved to be a difficult and costly exercise.
Everco described their experience with the bargaining process:

I think for a lot of companies are too scared to jump off the deep end.  It’s a very deep
end to jump in without this fantastic protection of the Industrial Relations Commission
(IRC) system.  If you go back some years it was very comfortable for a lot of companies
to sign on a new worker and say, “Look, that’s what you’re going to earn.  Look, it’s
not me that wants to pay you that, it’s the IRC that says in the award that that’s what
you must earn.  I'd love to pay you more but I can’t.”  In other words, flexibility is a
double-edged sword.  Yes, it’s going to potentially make us more productive but we
have got to get bloody mature about how we do it.  We have got to work hard to give
our workers the ability to pay back their productivity.  (RTtrans., p. 371)

Stewart (1995) commented on the costs and benefits of the enterprise bargaining
process:

Despite the attractiveness of registering an agreement in order to oust the operation of
an award whose provision may be regarded as insufficiently flexible where the needs of
the enterprise are concerned, it would not surprise if many employers baulked at the
cost and effort associated with the process.  (p. 2)
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When disputes arose, reliance on an outside arbiter, rather than direct
negotiation between employees and employers, often extend and exacerbate
conflict rather than cooperation.

The Workplace Relations Act should lead to a more simplified and
decentralised system.  It should encourage a more direct relationship between
employers and their employees, with a reduced role for external intervention,
and promote greater labour market flexibility.

The maintenance of award conditions

The maintenance of award conditions may inhibit the achievement of the
flexibility necessary for the automotive industry to become internationally
competitive.  Hella called for changes to several award conditions, such as the
removal of rostered days off and more flexible working hours:

The labour productivity must be increased by further improving flexible work practices.
Those work practices must include the complete abolition of rostered days off and the
acceptance of staggered working hours.  (sub. 11, p. 26)

While much positive change has occurred, some employers saw the enterprise
bargaining process as a means of accruing additional remuneration without real
trade-offs being made.  The retention of the no disadvantage test in the
Workplace Relations Act may exacerbate this situation.  The BIE (1996b) said
there were differing views on the appropriateness of the no disadvantage test in
the context of increasing flexibility in the workplace:

Some would argue that the no disadvantage test constructs a minimum which allows for
greater flexibility at the workplace, so long as management and, if applicable, unions
have the willingness and foresight to utilise it.  Others have argued that the test will
only allow enterprise agreements to be add-ons to awards, with the underpinning award
system maintaining certain inflexibilities.  (p. 64)

In its recent Stocktake of Microeconomic Reform (1996a) the Commission
suggested that over time it would be possible to reduce the number of safety
nets provided and that all existing award conditions should not be considered
cast in stone.  This will allow wages more accurately to reflect productivity
levels.

Firms have indicated informally to the Commission that they are often so
worried about the threat of industrial action that they do not suggest even minor
changes to work practices.  If this is so, this significantly restricts the industry’s
ability to continually improve its competitiveness.  Workplaces in other
countries are able to discuss changes to work practices openly, without the
threat of industrial action and without the need for outside involvement or
arbitration.
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The simplification of the award system to a set of minimum wages and
conditions will help eliminate restrictive work practices.  Employees will be
better able to understand the laws under which they are employed, while
companies will be able to specify what skills they need and remunerate
employees for having or obtaining these skills — this will help alleviate
demarcation problems.  It will significantly reduce the potential for
misunderstanding and dispute between management and the workforce.
Mitsubishi highlighted the importance of keeping prescription to a minimum
when simplifying the award system:

In order for an enterprise to negotiate flexible, cost effective arrangements relative to its
needs, extreme care must be taken by the [Australian Industrial Relations Commission]
in setting the minimum conditions to ensure that they are non-prescriptive, flexible and,
with regard to issues such as penalty rates (overtime, shift etc.), do not restrict the
work/patterns arrangements required.  (sub. 104, p. 12)

Under the new industrial relations system, employers and employees can
approach the Industrial Relations Commission (IRC) to undergo a process of
award simplification — in which the relevant award will be reviewed,
simplified and made more relevant to the current workplace.  To increase
flexibility throughout the automotive industry, motor vehicle and component
manufactures and their employees should be encouraged to approach the IRC to
review the Vehicle Industry Award and associated enterprise agreements.

It is particularly important to see the quest for workplace flexibility in the
context of the need for capital flexibility.  For the automotive manufacturing
sector, where high capital costs are the norm, and therefore the use of that
capital is one of the main determinants of a firm’s productivity performance,
workplace flexibility is a necessary precondition for survival.

Some participants noted that change will take time and was not about changing
the industrial relations system, but about the need for cultural change.  Toyota
said:

I think that whilst ... there are difficulties at the moment, talking about trades and non-
tradespeople in terms of working at a specific discipline, I think that’s an issue we’re
working through and I think that’s an issue we can resolve in the longer term.  I don’t
think there’s any — I can’t think of any specific systematic change or award change
that’s going to necessarily solve that problem overnight.  It’s a cultural change which
management have got to engender, not just changing a few words on a piece of paper.
(PHtrans., p. 264)

Pattern bargaining

Enterprise bargaining was designed to shift the responsibility for determining
terms and conditions from central authorities to direct agreements between the
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workforce and management.  However, in reality this may not occur.  The
emergence of multi-industry unions, such as the Australian Manufacturers
Workers Union, means that claims for additional terms and conditions are
placed across the industry.

‘Precedents’ set in one agreement or award determination may become the
lowest common denominator for other firms negotiating terms and conditions,
rather than having agreements based on the circumstances of each particular
firm.

As the Treasury said in the 1996–97 Budget Papers:

Ideally, wages should reflect the circumstances facing the individual firm.  Wage
setting arrangements where changes in wages and conditions extend readily to firms not
party to the original negotiation are likely to lead to unsatisfactory results.  Firms will
face wage outcomes that do not reflect either the demand conditions for their product or
the availability of suitably skilled labour.  (p. 2-41)

The shift to more direct negotiation between employees and employers, through
individual workplace agreements and the possibility of the establishment of
enterprise-based unions within the automotive industry, may help reduce pattern
bargaining.  Holden agreed the new Act may help improve flexibility:

In other respects the Bill does potentially provide for more direct and flexible
workplace relations arrangements.  This essentially will mean moving some employees
away from the present collective bargaining arrangements to individual employment
contracts.  This may provide for greater individual employee productivity and more
flexible performance-based remuneration.  However, the transition to any arrangement
of this type will need to be handled sensitively to avoid increases in short term
industrial conflict.  (sub. 19, p. 41)

Some participants said change was being undertaken in-house, and there was
little need for outside intervention.  Box 6.3 provides an outline of participants’
views on the changing nature of labour relations.

Although many participants agreed there was potential for greater labour market
flexibility, many feared outside intervention would unnecessarily ‘rock the
boat’.  Some participants said that they favoured a softer approach to labour
reform so as not to disturb productive relationships between employers and the
unions representing their employees.  Holden explained that change is possible
but it will take time:
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Box 6.3: The changing nature of labour relations
Several participants commented that recent changes to the Industrial Relations system
have not been the driver of changes and improvements in labour productivity — the
change has been generated by improvements in relations between firms and employees,
and better management.

Toyota:  [is] not expecting significant gains as a result of that labour market reform
itself, in other words just changing the system.  What we want to try and get back to is
to get the management and the workforce closer together, communicating, getting those
relationships right, rather than rely on the system.  So we’re encouraged by the change
to the legislation, but frankly a lot of that work and a lot of the benefit is going to be in
our own backyard, doing things better in our own plant.  (PHtrans., p. 262)

Holden:  I think our initial submission indicated that through a cooperative approach to
workplace arrangements we have achieved unprecedented levels of flexibility and
certainly some marked productivity improvements, but again we cannot be satisfied,
cannot say that is not an issue because the labour cost of our business is quite
significant.  Therefore that is subject to the same continuous improvement as other
areas of cost.  (PHtrans., p. 486)

It’s quite likely, just looking at the broad evidence, that there’s potential to improve the
labour market quite a bit through, if you like, less of the heavy-handed centralism.
However, we also have an extremely valuable consensus with labour in our business,
which on our assessment would be far more important than those potential gains.  In
other words, we would not want again the heavy boot to start stomping around in this
delicate garden.  Therefore, we think that there needs to be, and hopefully will be over
time as the national consensus accommodates it, significant improvement in the labour
area.  It does look like there’s potential.  (PHtrans., pp. 486–487)

Co-operation and effective dialogue is vital to achieve a productive working
relationship between employers and their employees.  However, while the
consensus which exists between employers and employees is probably
extremely valuable to the industry, to the extent that it is underwritten by high
levels of industry assistance, it comes at a cost to the rest of the community.

If pattern bargaining persists in the industry and wage outcomes negotiated on
the basis of high rates of productivity growth flow on to other automotive
activities, firms with lower rates of productivity improvements will be
penalised.

Restrictive work practices and workplace flexibility

In general restrictive work practices in the automotive industry have declined
with award restructuring and changes to employment practices, the introduction
of career paths and multiskilling.  The industry, unions and employees have
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been working together to resolve demarcation disputes and develop better work
practices.

However, some demarcation problems still exist — such as demarcation
between electricians and mechanics and between maintenance trades people and
production line workers.

Participants also cited demarcation problems between non-trade and trade
qualified personnel, particularly in relation to production line maintenance.
Along similar lines Mitsubishi commented:

Restrictive influences on labour productivity include demarcation between employment
categories (production-trade-technical-engineering) which continues to create some
inflexibilities and inefficiencies;  Mitsubishi is seeking solutions to this issue jointly
with the Unions.  (sub. 34, p. 12)

Several participants, particularly larger manufacturers, said that ideally in the
future they will require an ‘automotive tradesman’, qualified with a mix of both
electrical and mechanical skills.  But given the demarcation between the two
trades this is not currently acceptable to the unions concerned, unless someone
is fully trained in both areas, and potentially prepared to be a member of both
unions.

This may seem like a minor point of detail regarding regulation in the
workplace, but its importance should be seen in the context of enabling
important ongoing improvement at the factory floor level and minimising delays
in resolving complex problems.

Such practices restrict dynamism in the workplace.  Using the production line
example above, line workers in Japan’s automotive industry regularly perform
routine maintenance of production line equipment.  This has the effect of
significantly improving capacity utilisation — which is particularly important
for the automotive industry where maximising the use of capital is critical to a
firm’s viability.

6.3.5 Occupational education and training

As discussed in Chapter 4, training is viewed by most participants as a key
element in improving firm and industry performance.  In submissions and at
round table discussions, three training related concerns were identified.

Industry’s training requirements

Some participants identified the need for training and education to deliver skills
that are more directly applicable in the workplace.  This concern related to
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school, TAFE colleges and university graduates.  Air International Group
Limited stated that:

... there is a gap between what the education system and institutions are delivering and
what the industry requires, particularly the level of skill for the sophisticated
technologies being dealt with.  (sub 37, p. 10)

At round table discussions, Mitsubishi commented that:

... there is a need through each of those levels, the high schools, the TAFE, and the
university, to look at the basic courses and make sure that some of the subjects relate
more [to] the industry  (RTtrans., p. 95)

A second concern raised by participants was the extent of general education and
training, notably in language, literacy and numeracy skills, that firms provide for
their employees.  For example, Air International Group report that 31 per cent of
its training budget is directed at providing this general training (sub. 37).  This
is typically the training that is publicly funded.

There is a role for industry and governments in the funding of basic skills
education.  Although companies that provide such education benefit through
increased productivity, gains also flow onto the rest of the Australian
community.  General training can be viewed as a supplement, or even as a type
of contracting out of the educational system and thus eligible for public funding.
The skills provided through general training are transportable between firms and
other industries.

Balancing industry and employee needs

These two concerns reflect the need for a balance between the public funding of
general skills training and industry or enterprise specific training.  Firms want
training to provide firm specific skills.  Employees want general skills that are
of use to existing and future employers.  Government involvement in training
aims to ensure there is an adequate amount of training and ensure that training
incorporates both industry specific and general skills.  At round table
discussions, Automotive Training Australia, stated that:

... organisations like our own and the TAFE colleges in particular need to be able to
maintain a balance.  In their brokering role with enterprise they need to look after the
individual’s generic and general skills as well as the company’s specific skills.
(RTtrans., p. 298)

These concerns of the industry are already being met a number of ways.  For
example, a program called ‘user choice’ is now part of the national training
system.  This program provides increased scope for firms to customise publicly
funded training to meet their specific enterprise requirements.  Also, the
Commonwealth Government funds the Workplace English Language and
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Literacy (WELL) program which provides the general skills of English
language and literacy, and is delivered at a workplace.  Funding allocated to this
program in 1996–97 was $11.6 million (Vanstone 1996a).  In the past the
automotive industry has accessed this funding.

The promotion and development of training

The third training-related concern identified in the course of the inquiry is
linked to the structural arrangements for the promotion and development of
training.  Generally, the promotion and development of training in an industry is
the responsibility of an Industry Training and Advisory Body (ITAB).  In the
automotive industry, component producers are represented by the
Manufacturing, Engineering and Related Services ITAB while the vehicle
manufacturers are represented by the Automotive Training Australia ITAB.
Automotive Training Australia commented on this arrangement:

Component manufacturing remains a gap in ATA [Automotive Training Australia]
coverage.  ATA will continue to work with the metals area to establish strong working
relationships to ensure those component manufacturers whose business is
predominantly automotive are adequately serviced.  Although this situation is not
entirely satisfactory the essential process is to make sure industry needs are met.
(sub. 82, p. 4)

In its draft report the Commission asked for comment on any difficulties caused
by this division of training responsibilities between two National ITABs.  No
responses were received.

6.4 Economic infrastructure and government regulation

6.4.1 Participants’ views

In general, participants felt that governments had not done enough to reform
economic infrastructure and regulation.  Many participants argued that the pace
of such reforms needs to be increased.  Some participants’ views are outlined in
Box 6.4, with more specific comments outlined below.

While the automotive industry felt tariff reductions overall had a substantial
negative impact on the industry, the industry perceived only small benefits from
reforms to economic infrastructure and government regulation over the last
decade.  As Marplex observed:

Apart from electricity tariffs, we have yet to detect any appreciable cost reductions
which can be directly attributed to the Government’s microeconomic reforms.
(sub. 25, p. 4)
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Box 6.4: Effects of broader microeconomic reforms — an
automotive industry perspective

In general participants felt that microeconomic reform had not progressed quickly
enough.  Participants called for further change, indicating that reform is important to
the automotive industry.  Below are a range of comments.

Holden:  It must be pointed out that from Holden’s viewpoint there is very little — even
no — identifiable or measurable benefit from micro reform thus far.  The Victorian
operations have seen some gains from electricity price negotiations and may in future
see some from other utilities, but the relevant reforms seem to have stemmed from State
Government initiatives rather than the national program.  Telecommunications pricing
may have improved, but is a very small cost factor in our industry.  Financial
deregulation also seems to have very little impact on us, despite the substantial changes
that have occurred.  (sub. 19, p. 59)

Mitsubishi:  Mitsubishi has not observed any significant benefits from the
microeconomic reform process to date.  Obviously progress has been achieved in such
areas as aviation and telecommunications, but this has minimal impact on the
automotive industry.  More significant areas such as the waterfront, shipping and rail
transport have yielded no discernible improvements.  (sub. 34, p. 18)

Federation of Automotive Products Manufacturers (FAPM):  The pace of micro-
economic reform is considered too slow by Australian component manufacturers.
Particular areas of concern include the waterfront, freight, energy and general
workplace reform. (sub. 48, p. 32)

PBR:  There has been little change really.  PBR has not been able to partake in any
tariff reductions [from electricity reform.  Gas and water prices have actually gone up].
(RTtrans., p. 374)

Ford added:

Non tariff microeconomic reform items (excluding taxation) do not have a large impact
on the cost of a car.  Progress on microeconomic reform to date has not produced
significant savings for the car industry.  (sub. 14, p. 1.0)

Although on average participants felt there had been little gain from
microeconomic reform, some companies are likely to have gained more than
others.  For example, a casting plant being a relatively high energy user would
derive a greater benefit from electricity reform than a component maker or car
assembler.

It should also be pointed out that direct infrastructure costs for automotive
producers are relatively small.  Therefore the direct effect of change will be low.

Most submissions agreed with the need for further microeconomic reform.  For
example, the Cities of Greater Kingston, Greater Dandenong and Monash said:
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Furthermore, the pace of microeconomic reform in other areas of the Australian
economy must be increased before automotive component manufacturers can realise the
efficiencies which are necessary to compete in a highly protected world market.  In
particular, the reform of the ports must be given priority to both reduce costs to
exporters and increase the reliability of delivery to customers.  Reforms in this area are
more likely to lead to a reduction in the price paid by consumers than are tariff
reductions.  (sub. 166, p. 1)

The South Australian Government agreed that the pace of reform must be
accelerated, and identified some key areas:

Other areas of reform seen as adversely affecting competitiveness were changes in
input taxes/on-costs, environmental regulations and tariff reductions on
components/materials.  While satisfied with progress in reforming telecommunications
and road transport, the industry indicated that it was dissatisfied with the slow pace of
reform with respect to the waterfront and coastal shipping, rail transport and input taxes
and on-costs.  The pace of microeconomic reform must be accelerated with benefits
passed on to industry in terms of improved costs competitiveness.  (sub. 169, p. 14)

The potential benefits of microeconomic reform should not be overstated.
Microeconomic reform will improve the competitiveness of the manufacturing
sector of the Australian automotive industry in general.  However,
microeconomic reform will not substantially offset the effects of ongoing
reductions in assistance.  For example, Ford said that inputs which may be
influenced by microeconomic reform (excluding labour and tariff) account for
about 5 per cent of the cost of production.  Therefore, further microeconomic
reform would need to deliver a 20 per cent reduction in the price of those inputs
for there to be a 1 per cent reduction in total production costs (sub. 14).  Toyota
explained:

To be able to improve their competitiveness the car manufacturers need to gain relief
from costs imposed on them by other sectors of the economy and governments
themselves through their regulatory and tax policies.  Against this background, Toyota
welcomes the call of the Commission for governments to implement microeconomic
reform more quickly across the broad front to remove impediments to better
performance.  However, the significance of microeconomic reform, other than tax
reform, to the automotive industry should not be overstated.  (sub. 106, pp. 15-16)

Electricity and gas

Many participants said they had benefited from reform of the electricity
industry.  For example, in Victoria electricity prices for industrial users have
fallen by 14 per cent over the last 6 years.  Toyota explained:

The automotive industry is a significant user of electricity and is actively seeking to
negotiate prices with suppliers.  In principle the environment has become more
favourable, especially in Victoria, as there has been extensive reforms in the electrical
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supply industry.  Reforms have included the vertical and horizontal separation of the
State Electricity Commission of Victoria.  (sub. 15, p. 31)

However, more can still be done.  When questioned if they were happy with he
extent of electricity reform in South Australia and its effect on Holden’s
operations, they replied:

No.  The short answer is no but I don’t think the game is over yet in any case.  We have
seen very noticeable benefits from electricity reform in Victoria where we have an
engine manufacturing operation.  Even that is incomplete.  To get major further
advantages you’ve got to get some very serious low-cost interstate distribution and
therefore widen the pool of competitors for our business, plus some improvements in
the more local distribution.  Nevertheless we have captured very evident gains in
Victoria.

South Australia — for genuine economic reasons it is more difficult.  Perhaps part of
the answer is to improve the interstate network between Victoria and South Australia,
but the extent of progress in Victoria, which already had a lower electricity cost
structure than South Australia anyway, shows that there’s a long way to go in some
places, including South Australia.  (PHtrans. p. 484)

In terms of gas and water benefits have been less forthcoming.  But expectations
were positive about the prospects of ongoing reform.  Lear commented on the
need for overall reform of the provision of infrastructure:

One thing we talked about .... at the plant was the infrastructure improvement
possibilities that are there in terms of the power supply to the plant, making sure that
that is maintained in an uninterrupted fashion.  The water supplier that provides the
supply for the sprinkler systems, the transport, the road access from our plant to
Mitsubishi, from our plant to Holden.  Those things are important to us as well, and are
opportunities for improvement.  (PHtrans. p. 598)

Transport

All participants agreed it was essential to have access to a world class transport
system, particularly as freight is a significant component of the total cost of a
car.  As FAPM explained:

If industries such as the automotive components industry are to succeed in Australia
and world markets, it is essential that we have an internal transportation system that is
at world’s best practice.  Producers also must have access to competitive and reliable
transportation to export markets.  Whilst improvements have been made, the modes of
transporting product from factory to customer or to export destinations are not
competitive vis-a-vis other competitor suppliers.  (sub. 48, p. 31)

Nissan Casting Australia added:

From the point of view of Nissan Casting Australia, microeconomic reform as it affects
transport is vital, and even though some costs may be a relatively small part of total
costs, substantial incremental gains are necessary across all elements of cost.
(sub. 88, p. 7)
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Waterfront

Concerns were also raised over access to port services, as Toyota explained:

Improving the reliability of waterfront services is important for Toyota Australia’s
future international competitiveness.  A particular area of concern is limited access to
vessels when they are in port.  Access to Melbourne port is limited to 15 hours a day.
By comparison overseas ports load/unload containers 24 hours a day.    (sub. 15, p. 36)

Toyota added:

.... the waterfront is obviously a key one because in an attempt to achieve the right mix
of domestic and export we’re becoming very much a two-way, two-directional company
that we weren’t at the start of the decade.  So if we have any cost impediment or time
pipeline impediments at the waterfront, then it could have particularly serious impacts
because the export markets are very competitive and they expect the absolute world-
best practice in terms of cost and delivery timing and to an extent that’s out of our
control — we’re vulnerable.  (PHtrans. pp. 248-249)

The Australian Chamber of Manufacturers said:

Container costs in Australia are considerably higher than most overseas ports including
New Zealand, Asia and Europe.  Terminal charges account for two thirds of waterfront
charges in Australia, and are the major reason for our high charges.  The problem is
compounded by relatively high port authority charges, pilot and towage costs.  It
generally takes 50 to 100 per cent longer to load a container ship in Australia than in a
comparable overseas port.  (sub. 44, p. 15)

Honda felt the introduction of greater levels of information technology and
telecommunications into port services would improve outcomes:

HONDA recommends the waterfront industry should be encouraged to pursue further
microeconomic reform particularly in the application of information technology and
telecommunication systems that will improve operations and productivity.  Because of
the volume of imports generated through the motor vehicle industry, the prospect of
better performance on the waterfront will have a flow-on effect to the containment of
costs in the motor vehicle sector.  (sub. 32, p. 32)

PBR also questioned the reliability of the waterfront:

[As] the total component area [is] becoming more and more export-orientated, [so] is
the exposure we have to economies at large and unions that are outside our control,
particularly in reference to the waterfront.  In PBR’s perspective we will have
something like five containers per day that we will be shipping out and obviously
supply lines are pretty tight.  While there’s always the basis that we can air-freight
product to maintain supply lines, it is still an exposure [and] it is a growing exposure
and ... is outside our control.  ... Australia’s reputation [could] be damaged and
damaged very quickly.  (RTtrans., p. 376)
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Workers’ compensation

Many participants said they had achieved significant costs savings from recent
workers’ compensation reforms, particularly in Victoria.  For example, Ford
estimated that its WorkCover premiums had halved since 1992:

One significant saving has been in Workers’ Compensation premiums.  In 1992, Ford
took part in a Victorian Government taskforce established to find ways to reduce State
Government costs.  As a result, Ford adopted an interactive prevention of injury
programme which closely involved the workforce in the development of safe workplace
practices.  Ford’s WorkCover premium in 1995/96 has more than halved since 1992.
The Ford process was featured as a case study in the 1994–1995 Annual Report of the
Victorian WorkCover Authority.  (sub. 14, p. 3.7)

Along similar lines Toyota said:

Reform of the workers’ compensation system taken together with the actions taken by
Toyota Australia to improve safety, has had a positive impact in reducing workers’
compensation costs.  (sub. 15, p. 28)

Mitsubishi welcomed streamlining of workers compensation systems around
Australia but expressed concern over the relatively high premiums in South
Australia:

Our service delivery costs are currently less than independent providers, WorkCover
itself or claims agents; however, all efforts to streamline Workers Compensation
systems across Australia are welcomed provided they achieve consistency,
effectiveness, protect the system from potential abuse and reduce unnecessary high
costs to employers.   MMAL is concerned however, that WorkCover costs in South
Australia (5.20%) are higher than in Victoria (4.78%).  (sub. 104, p. 12)

6.4.3 Reform of economic infrastructure and government regulation
must move more quickly

Although governments are pressing ahead with reforms, both participants and
the Commission agree change needs to move more quickly.  Some examples of
the need for further reform are outlined below.

Electricity

Reform has led to positive change in the States where the automotive industry is
concentrated — such as the casting industry in Adelaide, which is an extensive
user of electricity.  Victoria has been at the forefront of reform to the electricity
and, to a lesser extent, gas industries.

However, at a national level much is still to be done.  Other States and
Territories need to make better progress in terms of reform (in line with the
Competition Principles Agreement), and at a national level gas and electricity
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grids need to be quickly established, with the associated access and pricing
arrangements.

Governments need to move more quickly on reforming and introducing
competition into key infrastructure industries such as electricity.  For example,
the South Australian (SA) Government has announced some reforms to
competition in electricity generation, but has fallen short of implementing
competition in the distribution and retail sectors of the industry.  The SA
Government has also been silent on whether it intends to constrain the market
power of its generating authority to foster competitive entry into generation.
Delaying competitive pressures will impose extra costs on the South Australian
automotive industry and economy in general.

The Industry Commission’s Electricity 1996 International Benchmarking report
found the provision of electricity has become more efficient.  Since 1989, total
factor productivity in the Australian electricity industry has increased by nearly
5 per cent.  But at the same time competitors, such as the United States, have
matched this performance and Australia still remains on average about 30 per
cent less efficient than the better overseas producers.

This highlights the need for ongoing reform to ensure continuous improvement
among Australian providers to at least maintain relative performance, let alone
catch up with international best practice.

Transport

While there has been some progress in the reform of the transport sector, a wide
range of changes need to be implemented.  However, in terms of the provision
of new and upgrading major roads, much is still to be done.

Governments should improve the allocation of road funds by adopting the
principles proposed by the Economic Planning and Advisory Commission
(EPAC) Private Infrastructure Task Force.  They should also examine the need
for additional public funding or private financing to deal with any backlog of
road projects with high social benefit to cost ratios.

In addition, road authorities should increase contracting out of maintenance,
subject to meeting the guidelines spelt out in the IC’s report on competitive
tendering and contracting.

As with roads, while there has been some progress with rail reform, more can be
achieved, particularly in terms of costs savings.

In subjecting rail authorities and corporations to the Competition Principles
Agreement, governments should give particular priority to:  achieving



THE AUTOMOTIVE INDUSTRY

164

competitive neutrality; direct funding of CSOs; structural separation of track
bed and rolling stock operation; and introducing seamless and effective access
arrangements to the track bed.  In addition, rail management should seek further
savings in areas such corporate overheads, rolling stock maintenance and
signalling and control.

Waterfront

Despite the recent reform efforts, progress on the waterfront has been slow.
The BIE (1995a) found that the gap between Australian best and world best
practice for a number of infrastructure sectors was greatest for the container
handling on the waterfront — which has deteriorated even further in recent
times.

Recent reforms have been made in Victoria that will benefit automotive
importers and exporters using Victorian ports.  The Commission (1996b) found
that the recent structural reform of Victorian ports will:

Increase port efficiency and improve services while reducing port costs.  The benefits
of reform will flow to port users.  (p. 230)

6.4.4 Local government

Local governments can play a role in creating a more efficient automotive
industry, particularly in terms of land-use planning, regulation, and the
provision of infrastructure.

Many local governments participating in this inquiry called for greater
microeconomic reform by State and Commonwealth governments.  However,
much can be done by local government itself.

At the local level, tensions often exist between residential and industrial
activities.  Providing better infrastructure to an automotive firm may
disadvantage local residents.  For example, the City of Marion has had to
balance the concerns of local residents with the efficiency needs of Mitsubishi’s
Tonsley Park plant:

Access to the Mitsubishi plant is via a street called Alawoona Avenue which has some
problems.  It currently has a curfew, a late-night curfew, placed on it.  We’ve had some
discussions in the last [month] with Mitsubishi and also the South Australian Housing
Trust, who own a lot of property in that area, about the potential to invest some money
on the houses in Alawoona Avenue.  I’m not suggesting that we’re asking Mitsubishi
for any funds for that, but there does I believe, need to be an allocation of funds through
the Housing Trust as part of their redevelopment program in that area to address the
issue of Alawoona Avenue.  At the moment Mitsubishi are able to live with it.  I’m sure
in some parts of the world they wouldn’t have that constraint.  I’m sure of that.  They’re
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currently able to live with it.  If they continue to beef up exports and they need to
transport vehicles at different times of the day, then we have a significant issue to
resolve.  (PHtrans. p. 549)

Increased flexibility in terms of planning, such as the above example, may
enable automotive companies to enhance their productive efficiency.

Their may be some scope for Commonwealth and State funding in cases such as
Alawoona Avenue in which efficiency gains can be made, but possibly at a cost
to local residents.  In cases such as this where local governments may not have
the resources to fund activities such as sound-proofing, housing buy-backs or
road projects, Commonwealth, State and company funding may be appropriate.

6.4.5 Previous Commission recommendations

Economic infrastructure plays such a large role in inputs into industry it is vital
that it performs as efficiently as possible, to maximise the competitiveness of
Australian industry.  This can be achieved through a range of measures across a
broad range of areas.  FAPM explained:

Increased competition in the Australian market place, together with the requirements of
overseas customers, has made the development of a world competitive economic
infrastructure a mandatory pre-requisite for the manufacture of automotive products.
(sub. 48, p. 43)

The NRMA believed increased microeconomic reform was essential to attain
higher productivity and international competitiveness:

The NRMA considers that for any large industry, which is an exporter, and which has
the potential to develop further export markets the pace of microeconomic reform and
provision of efficient transport infrastructure is integral to the attainment of higher
productivity and international competitiveness.  (sub. 117, p. 4)

As the Industry Commission explained in its 1994–95 Annual Report, it has
examined ways in which the performance of economic infrastructure can be
improved.  Areas such as electricity, water, gas, railways and road provision are
characterised as having high levels of government involvement and limits on
private sector provision.  Performance can be improved through a range of
measures including:

•  increased competition;

•  removal of barriers to trade across state borders;

•  improved accountability;

•  pricing practices which encourage more efficient consumption and
investment; and
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•  addressing issues of ownership, monopoly power and access to networks
(IC 1995a).

The Commission has also conducted broad ranging inquiries into workers’
compensation (1994a) and workplace health and safety (1995b).

An overview of recommendations from the Stocktake of Microeconomic Reform
is outlined in Box 6.5.  Although some of these recommendations have been
partially implemented by some governments, much is still to be done.  It is
important to Australian industry as a whole that these reforms are fully
implemented.

Box 6.5: Microeconomic reform priorities
The recommendations of the Stocktake of Microeconomic Reform are listed below.
These would benefit the automotive industry and the rest of the economy.

Roads

•  Governments should adopt the principles for the allocation of road funds proposed
by the Economic Planning and Advisory Commission (EPAC) Private
Infrastructure Task Force.  They should also examine the need for additional
public or private financing of any backlog of road projects with high social
benefit-cost ratios.

•  Road authorities should increase contracting out of maintenance, subject to the
guidelines in the IC’s report on competitive tendering and contracting.

•  Road authorities should introduce electronic road pricing.

•  Australian Governments should quickly finalise nationally uniform road laws.

Rail

•  In subjecting rail authorities to the Competition Principles Agreement,
governments should:  achieve competitive neutrality; directly fund CSOs;
structurally separate track bed and rolling stock operations; and introduce access
arrangements to the track bed.

•  Rail management should seek further savings in areas such corporate overheads,
rolling stock maintenance and signalling and control.

Ports

•  In subjecting port authorities to the Competition Principles Agreement,
governments should: ensure competitive neutrality; directly fund CSOs; remove
statutory monopolies; and oversee pricing.

•  Reform to towage and piloting services should facilitate contestable outcomes.
Licensing of service providers should be minimised.  Any licences required should
be non-exclusive.

.... continued
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Box 6.5: Microeconomic reform priorities (continued)
Waterfront

•  The Commonwealth’s proposed labour market reforms will open the wharves to
non-union labour, allow competing unions, and end the preference for union
labour.

•  Governments should facilitate greater contestability for stevedoring services.
There should be an immediate review to determine how best to make stevedoring
services more contestable.

Workers’ compensation

•  Regulatory and institutional changes are needed to reinforce the self-interest of
employers and workers in preventing workplace injury and illness and for
rehabilitation and return to work.

•  The need for greater consistency between jurisdictions in occupational health and
safety regulation and approaches to compensation.

•  Decrease the scope for competition that inappropriately shifts costs between
individuals, firms, workers’ compensation schemes and government programs.

•  Using competition to cut service delivery costs and/or provide better services.

•  Bringing greater equity to the compensation of ill and injured workers.

Source: IC (1996a).

6.5 The task ahead

The automotive industry has responded to falling tariff levels by increasing its
labour productivity and quality levels.  However, as shown in Chapter 4, while
the Australian automotive industry has lifted its game, so has the rest of the
world.

Australian governments can help provide an environment that allows the
industry to strive towards international best practice and helps to ensure its
ongoing viability.

While some gains have been made, governments can help ensure the viability of
the automotive industry by increasing the pace of reform.

Reform must be approached on a broad front, across all sectors by all levels of
government.  Participants agreed the pace of reform must increase.  FAPM
explained:

FAPM believes that the agenda for economic reform is well established but the pace
must quicken.  The automotive industry sustains ongoing two and a half per cent cuts to
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its assistance each year.  These reductions in support have not, in our view, been
matched by economic reform.  (sub. 48, p. 43)

Implementation of the following changes would ensure access to competitive
inputs and provide substantial benefits to the automotive and industry in
general.

Labour markets

The Commonwealth Government has enacted the Workplace Relations Act,
which will facilitate workplace agreements.  In addition, as the process of award
review and simplification begins, the Vehicle Industry Award should be one of
the first awards to be reviewed.

The Act may also need to be reviewed in light of the changes to the original
intentions of the Bill, to ensure flexibility in the workplace.  For example, the
maintenance of the no disadvantage test and vetting of agreements by third
parties may need to be reconsidered once the new arrangements are tested.  In
addition, over time it should be possible to reduce the number of provisions
defined as safety nets.

Governments should also implement workers’ compensation and OH&S
reforms, as outlined in Box 6.5.

Competition policy

Although reform is continuing, governments need to increase the pace of
change.  Governments should continue to vigorously pursue the implementation
of National Competition Policy with exemptions granted only after independent
review.  The Council of Australian Governments (COAG) needs to maintain the
momentum and ensure the reform process continues.

The Commonwealth Government should continue to oversee policy
implementation, mainly driven by the National Competition Council, but the
bulk of responsibility rests with State and Territory governments.

Reform of economic infrastructure

Reform in transport, especially waterfront, rail and roads, is a priority for
governments.  Reform should be across the board, but initially focus on areas
where the greatest gains can be made, such as ensuring reliability on the
waterfront.

Specific examples of required reform include:

•  increased competition in the distribution and retailing of electricity in South
Australia through structural separation; and
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•  ensure sufficient contestability in stevedoring services on the waterfront, and
subject port authorities to the Competition Principles Agreement.

Benefits to the automotive industry

The automotive industry will benefit from the recommended reforms outlined
above in two ways.  First, through more competitive and productive inputs —
via changes to the labour market, electricity, gas and water industries, reform on
the waterfront, and better workers’ compensation arrangements.

Second, the automotive industry will benefit indirectly from microeconomic
reform as benefits flow on to their suppliers, providing cheaper inputs, and the
benefits of the wealth creating effects of increased productivity to the economy
in general.

However, with the exception of labour market reform, while microeconomic
reform (such as the reform of electricity and gas industries, the waterfront and
government regulation) will provide benefits to the automotive industry, these
benefits will not fully offset the increased competitive pressures associated with
the reduction in tariffs.

6.6 Linking tariff reductions to microeconomic reform

6.6.1 Making tariff reductions conditional upon microeconomic reform

Many submissions echoed the call for greater microeconomic reform.  Many
participants also argued that microeconomic reform had not kept pace with tariff
reductions, and that reform so far had had little impact on the car industry.
Toyota said:

Microeconomic reform has been far too slow and the automotive industry has not
been a significant direct beneficiary of those areas where progress has been made.  As
the Commission recognises, the pace of microeconomic reform needs to be speeded
up.  But in a situation where tariff reform is proceeding much faster than
microeconomic reform in general there is a risk inherently economic and efficient
production will be placed in jeopardy.  (sub. 106, p. 21)

Many participants, such as Ford, believed tariff reductions should pause until
microeconomic reform delivers real outcomes (sub. 107).  Along similar lines
the City of Greater Geelong argued:

Improvement from micro economic reforms in these key areas is coming slowly and
continue to impose a cost penalty on the automotive industry. The reductions in tariffs
proposed by the Commission are at a rate which is well ahead of the cost improvements
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that industry members have indicated they have been experiencing from micro-
economic reform. It is therefore imperative that further progress be made in the area of
micro-economic reform ahead of further reductions in tariffs to the automotive industry
beyond the 2.5% pa reductions slated through to 2000.  (sub. 112, p. 4)

The Australian Fleet Managers Association (AfMA) added:

Any further reductions after 2000 should proceed to an agreed time-table of micro-
economic reform to assist the Australian industry achieve international
competitiveness.  (sub. 170, p. 6)

6.6.2 The impact of microeconomic reform on the automotive industry

There has been substantial progress over the last decade in terms of
microeconomic reform.  For example, reform has taken place in the following
areas — competition policy (including competitive neutrality and other aspects
of the COAG agreements), the contracting out of government services,
electricity, aviation, telecommunications, banking and finance, and the labour
market.  However, as outlined earlier, the automotive industry has seen little
direct benefit from these reforms.

The exact gains from reform are hard to quantify, but automotive manufacturers
have benefited from the fact their component producers now have access to
cheaper imported and domestically produced inputs, as a result of tariff
reductions.  In addition, in terms of the macroeconomy, broad-based
microeconomic reform has helped contribute to increased national income and
low inflation, underpinning the demand for cars and creating a stable investment
environment.

Areas in need of further reform have been identified, such as the waterfront and
transport.  While these reforms are important, the automotive industry
acknowledges they will not make a great deal of difference to their bottom lines
— although as Toyota explained, all costs matter:

I guess we’re not really saying the micro reform issue is a huge cost as far as our
operations are concerned; what we are saying is that to achieve the sort of outcomes
which are in your draft report of a 5 per cent tariff, everything has to be right,
everything.  (PHtrans., p. 250)

Ford added that while in terms of the total cost of a making a car
microeconomic reform may not contribute a great deal, it is important in
encouraging a competitive economy:

It’s a very wide-ranging group of reforms that have to happen to make the domestic
economy competitive.  What we did in our initial submission was just look at basically
the infrastructure reforms — things like energy, communication, transport, those sort of
issues.  Now, those sort of issues in terms of the total ex-factory cost of a car do not
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come to a significant amount, although there are still some issues we want to pursue in
that.  We’ve had some recent good wins on workers compensation and electricity here
in Victoria, but there are some further issues with an area that we want to have a look
at, but in terms of microeconomic reform in total — and I think this is one of the
concerns we have with the draft report, was the draft report tends to dissociate any link
between the microeconomic reform of progress in the wider economy and automotive
tariffs.  (PHtrans,. p. 371)

In light of the above, the future direct benefits of potential from further
microeconomic reform will not be large enough to offset the tariff reductions.

6.6.3 Establishing the link

Making one reform, such as tariff reductions, contingent on reforms in other
areas is likely to slow down, or even bring to a halt, change as one sector of the
economy waited for others to act.  In addition, making tariff reductions
conditional on further microeconomic reform begs the question of how a link
could be established in practice.  For example, should tariff reductions be linked
to microeconomic reform in general or reform that directly affects the
automotive industry?

In addition, it is doubtful that sensible criteria could be established for the level
of microeconomic reform (however measured) that would trigger further tariff
reductions.  And it is not clear how tariffs would be adjusted under the scheme
if a particular microeconomic reform adversely affected part of the automotive
industry — for example waterfront reform which reduced the cost of importing
vehicles.

Furthermore, since microeconomic reform is both a Commonwealth and State
responsibility, tardy progress in one State — for example, the lack of full
implementation of electricity and gas reform in South Australia — could offset
progress made by other States and reduce the overall gains from microeconomic
reforms in the event that tariff reductions were delayed.

6.6.4 Policy certainty

The automotive industry — like most other industries the Commission has
reviewed in the past — has asked for policy certainty with respect to industry
assistance.  Given the long lead times required for investment decisions, this is
particularly important for the automotive industry.  However, in asking for
assistance to be conditional on microeconomic reform, the industry is requesting
a scheme which is inherently unstable and uncertain, and are hard to justify.
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Meshing the practical difficulties of the scheme with the uncertainty of the pace
of microeconomic reform would create an environment in which investment
decisions would need to be made without knowledge of future tariff levels.

6.6.5 The need for tariff reductions and other microeconomic reform

Practical difficulties aside, linking tariff reductions to microeconomic reform
would slow down the benefits to the economy as a whole.  As the Chamber of
Commerce and Industry of Western Australia commented:

whatever the gains which might accrue from other micro-economic reforms, there are
economic advantages from tariff reform even in isolation.  (sub. 178, p. 24)

Overall, from an economy wide and automotive industry perspective it is
important for microeconomic and tariff reform to continue unimpeded
independently, instead of linking the two.

Tariff reductions create increased pressure for microeconomic reform.  The
increased competitive pressures tariff reductions create, increases the economic
and political pressure for other reform.  These reforms will in turn benefit the
automotive industry and industry in general.

Microeconomic reform (such as the reform of electricity and gas industries, the
waterfront and government regulation) will provide benefits to the automotive
industry.  However, it is not reasonable to expect these benefits to be large
enough to offset the increased competitive pressures associated with the
reduction in tariffs, given the high levels of assistance involved.
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7 INTERNATIONAL TRADE ISSUES

Trade allows countries to increase their wealth and consume a wider
variety of goods.  Barriers to trade decrease national and global welfare
by leading to less productive use of resources and reducing the overall
level of trade.  There have been substantial reductions in trade barriers
since the 1940s.

Most of the world’s largest markets for automotive products are open to
Australian imports.  However, some Asian countries still impose
substantial barriers to automotive trade.  These barriers are falling
through unilateral reductions and international agreements, but further
liberalisation is required, particularly with regard to non-tariff barriers.

There are a number of factors affecting Australian automotive producers’
success in export markets, including the competitiveness of their products
and the global strategies of the multinational vehicle and component
companies.

It is the view of the Commission that linking Australia’s tariff reform to
that of other countries will reduce Australia’s standard of living.  It is
highly unlikely that retaining tariffs on automotive products as a
‘bargaining chip’ would benefit Australia in its international trade
negotiations.

7.1 Introduction

This chapter discusses the reasons for international trade, the wealth-reducing
effects barriers to trade in automotive and other goods and services, and what
has been done in a global context to reduce trade barriers over the last few
decades.  It looks at world trade in automotive products and the pattern of
Australia’s automotive trade.  Current restrictions on automotive trade and the
prospects for reducing barriers to trade in automotive products are then
discussed.  The effects of current trade barriers on the Australian automotive
industry, and other factors affecting the ability of Australian manufacturers to
export their products, are also considered.  The chapter concludes with a
discussion of the trade policy issues arising in the inquiry, including whether
Australia should link its tariff reductions to those of other countries.
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7.2 Issues in world trade

Countries engage in trade in order to increase their welfare.  Trade increases the
variety of products that can be consumed, and the total level of consumption.  It
allows countries to consume products that they could not produce efficiently.
To purchase these imported goods, countries export the products that they
produce relatively cheaply.

Nations do not need to be the most efficient suppliers of a particular good (in
terms of resource use) for trade to occur.  Even if one country is capable of
producing all goods more efficiently than another, it can still gain from
international trade by concentrating its resources on the production of goods
which it produces comparatively cheaply.  This is often described as its
‘comparative advantage’, and is based on the idea that the true cost of producing
a good is determined by the amount of all other goods that must be given up in
order to produce an extra unit.

The benefits from trade, therefore, are largely derived from each country
specialising in its area of comparative advantage.

7.2.1 The effects of barriers to trade

Trade barriers change the relative prices upon which efficient trade is based.  By
changing the relative prices of goods in the domestic market, trade barriers
encourage greater production of protected goods, and less production of
unprotected goods, than would occur in free trade.  This leads to inefficient
resource allocation within the domestic economy, resulting in reduced overall
wealth.  Trade barriers also change the prices faced by consumers, and therefore
their consumption patterns.  This further reduces national welfare.

Trade results in efficient resource allocation between countries, as well as
within them.  However, barriers to trade reduce countries’ ability to fully use
their comparative advantage in production.  Hence, they distort resource
allocation decisions and reduce global wealth and welfare.

7.2.2 Global reductions in trade barriers

The very high global tariff levels of the 1930s prompted the establishment, after
World War II, of an international agreement aimed at reducing trade barriers
and establishing a system of rules for international trade.  The General
Agreement on Tariffs and Trade (GATT) was signed in 1947 and has evolved
through a series of multilateral trade negotiations.  It initially focused on the
tariffication of quantitative trade barriers and the reduction of tariff barriers, but
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has more recently given greater attention to other non-tariff barriers, as tariff
levels have fallen.

The latest round of multilateral negotiations, the Uruguay Round, was
completed in April 1994.  It established the World Trade Organization (WTO)
as the body responsible for administration of the GATT 1994, and the other
Uruguay Round agreements.  The WTO, which commenced operation on
1 January 1995, had 128 members in December 1996.  The Uruguay Round also
included negotiations regarding agricultural products for the first time.

The WTO operates a system of ‘rules’ for regulating international trade and
encouraging reductions in trade barriers.  WTO members commit themselves to
‘binding’ their tariff rates on products at agreed (negotiated) levels, and
eliminating or reducing other trade distorting measures covered by the various
articles and agreements.  As well as non-tariff barriers such as quotas and
import bans, these agreements prohibit activities such as the implementation of
local content schemes and the provision of export subsidies for non-agricultural
products.

All WTO members agree to treat each other equally.  That is, even where
barriers to trade exist, all nations will be subject to the same treatment.  This is
known as the unconditional most-favoured-nation rule.  Exceptions are made for
preferences for developing countries, and for free trade arrangements and
customs unions meeting WTO requirements — such as the North American
Free Trade Agreement (NAFTA), the European Union (EU) and the Australia
New Zealand Closer Economic Relations Trade Agreement (ANZCERTA).

If one member considers that another is not abiding by its commitments, that
member may make a complaint to the WTO.  There are a number of reasons for
lodging a complaint, and a number of ways in which complaints can be
resolved, depending on the relevant article or agreement.  Generally, if the
measure under consideration is found to be inconsistent with the relevant
member’s commitments, that member will usually be given a set time period
under which to make the measure consistent.  If this does not occur, the
complaining member may be authorised to take countermeasures, such as the
selective removal of concessions on products imported from the offending
country.  The complaining member may also be entitled to compensation in
some cases.

Global pressure for reductions in trade barriers has been increasing over the last
two decades, as nations have come to understand more clearly the benefits of
unrestricted global trade.  Much of this pressure has come from increased
membership of the GATT, and more recently the WTO, and the broadening of
its coverage of barriers and products.  A number of other trade agreements have
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also been signed, including NAFTA (between the United States, Canada and
Mexico) and the Association of Southeast Asian Nations (ASEAN) Free Trade
Agreement (AFTA) — between Brunei, Indonesia, Malaysia, The Philippines,
Thailand, Singapore and Vietnam (with Cambodia and Laos due to join in 1997,
but no decision made on the exact timing).  In addition, membership of the EU
has increased, and the areas covered by its treaties have been widened.  Formal
links have also been established between the major trading regions of Europe,
North America and the Asia Pacific.  Further trade liberalisation in the Asia
Pacific region has been pursued through the Asia Pacific Economic Cooperation
(APEC) forum.  These arrangements are discussed in Appendix I.

Free trade arrangements such as NAFTA, AFTA and the EU have the potential
to distort trading patterns, increasing trade between member countries at the
expense of trade with countries outside the agreements.  This is sometimes
described as trade diversion.  For most of the durable free trade areas and
customs unions, the costs of such trade diversion appear to have been
outweighed by the benefits from the trade created, as trade barriers within free
trade areas and customs unions have fallen — and often as barriers to trade with
other countries have been reduced on a most-favoured-nation basis.

Many of the world’s largest economies have also been pursuing unilateral trade
liberalisation — recognising the national costs of maintaining barriers to
international trade.  In the early post-war period, most quantitative import
barriers on goods were removed by these countries.  The focus was then on
tariff reductions.  However, there is growing recognition that the reduction of
other non-tariff distortions of goods and services trade is also important in
establishing global free trade.

7.3 Trade in automotive products

The following sections discuss the patterns and trends in automotive trade, both
global and specific to Australia.  These trade patterns often reflect the
comparative advantage of different regions in the manufacture of automotive
products.  However, they are also influenced by the existence of trade barriers in
some markets — encouraging investment ‘behind the tariff wall’ — and the
establishment of regional free trade agreements.  In addition, the regional
segmentation of the automotive market by the major car companies themselves
is influencing the patterns of trade between the regions.  The volume and value
of world trade in automotive products is shown in Appendices B and C.
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7.3.1 World trade in automotive products

Most automotive trade is intra-firm and intra-regional, particularly between
countries covered by the same trade agreements (see Appendix B).  While trade
agreements allow improved access to markets, and can offer greater incentives
for intra-regional trade, they are not the only factor encouraging intra-regional
trade.  Production close to the market is important both for reducing costs and to
enable firms to respond quickly to changes in consumer tastes and preferences.

A substantial amount of automotive trade also reflects trade within companies.
Firms trade between their subsidiaries in order to use the comparative
advantages in their various locations.  For example, General Motors’ decision to
source the Vectra for the Asian market from Australia, while importing the
Astra from Thailand, reflects the existence of excess capacity in the Australian
plant, the benefits of scale and scope, and the need for large scale regional
production of the smaller Astra.  In other cases, components are manufactured
in one location for use in many assembly plants.  This intra-firm trade is also
reflected in the decisions of some vehicle and component companies to
designate particular subsidiaries as locations for the design, manufacture and
marketing of certain products.

Companies are often manufacturers for the domestic market, importers and
exporters.  Ford Australia, for example, produces the Falcon for domestic sale,
imports a range of complementary products from many different countries, and
exports vehicles and components to other Ford subsidiaries.  Ford is Australia’s
second largest importer of passenger motor vehicles and its third largest
importer when light commercial vehicles are included.

The latest available figures on the value of international trade in automotive
products are from 1991.  In that year, total world exports of motor vehicles and
parts were measured at around $US315 billion, a nominal increase of almost
160 per cent from the 1980 figure of around $US122 billion.  The world’s
largest exporters in 1991 were Japan (which accounted for 22 per cent of
automotive exports), Germany (20 per cent) and the US (11 per cent).  Over the
period 1980 to 1991, several countries increased their share of world exports,
including Canada, Spain and South Korea.  Spain increased its share from less
than 2 per cent in 1980 to over 4 per cent in 1991.  (OECD 1995a)

The US was by far the largest importer in 1991 (accounting for 26 per cent of
imports), followed by Germany (14 per cent) and Canada (9 per cent).  These
imports largely reflect the intra-firm trade discussed above.  Japan’s imports at
that time were negligible.  (OECD 1995a)
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7.3.2 Australia’s automotive trade

Trade in passenger motor vehicles

As detailed in Appendix C, exports of complete motor vehicles from Australia
have fluctuated over the last decade, but have generally increased — from
around 2500 units in 1985 to over 39 500 in 1996.  The free on board value of
these exports in 1996 was around $837 million.  Motor vehicle exports are
expected to increase substantially over the next decade, with Holden, Mitsubishi
and Toyota all planning to expand their export markets.  The Federation of
Automotive Product Manufacturers (FAPM 1996b) estimates that 100 000
motor vehicles per year will be exported from Australia by 2000.

Imports of motor vehicles have increased significantly, from just over 114 500
units in 1985 (when imports were restricted by quota to 20 per cent of the
Australian market), to over 233 000 units in 1996, although there was a
substantial fall between 1986 and 1989 (see Appendix C).  Increased imports
during this period were mainly of small and micro vehicles, products which
Australia either never produced or no longer produces (with the current
exception of the Toyota Corolla).

Australia currently imports almost six times as many vehicles as it exports.
However, in terms of value, Australia’s imports of motor vehicles are worth less
than four times as much as its exports, at almost $3 billion.  This reflects the
fact that Australia generally imports smaller, lower value vehicles than it
exports.

Trade in components

Exports and imports of components are measured in terms of value only.  The
real value of component exports (including knocked down and non-PMV
vehicles) has increased from almost $700 million in 1985, to $770 million in
1990, and over $1.3 billion in 1995.

In 1990, component imports were valued at around $5 billion, increasing to
$6.2 billion in 1996.  A substantial proportion of these component imports are
used in the production of Australian motor vehicles.

Although imports of components are also still substantially higher than exports,
the value of component imports increased by 23 per cent between 1990 and
1996, while the value of exports increased by almost 73 per cent over the same
period.
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Australia’s trading partners

The pattern of Australia’s automotive trade has changed substantially since
1988.  New Zealand is still the major export market for vehicle and component
exports, and Japan still the major source of imports.  However, New Zealand
now accounts for a slightly larger share of Australia’s automotive exports, while
Japan provides a substantially smaller proportion of imports.

The share of exports that go to Germany and the UK has fallen dramatically,
from 36 per cent in 1988 to less than 7 per cent in 1995.  This implies an
absolute fall in the value of exports to these countries.  Meanwhile, the share of
exports to the Middle East has increased over the past year from a negligible
amount to almost 6 per cent of the value of exports, largely due to the export
program for the Toyota Camry.  Similarly, Mitsubishi’s exports of the Diamante
contributed to the large increase in the share of Australia’s exports going to the
United States.  The shares of countries in Australian automotive imports and
exports are shown in Table 7.1.

Table 7.1: Shares of Australian automotive imports and exports,
1988 and 1996  (per cent of value)

Exports Imports
1988 1996 1988 1996

New Zealanda 23 25 – –

United States of America 10 18 10 14

South Korea 4 11 2 8

ASEANa,b 5 10 – –

Japan 12 9 61 49

Middle Eastc – 6 – –

Germany 22 4 11 10

United Kingdom 14 3 5 5

Swedend – – 3 2

Other 10 15 8 12

– Shares of these countries were not large enough to register individually.
a New Zealand and ASEAN are included in the ‘Other’ category for imports.
b ASEAN comprises Brunei, Indonesia, Malaysia, The Philippines, Thailand and Singapore.
c The Middle East is included in the ‘Other’ category for exports in 1988 and imports in both

years.
d Sweden is included in the ‘Other’ category for exports.
Source: ABS (unpublished data).

As can be seen from the Table 7.1, Australia exports automotive products to
many countries from which it also imports.  South Korea’s share of exports
increased by 175 per cent between 1988 and 1996, while its share of imports
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increased by 300 per cent.  This primarily reflects the export of components
(including engines from Holden) and the import of small, relatively low priced
vehicles.

Some participants have expressed the view that the Commonwealth Government
should take action to reduce Australia’s automotive trade deficit.  However, as
the Federal Chamber of Automotive Industries Importers Group stated, ‘the
impact of imports of automotive products needs to be seen in a broader context’
(sub. 46, p. 84).  While it is true that Australia has a substantial deficit in
automotive trade, the Australian producers of motor vehicles and components
use some of these imports as inputs to their production.

In addition, Australia has substantial trade surpluses in other goods with two of
the countries which are significant sources of PMV imports — a 1.5 to 1 surplus
with Japan (Australia’s largest trading partner) and almost 3 to 1 surplus with
South Korea in 1995–96 (DFAT 1996a).  Moreover, for a nation with the
population size of Australia, it would not be economic for domestic producers to
supply the full range of automotive products demanded by its consumers.

From an economy wide perspective, trade balance in specific goods or services
provides no particular benefit.  Indeed, pursuing trade balance in specific areas
would eliminate the gains from trade achieved through specialising in areas of
comparative advantage.  In practice, it would also mean subsidising imports or
restricting exports of those products in which Australia currently has a
substantial trade surplus, for example coal, wool and wheat.

7.4 Restrictions on automotive trade

In many countries, including Australia, automotive products are accorded
special treatment in the setting of tariff and non-tariff barriers.  In some
countries, such as Australia, this is a result of policies designed to maintain a
domestic automotive industry.  In others, particularly developing nations, it
represents an active attempt to develop the industry, in order to establish or
broaden the manufacturing base.  In yet others, differential tariffs and/or taxes
are applied to motor vehicles for environmental and social reasons.

This section looks at the tariff and non-tariff barriers to automotive trade in
selected markets.  It then examines the progress that has been made, and is
continuing to be made, in reducing these barriers.  The information is drawn
from the more detailed discussion in Appendix I.
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7.4.1 Trade barriers

Trade barriers take many forms.  The most common are tariffs (import taxes),
which are usually levied as a percentage of the value of a product (these are
known as ad valorem tariffs).  In the case of motor vehicles, these taxes can be
levied at the same rate for all vehicles or at different rates, determined by the
characteristics of the vehicle (for example, engine size or definition of the
vehicle as a light commercial).

Non-tariff barriers can also be imposed.  These include the complete prohibition
of imports or limiting their number through quantitative restrictions (quotas).
They also cover measures such as import licensing, control of access to foreign
exchange, domestic taxes which discriminate against imported products, and the
imposition of regulatory requirements which differ from international standards.

Some trade barriers, such as tariffs, are transparent, while others can often be
harder to identify.  This is one of the reasons tariffication of non-tariff barriers
has been seen as a priority in some international trade fora.

Where countries impose tariffs, one of the main intentions is to encourage local
production in preference to imports — indeed the only time that tariffs do not
have this effect is where there is no domestic production, in which case the
tariff is equivalent to a sales tax on the product.  Tariffs and domestic sales
taxes may also be imposed in a way that discriminates against particular
imports.  For example, some nations impose high taxes on vehicles with large
engine capacities.  Although this is sometimes done for environmental rather
than trade reasons, it nevertheless has an effect on the pattern of trade.

The imposition of non-tariff barriers is almost always designed to protect a
domestic industry (exceptions including where sales taxes and regulations are
imposed for environmental and social reasons).  In some cases, non-tariff
barriers provide greater protection to the domestic industry than is obvious from
examining their levels.  This is because the difficulty in determining the barriers
that are applied, and their implementation processes, can create considerable
uncertainty for importers.  In addition, non-tariff barriers, where they are
applied, are often changed with less notice than tariff barriers.

Tariff barriers

Tariff barriers facing importers of automotive products are quite low in the
world’s largest markets.  For example, Japan applies a zero tariff to all
automotive products.  The US (the largest importer of automotive products)
applies a tariff rate of 2.5 per cent to passenger motor vehicles, a rate of
between zero and 4 per cent on components, and a rate of 25 per cent on light
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trucks (DFAT 1996b).  The tariff on vehicles entering the EU is currently
10 per cent.  Lower rates apply in some other European countries, such as
Norway (OECD 1996a).

Nevertheless, tariff rates are high in some markets.  In particular, the tariff rates
of 100 per cent or more applied in China, Indonesia and Malaysia severely
reduce the ability of imports from all nations to compete with domestically
produced vehicles.  In other markets, such as Brunei, high tariffs are applied to
vehicles with large engine capacity, primarily for environmental and social
reasons (DFAT 1996b).  As noted above, in markets such as this, where there is
no domestic production, tariffs are essentially a form of sales tax.

Of the countries that apply higher tariffs than Australia, only Brazil had a larger
market for passenger motor vehicles in 1995 (see Table 7.2).  However, some
other countries with higher tariffs import a large number of commercial vehicles
(for example, China).

Under ANZCERTA, tariff rates on automotive trade between Australia and
New Zealand are zero.

Non-tariff barriers

Like tariff barriers, there is high variability in non-tariff barriers between
countries.  Many participants have commented that these can often present
larger barriers to entry than tariffs.  However, WTO rules regarding the
application of non-tariff barriers have contributed to their removal of in many
countries.  Other trade agreements have also required non-tariff barriers to be
removed.  For example, Mexico had fairly severe import regulations before
joining NAFTA.  In addition, the removal of non-tariff barriers is being pursued
under APEC and AFTA.

Most of the non-tariff barriers applied to the automotive sector are in the form
of import quotas and licensing.  The severity of these barriers, and their
application, differ among countries.  For example, China applies very strict
import licensing arrangements, requiring approval from several Government
agencies.  It also imposes a variable quota restriction on vehicle imports, details
of which are unavailable to external sources.  In contrast, Chinese Taipei
(Taiwan) imposes a flat quota of 2000 vehicles per annum on imports of
Australian motor vehicles, which will increase to 6000 upon its accession to the
WTO (DFAT 1996b).

The tariff and non-tariff barriers of selected countries are shown in Table 7.2.
Under non-tariff barriers, the table lists border measures only.  It does not
include barriers to investment or government incentives to use local products.
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Table 7.2: Size of the PMV market and tariff and non-tariff barriers
on automotive products, selected countries, 1997

Size of
PMV mkta

Tariffs
on PMVs

Tariffs
on parts

Non-tariff barriersb

no. % %
The Americas
  Brazil 1 445 000 70 na Quantitative restrictions.

  Canada 672 000 8 0–8

  Chilec 95 000 11 11

  Mexico 116 000 20 0–20

  United States of
      Americad

8 636 000 2.5 0–4

Asia
  Bruneie 141 371 40–200 20 No quotas, but general policy to

limit car sales for social/
environmental reasons.

  China 321 000 100 9–50 Import licensing system.  Quotas in
place, but details unavailable.

  Chinese Taipei 413 000 30–42 5–30 Quota of 2000 on Australian PMV
imports.  Imports from Japan
prohibited.

  Hong Kongf 40 334 0 0

  India 393 000 50 50 Import licensing.  Importers of CKD
must sign Memorandum of
Understanding on investment plans,
etc.

  Indonesiag 48 000 125 + 75 25–65 Import licensing.

  Japan 4 440 000 0 0

  Malaysiah 149 000 42; 140–200 0–30 Import licensing.

  Philippinesh 71 000 3; 40 3–30

  Singapore 43 589 0 0 No quotas, but general policy to
limit car sales for social/
environmental reasons.

  South Korea 1 149 000 8 8 Imports from Japan prohibited.

  Thailandh 161 000 20; 42–68.5 40

  Vietnamh,i na 7–40; 55 40–50 Import licences required.  Foreign
exchange transactions controlled.

Europe
  Czech Republic 137 000 19 na

  European Unionj 11 995 000 10 na Imports from Japan governed by
‘consensus’ arrangement.

  Norwayj 5.3 na

  Switzerlandj 65–96 Fr
per 100 kg

na

  Turkey 233 000 25 na

... continued
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Table 7.2: Size of the PMV market and tariff and non-tariff barriers
on automotive products, selected countries, 1997
(continued)

Size of
PMV mkta

Tariffs
on PMVs

Tariffs
on parts

Non-tariff barriersb

no. % %
Other
  Australiak 488 000 22.5 5–22.5

  New Zealandk 66 000 22.5 0–22.5

  Papua New
      Guineal

na 75 na

  Saudi Arabia 45 000 25 0

  South Africa 236 500 61 5

na These figures are not known to the Commission.
a Figures on the size of the PMV market are for 1995.
b ‘Non-tariff barriers’ refers to border measures.  It does not include barriers to investment.

The many forms of incentives offered by governments to use local over imported products
(such as local content schemes) are also excluded.

c Chile offers tariff concessions for original equipment imports.
d Tariffs on light trucks are 25 per cent in the United States.
e Safety belts and all parts for emergency vehicles are excepted from the 20 per cent tariff on

parts in Brunei.
f The market size figure for Hong Kong is for 1994.
g Indonesia applies a tariff rate of 125 per cent on PMVs, plus a 75 per cent import surcharge.
h The two ranges of tariff shown for Malaysia, The Philippines, Thailand and Vietnam

indicate tariffs on: CKD kits; CBU PMVs.
i Tariffs on commercial vehicles in Vietnam range between zero and 60 per cent.
j The market size figure given for the EU is for Western Europe, and therefore includes

Norway and Switzerland.
k Under ANZCERTA, New Zealand automotive products have duty free entry to Australia,

and vice versa.
l Most commercial vehicles attract a tariff of 11 per cent.  Commercial vehicles considered to

be PMV substitutes are subject to a tariff of 55 per cent.
Sources: EIU (1997), DFAT (1996b), USTR (1996), DIST (1995a), Austrade (1996),

OECD (1996a), Snape (1996a), arab.net (1996), Ford (sub. 14), ARB Corporation
(sub. 12).

Many participants commented that they face substantial barriers in exporting
automotive products to some Asian markets.  For example, National
Consolidated Limited said:

Entry into ... Asian markets by Australian car and vehicle component manufacturers
continues to be impeded by high tariff barriers and other restrictions.  (sub. 105, p. 7)

In particular, some participants have commented on the difficulty of entering the
Indonesian market.  Box 7.1 gives an overview of production and protection of
automotive products in Indonesia.
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Box 7.1: Automotive production and barriers to entry of
automotive products in Indonesia

In 1985, just over 24 000 passenger motor vehicles were produced in Indonesia.  This
number increased to around 40 000 in both 1994 and 1995, and almost 26 000 cars
were produced between January and September 1996.  Vehicle production has been
highly protected in Indonesia, with the importation of cars prohibited until fairly
recently.

Following the removal of the import ban, the Indonesian Government authorised six
companies to import vehicles not assembled in Indonesia.  Initially they were controlled
by the Government but the companies are now private enterprises.  However, they are
still influenced by Government policy and may impose informal ‘quotas’ at certain
times in order to protect domestic producers from import competition.  A percentage of
the vehicle’s value must be paid to one of the six companies in order to import through
that company.

Importing is also controlled through selective sales of foreign exchange.  In order to be
allocated foreign exchange, importers are required to obtain verification that a pre-
shipment inspection has been carried out in the country of origin.

In addition to these import controls an effective tariff of 200 per cent applies to motor
vehicles (built up or knocked down) and a tariff of between 25 and 65 per cent applies
to components.  However, PT Timor Putra Nasional has been given dispensation to
import 45 000 CBU vehicles from Kia Motors in South Korea (with Timor badging) on
a duty free basis, as they currently have no production facilities in Indonesia.  In order
to get this concession Kia must import components from Indonesia equivalent to
25 per cent of the value of the vehicles within one year.  In November 1996,
approximately 4 000 Kia vehicles had been imported to Indonesia under these terms.

The preferential arrangements for Indonesia’s national car companies have been
challenged in the WTO, with both Japan and the EC seeking consultations over the
arrangements in 1996.

The Indonesian Government has stated that it will reduce tariff protection of the
industry.  It plans to reduce the tariff on built-up passenger motor vehicles to a
maximum of 40 per cent by 2003, with a 50 per cent surcharge.  The tariff on knocked-
down vehicles will fall to a maximum of 25 per cent by 2003, with no surcharge.

Source: Austrade (1996), WTO (1996a) and DFAT.

Some participants said that exporting to Japan is still difficult, despite the lack
of official barriers.  Holden said:

... there are not formal import difficulties in Japan.  There are various commercial
difficulties driven by characteristics of their distribution system which have a cost ...
(PHtrans., p. 430)

Some participants also commented on the existence of ‘unofficial’ non-tariff
barriers, such as taxes which discriminate against imported vehicles or safety
standards designed to protect domestic producers.  ROH claimed that its



 THE AUTOMOTIVE INDUSTRY

186

German market is under threat due to the proposed introduction of legislation
‘to restrict imports of steel wheels for the replacement market which are not
manufactured by the original supplier of the product that is sold in Germany’
(sub. 185, p. 1).

Finally, the industry has suggested that where there is a lack of imports, this is
clear evidence of a trade barrier even where tariffs are low.  The Commission
observes that in Australia’s case, imports of wine are particularly low — at less
than 10 per cent of the market by both value and volume.  However, this low
import penetration appears to be because of the relative efficiency and quality of
the local wine industry, rather than as a result of barriers to trade.

7.4.2 Progress in reducing trade barriers

Passenger motor vehicles are still generally viewed as luxury goods in
developing countries in Asia and elsewhere.  In addition, some countries have
stated their desire to limit passenger motor vehicle sales for social and
environmental reasons (for example, Brunei).  Therefore, it is not clear that all
barriers to automotive imports are measures aimed at protecting a domestic
industry.  Nevertheless, many countries do erect trade barriers as a means of
assisting the development of a domestic motor vehicle industry.  This was
Australia’s approach from the late 1940s to the mid 1980s.

Governments often perceive the establishment of a motor vehicle industry as a
necessary step in developing and broadening the industrial bases of their
economies.  However, there is generally a reduction in protection once the
industry is established (see Box 7.2 regarding the protection and development of
South Korea’s motor vehicle industry).  Often, this will coincide with a move
toward production of more ‘high tech’ products in the manufacturing sector, and
growth in the services sector, as income increases.  Holden expressed the view
that:

It is neither sensible nor fruitful to oppose the ambitions of Asian nations to establish
viable car industries.  Given the market growth that will occur and the importance of
developing complex, balanced economies in those countries, their automotive
ambitions need not be unrealistic or inappropriate. (sub. 19, p. 29)

Tariff and non-tariff barriers are now declining in many countries.  In addition
to commitments made in fora such as WTO and APEC, all ASEAN countries
have so far extended their AFTA barrier reductions on a most-favoured-nation
basis to other countries.
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Box 7.2: Protection and development of the South Korean
automotive industry

The South Korean automotive industry developed in an environment of highly
protectionist policies and low wages.  Until liberalisation occurred in the late 1980s
economic development, including development of the automotive industry, was
directed by industry plans.

Industry in South Korea is dominated by large South Korean-owned conglomerates,
known as chaebols, with subsidiaries in many industries.  Until recently, these have
been predominantly family owned and managed, and have operated as an arm of
Government policy.  The Government attempted to guide entry and exit into industries
from around 1972 to 1979, while they were heavily protected by controls on imports
and foreign investment.  In addition, production for export was encouraged, particularly
through the provision of low-cost finance.

However, this does not mean that there was a lack of competition in South Korea.
Indeed, there was substantial competition between chaebols for entry to particular
industries.  DFAT (1996c) said:

Once operating there was a constant threat to the chaebol subsidiary that if the
Government considered it to be hesitating in expanding production, building export
markets or raising technology levels, the offending subsidiary’s assets could be sold to
competitor chaebols at bargain basement prices.  (p. 4)

Recent liberalisation has seen access to industries opened to other chaebols (for
example, Samsung’s entry into the automotive industry).  Meanwhile, tariffs on motor
vehicles have fallen to 8 per cent, with non-tariff barriers becoming less significant.
The US and EU have systematically targeted non-tariff barriers in trade talks and their
impact is now substantially reduced.  South Korean officials state that the reasons for
the remaining low import penetration for passenger motor vehicles are primarily
historical and marketing related.  Indeed, imports rose by 34 per cent in 1995, and a
further 42 per cent through to August 1996 — imports being most competitive in the
market for cars with engine capacity above 2000cc.

Source: DFAT (1996c).

Australia is also gaining better access to some markets through improvements in
diplomatic relations and marketing, as well as through the general ‘opening up’
of economies.  The removal of Chinese Taipei’s ban on Australian vehicle
imports was ‘... a result of strong ongoing representations from Government
ministers and officials’ (Mitsubishi, sub. 34, p. 10).  This is an example of a
successful diplomatic approach, although Mitsubishi expressed disappointment
with the speed of the Commonwealth Government’s response to its requests for
assistance in negotiating access to this market.
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Barrier reductions in the WTO

Many of the countries that are not currently members of the WTO are seeking
membership (for example, China and Chinese Taipei), and will be required to
reduce barriers upon accession.

The GATT/WTO system is generally based on tariff bindings, whereby
countries commit not to impose tariffs higher than the bound rate.  In this way it
has achieved significant reductions in actual tariff rates.  Indeed, many countries
have made commitments to reduce tariffs to, or below, bound rates that are
significantly lower than their current applied rates.  This is not the case with
Australia’s tariff bindings, which exceed applied rates on all automotive
products (see Box 7.3).

Box 7.3: Australia’s tariff bindings in the WTO
Under the GATT 1994, Australia has committed to a bound tariff rate on passenger
motor vehicles of 40 per cent.  The tariff rates on components are bound at 25 per cent
for original equipment, and 15 per cent for replacement parts and accessories.  The
bound rates on chassis fitted with engines are 25 per cent if they are for use in assembly
or manufacture, and 40 per cent otherwise.  The bound rates on passenger vehicle
bodies are 25 per cent on those used for assembly or manufacture of vehicles, and
15 per cent otherwise.

As noted above, the WTO also requires members to abide by the conditions of a
number of agreements which restrict the use of non-tariff barriers.  This has
resulted in substantial reductions in the application of non-tariff barriers on non-
agricultural products.

Trade liberalisation under APEC

The APEC process has seen its 18 member countries commit to ‘free and open’
trade and investment in the region by 2010 for developed countries, or 2020 for
developing countries.  In 1994, the APEC Leaders declared their determination:

... to pursue free and open trade and investment in a manner that will encourage and
strengthen trade and investment liberalization in the world as a whole.  Thus, the
outcome of trade and investment liberalization in Asia Pacific will not only be the
actual reduction of barriers among APEC economies but also between APEC
economies and non-APEC economies.  (APEC 1994a, p. 4)

This idea is known as ‘open regionalism’.  As noted by Garnaut (1996), in the
context of APEC it has a precise meaning: ‘regional economic integration
without discrimination against outsiders’ (p. 1).
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According to Garnaut (1996), there are two main elements of open regionalism
— trade facilitation and trade liberalisation on a non-discriminatory basis.
Trade facilitation relates to the idea of ‘cooperation across national borders in a
region to reduce transactions costs’ (p. 5).

Non-discriminatory trade liberalisation is perhaps the more relevant aspect of
open regionalism in this discussion.  Garnaut (1996) identified three ways that
this is being pursued:

•  regional cooperation with regard to multilateral trade negotiations — this
was evident during the Uruguay Round of negotiations, where APEC
countries argued strongly for increased global trade liberalisation;

•  agreement to secure non-discriminatory liberalisation of trade, particularly
in sectors in which regional economies have the potential to expand
exports and the gains will therefore be concentrated in the region; and

•  promotion of non-discriminatory liberalisation in a number of regional
economies through strengthened political support for liberalisation in each
country, and the recognition of the economic gains that this brings.

The third element of non-discriminatory trade liberalisation came to be known
as ‘concerted unilateral liberalisation’, in recognition of the fact that each
country determines the pattern and timing of its own liberalisation without
formal negotiation among members.  It was accepted at the Osaka Summit in
1995 as ‘a principal mechanism through which Asia Pacific economies would
achieve free and open trade in the region by 2010 or 2020’ (Garnaut 1996, p. 7).

Some commentators have criticised the unilateral and ‘voluntary’ aspect of
APEC (as opposed to the rules-based WTO system).  In this regard, a number of
participants in this inquiry have expressed concern that APEC members are not
committing themselves to sufficient reductions in automotive trade barriers.  For
example, Toyota said:

While the members of APEC committed themselves in the Bogor Declaration to free
and open trade ... there is little sign that these commitments are being reflected in
practical programs for trade liberalisation.  On the contrary, the actions being taken by
many countries in Asia to develop their automotive industries strongly suggest that it is
unrealistic to expect any action to be taken to liberalise trade in automotive products
until well into the next decade or later.  (sub. 15, p. 53)

While there is no formal negotiation on tariff reductions, the annual meetings of
Leaders and trade or foreign Ministers serve to apply pressure on all APEC
countries to continue trade liberalisation.  In addition, there is a bilateral
consultation process on the Individual Action Plans which outline the future
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liberalisation strategy of each country (DFAT 1997).  There will also be
independent critiques of these plans.

In November 1996, all APEC member countries lodged their first Individual
Action Plans at the Leaders’ meeting in The Philippines.  Almost all of the 18
APEC members exceeded their WTO commitments in their Action Plans, which
will be updated annually, ‘providing additional detail and specific commitments
in the medium to longer term’ (DFAT 1996d).  Appendix I shows the decline in
general tariff rates in APEC countries since 1988.

Many of the Action Plans did not specifically mention automotive products, and
some specifically stated that they would be dealt with separately from their
planned barrier reductions in other areas.  This is an area of concern to Ford,
which stated that:

Very few countries had individual action plans for automotive ... most of them are
trying to single it out as an industry that doesn’t apply within APEC. (PHtrans., p. 270)

However, ‘comprehensiveness’ is one of the fundamental principles on which
APEC is based.  These principles were accepted by all APEC Leaders in
November 1995 and enunciated in the Osaka Action Agenda: Implementation of
the Bogor Declaration, which stated:

The APEC liberalization and facilitation process will be comprehensive, addressing all
impediments to achieving the long-term goal of free and open trade and investment.
(APEC 1995, p. 1)

Australia was a significant force behind the inclusion of the clause, fearing that
agricultural products would otherwise be excluded from the APEC
commitments of some members.

Some countries have already made substantial commitments on barrier
reductions for automotive products.  As an example of the reductions that are
proceeding, The Philippines is planning to reduce its tariff on passenger motor
vehicles to 30 per cent by 2000, 20 per cent by 2003, and 5 per cent by 2004.
The top rate of tariff on components will be reduced from the current
30 per cent to 10 per cent by 2000. (DFAT 1996b)

Other recent commitments by APEC countries include Thailand’s statement that
it will eliminate its local content scheme by 1998 and South Korea’s
liberalisation of performance testing requirements for vehicles being imported
in small numbers (see Table 7.3).

Recent and planned barrier reductions

Comparing the barriers identified by the Department of Industry, Science and
Tourism in mid-1995 (DIST 1995a) to those applicable now provides some
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evidence of the rate at which barriers to trade in automotive products are falling.
For example, DIST said that the tariff rate in South Korea had fallen to
10 per cent from a previous higher level, and this has now been further reduced
to 8 per cent.  India has reduced its tariff on all automotive products from
65 per cent to 50 per cent since 1995, while Singapore’s tariff on passenger
motor vehicles has been reduced from 45 per cent to zero.  Chinese Taipei’s top
rate of tariff has been reduced, while China’s has fallen from 150 per cent to
100 per cent.

Since December 1996, China, Thailand and Vietnam have reduced their tariffs,
and future reductions in tariff or non-tariff barriers were announced by
Indonesia, South Korea and Thailand.

Table 7.3 lists some of the commitments made by both Asian and non-Asian
countries with regard to their tariff and non-tariff barriers on automotive
products.  While these commitments indicate that trade barriers will continue to
fall, Australia and other countries need to be wary of becoming complacent in
their pursuit of free trade.  Further liberalisation should be vigorously pursued,
particularly in relation to non-tariff barriers.

Table 7.3: Commitments to trade barrier reductions for automotive
products

Country Planned barrier reductions

Australia Reduction in tariff on vehicles and original equipment components from
22.5 per cent to 15 per cent by 2000.

Brazil Reduction in passenger motor vehicle tariff from 70 per cent to 22 per cent by
2000.

Canada Reduction in passenger motor vehicle tariff from 8 per cent to 6.1 per cent by
2000.

Chinese Taipei Quota of 2000 units per annum on Australian imports to be increased to 6000
on accession to the WTO.  After accession, tariffs on passenger motor vehicles
with engine capacity greater than 3100cc will be reduced from 42 per cent to
15 per cent.

Czech Republic Reduction in passenger motor vehicle tariff from 19 per cent in 1995 to
17.1 per cent in 2000.

Indonesia Reduction of tariff on built-up vehicles from 125 per cent and 75 per cent
surcharge to a maximum of 40 per cent with a 50 per cent surcharge by 2003.
Reduction of tariff on knocked-down vehicles to a maximum of 25 per cent by
2003, with no surcharge.

... continued

Table 7.3: Commitments to trade barrier reductions for automotive
products (continued)

Country Planned barrier reductions

South Korea Liberalisation of performance testing requirements of vehicles imported in
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small numbers.  Threshold level recently increased from zero to 500 units will
be increased to 1000 units from 1 January 1998.

New Zealand Reduction in tariff on vehicles and original equipment components from
22.5 per cent to 15 per cent by 2000.

Norway Reduction in passenger motor vehicle tariff from 5.3 per cent in 1995 to zero
by 2000.

The Philippines Reduction in maximum tariff on motor vehicles from 40 per cent to 30 per cent
by 2000, 20 per cent by 2003 and 5 per cent by 2004.  Top rate of tariff on
components reduced from 30 per cent to 10 per cent by 2000.

South Africa Reduction in passenger motor vehicle tariff from 61 per cent to 40 per cent by
2000.

Switzerland Reduction in minimum tariff on passenger motor vehicles from 65 Fr per
100 kg in 1995 to 15 Fr per 100 kg in 2000.

Sources: DFAT (1996b), OECD (1996a) and USTR (1996).

7.5 Factors affecting Australia’s access to automotive
markets

The trade barriers in foreign markets are perhaps the most obvious impediments
to exports.  However, the overall competitiveness of products, in terms of price
and quality, is an important determinant of their export success.  The strategies
of multinational companies in allocating markets to their subsidiaries can also
affect the ability of Australian subsidiaries, and their suppliers, to enter export
markets.  In addition, the establishment of trade agreements which do not
include Australia, such as AFTA, have some potential to affect the export
opportunities of Australian manufacturers.  The following sections discuss the
effects of trade restrictions and other factors on Australia’s access to automotive
markets.

The Commission finds that the ability of Australian automotive producers
to export their products depends on a number of factors, including:

•  the strategies of their parent companies;

•  the differences in consumer demand between Australia and other
markets;

•  the competitiveness of Australian products; and

•  the existence of trade barriers in some markets.

7.5.1 Effects of automotive trade restrictions

In general, Australian companies are not discriminated against in comparison to
other exporters in overseas markets.  Almost every country to which Australia
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exports applies its trade barriers in a non-discriminatory manner.  However, the
creation of free trade areas results in preferential access for members — as is
the case under ANZCERTA and NAFTA.

Motor vehicle manufacturers

Trade barriers can play a part in determining export success for motor vehicles.
Toyota noted that much of the increase in motor vehicle exports has been
directed at relatively open markets:

The much increased export orientation of the Australian car industry has seen exports
being directed to reasonably open markets in New Zealand, the Middle East, the United
States, and South Africa. (sub. 15, p. 41)

Indeed, as noted in Section 7.4.1, Australian automotive exporters have
reasonable access to many of the world’s largest automotive markets (see Tables
7.1 and 7.2).

In contrast, the trade barriers in some Asian countries are significant.  These
encourage direct investment in these countries by multinational vehicle
companies and their suppliers, rather than imports from Australia and
elsewhere.  Standard and Poor’s commented that ‘Despite apparent growth
opportunities in Asia, export market access remains difficult’ (sub. 6,
attachment, p. 2).  This reduces the relative attractiveness of Australia as a
location for vehicle manufacturing.

Australian manufacturers have an advantage over their competitors in one
market — New Zealand.  Due to ANZCERTA, New Zealand tariffs on most
goods originating in Australia, including vehicles and components, are zero.
This advantage is declining as New Zealand tariffs on imports from other
countries fall, in line with Australia’s.

Component producers

In many countries, the tariff and non-tariff barriers facing importers of
components are substantially less than the barriers to the importation of
vehicles.  However, they are often high enough to justify the location of
component production in these countries.

Vehicle producers’ requirements for just-in-time delivery of components can be
an added incentive for this to occur.  Some participants, however, claim that the
existence of trade barriers has effectively taken the decision out of their hands.
For example, Robert Bosch stated that:

Tariff and non-tariff barriers in ASEAN countries dictate that Australian component
manufacturers participate directly in these markets commencing with assembly
operations, but requiring greater manufacturing depth over time.  (sub. 65, p. 5)
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BTR commented on this issue in responding to the Commission’s draft report.
With regard to its engineered products, it said:

... we expect to be producing more components in our [joint ventures] than we presently
are, particularly in Indonesia and hopefully in India as well.  Both of these countries are
heavily protected from the type of components that we intend to manufacture, and
they’ll mainly be engineering-type components ... (PHtrans., p. 335)

However, even without trade barriers, some Australian component producers
may have decided to invest offshore to meet the demands of vehicle producers.
With regard to its plastic components and interior products, BTR commented
that:

They’re just bulky and maybe colour coordinated, so they’re virtually impossible to
ship out. (PHtrans., p. 335)

Hence, manufacture close to the customer is necessary for these products.

7.5.2 Effects of international trade agreements that do not include
Australia

A number of participants have commented that the establishment of trade
arrangements that do not include Australia — particularly AFTA — may
adversely affect the export potential of Australian automotive companies.

ASEAN Free Trade Area

Overall, the expected gains from liberalisation within AFTA are generally
thought to offset the negative impact of any trade distortion resulting from
AFTA.  The Department of Foreign Affairs and Trade (DFAT 1994) stated that:

AFTA’s preferential tariff cuts will have a slight negative effect on Australian exports.
... A static analysis of the direct effects ... indicates that Australian exports could be
2.4 per cent lower than they would have been without AFTA, by 2005–06. ...

The above estimate of the impact of trade diversion does not take into account AFTA’s
indirect positive effects on trade.  AFTA is likely to stimulate greater economic growth
in ASEAN, which will generate increased demand for products not cheaply available
within the region ...  (pp. 3–4)

DFAT (1994) also noted that, in many cases, non-tariff barriers are a more
significant impediment to trade than tariffs.  Hence, without greater progress
toward the reduction of non-tariff barriers, the effect of AFTA may be marginal
— in terms of both liberalisation benefits and trade diversion.

However, with regard to automotive products, Robert Bosch expressed the view
of a number of participants when it said:
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... the issue of market access and how can we participate in these growing regions ... the
opportunities to do that from Australian production are indeed limited, whereas if
Australia was a member of ASEAN, then it opens up trading possibilities that don’t
currently exist.  (RTtrans., pp. 412–413)

Discriminatory reduction in tariff and non-tariff barriers within AFTA may
indeed have a greater adverse effect on automotive export opportunities than on
Australia’s trading opportunities in general, due to the relatively high trade
barriers currently in place for motor vehicles in many ASEAN countries.
However, Singapore has zero tariffs and Malaysia and The Philippines currently
apply a maximum tariff of 30 per cent on components.  In addition, Indonesia
and The Philippines have stated that they plan to pursue further tariff reductions
by 2003 and 2000 respectively (see Table 7.3).

Moreover, all trade barrier reductions so far undertaken by ASEAN countries
under AFTA have been made on a non-discriminatory basis.  That is, they have
been extended to all non-AFTA countries.  There is pressure for this practice to
continue — for example, Dr Jesus Estanislao, a leading Philippines policy
adviser and economic analyst, addressing the Asia Pacific Profiles conference in
Hong Kong in May 1996, ‘suggested that ASEAN members should offer to
multilateralise their commitments to internal free trade within AFTA by 2003’
(Garnaut 1996, p. 4).

Hence, it appears unlikely that the existence of AFTA will significantly affect
the export opportunities of Australian automotive producers.

Asia-Europe Meeting

Participants have raised some concerns over the Asia-Europe Meeting (ASEM),
which neither Australia nor New Zealand has been invited to join.  The first
ASEM summit was held in Thailand in March 1996, with the Heads of
Government of major Asian nations and the 15 EU countries in attendance.  The
Meeting agreed to take measures to ‘encourage greater trade flows’
(ASEM 1996, p. 3).  However, no concrete steps to increase liberalisation have
yet been presented.

The Australian Government is seeking admittance to ASEM.

North American Free Trade Agreement

As discussed in Appendix I, strict rules of origin are imposed on intra-NAFTA
trade in automotive products.  By 2002, the North American content of motor
vehicles will need to be 62.5 per cent in order to qualify for duty free treatment.
In addition to this net amount, however, the origin of 69 specified parts will be
traced, and the value of foreign content in these parts subtracted when
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calculating the ‘net cost’ of the vehicle (Hufbauer and Schott 1993).  This
imposes administrative as well as direct costs on the use of imported
components, and may result in a distortion of component sourcing away from
non-NAFTA countries, such as Australia.

7.5.3 Other factors affecting vehicle producers

Differences in consumer demand between markets

The level and destination of Australia’s motor vehicle exports is determined
partly by the level of demand for them.  A high proportion of vehicle demand in
Asia is accounted for by small passenger cars or light commercial vehicles.
Hence, there appears to be limited export demand in these markets for the
vehicles traditionally produced in Australia (upper medium vehicles with
comparatively large engines — see Chapter 3).  If these markets were more
open, and Australian producers wished to export significant quantities of
vehicles to them, they would need to adjust their production strategies to suit the
demand for smaller passenger cars or light commercial vehicles.

Nevertheless, there may be some niche market demand in Asian countries.
Given that medium large vehicles are by-and-large not produced in these
countries (excluding Japan), this demand must be filled almost entirely by
imports from Europe, Japan, North America and Australia.  In order to achieve
export demand in this high-value-added end of the market, then, Australian
vehicles must be able to compete with imports from these other regions.
Mitsubishi appears to have done this successfully in achieving exports of 2000
vehicles to Chinese Taipei (sub. 34).

Some Australian vehicle manufacturers are targeting markets such as South
Africa and the Middle East, where there may be greater demand for larger
Australian cars.  For example, Ford (sub. 14) currently exports 3000 Falcons
and derivatives per year to South Africa.

Others are responding to the difference in consumer tastes between Australia
and Asia by introducing production of ‘world cars’ as part of their parent
companies’ global strategies.  One such example is Holden’s Vectra, which will
be produced for export to Japan and other Asian countries, as well as for the
domestic market.

Effects of multinational companies’ global production strategies

The exports of Australian motor vehicle producers are determined to a large
extent by their parent companies (this is discussed in more detail in Chapter 10).
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Those that produce ‘world cars’, in particular, are dependent on the allocation of
markets by the multinational companies.  An example is the choice by
Mitsubishi to source the Diamante for the US market from Australia.

Ford stated that:

... a large car in Australia, as represented by the Falcon GLi has a price only two per
cent higher than the smaller Ford Taurus GL in the US at roughly similar levels of
specification ... (sub. 14, p. 3.5)

Yet, the Falcon is not exported to the United States.

The competitiveness of Australian subsidiaries influences the decisions of the
multinational firms, but they are also influenced by the location and efficiency
of their other subsidiaries and the way in which they expect markets to develop.
What is clear, however, is that even if all world markets were completely open
to Australian products, they will be successful in those markets only if they are
competitive in terms of price, quality and technology.

7.5.4 Other factors affecting component producers

Competitiveness of Australian products

A primary determinant of export success for components is also the
competitiveness of the product, in terms of price, technology and quality.  There
have been substantial improvements in the quality of Australian automotive
products over recent years, as discussed in Chapter 4.  Participants argued that
some Australian component producers are now world class suppliers.  For
example, Bendix Mintex said that:

Bendix Mintex’s international contacts allow us to benchmark world pricing and
performance metrics with our associated companies ...  These benchmarking initiatives
indicate that we are competitive in both price and product quality with established
manufacturers. (sub. 72, p. 2)

Ford noted that it ‘has benefited from significant improvements in quality, cost
and delivery from its supplier base over the past five years’ (sub. 14, p. 2.2).

However, some participants have also stated that Australian component
producers, in general, are not yet competitive component suppliers in the world
market.  For example, Toyota commented on its experience:

The Toyota Supplier Assessment program shows the performance of the supplier base
has improved since 1990, but the industry still has some way to go to reach levels
approaching world class standards. (sub. 15, p. 20)
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Effects of multinational companies’ global production strategies

Subsidiaries of multinational companies account for the majority of Australian
component manufacture.  International market access for many of these major
component producers is dependent on the global strategy of their parent
companies.  This issue is discussed further in Chapter 10.

When determining the source of products for global supply, multinational firms
are interested in their Australian subsidiaries’ competitiveness.  In some cases
this has resulted in Australian subsidiaries being named the global centre for
design and manufacture of particular products (for example, Robert Bosch and
Britax Rainsfords).

However, some subsidiaries of multinational companies claimed that there are
factors other than the subsidiaries’ competitiveness that contribute to the parent
companies’ decisions.  For example, according to some participants, companies
often follow an established strategy for determining where supply for certain
markets will be sourced.

Because production decisions must be made far in advance of the final sale of
products, expectations also play an important part in determining a company’s
global strategy.  The way in which a company expects markets to develop will,
in part, determine the location of their production, and the associated
investment.  These expectations of market development include expectations of
changes in industry protection in relevant markets.

The suppliers to subsidiaries of multinational companies in Australia can also be
affected by the ability of the subsidiaries to enter export markets.  One of the
ways for smaller Australian-owned component manufacturing companies to
enter export markets is ‘on the back’ of a larger, established multinational.  That
is, the products it supplies are exported as part of the subsidiary’s finished
product.  Subsequently, the supplier may be able to use this exposure to
establish an export market in its own right.  Alternatively, the multinational may
export the supplier’s components through its own export channels, on behalf of
the supplier.

Hence, the decision by multinational companies on whether to export products
from Australia does not only affect their Australian subsidiaries.  It may also
affect the ability of the subsidiaries’ Australian-owned suppliers to export their
products.
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7.6 Policy issues

7.6.1 Access of Australian producers to foreign automotive markets

Australian vehicle and component manufacturers face low barriers to trade in
most of the world’s major vehicle markets.  However, barriers in many of the
fastest growing and geographically closest (but still relatively small) markets are
currently comparatively high.  This seems likely to have a larger impact on
component producers than vehicle manufacturers in the short-term, given the
type of products that are produced in Australia.  In the long-term, the ability of
both vehicle and component producers to export their products will depend on a
number of factors, including the extent of trade barrier reduction in the region.
As noted above, trade liberalisation in the region is progressing quite rapidly at
present.

The Commission finds that Australia’s automotive trade barriers are
currently high in comparison to those of other developed countries.
Australia and New Zealand currently have the highest automotive tariffs of
the developed APEC nations.  In 2000, Australia’s automotive tariffs will
still be high compared to those of other developed APEC nations.

Motor vehicle manufacturers

There are relatively high barriers for exports of passenger motor vehicles to
some of the markets closest to Australia.  However, vehicle producers have
relatively free access to many of the world’s largest markets.  These markets
are, in many ways, more natural targets for Australian vehicle exports than most
Asian countries, due to the relatively large size of most of the vehicles produced
in Australia.

The allocation of markets to the Australian subsidiaries of the international car
companies will play a large part in determining the level and success of their
exports.  These decisions are generally made on the basis of the long-term
benefits.  Hence, expectations about future market openness in the region, and
the ability of Australian subsidiaries to continually improve their performance,
will play a part.

The trade barriers that are currently in place in Asian countries are steadily
declining as a result of unilateral reductions, commitments made under APEC
and the non-discriminatory application of barrier reductions implemented under
ASEAN.
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Component producers

While component producers face both tariff and non-tariff barriers to trade in
some of the Asian markets which appear to be their natural target, these barriers
are also faced by most other countries’ component producers attempting to enter
these markets.  If these barriers were removed, therefore, the level of
competition that would prevail in such markets would mean that Australian
component producers would need to be internationally competitive to succeed in
gaining a share of those markets.  This would apply whether the company is a
subsidiary seeking the right to supply for its parent, or an Australian-owned
company looking to export products in its own right.

Submissions made to this inquiry have indicated that Australian component
producers are increasing their competitiveness, particularly in the areas where
the capacity for research, development and design provides an advantage.  At
the same time, barriers are falling in many countries, as governments meet and
strengthen their commitments under international trade arrangements.  Hence, if
the companies are right about their improved performance, there are good
reasons to be optimistic about the prospects for further increases in exports of
component and services.

Current export programs

It should be noted that a number of participants have provided examples of
successful export programs that are currently underway, including:

•  PBR Automotive exporting braking systems to the US since 1983;

•  Pilkington exporting glass to Japan since 1983;

•  Henderson’s Automotive exporting lumbar automotive seat support
mechanisms to the US;

•  Natra exporting radiators to South East Asia, Hong Kong and the US;

•  South Pacific Tyres exporting tyres to the US, Europe, Japan and the UK;

•  BTR Automotive exporting gearboxes to Maserati in Italy and announcing
an additional major contract to export these to an Asian market;

•  Nissan Casting exporting to Japan, Spain, Mexico and US;

•  Holden’s component manufacturing operation exporting to the UK,
Germany, the USA, India, Taiwan, South Korea, South Africa, Egypt and
Indonesia.  Its export earnings exceed $1.4 million per day; and

•  Mitsubishi commencing exports of the Diamante to the US —also named
the sole supplier of the wagon to world markets, and supplier of the sedan
to markets outside Japan.
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Many exporting companies target the more open markets of the US and Japan.
However, Australian companies and subsidiaries also appear to be increasing
their presence in Asia through exports, joint ventures and production in the
target markets.  Examples include BTR’s project in Indonesia and its planned
project in India, and the assignment to Robert Bosch Australia of responsibility
to develop its parent company’s automotive original equipment business in
South East Asia.

The Commission finds that Australian automotive exporters have relatively
free access to most of the world’s largest automotive markets.  However,
relatively high trade barriers are applied in some countries, particularly
some developing Asian nations.  These are generally declining as a result of
unilateral and multilateral trade liberalisation.  Trade liberalisation is
expected to continue, and the Australian Government should remain active
in promoting this in APEC and the WTO.

7.6.2 The gains from trade liberalisation

The gains from trade liberalisation, as noted above, arise mainly from increasing
the efficiency of resource allocation and the ability of countries to specialise in
their areas of comparative advantage.  This leads to the determination of a
hierarchy of gains from domestic and foreign trade liberalisation.  It also implies
that gains will be greatest for Australia when they allow Australian producers to
achieve the greatest benefit from their comparative advantages.

The greatest gains to Australia from trade liberalisation come from multilateral
trade liberalisation to which Australia is a party.  That is, other countries open
their markets to Australian products, and Australia promotes efficient resource
allocation domestically by reducing its protection of domestic industries (which
imposes costs on other industries).  A staff working paper recently released by
the Industry Commission estimated a gain to Australia of 3.41 per cent of GDP
if all APEC countries (including Australia) meet their APEC free trade
commitments (Dee, Geisler and Watts 1996).

However, most of these gains are achieved if Australia liberalises its trade
barriers unilaterally.  The Dee, Geisler and Watts (1996) estimations suggested
that, in relation to liberalisation of merchandise and services trade beyond our
Uruguay Round commitments, the benefits from other countries liberalisation
efforts are about half of what Australia gets from its own action.  That is, the
analysis estimated a 2.26 per cent GDP gain from unilateral liberalisation.
When other countries’ trade liberalisation actions were taken into account,
Australia’s GDP was estimated to increase by a further 1.15 per cent.  The
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simulations suggest that other countries also get a high proportion of their total
potential gains from APEC trade liberalisation through their own actions.

Nevertheless, it is important that the Commonwealth Government continue to
exert pressure on other countries to liberalise their barriers to trade.  In many
cases this diplomatic effort will necessarily be concentrated on seeking to
reduce barriers to trade in particular products.  Gains from other countries’
liberalisation will be greatest when that liberalisation is in areas where Australia
has substantial unsubsidised exports or export potential — essentially where it
has a comparative advantage.  These areas are often seen as being primarily
commodities, which is why Australia’s international trade negotiating efforts
have often been concentrated on ensuring agricultural products are included in
multilateral trade agreements.

But Australia has demonstrated that its exports can be competitive in world
markets across a range of products.  In this context, the Government should
continue to be active in encouraging other countries to reduce their barriers to
trade in all products.  It should also ensure that it is kept informed of the
potential for Australian exports in all areas, including automotive products.
Individual companies, industry bodies and the relevant Government departments
all have a role to play in ensuring that Australia’s trade negotiators are informed
of export potential in automotive products.

7.6.3 Linking Australia’s trade liberalisation to that of other countries

A major issue for participants in this inquiry is the timing of Australia’s trade
liberalisation program.  Most participants have accepted that tariff reductions
are in the long-term interest of Australia as a whole.  However, many have
argued that the timing of reductions after 2000 is crucial in determining the
costs and benefits of the liberalisation.

One of the main arguments put by participants is that Australia should wait until
its exports have better access to overseas markets (particularly in Asia) before
further improving access to its own markets.  When export opportunities are
improved through better market access, they argue, the gains to Australia from
tariff reduction will be increased.

As discussed above, it is true that the gains to Australia from trade liberalisation
will be greatest when it is undertaken on a multilateral basis.  However, the
majority of those gains will occur if liberalisation is undertaken unilaterally.  In
addition, relating Australia’s tariff policy to that of other countries (particularly
on a bilateral basis) raises a number of issues:
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•  whether it is appropriate to compare Australia’s trade policies to those of
industrialising economies;

•  whether bilateral negotiations, if they could be undertaken on a
discriminatory basis, would be likely to result in net benefits to Australia;

•  whether bilateral negotiations resulting in discriminatory tariff policy
would be in conflict with Australia’s commitment to abide by its
international obligations and commitments;

•  whether maintaining tariffs as a bargaining tool would benefit Australia in
its multilateral trade negotiations; and

•  whether relating domestic policy to overseas policy more generally would
be an appropriate strategy for Australia to pursue.

These issues are discussed below.

Comparing Australia’s protection with that of industrialising countries

Some countries (mainly developing economies) are currently protecting their
automotive industry in order to establish and broaden their manufacturing bases.
As discussed earlier, many participants have commented on the resulting high
barriers to entry, particularly in Asian countries.

This is similar to Australia’s past approach and should not be regarded as
necessarily benefiting these countries, or benefiting them at the expense of
Australian producers.  Indeed, as noted above, a number of studies have found
that trade barriers impose the greatest cost on those implementing them (for
example, Dee, Geisler and Watts 1996 and BIE 1995b).

Some participants commented, in response to the Commission’s draft report,
that border protection could not be said to have harmed countries such as South
Korea, which have shown rapid growth over the last two decades.  Ford said:

... many newly industrialised economies have used car manufacturing very successfully
as a building block to establish an industrial base, create skills and create wealth.  It
would be difficult to argue, for example, that Korea, Thailand or Taiwan had suffered
through trade barriers. (sub. 107, p. 19)

Regardless of whether any of these countries would have achieved more or less
growth if their markets had been more open, each is now in the process of
dismantling its protection (see Box 7.2 and Table 7.3).  In addition, South
Korea’s vehicle producers, while they were protected from external competition,
were subject to significant competition within South Korea, as discussed in Box
7.2.
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Many participants have compared Australia’s current tariff barriers with the
barriers applied in Asian countries and have claimed that Australia is leading the
liberalisation process in the region.  For example:

The Australian economy is arguably one of the most open economies in the Asia
Pacific region, if not the world. (South Australian Government, sub. 61, p. 27)

In a global environment it is important that the relative accessibility by Australia to
other world markets is similar to other countries’ access to Australia.  A comparison of
tariff rates applicable in the rapidly growing SE Asian countries amply demonstrates
that this is not the case. (South Pacific Tyres, sub. 57, p. 13)

Australia is already far more open to import competition than virtually all Asian
countries ... (BTR, sub. 53, p. 6)

However, those Asian countries imposing high barriers are generally developing
economies.  Australia is a developed nation with an established industrial and
skills base.  Hence, comparison of Australia’s trade barriers with those countries
is somewhat misleading.  Its trade policies are more reasonably compared to
those of other OECD countries.

Until the last decade Australia and New Zealand had the highest barriers on
industrial products in the OECD, and by far the lowest proportion of tariffs
bound under the GATT.  While Australia is catching up to its OECD
counterparts, it will still have an average tariff higher than that for the OECD as
a whole after all Uruguay Round tariff reductions are implemented.  The extent
of tariff binding will be around the average for OECD countries.  (Snape 1997)

Even within APEC, eight of the 17 other members apply lower tariffs on
automotive products than Australia, with New Zealand’s tariffs the same as
Australia’s.

Using tariffs as a ‘bargaining chip’ in international trade negotiations

Some participants have argued that Australia will have more ‘bargaining power’
in international trade negotiations if it has the ability to trade off its tariffs to
gain concessions from other countries.  They argue that other countries will
‘take advantage’ of Australia’s unilateral liberalisation if it continues.  For
example, Holden said that:

[further unilateral tariff reduction] would be similar to unilateral disarmament: it
deprives us of the means either to defend ourselves, or to pursue our interests
effectively at the bargaining table. (sub. 19, p. 21)

Many participants have argued for the pursuit of bilateral negotiations with
particular countries — those with higher barriers to trade in automotive products
than Australia.  The Australian Chamber of Manufacturers said:
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The key point is that we must take a positive and strong stand in negotiating bilateral
agreements to open markets for Australian car and component manufacturers.
(sub. 164, p. 2)

Others have said that Australia should maintain its automotive tariffs in order to
bargain more effectively in multilateral negotiations:

For Australia to unilaterally give up whatever negotiating leverage it may have would
not be in the best interests of the Australian economy.  (Toyota, sub. 106, p. 21)

There are a number of questions that need to be answered to determine if the
claims of these participants are valid.  First, is it possible for Australia to pursue
bilateral negotiations of the kind recommended by some participants while still
abiding by its international obligations and commitments?  If it is possible to
pursue bilateral negotiations of some kind, which countries would Australia
negotiate with and what commitments would it seek, bearing in mind the
Government’s desire to improve the overall economic performance of the
Australian economy?  Is it realistic to think that Australia can successfully
pursue such negotiations?  Finally, would retaining a 15 per cent tariff on
automotive products increase Australia’s bargaining power and influence in
multilateral trade negotiations (for example, those under APEC and the WTO)?

The first question is answered by the first article of the GATT.  As discussed in
Section 7.2.2, the GATT requires members to extend reductions in trade barriers
to all other members on an unconditional most-favoured-nation basis, except
where countries are members of a free trade arrangement approved by the
GATT/WTO, or are offering concessions to developing countries.

The Commission finds that the pursuit of discriminatory bilateral tariff
liberalisation would be in direct conflict with Australia’s international
obligations and commitments in the WTO.

However, there may be some potential to use the automotive tariff ‘bargaining
chip’ in diplomatic negotiations to encourage another country to reduce its trade
barriers (on an unconditional most-favoured-nation basis) for a particular
product or products.  This would not conflict with Australia’s international
obligations as long as Australia, when it lowered its automotive tariff barriers,
did so to all other countries as well as the country with which it had negotiated
(that is, on an unconditional most-favoured-nation basis).  In short, the only
potential for Australia to use its automotive tariffs as a bargaining chip in
international negotiations lies in offering their reduction on an unconditional
most-favoured-nation basis if another country reduces one of its trade barriers in
the same way.
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In this context, the answer to the third question becomes increasingly important.
If Australia can effectively negotiate with only one country, which country
would Australia gain the most from bargaining with, and what would it seek in
return for a reduction in automotive tariffs?

Australia would get the biggest ‘bang for its buck’ from negotiating with a
country that has a lot to gain from reductions in Australia’s automotive tariffs.
Three countries or regions that meet this criterion are Japan, South Korea and
the EU.

In order to maximise Australia’s gain, the country it negotiates with should also
be a country that can offer barrier reductions on a product which Australia has
potential to export in significant quantities to that market (that is, in which it is
competitive on the world market).  Japan and South Korea are substantial and
protected markets for Australia’s agricultural exports, while the countries of the
EU are potentially substantial markets for Australia’s coal exports (coal
production in EU countries is currently heavily subsidised).  The trade-off
which would be required was recognised by Holden, which said:

... we’ve had cases in the past where sometimes automotive has got to be the loser in
order for some other sector to be the winner, and obviously that may or may not be
legitimate in the national interest. (PHtrans., p. 433)

In summary, the only potential for Australia to gain from bilateral negotiations
based on reducing its automotive tariffs would appear to lie in offering
unconditional most-favoured-nation automotive tariff reductions in return for
trade barrier reductions on a similar basis for a particular product in another
country — for example, a commodity product (such as rice, wheat or coal) in
Japan, South Korea or the EU.

But how likely is it that Australia could negotiate such a deal?  The Commission
concludes that it is very unlikely.  Australia is a small player in world trade,
which means that its bargaining strength is limited.  For example, fewer than
100 000 vehicles were exported to Australia from Japan in 1995 — out of total
Japanese production of about 7.6 million vehicles.  Similarly, Australia imports
around 3 per cent of Korean vehicle production.  If these countries are resistant
to reducing agricultural trade barriers as part of a multilateral deal, they are
unlikely to do so in order to achieve the (non-discriminatory) opening of
Australia’s relatively small automotive market.

In the case of Japan, there is an additional impediment to such negotiations.
The fact that two of its major motor vehicle companies have a manufacturing
presence in Australia means that they may lobby the Japanese Government to
encourage Australia to maintain its tariffs.  Between them, Toyota and
Mitsubishi produced around 103 000 vehicles in Australia in 1995.
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It is very unlikely that Australia could, by trading off its automotive tariffs,
negotiate a deal that would improve the overall performance of the Australian
economy.

Given the restrictions on bilateral negotiations described above, the final
question is whether the retention of the 15 per cent tariff on automotive products
after 2000 would increase Australia’s bargaining power and influence in
multilateral negotiations.  The Commission concludes that, far from improving
Australia’s position in international trade negotiations, holding back the
progress of tariff reform in Australia may actually discourage other countries
from progressing with their own reform.  There are two elements to this.

First, Australia has argued in international negotiations (particularly in APEC)
that liberalisation is good for the country undertaking it.  Therefore, Australia’s
credibility may be severely undermined by retention of a tariff on what it sees as
its ‘sensitive sector’.  This could open the door for other countries to slow
liberalisation in other sectors that are important to Australia (in particular,
agriculture).

A particular and concrete example of this is the fact that Australian negotiators
were instrumental in achieving the inclusion of ‘comprehensiveness’ as one of
the fundamental principles of APEC.  Backsliding on automotive industry
protection by Australia could cause backsliding by other countries on their
agreement to comprehensive liberalisation.

Second, in the most important multilateral trade negotiations — those under the
auspices of the GATT/WTO — credit is given not only for promised future
liberalisation, but also for liberalisation that has already been undertaken on a
unilateral basis.  Hence, maintenance of the tariff on motor vehicles at
15 per cent will offer no additional bargaining power in the next round of
GATT/WTO negotiations.
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The Commission finds that maintaining tariffs on automotive products at
15 per cent beyond 2000 would not improve Australia’s bargaining power
or influence in multilateral trade negotiations.  Indeed, particularly with
regard to liberalisation in APEC, backsliding on tariff reductions in an
area which Australia considers to be ‘sensitive’ could encourage
backsliding by other countries on liberalisation of their ‘sensitive’ sectors
(including agriculture and automotive products).

Recommendation
The Commission recommends that the Government continues to strive for
comprehensive trade and investment liberalisation in the APEC forum, and
that it ensures that removal of barriers to trade in automotive products
remains part of its APEC commitment to free and open trade by 2010.

Relating Australia’s tariff policy more generally to overseas policy

Some participants have suggested that Australia should pursue a policy of
general reciprocity in automotive tariff levels.  For example, the South
Australian Government said:

Australia should ... demand reductions in [automotive] tariff and non-tariff barriers
from other APEC countries before reciprocating with further opening up Australia’s
automotive market. (sub. 61, p. 27)

In general, the participants that have promoted the idea of automotive tariff
reciprocity were referring to reciprocity with the Asian countries which
currently maintain high trade barriers.  With regard to this, the Chamber of
Commerce and Industry of Western Australia commented:

In Australia, debate on vehicle tariff reciprocity tends to focus on our legitimate
grievances against those Asian countries which apply much higher tariff barriers than
we do, rather than the legitimate grievances which manufacturers in our major import
sources — Japan, South Korea, the USA and Germany — may have against us.
(sub. 178, p. 23)

This question has arisen throughout the inquiry — if automotive tariff
reciprocity were accepted, to which country or countries would Australia link its
trade policies?  As noted above, Australia has relatively high tariff barriers
when compared to other developed economies, implying that reciprocity with
these countries or groups would result in a reduction of border protection in
Australia.  For example, matching the automotive tariff barriers applied in
countries or regions that export automotive products to Australia would require
Australia to lower its barriers to automotive imports from all of these countries
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— such that imports from Japan, South Korea and the US would be subject to
duty rates of zero, 8 per cent and 2.5 per cent respectively.

With regard to a policy of reciprocity which links Australia’s tariffs with those
applied in high-tariff countries, the Commission concludes that there are three
main problems.  Such a policy may result in:

•  delaying gains from Australia’s own trade liberalisation;

•  creating substantial implementation problems for tariff policy; and

•  creating significant uncertainty in industry policy.

The gains to Australia from unilateral and multilateral liberalisation are
discussed above.  If the other countries that Australia decided to link its policies
to were reticent in pursuing liberalisation, maintaining border protection until
they commit to or implement barrier reductions could result in delaying the
realisation of such gains.

With regard to the implementation of such policies, the question again arises of
to whom Australia should relate its policies, and how.  Should we relate our
policies to those of a single large country or a group of countries?  Which
country or group of countries should we relate to?  Should we link product by
product or according to an index of other countries’ tariff and non-tariff
barriers?  Should we include all products, only those of export or import-
competing relevance to Australia, or only those that are considered ‘sensitive’?
Should we incorporate a lag or react immediately to other countries’
liberalisation?

These and many other implementation questions would need to be answered
before any potential gain to Australia could be assessed.  Such an assessment
would be further complicated by the need to take into account the economy-
wide benefits and costs of any proposal to implement trade reciprocity.  As
Snape (1997) noted:

... it might be recalled that in determining community wide benefits and costs, the
interests of consumers and other users of products need to be taken into account, along
with those of producers. (p. 13)

Some participants have argued that Australia’s policy could be based on the
commitments of other countries (for example, APEC members).  Given that
almost all countries are committing to reducing their levels of industry
assistance, this would be unlikely to provide a rationale for maintaining border
protection in Australia.

Finally, certainty in industry policy has been highlighted by the industry as very
important.  However, a policy which relates the level of protection to the levels
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prevailing in one or more other countries would be likely to create considerable
uncertainty.  In particular, a number of participants have stated that industry
policy in many Asian countries is far from predictable.  If Australia were to
follow their lead in determining its own trade barriers, it may lose one of its
advantages as an investment location in the Asian region — that of relative
certainty in industry policy.

7.6.4 Local area content rules under ANZCERTA

Zero tariffs apply to automotive trade between Australia and New Zealand
where the area content in the product is at least 50 per cent.  The New Zealand
Automotive Component Manufacturers’ Federation (NZACMF) made two
submissions to this inquiry seeking the Commission’s support for a proposal to
change the area content rules of ANZCERTA.

Motor vehicles assembled in New Zealand currently have around 30 per cent
area content under the ANZCERTA specifications and are therefore not eligible
to enter Australia free of duty.  However, as noted earlier, New Zealand is the
largest overseas market for Australian automotive products and the majority of
these exports enter New Zealand at zero duty.

The NZACMF argued that a reduction in the area content required would not
only benefit New Zealand’s automotive industry, but also Australia’s —
claiming that some Australian manufacturers have found it difficult to meet the
50 per cent requirement ‘from time to time’ (sub. 89, p. 6).  It proposed a
reduction in the area content requirement to 40 per cent, with a phase-in
mechanism whereby exports could start under a concessional arrangement and
local content be progressively raised.  This would allow New Zealand producers
to reach the scale required to justify the higher level of local content.

Under ANZCERTA there is no way to adjust for non-achievement of area
content requirements for a particular vehicle (for example, by averaging across
models and variants, as was allowed under Australia’s local content scheme,
which ceased in 1989).  Hence, a model with just under 50 per cent area content
would be subject to the full tariff.  This can significantly affect manufacturers
whose products generally contain around 50 per cent area content, as changes in
operating costs (for example, exchange rate changes which increase the price of
an imported component) can shift the area content from 51 per cent to
49 per cent without the producer having changed its own operations.

The NZACMF said that the New Zealand Government, industry bodies and
vehicle producers have approached the Australian Government a number of
times regarding this issue, requesting changes to the area content requirements
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of ANZCERTA, both generally and specifically in relation to motor vehicles.
These attempts have not been successful.

The Commission notes that any favourable treatment of the automotive industry
in relation to area content requirements would provide justification for other
sectors currently unable to meet area requirements, in both New Zealand and
Australia, to appeal for a similar relaxation of the rules.  In addition, any change
to the rules of origin under ANZCERTA which extends the benefits of
Australia’s high levels of assistance to New Zealand producers could be an
added impediment to changing these high levels of assistance in the future.

With regard to general changes to the area content requirements, a number of
approaches are possible, including:

•  a change in the level of area content required;

•  a change the rules for determining the area content of a product; or

•  a change in both the level of area content required and the way in which it
is determined.

One way the rules for determining the area content of a product could be
changed would be to specify that a product meets the area content requirements
if it has been altered by activities in Australia or New Zealand, such that it
appears under a different tariff line.  This would be consistent with rules of
origin in some other trade arrangements (for example, it is the basic rule under
which NAFTA operates, although there are additional requirements for certain
products, including passenger motor vehicles).

The Commission considers that this inquiry is not an appropriate forum for
detailed discussion of this broad-ranging issue.  Any change in ANZCERTA’s
rules of origin would have significant effects on many industries other than the
automotive industry.  However, it notes that if its recommendation with regard
to future reductions in automotive tariffs is accepted, automotive producers in
New Zealand and Australia would gain little from a change in the rules of origin
at this time.
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8 ASSISTANCE ISSUES

The complexity and level of assistance to the automotive industry has
reduced substantially since 1985, with the phased decline of tariffs and the
abolition of import quotas and the local content scheme.  Current
arrangements consist of tariffs, import duty relief, export facilitation,
Commonwealth funding through general industry programs and State
government assistance.  Increasing competitive pressure on the industry,
partly induced by the reduction in assistance, has led to improved industry
performance.  However, despite large reductions in assistance, in 2000 the
automotive industry will still receive assistance well above the average for
the rest of the economy. Because of the industry’s geographic
concentration, adjustment in the industry will have regional implications.

8.1 Introduction

The Australian automotive industry has received significant and special
assistance from the Australian community since the late 1940s.  Today the
automotive manufacturing industry has the second highest level of assistance in
the Australian manufacturing sector, after textiles, clothing and footwear.1

Whereas in 1997, the tariff rate applying to most of manufacturing industry is
5 per cent, the tariff on passenger motor vehicles (PMV) and original equipment
(OE) components is 22.5 per cent.  Assistance to automotive manufacturing is
gradually reducing, but even with the tariff reductions already scheduled, the
tariff rate on PMVs and components in the year 2000 will still be three times
greater than the rate applying to the rest of manufacturing industry.

One area of agriculture — fresh milk production — receives higher rates of
assistance than PMVs, but the bulk of the agricultural sector receives relatively
low levels of assistance.2  Mining receives very little assistance and is a net
loser from the assistance framework as some of its inputs are subject to tariffs.

                                                
1 The ‘automotive manufacturing industry’ refers primarily to the production of PMVs and

OE components for PMVs.
2 The Productivity Commission (1996) recommended that reforms to market milk

arrangements be extended to address the very high levels of assistance received by fresh
milk production.  Sugar produced for domestic consumption also receives higher than
average nominal assistance (around 20 per cent in 1993–94).  The Commission has
recommended that this assistance be removed (IC 1996d).  The tobacco growing industry
also had very high levels of assistance, but this assistance was terminated in 1995.
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In addition, in 1996 the automotive industry received $156 million (in the form
of duty revenue foregone by the Commonwealth) under its own export
facilitation scheme, and benefits from an additional $12  000 duty on second
hand vehicles which has effectively curtailed anything but small volume used
imports.  The PMV manufacturers also obtain duty relief on imports equivalent
to 15 per cent of their value of production.  In 1996 the revenue foregone by the
Commonwealth as a result of this program was around $267 million.  The
industry is also a recipient of Commonwealth and State Government funding
provided under general industry programs.

In 1996 purchasers of PMVs paid an estimated $1.75 billion (or about $3400
per vehicle) extra for motor vehicles because of tariff assistance.3  In 2000 this
is estimated to decline to around $1.1 billion ($2100 per vehicle) in 1996 prices
as tariffs fall to 15 per cent (assuming no change in the level of motor vehicle
purchases).  Over the life of the current assistance arrangements (1993 to 2000)
consumers of PMVs will have paid an additional amount of around $13 billion
as a consequence of assistance to the PMV industry.

This assistance also provides benefits to the automotive industry and the full
economy wide costs and benefits for the community of this assistance are
examined further in Section 8.7.

This chapter outlines these assistance arrangements, the incentives they have
given the industry, and the impact of assistance on the industry’s performance.
It also considers the extent to which changes in the industry over the last decade
are attributable to declining rates of assistance and concludes by quantifying the
costs of assistance to consumers and the impact on the general economy and
particular regions.

8.2 Industry specific assistance

Successive Governments have designed and implemented a variety of assistance
packages to promote the development of the automotive manufacturing industry
in Australia (see Appendix K).

In 1965 local content plans were introduced to protect local component
producers from import competition by offering vehicle producers concessions
on imports if they achieved specified local content levels.  In 1975 an import
quota of 20 per cent was introduced to protect local vehicle producers.  In 1979

                                                
3 This amount is referred to as the consumer tax equivalent and it is made up of two

elements.  These are the duty paid on PMV imports and higher prices paid for domestically
produced vehicles as a result of tariff protection.
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the Commonwealth announced that export facilitation arrangements would be
introduced to encourage rationalisation of the local industry and integration with
the global industry.  Over this period tariffs on PMVs increased from
35 per cent in the mid 1960s to 57.5 per cent in the mid 1980s.

By the early 1980s the industry had become one of Australia’s most highly
assisted industries, supported by a complex package of assistance arrangements
which automatically increased assistance when the industry’s competitiveness
declined.  The industry was supported by tariffs, export assistance, a local
content scheme, import quotas and import tariff relief on a proportion of
imported components.  Government policy had promoted the development of an
inefficient industry which was highly dependent on government assistance for
its survival, and as a result, unable to compete internationally.  By the mid
1980s, the government recognised the deficiency and adverse consequences of
past policies:

Government policy since the mid 1960s has been increasingly characterised by short
term crisis containment, lack of direction and inward looking policies.  In summary, the
result has been an industry which has had rising levels of protection and declining
levels of performance — circumstances which are costly to the taxpayer and damaging
to the industry itself in terms of morale, prestige, security of the workforce and capacity
to plan ahead.  (Button 1984, p. 2)

Government policy changed direction in 1984, driven by a desire to have a
viable and internationally competitive automotive manufacturing industry in
Australia.  New assistance arrangements initiated steady reductions in assistance
gradually forcing the industry to increase its efficiency and integrate with the
world automotive manufacturing industry.

In 1985 import quotas were replaced by tariff quotas, which were scheduled to
phase out by 1992.  Following a mid term review of assistance arrangements in
1988, the tariff on PMVs was set to phase down to its 1965 level of 35 per cent
by 1992, and tariff quotas and the local content scheme were abolished in 1988
and 1989 respectively.  In contrast to past assistance packages, the basic
framework and direction of the plan has been adhered to for over a decade,
providing the industry with a more stable and certain investment environment.

Current assistance arrangements for the automotive industry, which commenced
in 1993 and will apply until 2000, maintain the policy direction established by
the assistance arrangements introduced in 1985:

The Government’s prime objective remains the development of an Australian
automotive industry that is viable and internationally competitive, providing higher
quality vehicles at lower real prices to consumers.  (Hawke 1991, p. 5.5)

The major elements of the current assistance package are:
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•  tariff assistance;

•  the automatic duty free entitlement for vehicle producers; and

•  the export facilitation scheme.

Table 8.1 provides information on the estimated out of pocket cost of this
assistance in 1996 and 2000.

Table 8.1 Levels of automotive industry assistance, 1996 and 2000
($ million)

1996 2000a

Tariff (gross subsidy equivalent)b 1144 800

Export facilitation scheme 156 160

15 % automatic duty free entitlement 267 170

General Commonwealth Government programsc 58 58

Total 1621 1188
a Commission estimates.
b Commission estimate excluding component production for the aftermarket.
c See Section 8.3 for a break down of General Commonwealth Government programs.
Sources: Unpublished Australian Customs Service data and Commission estimates (see Table 8.2).

8.2.1 Tariff assistance

The tariff is the main form of assistance provided to the automotive industry.
Tariffs are a device for taxing imports which raises import prices, thereby
assisting local producers to compete.  There are currently three separate tariff
rates applying to the automotive manufacturing industry:

•  a 22.5 per cent tariff on PMVs and PMV derivatives and OE components
for these vehicles, scheduled to decline by 2.5 per cent each year to
15 per cent by January 2000;

•  a 15 per cent tariff on replacement components for PMVs and their
derivatives, scheduled to remain at this level until January 2000; and

•  a 5 per cent tariff on light commercial vehicles (LCV) and four wheel
drives (4WD) and all components for these vehicles, scheduled to stay at
this level until January 2000.

These tariffs also apply to second hand vehicle imports plus an additional
specific tariff of $12 000.  This specific tariff was introduced in July 1991 in
response to industry concerns that high volume importation of second hand
vehicles from Japan would exert significant competitive pressure on the local
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automotive industry.  Second hand vehicles can only be imported in low
volumes without incurring the specific tariff, subject to various restrictions.

Tariffs on automotive imports have been significantly higher than tariffs on
most other manufacturing imports since the mid 1960s (see Figure 8.1).  By
1997, the general rate for manufacturing was 5 per cent, compared to
22.5 per cent for PMVs and OE components.

Figure 8.1: Tariff rates for the automotive industry and 
manufacturing sector, 1985 to 2000 (per cent)
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Source: Australian Customs Service data.

8.2.2 Automatic duty free entitlement

In 1965, the Commonwealth introduced a series of Motor Vehicle
Manufacturing Plans which offered import concessions to local vehicle
producers which achieved specified levels of local content.  Large volume
producers were required to meet higher levels of local content than small
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volume producers (see Appendix K).  After 1975, all vehicle producers were
entitled to import 15 per cent of their value of production duty free, if they
achieved at least 85 per cent local content in the vehicles they produced.  After
the abolition of the local content scheme in 1989, vehicle producers continued
to be entitled to duty free importation worth 15 per cent of their value of
production, regardless of local content levels.  However to be eligible for this
entitlement, they had to produce at least 30 000 units per model per year.  This
volume requirement was abolished at the end of 1996.

A vehicle producer’s value of production is the value of PMVs they produce for
domestic sale.  Producers may also include the value of their vehicle exports in
their value of production, but in doing so, would be unable to earn export credits
for their exported vehicles.4  Total producers’ value of production has risen
from $4.8 billion in 1991 to $7.0 billion in 1996.

Vehicle producers can use their duty free entitlement to import PMVs or OE
components, but not replacement components.

Component producers are not eligible for the automatic duty free entitlement.
However component producers are able to import OE components duty free, if
those components are to be used in PMVs.  In effect, these components are
counted as part of the vehicles producer’s total imported content for the
purposes of their duty free entitlement.

Tariff duty foregone under the duty free entitlement represents around a third of
total tariff revenue from automotive imports (see Figure 8.2).  As tariff rates
decline, the duty saving from the entitlement declines per dollar of PMV
production value.  From 1991 to 1996, duty foregone has remained fairly
constant, despite the declining tariff rate, because of the increase in the
production value of PMVs.

Automotive imports are generally excluded under the Tariff Concession System
(TCS) because the industry receives the 15 per cent duty free entitlement.
However non-automotive imports used in the production of vehicles and
components are generally eligible under the TCS.  The TCS is a general industry
program which allows concessional entry of imports for which there are no
domestically produced ‘goods serving similar functions’.  Business inputs
entering under the TCS attract a 3 per cent tariff and consumer goods entering
under the TCS enter duty free.

                                                
4 In practice vehicle producers use their exported vehicles to earn export credits rather than

increasing their duty free entitlement.  This is because they receive 100 per cent (compared
to 15 per cent) of the value of vehicle exports duty free under the export facilitation
scheme.
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Inputs used in the production of vehicle and component exports are imported
duty free.5  That is, vehicle producers and component producers do not pay duty
on imported components (or other goods) incorporated in vehicles and
components manufactured for export.  This concession is in addition to vehicle
producers’ 15 per cent automatic duty free entitlement and stems from the fact
that the automotive industry is included under the Tariff/Tax Export Concession
Scheme (TEXCO).  TEXCO is a general industry program which allows for
duty free entry of imports which are intended for export after being processed,
treated or incorporated into goods manufactured in Australia.

Figure 8.2: Duty forgone under the duty free entitlement and total
duty paid on automotive imports, 1991 to 1996
($ million)
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Source: Unpublished ABS data and Australian Customs Service data.

8.2.3 Export Facilitation Scheme

                                                
5 This does not include capital equipment and inputs such as fuel or chemicals used in the

process of producing goods for export.
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The Export Facilitation Scheme (EFS) was introduced into the Motor Vehicle
Manufacturing Plan in March 1982.6  The stated objective of the EFS is to:

... improve the efficiency and effectiveness of the domestic automotive industry through
higher production volumes and promoting rationalisation of vehicles and components.
(Australian Customs Service 1995)

The EFS allows vehicle and component producers to earn export credits in
return for automotive exports and to use these credits to offset the duty on their
imports.  Export credits are earned at a rate of one dollar for every dollar of
‘Australian automotive valued added’ in exports.  One dollar of export credit
provides a duty reduction of one dollar multiplied by the tariff rate for PMVs.
For example, at the current PMV tariff rate of 22.5 per cent, $1000 of
automotive exports containing $500 of Australian value added will earn the
participant a $112.5 duty saving.  As the duty saving provided by the EFS is a
multiple of the tariff, the stimulus to exports provided by the scheme declines as
tariffs fall.

Export credits can only be earned on ‘eligible exports’.  Generally these include
PMVs, OE components for PMVs, automotive machine tools, automotive
tooling and automotive design, development and production services and
emerging automotive technology (see Appendix L).  Under the Australia
New Zealand Closer Economic Relations Trade Agreement (ANZCERTA),
exports to New Zealand are generally not eligible to earn export credits (see
Appendix H).  Exports credits can be freely traded among participants and
carried forward for use in future years if necessary.  Most export credits are
earned on OE component exports.

Export credits can only be used to offset duty on ‘eligible imports’.  Generally
these include PMVs, LCVs and 4WDs, replacement components for these
vehicles and OE components for LCVs and 4WDs.  Most export credits are used
to offset the duty on imported PMVs.  Export credits can also be used by PMV
producers to offset duty payable on their imports of PMVs or OE components
above their 15 per cent duty free entitlement.

Tariff duty foregone under the EFS has fallen as a proportion of total tariff
revenue from automotive imports, from just under one-half in 1992 to less than
one-fifth in 1996, reflecting the strong growth in imports relative to exports.
Total duty foregone under the EFS, after initially increasing substantially after
the scheme was amended in 1992, gradually decreased to $156 million in 1996

                                                
6 Significant amendments have been made to the EFS, following the three major reviews of

assistance arrangements to the automotive industry since 1982.  The scheme has become
less restrictive and more widely available as a result (see Appendix L).
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as the tariff declined (See Figure 8.3).  This is projected to rise to $160 million
by 2000.7

Figure 8.3: Duty foregone under the export facilitation scheme and
total duty paid on automotive imports, 1991 to 1996
($ million)
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Sources: Unpublished ABS data and Australian Customs Service data.

8.3 General industry programs

The automotive industry also receives assistance from a range of generally
available industry assistance programs provided by the Commonwealth
Government.  These programs relate mainly to research and development and
exporting activity.  The amount of assistance provided to the industry through
these programs is around $60 million a year, which is around 8 per cent of the
value of industry specific assistance provided to the industry (see Section 8.5).
Although the industry accounts for less than 1 per cent of economic activity, it

                                                
7 The duty forgone under the EFS in 2000 is a Commission estimate based on DIST (1996b)

forecasts of 55 per cent growth in automotive exports between 1995 and 2000.
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receives around 5 per cent of total funding from these programs.
(See Table 8.2).

Table 8.2: General industry program funding to the automotive 
industry ($ million)

Program Date Funding to automotive
firmsa

Funding to all firms

R&D assistance
R&D tax concessionb 1994–95 32 630

Co-operative Research Centres
programc

1994–95 4 140

Competitive Grants for R&D
programd

1994–95 2 37

Technology Access Programe 1995–96 1 na
Export assistance
Export Market Development
Grants programf

1995–96 4 220

International Trade Enhancement
Schemeg

1995–96 6 15

Other
Development Allowanceh 1995–96 9 184
Total funding 58 1226
na Not available.
a ‘Automotive firms’ refers to firms in ANZSIC (281).
b AusIndustry correspondence 13 August 1996.
c DIST (1996a).
d AusIndustry correspondence 13 August 1996.
e DIST correspondence 5 December 1996.  This figure includes funding of $675 000 to the

Australian Concept Car in 1995–96.
f Austrade correspondence 23 July 1996.
g Austrade correspondence 18 July 1996.
h Development Allowance Authority correspondence 2 December 1996 and (IC 1993a).
Source: Listed above.

8.4 State government assistance

The automotive industry also receives State government assistance in the
jurisdictions where it operates.  In particular, the Victorian and South Australian
Governments assist automotive firms in their jurisdiction through firm specific,
sector specific and generally available assistance programs.  The actual amount
of assistance provided by State governments and the identity of recipients of the
assistance is not publicly available information and the States themselves do not
often disclose this information.  The Commission has previously examined the
significant problems associated with this sort of assistance (see IC 1996c).
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The issue can be particularly important because some firms may be
competitively disadvantaged as a result of selective State government
assistance.  Moreover, State and local governments can use incentives which
lead automotive firms to make sub-optimal locational decisions and then request
tariff assistance in order to protect this industry structure.

Recommendation
The Commission recommends that information on State government
assistance to automotive firms be made publicly available.

8.5 Levels of assistance

The automotive manufacturing industry has always received significantly higher
levels of government assistance than the manufacturing sector as a whole, and
this will continue until 2000.  However, the level of assistance to the industry
has steadily declined since the introduction of the previous assistance
arrangements in 1985, and is scheduled to decline further (until 2000) under
current arrangements.

8.5.1 Effective rates of assistance

The most comprehensive measure of assistance is the effective rate of
assistance.  It incorporates the assistance effects of the tariff, the automatic duty
free entitlement and the EFS.8  Effective rates measure the net assistance to an
industry’s value adding activities by taking into account both the penalties and
benefits of assistance.  For example, the vehicle sector benefits from tariffs on
competing vehicle imports but is penalised by tariffs on the component imports
it uses as inputs.  A positive effective rate of assistance indicates that returns to
the industry’s value adding factors are raised by assistance and a negative
effective rate indicates that returns to the industry’s value adding factors are
lowered by assistance.

Historical estimates of the level of assistance to the automotive manufacturing
industry are provided in an information paper by the Industry Commission
(IC 1990a).  This paper provided estimates of effective rates of assistance for
the component sector, vehicle sector and the industry as a whole, from 1985 to

                                                
8 The assistance effects of the local content scheme and import quotas were incorporated in

estimates of effective rates of assistance prior to 1989 and 1988 respectively.
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1992.  Recent estimates of the effective rate of assistance for the automotive
manufacturing industry for the years 1995 and 2000 were calculated for this
inquiry.  All of these estimates are provided in Table 8.3.

The average effective rate of assistance for the industry (vehicle sector and
component sector) has fallen from its peak level of over 250 per cent in 1985, to
43 per cent in 1995.  It is projected to fall to 25 per cent in 2000 with the EFS,
and 20 per cent when the EFS expires.9

Table 8.3: Effective rates of assistance estimates for the automotive
manufacturing industry, 1985 to 2000 (per cent)a

Component sector Vehicle sector Industry
Year Local

production
Eligible
exportsb

Average Local
production

Eligible
exportsb

Average

1985 ne ne 162 ne ne >250 >250

1986 ne ne 35 ne ne >250 213

1987 ne ne 27 ne ne >250 145

1988 ne ne 48 ne ne 233 110

1989c ne ne 85 ne ne 137 104

1990 ne ne 81 ne ne 127 98

1991 ne ne 76 ne ne 117 92

1992 ne ne 71 ne ne 108 86

1995 63 36 53 37 37 31 43

2000d 36 23 31 23 22 19 25

ne Not estimated.
a Effective rate estimates above 250 per cent have not been published because of the

sensitivity of extremely high estimates to small changes in the parameters (see IC 1990a).
b ‘Eligible exports’ are those eligible to earn credits under the EFS.  It equals total

automotive exports minus exports to New Zealand.
c Break in the series due to changes to assistance arrangements in 1989 (see IC 1990a).
d Projections for 2000 assume that the EFS will still be in operation.
Sources: IC (1995e), IC (1990a) and Commission estimates.

Despite this decline, the effective rate of assistance for the automotive
manufacturing industry is still more than five times the effective rate of
assistance for the manufacturing sector which was 8 per cent in 1995–96,
projected to fall to 5 per cent in 2000–01 (see Figure 8.4).  In the absence of
assistance provided by the EFS, the projected effective rate for the industry in

                                                
9 The dollar value equivalents of average effective rates of assistance for the industry are

$887 million in 1995, $516 million in 2000 and $412 million in 2000 without the EFS.
This means that in 1995 returns to value-adding factors in the automotive manufacturing
industry (both assembly and component manufacture) were increased by $887 million
through Commonwealth Government assistance.
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2000, at 20 per cent, is four times the projected effective rate for the
manufacturing sector in 2000.

Figure 8.4: Effective rates of assistance to the automotive
manufacturing industry and the manufacturing sector,
1985 to 2000 (per cent)
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a The ‘automotive manufacturing industry’ refers to the production of PMVs and
components for PMVs.  Point estimates were calculated for 1995 and 2000 to continue
the series from 1992 to 1995 to 2000.

Sources: IC (1990a) and Commission estimates.

Between 1985 and 1995 the level of assistance to the vehicle manufacturing
sector has been higher than the level of assistance to the component sector.
From 1985 to 1995 the effective rate for the vehicle sector fell further than the
effective rate for the component sector (by 219 percentage points and 109
percentage points respectively).  The effective rate is projected to fall to
19 per cent for the vehicle sector and 31 per cent for the component sector, by
2000.

Assistance to production for domestic sale is higher than assistance to eligible
export production.10  In 1995, the effective rate for domestic components was
63 per cent compared to 36 per cent for eligible export components, projected to
fall to 36 per cent and 23 per cent respectively, by 2000.  In 1995, the effective
rate for domestic vehicles and eligible vehicle exports was estimated to be
broadly equal at 37 per cent, and projected to fall to 23 per cent and 22 per cent

                                                
10 ‘Eligible export production’ refers to components and vehicles produced for export and

eligible to earn credits under the EFS.  This excludes exports to New Zealand.
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respectively, by 2000.  Vehicles and component sold domestically are afforded a
higher level of assistance than those exported, because the tariff is levied on the
full value of imports whereas the EFS provides credits on the automotive value
added portion of exports only.

8.5.2 Relative assistance for the assembly and component sectors

Past inquiries into the passenger motor vehicles industry have often been
confronted with arguments concerning the comparative assistance provided to
the assembly and components sectors.  Often each sector claimed that the other
received greater assistance and requested that the situation be rectified.

Traditionally the Commission has preferred to view the assembly and
component sectors as integrally related and hence has seen assistance to the
whole industry as the most appropriate focus.  In the past both sectors have been
clearly uncompetitive with imports on both price and quality and the bulk of the
industry required significant protection from imports in order to survive.  In
these circumstances the major objective was to reduce assistance in an ordered
way and to stimulate improved performance by the industry.  Concern about
relative assistance within the industry was of less importance than narrowing the
significant gap between assistance to the PMV industry and the rest of the
economy.

Governments have also been interested in relative assistance between the
sectors.  The terms of reference for the Commission’s 1990 inquiry indicated
the then Government’s desire to provide equal assistance to assembly and
components.  The current inquiry has been asked merely to report on the impact
of its proposals on relative assistance between the sectors.

Participants’ views

In this inquiry the industry has presented a far more unified position, with a
noticeable lack of attacks by one sector on the performance of the other and
very limited comment on inter-sectoral differentials in assistance.  Component
producers have recognised that for the most part their future is linked to that of
the assemblers and have argued for the maintenance of the 15 per cent tariff on
PMVs after 2000 and the maintenance of the assemblers’ duty free allowance.
Some component manufacturers indicated that their main concern was
assistance to the assembly sector to ensure its volumes did not diminish and that
components in fact received little protection.  BTR stated:

... I believe the component industry has probably relatively little protection in actual
fact.  The manufacturers can in fact bring components in under the 15 per cent by-law,
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and of course the more they export the more they can either bring in vehicles or
components; they have a choice on that.  (PHtrans., p. 338)

Pilkington indicated that they did not need assistance for their own output as
they were internationally competitive.

We can’t say that we’re asking for assistance.  We can’t ask for assistance because we
have to be world competitive.  All of our plants around the world have to be world
competitive.  However, our request is the only assistance we want is a market in
Australia to sell to.  (PHtrans., p. 402)

These views and the availability to assemblers of duty free components using
the duty free allowance and export credits, raises some question of the value to
component producers of the tariff on components.

However, the FAPM argued that the tariff on components was still effective in
providing assistance to component producers although the exact extent
remained unclear.

We know that there is a tariff element factored into the purchasing decisions made by
our customers, although we cannot be certain of the actual level they use.  We also
know from our experience that their considerable market power enables the actual price
they pay to be leveraged down, not just because of the tariff and their by-law and EFS
credits, but also because of the global structure of their organisation.  Nevertheless
because of the existence of the tariff, sourcing from overseas does impose a cost,
although for the reasons mentioned above we may not be able to take full advantage of
the current 22 per cent today and the 15 per cent in 2000 tariffs in our prices.
(sub. 189, p. 1)

Also, as discussed below the impact of duty free entry of components on
domestic producers is now very muted.  This situation is reflected in Holden’s
comments on the duty free allowance.

The objective of imposing duty on component imports is to assist component
production.  This means conditions should be such that a rational car producer will
“uplift’ duty free import prices to the duty-paid level when comparing them with local
quotes.  So long as all of the duty free import entitlement is "spoken for" by essential
imports which cannot be avoided, this condition is met - the car producer has no valid
option of importing additional parts duty free, and must negotiate in good faith with
local suppliers on the basis of duty paid prices.  (sub. 19, p. 53)

The assembly industry opposed a differential tariff on components.  Ford
(sub. 153) argued that such an approach would shift the industry towards pure
assembly activity with lower local content and away from product development
and research.  Holden submitted that supporting a differential nominal tariff
would jeopardise its good relationship with the component sector, particularly as
it saw automotive tariffs reaching negligible levels by 2010 (PHtrans., p. 443).
Mitsubishi felt that the assembly industry needed a base of local suppliers to
ensure its own survival (PHtrans., p. 582).
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Commission’s assessment

For most component producers the tariff is likely to provide a significant degree
of assistance.  As noted in Sections 8.6.2 and 8.6.3, the post 1988 tariff based
assistance arrangements and the growth in imports’ share of the automotive
market have largely eliminated the impact of duty free entry of components on
the local components industry.  The full value of EFS credits and the duty free
allowance is already more than accounted for by the existing level of imports by
assemblers of vehicles and components not available in Australia.  In addition
participants’ comments indicate that much of the value of EFS credits will be
needed to provide adequate returns to exports.  Hence although assemblers may
threaten component producers with the possibility of replacement by duty free
imports, there is little economic rationale in them actually pursuing such action.

There may be some components which are profitable at tariff free or less than
maximum tariff prices (ie for these products there is ‘water in the tariff’).  In
these cases, depending partly on the degree of domestic competition, not all of
the tariff would be used in setting prices.  Holden indicated that for those
suppliers that are competitive with world prices, there may be a further incentive
to supply at tariff free prices in return for assistance from PMV producers in
obtaining export orders with overseas affiliates (PHtrans., p. 442).  However, in
general most component producers are likely to gain benefit from the
component tariff.

Even if the component tariff appears to provide assistance to many producers,
there are a number of arguments for having component tariffs lower than those
for assembly.  Firstly, although nominal tariff rates for the two sectors are the
same, effective rates of assistance for domestic production are on average
higher for the component sector.  This reflects the lower tariffs on component
sector inputs.  Most inputs to vehicle assembly are assisted by the high PMV
tariff, while most component sector inputs (from outside the sector) are
protected by the general rate of 5 per cent.  A lower tariff on components would
lessen this imbalance.  At the general tariff rate of 5 per cent the difference in
effective assistance between the sectors would be marginal.  However, at
current rates of 22.5 per cent or the post 2000 level of 15 per cent requested by
the industry, the gap is more substantial.

Holden argued for an increase in the duty free entitlement to 25 per cent.  It
suggested that one reason for expanding the allowance was to provide more
equal effective rates of assistance to assembly and component sectors
(sub. 111).  However, given the increase in the percentage of components not
available in Australia, this solution increases the rate of assistance available to
assembly without a corresponding fall in assistance to existing component



8  ASSISTANCE ISSUES

229

production, thereby increasing the inter-industry resource allocation distortions
of the assistance structure.

A more efficient and transparent method of bringing effective protection for the
two sectors closer together would be to have component tariffs lower than those
for assembled vehicles.  From a resource allocation point of view, to avoid
increasing the effective rate for assembly operations, this nominal rate
differential would be best achieved by decreasing rates on components at a
faster rate than those for assembly.  Because components make up a large
proportion of assemblers’ costs, a small differential in tariffs would have a
significant impact on effective rates of assistance.  This approach would have
the additional benefit of continuing the beneficial impact on performance
elicited by lower assistance.

Secondly, component producers receive a degree of indirect protection through
the tariff on assembly.  The tariff on PMVs increases the size of the domestic
assembly industry.  Hence, even in the absence of a tariff on components, the
component industry would benefit from the assistance structure by being able to
use its natural protection (transport costs, proximity to assemblers).  These
impacts are not included in effective rates measures.  However, they do
represent an additional benefit provided to the component industry by the
assistance framework.

Because assembly operations are the basis for the continuance of much of the
domestic automotive industry, a more even intra-industry distribution of the
benefits of assistance would be obtained by having component tariffs lower than
those for assembly at least during the phasing down of tariffs.  This would
enable provision of a given effective rate of assistance to assembly at a lower
nominal tariff on PMV imports.  This approach would provide lower component
prices and lower prices for imported vehicles while only slowly decreasing the
effective assistance provided to assemblers.  However, the rate of adjustment in
the component sector, via either improved performance or declines in output,
would be faster.

Thirdly, the tariff on components has a particularly deleterious impact on
exports of PMVs and of components which use other automotive components as
inputs.  Duty rebates are available on imported inputs used in exports.
However, exported PMVs will include similar or equivalent domestic
componentry to vehicles for the local market.  As discussed above, prices for
these components will often reflect tariffs on imported components and hence
the component tariff will provide an impediment to vehicle exports.  With
sections of the industry showing export potential (albeit some requiring
assistance from the EFS) and the resultant scale economies being important to
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the industry’s competitiveness, the relative assistance issue assumes particular
importance.

The Commission’s conclusions on the merits of having different tariff rates for
components and assembled vehicles is presented in Chapter 11.

The Commission finds that exports of assembled vehicles are
disadvantaged by tariffs on automotive components.  Continued reductions
in component tariffs are important in ensuring vehicle producers have
maximum opportunity to develop export markets.

8.5.3 Production assisted by the tariff

Tariffs are imposed in order to encourage the development, maintenance or
orderly restructuring of local industries.  Although they also provide revenue to
governments, tariffs are an inefficient and inequitable form of taxation and
should not be maintained at more than a nominal level as a revenue raising
device.

The commercial tariff concession system recognises the primacy of the
protection objective of tariffs by allowing low duty or duty free entry of
products which are not produced domestically. This principal has also been
applied to the automotive industry.  Because 4WDs and LCVs have not been
produced in Australia and they often have functions other than carrying
passengers, they have generally faced lower tariffs, often significantly so, than
those on PMVs.  They have also usually not been subject to import quotas.
Since 1996 the tariffs on these vehicles has been at the general tariff rate of
5 per cent.

For the automotive industry, assistance policy in the twenty years to 1984, by
imposing quantitative restrictions on imports and stipulating minimum local
content requirements, became increasingly focussed on encouraging the
domestic production of a wide range of vehicles and components.  The
introduction of the Button Plan in 1984 commenced a change in approach
towards the creating of a competitive market driven industry with a smaller
range of products and fewer producers.

The change in objectives of automotive assistance has seen the industry largely
move out of production of small cars and at the same time enabled imports of
small and micro cars to increase.  The domestic industry that the tariff protects
is now concentrated in the medium and upper medium segments, these sectors
representing close to 90 per cent of production for the local market and with
sales being dominated by locally made vehicles.
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This segmentation of production raises the issue of what automotive imports the
local assembly industry needs protection against.  This will depend on the extent
to which imported vehicles are seen by purchasers as substitutes for locally
produced models.  Individuals will have different perceptions of substitutability
depending on their tastes and circumstances.  Vehicles with similar attributes to
domestic production will represent close substitutes and hence tariffs on these
will provide significant protection for the local industry.

On the other hand, because 4WDs and LCVs have functions not catered for by
locally produced vehicles, they are not close enough substitutes to warrant tariff
protection.  The potential impact on local production is not seen as sufficient to
justify taxing purchasers of these vehicles and they now face only the 5 per cent
general tariff rate.

Tariffs on other vehicles which are significantly different in size and
appointments to local production may have similarly small protective effects on
the local industry.  Micro/light vehicles fit into this category (vehicles below
1300 cc).  They are much smaller than any locally produced vehicle and hence if
their prices fall due to a tariff cut, substitution for local production will be small.
Hence the tariff largely penalises business and private buyers of these mini and
micro vehicles for at best little protective benefit to local production.

8.6 Impact of Assistance

As outlined in Section 8.2, there have been significant and ongoing reductions
in assistance to the PMV industry since 1984.  This section considers some of
the effects of these reductions on the industry’s structure and performance
together with an examination of the impact of some of the elements of the
assistance arrangements.

8.6.1 Industry performance

Over the past 30 years Government assistance to the motor vehicle industry has
been above the average level for manufacturing and the rest of the economy and
has changed frequently.  As a result the size, structure and performance of the
industry has been strongly influenced by the level and nature of assistance
provided.

The emergence of a highly fragmented industry with firms operating at clearly
sub-optimal scale reflected the assistance structure that evolved in the twenty
years from 1965 when the local content plan was first introduced.  Assistance
during much of this period was based on the quantitative restrictions provided
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by import quotas and local content schemes, supported by above average and
generally increasing tariffs.  A prime objective of assistance policy at that time
was to increase automotive industry self sufficiency.

The combination of an effectively binding local content requirement and quotas
on imports, meant that the level of effective assistance increased as the relative
efficiency of the local industry declined.  In addition the policies of various
State Governments (for example, State based purchasing preferences) aimed at
encouraging some form of motor vehicle production in their States.  These
various Government policies created a fragmented and geographically dispersed
industry unable to achieve significant scale economies.

As the cost and unsustainability of the self sufficiency strategy became
apparent, assistance levels have gradually been wound back.  The change in
assistance arrangements since 1984 has, over a considerable time period,
gradually lowered tariffs, removed the local content requirements and import
quotas and provided incentives for the industry to develop a more international
focus.  Appendix H outlined the improved labour relations flowing from
increased competitive pressure and from changes in institutional arrangements
in the labour market.  Chapter 4 observed the significant improvement in the
industry’s performance (labour productivity and quality) that has flowed from
increased competition in the industry partly induced by the decline in assistance
since 1984.  The link between these performance improvements and assistance
reductions is particularly important as it suggests that the potential for
productivity gains elicited by greater import competition may limit the adverse
impact of assistance reductions on the industry.

The extent to which these two developments are linked has drawn a mixed
response from the industry.

Toyota argued that:

The Government’s car policy since 1984, by reducing protection, has required the car
manufacturers to progressively reduce the gaps in their cost, quality and delivery
performance.  (sub. 15, p. 7)

Marplex, a supplier of plastic resins and compounds to the automotive industry,
stated:

The challenging nature of the current assistance regime, with its specific targeted
reductions over the long term, has managed to coalesce the majority of industry
participants into a tight, collaborative group whose common objective is to achieve and
sustain global competitiveness.  (sub. 25, p. 6)

The Australian Tyre Manufacturers’ Association also recognised the
performance enhancing impact of assistance reductions which have already
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brought tyre tariffs to 15 per cent, while also expressing concern about the level
of protection many imported tyres receive in their own home markets:

The Australian tyre manufacturing industry has embraced, and ultimately benefited
from tariff reductions down to the present levels.  However, importers have steadily and
regularly gained market share, from behind their artificial and trade distorted trade
barriers, and through their pricing policies.  In a price sensitive market such as tyres,
highly subsidised tyre importers will continue to threaten the viability of the Australian
tyre manufacturing industry, and this pressure cannot be met simply by attempting to
improve its productivity.  (sub. 56, pp. 1-2)

Holden, in observing recent improvements in productivity in both the
component and vehicle assembly sectors, argued that:

It would be wrong to ascribe these results to the decline in industry assistance to the
automotive sector.  Nevertheless it seems likely that decreasing assistance has tended to
concentrate the minds of people in the industry, and this was one of the elements that in
combination led to better efficiency.  At the same time it should be noted that a
conveniently timed fall in the exchange rate had an even greater motivational effect by
changing the task from impossible to merely difficult.  (sub. 19, p. 45)

For the future, while arguing for delays in further tariff reductions beyond 2000
and improved access to Asian markets, Holden still recognised the longer term
benefits for industry performance of reducing tariffs.

Holden does not disagree with the Commission in regarding tariff elimination as an
important goal.  The industry is not likely to reach its full efficiency potential while it
has significant tariff protection.  (sub. 111, p. 9)

Ford acknowledged that assistance reductions had stimulated improved
productivity and quality performance but argued that this link would be of less
relevance in the future as increased globalisation required continuing
performance improvements (sub. 107).

Mitsubishi conceded the role of phased assistance reductions under the Button
Plan in improving the industry’s performance.  However, it questioned the
impact of recent tariff cuts.

In the medium and medium-large sectors, however, the impact of tariff reductions on
industry performance in recent years is conjectural.

In MMAL’s view, the major stimuli in those sectors for improvements in productivity,
quality and overall competitiveness have been the fierce competition between local
producers and the need to meet the standards necessary to secure and maintain export
business.  The turnaround in competitiveness of the local industry in recent years has
been achieved without an imminent threat of import competition, although when such a
threat does inevitably materialise, it is worth noting that the industry will not be
achieving the rates of productivity improvement prevailing over the past eight years.
(sub. 34, p. 20)



THE AUTOMOTIVE INDUSTRY

234

Certainly some of the increase in competitive pressure in the automotive
industry has been via the expectation of greater competition as tariffs declined
and the increased range of vehicles (particularly at the very small end)
competing with domestic producers.  In addition the 1984, 1988 and 1992
assistance packages clearly signalled to the industry that declining assistance
(albeit very gradual) and greater involvement in world markets was the direction
of government policy.  The announcement effects of these changes is likely to
have created the climate for improved performance.

Toyota’s evolving and ongoing programme of cost downs for component
suppliers also indicates the impact of continuing assistance reductions and
improvements in performance by overseas competitors:

In 1991–92, Toyota Australia modified its policy for a minimum 2 per cent absolute
yearly cost down.  This was further enhanced in 1993–94 with the inclusion of our
International Competitiveness (IC) index versus TMC costs.  To establish
medium/longer term cost reduction targets, supplier by supplier, Corporate Policy was
enhanced in 1995 with the introduction of IC index versus global costs.

Clearly the world has not stood still since 1990 and we must continually re-align our
targets to world’s best.  Toyota Australia’s policy is that we will constantly review our
current position and revise corporate policies accordingly.  (sub. 15, p. 22)

Along with a number of other assemblers and component producers, Toyota
agreed with the view that the easy fruit had been picked and that future
productivity gains would be much harder to achieve (sub. 106).  However, its
observations regarding supplier performance suggest there are still important
gains to be made:

The Toyota Supplier Assessment program shows the performance of the supplier base
has improved since 1990, but the industry still has some way to go to reach levels
approaching world class standards.  ...  While Toyota Australia has been seeking to
increase localisation of purchasing, it must import certain materials and components, in
some cases, because the technology is not available in Australia and in other cases,
because local suppliers do not meet the quality or cost requirements.  (sub. 15, p. 20)

It is exactly these harder but attainable productivity improvements which
increased competitive pressure from imports on the domestic industry should
help achieve.

Broader changes in the macro and micro economic environment have also had
an important impact on performance.  However, the increased competitive
pressure flowing from the announcement and implementation of reduced
assistance has been particularly significant in its own right and in facilitating the
industry’s readiness to take advantage of other reforms (for example, the
improved institutional framework in the labour market).  Experience across a
wide range of industries in the private and public sectors is that increased



8  ASSISTANCE ISSUES

235

competitive pressure consistently leads to substantial improvements in
performance.  Conversely barriers to competition enable poor performance to be
maintained for long periods.  Only as assistance has been lowered in the
automotive industry have the efficiency impacts of domestic competition been
realised.

A crucial factor in achieving high standards of performance is the strength of
competition in a market.  As the industry has become more integrated into the
world market, competition has come from more than just assistance reductions
making imports more competitive.  Domestic PMV producers have to match the
performance of other group companies to be allocated export markets, while
component exporters have to match world prices.

The extent to which the industry as a whole can continue to improve cost and
quality towards world levels is difficult to assess.  Some firms argue that they
are already at or close to world best cost and quality and that only the absence of
scale economies limits their competitiveness in the domestic market.  In this
case lower assistance may engender the industry structure needed to achieve
greater scale economies and further improve the industry’s competitiveness.

Certainly the above average assistance framework which the industry operated
under for many years created an industry structure and inward looking focus that
led to poor productivity and quality.  This meant that there were significant
relatively easy (though not painless) productivity improvements available to the
industry which reductions in assistance played a part in eliciting.  Some of these
improvements came about from industry rationalisation delivering greater scale
economies while others resulted from improved operations within firms.

The Commission finds that reductions in assistance have provided a
significant stimulus to improving the performance of the automotive
industry.  Further assistance reductions are expected to still provide
worthwhile gains in performance.

8.6.2 Impact of the EFS

The export facilitation scheme is aimed at assisting domestic producers’
involvement in international markets in order to promote a more dynamic
outward looking culture and to reap scale economies.  The scheme has
undergone a number of important changes since its inception in 1982, but the
level of assistance it provides has broadly declined over time with reductions in
automotive tariffs.

By providing similar assistance to domestic and export production, the EFS
promotes more equal assistance within the industry.  In itself it widens
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assistance disparities between automotive and other industries.  However, as the
EFS has been part of a wider assistance reduction and industry rationalisation
package, it could be viewed as enabling a predetermined amount of assistance to
be provided in a more efficient way with a lower tariff rate.  In this sense the
EFS may not have increased total assistance to the industry.

The major potential long run benefits of the EFS are of a dynamic kind.  The
scheme has provided more status for local assemblers with their parent
companies in obtaining access to export markets.  By encouraging participation
in exporting activities it tends to stimulate the improvements in performance
and the achievement of scale economies needed to compete in those markets.
Firms unable to achieve these improvements are likely to lose their domestic
markets thereby fostering domestic industry rationalisation.

Automotive exports have risen significantly since the introduction of the EFS.
From 1984 to 1995 exports rose by 360 per cent or an annual average rate of
15 per cent.  Comments from participants suggest that the EFS was particularly
important in facilitating this strong growth.  As the benefits of the scheme are
linked to the automotive tariff, relatively strong incentives were provided in the
early years when tariffs were 57.5 per cent.  Automotive tariffs were lowered to
45 per cent in 1988, have fallen by 2.5 per cent annually since then to 22.5 per
cent in 1997, and will reach 15 per cent in 2000, presenting a gradually
diminishing incentive to export.11

However, there were also important economy wide developments operating to
improve the competitiveness of manufactured exports in general over this
period.  These included substantial devaluation of the Australian dollar, higher
labour productivity through enterprise bargaining, lower tariffs on business
inputs and improved performance of GTEs.  Exports of all manufactured goods
rose at an average annual rate of around 14 per cent between 1984 and 1995.

The combination of high tariff rates and the lags in the industry’s response to
the introduction of the EFS, led to a consistently rapid growth in automotive
exports in the second half of the 1980s.  The 1990s has seen a much slower net
export growth in those markets where the EFS provides assistance.  This partly
reflects the ending of Ford Capri production and partly the falling incentives
provided by the EFS as tariffs declined.

                                                
11 The scheme was expanded to include importers in 1987, although the FCAI Importers

Group argued that not until further changes in the scheme in 1992 did the incentives for
importers to arrange or purchase exports become significant.  They indicated that growth
in component exports through importers (excluding Nissan) increased around sixfold to
just under $140 million between 1991 and 1995 (sub. 46, p. 29).  Appendix L outlines a
raft of measures introduced in 1992 which further expanded EFS incentives.
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However, a new phase of EFS related expansion in the assembly sector is now
occurring.  DIST (1995b) forecasts that automotive exports will grow by around
55 per cent between 1995 and 2000, with CBU exports being the major growth
source.  The ever smaller EFS benefits appear to have been more than offset by
improvement in automotive industry productivity and quality.  Reductions in
automotive tariffs, by stimulating improved performance in the domestic
market, may have enabled increased exports at the same time as they reduced
EFS benefits.  In addition the initial high stimulus from EFS by exposing
domestic producers to the greater discipline of world markets will have also
fostered improved quality and lower costs which enable further increases in
exports.  The timing of the planned export developments also reflects the long
lead times in strategic decisions of international car producers.

The encouragement of exports (and the anticipated related expansion in imports)
is not an end in itself.  The underlying objectives were to encourage
rationalisation, achievement of scale economies and dynamic gains through
exposure to the higher standards of international markets.  As the EFS was part
of an integrated assistance package it is difficult to isolate its impact from other
elements of the package.  In the assembly sector, with the exception of the now
defunct Ford Capri program, the EFS has only recently started to play a
significant role in these objectives as domestic producers have become
integrated into their parent companies’ world marketing strategies.  Production
and investment plans of three of the assemblers now incorporate significant
export initiatives.  For components, the impact of the EFS on exports occurred
somewhat earlier, although largely involving some of the PMV producers plus a
relatively small number of specialist component producers.

The other important impact of the EFS is to provide duty relief on imports of
automotive products with the aim of replacing high cost local production and
stimulating competition.  In the early years of the scheme, when local content
requirements were in operation, export credits enabled PMV or component
producers to effectively increase their imports without breaching local content
requirements.  This provided the potential to replace the least competitive
domestic component production with imports.

With the removal of the local content scheme in 1988 and the much increased
flexibility in trading credits introduced in 1992, the exact impact of the EFS on
the level of imports is now not as clear.  In addition while the EFS may
potentially provide some stimulus for increased imports this impact will be less
than that given to exports.  Some part of the credit will be needed to offset either
the higher costs of producing automotive products in Australia or the purchase
price and transaction costs of purchasing credits from exporting firms.
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In the past, EFS credits in conjunction with the duty free allowance would have
provided assemblers with stronger negotiating power in their dealings with
component producers by offering the alternative of duty free imports rather than
domestic supply.  However, as observed in 8.6.3, this impact is now likely to be
small as the level of imports of PMVs and components by assemblers is well in
excess of their duty free entitlement and export credits.

World Trade Organisation considerations

In August 1996, members of the US leather tanning industry petitioned the US
Government to challenge the EFS on the grounds that it was inconsistent with
WTO rules.  The challenge was terminated in November 1996 after the US
Government and the Australian Government reached an agreement whereby
automotive leather products were no longer eligible to earn EFS credits.

This case exposed the EFS as a scheme which is vulnerable to challenge under
the WTO, hence seriously undermining its strategic value.  Participants in this
inquiry confirmed that they are unlikely to invest on the basis of the EFS
because its future is uncertain.  Ford stated:

The recent uncertainty over EFS caused Ford Australia’s withdrawal in late 1996 from
an international site selection process for a large investment in a manufacturing
program aimed principally at export.

... component manufacturers had approximately $500 million worth of export
investment plans on hold due to the uncertainty created by the Review process and the
WTO challenge. (sub. 107, p. 67)

Several participants accepted that the future of the EFS was very uncertain and
that it would probably not survive in the longer term.  For example, Holden
stated:

Naturally we have a liking for the EFS in that it appears to be not only well-understood,
but somewhat efficient and bordering on elegant.  The difficulty is that it’s probably run
its course.  World expectations have changed over the years and you can’t expect one
solution to work for all time.  (PHtrans., p. 439)

Many participants from the industry and government also argued for
replacement of the EFS after it expires in 2000 with a scheme which complied
with WTO requirements and provided equivalent assistance to the EFS.  The
South Australian Government stated:

In the event that the EFS must be abandoned as a result of the current US action and a
possible adverse ruling by the WTO, it is recommended that alternative, WTO-legal
export assistance which delivers an equivalent benefit be put in place immediately.
(sub. 169, p. iv)
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However, replacement schemes offering equivalent sorts of assistance and
incentives to the EFS would, by definition, suffer from similar uncertainties
under the WTO.  Some participants proposed replacement schemes based on
significantly modified versions of the EFS, but these would also face an
uncertain future under the WTO.

In order to minimise the risk of challenge under the WTO, other participants’
proposals for a replacement program were based on production subsidies.
These would assist both the export and domestic sectors of the industry.  The
FAPM proposed a scheme for the component sector which would provide
assistance at 5 per cent of the value of the sector’s output (excluding imported
inputs):

In our view, an incentive based on the value of production of component producers, to
the equivalent of five per cent of the value of output, would, with appropriate
qualification for access, provide for equity with existing assistance arrangements due to
expire in the year 2000.  (sub. 196, p. 1)

FAPM suggested a series of criteria relating to firm specific performance
(including R&D spending, training, capital expenditure, productivity and
employment) which would need to be met before firms qualified for the subsidy.
It saw this process as including strategic assessment by government of
individual firms’ survival and growth prospects in a lower assistance
environment.

Mitsubishi presented a scheme designed to reimburse the industry for the loss of
the EFS in 2000:

The starting point would be the abolition of the EFS with effect from 31 December
2000.  The revenue previously foregone under this arrangement would then be
reconstituted as a subsidy for the production in Australia of passenger motor vehicles
and automotive components (other than components for the Australian aftermarket).
(sub. 204, p. 2)

Mitsubishi proposed that the subsidy be based on the local content value of
eligible vehicles and components and, in order to avoid double counting of the
various tiers of component production, be paid to assemblers on the value of
total local content.

Holden proposed two alternative transitional schemes to 2010.  The first would
provide assistance to assembly and component producing firms demonstrating
particular regional trade objectives.  The scheme would incorporate selection
criteria to determine which firms would obtain entitlements to duty free
importation of automotive products and how much assistance they would
receive.  For assemblers it suggested:
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Car makers would be encouraged by the scheme to move toward increased international
balanced trade.  The mechanism would simply be to entertain applications for duty-free
importation of cars and components additional to those provided by the by law
entitlement.  The applicant manufacturer would be expected to meet various policy
objectives. ...

... The guidelines would have regard to the effect of the application on regional trade
outcomes and the extent to which they aided the transition to the applicant’s stated
strategy regarding regional integration.  They would also have regard to the applicant’s
exports and other imports, and the balance created (both overall and geographically).
(sub. 111, p. 29)

Alternatively Holden suggested a combination of production bounty, capital
subsidies and research and development subsidies which would be financed
from automotive duty revenue in excess of the 5 per cent general duty level.

As replacements for the EFS, these proposed schemes can be assessed against a
number of policy criteria which were relevant to the EFS (see Table 8.4 below
for a qualitative ranking of the above schemes against these criteria):

•  simplicity;

•  transparency;

•  budgetary cost;

•  impact on performance incentives;

•  resource allocation impacts; and

•  susceptibility to WTO challenge.

The EFS is a relatively simple and clearly understood scheme with limited
requirement for qualitative assessments in determining the size of assistance.  It
offers significant but declining incentives for automotive producers to export.
Hence it provides impetus for producers to improve performance to compete on
export markets but requires continuing improvement as assistance declines.  The
budgetary cost of the scheme has been relatively modest and declining.  It
generally improves resource allocation within the automotive industry by
providing assistance to export production which receives no benefit from the
tariff.  However, at least in the short term, the EFS worsens resource allocation
between industries by adding to automotive industry assistance.  However, in
the longer term the dynamic efficiency gains engendered by exposure to export
markets may enable assistance to the industry to be more easily lowered.  A
major deficiency in the EFS is its susceptibility to challenge under the WTO.

The participants’ proposals outlined above for replacements to the EFS fail to
meet many of these performance criteria and would merely hold on to the
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quantity of assistance available to the industry rather than achieving broader
policy objectives.  In attempting to limit the possibility of WTO challenge the
proposed schemes necessarily have little direct impact on exports.

The FAPM scheme if applied to the whole industry would generate an
unacceptably high cost.  If a 5 per cent production subsidy were applied to the
output of all firms in the PMV industry, in the year 2000 it would be likely to
cost around $570 million.12  This is more than three times the Commission’s
projected cost for the EFS in 2000, of around $160 million and hence would
represent a substantial increase in assistance to the industry.  A subsidy rate of a
little over one per cent on output would be needed to keep the cost of the FAPM
proposal to the likely year 2000 cost of the EFS.

The FAPM scheme also requires significant official assessments of individual
firm performance in meeting inevitably vague, arbitrary and sometimes
conflicting criteria.  There is no gradual decline in assistance provided to
particular firms as their performance against these criteria varies.  They either
qualify for assistance or they do not, based on government assessment.  In the
Commission’s view such excessive bureaucratic intervention is likely to
generate poor outcomes and lead to a significant waste of resources in lobbying
for favourable treatment.

The proposed scheme would provide only very indirect links between assistance
and exports.  It would not reduce assistance differentials between exports and
domestic production while increasing the differential between the automotive
industry and the rest of the economy.  FAPM implies that assistance under their
scheme would not be indefinite but no indication is given of the extent or timing
of reductions.

The Commission estimates that the subsidy rate in Mitsubishi’s scheme required
to preserve revenue neutrality with the EFS in the year 2000 is likely to be
around 2.5 per cent on domestic local content, rather than the 4.5 per cent in
Mitsubishi’s illustrative example (although this estimate is sensitive to the
relative growth in eligible exports and domestic market production to 2000).
After 2000 the subsidy rate would need to vary with the ratio of the industry’s
exports to domestic production if revenue neutrality with the EFS was to be
maintained.  However, this would link the subsidy to the industry’s export

                                                
12 In 1994-95 total automotive industry turnover was $13.2 billion, including total

automotive exports of $1.8 billion.  DIST (1995) forecast total automotive exports to grow
by 55 per cent from 1995 to 2000.  Using this forecast and assuming no growth in the
value of production for the domestic market, total automotive industry turnover would be
$14.2 billion in 2000.  Using the FAPM assumption of 20 per cent imported content would
leave $11.4 billion of output potentially attracting the subsidy.
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performance and hence create uncertainties regarding its status under the WTO.
If the subsidy rate was maintained at the year 2000 level, expenditure in future
years might be more or less than that which would have occurred under the EFS,
depending on movements in the ratio of exports to domestic production.

The Mitsubishi scheme would not resemble the EFS in terms of incentives
provided to the industry.  It purely retains government funds for the industry to
continue its ongoing preferential treatment.  As such, it runs counter to the EFS
objectives of stimulating improved performance and industry restructuring
which might encourage international competitiveness without assistance.  The
scheme would do nothing to bring assistance to domestic and export sectors
closer together, it would merely uniformly increase assistance to both sectors.
The incentives to export would be very low and would do little to maintain
investments in those exports that participants have claimed are dependant on the
EFS.

As a production subsidy, this scheme would distribute benefits very differently
from the EFS.  Firms with a relatively low proportion of output exported would
gain compared to the EFS, while those that had responded to the previous EFS
incentives and expanded exports would lose.  Currently in the assembly sector,
firms which have relatively low export volumes are profitable and would
receive substantially larger benefits under a production subsidy than from the
EFS.  Similarly firms with low automotive value added currently receive limited
benefits from the EFS but would gain significantly under the Mitsubishi
proposal to base the subsidy on local content.  Assemblers (who currently are
deemed to have 100 per cent automotive value added) would be likely to receive
lower benefits than at present, if their prices paid for components fully reflect
the bounty payment payable to them on components included in assembled
vehicles.  However, to make the scheme firm specific would lead to problems
with legality under the WTO.

Like FAPM’s scheme, Holden’s first proposal involves considerable
bureaucratic discretion, and has a very muted link between exports and
assistance, although it is not clear how the quantum of assistance would be
determined.  Holden also proposes that the type and source of duty free imports
under the scheme be restricted and that import privileges should be non-
transferable.  This would create further costly distortions in using the subsidy.
Its second scheme of a production bounty while having merit as a replacement
for the tariff does not replace the EFS as exports are not targeted

A positive aspect of the Holden schemes is that they are explicitly seen as
transitional and involving declining assistance with apparent cessation in 2010.
Hence they have some built in incentive to improve performance rather than
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providing indefinite assistance to firms and activities which may never become
competitive.

Table 8.4 Rating of proposed EFS replacement schemes against
selected criteria

Simplicity Transparency Budgetary
cost

Direct
Impact on
incentives

Resource
allocation
impacts

Susceptibility
to WTO

challenge

EFS good good good moderate moderate poor

FAPM poor poor poor poor poor moderate

MMAL good good moderate poor poor moderate
Holdena poor poor good poor poor moderate

a Holden’s regional trade objectives scheme.
Source: Industry Commission assessments.

Production subsidies like those proposed by the industry would not serve the
objectives of the EFS because exports could not be specifically targeted.  The
EFS was not aimed at simply providing the industry with more assistance.  The
key objective of the EFS was to stimulate a more internationally oriented and
competitive automotive industry structure by encouraging exports and
discouraging the least competitive sections of import-competing production.  A
production subsidy would stimulate all automotive production without
necessarily providing incentives for the achievement of a more internationally
oriented industry structure.  Requests for such schemes represent attempts to
hold on to the value of the preferred assistance currently received by the
industry.  They would further increase assistance to domestic production while
providing only a marginal stimulus to exports at a large budgetary cost.

The replacement of the EFS with any of the above proposed schemes, would
represent a return to the approach of increasing industry specific assistance, and
in some cases, firm specific assistance, which characterised policy towards the
industry from 1965 to 1984.

Requests to change current arrangements

Several participants have requested that changes be made to certain elements of
existing export facilitation arrangements.  These involved removing automotive
value added testing and broadening the definition of eligible exports.

Some participants, argued that using the automotive value added test to
calculate EFS credits created additional distortions between activities within the
automotive industry (see Appendix L).  These participants proposed that EFS
credits be calculated on the basis of local content in exports to provide equal
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support to all automotive exports, regardless of the level of automotive value-
added.  The FCAI Importers Group argued that:

The current scheme includes a value added test which discriminates against certain
automotive products and which also causes unnecessary administrative complexity.
Currently all raw material content (local and imported) and imported contents are
netted out in calculating the quantum of exports to which benefits will be applied. ...
The export focus of the industry could be enhanced by including local raw materials in
the calculation of export performance.  (sub. 46, p. 55)

Johnson Matthey submitted that:

So our primary position is that there is in our view bad policy present within the EFS in
the context of the calculation of credits.  Its a policy that directly discriminates against
component exports other than transmissions and engines.  (PHtrans., p. 40)

Mitsubishi argued that current arrangements give rise to an anomaly in the way
most component exports are treated:

Currently a full car is done on a local content base, yet components are done on value
added base and therefore the same component in a full car going out, CBU vehicle, has
got a different value for export than a component going out separately, and that just
doesn’t seem to make any logical sense.  (PHtrans., p. 592)

Apart from engines and transmissions (which are already assigned 100 per cent
value added), components exported as part of a complete car attract higher
levels of export credits than if they were exported separately.  This is because
the local content of vehicle exports is automatically deemed to contain
100 per cent value added under the EFS.

Other participants argued that the definition of ‘eligible exports’ should be
broadened to include additional activities.  For example, Iveco International
Trucks Australia Limited argued that EFS assistance should be extended to the
heavy commercial vehicle sector (sub. 26, p. 2).  AE Bishop submitted that
royalty payments should also attract export credits:

We believe the current scheme should be changed immediately to allow royalty
earnings to earn export credits. ...

The value added of our patented machines is eligible for export credits, but the royalty
income derived from the exercise of the product patents, which are usually
manufactured on those machines is ineligible.  This is clearly illogical.  (sub. 16. p. 2)

Appendix L examines the resource allocation impacts of the EFS in general.
These impacts are a mixture of costs due to increasing automotive industry
assistance by favouring automotive exports over other sectors of the economy,
and benefits from creating more equal assistance to the export and domestic
activities within the industry.  A similar analysis could be applied to the sorts of
modifications to the EFS requested by participants.  In theory the net impacts
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may be positive or negative.  What is clear is that lowering assistance to the
whole industry (export and domestic) would be the most beneficial approach
from a resource allocation viewpoint.

However, the issues of which items are covered by the EFS and the method of
assessing credits will go beyond only resource allocation considerations.  For
example, successive governments have focussed on the high technology nature
of the industry as a reason for favoured assistance.  The somewhat more
favourable treatment given to vehicles, engines and transmissions under the
EFS, could reflect the technically sophisticated nature of these products.  In
addition, complete vehicles will have very high automotive value added and
calculating the exact level would be complex and costly for little change in EFS
credits paid.  If the preferential treatment given to these products is of serious
concern it would be preferable to subject them to value added testing to bring
them into line with other exports, rather than increasing export assistance to all
components by removing value added testing.

In any event, as the EFS is due to expire in 2000 it seems counterproductive to
expand the assistance it provides, by adding to eligible exports and removing
value added testing, only to end the scheme shortly thereafter.  To further
stimulate export activities that will need to survive without assistance from 2000
would create unnecessary adjustment problems.  Further expanding EFS
benefits would mean a loss of government revenue for no long term benefit.  In
addition, an increase in the assistance provided by the EFS would make the
scheme even more vulnerable to challenge under the WTO.

8.6.3 Impact of the duty free allowance

As a legacy of previous local content schemes for the industry, PMV producers
have an automatic entitlement to duty free imports of original components or
vehicles up to 15 per cent of their value of production for the local market.
Export credits can be used to further increase duty free imports although there
may be costs involved in earning these.  Because it automatically receives this
allowance, the automotive industry is excluded from the Commercial Tariff
Concession System (TCS).

Effect on assemblers

The duty free allowance further increases assistance provided to the assembly
sector of the industry by providing it with access to a degree of duty free inputs.
However, as assistance policy moves from one of seeking industry self
sufficiency to a stance of encouraging integration with global markets there is
likely to be an increase in the percentage of components which would qualify
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for TCS entry.  Comments from a number of assemblers have confirmed this
trend.  Hence the benefit that the allowance provides above those available to
other industries is likely to fall.  In addition, as tariffs on components fall, so to
does the value of this preferential treatment.  The automatic allowance also
provides savings for assemblers in terms of greater certainty and lower
administrative costs compared to having to use the TCS.

As noted in Section 8.5.2, the duty free allowance currently brings relative
assistance for assemblers closer to that received by the component sector.

Effect on component producers

Under the local content scheme operating from 1965 to 1988, the duty free
allowance removed protection from the least competitive areas of component
production as importing these products duty free would offer the greatest cost
savings to PMV producers.  In addition, by creating uncertainty among
component suppliers, it also provided PMV producers with extra negotiating
leverage.  The extent of this leverage was limited by the fact that certain PMV
components were not produced in Australia and these imports took up a
significant part of the allowance.  Nevertheless the duty free allowance lessened
the transparency of assistance available to the component sector by clouding the
extent to which components were able to take advantage of the tariff.

With the extension of the duty free allowance to include assembled motor
vehicles from 1985, and more significantly, the removal of the local content
scheme in 1988 and the subsequent restructuring of the component sector, the
impact of the duty free allowance has changed.  As noted in Chapter 3, all of the
four domestic assemblers are now significant importers of vehicles.  Hence it is
likely that the duty free allowance will be more than accounted for by vehicle
imports and OE components not produced in Australia.

In this situation the allowance provides no rationale for assemblers to further
replace local components with imports.  They will be able to obtain the full
benefit of the allowance from their existing imports of vehicles and
components.  However, it may still provide some ongoing negotiating pressure
at the margin for some assemblers who threaten to move use of the allowance
between different components which have similar levels of price disadvantage
compared to imports.

The extent of this pressure is likely to be limited, as suggested by AIG:

AIG acknowledges that the vehicle assemblers’ 15 per cent duty free entitlement should
be maintained as a means to ensure their continued presence in this market.  This
instrument has been used as a lever in pricing negotiations with our customers but
ultimately a tariff element has been factored in.  (sub. 37. p. 13)
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Participants’ views

In general, the component sector, recognising its reliance on a competitive
domestic assembly industry in a lower assistance environment, supported
continuation of the allowance post 2000.  The FAPM stated that:

FAPM recognises that the duty free provision of the scheme is an important incentive
for investment by the vehicle assemblers.  While undermining the transparency of
assistance provided to component manufacturers, together with increasing the relative
support afforded assembly, the FAPM believes that the tariff and duty free allowance
still provide a level of derived assistance to component producers.  Indeed because our
own customers act as our defacto competitors, we have increased our efforts to
benchmark in order to maximise our overall sourcing opportunities.  (sub. 48, p. 44)

This was a marked change from the Commission’s 1990 inquiry into the
industry when FAPM argued for the removal of the 15 per cent allowance on
the grounds that it significantly eroded assistance to the component sector.  This
change in attitude is indicative of the now minimal impact of the allowance on
the component sector while it provides a cost saving to the component
producers’ customers.  Hence it is of clear benefit to the component sector.

Individual component producers, while generally supportive of the retention of
the duty free allowance, opposed any increase.  AIG suggested that any increase
be tied to production of another domestic vehicle or exports, from which
benefits would flow to the component sector (sub. 37).

Holden and Toyota argued for an increase in the duty free allowance to
25 per cent.  Toyota submitted:

An area where the Commonwealth Government’s car policy directly raises Toyota’s
manufacturing costs with little or no gain to component producers is the limited
automatic duty free entitlement of 15 per cent.  This level is, in Toyota Australia’s view,
a significant cost impediment to the production of global vehicles which require
imported technology not available in Australia and make the attainment of 85% local
content impossible.  It imposes unnecessary costs on local consumers of cars whilst
reducing export competitiveness.  Raising the duty free entitlement to 25 per cent
would benefit both the car manufacturers and consumers.  (sub. 106, p. 16)

Toyota requested an immediate increase in the allowance, rather than waiting
until after 2000.

Holden also argued for an expansion of the allowance to 25 per cent of the
value of production, but suggested that the increase only be available for the
import of assembled vehicles.  It indicated that this restriction was largely
cosmetic in an effort to alleviate component producers’ concerns regarding
increasing the allowance (PHtrans., pp. 439–43).  Switching of EFS credits
currently used by assemblers on PMV imports, over to components, could
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effectively circumvent restrictions on the use of an increased duty free
allowance.

Both Ford and Mitsubishi advocated retention of the by law but did not seek an
increase above 15 per cent.  Mitsubishi cited a desire to avoid unjustified
additional pressure on component producers, despite estimating that
components not available locally already made up about 20 per cent of the value
of production (sub. 34).

The FCAI Importers Group argued that the duty free allowance had become a
hidden subsidy to local assembly since the abolition of the local content scheme.
It did not challenge continuation of the allowance as long as it was part of
ongoing reductions in tariffs which would gradually phase out its impact.  While
not commenting on the appropriate rate of the duty free allowance, the
Importers Group argued that it should only be available for importing OE
components and not CBU vehicles (sub. 46).

Commission’s assessment

The Commission’s previous support for continuing the automatic 15 per cent
allowance (as with the EFS) was based on continuity of long established
assistance arrangements for the industry while the overall level of assistance
declined.  This support did not reflect any inherent attractiveness of the
allowance and indeed it has a number of drawbacks as a means of providing
assistance.  It decreases the transparency of assistance arrangements by clouding
the extent to which the PMV assembly industry is receiving assistance greater
than that available to other industries through the TCS.  Similarly it provides
some uncertainty about the protection provided by the tariff to the component
industry.  In addition, with the allowance available to import PMVs, any
positive impact on the performance of the component sector is severely
mitigated.

These deficiencies suggest that any increase in the allowance is not justified.  A
superior means of rectifying any intra-industry differences in effective
assistance rates would be to address the issue directly by having component
tariffs lower than those for assembly.

Also there are arguments for restricting the use of the allowance to OE
components.  The extension of the allowance for importing PMVs reflected the
then Government’s desire to see a decline in the number of vehicle models
produced domestically.  The original target for the number of locally made
models has been achieved and there is little justification for the use of the
allowance on PMVs.  When used to import PMVs, the allowance operates more
like a production subsidy.  In addition, as observed by the FCAI importers
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Group (sub. 46) the ability to import PMVs under automotive industry plan
provisions offers domestic assemblers some potential advantages in timing of
the payment of import duty.

As the duty free allowance currently stands, assemblers are entitled to include
production of PMVs for export in calculating their duty free entitlement, as long
as EFS credits are not claimed for that production.  However, it has been far
more profitable for assemblers to claim the EFS benefits rather than duty free
allowance on their export production.

The EFS is scheduled to expire at the end of 2000 and under existing provisions
PMV producers would be able to claim duty free allowance on the value of
export production.  As duty is not payable on imported inputs incorporated in
exports, the offset to TCS argument for the allowance being applied to
production for the domestic market, is not applicable to exports.  However, the
duty free allowance could be viewed as some offset for the impact of the
component tariff on the prices of domestic components used in PMV exports.
This would represent special treatment for PMV assemblers not available to the
exports of other industries, and would only have some justification while
component tariffs were above the 5 per cent general tariff rate.

While assistance to the automotive industry continues to decline there is a case
for continuing with existing assistance structures and arrangements in order to
minimise disruption to the industry.  However, the above anomalies in the duty
free allowance compared to the provisions for concessional entry of inputs
available to other industries, indicate that a review of the allowance would be
appropriate once automotive tariffs reach 5 per cent.  The Commission’s views
on continuance of the duty free allowance after 2000 are presented in
Chapter 11.

8.6.4 Industry structure

The reductions in assistance and directive restructuring incentives under the
Button car plan were accompanied by significant changes in the composition of
both the assembly and component sectors.  The plan had specific objectives for
reducing the number of assemblers and models although these were not ends in
themselves.

Implicit in the objective of model rationalisation was the achievement of some
of the significant scale economies available in PMV production.  The number of
assemblers has fallen since 1985 from five producing in eight plants to four
assemblers operating four plants.  Significantly the number of model lines fell
more dramatically from 13 to five.  Average model volumes and plant volumes
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have doubled.  However, participants have indicated that domestic volumes per
model are still below the levels needed to achieve the scale economies available
to large overseas plants.

Reductions in assistance and the changing form of that assistance have played a
major role in this restructuring.  The fragmented low scale industry existing in
the early 1980s could only have survived behind a high protective wall with
domestic competition focussed on product differentiation rather than lowering
prices to achieve scale at the expense of rivals.  As this assistance was gradually
dismantled and penalties for low volumes were introduced the domestic industry
was forced to rationalise in order to become more competitive.

There were also significant assistance-induced changes in the component sector.
The local content scheme had made it uneconomical for assemblers to source
less than 85 per cent of their content locally.  The abolition of these
requirements from 1989 placed considerably more competitive pressure on
domestic component producers.  The AIA observed that:

There has been considerable rationalisation in the component sector, with most major
components now produced by sole local suppliers to the industry, suppliers who are
driven to achieve price, quality and delivery standards by the constant challenge of
import competition. ... More competitive imports have replaced local componentry in
only a small number of cases.  (AIA 1993, p. 7)

The FAPM commented that:

Over the past decade rationalisation of the second tier has been quite substantial.  The
total number of suppliers has been reduced.  Also, assemblers have pushed many first
tier suppliers behind major systems suppliers.  (sub. 48, p. 34)

However, it has not only been changes in assistance that have led to changes in
the component sector.  As observed by National Consolidated Limited:

The rationalisation of the car industry is not just an Australian phenomenon, and car
manufacturers have moved to make gains from being global organisations, by
rationalising production locations and component supply on a global basis.
(sub. 38, p. 12)

8.6.5 Impact on consumers

Border assistance through mechanisms such as tariffs, impacts on consumers
through its effect on price, quality, technology and product range.  In the case of
motor vehicles, the availability of imports places pressure on local
manufacturers in the first three of these areas and is the source of considerable
product diversity.
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Motor vehicle prices

For much of the period since 1984, prices of imported cars have risen more
rapidly than domestic vehicles, with both being above CPI growth.  Between
1984 and 1995, the CPI increased by 76 per cent while the CPI motor vehicle
expenditure class rose by 107 per cent.  AAI estimates indicate that prices of
imported vehicles increased at a 25 per cent faster rate than domestically
produced cars.  Clearly assistance reductions will have slowed the pace of price
increases of imported cars, but large devaluations of the Australian dollar have
meant significant increases in the price of imports.  Indeed the large
devaluations of the Australian dollar were a major stimulus to the mid-term
revisions of the car plan which enabled imports to regain some of their lost
competitiveness.  Nevertheless if tariffs in 1997 were at the 57.5 per cent
prevailing in 1984, imported vehicles would be significantly more expensive.

The impact of assistance reductions on prices of domestically produced vehicles
is less clear.  The potential for assistance reductions to increase competitive
pressure seems to have been overtaken by the impact of successive
devaluations.  However, as discussed in Section 8.5.1, the changed climate in
the industry flowing from the Government’s changed approach to assistance
after 1984 (and particularly after the 1988 mid-term review) has had an indirect
impact on industry productivity and quality which should have kept car prices
lower than otherwise.

Consumer tax equivalent

One measure of the costs imposed on consumers by assistance arrangements is
the consumer tax equivalent (CTE).  This measures the higher prices that
assistance allows domestic producers to charge plus the tariff revenue paid on
imported vehicles.  In 1996, the CTE was around $1.75 billion.  This
represented an average of around $3400 for every motor vehicle purchased in
that year.  By 2000, this tax effect is projected to fall to around $2100 per
vehicle in 1996 prices, if new vehicle purchases remain at their current level.

A number of participants (including the four vehicle assemblers, the Victorian
Government and the SADC) were critical of the Commission’s use of the CTE
concept.  These criticisms fell into two broad categories.  Firstly, some
participants argued that the CTE had been wrongly portrayed as a measure of
the economic costs of assistance.  Secondly, criticisms were addressed at the
method of calculating the CTE and in particular that the quantum was too high
as a measure of the savings to consumers if tariffs were removed.

Regarding the first point, the CTE is, as the name suggests, a measure of the
costs of tariffs on PMVs to consumers as a group.  It is an estimate of the higher
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prices paid by consumers for domestic and imported vehicles because of the
tariff.  As PMV consumers are the group most directly disadvantaged by the
tariff, the CTE is relevant when considering the impact of assistance.
Expressing the CTE in per vehicle terms gives some average perspective to the
aggregate estimate of the cost to consumers.

The automotive industry has shown considerable concern regarding the
perceived unfairness to vehicle buyers of the relatively high sales tax on motor
vehicles and participants have provided estimates of savings to consumers from
lower taxes.  In a similar vein the CTE provides buyers with a broad indication
of the tariff induced transfers they make to the Australian automotive
manufacturing industry and the government due to relatively high tariffs on
PMVs.

However, the Commission does not claim that the CTE represents an estimate
of the net economic cost of assistance.  It simply gives an indication of the
transfers imposed on a particular group due to the PMV tariff.  In particular, it is
a partial measure in that it does not incorporate indirect or second round effects,
such as the impact on car prices of exchange rate changes flowing from tariff
reductions or the improved performance of the domestic industry as a result of
greater import competition.  Also it is a measure of gross cost to one group in
the economy and does not take account of offsetting gains to the beneficiaries of
assistance.

On the second point, in assessing the costs to purchasers of motor vehicles,
there are a number of possibilities regarding the concept to be measured and
assumptions in estimating that concept.  Decisions on these matters will impact
on the size of the estimated transfer from consumers.  Not surprisingly
participants in favour of continued special assistance have focussed their
criticisms on concepts or assumptions which increase the size of the CTE.

Some participants argued that tariff revenue should not be included as this is a
transfer to government and would need to be replaced by other taxes if PMV
tariffs were not collected.  Removal of duty payments from the CTE leaves an
estimate of the higher prices paid for domestic vehicles because of the tariff.
This is referred to as the gross subsidy equivalent (GSE), which is the subsidy
needed to provide the same level of assistance as the tariff.  Assuming the tariff
is fully utilised, for 1996 the GSE is estimated to be $1.14 billion.  To express
the GSE on a per vehicle basis, only the number of domestically produced
vehicles for the local market should be considered.  This gives an estimate of
$4060 per vehicle as the average additional price for domestic vehicles due to
the tariff in 1996.
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Another argument put by industry participants was that the tariff was not fully
reflected in the prices of locally made cars because imports were not perfect
substitutes for domestic production.  This argument does not accord with the
assemblers’ strong concerns about the impact on the local industry of lower
tariffs on four wheel drive and light commercial vehicles and proposed lower
tariffs on very small engined vehicles.  These vehicles are not direct substitutes
for locally made PMVs but the industry’s comments suggest a significant
impact of lower tariff imports on prices and demand on the domestic market.
This would suggest that larger imported PMVs would be quite close substitutes
for local production.

In commenting on the CTE, Ford argued that:

Locally produced cars offer consumers world class value for money and world class
quality — if consumers were disadvantaged this would be an issue real world
experience shows they are not.  (sub. 107, p. 5)

However, if domestic consumers were receiving world prices there would be no
need for tariffs to assist the local industry.  Any overestimation in the CTE
calculation of the higher factory gate prices that the PMV tariff has allowed,
would indicate that a commensurate reduction in tariffs was appropriate.

In calculating the CTE, the impact of tariffs on the amount of sales tax payable
on motor vehicles is not included.  If allowance was made for this effect the
impact on consumers would be around 20 per cent higher than shown above.
Conversely, the anticipated impact of tariff reductions on the exchange rate is
also not incorporated in the CTE.  This effect would lessen the impact of tariff
reductions on automotive prices and hence slightly lower the benefit to
consumers.

Several submissions were critical of the calculation of the CTE on a per
employee basis.  However, an important theme of those arguing for continuing
above average assistance for the PMV industry, is the impact of lower tariffs on
employment in the industry.  The CTE per employee calculation dimensions the
size of the tariff induced transfers imposed on consumers in terms of one
measure of the employment involved.

Because of backward inter-industry linkages, employment related to the
domestic PMV industry is more than the industry’s workforce.  However, a
more appropriate employment number for CTE calculations would be the likely
loss of jobs in the industry due to the removal of the tariff.  It is these potential
job losses that are used as one justification for the PMV tariffs which generate
the CTE.  Using this employment concept would result in a considerably higher
CTE per employee than that presented in the draft report.  The Commission did
not use this approach because of the speculative nature of the employment
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numbers involved.  However, because of the possible misinterpretation of the
CTE per employee number the Commission has not included this figure when
updating CTE estimates to 1996.

The Commission finds that automotive tariffs have imposed a major impost
on consumers, adding an average of $3400 to the price of PMVs in 1996.  In
2000 tariffs will still add an average of $2100 to the price of every PMV.

Choice and quality

The relatively small domestic market and production means that the reductions
in assistance since 1988 have provided consumers with a considerably wider
choice of makes and models.  The growth in the micro segment appears
particularly related to the removal of import quotas.  When only 20 per cent of
the market was available to imports, larger cars with higher profit margins were
the most profitable use of available quota.  In the years before 1989, import
quotas meant that 80 per cent of consumers were effectively limited to a choice
of 13 locally produced vehicles.  The removal of quotas accompanied by
reductions in tariffs has enabled a broader range of imports, particularly of
smaller cars, to enter the market.  Between 1985 and 1990, the number of
models on the Australian market increased from 70 to 90, with a further increase
to 100 by 1995 (AAIR 1996).

This development has been particularly important as new car affordability has
declined significantly.  Small car imports have provided consumers with the
opportunity to spend less on motor vehicles while still purchasing a new car.
They have also opened a new segment of the market for small engine, low
priced and economical vehicles.

Substantial improvements in the quality of domestic cars has been observed in
recent years.  The FCAI Importers group argued that this reflected the need to
compete with imports under a lower tariff regime with no quotas.  In addition,
assemblers have indicated that the push into export markets in the 1990s
required higher quality vehicles than those previously provided to the domestic
market.

8.7 Impact of changing assistance

While further PMV assistance reductions can be expected to deliver net benefits
to the economy, there will be gainers and losers from this process.  This section
examines these matters at both an economy wide and regional level.
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8.7.1 Economy wide impacts

There are costs and benefits associated with providing special assistance to the
automotive industry.  Assistance to the motor vehicle industry imposes a
number of costs on the rest of the economy.  As noted in 8.6.5, consumers pay
higher prices for motor vehicles, both imported and locally produced.  As well
as imposing transfers from consumers to government and the domestic PMV
industry, the tariff distorts consumers’ choices between motor vehicles and
other products and leads to lower spending on motor vehicles.

There may also be losses in production efficiency as a result of assistance as
market structure and firm efficiency do not have to generate world competitive
costs.  As observed in Section 8.6.1, assistance reductions have played an
important part in stimulating better performance by the domestic industry.

To the extent that PMVs are capital inputs into other industries, tariffs will
impose higher business costs causing commensurately lower demand for those
products.  If the user industries are exporting or import competing they will lose
some market share to overseas producers.

In addition, by restricting imports, tariffs have the effect of maintaining a higher
than otherwise exchange rate.  Hence export or import competing industries
without assistance are disadvantaged because of the assistance required to
maintain the less efficient parts of the motor vehicle industry.

All of these industry specific costs also have flow through effects on those
industries supplying the sectors adversely affected by assistance to motor
vehicles.  This is the cost side equivalent to the beneficial impact of automotive
industry assistance to significant suppliers to the automotive industry.

However, there are also some beneficiaries from assistance.  The main
beneficiaries of continuing assistance to the assembly and component industries
are producers and employees in the industry and to a lesser extent in its supplier
industries.  In the absence of assistance there would be output and employment
losses in the industry compared to the situation with assistance.  Profits, wages,
conditions and employee performance would be put under greater pressure as
imports became more competitive.  Many assemblers and component producers
have argued that the industry will have considerable difficulty competing with
imports at the 15 per cent tariff scheduled to apply from 2000.

The geographic concentration of the automotive industry in Victoria and South
Australia means that there is also a regional dimension to the costs and benefits
of assistance.  On balance residents and businesses in these States will be
beneficiaries from assistance, with the relatively small numbers directly
involved in the industry being major beneficiaries and the bulk of the rest likely



THE AUTOMOTIVE INDUSTRY

256

to be net losers.  Most residents in other States will bear the cost of automotive
assistance.

As an input into the examination of assistance issues, the Commission
considered the results of a number of economic modelling exercises which
estimated the economy wide costs and benefits of reducing PMV industry
assistance.  In view of the considerable prominence some participants have
placed on the output of economic models, it is worth stressing that these models
are not the basis for formulating industry policy.  By necessity they abstract
from the complexities of the real world.  Issues such as adjustment costs,
employment growth and efficiency gains from assistance reductions and
regional impacts are, often by necessity, handled in a mechanistic way in
economic models.  While modelling may provide some useful insights into these
issues, their full evaluation requires considerable qualitative assessment.
Economic models are only adjuncts to good policy analysis, they are not its
core.

In addition the criteria for assessing assistance policy are wider than the GDP,
consumption and employment estimates obtained from economic models.  For
this inquiry the usefulness of economic models is in providing a broad
indication of the nature and size of the effect of automotive industry assistance
on the rest of the economy and of the national and regional impacts of assistance
reductions on the industry and the economy.

The South Australian Government (sub. 200) contended that historically the
Commission had relied heavily on modelling of static efficiency gains to justify
industry policy recommendations.  It submitted that these sorts of gains are now
much lower and no longer support the case for further automotive tariff
reductions.  This view is flawed for two reasons.  Firstly, even under
conservative assumptions the results of economic modelling still indicate annual
benefits from tariff reductions which are worth pursuing.  In particular the
cumulative impact of these ongoing benefits remains significant.

Secondly, and more fundamentally, the SA Government’s view of the role of
economic modelling in determining the Commission’s industry policy
recommendations is not correct.  In many reports the Commission has
emphasised that the results of modelling work are merely indicative and only
one of a variety of different inputs into development of policy
recommendations.  In announcing these recommendations, the Commission has
sometimes used estimates of gains obtained by economic modelling, as a
shorthand way of communicating the net results of relatively complex
arguments.  When the static resource allocation gains were particularly high —
for example when reducing automotive tariffs from 35 per cent to 15 per cent —
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these benefits obtained particular prominence.  However, these were always
minimum benefits.  The Commission has always recognised the substantial
impact assistance reductions can have in generating improved performance,
industry restructuring and achievement of scale economies.

Rather, it is some governments and industry participants that have changed their
attitude to the significance of economic modelling results.  As now recognised
by the SA Government, the resource allocation gains of previous automotive
tariff cuts (alternatively the high costs to the economy of assistance to the
industry) were significant.  However, in previous inquiries State governments
placed little credence in such impacts when they argued for continued high
assistance for the industry, to the significant detriment of the rest of the
economy.  Now that static resource allocation gains are lower (although still
worth pursuing) these same governments are attracted to such results as an
argument for not reducing assistance to the industry.

A number of submissions provided useful commentaries on the MONASH
model assessment of the impact of possible post-2000 assistance reductions.
Some of their comments have been incorporated in the modelling reported here.
In particular, the revised assumptions used in the modelling for this report are
conservative (see Appendix N) so that the estimates derived for the gains from
reducing automotive assistance below 15 per cent are at the low end of the
scale.

In addition, several submissions provided critical comment on the modelling
exercise undertaken for the SADC (sub. 91 and reproduced in the draft report
section 11.3).  This modelling was also revised and was submitted by the South
Australian Government (sub. 200).  General Motors presented modelling work
undertaken for it by Access Economics (sub. 138) and Access Economics
submitted further developments of this work (sub. 201).  The South Australian
Centre for Economic Studies (SACES) provided estimates based on its
FEDERAL-SA model (sub. 167).  This Chapter outlines the results obtained
from the MONASH model simulations.

The Commission considers the MONASH model the most appropriate for the
purpose of industry policy analysis for a number of reasons.  MONASH is a
large scale economy wide model with a detailed industry structure which makes
it particularly useful for examining inter-industry impacts of assistance.
Together with its predecessor ORANI, it has a long history of highly respected
and widely published applied work.  MONASH/ORANI have been well
documented and, unlike proprietary models, have been made publicly available
(Appendix O provides more details of this documentation).  As a result,
MONASH and its antecedents have been subject to widespread peer evaluation.
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In addition, the economy wide historical analysis and projection capabilities of
MONASH are a unique and valuable analytical tool.

However, as has been shown in this inquiry, useful insights can also be obtained
from other models and approaches.  Particular models may have unique or tailor
made features which are helpful in analysing the issue of automotive tariffs,
while individual researchers may offer different insights into the issues
involved.  The modelling work undertaken for the Commission on this inquiry
has benefited from the input of participants to this inquiry.

National projections

The various modelling work submitted to this inquiry produced a range of
estimates of the net benefits to the economy of lowering automotive tariffs from
the 2000 level of 15 per cent to 5 per cent.  All of the models showed growth in
real GDP flowing from further assistance reductions.  This result is not
surprising, for as observed by Holden:

It is widely recognised that the provision of assistance to the automotive industry
entails costs to other producers and consumers, which in the long term outweigh the
benefits of assistance to the automotive industry.  (sub. 138, p. 1)

Appendix N presents projections from the MONASH model for four scenarios
for post 2000 tariff reductions.  These are compared to a base case of leaving
tariffs at 15 per cent.  The option for continued 2.5 per cent tariff reductions
until 2004 is considered for each of constant returns to scale and increasing
returns to scale assumptions (scenarios A and B respectively).  An alternative
slower reduction of tariffs by one per cent annually until the automotive tariff
reaches 5 per cent in 2010 is also examined under both constant and increasing
returns to scale (scenarios C and D).  Results from these latter two scenarios are
reported under the adjustment costs heading below.  The reduction in duty paid
import prices from these tariff reductions would be around 8 per cent. No
scenario was developed for the industry’s preferred option of a tariff pause until
2005 pending a further inquiry, as the open ended nature of that position means
that a post 2005 tariff path cannot be presented.

Scenario A shows an annual long run gain in real GDP of .034 per cent and in
real consumption of .025 per cent as a result of reducing PMV tariffs from
15 per cent to 5 per cent.  These gains are greater than those obtained by only
examining the partial analysis of welfare gains to PMV consumers from lower
tariffs (see Appendix N).  Based on 1995–96 GDP, the increase in GDP
represents $165 million annually and the growth in consumption would be
$76 million.  As outlined below, these projected increases in GDP and
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consumption result from only a relatively small projected increase in imports
and consequent adjustment to the local industry.

These gains are not one-off benefits, but represent ongoing long run annual
increases.  To estimate the total gain from reducing PMV tariffs, the annual
gains need to be summed to provide a present value of net benefits.  Using a
5 per cent discount rate the estimated present value of real GDP gains over time
from scenario A are around $1.6 billion (discounted to 1997), while the gains in
real consumption are valued at about $1.1 billion.  If the MONASH model had
used a higher rate of substitution of automotive imports for domestic
production, these estimated gains would have been considerably higher, as
would have the projected negative impact on the automotive industry.

The assumptions used in generating these estimated gains in real GDP and
consumption are conservative and hence the estimates are minimum
representations of the gains available from automotive tariff reductions.
Assumptions regarding consumer preferences for imports, terms of trade effects
of tariff reductions and the absence of any impact of the declining tariff on
industry performance and on economy wide employment , all lead to lower
gains from assistance.  Appendix P discusses these assumptions in more detail.

Scenario A assumes that in the long run, unit costs do not vary as output
changes.  However, for the automotive industry many participants have argued
the importance of volume (at the industry, firm and model level) in keeping unit
costs down and enabling eventual achievement of world competitiveness.  In
particular, scale economies were seen by those in the industry as providing some
justification for continued assistance in order to protect the volumes of domestic
producers.

However, this is a very static view of scale economies in that it requires the
existing industry structure and product range to be taken as given.  In this
framework any loss of volume to imports will increase short run unit costs as
installed capacity is less effectively utilised and long run costs will also rise if
scale economies exist.  For individual firms this analysis of scale economies is
not unexpected as they assume their own continued existence and that of their
competitors and customers.  However, use of assistance policy is a high cost
way of maintaining the scale of operations of the existing number of firms.  It
limits pressure for rationalisation by imposing additional costs on consumers
and the rest of the economy.  Industry restructuring or increased unassisted
exports are more efficient means of achieving firm specific scale economies.

The MONASH model was used to simulate the impact of scale economies on
the effects and the costs and benefits of assistance reductions (scenario B).  The
impact of scale economies on the results from an economic model depends very
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much on the way in which they are introduced.  Hence the exact size of the
effects on the economy and industry are indicative only.  The important outcome
is the welfare benefits from potential scale economy gains compared to the
static resource allocation impacts.

In using MONASH it was assumed that the lower market share for domestic
producers projected under a 5 per cent tariff was the result of fewer models and
components being produced in Australia and hence an apparent shift in
consumers’ tastes towards imported cars.  However, those products that
remained achieved higher volumes and as a result unit costs fell by 3.7 per cent,
the amount needed to match lower import prices.  Appendix N provides more
details of the approach used.  This approach reflects the view that domestic
market forces have not as yet been sufficient to engender all of the industry
rationalisation needed to achieve available scale economies.  However, stronger
international competition as tariffs fall, forces the rationalisation needed to push
unit costs down so that the prices of imported automotive products can be
matched.

Scenario B results in significantly higher welfare benefits from tariff reductions
because the contraction of the automotive industry is accompanied by a growth
in productivity as the number of firms or products declines and allows firm
specific scale economies to be realised.  In addition to resource allocation
benefits it also provides productivity growth which clearly enhances the nation’s
income.

Real GDP is projected to increase by 0.2 per cent by 2009-10, more than five
times the purely resource allocation gains estimated under scenario A.  The size
of automotive industry output is the same as in the constant returns to scale case
but is distributed among fewer firms.  This approach recognises the competitive
forces for productivity enhancing structural change as import competition puts
pressure on the local industry to achieve available scale economies.  The highly
distorted industry structure created by over 20 years of quantitative restrictions
on imports as well as very high tariffs, suggests that there is likely to be scope
for further restructuring to achieve scale economies.  The significant cost of this
period of very high assistance is likely to have lingered on in an industry
structure still seeking special assistance.

The industry view of the scale economies process was adopted by Access
Economics (sub. 201) and generates lower benefits from tariff reductions when
economies of scale are present.  However, this result occurs because Access
assumes none of the industry rationalisation that would be expected as import
competition increases.  Rather, Access anticipates the somewhat perverse
response that all firms will remain, and as their costs rise, they will suffer an
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even greater loss in market share.  This assumption is not tenable if scale
economies exist.

Another factor which substantially increases the potential national benefits of
assistance reductions are the additional dynamic efficiency gains from tariff
reforms — the improved performance generated by increased exposure to
international competition.  For example, EPAC (1996) examined the growth
performance and tariff policies of 14 major OECD countries and found that
tariff reductions made a significant contribution to higher growth in the best
performing countries.

The South Australian Government questioned the potential for such dynamic
efficiency improvements.

This ‘x-efficiency’ argument represents a departure from standard economic analysis
which assumes that businesses always operate in a cost-maximising, rather than
wasteful manner.  (sub. 200, p. 39)

It appears clear that in the automotive industry, previous assistance
arrangements had not generated optimal performance by domestic producers.
Rather assistance had created an inefficient industry structure within which
firms’ cost and quality performance was significantly above world best practice.

A number of submissions to this inquiry by industry participants have conceded
the past x-efficiency cost of protection.  Many of these participants also
questioned the extent of the potential for future gains.  However, there is
sufficient evidence — including participants’ comments — to indicate that some
Australian producers remain behind world best practice.  This implies that more
gains in performance are available as lower tariffs put more pressure on the
industry.  In addition, until 1988, the structure of the industry was highly
distorted by quantitative restrictions which reserved 80 per cent of the market
for local assemblers and component producers.  The structural changes from this
artificial and inefficient situation are likely to continue for some time and offer
ongoing performance enhancements as long as declining assistance continues to
maintain pressure for improved performance.

As with achievement of scale economies, these dynamic gains from tariff
reductions offer a ‘win–win’ situation.  Users benefit from lower prices for
components and vehicles as tariffs decline, while the industry does not lose as
much market share because its productivity improves.  However, there would be
some employment loss in the automotive industry as a result of the productivity
gains (as was the case in the early 1990s).  There are significant gains in GDP
and welfare from this option as the gains are not only in consumer welfare but
also in producer efficiency.  Some dynamic gains could come from the sort of
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scale economies scenario considered above but they could also be achieved by
improved performance of firms within the existing industry structure.

The other potential dynamic gain ignored in the long run in the above estimates,
is the possibility that some of the benefits to the economy from lowering
assistance to the automotive industry will be taken as increased employment
rather than higher real wages.  Traditionally computable general equilibrium
models assume that in the long run there is little if any employment growth from
tariff reductions.  This is a convenient assumption to isolate the purely static
resource allocation gains from assistance changes and is consistent with the
macroeconomic concept of a natural rate of unemployment.  However,
particularly in an increasingly industry and enterprise based wage setting
framework, it is not clear why all of the potential long run employment benefits
should be assumed eroded by wage increases.

Impact on the automotive industry

The MONASH simulations also estimated the impact of tariff reductions on the
automotive industry.  These projections are long run estimates of the impact on
output and employment in the industry of reducing PMV tariffs to 5 per cent
after 2000 rather than leaving them at the year 2000 level of 15 per cent.  As in
previous Commission reports on the automotive industry, these projections
abstract from all factors except the tariff reduction, and hence they do not
represent forecasts of the future size of the industry.  Many factors in addition to
tariffs will determine the outlook for the industry.

The projected impact on the industry depends very much on the estimated
response of purchasers to lower import prices.  For the automotive industry, the
MONASH model assumes a much larger substitution of imports for domestic
production as import prices fall than it does for nearly all other industries (see
Appendix N).  However, other modellers have assumed even higher substitution
responses and hence have generated larger declines in industry output.  It should
be noted that the more users are assumed to switch to imports as tariffs fall, the
greater is the implied national net benefit of the tariff reduction.  Large
increases in imports indicate that the tariff is seriously distorting domestic
economic activity and hence imposes a high cost.  A low response from imports
implies that the tariff is only needed by a small proportion of the domestic
industry and hence could be removed with minimum impact.

For scenario A, MONASH projects a fall in output of the motor vehicle and
parts industry of 6 per cent as a result of reducing tariffs from 15 per cent to
5 per cent.  As no changes in labour productivity are assumed in response to
further tariff reductions, industry employment falls by a similar amount.  As the
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PMV sector makes up the bulk of domestic production in the motor vehicle and
parts industry, these results closely approximate the estimated impact on the
PMV industry.

Reductions in tariffs from 15 to 5 per cent, while likely to cause the domestic
industry to be somewhat smaller than otherwise, are certainly not expected to
make it disappear.  Other factors such as industry productivity, input prices
(including wages) and exchange rates may singly or in total have a more
significant impact on the industry than further declines in assistance beyond
2000.

In scenario B, tariff reductions have, by assumption, the same output effect as in
scenario A.  However, the projected negative net employment effect on the
industry is greater at 10 per cent, because scale economies and industry
restructuring are allowed for.  The greater net economy wide gains from
achieving scale economies imply greater adjustment in the industry.  There
would be greater losses in employment in firms departing the industry, only
partly made up by some gains in those expanding market share.

The scenarios used to estimate these impacts were undertaken using MONASH
model simulations projecting development of the economy and in particular the
motor vehicle industry from 1997–98 to 2009–2010, conditional on projections
of certain macroeconomic variables.13  These projections should only be treated
as broadly indicative of likely trends conditional on the attainment of
macroeconomic forecasts on which they are based.  Economic projections for
even the short term are subject to considerable uncertainty.  The Commission
does not rely on these projections as the basis for its assistance
recommendations.  Rather they provide an indication of the possible
macroeconomic and industry environment in which these recommendations
would occur.  This is of particular relevance to likely industry and regional
adjustment issues.

The MONASH simulations are based on exogenous macroeconomic projections
for variables such as GDP, employment, exports, imports and exchange rates,
which when combined with the analysis of recent behaviour from the historical
simulations of the MONASH model (see Appendix M), provide industry
specific projections.

In the base case, output of the automotive industry is projected to grow by
34 per cent between 1997–98 and 2009–10, with employment growing only

                                                
13 Differences in variables such as GDP, consumption and motor vehicle industry output

between these scenarios and the base case are solely due to assistance reductions and
represent the estimated impact of those reductions on the economy and the industry.



THE AUTOMOTIVE INDUSTRY

264

slightly due to assumed continued improvements in labour productivity in the
industry.

Under scenario A, industry output is still estimated to grow by around
26 per cent, but with a projected decline in employment of 3 per cent.  The
industry’s share of the local market is projected to decline but exports are
assumed to grow.  The decline in domestic market share reflects an ongoing
adjustment from the assistance mandated levels of around 80 per cent achieved
between 1975 and 1988.

An important observation from these projections is that economic growth over
the next fifteen years should provide an important offset for the domestic
industry to the loss of market share which would follow further assistance
reductions.  The exact balance of these factors on the size of the domestic
industry will depend on many other influences such as exchange rates and the
industry’s own performance in improving productivity in response to greater
international competition.  However, the MONASH projections reinforce the
view that a significant industry will remain at tariffs of 5 per cent.  Maintaining
tariffs at 15 per cent would not assist the survival of the whole industry, but only
those firms that could not adapt to a 5 per cent tariff.

It should be stressed that these projections do not imply the continuance of the
industry exactly as it currently exists or with all the current participants.  Even
in the absence of assistance reductions beyond 2000, competitive forces may
lead to further changes.  Industry rationalisation is a long term process which
often must await the depreciation of existing capital.  But to set assistance
policy to protect the least competitive products or firms would be very
expensive to consumers and other industries.

Slowing the rate of tariff adjustment to lessen adjustment costs

An alternative tariff option considered in Chapter 11 is to lower PMV tariffs by
1 per cent per year until they reach 5 per cent in 2010 (scenario C).  This delays
the economy wide benefits of assistance reduction.  However, it provides the
industry — firms and employees — with more time to adjust to lower assistance
by improving performance or finding alternative employment.

The MONASH model was used to estimate the impact of this alternative on the
present value of benefits from reducing tariffs.  The MONASH model contains
no adjustment costs additional to the output and employment losses in the
automotive and related industries.  Hence the quantum of net benefits from
reducing assistance more slowly must be less, as the years until the final
adjustment is achieved provide lower net benefits than in the faster tariff cut
option.  The long run equilibrium annual net benefit is not changed by slowing
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the rate of assistance changes.  As reported in Appendix N, the present value of
net benefits from the slower adjustment are estimated at around 70 per cent of
those in the faster adjustment scenario using a 5 per cent real discount rate.

Because of the high level of foreign ownership of the PMV industry, some part
of any initial adjustment costs associated with reducing motor vehicle tariffs
will be met by overseas owned companies (redundancy payments, loss in value
of fixed capital).  To this extent, they will not represent losses in welfare to
Australians.  Examples would include redundancy payments associated with
Nissan’s assembly plant closure and Toyota’s relocation from Dandenong to
Altona.

The slower rate of decline in automotive tariffs will generate gains over the no
change situation.  The extent to which a faster rate of reduction would be even
more beneficial would depend on assumptions regarding how adjustment costs
would vary between the two scenarios.  However, as the net change in import
prices from the proposed tariff reduction would only be around 8 per cent, the
gap between the two alternatives is only very small.  As discussed in Chapter 11
it is not clear how slowing this rate of tariff decline could significantly effect the
investment and production decisions of PMV producers.

In addition, the industry has had an inordinately long adjustment period from the
very high absolute and relative assistance it was receiving in 1984.  By 2004 it
will be 20 years since assistance reductions began and to further delay
assistance reductions and continue special treatment to the automotive industry
would extend this period.  Chapter 12 examines possible policy responses to
adjustment issues.

8.7.2 Regional impacts

The concentration of the automotive industry in Victoria and South Australia
has focussed attention on the impact of assistance reductions on these
economies and to regions within them.

Participants’ views

Numerous submissions were received from local authorities in areas containing
a significant automotive industry and from the South Australian and Victorian
Governments, concerned about the impact on their regions of any decline in
employment in the industry.  In analysing these impacts it is important to
recognise that welfare relates to the individuals and firms residing in particular
States rather than the States themselves.  Hence estimates of declines in State
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Gross Product or consumption are not indicators of welfare if there are
population changes accompanying them.

On balance, employment opportunities in the motor vehicle industry in Victoria
and South Australia are likely to be lower due to the impact of automotive
assistance reductions.  This net outcome will be a balance between those in the
industry who are potentially significant losers, through to those who would
clearly benefit from lowering assistance.  For example, the Federal Member for
Corangamite (a largely rural electorate positioned around Geelong) commented
on the cost of automotive assistance to regions (including those in Victoria and
South Australia) with large agricultural or mining industries:

Traditionally in Australia, mining and agriculture have borne the cost of high tariffs,
through higher prices on imported inputs, an over-valued exchange rate and the need to
compete with protected industries for factors of production.  (sub. 52, p. 4)

However, the Federal Member for Kingston (a suburban Adelaide electorate
containing Mitsubishi’s assembly plant) also highlighted, from the viewpoint of
an area currently benefiting from assistance, the dilemma of differential regional
distribution of the impacts of lowering assistance:

To suggest that the net effects of immediate increases in unemployment would be offset
by employment in other industries or geographic locations would simply be false.  This
would occur only minimally in Kingston because of the lack of other industries of this
size and capacity to absorb such a substantial part of the workforce.  (sub. 28, p. 15)

Geelong has already absorbed a significant decline in automotive industry
employment in recent years.  The City of Greater Geelong indicated that:

Total employment in the automotive industry has declined since 1990 from about 6700
to 3900.  Most of this decline is likely to be due to improvements in productivity as
manufacturers have adjusted to the exposure to international competition.  For example,
employment at Ford Geelong is now approximately 55% of that which existed in 1990,
but production levels are approximately the same although the mix of products is
different.  (sub. 39, p. 2)

In the last decade the bulk of adjustment issues for the industry have been
related to relocation of plants, productivity growth or poor profits of individual
firms rather than declining industry output.

Adelaide is the other area facing a potential regional adjustment if there are
significant declines in employment in the local automotive industry.
Employment in the automotive industry in South Australia was close to 14 000
in 1994–95, which represented less than 3 per cent of total State employment.
The relative importance of the industry is of similar magnitude to that in
Geelong.  However, unlike Geelong the full impact of any job losses are likely
to be felt within the region.  Also overall economic growth has been slower than
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for the Melbourne – Geelong region, thereby accentuating the difficulty of
accommodating structural adjustment.

The South Australian Government indicated that:

South Australia’s manufacturing sector was built up around the automotive industry.
This State is relatively more dependent on manufacturing as a generator of economic
activity than most other States and its direct dependence on automotive manufacturing
is significant.  (sub. 61, p. 8)

The Federal Member for Kingston observed that:

There are many pockets within Adelaide’s south where very high unemployment rates
and extreme poverty are experienced.  The Lonsdale industrial area is the central focus
of employment within the area and it relies heavily upon the car industry.
(sub. 28, p. 11)

Partly because of the transfer of all of GMH’s assembly operations to Adelaide,
South Australia has not experienced the same decline in automotive
employment as Victoria.  Expansion by the two assemblers in Adelaide in
1995–96 saw a close to 20 per cent growth in automotive industry employment.
However, this expansion has made South Australia even more dependent on an
industry which has traditionally relied on above average levels of assistance.

In a joint submission, a number of Adelaide councils and the Southern
Development Board Adelaide also pointed out the importance of the automotive
industry to many regions of Adelaide.  Based on extensive discussions with the
industry they observed that:

From these discussions, it is apparent that a tariff level of 15 per cent at the turn of the
century (as presently being implemented) could be managed, and is in fact being
planned for.  The main issues are evidently the prospect of further reductions in tariff
rates beyond 2000 in the face of unfair competition in Asia.  (sub. 58, p. 3)

This view suggests that any regional problem in Adelaide related to automotive
tariffs only relate to declines below 15 per cent.  Indeed the growth in
employment in the South Australian industry since the current assistance
package commenced in 1993 indicates that it has so far adapted well to
declining protection.

Regions in which the automotive industry is a large employer or from which it
sources significant inputs are likely to be net losers from assistance to the
industry.  To a large extent these regional impacts are a geographic
representation of the benefits to individual firms and employees.  However, in
addition, when any employment losses from assistance reductions are
concentrated in particular regions, adjustment may take longer and may require
migration to other regions.  Also the impact on local service industries will be
more pronounced.
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Individuals and firms in other States are likely to nearly all be clear beneficiaries
from assistance reductions.  Queensland specialises in the generally lowly
assisted production of food and basic metal products, and the Queensland
Government submitted that:

Regions where the favoured industries do not represent a significant part of the
economy are likely to be affected negatively by industry-specific policies.  International
and Australian studies have shown that the costs and benefits of particular industry
policy measures can be markedly localised and that non-favoured regions, particularly
those with relatively large exporting sectors, can suffer significant adverse effects.
(sub. 43, p. 2)

The Chamber of Commerce and Industry of Western Australia commented on
the impact on its members of assistance to the automotive industry.

Every one of these businesses faces additional costs as a result of vehicle tariffs.  Their
customers have less to spend on WA sourced goods and services because tariffs force
them to spend more on cars.  (sub. 178, p. 1)

Impact of assistance changes

The estimated regional employment impacts of reducing automotive tariffs to
5 per cent are made up of direct losses in the automotive sector and secondary
losses to other industries providing inputs to the industry or selling goods and
services to its employees.  Over time increased emigration may occur from
affected regions leading to further reduction in output and employment in the
region.  However, even in Victoria and South Australia there will be some gains
in employment in industries that benefit from lower automotive tariffs.

Simulations using the MONASH model provide a broad indication of the likely
State specific impacts flowing from automotive tariff reductions after 2000.  For
scenario A, assuming automotive employment falls by the same proportion in all
States, it is projected that as a result of reducing tariffs from 15 per cent to
5 per cent employment in Victoria would eventually fall by 2100 and in SA by
1140.  These falls are quite small in terms of normal job movements in the
labour force.  As national employment is assumed not to increase these falls will
only just be offset by growth in employment in other States.  Western Australia
and the Northern Territory are the largest beneficiaries because of their
significant mining industries.  New South Wales and Queensland also benefit as
their automotive industries are small compared to other industries in their State.
Residents in all of these States would benefit from significantly lower vehicle
prices and a projected positive net impact on State employment.

As noted above, the scale economies scenario B, although indicating
considerably higher national net benefits, also implies a larger loss of
employment in the automotive States.  Productivity improvements due to
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restructuring result in lower inputs per vehicle.  The possibility of regional
employment adjustment is further magnified in this situation because industry
adjustment needed to achieve scale economies may involve exit of firms from
the industry.  This may concentrate employment losses in particular regions.

Whether market share is lost in Victoria or South Australia is a matter for
speculation.  Hence Appendix N examines two alternatives in which different
States lose share in automotive production to the other.  This is on top of the
projected loss of industry employment due to post 2000 tariff reductions and
scale economy benefits which in the standard version of scenario B had been
shared proportionately between the States.  In scenario B1, SA loses 10 per cent
of total automotive industry employment to Victoria.  This represents about
43 per cent of the industry’s employment in SA.  It leads to a projected fall in
total employment in the SA economy of around 1.7 per cent compared to the
base case, while employment in Victoria grows by nearly 0.5 per cent as it picks
up a much higher share of the smaller automotive industry.

Scenario B2 reverses the market share loss and employment in Victoria drops by
much more than in scenario A (0.5 per cent), while employment in SA grows by
1.4 per cent.  It is not possible to assess the likelihood of either of these
alternative scenarios occurring, but they do provide a broad range for possible
regional impacts if industry adjustment to lower tariffs occurs differentially
between the States.  They also raise the possibility that reducing assistance to
the automotive industry may not have detrimental impacts on both Victoria and
South Australia.  If lower tariffs induce significant industry restructuring they
could lead to growth in one State’s share of the automotive industry at the
expense of the other.  While largely limiting the negative impacts of assistance
reductions to only one State, this possibility would also concentrate the regional
adjustment difficulties.

In assessing the possible regional adjustment consequences of tariff reductions
it is useful to have some impression of the national, state and industry growth
environment within which changes to assistance would be taking place.  The
MONASH model’s projection facility provides estimates of this.  Conditional
on national growth projections (including annual average real GDP growth to
2010 of 3.4 per cent), Scenario A estimates growth in employment of
26.7 per cent in Victoria and 26.6 per  cent in SA over the period 1997–98 to
2009–2010.  Under Scenario B1, where SA loses significant automotive market
share to Victoria, SA’s total State employment is still projected to grow by
24.6 per cent to 2009–2010.  If Victoria loses automotive market share (scenario
B2), Victoria’s total State employment is projected to rise by 26.1 per cent to
2009–10.
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While it is important to treat such projections with caution, the broad message
from these growth rates is that adjustment in the automotive industry is likely to
be occurring around a trend of growing economic activity in all States.  Even
significant State specific restructuring in the automotive industry would not be
expected to prevent significant employment growth in other industries.

The South Australian Government (sub. 200) has argued that the small
percentage net national long run resource allocation effects from tariff reform
are not worth pursuing because of the immediate higher percentage loss to
South Australia.  Most microeconomic reforms, such as tariff reductions on
particular industries, when considered in isolation will result in gains which take
a longer time to be fully achieved and which are diffused across a large number
of businesses and consumers.  On the other hand, the costs of the reform are
often concentrated on a relatively small group and are fairly immediate in their
effect.

This is not a reason for failing to pursue change.  Rather it indicates that
ongoing reform across a broad front should be considered as a package, where
the cumulative benefits are clearly worth the short term cost.  Such an attitude
has already led to important and continuing reforms in a range of South
Australian infrastructure industries.

Adjustment in the automotive industry is not the only source of potential
pressure on regional economies.  The automotive industry, despite declining
assistance, has been a positive contributor to recent employment growth in
South Australia.  However, reform in infrastructure industries, an area which
automotive producers want accelerated, has caused regional problems.  The
joint submission by Adelaide councils, in observing causes of slow growth in
parts of Adelaide, stated that:

The North West region has had to cope with, and absorb, the impact of other changes.
In particular, job losses in the electricity, gas, water, rail and road transport sectors have
severely impacted on the region.  (sub. 58, p. 8)

Reforms introducing greater competition into previously insulated markets will
often initially cause employment losses in the industry concerned.  Where these
occur in regions of already slow employment growth there may be ongoing
costs for individuals and the region.  However, to halt reform on this basis is to
forgo the significant benefits of improved performance.  Rather, income support
and other policies directly addressing the adjustment problem are appropriate in
these circumstances.  Chapter 12 considers policy options for dealing with any
regional problems which may arise due to assistance reductions or other
developments affecting the automotive industry.
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9 ENVIRONMENT AND SAFETY REGULATION

This chapter focuses on safety and environmental regulation in the
Australian automotive industry.  Many of these regulations are
stipulated in Australian Design Rules and in voluntary codes of
industry practice.

Excessive or inappropriate regulation imposes costs on society.
Where these costs can be reduced or eliminated they should be
addressed with specific policies for specific problems.

9.1 Introduction

Motor vehicle safety and environmental performance standards benefit the
community through less road trauma and pollution.  But the imposition and
enforcement of standards is not without costs.  Consumer choice is restricted
and society bears the costs of meeting standards.  Holden commented on the
burden of regulation in its submission:

New ADRs continue to be introduced with the aim of improving these [environmental
and safety] outcomes.  This imposes costs on the industry and on new car buyers.
(sub. 111, p.  35)

The potential costs of inadequate regulation can be significant.  Inevitably, a
balance needs to be sought between the benefits and costs of regulation.

This chapter discusses the regulation of vehicle safety and environmental
impact.  It outlines the regulatory framework that sits above both safety and
environmental issues.  It discusses the current arrangements and alternative
policy measures.

9.2 Current safety and environmental regulation framework

Current safety and environmental regulations governing the use of automobiles
are a mixture of Commonwealth and State legislation.  The principal legislation
is the Motor Vehicle Standards Act 1989 (Commonwealth).  Its purpose is stated
in section 3:

The object of this Act is to achieve uniform vehicle standards to apply to road vehicles
when they begin to be used in transport in Australia. ((s3) Motor Vehicle Standards Act
1989 (Commonwealth))
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The legislation imposes uniform national standards on all vehicles when they
are first supplied to the market.  Beyond first supply to the market the relevant
regulatory standards are determined by the States.  There is some variation in
the standards that States apply.  Generally the States require vehicles to continue
to comply with national standards  —  as they did when first supplied to the
market.  However, most States permit minor modifications such as reasonable
changes in tyre width and the tinting of glass.

9.2.1 Australian design rules

Australian Design Rules (ADRs) govern three main areas: vehicle safety,
environmental standards concerning emissions and noise, and some highly
specific regulations aimed at discouraging vehicle theft.1  ADRs also impact on
specific automotive components.  For example, ADR 28/01 governs motor
vehicle noise.  As such it impacts directly on a number of vehicle components,
including mufflers and exhaust components.

Vehicle certification to ADRs is administered by the Federal Office of Road
Safety (FORS).  It is FORS’ goal to achieve harmonisation of Australian
standards with international standards  —  United Nations Economic
Commission for Europe regulations (UNECE), however other national or
regional standards have been used in the past.  At a round table discussion, the
Federal Chamber of Automotive Industries (FCAI) supported the movement to
harmonised Australian standards.

... now we are moving to a point where we accept international standards 70 per cent
plus.  The policy of the Federal Office of Road Safety is international harmonisation, as
is the Chamber, so whilst it was a problem years ago its not a problem now.
(RTtrans., p. 267)

There remain some unique Australian standards.  Honda commented:

There are currently twenty four ADR regulations which have some uniqueness to
Australia, the uniqueness may vary from a particular clause through a series of clauses.
(sub. 32,  p.  30)

Unique Australian standards may be justified.  For example, Australia might
lead the development of international standards in some areas.  In their
submission to the draft report, FORS claimed that child restraint regulations
were such an example:

The International Standards Organisation is currently considering a move to the child
restraint anchorage requirements specified in the ADR.  Canada has had similar
requirements to Australia since 1989.  (sub. 141,  p.  2)

                                                
1 Most notably, these ADRs encompass Vehicle Identification Numbers and Steering Locks.
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Where unique Australian standards are not justified by the net benefits to the
community, they are an undue burden on the automotive industry.
Harmonisation of ADRs should continue to be a FORS priority.

9.3 Environmental issues

The terms of reference ask the Commission to report on an appropriate
framework for addressing the environmental issues facing the automotive
industry.  To do so would require an analysis of the environmental impact of the
industry on a cradle to grave basis.  That is, the automotive industry has
environmental impacts at all stages from design and manufacture to vehicle use
and disposal, and all these facets would have to be considered.  As the Victorian
Government commented:

Environmental issues associated with the automotive industry relate to the manufacture,
use and disposal/recycling of vehicles.  The industry has an environmental impact on
air, land and water.  (sub.  64,  p.  22)

Other participants commented on the linkages between the environmental
impact of the automotive industry and other industries.  For example, the People
For Ecologically Sustainable Transport argued that the industry should be seen
in terms of a national environment plan (PHtrans.,  p. 292).

The Commission did not have sufficient time to address all these issues in the
context of this inquiry.  The development of a comprehensive framework to
address all the environmental issues facing the automotive industry would
constitute a separate inquiry.  If the Government wishes to pursue a
comprehensive framework for addressing all the environmental issues facing the
automotive industry it should conduct an inquiry for that purpose.  In this report
the Commission has restricted its discussion of environmental issues to those
involved with vehicle emissions standards and fuel consumption targets.

9.3.1 Vehicle emissions

Participants have identified emissions from motor vehicles as a major
community concern — particularly their impact on local air pollution and global
climate change.

Fossil fuel consumption, particularly by motor vehicles, is the most significant
contributor to local air pollution (see Table J.1 in Appendix J).  FORS (1996)
commented:
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Engines used for transport activities are responsible for almost all of the lead and
carbon monoxide pollution and around half of the hydrocarbons and nitrogen oxides
[emissions]. (p. A-6)

New vehicle emission standards

ADRs limit emissions from both diesel and petrol powered vehicles.  They are
summarised in Table J.2, in Appendix J.

From 1 January 1997, a more stringent standard for new petrol engine
emissions, ADR 37/01, took effect.2  This reduced maximum allowable
emissions of oxides of nitrogen (NOx) to 0.63 grams per kilometre, carbon
monoxide (CO) to 2.1 grams per kilometre and hydrocarbons (HC) to 0.26
grams per kilometre.  These levels are less than one third of the immediate past
standards.

Australia presently follows the United States 1975 certification system on new
vehicles.  This mandates a durability requirement of 80 000 kilometres for new
vehicles.  That is, new vehicles must achieve the specified emissions standards
for at least 80  000 kilometres.  The European requirement is also for 80 000
kilometres.  The United States recently increased its durability requirement from
80 000 to 100 000 kilometres.  Increasing durability requirements may be one of
the outcomes of the current review of ADRs.

ADRs for vehicle emissions appear to be less stringent than other international
standards.  Australian standards in 1997 are equal to 1983 United States
standards.

                                                
2 While the commencement date initially applies to vehicle models first produced on or after

1 January 1997, all new vehicles will have to comply by 1 January 1999.
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Johnson Matthey presented the following comparison in its submission:

Australian Emissions Legislation: Emissions in g/km

Australia US equivalent CO HC NOx
1986 US 1975 9.30 0.93 1.93
1997 US 1983 2.10 0.26 0.63

US 1994 2.10 0.16 0.25
US 2004 1.06 0.08 0.12

ADR 37/01 will require increased emission control for new models of vehicles
introduced to the Australian market after 1 January 1997, based on the 1983 US
standard.  This initiative will bring Australia into line with ... [United States] standards
on CO emissions but still allow HC (hydrocarbon) and NOx (Oxides of nitrogen)
emissions at over twice the level permitted by those standards. (sub. 42,  pp.  7 – 8)

Although ADRs appear to be less stringent than United States equivalent
standards, some participants argued that ADRs are exceeded by some Australian
manufactured vehicles.  For this reason the emissions load may be effectively
lower than ADRs indicate.  The Society of Automotive Engineers claimed:

We submit that the existence of local engineering technology has contributed
considerably to achieving lower vehicle emissions performance than that required by
the standard.  For example, Holden Commodores through the total period of ADR
37/00 have been produced with average emissions at about 30% of the standard on
hydrocarbons and 40% of the standard on carbon monoxide and oxides of nitrogen.
(sub.  116,  p.  12)

A review is presently developing alternative standards for petrol engines beyond
the year 2000.  This review will consider the appropriateness of emission ADRs.

While focusing on exhaust and evaporative emission standards this review will
also look at other issues.  In its submission New South Wales Environment
Protection Authority (NSWEPA) described some further issues being
considered:

... part of this review considers the implications of changing the certification procedure.
Other issues being considered include; extending the durability requirement for
emissions control equipment and the adoption of some form of on-board diagnostics
(OBD).  (sub.  74,  p.  3)

As is the case for spark ignition engines, ADRs governing emissions from diesel
engines appear to lag current overseas standards.3  ADRs governing diesel
engine emissions are described more fully in Appendix J.  The ADR governing

                                                
3 ADR 70/00 allows manufacturers to certify to either US 1991, European 1992 or Japanese

1993 standards.  Although not identical, these standards are similar to ADR 70/00.  As all
diesel engines are imported into Australia a unique Australian standard would be
unworkable.
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diesel engine emissions, introduced in January 1995, is under review to align
Australian requirements with international standards.

In-service vehicle standards

New vehicles with improved anti-pollution technology contribute to reducing
the level of atmospheric pollution.  However, new vehicle standards have only a
small initial impact on urban air quality as new vehicles take some time to
impact on the overall performance of the vehicle fleet.  The NSWEPA
commented:

Put simply, the overall gains in emissions reduction wrought by any new vehicular
measures are closely linked to the rate of fleet penetration.  This is exemplified by the
proportion of the passenger fleet with the motor vehicle technology required for
compliance with ADR 37/00 (now ten years old), which is still only approximately
46 %.  (sub.  74,  p.  5)

On this basis a policy that seriously seeks to address emission problems also
needs to address vehicles in-service.  Many participants involved in the
automotive industry claimed that Australian governments, having imposed costs
on the industry through design requirements, have done relatively little to
encourage the adoption of cleaner, safer vehicles by enforcing standards in-
service.  As Toyota commented:

... compared to most other OECD countries, Australia has a regulatory system which
does not adequately limit the usage of older cars which do not comply with car safety
and emission standards.  (sub.  15,  p.  52)

Victoria and New South Wales are presently the only Australian States that have
in-service inspections for vehicle emissions  —  the ten second smoke rule.  In
both cases the inspection is applied at random.  However, Queensland and the
Northern Territory have in-service emissions standards that are effectively the
same as the ten second smoke rule (sub.  165,  p.  3).

In a recent study, FORS (1996) found the major impact in terms of vehicle
emissions came from vehicles 10 to 16 years old.  FORS commented in its
submission:

The report found that the bulk of emissions come from cars within the age of 10 to 16
years.

Cars in this group have fairly high average emissions, are still driven fairly intensively
and are still very numerous because of the low turnover rate of the Australian fleet.

Vehicles older than 16 years have less of an impact because they are fewer in number
and travel less distance. (sub. 35,  p.  5)

But the main message from the report was the importance of vehicle
maintenance, not merely the age of the vehicle stock:
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... the principal message is that if all vehicles were well maintained, vehicle pollution
would drop by up to 25%.  These benefits can be achieved by simple maintenance
practices.  In addition the report indicates [that] 80% of these improvements could be
achieved by identifying and fixing the worst 20% of vehicles. (FORS 1996)

Substantial reductions in vehicle pollution could be achieved if all vehicles were
well maintained.  Reducing the average age at which vehicles are retired would
have a much smaller effect on total exhaust emissions.  However, short of
taking all vehicles off the road beyond a certain age, vehicle testing and in-
service standards will be required to improve the emissions performance of the
existing vehicle stock.  For a detailed discussion of in-service vehicle emission
standards see the Industry Commission’s Urban Transport (1994).

In-service vehicle testing and standards are the realm of State governments.
While no national in-service standards currently exist, steps are being taken that
might lead to a national in-service standard (see Appendix J).

The draft National Environment Protection Measure (NEPM) will seek to
establish both monitoring and reporting protocols for the vehicle pollutants of
most concern, omitting hydrocarbons (NEPC 1996a, p. 1).  Furthermore, at the
same time as the NEPM is being developed, the FORS, the NSWEPA and the
New South Wales Roads and Traffic Authority are investigating the potential
for the development of a cost effective program for monitoring vehicle
emissions in-service.

9.3.2 Fuel consumption targets

Participants identified fuel consumption as an important issue for this inquiry.
They expressed concern that petroleum fuel is a non-renewable resource and
should be conserved.  They also expressed concern regarding the link between
fuel consumption and pollution.  That is, reducing fuel consumption reduces
total emissions, assuming per unit emissions are unchanged.

Fuel consumption standards are determined by a voluntary code of practice.
This code of practice was developed by the Federal Chamber of Automotive
Industries  —  representing motor vehicle manufacturers, assemblers and
importers  —  and is endorsed by the Federal Government.  The voluntary code
is intended to bring about a reduction in National Average Fuel Consumption
(NAFC) to 8.2 litres/100 kilometres by 2000.  Light Commercial Vehicles and
Four Wheel Drives are not included in the Code of Practice.

NAFC is not a complete picture of the fuel consumption performance of the
vehicle stock.  As it only refers to new vehicles, NAFC does not always
correspond with the fuel consumption of the total vehicle stock.  For example,
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Apelbaum (1993) reported that in 1991, the Australian Fleet Average Fuel
Consumption (FAFC) was 3 per cent greater than in 1988.  Over the same
period, the NAFC decreased 3 per cent from 9.1 litres to 8.82 per 100
kilometres.

The National Roads and Motorists Association (NRMA) argued that NAFC has
not reduced during the 1990s:

NRMA supports the AAA view put at the inquiry that National Average Fuel
Consumption (NAFC, equivalent to US CAFE)(sic) has not reduced over the past 7
years.  This is because the four manufacturers’ large car models constitute 50% of new
car sales in Australia and dominate the market.  (sub.  193,  p.  2)

However, as described in Appendix D, the relative share of small vehicles in the
new vehicle market has been rising recently.  These vehicles consume relatively
less fuel by contrast with the medium, upper medium and luxury vehicle
segments.  Suzuki commented that:

... the general community [benefits] by the availability of more competitive small
vehicles.  These benefits include lower emissions [and] less consumption of resources
such as fuel  (PHtrans.,  p. 186)

It is not certain whether the NAFC target for 2000 will be achieved.
Nonetheless, the growth in the micro/light vehicle segment of the market
described in Appendix D is a positive factor which will lower fuel consumption
of new vehicles on average.  The Commonwealth Government’s program of
tariff reductions supports the growth of this segment.

Vehicle emissions and fuel consumption  —  contrasting approaches

Some participants commented on the contrasting approaches to emissions
standards and fuel consumption standards.  For example, the NRMA argued that
NAFC targets should be compulsory:

In view of this lack of progress [towards] reduction in NAFC it is NRMA’s policy,
established in 1990, that compulsory NAFC targets must be set for manufacturers, with
penalties for non-compliance.  (sub.  193,  p.  2)

Just how efficient a voluntary code is compared to mandatory standards is
uncertain.  For example, clause 3(e) of the voluntary code affords the FCAI
some scope for changing the code:

External influences may arise during the period of commitment defined in (d) above
[1/1/1996 to 1/7/2001] which FCAI considers could adversely affect the prospects for
achieving the NAFC target established ... In such circumstances FCAI agrees to enter
into discussions with relevant Federal Government departments to determine the nature
and extent of the external influences, and as necessary, what changes should be made to
the code or alternatively what future arrangements should apply. (FCAI 1996, p. 2)
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The external influences referred to in the voluntary code include changes in the
market circumstances of the FCAI’s members (FCAI 1996,  p.  2).

Another major contrast between the policy framework for reducing vehicle
emissions and reducing fuel consumption is how the respective frameworks
address in-service standards.  In the absence of other measures, a regime where
standards are mandated under ADRs and enforced in-service, would achieve set
targets more quickly than a system that only relies on a code for new vehicles.

The Commission has not been presented with evidence of why a mandatory
system for NAFC is to be preferred to a voluntary code.  Furthermore, any
assessment of the optimal policy for achieving a fuel consumption target should
consider all alternative policies.  It should not only compare a mandatory
standard with a voluntary code.  Some alternative policies for achieving more
efficient fuel consumption are considered in the following section.

9.4 Alternative environmental policy measures

Participants have suggested that balancing the costs and benefits of reduced
emissions and more efficient fuel consumption can be achieved in many ways,
including:

•  taxing of emissions;

•  varying standards for vehicle emissions (new and old);

•  regulating the composition of fuel;

•  differential taxation of leaded and unleaded fuels;

•  reducing fuel use through taxation; and

•  road use charges.

The efficacy of these individual policies varies and they are only briefly
discussed below.  A detailed discussion of alternative environmental policy
measures for dealing with vehicle use can be found in the Industry
Commission’s Urban Transport (1994).

9.4.1 Pricing measures

It is argued that the present framework for regulating emissions and fuel
consumption allows the private cost of vehicle use to fall below the social cost.
That is, part of the cost of vehicle use is externalised by the user.
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Unless vehicle users face near to the full environmental cost of their actions,
they can generally be expected to disregard the environmental impact of using
their vehicles.  Pricing measures aim to internalise the cost of environmental
damage from vehicles such that individuals bear the full cost of vehicle use.
The Australian Automotive Association (AAA) commented on the lack of an
efficient pricing system for vehicle use at round table discussions:

One of our real concerns for a long time has been road pricing and fuel excise; the fact
that there is no market system, if you like, for pricing road use ...  (RTtrans., p. 279)

However, it is not always easy, or even possible, to internalise such costs, as
they may be difficult to assess.

Road pricing

The Commission has recently commented on road pricing in the publication
Stocktake of Progress in Microeconomic Reform (Productivity Commission  
1996).  Although it is not typically used for the purpose of reducing emissions,
the response generated by road pricing is likely to have a positive impact on
vehicle emissions.

Supporters of road pricing often claim that it can be effectively targeted.  For
example, localised pollution is a major issue in urban areas.  Advocates of road
pricing assert that it can be tailored to address such local issues.  However, road
pricing is an imperfect solution to this problem as well maintained clean
vehicles face the same price as dirty vehicles of the same type.  Short of directly
taxing emissions, which has technical limitations, road pricing would be
imperfect because of its non-discriminatory nature.

Taxing emissions

Taxing emissions would send a clear message to vehicle users about the costs
associated with emissions.  A well designed taxation regime would allow
vehicle buyers to choose between vehicle characteristics and performance
according to their preferences.  In turn, this would drive innovation in vehicle
design.  Low emitting vehicles would reduce the tax impost on their owners and
thus, might be more appealing in the marketplace.

In theory however, taxes on emissions should be levied on the volume of
pollutants from each motor vehicle.  Under such a regime, vehicle owners
should be taxed according to their level of usage and not only the design
characteristics of the vehicle.

Although the technology exists for measuring emissions instantaneously by
analysing exhaust gases as the vehicle passes a monitoring point, there remain
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technical limitations with this method.  The level of the emissions, so measured,
varies significantly with how the vehicle is being driven.  As such, this type of
monitoring provides an unreliable indication of the overall performance of the
vehicle.

Fuel taxes

Fuel taxes on passenger motor vehicles include the Commonwealth’s fuel
excise, State fuel franchise fees and additional State government imposts on
petrol and diesel.  Table 9.1 presents a breakdown of the composition of fuel
prices and the various taxes on fuel for the Australian States and Territories.

Fuel taxes are not a direct method of reducing emissions.  They do not create
immediate incentives to develop technologies that reduce emissions per unit of
fuel consumed.  However, they might encourage fuel economy.  In so doing
they would reduce the aggregate level of emissions.

Differential fuel taxes may also be used to reduce levels of specific pollutants.
For example, a higher tax can be levied on leaded petrol relative to unleaded
petrol.  This is designed to reduce the use of leaded petrol vehicles, thereby
reducing lead emissions in the environment.

Fuel taxes might also provide a method of achieving significant decreases in
vehicle use, and correspondingly emissions, by affecting fuel buyers’ behaviour.
Further, taxation of fuel might have a more immediate impact on emissions than
a change in the mandatory standard for new vehicles, which takes time to work
through the vehicle stock.  In addition, over time higher fuel taxes would
encourage the development and adoption of more fuel efficient technologies.

9.4.2 Emission standards

Governments throughout the world, including Australia, do not rely solely on
price signals to reduce emissions, they impose emission standards for motor
vehicles.

Emission standards apply the same solution to different levels of atmospheric
pollution in different locations.  Hence, any general tightening of emission
standards impinges on vehicle users in all areas for different gains in terms of
reduced local pollution.  For this reason it might not be appropriate for emission
standards to be based on the level of local pollution in one city, such as Sydney,
where local pollution is relatively high.

But as global rationalisation of vehicle models increases a single global standard
will effectively develop.  Vehicles made in Australia for export have to meet
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international standards in order to be sold in the greatest number of markets.
The same vehicle sold on the domestic market will also comply with
international standards.  If Australian manufacturers do not aspire to
international standards in an increasingly global market, they will limit their
ability to export to a range of open world markets.  The NRMA commented in
response to the draft report:

This [ADRs being less stringent than international standards] NRMA believes has ...
detrimental aspects.  The first is that Australian manufacturers are not encouraged to
design vehicles for export, where they would have to be able to sell their product into
any world market. ... All other [than the Ford Falcon] engine designs are sourced from
Japan or the US, both of which have driven world’s best practice in vehicle emission
control and are produced in those countries in low emission form.  (sub.  193,  p.  5)

Achieving stricter emission standards in Australia could be accelerated
however.  For example, a cost-effective regime of in-service testing, to
accompany stricter emissions ADRs, would have a considerable impact on
aggregate emission levels.  Furthermore, in-service testing combined with easier
access to new imported small and mini vehicles might lead to lower emission
levels as the age of the vehicle stock declined.  Continued reductions in the
tariff on imported vehicles will further reinforce the appeal of many small
vehicles.

As there are technical difficulties in measuring the costs of emissions, allocating
those to certain vehicles and relating measurements to trip length and regional
impact, there are substantial problems with using market mechanisms to address
all the environmental impacts of vehicle use.  Regulations such as emission
standards may therefore continue to have an important role to play in addressing
environmental problems.

But the need for a standard and exactly what that standard should be are two
separate issues.  The appropriate standards should be developed only after
considerable research.  It is clearly beyond the scope of this report to make
recommendations on what the appropriate emissions standards should be.
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9.5 Safety issues

Participants in the inquiry have also commented extensively on the matter of
vehicle safety.  Just as there is community concern about the environmental
impact of the use of automotive products, there is concern about vehicle safety.
Road trauma imposes costs on society  —  in terms of money and health.

As FORS stated in their submission:

Motor vehicles are a critical element in the cause of road trauma both in Australia and
overseas.  (sub. 35,  p.  1)

Federal, State and Territory Governments have systematically pursued enhanced
levels of safety since about the 1970s.  This process was described by FORS as
follows:

Since the late 1980s Australia has undertaken a concerted effort to reduce the economic
and social implications of road trauma.  The number of deaths and serious injuries has
fallen by around 30 per cent since 1989.  The annual economic savings have been in the
vicinity of $2 billion. (sub. 35,  p.  2)

Australia’s capacity to improve safety requires the effective implementation of
two general classes of safety measure — active and passive.  As FORS
described:

The levels of safety may either be active, to minimise the chances of vehicles being
involved in crashes, or passive which minimise the amount of injury caused to those
involved in a crash. (sub. 35,  p.  2)

The present regulatory environment influences both active and passive safety.

9.5.1 Australian design rules for vehicle safety

The major legislative and regulatory arrangements in place in the automotive
industry apply to vehicle safety as well as environmental impacts.  That is, the
enabling legislation is the Motor Vehicle Standards Act 1989 (Commonwealth),
and technical requirements for vehicle standards are specified as ADRs.

There are presently about 70 ADRs that relate to safety for all vehicle
categories.  Currently about 150 separate vehicle models are approved for the
Australian market.  These 150 models cover the full range of PMVs, from micro
vehicles to luxury vehicles including 21 4WDs (FORS, sub. 35,  p.  10).
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Impact of ADRs on vehicles

In 1984, a review was undertaken to address both the Government’s policy to
harmonise Australian and international safety standards and to facilitate
registration of vehicles without the need for further inspection by State and
Territory authorities.  This review led to more than 60 per cent of Australian
safety standards for PMVs being aligned to UNECE regulations
(FORS, sub. 35, p. 7).

A Single Uniform Type Inspection Scheme was initiated whereby a vehicle of
the type for which approval is sought is inspected to ensure compliance with
ADRs prior to that model being released to the market.

The present review of all ADRs as part of the Trans Tasman Mutual
Recognition Arrangement benefits both Australian vehicle manufacturers and
importers.  The majority of participants in the inquiry have acknowledged this.
As Toyota commented:

Toyota Australia acknowledges the efforts undertaken by the Federal Office of Road
Safety to date to harmonise international regulations, including ADRs, and improving
the scope for mutual recognition by Australia and trading partners for new vehicle
compliance.  (sub.  15,  p.  52)

Global safety standards allow importers to have greater access to the Australian
market for their products and, as noted earlier, they also offer Australian
producers the opportunity to export their vehicles and gain the benefits of a
larger market.

But the existence of global standards alone is not sufficient.  A number of
participants observed that there is scope for FORS to increase the efficacy of its
approval processes.  Honda Australia commented:

The FORS operates with a turn around time of ninety days to process applications.
This is unacceptable in the industry, where a thirty day turn around time is not
unreasonable.  (sub.  32,  p.  30)

Other participants claimed that, although safety standards had improved, the
compliance process could be further enhanced by making it more transparent.
The AAA commented:

While new standards have been set, the compliance with these remains confidential
between the Federal Office of Road Safety and the manufacturer.  We believe
transparency of the data would be useful to the consumer and we support the Federal
Transport Minister’s call for this to occur.  (sub.  126,  p.  2)

Inefficient processes place unnecessary burdens on industry and ultimately these
are reflected in vehicle costs.
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The Commission finds that it is in the interests of the Australian
community for the Federal Office of Road Safety to adopt world class
systems for compliance approval.

The principal vehicle safety legislation also applies to imported second hand
vehicles.  At present there are low volumes of second hand vehicles and the
arrangements are the same as for new vehicles — the specifications for one
vehicle must be representative of the general class of vehicles and they must
comply with ADRs.

However, whether the present new vehicle framework would be suitable for
large numbers of second-hand vehicles is not clear.  Second hand vehicles come
from various backgrounds, unlike new vehicles which all come from the same
assembly line.  It is reasonable to assume that the quality of second-hand
vehicles will vary more than new vehicles.  As a consequence of this variability
the performance of second-hand vehicles with respect to safety standards will
also vary.  It may be the case that a large market in imported second hand
vehicles would require a different framework for safety regulation.

Impact of ADRs on the component sector

ADRs also have a significant impact on the automotive component sector.  State
and Territory legislation requires owners to maintain their vehicles in the same
condition as when they first entered the market.  Certain components have their
own specific ADR, for example safety glazing material (glass).4  In other cases
the ADR applies to an assembly of components, for example steering columns.5

Some participants argued for greater regulation of aftermarket components.  In
particular, it was argued that governments should regulate the second hand tyre
industry as it posed a potential risk to vehicle safety.  The Australian Tyre
Manufacturers Association claimed:

So the ADRs don’t apply at this stage in the aftermarket. ... We have been pushing for
an Australian standard for tyres since time immemorial.  (PHtrans.,  p.  361)

The provisions of the Trade Practices Act 1974 (Commonwealth) serve to limit
the sale and use of unsafe automotive components.  In particular, Part V deals
with consumer protection and Part V(A) deals with the liability of
manufacturers and importers for defective goods.  Although these provisions are
not interchangeable with ADRs, compliance with ADRs is a guide to product
safety.  In combination with ADRs the legislation provides strong incentives for
producers or importers to maintain safety standards.  As noted by FORS:

                                                
4 ADR number 8.  This aligns totally with ECE regulations for PMVs number 43.
5 ADR number 10.  This aligns totally with ECE regulations for PMVs number 12.
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... suppliers to the aftermarket could and have had the safety of their product questioned
where it does not match the safety standards of the original equipment supplier.
(sub. 35,  p.  17)

The Commission did not receive any evidence of a substantial problem with the
safety of vehicle components that requires addressing at this time.

9.5.2 Harmonisation of safety standards and acceptance of
international testing frameworks

An underlying assumption behind the argument for harmonisation is that
international safety standards are appropriate for Australia.  Participants,
including the AAA questioned the suitability of international safety standards
for Australia per se (RTtrans.,  pp. 269 – 276).

In certain instances it is sensible for Australian safety standards to deviate from
international standards if it is of net benefit to the Australian community.  As
noted by Holden, differences might reflect consumers’ preferences and could be
responses to unique Australian conditions (sub. 19,  p.  57).  In these cases it
might be justifiable for Australia to have a unique standard and the strict pursuit
of harmonisation could restrict consumer choice or even impair vehicle
performance under local conditions.

Australia, through FORS, has a policy of harmonising wherever appropriate
with the UNECE regulations.  In certain instances, compliance with United
States safety standards is accepted until safety advances have been made by the
UNECE.

ADRs are currently under review.  The review process is discussed in more
detail in Appendix J.

9.5.3 In-service safety standards

As noted earlier, in-service safety standards are determined by State and
Territory governments.  Present approaches to in-service vehicle inspection
include:

•  NT — annual roadworthiness inspection, government run;

•  ACT — random tests, often in carparks.  More complete inspections can
be ordered;

•  NSW — annual roadworthiness test with renewal of registration, privately
run;
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•  TAS — some random spot checks and roadworthiness inspections for
vehicles transferred from another jurisdiction;

•  VIC — at transfer of ownership and re-registration of second hand
vehicles; and

•  SA and WA — effectively nothing.

In States without formal testing programs, on-road inspections are carried out by
police officers and other agencies.

The current in-service vehicle inspection regimes for PMVs are not consistent
across Australia.  Yet some participants claimed that there are relatively few in-
service standards that vary and those that vary typically apply to old vehicles  —  
where the dates of adoption differed across States (sub.  165,  p.  3).

The National Road Transport Commission (NRTC) claimed that variations are
being reduced:

Between them, the Motor Vehicle Standards Act and the NRTC in-service legislation
are reducing the variations that have existed in the past.  (sub.  191,  p.  9)

The NRTC has developed draft in-service standards intended for national
introduction to complement ADRs.  The Ministerial Council on Road Transport
(a Commonwealth/State body) will consider these proposals in 1997 for uniform
adoption by the States and Territories.  Thus, although in-service standards
presently vary across Australia, the NRTC is instrumental in moving towards
unified national standards (see Appendix J).

Some participants in the inquiry sought a policy framework of mandatory in-
service safety checks.  Advocates of this policy linked the age of the Australian
carpark with a need for stricter inspection of vehicles in-service.  The FCAI
Importers Group stated:

In view of these [safety] objectives, we propose that governments take action of the
following kind:

... institute a uniform national system of checking vehicles for safety and emissions that
ensures that the number of vehicles on the road falling outside design tolerances is held
to a minimum in all states ... (sub.  46,  p. 42)

Bendix Mintex supported this:

The introduction of compulsory roadworthy tests nationally with criteria established to
ensure vehicle safety, will provide safer roads and increase demand for replacement
parts and new vehicles.  (sub.  72, p.  7)

However, participants’ opinions were divided on this point.  Some participants
argued that mandatory in-service inspections are not an appropriate policy as the
costs of such policies outweigh the benefits.  The AAA argued:
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With regard specifically to safety, Triple A does not support mandatory in- service
safety inspections as there are many studies which demonstrate that the costs of any
such program outweigh the benefits.  (sub.  126,  p.  2)

Other participants argued that it is possible to develop a system whereby the
benefits were greater than the costs.  The NRMA said:

We believe a well-run system can accrue benefits in reduced crash costs due to vehicle
defects that are greater than the cost of running the scheme.  (sub.  193,  p.  2)

Holden submitted that the cost-effectiveness of such a program would depend
on its design:

We do not have sufficient data to judge whether such a program would be cost
effective.  It would seem to depend heavily on the design of the program.
(sub.  111,  p.  36)

No evidence was presented to the Commission describing the appropriate design
of a national mandatory in-service inspection system whereby the benefits
would be greater than the costs.  Nor was evidence presented of how a cost-
effective national system should be designed.  Evidence submitted by the
NRMA referred to New South Wales only.  The NRMA’s argument relied on
the assumption that New South Wales’s present system was not a suitable
scheme, but that it could be improved (sub.  193,  p.  3).

Significantly, the Australian Capital Territory had compulsory annual safety
inspections, but recently changed to on-road inspections and checks of
stationery vehicles in carparks  —  for obvious defects such as bald tyres.  One
reason this change was instigated was to bring about a more cost-effective
regime.  In addition, the consultant’s report did not expect vehicle standards to
decline as a result of this change (Solomon et al.,  1994,  p.  25).

A mandatory in-service safety inspection scheme would be resource intensive.
Further, if the Commonwealth Government was to administer such a scheme, it
might require legislative changes as this policy area is presently a state
governments’ responsibility.

While there are clear benefits to the community from safer vehicles, the
Commission is not convinced that mandatory in-service safety inspections are
the appropriate policy to achieve a safer carpark.  The Commission does not
recommend the national adoption of such a system.
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9.6 Using environment and safety regulation to stimulate
vehicle demand

Participants’ views

Many participants requested that governments intervene in the market to
stimulate demand for locally made PMVs, thereby stimulating economic activity
more generally.  The Victorian ALP argued:

Additional sales of Australian cars of this magnitude [20  000] will undoubtedly create
hundreds of jobs both directly and indirectly in related industries.  (sub.  119,  p.  9)

Participants argued that governments should apply stricter safety and
environmental standards in order to increase demand for new vehicles.  For
example, Mitsubishi requested that:

... consideration be given to tightening regulations on the safety and emissions of older
vehicles and introducing an incentive program to increase scrappage rates of older
vehicles.  (sub.  104,  p.  3)

Participants also argued that governments should offer financial incentives for
people to trade up from old to relatively new vehicles, partly on the basis that
such schemes enhance safety and reduce pollution.  The Victorian ALP
proposed such a scheme:

The Victorian ALP will provide incentives ... to persons trading in a 13 year old vehicle
for a new family sedan or wagon in a family car rebate scheme.  (sub.  119,  p.  9)

Government agencies who operate in the environment and safety areas generally
supported policies that encourage the adoption of safer, cleaner cars.  For
example, Department of Environment, Sport and Territories requested a
reduction in barriers to the import of new or near new fuel efficient/low
emission vehicles (sub.  94,  pp.  15–18).  The FORS suggested that recent
model vehicles were also conducive to greater passive safety (sub.  35,  p.  3).

However, government agencies’ and the automotive industry’s requests differed
in their rationales.  The requests from industry were generally motivated by a
desire to stimulate demand, whereas government agencies sought policies to
encourage the adoption of new vehicles for their environmental and safety
benefits.

The Commission’s view

Although vehicle safety and emission performance is not only a function of age,
well maintained new vehicles are relatively cleaner and safer than old vehicles.
All new vehicles have to comply with ADRs specifying greater safety and lower
emissions when they are first supplied to the market.



9  ENVIRONMENT AND SAFETY REGULATION

293

However, there are a number of reasons why governments should not use
vehicle safety or emission standards to intervene in the market to encourage
sales of new vehicles.

If there are unintended government distortions in the market for new PMVs,
those distortions should be addressed directly.  As a general rule it is desirable
to have a specific policy solution for specific problems.

By enlisting safety and environmental regulation to increase vehicle sales,
governments would be relying on incidental effects on vehicle demand.
Vehicles that did not pass testing thresholds might not be replaced with new
vehicles.  They might be replaced with relatively old vehicles as they would be
cheapest, or they might not be replaced.  An analysis of vehicle ownership and
age by Australian states shows that, while New South Wales has the most
stringent testing regime for old vehicles and the youngest stock of cars, it also
has the lowest rate of ownership per capita.  Stricter standards and testing may
just remove the older vehicles and not necessarily stimulate demand.

The Commission finds that governments should not seek to stimulate the
market for new passenger motor vehicles by policies such as environment
and safety regulation.

Financial incentives for people to scrap their old vehicles also have limitations
as a policy to stimulate demand.  Recent research into government schemes to
encourage vehicle scrappage in the United States has found that participation in
such schemes is dependent on a number of variables, and the outcomes  —  in
terms of environmental benefit  —  of such programs may be neither cost
effective nor readily predictable (see for example Alberini et al.,  1995 and
Hahn,  1995).  Under an optimal policy framework the incentive required to
achieve cost-effective environmental goals should be designed independently of
perceived affects on demand for new vehicles.

Further, a policy of accelerated vehicle scrappage would be regressive in terms
of income distribution.  Low income groups could not necessarily afford a new
vehicle, although they may be able to maintain an older vehicle in good
condition.  A policy forcing people to retire their vehicles at a certain age would
affect the members of the community who can least afford it.  As Holden
observed:

... we propose that this [environmental and safety concerns associated with relatively
old vehicles] be tolerated, because of the limited financial capacity of many of their
owners.  (sub.  111,  p.  36)

As noted in Chapter 3, low income groups within the community have benefited
considerably over the last decade as the range of cheaper small vehicles has
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increased.  This demonstrates, in part, that price reductions may be the best way
to stimulate demand for new vehicles.  Ford commented on the importance of
affordability:

The higher the level of affordability, the greater the likelihood that consumers will buy
new cars rather than hold onto their existing cars for longer periods.  A low
replacement demand influenced by poor affordability will result in the ageing of the car
fleet with implications for the achievement of public policy goals of increasing safety
and reducing emissions.  (sub.  107,  p.  42)

Finally, a policy of retiring vehicles at a certain age is a very blunt approach.
Such an approach may not be the most effective means of addressing the
environmental and safety issues.  If governments’ concern is the level of
emissions, the most direct means of reducing vehicle emissions might be to
reduce the number of vehicles in-service, regardless of their age.  And vehicle
safety might be further advanced by vehicles having good tyres and brakes
rather than vehicles simply being new.  Provided individuals maintain their
vehicles to the relevant standard, fully meeting the costs of their vehicle use,
there is no reason for the government to intervene.  The Australian Historic
Motoring Federation commented:

... we consider motorists should be able to own and operate any vehicle of their choice
without being subject to discriminatory pressures from vested interest groups (on the
implicit understanding that when those vehicles are operated in public they are in good
working order).  (sub.  27,  p.  2)

It is the Commission’s view that it is not appropriate for governments to use
environmental and safety standards as a means to stimulate demand, nor does
the Commission support the adoption of financial incentives for people to buy
new vehicles.  If Australian automotive manufacturers have concerns about new
vehicle sales levels, they should address such matters on their own behalf.
Furthermore, participants’ requests that governments apply stricter
environmental and safety regulations as a way of increasing demand for new
vehicles would most likely, on the basis of European evidence, favour importers
of small vehicles.  Such a policy is not likely to support growth in the market
segment they hope to advance.

9.7 Summary

The environmental impact of vehicles is best thought of in terms of total impact
on the environment.  Where specific problems arise and they can be addressed
by specific solutions, that should be done.  But problems such as managing
vehicle emissions and achieving fuel consumption targets are complex and often
inter-related.  The appropriate means of addressing these issues is through a
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single framework that recognises the relationships between the many
environmental impacts of the motor car and between the automotive and other
industries.

Recommendation
The Commission recommends the Government conduct a specific public
inquiry if it wishes to fully understand the environmental issues facing the
automotive industry.

The issue of safety regulation is not as complex.  The Commission’s view is
that, where international safety standards are the equal of Australian safety
standards, they should be recognised by the relevant authorities.  Similarly, if
the international processes for vehicle compliance testing are appropriate, they
too should be recognised.  Where it is thought to be in the public interest for
Australian standards to diverge from international standards, this should be
assessed on the basis of costs versus benefits, and the calculation of this
assessment should be transparent.

Recommendation
The Commission recommends where international safety standards are
equivalent to, or more stringent than Australian safety standards, they
should be recognised by the Federal Office of Road Safety.  If
international procedures for vehicle compliance testing are appropriate,
they too should be recognised.

More generally, with respect to both regulation of safety and the environmental
impact of vehicles, Australia should be offering the best international standards
in development of regulations, their administration and the certification of
vehicle compliance.

The regulation of vehicle safety and the environmental impacts of vehicles pose
many problems.  As noted above, these matters could reasonably be the subject
of an inquiry in their own right.  The Commission has therefore avoided arriving
at a series of policies that might only form a partial solution.  Nonetheless, the
Commission is convinced that policies concerning environment and safety
should not be used to address matters such as stimulating new vehicle demand.
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10 POTENTIAL FOR FURTHER
DEVELOPMENT OF THE AUTOMOTIVE
INDUSTRY

There are many factors affecting the potential for further development of
the Australian automotive industry.  They include product and market
developments in Australia and the rest of the world, the ability of the
industry to improve its productivity performance, and the production and
marketing strategies of the parent companies of domestic assemblers.

The industry expects an improvement in domestic sales between now and
2000 and an increase in exports.  Even so, Australia will continue to be a
small but important player in the world automotive industry.  To a large
extent, the further development of the industry is in its own hands.
Governments have an important role to play by removing impediments to
growth and providing a stable policy environment.  Australia has many
attributes which make it an attractive investment location.

It is impossible to assess the future viability of each and every firm, but
like most of the firms in the industry, there are many reasons to be
optimistic that Australia will retain an automotive industry well into the
future.

10.1 Introduction

There is nothing pre ordained about the future size or structure of the Australian
automotive industry.  The potential for the maintenance and development of the
industry seems positive, providing it can continue to improve productivity.  To
do this the PMV producers must achieve sufficient volumes, and have good
management, coherent strategies, and access to capital for investment.
Cooperative relationships between management and a highly skilled workforce,
and a strong supplier base are also important.  Attention to these issues will also
be important for the component sector.  In addition, component suppliers must
have a strong customer focus, and meet or exceed the demands of domestic and
overseas vehicle producers if they are to enhance their own capabilities, and
those of the Australian automotive industry in general.

Government must play its part.  Government has moved from providing
excessive assistance to the Australian automotive industry and trying to dictate
its structure.  Now more than ever it needs to focus on providing efficient
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economic infrastructure, sound labour market regulation, and an efficient tax
system.  Stable macro and microeconomic policies which encourage investment
and growth in the economy are also particularly important.

In a dynamic environment the structure of the industry is bound to change and
some firms will do better than others.  The process of evolution, which has seen
constant changes in Australia in the fortunes of both assemblers and component
suppliers, and in the number of firms in the industry, will continue.

This chapter examines factors affecting the future development of the
Australian automotive industry, including:

•  products and market developments;

•  the scope for the Australian automotive industry to improve its
performance;

•  government influence; and

•  the attractiveness of Australia as an investment location.

10.2 Product and market developments

Growth in the Australian automotive industry will only be achieved if it is
internationally competitive and export orientated.  With a relatively small and
mature domestic market, and an increasing concentration of Australian
production in the upper medium segment of the market, exporting and
developments in overseas markets are critical to the industry.  But with the
exception of some developing nations such as those in the Asia Pacific region,
the world market for motor vehicles has grown little over the past ten years.
This section outlines the domestic and export potential for Australian producers
and the component sector within this context.

10.2.1 The domestic market

Total sales of PMVs in the Australian domestic market have fluctuated but
typically have been in the range of 450 000 to 500 000 units a year over the last
two decades.  Sales have increased each year since 1991 (when they were at one
of their lowest levels for 20 years), with sales in 1996 being the second highest
to date.  This improvement is attributable to the bottoming out of the
replacement rate since 1988, and continued growth in the rate of vehicle
ownership (see Figure 10.1).
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Figure 10.1: Vehicle ownership rates and stock replacement rates,
1976 to 1995
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Influences on market size

Many participants identified price and affordability as the main restraints on
new car purchases.  The influence of devaluations in the Australian currency
relative to supplying countries (in particular Japan), and the trend to include
more features (such as airbags) in standard models, have contributed to an
increase in real prices and a decline in affordability of vehicles relative to
average weekly earnings.  For instance, from December 1984 to March 1997 the
Consumer Price Index (CPI) increased by approximately 79 per cent, and the
prices of locally produced cars rose by 118 per cent, or about 22 per cent in real
terms. The effect of the substantial reductions made to assistance arrangements
in 1988, and the implementation of gradual tariff cuts since that time, have
influenced the prices of imported and locally made cars for the better (see
Chapter 4).

The industry has generally argued for tax reform as a way of stimulating the
vehicle market.  In Chapter Five the Commission argues that there are good
reasons for fundamental reform in Australia’s taxation system, and that
consideration should be given to the introduction of a broad based consumption
tax.  However, while such reform would deliver substantial benefits to the
overall economy, its effect on the automotive industry is uncertain.  Such a
comprehensive reform would affect the price of so many goods as well as
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affecting household incomes, that it is difficult to predict its effect on demand
for any one good, such as vehicles.

An alternative is for the local PMV producers to reduce the prices of their cars
relative to imports.  This would have the dual effect of increasing sales and
favouring domestic cars over imports.  The viability of this strategy will be
influenced by how responsive consumers are to relative price shifts and the
ability of the PMV producers to reduce their cost base.  The fact that some PMV
producers are making no profits at the moment (see Figure 4.9), and that as a
group they have made a net loss over the last decade (see Figure 4.8), suggests
the scope for doing this will depend on how well they achieve productivity gains
in their plants.

Participants argued that if compliance with emissions and safety standards were
enforced, there would be a stimulus to new vehicle demand as non-complying
vehicles would be forced off the road.  There are important social and
environmental issues involved in regulating vehicle emissions and prescribing
safety standards.  But the Commission’s view is that these measures are not
appropriate mechanisms for stimulating new vehicle sales (see Chapter 9).

Market segmentation

The ability of the domestic market to support all four PMV producers currently
in the industry is affected by their concentration on the upper medium segment
of the market.  This segment currently faces little direct pressure from imports
but this may change.

The domestic market can be divided into four broad segments — luxury, upper
medium, medium and small (includes micro and light) (see Appendix D).
Competition between locally made and imported vehicles is present in varying
degrees in all but the micro/light class of the small car segment, which is the
domain of imported cars.  The Australian industry produces only one small car,
the Toyota Corolla, which has around 15 per cent of the small vehicle segment.1

The luxury segment of the market is also dominated by imports, with domestic
competition coming from Ford’s Fairlane/LTD and Holden’s
Statesman/Caprice.

Domestic production accounts for the majority of the upper medium segment of
the market with around 99 per cent of sales in 1996 — most of which is
dominated by fleet purchases, which account for over 75 per cent of new car
sales.  Of this the Ford Falcon and Holden Commodore are the dominant

                                                
1 The small car segment also includes micro cars (below 1000 cubic centimetres (cc)), and

light cars (1000 cc to 1400 cc).
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vehicles.  Sales of locally made, upper medium cars have increased sharply
since the recession in the early 1990’s.  From some 110,000 units in 1991, sales
of these cars on the domestic market have increased each year to almost 200,000
in 1996.

The PMV producers appear to have the very good prospects of retaining their
dominance of sales of cars to Australian fleets.  Commonwealth and state
governments are showing no significant signs of decreasing their patronage of
the domestic industry.  The exception to this is the relatively minor inroads
made by small imported four cylinder cars in the purchases of some state and
territory governments.  The Commonwealth Government has retained a strictly
Australian made policy for its purchases, and overwhelmingly the vehicles
purchased or leased as part of the remuneration of senior executive staff in the
state and territory governments are Australian made upper medium cars.

It would also appear that the Australian automotive industry can count on the
continued support of private as well as government fleets.  In a submission to
the inquiry, the Australian Fleet Managers Association (AFMA) presented the
results of a survey of their members that was undertaken to determine their
purchasing intentions.  They said that:

The 33 sample fleets from the AFMA membership are dominated by Australian made
vehicles, with Ford, Holden, Toyota and Mitsubishi accounting for no less than 99 per
cent of all passenger cars.

Holden and Ford make up close to 80 per cent of the total fleet, ... (sub. 170, p. 5)

The AFMA’s survey results indicate that members intend to maintain their
purchasing intentions close to current levels for the years 1996–97 to 1998–99
and beyond (sub. 170, p. 4).

Nevertheless, the production and market dominance of large rear wheel drive
six cylinder cars is a relatively unique phenomenon in world markets.  In recent
years the Falcon and Commodore have met with increased competition from six
cylinder versions of the current, larger front wheel drive models from
Mitsubishi (Magna/Verada) and Toyota (Camry/Vienta).  This repositioning has
increased the dependence of the Australian industry on the upper medium
segment.

While there is no evidence of significant competition from imports in this
segment at the moment, the PMV producers expect increased competition to
emerge eventually, and some are looking to decrease their dependence on this
segment and improve competitiveness.  For example, Holden’s Commodore
already holds a large share of the upper medium segment of the local market.
Recognising both that the upper medium segment may come under threat as
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consumer preferences change, and that domestic and import competition is
likely to become more intense, Holden is diversifying its production and
markets.  Holden’s strategy is based on complementing Commodore production
with the production of the medium sized Vectra.  While most Vectra production
will be targeted at export markets, greater throughput will assist Holden to
maintain or improve the viability of the Commodore on the domestic market
(sub. 19, p. 8).

The heavy reliance on fleet sales to maintain local production means that the
industry is vulnerable to changes in government policy, such as amendments to
fringe benefits tax and fleet purchasing arrangements, and the economic health
of the business sector.  The importance of fleets also has a big impact on the
second hand car market, with fleet owners looking at the ‘next buyer’ when
ordering a new car (for example, with regard to colour and options) to make it
more saleable.  Although domestic production in the upper medium market does
not face direct competition from imports, second hand fleet cars compete
directly against imports of new, smaller cars.  Hence some linkages are present.

In summary, the industry is anticipating the eventual emergence of import
competition in the upper medium sector of the domestic market.  Meeting this
challenge will require a concerted effort on the part of the local PMV producers.
Their ability to retain market share would appear to be relatively sound,
provided that Australian business consumers and fleet managers retain a
preference for the ‘big sixes’, these vehicles are produced competitively, and the
secondary market stays strong.

Critical mass

The importance of economies of scale and scope for the domestic industry, and
increased competition from imports has encouraged many participants to raise
the issue of ‘critical mass’, and whether — if the industry contracts — the cost
structure of all producers will rise to uncompetitive levels.  The consensus view
within the industry seemed to be that ‘critical mass’ was in the range of 300 000
to 350 000 units a year, or about the current production level.

The industry’s requests and analysis on this issue seem to be based on the
presumption that four vehicle assemblers, operating at their present levels of
output, represents the only option for achieving ‘critical mass’.  Ford claimed
that:

The industry has a ‘critical mass’ of 80,000 – 100,000 units per manufacturer —
collectively 350,000 units per annum — and recent volumes have been well below this
level.  (sub. 14, p. 1.0)
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An alternative view is that if 350 000 vehicles represents a ‘critical mass’, it
could be achieved by only one or two manufacturers operating at greater scale.
Alternatively if four producers is the ‘critical mass’, then production far in
excess of 350 000 vehicles would be needed to ensure long term viability.  If
Ford’s claim is correct, it seems unlikely that the domestic market — even with
its unique requirements — could sustain four producers concentrating on the
same market segment.  The implication is that the PMV producers need to
export, and if they cannot find export markets for the ‘big sixes’, they need to
diversify their product range.

The concept of a ‘critical mass’ may have more relevance for the component
sector than it does for the PMV producers.  There are several cases of a single
firm supplying all four PMV producers.  A contraction in the total vehicle
production of the industry could impair their ability to achieve economies of
scale, though some savings would occur if the number of different products they
supply decreases.  Obviously those component producers who supply some but
not all of the PMV producers, are more vulnerable to structural change.

The general conclusions which may be drawn are that the domestic market is
now highly fragmented, and is not currently large enough to support four
independent PMV producers.  Hence most manufacturers need to export
substantial numbers of vehicles if they are to be viable in the longer term.

10.2.2 Expected developments up to 2000

Some participants outlined their views on the way the automotive industry will
develop between now and 2000.  To a large extent the automobile
manufacturers are locked into product cycles and investments that will take
them into the early part of the next decade.

The general view of the PMV producers was that competition was going to
increase over this period and the share of sales going to imports would rise, but
that domestic sales should improve, with strong growth in exports.  For
example, Ford believed that there will be some growth in the overall market
between now and 2000 and that the upper medium segment will retain its
importance.  Ford said that:

The total industry will be larger than it is today, but not by very much because there
isn’t a lot of stimulus in the industry.  The make-up of the industry I think is more
significant.  We believe that the (upper) medium-size car, which is the Falcon-
Commodore size car, will still have a dominant role in the industry and all the research
we do confirms this.  What drives this [is the fact that these cars are] very much the
accepted fleet vehicles.  (PHtrans., pp. 275-276)
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Toyota were concerned about loss of market share between now and 2000 but
believed that the long term future for the industry is sound.  It said:

This is all coming from a view that we see a terrific future for the motor industry in
Australia in the year 2010 but there are a lot of risks along the way and it would be a
great pity if we don’t get to realise that potential because of events in the next 5 or 6
years.  (PHtrans., p. 215)

Ford were confident that there would be further development of the component
sector and that there are good opportunities for component firms to export
technology or components:

On the components side I believe we’ll see possibly less component suppliers but they
will be bigger and stronger and, given the right environment, I think they’ll also be
quite aggressive exporters either of technology and/or parts.  I think there’s a big
opportunity for those people going in to the developing markets, where the skills don't
exist, where traditional suppliers out of Europe are showing lack of enthusiasm for
going into those new markets, and I think there’s a tremendous opportunity for
Australian components suppliers to go in there, provided they have a strong base in
Australia to operate from. (PHtrans., p. 276)

Holden expressed an optimistic view of its future as an Australian manufacturer.
Holden said that Australia has a comparative advantage in car making:

The achievements of the past few years have had a profound effect on the way the
Australian operations are viewed by overseas parents.  In Holden’s case, GM has come
to regard some aspects of the business as useful exemplars to be studied and emulated
by other international plants.  What had been a somewhat negative attitude toward the
existing investment in Holden has become quite positive, particularly in the context of
growing opportunities in Asia and a need for a regional base from which to grow.  In
short, the prevailing view is that given appropriate national and company management,
Holden will be a significant strategic asset over the next couple of decades.

An implication of the above is that, at least during the early rapid-expansion years of
the burgeoning Asian car market,  Australia has some degree of comparative advantage
in car making. (sub. 19, p. 6)

Ford Australia has also expressed a commitment to local production up to and
beyond 2000.  The President of Ford Australia, Mr David Morgan, reportedly
said that there was no prospect of Ford withdrawing completely from local
production.  He also reportedly said that:

The question really is will we stop manufacturing here [in response to cuts in tariffs
below 15 per cent] and I think the answer is no.  Investment here would become less
profitable but it doesn’t necessarily mean that we close the doors and leave Australia.
(The Australian, 10 January 1997)

The development of the Australian automotive industry as a regional base has
already occurred to some extent and is set to continue up to 2000 and beyond.
For example Robert Bosch Australia’s view was that Australia has sufficient
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inherent advantages to encourage it to continue investing in Australia.  The
company also has plans for substantial exports by the year 2000.  Robert Bosch
Australia said that:

These advantages have caused RBAU to continuously invest in local manufacture for
over 40 years to replace imports.  RBAU has responded positively to the adjustment
pressures of the current car plan by, for example, increasing exports from between 3 to
5 million dollars in 1990 to $64 000 000 in 1996.  RBAU’s export plans for the period
to year 2000 have the potential to exceed $200 000 000 annually with further strong
growth prospects into the next century.  (PHtrans., p. 509)

The industry is anticipating strong growth in automotive exports of all kinds.
Several participants estimated automotive exports would reach $3 billion a year
by 2000 (see Box 10.1).  Venture Asia Pacific is expecting strong growth in
vehicle exports between now and 2000.  It said that:

... the Big 4 car manufacturers have all announced significant plans to export vehicles
from Australia.  FAPM is predicting that exports will grow to over 100,000 vehicles by
the year 2000 which would represent 27% of the vehicles produced in Australia.  The
export plans by the Big 4 car manufacturers are part of a $2.5 billion investment in new
production facilities and new models.  (sub. 8, p. 4)

Box 10.1: The potential for automotive exports
Many participants estimated Australian automotive exports would reach $3  billion by
2000, including:

Denso:  Our estimate is that export values will rise from roughly $2 billion in 1996 to
nearly $3 billion [in 2000].  (sub. 80, p. 12)

Victorian Government:  Present estimates suggest that the industry will be generating
exports of over $3 billion by 2000, when tariffs on motor vehicles will have fallen to 15
per cent.  (sub. 64, pp. 7-8)

FCAI Manufacturers Group:  Exports of cars could increase to 70 000–90 000 units by
2000. All up, exports of automotive products could rise to $3.3 billion by 2000 — a
doubling in the next four years.  (sub. 33, p. 5)

Mitsubishi expressed concern about the industry’s prospects between now and
2000:

We’re strongly of the opinion that it is going to be a very difficult time for the industry
to get through to the year 2000 on the current regime of tariffs and tariff reductions and
we only have to look at the continuing growth of the imports in this market to see how
difficult ... (PHtrans., p. 581)

Despite its pessimism, Mitsubishi acknowledged that there is currently little
competition from imports in the upper medium segment.  It admitted that:
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... we could hardly stand up and say at a given point in time that we need the 22.5 per
cent tariff presently because we’re facing this strong import competition.  Clearly we
can’t make such an assertion.

Our point rather is that ... [there] ... is the potential for competition in that sector of the
market, which is obviously going to come from a range of potential sources, whether
they be Korean, whether they be a major world manufacturer not located currently in
Australia, or perhaps very significantly in the context of these proceedings, by one of
the four producers in Australia departing this country ... [and becoming] ... in our view
a very formidable competitor in the medium-large sector. (PHtrans., p. 594-595)

The Commission finds it difficult to reconcile Mitsubishi’s pessimistic view of
the future of the Australian automotive industry with the positive outlook of
Ford, Holden, and major component manufacturers, or with the facts of the
marketplace.

10.2.3 Export potential after 2000

As the preceding section described, the industry expects Australian automotive
exports to increase substantially between now and 2000 (see  Chapter  3).  There
is also some evidence to suggest that Australia has the potential to continue to
increase its automotive exports after 2000.  Growth will come from further
development of current markets and the development of new markets.

Currently, Australia’s automotive exports are predominantly of cars to New
Zealand, Japan and the USA, and components to Japan, the USA, ASEAN
countries and Germany.  With the exception of some ASEAN countries, these
markets already have low tariff barriers and are accessible to Australian
producers.  Some of these are also very large markets.  For example, the USA,
Japan, Korea and the European Union account for over 90 per cent of total
world production of PMVs and over 80 per cent of total world registrations of
vehicles.  The relatively open trade policies of these nations means that
Australia has access to the largest markets in the world (see Chapter 7).

Some participants believed that the potential for further exports to these markets
is relatively limited, partly because of the relatively low growth in vehicle sales
in most western markets, and in the case of Europe and the USA in particular,
because of transport costs.  What this overlooks however is that a growing share
of these markets by Australian producers  would yield huge gains.  On this point
the FCAI Importers Group claimed that:

The size of the world car market is such that a 1% share of it would yield
approximately $8 billion; this figure suggests itself as a target for industry exports over
the next decade ... (sub. 46, p. 53)
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Australia’s relative remoteness from some of the world’s major markets is likely
to have different impacts on the export of components and vehicles.
Transporting components over long distances can be costly and logistically
difficult for just-in-time delivery.  Market opportunities in some countries can
often be better served by on the ground investment, with the Australian
operations serving as a technical base.  The export of vehicles is not as
constrained, and clearly depends more on the global sourcing decisions of the
parent companies of Australia’s PMV producers.  Mitsubishi’s marketing of the
Diamante sedan to world markets outside Japan is an example.

Many participants cited the emergence of the Asian Pacific region as the
greatest source of export potential.  Given the relatively low levels of car
ownership and rising income levels, the demand for motor vehicles, particularly
light commercial vehicles (LCVs) and small cars is growing in the Asian region.
Venture Asia Pacific said:

Asia Pacific has the fastest growing motor vehicle industry in the world.  The motor
vehicle output in Asia Pacific, excluding Japan, has increased by 12 per cent annually
since 1988 and is expected to grow from less than five million in 1992 to more than
13 million by 2002.  The US and Germany have one car for every two people, whereas
Indonesia has only one car for every 136 people and China only one car for every 652
people.  (sub. 8, p. 3)

However, several factors influence the prospect of further exports to the Asia
Pacific region.  First, while demand for motor vehicles in Asia is growing, the
majority of growth is in LCVs and small cars.  Australia does not currently
produce these types of vehicles.  As Mitsubishi commented:

World markets for medium-large vehicles of the type produced in Australia are at
present limited mainly to developed economies with an advanced standard of living and
well developed transport infrastructure.  The substantial rates of growth in vehicle
demand in developing nations is satisfied primarily by sales of small vehicles and it
will be some years before there is any substantial demand for Australian cars in those
markets.  (sub. 34, p. 11)

Toyota added:

The upper-medium model entrants are not global vehicles, and have extremely limited
export potential, to Asian markets in particular.  (sub. 15, p. 38)

In making this claim, it would seem that Toyota was not referring to its own
products.  They have subsequently stated that they:

... refute the view that the products of the Australian industry are not well suited to
markets in Asia and hence that there ... will not be major markets for our exports.
Toyota is already exporting cars to Asian markets and could export greater volumes
with improved access. (sub. 106, p. 21)
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It is also possible for other Australian PMV producers to adapt to the demands
of this region, albeit in a constrained and carefully targeted way.  Holden’s
decision to produce the Vectra is an example of producing model for a
perceived niche in the Asian market.

Second, Australian vehicle and component manufacturers currently face
significant barriers to many markets in the Asia Pacific region.  Although there
are good prospects for these markets to become much more open in the medium
term, access may not immediately lead to more exports.  This is because these
barriers are also faced by producers in other countries who are similarly keen on
expanding their markets.  As the barriers are removed, the level of competition
is therefore expected to intensify, and Australian producers will have to be very
competitive to gain market share.

Third, global supply strategies of multinational companies will influence the
source of supply.  Parent companies can and do allocate markets to their
subsidiaries, and may earmark developing Asia pacific markets for supply from
specific bases, most likely through intra-regional trade from other subsidiaries.

10.3 Role of industry in further development

The future of the Australian automotive industry is largely in its owners’ hands.
It is the PMV and component producers who have to identify the market
opportunities, and provide the goods and services that people want.  The
development of the Australian automotive industry over the duration of the
current assistance arrangements and beyond 2000 is not something that
governments or the Commission can predict.  What is likely is that competitive
pressures will continue to increase in both the domestic and export markets.
Firms can respond to this by improving productivity, integrating into global
networks, and diversifying into other non-automotive markets.

10.3.1 Scope for productivity growth

A recurring theme during this inquiry has been that the potential for further
productivity growth in the automotive industry is limited.  The industry’s view
is that the easy yards have been made and that from here on progress is going to
be difficult, given the planned volumes of Australian producers.

Growth in labour productivity over the last ten years has indeed been rapid (see
Chapter 4, and Appendix E).  However, some firms in the Australian industry
appear to be lagging world standards, at least in the area of vehicle assembly.
The Commission notes that the results of the International Motor Vehicle
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Program (IMVP) international benchmarking exercise showed that, on average,
Australian plants performed relatively poorly in 1993.  The Commission accepts
that data is dated and that further rationalisation of Australian assembly plants
has subsequently occurred.  Nevertheless, the rest of the world is not standing
still and it is likely that some of the Australian industry is still behind world
standards.  As explained in Chapter 4, the Commission tried to get the support
of the vehicle producers to update the IMVP data, but two of the four vehicle
producers were not prepared to participate.

Productivity gains in the component sector are more difficult to ascertain.  Some
evidence was supplied by participants that labour productivity has improved.
The quality and delivery performance of the component sector also appears to
have improved.  But again there still seems to be room for improvement against
current, let alone anticipated benchmarks, and the improvements to date have
not been achieved uniformly across the industry.  The SA Government claimed
that the:

... potential for further efficiency gains in the industry remains, but these gains are
contingent on sustained high levels of investment ... (sub. 169, p. 13)

The Australian automotive industry is not unique in having to continually search
for productivity improvements.  The Japanese automotive industry had to cope
with the oil shocks in the 1970s, substantial appreciation of the yen in the 1980s
and 1990s, and structural adjustments in the Japanese economy that
accompanied the strong speculative boom of the later 1980s and subsequent
recession.  Japanese firms have survived by continually improving their internal
productivity.  Stein (1994) said:

When confronted with disturbances, it [the Japanese automotive industry] was able to
meet the challenges head on.  In the wake of the oil crises, it upgraded its technical
efficiency and vastly improved labour productivity.  It was able to take advantage of
comparative weaknesses in small car manufacturing in the USA and with an adroit
advertising campaign, it began to penetrate the US market.  When “voluntary export
restraints” were imposed, it responded by selling more high priced prestige vehicles.
Finally, as the Yen appreciated in 1985 and beyond, it established plants offshore
producing directly in North America and Europe.  (p. 27)

The potential for the future of the Australian automotive industry rests on how
the productivity of producers can be enhanced at current volumes, and given the
importance of economies of scale and scope, on how those volumes can be
increased.

At the current level of output the view of many participants was that further
gains in productivity will only be incremental in the PMV and first tier
component producer sectors.  This view rests on the presumption that the
rationalisation of assembly plants, and the investment in efficiency enhancing
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capital has largely run its course.  For instance, having only recently
commissioned a new assembly plant, Toyota is focused on improving capacity
utilisation through increased export sales (sub. 15).  The view that further
productivity gains would be difficult to achieve was also based on claims that
lean production techniques have largely been implemented in the vehicle and
first tier component producer sectors of the industry.

The Commission is not as pessimistic as the general industry view summarised
above.  Continuous improvement techniques can increase the productivity of
labour and capital already committed to the industry.  And continually striving
for perfection may itself result in new and unanticipated breakthroughs.

There appears to be scope for improving the productivity and general
performance of second and third tier suppliers.  The adoption of lean production
techniques does not appear to be as advanced in this part of the industry.
Greater adoption of these techniques should allow a step change in productivity
that would also benefit the first tier suppliers and in turn the PMV producers.

Productivity gains will also flow from better capacity utilisation and economies
of scale and scope.  If further domestic and export market growth can be
achieved, substantial gains should arise from better capacity utilisation.  For
instance, Toyota’s new plant is currently operating at 60 000 to 70 000 units a
year, when it was designed for profitable operations at 100 000 units.  Holden
also stand to benefit from further economies of scale and scope when
production of its second vehicle (the Vectra) commences, and plant throughput
rises to a planned 150 000 units.

The Commission is also mindful of the industry’s past warnings about its
inability to respond to increases in competitive pressures.  When responding to
the Industries Assistance Commission (IAC) draft report on PMVs and
Components in 1981 — a central proposal of which was the reduction of tariffs
on PMVs post 1984 to 35 per cent2 — the industry was generally pessimistic
about its prospects for survival.  The IAC (1981) noted at the time that:

GM-H and AMI claimed that they would be induced by a tariff of 35 per cent on
imported vehicles, to withdraw from local manufacture, and import all their vehicle
requirements.  One other Plan producer submitted in confidential evidence that it too
would be likely to do the same.  (IAC 1981, p. 132)

The industry’s advice to the Commission at the time of the 1990 review was
along similar lines.  The PMV producers in particular indicated their fear of
coping with the adjustment pressures of any further reductions in tariffs beyond

                                                
2 The IAC in its final report recommended a 45 per cent tariff.
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the planned rate of 35 per cent in 1992, and argued for little or no reductions
(IC 1990b, pp. 86–89).  For instance, Holden stated:

It should be clearly understood that if the Commission over-estimates the rate at which
the car industry tariff level can be reduced, the result will most likely be significant and
irreversible.  In short, lowering duty rates at a pace faster than the local manufacturers
can accommodate would lead to the elimination of the industry.  More importantly from
the Commission’s point of view, the cost of re-establishing the industry is such that no
manufacturer would consider it once divested.  (IC 1990b, p. 88)

The Commission recommended, and the Government subsequently adopted,
annual decreases in tariffs of 2.5 per cent.  With the benefit of hindsight, what is
apparent is that the industry — or at least its more innovative elements — was
capable of responding and improving its labour productivity performance.  By
its own evidence, Holden has responded to the challenge (see Appendix E).

10.3.2 Globalisation

The Australian automotive industry is part of a large global industry,
characterised by complex linkages between and within firms (see Chapter 2).
As industry assistance has declined, the Australian industry has become more
exposed to competitive forces, and has focused more on its strategic role in a
global context.  Further declines in assistance will accentuate the need for
Australian firms to look beyond the domestic market.  With many multinational
firms in the industry, this has meant, or will mean, the creation of a role for the
Australian subsidiary in the parent’s global supply strategy.

Many firms already have a franchise from their parent to supply given markets.
This can be on a product or geographical basis.  For instance, Mitsubishi has
been allocated the role of supplying Diamante sedans to all markets outside of
Japan.  This compares with Toyota’s more regionally focused supply of Camrys
to Asia and the Middle East.  Other companies, particularly in the component
sector, have established a role in supplying a particular product or technology on
a worldwide scale.  Robert Bosch’s supply of electronic body security systems
exemplifies this.

Globalisation is also important because of the financial links between the local
operations of multinational companies and the parent’s other operations
elsewhere in the world.  The ability to sustain periods of poor profitability in the
local market will be improved to the extent that the parent’s other operations are
profitable.  This is where product choice and marketing strategies become very
important.  A good example is Holden.  It has been the most profitable of the
local producers over the last decade, but in the mid 1980s was reportedly on the
brink of closure when both it and it’s parent (General Motors Corporation),
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were unprofitable.  Holden’s predicament arose partly through poor market
acceptance of the smaller European designed Commodore introduced in 1980 as
a replacement for the Holden Kingswood.  As the automotive industry becomes
more global these financial links will become even more important.

FAPM referred to the importance of globalisation:

When FAPM undertook its Strategic Review of the sector, the majority of firms
indicated that they had identified globalisation as a key factor in their corporate
strategies.  The nature of these strategies varies depending on factors such as ownership
and product group, however the consistent message from our membership is that they
are in the process or are poised to refocus their strategies.  Many of these programs
have been announced.  (sub. 145, p.7)

The globalisation of the automotive industry is set to continue.  Four key trends
are likely to influence the shape of the global industry, and hence the structure
and performance of the Australian industry.

First, the increasing complexity and sophistication of modern vehicles, and the
movement to the production of more fuel efficient, low emission vehicles is
increasing the costs of product development.  Producers have also been
reducing product life cycles as they attempt to match changes in consumer
preferences.  These trends are encouraging many producers to use fewer vehicle
platforms at the global level, which has implications for uniquely Australian
designed vehicles.

Second, vehicle and component makers are showing a preparedness to source
components globally on a least cost basis, and are establishing new plants in
developing countries.  This gives the potential for supplies of commodity-like
components (such as shock absorbers, and engine components) to be drawn
from different locations in accordance with cost, freight and exchange rate
differences.

Third, the trend to just-in-time delivery of components favours regional
agglomerations of suppliers around their car making customers.  This creates
some natural protection for components with a high cosmetic content (for
example, coloured components such as interior trim, seating assemblies and
exterior mirrors) which need to be delivered in volumes and in a sequence that
can vary from day to day.

Fourth, the structure of the component industry is changing, with first tier
suppliers taking on much of the technology and logistical responsibilities from
the car companies.  Australia has arguably not developed to the same extent as
the US, Europe or Japan has in this regard, and hence further rationalisation and
increased competitiveness of the industry could be expected.  Lear Corporation,
a manufacturer of seats for Holden in South Australia, expressed the view that
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the development of true first tier suppliers is still in its infancy in Australia.
(PHtrans., p. 498)

10.3.3 Diversification

The perceived limits to the growth of the domestic market, and the price
pressures in the original equipment (OE) market have encouraged many small to
medium firms in the component sector to make diversification away from the
automotive industry an important goal.  FAPM stated that:

Our membership indicates that diversification is an important goal, particularly for
smaller companies.  Indeed, very large dedicated automotive companies did not indicate
diversification to be a key corporate issue.  Many small and medium companies have
concerns about their reliance on one or a few customers. (sub. 48, p. 33)

FAPM also indicated the diversity of their members’ businesses:

FAPM member companies employ an additional 6,500 employees in their automotive
facilities who are dedicated to non-automotive production.  Non-automotive sales by
the FAPM membership account for estimated sales of approximately $1.5 billion or
25 per cent of total sales.  This excludes the non-automotive sales of major corporations
in separate facilities such as those by BTR Nylex.  (sub.  48, p.  33)

The extent to which suppliers can diversify away from the automotive industry
will impact on how these firms cope with increasing competitive and adjustment
pressures.  This may prove difficult for component producers whose products
have a narrow automotive focus.

10.4 The role of governments in further development

The role of governments in industry policy is primarily to create the right
environment for the automotive and other industries to achieve their own
potential.  This should be done by removing impediments to growth and, within
reason, creating a stable policy environment.

The role of government in the Australian automotive industry has changed
rapidly in recent times.  The Commonwealth Government has been moving
from directly influencing the structure of the industry through local content
schemes, market sharing arrangements, tailor made R&D programs, and highly
prescriptive regulation such as dictating the number of models and vehicle
producers, towards a situation where the automotive industry is treated similarly
to all other Australian industries.
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10.4.1 Removing impediments to growth

Economic infrastructure and government regulation

Participants have seen some gains from reform to infrastructure and government
regulation but much is still to be done, by all levels of government.  Reform
should be across the board, but initially focus on areas which promise the
greatest gains, such as in the labour market and on the waterfront
(see Chapter 6).

Taxation

The majority of participants called for taxation reform.  Car ownership and sales
attract a wide variety of taxes.  Participants commented that these taxes reduced
affordability and were distortionary.

The Commission supports fundamental changes to Australia’s taxation system
to remove inefficiencies and inequities.  As part of a review of the taxation
system, consideration should be given to a broad based consumption tax.
Broadening the tax base may also allow a decrease in the rate of tax on cars
which may stimulate demand (see Chapter 5, and Section 10.2.1 above).  While
the Government has ruled out wide ranging tax reform in its current term, the
Commission sees it as an important goal.  Tax reform will be assisted by
ongoing informed debate.

Labour markets

There needs to be a continuation of the change in the mindset of the workplace,
in which workers and employers needs are aligned.  Complacency in employer-
employee relations will not facilitate the dynamism needed to survive in an
increasingly competitive world automotive industry.  The Workplace Relations
Act 1996 will help facilitate better labour relations and increased flexibility.

Some participants felt that better labour relations was not only about changing
the industrial relations system, but about the need for cultural change.  But
whether better employer-employee relations are driven by the industrial
relations system or cultural change, the bottom line is the same — however
change occurs, increased labour flexibility is crucial to the survival of the
automotive industry (see Chapter 6).

Standards and emissions

Progress is being made on the mutual recognition of standards.  The need for
unique Australian standards is questioned in Chapter 9, with the suggestion that
international harmonisation would reduce regulatory compliance costs.
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Standardisation would also improve the competitiveness of Australian
automotive exports by minimising differences in safety and environmental
features required for different markets.

10.4.2 Certainty in government policy

Participants called for certainty in government policy, both with regard to
changes to assistance, and at an economy wide level.  Given the long lead times
in the automotive industry, greater certainty in government policy will reduce
the risks associated with investment.

By and large, participants approved of the relative certainty that has been
associated with automotive industry assistance arrangements since 1984.  As the
South Australian Government explained:

The car plan has provided a certain and stable policy environment (for tariff related if
not other policy settings) over a reasonably long time frame, which is important to
industry planning.  Industry trends over the last decade indicate that long adjustment
periods are required before changes in assistance arrangements are reflected in
performance.  (sub. 61, p. 17)

Participants were more critical about frequent changes on an economy-wide
level, such as amendments to the tax regime.  As Rover said in relation to
changes to the luxury tax rate:

[A] lot of people, including dealers and lots of other people, have made decisions based
on a plan which was published at a certain time and therefore they should be allowed
the freedom to go ahead and see those processes through.  Sudden massive changes
involve enormous disruptions and they’re the sort of things which throw overseas
investors and overseas manufacturers.  (RTtrans., p. 145)

One reason that this inquiry is being conducted well in advance of 2000 is to
reduce the uncertainty of future assistance arrangements.

10.5 Australia as an investment location

The future of the automotive industry in Australia depends critically on the
investment decisions of multinational vehicle and component producers.  These
decisions would be expected to be made on the basis of Australia’s relative
attractiveness as a location for investment in the automotive industry.

The terms of reference for this inquiry ask the Commission to report on ‘the
advantages and disadvantages of Australia as an investment location for all
phases of automotive activity, from research and development to manufacturing
and export’.  While some of Australia’s attributes affect investment in any
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activity, there are attributes that specifically affect the automotive industry.
Participants have generally commented on the attributes that contributed to their
particular company deciding to invest in Australia or otherwise.  Some also
offered comment on the general attractiveness of Australia as an investment
location.

Automotive investment in Australia was initially attracted by the presence of
high tariffs on the importation of vehicles.  In addition, the local content
requirements of previous Commonwealth Government industry plans led to the
establishment of many component manufacturers.  General Motors Holden
commented that:

... Australia’s present component sector grew out of an ‘absolute requirement’ to
produce most components within Australia, almost regardless of cost.   (sub. 19, p. 28)

While high levels of assistance have significantly influenced the structure of the
industry, current assistance arrangements do not provide such strong incentives
for direct investment.  New firms continue to invest in Australia to supply
component and vehicle producers, in the knowledge of Australia’s tariff
reduction program.  For example, Venture Asia Pacific and Lear have both
recently established their regional centres in Australia.  In addition, Toyota
made the substantial investment in its Altona production facility after the
decision to phase the tariff down to 15 per cent was announced.

Now that Australia has more open assistance arrangements for the automotive
industry, investment decisions are based on factors other than just the level of
tariff protection.  From the information provided by many participants, key
factors include:

•  Australia’s political stability;

•  language and cultural factors;

•  the quality of the work force;

•  the size and structure of the domestic market;

•  access to foreign markets;

•  access to raw materials;

•  government taxes and charges;

•  the cost and efficiency of economic infrastructure;

•  the stability of industry policy; and

•  Australia’s geographical location.

These factors affect companies’ decisions to differing degrees.  The following
sections discuss their impact on the attractiveness of Australia as an investment
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location for vehicle manufacturing, component manufacturing, and research and
development (R&D) and design.

10.5.1 Vehicle manufacturing

Australia’s political stability was mentioned by participants as a factor in
Australia’s favour as an investment location, particularly in comparison to some
other countries in the region.

Stability of automotive industry policy is of particular concern for many
participants, and is especially important to vehicle manufacturers.  According to
Holden, a stable policy environment:

... is extremely important, and the reason is the high investment risk associated with car
making.  Because of lead times and model runs, the time between making a
commitment at the beginning of a project, and completing the capital amortisation at
the end of it, is in the region of ten years.  (sub. 19, p. 62)

Holden also suggested that Australia has some other advantages as a location
for regional investment, at least in the short term.  These advantages arise
mainly from Australia’s experience as a vehicle manufacturer:

... at least during the early rapid-expansion years of the burgeoning Asian car market,
Australia has some degree of comparative advantage in car making.  This advantage
derives significantly from a fortuitous geographic location, but also from having an
experienced, and arguably disciplined, work-force; skilful management; and established
infrastructure.  (sub. 19, p. 6)

In addition, Ford Australia stated that Australia’s product development
capability gives it an important advantage:

One of the key advantages Australia has as a manufacturing location for Ford is its
unique product development capability.  Australia is one of the few countries in the
Ford world that has a unique capability of being able to design and engineer a car from
a clean sheet of paper.  (sub. 14, p. 3.3)

However, Ford and other participants (for example, Trico, sub. 22, and
Australian Chamber of Manufactures, sub. 44) pointed out that, over the longer
term, multinational companies will only invest in Australia if the returns from
such investment are at least as great as those that can be achieved elsewhere.

Vehicle manufacturers stated that, as an investment location, Australia has some
disadvantages, including:

•  a small and static domestic market;

•  lack of access to regional markets;

•  a volatile exchange rate;
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•  ‘discriminatory’ taxation policy;

•  workplace inflexibilities;

•  lack of progress in other areas of microeconomic reform; and

•  a low level of government assistance compared to some prospective
locations in the Asia Pacific region.

Mitsubishi stated that:

[Australia’s] perceived disadvantages include a stagnant domestic market, a
discriminatory indirect tax policy, a lack of scale economies, workplace inflexibilities
and indifferent progress with microeconomic reform.  (sub. 34, p. 22)

The small domestic market, and the increasing reliance of the vehicle
manufacturers on the upper medium segment, make it increasingly difficult for
vehicle manufacturers to reach the scale of production required to justify their
investment by supplying only the domestic market.  Vehicle producers stated
that a lack of access to regional markets compounds the problem of the small
size of the domestic market.  In Chapter 7, the Commission concluded that there
are substantial barriers to automotive trade in some Asian markets, but that there
is a range of other larger markets that are relatively open

10.5.2 Component production

The main influence on multinational component manufacturers’ decisions to
invest in Australia is the presence of the domestic vehicle manufacturers.  While
local content requirements were a major influence in the past, the move to just-
in-time delivery forces local sourcing of many components.

Like many other component producers, Hella Australia stated that the existence
of the domestic vehicle industry is the main reason for its parent company’s
investment in Australia:

The investment of Hella Australia is linked to the existence of the domestic automotive
industry. ...  Without the local industry this investment would take place elsewhere.
(sub. 11, p. 27)

Similarly Lear said that its investment in Australia was predicated on, among
other things, the idea that ‘... Australia would offer a sustainable automotive
customer base for long-term investment in technology advancements’
(sub. 84, p. 1).

However, there are other reasons for component manufacturers to choose
Australia as an investment location.  The highly skilled but relatively low cost
work force is perceived by many to be Australia’s main advantage.  BTR
Automotive Engineering Group said that:
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Australia’s dominant strength is the skill base developed over the decades of the
automotive industries history in this country.  (sub. 53, p. 12)

This skills base, added to the fact that Australia is English-speaking and has
similar time zones to other countries in Asia, makes Australia an attractive base
for the regional design or technical centres of some European and North
American component companies.

In terms of manufacturing, access to raw materials is often seen as a competitive
advantage for Australia (for example FAPM, sub. 48, p. 39).  However, several
participants expressed their concern over the pricing and availability of some
raw materials (see Chapter 4).  Nevertheless, it was generally agreed that
Australia has the potential to be a competitive source of component supply, with
its established infrastructure and competitive wage rates.  Hella Australia also
commented that Australian made tooling is significantly cheaper than European
or Japanese tooling, while generally being higher quality than tooling from some
Asian sources (sub. 11, p. 15).

Nissan stated that one of the advantages of Australia as a location for a plant
such as its casting facility is the ‘availability of land at reasonable cost in areas
with access to ports and shipping’ (sub. 88, p. 6).

Australia’s geographic location indicates that its potential lies in supplying the
Asian region.  Venture Asia Pacific stated that:

Venture did not set up its Regional Head Office and operations in Australia to supply
only the 300,000 cars built in Australia.  Rather, we saw Australia as a springboard into
a 15 million car market. (sub. 8, p. 2)

Participants commented that the cost of freight, and the increasing requirements
for just-in-time delivery, make it more difficult to compete in other regions,
such as Europe.  Everco wiring commented on its experience in seeking to
establish export markets:

I can go into Europe and I’m trying very hard, but it’s that much further, that much
harder, it’s not our region. ... Jakarta is 5 hours from Melbourne on the direct flight.
Europe is 26 hours and a lot more expensive.  ... I think we could all compete ... head to
head in the local region. (RTtrans., p. 334)

Robert Bosch (RBAU) said another advantage it has over other Bosch
subsidiaries in producing for the Asian region is its multi-cultural workforce:

... RBAU has the specific advantage of a multi-cultural workforce comprising more
than 40 nationalities, including engineers and tradesmen whose ethnic origins are the
ASEAN countries of Thailand, Malaysia and Indonesia.  These closer cultural links
with South East Asia (than, for example, Germany) are a reflection of today’s
Australian society and are a benefit to Australia and RBAU in developing business
relationships in ASEAN countries. (sub. 65, p. 5)
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Irrespective of Australia’s advantages as production base, firms are often
required to locate production in Asian markets in order to participate in them.
The issue of market access is discussed in Chapter 7.

10.5.3 Research and development and design

Australia’s R&D and design capabilities were regarded by many participants to
be major advantages in attracting internationally mobile investment.  For
example Holden stated that:

Australia’s location in the Asia Pacific makes this the logical location to carry out
regional R&D work (ie, specialised vehicle adaptation to suit specific regional
requirements), at least for US and European-based companies lacking other facilities in
this part of the world ...  (sub. 19, p. 36)

Australia has a number of attributes that make it a suitable location for R&D
and design.  Many of these are the same attributes that make it a desirable
location for vehicle and component production for European and North
American companies — language and cultural factors, the presence of a skilled
workforce, and proximity to Asian markets and similarity of time zones.  In
some cases, these may provide a greater advantage to Australia as a
technological base than as a manufacturing location.  For example, BTR
Automotive Engineering Group noted that:

... skills are not necessarily as mobile as capital investment ... While we should not
under-estimate the ability of other countries to develop these capabilities, technology
assists us in overcoming distance and communication problems to a greater degree in
the design phase than in the manufacturing phase of the business.  (sub. 53, p. 12)

However, there are also other factors that make Australia a particularly
attractive location for R&D and design, including:

•  R&D infrastructure and support;

•  climatic conditions and the need for innovation in design; and

•  technical ability (for example, in engineering for small production runs).

Both Commonwealth and State governments offer support to R&D.  Support is
provided through the 125 per cent tax concession, the establishment of
Cooperative Research Centres (CRCs), grants for R&D, and support for
universities and the CSIRO.  The support used most directly by vehicle and
component companies has been the tax concession.  Offered at the rate of
150 per cent until August 1996, the rate has now been reduced to 125 per cent.

Some participants claimed that the reduction in the tax concession, and changes
to the funding of tertiary education over the past few years, have reduced
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Australia’s relative attractiveness as an investment location for R&D.  Hella
Australia commented:

After changes in funding of higher education and the 150 per cent tax allowance,
Australia will lose one of its most significant advantages in the region. ...  Those
changes will make Australia less attractive for investment into R&D and engineering
centres for overseas companies.  (sub. 11, p. 31)

R&D infrastructure issues are discussed in greater detail in Chapter 4 and
Appendix F.

Some Australian subsidiaries have been chosen as global or regional centres for
the development of particular products.  This has often been due to the need to
develop or adapt such products to suit Australian conditions, which are different
from those in Europe or North America.  One example is the recent
announcement of Robert Bosch Australia as the Centre of Competence in car
body electronics.  This is an expansion of its former responsibility for vehicle
security systems.

In addition, the need to manufacture products in relatively small volumes for the
domestic market may provide Australian companies with an advantage over
their competitors in Asian markets, at least in the short term.  Although
expected to grow rapidly, many of these markets will initially require small
volume production — and production technology for small volumes can differ
substantially from that required for high volume production.  FAPM noted that:

The relatively small initial volume of Asia’s new producers, together with unique
technology requirements generally considered to be outside the traditional scope of
suppliers in developed markets, has placed Australia and Australian-based suppliers in
a potentially advantageous position.  (sub. 48, p. 28)

10.6 Summary

The discussion in the preceding sections provides some reasons to be cautiously
optimistic about the potential for further development of the automotive
industry in Australia.  Like many firms in the industry, the Commission believes
that Australia can remain a small but important part of the world automotive
industry.

Australian automotive producers are becoming more aware of the need to view
themselves as part of a global industry.  The small size of the Australian market,
and the greater choice now available to Australian consumers, is making it
necessary for Australian vehicle manufacturers to establish their place in the
global strategies of their parent companies.  This involves the active
development of export markets to supplement their domestic vehicle sales.
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Similarly, many of the successful component manufacturers have clearly
defined their role in the international market — concentrating on areas where
their location in Australia provides an advantage over international competitors.

Many participants have outlined their views on the way the automotive industry
will develop between now and 2000.  The general view was that competition in
the domestic market for PMVs is going to increase over this period and the
share of sales going to imports will rise, but that domestic sales should improve
slightly, with strong growth in exports.

The composition of the industry will continue to evolve, bringing changes in
both the variety of firms in the industry, and their number.  The viability of each
firm is impossible to assess and is, to a large extent, in its own hands.  Some
firms will prosper, while others will fail.  But this does not mean that the
industry itself, as distinct from any individual firm, cannot be viable in the
longer term.  It is important to recognise that the automotive industry in general
is characterised by significant diversity, in both products and production
techniques.

It is also an industry which is strongly influenced by changes in technology.
The development of new materials, such as plastics and light weight alloys, has
already affected the fortunes of component suppliers.  Similarly, the
introduction of lean production techniques has changed the PMV and first tier
component producer sectors.  The effects of technological change are unlikely
to diminish in the future.

The continuing globalisation of the world automotive industry will be an
important influence.  The Australian industry has already been affected by the
car makers using fewer platforms on a global basis but with more customising
of those platforms to target market niches.  It is also expected that vehicle and
component makers will increasingly source components globally where it is
feasible to do so.  However, the trend towards greater just-in-time delivery of
components will favour regional agglomerations of suppliers, with an increased
emphasis on first tier suppliers supplying design and development services.

Australia has some advantages and some disadvantages as a location for vehicle
and component manufacture, R&D and design.  In terms of manufacturing, its
main disadvantage lies in the small size of the domestic market.  Furthermore,
until recently there has been little growth in the Australian market, the level of
imports is increasing, and the market is becoming further fragmented.  This
implies that, without the development of a substantial export market for
vehicles, economies of scale in vehicle production will become increasingly
difficult to achieve.
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A reduction in vehicle production in Australia would diminish the attractiveness
of Australia to some component producers.  Many component producers have
stated that their main motivation for investing in Australia is the presence of the
vehicle manufacturers.

However, in comparison to other investment locations in the region, Australia
has many advantages for both vehicle and component production.  Australia’s
design and manufacturing capability is based on a strong R&D base, and a
training and education system that has produced a skilled workforce.  In
addition, Australia is politically stable, and industry policy is relatively stable
and transparent.

Some participants have noted that the automotive skills developed over time
give Australia a particular advantage over Asian countries as a technology base.
Indeed, design and R&D appear to be areas in which Australia has a genuine
regional comparative advantage as an investment location.  The fact that a
number of multinational companies have recently given their Australian
subsidiaries responsibility for design and production of certain products, or
nominated them as their technical bases for the Asian region, supports this
conclusion.

That some of these developments could not have been foreseen ten or even five
years ago, illustrates the dynamic nature of the industry, and cautions against
formulating assistance policy on the basis of pessimistic forecasts of the
industry’s future.
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The Commission is cautiously optimistic about the future of the Australian
automotive industry.  This optimism is based on:

•  domestic consumers’ strong and growing demand for upper medium
sized vehicles;

•  local manufacturers’ dominance of that sector of the market;

•  strong anticipated growth in exports of vehicles and components; and

•  the scope for local producers to improve productivity, including
through increasing volumes to take advantage of economies of scale.

However, the current structure of the industry, with four independent
vehicle manufacturers and over 200 component manufacturers is not
sustainable without substantial exports.
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11 CONCLUSIONS

11.1 Introduction

After briefly reviewing the current assistance arrangements which support the
Australian automotive industry, this chapter considers the arrangements which
should apply after the year 2000.  In examining options, the chapter draws (in
summary form) on material covered in other chapters of the report, rather than
repeating description and analysis that is set out elsewhere.

First, the chapter considers whether there are grounds for treating the
automotive industry differently to other Australian manufacturing industries.
The Commission can find no in-principle grounds for preferential treatment for
automotive manufacturers.

However, a number of arguments were put forward by participants for
suspension of the tariff reductions program after 2000, or for reducing the rate
of phasing from the 2.5 percentage points per annum.  The chapter examines
those arguments.

The extent and timing of adjustment which could occur — in the automotive
industry itself, and in other Australian industries — in response to automotive
tariff reductions is an important consideration.  The chapter discusses
adjustment, and adjustment costs, before considering particular post 2000 tariff
options.

The remaining sections discuss specific issues, namely tariffs on micro light and
four wheel drive (4WD) vehicles; the assemblers’ duty free entitlement;
assistance to exports; and the merits of a production bounty.

11.2 Current assistance arrangements

In summary, the four car manufacturers in Australia are currently assisted by:

•  a tariff of 22.5 per cent on passenger motor vehicles (PMVs);

•  a duty free entitlement under which they can import vehicles and
components duty free up to 15 per cent of their value of production; and

•  an export facilitation scheme which enables the earning of import credits
which can be used to reduce the duty paid on imported vehicles and
components (see Chapter 8 for details).
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As noted in Chapter 3, Australian vehicle assembly is concentrated in the upper
medium car sector, with well over 90 per cent of production being vehicles of
this type.  Nevertheless, the 22.5 per cent tariff also applies to vehicles falling
into the micro and light categories — these types of vehicles, popular with
private consumers, are not assembled in Australia.

The assistance arrangements applying to automotive component producers are
broadly similar to those applying to vehicle assemblers.  Component producers
are assisted by:

•  a tariff of 22.5 per cent on original equipment components, and a tariff of
15 per cent on replacement or ‘aftermarket’ components; and

•  an export facilitation scheme which enables them to earn tradeable credits
which can be used to reduce the duty paid on imported vehicles and
components.

Tariffs on PMVs and original equipment components are being reduced at
2.5 percentage points per annum until 2000.

The tariff on 4WD and light commercial vehicles, and components for these
vehicles, is already at 5 per cent (see Chapter 8).

By the year 2000, the tariff on PMVs, original equipment and after market
components will be 15 per cent, and the export facilitation scheme will have
expired.  However, even after this lengthy adjustment period, the tariff rate on
PMVs and components will still be three times higher than the rate of 5 per cent
applying to most Australian manufactured products.

11.3 Should the automotive industry receive preferential
treatment?

Although the automotive industry generally argued for tariffs to continue at the
rate of 15 per cent post 2000, there was some acknowledgment, for example
from Holden, that elimination of tariffs is an important economic goal, at least
long term.  As noted in Chapter 8, Holden also considered that ‘the industry is
not likely to reach its full efficiency potential while it has significant tariff
protection’ (Sub. 111).

There are, indeed, strong in-principle arguments for aligning the rates of
assistance provided to different manufacturing industries, as a step towards
eliminating tariffs altogether.  The arguments for ending the special treatment of
the automotive industry are covered in Chapter 8. In summary, further
automotive tariff reductions are warranted because:
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•  tariffs reduce the size of the national economy (efficiency effects);

•  tariffs impose high costs on consumers (tax-transfer effects); and

•  tariffs discourage the Australian automotive industry from becoming
internationally competitive and integrating fully into world automotive
trade (incentive effects).

11.3.1 Economic efficiency effects

Tariffs penalise efficient Australian industries — industries able to compete at
low protection levels — and encourage production in highly protected industries
like the automotive industry (see Chapter 8).  In this way, tariffs reduce
economic efficiency, cutting the size of the national economy and denying
Australians potential improvements in living standards.

Automotive tariffs have been declining since the mid 1980s.  However, even in
2000, these tariffs will continue to penalise Australia’s industries in several
ways:

•  there would hardly be a business in Australia that did not use cars —
tariffs raise their costs directly;

•  tariffs can raise costs indirectly as well;

•  high tariffs artificially inflate the exchange rate by suppressing vehicle
imports.  This disadvantages export industries.  Some of Australia’s
leading export industries such as agriculture, iron ore, and black coal
mining, and the industries that service these, such as shipping and rail
transport, are taxed (in effect) by tariffs;

•  tariffs inflate the cost of cars to consumers, which means that consumers
have less money to spend on other goods and services.  This reduces
demand for the outputs of other industries.

Tariffs also reduce economic efficiency by distorting consumption patterns
through artificially inflating vehicle prices relative to other prices.

High automotive tariffs do not increase national employment, but simply divert
employment to the automotive industry from other Australian industries.
Reducing automotive tariffs over time will lead to an expansion in employment
in unprotected industries such as the mining, shipping and rail industries,
offsetting the likely loss of jobs in the automotive industry.

Efficiency losses would be considerably lower if automotive tariffs were
reduced to those applying to manufacturing industry generally, currently
5 per cent.
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The MONASH model gives an indication of the magnitude of the possible
gains.  It estimated that GDP would expand by between 0.03 and 0.19 per cent if
tariffs were reduced from 15 to 5 per cent (see Chapter 8).  This is equivalent to
a permanent increase of $165 million to $904 million per year (in 1995–96
prices).  The smaller estimate of the gains was based on assumptions chosen to
provide an indication of the minimum level of gains available from further tariff
reforms. The larger estimate was based on the same conservative assumptions
but also included an assumption that the industry can take advantage of
economies of scale and productivity improvements (see Chapter 4).

Expressed another way, for the economies of scale scenario, if automotive
tariffs stayed at 15 per cent instead of being reduced to 5 per cent, the
discounted present value of forgone national income over the period to 2009–10
would be $6.3 billion (in 1995–96 prices, using a discount rate of 5 per cent).

Other modelling results also support the conclusion that a reduction of
automotive industry tariffs will bring economic gains (at least, once adjustment
has occurred).  Estimates of the gains given in three other modelling exercises
ranged from 0.09 per cent of GDP (South Australian Government, sub. 200) to
0.22 per cent of GDP (Access Economics, sub. 201).

Existing economic models cannot capture the full benefits of tariff reductions
because they only measure the static gains.  But the real GDP gains from tariff
reductions will be larger if the automotive industry responds to tariff cuts by
becoming more technically efficient.  A number of automotive firms including
PBR Automotive, Robert Bosch, South Pacific Tyres and Holden indicated that
they had increased both productivity and exports over the last decade — to a
significant extent in response to tariff cuts (see Chapters 4 and 8).  The
experience of these firms supports the view that there are additional dynamic
benefits to be gained.
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11.3.2 Tax-transfer effects

Tariffs impose high taxes on consumers (see Chapter 8).

The Commission estimates that in 1996, buyers of new PMVs paid $1.8 billion
extra for their vehicles because of automotive tariffs.  This is equivalent to an
average of about $3400 per PMV.

In terms of the impact of tariffs on specific PMV models, the Commission
estimates that in 1997, tariffs inflate the price of a Mazda 121 by over $2000, a
Ford Laser by about $3500 and a Honda Accord by about $6000.

In 2000, when tariffs will have fallen to 15 per cent, consumers will still be
paying an average of about $2100 more when they purchase a new PMV
because of assistance to the automotive industry.

Over the life of the current assistance arrangements (1993 to 2000), consumers
will have paid an extra $13 billion for their vehicles because of assistance to the
automotive industry.  Most of this tax is a transfer from consumers to both the
government and the automotive industry.  About half it goes to the Government
in the form of tariff revenue, and the rest goes to the automotive industry in the
form of higher prices for Australian made vehicles.  However, tariffs also lead
to a loss in economic welfare as they are an inefficient way of raising
government revenue (see Section 11.4.3).

Reducing automotive tariffs will lead to a loss in government revenue, possibly
necessitating an increase in revenue from other sources, in the absence of
expenditure cuts.  However, as discussed in Chapter 5, some taxes have very
high efficiency costs associated with their levying and collection, and tariffs are
one of these.  For this reason, replacing tariffs with taxes with lower efficiency
costs should be one of the highest priorities of tax reform.  The MONASH
modelling takes into account the loss of tariff revenue by assuming that income
tax increases by an equivalent amount.

11.3.3 Incentive effects

Toyota argued that tariffs should not be lowered until ‘internationally
competitive standards of quality and cost-competitiveness have been reached in
Australia’ (PHtrans., p. 211).  However, rather than fostering international
competitiveness, tariffs provide scope for inefficiency.  High tariffs insulate the
Australian automotive industry from the rigours of international competition,
allowing the industry to delay the introduction of efficient work practices and
new technology.  Tariffs also provide scope for inefficiency on the part of
supplier and service industries.
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Tariffs protect domestic production and encourage manufacturers to focus on
the protected domestic market.  They hamper exports by providing scope for
production costs to stay above internationally competitive levels.  In particular,
tariffs on components undermine the ability of car manufacturers to compete on
international markets.  While manufacturers do not have to pay tariffs on
imported components that are incorporated in export production, the tariff
system provides no compensation for domestic components which are priced up
because of the tariff.

Continuing reductions in tariffs should provide incentives for the automotive
industry to become cost competitive and export oriented and to start operating at
an efficient scale.  As Holden observed, continuing government support is not a
sound basis for planning:

Holden’s analysis indicates that even if comprehensive economic reform could be
achieved a domestically focused car industry — however efficient — would lack
sufficient scale economies and would be in extreme peril without ongoing government
support.  Like the Commission we do not consider such support to be a sound basis for
planning the industry’s future.  We therefore are reduced to one alternative: making a
transition to large scale exports. (sub. 111, p. 20)

Some participants argued that tariffs assist export production by allowing
automotive firms to charge higher prices on the domestic market to recover
fixed costs, and to marginally price exports.  The implication of this analysis is
that Australian motorists are being taxed to subsidise vehicle purchases by
foreign motorists.  It is difficult to see why this should be an objective of
Australian government policy.  In any case, this pricing practice would be
vulnerable to anti-dumping action in the World Trade Organisation (WTO) (see
Appendix I).

Rather than compensating for higher Australian costs (and lower production
levels) by providing high tariffs, the Commission considers that the
Commonwealth Government should encourage Australian industry to take its
place in the international automotive industry, by:

•  continuing to progressively expose the local industry to the rigours of the
international market, providing industry with the impetus to continue to
improve performance and seek out cost efficiencies; and

•  providing stable industry policy so that firms can set their targets and plan
their investments in the light of market opportunities.

These have been the hallmarks of automotive policy since the announcement of
the Button plan in 1984, and the evidence indicates that this has encouraged the
industry to improve productivity and to develop a more international orientation:
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•  the real value of automotive exports has increased from $750 million in
1985 to around $2.2 billion in 1996 (measured in 1996 dollars), and the
industry expects to increase exports to over $2.7 billion by 2000, despite
falling rates of assistance provided by the EFS;

•  the Australian industry is attracting new international investment by firms
such as General Motors, Lear and Woodbridge Foam Corporation of
Canada;

•  the real value of industry turnover has increased by 9 per cent over the 10
years to 1995 (see Chapter 3).

11.4 Arguments for suspending or phasing further tariff cuts

The in-principle arguments set out in the previous section provide strong
grounds for an immediate reduction in automotive tariffs after 2000 from 15 per
cent to 5 per cent, without phasing.

As noted above, many firms in the automotive industry did not oppose tariff
reductions per se.  However, a number of participants, including the Victorian
and South Australian Governments, argued in favour of suspending tariff
reductions after 2000.  They argued that reductions should be conditional on:

•  APEC countries’ progress in reducing automotive tariffs on Australian
exports;

•  progress with microeconomic reform;

•  taxation reform;  and

•  the viability of the automotive industry.

11.4.1 APEC countries’ progress in reducing tariffs

Many participants have argued that Australia should wait until its exports have
better access to overseas markets (particularly in Asia) before further reducing
its own tariffs.  However, the question of linking Australia’s tariff policy to
trade liberalisation in other countries raises a number of issues — including the
extent of current market access for Australian exports, the value of automotive
tariffs as a bargaining chip in international negotiations, and the costs and
benefits of delaying tariff reductions until there are general trade barrier
reductions in other countries.

Most of the world’s largest automotive markets have lower tariffs than
Australia, and relatively open markets.  Japan, the USA, Korea and the
European Union account for over 80 per cent of total world registrations of
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PMVs and have tariffs of zero, 2.5, 8 and 10 per cent respectively.  These
countries also produce 90 per cent of the world’s PMVs.  Among developed
APEC nations, Australia and New Zealand have the highest automotive tariffs.

Some developing APEC nations have very high trade barriers for PMVs and
components, and these are the countries about which participants have generally
raised concerns.  However, motor vehicle demand in these countries is mainly
for small to medium PMVs and light commercial vehicles, rather than the upper
medium vehicles traditionally produced in Australia.  Each of the motor vehicle
producers in Australia is responding to this difference in demand in some way
— either through the introduction of new models or through targeting non-
Asian export markets or niche markets in Asia.

With regard to components, the Commission has been provided with a number
of examples of successful export programs — to Asia, Europe, the US and other
countries — and joint venture operations with Asian companies.

Given their concern over the high automotive trade barriers in some Asian
countries, a number of participants were of the opinion that Australia should
maintain its own automotive tariffs for use as a bargaining chip in international
trade negotiations.  The pros and cons of such an approach are discussed in
more detail in Chapter 7, where the Commission concludes that:

•  pursuing bilateral trade negotiations which result in discriminatory
(country by country) tariff reductions would be in direct conflict with
Australia’s international obligations and commitments in the WTO;

•  any tariff reductions Australia makes must be non-discriminatory (that is,
they must be made towards all countries);

•  it is very unlikely that Australia could successfully undertake bilateral
negotiations, using the promise of reducing its automotive tariffs (to all
countries), to encourage another country to reduce its own barriers to trade
in a way that would benefit Australia; and

•  maintaining tariffs on automotive products of 15 per cent beyond 2000
would not improve Australia’s bargaining power or influence in
multilateral trade negotiations.  Indeed, particularly with regard to APEC,
backsliding on tariff reductions in an area that Australia considers to be
‘sensitive’ could encourage backsliding by other countries on liberalisation
of their ‘sensitive’ sectors (including agriculture and automotive products).
This could jeopardise the establishment of free and open trade and
investment in APEC.

A policy of general trade barrier reciprocity (linking tariffs more broadly to the
trade barrier reductions of others) has also been suggested by a number of
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participants.  As well as (presumably) delaying the gains to Australia from tariff
reform, this would create substantial implementation problems.  For example, it
begs the question of which countries to relate Australia’s policies to and how.
As noted above, Australia has one of the highest tariff rates on automotive
products of any developed country.  Would it be reasonable to link Australia’s
tariff rates to the trade barriers applied in developing economies?

In addition, the industry has stated that it needs an environment of policy
certainty to plan and invest for the future.  A policy of linking tariffs to other
countries’ trade barriers could not provide this certainty.

With regard to the suggestion that a further review be conducted in 2000 (or
later), the Commission notes that in 2000 developing APEC economies will still
have 20 years to meet their APEC free trade commitments.  Therefore a review
at that time will shed little extra light (if any) on whether these countries intend
to meet their commitments.  The Commission notes that some of these countries
(for example The Philippines and Thailand) have already taken steps to improve
the openness of their automotive markets.

11.4.2 Microeconomic reform

The industry’s contention is that microeconomic reform would improve the
competitiveness of the automotive industry through reducing its costs.

Of course, while microeconomic reform is an urgent priority, not all
microeconomic reform leads to cost reductions.  But leaving this aside,
microeconomic reform affects all Australian industries, not just the automotive
industry and can also provide benefits to importers.  Thus, even if it were to
reduce the costs of the automotive industry, the overall effect on its international
competitiveness is not clear.

For example, some microeconomic reforms, such as improvements in liner
shipping, may provide a boost to competitors of the Australian car industry such
as car importers.  Other reforms, such as improvements to coal freight, may
boost output in other export industries, placing upward pressure on the
exchange rate and undermining the automotive industry’s competitiveness.
Economy wide inefficiencies raise the automotive industry’s costs, but they also
lead to a weaker exchange rate.  Consequently, their effect on the international
competitiveness of the automotive industry is uncertain (see Chapter 5).

Making microeconomic reform a condition for further tariff reduction would
necessarily be very subjective.  There has been considerable microeconomic
reform since the Commission’s 1990 inquiry.  For example, tariffs for all
manufactured products except automotive and TCF products have been reduced
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to 5 per cent, and the government has introduced sales tax exemptions for
manufacturing inputs.  However, inevitably there is scope for further reform as,
by its nature, reform is a continual process (see Chapter 6).  Making further
tariff reductions contingent on something as subjective as the progress of
microeconomic reform would provide no trigger for the resumption of tariff
reductions.

This precedent would also be inconsistent with Australia’s economic interests.
There is a real danger that the whole microeconomic reform process could grind
to a halt if reform in every sector was linked to progress in reforming every
other sector.  All industries — not just the automotive industry — are affected
by the pace of microeconomic reform, and yet these industries do not have the
benefit of 15 per cent tariffs.  In any case, reductions in tariffs are worthwhile in
their own right irrespective of the progress of other reforms.

11.4.3 Taxation reform

Many participants drew attention to the various levels and forms of taxation
which apply to vehicle purchase and ownership.  Some, such as the South
Australian Development Council (sub. 148), argued that priority should be
given to reducing the wholesale sales tax on cars rather than implementing
further tariff reform.  Most automotive firms argued that tariff reductions post
2000 should be contingent on taxation reform.

These arguments are based on the following propositions:

•  the potential overall efficiency gains from broad ranging tax reform are far
greater than the efficiency gains available from tariff reductions post 2000;

•  the wholesale sales tax discriminates against automotive products;

•  sales tax has a greater negative impact on vehicle affordability than tariffs;
and

•  sales tax inhibits the automotive industry’s ability to compete
internationally by taxing business inputs and suppressing domestic
demand, which is inhibiting manufacturers’ ability to take advantage of
available scale economies.

The Commission has examined these arguments in detail in Chapter 5 and has
concluded that they do not provide a basis for delaying tariff reductions.

In summary, while tax reform is an important goal, it is clear that the taxation
anomalies identified by participants are not unique to the automotive industry.
The majority of goods subject to wholesale sales tax are taxed at 22 per cent —
the rate applying to almost all new vehicles — and about three-quarters of sales



11  CONCLUSIONS

335

tax revenue is collected from goods taxed at this rate (with about one-quarter of
this revenue in turn being derived from the automotive industry).  Furthermore,
as explained in Chapter 5, the major source of any taxation anomaly between
cars and other products is not the 22 per cent sales tax — it is the 22.5 per cent
tariff.  Most other goods face a tariff of 3 or 5 per cent.  In this context it is
appropriate to correct the tariff anomaly without undue delay.  Indeed the
existence of other taxes actually strengthens the case for tariff reform, by
increasing the efficiency costs created by tariffs.  As noted in Chapter 5, the
compounding effect of the tariff and sales taxes strengthens the case for tariff
reform.

The Commission has concluded that broad ranging tax reform would improve
the overall economic performance of the Australian economy, and that such
reform may include the replacement of the wholesale sales tax system with a
broadly based consumption tax.  However, it is not entirely clear to what extent
Australia’s automotive manufacturers would benefit from a broad ranging
review of the tax system — as opposed to a taxation reform specifically
designed to assist the industry, such as reducing the level of wholesale sales tax
on motor vehicles.  Further, any increase in vehicle sales flowing from lower tax
rates would be spread over imports and domestic production.

11.4.4 Industry viability in year 2000

The industry proposed that there should be a tariff pause after the present
program finishes, and that tariffs to apply after 2005 should be considered in the
year 2000 (or later) in the light of the industry’s viability at that time.

However, a review in 2000 (or later) would not overcome uncertainty about the
viability of the industry when the new assistance arrangements would take
effect, in 2005 (or later).  The industry needs significant advance notice of
assistance changes because of its long planning and investment cycles.  By
implication this means that assistance recommendations will always be drafted
in an environment of some uncertainty about the state of the industry when the
recommendations come into effect.  In 2000 there will be a new set of
uncertainties about the state of the industry in 2005, which could then be used to
justify further delays in assistance reductions.

Like microeconomic reform, the viability of the industry is also a very
subjective criteria on which to base further tariff reductions.  For example, is
viability measured by profitability, market share, international benchmarks, or
perhaps according to the performance of the best, or worst, firm in the industry?
The industry appears to have interpreted it as viability (however measured) of
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all four current assemblers, two of which recently reported losses while the
other two reported good profits.  Viability according to a profitability criterion
applied across the industry would thus be a high hurdle indeed if today’s
circumstances persisted beyond 2000.

Further, high tariffs do not guarantee an industry’s viability.  Holden observed
that prior to the 1980s, tariffs were ‘at a level which barely supported the
industry’s existence’ (sub. 19, p. 4).  However, during this period, the industry
was protected by tariffs as high as 57.5 per cent, and import quotas which
virtually guaranteed Australian producers 80 per cent of the domestic market.
Maintaining tariffs at 15 per cent may stem the rise in imports on the domestic
market, but it would do nothing to increase the industry’s penetration of
international markets.

During the inquiry the Commission received evidence on the scope for further
productivity improvements in the automotive industry (see Chapter 10).  The
Commission is concerned that making further tariff reductions conditional on
the industry’s viability would reduce incentives for the industry to realise these
productivity improvements.  The experience of the 1970s illustrated this (see
Appendix K).  At that time, the industry had no incentive to improve its
performance, because the government simply increased protection as the
industry became more uncompetitive.  This policy imposed very high costs on
consumers.

Finally, industry viability is not the sole objective of government policy towards
the automotive industry.  Providing ‘good quality, competitively priced vehicles
to the Australian consumer’ is another important objective.

In addition, automotive tariffs also reduce the viability of other industries as
discussed in Section 11.3.

11.4.5 Adjustment issues

In contrast to the arguments discussed above, adjustment issues are important in
reaching judgements about the appropriate rate of automotive tariff reduction.

Adjustment is an ongoing feature of the automotive industry — as it is of all
industries — and tariff reductions are only one factor contributing to
adjustment.  Other factors include competition, changes in exchange rates, the
pursuit of efficiency and changes in technology, tastes and prices.  Chapter 12
gives information about the significant ongoing changes and adjustment which
have occurred in the automotive industry since its inception in Australia.
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Such change and adjustment are likely to continue even if tariff reductions are
stopped.  Competition could lead some firms to expand at the expense of others,
and developments in the international automotive market could make Australia
appear more or less attractive as an investment location for some multinational
companies.  Further, the industry’s experience over the last decade shows that
even when output expands, industry employment can contract, requiring
workers to seek employment in other industries.

In considering adjustment ‘caused’ by tariff reductions, several issues are
important:

•  the magnitude of the effects on the automotive industry, compared with the
effects in the rest of the economy;

•  the timing of those effects; and

•  the nature and extent of adjustment costs.

As discussed above, modelling work indicates that the economy-wide benefits
from reducing tariffs outweigh the cost of the automotive industry’s lost
production.

But the timing of the benefits and costs is also important.  If, for instance, the
costs were to be incurred before the benefits were gained, the net benefit could
be reduced.  On the other hand, the net gain could be increased if the economy-
wide benefits were achieved before the full impact of adjustment in the
automotive industry were to occur.  Thus it is necessary to examine the process
of adjustment — particularly in the automotive industry — in response to
assistance changes: Is adjustment immediate or delayed? Is it continuous or
lumpy?

The evidence suggests that investment in the automotive assembly industry is
quite lumpy (tending to be made about every six years in preparation for model
changes), and that investment decisions are made taking into account expected
future levels of tariff assistance (as well as a myriad of other market and
economic factors, including expected exchange rates).  In this regard, it is the
tariff end-point which is important, rather than the pattern of assistance phasing.
The automotive industry has been on notice for considerable time about the
Australia’s general commitment to lower tariffs, about the reductions to
15 per cent in the year 2000, and about subsequent changes made necessary by
the APEC arrangements.  Those making recent investment decisions must have
contemplated a continuation of reductions after the year 2000.

Similarly, because of the nature of the industry’s production processes, any
significant disinvestment in the automotive industry is not likely to occur by a
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process of gradual attrition, but in a lumpy manner.  This suggests that there are
‘trigger’ points at which decisions might be made to continue or to scale down
production.  These trigger points would be determined by many factors, of
which the assistance level is only one.

To the extent that tariff levels are relevant to investment and adjustment
decisions, it is difficult to claim that a reduction in tariff of 1 per cent, 2.5 per
cent or even 5 per cent would provide the trigger.  Indeed, given the
significance of the tariff end-point in investment decisions, it could be better to
bring forward assistance reductions as much as possible: this could have little
impact on the magnitude or timing of adjustment required by the automotive
industry, but would bring forward economy-wide gains (see Section 11.3.1).

The final adjustment issue is the nature and extent of those adjustment ‘costs’.
Adjustment ‘costs’ do not equate with (relative) reductions in automotive
activity or employment; nor can they be measured by any unemployment
payments (for example) which would be paid to displaced auto workers.  That is
because these ‘losses’ are offset by gains elsewhere in the economy: increased
activity and employment in other industries, or reduced unemployment benefits
paid in other regions.  So, what are these adjustment ‘costs’?

Costs could arise if, for example, equipment employed in the automotive
industry were prematurely scrapped (however, some could be unbolted and
moved to other plants, or sold second hand, as occurred when Nissan closed its
Clayton facility).  On the labour side, adjustment costs might arise in terms of
the search costs of displaced automotive workers looking for new jobs in their
own region, costs of retraining, or the costs of moving families to other regions.

Available evidence suggests that while some costs of this nature can arise when
adjustment occurs in the automotive industry, in aggregate they are relatively
low and transitory.  The activity changes and employment shifts induced by
tariffs are small in the context of on-going structural adjustments and growth in
the economy.  For example, in 1993 about 360 000 workers changed sectors of
employment (see Appendix N).  In all States, including South Australia, any
automotive employment losses are projected to be more than offset by gains in
employment arising from growth in GDP over the period 2000-2010 (see
Chapter 8 and Appendix N).

Given the employment expanding effect of economic growth, and the ability of
the economy to accommodate employment shifts, the Commission expects that
further tariff reductions will have only a relatively small impact on regional
employment.  However, the Commission does not wish to understate the impact
of major industry adjustment (for example, a plant closure) on the individuals or
regions directly affected.  If such an adjustment should occur, the Commission
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believes that special arrangements will need to be put in place to ensure that the
people affected have sufficient access to government and community services.
In the past, mechanisms have been developed to ensure that adjustment costs are
not borne by individuals alone.  Chapter 12 discusses adjustment and regional
issues in more depth.

11.5 The Commission’s recommendations on assistance
after 2000

In summary, the arguments discussed in the previous section of this chapter
provide little justification for suspending tariff cuts at the year 2000.  The
Commission considers that the industry’s contentions about APEC,
microeconomic reform, taxation reform and the viability of the automotive
industry have little validity.

By contrast, some important issues are raised about adjustment, particularly for
certain regions.  However, while recognising the importance of addressing
adjustment issues, the Commission’s analysis of adjustment issues does not
support cessation of tariff reductions.  Rather, it indicates that adjustment costs
may in fact be lower than some participants expect and reinforces the in-
principle rationales (discussed in Section 11.3) for reducing automotive tariffs
to the same level as those accorded other manufacturing industries as soon as
possible.

Stopping tariff reductions at the year 2000 would create the real danger that
tariff reductions would never resume.  Once stopped, the inertia of the status
quo would make it difficult to resume tariff reductions.  Further, the
Commission is also concerned that progress in closing the gap between the
performance of the Australian and international automotive industries would
slow or stop if the pressure of tariff reductions was removed.

Although the indications are that reductions in automotive tariffs should be
made as soon as possible, there could be merit in continuing to phase in changes
in assistance levels, as is the current practice.  There will be some adjustment
costs, and phasing of reductions gives more time for planning and for firms and
workers to respond to the changing assistance environment.

An immediate reduction to 5 per cent may disrupt automotive production
unnecessarily by, for example, affecting production which would otherwise
continue with slower reductions.  Thus there is the danger that a fast rate of
tariff reductions may cause the exit of some firms that could be internationally
competitive in the long run, but do not have the resources to survive in the short
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term.  And providing a phasing period also means that the impact of tariff
reductions on automotive production is more likely to be offset by market
expansion as GDP grows.

For these reasons, the Commission has ruled out recommending an immediate
reduction in tariffs to 5 per cent in 2001, and has considered three tariff options:

•  continuation of the annual 2.5 percentage point reductions in tariffs until
2004, when automotive tariffs will have fallen to 5 per cent;

•  a slowing of the rate of tariff reductions to 1 percentage point per year,
such that tariffs will be reduced to 5 per cent by 2010; and

•  applying a faster rate of tariff reductions to components than PMVs.

In addition, at the end of the chapter, the Commission has considered the pros
and cons of replacing tariffs with a production bounty.  However, rather than
bounty, the Commission’s preferred option is to continue with tariff assistance.

11.5.1 Rate of phasing

A quicker rate of tariff reductions would reduce the taxation of consumers and
subsidisation of the automotive industry more quickly.  It would also remove the
cost impost of component tariffs on vehicle exports quickly, facilitating the
industry’s integration into world automotive trade.  Further, it would ensure that
government policy did not favour domestic production over export production.
As discussed above, exporting is one of the main ways that the Australian
automotive industry can increase its scale of production and reduce costs.

The MONASH model provides some insights into the impact on economic
welfare and automotive production of different rates of tariff reduction.  The
model estimated that the present value of additional Australian income of
reducing tariffs at 1 per cent per year was about 30 per cent less than if tariffs
were reduced at 2.5 per cent per year.  In other words, Australia forgoes a
significant amount of national income if it slows the rate of tariff reductions,
rather than continuing with the current rate of tariff reductions post 2000.

The model projected that automotive industry output would grow slowly over
the period 2000 to 2010, if tariffs were reduced at 1 per cent per year.  If tariffs
were reduced at 2.5 per cent per year, the model projected that industry output
would grow very slowly over the tariff reduction period 2000–2004, and then
grow moderately between 2005–2010 (see Appendix N).  Over the whole period
2000–2010, the model projected the same growth in industry output under both
options.
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11.5.2 Applying a faster rate of tariff reductions to components

The Commission also considered the option of applying a faster rate of tariff
reductions to components than to PMVs.  As discussed in Chapter 8, there are
several arguments in favour of such faster reduction:

•  the viability of the component sector depends on the assembly sector, and
the assembly sector will be more cost competitive if tariffs on components
are minimised;

•  some component production enjoys natural protection from imports;

•  reducing tariffs on components will encourage greater vehicle and
component exporting; and

•  a faster rate of tariff reductions for components would bring the effective
rate of assistance to the component sector down towards the level of the
assembly sector.

Against this, applying a faster rate of tariff reductions to components may create
inappropriate incentives for production to shift from the component sector to the
PMV sector.  Component and vehicle manufacturers opposed different tariff
reduction rates for components and PMVs (see Chapter 8).

11.5.3 Commission’s preferred option

On balance, the Commission considers that tariffs on PMVs and components
should continue to be reduced at the rate of 2.5 percentage points per year after
2000.  While moving faster would bring forward the national income benefits of
lower automotive tariffs, the Commission is mindful of the desire to avoid
unnecessary disruption to the industry.  The experience of the last decade
indicates that industry adjustment to a 2.5 percentage point reduction in tariffs is
achievable.  This rate of reduction is also consistent with retaining stability in
Government policy settings, which is an important consideration for investment
in this industry.

Slowing tariff reductions to 1 per cent per year would mean that the costs of
assistance would continue to be imposed on the community for an extra six
years.  As discussed in Section 11.3, a slower rate of tariff reductions would be
unlikely to affect significantly the timing and magnitude of investment and
adjustment decisions of the four Australian car makers.  Therefore slowing the
rate of tariff reductions from 2.5 per cent to 1 per cent per annum would impose
costs on the community, motorists and vehicle exporters, without realising
significant offsetting benefits in terms of easing adjustment in the automotive
industry.
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The Commission also considers that giving the automotive industry continued
preferential treatment by slowing its tariff reductions to 1 per cent would be
unnecessary, given that the industry has already had a very long adjustment
period.

The Commission supports the same rate of tariff phasing for the PMV and
component sectors to maintain similar adjustment pressures on both sectors.
However, if the Government were to adopt a slower rate of tariff reductions for
vehicles, the Commission considers that it should at least retain the current rate
of phasing of 2.5 percentage points per year for components.  This would ensure
that the cost disability that component tariffs impose on vehicle exports is
largely removed by 2004.  A faster rate of tariff reductions for components
would also reduce adjustment pressures on the assembly sector.

Recommendation
The Commission recommends that from 1 January 2001 tariffs on
passenger motor vehicles and components (including aftermarket
components) be reduced at the rate of 2.5 percentage points per annum
until 2004, when the tariff will be at 5 per cent, the rate currently applying
to most Australian manufacturing industries.  A 2.5 percentage points per
annum reduction for components should apply even if a slower rate of
reductions is set for passenger motor vehicles.

11.6 Tariffs on micro/light passenger motor vehicles

The Commission considers there are strong arguments for reducing tariffs on
micro/light PMVs to 5 per cent from 1 January 2001:

•  micro/light PMVs are not made in Australia and are unlikely to be by 2004
(the end of the tariff phase down period preferred by the Commission for
other vehicles);

•  as with 4WDs and light commercial vehicles (which also have lower
tariffs), there would be limited substitution between micro/lights and
vehicles produced by Australian automotive manufacturers.  Consequently,
lower tariffs on micro/lights would not significantly reduce industry
assistance;

•  a high tariff for micro/lights simply increases their price to buyers, many
of whom are young Australians entering the car market for the first time;
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•  cutting tariffs on micro/lights would reduce the cost that assistance
imposes on the rest of the economy; and

•  greater affordability of micro/lights would also stimulate demand, which is
likely to reduce the age of Australia’s vehicle fleet, and increase the
number of vehicles on Australian roads which meet current Australian
Design Rules on safety and pollution.

The micro and light cars that are currently sold in Australia are listed in
Table 11.1.  The recommended retail prices of these cars ranges from around
$12 000 for a Daihatsu Centro to around $15 000 for a Ford Festiva (three door
hatchback).  The smallest car manufactured in Australia is the Toyota Corolla
which is available in engine sizes of 1587cc and 1762cc, and retails for between
$22 000 and $28 000, depending on features.

11.6.1 Participants’ views

Participants were divided about whether tariffs on micro/lights should be lower
than for other PMVs.  This tended to reflect their views about the extent of
substitution between micro/lights and cars produced in Australia.  Participants
who supported lower tariffs for micro/lights included NRMA (sub. 117), AAA
(sub. 126) and Suzuki (sub. 114), all of whom suggested that the
recommendation be implemented prior to 2000.  For example NRMA said:

The NRMA agrees with the recommendation that tariffs on micro/light passenger motor
vehicles be reduced to five per cent from 1 January 2001, if not sooner.  We understand
that the smallest engine built in Australia (Toyota Corolla) is 1587cc so the tariff
threshold for these vehicles could perhaps be extended up from 1200 or 1300cc
suggested by the Commission. (sub 117, p. 2)
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Table 11.1: Micro and light cars sold in Australia, 1996
Vehicle Engine

capacity
Massa b Length b Width b Quantity sold

in 1996

cc kg m m No.

Daihatsu Centro 659 645 3.31 1.40 450

Daihatsu Mira 659 662 3.30 1.40 16

Daihatsu Charade 993 790 3.75 1.62 1743

Suzuki Alto 993 723 3.50 1.50 512

Holden Barina 1196 826 3.73 1.61 2596

Nissan Micra 1274 825 3.71 1.59 2775

Daihatsu Charade 1296 830 3.75 1.62 2103

Suzuki Swift 1298 813 3.85 1.59 3742

Ford Festiva 1323 929 4.00 1.67 15170

Mazda 121 1323 899 3.80 1.66 5629

Toyota Starlet 1332 859 3.74 1.63 2886

Holden Barina 1389 935 3.73 1.61 6531

Seat Ibiza 1391 898 3.81 1.64 172

a This is the tare mass of the vehicle — the mass of the vehicle without passengers and fuel,
but with all standard equipment such as a spare wheel.

b Where a model is available in hatchback or sedan, automatic or manual versions, the largest
weight, length and width has been reported.

Source: VFACTS and Autospec.

Suzuki argued there was limited substitution between micro/lights and vehicles
produced in Australia:

From the local Australian Suzuki experience over the past decade with vehicles which
fall within the 550-1300cc engine category, we would confirm that purchaser profile
and alternative purchase surveys clearly indicate sales of the micro/light vehicles would
have negligible impact on the present products of locally produced PMVs or other
vehicle categories.  The great majority of these small/light vehicle buyers state their
purchase alternative as used vehicles and they are also in the main, first time vehicle
buyers.

We therefore would agree the maintaining of duty rate at levels above the suggested 5%
simply creates an impost on the community without real benefit or support for the
production of local PMVs. (sub. 114, p. 2)

Participants that opposed lower tariffs for micro/lights included Ford (sub. 153),
Mitsubishi (sub. 104), Nissan (sub. 129) and the FCAI Importers Group
(sub. 135).  These groups opposed the recommendation because they claimed
there was sufficient substitution between micro/lights and other cars, and
therefore lower tariffs for micro/lights would:

•  reduce industry protection undermining domestic production, especially of
the Toyota Corolla;
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•  drive down second hand car prices for family cars such as the Ford Falcon,
indirectly affecting new car sales;

•  encourage manufacturers to re-engineer vehicles to qualify for lower
tariffs; and

•  not increase car sales, but simply lead to a substitution of micro/light cars
for small and medium sized cars.

For example, Ford argued there were degrees of substitution between all market
segments:

... the motor vehicle market is a dynamic whole consisting of a series of interlocking
sub-markets.  Prices are all relative. A major change in one sub-market would have a
distortive impact in other sub-markets. (sub 107, p. 60)

There were a range of views on the engine capacity at which the proposed lower
micro/light tariff should apply.  NRMA and AAA proposed an engine capacity
of 1300cc.  A number of car manufacturers argued that defining an engine
capacity was not sufficient, and that weight and body size should also be
included.  Suzuki proposed that the threshold should be:

•  engine size of 1000cc;

•  mass of 900 kilograms; and

•  dimensions of 4 metres by 1.6 metres.

11.6.2 Commission’s preferred option

The Commission recognises that market segments are interconnected to varying
degrees, and therefore a change in one segment can impact on other segments.
The real issue is the size of these impacts — that is, how changes in the price of
micro/lights affect demand for other cars and the threshold at which these
impacts become minimal.  Clearly, the lower the size threshold, the less the
impact on those market segments in which domestic production takes place.

The Commission considers that a lower tariff category for micro/lights should
be defined by engine size and vehicle weight and dimensions.  This would limit
the scope for vehicles in other market segments to be re-engineered to qualify
for lower tariffs.

Suzuki’s proposed threshold would mean that less than 1000 PMVs, equivalent
to only 0.2 per cent of the domestic market, and 0.4 per cent of PMV imports
would qualify for lower tariffs, based on 1996 PMV sales.  The Diahatsu
Charade (993cc), the largest selling micro car, would be excluded by Suzuki’s
threshold because its width exceeds 1.6 metres.
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Alternatively, if the threshold was based on the engine capacity proposed by the
AAA (1300cc), and the other criteria were:

•  mass of 900 kilograms — as proposed by Suzuki; and

•  dimensions of 4 metres by 1.7 metres to accommodate all PMVs currently
imported with an engine capacity below 1300cc;

then almost 14 000 vehicles or 3 per cent of the domestic market and 6 per cent
of PMV imports would qualify for lower tariffs.  This threshold is still
substantially below the size of the Toyota Corolla, which has an engine capacity
of 1587cc or 1762cc, a weight of around 1000 kilograms, and dimensions of
4.3 metres by 1.7 metres.

Reducing tariffs on micro/light vehicles from 15 per cent to 5 per cent would
provide substantial savings to consumers and businesses which make use of
these vehicles, while having minimal effect on protection of the domestic
automotive industry.  The Commission expects this reform will grow the
automotive market, and to the extent that it ‘hooks’ motorists on new vehicles
rather than second hand ones, cheaper micros could increase demand for
Australian made vehicles over the longer term, as buyers graduate to larger new
cars.

Having said this, the Commission does not support proposals to introduce lower
tariffs for micro/lights before 2000 because this is inconsistent with the
government’s objective of providing a stable policy environment for the
industry.  It is appropriate that adequate notice of a change in government policy
should be given to importers of micro/lights, who will be most affected by the
change.

Recommendation
The Commission recommends that tariffs on micro and light passenger
motor vehicles should be reduced to 5 per cent from 1 January 2001.
Micro and light vehicles are defined as those with an engine capacity
below 1300cc, a tare mass below 900 kilograms, and dimensions at or
below four metres by 1.7 metres.
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11.7 Tariffs on four wheel drives

Some participants, such as Ford (sub. 107, 153) and Honda (sub. 99), called for
the tariff on 4WD wagons to be increased from 5 per cent to the rate applying to
passenger motor vehicles.  Ford argued:

The strong market growth in these vehicles, up 35 per cent from 37,300 units in 1991 to
50,269 units in 1996, has almost entirely been driven by private buyers in urban
localities.  Extensive market research has shown these vehicles are largely purchased as
passenger car substitutes and not for regular, if any, off-road use.  (sub. 153, p. 1)

The Commission considers that differences in tariff rates may induce some
substitution between PMVs and 4WD wagons, but that this will diminish as
PMV tariffs fall.  Honda challenged this, arguing that a reduction in the tariff
differential had not curbed the growth in the 4WD market, and that sales of
4WDs had more than doubled between 1987 and 1995 (sub. 99).  However
Honda’s evidence indicates that factors other than the tariff differential have
driven the growth in the 4WD market.

On balance, the Commission does not support increasing tariffs on 4WD
wagons because:

•  it would be contrary to the progress made over 15 years to reduce the
disparity between assistance to the automotive industry and other
industries;

•  it would increase the prices of these vehicles, adding to consumer and
business costs, particularly in the mining, agriculture and tourist industries;

•  any increase in 4WD tariffs will increase (albeit only slightly) the
assistance provided to the domestic automotive industry;

•  it would lead to instability in government policy settings as tariffs on 4WD
wagons would be first increased, and then phased down in line with the
Commission’s recommendation for PMV tariffs.  Manufacturers have
criticised policy instability in relation to temporary reductions in sales tax
rates; and

•  any distortion created by the differences in tariff rates between PMVs and
4WDs will diminish with ongoing reductions in PMV tariffs.

11.8 Fifteen per cent automatic duty free entitlement

Toyota (sub. 106) and Holden (sub. 111) called for an increase in assemblers’
automatic duty free entitlement from 15 to 25 per cent of the value of
production.  They argued that as car manufacturing becomes technologically
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more complex, more components will need to be sourced internationally, as they
will not be physically available in Australia.  Tariffs on these imported
components will raise costs for assemblers, without providing significant
assistance to local component manufacturers.

Component manufacturers were divided on this proposal.  Some component
producers supported the proposal because they considered it would improve the
viability of Australian assemblers, increasing demand for components.
However, FAPM (sub. 145) opposed it on the basis that it would ‘alleviate
pressure on the need for assembly to increase its scale of production’ (sub. 145).
Ford and Mitsubishi also opposed the proposal.

As discussed in Chapter 8, the duty free entitlement is a special arrangement
applying to the automotive industry, in lieu of access to the Commercial Tariff
Concession Scheme (CTCS), which applies to other industries.  In the future, if
a greater share of components could only be sourced internationally, then the
industry would be entitled to import more inputs at concessional rates, if it was
subject to the CTCS.  On this basis, an expansion in the duty free entitlement
could be justified.

Alternatively, if the entitlement was expanded, but components continued to be
available locally, then increasing the entitlement would simply increase
assistance to the assembly sector.

Reasons for abolishing the entitlement altogether include that it:

•  reduces the transparency of the assistance arrangements applying to the
automotive industry;

•  reinforces the industry’s special status in relation to other government
industry programs; and

•  creates uncertainty for component producers in setting prices and
negotiating with assemblers.

The Commission considers that the duty free entitlement should be retained at
its current level.  Expanding the entitlement may increase assistance to the
assembly sector, which would be contrary to the direction of government policy
over the last 15 years.  In any case, the significance of the duty free entitlement
will decline over time, as tariffs decline.

Once tariffs have fallen to 5 per cent, the Commission considers that the duty
free entitlement should be reviewed.  Such a review should consider the costs
and benefits of allowing concessional entry for components not available in
Australia under the CTCS, compared to the special duty free entitlement for the
automotive industry.
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The Commission notes that Customs guidelines currently prevent assemblers
from including export production in the calculation of their duty free allowance,
if they are also claiming EFS credits on this production.  The Commission
considers that after 2000 the guidelines should also preclude ‘double dipping’ in
relation to claiming duty free entitlements for export production under both the
Tariff/Tax Export Concession Scheme and the automotive duty free allowance.

Recommendation
The Commission recommends that the 15 per cent automatic duty free
entitlement should be retained, and reviewed once tariffs have fallen to
5 per cent.  The review should consider the costs and benefits of the duty
free entitlement as compared to the Commercial Tariff Concession
Scheme.

11.9 Export facilitation scheme

The export facilitation scheme will expire in 2000.  By then, the scheme will
have been in place for almost 20 years, and will have achieved its main purpose
of introducing Australian automotive products to world markets.  While the
scheme may improve resource allocation within the automotive industry (see
Chapter 8), it has worsened resource allocation in the wider economy, by
providing further assistance to the automotive industry.  The existence of the
scheme undermines Australia’s arguments in international trade negotiations for
other countries to remove export subsidies on agricultural and manufactured
goods.

Recent events highlight that the scheme is vulnerable to challenge under the
rules of the WTO as a prohibited subsidy.  This creates uncertainty which
undermines investment based on the scheme.

The average benefits that the scheme provides to automotive producers are also
falling as tariffs are reduced.  The value of EFS assistance per dollar of eligible
exports has fallen from 23 cents in 1993 to 9 cents in 1996.  The expected
strong growth in vehicle exports (which attract export credits on their full local
content) may stabilise the ratio at this level by 2000 despite falling tariffs.

Participants had a range of views on the scheme’s future after 2000:
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•  some, such as Holden (sub. 111), Mitsubishi (sub. 204), Ford
(PHtrans., p. 286–287), Robert Bosch (sub. 183) and FAPM (sub. 196)
proposed alternative schemes to take the place of the EFS;

•  others argued that the scheme should be retained until it was
comprehensively challenged under the rules of the WTO;

•  some, such as FCAI Importers’ Group (sub. 46), Johnson Matthey
(sub. 42) and AE Bishop and Associates (sub. 16), called for an expansion
in the number of activities which qualify for assistance under the scheme
or removal of value added testing to determine the level of EFS credits.

As discussed in Chapter 8, alternative schemes proposed by participants are
primarily subsidies to the automotive industry and bear little resemblance to the
original objectives of the EFS scheme.  The proposed schemes also had a
number of deficiencies:

•  they would still be vulnerable to challenge under the rules of the WTO as
actionable subsidies;

•  the FAPM and Holden proposals involved a substantial degree of
administrative discretion which would create uncertainty for investors as
to whether proposals would qualify for assistance;

•  most proposed schemes were not specific to exports, and therefore would
raise assistance to domestic production while providing very limited
stimulus to exports.

A policy of retaining the scheme after 2000 until it is comprehensively
challenged may increase the likelihood of the scheme being challenged before
2000.  Australia’s trading partners currently understand that the scheme will end
in 2000, and that the value of credits under the scheme is declining with tariff
reductions.  If this situation changed, for example if the Government decided to
retain the scheme or expand entitlements under the scheme, then Australia’s
trading partners may be more inclined to challenge the scheme’s legality under
the rules of the WTO.  This could undermine investments predicated on the
scheme continuing until 2000.



11  CONCLUSIONS

351

The Commission finds that the export facilitation scheme has been valuable
to the industry.  It has served its main purpose of introducing Australian
products to world markets and will expire in 2000.  The Commission will
not recommend its continuation because its strategic value has been
undermined by its vulnerability to challenge under the rules of the World
Trade Organisation, and because it contributes to the disparity in
assistance between the automotive industry and other Australian
industries.

11.10 A production bounty

An alternative way in which the government could assist the automotive
industry would be through a production bounty.  In contrast to present assistance
arrangements, a bounty could be structured to avoid disparities in assistance
between production for the domestic and export markets.

There are various possible bounty mechanisms.  A bounty could be payable as a
percentage of domestic value added, or of sales values or production costs, for
example.  To minimise disparities in assistance within the automotive industry,
it would need to assist not only vehicle assembly, but also production of original
equipment and aftermarket components for the domestic and export markets.

Further, the aggregate assistance provided by a bounty could be set at different
levels.  For instance, it could be set to equate assistance provided (in the year
2000, say) by tariff arrangements and concessions alone (that is, the equivalent
of assistance after the EFS expires), or by the tariff and the EFS together (that
is, the equivalent of assistance before the EFS expires).

A broad estimate is that the possible cost of such a bounty could be about $800
million, or more (in year 2000 dollars).  Including assistance provided by the
EFS would add about $160 million to this cost.  In addition, the government
would forgo tariff revenue of about $500 million.  These annual costs would
decline if the rate of bounty was phased down.

A production bounty would have a number of advantages over tariffs.  It would:

•  not discriminate between production for domestic and export markets;

•  spread the cost of assistance to the industry across the whole community,
rather than just buyers of motor vehicles;

•  provide assistance without inflating vehicle prices.  This may have
resource allocation advantages over tariffs, depending on the distorting
effects of raising revenue to fund the bounty;
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•  stimulate domestic demand for vehicles by lowering prices, which may
have desirable safety and environmental effects; and

•  be a more transparent way of providing assistance than tariffs.

However, a production bounty would be vulnerable to challenge under the rules
of the WTO as an actionable subsidy.1  An automotive bounty of more than 5
per cent could be deemed to cause serious prejudice to other WTO member
countries.  Even if the bounty rate were less than 5 per cent, it would still be
open to challenge under the WTO.

Further, although some participants (for example, Holden and Mitsubishi) noted
the attractive features of a production bounty, there was concern that it might
not be secure.  Holden, for instance, noted that investors could be concerned as:

a simple production bounty is subject to annual budget review and has no certainty of
continuity.  Hence an investment proposal from an Australian subsidiary would
probably be evaluated by an overseas parent without taking such a bounty into account
(unless, of course, Government made a specific commitment to continuing the bounty
for a stated period).  (sub. 111, pp. 30-31)

To enhance security of funding, Holden proposed a combination of production
bounty and tariffs, with tariff revenue being used to fund the bounty.  However,
such a bounty is likely to be subject to challenge under the rules of the WTO.
And paying this bounty on both domestic production (which would continue to
be subject to tariff as well) and export production could undermine one of the
strongest advantages of the bounty, namely equivalent treatment of domestic
and export production. Further, Holden’s proposal would not ensure automatic
budget appropriation for bounty payment, even if the bounty amounts are
hypothecated from tariff revenue.  And it would redirect revenue which is
currently used by government for other purposes — this revenue would need to
be made up in other ways.

Ford (sub. 107) was critical of the bounty option on the basis that:

•  it would be subject to annual review through the budget process;

•  the Government would need to increase taxes to finance it; and

•  a change from a tariff to a bounty would be disruptive.

In conclusion, the Commission considers that a bounty has attractive features as
an alternative to continued tariff phasing.  However, it also has drawbacks:

                                                
1 This contrasts with the Export Facilitation Scheme which is vulnerable to challenge as a

prohibited subsidy.
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•  it may be difficult to defend in the event of a challenge in the WTO,
creating investment uncertainty;

•  there would be administrative and compliance costs associated with
bounty;

•  there could be considerable disruption to the automotive industry in
moving from the existing tariff arrangements to bounty assistance;

•  the community would still be paying the costs of providing continuing
high assistance to the automotive sector; and

•  government revenue would be affected and expenditure diverted into the
automotive bounty.  This could require increased taxes or reduced
government expenditure on other services and programs.

The Commission notes that if its preferred option for reducing tariffs is
accepted, then the disparity in assistance between domestic production and
export production will be minimal by 2004 — only four years after the EFS
ceases.

For these reasons, the Commission’s preferred option is to continue with a
program of phased tariff reductions.
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12 ADJUSTMENT AND REGIONAL ISSUES

Many participants in this inquiry were concerned about the employment
effect of further reductions in automotive tariffs beyond 2000.

The Australian automotive industry has been subject to continuous
structural change since its inception.  These changes have occurred as a
result of technological innovations, changes in individual companies’
policies, shifts in market demand and changes in the assistance regime for
the industry.

Adjustment is ongoing in all industries.  In general, it is largely
independent of government policy, although changes in government policy
can be the catalyst for adjustment, particularly in industries with a history
of high levels of assistance.

The Commission has not found any simple solutions to the challenges of
adjustment in regions or industries.  People are more likely to be able to
cope with adjustment if they are given sufficient notice of its likelihood.
Removing institutional impediments to structural change also has the
potential to ease the processes of regional or industry adjustment.

Regional or industry packages can assist individuals affected by industry
adjustment.  To be successful, they need to be well designed, correctly
targeted and efficiently implemented.

12.1 Introduction

Understandably, many participants in this inquiry, particularly some from South
Australia, expressed concern about the employment consequences of further
reductions in assistance to the automotive industry beyond 2000.

They are concerned that a reduction in government assistance to some firms
may cause these firms to lose market share to imports — not only affecting
employment in the short term, but causing some firms to reconsider the
maintenance of their investments in Australia.  This concern was particularly
focused on vehicle manufacturers.

The Commission sought information from firms within the industry about their
plans for the future.

The responses indicate that change will be ongoing in the industry.  However,
most of the vehicle manufacturers said that they expect to have a substantial
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presence in Australia beyond 2000 (see Chapter 10).  Their comments, and the
Commission’s own analysis, suggest that beyond 2000 there will still be
significant employment in the industry of over 40 000 people.

Nevertheless, the Commission is aware that each vehicle manufacturer employs
a relatively large number of people within its geographical area.  It is not
possible for the Commission to say with certainty that all of the vehicle
manufacturers will continue to operate in Australia in the long term, or that their
operations will be maintained on the same scale.  Each of the vehicle
manufacturers in Australia is a subsidiary of a multinational company.  These
firms may decide to leave Australia or scale back their Australian operations for
many reasons, including a long-term lack of profitability, their perception that
Australian production no longer fits in with their global strategy, the parent
companies’ own lack of profitability, or because Australia is a less competitive
place to make motor vehicles than some other locations.

This potential for further adjustment in the industry, many participants and
commentators urged the Commission to discuss what can be done to ease the
effects of such adjustment if it occurs — particularly the effects on individual
workers and the regions in which the industry is concentrated.  This chapter is
an attempt to address these requests.  However, the Commission has had some
difficulty in deciding how to approach this issue.  As noted, it has not been
presented with any compelling evidence that major adjustment will occur in any
particular region, or within any particular time frame.

The Commission is not in a position to ‘second guess’ the automotive
companies on this issue, or to make assumptions about the continuing viability
of any particular firm.  Hence, this chapter focuses on what is known about the
history of adjustment in the industry, the factors that will affect the ease of
further large scale adjustment if it occurs, the lessons that can be learned from
past automotive plant closures, and the effectiveness of general and specific
labour market programs in assisting those who lose their jobs as a result of such
adjustment.

Change and adjustment are ever-present in all industries and occur for a number
of reasons.  For example, the technological innovations that have occurred
throughout this century have brought about substantial change in all sectors —
agriculture, mining, services and manufacturing.

The chapter begins by briefly discussing the history of adjustment in the
automotive industry in Australia.  This section aims to give some perspective to
industry adjustment that many participants have said they expect to see in the
future.  The Commission observes that adjustment in the automotive industry is
not a new phenomenon, and occurs to some extent whether governments are
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increasing, decreasing or maintaining the level of assistance the industry
receives.

Section 12.3 discusses the regional concentration and significance of the
automotive industry and the adjustment issues arising from this.  As noted in
Chapter 3 and Appendix C, the industry is concentrated in Victoria and South
Australia, and particularly in Melbourne, Adelaide and Geelong.  This implies
that the effects on employment and wealth generation of any significant change
in the structure of the industry will be likely to be concentrated in one or more
of these areas.  This section concludes by discussing the regional growth and
adjustment strategies which have been and can be employed to ease the impact
of industry adjustment in particular regions.

General labour market adjustment issues are discussed in the Section 12.4 — in
particular, government policies which make labour market and regional
adjustment more difficult.  It is argued that, while they may not stop the need for
adjustment by firms, a lack of workplace flexibility and impediments to labour
mobility make it more difficult for regional firms and labour markets to adjust to
structural change.

The labour market programs that may be employed to assist individuals to adjust
to structural change are considered in Section 12.5.  This section provides a
brief overview of the types of labour market assistance programs that
governments might implement and their effectiveness, the labour market
programs that the Commonwealth Government currently offers, and the
industry-specific Labour Adjustment Package that was introduced in 1991 (all
of these are discussed in more detail in Appendix Q).  The section concludes by
discussing the factors which will determine whether specific labour market
programs should be offered to automotive industry employees, and some of the
factors which will determine the effectiveness of any such schemes.

In Section 12.6, the Commission provides an assessment of what can and should
be done to assist the regions and individual employees that might be affected by
any significant change in the structure of the automotive industry.  This section
draws on the information provided in previous sections and the conclusions
reached by the Commission and other commentators in previous studies.  The
Commission concludes that there is a case for providing specific assistance to
employees affected by major changes in industry structure, such as plant
closures and relocations.  The Commission offers comment on the way such
assistance could be provided and how this could fit into the current system for
general labour market assistance.
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12.2 Change and adjustment in the automotive industry

12.2.1 Adjustment pressures

As discussed in Chapters 2, 3 and 4, the automotive industry is subject to many
market pressures — such as the development of new sources of supply,
technological change and the globalisation of the industry.  These pressures
have had a substantial effect on the structure and productivity of the Australian
industry, particularly in the last ten to 15 years, as the market has gradually been
opened to international competition.

12.2.2 History of changes in industry structure

Table 12.1 shows the number of motor vehicle companies and plants in
Australia from 1945 to 1997.

When they first commenced manufacture other than basic assembly in Australia,
Ford and Holden established manufacturing or assembly plants in Queensland,
New South Wales, Victoria, South Australia and Western Australia.  According
to Stubbs (1972) the main factor behind the decision to set up so many assembly
plants appears to have been the high cost of transport — it was cheaper to
decentralise assembly than to transport vehicles across Australia.  The
establishment of assembly plants in each State was also influenced by State
Government regulations and assistance, including State purchasing preferences.
However, each company consolidated its manufacturing capability as transport
became cheaper, economies of scale became more important, and State
Governments reduced the incentives to operate multiple assembly operations.

Government assistance to the industry in the early years saw the number of
vehicle producers in Australia grow to around ten by 1960 (many with more
than one plant).  By 1970, 26 vehicle models were being produced in Australia
under local content provisions, only three of which achieved production
volumes greater than 20 000 a year (Bertone and Lambrick 1994).  During the
1960s and 1970s the number of vehicle producers gradually declined, with six
remaining by the early 1980s.
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Table 12.1: Passenger motor vehicle production companies and
plants in Australia, 1945 to 1997

1945 ........................................................... 1997

Holden
    Perth 1970

    Pagewood 1980

    Brisbane 1983/84

    Dandenong 1988

    Woodvillea 1991

    Port Melb.a 1963

    Elizabeth

Ford
    Adelaide 1937

    Fremantle 1962

    Eagle Farm 1987

    Homebush 1994

    Geelonga

    B’meadows 1959

SMC (Pt M) 1950 10% Toyota

AMI (Pt M)

Toyota   50% Toyota

    Port Melb. 1980

    Dandenong 1988

    Altona 1995

Rootes 1954

Chrysler 1952

Mitsubishi 1980

Volkswagen 1955

MPL
Nissan 1975 1992

Nuffield 1949

Austin 1949

BMC
Rover
PMC
BLMC
Leyland MC 1972 1985

Renault 1967 1971

Note: Abbreviations: SMC — Standard Motor Company; AMI — Australian Motor Industries
Limited; MPL — Motor Producers Limited; BMC — British Motor Holdings; PMC —
Pressed Metal Corporation; and BLMC — British Leyland Motor Corporation.  Volvo
passenger motor vehicles were assembled by MPL and then by Nissan until 1985.
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a Holden’s Woodville plant was a tooling and pressing plant, while its Port Melbourne plant
produces engines.  Ford’s Geelong facility is an engine building and stamping plant.
Vehicles are not assembled at any of these plants.

Sources: Ford (1995), Stubbs (1972) and industry consultation.

By 1985, Ford had production facilities in Sydney, Melbourne and Brisbane,
while Holden continued production in Melbourne and Adelaide.  Toyota’s and
Nissan’s plants were also located in Melbourne, while Mitsubishi had purchased
Chrysler’s Adelaide plant in 1980.  These five companies, operating eight
plants, produced 13 distinct models of vehicle, with a large number of variants
of these models.

In 1987, Ford shifted production of its Fairlane and LTD models from its Eagle
Farm assembly plant to Broadmeadows.  Toyota took over Holden’s vehicle
production plant in Dandenong, Victoria, when Holden consolidated vehicle
production in its Elizabeth plant, South Australia in 1988.  Holden closed its
tooling and pressing plant in Woodville, South Australia in 1991.  In 1992,
Nissan ceased vehicle manufacturing in Australia, after making substantial
losses for many years, closing its plant in Clayton, Victoria.  In 1994, Ford
closed its Homebush plant.  Toyota completed the move to its new production
facility at Altona, closing its Dandenong and Port Melbourne assembly plants in
1995.

There are now four motor vehicle producers manufacturing in Australia,
operating four vehicle assembly plants and producing five models of vehicle.
Holden and Mitsubishi’s assembly plants are located in Adelaide, while Toyota
and Ford have assembly plants in Melbourne.  Each company has additional
facilities producing components such as body panels and engines.  Toyota and
Mitsubishi have these facilities located close to their assembly plant, while Ford
and Holden have them located some distance away.

12.2.3 Examples of recent adjustment in the motor vehicle industry

Australian vehicle producers have been under substantial pressure in recent
years to increase their productivity, as a result of increasing competition.  In
order to achieve the required increase in productivity there has been some
rationalisation — both in terms of the number of plants and the number of
employees.

Three recent examples of substantial adjustment in the industry are:

•  the closure of Nissan’s vehicle manufacturing facility in Clayton, Victoria;



12  ADJUSTMENT AND REGIONAL ISSUES

361

•  the relocation of Toyota’s production facilities from Dandenong and Port
Melbourne to Altona; and

•  the reduction in Ford’s workforce in Geelong and Broadmeadows, due to
increased productivity, and the closure of its Homebush plant in NSW.

Nissan

In February 1992, Nissan announced that, because of a sustained lack of
profitability, it would cease assembly of vehicles in Australia, closing its
Clayton plant.  Production of the Pintara stopped in July 1992, with the plant
closing when Pulsar manufacturing ended in October of the same year.  The
final closure in October resulted in 1800 redundancies (Levine, McLennan and
Pearce 1993), although the total reduction in jobs over the year was around 2500
(Holden, sub. 111).  Box 12.2 in Section 12.3.3 contains details of some of the
provisions made for employees retrenched from Nissan’s plant.

Nissan continues to operate a casting plant in Clayton, which was established in
1982, in response to the introduction of the export facilitation scheme.  The
entire output of the plant is exported, and this had an average annual value of
$40 million between 1993 and 1996.  The plant employed 133 people in
October 1996. (sub. 88)

Toyota

The consolidation of Toyota’s vehicle production in its Altona plant took over
four years to effect.  Announced in 1991, the Altona factory was officially
opened in 1995, after an investment of $420 million.  It is the first new car
manufacturing plant to be built in Australia since 1966.

Prior to the establishment of the Altona plant, Toyota produced its two models,
Corolla and Camry, in separate plants in Dandenong and Port Melbourne,
respectively.  These two models are now built on the same production line at the
Altona plant, allowing Toyota to achieve greater economies of scale and scope.

Toyota stated that:

... the number one reason why we had to make the decision for the Altona
manufacturing complex is that the Dandenong complex we had was not going to be a
viable ongoing plant.  In fact it was already under pressure not to renew its
environmental licence, by virtue of the age of the plant, and we had to make a
fundamental decision to manufacture in Australia or get out. (PHtrans., p. 215)

Only 20 per cent of Toyota’s Dandenong workforce chose to retain their jobs
with Toyota and relocate to the Altona plant, despite being offered benefits
similar to their potential redundancy packages.  Box 12.1 gives Toyota’s
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account of its experience with its labour force in moving to the Dandenong plant
in 1988 and then relocating to Altona.

Box 12.1: Toyota’s labour adjustment experience in its
Dandenong and Altona plants

... in terms of the close-down of the Dandenong plant it must be understood that of
course we started it up as well back in ’89, or late ’88, when it had been announced to
General Motors employees that in fact the plant was going to close ... so it was a
situation where in fact in the early days we had some resentment toward Toyota in the
fact that the plant didn’t close and people didn’t catch that magic redundancy number.

So then when it came to actually closing the plant of course everyone was now looking
forward to their redundancy.  But internally we thought that what we wanted to do in
fact was promote the opportunity for people to move to our new operation, so in fact we
provided incentives similar to the sort of levels that you’d talk about in redundancy for
people to actually transfer their livelihoods to Altona to assist us at the Altona plant. ...

It was a policy matter ... if we wanted to keep those skills, was it better putting the
money, which otherwise would have gone to redundancy, to assist those people to move
... we felt from a policy point of view that was the right decision, and we’re happy with
the outcome.

...

We worked very closely with our supplier network.  We worked very closely with our
local community, and we also had federal government assistance with manpower to try
and seek opportunities for those people who could not take the opportunity to move to
Altona.  I guess the end result was we got about 20 per cent of our people at Dandenong
to move to the Altona operation.

 Source: Toyota (PHtrans., p. 230).

Ford

Ford has reduced its employment from 10 687 to 6845 over the period 1991 to
1995, closing its Homebush plant in 1994.  The number of models produced by
Ford in Australia fell from three to one when it ceased production of both Laser
and Capri in 1994.  However, the total number of cars produced fell only
slightly, from almost 105 000 in 1991 to around 102 000 in 1995. (sub. 14)

In Geelong, the reduction in Ford’s employment has coincided with falling
employment in other manufacturing industries, contributing to the current
higher than average level of unemployment in Geelong.  This issue is discussed
below.
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12.3 Regional adjustment issues

Many participants have argued that, should further substantial change in the
regional structure of the automotive industry occur, it would be likely to have
significant negative effects on particular areas of Victoria or South Australia.
For example, the Federal Member for Boothby said:

... South Australia is enormously reliant on the automotive industry — that is an
historical thing — and especially its impact in southern Adelaide.  The regional impact,
if there is a downturn in automotive employment, would be quite severe.  (PHtrans.,
p. 422)

The South Australian Government agreed:

There is a real threat of major economic loss to South Australia if investment in new
models is not forthcoming, or further reductions in domestic production volumes see
the industry shrink below the critical mass required for viability.  (sub. 169, p. ii)

The industry is concentrated in the regions of Melbourne and Geelong in
Victoria, and Adelaide in South Australia.  Some relatively large component
companies are also located in other centres, such as Ballarat in Victoria and
Albury-Wodonga on the border between New South Wales and Victoria.

The characteristics of the regions will play a large part in determining the effect
of any adjustment that may occur — for example, the importance of automotive
manufacturing in the local economy and the availability of alternative
employment for workers who are made redundant in the automotive industry.

The effects of industry adjustment will also be affected by the actions of
government authorities in encouraging regional growth and responding to a
disturbance of the regional labour market caused by industry adjustment.

12.3.1 Regional concentration of the automotive industry

As much as anything else, the industry’s concentration in Victoria and South
Australia is a result of historical political factors.

The South Australian Government has traditionally played a relatively
interventionist role in the development of the State.  It initially adopted a
strategy of attracting manufacturing investment, such that between 1939 and
1965 manufacturing overtook agriculture as the State’s major industry, rising
from 41 per cent to 59 per cent of the total value of production. (Head 1986)

In Victoria, the Bolte Liberal Government of 1955 to 1972 also actively
attracted foreign capital and immigrants to the State.  Between 1955 and 1968,
manufacturing increased from 64 per cent to 79 per cent of Victoria’s net value
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of production.  Again, motor vehicle production was an important part of the
manufacturing sector. (Head 1986)

Subsequent South Australian and Victorian Governments, while they made
some attempts to diversify the States’ economic bases, maintained assistance to
the established industry of motor vehicle production.  Both Governments  have
continued to argue strongly for the Commonwealth Government to continue its
tariff protection of the automotive industry (submissions 61, 64, 169 and 192).

Recently, the South Australian Government in particular has continued to offer
incentives which would further concentrate the automotive industry in that State
(South Australian Government, sub. 61) — thereby making it increasingly
vulnerable to changes in the one industry.

ABS figures for employment in the Motor Vehicle and Part Manufacturing
industry in November 1996 estimated that around 45 per cent of employees
were employed in the Melbourne region, while around 20 per cent were
employed in the Adelaide region (ABS, unpublished data).  Almost 10 per cent
worked in the Geelong region.

12.3.2 Factors affecting regional adjustment

A number of regional characteristics will contribute to and determine the
regional impact of future adjustment in the automotive industry, including:

•  the significance of automotive manufacturing employment in the affected
regions;

•  the overall industry structure of the regions; and

•  the unemployment rate in affected regions.

The significance of automotive manufacturing in Adelaide, Geelong and
Melbourne

As mentioned above, manufacturing generally and automotive manufacturing in
particular have traditionally been significant sources of employment and wealth
generation in Victoria and South Australia.  While the services sector in each
State is expanding, manufacturing industries are still seen as being very
important.

Many participants have commented on the importance of the industry to local
economies.  The City of Greater Geelong said:

The city has undertaken extensive and detailed surveys into the automotive industry and
concluded with the following:  the automotive and associated industries are the major
employer of labour in the Geelong region.  The industry supports a workforce of
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approximately 10 000 employees, both directly and indirectly, and injects some
$200 million annually into the local economy through wages and salaries.  (PHtrans.,
p. 300)

The Federal Member for Boothby said:

... in my electorate we have Mitsubishi Motors Australia’s main assembly plant, and ...
they have something like 5000 employees and of those 1600 reside in my electorate, so
that is one in 50 of the people who live in my electorate actually work for one firm.
(PHtrans., p. 422)

The City of Marion in Adelaide, in which Mitsubishi’s Tonsley Park plant is
located, has a population of around 78 000, of which ‘There are some 5000
people directly employed in the industry’ (City of Marion, PHtrans., p. 476).

The South Australian Government said that the automotive industry’s ‘size and
linkages with other industries means that the performance of the automotive
industry has a significant influence on the overall performance of the State
economy’ (sub. 61, p. 8).

Table 12.2 gives ABS estimates of automotive employment in the Melbourne,
Adelaide and Geelong regions, as a percentage of each region’s manufacturing
and total employment.  Figures are provided for the November quarter of each
year from 1987 to 1996.  The table shows that automotive industry employment
is relatively important in the economies of Adelaide and Geelong, and to a
lesser extent in Melbourne’s economy.

Table 12.2 also indicates that the proportion of automotive manufacturing
employment in total employment has fallen slightly in each region.  However,
the proportion of manufacturing employment accounted for by vehicle and part
manufacturing has stayed about the same.  This reflects the relative fall in
manufacturing employment generally, as the services sector has grown.  Many
of the figures for the South West (Geelong region) are unreliable, due to the
small sample size, but figures for the years with more reliable figures indicate
that the automotive manufacturing industry is a particularly important employer
in the region.

The importance of the automotive industry in the economies of these three
regions undoubtedly means that if there were to be a major change in the
regional structure of the industry, these regions would be at risk of significant
short-term economic disturbance.

Table 12.2: Significance of Motor Vehicle and Part Manufacturing
employment in Melbourne, South Western Victoria and
Adelaide, 1987 to 1996 (November quarters)
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Per cent of manufacturing employment

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

Melbourne 11.3 10.5 11.3 11.8 10.1 11.6 8.3 9.3 10.0 11.1

South Westa 20.3 19.4 22.9 26.5 14.4 14.6 20.2 13.8 9.6 23.3

Adelaide 18.1 18.4 17.0 19.2 17.5 16.6 18.8 17.1 18.7 19.3

Per cent of total employment

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

Melbourne 2.6 2.2 2.4 2.3 2.0 2.2 1.5 1.8 1.9 2.1

South Westa 4.3 3.9 5.2 5.6 2.7 2.5 3.6 2.2 1.7 4.1

Adelaide 3.3 3.4 3.2 3.4 2.7 2.6 2.8 2.9 3.0 2.9

Note: Melbourne is Melbourne Statistical Division (1987 to 1991) and Melbourne Major
Statistical Region (1992 to 1996).  South West is South Western Victoria Region (1987 to
1991) and Barwon-Western District Statistical Region (1992 to 1996).  Adelaide is
Adelaide Statistical Division (1987 to 1991) and Adelaide Major Statistical Region (1992
to 1996).

a This region includes Geelong in Victoria, but also includes some areas around Geelong.
The estimate of Motor Vehicle and Part Manufacturing employment in this region is subject
to relative standard errors greater than 25 per cent in 1991, 1992, 1994 and 1995.

Source: ABS (unpublished data).

The Melbourne region represents a relatively large and diversified economy.
The effects of any industry adjustment are unlikely to be as significant in that
region as they may be in the others (Toyota’s experience in relocating its plant
supports this conclusion — see Box 12.1).  Geelong has the benefit of its
proximity to Melbourne, which to some extent provides automotive workers
with a wider field for their job search activities.  This is not to say that
individual automotive workers in Melbourne and Geelong will not be adversely
affected by industry change.

Adelaide’s dependence on automotive and other manufacturing industries and
its geographic isolation indicate that this region may be more affected than
Melbourne by any adjustment in the automotive industry in the region.

Industry structure in Adelaide, Geelong and Melbourne

As noted above, the regions in which automotive manufacturing is concentrated
are relatively dependent on manufacturing generally.  Manufacturing
employment accounted for almost 19 per cent of total employment in the
Melbourne region in the November quarter of 1996, almost 18 per cent of
employment in the Geelong region, and around 15 per cent of employment in
the Adelaide region (ABS, unpublished data).  This compares to a figure of
12 per cent nationally.
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In 1994–95, manufacturing contributed almost 18 per cent of the South
Australia’s gross State product (GSP), and just over 18 per cent of Victoria’s.
In contrast, manufacturing contributed less than 15 per cent of Australia’s gross
domestic product in 1994–95. (ABS 1997)

Unemployment in the automotive manufacturing regions

The ease with which regional labour markets adjust to changes in the structure
of the automotive industry will depend, in part, on the alternative job
opportunities available to those who are displaced from the industry.  Whether
these employees will be able to find alternative employment depends on both
the number and type of jobs available in the region.  The data on industry
structure above gives some indication of the type of jobs that are likely to be
available.  The level of unemployment provides an indication of the overall
level of employment opportunities in relation to the number of people looking
for work.

The three regions in which vehicle manufacturing is concentrated all currently
have higher than average rates of unemployment.  Table 12.3 shows the
unemployment rates for these regions for the November quarters of 1987 to
1996.  In 1987, Adelaide’s unemployment rate was relatively high at
8.7 per cent, while the rates in Melbourne and South Western Victoria were
5.2 per cent and 7.5 per cent respectively.  The rate for Australia as a whole was
7.7 per cent.

Table 12.3: Unemployment rate in automotive manufacturing regions,
1987 to 1996 (November quarter)  (per cent)

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

Melbourne 5.2 3.9 4.2 7.4 10.0 10.5 11.4 9.8 8.3 8.8

South West 7.5 6.0 4.5 9.4 11.9 12.9 10.5 10.6 8.2 9.8

Adelaide 8.7 7.0 6.4 7.9 10.6 11.4 11.4 10.6 9.4 9.7

Australia 7.7 6.1 5.4 7.4 9.6 10.4 10.3 8.7 8.1 8.5

Source: ABS (unpublished data).

Unemployment in all regions fell in 1988 and fell or remained relatively low in
1989.  As the recession emerged in 1990, the rates started to rise in all regions,
and all were above 10 per cent in 1991, 1992 and 1993, generally falling slightly
in 1994.  Although unemployment has now fallen substantially in all regions
from the high levels of 1991 to 1994, both Adelaide and South Western Victoria
had unemployment rates of almost 10 per cent in November 1996, and the rate
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in Melbourne was close to 9 per cent.  This compares to a national average of
8.5 per cent.

High unemployment rates in automotive producing regions indicate that it will
be more difficult for displaced automotive workers to find new employment.
This is a regional problem, that goes beyond a problem concerning just the
automotive industry and its employees.  It is partly a result of the relative
dependence of these regions on manufacturing more generally which, while still
growing, is both declining in relative importance in the economy and increasing
its productivity.

12.3.3 Regional growth and adjustment strategies

Most regions around the world have been affected at some stage by the
continuous change in the structure of industries.  Often, regional authorities
have attempted to ease the effects of such adjustment by undertaking regional
adjustment and growth strategies, or by providing specific assistance to workers
retrenched as a result of a large scale plant closure.

The following sections discuss the effects and effectiveness of responses to
specific regional adjustment problems, and general regional development and
growth strategies.

Responses to specific regional adjustment problems

Programs which aim to ease the effects of industry adjustment ‘crises’ have
been found to work best when they are focused on what is best for the workers
and the region as a whole in the long term.  Generally, this involves providing
assistance directly to those workers displaced as a result of industry adjustment.

In Australia, assistance provided directly to workers affected by industry
adjustment is usually provided in cooperation with the Commonwealth
Government, and often with the help of the firm involved.  One such example in
the Australia automotive industry was the assistance provided to workers
retrenched from Nissan’s Clayton plant when it closed in 1992 (see Box 12.2).
In this case, Nissan, the Federation of Vehicle Industry Unions and local
authorities provided services which included helping retrenched workers to
access Commonwealth Government assistance.  The Commonwealth
Government also provided additional assistance by establishing an office of its
Commonwealth Employment Service at the Nissan plant eight months prior to
the plant’s closure, and maintaining that office for several months after the
closure.
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Box 12.2: Assistance to retrenched employees of Nissan’s
assembly plant in Clayton, Victoria

The assistance provided to retrenchees at Nissan’s Clayton plant was similar in many
ways to that provided to Ford’s employees at San Jose (see Box 12.5).  In cooperation
with Nissan and the Federation of Vehicle Industry Unions, through the Enterprise-
Based Committee, the CES established an assistance centre at the Nissan plant.  This
centre was set up in February 1992, soon after the closure was announced, in order to
provide information and assistance to workers both before and after retrenchment.

The centre also coordinated the activities of many local government and not-for-profit
support agencies to assist those retrenched, or those about to be retrenched, to cope
with change.  Information was produced in a range of languages suited to the
predominant nationalities at the plant.

The Evaluation of the PMV LAP (see Box Q.2 in Appendix Q) showed that this centre
was highly effective in disseminating information about the PMV LAP.  All of those
workers interviewed who were retrenched after the centre was established were aware
of the LAP prior to retrenchment, compared to only 26 of the 71 interviewees from
other establishments.  The number of Nissan retrenchees surveyed and interviewed,
however, was too small to provide useful information about the relative effectiveness of
the Nissan Assistance Centre in helping retrenchees to find new employment.

The centre remained open for several months post-closure, providing a familiar
environment for employees seeking assistance.  The effectiveness of this strategy was
increased by the fact that the Nissan workforce was drawn from a relatively small
geographical area around the plant, and therefore retrenchees did not have to travel very
far to access the centre.  Given the difficulties other PMV LAP clients found in
obtaining information about the LAP and further assistance from the CES network, it
appears that the centre provided significant assistance to Nissan retrenchees relative to
other LAP clients.

The implementation of the assistance program for Nissan employees was overseen by a
steering committee of senior officials from the industry, unions and the Commonwealth
and State governments.

Source: Bertone and Lambrick (1994).

The factors which determine the effectiveness of such assistance programs seem
to be the same as those which determine the effectiveness of labour market
programs more generally (see Section 12.5 and Appendix Q), including:

•  the ability of service providers to communicate with clients;

•  whether training programs have been targeted to the needs of job seekers
and the local labour market;

•  the ability to link training with job experience; and

•  the availability of sufficient funds and a range of assistance options so that
the assistance provided can reflect the needs of individual clients.
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The main aim of these specific labour market programs is to assist the targeted
job seekers to remain in the labour market and compete for available jobs —
they are unlikely to create new jobs.  This can have a positive effect on the
efficiency of the labour market (as discussed in Section 12.5 and Appendix Q),
as well as promoting social objectives, such as equity and equality of
opportunity.

In some cases, carefully targeted assistance to particular enterprises may provide
benefits if it can help to ease the effects of substantial industry adjustment in a
particular region.  The difficulty in offering this type of assistance, however, is
that projects may provide a short-term benefit to the region, but may not be
viable in the longer term.  Assisting projects which will not be viable in their
own right in the longer term perpetuates the adjustment problem by continuing
to distort the industry structure, delaying the inevitable long-term adjustment
and encouraging more workers to be drawn into an industry which will
ultimately need to adjust.  These dilemmas are not particular to Australia.

Box 12.3 provides a discussion of the EU’s rules on regional industry
assistance.  These recognise that industry assistance may be warranted if there
would otherwise be substantial negative adjustment in the region, and if the
assistance is provided to a project that will be an ongoing economically viable
enterprise.

General regional development and growth strategies

Some regions have attempted to introduce regional growth strategies as a means
of developing new employment opportunities in a region.  Regional growth and
development strategies are generally aimed at attracting investment to the
region.  They therefore tend to involve the provision of assistance to companies
rather than individuals.  Such assistance can be provided either directly or
indirectly.

In 1996, the Industry Commission released its draft report on State, Territory
and Local Government Assistance to Industry (IC 1996c).  The report covered
all types of industry assistance provided by State, Territory and local
governments, including that offered as part of a regional development program.
It found that regional development schemes vary greatly in both design and
effectiveness, but have generally become more sophisticated over the past
decade.

Box 12.3: Regional industry assistance in the European Union
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The issue of member country aid in the European Union (EU) is specifically addressed
under the articles of the Treaty of Rome.  The Treaty sets out a legal framework
regulating government assistance provided by member countries.  Under the Treaty, the
European Commission monitors and reviews all assistance provided by member
countries.  Member countries are required to notify the Commission and have approval
granted by it prior to giving or altering industry assistance.  In general, assistance which
distorts, or threatens to distort, competition and trade among member countries is
prohibited.
Assistance may be provided to areas of the EU where the standard of living is
abnormally low or there is ‘serious unemployment’.  This is seen as strengthening
economic and social cohesion, which is a major objective of the Treaty.  However,
assistance provided on a discriminatory basis to maintain existing jobs rather than
create new jobs is viewed unfavourably by the European Commission as ‘keeping
unprofitable business artificially alive’ (EC 1995a).

Despite this view, the European Commission has approved a number of projects which
involve member governments providing significant assistance to automotive companies
to revitalise individual plants in regions eligible for assistance.  For example, in 1994
the European Commission approved:

•  a regional grant of ECU 38.6 million to assist FASA-Renault to install a new
petrol engine line at a plant in the assisted region of Valladolid in Spain;

•  a grant of ECU 89.7 million and interest subsidies of up to ECU 139.3 million to
SEVEL SpA for an investment project for the production of a new range of
medium series at its plant in Val di Sangro, Italy; and

•  a grant of ECU 12.6 million over 4 years to Jaguar Cars to support its investment
plans in Birmingham, Coventry and Liverpool in the UK, as well as training aid of
ECU 2.4 million, which it determined would provide general vocational skills not
specifically related to the automotive industry.  (EC 1995b)

The European Commission also has the power to order member governments to recover
assistance they have provided which is subsequently ruled illegal.  For example, it
requested that the Italian Government recover ECU 139 million it had provided under
regional assistance measures to firms in the chemical, cement and engineering sectors
operating in Sicily.  It concluded that the assistance was illegal because it had been
provided without prior notification, and that it would not be of economic benefit to the
region, as the assisted firms had not been economically viable for a number of years
before the assistance was provided and the assistance was not linked to a restructuring
plan to restore their viability.

Source: IC (1996c).

Some regional growth programs involve local authorities and/or State
Governments directly assisting particular industries or companies so that they
will locate or remain in the region.  While providing specific investment
packages is common practice for some State Governments, regional authorities
in Australia have generally been unlikely to offer direct financial incentives to
investors.  For the State, Territory and Local Government Assistance to Industry
report, the Commission conducted a survey of local governments to ascertain
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the extent and type of assistance they provided to industry.  Cash grants and
loans had been offered by 26 per cent and 23 per cent (respectively) of
respondents.  Revenue forgone is a more common element of an investment
attraction package offered by local authorities, with 49 per cent having offered
rate concessions or rebates, and almost as many offering land or capital works at
concessional prices.  (IC 1996c)

The Commission noted that, while it is understandable that regions would wish
to undertake such programs, there are a number of problems with the practice of
providing direct investment incentives to firms or industries — particularly
when it leads to regions competing for investment in so-called ‘bidding wars’.
These problems include:

•  the tendency to ‘overbid’ for investment;

•  the short term or ‘footloose’ nature of many of the investments (meaning
further payments are required to retain the investment);

•  a reduction in national wealth generation, as resources are misallocated
across regions; and

•  the costs these packages place on the rest of the region (including other
businesses) (IC 1996c).

These and other costs have been recognised by many national and sub-national
governments around the world, and some go so far as to place restrictions on the
subsidies that regional authorities are allowed to offer companies (for example,
the EU — see Box 12.3).  The IC (1996c) concluded that a mechanism should
be established to discourage States (and their regional authorities) from
competing for investment through the provision of specific incentives, because
these initiatives rarely create jobs — rather, in most cases jobs are simply
transferred from one region to another.

However, the Commission also concluded that competition between States and
regions on the basis of comparative advantage and ‘the fundamental business
environment’ can serve to improve the overall economic environment of the
State or country.  In many cases, local authorities are already concentrating
more on ‘getting the fundamentals right’ and determining and promoting their
areas of comparative advantage.

Box 12.4 provides a description of the regional strategy being adopted by the
City of Greater Geelong.

Box 12.4: City of Greater Geelong’s response to the reduction in
automotive and other manufacturing employment
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The reduction in manufacturing employment in Geelong has generally been the result
of productivity improvements, as recognised by the City of Greater Geelong:

We recognise the over-dependence of Geelong on traditional manufacturing activities; the
fact that if nothing were to change those companies have to improve their productivity to
stay in business and we would expect to face a declining level of employment in
manufacturing, just through people increasing productivity worked in a fairly static
market.  (PHtrans., p. 312)

Since 1990, falling employment in the automotive and other manufacturing industries
has had a substantial effect on the level of employment and wealth generation in
Geelong.  In June 1990, the unemployment rate in Geelong, Geelong West and
Newtown was 6.4 per cent, compared with a national rate of 6.5 per cent.  In June 1996,
however, the rate had risen to 12.2 per cent, while the national rate was 8.4 per cent.
(DEETYA 1997a)

The City of Greater Geelong said it is developing a strategy for promoting economic
growth in the region:

In order that the region capitalises on the strength of its Manufacturing sector, and is able
to manage and cater for the current and future threats, a regional Manufacturing Industry
Strategy is being developed.  This plan is being developed from an enterprise point of
view and involves the stakeholders in the region’s Manufacturing sector. ... (sub. 39,
pp. 3–4)

The City of Greater Geelong noted that the Victorian Government has identified some
manufacturing sectors as growth areas, including aerospace and aviation, automotive,
downstream mineral processing, food processing, recycling and waste management,
telecommunications and textiles, clothing and footwear.  It said ‘The Geelong region
has strengths in many of these growth areas and is well placed to benefit from a co-
ordinated push to develop these industry sectors’ (sub. 39, p. 4).

With regard to the details of the strategy, the City of Greater Geelong said that it will:

 ... provide a means to identify the areas of skill development required for the future.  In
this regard, the Strategy will be a significant instrument for training and retraining for
employees in the Manufacturing sector.

 ... continued

Box 12.4: City of Greater Geelong’s response to the reduction in
automotive and other manufacturing employment
(continued)

A draft of the strategy has been prepared which:

• identifies the existing and emerging opportunities for the region’s Manufacturing
sector which are commensurate with the region’s strengths;

• identifies the threats to the region’s Manufacturing sector and proposes appropriate
responses;

• identifies the major issues which will affect the region’s Manufacturing sector in the
next 10 years;
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• proposes strategies to optimise opportunities and manage threats;• identifies opportunities for the region’s Manufacturing sector for future investment
and key initiatives to be pursued;

• identifies major activities for some of the manufacturing sectors for both the short
term (one year) and longer term (five years); and

• proposes an Implementation Plan for the Strategy.

 For the automotive industry, the draft Strategy notes the innovative technologies and skills
in the industry, and identifies opportunities for:

• building on strengths in complex automotive components and assemblies;
• developing local service industry in process automation and control;
• distributing technology, skills and cultural improvements from world competitive

firms to other manufacturers and service providers;
• aligning university research and teaching programs with the future demands of world

focussed firms.  (sub. 39, pp. 4–5)

The City of Greater Geelong also commented on the development of tourism in the
region.  It said:

 Over the past 2 years the City of Greater Geelong and the state government have put
enormous resources into rejuvenating a Geelong economy by targeting and rebuilding the
confidence of the city.  The $250,000,000 Steam Packet Place waterfront Geelong project,
which involves $30,000,000 of public investment is the flagship of the recovery.  It will
not only add a large tourist and eating precinct but provides a new Geelong for the
community to be proud of. ...

The City of Greater Geelong was a major sponsor of the recent international air show at
Avalon, which is close to Geelong, for very similar reasons:  we’re trying to gain an
international focus on Geelong which sees it as open for business again.

...

... we are looking to diversify our base economy.  The whole Steam Packet project is
about developing a very significant increase in our tourism services sector.  So in other
words, we’re trying to move a little bit away from the manufacturing to that sector.  It’s
still in early days yet and we don’t know whether it’s going to be successful.  There’s still
a long way to go but if it works out successfully we should have an extra 1½ million
people touring Geelong per annum, in that order. (PHtrans., pp. 302–305)

Some regions in Australia and overseas have also been pursuing growth in small
business through the establishment of ‘business incubators’ and the provision of
training courses and advice to small business people.  The net benefit of such
schemes substantially depends on: whether the local, regional or State authority
is addressing an identifiable market failure; whether it has the information to
address such a failure efficiently; and the opportunity costs of providing
assistance.  There is often little objective assessment of the costs and benefits of
such schemes, either before or after the project commences.

In addition, State and regional authorities sometimes offer general employment
incentives, or other programs to assist unemployed people in the region.  These
are usually similar to the programs discussed in Section 12.5.
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12.4 General labour market adjustment issues

The labour market’s ability to adjust to changes in industry structure is
obviously affected by the regional factors discussed above.  However, there are
other factors that affect the ability of individual workers and firms to adjust to
industry change, no matter where it occurs.  Through their effects on firms and
employees, these factors can also impact on the ease of adjustment in particular
regions.  The success of the Commonwealth and State governments in removing
impediments to adjustment will be a significant determinant of how well
regions, firms and employees cope with adjustment.

Two of the most significant impediments to labour market adjustment are:

•  a lack of workplace flexibility; and

•  restrictions on the geographic mobility of the labour force.

Government regulations and taxation arrangements can affect both workplace
flexibility and the level of geographic mobility of labour.

12.4.1 Workplace flexibility

More flexible workplaces are likely to be better at adapting to change.  This
applies not only to production and management skills, but also to workplace
practices.  However, the current system of enterprise bargaining may lack
sufficient flexibility, particularly to cope with significant structural change in a
region because it is constrained in its application and scope by the awards
underpinning it.  In its 1993 report on Impediments to Regional Industry
Adjustment, the IC found that:

Greater flexibility in work practices and conditions across regions would allow regional
workplaces to agree on working conditions that fit their needs, thereby enhancing
regional productivity and reducing unit labour costs.  Moreover, increased scope for
wages to differ between regions over time would allow regions experiencing lower
growth, or adverse shocks, to maintain competitiveness and employment.  It would thus
facilitate regional adjustment, reduce the need for redundancies and help narrow
disparities in regional unemployment and economic performance.  (IC 1993b, p. xx)

Moves towards greater levels of enterprise bargaining and the enactment of the
Workplace Relations Act 1996 have now made the industrial relations system
more flexible than it once was.  As mentioned in Chapter 6 the aims of the Act
are:

•  to simplify and focus the award system to a role of providing a safety net
of minimum wages and conditions; and
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•  provide the opportunity to facilitate greater communication and agreement
between employers and employees.

However, to gain passage through the Senate some of the original features of
the Act, such as the retention of the ‘no disadvantage test’, were changed.  This
may inhibit workplace flexibility, as discussed in Chapter 6.

The maintenance of award conditions

The retention of awards across regions and States could inhibit employment
growth.  The primacy of national awards is particularly relevant if award
payments are very similar between States, as is the case in the vehicle assembly
sector of the automotive industry.  The effect of such awards can be to provide
higher real wages to employees in some States than in others.  However, for this
to occur, the award wage must be binding — that is, workers are not paid
above-award wages.

Regional adjustment may be ameliorated to some extent if wages growth is
linked to the productivity of the enterprise, rather than being arbitrarily linked to
an industry-based Federal or State award.  This would allow differing levels of
relative wage increases between firms and across regions.

12.4.2 Impediments to geographic mobility

There are a number of factors that restrict labour mobility, including:

•  costs of moving — there are substantial costs involved in moving,
particularly when families are involved;

•  government impediments to mobility — there are some government taxes,
charges and regulations which discourage labour mobility; and

•  emotional attachment to a particular location — people dislike moving
away from friends, family and the familiar environment (schools, etc).

The emotional difficulty of moving is particularly significant for families,
especially if children are at school.  In addition, moving can increase the cost
and burden of child care, which may previously have been shared with friends
and family members.  These costs are additional to the costs involved in finding
new accommodation, schools and services, and the physical costs of relocation.

The burden of these costs can also be increased if property prices fall, due to the
contraction of industry in the region and the subsequent reduction in job
opportunities.  This type of market response can form a significant barrier to the
mobility of workers away from an affected region.



12  ADJUSTMENT AND REGIONAL ISSUES

377

ABS labour mobility figures, while they are unreliable for workers in the
automotive manufacturing industry due to small sample size, suggest that people
in general are far more likely to change the locality of their employment if they
are remaining with the same employer.  Table 12.4 gives ABS estimates of the
number of workers changing locality of employment only and locality and
business/employer in the 12 months to February 1992 and the 12 months to
February 1996, by industry of current job.

Table 12.4: Labour force mobility between localities, 1992 and 1996a

Industry of current job Changed employer/business
and locality

Changed locality only

1992 1996 1992 1996

Motor vehicle and parts manufacturing 0 0 967 318

All other manufacturing industries 2 458 3 083 22 849 22 344

All other non-manufacturing industries 25 059 33 312 226 203 245 792

TOTAL 27 517 36 395 250 018 268 454

a Figures in italics have relative standard errors greater than 25 per cent.  For cities and major
towns each suburb is defined to be a different locality.

Source: ABS (unpublished data).

The influence of government on labour mobility

The cost of moving can be exacerbated by government taxes and charges.
Indeed, the IC inquiry into Taxation and Financial Impact of Urban Settlement
(IC 1993c) likened charges such as stamp duty on house sales to a tax on
mobility.

Importantly in the context of this inquiry, stamp duty on house sales are highest
in South Australia and Victoria (see Figure 12.1).  Stamp duty on a $100,000
house in Adelaide is over $2800, compared to $1000 in Queensland, around
$2000 in NSW and the ACT, and $2200 in Victoria.

Figure 12.1: Stamp duty on $100,000 house, various States
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Note: These figures do not include concessions for first home buyers and pensioners that
apply in some states.

Source: Various real estate institutes.

12.5 Labour market programs

Labour market programs (LMPs) are schemes to assist the unemployed, or those
likely to become unemployed, by providing services or subsidies which will
help them to find a permanent job.  They are often targeted at disadvantaged job
seekers, such as the long term unemployed, young people and workers in
particular industries or particular regions.  While there has sometimes been an
expectation that LMPs can create new jobs, and there is some potential for this,
their main objectives are to increase the efficiency of the labour market and ‘To
improve both employability of and opportunities for disadvantaged groups, and
thus contribute to social equity’ (OECD 1990).

More details about labour market programs, their effectiveness and how they
have been implemented in Australia is contained in Appendix Q.

12.5.1 Types of labour market programs and their effectiveness

Labour market programs generally fall into four categories:

•  job broking and job search assistance — helping unemployed people to
locate job vacancies and opportunities, and to improve their ability to
apply for jobs;

•  training programs — ranging from general ‘life’ training (for example,
personal development courses and job search training), through general
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skills training (for example, English as a second language), to specific
trade training;

•  wage subsidies to private employers — involving payments for a fixed
period, and generally only offered to businesses that employ individuals
from a target group (for example, the long-term unemployed); and

•  direct job creation — government funded projects which provide
employment or work experience to the unemployed or potentially
unemployed.

Government programs generally combine two or more of these schemes, often
linking training with wage subsidies or job broking programs in order to avoid
the loss of skills acquired if training is followed by a further period of
unemployment.

As noted in Section 12.3, LMPs can be undertaken by regional authorities or
companies which are downsizing or closing plants, as well as by the
Commonwealth and State Governments.  Such schemes usually involve the
provision of job search assistance and training programs.  One such example in
Australia is the adjustment assistance that was provided to the employees
retrenched from Nissan’s Clayton plant (see Box 12.2).  Box 12.5 provides
another example from the US, where Ford and the United Auto Workers Union
combined to provide adjustment assistance to the employees of Ford’s San Jose
plant when it closed in 1982.

LMPs have become more prominent in OECD countries over the last two
decades and many have now had substantial experience in implementing such
schemes.  A number of studies have been conducted which attempt to determine
the types of programs that are most effective, and the characteristics that make
them so.  While the results have often been inconclusive, some general
guidelines have been established.

Box 12.5: Ford/UAW Education Development Training Program,
San Jose, California

In 1982, Ford decided to close its San Jose plant in California, USA.  The plant
employed 2400 people.  In partnership with the California Economic Adjustment Team
and the California Employment Development Department, Ford and the United Auto
Workers Union (UAW) created the Employee Development and Training Program
(EDTP).  The Program aimed to re-train workers who had been laid off in the San Jose
plant and help them find new employment.  It was funded primarily by Ford and UAW,
with some additional funds from the State of California and the national government.
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Ford agreed to provide six months notification of closure, offer career counselling and
give displaced workers preferential placement in other plants.  An Employment and
Retraining Center was located in the Ford plant and run by two Ford representatives
and two Union members paid by Ford.  The centre served as the coordinating body for
all training programs and for delivery of services provided by other public agencies.
One of the organising committee’s first priorities was to establish the needs of the
workers, based on their level of education.  Testing procedures were developed for
workers to undertake prior to entering training programs.  Basic education courses (in
mathematics, English as a second language and general education) were developed
based on the results, and offered to those who needed them.  In all, over 900 workers
took part in some aspect of the program.  This training took place after work for several
hours at a time and therefore required considerable commitment from the workers.

During the seven months prior to the closure, around 2100 workers participated in other
training programs within the Ford plant.  Ten skill areas were identified for these
courses and they were designed to serve as a catalyst to help trigger interest in new skill
areas which could be pursued later, once long-term programs were in place.

Local training institutions submitted proposals for courses under a program of ‘targeted
vocational training’, which sought to re-train workers in marketable skills.  Studies of
job openings in the local economy and the degree of worker interest were the
determinants of whether a course was approved.  The EDTP offered the following
courses: auto service technician; computer repair; welding; machinist; plant
maintenance mechanic; computer-aided design drafting; electronic technician; heating
and air conditioning; and landscaping.  In addition, it established a program under
which workers could receive a grant of $6000 toward tuition or fees in training
programs offered elsewhere.

The EDTP also sought appropriate firms willing to provide on-the-job training for Ford
workers, using funds from the California Employment Training Panel and assessing the
appropriateness of training and the progress of participants.

Job search training was provided and a ‘job club’ formed, where workers conducted job
search activities within a supportive group and were provided with information about
job opportunities.

The Program as a whole had a high success rate in placement of Ford’s San Jose
workers in new employment.

Source: OECD (1993).

The OECD (1996b) suggests that job search assistance appears to help most
unemployed people.  This type of assistance comprises many different types of
service, including provision of job vacancy information, in-depth counselling,
and the formation of ‘job clubs’ (where unemployed people form groups to
assist and support one another in their job search activities).  The OECD
(1996b, p. 10) also noted that job search assistance is ‘usually the least costly
type of intervention’.  However, it is unlikely to provide substantial benefits to
those who are most deeply disadvantaged in the labour market.
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Training programs often account for the largest proportion of LMP funds.
However, their effectiveness appears to be questionable.  In particular, training
offered in a formal classroom setting appears to assist only a small proportion of
participants (women re-entering the labour market) (OECD 1996b).  Many
studies have found that the effectiveness of training programs is substantially
enhanced if they are linked to work experience schemes (see, for example,
Stretton and Chapman 1990).  The National Institute of Labour Studies (NILS)
noted that ‘Training is least effective for older workers’ (sub. 202, p. ii).

Wage subsidy programs have sometimes been established with the aim of
creating new jobs.  However, they tend to have large deadweight, displacement
and substitution effects, implying that the net job creation potential of such
schemes is limited (OECD 1996b).  Nevertheless, these programs can be
effective in enhancing the employment prospects of participants (Stretton and
Chapman 1990).  In addition to its implications for social equity, this can have
positive effects on the functioning of the labour market (see Appendix Q).
NILS commented that:

Wage subsidy schemes are generally the most cost efficient of labour market programs.
They can lower the screening costs for employers and subsidised workers can be
retained when the subsidy period comes to an end.  However, such schemes carry high
deadweight and displacement costs. ...  Wage subsidy schemes are relatively ineffective
during recessions and/or in depressed regions.  Moreover, employers will almost
always ‘cream’ members of the target group; the most disadvantaged are left without
jobs. (sub. 202, p. i)

Direct job creation schemes are more likely to create new employment than
wage subsidies to private sector employers (Stretton and Chapman 1990).
However, they tend to have a higher cost than wage subsidy schemes (as the
capital cost of the project is funded by the Government as well as the entire
labour cost).  They also appear to have a lower success rate in helping
unemployed people get permanent jobs in the open labour market
(OECD 1996b).  The OECD (1996b) warned that such schemes, if they are
implemented, ‘should be short in duration and not become a disguised form of
permanent employment’ (p. 13).  NILS said:

... unlike wage subsidies, public sector job creation schemes are unaffected by
recessions and can be targeted towards specific depressed regions. (sub. 202, p. 3)

However, while these programs may be able to operate during recessions or in
depressed regions, the state of the economy will still affect the ability of
participants in direct job creation schemes to find work on the open labour
market after completion of the program.

The OECD (1996b) also noted that the provision of aid to unemployed people to
start their own businesses has assisted some unemployed individuals in finding
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permanent employment — mainly males between the ages of 30 and 40, with
relatively high levels of education.  However, only a relatively small proportion
of businesses started in this way are successful.

12.5.2 Australian labour market programs

Labour market programs in Australia are generally offered by the
Commonwealth Government, through the Department of Employment,
Education, Training and Youth Affairs (DEETYA), formerly the Department of
Employment, Education and Training (DEET).  For the most part, these are
generally available programs, offered to unemployed people on the basis of their
individual characteristics.  However, industry-specific programs are sometimes
offered, such as the Labour Adjustment Packages for various industries,
including the automotive industry.

The Government is introducing major changes to the way in which LMPs will
be delivered, to come into effect from December 1997.  The currently available
programs and major planned changes are outlined below, followed by a
description of the Passenger Motor Vehicle Labour Adjustment Package
(PMV LAP).

Generally available programs

In 1996–97 there are a number of LMPs operating under DEETYA’s
Employment Programme.  Funding for the Programme is estimated to be
$2.1 billion in 1996–97, reduced from over $2.7 billion in 1995–96.  According
to budget forecasts, the Government plans to reduce funding further in 1997–98.

Under the Employment Programme, clients are provided with job broking
services and job search assistance through the Commonwealth Employment
Service (CES), which has a network of branches around Australia.  The CES
also screens clients to determine whether they are at risk of long-term
unemployment.

Those clients who are long-term unemployed, or who are deemed to be at risk of
long-term unemployment, choose a case manager from the public provider
(Employee Assistance Australia) or a Contracted Case Manager from outside
DEETYA.  Case managers then determine the employment assistance that will
be provided to the client.  Programs available include general and specific
training programs, a wage subsidy scheme, and allowance for brokered
programs involving placement with a private sector employer for a fixed period
of training and work experience.
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The most substantial change in the provision of LMPs to take effect from
December 1997 will be the integration of some functions of the CES with those
of the Department of Social Security (DSS).  This will be implemented through
the establishment of a single delivery network of offices providing income
support, student assistance and employment services.

From December 1997, Employment Assistance Australia will be replaced by a
new corporatised public provider, which will also assume many of the current
responsibilities of the CES.  This body will compete with private providers of
employment placement services.  The public and private providers will be
known as employment placement enterprises (EPEs) and will have a range of
training and wage subsidy options at their disposal to assist job seekers.
Funding from DEETYA will be awarded on the basis of performance, quality
and capacity to provide services to unemployed people.

The performance of EPEs will be judged on the basis of job seekers gaining an
employment outcome such as a full time job, apprenticeship or traineeship (a
primary outcome), or an ongoing placement in accredited education and training
(a secondary outcome).  Fees will be paid to EPEs on a per client basis, with the
amount determined by the outcome achieved and the characteristics of the client
(with higher fees for harder-to-place clients).  (Vanstone 1996b)

PMV Labour Adjustment Package

The PMV LAP was introduced in February 1991, and is still assisting some
clients, although it is no longer available to people losing their jobs in the
automotive industry.  The main assistance arrangements under the PMV LAP
were: formal vocational training; wage subsidies; and relocation assistance
(Bertone and Lambrick 1994).  One of the advantages PMV retrenchees gained
from the LAP was the immediate access it provided to programs that were
usually only available to the long-term unemployed.

The program is described in more detail in Appendix Q, and the Nissan
Assistance Centre, which was established under the LAP to assist Nissan
workers during and after its plant closure in 1992, is discussed in Box 12.2.

In the 12 months to March 1996, 559 clients left placements under the PMV
LAP.  Of these, 45 per cent (253 clients) proceeded to further DEETYA
placements within three months.  Of the remaining 306 clients, 50 per cent were
in full or part time unsubsidised employment three months after leaving
placements and 21 per cent were in non-DEETYA education or training.  Some
clients were both in unsubsidised employment and participating in non-
DEETYA education or training.  Overall, 65 per cent of clients who had not
proceeded to further DEETYA placements after three months were in
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unsubsidised employment and/or non-DEETYA education or training.
(DEETYA 1997b)

Holden commented on the effectiveness of the PMV LAP with respect to its
own workforce:

Whilst the PMV LAP has featured in separation agreements between Holden and the
automotive unions, it has had very little effect.  The key reasons for this are two fold.
First, the primary process for displaced employees has been to place them in other parts
of the enterprise.  Secondly, many of those who are ultimately ‘separated’ are those
who do not wish to seek re-employment because of their age. (sub. 19, p. 65)

12.5.3 Factors affecting the need for and effectiveness of specific
labour market programs

The Commission has considered whether specific labour market programs
should be directed at workers in the automotive industry.  This seems to depend
largely on two factors:

•  whether adjustment will involve large scale displacement of labour; and

•  the labour market characteristics of employees (for example, age profile,
proportion of workers from non-English speaking backgrounds, and the
level of basic and specific skills).

If adjustment does not take the form of large scale closures or relocations, but
workers are displaced from the automotive industry, DEETYA’s general labour
market programs (described in Appendix Q) should be able to cater for them.
The extent to which generally available labour market programs will assist
automotive industry employees is affected by their labour market characteristics.
For example, the low formal educational attainment of some automotive
workers may mean that they are immediately determined to be ‘at high risk’ of
long-term unemployment.  They may therefore be eligible to receive intensive
employment assistance after three or six months of unemployment, rather than
having to wait 12 months.

However, in the event that many automotive workers are displaced from the
industry in one region at the same time, it is unlikely that the generally available
labour market programs will, by themselves, be adequate.  In this case, there
appears to be a benefit in providing a dedicated centre or program to assist
affected workers and ensure that they are supported quickly and adequately by
the available programs.
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‘Lumpy’ adjustment

The concentration of motor vehicle assembly into four relatively large plants,
and the economies of scale required for these plants to continue operation,
indicate that if market conditions result in major adjustment in the industry it is
likely to be lumpy.  That is, it is likely to involve closure or relocation of a plant,
with the resultant possibility of relatively large scale redundancies.

A relatively large number of people looking for alternative employment at the
same time obviously places greater short-term strain on the labour market and
employment assistance programs than if these people had been searching over a
period of time.  Given that there are only likely to be a certain number of job
openings available at any particular time, a large scale redundancy is unlikely to
be absorbed quickly.  Hence, some people who may have found jobs early if
they had been made redundant in a small group may remain unemployed for
longer.  Increasing the duration of unemployment generally reduces the
probability of finding new employment.

Labour turnover in the automotive industry

In discussing the effects of reduced automotive manufacturing employment it is
important to analyse the ‘normal’ turnover of labour in the industry.  If labour
turnover is relatively high in the industry, then it would be expected that a
greater proportion of job losses could be delivered through natural attrition,
rather than redundancies.

The industry has historically had a high level of labour turnover — as much as
50 per cent in some instances — but it has been falling in recent years.  In 1989,
labour turnover in the motor vehicle manufacturing industry was around
30 per cent.  Ford said that its average labour turnover is now around 7 per cent
(sub. 14).  Toyota stated that, with regard to its own operations, ‘Labour
turnover which was 40 per cent in 1989 is now 13 per cent’ (sub. 15, p. 7).
Other automotive companies said that they had turnover rates of between 5 and
10 per cent.

It is important to determine whether these levels of labour turnover reflect the
movement of employees between jobs within the automotive manufacturing
industry, or movement into and out of the industry.  Among factors affecting
this are the transferability of skills (discussed below) and the composition of
industry in the region.

The estimates in Table 12.5 are based on ABS labour mobility surveys, covering
people who were in work in February 1984, 1988, 1992 and 1996. The figures
represent ABS estimates of the number of people who had been employed in the



 THE AUTOMOTIVE INDUSTRY

386

motor vehicle and parts manufacturing industry in February of the previous
year, who were currently employed in the motor vehicle and parts
manufacturing industry, other manufacturing industries, and other non-
manufacturing activities.

These figures should be viewed with caution, as the survey size means the
estimations for the motor vehicle and parts manufacturing industry are subject to
a relatively high probability of error.  This means, for example, that the actual
number of people changing jobs or location within the industry in 1996 may
have been no different to the number in 1992.

Table 12.5: Destination of employees from the motor vehicle and
parts manufacturing industry who change
employer/business or localitya, various years

1984 1988 1992 1996

TOTAL number of people currently
employed who were employed in the
motor vehicle and parts manufacturing
sector the previous February and changed
employer/business or location in past
12 months

6 203 9 624 6 630 6 729

Industry of current job

    Motor vehicle and parts manufacturing 1 018 3 102 2 243 3 973

    All other manufacturing industries 1 983 2 397 727 728

    All other non-manufacturing industries 3 202 4 125 3 662 2 028

a These figures are based on a survey of persons ‘currently employed’ in 1984, 1988, 1992
and 1996, with information provided on the basis of industry of current employment.

b Figures in italics have relative standard errors greater than 25 per cent.
Source: ABS (unpublished data).

Insofar as the ABS figures reflect what is really happening in the labour market,
it appears that the proportion of those leaving jobs in automotive manufacturing
to move to new jobs in the same industry has increased substantially over the
period.  This may at least be partly explained by the restructuring that has been
occurring in the industry.  For example, when Holden in South Australia out-
sourced its seat production to Lear (a specialist component producer),
20 per cent of Lear’s employees were drawn from Holden’s in-house operations.
It may also have been influenced by the introduction of industry-wide
recognition of training, increasing the portability of skills between companies in
the automotive industry.
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From the ABS estimates, it appears that the number and proportion of people
who previously worked in automotive manufacturing and currently work in
other manufacturing industries was very low in 1992 and 1996.  Evidence from
other sources suggests that other manufacturing industries have been a
significant source of employment for low-skilled workers leaving the
automotive industry.  However, manufacturing employment generally is not
growing.

In discussing the opportunities for workers made redundant in the automotive
industry, the City of Greater Geelong commented that, in its experience:

The decline in manufacturing businesses has resulted in difficulties in obtaining
employment for those low skilled and trade skilled employees who have been
retrenched. (sub. 39, p. 3)

Transferability of skills

The skills that people acquire in the automotive industry assist some in finding
other work.  As noted above, the increased portability of skills within the
industry is likely to increase the opportunities for people to move from one
automotive firm to another.  If the skills acquired in the industry are also useful
in other manufacturing industries, then they may be of benefit to a displaced
automotive worker looking for a new job in manufacturing.

If, however, there is a difference between the skills required in automotive
manufacturing and those required in other manufacturing industries, the
industry-specific skills are unlikely to be of great value to a new employer in the
manufacturing industry.  The Federal Member for Kingston noted that ‘Skills
and experience which are acquired in the automotive industry are generally
specific to the industry’ (sub. 28, p. 15).

In addition, even if the manufacturing skills acquired in automotive production
are transferable to other manufacturing industries, the reduced significance of
manufacturing in the economy as a whole may mean that most available jobs are
outside the manufacturing industries.  These may require an entirely new set of
skills.  The City of Greater Geelong said:

Even with significant training assistance placing retrenchees from manufacturing
industries into new positions in the service industries is problematic. (sub. 39, p. 3)

Characteristics of industry employees

There are a number of characteristics of employees in the automotive industry
which are important in determining whether they are likely to be at risk of long-
term unemployment if they are made redundant.  Two of the most significant are
the attainment of formal education, and the proportion of workers from non-
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English speaking backgrounds (NESB).  The age of the workforce in a
particular plant can also play an important role in determining the effects of a
closure or relocation of the plant.

According to the ABS (Labour Force Supplementary Survey, unpublished data),
almost 54 per cent of workers in the Motor Vehicle and Parts Manufacturing
industry in May 1996 have no post-school qualifications.  Of those that do have
post-school qualifications, over 50 per cent have a skilled vocational
qualification as their highest level of training.  A further 21 per cent have
completed a bachelor degree or higher qualification.  The remainder of those
with post-school qualifications have completed under-graduate diplomas,
associate diplomas or basic vocational training.  Table 12.6 shows the results of
the ABS survey.

Table 12.6: Educational attainment of workers in the Motor Vehicle
and Parts Manufacturing industry, May 1996  (per cent)

Bachelor 
degree

or higher

Skilled
vocational

Other
post-school

Total with
post-school

qual.sa

Total
without

post-school
qual.s

Motor vehicle and parts
    manufacturing

10 24 13 46 54

All manufacturing 8 25 13 46 54
All industriesb 16 17 17 50 48
a Individual percentages for qualification types may not add to total percentage of workers

with post-school qualifications, due to rounding.
b Two per cent of workers in this category are still at school, hence the total figures for

workers with and without post-school qualifications add to 98 per cent.
Source: ABS (Labour Force Supplementary Survey, unpublished data).

The ABS survey indicated that the proportion of automotive workers without
post-school qualifications is around the same as the proportion of all
manufacturing industry employees without post-school qualifications.  This is
slightly higher than the average across all industries, which showed that around
48 per cent of all workers have no post-school qualifications.

Denso stated that 47 per cent of its factory employees are ‘over 45 years of age
and are relatively low skilled with no formal qualifications’ (sub. 173, p. 3).

The Bureau of Immigration Research (Levine, McLennan and Pearce 1993)
provided information on the ethnic background of some workers in the
automotive manufacturing industry.  Table 12.7 gives some estimates of the
distribution of NESB employees in seven motor vehicle production and
assembly plants in Victoria in 1991.  It indicates that the highest proportion of
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NESB workers in the automotive industry was in the ‘production and assembly
line’ occupational group, of which 60 per cent were estimated to be NESB.  The
group with the next highest proportion of NESB workers was ‘clerical’, with
40 per cent of workers from NESB.

Table 12.7: Estimated proportion of NESB workers by occupation in
seven motor vehicle production and assembly plants,
Victoria, 1991  (per cent)

Occupation group ESB NESB Total

Managerial/executive 85 15 100

Engineer, technical 80 20 100

Clerical 60 40 100

Trades 70 30 100

Production and assembly line 40 60 100

Apprentices 90 10 100

Source: Levine, McLennan and Pearce (1993), based on ABS data and confidential industry records
for a seven-plant sample in the Roy Morgan Research Centre Automotive Workforce
Survey, 1991.

Levine et al. (1993) noted that:

The percentage of NESB workers among the assembly and production line workforce
ranged from as low as 35 per cent ... to 79 per cent. (p. 23)

Lack of education and being from a non-English speaking background are two
well-known impediments to unemployed people finding new jobs.  They have
been identified by the Commonwealth Government as two of the factors that
will be taken into account when determining whether a job seeker is eligible for
intensive employment assistance (Vanstone 1996b).

With regard to the characteristics that are likely to be most influential in
determining the success of automotive employees in searching for new jobs if
they are made redundant, the Geelong Chamber of Commerce said:

... in certain areas you’re talking about people with limited skills, and there are not the
opportunities ... It’s probably more the low level of skill.  Indications are that it’s not
necessarily from non-English speaking backgrounds.  Whilst a lot of people who are in
the automotive industry as ... semi-skilled are from non-English speaking backgrounds
... the indications are it’s right across the board. (PHtrans., pp. 127–128)

In some instances, the ability to speak languages other than English can be an
asset.  However, in order to utilise this asset, job seekers usually require good
English language skills as well.  An assessment of the Passenger Motor Vehicle
Labour Adjustment Package on behalf of DEET (see Box Q.2 in Appendix Q)
noted that, in some instances, it appeared that insufficient consideration was
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given to identifying new job search areas in which skills in languages other than
English may be an advantage.

The age of the workforce varies among plants.  Levine et al. (1993) found that,
for the seven motor vehicle production and assembly plants in Victoria, the
majority of employees (64 per cent) were between 35 and 44 years of age.  The
age profile of workers, like the ethnic profile, varied significantly among plants.
The proportion of workers over 55 ranged from 3 per cent to 12 per cent, while
the percentage of workers under 25 ranged from 6 per cent to 16 per cent.

Older employees may find it difficult to gain new employment if they are made
redundant, particularly if their skill level is low or the skills they have are
industry-specific.  There may also be greater constraints on their regional
mobility than for younger employees.  However, young employees may also
have difficulty finding new work if they have limited education and have not
had the chance to gain skills in the workplace prior to redundancy.

According to Levine et al. (1993):

One of the most striking results of the survey was the variability of key demographic
features between plants, especially age, birthplace and length of service. (p. 23)

Levine et al. hypothesised that the differences in employee characteristics
between plants were partly due to in-plant changes over the few years before the
study was done, and were partly the result of plant location relative to particular
population groups.

12.6 Assessment

It is clear that adjustment is ongoing in all industries and is mostly independent
of government policy.  The Australian automotive industry is subject to many of
the same pressures as other industries but must now cope with the added
challenge of the gradual removal of high levels of government assistance.  Some
of these pressures could result in plant closures or relocations, while others will
provide opportunities for the industry.

The structure of the industry in the future will be driven by an increase in
competitive pressures and the need to continue productivity improvements and
achieve economies of scale.  The adjustment pressures discussed in previous
chapters will continue into the future, as technology progresses, global
companies search for better ways to do business, new players enter the market
and consumption patterns change.  These pressures will provide the major
influences over the future structure of the industry.  Declining tariff protection
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and reduced government intervention in the industry will also have an influence,
particularly for some companies.

Some regions and employees may be particularly affected by these changes.
Governments need to consider all avenues for helping these regions and
employees.  This includes reducing impediments to geographic mobility,
allowing workplace practices to be more flexible between regions, undertaking
programs to improve the competitiveness of the affected regions, and
implementing effective labour market programs.

12.6.1 Ongoing regional and industry adjustment

Regional strategies

Managing and coping with structural change, particularly at the regional level,
is an on-going challenge for Australia, with its small population geographically
spread and with some regions having narrow economic bases.

Some regional authorities, such as those in Geelong, have recognised that the
changes that have been occurring over the last decade are ongoing and will
continue to affect the region.  They are actively pursuing strategies to encourage
growth in the region and diversification of the region’s economic base.  As
noted in the Industry Commission’s report into State, Territory and Local
Government Assistance to Industry (1996c), regional strategies that are based on
getting the ‘fundamentals’ right can be particularly beneficial, promoting
healthy competition between regions.  However, if businesses are being paid to
locate in the region, there are unlikely to be net gains, due to the opportunity
costs of providing assistance and the lack of sustainability of such a policy.
This is a particular problem when it involves further concentration of
employment in the dominant regional industry.

As discussed in the Industry Commission’s report into Impediments to Regional
Industry Adjustment (1993b), removing the impediments to adjustment resulting
from government policy will help to make regional adjustment easier.  Of
particular concern with regard to the automotive industry is the maintenance of
the same award rates between States.  If these awards are binding, they will
prevent changes in relative wages which reflect differences in productivity and
the cost of living between States.  This would reduce the ability of some States
to compete for investment on the basis of their comparative advantage, and the
ability of firms in the region to make use of that advantage.
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General labour market programs

As the Commonwealth Government has already noted (Vanstone 1996b),
Australia’s relatively high rate of unemployment can only be reduced through
overall economic and job growth.  Labour market programs cannot significantly
increase overall employment, and should not be viewed as a substitute for more
fundamental reform.

However, LMPs can improve equity and help prevent substantial increases in
long-term unemployment.  Long-term unemployment not only causes hardship
to the individuals involved, but it can be detrimental to the functioning of the
labour market as a whole in the long run.

As discussed above, and in detail in Appendix Q, there are four main elements
that can be incorporated into labour market programs: job search assistance;
training; wage subsidies; and direct job creation.  The Commonwealth
Government currently offers job search assistance to all job seekers, and
training and wage subsidy programs to the targeted unemployed people.

The Government will continue to provide job vacancy displays and some job
search assistance to all job seekers through the amalgamated DEETYA and DSS
network of offices (‘service delivery agencies’).  The availability of more
extensive job search assistance will be limited to: recipients of most DSS
income support allowances; young people (between 15 and 20 years of age);
and Aboriginal and Torres Strait Islander participants in Community
Development Employment Projects.  This will consist of job broking services
and job search assistance, and will be provided by Employment Placement
Enterprises.

While recognising the costs of providing labour exchange services to all job
seekers, the Commission also notes OECD (1990) comments that limiting the
availability of government job broking may diminish the value of the public
agency to employers.  One concern expressed by the OECD was that employers
would be less likely to register job vacancies with public agencies if they were
available only to the unemployed.  However, this should not happen under the
proposed system, as these job vacancies will also be advertised to all job seekers
at service delivery agencies.

Service delivery agencies will continue to identify the long-term unemployed,
and those at risk of long-term unemployment, and refer these job seekers to
personalised case management services.  The Commission considers that
flexibility is crucial to the success of case managers in assisting those
disadvantaged in the labour market.  Under the labour market assistance regime
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proposed from December 1997, case managers will have a range of training and
wage subsidy options available to them.

The Commission notes the substantial evidence that targeting of training
programs is crucial to their success, while linking training with job search
assistance or, in particular, work experience can substantially improve the
outcomes of such schemes.

Out-sourcing of case management allows interested community groups to
provide case management services to particular groups of clients.  This may
result in greater expertise in the types of skills required in the local job market,
or the likely needs of clients.  For example, case management services may be
provided by ethnic associations, to cater for clients from particular ethnic
backgrounds.  Given that language problems have been identified as an
impediment to some eligible job seekers receiving effective assistance (see, for
example, Box Q.2 in Appendix Q), this has the potential to result in a significant
improvement in service delivery.

Overall, the Government appears to have taken into account the major findings
of international research on the effectiveness of labour market programs in
designing its labour market assistance strategy.  The Commission is of the view
that the labour market programs currently in place, if delivered well, are
appropriate for coping with on-going structural change within the automotive
industry.

However, the effectiveness of the Commonwealth Government’s reforms
remains to be seen.  The effectiveness of individual programs will obviously be
affected by the substantial reduction in the overall funding for labour market
assistance.

The Commonwealth Government has stated that it will develop a
comprehensive evaluation strategy, and that a major evaluation report will be
completed within three years of the arrangements being implemented.  The
adequacy of past evaluations is discussed in Appendix Q.  NILS commented
that:

The evaluation of labour market programs is a sophisticated process and must involve
matched control groups. Post-program monitoring, wherein the status of program
participants is ascertained at a point or points in time after program completion, is not
the equivalent of evaluation, the latter taking into account deadweight and displacement
effects. Most of the research undertaken on specific labour adjustment measures in
Australia does not count as rigorous evaluation.  (sub. 202, p. ii)

On the whole, departmental ‘evaluations’ have failed to take into account the
indirect costs and benefits of programs, and have rarely compared the outcomes
for program participants to the employment and training outcomes of those job
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seekers not participating (that is, they have had no counter-factual or control
group).  It is important that future evaluations take into account indirect costs
and benefits and explore the counter-factual to determine the true effectiveness
of programs.

Recommendation
The Commission recommends that the Commonwealth Government
proceed with the development of an evaluation procedure for its labour
market programs, ensuring that such evaluations take account of all costs
and benefits of the programs, both direct and indirect, and compare the
outcomes of program participants to those of other job seekers with similar
labour market characteristics.

Further changes will undoubtedly be made to labour market assistance in the
future.  As stated by Stretton and Chapman (1990), it is important that the
governments take account of the state of the labour market when designing
labour market programs, as some programs will be more effective than others in
different parts of the economic cycle.

12.6.2 Programs for assisting major adjustments

Having considered the issue of adjustment in some detail, the Commission can
find no simple solutions to the challenges of adjustment which result from
structural change in industries and within regions.  Programs can be
implemented to ease the effects of specific adjustment.  However, if
impediments to structural change remain (for example, inflexible labour market
regulation or high transactions costs which inhibit labour force mobility),
adjustment in a region can be particularly difficult.

Problems arising from specific major adjustments in the automotive industry,
such as plant closures and relocations, are regional rather than industry
problems.  That is, if the region has good employment prospects and its industry
structure is sound, then it is unlikely that the impact of one plant closure would
be particularly significant.  Strategies developed for assisting those people
affected by adjustment in the automotive industry will therefore need to take
account of the regional characteristics as well as the characteristics of the
industry.

However, the relatively low level of formal skills of many automotive workers
highlighted by participants implies that some people from this industry will be at
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risk of long-term unemployment if they do not receive relatively intensive
employment assistance soon after a loss of employment.  The amount of
assistance required, and therefore its cost, is likely to be lower if assistance is
received immediately, rather than after 12 months of unemployment.  In
addition, there may be some benefit in providing concentrated assistance to
workers made redundant in a particular plant closure — perhaps similar to that
provided to Nissan’s employees in 1992 through the Nissan Assistance Centre.

If specific assistance packages are provided for workers affected by plant
closures, the Commonwealth Government should seek cooperation from unions
and the firm involved, as was the case with the Enterprise-Based Committees
under the PMV LAP.

The relative success of the Nissan Assistance Centre in disseminating
information and providing assistance to retrenchees indicates that it may provide
a useful model for the provision of future assistance packages.  However, one of
the reasons for the centre’s success was the fact that the company’s employees
lived close to the plant, and could therefore continue to access the centre after
the plant closed.  If this were not the case, it may still be beneficial to maintain a
dedicated centre after closure, but it may be necessary to relocate it.

The existence of a steering committee to oversee the provision of assistance to
Nissan retrenchees also allowed any difficulties arising with the centre to be
quickly resolved.  The steering committee comprised officials from unions, the
industry and State and Commonwealth Governments.

Another factor in the Nissan Assistance Centre’s success was its decision to
provide information in a number of languages, reflecting the multicultural
nature of the workforce.  Given the high proportion of NESB employees in
production and assembly jobs, it appears that this would also be appropriate in
the event of other closures.

The Commission finds that, in the event of a plant closure or relocation, the
establishment of a dedicated service delivery agency at the plant, providing
information in appropriate languages, would be likely to improve the
provision of information on available DEETYA services.

If specific packages are offered to automotive industry employees, it is
important that these employees are still screened to assess their need for
intensive employment assistance.  The DEET-sponsored evaluation of the PMV
LAP (see Box Q.2) clearly showed that most of the benefits of the scheme went
to those who were least in need of assistance, with wage subsidy and relocation
assistance elements largely utilised by highly skilled managers, professionals
and tradespeople.  The evaluation suggested a sliding scale of entitlements be
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introduced, with relatively greater assistance provided to those in the machine
operator and labourer categories.

Under the employment assistance system which will come into effect from
December 1997, there will be a clear screening process for unemployed people.
This system could be implemented by service delivery agencies at the plants to
determine which employees should be eligible for intensive assistance.  Those
employees not eligible for intensive employment assistance may still be able to
receive job broking services and job search assistance from Employment
Placement Enterprises.

The out-sourcing of intensive employment assistance provides scope for unions
and/or employers, as well as local ethnic associations, to establish and provide
case management services.  If this occurs, it is essential that case managers not
only have a knowledge of the automotive industry and the regional labour
market, but also of the programs that are available to assist retrenchees.

The program undertaken by Ford and the United Auto Workers Union when
Ford closed its San Jose plant (see Box 12.5) showed the benefits of matching
training to identified job opportunities.  If case management services are
established specifically to assist retrenched automotive workers, their efficiency
may be enhanced by undertaking similar surveys of both local job vacancies and
employees to determine the training programs to be offered.
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The Commission finds that the out-sourcing of intensive employment
assistance provides potential for specialist case management services to be
established to assist workers retrenched as a result of a substantial
structural adjustment in the automotive industry.  If this occurs, it is
essential that the training and wage subsidy assistance provided is well
targeted to meet the needs of job seekers and the local job market.

Obviously, employees and assistance providers will be better able to cope with
substantial industry change if sufficient notice is provided by the company.  For
example, Nissan announced its decision to cease vehicle manufacture in
Australia in February of 1992, stating that it would complete its closure in
October.  Similarly, Ford provided six months notice of its San Jose plant
closure.

Notice of closure provides employees with an opportunity to consider their re-
training options and commence training before their employment ceases.  This
may be particularly important where training is needed in English as a second
language, as this is a need that can be identified early and can initially be
addressed in conjunction with employment.  As noted in the discussion of
Ford’s San Jose closure, introductory re-training courses can also be conducted
within the plant during the time leading up to closure.

The Commission finds that the provision of sufficient notice of a substantial
restructuring will assist employees and service providers in coping with
adjustment.
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PREFACE

While I agree with a good deal of what is contained in the inquiry majority’s
final report, I disagree with most of the opinions expressed and the judgments
reached — in particular the implications drawn for future public policy towards
the automotive industry in this country.

It is testimony to the fundamental nature of my disagreement that this minority
opinion is as extensive as it is.  My difficulty is with the whole thrust and tone
of the inquiry majority’s final report, particularly the basic premises on which
its arguments rest.  Rather than attempt the difficult (and not very meaningful)
task of arguing with what has been written line-by-line, it has seemed best to set
down my own views on policy and supporting arguments — including
supporting analysis.

As an Associate Commissioner appointed for the duration of the automotive
industry inquiry I have found myself in a very difficult position in dissenting
from the majority — given the staff resources that the Commissioners in the
majority could draw upon in elaborating their views.

I would have struggled to frame a substantial dissenting opinion incorporating
extensive supporting arguments and analysis were it not for the help that I have
received from members of the executive of the South Australian Development
Council.  Their knowledge of and familiarity with the workings and thinking of
the Industry Commission — and of the automotive industry — proved
invaluable in assisting me in writing my dissent.  In my opinion an Associate
Commissioner wishing to express a different view in a report (backed by
appropriate analysis) could not effectively do so without access to adequate
resources and expertise.  I believe the Government needs to carefully consider
this issue.

Where I have quoted from the inquiry majority’s final report, it is from the latest
version I saw.  I place this on record because the Commission issued an erratum
to the draft report pointing out that it no longer contained material I had cited as
expressing the views of the majority.

Notwithstanding my fundamental differences of opinion with my fellow
Commissioners, I wish to pay tribute to the professionalism of Bill Scales and
Jeffrey Rae — and the staff — for the way in which the inquiry was conducted.
Cordial, indeed friendly, relationships were maintained throughout the inquiry,
despite numerous robust debates — testimony to our mutual desire for a report
that dealt adequately with a complex and sensitive subject.
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OVERVIEW

Deciding whether or not to further cut car tariffs after the year 2000 (the
central issue of this inquiry) effectively comes down to answering the
following question:
Is it worth forcing an estimated 10 000 South Australians and 11 000
Victorians to seek employment in other parts of Australia in order to
secure net gains which, at best, would be equivalent to a price reduction
of around $35 per car?
As was the case in the draft report, my answer remains a firm no:  the
proposition involves too much pain for too little gain for such a course to
represent defensible public policy.
I have a vision for the Australian automotive industry into the 21st
century:  of flourishing car and component producers building quality
products at competitive prices — such that the industry accounts for well
over 50 per cent of the Australian market and is a successful niche player
overseas.
But the community and the industry will not realise such a vision without
concerted action.  The community, through government, needs to create a
supportive environment for the industry (and indeed industry generally) —
by encouraging underperforming sectors of the economy to lift their game.
Here I would nominate key areas such as the waterfront, government
business enterprises generally, and rail transport.  The Government should
also continue to pursue labour market reform.  Government has lot to do
for its part.  So does industry.  Even with government creating a better
business environment, it is the industry itself which has to produce the
goods:  in this case quality automotive products which domestic and
overseas customers want to buy (to justify the considerable investments in
people and capital that are involved).
I am cautiously optimistic that, provided both parties deliver, we will see a
sustainable and prosperous Australian automotive industry in the 21st
century playing its part in creating the wealth and jobs that we all want for
ourselves, our children and our children’s children.
Until more of these necessary building-blocks of prosperity are cemented
into place, I am convinced that the most responsible course of action is to
defer further reductions in assistance beyond the year 2000, at least until
we can make significant progress on the domestic reform agenda
(including taxation), on the one hand; and elicit binding commitments to
reduced protection by our trading partners (particularly APEC countries),
on the other.  To do otherwise would, in my opinion, jeopardise a vital
area of economic activity in Australia to no purpose.
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As referred to in rather stark terms above, the principal reason why it would
make little sense to further reduce tariff assistance to the Australian automotive
industry below levels scheduled to prevail in the year 2000 is that the gains for
Australia as a whole from such unilateral action are likely to be negligible,
while the adverse consequences for regions such as South Australia and Victoria
(where automotive activity is presently concentrated) would be very serious.

I cannot accept that pursuing a course of action which would lower the price of
imported cars by less than 8 per cent, other things being equal, but which would
simultaneously put at risk a sector of the economy which accounts for a
significant proportion of gross domestic product and aggregate employment,
will “improve the overall economic performance of the Australian economy”
(paragraph 2 of the terms of reference).  And while cutting tariffs down to the
general rate would, no doubt, pass the “internationally competitive automotive
manufacturing industry” test, I am convinced that any surviving remnant of the
industry would be neither “sustainable” nor “prosperous” (paragraph 3 of terms
of reference).  Indeed, unilaterally cutting car tariffs to 5 per cent post-2000
could well see Australia lose two car producers.  If this were to happen the
fallout among component producers would be even more serious.  Such a
prospect cannot be justified as representing the way to secure either a
“prosperous” or a “sustainable” Australian automotive industry into the 21st
century.

My firm position is that Australia should maintain car tariffs at their 2000 levels
until 2005 and that this pause would give the industry time to fully adjust to
what I regard as a modest level of assistance (15 per cent) and to stabilise motor
vehicle and parts production to take advantage of emerging domestic and
international opportunities.  It would also provide a breathing space for the
industry to consolidate its competitive position and generate the revenues to
justify the further massive investment necessary to maintain competitiveness.

Such a pause would allow a proper assessment of the intentions of other
countries in terms of assistance to their own domestic industries.  I would not
wish to overstate, however, the export opportunities for both car and component
producers in the region unless and until the tariff and, in particular, non-tariff
barriers of our trading partners begin to approximate those of Australia.

Further assistance reductions post-2005 could then be contemplated by an
inquiry held early next century, which would be in a far better position to assess,
for example, the extent to which 'binding' agreements have been (or are likely to
be) forthcoming from Australia’s trading partners (principally APEC countries),
to the effect that trade in automotive industry products would be subject to only
minimal tariff (and no non-tariff) barriers.  I should stress that keeping tariffs at
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their 2000 levels until at least 2005 would still allow plenty of time (5 years) for
Australia to meet its APEC undertaking, should it become clear around 2005
that other APEC countries intend to meet their commitments.

My suspicion, however, is that within APEC, and even in the context of existing
commitments, automotive products will (in due course) be the subject of
'special' arrangements — much like the arrangements which emerged in respect
of agricultural and textiles, clothing and footwear under the General Agreement
on Tariffs and Trade (GATT).

An inquiry held in, say, 2003 to formulate post-2005 automotive industry policy
would be much better placed than the present one to consider further reductions
in assistance, confident that Australia’s trading partners will be acting in
concert.  Alternatively, it would be much clearer at that stage as to those
countries with which Australia might enter into reciprocal arrangements to
allow trade in automotive products at concessional rates of duty.

I am as confident as I can be that if the APEC countries do agree to essentially
free trade in automotive industry products early next century, and that Australia
is a party to such a decision at that time — rather than acting unilaterally in
advance of it — then such a course of action would, as expressed in this
inquiry’s terms of reference:

•  encourage the development of a sustainable, prosperous and
internationally competitive automotive manufacturing industry in
Australia;

•  improve the overall economic performance of the industry;

•  provide good quality, competitively priced vehicles to the Australian consumer;
as well as

•  honouring the Government's commitment to abide by Australia’s
international obligations and commitments.

Taking an economy-wide view

The Industry Commission (and predecessor body) has made much over the years
of this aspect of its riding instructions — seemingly to the extent that as long as
a particular policy (usually reducing the assistance accorded an industry) held
out the prospect of increasing (real) gross domestic product, then that over-rode
other considerations.  So long as the (net) gains in prospect are significant, it is
difficult to disagree with this position (although I note that the Commission  has
generally come down against compensating losers for changes in government
policy).  I have, therefore, endeavoured to take an economy-wide perspective as
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the basis on which I have reached my preferred position on post-2000 assistance
arrangements for the automotive industry.  That said, consideration of likely
regional economic impacts is not irrelevant in forming such an economy-wide
view.

In this inquiry, the economy-wide gains to living standards in prospect are
estimated by Econtech (in Submission 200) to be of the order of 0.02 per cent,
and may easily turn out to be negative — if, for example, one in ten displaced
car workers is permanently unable to find alternative employment. I regard the
latter prospect to be entirely plausible given the Australian experience with
special labour market programs for those affected by structural change.

Surprisingly, the inquiry majority’s final report persists in quoting figures which
are misleading.  I refer to estimates that consumers paid $1.8 billion extra in
1996 for new vehicles (equivalent to $3400 per vehicle) and that, over the
period 1993-2000, the total would be $13 billion.

Such estimates should be completely discounted as any indicator of the net
effect of the car tariff.  They focus on the negatives of what are a complex series
of effects, and they rely on the assumption that imported and locally produced
cars are perfect substitutes — directly contradicting the imperfect-substitution
assumption that underlies the estimates of effects of reducing car tariffs based
on the Monash model.  The net cost of assistance will be of the order of $50
million in the year 2000 — nothing like the $1.8 billion (in 1996) which the
inquiry majority’s figures seek to imply.  A discussion of the likely net effects
of reducing assistance to the automotive industry can be found in Appendix 1.

Net national gains and regional and adjustment implications
of further cutting car tariffs post-2000

At the national level, the main longer-term issue is the prospective size of the
eventual economic benefit from further reducing car tariffs post-2000.

At the regional level, the main longer-term issue is the eventual effect on the
spatial distribution of economic activity across Australia.

Any estimated long-term benefit to the nation would not be reaped immediately.
Rather, there will be a period of adjustment during which productive resources
move from a declining automotive sector in search of alternative employment.
During this adjustment period there will be a loss of national income and
economic welfare as displaced workers take time to find alternative employment
(in the process incurring retraining and relocation costs), while previously
committed automotive industry investment earns lower returns.
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All these components of costs and benefits need to be brought to common
account in making the appropriate decision on post-2000 assistance arrangement
for the industry.

Net national gains

Work done by Econtech and submitted by the South Australian Government
(Sub 200, p.49) concludes that:

... a reasonable working estimate of the true benefit [of further reducing car tariffs from
15% to 5% post-2000] would be $50 million or 0.02 per cent [of living standards].

This is not much of a prize to justify putting at risk a vital section of Australian
industry.  And such a gain pales into insignificance compared with prospective
gains from other sorely needed reforms (see Table 1 below).

Table 1 Gains in private consumption from microeconomic
reforms  (Per cent)

Reform Gain
Indirect tax reform (a) 3.3
Higher government efficiency (a) 3.2
Higher government business enterprise efficiency (a) 1.6
Higher private enterprise efficiency (labour market reform) (a) 4.6
Lower sustainable unemployment rate (labour market reform) (a) 5.3
Reduce car tariffs from 15% to 5% (b) 0.02
(a) Business Council of Australia (1995), ’Achieving Australia 2010 — 1995 scorecard'.
(b) Section 9 of Econtech report.
Source:: Table 15 of Econtech report (Sub 200, p.53).

Clearly car tariffs are very small beer when compared with the potential gains
on offer from other microeconomic reforms.  In terms of economic reform
priorities, cutting car tariffs should not even be on the microeconomic reform
agenda at the present time.

Other, more important, microeconomic reforms would also, together, greatly
assist the automotive industry in cutting its costs to meet increasing international
competition.  It would be far better to put these reforms in place before further
reducing car tariffs post-2000.  Of course, the car industry would not be the only
beneficiary of comprehensive microeconomic reform — all sectors of the
economy stand to gain.

Regional effects

The Econtech study’s conclusion on likely regional effects (Sub 200, p.34) is:
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Reflecting the concentration of the car industry in South Australia and Victoria, the
proposal to reduce the car tariff from 15 to 5 per cent could eventually result in job
losses of 11,000 in Victoria and 10,000 in South Australia exactly offset (by
assumption) by job gains in the other states.  In South Australia, the job losses would be
about 3,500 in the car industry and 7,500 in non-tradeables industries, partly offset by a
job gain of about 1,000 in other tradeables industries.

These are grim figures, and would have the effect, for example, of increasing
South Australian unemployment by up to 0.2 per cent (with the maximum effect
occurring around the year 2010), as well as leading to accelerating interstate
migration (estimated to peak at around an extra outflow of 1800 persons per
annum around 2012) — see Charts 1 and 2 below (Charts 6 and 7 in the
Econtech report).

Chart 1: Reducing PMV Tariff from 15% to 5% – Effects on SA
Labour Market
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Chart 2: Reducing PMV Tariff from 15% to 5% – Effect on Net
Interstate Migration to SA

Understandably, the involuntary dislocation represented by these figures will not
be welcomed by South Australians or Victorians (nor, I believe, by other
Australians).

It is highly questionable whether a course of action which promises gains
totalling just $50 million per annum can justify such social turmoil and I, for
one, would not accept such a trade-off.

Adjustment costs

Once adjustment costs are taken into account, this already dismal trade-off
becomes dramatically worse.  This is illustrated in Table 2 (Table 16 in
Econtech’s report — Sub 200).

The table represents an attempt to take into account possible adjustment costs —
costs which are generally not taken into account in models designed to estimate
potential long-term benefits of tariff reform.  In these models the assumption is
usually made that labour displaced from the industry in question costlessly
relocates to other, higher-valued uses.

In Table 2, estimated adjustment costs have been converted to an annual
equivalent and subtracted from the corresponding estimate of the (gross) benefit
of varying car tariffs.  The calculations assume that adjustment costs can be
reduced towards zero by extending the duration of the tariff-adjustment process
sufficiently — although this is not completely true because some costs (eg
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relocation costs) would be incurred irrespective of the length of the adjustment
period.  Furthermore, in the absence of effective labour market programs to
retrain and relocate displaced car workers — so that they become productive
again as quickly as possible — the adjustment costs would be substantially
larger than those assumed in the basic net gain column of Table 2.  Indeed, as
noted in the table (see column labelled 'Alt. net gain'), if only one in ten
displaced car workers were never to find alternative employment the net gains
turn negative under all options — implying that freezing car tariffs at 15 per
cent would be the best course of action.

Given Australia’s experience with labour adjustment programs designed to help
workers displaced as a result of government-induced structural change
(including the passenger motor vehicle industry), I consider such an outcome to
be only too plausible.

Thus Econtech’s analysis of the likely effects of reducing car tariffs to 5 per
cent post-2000 casts severe doubt on the wisdom of unilaterally adopting such a
policy.

The conclusion I draw from Econtech’s analysis, backed up by my knowledge
of the industry and evidence submitted to the inquiry, is that it would be folly to
continue to cut car tariffs unilaterally after 2000.  It would decimate a sector of
Australian industry which is rapidly increasing its efficiency — and, indeed, one
showing every sign of being able to meet the competitive challenge — to no
purpose whatsoever.

The industry has the potential to make an increasingly valuable contribution to
the Australian economy in the years ahead.  Why put that potential contribution
at risk at this stage?
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Other policy considerations

While the likely effects of varying assistance for the automotive industry post-
2000 must be a central consideration in formulating future public policy towards
the industry, my views about the rashness of further cutting car tariffs have also
been conditioned by other considerations — which cannot necessarily be
incorporated into economic modelling exercises of the type undertaken by
Econtech for the South Australian Government, and Monash for the Industry
Commission.  These considerations include the following:

•  Assistance is down to of the order of one-tenth of what it was at its peak
— when open-ended protection was offered to car producers via quotas on
imported vehicles; and when component producers benefited from
Government insistence that cars incorporate very high levels of local
content.  As pointed out in Econtech’s analysis, the gains from reducing
tariffs by a given percentage fall significantly as the extent of assistance
becomes less.  In other words, most of the gains from cutting tariffs come
from cutting high tariffs — not from cutting low tariffs.  Thus, for
example, cutting car tariffs from 15 per cent to 5 per cent will yield only
half of the welfare gain from cutting the rate from 25 to 15 per cent.
Indeed, as compared with the very high levels of assistance which have
historically prevailed in respect of car production in Australia, virtually all

(98 per cent)1 of the gains from cutting tariffs down to 5 per cent will have
been secured by cutting tariffs to the 15 per cent levels scheduled to
prevail in the year 2000.  The risk to be faced is that securing the last 2 per
cent of potential gains may come at a very high price indeed — in terms of
reduced domestic automotive production and employment (and subsequent
flow-on effects to other economic activities);

•  The industry has made enormous progress over the last 10-15 years (and
most particularly over the last 5) in terms of productivity and quality gains
— such that, arguably for the first time in its history, the Australian
industry now produces products which are world competitive in certain
market segments with quite modest levels of assistance (particularly in
comparison to Australia's trading partners);

                                                
1 This follows from the observation that the (welfare) cost of a particular distortion (eg a

tariff) is proportional to the square of the extent of the distortion involved (in this case the
tariff); combined with the fact that the Industries Assistance Commission estimated the
tariff equivalent of quotas that protected the industry pre-1988 exceeded 100 per cent.
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•  As a result, many of those involved in the industry are now exhibiting a
degree of confidence about the future which is remarkable given the
history of the industry in Australia;

•  To justify this optimism the industry must continue to achieve productivity
gains of 2-3 per cent per annum (but that will mean continuing to match
recent competitiveness gains rather than doing something which is without
precedent in this industry);

•  The industry is successfully negotiating the difficult transition from an
inward-looking one (which sheltered behind tariff and quota walls and
sold its products domestically) to an outward-looking one — with exports
continuing to grow (in spite of considerable obstacles to such sales in
terms of barriers to trade erected by others), and parent companies
integrating Australian products into their international product and
marketing plans;

•  Automotive production is truly becoming global and government policy
must reflect this new reality — a reality much presaged in the past but one
which has now finally arrived;

•  This inquiry requires the Commission to set Australian automotive
industry policy on a new course for the 21st century and we must seize that
opportunity by considering all factors which are amenable to government
influence — not just tariffs (which are becoming progressively less
important over time) — but more significant issues such as taxes,
microeconomic reform, and the ageing of the carpark;

•  The industry is probably the classic example of the need to achieve a
significant level of throughput to justify the considerable investment
involved in motor vehicle and component manufacture.  Individual
assembly plants need to be producing of the order of 80-100 000 units per
annum (and preferably more) to be viable.  The importance of economies
of scale is almost certainly greater still in the components sector.  If
significant throughputs cannot be achieved in order to be able to spread
fixed costs sufficiently, the Australian industry will eventually cease to
exist — as increasingly mobile capital is attracted to more promising
locations around the world;

•  Apart from the considerable direct and indirect demands made on the rest
of the economy in terms of supplying inputs to the industry and benefiting
from its outputs, there are considerable positive 'externalities' associated
with the automotive industry in Australia (as is the case around the globe).
What this means is that there are large spill-over benefits to manufacturing
industry generally arising from the considerable skills and know-how
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involved in the automotive industry which permeate manufacturing
industry via skills and technology transfer.  This in part explains why the
automobile has come to symbolise the essence of a modern industrial
society, and thus receives favoured treatment in all countries with
domestic automotive industries;

•  Lack of progress on reforming the waterfront and government business has
resulted in some automotive costs — over which manufacturers have no
control — remaining artificially high, thus reducing the industry’s
competitiveness;

•  Lack of progress in negotiating reductions in international trade barriers
(both tariff and, in particular, non-tariff barriers) has reduced the extent to
which the Australian automotive industry can increase volume by selling
its products overseas —particularly in the East Asia-Pacific region;

•  A tax system like Australia’s (especially the wholesale sales tax and
payroll tax components), whose incidence falls disproportionately on
products produced by the automotive industry, has the effect — however
unintentional — of taxing vehicle and component exports; and finally, but
not least

•  The importance of the industry to the Australian economy and, in
particular, to regions where automotive production is concentrated, means
that changes which adversely affect the industry can have serious adverse
national and regional economic consequences.

Transitional assistance arrangements up to the year 2000

Before leaving the topic of tariff assistance, I must express concern about the
possible adverse consequences for automotive industry activity between now
and the year 2000 as tariffs phase down to 15 per cent.  While not necessarily
advocating a halt to scheduled assistance reductions, I believe that the inquiry
majority’s final report should have addressed the likely effects on the industry
of continuing reductions in assistance.

In my opinion, great economic pressure on the industry will occur as tariff rates
are lowered from 25 per cent to 15 per cent.  My reasoning is that the
productivity gains the industry must achieve between now and the year 2000 —
if it is to maintain its competitiveness and viability — will be more difficult to
achieve than hitherto, because all the more obvious cost-cutting/quality-
improving strategies under the control of manufacturers have already been
vigorously pursued.  Further continuous improvement should prove possible,
but such gains are likely to be harder to win.
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I will not be surprised to see the industry struggle to maintain output (let alone
employment) between now and the year 2000.

Econtech’s report suggests that scheduled reductions in assistance between now
and the year 2000 may see net import penetration (ie automotive imports net of
automotive exports) rise from the current level of around 40 per cent to 50 per
cent.  Such a development would sorely test the viability of some existing
domestic automotive activities — and Econtech’s analysis represents, in my
opinion, a realistic assessment of likely developments between now and the year
2000

One has only to consider the course of import penetration over the 1990s (see
Chart 3), and the fact that assistance reductions are to continue at their current
rate, to convince oneself that imports could be accounting for well over 60 per
cent of the Australian passenger motor vehicle market (ie excluding exports) by
the year 2000.

Thus, if existing trends continue, scheduled reductions in car tariffs through to
the year 2000 could well see great pressure placed on the viability of domestic
car assemblers and component producers alike.

Treating equals equally

It is a well-established principle of tariff policy that, in order to avoid
undesirable distortions in production and consumption, goods which users
regard as close substitutes should be accorded similar levels of assistance.

Accordingly, and in view of the considerable evidence tendered suggesting that
serious distortions would thereby result, I am convinced that the proposal
floated in the draft report that tariffs on micro/light cars be reduced to 5 per cent
from 1 January 2001 should be abandoned.  I am further persuaded that, because
they are close substitutes, 4WD vehicles which are predominantly used as
passenger motor vehicles should attract the same rate of duty as cars, with users
being able to claim a post-sale rebate to the extent that they can demonstrate
predominant off-road use.  Similarly, domestically produced 2WD utilities
bought by rural producers for predominantly off-road use should attract the
same sales-tax exemption as is accorded imported 4WDs, with the exemption
reduced by the extent of any on-road use.
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Other options for enhancing automotive industry productivity

Export facilitation and tax issues

Export facilitation has assisted the industry to secure sales of Australian-
produced automotive products and services on overseas markets.  Thus the
export facilitation scheme (EFS) has been successful in assisting the domestic
automotive industry to become more outward oriented, as attested to by
evidence to this inquiry.  It — or something very similar to it (given questions
that have been raised about the scheme's acceptability under World Trade
Organisation rules) — should be an ongoing and important aspect of assistance
arrangements for the automotive industry post-2000.

I am convinced that export facilitation should remain part of assistance
arrangements for the industry post-2000 in order to reinforce the emerging
export-oriented culture of the industry.  However, if its expression in the form
of the existing EFS proves not to be possible (eg because of its unacceptability
under World Trade Organisation rules) equivalent assistance to encourage
exports should be put in place.

An obvious course of action would be to continue with the existing
arrangements unless and until those arrangements are actually found to be in
breach of Australia’s obligations by the World Trade Organisation.
Alternatively, if this course of action was considered impractical, another way
of achieving similar assistance would be to discontinue the EFS, but convert the
revenue forgone into duty rebates leveraged on the local content value of
production for both domestic and export markets by vehicle manufacturers and
component producers.

Alternatives to the existing/modified export facilitation scheme could also take
the form of a wholesale rethinking of the taxation system in order to eliminate
the very adverse consequences present arrangements have in effectively taxing
exports in general, most particularly automotive industry exports.

More specifically, it is proper in the context of this inquiry to highlight the
disproportionate and discriminatory level of tax to which automotive industry
products are currently subject (eg the level of wholesale sales tax as compared
with many other goods and particularly services); and the adverse effects this
has in reducing affordability and thus dampening demand for the products of an
industry which is particularly scale sensitive.
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If fundamental tax reform cannot by undertaken quickly (and this could well
prove to be the case), the next best course of action would be to reduce the
wholesale sales tax on cars in tandem with tariff cuts, so that, for example, both
would be reduced to 15 per cent by the year 2000.  Otherwise, the wholesale
sales tax will be responsible for a greater distortionary impact than the tariff.

In Submission 200, Econtech estimated the distortionary effects of car sales
taxes.  For example, cutting the car sales tax from 22 per cent to 5 per cent with
car tariffs at 15 per cent was estimated to:

•  produce a gain in living standards of $78 million; and

•  see sales of imported cars rise by 10.8 per cent, with sales of locally
produced cars up by 4.3 per cent.

The projected stimulus to local sales is relatively modest because, in the face of
competition from imports and other local producers, there is only very limited
scope for each local producer to absorb any of the sales tax cut into higher pre-
sales-tax prices.

The work done by Econtech also looked at various other combinations involving
cutting car sales taxes and car tariffs.  A variety of potential benefits can be
attributed to reductions in each depending on the order in which the cuts are
made, because of the compounding effect that each tax has on the other.
However, to point out that the prospective benefits from cutting car tariffs are
higher than those estimated by Econtech because of the existence of the sales
tax serves to emphasise the desirability of addressing both distortions
simultaneously.  In Econtech’s work focussing on car tariffs, the compounding
effects of car sales taxes on consumer gains are not so large as to alter the
conclusion that the gain from cutting the tariff is very modest — and could be
negative.  The complicating effects of car sales taxes on consumer gains can
(quite properly in my opinion) be put to one side in the interests of both
simplicity and focusing on the central question.

Importance of other microeconomic reforms

It is one thing to use tariff reductions as a kind of 'Trojan horse' to force the
domestic industry to cut costs and improve the quality of its products — bearing
in mind that this can only work in respect of those costs over which the industry
has some control!  It is quite another for the Federal Government to continue to
cut tariffs when the necessary cost-cutting has to occur outside the target
industry, and especially so if progress has to be made in areas such as
government business enterprises — where governments themselves are
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particularly influential players.  In these circumstances, industry has a legitimate
grievance.

If productivity gains are not made simultaneously throughout the economy, then
those most exposed to competition will merely fall by the wayside to no
purpose, in the process puzzling overseas competitors and governments, who
not only do not see the point, but are more than happy to fill the sales vacuum.

Significant progress on the microeconomic reform agenda is vital if the
automotive industry is to remain viable in the face of tariff cuts already
scheduled between now and the year 2000.  This prospect was held out as a
significant offset for the industry at the time of the last review of the industry by
the Industry Commission in 1990.  Despite the promises and reassurances, the
industry is still waiting for reforms to enhance their competitiveness and,
therefore, to improve their bottom line. The promised tariff cuts have, by
contrast, come inexorably on schedule.

Securing progress in reducing APEC trade barriers for
automotive industry products

The logic is similar in the international arena.  There might always be a prima
facie case (but not necessarily an adequate and sufficient case — as in the
present instance of the automotive industry) that there are gains to be made by
unilaterally reducing protection, the gains will always be greater — possibly
much greater — if other countries reciprocate.  In order to apply pressure to the
reluctant, a country needs something with which to bargain, even if its
stick/carrot is not a particularly big one.

Notwithstanding that the global car industry is dominated by a relatively few
large car companies each attempting to implement a strategy to assemble cars in
and source car parts from wherever costs are lowest, government policies
continue to significantly influence locational decisions.  Government
interventions can lead to the establishment of local production facilities in a
country in spite of this not being the lowest-cost strategy if the intervention had
not been made, or earlier than could otherwise be justified on cost and quality
grounds, if the intervention had not been made.  This does not mean such
strategies are wrong (because they are not least-cost) —  only that car
companies have to factor into their decisions current and prospective policies of
governments around the world.  When it comes to negotiating access to other
countries’ markets, governments are also significant players — and the nature of
the game is that they need some negotiating coin when it comes to prising open
automotive markets that often do not rely on tariffs alone to be kept firmly shut.
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Accordingly, I do not share the inquiry majority’s view expressed in their final
report that “linking Australia’s tariff reform to that of other countries will
reduce Australia’s standard of living” (at least not in relation to this inquiry).
Nor do I share their view that “it is highly unlikely that retaining tariffs on
automotive products as a 'bargaining chip' would benefit Australia in its
international trade negotiations”.  Reciprocity is increasingly being used around
the world to bring pressure to bear to open markets which have been previously
largely closed to goods and services produced overseas, and the vehicle industry
is a good example of international experience on this matter.
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FINDINGS AND RECOMMENDATIONS

Findings

Implications of the increasingly global nature of the industry

Notwithstanding that the global car industry is dominated by a relatively
few large car companies each implementing a strategy to assemble cars in
and source car parts from wherever costs are lowest (provided quality is
acceptable), government policies significantly influence locational
decisions.  Such interventions can lead to the establishment of local
production facilities in a country in spite of this not being the lowest-cost
strategy.  This does not mean such strategies are wrong —  only that car
companies have to factor into their decisions current and prospective
policies of governments around the world.  When it comes to negotiating
access to other countries’ markets, governments are also significant
players — and the nature of the game is that they need some negotiating
coin when it comes to prising open automotive markets that often do not
rely on tariffs alone to be kept firmly shut.

Performance of the domestic industry

The Australian automotive industry has made considerable progress over
the last 10-15 years, most particularly in terms of productivity gains and
increased quality.  Further gains can be made, but they will not be won as
easily as in the past.  A pause in cutting car tariffs once they have fallen to
15 per cent in the year 2000 will give the industry time to fully adjust to
what I regard as a modest level of assistance and to stabilise motor vehicle
and parts production to take advantage of emerging domestic and
international opportunities.  It would also provide a breathing space for
the industry to consolidate its competitive position and generate the
revenues to justify the further massive investment necessary to maintain
competitiveness.
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Environmental and safety issues

It seems reasonable to assume that new vehicles will be subject to
increasingly stringent emission controls/performance standards over time.
What is not so clear is that older cars — which contribute
disproportionately to emission and safety problems — will be subject to
commensurate strictures, partly because of the compliance costs involved.
Perhaps it is time to think laterally about this problem, starting with what
we could learn from overseas experience.  This inquiry has not seriously
grappled with this issue.  Perhaps the task should be the subject of a
separate study.  Lowering the age of the carpark in Australia would help
the industry achieve increased sales, although this should not be the
rationale for action on this front.

Tax issues

The wholesales sales tax already represents a bigger distortion than the
tariff in the case of luxury vehicles and this will soon also be true of all
passenger motor vehicles and parts generally.  While introduction of a
broadly based consumption tax should be a longer term goal, reducing the
wholesale sales tax in line with tariff cuts — so that it does not represent a
greater distortion that the tariff — should be a goal in the short term.

International trade issues

Reciprocity is increasingly being used around the world to at least begin
the process of prising open automotive product markets that often do not
rely on tariffs to be kept firmly shut.  It is in Australia’s interests to become
a player in that game as well, particularly when it comes to APEC
countries.
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Future assistance to the industry

It would be folly to continue to cut car tariffs unilaterally after the year
2000 without both making significant further progress on the domestic
microeconomic reform agenda and eliciting binding undertakings from
our trading partners (particularly APEC countries) that they intend to
reciprocate in terms of corresponding access to their markets.

Export facilitation scheme

Export facilitation has assisted the industry to penetrate overseas markets
with Australian-produced automotive products and services.  The scheme
has been successful in achieving this objective, as attested to by evidence
to this inquiry.  It — or something very similar to it (given questions that
have been raised about the scheme's acceptability under World Trade
Organisation rules) — should be an ongoing and important aspect of
assistance arrangements for the automotive industry post-2000.

Adjustment issues

Even if the prospect of longer-term gains from cutting car tariffs seems to
favour such a policy, the community may in fact be worse off due to the
adjustment costs incurred.  If these costs are high — as would be the case
if displaced car workers are unable to find alternative employment — then
the benefits of cutting car tariffs could well be outweighed by the costs
incurred by those adversely affected by the policy.  If that is the case, then
it makes no sense to pursue a policy of further reducing car tariffs.
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Recommendations

Assistance arrangements from January 2000

Recommendation 1
Tariffs on passenger motor vehicles, original equipment and replacement
components be maintained at 15 per cent until 2005, with a review to be
held in, say, 2003 to consider post-2005 assistance arrangements for the
industry.

Recommendation 2
The export facilitation scheme be maintained unless and until it is ruled to
violate Australia’s obligations under the General Agreement on Tariffs
and Trade.  If untenable, the scheme should be replaced by arrangements
with similar assistance effects.

Recommendation 3
There be no concessional tariff treatment for micro/light cars; 2WD
utilities be accorded concessional sales tax exemptions (with the
exemption being partial to the extent that such vehicles are not confined to
on-farm/off road use); and that private buyers of 4WD vehicles proved
their eligibility for concessional tariff treatment by demonstrating the
proportion of off-road use.  The tariff on 4WDs primarily for on-road use
should be set at the prevailing tariff for passenger motor vehicles.

Taxation

Recommendation 4
The wholesale sales tax on passenger motor vehicles be reduced in concert
with the tariff so as to reach 15 per cent by the year 2000.
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1 IMPLICATIONS OF THE INCREASINGLY
GLOBAL NATURE OF THE INDUSTRY

Notwithstanding that the global car industry is dominated by a relatively
few large car companies each implementing a strategy to assemble cars in
and source car parts from wherever costs are lowest (provided quality is
acceptable), government policies significantly influence locational
decisions.  Such interventions can lead to the establishment of local
production facilities in a country in spite of this not being the lowest-cost
strategy.  This does not mean such strategies are wrong —  only that car
companies have to factor into their decisions current and prospective
policies of governments around the world.  When it comes to negotiating
access to other countries’ markets, governments are also significant
players — and the nature of the game is that they need some negotiating
coin when it comes to prising open automotive markets that often do not
rely on tariffs alone to be kept firmly shut.

The increasingly global nature of automotive production and trade means that
firms have increasingly developed worldwide sourcing and distribution
strategies for their products.  By the same token, government interventions
continue to have a powerful — sometimes decisive — influence on the
locational and sourcing decisions of automotive companies.

There is plenty of supporting evidence for the pervasive role government
interventions have played in influencing both where production facilities have
been located and (partly as a consequence) the evolving pattern of trade in
automotive products and services.

The US, Europe and Asia spring readily to mind.

1.1 The automotive industry policies of other countries

When Japanese imports threatened the viability of leading local producers in the
1970s and 80s, the US Government responded by insisting on so called
'voluntary export restraints' on Japan’s part.  One consequence was that
'transplant' operations were set up by Japanese producers in America to continue
to have access to the US market notwithstanding the import restrictions.  Even
today, statistics on the US auto industry separately identify the activities of these
'transplant' production facilities.  In due course, Japanese car companies may
well have freely chosen to produce cars in the United States, but few would
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doubt that US Government’s imposition of 'voluntary export restraints' action
hastened those decisions.

When similarly threatened, the European Union responded by imposing quotas
on imports of Japanese cars.  Again, such government action saw Japanese
producers respond by setting up operations in various European locations.

Closer to home (and more recently), many Asian countries contrive in various
ways (eg by non-tariff if not by tariff means) to restrict imports of motor
vehicles and parts — in hopes of establishing and/or maintaining domestic
production in what they regards as a vital manufacturing industry.  For example,
in 1996, imports accounted for just over 6 per cent of the Japanese vehicle
market.  In spite of the 1995 US-Japan Automotive Agreement (designed to
increase foreign producers’ access to the Japanese market), a recent American
Automobile Manufacturers Association (AAMA) Japan Report submitted by
Ford stated that:

AAMA’s member companies have been making extraordinary efforts to recruit dealers,
but many dealers still fear retribution for handling imports.

Korea provides another example, with import penetration at an extremely low
0.44 per cent in 1995 rising very modestly to 0.6 per cent in 1996 — provoking
the US Commerce Department view that “Korea remains the most closed
market of the major world auto producers ...” (Background papers on Korean
Market Access Issues supplied by Ford).  As Toyota pointed out in its
submission (Sub 106, p.ii):

Even such huge markets as the European Union and the USA retain tariff levels that
they consider appropriate to support their domestic industry.  For example, the US has a
25 per cent duty on imports of light trucks (which in that country are particularly close
substitutes for passenger motor vehicles).

A better characterisation of the increasingly global nature of the industry is that
the car majors seek to put in place strategies to source vehicles and components
from the lowest cost source taking into account current and prospective
government policies towards the industry.  The latter may well see
establishment of local production facilities in a country in spite of this (in the
absence of government intervention) not being the least-cost strategy from the
point of view of individual firms (eg because alternative sourcing patterns
would lead to lower costs and/or increased quality).  Such strategies — which
take account of government policies — will still be optimal from the perspective
of automotive firms, even though they may not involve least-cost/high quality
sourcing in the absence of government interference.

According to the Industry Commission’s worldview, such behaviour on the part
of a country — whether it be essentially defensive (as in the case of the US and
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Europe) or aggressive (as in the case of some Asian countries seeking to
establish themselves as significant automotive players on the world scene) — is
inexplicable, since it means that domestic consumers must pay above world
prices for motor vehicles.

Industry Commission reckoning on the costs and benefits involved seems to
always favour unilateral dismantling of trade barriers on Australia’s part, on
grounds that consumers are bound to be better off (since they will have access to
the cheapest possible products and services).  However alluring and simple such
a proposition might be, it fails to take account of the particular circumstances of
this inquiry, including possible offsetting effects — for example the likelihood
that at least some of the price falls may never eventuate because of induced
devaluation of the exchange rate necessary to generate sufficient additional
exports to make up for increased automotive imports.

While I agree that protecting local industry with high tariff walls is indeed
counterproductive, justifying unilateral action to get assistance down to modest
levels, I do not agree with carrying the proposition to its logical extreme for
many reasons, including reasons to do with the global nature of the industry.

What might these other countries know that we apparently do not when it comes
to the general cut and thrust of world trading relations and the implications for
other countries’ automotive industry in particular?  Can it really be the case that
so many governments just do not know what is in their peoples’ best interests?

I would suggest that one important reason for a country — particularly a small
one — to extend a modest level of support to its car industry is to set up the
preconditions so that it at least becomes possible for the local industry to
become a player (however modest) on the world stage.

In the presence of significant 'fixed' costs (represented by the nature and extent
of the capital necessary to be employed in the vehicle industry) plus the variable
costs attributable to each unit of production (eg assembly of an individual car), a
common strategy adopted by firms is to seek to recover fixed costs with
domestic sales while marginally costing exports.  Such a strategy can be
underpinned by modest tariff (or non-tariff) barriers protecting local sales.  So
long as at least one major exporting country adopts such a pricing strategy the
'world price' for cars will be such as to just cover variable costs; and those not in
a position to adopt the same pricing strategy will struggle to secure international
(and even domestic) sales.

Thus, a manufacturer’s ability to exploit size/scope economies can be
inexorably linked with modest government assistance in its domestic market.
Otherwise, even domestic sales success may not be possible.  Of course, if
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protection is set too high, car companies will only seek domestic sales — and
domestic fragmentation of the industry will be the result.

Nor is it the case that component producers can locate wherever they please,
because they are free to export all over the world.  Without exception,
component producers gave evidence to the effect that they are only here because
of the presence of vehicle manufacturing; and that their future operations in
Australia would be doubtful should Australian assembly facilities close down.
This is a perfectly understandable position.  Without local sales acting as an
underpinning for the business, exports (because they generally have to be
marginally costed to win the business) will rarely generate sufficient revenues to
earn an acceptable rate of return on the necessary investment.

Ford contrasted domestic policies toward the automotive industry with the
approaches taken by other countries as follows (Sub 107, p.3):

Australia’s trading partners are taking hard nosed, pragmatic policy positions to ensure
their auto industries receive the appropriate levels of assistance to remain viable and to
gain the benefits of investment, employment, innovation, growth, a favourable balance
of payments and, ultimately, wealth creation.  Auto manufacturing is seen as a strategic
industry both in the mature and newly industrialising economies, and Australia must
offer a competitive Car Plan if auto manufacturing is to continue.

1.2 Globalisation and investment

Vehicle and component manufacture is increasingly a global business, with
producers in different countries competing for scarce and mobile capital to
update/replace existing products and establish new ones.

As Ford points out (Sub 107, p.4):

... automotive investment beyond 2000 will be driven by the relative attractiveness of
particular investment locations as part of the globalisation process … Automotive
investment funds are both scarce and hotly contested between countries, and unless
Australia has an internationally competitive investment environment, this investment
will be redirected offshore”.

Toyota’s view on Australia’s attractiveness as a location for automotive industry
investment was as follows (Sub 106, pp.iii-iv):

While it is true that Australia has some powerful advantages as a location for
automotive production, it also has equally strong disadvantages such as low market
growth, a distorted indirect tax system, lagging micro-economic reform and lack of
access to important growth markets in Asia.

The major and consistent efforts being made by many Asia-Pacific nations to develop
their own automotive industries has made the level of competition for internationally
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mobile automotive investment more intense than ever.  It is misleading to contend that
decisions on investment in Australia are mainly based on criteria other than the level of
tariff protection.

A pause in the automotive industry tariff-cutting process would send an
important signal to other countries concerning continuing government support
for the sector in Australia.  This could be decisive in terms of securing the next
round of model investments in Australia.  Perceptions of government attitudes
towards the industry matter in the boardrooms around the world where
automotive industry investment decisions are made.

1.3 Implication for the Australian automotive industry

To my mind, Holden summed up the implications of increasing globalisation of
the industry for local producers (Sub 111, p.32-33) pretty well:

It is true that Australia has access to a number of large markets.  However, these are not
located in Asia and hence are not the most likely to be allocated to an Australian
subsidiary by an international car company.  There are sound reasons for this regional
approach to market allocation.  The most important of these are logistical costs,
brand/product rationalisation issues, and compatibility with global production strategies
of parent companies.  It makes little sense to permit fragmentation of brands and
product offerings within your own stable.  All this can do is add to brand promotion and
advertising costs, and promote instability.  For these reasons multinational companies
often prefer to organise on a regional basis.

The best opportunities Australian subsidiaries have to export, are into Asian markets.
As the Commission notes, in many instances this brings us up against significant trade
barriers.  Given complementary goals and national strengths, the problem may be
susceptible to solution by negotiation and discussion.  Holden submits that this is the
best chance we have to develop a constructive solution.

Successful negotiation requires a close alliance between industry and government.  This
will most likely require further improvement in the existing arrangement.  Trade
negotiations are at present dealt with as a technical issue for experts, with industry
consultation concentrated on fairly narrow, specific points.  There is no doubt that the
negotiations will remain both highly technical and specialised.  Very likely they will
also be somewhat sensitive and therefore not well suited to extensive consultation once
the process begins.  At the same time, any initiative at the overall regional level will
necessarily cover a lengthy period of time.  This implies that the concept of consulting
industry before beginning, then proceeding to the end before seeking comment on firm
proposals, is not ideal.  Some degree of coordination along the way would have
considerable value.

The increasingly global nature of the automotive industry, and the role
government policies play in decision-making in the industry, mean that industry
policy continues to play an influential (if not necessarily decisive) role in the
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location of automotive investments around the world.  To my mind, there is no
reason why Australia could not continue to attract its share of automotive
industry investment — provided Australian governments demonstrate ongoing
support for the industry here.  In part, my recommendations are designed to send
the right signal in this regard.
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2 PERFORMANCE OF THE DOMESTIC
INDUSTRY

The Australian automotive industry has made considerable progress over
the last 10-15 years, most particularly in terms of productivity gains and
increased quality.  Further gains can be made, but they will not be won as
easily as in the past.  A pause in cutting car tariffs once they have fallen to
15 per cent in the year 2000 will give the industry time to fully adjust to
what I regard as a modest level of assistance and to stabilise motor vehicle
and parts production to take advantage of emerging domestic and
international opportunities.  It would also provide a breathing space for
the industry to consolidate its competitive position and generate the
revenues to justify the further massive investment necessary to maintain
competitiveness.

2.1 Importance of the industry

The industry is a technology and skills leader

Ford listed the following as indicative of the nature and importance of the
automotive industry to Australia (Sub 107, pp.11-12):

•  [it] lies at the heart of Australia’s production engineering capability;

•  the industry is the leading volume manufacturer of a complex product.  It is one
of Australia’s few large scale (OEM) industries.  The industry has powerful
technology linkages to world centres of automotive design and production;

•  it provides a channel by which new knowledge is introduced into the wider
production system and a driver of the creation of knowledge by supplying
industries;

•  [it] is a 'University' of advanced manufacturing methods and technologies;

•  it provides a base-load of key capabilities and contributes disproportionately to
the creation of the skills base which is then available to the economy generally;

•  no other manufacturing industry matches the contribution the automotive
industry makes to the economy in terms of technologies, skills and the base load
for the manufacturing industry;

•  [it] has widespread and significant linkages to many other industries, including
steel, aluminium, glass, plastic, rubber and paint;

•  there is a significant number of products for which the automotive industry is a
major user;
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•  [it] is vital to a number of smaller industries, enabling many to produce at a scale
and scope that provides benefit to other users;

•  [it] is a particularly demanding consumer.  In many industries where the
automotive sector is not the largest customer, it is the ’leading edge’ customer
driving higher levels of performance; and

•  the linkages of the auto industry are both quantitatively wider reaching and
qualitatively of greater intensity than in other manufacturing industries, thereby
increasing the likelihood of spillovers.

On the subject of spillovers, Ford claimed (Sub 107, p.14) that:

The spillovers in car manufacturing have a significant multiplier effect in the wider
community and provide the core that enables many component suppliers with other
non-automotive activities to remain viable.  Car manufacturing also confers substantial
spillover benefits to educational institutions both in terms of provision of technology
and curriculum development for wider use.  Ford’s Product Development function has
been involved in collaborative technology developments with both the Melbourne
University and Deakin University Engineering faculties.

Toyota also pointed out that the best-recognised examples of externality-type
spillovers associated with the automotive industry had to do with technology
and skill transfers (Sub 106, p.9):

The automotive industry is a major user of advanced manufacturing and other
technologies — it is the biggest single user of robotics and CAD/CAM systems.  It is
highly likely that through the demonstration effect and the development of a skills base
that the automotive industry increased the rate at which new technology is adopted in
the economy.  As noted by the Commission, it is likely this increased rate of adoption
generates external benefits.

The industry enjoys strong community support

As Ford also noted (Sub 107, p.13) there is widespread community backing for
the industry:

Both anecdotal and empirical feedback strongly suggests that there is wide recognition
for the contribution of automotive manufacturing to the Australian economy and also
wide community support for the retention of the automotive manufacturing industry.
An ANOP national survey of motorists in 1995 commissioned by the Australian
Automobile Association (AAA) and published as the “Motorists Priorities and
Attitudes” report found that 72 per cent of respondents supported tariff protection of
the Australian car industry and, in fact, saw that as a far stronger issue than the
possibility of cheaper imported cars (14 per cent strongly in favour, 10 per cent slightly
in favour).2  A similar outcome resulted from an opinion survey of RACV members
published in February 1997 in the RACV Royal Auto magazine.

                                                
2 Interestingly, the AAA and the NRMA were among the very few inquiry participants in

favour of the majority opinion to cut tariffs to 5 per cent by 2004 — a position which does
not appear to reflect the sentiments of their membership.
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Ford Australia’s own syndicated research through Roy Morgan shows that car
manufacturing ranks second in a group of eleven industry sectors (after the mining
sector) where respondents were asked which industries were doing a good job for
Australia.  Car manufacturers, for example, ranked ahead of food, chemicals, banks, oil,
insurance, finance and pharmaceutical.

The community’s perception of public policy is extremely important and these surveys
bear out the community support for the automotive industry.

2.2 Investment

If Australia is to retain a prosperous and sustainable automotive industry into
the 21st century, it must not only be an attractive location for the next round of
new model investments, but continue to remain so.

2.3 Industry profitability

Investors provide investment funds on the expectation of earning satisfactory
returns.  To the extent that such expectations are conditioned by the profitability
of past investments in the automotive industry in Australia, there are grounds
for concern.  Ford (Sub 107, p.6) summed up the industry’s experience as
follows:

Since the commencement of the Button Car Plan in 1984, the PMV manufacturers have
experienced low and volatile profitability and a return on sales that is not generally
supportive of new investment.  Car manufacturers have progressively reduced costs to
meet the effects of tariff reductions, and have increased productivity.  Ford is of the
view that further cost improvements will be extremely difficult to obtain and given
Australia’s scale impediment, the tariff reductions will only serve to reduce local
manufacturer viability.  Critical mass is a key driver of profitability with 80,000
Falcons per annum required to break even.  Last year Ford produced just over 102,000
Falcon family vehicles (including export), however, this volume fell to 60,000 in 1991
contributing to a record loss of $(113) million.

2.4 Productivity record of the industry

The evidence presented in the inquiry majority’s final report on the productivity
record of the automotive industry in Australia (as compared with its own past
and with that of other countries) is unconvincing.  As someone with a long
association with the industry, the figures presented not gel with my own
experience and observations over many years.  By the time one has attempted to
convert the myriad outputs of the automotive industry to an equivalent number
of 'standard cars' on the output side, and interpolated for missing data (eg for net
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capital usage) on the input side, it is very doubtful if the total factor productivity
measures presented in the majority final report are at all meaningful.

Furthermore, the figures presented in the inquiry majority’s final report are
confined to physical or technical rather than economic measures (or, in some
cases, an uneasy combination of both).  To illustrate the difference, take the case
of the number of hours it takes to assemble a car.  If we are told that it takes 10
per cent more time in Australia than in some competitor country to assemble a
'standard' car that gives the impression that we are a long way off the
competitive pace.  If, however, it is also the case that Australian workers' hourly
rates are 10 per cent lower than those earned by our competitors (with the
comparison being made in a common currency), then we are level pegging —
since the labour cost per car produced would be the same.  In this respect it is
valuable to note Toyota’s claim (Sub 106, p.3) that:

In any event the number of manhours needed to assemble cars is not a good indicator of
cost competitiveness.  Labour costs per hour are significantly higher in the USA and
Japan than Australia and as shown by the BIE (1996) the total labour costs to produce a
standard vehicle were lower in 1993 in Australia than in the USA and Japan.

To my mind, there has been literally a revolution in the workplaces of a great
majority of automotive industry companies, representing enormous progress as
compared with 10-15 (and even 5) years ago.  As a person who has spent a large
part of his working life in this industry, I can honestly assert that the workplaces
of today are vastly more productive than they were in the past.

That said, the industry cannot afford to be complacent (and it knows it).  The
quest for increased productivity is a never ending one.  Further, my feeling is
that future gains will not be so easily won as in the past.  I note that in their draft
report submissions car and parts producers tended to agree with this assessment.
Nevertheless, relentless competition should ensure that 'continuous
improvements' in productivity will continue to be secured (rather than quantum
leaps).  Evidence submitted and my observation of the current state of the
industry convince me that further productivity gains of a few per cent per year
(which is the sort of progress that will have to be made to offset scheduled tariff
reductions through to the year 2000) can probably be won in the case of many,
but not all, firms in the industry.

Views of the industry

Ford believes that its Australian operations have significantly closed the
productivity gap between themselves and the world’s best — particularly given
the scale impediments of local manufacturing (Sub 107, p.7):
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Labour productivity, in particular, has seen improvements in recent years with the
introduction of the Enterprise Bargaining Process, Natural Work Groups and extensive
education and training programs.  Further improvements will be sought as part of the
continuous improvement process but will be progressively more difficult to achieve.
Empirical measures of labour productivity will have a gap to world best consistent with
the lower volume of Australian plants — and this gap will only close with either large
capital investment into automation or significant scale increases.  Capital productivity
has also improved markedly in recent years but, once again, while Ford is investment
efficient in Australia, the local volume of 80-100,000 units per annum makes it
extremely difficult to deliver a comparable fixed cost per unit to say Taurus/Sable with
a combined annual volume of 400,000 plus.

According to Ford, the number of vehicles produced per employee has
improved from 10 in 1990 to 16.6 in 1996, with the hours to assemble a Falcon
now at 24.7, a figure comparable with Holden’s whose 24 hours puts it in the
best third in the GM world (and they plan to be at world best, 20 hours, by
2000).  The fact that Ford and GM’s Australian plants rank so highly, given
their scale impediments,3 is indicative of the progress that has been made in
recent years (Sub 107, p.27).

Ford summarised its view on productivity in the following terms (Sub 107,
p.34):

Significant cultural change has taken place in the workplace since 1990 [when the
previous IC review of the industry took place] through the Enterprise Bargaining
Agreement process, Natural Work Groups, and education, training and development of
our employees which has seen large gains in labour productivity.  Capital and supplier
productivity have also increased significantly.  The results have been substantial
increases in quality and productivity, largely closing the gap to world best practice.
Further improvements are possible, and will be sought, although not of the quantum
experienced during the past six years.

Toyota’s view on productivity were as follows (Sub 106, p.2):

The Commission’s report confirms the substantial increase that has occurred in
productivity since the 1990 review.  In Toyota’s case the number of manhours required
to assemble a Camry has fallen from about 32 in 1990 to 24 in 1996.  The target is to
reduce the manhours to 21 hours.

The gains in productivity reflected in this measure represent the outcome of a complex
of factors which include:

•  investment

•  plant rationalisation

•  new product and manufacturing technologies

•  human resources management policies

                                                
3 To put this in perspective Ford world wide produced 19 vehicles per employee in 1995

versus 15 in Australia.
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It is not possible to make a precise allocation of the relative importance of these factors.
There is, in practice, a high degree of interdependence between the elements of the
strategies being implemented to increase efficiency, improve quality and lower costs.
This situation is not unique to the automotive industry.

2.5 Importance of economies of scale and scope

Size economies, and the desirability of operating plant and equipment at or near
design capacity, carry implications for various aspects of the inquiry, such as the
significance of modest levels of assistance, for example by way of a modest
tariff on imports.

Take pricing.  In the presence of significant ’fixed’ costs (represented by the
nature and extent of capital employed in the industry) plus the variable costs
attributable to each unit of production (eg assembly of an individual car) a
common strategy adopted by firms (as I argued earlier) is to seek to recover
fixed costs with domestic sales while marginally costing exports.  Such a
strategy can be underpinned by a modest tariff (or non-tariff) barrier protecting
local sales.  So long as at least one major exporting country adopts such a
pricing strategy — and the presence of excess capacity further encourages
adoption of such a strategy — the 'world price' for cars will be such as to just
cover variable costs; and those not in a position to adopt the same pricing
strategy will struggle to secure international (and even domestic) sales.  Thus, a
manufacturer’s ability to exploit size/scope economies can be plausibly linked
with modest government assistance in its domestic market and is one way
governments can ensure that domestic producers can participate in an
increasingly globalised automotive industry.

Take costs (the obverse of the above argument).  Clearly, average production
costs per unit will be higher in the case of, say, an Australian car manufacturer
unable to exploit available economies of scale as compared with an overseas
counterpart in such a position (eg either because of the sheer size of the
overseas market or, perhaps, because marginally costing exports yields the
required throughput).  In the absence of the taxing effects of, say, a tariff on
imports, marginally costed imports will progressively erode the scale economies
available to the Australian manufacturer, forcing unit costs progressively higher.
Thus, as tariffs are progressively reduced, at some point, no Australian
production will be viable — so that manufacturing ceases domestically.  Thus
the viability of the Australian automotive industry is progressively threatened to
the extent that increasing imports jeopardise the attainment of scale economies
that would otherwise be available to domestic producers.  As before, the ability
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to exploit size economies becomes linked to the availability of modest levels of
assistance.

I accept that there is the real risk that, if domestic production is too highly
assisted, the incentive to export disappears and what will happen is that
domestic import substitutes will proliferate behind protective tariff walls.  In
such circumstances (which have prevailed in Australia in the past), community
welfare is reduced because consumers are forced to pay far above world prices
for products of the automotive industry.

What I do not accept is that, in the presence of size economies, completely free
trade in the products of such industries is the optimal policy for a small country
such as Australia to pursue.

Some people might argue that, in that case, losing an assembler or two may be
all to the good — the surviving producers would enjoy increased economies of
scale.  Is there anything in this proposition?

First, it is not at all clear that the surviving domestic assemblers would
necessarily win the sales of those falling by the wayside.  Indeed, Econtech’s
analysis suggests that reducing car tariffs to 5 per cent may well see two exits,
with the two remaining producers having about 35 per cent of the market,
similar to the existing market share of Holden and Ford.  Under that scenario
there would be no access to increased economies of scale on the part of
assemblers.  Indeed the situation would be worse than under the status quo when
original equipment and aftermarket producers are factored into the equation.
Economies of scale are probably more important for component production
(where essentially the same widget is being produced en masse) than for car
assembly.  Since many component producers sell to all four assemblers, access
to economies of scale depend more on total sales of locally produced cars than
on sales to any individual producer.  Cutting tariffs, by shrinking local car
assembly, leaves local component producers with smaller production runs and,
therefore, reduced economies of scale.  So, in my view, the proposition that the
surviving Australian automotive industry would enjoy increased economies of
scale is open to considerable doubt.

Of course, leaving car tariffs at 15 per cent is not going to create any economies
of scale either.  But what it can do is enable local producers to cover most of
their fixed costs with domestic sales, leaving them with the ability to marginally
cost exports (as everyone else is doing), and so boost throughput.  Both
assemblers and component manufacturers know full well that they will have to
export more and more to remain viable (eg by achieving economies of scale).
What a modest level of assistance will do is provide them with a critical mass,
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domestically, and an ability to match world prices in both cars and
componentry.

2.6 Likely state of the industry in the year 2000

In its last review of the industry in 1990, the Industry Commission did not
hesitate to project the likely implications of adopting its recommendations.  By
contrast, in addressing itself to post-2000 car policy the draft report eschews any
discussion of the likely evolution of the industry between now and 2000.  By
doing so, the draft report implicitly assumes that the industry will remain viable
over the intervening period.  This is by no means certain, as those whose future
is at stake point out.  For example, Ford contended — both in its initial
submission and its one on the draft report — (Sub 107, p.5) that:

… the industry faces intense competitive pressure at the current tariff level of 22.5 per
cent and that its viability at 15 per cent is by no means assured.  The remaining four
years of the current car plan hold significant uncertainties, particularly in the level of
imports, market growth, export success and the level of local manufacturing volume.
Local manufacturers only had 47 per cent of the total market in 1996 versus 85 per cent
as recently as 1987.  If import growth continues at its current rate into an essentially
static market, local manufacturers could have as little as 30 per cent of the market left
by the year 2000.

Mitsubishi’s view (Sub 104, p.5) was that:

Maintaining competitiveness in export markets, intense competition between domestic
vehicle producers and the demands of shareholders for an adequate return on funds are
now the primary motivating factors in an industry which is well aware that it is fighting
for survival, even if tariffs are maintained at 15% for a period after 2000.

In the inquiry majority’s final report the only view offered is:

The Commission finds it difficult to reconcile Mitsubishi’s pessimistic view of the
future of the Australian automotive industry with the positive outlook of Ford, Holden,
and major component manufacturers, or with the facts of the marketplace.

In fact, this finding is unsound because the quote is out taken of context and is,
therefore, irrelevant to the real (hypothetical) question:  what would happen to
the industry if the only influence was the scheduled tariff reductions between
now and the year 2000.  What participants were commenting on were expected
developments taking into account all likely influences — not just the tariff.

2.7 Constructive economic engagement with Asia

As Ford pointed out in its submission (Sub 107, p.2):



MINORITY REPORT:  I.E.WEBBER

445

Currently, only 10 per cent of Australia’s automotive exports go to ASEAN countries
who are Australia’s natural geographic partners and with whom, under APEC, Australia
is seeking to further its economic ties.

More clearly needs to be done to gain access to the burgeoning markets for
automotive industry products in Asia.  That is where the future of the local
industry is, not just continuing to sell cars and parts domestically into a mature
market increasingly contested by imports.  The Australian Government needs to
play its part in negotiating access to what remain largely closed markets at this
stage.
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3 ENVIRONMENTAL AND SAFETY ISSUES

It seems reasonable to assume that new vehicles will be subject to
increasingly stringent emission controls/performance standards over time.
What is not so clear is that older cars — which contribute
disproportionately to emission and safety problems — will be subject to
commensurate strictures, partly because of the compliance costs involved.
Perhaps it is time to think laterally about this problem, starting with what
we could learn from overseas experience.  This inquiry has not seriously
grappled with this issue.  Perhaps the task should be the subject of a
separate study.  Lowering the age of the carpark in Australia would help
the industry achieve increased sales, although this should not be the
rationale for action on this front.

3.1 Emission controls for vehicles in service

It seems safe to assume that new vehicles will be subject to increasingly
stringent emission controls/performance standards over time.  What is not so
clear is whether vehicles in service will be subject to commensurate strictures,
partly because of the compliance costs involved.  Yet to insist on the one while
tolerating laxity in the other makes little sense in terms of addressing emission
problems in any sensible fashion.  Maybe it is time to study the efficacy of other
possible approaches.

Holden’s views on the various issues are interesting (Sub 111, pp.35-36):

Our previous submission pointed out that the age, and continued ageing, of the
passenger fleet implies adverse outcomes in terms of environmental quality and
consumer safety.  New ADRs [Australian Design Rules] continue to be introduced with
the aim of improving these outcomes.  This imposes costs on the industry and on new
car buyers.  Consideration ought therefore to be given to whether this is a balanced
approach.  It may be more cost effective to address certain vehicles already in service
than to focus solely on new cars entering the fleet.

We have certainly not proposed that older cars be attacked on environmental or safety
grounds as a means to increase new car demand.  In particular, Holden does not support
a Japanese-style forced removal of good cars from service simply so that we can sell
new ones that are somewhat better.

Holden has pointed out, however, that some old cars provide a disproportionate share of
noxious emission, fuel wastage, and occupant hazard.  If the improvement of air
quality, energy efficiency and personal safety are important national goals, then
consideration should be given to whether the “tall poppy” contributors to the problem
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should be addressed.  The issue should be addressed on cost effectiveness grounds, as a
means to deliver a benefit.  If the same benefit can be delivered at lower cost by further
regulating the contribution made by new cars, then we accept that.  However we doubt
that this is the case.

3.2 Is it worth trying to get old cars off the road?

Ford (Sub 107, p.43) submitted that the Australian car park — at an average age
of 10.6 years — is the oldest in the western world (US 7.7 years, France 6.8,
Germany 6.8, Canada 6.2); and that the ageing of the fleet has accelerated in
recent years, raising significant environmental, safety and industry policy
concerns.  Ford referred to a recent CSIRO study sponsored by the NRMA
which estimated “that people in old cars are almost twice as likely to die on the
road as those in newer model cars.”

Scrapping old cars would also reduce the adverse environmental effects of
automobile emissions, particularly in urban areas experiencing air quality
problems.  For example a 1992 US study found that:4

Although cars of 1971 and earlier vintage made up only about 3.4 per cent of the auto
fleet in 1990 and were driven less than 2 per cent of the miles, the Environmental
Protection Agency estimates they created at least 6 per cent of the hydrocarbon
emissions, 7.5 per cent of the carbon monoxide, and 4.7 per cent of the nitrogen oxides.
Further, because older cars generally are much less fuel efficient than new ones, they
burn a disproportionate share of gasoline and thus are responsible for a similarly large
share of the environmental, economic, and national security effects of gasoline use.

In fact, there is mounting interest (eg in the US and elsewhere) in programs to
retire old cars.  For example, the Union Oil Company (Unocal) has
demonstrated a successful program to retire 1970 and earlier vintage cars in the
Los Angeles area, removing nearly 8400 old cars by buying them from their
owners for $700 each and scrapping them.  Such initiatives are seen as
complementing (or partially substituting for) ever-more-stringent new source
emissions standards for vehicles and industry.

One way of funding a program to retire old cars would be to increase the price
differential between leaded and unleaded fuel, perhaps with the long-term
objective of phasing out leaded fuel altogether, as other countries such as the
US, Canada, Japan, Brazil, Austria and Sweden have already done.  Another
possibility would be to use some of the environmental funds earmarked from the

                                                
4 U.S. Congress, Office of Technology Assessment, Retiring Old Cars:  Programs to Save

Gasoline and Reduce Emissions, OTA-E-536 (Washington, DC: U.S. Government Printing
Office, July 1992).
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partial sale of Telstra, with such a program having to compete with others on
cost-effectiveness grounds.

While it is not clear that providing financial incentives to get old cars off the
road is the most appropriate response, it is surely worth looking into in a more
comprehensive way than has been possible in this report.



THE AUTOMOTIVE INDUSTRY

450



MINORITY REPORT:  I.E.WEBBER

451

4 TAX ISSUES

The wholesales sales tax already represents a bigger distortion than the
tariff in the case of luxury vehicles and this will soon also be true of all
passenger motor vehicles and parts generally.  While introduction of a
broadly based consumption tax should be a longer term goal, reducing the
wholesale sales tax in line with tariff cuts — so that it does not represent a
greater distortion that the tariff — should be the goal in the short term.

The car industry is subject to relatively high taxation compared to most other
goods and (especially) services.  Indeed, in terms of its distortionary effects on
production and consumption, the wholesale sales tax (WST) of 22 per cent
applying to passenger motor vehicles, light commercial vehicles and
components and 45 per cent in respect of the balance of the wholesale price in
excess of $36 995 in respect of luxury vehicles will be greater than the tariff
from next year onwards (the tariff is scheduled to fall to 20 per cent in 1998).

Replacing the wholesale sales tax with a broadly based consumption tax would
increase the international competitiveness of the Australian industry and is
likely to reduce the depressing effect of indirect taxation on vehicle demand.
But acknowledging this important point effectively ducks the problem.

It would be hard to sustain a recommendation for so fundamental a change in
Australia’s taxation system in the context of an inquiry into the automotive
industry.

A clear and cogent case can be made to reduce the wholesale sales tax on
passenger motor vehicles so that it is more in line with the tax treatment of most
other goods and services.  Indeed, the same logic that justifies cutting tariffs
(since they, too, are a tax) applies a fortiori to the WST, which will soon
represent a bigger distortion than the tariff.

Reducing the WST — for example, in line with the tariff, so that it would be 15
per cent by the year 2000 — would make a lot of sense.  It would also have the
advantage of increasing the affordability of cars and the resulting stimulus to
demand would have the desirable effect of lowering the average age of the
carpark.  Of course, domestic car and parts producers would have to compete
with imports for a share of what would become an expanded Australian market
for automotive products.  But any increase will boost capacity utilisation and so
reduce unit production costs — in the process helping the local industry
compete against imports.
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Taxing times for cars

Ford claimed (Sub 107, p.6) that a locally produced car has a higher total of
government taxes in its on-road cost than does an imported car.  “[A] Falcon
GLi contains around $10,000 in taxes and charges (about 31% of its on-road
cost) which compares to $6000 in the US-produced Taurus GL.  The main
difference [in price] is wholesale sales tax — $4360 on a Falcon Gli versus
$611 on the Taurus GL in the US” (Sub 107, p.39).

Holden’s view on the extremely unsatisfactory nature of the status quo (Sub
111, p.31) was that:

If broad tax reform such as the Commission proposes cannot be achieved in the short
term, the current invidious car industry situation caused by the excessive WST impost
should be relieved in the interim.  There seems to be no justification for the extremely
high tax burden on the industry other than the fact that it produces revenue to the
government.  Given that it stultifies demand, damages a vulnerable sector, and distorts
consumption patterns to the disadvantage of the goods-producing section of the
economy, this is not a good enough reason to retain today’s tax rate.  In the context of
microeconomic reform and the search for greater efficiency in the economy, expedience
is not an adequate criterion for setting tax rates.

I note in the inquiry majority’s assessment of taxation, tariffs and vehicle
affordability — in which an attempt is made to rationalise why tariff reductions
should be pursued even if tax reform is not — that much of the argument is
predicated on the assumption that imported and locally produced cars are perfect
substitutes.  This is in contradiction to the Monash modelling work, where the
assumption is made that they are imperfect substitutes (with an elasticity of
substitution of approximately 5).

In my view, there is a strong case for reducing WST on passenger motor
vehicles in concert with the tariff — so that they both reach 15 per cent in the
year 2000.
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5 INTERNATIONAL TRADE ISSUES

The inquiry majority’s chapter on international trade issues makes surreal
reading.  One is left with the impression that if countries have not already
dismantled barriers to automotive trade they are currently falling over one
another to do so.  This is truly bizarre when compared to reality.  The
majority’s position that “linking Australia’s tariff reform to that of other
countries will reduce Australia’s standard of living” and that “it is highly
unlikely that retaining tariffs on automotive products as a 'bargaining
chip' would benefit Australia in its international trade negotiations” are
also views that I (and I know many others) simply do not share.
Reciprocity is increasingly being used around the world to at least begin
the process of prising open markets that often do not rely on tariffs to be
kept firmly shut.  It is in Australia’s interests to become a player in that
game as well.

5.1 Existing trade barriers

Trade barriers are substantial in large automotive markets and are not falling in
developing ones.

These conclusions were strongly supported by the industry.  For example, Ford
(Sub 107, p.18) said:

The Industry Commission’s assertion that “most of the world’s largest markets for
automotive products are open to Australian imports” is simply incorrect.  All major
automotive producing countries are protected by significant tariff and non-tariff barriers
that are obviously designed to foster local development of car manufacturing.  In fact,
in most countries these policies have been so successful that these countries now have
excess capacity and want to export.  In addition, the car manufacturing policies of most
countries mandate that participation in that countries’ markets can only occur with
direct investment in manufacturing operations.

Ford went on to contest the assertion that Asian barriers are falling, pointing out
that the Individual Action Plans of APEC member countries show little
evidence of progress.  “Most of the newly industrialising Asian economies see
the establishment of car manufacturing as a key national priority and have
established the necessary trade barriers to ensure this happens.” (Sub 107, p.18).

In respect of barriers to trade in the case of large automotive markets, it should
be noted that:
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•  Europe still limits the import of Japanese cars and will continue to do so
through to the year 2000 under a ’voluntary restraint agreement’ whose
details have never been revealed publicly;

•  The United States and Japan negotiated the 1995 US-Japan Automotive
Agreement intended to prise open the Japanese market (which boasts zero
tariffs!) to increased sales of US cars and parts;

•  The US maintains a 25 per cent tariff on light trucks (which in that country
are particularly close substitutes for passenger motor vehicles).

5.2 Effects of current trade policies

Ford went on to note some of the effects of current national trade policies (Sub
107, p.16):

•  in 1995, Australia imported more vehicles than Japan — a market over 10 times
its size and more than 40 times its production;

•  Australia is the most open APEC automotive market, with imports making up 57
per cent of total sales in 1996;

•  Korean car imports have risen seven fold in five years, but Australia imports
more than 30 times more vehicles than Korea;

•  barriers to entry exist in virtually all Asian countries for cars and components;

•  only 10 per cent of Australia’s auto exports in 1995 went to ASEAN countries:
and

•  Australia had an automotive trade deficit of $7.02 billion in 1996 — up from
only $3.8 billion in 1991.

5.3 Importance of reciprocity

While it may be true that there are still some (very) small gains to be made from
further unilateral reductions in car tariffs, what is incontestable is that such
gains will be much larger if they proceed in the context of assistance reductions
on the part of our trading partners.  To fail to elicit binding commitments on the
part of other countries — most particularly members of APEC — to match
Australian reductions in automotive assistance would, in my opinion, merely
jeopardise a vital area of domestic economic activity to no purpose.

Holden’s view on this was as follows (Sub 111, p.3):

We do not dispute that there is a small theoretical long term gain from a unilateral tariff
reduction.  However this must be compared with the relevant alternative:  a multilateral
tariff reduction in the region.  That is what is required, and what must be achieved by
trade negotiation.  Such an outcome would give a far higher gain to welfare than a



MINORITY REPORT:  I.E.WEBBER

455

unilateral tariff reduction — but unilateral action may well reduce the prospect of a
broader agreement.

Ford (Sub 107, p.15) also questioned why Australia would want to “put at risk
key industries such as auto manufacturing by offering up unilateral tariff
reductions ahead of reciprocal actions by Australia’s APEC partners,” claiming
that the “Bogor Declaration principles of moving forward with equivalence and
flexibility are especially relevant to the automotive sector.”

Trade consultant Alan Oxley — a former Australian ambassador to GATT —
(cited in the Ford submission) put the APEC reciprocity position into
perspective in his September 1996, 'Adding Value' newsletter where he said:

•  Getting APEC members to reduce trade barriers unilaterally is unlikely to give
quick results.

•  Officials have been examining the [individual action] plans for weeks, and they
give very modest results.  This is not surprising.  Countries do not cut barriers as
the result of a general political commitment to be a good international economic
citizen.  They do so as part of national plans for economic development, or as a
result of compulsory commitments in international agreements.

•  Australian manufacturers have taken close note of the sectors where they want to
see cuts in regional trade barriers — automobiles, electrical equipment,
processed food, non-ferrous metals.  The Bogor process shows no sign of
producing early results in these sectors.

•  Academics ... have avidly promoted the process of unilateral liberalisation ... and
officials in many countries consider them naive.

Noting that “most countries’ individual action plans tabled at the APEC leaders
summit at Subic Bay last year showed minimal propensity towards liberalising
trade in automotive industry products,” Ford urged (Sub 107, p.18) that
“Australian trade policy should embrace the concept of reciprocity and
recognise the trade liberalisation agendas of countries with whom Australia
competes for investment.”

Holden is excited about prospects for the industry if any tariff reduction can be
done in the context of reciprocal reductions in other countries — especially in
respect of markets in fast-growing Asian countries.

Holden believes that the Australian car industry now has an unprecedented opportunity
to establish a key role in the regional car industry that will develop in the coming one or
two decades.  Taking up this opportunity requires that trade and industry policy be
coordinated toward this objective.  Accordingly Holden disagrees strongly with the
Commission’s approach of treating industry assistance policy as simply an aspect of
domestic economic management.  If this is done it becomes impossible to make proper
use of tariff reductions in the context of trade negotiations.  (Sub 111, p.3)
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Holden was at a complete loss in terms of coming to grips with the
Commission’s 'unilateral disarmament' stance on trade negotiations (Sub 111,
p.7):

The Commission ... seems to be claiming that Australia’s position in international trade
discussions will more likely be enhanced than eroded, if it goes to the table empty
handed.  This is like suggesting that a beggar will receive at least as good a reception in
a grocery shop as a cash customer.  While accepting that it could happen on occasion,
we must point out that as a generalisation, mendicants receive less commercial attention
than those who are able to pay their way.  In the trade context, this seems especially
evident when negotiating with countries that make substantial use of economic forces
including trade barriers, in their own industry policies.

Perhaps a way forward is for Australia to adopt a ’bilateral disarmament’ stance,
offering to reduce trade barriers to other APEC (and other) countries prepared to
do likewise.  I can only agree with Holden’s view (Sub 111, p.19) that
“[S]uccessful negotiation of mutual market access with Asian countries,
especially ASEAN, is of paramount importance to the future of the Australian
industry.  This seems more likely to be achieved if a 15 per cent external barrier
is maintained during those negotiations” — especially given that “key Asian car
markets are entering the critical early growth phase which represents the most
feasible time to gain entry to them.”

Mitsubishi (Sub 104, p.10) submitted that in the context of APEC negotiations
and in the interests of maintaining Australia’s attractiveness as a target for
automotive industry investment:

... the minority recommendation is the only prudent course of action and provides the
industry with a chance of continuing to attract investment, during the period in which
the final detail of APEC automotive arrangements are resolved.  ... in the automotive
sector the objective must be to achieve a level playing field which allows underlying
competitiveness to be the only determinant of the ability to attract new investment.
Uniform tariffs, at whatever level would be a significant step forward, but it will be the
level of success in removing the more opaque mechanisms of enhancing a particular
country’s attractiveness as an investment location that will determine the workability of
any trade agreement.

5.4 Tariff and non-tariff barriers often go hand in hand

As Ford pointed out (Sub 107, p.15);

Tariffs as a policy mechanism are rarely used in isolation as they generally fall short in
terms of delivering the outcomes required by most countries — that is, preservation of a
locally manufactured base and containment of BU [built up] imports.  Most countries
supplement tariffs with a combination of quotas, voluntary trade agreements, local
content, licences, customs regulations, import bans etc.  Australia is the significant
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exception.  Many countries also provide large capital grants for investment in the
industry (eg 85 million pounds to Jaguar in the United Kingdom).

As an example of what outsiders can be up against when it comes to selling into
Asian markets, the following quote comes from a recent US assessment of the
industry:5

Korea:  In 1993, the US automotive industry requested assistance from the Clinton
Administration to open the Korean auto market to US automobiles.  At that time, the
foreign auto market share in Korea was less than one-tenth of one percent, even as
Korean manufacturers were announcing plans to greatly increase their presence in the
US and other markets.  In September 1995, just before the deadline for the United
States to apply Super 301 sanctions, and after eight rounds of earlier negotiations, the
Korean government signed a Memorandum of Understanding (MOU) with the United
States, under which it explicitly committed to increase access for US and other foreign
passenger vehicles.  Total foreign auto sales are expected to reach 13,000 in 1996, one
percent of the Korean market, compared with one-tenth of one percent previously.
Sales of US automobiles are expected to account for approximately 40 per cent of the
foreign total.

Unfortunately, Korea continues to discourage vehicle imports through an array of tariff
and non-tariff measures.  Moreover, the government recently imposed a tax increase on
sport-utility vehicles (and may take similar action on mini-vans), a direct violation of
the standstill clause by which Korea had agreed to “not take any new measure that may
directly or indirectly adversely affect market access for foreign passenger vehicles.”
Consequently, the Clinton Administration has begun to forcefully press the Korean
Government to rescind the new tax impositions and to terminate other violations of the
MOU, or to provide adequate compensation to US exporters.  Formal negotiations on
these and other auto market access issues will be scheduled in the near future.

5.5 APEC obligations depend on who you are

In this context, Ford (Sub 107, p.16) noted that:

Some of the emerging automotive producers in APEC will not be required to open their
markets until 2020, yet they will be able to grow their industries by considerably earlier
access to other regional markets, such as Australia.

It is also interesting the note that, during his recent visit, the Japanese Prime
Minister did not seem to think that Australia had no choice but to honour its
APEC commitment to, inter alia, keep cutting car tariffs.

I cannot accept the proposition that other APEC nations expect (if not require)
Australia to implement free trade unilaterally — without even expecting some

                                                
5 US Department of Commerce, International Trade Administration, US Automotive

Industry Sector Report (17 September 1996).
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sort of similar concessions to be made by themselves.  In this respect I regard
automotive industry products to be a good litmus tests of everyone’s bona fides.

5.6 Prospects for increased APEC trade in automotive
products

Ford (Sub 107, p.18) cited the December 1996 issue of Business Insights in
terms of its assessment of prospects for increased trade with APEC countries:

•  There is a commitment to continue existing tariff reduction programs for the
PMV and TCF sectors to the year 2000.  These tariff reductions go beyond
Australia’s Uruguay Round [GATT] obligations.

•  The reality of Australia industry gaining subsequent freer access to these
countries is usually substantially different with various non-tariff/administrative
and cultural barriers still restricting trade.

5.7 Tariff administration

I note with some consternation Holden’s claim (Sub 111, pp.26-27) that:

As a further issue, Holden has been obstructed in project planning by being unable to
find out at the pre-commitment stage, what import duty would be payable on the
equipment required.  This amount can only be determined after the goods have been
ordered, produced, and arrive in Australia.  Such a situation is simply unacceptable by
normal commercial standards.

Surely at the very least the Australian Customs Service could make a
provisional determination, based on available documentation — with the onus
on it to justify (if necessary to an external adjudicator) grounds for altering its
decision once the goods are cleared for home consumption.
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6 FUTURE ASSISTANCE TO THE INDUSTRY

It would be folly to continue to cut car tariffs unilaterally after the year
2000 without both making significant further progress on the domestic
microeconomic reform agenda and eliciting binding undertakings from
our trading partners (particularly APEC countries) that they intend to
reciprocate in terms of corresponding access to their markets.

Export facilitation has assisted the industry to penetrate overseas markets
with Australian-produced automotive products and services.  The scheme
has been successful in achieving this objective, as attested to by evidence
to this inquiry.  It — or something very similar to it (given questions that
have been raised about the scheme's acceptability under World Trade
Organisation rules) — should be an ongoing and important aspect of
assistance arrangements for the automotive industry post-2000.

In order to make an informed decision on appropriate post-2000 assistance
arrangements, the Government needs the best possible advice on the likely
implications of pursuing various possible courses of action.

The Government will, of course, not lack for such advice from those likely to be
most affected by the decision (including those in the industry and
representatives of regions where automotive industry activities are
concentrated).  Indeed, one of the purposes of holding a public inquiry is to
enable evidence on likely effects to be gathered from participants in the process.

Another source of advice on the possible implications of policy options is to
simulate them using a model of the Australian economy.  Indeed, several such
models have been appealed to in the context of this inquiry — including the
Monash model (advanced by the majority) and Econtech's MM2/State Cars
models (appealed to by the minority).  How to choose?  One way to do so (since
decision makers may not be in a position to evaluate the merits of the various
models in all their complexity themselves) is to try simple approximations to the
expected results 'on the back of an envelope'.  Such a reality check has been
attempted in Appendix 2.

Another approach is to try to form an opinion based on the track record of a
particular model, although, as explained below, this is not an easy task.
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6.1 The Commission’s track record on predicting the
effects of its proposals

The Industry Commission last reviewed the automotive industry in 1990 when
assistance arrangements were being decided for the period 1992 to 2000.  Its
major tariff recommendation was for phased reductions to 15 per cent by 2000,
which was accepted by the Government.  It is noteworthy that, at that time, the
Commission also suggested that in announcing its decision "the Government
indicates to the industry that assistance reductions will continue after 2000 with
the objective of removing the industry’s special assistance status within four or
five years."6  At least one cannot complain that the Commission is inconsistent,
since that is exactly what the majority now recommends.

Of more interest, however, was what the Commission reckoned the effects of
implementing its recommendations would be at that time.  The ORANI model7

was duly put through its paces and predicted, inter alia, that in respect of the
automotive industry:

•  output and employment would contract by around 20 per cent (barring
productivity improvements) as purchasers of domestic vehicles substituted
towards relatively cheaper imports;

•  domestic PMV prices would fall by 3 per cent and the prices of imports by
13 per cent; while

•  PMV imports would rise by 20 per cent.

All these effect were driven by anticipated falls in car and parts prices, with the
adverse consequences for domestic vehicles and component producers being
more than offset by gains to other industries (and therefore to the economy as a
whole).  As the Commission explained at the time (IC 1990, pp.222-3):

For other industries, cheaper vehicle inputs and lower nominal wages contribute to a
projected decline in production costs and, hence, in output prices.  This in turn reduces
the costs of domestically produced inputs, both for the passenger vehicle industry and
for other users.  For example, the cost of Australian-made steel is projected to decline,
lowering costs in industries such as passenger vehicles and construction.

The trouble is that prices rose, rather than fell, as predicted.  Other influences
(such as exchange rate fluctuations) dominated what actually happened.
However, the analysis did, at least, get the direction right in the case of output,
employment and imports.

                                                
6 Industry Commission, The Automotive Industry (Report no, 5), December 1990, p.3.
7 This model was the precursor of the Monash model of the Australian economy used by the

majority to estimate the likely effects this time round.
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Interestingly, real private consumption was projected to increase by only 0.1 per
cent.  This represented a modest gain which is at least of the right order of
magnitude (see Appendix 1).

The industry has become very sceptical of the Commission’s forecasting track
record, as the following comments from Mitsubishi attest (Sub 104, p.6):

...the quality, and usefulness, of the output of a model directly reflect the quality of the
assumptions that are made.  When a model predicts that microeconomic reform in the
road transport sector will result in a 4.1% increase in automotive industry output
(Industry Commission 1990), or that Hilmer related reforms to taxi licensing will
increase the industry’s output by 2.56% (Industry Commission 1995), MMAL’s attitude
changes from scepticism to disbelief.

Predicting likely effects this time round

This time round, the majority again paints a rosy picture of the effects of its
post-2000 proposal to cut automotive tariffs to 5 per cent by 2004.  Far too rosy,
in my opinion.  A study commissioned by the South Australian Development
Council — of which I must admit to being Chairman — estimated there was
likely, instead, to be much pain for little gain.  This accorded with my views of
the likely consequences of adopting the inquiry majority’s proposal on post-
2000 automotive tariffs.  I felt bound to include the analysis in my minority
opinion, in toto, lest the Monash modelling proved to be the only widely
available analysis of the expected implications of adopting various policy
positions in respect of future assistance to the industry.

It is worth recording what the industry thinks would happen under the inquiry
majority’s tariff recommendation — however much one thinks such views
should be discounted on grounds of the particular interests of these particular
inquiry participants.

This is Holden (Sub 111, pp.11-12):

Based on the best financial analysis Holden can carry out, the earlier phasing out of
assistance proposed by the Commission [ie down to 5 per cent by 2004] would make
the Vectra program non-viable.  Implementation of the Commission’s program would
mean that manufacture of the car would have to be transferred from Australia to
Thailand or another GM regional plant, at the first model change.  Of course this
outcome would be sensitive to exchange rates; another precipitous fall in the A$ like
the one that has occurred since 1990 could reverse the outcome.  However based on the
more gradual weakening of the A$ anticipated in our business plan, the project would
terminate.

Holden’s engine plant, which manufactures four cylinder engines for export, would also
be at risk under the Commission’s draft recommendations.  The type of engine to be
produced by this plant is currently being analysed.  Very substantial investment will be
required to re-equip the plant for continued production, and approval for this has not



THE AUTOMOTIVE INDUSTRY

462

been obtained.  In essence Holden is competing with other countries to win an
allocation of an engine type with viable volume potential.  Current assessment is that
the removal of export assistance prior to 2006 would greatly increase the difficulty of
obtaining such an allocation.

The effect of the Commission’s proposals on Commodore and Statesman production is
more difficult to forecast, because it would depend significantly on what import
competition arises in the intervening years.  If serious competitors emerge, the domestic
outcome would depend on exchange rates.  Planned Commodore and Statesman export
programs would be in jeopardy whether or not new competition arises, because
investment amortisation would be impaired by the reduced assistance.

The inquiry majority’s final report draws on what are drastic revisions in
Monash’s modelling results compared with what appeared in the draft report.
The Monash results are now of the same order of magnitude as Econtech’s (Sub
200), although there are still serious problems with Monash’s analysis (see
Appendix 1 for a discussion).  For example, the Monash model now:

•  projects a gain in employment in the short term (in fact employment is
likely to fall in the short term);

•  suggests that the 'first-best' car tariff is 14 per cent; and that

•  if alleged other distortions cannot be addressed that the 'second-best' car
tariff would be minus 7 per cent (ie it would be in the community’s
interests to subsidise car imports).

Another glaring change in the inquiry majority’s final report is the absence of
any discussion of changes in domestic car prices under scenarios involving
reducing car tariffs to 5 per cent.  My suspicion is that the projected effects
(based on Monash Mark II) are negligible, which sits extremely awkwardly with
assertions elsewhere in the inquiry majority’s final report of the high cost of
retaining assistance for the industry.

Finally, the Monash results do not address adjustment costs arising from the
displacement of people and capital from the car industry.  Since the mismatch in
the labour market is likely to be severe, and costly to resolve, the absence of any
treatment of adjustment costs is a serious qualification to the Monash modelling
results.

6.2 Arguments for cutting car tariffs further post-2000

Another way of deciding what is best to do is to systematically evaluate the
various arguments advanced in support of a particular course of action.  I now
attempt to do this.
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Further tariff cuts after the year 2000 would be consistent with the position that
has been repeatedly put by the Commission and its predecessors over many
years.

The arguments have become predictable, certainly for those who have followed
a debate which has been essentially the same since the early 1970s.

But, whereas the arguments could be pressed in the past with considerable
confidence in terms of the desirable likely effects of cutting assistance, their
force has now considerably diminished — as assistance has fallen from very
high levels to the quite modest levels which will prevail in the year 2000.  The
reality is that there is not much quantitatively in these arguments any more.
Nevertheless, it is instructive to address them on their merits.

The first argument is that it is time to tie up the loose ends so that at least the
tariff dimension of industry policy will be tidied away; this was expressed in the
draft report (Overview p.xxi) as follows:

... this inquiry should be the last of its kind into the Australian automotive industry.
The industry is now nearing the end of a 20 year adjustment path and implementation
of the preferred option would eliminate the need for any further industry specific
reviews.

This is a rather depressing 'one size fits all' approach to industry policy, which
admits no truck with individual circumstances — circumstances which just
might dictate a differentiated approach depending on what we are actually
talking about.  The world is not a tidy place.  Specifics matter, and policy should
be argued on its merit with respect to the particular policy problem being
addressed, rather than falling prey to notions of what looks 'tidy'.

Of more substance is the contention that assistance to the automotive industry
imposes significant costs on the community — costs that could be diminished if
assistance were reduced.  This oft-repeated contention perhaps found its most
persuasive expression in the draft report’s Overview (p.xxxiv) under the
heading 'The cost of assistance':

The Commission estimates that in 1995 purchasers of new motor vehicles paid $1.9
billion extra for their vehicles because of the tariff.  This is equivalent to an average
increase in price of about $3700 per vehicle sold on the Australian market; or $43 000
for each person employed in automobile and component manufacture.  Over the life of
the current assistance arrangements (1993 to 2000) consumers will have paid an extra
$13 billion because of assistance to the industry.

By 2000, when the tariff has been reduced to 15 per cent, the cost of assistance to the
industry is likely to be of the order of $2100 per vehicle sold, or $25 000 for each
automotive manufacturing employee



THE AUTOMOTIVE INDUSTRY

464

This was knockout material at the time.  It took centre stage in the inquiry
majority’s media release accompanying the draft report, and duly became the
central 'facts' of the ensuing media debate.  Readers of newspapers articles
based on the draft report were being invited to throw up their hands in horror at
the vast amounts involved in propping up the industry.  Surely it would be
preferable to pay each worker a considerable sum not to produce automotive
products in Australia at all?

These so called 'facts' were, and remain, entirely misleading.

As subsequently demonstrated by conventional economic analysis, the welfare
costs of the car tariff in the year 2000 is likely to be equivalent to considerably
less than $50 a car — less than one-fortieth the estimate claimed by the inquiry
majority in its draft report!8  The issue of the magnitude of the costs borne by
the community in assisting the automotive industry is discussed in detail in
Appendix 1.

Surprisingly, the inquiry majority’s final report persists with essentially the
same figures as the draft report (although their translation into dollars per job
has been dropped).  Such estimates, including the $13 billion figure supposedly
associated with the period 1993 to 2000, should be completely discounted.
They focus on the negatives of what are a complex series of effects and they
rely on the assumption that imported and locally produced cars are perfect
substitutes — directly contradicting the imperfect-substitution assumption that
underlies the estimates of effects of reducing car tariffs based on the Monash
model.  You cannot have it both ways.

The next argument advanced is that it is necessary for car tariffs to be cut in
order to meet Australia's APEC commitments to free trade by 2010 (ie that we
have no choice in the matter).  However, delaying any further tariff cuts until at
least 2005 is not only good strategy, but is consistent with reaching Australia’s
APEC target by the specified date.  Such a course of action would enable
Australia to selectively match the undertakings of other trading partners to
reduce tariff (and, in particular, non-tariff) barriers below the 15 per cent level
due to prevail in 2000.  I will not be surprised, however, to see the automotive
industry made the subject of 'special' arrangements among APEC countries
before such free trade commitments actually have to be acted upon.

What is clear to me is that the supposed APEC imperative should not be allowed
to be decisive in any decision to reduce tariff assistance post-2000.  If Australia

                                                
8 See Cars, Tariffs and the Industry Commission, report prepared for the Australian

Business Chamber by Chris Murphy, Principal, Econtech, 1997 (mimeo).
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allowed it to be, I am convinced that Australia would be the only APEC country
where such an argument proved to be decisive.

Then there is the argument that tariffs should continue to be cut because of the
industry’s demonstrated capacity to adjust so far.  While it is true that assistance
has come down from the high levels of a decade and more ago, what is also true
is that the expected flow-on to cheaper-price imported cars (and therefore
competitive pressures on local manufacturers) has been to some extent offset by
a steadily depreciating Australian dollar.  Thus while the local industry has
indeed lifted its game dramatically (and credit should be given where credit is
due), there have been offsetting circumstances — so that it is difficult to draw
the invited inference.  Also, as far as the exchange rate is concerned what goes
up generally comes down (and vice versa).  This possibility, combined with the
fact that the industry faces a few more years of steadily reducing assistance
before tariffs are at 15 per cent in the year 2000, makes the above argument
problematic to say the least.  To observe that an industry has coped well to date
with potentially large pressures for change does not guarantee that it will not
succumb to those very same pressures tomorrow.  Remember the man who fell
from the roof of a skyscraper and said “So far, so good” as he passed the fourth
floor.

Yet another proffered argument in favour of cutting the car tariff is that this is a
precondition for the industry to be internationally competitive.  This belief sits
awkwardly with the past history of major car-producing nations (eg Japan) and
the contemporary history of others (eg South Korea) — which typically
protected their domestic markets (usually by a combination of tariff and non-
tariff barriers) while at the same time encouraging significant exporting
activities.  According to the Commission’s yardstick, the car industries of such
countries could not be considered to be internationally competitive.  Yet,
somehow, this did not prevent them from exporting automotive industry
products to the whole world.

To my mind the truth of the matter seems to be that the overall viability of a
country's car industry can be secured by allowing investment overheads to be
recovered on (protected) domestic sales while at the same time variable costs
are at least covered in export markets, where cars are routinely marginally
priced to boost sales volumes in what is a scale-sensitive industry.  The trick is
to not to offer too much protection on the domestic market lest manufacturers be
content to only sell their products locally.  In other words, far from being
evidence of international uncompetitiveness modest levels of tariff assistance to
the domestic automotive industry may be a precondition for international
success.



THE AUTOMOTIVE INDUSTRY

466

Another unstated argument lurking between the lines of the inquiry majority’s
opinion is the presumption that one way for (surviving) producers to achieve
scale economies is to be reduced in number — via one or more exits triggered
by continuing tariff cuts, for example. Manufacturers do not believe that
surviving producers will necessarily pick up the former sales of erstwhile
domestic competitors, however.  Thus, Ford (Sub 107, p.8) reckoned that:

If one or more manufacturers were to close it is unlikely that the product “gap” would
be picked up by those remaining — the more likely scenario is import replacement and
a resultant detrimental effect on the component industry as well as on unemployment,
investment and also the balance of payments.

To summarise my position, I am convinced that the most responsible course of
action for public policy towards the automotive industry is to defer further
reductions in assistance beyond the year 2000, at least until we can make
significant progress on the domestic reform agenda (including taxation), on the
one hand; and elicit binding commitments to reduced protection of the industry
by our trading partners, on the other.  To do otherwise would, in my opinion,
jeopardise a vital area of economic activity in Australia to no purpose.

6.3 Possible undesirable developments before 2000

I find it difficult to be confident about appropriate policy post-2000 without
forming an idea of what the shape the automotive industry is likely to be in by
the year 2000.  It is unfortunate that the inquiry has not spent on time on
examining this question, especially as much time and effort has been devoted to
estimating the likely effects of implementing various tariff scenarios post-2000
(see Appendix 1).

This is all the more regrettable given that, in its last report on the motor vehicle
industry, the Commission had much to say on the shape of the industry in 1990
when it was recommending on assistance arrangements to apply between 1992
and 2000.

In that report, one thing that was expected to happen as a result of reducing
tariffs on imported cars and components was that consumers would have access
to cheaper vehicles and parts.  In fact, the opposite happened — with imported
car prices since that report increasing faster than the consumer price index; and
the affordability of the 'family six' declining markedly.  At least part of the
explanation lies with a depreciating currency, with the Australian dollar
weakening particularly against the Yen.  (While on this subject it is perhaps
worth pointing out that the price effects on imports of cutting the tariff from 15
per cent to 5 per cent would be completely offset by, say, a movement from 78
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US cents per A$ down to 72.)  However, the Australian dollar is a particularly
volatile currency and even extended depreciations can be reversed over time (eg
if commodity prices were to strengthen).  Still, to the extent that cutting
assistance to the domestic automotive industry leads to a permanent
depreciation of the exchange rate (eg in order to boost exports to balance the
deficit attributable to dramatically increased automotive imports), some offset to
the hoped for access to cheaper cars and car parts can be expected.

As noted above, I am not at all confident about the prospective state of the
industry through to the year 2000 given the already-scheduled tariff cuts to
which the industry will be required to adjust.  However, I have examined
sufficient analysis to be able to see at least a broad picture relevant to public
policy formulation with respect to the industry.

Appendix 2 reports some fairly simple analyses of the possible broad shape of
the industry in the year 2000 in response to further scheduled cuts in assistance.
The analysis suggests that import penetration could reach 60 per cent or more by
2000.  Unless exports continue to grow spectacularly, utilisation of installed
capacity will drop for both assemblers and component producers — forcing up
unit costs of production.  Such a prospect is not a happy one, and would
certainly not be conducive to a viable and prosperous industry.  I believe the
automotive industry can meet this challenge, but it will be necessary to have a
pause post-2000 in tariff cuts in order for the industry to consolidate its position
at that time.  In turn, this would be necessary to justify the vast investments that
will be required to maintain a competitive industry in this country.

6.4 Lack of progress on microeconomic reform

It is one thing to use tariff reductions as a kind of 'Trojan Horse' to force the
domestic industry to cut costs and improve the quality of its products.  It is quite
another to cut tariffs when the necessary cost-cutting has to occur in areas
outside the control of the target industry.  This is especially so if progress has to
be made in areas, such as government business enterprises, where governments
themselves are very influential players.  The implication — that an effective
way to get governments and government business enterprises to cut costs is to
cut assistance to industry — is seriously flawed and will debilitate industry.

Ford contended that microeconomic reforms had not delivered the expected
outcomes (ie those reforms more or less promised at the time of the
Commission’s last review of the industry in 1990) and that “the reform process
has not delivered an internationally competitive domestic economy and that
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tariffs should pause at 2000 to further assess outcomes” (Sub 107, p.22).
Specifically, Ford’s view (p.23) was that:

Whilst the microeconomic reform agenda has been set in the key areas of
telecommunications, transport, infrastructure, energy and competition, the process of
reform itself is not yet delivering significant results — particularly when compared to
other economies.  The agenda is an ambitious one and needs to be driven harder if
improvements are to be realised.

Holden’s position (Sub 111, p.3) was that “Phasing down assistance from 2006
however is practicable provided adequate microeconomic reform is in place ...”.

Toyota’s comment on lack of progress on microeconomic reform (Sub 106
p.16) was:

The benefits of microeconomic reform have been disappointingly small with the
exception of areas such as workers compensation and electricity pricing where the
Victorian Government  has made real progress.  The gains from microeconomic reform
that have been made are far smaller than those projected in the Industry Commission’s
1990 report.

Evidence that firms believe that tariff reductions have run ahead of
microeconomic reforms comes from the Commission’s report Automotive Case
Study:  Micro Reform — Survey of Impacts on Firms.  One conclusion was that
“passenger motor vehicle manufacturers and component producers said that the
positive effects of microeconomic reform on their activities have not offset the
impacts on them of assistance reductions.”  The report’s findings on the most
important reforms for future competitiveness were:

•  The majority of PMV manufacturers and component producers maintained that
the pace of tariff reductions on PMVs has been too fast.  Many firms expressed
the view that tariff reform had outpaced the benefits accruing from other
microeconomic reforms.  Consequently, as a group, PMV manufacturers and
component producers ranked slowing down or halting tariff reductions on PMVs
as the most important reform priority for their future competitiveness

•  In the context of the broader reform agenda, PMV manufacturers and component
producers, as a group, highlighted the importance of pursuing further reforms in
the areas of industrial relations, input taxes and on-costs.  Infrastructure reforms,
particularly for electricity, were also considered a high priority for PMV
manufacturers’ future competitiveness.  Specialist importers, as a group,
highlighted the potential benefits of lower sales taxes.  They also saw the
waterfront and industrial relations as priority reform areas for their future
competitiveness.

Again, it is hard to disagree with Holden’s view (Sub 111, p.20) that “it is
fundamental that comprehensive economic reform must be in place
simultaneously with tariff reform, for a viable outcome to occur.”
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6.5 The unequal treatment of equals

In the draft report the recommendation was floated that tariffs on micro/light
PMVs (vehicles with an engine capacity below, say 1200cc or 1300cc) be
reduced to 5 per cent from 1 January 2001.

Upon reflection and considering the material placed before the Commission in
relation to this proposal, I am convinced that such a course of action should not
proceed.  My reasons are set out below.

Treating micro/light cars differently

First, the effects will not be confined to the micro/light segment of the market.
The distortionary effects of such a decision will spread to affect all market
segments.  The Commission itself has, in the past, argued strongly against
differentially assisting products that are close substitutes either in production or
consumption — because of the distorting effects thereby created.  Perhaps Ford
describes best what would happen (Sub 107, p.60):

The implied assumption of the Industry Commission’s proposal is that a benefit can be
provided and quarantined to one category of car.  This assumption is not sustainable.  It
is impossible to provide a concession in one segment without causing damage to other
segments.  The motor vehicle market cannot be viewed on a small and large car or new
and used car basis.  These markets are not separate.  Rather, the motor vehicle market is
a dynamic whole consisting of a series of interlocking sub-markets.  Prices are all
relative.  A major change in one sub-market would have a distortive impact in other
sub-markets.  The Industry Commission’s proposal could not be kept captive to such
cars as Festiva, Charade, Barina, Micra and Alto.  Cars would be re-engineered to
access the tariff concession.  For example, cars with a current engine capacity of up to
two litres (ie Laser, Excel, Mirage, Pulsar, Lancer, Lantra and Astra) would be supplied
with a smaller engine.  Any power-to-weight deficiency could be easily overcome via
such initiatives as turbo-charging.  ...  The ripple effect of such actions resulting from
the tariff concession would quickly flow through to medium-to-larger cars with all
market relativities being distorted.  All benefits would be to vehicle importers at the
expense of the domestic industry and consumers whose current vehicle values would be
undermined.

That substitutability has the capacity to hurt the bottom line was further attested
by Ford (Sub 107, p.6):

Dealer and finance company automotive profits have been severely impacted by the
substitution between the cheap sub-$20,000 new small car imports and the traditional
medium and upper medium used cars.

Holden’s view on the draft report’s proposal on the micro/light car tariff (Sub
111, p.22) was that:
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Sales of Australian upper medium cars are predominantly to fleets.  Typically these
cars are then sold to private buyers some three years later.  At this point they have
depreciated in value to prices similar to those of the light/small vehicles covered by the
Commission’s recommendation.  Hence the buyer’s range of affordability often
includes both a used upper medium and a new light/small car.  Obviously a significant
reduction in the import duty applied to the light car would increase the degree of
substitution, and cause a decline in the used car prices of upper medium models.  The
result would be heavier depreciation expense for businesses using the upper medium
cars.  In short the intended benefit to private consumers would be accompanied by a
cost increase for business — and a loss of new car sales by local manufacturers.

Mitsubishi’s view (Sub 104, p.10) was that:

MMAL is opposed to the Commission’s recommendation to reduce the tariff on
micro/light vehicles to 5% in 2001.  The impact of any such proposal measured by
reference to engine capacity is necessarily arbitrary and will obviously have a
distortionary impact on the structure of the micro/light and small car sectors of the
market.

If limited substitution between a class of imported vehicles and locally produced
vehicles is to be the criterion for special tariff status, there are other sectors of the
market which might legitimately seek a special tariff rate — for example luxury cars.  If
facilitating the entry of young Australians into the car market for the first time is now a
policy objective, perhaps a comparable gesture should be made to our senior citizens
entering the car market for the last time.

In my opinion, the weight of argument favours the view that introducing such a
concessional tariff treatment would entail net disadvantages.  The cost of the
artificial distortion to both new and used car markets (effectively reducing
assistance to local producers) would outweigh advantages to consumers, as the
Commission itself has strongly and consistently argued..

A relevant recent precedent

The anticipated effects that high-volume imports of relatively new secondhand
vehicles would have on the PMV market, led to the imposition in 1992 of a
’punitive’ tariff of $12 000 per vehicle.  This had the intended effect of stopping
in its tracks erosion of the market by close substitutes for both new and used
PMVs of the kind produced domestically.  Introducing a tariff of 5 per cent on
micro/small PMVs in the year 2000 would similarly undermine the effective
assistance available to local PMV production by the 15 per cent tariff scheduled
to apply.  In other words, the same logic about the potential for substitution to
undermine intended assistance to the local automotive industry, which led to the
$12 000 duty on volume imports of secondhand cars also applies to the 5 per
cent micro/light car tariff proposal ’floated’ in the draft report.

Finally, the 5 per cent micro/light car tariff proposal is not a good idea from the
point of view of the hoped-for penetration of Asian/APEC markets by
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Australian producers.  It is just these kinds of cars which are (and will likely
remain in) demand in markets to our north.  Why would we want to discourage
(in relative terms) local production of the very kind of vehicles most in demand
in Australia’s immediate vicinity?

My conclusion is that tariffs should apply uniformly to all passenger motor
vehicles.

What about LCVs and 4WDs?

The same logic militates against treating differently other more or less perfect
substitutes for PMVs manufactured domestically (or potentially capable of
being manufactured domestically).  For example, at present, imported LCVs and
4WDs attract only a 5 per cent duty — as against 22.5 per cent for PMVs.  To
the extent that LCVs/4WDs are close substitutes for PMVs, the 'unequal
treatment of equals' as far as tariffs are concerned will have the effect of
undermining the extent of assistance to PMVs, as consumers substitute
LCVs/4WDs for PMVs.  The extent to which consumer choice is skewed in this
fashion depends on just how substitutable potential purchasers regard the
various kinds of vehicles.  Clearly, so called 'people movers' (formerly classified
as LCVs but now regarded for tariff purposes as PMVs), and an increasing
variety of 4WDs are regarded by many purchasers as sufficiently close
substitutes for the price implications of the differential tariff treatments to sway
them in favour of imported LCVs or 4WDs.

Corroborating evidence for the loss of market share of PMVs in favour of non-
PMV substitutes comes from registration data for 4WDs, where Ford, for
example, pointed to:

The strong market growth in these vehicles, up 35 per cent from 37 300 units in 1991 to
50 269 units in 1996, has almost entirely been driven by private buyers in urban
localities.  Extensive market research has shown these vehicles are largely purchased as
passenger car substitutes and not for regular, if any, off-road use.  (Follow-up evidence
subsequent to appearance at public hearings)

Just where to draw the line where the potential gains to consumers can be
judged to outweigh the concomitant losses to producers is moot.

The existing situation certainly goes some way to explaining why, for example,
the Commodore utility and the Falcon utility and van struggle for sales in the
LCV market.9  Indeed, the playing field is made even more 'unlevel' in the case

                                                
9 That they are generally considered close substitutes for PMVs is attested to both by the

fact that they are produced on the same assembly lines and are grouped with PMVs when
it comes to compiling motor vehicle statistics.
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of these PMV derivatives by the primary producer sales tax exemption.  This
exemption allows farmers to buy 4WD LCVs sales-tax free — a concession
which does not extend to 2WD utilities, despite claims that the local offerings
have excellent off-road and goods-carrying capabilities.  In follow-up evidence
(subsequent to appearance at public hearings) Ford expressed its view on what it
regarded as a sales tax anomaly in the following terms:

It cannot be considered good and efficient public policy when a tax exemption leads to
primary producers in many instances over equipping and over capitalising by obtaining
a 4WD vehicle when a 2WD vehicle could do their work.  ...  Needless to say
[correcting this anomaly] would add significantly to local investment and employment
... .

I am sympathetic to these arguments, most particularly the 2WD utility anomaly.
It may well be unparalleled in the world that domestically produced vehicles
which many users would regard as suitable substitutes for primary-producer
work are positively discriminated against as compared with imports.  The issue
should be capable of being addressed by extending the exemption to rural
producers (with the exemption being partial to the extent that such vehicles are
not confined to off-road use).

The 4WD problem should also be capable of being addressed by buyers of light-
duty vehicles having to demonstrate the extent of off-road use in order to
qualify for an exemption whose maximum extent represented the difference in
duty payment.

6.6 Export facilitation

Holden’s view on export facilitation (Sub 111, p.4) was that:

Holden does not accept that the EFS [Export Facilitation Scheme] should be
discontinued without replacement in 2000.  Until 2010 support comparable to that
provided by this mechanism is crucial to the Vectra export program and to continued
export of Holden four cylinder engines.  The Commission’s stated reason for
terminating the EFS is a concern over WTO [World Trade Organisation] rules.  That
concern should be addressed as a technical issue in the policy development area, and
resolved by technical means.

Mitsubishi’s view (Sub 104, p.8) was that:

MMAL supports Mr Webber’s views and is concerned that the scheme might be
abandoned too readily, on the basis of one complaint involving a small section of the
industry.  MMAL submits that one option that should be seriously considered is simply
to maintain the EFS, unless and until the WTO formally rules against the scheme.

I am convinced that export facilitation should remain part of assistance
arrangements for the industry post-2000 in order to reinforce the emerging
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export-oriented culture of the industry.  However, if that proves not to be
possible (eg because of its unacceptability under World Trade Organisation
(WTO) rules) equivalent assistance to encourage exports should be put in place.

The Commission received a number of observations on this issue from
participants in the inquiry (see below).  One proposal was advanced by
Mitsubishi, in a supplementary submission.  The essence of this proposal is to
amend the Car Plan in such a way that estimated revenue forgone under the
Export Facilitation Scheme (EFS) would be dedicated to a system of duty
rebates, leveraged on the local content value of production for domestic and
export markets by vehicle manufacturers and component producers.  On the
basis of Mitsubishi’s calculations it appears that such a scheme would
comfortably meet the WTO ceiling of 5 per cent for production subsidies.

In addition to revenue neutrality and WTO compliance, Mitsubishi contends that
such a scheme would not involve any increase in industry assistance or
administrative costs and would avoid the substantial administrative discretion
that would attach to some alternative replacement schemes that have been
mooted.  At the level of individual companies there would, of course, be
variable outcomes depending on the ratios of domestic to export production —
but this is an inevitable consequence of any arrangement which complies with
WTO rules outlawing discriminatory subsidisation of export production.

In my opinion, this proposal is worthy of further examination, as it addresses the
problem of compliance to WTO rules while offering an ongoing export
incentive to both component and vehicle producers.  Although such a scheme
would require further investigation and analysis, it does illustrate that a feasible
scheme could be developed to replace the EFS should a decision be made not to
discontinue export facilitation in its current form.
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7 ADJUSTMENT ISSUES

Even if the prospect of longer-term gains from cutting car tariffs seems to
favour such a policy, the community may in fact be worse off due to the
adjustment costs incurred.  If these costs are high — as could be the case if
displaced car workers are unable to find alternative employment — then
the benefits of cutting car tariffs could well be outweighed by the costs
incurred by those adversely affected by the policy.  If that is the case, then
it makes no sense to pursue a policy of further reducing car tariffs.

What is the evidence on likely adjustment costs and what has been the
experience in Australia with schemes designed to address such costs in the past?

On the first question, the most relevant material was the supplementary
submission by the South Australian Government (Sub 200).  On the second
question, the South Australian Development Council commissioned the
National Institute of Labour Studies to outline and assess the effectiveness of
the various measures which have been used in Australia and elsewhere to assist
workers who lose their jobs as a result of major structural adjustment.10  This
review was submitted to the inquiry (Sub 202).

7.1 Adjustment costs

Econtech estimates that, because of the spatial concentration of the automotive
industry, cutting car tariffs from 15 to 5 per cent would cost South Australia 10
000 jobs (representing 1.4% of total jobs) and Victoria 11 000 jobs.  Because
Econtech built a special model of the South Australian economy, the following
extract from Submission 200 (p.50) concentrates on the potential fallout for
South Australia, although there would be similar serious implications for
Victoria.

According to State Cars,11 in South Australia about 3,500 jobs would be lost from the
car industry, and the remaining 7,500 jobs would be lost from other industries in
spillover or multiplier effects.  If the impact of the car tariff cuts scheduled to occur
from 1996 to 2000 is also taken into account, the job loss in the car industry is about

                                                
10 National Institute of Labour Studies, Labour Adjustment Assistance, Report for the South

Australian Development Council, April 1997.
11 State Cars is a purpose-built model specially constructed by Econtech for this inquiry.  The

model separately identifies the activities under reference and focuses on their role in and
contribution to the Australian economy.  For example, it is able to produce estimates of
likely job losses and gains in each state and territory as a result of varying car tariffs.
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6,000 in South Australia and 20,000 at the national level, or about 39% at both levels.
This would most likely equate with the closure of two of the four local producers,
include one of the two producers situated in South Australia.

Returning to the likely effects of the proposed car tariff cut from 15 to 5 per cent
viewed in isolation from earlier tariff cuts, the MM2/SAM results cover the labour
market adjustment processes that would be involved in South Australia losing about
10,000 jobs.  For illustrative purposes, the MM2/SAM simulation assumes that the
timing of the tariff reduction from 15 to 5 per cent is based on the Majority Opinion of
the Draft Report, and therefore occurs in equal annual steps from 2001 to 2004.

Chart 6 [reproduced as Chart 1 in this report] shows that the job loss in South Australia
of 1.5% builds up over a period of about 10 years beginning early next century (dark,
solid line).  The initial job losses is translated into higher unemployment (dark, dashed
line) and lower labour force participation (light, solid line) as discouraged job seekers
leave the labour market.

This rise in unemployment leads to higher migration to other states.  Chart 7
[reproduced as Chart 2 in this report] shows that over a 15-year period net interstate
migration to SA is 800 to 1,800 persons less each year than it would be without the
proposed further tariff cut.  In recent years the net outflow has been about 6,000
persons per year so, on that base, the proposed further car tariff cut would take the
annual figure to 7,000 to 8,000 persons.

By the year 2020, the SA population would be about 25,000 less than it would be
without the proposed car tariff cut and the labour market adjustment process would be
virtually complete.  While employment would be about 10,000 lower than without the
tariff cut, the migration to other states means that by then the SA unemployment rate
would have returned to near its baseline path, as shown in Chart 6.

If one in ten car workers never find another job Econtech’s results suggest that
the best thing to do would be to freeze tariffs at 15 per cent indefinitely —
because there are net losses from further cutting car tariffs, no matter how long
it takes to implement those cuts.

How likely is it that displaced car workers will not be able to find another job?
Let us now turn to what evidence there is about Australian and overseas
experience on re-employment following job losses associated with structural
change.

7.2 Previous experience with labour adjustment schemes

What has been the experience in Australia (and elsewhere) with specific
measures involving targeted packages designed to assist workers affected by
particular structural changes?

The following is taken from the executive summary of National Institute of
Labour Studies’ submission (Sub 202) titled Labour Adjustment Assistance:
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There are three main forms of labour adjustment assistance, viz: wage subsidy schemes,
public sector job creation, and training/retraining.  Each carries advantages and
disadvantages.

Wage subsidy schemes are generally the most cost efficient of labour market programs.
They can lower screening costs for employers and subsidised workers can be retained
when the subsidy period comes to an end.  However, such schemes carry high
deadweight and displacement costs.  Deadweight costs occur when employers are
subsidised to recruit workers they would have recruited without the subsidy.
Displacement costs arise from employers taking members of the target group instead of
other individuals and from subsidised firms securing a competitive edge over non-
subsidised firms, the latter laying off workers.  Estimates of deadweight and
displacement costs combined are sometimes in excess of 80 per cent.  In other words,
for every 100 placements subsidised, 20 or fewer should be regarded as net job
creation.  Wage subsidy schemes are relatively ineffective during recessions and/or in
depressed regions.  Moreover, employers will almost always ’cream’ members of the
target group; the most disadvantaged are left without jobs.

Public sector job creation is relatively expensive and queries can be raised about the
social value of some of the projects undertaken.  Fiscal substitution, in which projects
which would have been undertaken in any case, means that net job creation will be
much lower than gross job creation.  The work is almost always temporary in nature
and participants must therefore seek alternative employment after their participation
ceases.  In a worse case scenario, participants can actually be ’scarred’ by these
programs so that their job prospects are harmed rather than enhanced.  The value of
training received as part of these programs is highly variable.

Training and re-training programs cover a broad spectrum of activities, from formal
education to short training courses.  As a supply side measure, such programs can have
limited effectiveness in the absence of suitable job vacancies.  Closely tailored, local
training programs would appear to be the most useful.  Training is least effective for
older workers.

The evaluation of labour market programs is a sophisticated process and must involve
matched control groups.  Post-program monitoring, wherein the status of program
participants is ascertained at a point or points in time after program completion, is not
the equivalent of evaluation, the latter taking into account deadweight and displacement
effects.  Most of the research undertaken on specific labour adjustment measures in
Australia does not count as rigorous evaluation.

The main vehicle for specific labour adjustment assistance in Australia has been the
Office of Labour Market Adjustment, located in the Commonwealth Department of
Employment, Education, Training and Youth Affairs, and the main measure has been
Labour Adjustment Packages (LAP).   There have been a number of LAPs - three are
reviewed in the report, viz: Passenger Motor Vehicle LAP, Textiles, Clothing and
Footwear LAP and Australian National LAP.  In 1995-96, the new commencements
under these three programs were, respectively, 410, 3 500 and 460.  The combined cost
of these programs for the year was just under $20 million.  Results of the DEETYA 12
month post-program monitoring reported in the DEETYA Annual Report 1995-96
indicate that 45 per cent of LAP participants had ‘positive’ outcomes (defined as full-
or part-time unsubsidised employment or a non-DEETYA education/training place).
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This figure compares unfavourably with other generic labour market programs, most
notably JobStart - a large wage subsidy scheme - with a “positive” outcome of 62 per
cent (see Table 2.1).

As far as the PMV LAP is concerned, the main assistance arrangements have been
formal vocational training of up to 52 weeks, plus an additional 52 weeks of English
language training; a wage subsidy element up to 26 weeks to be applied outside the
industry; and relocation assistance.  Retrenchees must have worked in the industry for
at least 6 months of the previous 24 months, for at least 30 hours per week on average.
Assistance was available immediately upon retrenchment.

The research on the PMV LAP indicates that the most common forms of assistance
(which generally lasted between 3 and 12 months) were: wage subsidies; English
language training; computing training; and personal development.  The program was
least effective for older workers although skilled workers were more likely to have
positive outcomes.  Retrenchees reported personal hardship, including financial
difficulties, marital breakdown, isolation, stress and anger.  The research report
contains no adequate comparison of LAP and non-LAP participants, although women
and those with non-English speaking backgrounds appeared to be disadvantaged in
terms of their access to LAP.  Those least in need had taken up wage subsidies - an
example of ‘creaming’.

The set of measures available under the TCF LAP were similar to the PMV LAP,
although the eligibility criteria were 2 years out of the past 3 in TCF employment
(including outwork) and hours of work of at least 19 per week, on average.  The
research undertaken on the TCF LAP was more rigorous than that undertaken on the
PMV LAP.  Location was found to be an important indicator of take-up of LAP
assistance.  Outcomes for LAP and non-LAP participants were found to be
insignificantly different on a number of measures.  In terms of LAP outcomes, the most
important determinants were found to be age (younger did better).  Sex and country of
birth were not found to be significant factors.  A considerable proportion of TCF LAP
participants appeared to remain in the TCF sector.

The research on AN LAP indicates that LAP and non-LAP participants had relatively
similar outcomes after 12 months.  Post-separation training would appear to have been
more effective than pre-separation training.  The rate of unemployment of ex-AN
workers, both LAP (58 per cent) and non-LAP (65 per cent), was found to be high six
months after retrenchment.  AN LAP participants were more likely to find employment
earlier than non-LAP participants.  After twelve months, however, no significant
differences were apparent between AN LAP participants and non-participants.

Very serious question marks hang over the worth of these three pieces of research.  By
and large, however, they bear out the general findings of research on labour market
programs - that is, they are marginally useful and they work for people with certain
characteristics much better than for people with other characteristics.  Delivery
systems, flexibility, eligibility criteria and program design can influence success rates,
with localised, tailored schemes often having the best outcomes.

It seems to me that — given that many car workers are ageing and often do not
have good English skills — it is quite likely that one in ten (or even a higher
proportion) may never find another job if they were to be displaced from the car
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industry.  This prospect must cast real doubt about whether it is in the national
interest that car tariffs continue to be cut below the 15 per cent already
scheduled to prevail in the year 2000.

7.3 Participants’ views

In relation to relocating labour and capital resources in other industries
following tariff-induced downsizing of the automotive industry, Ford said (Sub
107, p.4):

… a direct loss of investment that is permanent and a labour adjustment issue that is
extremely costly and [time-consuming] to fix — in fact experience in the regional
economies such as Geelong suggest the labour adjustment issues are long term and
accompanied by high social and financial cost.”

The City of Greater Geelong’s response (Sub 112, pp.2-3) to the prospect of
further severe inroads into automotive industry activity in the region was as
follows:

The impact of the loss of all employment in the automotive industry would not be
confined to direct employment of 3900 people in the automotive industry.  It is
estimated that there would be a further loss of employment in support industries in the
order of 6000 jobs.  This represents in total 15% of Geelong’s workforce and would
have a catastrophic effect on the people who lost their jobs, their families, schools,
community organisations and the Geelong community.

Since the Industry Commission’s 1990 report on the automotive industry, the
restructuring of Geelong’s industry has seen unemployment in the region rise from
4.5% in 1990 (when national unemployment was almost 2% higher at 6.3%) to 10.8%
in 1996 (when national unemployment was over 2% lower at 8.7%).  Although there
have been other factors affecting the region’s unemployment level over this period the
loss of around 7000 jobs in the automotive and related industries was a major
contributor.  Further shocks to the regional economy are likely to result in an
unacceptably high level of unemployment.

The flow on impact through the Geelong economy of the loss of a key industry sector
may cause other businesses to re-evaluate their Geelong investments to establish if
another location would better suit their business.  The loss of an industry sector would
make the adjustment task that much more difficult than any of the adjustments that
occurred in the context of industry restructuring which enabled them to become more
focussed on international markets with exports making up for at least some of the loss
of domestic market share.  You cannot restructure an industry that has left town.   
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7.4 Critique of the inquiry majority’s view

The inquiry majority’s chapter on this subject (titled Adjustment and regional
issues — and running to more than 40 pages) seems to include anything
considered even vaguely relevant to the subject on the one hand, but not much
in the way of firm conclusions, on the other. The only recommendation is that
labour market programs should be properly evaluated!  While all this may be
well and good as far as such initiatives go, what evidence there is for the
helpfulness of such measures is equivocal to say the least.

Insofar as there is a message struggling to emerge from the inquiry majority’s
chapter on adjustment and regional issues, it appears to be the sentiment
expressed in the headnote that:

The Government should not attempt to stop normal structural change simply because
the adjustment is concentrated in a small number of regions.

Frankly, this is absurd advice.  What is 'normal' about a change which
devastates a group of geographically concentrated Australian citizens by
comparison with a change whose effects are widely diffused across many
Australian communities, and whose consequences are more readily
accommodated?

Do the changes flowing from a Government decision to continue to cut car
tariffs by 2.5 percentage points per annum post-2000 qualify as “normal
structural change”?  Do not people in regional Australia constitute part of the
community in whose interests all of this is supposedly being done?  Should they
not have some say in what is being done on their behalf?  I would also point out,
again, that adjustment costs involved are likely to increase as the degree of
regional concentration of a change becomes more acute.  Hence, the probability
that the adjustment costs will outweigh prospective benefits will increase as the
adverse effects of a change become more geographically concentrated.  Should
the adjustment costs come to outweigh the prospective benefits, as I believe they
are likely to do in the present instance, the statement can, of course, be
challenged from every conceivable point of view.

APPENDIX 1: REVIEW OF THE ESTIMATED
EFFECTS OF REDUCING ASSISTANCE TO
THE AUTOMOTIVE INDUSTRY

Considerable concern has been expressed about the likely implications of
continuing to cut car tariffs from 15 to 5 per cent post-2000.  The
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majority’s use in the draft report of the Monash modelling framework
came in for particular criticism as painting altogether too rosy a picture of
what is likely to happen.  Other models have also been used to estimate the
likely effects of changed assistance arrangements to the automotive
industry, including work done by Econtech for the South Australian
Government.  As the rights and wrongs of various modelling approaches
continue to be an issue, I have included this appendix in my dissent in
order to (hopefully) cast some light on the issue.

I regard it as unfortunate that — in spite of my persistent urgings that a
modelling forum be convened to reconcile various viewpoints and maybe thrash
out some common ground — this did not happen.  What did happen, however, is
that claimed gains from cutting car tariffs further based on the Monash model
plummeted from the range $1.7 to $4.5 billion in the draft report to around $100
million in the majority final report.  Interestingly, there is not one word (at least
that I could find) in the majority final report admitting that such a drastic rethink
took place.  I now note that at least the Monash and Econtech modelling work
produce estimates of gains which are at least of the same order of magnitude —
although it must be said that significant discrepancies remain, which I believe
would be capable of further resolution/reconciliation.

That said, my personal opinion is that the work done by Econtech rings truest in
terms of the likely effects of adopting various courses of action towards the
motor vehicle industry, and this is why I have cited results from that source
throughout my dissent.

A1.1 The Monash modelling in the draft report was flawed

Following are some views of that work expressed by inquiry participants.

Ford observed (Sub 107, p.53), “[T]he Commission has projected forward the
market’s recovery from a cyclical low in 1986-87 as though it were a strong
upward trend.”  This led to highly optimistic scenarios about future production
levels which underlay the subsequent analysis of the likely effects of various
tariff cuts.

Holden’s view on the Commission’s modelling (Sub 111, p.4) was that:

We ... disagree with the Commission’s economic modelling approach and results.  In
our view a number of input assumptions and technical aspects of the modelling exercise
were inappropriate, leading to a substantial overestimate of the benefits from duty
reduction.  The adjustment cost to achieve these benefits has also been overlooked.

Toyota also expressed considerable reservations (Sub 106, pp.7-8):
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The Commission in its 1995-96 Annual report and the Automotive Report seems to
have adopted very different modelling methodologies.  The 1995-96 Annual Report is
based on the assumption that the economy has available to it a fixed amount of capital
and labour, while the Automotive report allows for the supply of capital to increase
over time.  As a consequence, very different results are produced.  The Annual Report
1995-96 calculates that the gains in terms of GDP from lowering tariffs between 1996
and 2000 (which is mainly associated with automotive and TCF) is 0.14% of GDP —
about two-thirds of this gain is associated with the automotive industry.  The
Automotive Report calculates that lowering tariffs from 15% to 5% will increase GDP
by 0.6%, that is, about 5 times as much as lowering tariffs from 25% to 15% which is
not credible given that the gains in GDP from tariff reductions fall as the tariff falls.  In
principle, the methodology used in the 1995-96 Annual Report is more appropriate — it
shows the gains from lowering tariffs below 15% are likely to be small.

Econtech in its report prepared for the South Australian Development Council came to
findings which are similar to the Industry Commission’s 1995-96 Annual Report.  The
consultant found the long-run gains in consumption from continuing to cut tariffs after
2000 would be negligible.  Such findings are in accord with the common sense logic
that if a tariff reduction from 15% to 5% lowers prices to consumers by less than 10% it
is hard to believe that the gains in GDP will be anything other than a small fraction of
the industry’s about 1% share of GDP.

Before leaving the topic of economic modelling, Toyota wishes to identify some other
major areas of concern with the Commission’s Scenario A (tariff remains at 15%) and
Scenario B (tariff reducing to 5%).

First, the findings that the output of the automotive industry between 1996-1997 and
2009-2010 will grow by 47.6% under Scenario C, 45.4% under Scenario A, and 39.4%
under Scenario B look implausibly high.  The main reason for the high result appears to
be that Scenario C is based on extrapolating from the analysis of recent trends over
1986-87 to 1993-94.  This analysis is misleading as 1986-87 was a cyclical low point in
vehicle demand while the later part of the period was heavily influenced by recovery
from the recession and the decline in interest rates.  In effect the Commission has
projected a cyclical upswing as if it were a long term trend.

Second, it is likely that reducing the tariff to 5% will cause output of the automotive
industry to be significantly below the level it would be with the tariff at 15%.  A
difference as small as that estimated by the Commission is not credible and seems to be
due, amongst other things, to the relatively low elasticity of substitution assumed
between imports and locally produced vehicles.  On the face of it, this is a very
different approach to that taken to estimating the consumer tax equivalent of the tariff
which appears to be based on the assumption of perfect substitutability.  Judging from
the sensitivity analysis presented by the Commission in its 1990 Report with respect of
doubling the magnitude of the elasticity of substitution between imports and locally
produced goods (from 5.2 to 10.4), this would produce a doubling in the gap between
output under Scenarios A&B.

The third area of concern is associated with the Commission’s finding that aggregate
exports grow by 118.2% under Scenario A and 120.9% under Scenario B.  A significant
part of these additional exports appear to originate in the mining sector and reflect the
extreme supply and export demand elasticities used in the Monash model.
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The final area of concern is that the Commission’s modelling work makes no allowance
for the presence of scale economies in the automotive industry.  As scale economies are
absolutely central to the performance of the automotive industry, this is a major
handicap.

Toyota considers that the Commission’s economic modelling results are questionable
as they stand and should be treated with great reservation.

In the end, the Commission admitted that a wholesale rethinking of the Monash
modelling work that appeared in the draft report was in order.

The inquiry majority’s final report — continuing to rely on the Monash model
— revised its estimate of the real consumption gains of cutting car tariffs down
to 5 per cent by 2004 (as compared with leaving tariffs at their 2000 levels) by
96 per cent (0.025 gain in the majority final report compared to a 0.7 per cent
gain in the draft report).

In spite of such a drastic downward revision of the estimated economy-wide
gains of further reducing car tariffs, there is no admission that wholesale
changes have been made between the draft and majority final reports when it
comes to modelling the likely effects of varying assistance to the automotive
industry.  Indeed, the following quote tries to turn what must rank as one of the
biggest about faces in modelling history into some kind of virtue.  Referring to
its new Monash model based range of estimated GDP (rather than real
consumption) gains ranging from $165 million to $904 million, the majority
final report claims that:

The smaller estimate of the gains was based on assumptions chosen to provide an
indication of the minimum level of gains available from further tariff reforms.  The
larger estimate was based o the same conservative assumptions but also included an
assumption that the industry can take advantage of economies of scale.

In fact, the low estimate is arguably still too high.  The high one can be
dismissed out of hand (see below).  In any event the focus should be on
estimated effects on real consumption (not GDP) — as the inquiry majority’s
final report itself admits (see Appendix N).

Still at least the estimates being produced by the Monash model are now the
right order of magnitude and roughly agree with the Econtech results.

In my opinion, in light of what has happened, Econtech should be relied on as
presenting the best available estimates of the likely implications of further
reducing car tariffs post-2000.

Importantly, there is now not much disagreement about the likely welfare gains
of further reducing car tariffs post 2000 (about $75 million per annum according
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to Monash versus less that $50 million according to Econtech).12  Either way
this is not a big gain when it comes to justifying further cuts in car tariffs —
cuts that I believe have the potential to put at risk the whole of the automotive
industry in Australia (because, in my opinion, one or more major departures
would have a domino effect).  To run any significant risk that the industry
ceases to be viable in Australia because of further unilateral reductions in
assistance, in the absence of securing similar concessions by our trading
partners, just cannot be justified in my opinion.

A1.2 Econtech’s report discussing the merits of the various
modelling efforts submitted to the inquiry

The Presiding Commissioner in this inquiry, Mr Scales, has made two broad comments
on the number of models presented to the inquiry (Industry Commission, 1997).

(i) partial equilibrium analysis is different from general equilibrium analysis

“When one’s talking about CGE modelling we’re talking about the interaction 
between the whole of the economy, not any one sector of the economy.  So when 
you’re referring to these sorts of comments here about what might be the gain, 
you’re talking about partial analysis.”

“When you talk about simple demand and supply analysis you’re talking about it 
within one small part of one industry .......... in fact using a CGE model ... that 
interacts with the whole of the economy and all of the costs within the economy 
and the way that shifts demand and supply curves or moves something along a 
demand and supply curve.”

 (ii) the models give conflicting results

“We’ve now got five models that we’re trying to juggle ... every one of them is 
different and every one has got different outcomes and different assumptions.”

“One of the problems we have got here is that we’re getting all of this information 
... it’s difficult to subject this to reasonable analysis.”

Partial versus general equilibrium analysis

Econtech’s view on this matter can be summarised as follows: “both partial and general
equilibrium analysis can be used fruitfully to estimate the associated gain in national
welfare.”

From a partial equilibrium model of the demand and supply of PMV-related imports,
the welfare gain from a tariff reduction can be estimated using a simple rule-of-thumb:

Gain from car tariff reduction =

                                                
12 It remains the case, however, that there are still unresolved discrepancies between the

revised estimates of both Monash and Econtech (see later).
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(1/2) X (car tariff rate before cut + car tariff rate after cut)

X increase in volume of cars imports due to car tariff cut13

A tariff reduction that would reduce the car tariff rate from 15 to 5 per cent would offer
an average of the tariff rates before and after the cut of 10 per cent.  Therefore:

Gain from proposed car tariff reduction =

10% X increase in volume of cars imports due to car tariff cut.

In this study it was estimated (using the State Cars model) that the volume of car
imports, measured using 1996 prices, would increase by $924 million.  Therefore,

gain from proposed car tariff reduction =

10% X $924 million = $92 million

Thus the partial equilibrium estimate of the welfare gain, using a simple rule-of-thumb,
is $92 million - based simply on the estimated response in the volume of car imports to
the change in the car imports tariff.

Using a general equilibrium model, State Cars, a welfare gain can be estimated of $95
million.

The partial equilibrium estimate of the welfare gain, calculated using the car import
response in State Cars, was almost identical to the general equilibrium estimate,
obtained from the real consumption response in State Cars.

This accurate transmission of the welfare effect from the change in car imports through
the equations of the State Cars model to the final outcome for real consumption occurs
because State Cars is free of inconsistencies.

However, there are two effects present in some other general equilibrium models which
can validly lead to smaller estimated gains in real consumption in general equilibrium
models than in partial equilibrium models:

(i) lower terms-of-trade

A lower terms-of-trade would reduce national income and consumption.

(ii) tax increase

The tax increase needed to fill the revenue hole left by reducing the car tariff can be
expected to distort economic decisions and thus reduce national income and
consumption.

However, the simple import-based calculation can still provide an upper estimate on the
welfare gain that can be expected from these larger and more complicated general
equilibrium models.  If this upper estimate is exceeded without a convincing
explanation, then it can be suspected that this is due to an inconsistency in the structure
of the general equilibrium model.

                                                
13 Where volume is measured using pre-tariff prices for car imports in some base year.
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In summary, partial and general equilibrium models are complementary.  Partial
equilibrium models are simple and transparent and can provide an upper estimate of the
welfare gain from a tariff cut.

Conflicts in national results

Table 3 presents the estimated effects of reductions in the PMV tariff using the various
models before the inquiry.

Table 3: Estimated effects of car tariff reductions ($ million)

Source PMV-related
Imports
Increase(a)

Approx.
Upper
Estimate of
Welfare
Gain(b)

Claimed True
Welfare Gain(c)

State Cars
Monash
AE-CGE
Federal-SA (d)

$924m
$300m
$635m
na

$92m
$30m
$63m
na

$95m
$1,700m to $4,500
$341m
-$90m

(a) The increase in the volume of PMV-related imports is valued at pre-tariff prices.
(b) This approximate welfare gain is calculated from the imports increase using the simple rule-

of-thumb associated with a partial equilibrium model of supply and demand for PMV-
related imports.

(c) The claimed true welfare gain is the increase in real consumption, except for the Monash
results where the Industry Commission (inappropriately) places more emphasis on the gain
in GDP.

(d) These results are based on a reduction in the car tariff from 25 to 5 per cent, not 15 to 5 per
cent.

Source: Table 17 of Econtech report (Sub 200), p.66.

Econtech has the following observations to offer on these results:

The State Cars results have already been discussed:  the increase in the volume of
PMV-related imports of $924 million implies an approximate welfare gain of $92
million, which is almost identical to the claimed true welfare gain measured by the
increase in real consumption of $95 million.

The Monash results show a smaller increase in PMV-related imports of only $300
million and thus imply an approximate welfare gain of $30 million (=10% of $300
million).

In the Monash model, a tariff cut reduced the terms-of-trade so the true welfare gain
should be less than the partial equilibrium estimate of $30 million.  In fact the inquiry
majority’s draft report claimed a huge gain of $1,700 million to $4,500 million.  This
claim must be wrong, because the partial equilibrium results must give a larger number
than the general equilibrium results.

In the AE-CGE model, the increase in the volume of PMV-related imports is $635
million, so the partial equilibrium estimate of the welfare gain is $63 million.
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In AE-CGE, just as in Monash and MM2, a tariff cut reduces the terms-of-trade, so the
true welfare gain should be less than the partial equilibrium estimate of $63 million.
However, AE-CGE claimed a gain of $341 million.

No convincing, valid explanation has been offered as to why the welfare gain should
exceed the upper estimate provided by the partial equilibrium estimate of $63 million.
In other words, the AE-CGE results tendered to date provide no real evidence of a
welfare gain exceeding $63 million.

Using Federal-SA, SACES do not report any estimate of the effect of the proposed car
tariff cut on the volume of car imports.  However, they do report a national loss in real
consumption of -0.03% or -$90 million.  They also claim that there is a gain to the
nation from the proposed tariff cut — a claim which is not consistent with this loss in
consumption.

The problems with the Monash and AE-CGE estimates of the gains can also be seen
from a different angle.  These estimates show little sign of diminishing marginal benefit
from car tariff reductions, even when the car tariff rate has been reduced to as low as 5
per cent.  The clear implication is that these models would show further benefits from
continuing to cut the car tariff until it reached a large negative rate, that is when car
imports were heavily subsidised.

For example, Econtech estimates that the optimal car tariff rate implied by the results
from the AE-CGE model is about minus 32 per cent.  The submission containing the
AE-CGE results has been frank enough to confirm ‘the large negative optimal tariff for
the motor vehicle assembly industry implicit in AE-CGE’.

By contrast, this appendix confirms that State Cars shows, as expected, that the gains
from cutting car tariffs are fully exhausted once the car tariff rate reaches zero.

To summarise, in resolving the conflicts between the results from the different models,
it is abundantly clear that, the inquiry should discard the estimates of gains provided to
date from the Monash and AE-CGE models.  These estimates of gains do not pass two
simple checks:  they vastly exceed an upper estimate provided by partial equilibrium
analysis; and they have the extraordinary implication that car imports should be heavily
subsidised.
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Conflicts in state results

Regarding the effects on South Australia of the proposed reduction in the car tariff,
SACES have claimed that ‘the MM2/SAM modelling.... imply implausibly large ...
mobility of labour and capital’.

The SACES claim of excessive mobility of labour and capital in SAM is simply wrong.
The SAM results show an increase in the annual level of net interstate migration from
South Australia of only 800 to 1,800 persons over a lengthy adjustment period.  This is
not a large response in relation to the existing annual net outflow of about 6,000
persons.

In fact, a particular strength of SAM, relative to Federal-SA (used by SACES) is that
SAM explicitly models labour market adjustment processes, including annual flows of
interstate migration, while Federal-SA only shows long-run employment outcomes.  It
seems unlikely that Federal-SA would be able to explain anything like the existing
annual net outflow of 6,000 persons.

On a related point, SACES argue that, for the proposed tariff cut, the loss of economic
activity in South Australia shown in the Econtech results is implausibly large in relation
to the size of the SA car industry. In fact, the size of the loss of economic activity is
accounted for by the multiplier or spillover effects on other industries resulting from
lower incomes in the car industry.

To summarise, the interstate migration response in SAM to the proposed tariff cut is
plausible in size, lending support to its estimates of a long-term employment loss of
about 1.5%. On the other hand, Federal-SA, which does not model labour market
adjustment processes (including annual migration flows), shows a weak response in
state employment to the proposed tariff cut, and seems to imply a far lower degree of
labour mobility than that demonstrated by the existing annual net migration from South
Australia of about 6,000 persons.

A1.3 Critique of Monash’s modelling work included in the
majority final report

Again, because it has not been possible for the modellers to get together to sort
out any differences capable of being reconciled before finalisation of this report
on the automotive industry in Australia, I here include a summary of a critique,
done by Chris Murphy, of Monash’s modelling and related work included in the
inquiry majority’s final report.  In my view there are still significant
discrepancies between Econtech and Monash’s modelling analyses such that, if
addressed, the two modelling results would be brought even closer into accord
than they are now.  The full critique can be obtained from Econtech (or the
South Australian Development Council).
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1. Historical simulations (Appendix M)

This appendix discusses the value of the elasticity of substitution between imported and
locally produced cars.  If this elasticity is assigned a high value, it is being assumed that
imported and locally produced cars are considered to be close substitutes in the minds
of consumers.  In that case, as the price of imported cars decreases (relative to that of
locally produced cars) due to, say, a tariff cut, consumers will switch in large numbers
from buying locally produced cars to buying imported ones.  On the basis of an
econometric study conducted in 1977, the Monash model assigns a value of 5.3 to this
elasticity.

It is widely recognised by econometricians that the values of such elasticities can
change over time, making it unsafe to rely on an estimate that does not take into
account data for the last 20 years.  Some commentators have suggested that the
experience of the last 10 years suggests that consumers switch more readily to imported
cars than has been previously supposed, and so this elasticity should now be assigned a
higher value of, say, 10.

Using a value of 5.3 for the elasticity, the model finds that the car tariff cuts can
account for part, but not all, of the increase in import penetration which has occurred
between 1986-87 and 1993-94.

Using a value of 10 for the elasticity, the model finds that the car tariff cuts can account
for more, but still not all, of the increase in import penetration which occurred.

The appendix should point out that these historical simulations are more consistent with
a value for the elasticity of 10 rather than 5.3.

Monash finds, consistent with the State Cars results, that using the higher elasticity of
10 nearly doubles the estimated effect of a lower car tariff on car industry output.

Assuming an elasticity of 10, it is shown that car tariff cuts have been the main negative
influence on car industry output.

In reality, the percentage effect on PMV industry output of adopting the proposal to
further reduce the PMV tariff from 15 to 5 per cent would be much larger than the 8 per
cent loss in automotive industry output simulated by the Monash model because:

•  using an elasticity of 10 rather than 5.2 would nearly double the fall in output;
and

•  modelling the PMV industry alone rather than the entire automotive industry
would boost the percentage fall in import prices from about 4.7 per cent to about
7.5 per cent.  A bigger percentage fall in import prices would lead to a bigger
percentage fall in local industry output.

This explains why the Monash model simulates a loss of automotive output of only
8 per cent, while, in Submission 200, the State Cars model simulates a loss in PMV
industry output of 24 per cent.  The Monash result would be similar to the State Cars
result if its elasticity of substitution were set to 10 rather than 5.2, and the PMV
industry were properly separated out from the rest of the automotive industry.
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2. The economy-wide effects of reducing tariffs (Appendix N)

The claim in this appendix that the proposed further reduction in the car tariff would
result in a short-term gain in national employment is subject to important qualifications.
It is dependent on the particular labour market closure which has been used in the
Monash model.  Also, it makes no allowance for a likely mismatch in the labour market
(job vacancies tending to be higher skilled and job seekers tending to be lower skilled)
associated with low skilled car workers losing their jobs.  For this reason, in reality,
there is likely to be a short-term loss in national employment.

This appendix should acknowledge that, if it were not for the presence of other
economic distortions, the Monash model predicts a welfare loss of $25 million from the
proposal to further reduce the car tariff from 15 to 5 per cent.  This occurs because a
welfare gain of $60 million from improved allocative efficiency is more than offset by a
welfare loss of $85 million from a deterioration in the terms of trade.  Indeed, the
implied ’first-best’ car tariff rate is 14 per cent.

However, it is claimed that the presence of other economic distortions results in a
further welfare gain from the proposed tariff cut of $125 million, leaving a net gain of
$100 million.  If this is the case, the first-best policy would still be to remove all
economic distortions and set the car tariff to its first-best rate of 14 per cent.  Only if
these economic distortions are taken to be immutable, should the car tariff be set to its
implied ’second-best’ rate of minus 7 per cent.

It may be that the claimed welfare gain of $125 million reflects traits of the Monash
model rather than the impact of true economic distortions.  This requires more
investigation.

The Monash results are likely to greatly understate the likely employment losses in
Victoria and, in particular, South Australia.

The Monash results also suggest that if the car tariff is reduced from its level of 25 per
cent in 1996 to its proposed level of 5 per cent, the closure of one of the smaller of the
existing four local producers would barely absorb the loss of output of the local
industry, leaving the remaining three local producers with no increase in output or
economies of scale.  This invalidates the supposed increase in economies of scale in the
highly optimistic Scenario C.  In fact, the State Cars model results (in submission 200),
which show a larger fall in local output, suggests that even the closure of two local
producers would be insufficient to generate greater economies of scale for the
remaining two local producers.

3. The Monash model (Appendix O)

The various economic models used in this inquiry have different strengths and
weaknesses.  This appendix recognises the strengths of the Monash model, but little
else.

Both the AE-CGE and State Cars models identify the car industry while Monash only
identifies the somewhat broader automotive industry.

The greater industry detail in Monash is useful in giving a more detailed industry
picture of the effects of changing the car tariff.
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Estimates of welfare gains from economic models should not be taken at face value but
rather should be carefully checked.  The estimates of welfare gains from the State Cars
model are based on:

1) verified estimates of allocative efficiency gains analogous to those found in partial
equilibrium models of a tariff;

2) an estimate of a welfare loss from the adverse terms-of-trade effect; and

3) verified estimates of welfare effects arising from the presence of other well-
defined economic distortions.

The welfare gains estimated from the Monash model cover 1) and 2) but only partly
cover 3) because the claimed additional welfare gains are not fully explained in terms
of well-defined economic distortions.

Monash’s dynamics are realistic in the sense that they allow for protracted rather than
instantaneous adjustment of industry capital stocks and real wages.  They do not,
however, allow for demand-induced business cycles or forward-looking adjustment of
the exchange rate in anticipation of announced future tariff cuts.  MM2/SAM contains
comprehensive dynamics.

In modelling state effects, MM2/SAM is consistent with the principles of regional
economics; Monash is consistent with the principle that state results should sum to
national results; and only State Cars fully observes both sets of principles.

None of the economic models are able to explain the upward shift in Australia’s
sustainable unemployment rate or NAIRU from about 2 per cent in the 1960s to about 8
per cent in the 1990s.  Instead they treat the NAIRU as fixed.  Because most car
industry employees are low skilled, the proposal to further reduce the car tariff may add
to the NAIRU, at least in the short term.  This is because it would add to the existing
job mismatch under which most job seekers are low skilled while most job vacancies
are high skilled.  The economy-wide models do not deal with this issue.  It needs to be
taken into account separately in assessing the proposal to further reduce the car tariff.
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APPENDIX 2: LIKELY SHAPE OF THE
AUTOMOTIVE INDUSTRY IN THE YEAR
2000

In this minority report, I have expressed my concern about the possible
adverse consequences for automotive industry activity between now and
the year 2000 as tariffs phase down to 15 per cent.  While not necessarily
advocating a halt to scheduled assistance reductions, I believe that the
inquiry majority’s final report should have addressed the likely effects on
the industry of continuing reductions in assistance

I note that the inquiry majority’s view on this matter is that “This inquiry is not
revisiting the tariff arrangements that will apply from now to the year 2000.
These were set by the Government in 1991, and are outside the inquiry’s terms
of reference.”  I note also however that, inter alia, paragraph 4 of the terms of
reference specifies that the report “consider how the Australian automotive
industry will evolve within a world trading environment through the next
decade” — which cannot be done if one has no idea about what the industry will
look like at the start of that decade.

Finally, the fact is that the Monash modelling work embraced by the inquiry
majority of necessity starts its analysis in 1997-98 and continues through to
2009-10.  That analysis has real automotive industry output projected to grow by
about 8 per cent and employment by around 2 per cent between now and the
year 2000.  My personal view is that these projections are overly optimistic and
I, for one, will not be surprised to see the industry struggle to maintain output
(let alone employment) between now and the year 2000.

The Econtech report, on the other hand, suggests that scheduled reductions in
assistance between now and the year 2000 may see net import penetration (ie
automotive imports net of automotive exports) rise from the current level of
around 40 per cent to 50 per cent.  Such a development would sorely test the
viability of some existing domestic automotive activities —  and this analysis
represents, in my opinion, a much more realistic assessment of likely
developments between now and the year 2000
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One has only to consider the course of import penetration over the 1990s (see
Chart 4) and the fact that assistance reductions are to continue at their current
rate to convince oneself that imports could be accounting for around (and
perhaps well over) 60 per cent of the Australian passenger motor vehicle market
(ie excluding exports) by the year 2000.14

Thus if existing trends continue, scheduled reductions in car tariffs through to
the year 2000 could well see great pressure placed on the viability of domestic
car assemblers and component producers alike.

                                                
14 Unlike the majority final report — with its focus on output levels (which are subject to

numerous influences) — the share of PMV sales accounted for by imports is probably the
best variable to focus on in terms of the likely influence on the automotive industry of
scheduled reductions in assistance between now and the year 2000.
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APPENDIX 3: CRITIQUE OF OTHER ASPECTS
OF THE DRAFT/FINAL MAJORITY
REPORTS

There are numerous aspects of the draft report and inquiry majority’s final
report with which I disagree.  Apart from major points of disagreement
described elsewhere in this minority opinion, this appendix sets out further
disagreements on what might be termed matters of detail.  I nevertheless
consider them important enough to raise in this appendix.

A3.1 Scope of the industry

There were repeated references in the draft report to the relatively small size of
the manufacturing sector compared with automotive service activities.  For
example, one finds the following statement in the Overview (p.xxii):

Despite the high profile of the manufacturing sector of the industry, the services sectors
of the industry employ around 260 000 persons, which is more than four times the level
of employment in automotive manufacturing.

One is tempted to respond “so what?”  Even if, as a result of decisions made by
the Government in respect of this inquiry, automotive manufacturing activity
ceased in Australia, such service activities would continue.  The proper focus of
this inquiry is on the manufacturing sector of the automotive industry, however
widely one seeks to define it.  The fact is that Australians will not cease buying
cars and having them serviced and repaired, even if all those cars are imported.

It is interesting to note that the inquiry majority’s final report has this to say
about non-manufacturing automotive activities:

The maintenance of an efficient automotive industry services sector is not dependent on
automotive manufacturing activity.

Exactly.

A3.2 Relationship between car and component
manufacturing

The report (Section 2.2), after pointing out that automotive components are
produced for sale as original equipment (OE) to motor vehicle manufacturers
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and to consumers as replacement and aftermarket parts, then claims that
“movements in world component production and sales figures closely mirror
those for cars.”  A more correct statement would, in my opinion, be that OE
component sales would indeed be closely linked to the production of new PMVs
but that replacement/aftermarket parts sales would depend on the existing stock
of motor vehicles in use (ie the size of the carpark), not just additions to it in the
form of sales of new PMVs.

In the same section, the statement is made that forecast world sales of PMVs
“are expected to increase modestly in the medium term, stabilising at around 37
million units annually in the period 1998-2000 (EIU 1996a).  It is not at all clear
that such a stabilisation will occur, given the extent of the unsatisfied demand in
Asia (where most of the growth in sales of new PMVs is expected to occur).
Indeed, the report subsequently makes this point, citing the same authority (The
Economist) as estimating that “China today has 1.8 million cars ... by 2005 that
number is expected to rise to 4 million, and by 2010 to 20 million.”  If that pans
out as predicted then sales in mature markets will have to plummet for both
statements to remain true.  I expect that while sales may well languish in mature
markets, sales will boom in Asia — so that overall sales will grow by a
respectable rate well into the next decade.  It is access to Asian markets,
particularly APEC countries, that it is in Australia’s interests to negotiate —
using whatever bargaining chips we hold, including instituting a tariff pause in
the year 2000.

A3.3 Impact of imports

Under the above heading the inquiry majority’s final report states:

Yet recent import penetration of the Australian PMV market has been limited to the
small vehicle segment.  This growth in the share of imports has been driven by two
major factors:

· the increasing popularity of imported micro/light vehicles for which none of the local
producers catered; and

· the strategic decision by local vehicle manufacturers, except Toyota, to withdraw from
small vehicle production and source their small vehicles from their overseas operations.
Over the period 1988 to 1996 local production of the Mitsubishi Colt, Ford Laser and
the Nissan Pulsar ceased.

To my mind this gives the reader a misleading picture of developments.  The
fact is that, for the first time, an imported car (Hyundai Excel) has topped the
monthly registrations of new PMVs — so the reference to import penetration



MINORITY REPORT:  I.E.WEBBER

499

being “limited to the small vehicle segment” gives a wrong impression.  This
segment is booming and is dominated by imports.

In both the draft report and inquiry majority’s final report, import penetration is
depicted by combining together the micro, light and small car segments and the
medium, upper-medium and luxury segments of the PMV market.  Again, to my
mind this presents a misleading picture.  Further disaggregation into individual
segments would exhibit quite a different state of affairs to the impression gained
from looking at Figure 3.2 of the inquiry majority’s final report.  The fact is that
the micro, light, small, medium and luxury segments are each dominated by
imports — with the upper-medium the only segment where local production
continues to dominate (and even this could be under threat from Korean
imports).

While on the subject of micro/light vehicles, the inquiry majority — citing
Holden’s experiences — is at pains to point out that “The industry has
developed in ways which could not have foreseen at the start of the assistance
reduction program” [at the start of the decade] on the one hand, but is quite
confident that “Such vehicles ... are unlikely to be [made here] by 2004.”  This
prediction seems to be a significant plank in the inquiry majority’s case to
reduce the tariff on such vehicles to 5 per cent from 1 January 2001.  The other
seems to be a desire to assist young Australians to buy their first car.  On this
latter point I cannot help but have some sympathy for one participant who
grumbled to the effect that why not assist older Australians possibly entering the
market for the last time.
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