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Write two-page analysis to the question
1) What trade policies were adopted by the Australian government towards auto sector? What impacts have they had on the Australian auto industry?





AUSTRALIAN AUTOMOTIVE INDUSTRY IN DECLINE1




TOYOTA’S EXIT ANNOUNCEMENT: HUE AND CRY

On February 10, 2014, Toyota announced that it would exit from manufacturing in Australia by the end of 2017. This declaration came within nine months of a similar announcement by Ford and Holden, the other two car manufacturers in the country, and it effectively marked the end of the Australian car manufacturing industry.
Toyota’s exit was expected to affect not only its workers but also its input suppliers and the economy as a whole. Indicating the impact of Australian car manufacturers’ exit on local car component suppliers and on the industry, Richard Reilly, the chief executive of the Federation of Automotive Product Manufacturers, pointed out that most component suppliers lacked any kind of revenue stream outside the automotive  industry. He stated, “This [withdrawal] will have absolute ramifications throughout the whole sector.”2
Fearing large, local job losses and a significant adverse impact on economic activity, Australian Council of Trade Unions secretary Dave Oliver said, “The Abbott government goaded Holden into leaving, they’ve done absolutely nothing to keep Toyota in this country, and as a result, Australia will lose up to 50,000 direct skilled jobs, $21 billion will be wiped out from the economy and regions will go into recession.”3
In spite of the expected large, direct job losses throughout the supply chain and their adverse multiplier effect on the economy, the government declared a rationale for leaving the automotive industry to its own fate. Upon hearing of Toyota’s exit plan, in an attempt to justify the government’s stand, Australian Prime Minister Tony Abbott said, “While some businesses close, other businesses open; while some jobs end, other jobs start.”4 Further defending the government stand, amidst a sustained opposition attack, Abbott told Parliament that the government’s job was not to preserve every single business indefinitely. Its priority was to protect economic fundamentals and ensure that people move to better jobs.5
What went wrong with car manufacturers in Australia? What factors led to their exit announcements? Why were industry observers expecting the demise of the automotive industry in Australia? Why was there such a great hue and cry, and was it justified? Should the government have tried to prevent the car manufacturers’ exit from the country?


THE AUTOMOTIVE INDUSTRY IN AUSTRALIA

At the time when Toyota announced its exit, the automotive industry in Australia included just three car manufacturers: Toyota, GM-Holden and Ford. These three manufacturers were supported by 160 businesses that were involved in designing, engineering, tooling and manufacturing of automotive components (excluding the firms that manufactured exclusively for the aftermarket). Another 260 businesses in Australia manufactured components and accessories exclusively for the aftermarket — that is, the market for replacement parts, accessories and equipment for the care or enhancement of the vehicles after their sale to the customers.6
Ford and Toyota’s manufacturing units were located in the Victoria region, while Holden’s were setup in the South Australia region. Most component manufacturers were located in Melbourne (Victoria) and Adelaide (South Australia), but some operated from Ballarat (Victoria), Toowoomba (Queensland) and Western Sydney (New South Wales).7
Truck and bus manufacturing made up a very small segment within the automotive industry in Australia, with three truck manufacturers in operation there: PACCAR and Iveco in Victoria, and Volvo in Queensland. Additionally, 15 bus manufacturers operated throughout Australia.8

THE AUTOMOBILE INDUSTRY AND THE AUSTRALIAN ECONOMY

Through its backward and forward supply chain linkages, the core automotive industry, which consisted of original equipment manufacturers (OEMs), supported a wide range of economic and business activities in Australia. The OEMs’ backward linkages supported the tier 1, tier 2 and tier 3 suppliers (see Exhibit 1). While the industry’s forward linkages supported the retail sector — the car dealers.
Additionally, the Australian automotive sector had a significant impact on many adjacent industries, such as education, the automotive aftermarket, advertising services and financial services. To promote the skill and training of its employees, the industry developed strong links with the educational institutes. The automotive aftermarket, which employed more than 30,000 people,9 supplied parts and accessories not only to the original-equipment automotive aftermarket but also to the independent automotive aftermarket outside the OEMs’ channels. The core automotive sector required the support of advertising agencies and financial institutions to sell vehicles to the customers, and the innovations and skill sets developed by the car manufacturers also had spillover effects to other advanced manufacturing sectors. Because of its vast linkages with the other sectors within the Australian economy, the automotive sector was viewed as the core of the national growth process.
The motor vehicle and parts-manufacturing sector employed more than 48,000 people directly in 2013/14, which accounted for around 5 per cent of the total employed in the manufacturing sector in Australia.10 The government and the automotive industry itself had invested heavily in the training and skill enhancement of its workforce to achieve world-class quality of automobiles and, in doing so, had managed to provide mostly full-time jobs with relatively high wages, reasonable job tenure and a healthy career path.11
The industry also supported employment in automotive repair and maintenance, motor-vehicle and motor- vehicle-parts retailing and wholesaling, which provided jobs to another 267,125 people in 2013/14. Motor-vehicle and parts manufacturing contributed $4,781 million to the total value added in the economy, which amounted to around 5 per cent of the total value added generated by the manufacturing sector. The industry was also a significant foreign exchange earner. More than 40 per cent of the production of Australian-made vehicles was exported in 2013 (see Exhibit 2).12
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The automotive industry formed a critical part of Australia’s science and technology base. In Australia in 2011/12, the total expenditure on research and development (R&D) was $4,474 million, and the automotive sector accounted for more than 15 per cent of that total expenditure.13 Through its R&D efforts, the automotive industry supported a diverse array of technologies, such as light metals, computerized machining, electronics, chip manufacture, plastics, chemicals, metallurgy and even a diverse range of robotics technology used in assembling cars and making car components.14
Thus, through backward and forward linkages and through the multiplier effect, the automotive industry formed a major part of the manufacturing sector and contributed to several important national dimensions. It contributed to technological innovations through R&D and to human development through employment opportunities. It also contributed to skill development through training, managerial principles and application in the form of lean-management techniques. The sector bolstered Australians’ quality of life not only by providing a variety of domestically produced cars, but also by contributing to government revenue through direct and indirect taxes, to foreign exchange earnings through exports and to overall economic growth through value addition.

WHAT WENT WRONG WITH THE AUSTRALIAN AUTOMOTIVE SECTOR?

The automotive sector was considered to be the core to the development process of the Australian economy, but it was forced to operate in an increasingly adverse environment.

Intensely Competitive Fragmented Market Structure

In spite of the presence of only a few domestic car manufacturers, the competition for these products was intense. Low tariff barriers and a highly open trade environment since the mid-1980s provided easy access to imported cars. Approximately 65 brands and 365 models — passenger cars, sport  utility vehicles and light commercial vehicles — competed for a total market of approximately 1.1 million new car sales per annum in the country,15 thus creating intense competition within the Australian automotive market and making it one of the most highly fragmented markets in the world.

Unfavourable Demand Structure

With a population of 23.1 million, representing 0.33 per cent of total world population in 2013,16 Australia was a small market for cars. New-vehicle sales accounted for about 1.3 per cent of the total global market in the same year.17
Adding to the issue of a small-sized market, in the aftermath of the global financial crisis, the export demand for Australian vehicles was affected because of the slow economic recovery. In response to the crisis, the demand gradually shifted to emerging markets like China, India and Brazil. Not only was there structural change in the geographical distribution of the demand but also in its composition, with consumer preferences changing in favour of small and medium-sized cars.18 Such compositional changes went against the types of cars that were being manufactured in Australia.

High Cost of Manufacturing

Australia was a very small player in the global automotive production sphere. It produced just over 200,000 units of passenger and commercial vehicles in 2013, which accounted for around 0.25 per cent of global production.19 Each auto manufacturer produced well below the minimum efficient scale of production,


which was estimated to be around 200,000 units (i.e., vehicles) per annum.20 The small scale of production kept the average cost of production in Australia at a high level. Furthermore, the scale of production of the country’s car manufacturers had an adverse impact on the scale with which the component manufacturers operated in Australia and the cost at which they could supply those components.
Along with the lack of scale economies, higher labour costs and other costs, such as carbon tax and luxury car tax, all contributed to the high cost of vehicle manufacturing in Australia.

Government Policies: Protection to Liberalization

Government interventions in Australia’s automotive segment could be traced back to the early years of the 20th century, when, in August 1917, to give a boost to the domestic industry and conserve foreign currency, Australia followed an import substitution policy wherein the Australian government announced an absolute prohibition on car-body imports, along with apparel, jewelry and biscuits. This complete ban on car-body imports continued until the Second World War. Encouraged by the ban, Holden’s Motor Body Builders — which, at that point, was involved only in a motor-trimming business — started production of car bodies for imported Chevrolet chassis.
After the war, the Australian government recognized the employment, skill and export potential of the automotive industry, along with its spillover effect into the mining, aerospace and defence sectors, and acknowledged its multiplier effect on value addition in the economy. In view of all these benefits, the protectionist policies continued. However, during the post-war era, these policies took on a different shape, as the complete ban was replaced by a very high tariff rate. During the subsequent period, the government experimented with several combinations of protectionist policies, varying from high tariff to low government assistance and from low tariff to high government assistance.
To take advantage of the protective environment, a number of multinational car companies entered the Australian manufacturing segment, with Ford as the first entrant in 1925. General Motors followed and eventually took over Holden in 1930. To jump the high tariff wall and to overcome the import licensing requirement on new cars, during the post-war period, Chrysler, British Leyland, Renault, Volkswagen and Toyota started assembling cars in Australia in the 1950s and 1960s. During the subsequent years, once many more foreign companies expressed their interest in setting up assembly units in Australia, the assembling process was allowed for only few years. This requirement favoured new entrants and forced the incumbent assemblers to come up with new, locally manufactured car models at frequent intervals. The Menzies Local Content Plan of 1964, which mandated 95 per cent local content in the cars produced in high volumes by large manufacturers, boosted the use and production of domestically manufactured components.
During the 1970s, Australia suffered severely due to the oil price shock, as well as the wage explosion and the consequent high inflation rate. As a result, the decade witnessed the exit of a number of car manufacturers. To support the automotive industry during this period, the Australian government imposed quantitative restrictions by limiting automotive imports to 20 per cent of the domestic market in 1975.21 At the same time, tariff rates for passenger motor vehicles increased to a peak of 57.5 per cent in 1978.22 Once again, the protectionist policies took on new parameters in the early 1980s, when the Australian government’s Export Facilitation Scheme became functional. This scheme allowed local manufacturers to produce their vehicles with local content of below 85 per cent, conditional on their export performance.23
In the 1980s, Australia’s economic difficulties increased even further, with a sharp decline in the commodity prices and the consequent fall of the Australian dollar. While the protectionist policies placed Australia on the list of 13 countries that could manufacture a car from the ground level, these policies also distorted the automotive sector in several ways:


· Due to the lack of competition from foreign players, Australian car companies remained small-scale, leading to a high average cost of production.
· High tariff rates deterred the import of new technology. As a consequence, Australia began manufacturing improved models of cars (e.g., closed-body and all-steel body cars) after a lag of a full decade from the time they had become available in the United States.
· Australian consumers ended up paying higher prices for domestically manufactured cars, which were produced using outdated technology.24
The Australian government eventually realized that its protectionist policies were counter-productive to the growth of the nation’s automotive industry and worked against consumer welfare. As a result, the government initiated some wide-ranging economic reforms.
As a part of the economic reform process, the Button Car Plan25 — named after Senator John Button, Australia’s federal Minister for Commerce, Trade and Industry — specifically addressed reform within the automotive industry. The Button Car Plan focused on globalization of the automotive sector by gradual reduction of tariff rates and developing an export orientation for the sector. As a part of this reform process, tariffs were gradually reduced from 57 per cent in 1984 to 5 per cent by 2010.At the same time, the quantitative restrictions on imports, which stood at 20 per cent in 1984, were phased out and then completely eliminated in 1988.26
To help the automotive industry to adjust to the declining tariff levels, the government provided direct assistance to the manufacturers, which was linked to investment and R&D expenditure. An increasing degree of government assistance was redirected from assembly of cars, which was the sector’s least competitive activity, to exports, which was the most competitive activity. To bring in economies of scale for the local manufacturers, the plan aimed at consolidation of the car manufacturers so that, by the early 1990s, there remained only three local manufacturing units.
The reform process helped in eliminating low-volume models and improving the production of the above- average-volume models. These developments fostered collaboration among major car manufacturers and resulted in shrinking of the component industry to 35 manufactures, producing 70 per cent of the industry’s output in 1987.27 However, by global standards, the scale of production and the quality of the vehicles remained low. Along with these factors, high and increasing labour costs kept the industry globally uncompetitive. Uncompetitive firms threatened to shut down completely every now and then, but the government tried to retain the exiting players by providing non-tariff assistance without much return to the society.
The new millennium began with the challenge of designing more fuel-efficient and environment-friendly engines. Global downturn at the end of the first decade of the new millennium, along with many other external developments, dumped further challenges onto the three Australian manufacturers, and by the end of 2011/12, they were struggling to retain their market share. Government support was found to be inadequate within Australia’s increasingly inefficient and adverse economic environment.

Free Trade Agreements and an Unbalanced Trading Environment

To improve trade and capital flows, Australia signed various free trade agreements (FTAs), such as the Thailand-Australia FTA, the Singapore-Australia FTA, the Australia-Chile FTA, the Australia-United States FTA, the ASEAN-Australia-New Zealand FTA, the Korea-Australia FTA, the Malaysia-Australia FTA and the Japan-Australia Economic Partnership Agreement.28 Although these FTAs provided better trade terms for items such as food products and metals, many of the agreements turned out to work against the Australian car industry.29


For example, the Thailand-Australia FTA was signed in 2005, and by 2007, bilateral trade between the two countries had doubled. The FTA provided better access to Australian exports of crude oil, aluminum, gold and copper in Thailand, but Thailand got better access to its electronics products (mainly computers, electrical machinery and appliances), motor vehicles and household goods in the Australian market. Australian imports of motor vehicles from Thailand tripled from $1 billion in 2004 to $3.2 billion in 2007 as Australia dismantled the tariff wall for vehicles originating in Thailand.30

Significant Strengthening of the Australian Dollar

From 2001 to 2014, the Australian dollar appreciated from as low as 47 to as high as 79 on the trade- weighted index. As the Australian industry was highly open for trade, at the Australian dollar’s peak value, exported items became 65 per cent more expensive compared to a decade earlier.31
The dramatic strengthening of Australian dollar significantly affected the export business of domestic car manufacturers. At the same time, by making imports cheaper, the appreciation also reduced the domestic demand for domestically manufactured vehicles, which further strained the profitability of Australia’s car manufacturers.

Global Strategic Shifts in the Auto Sector

Since 2000, the most significant growth in vehicle sales had come from Asia, a situation that led to changes in the investment strategy adopted by automakers on a global scale. As a part of a new strategy, automakers around the world started withdrawing from small markets like Australia and instead aligning their production-facility investments with growing markets like China and India.

DECISION-MAKING TIME

The mass exodus of car manufacturers from Australia threatened the very existence of the country’s car- component manufacturers, who were left wondering what they could do to stave off economic disaster. And it was not just the component manufacturers whose livelihoods were threatened by the pull-out. The economies of the Victoria and South Australia regions were also very heavily dependent on the industry, and the demise of the automotive industry was expected to cause a recession in these regions. The multiplier effect threatened some potential countrywide repercussions as well.
The Australian automotive industry was the most fragmented market in the world. Productivity within the car manufacturing sector was much lower than the domestic and global benchmarks. In terms of value added and other parameters, the automotive industry’s contribution was low in comparison to other economic activities in Australia (see Exhibit 3).
What should the government do? Should it provide enough protection to keep people’s jobs intact in the regions that were heavily dependent on the automotive sector? Or should it let the automotive industry die a natural death and focus instead on Australia’s more economically productive and promising industries?
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EXHIBIT 1: AUSTRALIAN AUTOMOTIVE INDUSTRY SUPPLY CHAIN
 (
Upstream Supplier Network
) (
Auto Manufacturers Original Equipment Manufacturers
) (
Downstream Marketing Channels Dealer Network
)

 (
Tier 3 Suppliers Supply raw materials like steel, aluminum, rubber, castings, seat cloth, simple plastic parts like fastenings and screws
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Source: Created by the Author; Australian Government Productivity Commission, op. cit.; Australian Industry Group, “Australian Automotive Manufacturing: Size and Output,” Ai Group Factsheet: Australian Automotive Manufacturing Statistics, December 2013, www.aigroup.com.au/portal/binary/com.epicentric.contentmanagement.servlet.ContentDelivery Servlet/LIVE_CONTENT/Economicpercent2520Indicators/Factpercent2520Sheets/2013/Autopercent2520industrypercent25 20factsheetpercent2520Decpercent25202013.pdf, accessed January 29, 2015; International Labour Office, op. cit.


EXHIBIT 2: PRODUCTION VOLUME OF AUSTRALIAN-MADE VEHICLES
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)EXHIBIT 3: SECTORIAL PERFORMANCE IN AUSTRALIA
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