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The Motor Industry Devel opment Programme: Policy Implications

1. INTRODUCTION

Devdopments in the automotive industry have received condderable postive
publicity over the last few years. Firdly, and most importantly, this is a consequence
of rgpid export expanson, initidly of components, but laitely dso of vehides
Recently, for example, Toyota announced a R3.5 hillion investment programme partly
to provide for the export of Corollas to Austrdial In April, Ford announced that they
had invested R1 billion in their Easern Cape engine plant and would be massvdy
expanding production as the sole world supplier of the 1.3 litre RoCam engine.

A second pogtive development is that the automotive sector has been the recipient of
condderable foreign invesment including subgtantid fixed invesment in assembly
plants and component production. This has been a a time of wesk market demand,
fdling import duties and the abadlition of locd content requirements. Thirdly,
productivity has improved rapidly and there is subgtantial evidence of improvement in
a range of benchmarks such as qudity and operationd shopfloor efficiency (Barnes
and Kaplinsky, 2001). In June, for instance, the Pretoria BMW plant received the
highest qudlity rating of any plant in the BMW group? Fourthly, employment has
remained reaivey dable under difficult circumgtances. Redive to the rest of the
manufacturing sector, the automotive industry’'s share of sdes, vaue added and
invessment have dl increased over the period 1993-2001. On the whole it appears that
the industry has westhered import liberdisation rather well.

The above devdopments have been drongly influenced by the Motor Industry
Devdopment Programme (MIDP). As a result, the MIDP is frequently cited as a
successful example of trade and indudtrial policy and even as an example for other
sectors to follow. But rapid export growth does not, in itsdf, dgnify success as
exports have been drongly supported by sector specific policy measures. The
objective of this paper is to probe these developments in greater depth by examining
the process of internationd integration under the MIDP in some detal, focusng on
the export experience and its effects at the sub-sector and firm leved.® The paper aso
attempts to draw some conclusons as to the broader implications for trade and
indugtrid policy.

2.POLICY, OBJECTIVESAND THE FIRM LEVEL INCENTIVES

The experience of the automotive industry over the past two decades illudrates that
the overdl regulatory regime remains very important in determining the actions of
firms South Africa initidly followed a programme of import subditution smilar to
that adopted in other developing countries epecialy in Latin America Later, policy
concerns were manifested in efforts to reduce the trade deficit in the sector, first by
extending protection to components and then by promoting exports. More recently,
the issue of rationdisation of the industry has cometo the fore.

! See‘Toyota SA plansto double output’ (Business Report, 18 July 2002).

2 See Achieving new heights' (Finance Week, 14 June 2002).

% The welfare implications of these developments are discussed more analytically in Black and Mitchell
(2002).
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After decades of protection South Africa had, by the mid 1980s, developed a fairly
lage and diverdfied automotive industry. The rates of protection on assembled
vehicles were prohibitive and the domestic component sector was aso assisted by
requirements, which specified that 60% of the mass of the vehicle had to be locdly
produced. As a result, the industry was highly inward oriented and a large number of
makes and models were produced in low volume a reatively high cod. The firs
maor change to this long edablished programme of protection came with the
introduction of Phase VI of the locd content programme. Phase VI was the firgt
atempt to address the problems of an inwardly oriented, overly fragmented industry
with low volume output and associated high unit costs. Mogst importantly, loca
content was to be measured not just by the vaue of domesticaly produced
components fitted to locdly assembled vehicles but on a net foreign exchange usage
bass. In other words, exports by an assembler counted as loca content and enabled it
to reduce actud loca content (to a minimum of 50%) in domesticaly produced
vehicles. Exports especidly of components grew extremdy rapidly giving assemblers
gregter flexibility in their sourcing arrangements.

One of the problems of the previous programmes was uneconomic volumes and the
resulting high cogt production structure. Phase VI was intended to encourage both
loca contet and gpecidisation. However, it did not address the maor factor
impacting on the scadle of production in the component sector - proliferation of makes
and modds in the domestic market. In fact the impact was rather the reverse. By
increesng the flexibility of component sourcing (and hence reducing protection on
components) but a the same time mantaning high nomina protection leved on built
up vehicles, the effective rate of protection for assembly increased sharply under
Phase VI, leading predictably to an increese in the variety of modds and makes being
assembled localy in spite of the stlagnant market.

Phase VI came in for heavy criticiam with frequent changes adding to the amosphere
of uncertainty and in late 1992 the Motor Industry Task Group® was appointed to re-
examine the programme and advise government as to the future development of the
industry. The eventud outcome was the Motor Industry Development Programme,
which was introduced in 1995. It continued the direction taken by Phase VI and
entrenched the principle of import-export complementation. However, it went a step
further by abolishing locad content requirements and introducing a tariff phase down
a a deeper rate than dictated by South Africds WTO obligations. Tariffs on light
vehicles were phased down to 40 % for light vehicles and 30% for components in
2002 and in terms of the Mid Term Review,® which came into effect in 2000, they
will be reduced further to 30% and 25% respectivdy by 2007 (Appendix 1).
Minimum locad content requrements were aso abolished and manufacturers of light
vehicles are entitled to a duty free dlowance (27% of the wholesde vaue of the
vehicle) for the importation of origind equipment components. Importantly, however,
import duties on components and vehicles could be offset by Import Rebate Credit
Certificates (IRCCs) derived from the export of vehicles and components a benfit,

* The MITG was a tripartite forum representing industry, trade unions as well as government. Its
recommendations were only partly accepted. M ost notably the contentious proposal to encourage
higher model volumes and force a degree of rationalisation was not accepted.

® See Republic of South Africa (1999) for the proposals.
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which will be phased down from 2003. The rebates are equivdent to the local content
vadue is meassured by the <dling price less imported content. Import content is
measured through a complicated system requiring component suppliers to dso
document the import content in their localy produced components.

The man dements of the MIDP, therefore, are faling protection and export
assdance derived from the ability to offset import duties While nomina duties on
imported vehicles remain moderately high, the ability to rebate import duties by
exporting endbles importers to bring in vehicles a lower effective rates of duty.
Import-export complementation also enables assemblers to use import credits to
source components a close to internationd prices, so declining nominal protection on
vehicles has to some extent been offset by reduced protection for components. This
means that there is gill asgnificant incentive to assemble locally.

The objective of the MIDP is to provide high qudity affordable vehicles, provide
sugtainable employment and through increesed production contribute to economic
growth (Depatment of Trade and Industry, 2001). These, of course, are generic
objectives, which are important to al sectors. More specificaly, the MIDP is a trade
facllitating measure with very paticular industry policy objectives. As a result of
protection, the industry dructure has higoricaly been very fragmented and the
resultant fallure to achieve economies of scae has not only made the assembly
indugtry inefficient, but has imposed mgor negaive externdities on the component
sector.® So the MIDP seeks to increase the volume and scale of production though a
greater level of gspecidisaion in tems of both vehice models and components.
Higher vehicle volumes dlow for the attainment of economies of scae for component
producers moving them further down ther respective cost cuves and endbling a
higher levd of locdisgion on an economic bass In turn this would bring down
assembly cogts further (Figure 1). The route to achieving this is by encouraging a
phased integration into the globd automotive indudtry.

Figure 1: The schematic impact of higher volumes and economies of scale
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6 See Black (2001) for more detail on this question.
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The provisons of the MIDP could promote this process in two ways. Firdly, tariff
reductions creete greater competitive pressure, which forces industry rationdisation.
Secondly, the provisons of the MIDP assst assemblers to enter export markets (thus
achieving high volumes in sdected vehides) and to then import a portion of ther
requirementsin order to maintain afull modd range in the domestic market.

Essentidly whet is required is a trandtion from completdy knocked down (CKD)
assembly, which has typicdly been characterigic of vehicle production in protected
developing country markets, eventudly to full maenufacturing (Table 1). CKD
assembly involves rddivey light investments and production costs are usudly quite
high espeddly if a high levd of locdisation is dipulated. In the full manufacturing
dage, higher volumes would normdly be attained dlowing vehide makers to locdise
components on an economic basis.

Table 1. Stagesin the development of vehicle production in South Africa

CKD assembly Transition Full manufacturing
Target market Domestic Domestic and export Domestic and export
Level of integration with | Low; import of CKD Medium High
parent company packs
Model line up Many models One or two One or two
Derivatives Limited to reduce costs | Full rangeto supply Full range to supply

export market export market

Localisation Generally low but may M oderate based Medium to high

be quite high asaresult | primarily on cost factors
of local content

requirement
Quiality Below source plant Equal to source plant Equal to source plant
Production cost High Medium; penalties Low
incurred by high
logistics costs
Domestic design Local adaptations None None - may do world
wide R&D in niche
areas

In the South African environment, where protection levels are moderate but declining,
vehicle assemblers would like to rationdise and raise production volumes because
this would enable them to reduce unit costs through smplifying production processes
and by bringing down purchasing costs. However, market share consderations dictate
that a prerequisite would be that they are able to maintain their modd range - and this
requires importing. Significant investment would aso be required to upgrade the plant
to meet higher volume and qudity requirements. The decison to source vehicles from
South Africa rests with the parent company which can dso exercise leverage over
component suppliers to locate in South Africa Frms awious to maximise
profitability and market share face essentidly two basic draegic options (Table 2)
athough they may sdect to adopt a hybrid of these two.
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Table 2: Strategic choicesfacing assemblersin relation to the MIDP

Strategy 1

Strategy 2

Strategic choice

Rationalise production to one or two
models and achieve significant export
volumes.

Maintain a wide range of localy built
models with low local content and offset
duties with component exports.

Implications

Enables firms to earn credits and thus
import other models on a duty free basis.
This strategic responseisin line with one
of the key objectives of policy. By
increasing model volumes, assemblers
are able to reduce their in-plant unit costs
associated with Ilabour and tooling.
Higher volumes make it economic to
raise localisation. The incentives to do
this are quite strong. Firstly, it enables
firms to reduce logistics costs. Secondly,
by raising local content, they are able to
increase the rebates earned.

This option achieves little from the
standpoint of industry restructuring.
Assemblers do not reduce their cost base.
Firstly, by maintaining a wide range of
models, in-plant costs are not reduced and
may even be increased. This is because
model volumes may not rise and firms
have to incur al the inefficiencies
associated with low volume production.
Secondly, component costs are reduced
through importation but there is likely to
be a shift to much lower levels of local
content because of the capacity to offset
import duties. In the medium to longer
term such a strategy could become
unviable because a low volume strategy
based on imported components will not
lower the cost base sufficiently for firms
to compete in an environment of lower
import duties.

3. INTERNATIONAL INTEGRATION AND EXPORT

EXPANSION

As far as exports are concerned, the automotive industry has been a sdlar performer.
This expanson has been assisted by the MIDP athough it should be remembered that
a wide range of manufactured exports which generdly do not benefit from MIDP type
incentives’ have aso shown considerable expansion (Black and Kahn, 2001). But
given tha the objectives are not amply to asSst exports, this section examines the
export expanson in detall to assess a number of questions including the contribution
to sructura change, the extent to which economies of scade have reduced the cost
base and the sustainability of export expanson. These are key measures by which we
may asess the wdfare impact of import-export complementation (Black and
Mitchell, 2002).

3.1 Vehicleexports

There was little growth in vehicle exports until 1999 when vehicle exports increased
to 59 700 units from 25 900 units the previous year (Figure 2). In 2001, vehicle
exports reached 108 300 units and according to the vehicle manufacturer’s federation,
NAAMSA, are estimated to exceed 175 000 units by 20072 To date the export

" The clothing and textile industry does have a programme involving duty credit certificates (DCCs)
whichissimilar in principle to the MIDP.
8 See* Automotive investment set to rocket’ (Business Day, 31 July 2002).
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expanson had been redtricted primarily to three firms which al happen to be German

based.

Figure 2: Exports, importsand local production 1990-2001
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Vehicle exports are not just a function of competitiveness but depend on the globd
drategy of the parent company including its desre to optimise globd production
facilities in the context of the policy regime prevaling in each country location. The
implications of thisa firm leve are evident in Figures 3 and 4.

Figure 3: CBU Importsand exports by company 1996-2001
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Certain vehidle manufacturers, for example, are increesing vehicle exports, which will
dlow them to import dgnificant volumes of both vehides and components duty free.
Ca makers are generating a growing share of IRCCs through vehicle exports as
indicated in Figure 4, which dso shows the differences between German and nor+
German companies. This creates the opportunity to rationdise their operations and
with higher model volumes they then are adso in a better podtion to encourage
investments by firs tier suppliers. They are dso able to raise imports as indicated by
the growing share of imports by vehicle makers compared to independent importers
(Figure 5). Other carmakers are pursuing multi-modd drategies (in some cases with
low locd content levels) for the moment and are generating exports of components.
This option is unlikely to be sustaindble in the medium to long term. The drategies of
vehicle manufacturers can cruddy be grouped according to the home base of the

parent company.

Figure 4: Proportion of IRCCs generated via CBU exports
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Figure5: CBU imports by OEMs and independent importers (non OEMYS)
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3.2 Japanese based firms

The drategies of Japanese based assemblers have historically been consrained by the
relatively low ownership sakes hed in the South African effiliales as wel as by
market share condderations. Hidoricdly, Nissan and Toyota were domesticaly
owned and operated under licence agreements. During the agpartheid years, Japan
prohibited Jgpanese firms from underteking direct invesments in South Africa
dthough there was condderable two-way trade. In the early years, following the
introduction of the MIDP, the South African operations recelved access to a wide
range of African markets but these were too smdl to sgnificantly boost output.
Toyota remained in a rdatively srong postion given its large domestic market share
in both cars and light commercids and its Durban plant continued to produce
approximately 80 000 vehicles per year. However, the company found it difficult to
generate  sufficient export volumes to offset its component import duties and has
frequently been in the postion of having to purchase import credits from independent
component exporters. Both Nissan and Toyota have increased their stakes in the
South African operations. In 2002, Toyota Motor Corporation increased its stake in
Toyota South Africa to 75% following the earlier acquidtion of a 27.8 percent stake
in 1999. These closer ties reflect a drategic response to greater competitive pressure
in the South African market.® Toyota South Africa will now be firmly integrated into
the parent company’s globa production network

9 At the time of the purchase of the initial stake, Shinji Sakai, a senior managing director of Toyota
Motor Company stated that ‘ since the freeing of South Africa s economic system we are seeing more
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Nissan dso faces the problem of limited access to export markets within the
worldwide group. However, its share in the domestic market is less secure dthough
its maket dhare in ligt commercids remans high. It exports smal volumes of
vehicles and CKD kits to African countries. For many years the plant adso produced
Fia Uno vehicles and now undertekes contract assembly for Fat. This arrangement
may be complicated by the Renault investment in Nisssn Motor Company as Renault
istrying to obtain afoothold in the South African market for its vehicles

3.3 American based firms

Ford and Generd Motors edstablished assembly plants in South Africa during the
1920s. During the 1980s both firms disnvested as a result of political pressures™®
Both firms have now reinvested in South Africa and established closer links with the
South African operations but were initidly reluctant to source vehicles from South
Africa on a ggnificant scde. This is patly as a result of having surplus capacity
worldwide as well as dready having assembly plants in al sgnificant markets. Ford
now has 100% ownership of the locd operation and is forging closer links having
recently announced the possble introduction of a high volume vehice export
progranme!! Ddta is in a more difficult postion regarding vehide exports as
Generd Motors does not have a dgnificant stake in the loca company, which is a
prerequiste for a large scale vehicle export contract. Both companies, however,
export a wide range of components, many of which are periphera products but in the
case of Ford, include engines.

3.4 German based firms

The Geman drategy (BMW, VW and Damler Chryder) is far more advanced in
teems of the levd of integration into the activities of the parent company. All the
plants are wholly owned by the parent company and increasingly integrated into the
globd network for both vehicles and components. All three now have sgnificant
vehicle exports. They have been assgted in this process by the fact that none of the
German companies has a wide geographica digribution of plants - the South African
plants ae, therefore, benefiing from the globdisstion of Geman vehide
manufacturers looking to expand capacity, increase their share of output outsde of
high co Germany as wel as retan ther drategic foothold in the southern African
market. This requires greater production efficiencies and export capability requiring
inturn larger investments and a degree of rationaisation of the product line.

BMW has a well developed export drategy and is well advanced in making the
trangtion to a full manufacturing plant (see Table 1). It currently is in the second
stage of this process. Having dropped production of the 5 and 7 Series vehicles, it
produces only the 3 Series E46 in South Africa. Assembly costs are lower than in
Germany as a result of lower wages but the company pays a premium for logitic

competition and we need to enhance our strength’. See ‘ Toyota Japan to buy chunk of itslocal
carmaker’ Sunday I ndependent, (13 October , 1999).

19 There was substantial disinvestment by international firms during the 1980s as a result of the
international campaign against apartheid.

! See‘High volume export deal is the subject of Ford SA talks (Business Report, 5 July 2002)
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cods given its continuing import requirements. While loca content is being increased,
further locdisation is complicated by the fact that main E46 production continues in
Germany supplied by German component plants. Domestic production reached 49
500 units in 2001 with 70% of output being exported to markets such the UK, US,
Audrdia and Japan. Even though this represents a tripling of production volumes
over those achieved five years ago, it is gill not sufficient to judify very high leves
of locdisation. However, a number of suppliers have located near the Rosdyn plant.
These incdude ZF subsdiary, Lemforder, which assembles the axle sysem making
use of both imported and local subcomponents.'?

Volkswvagen (South Africa) is a mgor exporter of vehicles having receved a large
contract to export Golf 4 vehicles a year to Europe. The South African subsdiary
benefited from a lack of capacity in the globa group and this contract gives it the
opportunity to rationdise the number of models being localy produced and perhaps
eventualy to become sole world wide a supplier of a particular VW modd. The key
to this drategy will be the successful locdisation of key component capability.
Ironicaly, dthough the Golf 4 is being produced in volumes exceeding 40 000 units
per annum, it currently has extremdy low levels of domedtic content partly because it
was introduced very quickly and aso because of exacting technology requirements.

Damler Chryder has extensvely modernised and expanded what was a smdl and
outdated East London plant’® and is exporting C Class Mercedes vehicles mainly to
Audrdia and smdler makets in Ada The tie up with Chryder dso offers
possihilities for domestic production of a smdler vehicde with grester locd potentia
in the domestic market.

3.5 Constraints on competitiveness

The boom in vehicle exports has been driven by the MIDP. Firms do not generdly see
South Africa as an export platform and is unlikdy that, without the MIDP, exports
would have risen as dramaticdly as they have. Nevertheless, costs are low in some
aspects and the weak currency, low labour and management codts together with cheap
land and dectricity are important competitive advantages. Actua assembly costs for
local operations such as BMW and DaimlerChryder are wdl bdow in-plant codts in
their respective German plants. Where these South African operations incur
ggnificant cost disadvantages is in the area of inbound and outbound logidtics. This is
a function of high trangport costs and long distances to foreign markets as wel as high
levels of imported content. Higher volumes in the region of 100 000 units per annum
would enable higher locd content and the resulting reduction in logistics costs would
enable South African plants to compete without any support.

Achieving higher levels of locd content is not easy. Volumes of 40-50 000 units per
annum do not judify the investments required to raise loca content above a leve of
goproximately 60%. One solution would be for component suppliers to domestic
carmakers to achieve minimum efficient scae by exporting say hdf of their output.

12 There has al so been significant expansion in certain component suppliers. See for example “ August
Lappleinvests R100m in new pressline”, Business Report, 6 November, 2000.
13 See “Daimler Chrysler to invest R900m in SA” Business Day (27 November 1998).

10
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The presence in South Africa of the three mgor German car firms, al with sgnificant
vehicle export activities, should be attractive to German component firms. Indeed, the
German based carmakers have co-operated to pursue investments by firg tier
suppliers. To some extent they have been successful but red condraints reman. As
an integrd part of the globa production capacity of the parent companies, SA based
assemblers would normally be expected to use the exactly the same supplier as the
parent company, a practice known as lead sourcing. These suppliers may be different
for VW, BMW and DamlerChryder. Increasng output by supplementing production
in order to reduce unit cods is condrained by the fact that this might make inroads
into the established capacity of existing foreign suppliers.

These problems could be obviated if assemblers achieved higher volumes, in
particular, if they became sole globd suppliers of a particular modd. But, asde from
the fact that they have capacity esewhere, the mgor vehicle companies are reluctant
to source, say, 100 000 vehicles from South Africa when the locd market only
accounts for 15 000 units, especidly as the country is still regarded as a somewhat
risky location. In this sense, South Africa competes with other emerging market
locations. German firms have invested heavily in eastern Europe, Jgpanese firms such
as Toyota have huge interests in Europe and the US and among emerging markets
have concentrated investment in south east ASa, particularly Thailand.

3.6 Component exports

While vehicle export expanson occurred only recently, the rapid growth in
component exports dates back to the late 1980s and has continued up the present time
(Table 3). Bearing in mind that the prime objective of the export complementation
scheme is to assst component suppliers to generate high volumes, which would make
them more efficient, and able to compete in the domestic market againgt imports, we
need to examine this peformance in more detall. For while the rapid expanson of
component exports has been welcomed, this development aso raises policy concerns.
Firgly, there is the issue of the implications for the overdl integration of the industry
particularly given the profile of products, which are being exported. Secondly, there is
the question of the sustainability of the rgpid export expanson that has taken place
and, thirdly, the rgpid increase in duty free importation, which has potentia dangers
for the component sector. These actual and potentia difficulties are discussed below.

11
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Table 3: Component exports 1996-2001 (Rmillion)

% of
total
Component category | 1996 1997 1998 1999 2000 2001 (2001)
Catalytic converters 485 835 1520 2569 4683 8989 48.4%
Stitched leather
components 1259 1408 1854 1888 1926 2391 12.9%
Tyres 296 342 498 639 682 781 4.2%
Silencers/exhaust
pipes 170 151 493 598 337 282 1.5%
Road wheels and
parts 227 325 446 518 551 725 3.9%
Engine parts 137 285 390 383 409 520 2.8%
Wiring harnesses 92 136 207 304 319 391 2.1%
Automotive Tooling 279 309 256 264 362 441 2.4%
Glass 71 105 112 147 171 241 1.3%
Radiators 107 93 108 111 72 70 0.4%
Other Components 928 1126 2011 2253 3088 3795

3.7 The profile of component exportsand implicationsfor industry integration

While a wide range of components are exported, much of the expanson has been in a
gndl range of products such as catalytic converters, automotive leather, tyres and
whedls. Some of these components could be described as ‘periphera’ 2 in the sense of
being reaivey minor components, which have high raw materid content and not
being paticulaly complex in terms of incorporaing large numbers of sub-
components. Some magor component exports categories ae characterised by
raivey light invesments with a low levd of integration into the domegtic indudtry,
gther in teems of supply to domedtic vehices or in tems of the use of sub-
components. Because exports account for the vast share of output in most of these
cases, domestic consumers (either assemblers or the aftermarket) do not receive the
benefit of reduced costs due to economies of scde This is one of the criteria affecting
the wdfare outcome of the import-export complementation policy (Black and
Mitchell, 2002).

The bulk of export expanson has not been by ‘traditionad’ component suppliers but
by a rgpidly emerging new group of manly foreign owned firms frequently with links
to vehide manufacturers® It could be argued, therefore, that locd assemblers in
conjunction with ther multinational parents have developed large component export
businesses, which do not contribute much towards the more integrated development
of the automotive industry. Thus, if multinaiona vehide manufacturers sdect the
drategy of developing large scde exports of ‘peripherd’ components (Strategy 2 in
Table 2) indead of reducing their cost base by expanding vehicle exports and

4 The visiting chief executive of amajor carmaker referred to them as “salami”.
15 Similar trends have been observed in other countries experiencing rapid international integration and
export expansion such as Brazil (Posthuma, 1995) and Argentina (Miozzo, 2000).
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locdisng mgor components, not only will this not contribute to lowering the cost
bae of the automotive indugtry nationdly, but it could creste question marks over
their own viability in the longer run.

It is certainly true that component exports have been dominated by a smal number of
products. In 2001, cataytic converters aone amounted to nearly R9 hillion or 484 %
of tota component exports (Figure 6). This is a product, which was only recently used
in SA but has been the product of choice for firms wanting to generate import credits.
The South African catalytic converter industry now supplies over 10% of totd world
supply and looks set to expand further’® having reached the criticd mass requiring
investment in inputs such as the ceramic substrate where the required investments are
much larger than for the relatively Smple coating and canning process.

Figure6: Exportsof catalytic converters, automotive leather and other
components
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The industry supplying leesther seet amounted to a further 12.9% of tota component
exports in 2001. It supplies the bulk of BMW's globa requirements and is an
important supplier to a number of other foreign vehide manufacturers. Interestingly,
a the time of the Mid Term Review, automotive leather was regarded as sector which
was dominating component exports enabling assemblers to import very high volumes
— but exports in this category have now declined in reative terms partly due to a
shortage of local leather.’

16 A number of large contracts have been announced over the last few years. See for instance “Bosal

signs R810m converter deal” (Business Times, 8 August 1999), “ Delta, Tenneco clean up with R2.3bn

catalytic converter deal” (Business Report, 13 September 2000), “ Renault seals R11 billion export deal

for catalytic converters’ Business Report, 28 November 2000.

7 Footwear producers have complained about the impact on leather supply resulting from the MIDP.
See Ballard (2001).
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However, the argument above needs to be qudified. Firdly, if the growing volume of
vehicles exports are included in the export profile, the picture looks very different.
Vehicles are high value added products, which include a wide range of locdly

produced components.

Secondly, while a subgtantid shift in the profile of exports has taken place over the
last few years and the proportion of tota exports accounted for by a smal number of
products has increased, it is not clear that this has al been in the direction of low
vaue added components. Most notable among the growth of high value added,
complex components is the current expandon of engine exports by Ford. The
production of engines is highly capitd and scde intensve. Minimum efficdent scade
for an engine plant is in excess of 200 000 units per anum for a single basc make of
engine. This illugrates the problem encountered in rasing locad content in SA where
the highet modd volume is gpproximately 50 000 units. It dso illudraes the
advantage of specidisation. The Ford engine which is to be exported in volumes of
240 000 per annum with a local content level of 82%, has attracted new nvestment in
arange of loca and foreign suppliers®®

3.8 Sustainability

A second key question concerns the sustainability of the large investments that have
been put in place. Firms are quick to argue tha they will pack up and leave if benefits
are serioudy reduced. Certainly, ealy invetments in the cataytic converter industry
gave the impresson of being somewhat footloose. Only limited segments of the tota
production process were carried out in South Africa The same could be applied to
automotive leather, a very labour intensve process, which shares many of the
atributes of the notorioudy footloose garment industry.

Sudanability under a regime of faling assgance, is a function of rdaed factors such
as actud cost competitiveness which depends in turn not only on the costs of labour,
materids, logigics etc. but dso on more dynamic dtributes such as scde of
production (in relation to minimum efficient scde) and the rate of productivity
improvement over time. Also important are levds of sunk investments including not
just fixed capitd but aso a trained labour force and other infrastructure specific to the
enterprise and the levd of locd integration in terms of a loca supply network and
market. All these factors can contribute to the value chain becoming more embedded
in the particular location.

The agpparently exceptiondly rapid export growth in certain components has, in fact,
not been dl that unusud. Comparing dollar levels of exports into the EU from South
Africa and a range of countries on the EU periphery, it is evident tha growth rates
from countries such as Hungary, Poland and Turkey in mgor component export
categories such as leather, road wheds, tyres, exhausts and wiring harnesses have
ggnificantly exceeded the growth rate from South Africa Catdytic converters is the
one exception (Barnes, 2002).

18 These include Visteon, Murray and Roberts Foundries, Atlantis Forge, Kolbenco, Bell Essex and
Smiths Industries. See‘Ford’ s engine plant revs up to generate forex of R1.5bn’ (Business Report, 19
July, 2002).
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3.9 Displacement of existing component suppliersand jobs

Clearly burgeoning component exports have enabled assemblers to offset duties and
in some cases reduce loca content. This is the reason that some of the new growth
indugtries have been much criticised by the component producer’s federation,
NAACAM. This concern is compounded by the capital intendty of certain export
sectors. For ingtance, the catalytic converter indudry is highly capitd intensve with
relaively few jobs created for the huge vaues of exports being generated. But other
mgor component exports such as automotive lesther and wiring are in fact very
labour intensve. In any event, complaints from the ‘traditiona’ component industry
have become more subdued as vehicle exports have created new, high volume
opportunities for suppliers.

4. CONCLUSION: THE IMPLICATIONS OF THE MIDP FOR
TRADE AND INDUSTRIAL POLICY

The MIDP has achieved some red successes but there are dso vulnerabilities and
questions over sudainability. This section reflects on the broader implications arising
out of the auto industry export experience.

4.1 Theimportance and sector specific nature of global value chainsand
networks

The automotive industry is what Gereffi (1994) terms a producer driven vaue chan.
The key decisons on the sourcing of vehides from different regions are made in a
handful of globa companies based in places like Detroit, Stuttgart and Nagoya, while
locd subgdiaries activdly compete and lobby for vehicle export contracts. While
access to export contracts would entall very demanding requirements, they would
normaly be accompanied by additional parent company investment and support in the
form of specidised skills and other assgtance. Multinationd carmakers dso have a
mgor influence on where the bulk of component production takes place and can
‘encourage’ suppliers to relocate or establish production in South Africa or in any
other location. The MIDP places pressure on the drivers of the automotive vaue chain
(the carmakers) to source product from South Africa In turn they are able to use their
globa leverage to facilitate this. In this respect, there are be important differences
with the buyer driven vaue chains which characterise other sectors such as garments.

4.2 The nature of competitiveness and compar ative advantage

Recent developments in the automotive industry point to a number of findings about
the nature of competitiveness and comparative advantage.

i) Industry structure and comparative advantage - A decade or two ago, the
automotive industry was regarded as the very antithess of compardive
advantage, being both inefficiently structured and inward looking. It produced a
multitude of modes for the locd market and as a result the component industry
was dso uncompetitive, as it had to adapt to a low volume, domestic market.
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The strong export response lends support to the view that the industry was not
necessaxily lacking comparative advantage nor ‘inefficent’ but that mgor
technological effort was expended in adapting to specific market conditions
(Black, 1996). For example, the protected domestic market required that effort
be gpplied to ded with mgor complications in the areas of logidics, materids
flow, meachine changeovers and production scheduling arisng from low volume
production and associated complexity. As a result, firms developed expertise
and capacity in low volume, flexible production which counted for little in the
internationd  maket place, which requires cost minimisaion and the
achievement of optima performance from world scae plant.

i) Demonstration effects - By encouraging initid investments, export incentives
can promote further developments in a number of ways, leading to increasng
returns. Eagterly (2001) cites the example of spillover effects precipitated by the
initid invetment made by a Bangladeshi garment entrepreneur, which sparked
expangon in this sector. The South African car industry is a case in point. For
ingtance, the programme encouraged BMW to embark on a mgor vehicle export
programme. This provided an important learning experience for others,
egpecidly internationd  rivd, DamlerChryder who admit that they may not
have nade the investment without the BMW example® In a sense this is a form
of increesng return. The BMW experience - successful as it turned out - lent
credibility to the system of incentives and showed that South African firms
could successfully build and export high technology vehicles. Other car firms
are now following asmilar path.

i) Investment determines competitiveness - There is condderable inertia in
international investment patterns. Obvioudy, given the risks and dtart up codts,
multinationd firms will not relocate to new international sources of supply in
order to shave a few percent off costs. But whether the low cost production
location ends up being Mexico, Thaland or South Africa will depend not on
natura endowments or datic concepts of comparative advantage but on where
the investment in up to date technology takes place. Once edtablished the new
production centre will be competitive by virtue of sunk investments in modern
plant and infrastructure.

4.3 Therole of stable and credible incentivesin achieving economic objectives

Viewed purely as an export programme, the MIDP has been enormoudy successful
and it looks quite possble that the automotive industry will become a net exporter in
the next few years. Some of the problems associated with this are indicated in this
paper and in Black and Mitchell (2002). What does the MIDP experience tell us about
the use of incentives? Firdly, it is clear that stable and credible incentives can have a
maor impact on firm behaviour. Secondly, thet it can be hepful if the carrot (in this
case in the form of export incentives) is supported by a gick (in this case in the form
of lower taiffs and growing imports which have placed the indusry under
congderable competitive pressure).

19 Interviews
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Growing exports has been seen as the mgor route to job creation in the South African
economy. The export dde of this equation has largely been achieved but job growth
has been disgppointing. The evidence seems to indicate that firms have dimmed
down, rationdised and improved labour productivity. Also much exporting has not
been in paticularly labour intensve sectors. An important issue facing policy makers
is to approach the employment objective more directly and use microeconomic
incentives to encourage growth in more labour demanding sectors both for the loca
and export markets.
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APPENDIX 1
The MIDP asamended in the Mid Term Review

Y ear CBU Duty | CKD duty | Qudifying Components, | Qudifying | Productive
(Light value of heavy duty Precious asset
vehicles) digible vehicles & Metal alowance

Export tooling Content in
Performance | exported: Cataytic
CBU light Converters
vehicles
imported

2002 40.0% 30.0% 100% 100:65 50% 20%

2003 38.0% 29.0% 9% 100:60 40% 20%

2004 36.0% 28.0% 88% 100:60 40% 20%

2005 34.0% 27.0% 82% 100:60 40% 20%

2006 32.0% 26.0% 76% 100:60 40% 20%

2007 30.0% 25.0% 70% 100:60 40% 20%
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