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THIRTY YEARS ON: THE INDUSTRY POLICY AGENDA

Thirty years ago this month, the Australian government announced that it would
cut all tariffs by 25%. The scars would remain for many years but it proved a
seminal step in giving Australia a more open economy. Importantly, industry
policy was moved to centre stage.

The 25% tariff cut made in July 1973 by the Whitlam government was, by many stan-
dards, a genuinely poor policy decision. However, opportunities for a more prosperous
Australia in subsequent years were created through the reforms and policy adjustments
which had to follow.

The policy making culture in the 1960s and 1970s was very diffe rent from today's. It
was widely believed that industry could be fostered with assistance from government.
In Australia, that assistance had come largely, but not exclusively, through the tariff.

The tariff on manufactured imports permitted domestic prod ucers to raise their prices
up to the limit allowed by the landed price of imported goods plus the tariff. If those
purchasing the goods could recoup the higher cost from others, the cost of the tariff
could be passed on. Otherwise, the cost had to be absorbed by the buyer.

A debate had been raging for years be-
tween the manufacturing lobby and
those who thought that the support be-
ing given was too costly to justify the
benefits.

The Tariff Board, which had been lead-
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ing the opposition, had estimated that I

measures supporting manufacturing -

were equivalent to an effective rate of

assistance of 35% of the sector's value Primery Mining  Manufacturing  Services
production

added. There was little evidence that
manufacturers were weaning them-
selves from the benefit as they were supposed to do as a sign of greater maturity.

Generally speaking, the conservative side of politics supported the tariff arrangements
which were seen to be good for their business relations. A minority dissented but ma de
little headway. The union movement, too, was supportive. For the unions, the tariff was
seen as supporting job numbers and membership.

Then came the shock: the Whitlam government decided without warning to cut all tar-
iffs across the board by 25%. Even those who opposed using the tariff as an industry
development tool regarded this as extraordinarily bad policy.

e The social impact was largely unplanned. Subsequently, policies had to be cob-
bled together quickly to meet the needs of the many thousands who were af-
fected by the change, some in regional centres which were disproportionately reli-
ant on manufacturing industry.

e The burden of adjustment was uneven. Businesses fully utilizing the available pro-
tection were more likely to be damaged than those for whom the tariff was exces-
sive and unnecessary.

e This was a government decision from which key advisers (such as Treasury offi-

(Continued on page 4)




Page 2

Week Commencing 28 July 2003

A recovery in US
corporate profitability is
happening. After tax
profits rose by 3.7% in
the latest March
guarter to be 12.2%
higher than a year
earlier. The recovery
still leaves them 15%
short of their peak in
the fourth quarter of
1997.
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(Continued from page 3)

that these were likely to so change the re-
lationship between consumers and suppli-
ers and amongst businesses that a large
slab of the profits of traditional companies
would be shifted to the new economy com-
panies. Their values shot up in anticipa-
tion of the change.

By the peak of the market, in the third
quarter of 2000, there was some objective
evidence that the re-pricing process had
gone too far. Many of the prices implied
rates of growth on a continuing basis
which were unrealistic in just about any
circumstances.

At what point, if any, in this sequence
should the Federal Reserve have stepped
in? Arguably, it discerned that the market
was overvalued only when the rest of the
market was coming to the same conclu-
sion. Clarity of vision only came with hind-
sight.

A NASDAQ at 5500 was clearly too high.
But at 3000, more than twice the current
level, there was still over 80% to go. Given
the momentum, how much would the Fed
have had to hike interest rates to bring the
price momentum to a halt? Who knows?
But a considerable effort might have been
required. And the cost might have been
widespread economic hardship as interest
rates were used to target lower asset
prices just as activity was already slowing.

The Reserve Bank is in a similar position

with the housing market. Housing prices
have increased by some 45% in Sydney
and 35% in Melbourne over the last two
years according to the Australian Bureau
of Statistics. A $700,000 house in inner
city Melbourne is now commonplace.
Should this be a matter of concern when a
house similarly positioned in Sydney (albeit
closer to one of the world’s great harbours)
could sell for four times as much?

Recognizing that only a small number of
people are paying such prices, should this
be of concern, even if they subsequently
lose money?

In fact, speculating about turning points in
asset prices is no role for a central bank.
It is no better equipped than the global
funds management industry, all of whose
analytical resources are directed to picking
asset market turning points.

Central banks, too, will be captured by the
momentum of the market or will cut short
legitimate price adjustments.

That does not mean that they should be
oblivious to asset values. If high house
prices are likely to push general price infla-
tion beyond the 3% barrier there might be
cause for action. If declining equity prices
are having a detrimental effect on buying
power leading to weaker growth, there
might be an argument for some offsetting
policy action. Failing this, however, it
might be preferable for the central bank to
simply watch.
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Should the Reserve Bank (or any
other central bank) be concerned with
asset prices or should it allow individ-
ual markets to run their course?

Rising Australian real estate values have
been cited as the principal argument for
higher interest rates in Australia. Against
that are five factors:

e a slowing Australian domestic econ-
omy;

e uncertainty about the US economy,
clear weakness in Japan and sluggish
European activity;

e US policy interest rates which have
been reduced to near historical lows

e domestic inflation which appears to
be well contained; and,

e a relatively strong Australian dollar
which is helping to control inflation as
well as weaken the penetration of
overseas markets by Australian ex-
porters.

Looked at objectively, the balance of the
argument appears to be clear-cut: the Re-
serve Bank should reduce interest rates.

And vyet, history suggests that residential
housing and unit developers need the
heavy hand of a tighter monetary policy to
prevent periodic bouts of uncontrolled

speculation. Some of the commercial
banks appear to have been persuaded
that the risks of lending for inner city units
have risen to the point that they should
curtail further lending activity for such as-
sets. That being so, the balance of risks
seems to have already shifted toward
prices moving lower since liquidity is a nec-
essary ingredient for the speculative end
of the building development market to sus-
tain itself.

For the banks, prudence requires ongoing
risk management. Unfortunately, irration-
ality is too often in eye of the beholder.

Rising asset prices can often be justified.
During the ten years after 1986, the aver-
age rate of profit growth in the USA was
14% a year compared with a long term av-
erage annual increase of 4.5% prior to
that. At the same time, inflation was fal-
ling delivering lower interest rates which
justified a reduction in target rates of re-
turn. On both fronts, there was scope for
the market to undergo a significant reap-
praisal of value.

Meanwhile, there was considerable specu-
lation about the changes likely to be
wrought by developments in the informa-
tion technology industry. Many thought

(Continued on page 2)
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need for a planned approach implemented
with ample warning is the only means of
achieving sustainable assistance reduc-
tions.

There is now widespread agreement that
reduced tariffs have helped deliver a more
robust industrial base and, with more em-
phasis on productivity growth to sustain its
competitive position, industry has become
less reliant on government decisions and
more reliant on its own skills and innova-
tion.

Thirty years on, industry policy is focused
at two levels:

e sectoral policies based around rela-
tively low tariffs and budgetary assis-
tance; and,

e opening new markets for Australian
businesses through

~ multilateral trade negotiations un-
der the auspices of the WTO, and

~ bilateral trade negotiations under

so-called free trade agreements

Large welfare benefits can no longer be
obtained from withdrawing assistance
from local industry. Further gains from
trade will have to come from other coun-
tries accepting what Australia has already
learned and opening their markets to
stimulate greater competition and produc-
tivity.

The multilateral route is proving to be frus-
tratingly slow. While bilateral negotiations
with the USA have begun speedily enough,
the Australian trade minister in the past
week has suggested that the US team's
offer falls short of what Australia had ex-
pected.

Meanwhile, it seems from the Prime Minis-
ter's recent visit to Japan that bilateral
openings there are also limited. And, of
course, hopes that the Europeans will have
a change of heart on their agricultural sub-
sidies is beyond even the USA, let alone
the more modest influence of Australia.

“....speculating about
turning points in asset
prices is no role for a
central bank. 1t is no
better equipped than the
global funds
management industry,
all of whose analytical
resources are directed to
picking asset market
turning points.”
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(Continued from page 1)
cials) were excluded so that many of
the implications of the change had

While it consistently advocated lower pro-
tection levels, each of its many reports
offered the chance for governments to

not been can-
vassed fully.
Their  exclusion 40
engendered mis-
trust which lin-
gered for many 30

years after.
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e The unilateral ini-
tiative reduced the
scope for reciproc-
ity in trade nego-
tiations with other
countries.
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e A public backlash
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tempts to reduce
industry assistance and even helped
promote some restoration of previ-
ous levels.

The silver lining in a chaotic policy envi-
ronment was that industry policy was
brought to the forefront of the national
debate. Economic policy was no longer
simply about interest rates, taxation, ex-
penditure and the occasional centralized
wage case decision.

Even so, the immediate aftermath of the
tariff cut required much attention. The
timing was appalling. Australia was slip-
ping into a recession as the cut was oc-
curring.  Unemployment more than dou-
bled in the subsequent 12 months, kept
rising and would never again be so low.
Economic conditions became entwined in
the minds of many with the tariff changes.

Industry policy became part of the politi-
cal debate. A young John Howard, cam-
paigning in Tasmania in the 1977 elec-
tion, promised unemployed workers that
they should have the protection they
needed. By this he meant to convey that
previous protection levels would be rein-
stated. Only years later when the political
climate changed did he make his reputa-
tion for opposing interventionist industry
policies.

Meanwhile, the charter of the Industries
Assistance Commission was broadened
and its review role greatly expanded.

review and provide more than the recom-
mended level of assistance which they did
frequently. The level of manufacturing in-
dustry assistance was little changed until
the mid 1980s.

Nonetheless, considerable analytical work
followed and the experience with struc-
tural adjustment policies in the 1970s
evolved into the motor vehicle plans and
other industry specific initiatives in the
1980s and 1990s which have helped to
boost the international competitiveness of
Australian manufacturing.

The Productivity Commission estimated
that in 2001/02, manufacturing received
total assistance from tariffs and budget-
ary measures of some $5.5 billion. An-
other $874 million went to primary pro-
duction. The services sector actually suf-
fered a net subtraction in value of $1.4
billion as a consequence of the assis-
tance flows. However, the effective tariff
rates had fallen to under 5% - one eighth
of what they had been at the time of the
25% tariff cut.

Further cuts have been foreshadowed.
The argument now is whether they are any
longer significant. If assistance is so low,
why bother? On the other hand, if assis-
tance is so low why not clean it up once
and for all? But the 1970s experience
still looms and with it the key lesson: the

(Continued on page 3)

“...the 1970s
experience still looms
and with it the key
lesson: the need for a
planned approach
mplemented with ample
warning is the only
means of achieving
sustainable assistance
reductions.”

thebigpicture guideposts for the private investor is published by thebigpicture Economics (ABN 71 040 787 936). While the information contained in this publi-
cation has been prepared with all reasonable care from sources believed to be reliable, no responsibility or liability is accept ed by the publisher for any errors or
omissions or misstatements however caused. Any opinions, forecasts or recommendations refl ect judgements and assumptions at the date of publication and may
change without notice. This publication is not and should not be construed as an offer to sell or the solicitation of an offer to purchase or subscribe for any invest-
ment. In issuing this publication, it is not possible to take into account the investment objectives, financial situation or particular needs of any individual recipi-
ent. Investors should obtain individual financial advice to determine their investment objectives, financial situation or particular needs before acting on any infor-
mation contained in this publication. This publication is not for public circulation or reproduction whether in whole or in part and is not intended for any person
other than the recipient.



