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SUMMARY
After a long process of tariff cuts, rationalisations and restructuring (resulting in a reduction in the share of Australian manufacturing jobs from 27.5% of total jobs in 1965, to 16.5% in 1983 and just 12% in 2003), globalisation is posing a severe threat to the future of Australian-based manufacturing industry production. The threat comes from the current global restructuring associated with the emergence of China as a manufacturing industry powerhouse, leading to a major global shift in the relative prices of resource materials and manufactured products - the so-called “China Effect”.

The Australian economy as a whole stands as a major beneficiary of this major global shift; as we are major net exporters of the energy and resource-based raw materials fuelling China’s industrialisation. At the same time, this presents major challenges to Australia’s manufacturing industry for two main reasons: Firstly, in common with every other advanced manufacturing economy, Australian manufacturing is under increasing pressure from the declining prices of Chinese manufactures. Secondly, the significant turn-around in Australia’s terms of trade  (through increased demand - and prices - for Australia’s substantial mineral exports, in combination with a reduction in the cost of manufactured imports)and the consequent appreciation of the Australian dollar is compounding this pressure by making Australian production even less competitive internationally.
Given the predominance of manufacturing in the Victorian economy, this State is likely to feel the downside rather than the benefits of this phase of globalisation. Given the significance of manufacturing in this State as a major employer and the high multiplier effects of manufacturing, any significant deterioration of the State’s manufacturing sector is likely to have significant repercussions for other parts of the economy, including the City’s significant finance, property and business services sectors, as well as City retailing.
While the municipal economy has undergone virtual de-industrialisation over the past 25 years, the City’s substantial finance and business services sectors has been historically associated with the State’s concentration of manufacturing activity. Consequently, any significant deterioration of the State’s manufacturing industry base is likely to have significant negative multiplier effects on the City’s finance, property and business services sectors. Furthermore, to the extent that the overall long term effects on the State are on the negative side, there will also be adverse repercussions on the City’s substantial retail sector.
CHINA’S INDUSTRIALISATION
With average annual GDP growth of 9.5 % since 1978, Chinese per capita income has increased from $US 200 to $US1300 over the same period. China has now overtaken Japan as the world’s second largest economy and is expected to overtake the United States as the world’s largest economy before 2015. China is aiming aim to quadruple itsGDP per capita in the 20 years to 2020, a goal economic historian and Nobel Laureate Robert Fogel regards as attainable.
Chart 1: China’s re-emergence as a global economic powerhouse
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Source: Australian Industry Group “Australian Manufacturing and China: Deepening Engagement”, August 2006 (http://gfdb1.aigroup.asn.au/pdf/publications/reports/general_reports/Australian_Mfg_and_China_Aug06.pdf)

As reported in the Australian Industry Group report, China is now one of the largest destinations for global direct investment flows, with a strong competitive advantage in low-cost, labour-intensive manufactured exports. Its share of the world export market has grown by 190% since 1990, with corresponding falls of 6% for the OECD as a whole and around 15% for the US and also for Australia.

Over the past four years, China has accounted for 38% of the growth in global demand for crude oil. An announcement by Chinese President Hu Jintao that his country's economy grew in the first quarter of 2006 at a rate of 10.2% contributed to the significant price increases of that period and suggests further rapid rises in Chinese demand for imported oil products.

Chart 2: Oil demand
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Source: Saul Eslake The rising price of oil and its economic consequences ANZ Bank (http://www.anz.com/business/info_centre/economic_commentary/OilPricesNov2005.pdf)
IMPACT ON AUSTRALIA
The latest annual trade figures show that in 2005 China exported $21.4 billion worth of goods to Australia, the bulk of which were manufactured products such as clothing, computers, toys, games and sporting goods, and telecommunications equipment. Commodities such as iron ore, wool, copper and coal dominated the $16.1 billion worth of Australian exports to China in 2005. This $5.3 billion merchandise trade deficit with China was only partially offset by a $1.3 billion services trade surplus in our favour, still leaving Australia with an overall trade deficit of $4 billion with China.

Rapidly growing demand for raw materials, particularly from China, has boosted Australia’s terms of trade through increased demand (and prices) for Australia’s substantial mineral exports, in combination with the reductions in the cost of manufactured imports. The dramatic turnaround in Australia’s terms of trade since the late 1990s is illustrated in the following chart.
Chart 3: Australia’s terms of trade turnaround
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Source: Saul Eslake The rising price of oil and its economic consequences ANZ Bank (http://www.anz.com/business/info_centre/economic_commentary/RisingPriceofOilAug2005.pdf)
The wider impact of the ‘China Effect’ on the Australian economy has been succinctly presented by Commonwealth Bank economist Joseph Capurso in the 13 March 2006 issue of Economic Issues 

(‘Where is the inflation? China rewrites the inflation equation’ https://www.research.comsec.com.au/ResearchFiles/M/Manufacturing%20MM2.pdf)
The argument, summarised in Chart 4, basically states that a permanent 1% decline in the world price of manufacturing leads to an appreciation of Australia’s currency, a decrease in import prices, an increase in real incomes, and an increase in consumer spending, business investment and, finally, a 2% increase in real gross domestic incomes.

Higher investment, resulting both from stronger consumer demand as well as cheaper physical capital costs, is predicted in all industry sectors except manufacturing. Australian manufacturing represents the downside of this process, with a 5% decline in production after five years.

Chart 4: The China Effect
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The plausibility of these model estimates are borne out in a recent report on trends and prospects for Australian manufacturing (Manufacturing Futures: Achieving Global Fitness, Australian Industry Group, April 2006). Imports as a percentage of manufacturing sales have increased from 27% in 1995 to 44% in 2005, while the latest official data shows company profits before income tax in the manufacturing sector grew by just 1.7% in the year to June 2005, compared to 13.2% in the remainder of the economy. If the highly profitable food/beverages sector is excluded, manufacturing profits actually fell by 8.8% over 2004-05.
Releasing the Manufacturing Futures report, Australian Industry Group chief executive Heather Ridout warned that, on current trends, more than 300,000 jobs would be lost over the next decade, including 100,000 in Victoria (reported in The Age.7 May 2006).

The Australian Industry Group has undertaken two further studies of the impact of China on Australian manufacturing company performance, one in 2004 and one in 2006, with the 2006 study based on a survey of 700 Australian manufacturers with total sales of $25.5 billion.

The most significant development indicated by the 2006 study is the growing Chinese penetration of domestic and export markets, with the percentage of manufacturers impacted by China rising from 70% in 2004 to 84%.

The study shows that there are substantial growth opportunities arising from our engagement with China, including increased exports; greater use of Chinese inputs in domestic production; investing in China; and selling Chinese products in the domestic market. These opportunities are being pursued and in 2005/06 yielded around $5.2 billion in revenue gains to survey participants. At the same time however, the benefits of these growth opportunities are being outweighed by losses of around $7.7 billion arising from loss of domestic and export market share to Chinese competition; reductions in domestic and export prices; and increases in raw material costs arising from Chinese demand for global resources.  As shown in Table 1, the net losses in 2005/06 to Australian companies of around $2.5 billion more than offset the $1.6 billion increased sales resulting from productivity improvements, resulting in a net loss of $880 million.

As shown in Table 1, the most significant development in the last two years has been the growing Chinese penetration of Australia’s domestic and export markets, The survey reports that the largest loss of market share was suffered by smaller enterprises, unable to reduce costs and output prices.
Table 1: Estimated Impact of China on operating performance
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A key response by the industry has been a rapid acceleration of offshore activity, consisting both of production of final goods overseas and the use of imported materials or components in domestic production. Chart 5 shows that over the next three years the percentage of manufacturing activity 

derived offshore (either from offshore production or use of imported materials)  is expected to rise from 15% to 25%, involving the loss of an estimated 30,000 jobs per year.
Chart 5: Percentage of activity derived from offshore production
[image: image7.emf]
IMPLICATIONS FOR VICTORIA

The positive overall implications of the China Effect scenario are unlikely to apply to Victoria, as the downside with respect to manufacturing is likely to have disproportionate effects on this State. In 2003 Victoria accounted for 34% of Australia’s 1,150,000 manufacturing jobs (compared to its share of around 25% of total employment), while in the most vulnerable sector of Textiles Clothing and Footwear the State’s share stood at 52% (ABS Manufacturing Industry Australia, 8221.0; Labour Force Australia, 6203.0; Labour Force Victoria,.6202.2). Manufacturing represents 16% of total production and 15% of total employment in this State, compared to a national average of 13% and 12% respectively (ABS Australian National Accounts: State Accounts 5220.0). It is not unlikely, therefore, that this State may experience a relative, and perhaps an absolute, deterioration in its national economic position.
As indicated earlier, the Australian Industry Group expects that, on current trends, more than 300,000 jobs will be lost over the next decade, including 100,000 in Victoria.
Echoing these concerns, in the 2006-07 Budget Papers (Economic Statement 4, Budget Paper No. 1), the Australian Treasury argues that it is likely  that we may be at the early stages of a long-lived change in Australia’s comparative advantage, with growing opportunities for natural resources and ‘high-end’ goods and services but at the expense of more labour-intensive sectors:
This change is likely to generate significant reallocation of activity among

major sectors of the economy; a reallocation that will be facilitated by the efficient functioning of product, labour and capital markets. If these outcomes eventuate, the challenge will be to craft public policy with an eye to both distributional concerns and enabling the necessary adjustments to take place.

There is a compelling case for helping to enhance individuals’ capacity to adjust to economic changes that have adversely affected them, and hence an important role for education and training policies geared to this outcome. However, it would be counterproductive to provide trade protection or long-lived publicly funded economic support to sectors or firms that can no longer generate an economic return.

IMPLICATIONS FOR THE CITY OF MELBOURNE

The manufacturing sector is no longer a significant employer in the City of Melbourne itself. According to Council’s 2004 Census of Land Use and Employment (CLUE), manufacturing employed 14,644 persons in the municipality, or 4.5% of the City’s 328,000-strong workforce. Two years earlier, manufacturing employed 15,440 persons, or 4.8% of the total workforce. Longer term trends for the entire municipality, but they are available for the CBD. In 1982, manufacturing employed 5,631 persons in the CBD, or 3.9% of the CBD’s workforce. By 2004, manufacturing employment had declined to 1,690 jobs, or 1% of the total.
Table 2: City of Melbourne Manufacturing Employment 

	 
	City of Melbourne
	CBD

	Space Use
	2002
	2004
	1982
	2004

	Manufacturing
	7,454
	7,052
	2,004
	599

	Office
	5,343
	5,435
	3,001
	835

	Educational/Research
	1,902
	1,400
	41
	0

	Wholesale/Retail
	616
	618
	263
	251

	Other
	120
	79
	322
	5

	Total
	15,436
	14,584
	5,631
	1,690


Source: City of Melbourne Census of Land Use and Employment (CLUE)

It will also be noticed from Table 2 that only a portion of this employment consists of actual production and that a very significant proportion is actually office employment, much of it head-office

It would be very misleading to suggest that the City’s economy would be unaffected by any major shake-out of the manufacturing sector. While the municipal economy has undergone virtual de-industrialisation over the past 25 years, the City’s substantial finance and business services sectors has been historically associated with the State’s concentration of manufacturing activity - any significant deterioration of the State’s manufacturing industry base is likely to have significant negative multiplier effects on the City’s finance, property and business services sectors. Furthermore, to the extent that the overall long term effects on the State are on the negative side, there will also be adverse repercussions on the City’s substantial retail sector.
In addition to assessing and managing the likely employment impacts on the City’s manufacturing, office and retail sectors, we may also need to reassess the extent to which the City should be reserving municipal land for industrial purposes.
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